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Further to the entry into force and implementation of the Electricity Directive, the Commission
is preparing a progress report setting out an evaluation of electricity markets and, where
necessary, additional measures to the Directive. Given the importance of this piece of work, the
Commission decided to engage in a wide consultation process with stakeholders.

EURELECTRIC welcomes this initiative as it comes at a timely moment with regard to
iourwork on further market developments. In this paper, we wish to put forward our views on
the experience so far and how we see the way forward.

WHAT LIBERALISATION HAS DELIVERED ...

The liberalisation of electricity markets started roughly ten years ago, which provides a
reasonably good period of time to assess the impacts and benefits delivered to customers.
These can be summarised as follows:

- price level: price development over the last ten years correlates with a clear downward
price trend: 18 % price decrease for industrial customers and 11 % for household
customers (real terms)' although a recent price increase is perceivable. This is all the
more noticeable since, as a result of EC policies on emissions reduction and promotion
of renewables, surcharges and levies have increased more rapidly than electricity
prices. Therefore, customers have to a large extent not been able to see the price
reduction. However it should also be noted that liberalisation is aimed to deliver
competitive prices, which does not mean automatically lower prices. In view of
growing scarce resources and the need for new generation capacity, prices are likely to
€0 up. — FOR FURTHER REFERENCE, SEE ANNEX IV: EURELECTRIC PRICE EVOLUTION STUDY (CARRIED
ouT BY KEMA CONSULTING).

- Cost cutting: with the opening-up of markets, electricity companies have gone through
significant restructuring and cost cutting. In this respect, they have made important
gains in labour productivity in the European electricity sector in parallel with socially
responsible policies.

- Best performing fuel source: whilst gas and oil prices varied significantly with a sharp
increase in 2000 and 2004 - which resulted in price increase of up to 40% and 60 %
over the last three years respectively- the evolution of end users electricity prices has
remained steady and far below the levels of gas and oil price increases over the decade.

! Eurostat sources : prices deflated on the values of 1995 for industrial customers (annual consumption of 24
GWh) and household customers (annual consumption of 3500 kWh).



- High levels of public service obligation: with the opening up of markets, high levels
of quality in public service obligations have been maintained, thus showing that
liberalisation can go together with customer protection and high quality standards (and
notably safe operation of networks2).

- Customer satisfaction: EUROBAROMETER successive surveys show high scores of
satisfaction for residential customers ranging from 87 to 89%. This high level of
satisfaction primarily relates to the reliability of the supply and the affordability of
electricity prices. It is also noteworthy that the services performed by electricity utilities
rank first ahead of other utilities (gas, telecom, water, postal services and transport).

For more detailed assessment of electricity markets, further criteria can be found in Annex I of
this Paper. As already mentioned in our comments on the third benchmarking report, we feel
that a too predominant focus has been placed on customer switching rates which in themselves
are insufficient to provide a picture as to how competition has developed in electricity markets.
We believe that any comprehensive assessment should be underpinned with a broader range of
indicators with respect notably to customer choice, generation, wholesale, cross-border trade
and the creation of a level-playing field.

DEVELOPMENT OF MARKETS: MARKETS IN TRANSITION

These findings demonstrate that liberalisation has been able to deliver a number of expected
results but not all of them. This can be explained to a large extent by the on-going
developments in electricity markets, which although no longer purely national have not yet
reached the stage of a pan-European market.

In this respect, it is worth noting that good progress has been made with the development of
trading places, the increase in the volumes of wholesale trade and convergence of day-ahead
prices in major markets. Also the competitive pressure resulting from the opening up of
markets has led companies to restructure ~ and engage in mergers and acquisitions. This
process has allowed the emergence of new entrants in all EU markets. Likewise, there has been
an increasing use of market-based mechanisms for congested interconnectors and their full
application on all interconnectors seems to be within reach. However, the lack of sufficient
cross-border infrastructure combined with the difficulties of building new interconnectors for
reasons of public and political resistance or cumbersome administrative procedures constitutes
a specific constraint in the development of electricity markets.

% It must be noted that according to EURELECTRIC’s findings liberalisation did not in itself lead to the
coincidental series of black outs in 2003 which could as well have happened before liberalisation.



Against this background, the liberalisation package is aimed at providing a common regulatory
framework across the enlarged European Union but it is still lacking full implementation in
some parts of the Union. Price control still exists in a number of countries and recent
developments are showing that attempts to re-regulate competitive activities cannot be
excluded. Also, the multiplication of legislative initiatives with sometimes contradictory
objectives is causing uncertainties which are not favourable to investments. Furthermore,
markets developments are being called into question by very large consumers who, unlike
residential customers, have shown some dissatisfaction with their electricity prices and have
raised concerns over the competitiveness of the European industry.

THE NEED TO MAINTAIN MOMENTUM

This short summary provides a positive though nuanced picture of the developments
undergone in the electricity markets and stresses the necessity to address these challenges in a
timely manner. Since not all markets are yet fully open and competitive activities
varyingly remain subject to some regulatory pressure, this intermediary stage may
trigger doubts over the ability of liberalisation to deliver benefits to society.
EURELECTRIC sees it as a critical time and believes that it is essential to maintain the
momentum and to strengthen confidence in the market. There is a large consensus that
today’s situation needs to be improved by further enhancing market development. In
order to do so, EURELECTRIC is putting forward a plan comprising four
recommendations and in particular a road map to a pan-European wholesale market.

