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Abstract

The new energy package presented by the European Commission (EC) in September 2007 contains a
number of diverse, and sometimes controversial, measures aimed at bringing current European
energy markets closer to the ideal of one competitive and fully integrated market. We discuss the
flaws and merits of the package and signal a number of concernsregarding the ultimate effectiveness

of the new energy market Directiveinto which the proposed package will culminate.

1. Introduction

Some years have gone by since market liberalizdtam been introduced on European energy
markets. In these years, different Directives haeen drafted and implemented with the aim to
develop the patchwork of national energy marketis ame European market with a high level of

competition and sufficient infrastructure investrmem accommodate energy flows and increase
market integration. Throughout the years, new isigvere gained and lessons learned, but still
the original ideals of a well-functioning integrdtgas market have not been reached. Last
September, the European Commission (EC 2007) jmealists proposals for a third energy

package: a third energy market Directive as a m®ep towards EU goals. The question is
whether this new package will significantly contriie to further developments in this field: will it

finally boost competition and infrastructure invasnhts as envisioned at the start of the

liberalization process?
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In this paper we aim to give an assessment of soeesures contained in the proposed third
energy package. First we discuss the particularsfland inefficiencies present in the current EU
energy markets that the measures aim to addregself) flaws and efficiencies can be identified
by comparing a perceived policy goal and a deskEeadopean energy market end-state with
reality. For a large part the identified flaws dndfficiencies are identified in the Energy Sector
Enquiry published in 2007. We briefly point to tbevisioned goals of market liberalization and
ask ourselves: What is actually the problem withrent European energy markets? Second we
focus on the measures selected by the EC and peeséen the new energy package. Vital
question is, are the proper measures selecteddet téne identified flaws and inefficiencies, or
have some been overlooked or wrongfully neglecte@?these measures going to contribute to
successful market integration, true internal marg@mpetition, and sufficient infrastructure
investments? We assess the major policy and regylateasures of the third energy package.
Attention is headed towards the validity of undewy assumptions, and the existence of
necessary pre-conditions for the measures to psoeeessful. We end the paper with some

concluding remarks on the proposed package.

2. What's wrong with current European energy market  s?

The EC envisions one truly internal market thasuscessful in providing an affordable and
secure supply of electricity and gas. When compatthiese goals with current market functioning
one can identify three particular problems.

Firstly, what is mend to become one internal margen reality still a collection of national
markets, and at best, in some occasions a regmaddet. Full market integration has not been
reached yet. Secondly, and partly to blame forfitst problem, is the fact that the level of
investments in networks, especially across bords®sems to be insufficient. Even at congested
parts of the network, new network investments appede lagging. Thirdly, competition does
not seem to be come off the ground in all partshef EU. Market concentration and vertical
foreclosure issues are still on the forefront, agd/ market entrants are still struggling to gain a
foothold on markets.

A common root for the above problems is the lega€ythe pre-liberalization era and an
insufficient development of sufficient market caiwtis. For example, member state regulation
has often a predominantly national focus, withithpact of national gas market actor actions on
other member states being neglected. In additiampean directives still allow for large degrees
of freedom in setting certain regulation and ruldkhough different processes contribute to a

harmonization of procedures and regulation and ,ssignmificant differences can still be noted



between EU member states. A factor contributingthtis divergent picture is the lack of
coordination in policy and regulatory actions. Axample of such are network investments,
which often have large external impacts on otherketa and network linkages. A large number
European national wholesale and retail marketk esthibit high to very high levels of market
concentration, with the former vertically integiiacumbent being the dominant actor.

To sum up, the workings of the current Europearctetéty and gas market can further be
improved by enhancing the regulatory environment das network investments, increase
international coordination of actions and harmotzaof policy and regulation, or effectively

reduce market concentration.

3. What are the proposed solutions and will they so Ive the problems?

Major issues tackled in the proposals are:

(1) the separation of energy supply and production fnetavork activities;

(2) enhanced powers and independence of national tegaila

(3) the creation of an agency for the cooperation efgnregulators;

(4) improvement of the functioning of the internal metrkand,;

(5) increased cooperation between transmission syspenaiors.
For every of the above measures we give a desmmiptiiscuss the problems it aims to address,
identifies potential alternative measures and |lfmgualitatively discuss and assess the measure.
The discussion of these measures based insightedgan two particular projects: one concerns
an impact and cost-benefit analysis of specifiagn@olicy measures undertaken carried out for
the European Commission (Ecorys/ECN/Moffatt Assiesa2007), the other concerns a large
study for the same principal into the investmeniditions for energy infrastructures (De Joode,
J. and F. Van Oostvoorn 2007, EC 2007). The magsud in the assessment will be the
interdependence between the different proposeduresmand the degree to which they are likely

to contribute to EU policy goals.
3.1.  Ownership unbundling or the creation of an independent system operator

