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1 FOREWORD

The purpose of the present report is to describdésic principles that should be followed by tladtiB
Member States (MS) for the development of a redippaver market integrated with Nord Pool and to
provide the input to the Regulators and the Miigstfor the necessary reforms to the adopted.

Firstly, this report addresses the Power Marketidgdefor the Baltic MS, which consists of a set of
guidelines governing the sale/purchase of eled¢trmawer and the operation of the generation,
transmission and distribution system. The marketigie document shall represent the reference
document to subsequently develop the “market chaegcribing in detail all the procedures to be
applied during the market operation.

Since the agreed target is the attainment of a compower market between Baltic MS and Nordic
Countries, the rules to be introduced in the Baltie regional market shall be consistent with thg ke
elements of the Nordic market design, while keepadull compliance with the EU Directive
2003/54/EC, also during the transitional phase ftbe present power exchange situation to the final
Baltic integrated power market. In the identificatiof the role of the market participants also ribev
provisions included in the new EU Electricity Ditiwe under discussion have been considered.

As agreed among the members of the Working Groegtitity Market Integration (EMI), in a first
stage, the Baltic power exchange will cover only ttay-ahead market and, thereafter, on the basis of
the acquired experience and feedback from the Hagehmarket, further markets could be introduced in
the power exchange, namely the intraday markettifuopus negotiation) and the financial markets
(e.g.: futures).

The second part of the report shows the presentategy and legal framework, the procedures inglac
for power balancing, the market organisation ad a®lthe technical characteristics of the genearatio
and transmission systems in the Baltic MS. Theoger of the present situation in Estonia, Latvia an

Lithuania has been prepared by the representati’élse TSOs, Regulatory Authorities and Energy
Ministries of the concerned countries.

Moreover, the existing market barriers have beentifled and shared among the WG members.

Having in mind the market model that shall be depetl, a series of steps to move towards the final
market model have to be defined: the measures tmbertaken and their schedule are catalogued in a
roadmap that started being discussed among the WiGntembers. A common and shared position
among all the members is that the power exchang# Bh progressively developed following the
experiences already acquired in Scandinavia andriinvhen starting introducing the power market. A
basic condition consists of reciprocity, which $te warranted all along the transitional phasethi®
purpose, some urgent actions have already beetifiddnsuch as removing the existing barrierstfer
cross-border trading and creating a real marketogss, with protection measures possibly applidg on
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to customers qualified for universal service (htwodds and small enterprises as defined in Directive
2003/54/EC). After having reached a consensus emtérket design among the members of the WG,
the roadmap towards an integrated power marketdegtwhe Baltic MS and the Nordic Countries is
presented in the last chapter of this report. TAemteps to be undertaken during the transitoasph
towards the Baltic MS power market integrated vitbrd Pool are illustrated, though being aware that
some points shall be clarified in more detail dgrihe implementation of the roadmap.

The market design and the steps towards theation of an open and transparent common Baltis M
electricity market and its integration with the Mar electricity markétare consistent with the contents
of the “Joint Declaration of the Prime Ministers’Couficof the Baltic Council of Ministefssigned in
Vilnius on 27" April 2009.

Finally, it is worth mentioning that the results fso achieved have been made possible thanks to the
support of the E.C. and the open and friendly boltation of the representatives of the Baltic M8 an
the Nordic Countries either at the WG meetings uy-group meetings followed by intense e-mail
exchanges.

! Prime Ministers of Lithuania, Latvia and Estonia
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2 GLOSSARY

Baltic MS Baltic Member States: Estonia, Latvia and Lithuania

BEMIP Baltic Energy Market Integration Programme

DSO Distribution System Operator

EEA European Economic Area

ERGEG European Regulators' Group for Electricity and Gas

HLG High Level Group established at the European Cosionisin November

U7

2008 and composed by ministerial representatives tref Countrie
surrounding the Baltic Sea.

ITC Inter-TSO Compensation

NTC Net Transfer Capacity

NPS Nord Pool Spot AS

TPA Third Party Access

TSO Transmission System Operator

WG EMI Working Group - on "Electricity market integration"
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3 THE POWER MARKET IN THE BALTIC MEMBER STATES

3.1 Main requirements and basic conditions of a Pogv Market Design
The main requirements of the Market Design canupensarised as follows:

v

v

v

v

to ensure compatibility and consistency betweehrtieal operation of the electricity system
and the functioning of new financial/commercial tm&gisms at a regional level;

to ensure a smooth transition and accommodateidhdity of existing national entities and the
affordability for consumers, while limiting the usé market distorting mechanisms (stranded
cost recovery, excessive public service obligadions

to foster attraction of new investments (and newygrand assure security of supply while
optimizing economic competitiveness of electrigtypply;

to take into account the specificities of the coiestof the region, including the ongoing reform
process in the energy sector

The above requirements involve the fulfilment afngobasic conditions

v

v

unbundling of the TSO and the DSOs from generatimhsupply;

creation of market rules that don't discriminatey grarties of the electricity sector, neither
national or international actors;

setting up market structures that promote compatitbn equal terms, including gradually
phasing out subsidies along all the relevant grtlse value chain.

3.2 Common objectives of the Market Design for th8altic electricity market

The main common objectives of the Market Designtiier Baltic electricity market can be summarised
as follows:

v

NN N N SR RN

Equal market conditions (no discrimination amongkeg participants; no obstacles for new
entrants);

Free competition in each country;

Reduced market concentration;

Sufficiently high market liquidity;

Fair price-formation (reliable and transparent reagkice for electricity);
Transparent capacity allocation, based on impdigdtion;

Transparent market information;

Efficient market monitoring;
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3.3 Basic concepts for the Baltic Market Design

Non-compulsory power exchange

The Baltic Market will be designed in the form ohan-compulsory power exchange, where market
participants can freely choose either to bid atpbeer exchange or to establish bilateral contrds

the Baltic Market physical bilateral contracts whleé allowed only inside each bidding area, while
financial bilateral contracts may be established alkcross different bidding areas.