WAY FORWARD
These recommendations are as follows:
1. Ensure full and effective implementation of the liberalisation package

The Electricity Directive has been able to strike an appropriate balance between regulatory
supervision, customer protection and companies’ freedom to do business, which will help
to develop a level playing-field. The clear opening dates will also put an end to the uneven
market opening observed following the first 1996 Directive. Therefore, if properly
implemented, the Directive together with the Regulation on cross-border trade will provide
a sufficient regulatory framework to allow cross-border trade to develop.

It is therefore imperative that Member States do their utmost to ensure a swift
implementation of this package so that a common regulatory framework is rapidly put in
place across the Union. Likewise, it is essential that the cross-border Regulation be
completed with fully-fledged guidelines on congestion management, harmonisation of
tariffs and inter-TSO compensation payment.

Furthermore, further progress is still needed in the gas sector so as to develop a proper
competitive gas market, where gas prices should not be linked in the future to oil prices in
order to develop a true gas-to-gas competition. In this respect, storage is of particular
concern and effective third party access has to be ensured. EURELECTRIC welcomes the
adoption of GGPSSO guidelines® which must be fully complied with.

? Guidelines for Good TPA Practice for Gas Storage System Operators (GGPSSO)



Once the package is implemented in an effective manner across all the Member States,
EURELECTRIC believes that further market integration should be driven by market forces
and seamless co-operation between TSO’s, regulators and power exchanges.

2. Develop a committed attitude to the unbundling provision

Ensuring non discriminatory access to networks is key to a properly functioning market and
EURELECTRIC believes that the Electricity Directive has found the right balance,
allowing companies to keep their network assets, while putting in place strict rules to
ensure independence of network operators in the day-to day business. EURELECTRIC
considers that in order to develop a culture of unbundling, a proper organisational structure
should be developed to implement strict unbundling of information and non discriminatory
procurement of services. This can only be achieved through a firm separation of personnel
(at least at management level) together with an appropriate compliance programme.
EURELECTRIC is fully committed to making these provisions work effectively and in this
regard has developed recommendations on the implementation of the unbundling provision.

- FOR FURTHER REFERENCE, SEE ANNEX II: EURELECTRIC RECOMMENDATIONS ON UNBUNDLING

3. Integrate markets through expansion of liquid wholesale markets:
EURELECTRIC road map to a pan-European market

While the liberalisation package is essential to provide a common regulatory framework at
European level, it will not in itself ensure a spill-over effect and integrate electricity
markets into a pan-European market. Therefore, EURELECTRIC sees it very important to
enhance further market development via our proposed road map to a pan-European
electricity market. The rationale of this road map is to use wholesale trading and liquid
wholesale markets as the driver for further market integration. The objective is to create
liquid day-ahead and forward markets together with open intra-day and balancing markets
which should deliver trustworthy prices. This should be done through four processes which
can mostly operate in parallel with the regional markets as an intermediary step.

This approach is expected to deliver the necessary benefits for successful integration of
markets: it will increase the number of market players and thus alleviate concerns of market
concentration, it will also stimulate liquidity on the trading markets and the need for
common rules on transparency. Ultimately, it will reinforce trust in price formation and
markets’ abilities to deliver.

However, to succeed, such integration of wholesale markets will require a strong
commitment from the stakeholders and close co-operation between the different market
actors, including electricity companies, TSOs, power exchanges plus the Commission, the
regulators and the governments.

- FOR FURTHER REFERENCE, SEE ANNEX III: EURELECTRIC REPORT “INTEGRATING ELECTRICITY
MARKETS THROUGH WHOLESALE MARKETS: EURELECTRIC ROAD MAP TO A PAN EUROPEAN MARKET”



4. Build trust in market fundamentals and reliance on prices

Today’s situation shows a fairly advanced stage of market opening and on-going
developments in cross-border trade and market integration. The liberalisation process being
still incomplete, a number of criticism made on the functioning of the market seem to infer
structural problems. However, these are linked to the interim stage and should fade away
with further market integration. EURELECTRIC judges it important that all stakeholders,
in particular the Commission, the governments, the regulators and the large consumers,
keep faith with the original objective of creating competitive electricity markets and refrain
from excessive intervention in the competitive activities.

With the further development of markets, it is important that large consumers become
increasingly aware of developing opportunities to demand-side participation and utilise
wholesale market opportunities in their electricity procurement. So doing will help them
gain a better understanding of the fundamentals driving wholesale prices and of the need
for their active presence as a contributor to the functioning of the markets. It should also be
noted that in liberalised markets, electricity companies aim for the full recovery of their
costs and are no longer allowed to offer cross-subsidised prices as was often the case in the
past under certain governmental industry policies. Longer term contracts between
generators and buyers on market terms should also be envisaged as an element of handling
risks.

EURELECTRIC shares the concerns of large industrial consumers over the diminishing
competitiveness of the European industry but sees this as originating elsewhere than in the
functioning of markets, eg. increasing environmental surcharges, increase of primary fuel
costs, more tightened situation of supply in some areas, inflation of the carbon price, etc.
EURELECTRIC sees this situation as seriously worrying and we reiterate our call for
further consistency, market-orientations and least cost approach to energy and
environmental regulation.