Description of the measure

The most fiercely debated measure in the packageei®wnership unbundling measure where
the Commission proposes to further unbundle therests of the producer/trader of electricity or
gas from the interests of the transporter of dlgttror gas. To this end, two possible directions
are put forward: (1) ownership unbundling (OU) obgucing/trading activities from transport

activities, and (2) the creation of independentesysoperators (ISOs). The former solution is



preferred by the Commission, while the latter aléive solution seems to anticipate on expected
fierce opposition from some EU member states, mpfatance and Germany, against OU.

OU implies that no person or persons in EU memiates is allowed to excise control in a
supply company while at the same time exercisingtrob (whether direct of indirect) in a
network company. The proposed measure howeveaniteti to network companies operating on
the transmission network: companies operating @ilolision network are, as already transposed
in current legislation, only obliged to legally umntzlle their business from supply and production
activities. The unbundling provision applies EU-widno supply or production company
anywhere in the EU is allowed to own shares in ndtweompanies active within the EU.

The alternative beholds the implementation of a® I®odel. Under this model supply and
production companies are allowed to hold stakefgransmission network companies but are
obliged to transfer the management and control theemnetwork to an independent entity which
performs all functions associated with that of @&wvoek operator. Ownership of the network

would remain with the integrated company.

Problems it aims to solve

The Memorandum (EC 2007) that accompanied the tleigislative package presents three
problems that arise in an energy market with buhdle.g. management, functional, legal
unbundling) supply and transport companies: (lprdisnatory behavior regarding network
access vis-a-vis competitors, (2) integrated nétwompanies may leak highly valuable network
information to the supply part of the company, imgtt competitors at an information
disadvantage, and (3) network companies belonging wertically integrated firm can have
perverse incentives for network investments.

It is important to note that the measure proposedeant to address two very different problems:
the problem of market concentration on the one hand the problem of lack of investments on
the other. These problems are largely related litaicesense: no matter how network regulation
and monitoring practices are implemented, any drgéion with a relation between the network
and supply branch will have, at least theoreti¢dhg temptation to favor its own supply branch
over other suppliers, thereby hindering full margeinpetition. Although this mechanism can be
illustrated in theory, there can be large diffimgtin finding the proof for such discriminatory
behavior. All in all, this type of market designtpwther gas suppliers at a disadvantage in the
gas wholesale market, making it more difficult émmpetition to evolve. In addition, the degree
to which the measure can address the problem df t¢dcinvestments should be put in

perspective. A lack of new investments in infrastinue within and between EU countries can



result from a number of reasons, of which the abide®cribed perverse investment incentives
originating from vertical integration is only on®ther reasons for an investment level below
expectancy are, among others, a lack of marketatfle price signals for investment prevailing
at trading platforms across the EU, uncertaintynetwork access and tariff regulation, and an

insufficient harmonization of network regulatiorress the EU.

Qualitative assessment of the measure

The effectiveness of the measures on ownership ndlimg (OU) or the creation of an
independent system operator (ISO) should be diedusdth regards to the different problems
that are addressed: the problems of network aratniration access discrimination on the one
hand and the lack of investment in new networkshenother. For the case of non-discriminatory
access to networks and information, OU is highlfecfve. OU permanently resolves the
inherent conflict of interests when it concernstiieatment of the own supply branch versus third
parties. After OU no inherent conflict of interegitl remain. The 1ISO model appears to deliver
the same level of effectiveness, since an opematiependent of the former vertically integrated
company operates the network in the short term,imgakdependent decisions on network and
information access. The impact of the solutions imvestment incentives is less apparent.
Although the independent TSO will no longer lettémmal) supply interests distort investment
decisions, it is not apparent that more investnveiittake place. Here we again point to the
earlier mentioned factors influencing the willingse and capability to invest in new
infrastructure. The only thing OU does effectivatydress is the internal incentive not to invest in
order to defend supply interests. This does noessarily imply that with this perverse incentive
removed investment will come off the ground. Itreseéhat other reasons are more important for
the less than expected level of new investments iBhimportant to keep in mind during the
discussion on ownership unbundling.

It is not straightforward that an ISO model will/girise to increase network investments. This is
very much dependent on the relationship betweensylséeem operator and the owner of the
transmission network (TO: transmission owner). B would have the information regarding
optimal network expansion and should signal théngrand location of these upgrades to the
transmission owner. But how is the contractualrageanent underlying the SO-TO relationship
specified. In case the SO has the power to oblhgeTO to invest according to the needs as
identified by the SO, then theoretical optimal istveent levels might emerge. However, it is
likely that SO powers will be substantially wealienplying more of a bargaining process on the

creation of new network capacity between SO and D@le is known about how the EC



envisions this relationship in the proposed pofiegkage, but the effectiveness of the proposal
regarding the provision of investment incentivesrigcially dependent on this.