Organisation of energy transactions and establishinoé market price

The natural objective of the power exchange islimnvathe organization of the energy transactions
through the participation of qualified members.

The priority objective of the power exchange is @stablishment of a clear and incontestable market
price reference for all actors of the Baltic Statesket.

Target year
The target year for the full implementation of t@mmon Baltic market integrated with Nord Pool has
been fixed at the year 2015.

Since the Baltic market shall be integrated withrdNBool, it shall be consistent with the key eletaen
of the Nordic market design, namely the followiramcepts shall be nfet

Power exchange at wholesale market
v" Nord Pool Spot Baltic with three bidding aréggrice difference only in case of internal Baltic
congestion)
v Implicit auction between Baltic countries and tosiamordic Countries on a single trading
platform
v' Transparency according to the ERGEG's North Eumpjfgectricity Regional Initiative

Balancing
v' Harmonized imbalance settlement and imbalancengici
v' Common reserves and balancing power market

Network tariffs
v' Harmonized network tariffs for generators - stroetand level

Other conditions
v’ Baltic retail market
v" Market place financial trade
v/ Estonia, Latvia, Lithuania and Finland have a commosition and trading principles towards
non EEA third countries.

2 These market conditions have been agreed at thsinkiesub-group meeting among TSOs representatifes
Estonia, Latvia, Lithuania, Finland with particijat of Nord Pool and CESI representatives{Z&br. 2009).

% |t means that we’ll have a single power exchamgette three Baltic MS integrated with the Nord Pand, in
case of congestion across the borders betweennBiilatonia and/or Estonia-Latvia and/or Latvia/ititmia
during the day-ahead market clearing, the congestidl be implicitly solved with the creation of price
difference between the congested cut-sets.

“ During the functioning of the power market thediidy areas can be revised, namely reduced to temerrea,
provided that sufficient NTC is warranted to avéidquent congestion within the new areas. The rénluof
bidding areas will require an enhanced cooperaioong the concerned TSOs for the relieving of jbssntra-
area congestion through countertrading.

Its worth noting that modifications of the biddiagea already occur periodically in Nord Pool Spamely within
Norway.
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In a first stage, the Baltic power exchange wileoonly the day-ahead market. Thereafter, accgrdin

to the acquired experience and feedback from tgeatlaad market, further markets can be introduced
in the power exchange, namely the intraday mam@tt{nuous negotiation) and the financial markets
(e.g.: futures). The relationships between the alesgad market (Elspot in Nord Pool) and the other
physical and financial markets are shown in Fig4fe referred to the Nord Pool organisation.

Time R
6 Years Reference price 24 Hours 0

Financial market

Elspot-market - 1| L

Elbas-market .

Balance Services

Figure 3-1 — Nord Pool Markets ( source: Nord Pool)

L_2opd |
CRITERNETER]

3.4 Physical transactions of the power market in th Baltic Member States

Possible physical transactions (and actors) inrthket are reported in the figure below.

Producers

.......
......
------
......
......
......
------
.....

Brokers |y

.....
-------
ey

w Suppliers |

7

: — Customers who enjoy
Eligible customers on the market ‘ universal service®
Bilateral Transaction on the Universal
transactions Power Pool Service"

Figure 3-2 — Possible Physical transactions in Bwver Market

*see Article 3, paragraph 3 of the Directive 2008#5C that states: “Member States shall ensure thlht
household customers and, where Member States deappriopriate, small enterprises [...] enjayniversal
service, that is the right to be supplied with electrictf a specified quality within their territory atasonable,
easily and clearly comparable and transparent price
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In the long term, physical transactions from sugagliof non-EEA countries might be envisaged (Figure
3-3) through participation to the power exchange ornbyans of bilateral contracts, provided that
“reciprocity” in the market rules as well as in thevironmental and safety standards is ensured. The
option whether bilateral contracts from suppliefsion-EEA Countries can be established either with
eligible customers or with traders is still open

Producers

Power Exchange

-------
......
------
......
------
.....
------
.....

L -‘J Suppliers |

7

: — Customers who enjoy
Eligible customers on the market ‘ universal service*

Brokers |y

| Supplier of non EEA Country

Bilateral Transaction on the Universal
transactions Power Pool Service

() Possible options

Figure 3-3 — Possible Physical transactions in Bever Market including suppliers from non-EEA coiast

3.5 Products traded in the power exchange

The standardised contracts on the basis of whiehggriransactions are carried out, shall be carsist
with what set forth in the “Rulebook for Nord P@&pot's Physical Markets”, namely:

v" Hourly bid
It is the basic type of power market bid. Eachipgu@nt submits a set of price/quantity for each
hour and price area.

v Block bid
The block bid gives the participant the opportunityset an “all or nothing” condition for all the
hours within the block. The block bid is an aggtedabid for several hours, with a fixed price
and volume throughout these hours. The participeemsfreely pick the start and stop hour of a
block and a block bid must be accepted in its etytir

v Linked block bids
Links between block bids mean that the evaluatiosh @cceptance of one block bid (daughter
block) is dependent on the acceptance of anotlekhbdid (mother block). All block bids that
are linked together must be either only sales ochase blocks and all linked block bids must
be connected to one bidding portfolio in one biddanea.

® The chosen solution shall warrant transparenciims of possibility of monitoring the transactidinsm the
Regulator and of tax payments.
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v" Flexible hourly bid
The flexible hourly bid is a sales bid of a singtaur with a fixed price and volume. The hour is
not specified, but instead the bid will be acceptedhe hour with the highest price in the
calculation, given that the price is higher tham limit set in the bid.

3.6 Role of the Market Operator for the Power Exchage

The Market Operator is a private-law entity thas lilae responsibility to operate the market in close
collaboration with national TSOs.