ATTACHMENTS:
- ANNEX [: ATERNATIVE INDICATORS TO THE BENCHMARKING REPORT
- ANNEX II: UNION OF THE ELECTRICITY INDUSTRY - EURELECTRIC RECOMMENDATIONS ON
UNBUNDLING
- ANNEX III: REPORT “INTEGRATING ELECTRICITY MARKETS THROUGH WHOLESALE MARKETS.
EURELECTRIC ROAD MAP TO A PAN EUROPEAN MARKET”
- ANNEX [V: UNION OF THE ELECTRICITY INDUSTRY - EURELECTRIC REPORT ON PRICE EVOLUTION

(CARRIED OUT BY KEMA CONSULTING) (TO FOLLOW)



ANNEX I

ALTERNATIVE INDICATORS TO THE BENCHMARKING REPORT



Alternative indicators to the benchmarking report

o Economic indicators:
- productivity increase
o Customer choice:

- contract renegotiations

- number of competing offers

- number of competing suppliers

- number of new suppliers since market opening

- customer satisfaction

- administrative and financial barriers to customer switching
- public service obligation and customer protection measures

o Generation, wholesale markets, expansion of relevant markets:

- convergence of price zones

- evolution of liquidity of spot and futures markets

- development of data exchange and market information

- participation of energy consumers in the power exchanges

- repartition of investment shares in new generation (presence of new players in new investments)
- capability to attract investments (generation adequacy)

- cooperation between TSO's

- evolution of percentage of generation with non market based pricing (eg RES, CHP based

on feed-in tariffs)

- progress in regional market creation

e Cross-border trade

- percentage of interconnectors with market based congestion management

- foreseen development of interconnectors

- evolution of available capacity on interconnectors

- utilisation of interconnectors (available capacity, congestion management methods
secondary market for capacity, ...)

- auction capacity price/3 years period

o Creation of a level playing field:

- underlying competitive gas market

- evolution of differences in taxation, levies

- evolution of differences in G/L tarification

- implementation of IEM directive by member states
- "gold plating" of [EM directive by member states.
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Unbundling aims to prevent conflicts of interest between, on one side, the competitive
activities of generation and supply and, on the other side, the regulated business of network
operation. In this sense, unbundling is a key tool for a well-functioning European electricity
market.

EURELECTRIC believes that Directive 2003/54/EC has found the correct balance on
unbundling and fully trusts that, when properly implemented, it will deliver all objectives
assigned to it. It is therefore the objective of these recommendations to help ensure a correct
application of the unbundling provisions.

In terms of functional unbundling, the Directive requests companies in particular to ensure the
separation and independence of the network management from generation and supply, and to
adopt a compliance programme that sets out the measures and control procedures to ensure
that discrimination is excluded. Another key feature of the unbundling regime under Directive
2003/54/EC relates to the control of its application by regulators, who must control the
effective unbundling of accounts and ensure the absence of discriminatory conduct by
network operators. Regulators also have the authority to act as a dispute settlement body and
to require modifications in the network access terms and conditions of the concerned network
operator. The Directive thus contains a coherent set of rules both in terms of company
structure and regulatory supervision.

It is now necessary that Member States proceed swiftly and precisely with the transposition of
the liberalisation package. The situation where a majority of Member States have not
implemented it more than half a year following entry into force is creating uncertainty and
sending negative signals to the markets and stakeholders. Therefore, EURELECTRIC calls on
Member States to rapidly complete their transposition work and make all efforts to ensure that
the unbundling provisions of Directive 2003/54/EC are given a legal basis in all EU Member
States.



COMMITMENT

EURELECTRIC is firmly committed to contributing to the elimination of cross-subsidies and
discriminatory access to networks. To this end, it supports the unbundling provisions for
vertically integrated companies of Directive 2003/54/EC and it is dedicated to take a
proactive attitude in applying legal, functional and accounts unbundling.

The following recommendations are a demonstration of this proactive attitude.
EURELECTRIC considers that the elements listed in these recommendations could form the
basis of the compliance programme that each company has to adopt.

The electricity industry is committed to the best application of unbundling provisions as
enshrined in the Directive and EURELECTRIC believes that unbundled network operators
should as much as competitive entities contribute to a properly functioning, competitive
electricity market and adopt a customer focused attitude, e.g. through implementing efficient
processes for supplier switching'.

RECOMMENDATIONS

To ensure the independence of network operators with legal, functional and accounts
unbundling, EURELECTRIC considers that the following needs to be ensured for functional
unbundling:

e Putin place guarantees of equal treatment for all network users

- Information flows

It is of prime importance that in the course of their business, network operators do not
disclose to the companies of their holding structure that are active in generation, supply &/
or trading any information, which is not also made available to third parties and could
give them a competitive advantage. This requires network operators and the other
companies of the same holding to establish clear working separation (i.e.: “Chinese
walls”). Likewise, and in the same view of ensuring non-discriminatory behaviour,
network operators must also procure their services (e.g.: balancing, losses, intra-day
allocation ...) on transparent legal and market terms.