On a different account however, an ISO-model mightnore advantageous. The choice between
an OU and an ISO-model impacts the manner in whigfopean regional network integration
can be brought forward in the coming years. Rediontagration of transmission activities can
occur through either up-scaling of current TSOg.(mergers and acquisitions) or the creation of
a regional 1SO. A regional ISO may then operaterteevorks of vertically integrated TOs as
well as the networks of OU companies, or a commnatin both cases implementation of
harmonized codes and market rules is more easgdiize and even logical. However, some
member states require TSOs to be publicly ownedgiwtould make cross-border mergers more
difficult. Unless off course mixed mergers betwgmivate and public TSOs are allowed or
current public TSOs are in due to time privatizedother cases regional network integration

through regional ISOs may be the best feasiblenpti
3.2.  Independent national regulators with enhanced powers

Description of the measure

A second area where the EC puts forward new ldmslas the powers and independence of
regulatory authorities. Here three specific measare proposed.

Firstly, it provides national regulatory authoretievith a clear mandate to cooperate across
borders with other member state regulatory autiesrand in the newly to be created Agency for
the Cooperation of Energy Regulators and the Cosiaris Before publication of the proposals
this was dubbed the ‘ERGEG’+, thereby linking tlesvrinternational mandate for regulators to
the already existent ERGEG (European Regulatorsugsifor Electricity and Gas) where
European energy regulators informally advised tbm@ission on energy policy and regulation.
Secondly, proposed legislation includes the stiemghg of the formal powers of national
regulators, for example regarding the monitoringcoimpliance with unbundling and TPA
provisions, the monitoring of transparency condiio and monitoring the level of market
opening and competition. In order for the regukatior be able to optimally perform these tasks,
regulatory authorities are given the powers “toestigate, to request all necessary information
and to impose dissuasive sanctions”. Other areasich the regulator is receiving more formal
powers are the rules on network balancing and timgemanagement and the like.

Thirdly, provisions are proposed that improve théejpendence of regulatory authorities. These
include legal separation and functional independerimther public or private entities, budgetary

autonomy, appropriate human and financial resowmndsndependent management.



Problems it aims to solve

General rationale behind the measures aimed abwimyg the effectiveness of the regulator is the
presumption that current legislation is in prineigufficient for an effective working of the
regulatory apparatus and satisfactory market padace, but sufficient national empowerment
and resources for the regulatory authority areiteckObviously and duly noted by the EC the
regulatory powers and resources available to naltiegulatory authorities vary largely across
EU member states. In member states where regulatqgrgrvision is weakly developed on these
two accounts, the proposed measure should cordrifougn improvement performance of the
regulatory authority for various tasks. For examptenitoring of compliance with European and
national energy market legislation and assessiagéiformance of legislation and the need for
improvement are tasks that could be stimulatedhitameasure. Additional resources should also
allow the regulatory authority to gain more sedtegecific knowledge that can be beneficially
applied when monitoring and reviewing sector penfance. An example of such is the reviewing

of investment plans of distribution and transmisssompanies.

Qualitative assessment of the measure

The first part of the measures aimed the functignii the regulator are necessary for the
successful introduction of one of the other measuoediscussed in the next paragraph, the
creation of a new institution comprising all natirenergy regulators. Without the national
provision of the mandate, the creation of an agdocyeuropean energy regulators will remain
futile. The pros and cons of the creation of thgerecy are discussed in the next paragraph. The
difficulty in the empowerment of national regulatoas well as the idea to increase the level of
independency of the national regulator from nafi@wvernment, is the political willingness to
go that far. Under current legislation, nationalgmments easily retain the ability to retain the
speed of market liberalization and integration, #veldegree of regulatory prudence through the
level of resources devoted to the regulators. Byricing the amount of financial and human
resources, governments impact the effectivenesssemple of regulatory activities. Apart from
this, some basic regulatory procedures that coedd lbe overseen by regulatory authorities, often
still reside with government. Other (national) palgoals can often provide a rationale for this
‘apparent’ legal design, where national policy goalitweigh the European goal of the creation
of a well-functioning internal market. How far arational governments prepared to go in

properly assigning the national regulator with #hessponsibilities and duties that it should be



doing when the creation of a competitive internarket is concerned? It is likely that (some)
governments will try to retain decision-making posven for them vital issues such as the
process for granting exemptions from third-partycess regulation to new infrastructure
investments. Another example is the possible indépece of regulators to determine (jointly
with neighboring countries) the type of networkukegion. The third measure aimed at properly
equipping regulatory agencies with ‘proper’ resesrevill particularly be difficult to validate.

