Competition Policy in Network Industries

Price regulation and exclusionary pricing
practices

Rosita Carnevalini

Director
Strategy, Research and Documentation Department

Autorita per I'energia elettrica e il gas

Florence School of Regulation — San Domenico di Fiesole, 24 1" September 2010

Autorita per 'energia elettrica e il gas



Agenda

Price regulation and exclusionary pricing practices
In the electricity and gas sector

I After more than a decade of liberalisation, contjmetistill weak with
energy prices that are too high in Europe

g Role of price regulation in network activities

: A grey area: price regulation in not yet fully costipve markets (the
cases of end users sales and storage)

m Hub and exchange: towards more regulation?
I Recent developments and new challenges

5 Final remarks

Autorita per 'energia elettrica e il gas



Obstaclesto effective competition

- Although significant progress has been made, relevarriers to entry
have traditionally been the cause of prices thattap highin the
European electricity and gas markets

» scarce integration of national marketsicumbent vertical integration
resulted in underinvestment in network capacity amdss border
commercial congestion

» sharp differences in national reqgulatory framewom terms of
regulators’ powers and competencies

> lack of transparency and insufficient market ligtyd

- Antitrust ceilings or mandatory capacity releaseomedd in some
Member States may have had a role in reducing ttvacdon of
exclusionary prices for companies
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Limited integration of national markets:
electricity price differentialsin the EU

CE/KWh Total electricity prices for households (Band DI®0D - 2.500 kwh), 2009
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Limited integration of national markets:
gas pricedifferentialsin EU

Total gas prices for households (Band D2 525.36 —H&26v), 2009
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Composition of electricity pricesfor households (1/3)
Band Dc annual consumption between 2,500 — 5,000, RO

92

Composition of electricity price
confirms the existence of sharply
differentiated situations within the
EU energy market.
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Electricity pricesat the main European
exchanges

€/MWh
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Gas prices at the main European Hubs

€/MWh
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Priceregulation in the gasand electricity liberalised
sectors
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Gas trasport tariff for households Gas trasport tariff for power and industrial
sector
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Network activitiesand Third Energy Package

- Third Package main provisions:
» harmonisation of powers and competencies among natregallators

» enhanced cooperation among transmission sysyem op€Etoopean
Network Transmission System Operators: ENTSO-G eSENH)

» establishment of the European Agency for the Cooperati Energy
Regulators (ACER)

> Ten-Year Investment Plan

» new unbundling regime (choice from 3 options: Ownersimbundling,
Independent System Operator, Independent Transmi€gerator)

- Tariff convergence and a European network perspedicaucial for the market

- A harmonised, clear and shared implementation of #w& Directive is also
essential for future market developments (see, eitgrier for certification of
TSO)
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A scenario still without ownership unbundling...

- “ ..promotion of competition necessarily requires owstgp unbundling of transport
and storage undertakings” AEEG Recommendation to Randint, 2005.

- “In the competitive structure of current electricitiyd gas markets [...] it is essential to
resolve the systematic conflict of interest inhenarthe vertical integration of supply
and network activities” (Energy Sector Inquiry, SEA06)1724, DG Competition)

“..As a matter of fact, the transport networks astrage facilities, which all the

upstream or downstream operators that are in cortipet with one another must

compulsorily use...... cannot be left in the handsisifgne or a few competitors in the
arena, especially if they are dominant on theimpesive markets”. (Alessandro Ortis,
President AEEG, Annual Report to Parliament, 2008)

“The Commission shall, by 3 March 2Q1sibmit, as part of the general review, to the
European Parliament and the Council, a detailedc#pereport outlining the extent to
which the unbundling requirements under Chapteh#éve been successful in ensuring
full and effective independence of transmissioiesysoperators, using effective and
efficient unbundling as a benchmark. (art. art. 31of Directive 2009/72/EC and art.
52.3 of Directive 2009/73/EC )
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End-user priceregulation in European electricity

retall markets

Evolution between 2008 and 2010
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End-user priceregulation in gasretail marketsin

Europe
Evolution between 2008 and 2010
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Priceregulation in aliberalised activities. final sales

- Protecting small consumers remains necessary in lilsedili
energy market as limits to a truly competitive envir@mn
persist

- In addition, difficulties for small customers to make iofmil
choices:

» limited saving opportunities in bills;

» specialised knowledge required (criteria for indexatiormrisk
management, etc..) which many small customers do net hav
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European Court of Justice endor ses maximum
pricesfor gasasa public service obligation