Its activities are regulated and are based on theiples of transparency, non-discrimination and
independence from the interests of the industsymiain activities and responsibility are:

v' Registration of participants to the power exchange
v" Anonymous comparison of bids
v' Settlement of the retained transactions

v Clearing service (management of counterpart risk).
It is not responsible for carrying out balancinther at a national or at a regional Iével

3.7 Role of the Market Participants

3.7.1 Producers
Natural or legal persons generating electricifyhey have the right:

v/ to contract for electricity generation on a bilatebasis with eligible customers or suppliers
within one bidding area, in case of physical carigaor also across biddirageas, in case of
financial contracts,

v" to offer generation capacity to the Nord Pool Spot,

to contract for reserve and ancillary services Wi#Os of any country of the region,
v to export electricity to non-EU countries.

\

3.7.2 Suppliers

Load-serving entities with rights to carry out weséle trading They can supply customers of the
BALTSO region and carry out import and export taoions with non-BALTSO countries. They can
enter into bilateral contracts with producers (ptglsand/or financial) or other suppliers and pasH
spot energy in the Nord Pool ShoThe suppliers can also buy electricity from trader through
brokers.

® The Market Operator may possibly be responsibietfe collection, elaboration and publication dfralevant
information from national TSOs, in order to fagitié their work in providing real-time balancing atite
settlement of imbalances at national level.

" The role of suppliers defined here is the sameedisied in the Directive 2003/54/EC at art.2, @atwholesale
customers

® Suppliers might also have the possibility to reskelctricity to power exchange.
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The suppliers shall make sure that the consumetirieiey of its customers is produced somewhere in
case of bilateral contracts. The customers of tipplger can be of any scale, high or low voltagegé
or small consumption.

3.7.3 Traders

Entities offering services of selling or buying &yyedepending on the purpose of the traderading
companies can be part of a larger organizationgtaiad-alone company acting on the market by itself
The trader offers physical and financial portfaii@nagements service (this means that they take upon
them the responsibility to optimise the portfoliafsother producers or suppliers and handles tlghr r
management).

For a producer it means they give direct informatim how much to produce and when, depending on
current and forecasted market prices. For a supipiey make sure that the supplier gets the cheapes
supply available depending on the level of riskytisésh to be exposed to through financial contracts
and spot trading.

The driving incentives to act as a trader are tkenabitrage profits on differences between buysaid
prices. In an efficient market there are virtuallgry small profits to be made on the physical spot
market. It is possible to act speculative on tharicial market and make somewhat larger profitstdue
the larger volumes traded on the financial markets.

The trader usually handles further products besidledricity contracts. F.i., other type of sergaan

be the optimisation of fuel supply, the carbon trathnagement or other environmental products such
as green certificates.

3.74 Customers

Final consumers (end users) free to choose the psweply from the power exchange or through
bilateral contracts They may also act as self-suppliers, but theynateallowed to trade electricity for
reselling to other final customers.

Household customers and small enterprises can énjoyersal servicg that is the right to be supplied
with electricity of a specified quality within threierritory at reasonable, easily and clearly comaple
and transparent prices, according to the provisifitise European Directive 2003/54/EC.

3.75 Brokers

Market actor connecting sellers and buyers of eieity or other products (e.g.: fuels, carbon cresji

The broker acts on the wholesale markets and ma&hriyer and a seller of some good. The brokers
act independently and do not respond to any balagoeements with the TSO. Hence, they act with
minimum risk, being responsible only to match cacis between buyers and sellers.

376 TSOs
The BALTSO electricity transmission grid, its op@va and access regime have a pivotal role in the
creation and operation of an integrated electritityket.

In this framework, TSOs are awarded the status atfonal entities, which retain full control and
responsibility for the operation and planning ofiowal transmission networks and provide TPA to
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system users, under a regulated regime, on a menidinatory and non-restrictive basis. They operat
at a single country level coordinating their acsiovith those of the neighbouring countries.

TSOs have full responsibility for the balancingtbé national system and the provision of ancillary
services to all system users in their country. Thefaborate with other TSOs for the settlement of
imbalances, but are fully responsible for the gpomding financial transactions at a national level
TSOs may conclude contracts and trade only foptlipose of balancing and the provision of ancillary
and reserve services. For these purposes, thegntaninto bilateral contracts with producers adérs
throughout EU countries or also with non-EEA coigstr

More specifically, each TSO shall be responsibte fo

v ensuring the long-term ability of the system to mmeasonable demands for the transmission of
electricity;

v’ contributing to security of supply through adequsi@smission capacity and system reliability
(planning stage);

v securing of supply and balance of the system atamyent in time, including the availability
of ancillary services (operation stage);

v" managing energy flows on the system, taking intmant exchanges with other interconnected
systems;

v' providing operators of other interconnected systaritk sufficient information to ensure the
secure and efficient operation, coordinated dewvaetog and interoperability of the
interconnected system;

v ensuring non-discrimination between system users;

v providing system users with the information thewaddor efficient access to the system, for

example published tariffs and connection rules
v"informing regularly and timely the market operatarthe NTC at the borders of the price areas.

For an efficient functioning of the power markdte tTSO should be unbundled. This means that the
TSO should not be involved with any activities cectied to the electricity market other than opegatin
the transmission system. The concept is relatedetdact that the tariffs for the transmission dtiche
cost reflective and not be subsidized by any o#wivity. There is also the concern that if the TSO
owned production assets, not related to the pmavigif ancillary services, it would be possible to
manipulate the market.

The legal status of the TSO shall be compliant with provisions of the European electricity Direeti
(Directive 2003/54/EC, art. 10).

The TSO shall preserve the confidentiality of cormiadly sensitive information obtained in the caurs
of carrying out its business. Disclosed informatiegarding the TSO’s own activities, which may have
commercial importance, must be available in a nisoraminatory manner.