What is the appropriate size of the regulatory ey in terms of human and financial

resources? Is an international comparison possihtk sensible at all? What should be the

benchmark?
3.3.  Agency for the Cooperation of Energy Regulators (ACER)

Description of the measure

The energy package proposes to create a separdhiad@pendent entity, an agency for energy
regulators, devoted to the implementation of mdfectve regulation. It is stressed that the role
of the agency is complementary to the national le¢gry authorities. The agency is to perform
the following tasks:

1. Provide a framework for national regulators to caape, by laying down procedures for
cooperation between national regulatory authoriffes example regarding information
exchange).

2. Provide regulatory oversight of the cooperationMeein transmission system operators,
where the agency is able to review investment plaumis forward by TSOs and its
correspondence with long-term network planninghm riegion.

3. Retain individual decision powers regarding regiqieaoss-border) issues, for example
on exemption requests concerning TPA regulatiod,the applicable regulatory regime
for infrastructures crossing borders.

4. Perform the role of general advisor to the EC caning regulatory issues or the impact

of national regulatory decisions on the Europegerimal market.

Problems it aims to solve

The drive for the creation of the regulatory agemsymainly rooted in the large variety in
regulatory regimes and procedures across the EeeXistence of this variety is concerned to be
a barrier in a transition towards a truly intermahrket. This effect runs through different
channels. It relates to market and balancing rilesimpact the effectiveness of trading across

borders and stimulating internal market trade @ahe hand, and to the impact on infrastructure



investment across borders, enabling further markegration, on the other. In the vision of the
EC the creation of this new institution should spag market integration and effective

competition in one European energy market.

Qualitative assessment of the measure

On the creation of a European regulatory agenchawe some concerns. The advantages of the
proposed agency are twofold. Firstly, when indeled &gency would be created with the
necessary powers some important issteegd theoretically be dealt with more effectively and
swiftly (such as regulation of cross-border investibn harmonization of regulatory procedures,
etc.). Secondly, the existence of a regulatory @itththat has some distance to the national
regulatory authorities could lead to more effectiggulation in the sense that national biases in
regulation could be removed. An independent agémicyegulators could therefore contribute to
more independent regulation and thereby reduce ain¢he other identified problems of

insufficient dependency of national regulatory awitly's vis-a-vis national governments.

One may however have concerns regarding this medkat is proposed to deal with different
problems related to the ‘patchwork’ of nationalesiand regulations and the lack of coordination
in cross-border and regional issues.

Firstly, we doubt whether this measure is propoglavith respect to the problem. Although the
problem is clear, some questions could be posestdiag the sense of urgency to deal with this
problem at this moment, in this manner. Undoubtedlyrent differences in national rules and
regulations are still hindering further market greion, but for the last couple of years, things
have been changing for the better. In this respaet needs to mention the regional approach
under the ERGEG started in 2006 (ERGEG 2008a). Utitie regional initiatives approach all
relevant stakeholders in the energy market togetioek on reducing and removing inefficiencies
that hinder market integration and developments Hticurs within a limited number of gas and
electricity market regions, with each region conmising several countries. The frustration of
the EC with the speed at which different natiomatitutions are converging is apparently such
that the creation of a new European institutiomsethe right way to go. However, the creation
of a new institution doesn’'t guarantee a smootlembnization and market integration process.
The question is whether this institutional approagii outperform the current ‘regional
approach’ taken by ERGEG? On some issues it mightepsubstantially easier to work cross-
borders on harmonization and integration issuea gradual and regional basis then a uniform

approach based on a new bureaucratic organizatimmenall EU-27 members are represented.



ERGEG has welcomed the third legislative package eemplementary process to the on-going
regional initiatives approach. If a regional apmto#s really the logical intermediate step between
the transitions from national markets towards onmfean market, it is questionable whether the
costs of creating a new European institution aa#iyrevorth it.

Secondly, it seems that chances are that amendrdeatso member state opposition (mainly
regarding the transfer of power) will substantialgaken the to be established agency. This
would give rise to an agency with no real powersilevicuropean bureaucracy is further
increased. A possible outcome is that insteadtadresfer of tasks from national regulators to the
agency a duplication of tasks will evolve in theegmiment process, making the agency (partly)
duplicative instead of complementary to nationgltatory activities.