Preservation of confidentiality also raises the question how to handle common
services. For EURELECTRIC, these should remain permitted for evident reasons of
economy of scale provided that they do not constitute a means to transfer information
between networks on the one hand and generation, supply or trading on the other hand. It
must thus be guaranteed that commercially sensitive information is handled separately and
that confidentiality is ensured in the most economic efficient way. Ensuring differentiated
access rights to a common database or creating separate IT databases for network and
generation/ supply/ trading could be ways of achieving this.

! Supplier switching is however not a networks activity in all countries, e.g.: in the UK, it is carried out by
suppliers.



- Relations with network customers

Besides contractual access to networks, the operation, maintenance and reinforcement
of the grid must be ensured by network operators on a purely non-discriminatory basis.
All customers must in this respect be treated equally, irrespective of their supplier. In
addition, distribution network operators must, in their relations to network customers,
ensure that they do not privilege the supply company belonging to the same holding
structure.

e Adopt a compliance programme and monitor its application

EURELECTRIC considers that the compliance programme required by the Directive
will play a major role in strengthening the culture of unbundling of vertically integrated
electricity companies. This programme must be implemented by the network entity to
ensure that the behaviour of its personnel is kept non-discriminatory. EURELECTRIC
however believes that the programme must also be made known to the competitive
businesses of the vertically integrated company so that these behave correspondingly.
Accordingly, the adoption and monitoring of the compliance programme ought to be a
group responsibility.

EURELECTRIC takes the view that the compliance programme must take account of
all relevant network related procedures on functional unbundling and notably the flow of
commercially sensitive information.

e Guarantee network operators with effective decision-making rights and sufficient
resources

In application of the Directive, network operators must be entrusted with effective
decision-making rights on the operation, maintenance and development of network assets.
The parent company however remains with necessary governance and supervisory rights
that amongst others cover control of return on assets, i.e. approve the annual financial plan
or any equivalent instrument of the network business and set limits to its level of
indebtness. Provided they do not exceed the terms of the approved financial plan, the
construction and upgrading of network lines must be decided by the relevant network
operator without involvement of the parent company.

In order to make the decision-making rights result in concrete actions,
EURELECTRIC considers important that the network entity has sufficient resources at its
disposal.



e Have distinct network personnel from generation/ supply

For the independence of decision-making and to avoid privileged relations between
the network operator and other companies of the same holding structure, the personnel
working in the network business has to be distinct from that working in generation, supply
or trading. More precisely, EURELECTRIC is of the opinion that the network operational
staff and management must not be the same as the one involved in day-to-day operation of
generation, supply or trading.

For economic reasons, it should however remain possible that the network staff also
works for other entities of the holding structure on purely administrative or technical
tasks, e.g. maintenance of plant transformers. In this case however, the network personnel
must guarantee the confidentiality of the information it obtains and the payment of the
network service function must be based on market prices.

e Ensure independence of the network personnel

As required by the Directive, the professional interests of the network management
need to be taken into account to ensure their independent behaviour. For this, the
following must be guaranteed:

- the salary of the senior network personnel must not be materially based on the
performance of generation, supply or trading;

- the appointment/ termination of mandate of the network management is to be decided by
the network entity without involvement of generation, supply or trading. The appointment
of the executive network management (CEO, CFO...) could however be decided by the
holding structure;

- when leaving the network business for electricity generation, supply or trading,
employees must be made aware of their responsibilities regarding unbundling, and in
particular the information they can not transfer to their new employer, for example
through compliance training.



ANNEX III

REPORT “INTEGRATING ELECTRICITY MARKETS THROUGH
WHOLESALE MARKETS. EURELECTRIC ROAD MAP TO A PAN
EUROPEAN MARKET”



Once the 2003 Directive and the cross-border Regulation are fully in place in all Member States and
provided that they are applied properly, this should provide at European level an appropriate
regulatory framework to allow cross-border trade to further develop. With the enforcement of this
package, and considering that the framework for the development of liquid and strongly interlinked
wholesale markets has been set, further market integration should, as far as possible, be driven by
market forces.

The basic structure of a wholesale market and the possible corresponding trading markets are shown
in Figure 1. The picture also addresses the major building blocks of a liberalised wholesale market
which are to be developed within the framework set up by the implementation of the electricity
directives.

The major building blocks are:
o Well-designed and functioning transmission and system services managed by TSOs; and

e Functioning wholesale trading provided by OTC markets and power exchanges.

Wholesale market structure

Day-ahead Intra-day Balancing
market market market
Physical derivatives market (physical delivery):
futures, forwards, options, structured deals
PX PX TSO
PX: standard contracts
oTC oTC
OoTC: dard and dard
Fi der market (fi ial settlement):
futures, forwards, options, structured deals
PX: standard contracts
oTC: dard and dard .
Time
. Day Time of
Years, months, weeks and days before delivery before delivery
delivery
PX - power exchange
7SO - transmission system operator
oTC - over the counter

Figure 1: Wholesale market structure’

The EURELECTRIC vision for the way towards a properly functioning pan-European market in
electricity consists of a series of strongly interlinked wholesale markets comprising the enlarged EU
and other closely associated States resulting in as large price areas as possible and ultimately — if
possible — in one single pan-European price area. This requires trustworthy day-ahead prices, open
intra-day and balancing markets and efficient and coordinated market-based mechanisms for
congestion management. The development must be underpinned by solid involvement by all market
participants and by a common body of available information. This description can be seen as a
leading objective which requires a number of conditions related to market-places and transmission
system operators to be met.

