THE EUROPEAN ELECTRICITY REGULATION FORUM
FLORENCE
FEBRUARY 5™ AND 6™ 1993

Introduction and Background

The European Electricity Regulation Forum (EERF) was set up and organised by DG XVII of the

‘European Commission in conjunction with the Robert Schuman Centre (RSC) of the European

University Institute (EUI). The objective was to provide a neutral and informal EU level

framework for discussion of issues and exchange of experiences conceming the implementation of
the EU Electricity Directive (96/921/EC).

The directive sets out the general framework and principles for the introduction of competition -in
the industry, but, in line with the pnnciple of subsidianty, leaves much of the technical and
practical details of implementation open to national interpretation. The Commission has explained

that EU harmonised rules cannot be further defined or set down at any greater lever of detail than

that already included in the directive. At the same time, however, DG XVTI emphasised the,
importance of its role in providing a framework for managing co-operation and co-ordination
between the Member States in this relatively uncharted area, and that this is'a key priority. While
a formal structure for official meetings between national authorities is already established in
Brussels: the EERF framework in Florence was set up to provide an essential complement to this

by providing a platfom for more informal discussion and the open exchange of experience. It

also allows for broader participation, including representatives from industry, consumers and
commercial experts as well as participants from outside the EU. '

The first meeting of the forum, chaired by Professor ‘Ehlermann (former Director General, DG
V). was held at the European University Institute in Florence on the 5th and 6th of February
£998. Participants included senior representatives of national regulator; or ministries responsible
for electncxt) regulation, the EU Director General for Energy,*Pablo Benavides, European
Comnussion officials (DGs XV and IV ) represematn es of the electricity industry and of major
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and Norway. The mam areas addressed. by tie torum covered transnussion pricing methods and
cost accounting, treatment of ancillary services, non-discrimination and unbundling. and treatment

of public service obligations and environmental ‘costs’ in a pro-competitive environment.

Discussions and presentations centred on.two key, and related challenges for the Member States:
(i) implementing an effective, efficient and ‘iable regulatory framework for introducing
competition in their diverse national electncity industries; and (ii) ensuring that emerging
differences in'domestic approaches to this do not create barriers to the establishment of an EU

‘Intemnal Market in electricity provision.

This mesting concluded with unanimous agreement on the success of the forum and on the
importance of its continuation. There was clear consensus that the EUI provided a uniquely:
appropriate seat for the EERF and that their meetings should be organised in Florence, -in
conJuncnon with the RSC, every sp( months. Suggestions for reforms concemed mainly the need

for broader parﬂc:patxon (in.patticular from the industry and their end users) and the advantages
of leaving more time for open and informal discussion.

The next meeting of the EERF is scheduled for October 1998,




REPORT OF PROCEEDINGS

The following written account of the two day meeting aims to highlight and summarise the
main points and arguments put forward by participants in their presentations and
interventions. Since these are synthesised they should, thus, not be regarded as direct quotes
(unless explicitly indicated by quotation marks) from the speaker. It should also be
mentioned that, as concerns the roundtable discussions, the presentation of the various oral
interventions and arguments does not necessarily follow the order in which they actually
occurred (thus allowing for a more coherent presentation of the main issues of contention

and consensus which emerged, and of the various positions of participants as they relate to
each). ,

If required, more exact wording of participants positions is available (a) by reference to
written documentation circulated by most speakers - see list at end of report; and (b) by
reference to the tape recording of the meeting (held at the RSC).

Day One

1. Introductions

The meeting commenced with 3 short welcome from the Director of the Robert Schuman Centre,
Professor Yves Meny. .

The opening address was given by Mr Pablo Benavides, Diréctor General DG XVI and Mr
Jonathan Green, Head of the Electricity Directorate at the Department of Trade and Industry,

Mr Benavides emphasised that, 'in pi iciple, liberalisation of electricity markets throughout the

legislation to open up the market: Yet, we must recogrise that the most difficult and challenging
work is still ahead: With one year to go (for most Members States) until the deadline for
implementation of the EU Electricity Directive (96 "921EC) there is much to be done in terms of
both defining and establishing the right regulatory environment for the introduction of competition.
Mr Benavides explained that the Directive sets down a framework of general principles in this
context but that the practical detail is left to the discretion of the Member States Indeed, he noted
that the Directive provides many “loopholes” for over-restnctive or distortive interpretations. On
the other hand, Mr Benavides clarified that further EU legislatien in this area would be
incompatible with the principle of subsidiarity

Mr Benavides emphasised that the objective is not simply the liberalisation of 15 national systems,
but also the establishment of an Intemnal Market in electricity: i.e. not just liberalisation but also
“internal marketisation”. This means that the imperative of subsidiarity co-exists avith the need for
‘a certain degree of roaomgmocm interpretation on the part of the Member States. He recognised
that this. gives the regulators a "very difficult task” in the coming year, but that it is a challenge
which is "manageable” and "will be solved”. In this context, he explained, the "cross-fertilisation”
of experience between the Member States is extremely useful and important, both now and in the
future. ,




Mr Jonathan Green introduced himself as speaking on behalf of the UK Presidency of the EU
Council of Ministers. He welcomed the forum and its aim to take forward the implementation of
the EU Directive by focusing an the shared issues and problems arising in this context..Mr Green
pointed out that particular national solutions cannot be taken as straight 'blue prints' for other
Member States. The situation and structure of the electricity market vanes widely across the EU,
and, furthermore, mistakes may be made which should be recognised and leamed from. The UK.
Mr Green explained, has much to offer in terms of practical experience. but should certainly not
be regarded as "the solution" for other Member States. :

Mr Green introduced the subject of the first session: "transmission pricing and ancillary services”
He noted that this was a very complex and " grown-up" topic. ’

2. Presentations

Mr Roger Urwin, of the UK National Grid Company, was the first speaker. Before speaking of
the UK experience he underlined Mr Green's argument about the importance of subsidiarity and
recognising the significance of national particularities. He noted, for example. that the structure
and development of the UK electricity is strongly affected by the fact that it is an island with very
limited connections (interconnection) with the rest of Europe. ’

Mr Unwin then gave a bref oveniew of developments in the UK since restructuring of the
electricity industry in 1990: '

The National Grid Company has a monopoly on high voltage transmission in England and Wales
but is now separated from the distribution companies who previously owned it. The 12
distribution companies (RECs) still own and manage the distribution system but do not have a
monopoly on supply. There are currently 23 separate generating companies, dominated by the
three major operations, and over 30 supplier companies. Mr Unwin said that during this year

(1998) the number of suppliers.is expected to double and all electricity users should have a choice.