Another critical note on ACER concerns the rulegafernance envisioned for ACER. Whereas
the EC proposes full independence of regulatorhaittes from national governments on a
national level, the EC seems to violate this pplecon a European level by allocating the right of

drafting the list of candidates up for the positadragency director to itself.

Part of the added value of ACER could result fras delegated task to review network
investment plans on a regional and European soglentil now, network planning for especially
natural gas has been largely based on nationattiegp@nd monitoringbut the impact of new
network investments is often not limited to one oyt New network connections impact the
availability of already existing connections wittand across borders. Therefore, the planning of
optimal network expansions need to be reviewedtdeaat a regional basis in order for optimal
network solutions to be found for current networdttlenecks. New network investments
resulting from national planning procedures canshboptimal when reviewed on a higher
(geographical) level. On this important aspect, RCHill review the planning activities
performed under the umbrella of the new to be fedn&uropean Network of Transmission

System Operators (ENTSO), which is another proposadhe package discussed later in this
paper.

2 A concern also raised by Ranci (2008).

% For electricity, the UCTE publishes yearly morniitor reports on infrastructure conditions and new
investment requirements.



3.4. Measures to improve market functioning

Description of the measure

Under the header ‘improving market functioning’ el adaptations to already existing
legislation concerning market functioning are addesl. It involves several different market
aspects. The measures encompass:
1. Drafting guidelines for the application of exemptivom TPA.
2. Extend transparency requirements
3. Measures aimed at improved non-discriminatory actegas storage:
a. Legal binding of the ERGEG Guidelines for Good @hirarty Access Practice
for Storage System Operators (GGPSSO).
b. Legal and functional unbundling of storage systeperators from supply
undertakings.
c. Enhance powers of regulatory authorities to ovevaecess to storage.
d. Require clarity on the regulatory regime appliedtmrage facilities.
4. Measures aimed at improved non-discriminatory ecte&NG terminals.
5. Developing a framework contributing to the estdisiient of a European retail market.
Ad 1) Current legislation provides for an exemptregime from TPA access conditions for new
network investments, where the exemption is asdessea case-by-case basis following a
number of predefined conditions (EC 2004). New dkgion will see a ‘streamlining’ of this
exemption regime through the drafting of guidelires the basis of which regulatory and
Commission authorities can decide upon exemptiantgrg.
Ad 2) Already existing transparency requirements rfarket information is broadened with
additional datasets such as gas stocks, forechstsneand and supply, costs for balancing the
network and trading.
Ad 3) Regarding access conditions to gas storagjlititzs the EC proposed to transpose existing
non-binding guidelines into formal legislation imder to increase clarity and transparency on
access conditions across EU member states. Anothasure aimed at improving gas storage
market competition is the move towards unbundlihy.essence, gas storage follows the
regulation of distribution and transmission netveoriAs essential facilities, gas storages and
distribution and transmission networks are comgardbtegration of gas storage and gas trading
activities within one company per definition temtite company to reduce availability or worsen
conditions of gas storage services to competitag @pmpanies. While this problem was tackled

earlier for distribution and transmission netwomas storage is now following.



Ad 4) Across the EU there is considerable uncastaiegarding the applicable regime for LNG-
terminals. Although most of the newly invested LK&minals are exempted under Article 22,
some older terminals are supposedly subjected #o TPorder to provide full transparency in

the access conditions to LNG terminals, ERGEG ddafjuidelines for LNG terminal access
conditions. The EC proposed to make these guideliegally binding, and in addition, extend

regulation with how LNG terminal operators shouldypde access (capacity allocation and
congestion management).

Ad 5) Finally, envisioning the ultimate creation @fEuropean retail market, the Commission
proposes to create a forum that brings togethestalleholders in the EU retail market in order to
bring forward the gradual development towards gioial. The forum should be formed in analogy
with the Madrid and Florence forums for gas andctelgty and gas wholesale market

competition respectively.

Problems it aims to solve

This fifth element in the third energy package dewith a large variety of problems, all put under
the header of ‘improving market functioning’. Hoveeythe measures proposed under this header
are certainly not measures aimed at structuraligraving for instance market competition by
targeting existing market concentration problenis measures are more (marginally) directed at
improving transparency on different elements invhkie chain, provide basic clarity regarding
already installed legislation and regulation (ahdréby reducing regulatory uncertainty), and
enforce an increasingly harmonized approach inssccenditions for infrastructures (networks,
gas storage facilities and LNG terminals). The [@siposed measure aimed at European retail
markets foresees a forum where stakeholders disleassay in which competition on European
retail markets can be speeded up. While the fumiciipof the wholesale markets in Europe has
received wide attention in both public debate agislation competition in retail markets is only

slowly and gradually evolving.

Qualitative assessment of the measure

It is difficult to fully assess the large varietfmeasures presented under the header of improved
market functioning but we try to discuss them athisic level at least.