Moreover, TSO shall take actions to promote a beffeciency of the electricity market.
3.7.7 DSOs

Entity responsible for delivering the electricity the consumers through mid and low voltage grids
(distribution networks)The tasks of the DSOs are:
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v" To maintain a secure, reliable and efficient eleityr distribution network in a non-
discriminatory way between its users (consumeygplgars and producers).

v" To provide system users with the information thegafor an efficient access to the system.

DSOs shall procure energy to cover energy lossdsreserve capacity in their system according to
transparent, non-discriminatory and market basedeutures. When planning the development of the
distribution network, the DSO shall take into aauall the measures that allow to postpone or éwen
replace the need for the grid expansion or upgopdsuch as energy efficiency, demand-side
management measures and distributed generation.

If the DSO is part of a vertically integrated untd&mng, it shall be independent at least in teriiso
legal form, organisation and decision making fraoimeo activities not related to distribution. Howeve
it is not necessary to separate the ownership sétasof the distribution system, but it shall be
independent in terms of its organisation and dewgisnaking from the other activities not related to
distribution.

Without prejudice to any legal duty to discloseommfiation, the DSO must preserve the confidentiality
of commercially sensitive information on other n®trlactors or its own business that may be
commercially advantageous if being disclosed irsartminatory manner

3.8 Balancing agreement

Market participants have to enter into a supplyeagrent to cover the unbalances they may cause. The
balance agreement can be established either withr atarket actors or TSOs. TSO has single right to
balance the whole bidding area

3.9 Access to the market and procedures

The organization of the energy transactions innttlagket must take place througte participation of
qualified memberdt means that the procedures for the accesstegbt market must be clearly defined
and public. The access to the power exchange is topall parties that are registered as membetiseof
market, have signed the relevant adhesion contradthave provided the guarantees foreseen by the
contract of market adhesion.

3.9.1 Accesstothegrid
A pre-condition for power trading is the accesgh® grid of the market actors. The access to tietgr
produce/consume electricity must be free. It means:

v" No legal, administrative barriers or discriminatagtion for TPA to TSO or DSO networks

v" Non discriminatory and transparent licensing preces

v" No barriers to change supplier of electricity

v" No geographical barriers to connectivity.

There must be the possibility for market actorsyéss & sellers) to make informed choices based on
transparent market information. It means:
v/ to guarantee the access to relevant and easilyamaivle information,
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v' to have easily available, transparent and nonidigtatory network tariffs, well defined market
rules, availability of information regarding systetonstraints and market, predictable and
transparent regulatory process and regulation pedd according to ex-ante principles (i.e.
tariffs are reviewed and approved prior to beconafigctive).

Network tariffs shall be cost reflective and harmed among Baltic TSOs (perfect TSO and DSO
monopolies) based on national regulation rules; ithplies that current and future investments rbest
included in the network tariftdogether with costs for transmission congesticaintenance and losses.
The network tariffs shall be defined and made muii the Regulators.

3.9.2 Conditionsfor trading and clearing at the power exchange

The conditions and the elements for trading andritlg shall be compliant with what reported in [I5].
particular, concerning the membership to operateth@ power market, different categories of
participants are possibldirect participant trading and clearing representativadearing customers.

Direct participants are entities operating in the Baltic area thatehantered into a Participant
Agreement with the relevant Physical Market. ThetiBipant Agreement must be signed prior to the
commencement of trading. A Direct Participant majee into transactions for his own account and,
when approved by the Market Operator, as a TradimfyClearing Representative also for the account
of Clearing Customers.

Trading and clearing representativase participants that have the right to trade fi@irtown account
and obligated to trade on behalf of their Clea@ugtomers

Clearing Customersare persons or a legal entities who have signétbaring Customer Agreement as
well as an agreement with a Trading and Clearingré&sentative in accordance with which the Trading
and Clearing representative shall perform tradorglie Clearing Customer’s account and represent th
Clearing Customer towards the Market Operator.

Market participants shall comply with a series m#quriptions laid down in the market chart and idgal
with:

Establishment of accounts

Waiver of confidentiality

Public licenses

Agreement on balance responsibility

Reporting obligations and audit

ARV NN

3.10 Market Surveillance

Market surveillance is a function of the Market @er, who shall monitor the trading activitiestime

spot markets and highlight the need for investiyatiof possible breaches on laws and reguldfions
Basically, market surveillance is looking for angtters related to the market participants’ busimess
the markets that are likely to have a substantigdaict on the prices. All information acquired in

° Except for private investements in “merchant” fine
19 Whenever necessary, investigations of possibledmes on laws and regulations are carried out ky th
regulators or ministerial authorities.
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investigations and cases handled by market suswme#, is treated as strictly confidential and only
authorised personnel has access to the departnpeetsses.

In addition to the monitoring actions carried oyt the Market Operator, market surveillance shall
exerted by:
v" Control Authorities: Regulatory Authorities of tleee Baltic Republics
v" Commission for the Surveillance of the Stock Exgfeaaperation (when the financial products
will be traded).
v' International group of concerned regulatory autiesj since we have a supernational power
market: ERGEG or the new Agency for the CooperatibBEnergy Regulators (according tg 3
package) can fulfil this task for matters involvimgre than one country.