Mr Unwin then went into more detail regarding the rules goveming the- transmission network
system in the UK. He stressed the fundamental role of the transmission system (and the rules
which govem it) for the establishument and maintenance of competition in the energy industry as
whole. He explained that the UK. White Paper had established the cencept of the “transmission
company” and set, down the statutory duties which are included in its licence. Obligations are
based on principles of transparency, open access and non-discrimination. Transmission prices -
the actual charges which the generating companies and suppliers pay for use of the transmission
network - are controlled by regulation and follow the RPI-X formula Variations in charges are
based on calculations of the (local) imbalance berween demand and generation. Rebates on
transmission charges are available in order to incite investment in generation in the more remote
zones.



Mr Rudiger Winkler (Vereinigting Deutscher Elektrizitatswerke e V') was the second speaker of
the moming session. He explained that the German electricity market was not yet opened to
competition-and that many of the ideas for legislation / regulzmon were still in draft form. Mr
Winkler described the proposed principle that transmission remuneration be based on a two tier.
system of charges: the major part, covering transmission under a certain threshold of distance (eg.
100km) would be subject to a flat rate charge (X D-marks per K\W). However, for transmission
over greater distances the charge would be distance sensitive. Mr Winkler pointed out that thxs
proposal for a "distance sensitive component was already the subject of strong criticism.

Following this presentation, Mr Jan Magnusson (Svenska Kraftnat gnd utility, Sweden) took the
floor. He first emphasised what he presented as the "key factors" for successful regulatory reform
of national electricity markets, and pointed to the two main examples in function’: Norway and
EnglandWales. "Political ambition" was cited as the first key factor Other factors included: a
national grid company / ISO which is "independent”, ."technically competent”-and "a driving force”
for competition. Legislation should establish third party access (TP -\) without negotiation. There
needs to be a nodal taniff for all networks, a neutral "balance service". no network constraints for
market players, and an independent "balance settlement”. The market place should be "fair,

‘orderly and liquid".

Mr Magnusson went on to prc ide of the backgro levelor ients in the
Swedish electricity market:

The grid compan_\'. Svenska Kraftnat (SvK). and the separate generator, Vattenfall, were

‘established in 1992, and the national transmission network was opened Foreign links were opened

up in 1993. Between 1992 and 1995 the electricity act and the trading exchange were investigated,
resulting. in 1993, in the modified electricity act which established SvK's system responsibility
and a "point-of connection" tariff (or nodal tariff) on the national network. The system authority
vested in SvK includes two main elements: "Network Operation” (connection agreements at both
national and subsystem -company- level to the transmission network) and “Electrical Balance"
(balance co-ordination with commercial companies with balance responsibility, governed by
balance agreements).

and

As far s generation is concemed Vatenfall held 52% market share in 1996. 50% of Swedish
deman 140 TMW'year) is met from hydro power and 50% from nuclear power.

Mangnusson stressed t ‘o main elements of the Nordic electnct  market

On ed si 3y effectivel dealing wit of congestion and
hn s allows the major ol die piayers in the el ket to compete
independently f physical constraints inpredictability.

The other was the success of the Nord Pool market: He explained the market functioned by being
split into two parts: There is a spot market whereby electricity is sold o ce 2 a dav for the next day.
This defines the real time price for electri¢ity within the Nordic system. There is also a system of
longer term trading whereby buyers and sellers can secure a-price three years ahead. GTaphlcall)
represented the 2 elements of the market described are manifested as a "classic market cross".




The marka 15 sull volatile and immature, Mr Magnusson said, but it 1s improving rapidly and
there 13 much confidence amongst the main traders. Currently around 20% by volume is traded
within Nerd Pool with rapid expansion expected tn the next year or two He said that co-operation
berween the national gnd and the system operators was crucial to the functioning of the electncity
poal and the market as a whole. He also noted the possibility of a merger between the national
s 10 e ™ordic system.

In concluzion Mr Magnusson made the point that Europe does not need such an "exchange" (or
"marker place”) i every EU Member State. For the best functioning of the European market as a
whole thera shauld be "a few exchanges"” where electricity would be centrally traded. Another
imiportan: developmient would be "benchmarking” of prices between national grids

speaker was Mr Tim Russell, Grid Issues Manager at National Power PLC in the UK
anon was entitled "Transmussion Access: What a Generator Wants - What are. the

tly he addressed the issue of defining the scope of "transmission access” and "transmission
pncng’. explanung that, depending upon the market under investigation a varied blend of network
hardwars costs, ancillary services and "energy costs” will appear in the "transmission price". By

:mipie Mr Russell described the FERC 888 Mandatory list of components to be covered

s2d the question of what génératoré want as regards transmission prices: i.e. they
should be cheap, predictable, transparent, involve low transaction costs and be
nan-discnminatory. Mr Russell went on to explain how such demands may be met by the policy
ramewors He supported the establishment of a de facto published tanff instead of simply a
nezotiated TPA ' ' ‘

2-also arzued that t ransmission access agreements should not tie a particular generating station
o (=4
1o a part sular cust

‘omer, There should instead be a system of separate contracts for generators to
connect 1o the systems, distinet from those for demand from the system. This would allow for

concems the requirement of non-discrimination, Mr Russell challenged conventional
abour the definition of "discnmunation” in particular given the (normally accepted)
ncion (at least in other sectors) between price and value. While the latter remains constant the

former mav chanze greatly according to time or location. "Clearly any different treatment of
CUSLOMIETS T juesting identical services at the same time is discriminatory.. {but outside this] what
s and what i3 not discniminatory is very much a matter of philosophy”.

|7 his cozzuzsion of the "fundamental issues” of transmission pricing. Mr Russell pointed out that

: ar= three basic objectives for the mechanism: economic efficiency. revenue recovery
faimess) and equity (political acceptability). He explained why these objectives are so often in
canflic bur also stressed that "whatever the balance between economic efficiency, faimess and
equity  polincal acceptability is the most important of the hurdles.”