One of the current instruments for the encouragérmemew infrastructure investments is the
exemption regulation that allows network operatorgesting in a new network connection to
operate without third party access regulation.sliconsidered to be quite successful, but the

differences in the application of the exemptionesukxist across EU member states. This is



caused by the large discretionary room providedurrent legislation. The problem with the
different applications is that it leads to differ@onditions for exempted investments across the
EU and regulatory uncertainty regarding the possiekemption granted to new network
investments in the future. By ‘streamlining’ thisepe of legislation, with more specific
procedural guidelines, more uniformity in applicatiwill result. A good starting point is the
consultation paper on Article 22 guidelines pregdrg ERGEG (2008b). The creation of ACER
gives another new input in the exemption procedimee ACER would be able to assess new
investments on their ‘exemption worthiness’ withdigidnal information on network conditions
and planning in the region where the investmenaking place. Hence, it can be expected that
new exemptions conditions provided to new investénEuropean gas and electricity networks
are more uniform across the EU and will overalltdbote to energy market performance in a
more socially optimal way.

The second measure aimed at creating more tramgyao® European energy markets seems a
proportional measure that does not require farhiegcnew legislation. For this measure to
effectively lead to an improvement in market coiodi¢ it is necessary that the actor over
viewing the compliance with transparency requiretddras teeth and is willing to prosecute in
case of limited compliance based on full politicadependence. In the further specification of
additional transparency requirements the assistafcBCER is desirable so as to ensure a
harmonized and effective transparency frameworkHerwhole EU.

The measures aimed at the gas storage marketedlilice the differences in the (regulatory)
treatment of gas storage facilities and therefesallt in improved level playing field conditions
between EU member states. After all, with incregsitierconnection and market integration the
gas storage market will get more and more a regiomarket. In order to guarantee fair
competition in the gas market legal unbundling @& gtorage and gas supply activities for a large
part will remove the incentives for the integrataehers to put competitors at a disadvantage. An
increase in gas market efficiency is the foresesalt of implementation of this measure.

For the measures aimed at harmonization of regumsiton LNG-terminal access the line of
reasoning is equivalent to the above mentionedsgaage access conditions. Also here, current
legislation has created large differences in accesslitions for LNG terminals across the EU,
which is undesirable from the perspective of tlienalte creation of one European market.

With the creation of a multi-actor forum of differtestakeholders the EC rightfully targets the
progress in retail market competition. Based onsihecess of the Madrid and Florence forums
for gas and electricity markets, this is a sensibhkeove. At relatively little

administrative/bureaucratic costs stakeholders fatinover the EU are encouraged to meet and



discuss ways to bring forward European retail cditipe. Albeit the success of the earlier
mentioned forums one should loom for the dangex discussion platform with not real results,
where only guidelines are produced that fail tarbplemented on a voluntary basis. In any case,
at least the fact that real discussion on thisctigoproperly started is appraisable and should mee

very little opposition.

All in all, the measures produced under the heaflénproving market functioning are not far-
reaching and are in essence logical next steps giadier legislation. However, the success of
these additional measures is dependent on the oramal point of credible and politically
independent national regulatory authorities andealible and politically independent European
regulatory authority (ACER). As argued in the paagpdp on the creation of ACER, the largest
danger is that the credibility of especially thisirgpean regulatory authority is severely
weakened in the process of drafting the new finaé®ive. This is especially harmful for the
effective implementation of the measures relatedhétwork, gas storage and LNG access

conditions (e.g. the application of exemption regjoh).

3.5.  Efficient cooperation between transmission system operators

Description of the measure

This measure encompasses the creation of yet aritinepean body: the European Network of
Transmission System Operators (ENTSO). This irtgtituwould build further on existing
institutions that are voluntary in nature. Here mention the European Transmission System
Operators (ETSO), Gas Transmission Europe (GTH, tmion for the Coordination of
Transmission of Electricity (UCTE), and the Europdessociation for the Streamlining of energy
Exchange (EASEE). The EC recognizes the contributad these organizations to the
development of the internal energy market, buthat game time concludes that, among other
factors, its voluntary nature has on numerous daoasled to differential member state
performance with regard to guideline adoption andlémentation, and further harmonization of
procedures surrounding energy transmission.
The newfound organization would resort to the felltg main tasks:

1. The development of market and technical codesydiety monitoring of implementation.

2. Coordination of network operations.

3. Coordination of network investments (via long-ténwestment planning plans).
The functioning of ENTSO would fall under the augs of the Agency for Cooperation of
Energy Regulators (ACER).