> For details see the EURELECTRIC report “Regulatory Aspects of Electricity Trading in Europe”, February 2003,
pages 6 and 7.

Ref.: 2005-308-0010 29 June 2005



It is essential that market-places fulfil at least the following criteria:

e Have liquid day-ahead and forward markets and open balancing and intra-day markets with
trustworthy prices;

e Have a sufficient number of market participants in the day-ahead and forward markets, in
particular more large consumers from the demand side;

e Provide transparent access to common sets of market information; and

e Have market-based mechanisms for congestion management.

Having a central clearing function for the forward market is helpful for increasing liquidity and
reducing counter-party risks by attracting more financial market participants.

Transmission system operators also have an important role to play in facilitating the market
functioning. In this regard it is crucial that the first two criteria in the following list be completed in
the short term and the third one developed in the medium term:

e Have a set of sufficiently harmonised TSO rules to allow cross-border trading on all markets
(e.g. gate closures, nomination procedures, balancing rules, others);

e Have co-ordinated and market-based congestion management mechanisms for bottlenecks;

e Develop interconnection capacity to reduce structural bottlenecks, when economically
reasonable.

In order for such a pan-European market to develop, it is essential that sufficient confidence in the
market be built up and that the development of wholesale markets should not be hindered by undue
intervention, especially in view of the huge investments needed in the electricity sector. It is of
utmost importance that regulators and governments refrain as far as possible from intervening on
the market, in particular on the price level or on the demand for investment. In this respect, much of
the success of developing wholesale markets will depend on policy makers’ and regulators’ ability
to let the market work. Reliance on the market will reinforce the trust of all stakeholders, in
particular consumers.

Furthermore, in a multi-dimensional market, where other policy objectives such as environmental
protection and security of supply are particularly intertwined, consistency in the development of
policy-making is essential. In this respect, the uncoordinated development of renewable energies
may have far from negligible distortive effects on the functioning of the markets. Co-ordinated
policies on security of supply are also a necessary requirement for fully integrated electricity
markets.

Ref.: 2005-308-0010 30 June 2005



4. Road map for a pan-European market

Electricity markets are in a transitional phase in which markets are no longer purely national but are
not yet pan-European. Strongly interlinked wholesale markets underpinned by solid co-operation
between power exchanges and TSOs, trustworthy prices and efficient market-based mechanisms for
congestion management should be the core of the development towards the pan-European market.
The building blocks of a liberalised wholesale market also include well-designed transmission and
distribution system services, together with a functioning market structure for wholesale trading.

Further integration of markets does not require one standard framework for all those issues for the
whole of Europe. A sufficiently harmonised regulatory framework and sufficiently harmonised
trading rules will deliver this vision. Harmonisation should be pursued only where it is cost-
efficient and proportionate to the expected benefits. No single model should be imposed on other
regions or on the whole of Europe. Whilst keeping the European goal as the focus, different
regional models should be possible so long as they can be combined in the end to form the pan-
European market.

Area of the roadmap - wholesale market

1
Retail Retail
] ket
business marke

Small
customers

B 0N Wholesale market

Competitive Large
businesses customers
Regulated

ansmission an
stem services

monopolies istribution

Figure 2: Area of the roadmap

EURELECTRIC’s roadmap focuses on the integration of the wholesale markets in Europe (see
Figure 2). The opening-up of electricity markets in the early stages allowed for competition in
generation which then led to increased competition in the wholesale markets. The rationale behind
this road map is to use the expansion of competitive wholesale markets as a lever for the
development towards a pan-European electricity market. Liquid and strongly interlinked wholesale
markets underpinned with trustworthy prices will boost the development of retail markets across
borders and introduce a more direct link between wholesale and retail prices.

The road map is intended to be open and flexible so as to allow different developments and regional
specificities, as long as these fit into the ultimate goal of a pan-European market.
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In drawing up this road map, EURELECTRIC intends to highlight the necessary steps leading to a
properly functioning pan-European wholesale market. This should be based on a sound and
appropriate design so that wholesale markets develop and function in a way that is self-sufficient
and minimises the need for regulatory intervention. Thus, this road map seeks to maximise the role
of market participants by ensuring that a proper basis is established to allow unimpeded and smooth
functioning of those markets.

In the remainder of Chapter 4, EURELECTRIC sets out the actions needed and the parties involved
in progressing towards a pan-European wholesale market. Note however that relatively immature
markets may require greater regulatory involvement (e.g. in market design, etc.), whereas in more
developed markets, market participants will play more of a leading role in shaping developments.

4.1. The parallel processes towards a pan-European market

There are basically four processes in the roadmap towards a pan-European electricity market:
e (Continued liberalisation of national markets;
e Development within regions;
e Coordination between regions;

o Integration at European level.

These processes are closely interlinked and are partly based on each other. It is not necessary for
one process to be finalised before commencing the other processes. At least the first three phases
can and should be developed in parallel in order to progress to a pan-European wholesale electricity
market.

The following picture illustrates the four parallel processes and also indicates the time span in
which the different processes should be carried out.