na he 'efficiency’ issue of promoting, long term (location) and transmission (network)
vestmes decisions, Mr Russell questioned whether or not the EU Directive implied an
“ahlication to invest” in certain circumstances. While ‘lack of capacity” is listed in the directive as
: on for refusal of an access request to the transmission system. [t also sets down

1.
]




an obligation on the transmission System operator of ‘non-discrimination” between customers and
“If necessary investment". ‘

Lastly Mr Russell posed the question: '‘Does transmission pricing matter” By presenting an
illustrative case Study he showed how transmission pricing rules can significantly affect
investment decisions involving hundreds of millions of pounds: in particular concerning where
power stations are built, when and where they are closed down and whether new transmission
lines are established. ; ‘

At the same time, he also underlined that there is no, single, particular pricing methodology (eg.
postage stamp, contract, MW Mlile, Long Run Marginal Pricing etc.) which can be considered the
"intrinsically right" solution for all.  Every, solution must be fitted to its given context. This
includes the existing structure of the energy market, geographical constraints and the political
framework defining what is considered "acceptable". ' '

Christof Bauer of Degussa AG (Germany) presented "the industrial energy consumer's view" of
the German implementation of EU energy directives. His central argument was- that, in order to
protect consumer interests, development of a fully competitive marker from the statue quo of
monopolistic structures needs to be achieved in a step by step process. The approach of the

German govemnment, to avoid a transitional phase of sector regulation (for transmission access /
pricing) and rely immediately upon general antitrust law, was mistaken. '

The new German legislation is not yet finalised as regards the electricity market. However, the
current draft, as presented by Bauer, sets down only very general rules as regards tariffs and
le:ivesmany important technical and administrative aspects of transmission agreements open to
negotiation, often between a powerful market player and a much weaker new entrant.
Fvurmennore, there are no rules as regards provision of third party access. Like Russell, Bauer
argued that a principle of "negotiated TPA" - with an appeal ooption where necessary - was not

likely to be enough to ensure fair and efficient use of the grid. Pricing ‘rules must be stronger to

encourage greatest possible use of the existing transmission system. Othenwise incentives will be
created for entrants to invest in bypass of the grid with new, direct lines to the most lucrative
customers. Such inefficient use of the grd would not be the interests of most consumers. . '

electricity prices must be made. intemationally_competitive. [mplementation of theoretical and
general cost prnciples - such as proposed in Germany - poses a grave risk of “sky rocketing,
prces". In comparison. there is solid evidence that more clear and strict rules for transmission
pricing. such as have been developed in the US and the UK, have lead to more interriationally
competitive grid fees. EE

Bauer proposed the following cost principles as essential

Transparency '

Capacity as a basis for price variation i.e tanffs should be KW Hr related
Price independent of distance g

Encourage efficient use of grid not investment in new infrastructure

In conclusion Mr Bauer pointed out that industry was not necessarily convinced of the need for
strong and heavy: regulation as the solution. His point was, rather, that industry is very worried
about the shape (and weakness) of the proposed German legislation as it stands.
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The next speaker was Mrs Maria Luisa Huidobro ¥ Areba from the Spanish Compania
Operadora del Mercado Espanola de la Electricitad. The speaker first presented the framework of
rezulation as set down in Spain's 'New Electricity Act’ which was approved in November 1997
The main points of this.presentation included the following;

Ceneral Liberalisation Framework: Generation and retailing to become fully competitive activities
w13 2 phased regulatory process to be implemented over the next 107vears. Access to transmission
znds and distribution network to be opened up to generators, retailers and eligible customers.,
Competition to function through the introduction of a spot market (supply and demand bids).
recozrution of explicit bilateral contracts and increasing boundaries of consumer eligibility:

Restructuring; (i) legal unbundling of generation and distribution by 2000: (i1) creation of new
independent agencies - "the Market operator” (responsible for economjc :management ‘of the
system. matching supply and demand on the bidding market) and the “system operator”
{responsible for technical management of the system and maintainung levels of quality and
safaty): (i) Grid owner REE designated as system operator in transitory' provision.

Privausation: reduction of state's role in the electricity sector with progressive sale of state held
capital on the Spanish stock market : ‘

Generation activity: transactions to be conduicted either through eiectricity pool or bilateral
trading. (1) The bidding market - Market Operator matchiés up bids from the demand and
production side of the market. Ancillary service ( guaranteeing quality. safety and co-ordination
cf supply) run by the System Operator (REE). (ii). Bilateral trading - this covers both physical
and financial contracts between producers and eligible consumers. :

Eletail market: Choice of supplier for ‘eligible consumers'.” Eligibility to be expanded in four
siazes  depending on  consumption (1998=>15GWh, 2000=>0GWh," 2002=>5GWh.
2004=>1GWh, 2007=all). A new category of electricity ‘retailers’ (authorised. for specific
zcozraphical areas) will be progressively introduced as the competitive market expands.
retailers will buy electricity and “re-sell™ it to qualified consumers in competition with the
traditional distributors. In the transitional phase (until 2007) the existing distributors will
cantinue to enjov their monopoly on sales to non-eligible.consumers  On the other hand thev

needs in their geographical area.

Stranded costs: Duning the transitional (10 vear) period electricity companies will be entitled to
pavment of "costs of transition to competition”. This represents a fixed remuneration (according
to maximum threshold fixed for the full 10 vear period) and will be financed. not by the market
plazers, but out of the electricity tariffs paid by all consumers.

After presenting this background, Mrs Huidobro focused in on the practical and administrative
dstails of the electric energy production market in Spain. She ‘described the tasks of both the
Compania Operada del Mercado S.A. and of the support. company for market operation. She
explained the daily production market system as concems offers (generator sales /. client
purchases). matching (the electronic procedure is adapted to both 'simple offers' and ‘complex
offers') and result (base generating schedule and hourly marginal price). :

Mrs Huidobro also concentrated on their. 'state of the art' informaticn system, in particular as
ezards requirements at and between each ‘level’ (communications, WEB servers, databases.
applications and internal users). '




The first speaker of the aftenoon session was Mr David Smol from [LEX Associates (specialist

energy consultancy) He presented the New Zealand case ("Opening the New Zealand wholesale
electricity market to competition”) to the forum.