The EC proposal clearly states that the creatioBNTSO would not reduce the importance of
cooperation at regional level, as is already urdtert in the Regional Initiatives led by ERGEG

and independent initiatives such as the Pentaldteran in Northwest Europe.

Problems it aims to solve

Again, as for the proposal for a European regwasgency, the formalization of tasks currently
performed by self-regulatory organizations targées slow process of implementation of the
voluntary existing guidelines drafted by earlier ntiened organizations. A more European
formal approach in market and technical codesdaght to speed up European harmonization in
rules and thereby contribute to further marketgraéon. A specific problem addressed with the
creation of ENTSO is the need for internationalrdowation in network investments. Network
investments impact network operation within andoasr borders and therefore warrant a
European, or at least regional planning approadiis Bpproach is institutionalized in the
proposed ENTSO, and should result in more (sogiatiptimal network operation and
investments. In addition, under the regulatory mnby ACER, ENTSO is more formally
obliged to develop, encourage, and monitor impldgatem of a harmonized set of technical

codes and rules.

Qualitative assessment of the measure

An impact assessment of this measure shows qugigiv@oresults due to a positive impact on
investment levels and consequently on the develaproé competition on energy markets.
However, there are several elements in this pdaticueasure that deserve some comments.

For example, it mentions an implementation of darm set of codes and market rules but lacks
the consultation on the proper set of codes arebmwith other stakeholdetdAs it is currently
formulated, the codes and rules will turn out adlaterally decided upon, possibly to the
advantage of network operators and the disadvamtaginer stakeholders. Consider for example
the adoption of uniform pricing principles and tication methodology. These have a large
impact on the functioning of the market and hemzarant involvement of other stakeholders in
drafting codes and rules. The mentioning of thipantant consultation process is therefore a vital
omission.

Regarding the success of this measure in increasgigvork investments, across-border

interconnection and market integration, it shoutdréalized that the new institution alone is not

* An omission also noted in CEER (2007).



be sufficient in achieving this. For investmennigtwork investments other conditions matter (De
Joode and Van Oostvoorn 2007). One of these iautieindling of transmission and supply
activities discussed earlier. Other vital condiiorelate to the regulatory regime of network
activities and the degree to which market pricaslma considered proper signals for investment.
Current uncertainty in markets on whether markétegr are really market value reflective is
caused by differences in market rules and thedik¢he one hand, and market concentration and
the consequential abuse of market power to mangyaces on the other. Network regulation
especially regarding the treatment of investmemstcdue to new network connections sets the
business case for any network expansion. Diffenagulatory design leads to different
investment-decisions (regarding for example timicgpacity, etc.) taken by network operators
and different network performance. A specific isButhis respect is the way that regulation deals
with network investments that facilitate gas tranSome work has already been done on this
aspect by for example GTE (ref), but further ste@s and need to be taken. Here an important
role could be played between both ENTSO and ACER, eonsultation with other stakeholders.
Summarizing the above, increased cooperation betW&©s will not in itself definitively solve
the problem of too little investments.

The effectiveness of ENTSO can further be consiitoebe dependent on the evolution of the
discussion on OU or ISOs. When the decision isrtdke ownership unbundling, the designated
principles and tasks for ENTSO are laid down. Hoeveuf the 1ISO-model is chosen, the
organization and effectiveness of an ENTSO are d#fgrent. Since ENTSO is involved in both
operational and investment matters of network dfmraan ISO-model would require both ISO
and transmission network owners to get involve@MTSO. The relationship between the ISO
and the TO is yet to be defined but is of cruciapértance for the optimal development and
operation of networks. For example, how can ISGshgar new investments undertaken by TOs?
The problems in this relationship will be reflected the European level as well. In the ISO-
model, ENTSO would encompass all member states EB@sTOs, instead of TSOs, thereby
increasing the bureaucratic cost of this proposstitution. When both options of OU and ISO
fail to materialize in the final Directive and Vel integration of transmission and supply
activities will prevail this would seriously undeirme the effectiveness of an ENTSO. Vertical
integrated TSOs will then have all possible meangustrate progress made by ENTSO in the
fields where it is envisioned to contribute. In ghany result less of OU would require serious
thinking from the side of the EC about the desligtand design of ENTSO.



4. Concluding remarks

The package is not all revolutionary

Apart from three specific new elements the propessetgy package contains a large number of
quite logical legislative rules that follow-up orarker drafted legislation. Examples are the
measures specified under the header of improvingkehdunctioning: increasing transparency
requirements, a harmonization of the applicatiodifiErent regulatory regimes applicable to gas
storage and LNG terminal facilities, and more paagerd independence to regulatory authorities.
The more ‘path breaking’ measures are OU, and rtbation of two new institutions ACER and
ENTSO.