- The Court states (Case C 265/08 — 20 April 2010)dhatles 3(2) and 23(1) of
the Second Gas Directive do not preclude natiataslation which permits the
determination of the price level for the supply mdtural gas by defining
‘reference prices’ after 1 July 2007, provided #hath intervention:

> pursues a general economic interest consisting antaining the price to
final consumers at a reasonable level, having rdgtr the reconciliation
which Member States must makéetween the objective of liberalisation anc
that of the necessary protection of final consumers

> compromises the free determination of prices fa $hpply of natural gas
after 1 July 2007 only in so far as is necessargdbieve such an objective in
the general economic interesind, consequently, for a period that is
necessarily limited in time;

> 1S clearly defined, transparentnon-discriminatory and verifiable and
quarantees equal access for EU gas companies suOoers.
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Role of regulated prices. storage

- The availability of flexibility mechanisms (priméri given by storage) is
essential to enter and to operate in the gas mavkerators have to adapt
supply to foreseeable variations in demand andoresgo fluctuations of
demand with adequate supply.

- Although not an essential facility, storage iseafactomonopoly in several
national markets(see Joint Investigation on Storage, Autorita gaeardella
concorrenza e del mercato — Autorita per I'energiatteica e il gas, 2009);in
addition, only in very few cases can new entramtgetbp new storage sites
and be competitive in the short term, due to lomadltimes or geological
constraints

- Third Package asks Member States to define andsputtiteria underlying

the choice between regulated/negotiated aceeSERGEG recommendations
on storage, 2005)
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Priceregulation in liberalised activities:

critical i1ssues

- The choice of regulated prices in liberalised airé® should be made
after an in depth analysis of the level of compmtiin the market and
only for the period required for the transition sas a well
functioning market.

- Due to the complexity and potential developmenttred market, a
flexible approach is needed.

- Reason underlying the choice of regulated pricabaralised sectors
should be substantiated and made public.

- Protecting “vulnerable” (e.g. poor) customers sdaubt be confused

with regulated tariffs for all or certain categaerief cCuUStOMers&ERGEG
Status review of End User price regulation as d#duary 2010, 2010).

- Promotion of effective competition in the markaneens crucial
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Hub and exchanges. aregulatory/legidative gap?

Exchanges and hubs:

- are key market institutions to ensure competitiomviablesale level. They shol
be reliable, transparent, immune from manipulatiord a@erceived as such, a
prohibit the strategic use of commercialy confidaintnformation. They shoul
also allow the monitoring of market structure akad/pr behaviour.

- ...however, "never featured in the market designnéefiby EU Directives ar
Regulation” (A. Pototschnig, FSR Workshop, Mardhm, 2010)

- ..may be distinguished in merchant exchange (p@ivatiatives) or cost of servic
regulated (public initiatives) (L. Meeus, “Why (artbw) to regulate powe
exchange in the EU market integration context), Bdirking paper, 2010

- ..should be under regulatory oversight and its awhg structure would be we
balanced (W. Boltz, FSR Workshop, March 5th, 2010)

Traders’ view: Influence of
the ownership structure of a
hub to its functioning,

PWC 2009

L]

Is ‘ownership unbuldling’ needed for
hub/exchange (see Italian model) also in

Workshap cn Gas Hubs the light of increasing role of gas spot
Autorita per I'energia elettrica e il gas price N price mechanisms?
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Main recent developments
In the electricity and gas sectors

As a consequence of the economic crisis and of the amtwyforce of
new infrastructures and impact of past investmentslyaing
unconventional gas in USA), excess of supply in mostketa
(unfortunately, Italy only partially benefited from thiend)

- Despite persisting congestion in some parts, incrgasimarket
Integration at EU level

- Consolidation of main companies’ strategy of expansidmoad
(concentration index low, at least at EU level, butwricumbent still
dominant locally)

- Increasing role of spot markets in price formation @ais, mitigation

of Take or Pay constrairits See Joint investigation Autorita garante dell;
concorrenza e del mercato — Autorita per I'energlatteica e il gas, 2005,

page 176 and following)
a new strategy for companies?
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Final remarks

- Recent market trends, together with the new phase giEmentation of th
new Directives may require close examination and newestgation.
especially from a European perspective

- More mature markets imply new efforts in monitoring\ates (especially foi
retail) and, in particular, an evalution of currentagtis of competition in tF
different areas of Europe

- Role of hub/exchange and relative market design mag hether discussior

- Company strategies may changact to the new market situation

- Promotion of competition and customers protection nengaucial

- Close cooperation between antitrust authorities andutatprs is now a
reality, as well as in depth knowledge of the sectsrtathnicalities and mal
Issues: new competencies for both may require contin@alagptation anc
new efforts, also in coordinating tasks.
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