Like previous speakers, his presentation started by emphasising the importance of the specific
“country context” to finding the right policy solutions for electricity market reform. He noted, for
example, the remoteness of New Zealand. and that much of its generation is remote from load
Countries also have their own particular regulatory history to be taken into account. Most
importantly in'the NZ case this is defined by the govemment's particular enthusiasm (starting in
1984) to implement widespread, radical deregulation of all sections of the economy. This broad
reform was based on a strong belief in the economic advantages of allowing only the most

light-handed regulation and recourse to general anti-trust principles to influence the functioning of
markets and competition . .

Mr Smol went on to.describe the restructuring of the electricity’ industry between 1986 and 1997
which involved partial privatisation: separation of generation from transmission, distribution and
supply functions; and the establishment of 2 wholesale market. As concems open access and
competition Mr  Smol explained that connection contracts - (for both generator and
distributor’supplier) are made with the grid operator, Transpower, while bids are accepted and
organised by NZEM which is responsible for pricing settlement. Transpower is state-owned but
does not enjoy a statutory monopoly. S : '

Mr Smol then discussed specific details of key aspects of this framework. such as set valuation;
transmission pricing, connection contracts and technical access issues, the working of the
wholesale electricity market (bids. pricing, scheduling and dispatch) and ancillary services.

S

Finally Mr Smol presented a critical anal vsis of the New Zealand case, judging its ‘success against
the government’s own objectives. He concluded. on the positive side, that security of supply was
being maintained. new entry is being achieved. costs and prices are down, there is competition and
choice in the contracts market and locational signals for investment appear to be efficient. On the
negative side, however, he noted that there were problems of excess capacity, - insufficient
competition in generation, and barriers to supply:. '

‘>
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* There are two key steps to reform: (i) separation of transmission fror generation and supply and
(it) establishment of open and transparent wholesale trading arrang: nents.

ie transmission and the energy 1arket should be integrated
=T pricing and contracts m it be transparent

The last presentation of the day was given by Mr James Barker of US law firm, Barker, Dunn &
Rossi Inc He spoke about the US experience in reform of electricity markets. He argued that the
EU states. at a relatively early stage in developing the structures and principles of such market
regulation could leam mwuch from identifying the various advantages and disadvantages of the
existing US framework and should consider carefully how to avoid its failures and pick the
elements of success. ‘ ‘

His main :nticisms of the US system tvere concemed with the complexity, inflexibility and
‘heavines. of the US regulatory framewcrk. While based on legitimate principles, the emphasis
on nraca: and legal procedure is excersive and creates barriers to efficient communication




between markets and their regulators. On the other hand. Mr Barker suggested that the EU could
benefit from following those states who had successfully lowered consumer prices. and introduced
effective competition. ' A ¢ritical element in such achievement. he argued, was to allow the
regulator to establish transparent and standard tranmission prices.

Mr Barker started off by explaining the particular constitutional and Junsdictional problems in the
US. There is a patchwork of different rules in the 51 states as rezards retail regulation.
Meanwhile, at the federal level the Federal Energy Regulatory Comnussion (FERC) addresses
wholesale regulation. Mr Barker emphasised the tensions and overlaps between the jurisdictions,
the extreme diversity between different states, and between the states and the federal level, as
concems the ways to encourage open access markets, treatment of "stranded investment" and
timing and methods for introduction of both retail and wholesale competition. He suggested that,
given the complexity, overlaps and risk of inefficiency inherent in two tier regulation of markets,

two-tier structures should be avoided as much as possible in the EL. or at least "handled with
extreme care”,

He then went on to describe and explain some of the key preblems conceming the nature and
structure of industry itself in the US context: the majority of the electricity utilities are both
vertically. integrated and privately owned. This creates the dilemma that the plavers neither want
to divest nor can they easily be forced to divest without nsking breach of the US constitution
conceming confiscation of private property. This leads; argued Mr Barker, to the fundamental
conundrum “how to .create. perfectly competitive markets with vertically integrated utilities?"
FERC requires open access for wholesale trading buit divestiture is not required and obligations as
regards functional unbundling are limited. - . ' o

Another industry problem discussed was “stranded investments® ( nsk of non recovery of
investments made by privately owned utilities due to tough pro-competitive regulation of access).
There are also other important legal problems_conceming aspects such as pre-existing contracts

and transmission rights for municipalities. Indeed, Mr Barker described the.area of electricity
reform as a "lawvers paradise”. '

The speaker identified two keyv requirements as regards the effective management of competitive
electnaity markets: (i) Independent’ Governance and adequate Market Surveillance; and (ii)

Mr Barker then proceeded to explain and identify the difficult problems which emerge to protect
the lezitimacy of the process by which regulators and their markets may communicate. [N general.
he arzued. and with the opportunity of the benefit of hindsight The EU should regard the US
regulatory experience as an extremely interesting and positive modsl as concems the key
principles and objectives which they recognised long before Europe, as the essential bedrock of
fair and effective procompetitve regulatory oversight of certain market sectors,are needed .to
underly pro-competitive regard the US attempts to create unprecedented regulatory, legal and
instutional frameworks to support new ideas about markets and competition, as courageous but
(Lmders'tand’ably) leadin to mechanisms and instruments which are often inefficent and, in the
extreme, simply nustaken. The regulatory failures are execcerbated by the lack of flexibility built
into the bulk of system so that many rules and process are becoming outmoded, or even
anachrenisticin order to respect the newly articulated principles of independent, neutral regulators
and strict transparency of process conceming interactions between commercial power and public
authoniv contained man actually resulted in i

For example, he described the US problem of over emphasis on "due process”. Any proposals for
improvements and reforms - however urgent - need to pass through an existing heavy regulatory



framework with its set structure of strict rules of process. Established some time ago this process
ts often accused of being anachronistic. It also tends to be unnecessanly time conshming and
expensive, and makes it extremely difficult for policy and regulations to adapt appropniately to the
dynamics of a competitive market. In this context Mr Barker stressed that the EU should make the
most of the benefit of having a relatively ‘clean as concems the establishment of institutions,
structures and rules of process for pro-competitive market regulation or oversight of its newly
liberalised markets.