Trend towards formalization and centralization

On the whole, the package breathes the spirit eérf@aymalization of rules and procedures (more
bureaucracy) on a centralized (European) levek Transition undoubtedly will raise transactions
cost (e.g. the costs of bureaucracy) as a resulteturn, the EC hopes to boost a quicker
development towards a single European gas andieigctarket. In order to assess whether this
in general makes sense one would need to compa#ts and benefits of the ‘bureaucratic and
centralized’ approach with the costs and benefits ‘more voluntary/discretionary and regional’
as currently prevails. The costs and benefits eflditter amount to the question: what can the
regional initiative approach do, and what canda® This is a question that hasn’'t been posed in
the run-up to the presentation of the new legigaproposal but could provide an interesting

answer.

The package misses a link between the functioning of markets and security of supply

A critical note on the contents of the energy paekas a whole concerns the role of security of
supply. A better integrated European market witigdadegree of harmonized regulations and
market rules is more robust in accommodating fagusomewhere in the gas or electricity value
chain, which warrants a focus on the creation tdgrated and harmonized markets. However,
earlier European and national legislation conceysiecurity of supply can have large impacts on
the degree and development on the various subnsadfethe gas and electricity market. For
example, strategic gas storage requirements chueite the functioning of the market. As such,
it would have been recommendable to deal with baimpetition and security of supply

measures in an integrated proposal for energy raekislation. The third legislative energy

package is a missed opportunity in this sense.



Interdependencies highly influence the success of the separate measures

In the continuing process of ‘negotiations’ towatls drafting of the final Directive all involved
policy-makers should be aware of the interdependsnihat exist within the total package of
measures: successful implementation of the onebeanrucially dependent on the successful
implementation of the other. We have a distinguish@umber of these interdependencies.
Firstly, none of the separate measures (e.g. ENd@Peration, OU) will successfully deal with
the problem of too little investment. They are usebut not sufficient conditions. The decision
on whether and under what conditions to expandeatimetwork capacity depends on a large
number of factors of which the type of regulatoegime and its treatment of new investments,
and the price signals of investment received fromppetitive markets are important.

Secondly, the creation of an effective ENTSO isethglent on ultimate decision-making in the
OU or ISO discussion. When an ISO-model is optedtfe organization and designated tasks of
ENTSO need to be seriously reconsidered since ENWS@d then have to operate in a quite
different (and more complex) world.

Thirdly, the effectiveness of ENTSO in for examplenning optimal regional and European
network investments is dependent on the credibilitthe European regulatory authority, ACER.
When ACER has not been delegated to ‘heavy’ poteedsrect optimal network investments on
the basis of the planning received from ENTSO theik still be some risk that network

investment are still not conform socially optimevéls and timing.

All'in all

It is going to be interesting to see how the diffigolitical issues (OU, transfer of regulatory
powers) will impact Brussels decision-making regagdthe final Directive into which the
proposed energy package will culminate, and whgbiag to be the real value of that Directive
in the strive for EU public goals of competitivedaintegrated energy markets. Given the fact that
some of the major elements in the proposal arereitged it will be difficult to balance the
different member state national goals and to dsafstill consistent and concise piece of

legislation.

References

» Council of European Energy Regulators (CEER) (2008) comments on the European
Commission’s Third Package, Public version, 20 Ddzer 2007



De Joode, J. and F. Van Oostvoorn (2007) Investingas and Electricity corridors in
Europe: An analysis of the investment conditiorSNEeport ECN-E--07-064, Augustus
2007

Ecorys/ECN/Moffatt Associates (2007) EU Energy Rewi Stakeholder Consultation
and Cost Benefit Analysis

European Commission (EC) (2007) Final report onrgnesector inquiry, SEC
(2006)1724, 10 January 2007, DG Competition

European Commission (EC) (2004), Note exemptioms fcertain provisions of the third
party access regime, Brussels, DG Transport ancgine

European Commission (EC) (2007) Project Report:r@gneorridors, European Union
and Neighboring countries, Report from the Encoedggyoject

European Commission (EC) (2007) The EU Electrigitgsas markets: third legislative
package, September 2007, DG Transport and Energy

European Regulator's Group for Electricity and GBERGEG) (2008a) The regional
initiatives: Europe’s key to energy market inteigmat ERGEG regional initiatives annual
report, February 2008

European Regulators’ Group for Electricity and G@RGEG) (2008b) Draft guidelines
on Article 22: An ERGEG public consultation papeiarch 2008

Ranci, P. (2007) Greatness and smallness of a Eanopnergy regulator, contribution to

the European energy policy blogww.energypolicyblog.coip entry on 2 October 2007