3.10.1 Role of the regulator
The Regulator is the authority designated by tlaesto ensure the effective competition and the
customers or suppliers non-discrimination as welcamonitor the electricity sector and the comul&
of the power quality levels with the establishetdéds.
The Regulator must be wholly independent from ttierests of the electricity industry and respomsibl
for ensuring non-discrimination, effective compettand the efficient functioning of the market.
The Regulator monitors:
v’ the rules on the management and allocation ofdaterection capacity, in conjunction with the
TSO'’s or authorities of those countries with whilcterconnection exists;
v"any mechanisms that deal with congested capacibynnthe national electricity system;
v the time taken by transmission and distributionartakings to make connections and repairs.
v' the publication of appropriate information by TS&&l DSOs concerning interconnectors, grid
usage and capacity allocation to interested parties
v the effective unbundling between market actors &8@s to ensure that there are no cross
subsidies between generation, transmission, disioito and supply activities;
v the terms, conditions and tariffs for connecting/meoducers of electricity;
v the extent to which transmission and distributipstam operators fulfil their tasks;
v the level of transparency and competition;

Once the Third Liberalisation Package will be addptthe market monitoring responsibility of the
Regulators will be strengthened, in particularhia following areas:

v" monitoring compliance of TSOs and DSOs with TPAesulunbundling obligations, balancing
mechanisms, congestion and interconnection manageme

v reviewing the investment plans of the TSOs, andighog in its annual report an assessment of
how far the transmission system operators' invaestipans are consistent with the European-
wide 10-year network development plan; monitoringtwork security and reliability, and
reviewing network security and reliability rules;

v/ monitoring transparency obligations;

v" monitoring the level of market opening and comjmtitand promoting effective competition,
in cooperation with competition authorities; and

v ensuring that consumer protection measures aretigtfe
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Moreover, the national Regulators shall cooperat&wopean level, in close cooperation with the

Agency for the Cooperation of Energy Reguldtbesid the Commission, to ensure competitive, secure
and environmentally sustainable internal elecirieihd gas markets within the European Union, and
effective market opening for all consumers and Begp

1 To be established according the provisions offthied Liberalisation Package
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4 INTERFACES BETWEEN THE MARKET OPERATOR AND THE
TRANSMISSION SYSTEM OPERATORS

For an efficient functioning of the power markdear procedures shall be defined for the infornmatio
exchange between the market operator and the T&@sheme of a possible interface between the
Power Exchange platform and the TSO's is reportdtie figure below.

M.O. e Day-Ahead MARKET .

Universal
Ervice

Free Lniverss
: service
Commercial 7

¥
TSOs ‘ Inter-TSO coordination and compensation U
Fame@l0D
Physical @ Interconnector

Figure 4-1 — Interface between the Power Exchargggsm and the TSO’s

The information forwarded by the TSOs to the Ma®gpgrator is:
- capacities across interconnections (referredaket zones);
- possible restrictions in the network capacityg.(econstraints limiting the generation in some
power plants, etc.)

The information forwarded by the Market Operatotite TSOs is the outcome of the day-ahead market,
in terms of the hourly power production scheduld hourly load absorption for the flexible demand.
No information on the bid prices are transferred $s.

The information flow between the Power ExchangeTt8®’s can be summarized as follows, according
to the Nord Pool Spot rules:

Step 1

TSO'’s decide every morning the NTC for the next.dédyey send this info to the Market Operator by a
fixed time limit. The declared NTC shall be consateas a firm capacity (for every hour of the next
day)

Step 2

The Market Operator announces the capacity to rhatagers.

Step 3

After the closure of the day-ahead market, the Ma®perator announces the hourly prices and
transfers to the market players the informationtlogir sales or purchases. The TSOs are also given
information about the trade in its role of systerspgonible entity.

Step 4

TSO’s solve possible congestion internal to biddargas through countertrading and inform the
relevant producers, traders and suppliers.
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5 EXISTING REGULATORY AND LEGAL FRAMEWORK

This chapter addresses the status of Legal andl&eguFramework in place in the Baltic MS. The lssi has been carried out with the aim of hightiigip

the still existing gaps between the existing sitaind the provisions of the European Directive83254/EC [1], 2005/89/EC [4], the Regulation EC n
1228/2003 [2] and the related Commission Decisidr2@06/770/EC [3]. The analysis has been perforimgdhe representatives of TSOs, Regulatory
Authorities and Ministry representatives of the @amed countries and its outcomes served as afoa®istlining the roadmap towards the implemeotati
of the power market illustrated in chapter 3.

Table 5-1 — Legal framework

1. Laws & Regulations
Commor Local Peculiarities/ Differences
features Estonia Latvia Lithuania
1.1.TSO independence — is TSO and Fully separated. TSO can trade with | TSO is fully separate legal body. TSO | TSO is legally separated, but not in
Trading effectively separated and TSO electricity only to cover transmission losses | performs trade with electricity only in order to | ownership.
is not performing trading activities and to balance the system. All traders can | cover transmission losses and to provide | TSO of Lithuania has import and export
beyond its regular business? make only fixed (planned) cross-border | system services. permits and trades electricity to cover
deliveries. Owner of imbalance in cross- transmission losses, to balance the system
border deliveries is TSO. and sells the surplus electricity of Ignalina
nuclear power plant in external power
markets.
All traders can make only fixed (planned)
cross-border deliveries.
Responsible to cover imbalances in cross-
border deliveries is the Lithuanian TSO.
1.2. Degree of formal market Low, due to derogation: High High
openness (consumers’ right to chose a 35% (in 2009) (100%) (100%)
supplier - Directive 2003/54/EC) 100% (in 2013)
1.3. Degree of real market openness; None (0%) Medium (~55% of total end consumption) 13% of consumers connected to the high
Is access to the universal service with voltage transmission grid have used
regulated prices clearly limited to the Universal services are accessible for all | eligibility rights. Universal service with
certain customers? households and customers with turnover | regulated price is available for all
Universal service with regulated price is | less than 10 MEUR and below 50 | customers.
available for all customers employees. All others must purchase
electricity at market prices.
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Cont'd - Legal framework

1. Laws & Regulations

Commor
features

Local Peculiarities/ Differences

Estonia

Latvia

Lithuania

1.4. Generation support based on
regional market principles without
losing any subsidies (=generators do
not lose subsidies because of sales to
the market).