He proposed that while regulatory reform in the EU should seek to avoid the pitfalls and
disadvantages of the US regulatory framework, it should also recognise the crtical factors
underpinning the successful aspects and advantages of the US model For example, in order to
establish effective regulatory oversight for the introduction of competition their electricity
markets. the EU MS need to introduce stronger pnnciples and mechanisms of independent
govemance - an essential charactenstic of US regulatory agencies.

Mr Barker also emphasised that the EU should recognise that there were generally good reasons
behind the initiatives to establish the set of rules of legal process and the myriad institutional
safeguards. They were set up to protect the essential principle of ‘independent’ govermnance in
market regulation,but unfortunately the resulting safeguards have become unnecessarilt pedantic.

An immediate problem in this context, and one which needs to be urgently addressed within the
MS regulatory reform framework, concems the dilemma of how the regulatory body' can maintain
both adequate information flow from such a complex market at the same time as ensuring
independence from the market players. = Mr Barker explained the basic conundrum: If an
institution charged with market surveillance is sufficiently separated from the market as to ensure
its independence from the market players it will become extremely difficult for it to maintain the
necessary flow of knowledge and expertise to keep up with market developments. . If, on the other
‘hand, the regulator depends too heavily on the market operators themselves for such information
this poses a risk of ‘regulatory capture', whereby the most influential market_players ‘may gain
inappropriate influence over the regulatory decisions which affect them. '

In the US, the reaction to this dilemma conceming information flow and relations between the
‘regulators’ and the ‘regulated’ has: unfortunatelv. resulted in the excessive growth of a huge
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safeguards. The process of communication between the market and its regulator involves ari
various steps and many professional “intermediaries”. The process has become so drawn out and
complicated that it often results in diluting or disterting the substance of both the problem being
communicated and of the effectiveness of the regulatory reaction..

While Mr Barker stressed the.importance of establishing maximum transparency of ir.iformatioh
and process in relatians between market players and the authorities. he argued that this could be
achieved much more efficiently and without introducing such an unnecessarily cumbersome
svstem of safeguards as now burdens the US policy process. It is critical that the EU Member
States recognise the importance of the new frameworks and processes which are developing which
will structure the relations and information flow between, on the one hand: those authorities
aiming to establish the fair and efficient regulatory conditions for a competitive electricity market,
and. on the other, the electricity industry players whose commercial interests and investments are
sigruficantly put at stake by their policy decisions. He urged the EU to take advantage of this
short window of opportunity to be innovative and flexiblé in developing new solutions to the
dilemma (up untit now considered almost exclusively in the US) of the "right” relationship between
the regulators and the regulated. "




Mr Barker suggested, for example, a two tier solution. The first tier would be based on the
principle of "stakeholder participation” (1. involvement of the industry) in the development and
modification of market operational rules which concem their commercial interests Proposals for
reforms or changes would be put to a second tier with final authority for policy decisions This
would be a separate, and fully independent board which would be advised by "neutral” experts
from the Independent Service Operator and Market Administrator.,

The keyv point Mr Barker emphasised is that MS states are in a position to direct elements of thei
own reforms towards the successful aspects of the US regulatory model. while leaming from its
failures. In particular, Mr Barker stressed that effective market regulation can be achieved
without the disadvantages of a heavy and complex regulatory framework

Mr Barker also underlined the point (introduced previously by Mr Russell) that, as concemns the
substantive and institional details of the rules conceming competitve pricing and other terms of
access. there is no universal "right answer”. Electricity is a complex market where many cnitical
requirements of successful pro-competitive regulation are deeply embedded in the pre-existing and
historical local context. Diverse political, geographical and economic conditions affect the current
structure of the industry and aoconstrains the ways it can be reformed . This assertion leads to two
important points: :

This is a complex market. [t was repeatedly emphasised that there are no universal requirements
defining the ‘right’ regulatory solution for implementing a pro-competitive policy in the electricity
sector. They will vary significantly and profoundly across the MS of the EU. Constraints on the
viability of certain regulatory solutions as well as those influencing their actual effectiveness are
inherently embedded in particular domestic characteristics.  Most importantly the specific

political, legal and geographic context as well as, naturally, the existing structure of the electricity
industry. ' o

Vhile ost seemed to agree with the argument, it ultimately posed a central dilemma to the forun

On the one hand, this assertion highlighted the necessity of respecting the subsidianty principle in
the context of implementing the EU. electricity directive. It implies that a certain threshold -
corresponding to a level of detail in the actual substance of the rules adooted and the institutiona!

Memb  States, should be considered ot ol possiblea  butals aken one.

On the other hand. a larze number of participants were also concerned that the EU directive left
too much open to national discretion and that the resulting regulatory diversity between the
Member States represented a threat to the central goal of the directive: That is. the creation of an
EU Intemal Market in competitive electncity provision. In this context it was argued that stronger
harmonisation between regulatory frameworks was needed in those areas which effect cross
border trade and market entry. Certain regulatory asymmetries, already evident from the
presentations of the developing regulatory framework in various Member States. were identified
as likelv to result in distortion of competition between certain Member States and’or representing
cross-border barriers to entry. Alongside worries about the effects of regulatory divergence, there
were concems that, in order to allow for the creation of pan-European networks there was a cllear
need for greater commitments between the Member States as regards co-ordination and co-
operation to establish clearer, more coherent principles conceming a range of unsolved technical
and lezal issues which currently block the development of competitive cross-border electncity
transmissions and services. :
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The main controversies regarding transmission pricing concém congestion cost pricing and access
fees. As concems the latter contention is focused on the question of whether fees should be
uniform or variable; and, if variable, on what basis should they vary? This is inherently connected
with the question of defining discrimination. FERC favours full uniform access fees. (Kelly, US).

Germany is particularly uneasy about over emphasis on ‘regulation’ in reforming energy markets
The need for strong ex-ante rules conceming. inter alia, transmission prices, depends on the
existing structure of the industry. In a country such as Germany where there are thousands of
grid operations it is more appropriate to implement reforms based on negotiated third party access
than ex-ante regulations. The German energy law is based simply on competition principles such
as right of entry to the market and non-discrimination as regards transnussion access. In the case
of break down of negotiations or anti-competitive conduct, appeals or complaints may be made to
the'compeﬁtion institutions for a ‘regulatory decision. The new.Geman law also grants the
possibility of stronger regulatory intervention should this prove to be necessary. History will

‘show whether our « hands off » approach will w ork. We hope that stronger regulation mll not be

called for (Leyser, Germany).