Road Map to a European Electricity Market:
parallel approach

0
Integration at European level 2007-12 %

I'II'I

c

o

Coordination between regions 2005-10 '8
Q

S

3

Development within regions 2005-09 QL
=

D

Continued liberalisation 20g5-07
of national markets

Figure 3: Road map
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4.2. Continued liberalisation of national markets — by 2007

Liberalisation of national and/or regional wholesale electricity markets have followed different
speeds and paths and also started at different points in time. The second IEM Directive set the
framework for a more harmonised approach to market liberalisation and for full market opening not
later than provided by the deadlines set, i.e. not later than 1% July 2007. The development of
liberalised wholesale markets in all Member States is a necessary prerequisite for the integration of
the markets and all further developments. Therefore, a basic requirement for all Member States is to
implement the IEM Directive as fast as possible. In addition, the necessary guidelines under the
cross-border Regulation must be developed and enforced in a timely manner, as they also strongly
impact on the development of a level playing field in Europe.

Also needed is the development of liquid trading markets (day-ahead and forward markets)
combined with sufficient market transparency. Where such markets do not exist yet, a consistent
framework for the development of liquid and competitive trading markets must be established to
facilitate the entry of new market participants into the wholesale markets. On the other hand, where
these markets already exist, demand-side participation is important to achieve an efficient balance
between supply and demand. Therefore, it is desirable that large consumers directly participate in
the wholesale market.

Another prerequisite for the development of liquid wholesale markets is the trust of the market
participants in the market. Therefore, market transparency and information exchange in the
wholesale markets must be harmonised to ensure that all market participants have the same
information at their disposal.

Currently, a number of countries still regulate end-user prices. As price regulation and — even more
so — the imposing of price caps distort the markets, they should be abolished for both wholesale and
retail markets as soon as possible.

Long-term power purchasing agreements (PPAs) might also constitute a market hindrance. This is
often the case for those PPAs which were entered into before the start of the liberalisation process
as they are in general not in line with the principles governing a competitive electricity market. If
this is the case, long-term PPAs should be terminated as far as possible with proper and fair
compensation being given to the parties involved reflecting market prices. However, as long as
PPAs do not hinder competition and the development of liquid cross-border trading markets, the
individual generators and suppliers should be free to decide on the duration of any given agreement
with their customers.
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In addition, authorisation procedures for new investment in generation and transmission lines must
be facilitated. Currently, it takes far too long to build a new power plant or new transmission lines

to be able to react to market requirements.

Developments and actions

Involved Parties

Implement Directive 2003/54/EC

Governments

Develop guidelines under the cross-border
Regulation

Commission/ Regulators

Where absent, establish a framework for
day-ahead, forward, intra-day and balancing
markets on a national or already regional
level

Governments/ Power Exchanges/ Market
Participants/ Brokers/ TSOs/ Regulators

Where wholesale markets already exist,
encourage demand-side participation in day-
ahead markets

Market Participants (especially large
consumers)

Determine market transparency and
information exchange

Market Participants/ TSOs/ Power
Exchanges/ Regulators

Where long-term power purchasing
agreements are not in line with market
liberalisation, terminate PPAs as far as
possible

Governments/ Regulators/ Market
Participants

Abolish remaining price regulation and price

caps (for wholesale and retail markets)

Governments/ Regulators

Facilitate authorisation procedure for new
investment in generation and transmission
lines

Governments/ Regulators/ other relevant
authorities/ TSOs
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4.3. Development within regions — by 2009

The development within regions must allow enough flexibility so that national markets can
integrate in more than one region and thereby provide a bridging function between different
regions. The ultimate goal of a pan-European market must remain the focus of all developments
and, therefore, sufficient harmonisation within interlinked markets is necessary. The development
within regions is ongoing and positive examples for such a development — on both formal and
natural basis — can already be seen in Europe. All processes needed for regional development
should be finalised at the latest by 2009.

This process includes the development of regional electricity markets and at the same time
enhanced co-operation within regions between national markets. In order to achieve greater
integration within regions, the basic regional transmission infrastructure combined with a
corresponding trading framework must be created. This also necessitates further harmonisation
within regions of the rules governing market transparency and the provision of data. These
measures are the basis for the development of regional day-ahead, forward, intra-day and balancing
markets through common trading principles and common trading products to be applied for trading
both in power exchanges and on OTC-markets.

On the transmission side, the key questions relate to developing common principles for grid
investments, grid charging and efficient congestion management with TSOs taking the leading role.
Regional transmission charging principles should be introduced to create a level-playing field for all
market participants. All grid congestion should be managed by market-based methods in order to
achieve enlarged wholesale markets and, in cases where no structural bottlenecks exist, a single
regional price area. Congestion should be managed as far as possible where it is located. “Borders
of regional markets” should develop along points of structural congestion irrespective of national
borders. In order to reduce structural bottlenecks, there should be co-ordination between TSOs and
regulators in the planning process for new interconnectors.

As market development is closely linked with the need to ensure security of supply, the
development of such regional markets should be accompanied by co-ordinated security standards on
a regional basis, e.g. on emergency actions, operational reserve levels and cross-border flows. This
is essential in order to avoid market distortions and to ensure compatibility, in particular in areas
where different TSO organisations interface and harmonisation across these borders is needed.

In this context it is also important to state that decisions on generation investment should be based
on market price signals. Where a Member State provides incentives for the building of certain
generation facilities, these incentives should be harmonised within the regions as well. This should
also include a harmonised and market based approach towards support schemes for renewables.