No limitations for producer access to
regional market

Generators can freely access to the
regional electricity market without losing
subsidies

Support to power:
- from RES (<100MW)
- from efficient cogeneration

Yes (for RES from biomass or biogas over
1MW and efficient cogeneration over 20MW)

No (other supported generation from RES
and efficient cogeneration below 20MW - if
electricity is sold to free market then
subsidies are lost).

No. Generators can access regional
electricity market outside the scope of
subsidized electricity quotation -
supported electricity cannot be sold
outside of Lithuania.

Support to power:

- from RES (Wind power, biomass and
small hydro power plants)

- from cogeneration (quoted generation )
-system security

1.5. Cross border trade restrictions / No No Yes

Export restrictions (3.26 EUR/MWh grid tariff for Estlink cable) (tariff OLTL/MWh is applied for exported
electricity by TSO)

1.6. Cross border trade restrictions / Imports allowed from energy generated in | No Imported electricity must be compulsorily

Import restrictions

EU countries only.
Import licensing procedure for all importers

sold at the day-ahead auction, which is
organised by market operator (Lietuvos
Energija). There is no right for suppliers to
sell electricity directly to consumers in
Lithuania
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Table 5-2 — Regulatory framework

2. Regulatory framework

Common feature

A

Local Peculiarities/ Differences

Estonia Latvia Lithuania
2.1. Institutional and Estonian Competition Authority Public Utilities Commission (financed from | National Control Commission for Prices
financing model (financed from the government'’s budget) contributions by licensed market | and Energy
participants) (financed by the State budget)
2.2. Licensing Licensed activities: Licence also required for: Validity term of most licences — 20 years, for | Licence required for:
- generation; - transmission over cross-border DC cable; trade/trading — 5 years. - public supplier (2 regional DSOs);
- transmission; - transmission over direct line; Permission required for: - market operator;
- distribution; - imports (except for TSO); - construction of new or increase of existing | - TSO;
- supply (trading). - termination of operations of a generating | generation capacity; - DSO;
Exception — de minimise | facility (over 1 MW). - power sales under the power purchase | - independent supplier.
cases. Validity term of all licences — not limited. obligation Validity term of most licences — not limited.
Permission required for:
Territorial exclusivity for: | No imports from RU or other countries with - generation, for an undefined period of
- TSO, market conditions other than in EE (for up to time;
- DSOs and 1 year). - development of generation capacity, for 3
- public supply. years;
- export, for an undefined period of time;
- import, for an undefined period of time;
- construction of a direct line, for 3 years
2.3. Tariffs for network | Tariffs paid by users Tariffs set for a 3-year (in the future, 5-year) | Tariffs set for an unspecified time period and | Price cap for network services is set for 3-
services by TSO/DSO period. may become effective in 4-5 months | year period by Regulator, for public supply
(connections, power | Tariffs consist of 2 (calculations based on 1-year period). — 1 year. Two-part components for energy

transportation etc.)

elements.

Ex-ante regulation

Principle of equal treatment.

Tariffs consist of connected power and
electricity consumption.

and power applied.
Yes, ex-ante regulation.

2.4. Prices for balancing
services provided by TSOs

Single price for the

entire national market

Price is calculated by TSO after the
respective balancing / trading period (month)
on the basis of real cost for every trading
hour.

Regulator has a controlling function (ex-post
regulation).

Subsidised generators are included in the
balancing area of the Public trader

Price set by TSO three days before
balancing period. Balancing settlement fee is
charged by TSO.
No  regulation.
transparent process.

Regulator  supervises

Hourly balancing price is defined. The
combination of regulation power auction
results and open balance supply prices
sets price for the balancing electricity.
Separate hourly balancing prices for
generators and monthly balancing cost
allocation mechanism for consumption are
applied in Lithuania.

Regulator sets the Methodology for the
balancing energy price calculation.
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(cont.d) — Regulatory framework

2. Regulatory framework

Common feature!

Local Peculiarities/ Differences

Estonia

Latvia

Lithuania

2.5. Providing and
pricing of transit services

Negotiated prices between
TSOs to compensate
costs.

Costs incurred by TSO as
a result of hosting cross-
border flows of electricity
on their networks are
settled among TSOs only
(Market participants are
not involved)

All Baltic TSOs are ETSO
ITC agreement parties.

The common transit mechanism is applied
among Baltic countries, Belarus and Russia.
The billing and accounting is based on
bilateral agreements between TSOs.

The common transit mechanism is applied
among Baltic countries, Belarus and
Russia.

The mechanism does not reflect the real
transit cost allocation among TSOs
because the calculation method is not
based on real physical flow.

The billing and accounting is based on
bilateral agreements between TSOs.

2.6. Predefined
(regulated) sales prices
for generators

Energy
Capacity

Set for the Narva plants for power sold to
suppliers with sales obligation for captive
customers. Other electricity and all other
producers can sell on market terms.

Set for the power plants charged with the
power purchase obligation.

The price cap for the dominating market
players is applied.

An internal power market participant who
takes more than 25% of the electricity or
reserve capacity market is regulated by
the National Control Commission for
Prices and Energy.

Predefined prices for quoted cogeneration
and RES are set by the National Control
Commission for Prices and Energy.
Quotation is under responsibility of
Ministry of Economy.

2.7.
management
Baltic Countries

Congestion
between

EU congestion
management rules not
implemented, not agreed
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Table 5-3 — Procedures

3. Procedures

Local Peculiarities/ Differences

Common feature!

Estonia Latvia Lithuania
3.1. Gate closure (cut-off 1h before 1h before The day ahead (D-1) auction is organized
time for submission to in Lithuania. 13:00 is the gate closure of
TSO of power balance the auction.
data) The adjustment of bilateral trade is allowed
2 hours before operating hour.
3.2. Balancing horizon Hourly Hourly Hourly horizon for producers and monthly

balancing cost allocation method is applied
for consumers

3.3.  Aggregation  of Yes Yes Aggregation of imbalances is not allowed
imbalance [of individual between generation and consumption.
consumers] Separate settlement for producers and

consumers. The separate aggregated cost
allocation of imbalances is applied for 3
distribution  companies and eligible
customers who are connected to high
voltage grid.
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Table 5-4 — Market Organisations

4. Market Organisations

Common feature!