Arguments raised in reaction to Leyer's support of the ‘hands off" approach included the
follomno

A transition period is essential before reliance only on basic competition principles. If

implemented too early a s;stem of commercially negotiated’ TPA will simply break down
(Sweden).

System of ex-post appeals to the Cartel Office will not be effective without a clear deadline for the
ruling. ~ A regulatory environment based on ex-post appeal to competxtlon principles must
recognise that timing is crucial to the weaker party (Russell, UK). '

Mr Leyser responded, stréssing that, while the first couple of cases (precedent setters) may be

lengthy and comple\ it was expected expect that further cases should be settled much more
rapidly. ,

conﬂdentlaht) and vanation in temls and condmon;) and that of ‘non dlscnmmatnon is
confusing. (Bauer, Degussa)’

There is perhaps a more general need to address and clarify the relationstup between transparency
and non-discrimination on the one hand and principle of negotlated access on the other. We need
to question whether the principle of commercial ‘negotiation’ is compatible with the principles of
transparency and non-discrinination. (Ehlermann, Chairman) '

The theoretical debate about the rights and wrongs of over regulation and under regulation is
certainly important but one should not lose sight of the concrete facts and evidence at our
disposal. In North America it is apparent that the effect of enforcing a standard and published
tanff for transmission is to increase trading and decrease prices for consumers. In this context the
commitment to standardisation of transmission pricing is much more significant than the attempt
to calculate exactly the right level of the price. (Kelly, USA)

Transparent methodology as regards cost pricing is (however) an important safeguard against the
risk of governmental interests in using access tariffs'to raise funds for broader political objectives
as concems domestic energy policy. It is also important to take into account the extent to which



the level of the access tariff effects incentives for new players to invest in new and more
decentralised network infrastructure, such as direct lines for large users or for regional groups
Higher transmission prices will mean less use of the national grid (Netherlands)

One should not lose sight of the need for effective regulatory oversight in such a complex market -
The electricity market needs compensation Certainly regulatory agencies, in particular those in
~ the US which have perhaps been too influential in defining the image of « market regulation », are.
problematic and in need of profound reform However, it is important, in this context, to separate
out the issue of “regulatory function’ (what needs to be done?) from that of the nature of the
institution which carres it out (who should do it?). The institution may, for example, be an
independent board of experts or a neutral commercial consultancy. It is not nécessarily the
exclusive remit of govemment, govemnment agency or even any “public’ body. The solution may
be a private or commercial senice. sol long as it is sufficiently neutral (Kelly, LS).

2 Is there a demand for more guidance Sronm the « the centre » lie. ar E U level) and or

greater co-ordination betveen \ember States as regards the regulation of transmission -
pricing 9 : ' '

Most Member States recognised’ both the importance of accepting diversity and flexibility to

reflect the varied national contexts (in terms of geography, ‘'market structure and political
- acceptability) as well as the aim of lowering regulatory barriers to achieving effective competition

between suppliers and distributors in different Member States — .e. theintemal market objective.

 Diverse treatment of elements such.as stranded costs, ancillary services as well as, more generally
the approach to regulation of access agreements may cause problems as concems intercountry
connections. -In this regard transparency and close monitoring of palicy developments in the
Member States is crucial . In particular it is important that we seek to clearly identify the barriers
to inter MS trade in electricity which may threaten the establishmen: of an effective European
wholesale market. Treatment of the public senvice obligation (PSQ) is. for example, a possible
constraint on open access between Member States which needs to be addressed. In'this context it
would be useful to identify and agree upon a list of legitimate PSO elements (Tealy). o

National govemments may include costs of elements of their broadsr domestic energy policy

. . ) . ‘ (G
this is reasonable as concerns transmission tanffs levied on non-domesuz market players.(Greece)

Both stranded costs and PSO costs (however they are defined) should be distinct and separate
from the transmission tariff (Spain) ‘ ’

The EU directive lacks definitions. \We need to- co-co-operate in order to agree common-
definitions conceming : interconnect capacity, access and transit rules. treatment of loop flows and
technical standards (particularly as concemns voltage levels). Certainly variation between Member

States in this area is both inevitable and justified. However we need more as regards a common
design and principles.(Portugal) ' :

It ts important to be aware that such co-operation and agreement on tha ‘night’ definitions is not
an easy task. There is controversy even within the industry on these aspects (Barker, US).

National variation in tanff structures represent significant barrers : for example, in Germany
tariffs are distance dependent but in other Member States such as Denmark they are not. This
may be expected to dampen commercial initiatives to export electricity from Germany. A further
problem needs to be addressed as concems cross border tariffs involving intemational sea cables




(for example between Denmark and Sweden and Norway). Since these cables are traditionally
under joint ownership between national operators, the legal framework as regards rights to make
decisions on access and pricing are blurred.  Both of these issues also raise institutional
questions. Who, for example, should a Danish operator appeal to in the international context ? In
order to make the intenal market system actually function, we need to make a more realistic
attempt to focus on such practical problems (Denmark).

The transition period between now (where special rules are called for) and the point at which an
effectively competitive market is established will. hopefully, also represent a period in which the
commercial driving force for harmonisation between Member State rules is. recognised and
" realised (Sweden).

There is a clear and specific need for a set of rules to govem electricity transmission across
national boundaries. It would be of particular significance to establish ' clanify the position of
France and of Belgium in this area There is a clear demand for a Commission Recommendatisn

in this context and we would request that such guidance be provxded in thi$ form (Bauer, Degauss
AG, German))

The reaction from both France and Belgium concemed the fact that national law implementing the
EU directive had not vet been finalised and, thus, that no definitive position as concems inter-
Member-State transmission had yet been established.

The reaction from the European Commission (Benavides) was a clear message that pressure to
direct the Commission to issue further and more detailed proposals concermning harmonisation of
national electricity markets would be resisted. . Any such movement towards enforcing common
regulatory solutions at the EU level would be mcompatlble with the principle of subsidiarity.