In order to have regional markets developing well and smoothly, close cooperation between
regulators, TSOs and power exchanges, in interaction with all other market participants, will be key.
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Developments and actions

Involved Parties

Develop regional day-ahead, forward,
intra-day and balancing markets notably
through common trading principles and
common products

Governments/ Power Exchanges/ Market
Participants/ Brokers/ TSOs/ Regulators

Harmonise market transparency and
provision of data within regions

TSOs/ Power Exchanges/ Market
Participants/ Regulators

Introduce regional transmission charging
principles

TSOs/ Regulators

Manage grid congestion through market-
based methods to achieve enlarged
markets and a single regional price if no
structural bottlenecks exist

TSOs/ Power Exchanges / Market
Participants

Co-ordinate planning processes for new
interconnectors

TSOs/ Regulators

Co-ordinate security standards on a
regional basis, e.g. emergency actions,
operational reserve levels, cross-border
flows

Market Participants/ Governments/ TSOs

Develop generation investments based on
market price signals, and, if any,
harmonised incentives for generation
investment within regions

Market Participants/ Governments/
Regulators

Harmonise market-based support for
renewables

Commission/ Governments

Enhance co-operation within the regions

Regulators/ TSOs/ Power Exchanges/
Market Participants

4.4. Coordination between regions — by 2010

In parallel to the development within regions, there must be further coordination between regions.
To a certain extent, this process has already started with the round of Mini Fora which took place
between December 2004 and February 2005 all over Europe. The participants in those Mini Fora
also quite often included market participants from areas outside the core of a potential regional
market. However, as already pointed out above, regional markets do not necessarily have clear
borders but should be flexible in order to allow the development of overlapping regions which
might make achieving the ultimate goal of a pan-European electricity market easier. In order to
ensure a flexible development of markets, coordination across borders, i.e. between regional
markets, is necessary. Proper inter-regional coordination should be established at the latest by 2010.
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Transparent congestion management principles should be created across regions through market-
based methods in order to enlarge price areas with increasing liquidity and decreased area price
risks. Additional measures should be implemented, if possible, to improve the utilisation of the
transmission capacities on existing interconnectors. In order to reduce structural bottlenecks, further
network capacities should be built between regions when price differences give the signal to build
them. The European Commission must ensure that a harmonised framework is in place which
provides a transparent way to determine the necessary cross-border capacities within regions and
ultimately within a pan-European electricity market. The actual decision on which capacities are to
be built must be left to the system operators in close co-operation with the regulators (and if
necessary the national governments). A regional and European perspective must be applied in the
planning and development of interconnector capacity so as to ensure coherent development of
integrated European networks.

TSOs, power exchanges, the European Commission and regulators, in interaction with all market
participants, must enhance their cooperation across regional markets in order to enable the further
integration of markets.

Developments and actions Involved Parties

Manage congestion through coordinated
and transparent market-based methods to
achieve as large price areas as possible

TSOs/ Power Exchanges/ Market
Participants

Improve utilisation of the transmission TSOs/ Power Exchanges
capacity on existing interconnections
Co-ordinate system planning processes TSOs/ Regulators

with a regional and ultimately European
perspective

Co-ordinate security standards between Commission/ Governments/ Regulators/
regions TSOs

TSOs/ Power Exchanges/ Commission/
Regulators/ Market Participants

Enhance co-operation between regional
markets

4.5. Integration at European level — by 2012

As stated above, the ultimate destination of this road map is an internal electricity market with as
large price areas as possible and ultimately — if feasible — one single price area. This has to be the
overall focus for all the parallel developments described above. In order to establish an effective
pan-European wholesale market and also to widen retail markets, an integration process at
European level has to take place. This process may only get started once the Electricity Directive
has been fully implemented, i.e. in 2007, and should be finalised by 2012.

In practice, integration at European level means the integration of regional markets, whether
established by formal mechanisms (like the Nordic market) or developed naturally without any
clear borders (like the Western European market), into one European market. To make this possible,
it is extremely important to ensure ongoing coordination between markets as otherwise the
formation of a pan-European market would become very difficult. If the developments described
above take place in parallel in all markets, the integration of regional markets should, in principle,
be quite straightforward. The key driver for the whole development will be the market forces,
supported by a strong political will to create a European electricity market.
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Continued harmonisation towards European integration combined with deepening inter-regional
integration via investments in generation and transmission lines are at the core of this process. A
European framework must be defined for the day-ahead, forward, intra-day and balancing markets
with active demand-side participation and with the use of market-based congestion management.

Additional grid investments should be fostered based on common principles developed by the
involved TSOs and regulators in order to reduce the remaining structural grid congestion between
European regions. The goal is not to have a market without any congestion but to achieve the
largest possible price area(s). Congestion should be removed as far as possible and where
economically justified or for reasons of security of supply, as it could otherwise constitute a
hindrance to the development of a European electricity market.

A common European transmission charging system can be introduced based on these common
principles for network investments.

In addition, a harmonised framework for renewables with a market-based support scheme must be
in place on a European level by 2012.

In the context of an integrated European wholesale market, security of supply issues also need to be
co-ordinated on a European basis, including common requirements for planning and operation of
infrastructure (e.g. operational reserve rules).

The pan-European wholesale electricity market should not be viewed as isolated from the
neighbouring countries and ways should be explored to facilitate trade with those countries.