Local Peculiarities/ Differences

Estonia

Latvia

Lithuania

4.1 Generals

Bilateral trade market
over Baltic on wholesale
level Agreement on
synchronous operation of
the Baltic TSOs;
cooperation in:
. system services;
. 24h operations
management;
. planning;
. common
compensation
mechanism;
. relationship with
neighbour TSOs (RU,

transit

BY)
Common interest in
integration into the EU

power systems

v’ 4 balance operators

v 50 independent generators;

v 40 independent DSOs account for ~15%
of the market volume

e Over 80 licences issued to various
market participants;

e TSO is only physical balance provider

e End users can delegate traders to
perform balance settlement with TSO and
can pool together it's customers

20 independent suppliers

1TSO

1 Market operator

3 public suppliers (7 — including local PS),
3 DSOs (7 — including local DSOs).

The day ahead auction is organized in
Lithuania.

Generators with more than 5MWh of
installed capacity must present the
regulation power bids for TSO for
regulation power auction.

The regulation power auction takes place
during the operation hour.

4.2 Market transparency
Market information

Limited market information
in all Baltic countries

The market information (transfer capacities,

generation, consumption, limitations,
balancing prices, etc.) is available for
everyone.

Transfer capacities and balancing prices
available on TSO website.

The market information is available only
for market participants.

Transfer capacities, generation,
consumption and other related data are
available on TSO website.
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Table 5-5 — Technical Characteristics

5. Technical Characteristics

Common feature!

Local Peculiarities/ Differences

Estonia

Latvia

Lithuania

5.1. Generals

Existing interconnectors:

- to RU: eight 330kV and
five 110kV;

- to FI: DC cable;

- to BY: five 330kV and
eight 110kV.

Slow (>30 min) and very
fast (<3 min) and effective
system service provision
power capacities in TPP,
HPP, HPSPP.

Existing interconnectors:

- to LV: two 330kV and two 110kV;
- to RU: three 330kV

- to Finland: 350 kV HVDC cable:

Long time system service provision power
capacities.

Existing interconnectors:

- to LT: four 330kV and three 110kV;
- to EE: two 330kV and two 110kV;

- to RU: one 330kV;

-to BY: one 110KkV.

Fast emergency power reserves (1600MW
of HPP)

Existing interconnectors:

- to LV: four 330kV and three 110kV;

- to BY: five 330kV and seven 110kV;
- to RU: three 330kV and three 110kV.

Lithuanian power system has possibility to
withhold fast reserve capacity of 900MW in
Kruonio hydro pumped storage power
plant and 1100MW of cold reserve in
Lithuanian condensing power plant.

5.2. Limitations

Limited transmission
capacity between the
Baltic and RU/BY grid.

No efficient capacity to balance the power
produced from wind, therefore, the excess
power to be sold to another system as
balance power.

In some cases limited transfer capacity
between EE and LV and LV western part
and LT western part.

Of the transmission and distribution
equipment, ~60% is 20+ years old and
~25% -- 30+ years old.

5.3. Plans/ priorities

Synchronous work of the 3
TSOs as precondition for:

- security of supply,

- operational security,

- generation adequacy,

- provision of conditions
for power markets.

Estlink 2 — DC cable between Estonia and
Finland

To increase the capacity of the existing
interconnector between EE and LV by 400
MW

To create 330kV transmission ring in
western part of Latvia in order to improve
security of supply, and to accommodate
large amount of wind power and to create
infrastructure for 400MW power plant as well
to create the backbone for possible
interconnections with EE and SE.

To finalise a feasibility study of cable LV-SE.

Interconnection projects:

- line from Alytus (LT) to Elk (PL);

- cable to SE;

- integration into UCTE system of
Lithuania and the rest of the BALTSO grid.
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6 EXISTING MARKET BARRIERS

Starting from the Market Design concepts illustidaite chapter 3 and the present legal and regulatory
framework, the Working Group EMI members identifibé barriers hindering the creation of a regional
power market among the three Baltic MS integratél Word Pool.

The barriers identified in the wholesale market barsummarised as follows:

1. Regulated end-user tariffsot giving incentives to eligible customers to i@ suppliers (with
the exception of Latvia).

2. High concentration and low liquidity in every siagBaltic country The dominant market
players can affect in a significant way the map«te.

3. Lack of reciprocity in particular: no full market opening in Estonia right to sell imported
energy directly to customers in Lithuania.

4. Exemption of TPA to the Estlink capagiteventing the implicit auction towards Nordic ketr
and the implementation price area Estlink

5. Barriers for free cross-border transactianexisting tariffs for cross-border transactions in
Lithuania.

6. No harmonisation of secondary legislation / pridegof internal markets in the region

7. No possibility to sell electricity freely to operamket without losing state subsidies for their
production,provided subsidies are in conformity with the Edisation

8. Lack of a common ITC mechanism between TSO'’s lwasEt) principles
The ITC is a mechanism adopted within the ETSO @raampensate TSO for power transits.
The compensation procedure includes also contdbsitirom non-EU countries if they use EU
networks.
In the ITC regime the treatment of perimeter caestshall be harmonised. The settlement shall
be based on scheduled import and scheduled export.
The same mechanism already adopted by the othevi&tber States shall also be applied by
the Baltic MS.

9. Lack of agreed methods for cross-border capacitycation and congestion management
Presently, there are not in place any agreed methmdcross-border capacity allocation and
congestion management. More specifically, thera'are

- acommon approach among the three Baltic MS;

- acommon position towards Russian and Belarus3.SO
A common position of Baltic Regulators and TSOs usthobe agreed, including non-EU
countries. The EU Congestion Management Guidekhed be introduced.