The Chairman (Claus Ehlermann) underlined this point, emphasising that, indeed, in applying
intemnal market and competition principles to the electricity and gas sectors of the Member States.
the Commission had already pushed its competence to the limit vis a vis the subsxdxant\
constraint. :

1. Presentations

The first speaker of the second day was Professor Stephen Littlechild. Director General of the
Office of Electricity Regulation in the UK.

His presentation consisted of statistical tables conceming (inter alia) the development of
competition in the UK electnicity market and price implications for consumers, accompanied by a
description and analysis of the regulatory framework and underlying principles by which this was
achieved. His main points were the following: ‘

Full unbundling of generation and transmission is essential (accounting separation proved
inadecuate). The independent transmission -operator has a duty to facilitate competition and
provide « even handed treatment ». As concems distrbution and supply functions, accounting
separation has been sufficient so far (for the wholesale market and for supply to large industrial
end users). However, as competition expands to smaller and domestic users, it will probably be
necessary to.enforce stranger separation here, including separate licences for distribution and
supply, and, ideally, separate ownership.



Non-discrimination in transmission and distribution is critical. Currently system charges are
published but rules may need to be tightened as concemns timing and notice of changes. There are
also non-discrimination conditions as concemns the supply side, in particular to prevent predatory
pricing between the distributor and its own supply area. Regulatory constraints will be- relaxed
here as dominance (and the potential to abuse it) is reduced. ' '

Professor Littlechild also discussed the UK treatment of policy issues such as stranded Ccosts
public service obligations and renewable energy. The problem of stranded costs is best met witk
clear and focused transitional arrangements. Public service obligations should be regarded and
implemented as a (distinct) supplement to the competition objective and should not be
incompatible with it. As concemns renewables, competition is leading to convergence.

Prof. Littlechild's main arguments were that both privatisation and regulation have' been key
factors leading to supply competition, price restraints on network bottlenecks and lower prices for
consumers.  He considers that separate ownership (i.e. divestiture of vertically integrated
Joperations) and the refining of rules concerning unbundling and non-discnmination is increasing]y
important as competition is extended to a broader range of consumers

‘The second speaker of the moming was Mr Jan Moen from the Nonvezan Water Resources and
Energy Admunistration.” He commenced by stressing the difference berween the Nonwegian and
the British context for competitive provision of energy services and went on to discuss the reasons
and implications of these differences. In particular he noted the fact that. unlike the UK, Norway
had not privatised the national gnd and that the UK market structure contrasted with that of
Nonway both in terms of numbers and types of competitors. ' '

While highlighting it as a"hot™ and contentious’ issue, Mr Moen emﬁhasued that (unlike the UK
framework) vertical integration of the utilities is still unrestricted in Norway. He said that the
govemnment would prefer not to split up the electricity companies, for “political reasons”. Thus
they are relying in the efficacy of their rules concerming open access and unbundling.

Mr Moen a o stressed that cons nterest st always remain the f 5 of pro-competitio
objectives in this s¢ He pre:  ed data to back up his ertion of the succes
2 Round Table of Regulators

Chaired by Mr Ehlermann; with Mr Ranci (ltaly) Mr Vasconcelos ( Portuga  Mr Femandez
Ordonez (Spain), Ms Gabrielson (Sweden), Mr Ra  a (Finland), Mr'Kragelun  Denmark), Mr
Littlechild (UK). Mr Moen (Norwav) and Mr Kelly <

1e focus ¢ on was
The critical policy issue is the distinction between accounting separaticn and legal unbundling
Full structural separation poses problems as regards (a) the definition and retmbursement o

stranded costs; and (b) the political preference for integrated nation-widz distribution (Ttaly).

d  ct separation of generation and tra as well as ¢ and supply 13
:cessan The UK has not yet fully recognised thi 'S

The cntical factor is the separation of: generation, transmission and sysiem operation. It seer:.
that the importance of the latter distinction is not vet recognised in the EL where these function:

e ——




tend to be integrated. However, there 1s a clear conflict of interest between ownership of the
transmission infrastructure and efficient pro-competitive system operation. Wherever possible
policy reforms in this sector should first establish restructuring (in particular as concems full
unbundling and divestiture as concems vertically integrated operations) and then address the
objectives of liberalisation and market opening. (US - Barker)

It is important to address the issue of the lezitimacy and accountabilizy of “the regulator™ We
also need much more information to niake reliable price compansons (Portugal).

The EU Directive requires unbundling of various levels but the key question is still open: What

1
are the actual demands of such unbundling vis a vis legal separation .and / or divestiture as
concems ownership? (Sweden) ’

The central issue for FERC is to secure open access to electncity networks for wholesale
providers (i-e. for suppliers and distrbutors).. Unbundling must be functional and effective; that
is, it must ensure that the unbundled levels actually behave as if thev were separate companies.
There should be a threat of stronger regulatory: measures if this objective is hot achieved. Most
states in the US are focusing on unbundling between generation and transmission. Stranded costs
may best be recovered from all end customers instead of burdening just the market entrants. The
question of open access for end users is less clear. The main problem is that big business (major
consumers) have a natural advantage over the small domestic user. Congress is considering a
national policy for end user access. (US, Kelly) . ' ' '

thtmdling is a key issue in Denmark where the markét is characterised by full vertical
integration. Commercial unbundling — i.e. accounting separation ~ between the supply function
and network operation will certainly be necessary to ensure fair trading. However, legal nghts to
enforce tougher unbundling obligations on private electricity' companies is problematic. In any
case, the actual definition and substance of unbundling rules per se is ot the point, what matters
is the effect on the behaviour.of the market players inn question. For example, even where full
structural separation and divestiture-is imposed, there is always the risk of collusive agreements
causing anti-competitive effects and market distortion. (Denmark) '

Effective rezulation is a difficult task’ The further unbundling coes. thz easier the reaulatorv task

Ui uabin 2. oAV vaayy

Comments from the Chair (Prof. Claus Ehlerr'nanni): The relationship between structural reforms
in the market and the need for regulatory controls on market behaviour is a key issue. Achieving
the right competitive structures may be much more important and effective than attempting to
control behaviour. Indeed, it is only when it is not possible to ensure the right: market structures
that there is need for regulation. However, enforcing radical structural reform is often problematic
from a legal point of view. EU antitrust rules do not enforce the breaking up of existing
monopolistic structures. They have only been used to prevent their formation, in particular with
" the merger control regulation,. Member States may generally enforce rastructuring as far as state
owned enterprises are concemed, but where they are not, problems are likely to arise conceming,
‘private property rights. In any case, Member States should seek to push their potential to enfarce
restructuring and unbundling to the utmost limit.