Developments and actions Involved Parties

Establish a framework for day-ahead, Power Exchanges/ Market Participants/
forward, intra-day and balancing markets | Commission
at a European level

Introduce a common transmission Regulators/ TSOs
charging framework

Foster new grid investments to reduce TSOs/ Regulators / Market Participants
grid congestion between European
regions if economically justified or for
reasons of security of supply

Implement common principles for Commission/ Regulators/ TSOs
network investment

Co-ordinate security of supply issues on a | Commission/ Governments/ Regulators/
European basis, including planning and TSOs

operational requirements (operational
reserve rules)

Ensure that a European market-based Commission/ Governments
system for renewables is in place
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4.6. Conclusion

The development of a pan-European market is an ongoing process. The road map presented in this
chapter shows the EURELECTRIC vision of the necessary processes towards this ultimate goal at
this point in time based on the current status of liberalisation and wholesale markets. In setting out
an electricity industry approach to the development of a pan-European wholesale market, the road
map seeks to emphasise the role that market participants should play in achieving it.

It can be seen that no single approach can be applied for all markets. However, although national
and regional markets will have their own specificities, these specificities should not impede
progress towards the ultimate goal of a pan-European market, which must be the focus of all such
developments.

We believe that following this roadmap can deliver the targets set for the liberalisation of the
European electricity markets. Competition will increase by enlarging the geographical markets,
thereby increasing the number of active market participants, with active cross-border trade and
market-based investments in power generation. All customers will have more options to choose
their supplier.

In particular, we invite large consumers to participate further and directly in the wholesale markets.

The road map shows that no further regulation is needed to achieve the goal set out in the
liberalisation package provided that markets are well designed and the market participants are left to
make the markets work. The overall improved efficiency of the electricity industry will bring
benefits for all domestic and industrial customers in the European Union.

Further market integration will succeed if it is backed by a clear and solid vision, and by a firm
commitment from the stakeholders. This road map is intended to demonstrate EURELECTRIC’s
faith in the liberalisation process and confirm our commitment to making the original objective of a
single electricity market come to fruition. We hope that it will serve to stimulate discussion and
debate on the challenges facing the electricity sector and European industry in general.
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Data used

Electricity demand The total electricity demand includes the demand for final consumption
and network losses. Source of 2002 and 2003 data for “electricity
demand” in country tables:

http://www.eurelectric.org/statistics/Latest2003.htm, Table 1: Electricity
Overview 2002/2003 (downloaded on 11 May 2005); the data for 2004
are preliminary figures and will be published on the EURELECTRIC
website as soon as they are final. More detailed information can be found
in the EURPROG 2004 report published by EURELECTRIC.

The data used for the pie charts on the market shares of the biggest electricity companies of the
regions was taken from the publication “Quarterly Review of European Electricity Prices”, Issue 1:
October 2004, published by DG Energy and Transport (with a correction for “west central Europe”
published in Issue 2: January 2005). See at
http://europa.eu.int/comm/energy/electricity/publications/index_en.htm.

The data comes either from public sources (e.g. websites of power exchanges, EURELECTRIC
reports, etc) or was provided by the members of the Task Force. The data provided by
EURELECTRIC members does not include any commercially sensitive data.

Abbreviations used for legal acts in report

1996 (IEM) Directive ~ Directive 96/92/EC of the European Parliament and of the Council of 19
December 1996 concerning common rules for the internal market in
electricity, published in the Official Journal L 27/20 on 30 January 1997.

2003 (IEM) Directive ~ Directive 2003/54/EC of the European Parliament and to the Council of
26 June 2003 concerning common rules for the internal market in
electricity and repealing Directive 96/92/EC, published in the Official
Journal L 176/37 on 15 July 2003.

Cross-border Regulation Regulation (EC) No 1228/2003 of the European Parliament and of the
Council of 26 June 2003 on conditions for access to the network for

cross-border exchanges in electricity, published in the Official Journal L
176/1 on 15 July 2003.
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List of used abbreviations

APX Amsterdam Power Exchange (NL)

Belpex planned Belgian power exchange (project between Belgium, France and the
Netherlands)

BPI Belgian Power Index

CIS Commonwealth of Independent States

D-3 Delivery day minus three days

DG TREN  Directorate-General for Energy and Transport

E&W England & Wales

EEX European Energy Exchange (DE)

Endex European Energy Derivatives Exchange (NL)

EU European Union

EXAA Energy Exchange Austria (AT)

FYR Former Yugoslavian Republic

IEM Internal Electricity Market

IPE International Petroleum Exchange (UK)

IPEX Italian Power Exchange (IT)

MIBEL Iberian Electricity Market

MVM Owner of the transmission system and public wholesaler in Hungary

OMEL (current) Spanish market operator

OMI (future) Operator of the Iberian market

OMIE Iberian market operator — Spanish branch

OMIP (future) Iberian market operator — Portuguese branch

OTC Over-the-counter

OTE Czech electricity market operator

PPA Power Purchase Agreement

SEE South-East Europe

SWEP Swiss Electricity Price Index (CH)

TSO Transmission System Operator

UCTE Union for the Co-ordination of Transmission of Electricity

UKPX UK Power Exchange

UNMIK United Nations Interim Administration for Kosovo
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ANNEX IV
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