10. Management of Loop Flows
Technical problems concerning loop flows and cotiges among the Baltic countries, Russia
and Belarus are very important and should be sdiyeliSOs.

12 This problem is indeed more related to technisiliés rather than the power market
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The operational issues concerning physical floveogl flows) in the Baltic MS and the
neighbouring countries shall be addressed indepdlydérom the progress in the market
opening.

11. Insufficient implementation of transparency stamt$arand establishment of information
exchange.
Transparency is required in legally binding CongestManagement Guidelines. To this
purpose, EU regulators have worked out GGP (Gundsliof Good Practise) and regional
transparency reports. These Guidelines and thepgasency reports shall be adopted by all the
Member States participating to the regional powarkmt.

12. Lack of a common position towards trade with tlgodintries namely non-EEA countries.

13. Lack of market surveillancand market monitoring mechanisrithere are no clear rules and
common guidelines on how market monitoring and @illance should be carried.
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7 ROADMAP

The roadmap towards an integrated power marketdmsivihe Baltic Member States and the Nordic
Countries consists of as a stepwise process acewyingathe progressive development of the power
market in the Baltic area up to its full integratievith Nord Pool. The following main steps haverbee
identified and already agreed among WG EMI memblers

Decision to start Baltic market integration ~ summer 2009

2. What must be completed by Day 1 - Q1 2010
3. How to continue the process - 1-3 years
4. Actions to finalize the market - 3-5years

Some points shall be clarified in more detail dgrthe implementation of the roadmap, namely the
coupling of the Lithuanian Power Exchange with Bstlink price area, but the main actions have been
agreed.

Step 1 - Decision to start Baltic market integnatiec summer 2009
This step requires the endorsement by relevanbstids of political and business decisions:

Political decisions
v' Approval by the Baltic Prime Ministers of the déoisto start the Baltic electricity market
integration on the basis of the indications forveatdby the HLG work on the Baltic
Interconnection Plan and Baltic Market Design.
v/ Estonian and Lithuanian governments approve theidecto change legislation to abolish the
regulated tariffs for eligible customers at wholesaarket.

Business decisions
v Decision by Nord Pool Spot supported by Finnish &sdonian TSO to start NPS Baltic
preparation for opening of Estlink price area. iatvand Lithuanian TSOs will be invited as
observes.
v' Decision by Estlink Shareholders to change Capdeitychase Agreement and Shareholders
Agreement for implicit auction on condition of matlopening by Day 1

Step 2 - What must be completed by Day 1 — fulfitbref market opening requirements (Q1 2010)

v Eligible customers buy power from market. Regulati@iffs have been removed for eligible
customers (at least 35% of electricity consumpitioeach of the Baltic countries)

v' Cross border restrictions (license, tariff) haverbeemoved

Subsidized renewable energy can enter the markledwutilosing subsidies

v' Separation of TSO activities/roles (clearly sepagatrading, import/export activities from the
core activities of TSO)

v' Basic transparency rules (Nord Pool Spot rules)

v' Congestion management method between Estonia-tiathiaania and a common position
towards Russian and Belarus TSO’s

v' Estonia, Latvia, Lithuania and Finland have a comiicC treatment of the perimeter countries.

<\

¥ The four steps illustrated in this chapter are décome of the Helsinki subgroup meeting held B&t
February and successive iterations between the ersnolf the EMI subgroup.
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v

v
v

Estonian, Latvian and Lithuanian markets are omegntride and participation to both power
exchanges mentioned below

Nord Pool Spot introduces price area Estlink.

Update of Lithuanian day-ahead power exchange doapto the Nord Pool Spot model, as a
temporary solution

Step 3 —How to continue the process - market fonatg fine tuning (1-3 years)

v
v
v

<\

ANENENENEN

Baltic common day ahead market (based on Nord Bpol trading platform)

Stepwise introduction of Intra-day market

Market based congestion management, implicit andbetween Baltic countries managed by
NPS

Estonia, Latvia, Lithuania and Finland have a comrposition and trading principles towards
non EEA third countries

Transparency according to the ERGEG's North Eumopg#ectricity Regional Initiative

Common reserves and balancing power market

Harmonized imbalance settlement and imbalancengrici

Common market monitoring and surveillance rules

Development of financial markets (OTC)

Step 4 — Actions to finalize the market - Fullyé@tioning market integrated with Nordic market

AN

AN NERN

(3-5 years).
Full opening of the retail market
Common power exchange for physical trade in Noadid Baltic area
Market place for financial products
Network tariff harmonization for generatbts

It is worth mentioning that the main actions ilhaged in the steps 1 and 2 of the roadmap havadgire
been endorsed by the Prime Ministers of the Regsliloli Estonia, Latvia and Lithuania, who signed in
Vilnius on 27" April 2009 a “Joint Declaratiori. Coherently with the roadmap, the Prime Ministers
have agreed (among other issues):

L4

to commit the removal, within the BEMIP framework 2010, of regulated tariffs for Estonian,
Latvian and Lithuanian consumers representing astl&5% of total countries’ electricity
consumption to facilitate the Baltic market openfpgint 1.a of the Joint Declaratiori);

to remove barriers for electricity producers in dash, Latvia and Lithuania to sell their
electricity freely to open market without losingatet subsidies for their production, provided
they are in conformity with the EU regulation (pioinb)

to commit to ensure that the tasks, procedure atindtaes of the electricity transmission system
operators of Estonia, Latvia and Lithuania are jpahelent as prescribed by the EU legislation
(point 1.c);

to support a gradual allocation of capacity of @s#¢link-1 connection to Nord Pool Spot starting
from 2010, as provided for in the BEMIP, which wabglpeed up the integration with the Nordic
market (point 2).

14 This action may be anticipated to step 3 of traimap.
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