Open Discussion

How is it possible to establish effective management unbundling withowx full legal separation? In
practical reality, management separation demands separate boards of diractors. (Russell)



In fact there are very few people in top management. The" composition of the board is not S0
significant as concems the day to day running of the company (Gabrielson) :

In the Netherlands we aim to ensure an effective level of unbundling without enforcing changes in

ownership structures. There are rules to ensure separate boards for the separate unbundled
elements. (de Jong) ' '

The burden of proof should be placed on the integrated company(s) to prove that they have

achieved the appropriate leve| of ‘unbundling, Otherwise they face the threat of tougher market
intervention and divestiture. ( Kragelund) ' : , V

The most important separation to achieve is that between system operation (neutral and

independent management and administration) and the more commercial and competitive activities -

of generation, supply and distribution. (Magnusson)

‘Duvestiture of network facilities will be prove to be very difficult. Policy should focus primarily
on establishing the effective separation of the activity of systems operation from the rest This is
more practical and much easier to achieve (Ordonez) :

Unless unbundling of ownership is achieved commercial solLitions for the competitive market will
be unclear because ultimately strategy is directed by the holding i:ompany. Where utilities are still
in the public sector (public ownership) it is more likely to be appropriate to control the behaviour
of the operator with ex-ante regulations. On the other hand, where operators are privately owned
(such as is the case in the energy sector in Germany) competition rules should suffice. (Leyser)

3 Future Reoulators Meetine

M Benavides emphasised the need for a fdllow up to this meeting of the EERF. He noted that
there seemed to be a clear consensus among participants that further issues should be explored
and discussed by the forum.

o

L EIC P .. [ Ses el T S - .
however, that there was perhaps a little too much consensus among participants and. that this was
a sign that participation should be broadened. '

R fve b be Gawela,

M Lyon (Luxembourg) underlined the importance of such informal discussions on EU electricity
‘markets as a complement to the more formal grouping established in Brussels. He also noted that
in the future, industry participation in the forum should increase as more markets are liberalised

(at the moment the UK is inevitably over represented in this regard).

M Garribba stressed that the single market issue was not explored sufficiently in this meeting. He
said that the forum needed to address in a more focused way the actua! physical and non-physical
‘road blocks' to achie\.ing_an EU intemal market in electricity. Another issue he highlighted
which should be addressed was that of ‘renewables’. He also supported the idea of broader
participation, in particular from industry (both market players and users). He also proposed that
in future meetings there should be more time left for discussion and: questions since such
interaction was the most particular and valuable elenient of this type of informal forum. /

The Portuguese representative also emphasised the challenge of the single market, but he argued
that competition implementation of competition reforms may actually jeopardise this goal. In
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particular he was concemed that liberalisation alongside the establishment of diverse regulatory
frameworks poses the risk of dismantling the existing westem European interconnected network
and leaves little structure for co-ordination in its place He reminded the forum that the issue of
interconnection between European grids had already been addressed over 40 years ago within the
framework of the OECD, but was based on the principle of co-operation not competition.

M Lepisto argued that the challenge of unbundling should also be applied to the distinction
between legislators and regulators. He also noted that participants had spent too much time
simply advocating their own systems and that the forum should amempt to focus on the key
general issues more vigorously and at a more profound level.

M Heden repeated the point that more attention needed to be paid to the task of establishing a
single market instead of merely 15 competitive but isolated national rarkets The concept of
“regulator” was also inherently problematic and controversial. For example, as noted previusly
by M Kelly, the identification of certain important tasks need not imply t:at they be'carried out by
a certain type of regulatory institution. In this context he emphasised tha: the independent system
operator should play a more significant role in carrying out and monitoninz pro-competitive goals.

M Bauer reacted against a previous suggestion that the forum should make use of existing EU
trade associdtions and interest groups as a way of broadening participation. He argued that they
reflect only the “lowest common denominator™ and that, instead, it would be much more valuable
to invite a-selection of key individual players and users which would provide-a spectrum of
discrete but clear view points. He also agreed that the problem of boundaries between national
markets is critical. As concems the role of a regulator, M Bauer unders:ood the notable resistance
to regulation (particularly as concems the German market) but he underlined that there are certain
functions which must be performed by “someone” (‘regulator’ or not) He was doubtful that a
general antitrust authority would be sufficient in this context. He also emphasised that, since we
will inevitably get things wrong. (especially the early days of reforms). any institutional structures
and frameworks mtroduced should be designed to facilitate regulatory changes and -ongoing
nstitutiodal reform.

M Levser underlined M Garribba's. pomt that he forum would benefit fro  .ore time for open
discussion. The meetings should not be = -er-formalised. rather thev uld be take this

M Green suggested that PSOs (pubhc semce obh gations) should alsc e considered as a topic for
a future meeting. :

0 usio

In concluding the discussion and summarising the issues raised, M Bena:ides noted. in-particular,
the impoi’tance of -expanding panicipatidn in the forum, especialiv' as concems - industry
representatives. He underlined that, while issues such as renewables and PSOs were certainly
relevant, they should only be addressed in this forum in the context of ths pro-competitive reforms
and goals included in the EU directive. Lastly, M Benavides empha;ued the unique advantages
and appropriateness of the EUI as the on-going seat for this forum: He rcted in particular the fact
that it is both an EU level m:txtutxon and, at the same time, offers 2 neutral and non-official
environment for discussion.

He thus made a proposal that future meetings of the EERF be held 2 .2 EUL in Florence with
orzanisation and-admunistration carried out in the framework of the R 2t Schuman Centre. He



further proposed that the forum_.sf'*ould'h{eet around every six months so that the next meeting
would be planned for October 1998 ' -

All these points met with clear consg%sus from barticipants
Finally, the Chairman (M Claus Die er Ehlérmann) concluded the meeting. He noted that it had
been, overall, a great success. On behalf the EUT and the Robert Schuman Centre, he acceptad

the proposal that future meetings of the EERF continue to be held here in Florence and agreed that
the EUI provided a particularly appropriate seat for such a forum. S

gosling@datacomn, iue.it
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