FSR MEDREG TRAINING COURSE

— e - -
Rilsrt Schinin Caiits Bt AUVRCE SNlES
Program by the Florence School of Regulation
Milan, July 13th — 17th 2009
Training report
Nicole Ahner, Leonardo Meeus and Jean-Michel Glachant

Table of contents
1 Background to the training.........cooeeiiiiiii e 2
2. Experience with the first edition of this training ...........cceuii i, 3
3. Training highlIghtS ......cooiii e e et e e e e 4
A, EVAIUALION ..eeiiiiiiiiite ettt et e e 16

4.1. Quality of performance: How good was the speaker?..........cocviieeieiiniiiiieieeeeeene 16

4.2.  Quality of contributions: How good was the content? ............cccooevieiiniiiiiiieiieeene 17

4.3. Relevance of the training sessions: How relevant was the presentation?............... 18

4.4. Overall Performance of the FSR in Administration and management of the event..19

4.5. Evaluation of the closing debate moderated by Jean-Michel Glachant ................... 19
ANIN X e e e e ettt oottt e et e e et e e e b e e e e e aeaa s 19

Council of




FSR MEDREG TRAINING COURSE

The Florence School of Regulation (FSR) and Mediterranean Gas and Energy
Regulators Assembly (MEDREG) Training course was designed to develop a sound
knowledge of the most efficient regulatory principles for regulators from the following
Mediterranean Countries (MPC): Algeria, Egypt, Israel, Jordan, Lebanon, Morocco,
Palestinian Authority, Syria, Tunisia and Turkey. The training has been organized by
FSR in close collaboration with the MEDREG secretariat.

The course built on consolidated previous experience: courses for energy regulators
have been run by the FSR since 2004. The training was dedicated to the issues that
the FSR has learned are particularly relevant for MPC MEDREG members. These
include experience creating regulatory institutions and implementing market reforms,
while fading out regulated prices for the end-consumer; market reforms as a means
of stimulating investment in electricity and gas infrastructure; and experience with
regional cooperation among regulators to create regional markets. The course also
provided opportunity to promote cooperation between participants and instructors,
most of whom were academics or members of regulatory bodies. The training
provided a unique framework for discussing and exchanging experiences on strategic
regulatory issues. The aim of the course was coherent with MEDREG’s general
objective: to strengthen co-operation between EU energy regulators and those of the
MPC so as to help them develop a modern and efficient regulatory framework. This is
of prime importance for the establishment of an integrated Euro-Mediterranean
energy market.

Jean-Michel Glachant (Director of the FSR and Loyola de Palacio Chair of Energy
and Regulation) was the Director of this course. The Co-ordinator Leonardo Meeus
(FSR) assisted the Director with the management of the course. Nicole Ahner (FSR)
participated together with Jean-Michel Glachant and Leonardo Meeus in the whole
training week, interacting with the other participants and participating in the
discussions.

The FSR is a partnership between the European University Institute / the Robert
Schuman Centre for Advanced Studies and the Council of the European Energy
regulators (CEER) and it works closely with the European Commission. The school
aims to provide general introductory and specialist advanced training for staff or
regulatory institutions and for officials in the utilities on regulatory policies, methods
and procedures. It also provides a forum for policy decision makers, regulators,
business managers and researchers from different sectors and different countries to
discuss regulatory concepts, practices and policies; to disseminate best practice and
anticipate new challenges and requirements; and to develop a common ‘regulatory
language’ or ‘regulatory culture’ and norms of accountability and democratic
legitimacy.
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To know about the activities of the FSR visit the website on http://fsr.eu.

The overall conclusion of the evaluation is that:

The formula of a one week training with 20 participants from the MPC
countries is functioning well;

the satisfaction levels of the direct beneficiaries (participants and organisers)
are

extremely high;

impacts are high and correspond to expectation of the participants;

the exchange of regulatory experiences stimulated by the elaborated training
course corresponds to a real need.

Improvements are possible:

a division of trainings that are either exclusively related to the regulation of the
electricity sector or exclusively related to the regulation of the gas sector;
more time for the discussion of country-related experiences.

The participation and motivation during the whole training was exceptional and
mirrors the evaluation results. The training period offered a great opportunity for
networking, exchange of experiences and to build up a close network for future
cooperation.

The organizers agree with the participants that it would be very useful to organize
such a training again. The second edition could focus exclusively on electricity
regulation. The FSR already reserved dates for a possible 2nd edition: the 5-9 July
2010 at the European University Institute (EUI) in Florence, in case that the
European Commission would want to continue to finance this initiative.
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Session | Regulatory Function and Institution
13 July 2009

Speaker: Vidmantas Jankauskas
(former chairman of Lithuanian Regulatory Authority and of
ERRA),
llaria Galimberti (Italian Regulatory Authority)

The training started with a comprehensive overview of basic regulatory concepts,
functions and institutions of the energy sector. The special characteristics of the
electricity and gas industry, such as e.g. their strategic value for the overall economy
of a country, the traditional natural monopoly in transmission and the distribution of
activities which stimulate vertical integration, and the importance of their services for
a community to contribute to a specific model of government-energy industry
relations leading to governmental intervention. Four basic approaches to energy
regulation can be distinguished: the ‘regulation of conduct”, i.e. prices, investment,
and quality, “regulation by exposure to competition’, ‘regulation by contract’ and ‘ex
post regulation’. The principal objective of energy regulation is consumer protection;
nevertheless, the guarantee of final viability of companies and competition are
targeted goals. A side aspect of regulation is the collection and dissemination of
information. Naturally, different objectives lead to different regulatory roles. An
important example can be provided with regard to the United States where the
regulator basically protects consumers from vertically integrated monopolies
(independence from utilities), whereas the regulator in emerging market economies
such as in Asia, Latin America, Central and Eastern Europe emphasizes the
mitigation of the regulatory risk for investors (independence from politicians).
Generally, it can be stated that in matured economies the balance of the powers of
ministries, interests of consumers and operators in the energy sector are of utmost
importance.

Traditional style energy regulation was characterized by the use of command and
control instruments, i.e. setting prices and technical standards, the use of ownership
as control mechanism, by strong governmental intervention and state owned
monopolies. The need for a new type of regulation emerged initially with the
introduction of private capital; investors needed to protect themselves from
governmental intervention. Then, liberalizing the energy sector (which is inter alia
accompanied by unbundling and the introduction of competition) requires changes in
the legal and institutional framework and new regulatory tools and approaches. A
prerequisite of successful liberalization in the network-bound sector of the energy
market is the establishment of an independent regulator. Independence is a
necessity to protect investors from unacceptable risks, but also the consumers from
monopoly power abuse by giving all market players non-discriminatory, transparent
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and stable rules. Independence means autonomy from the companies being
regulated and from ministerial structure. The powers given to the independent
regulator must be strong enough since regulation has to be strong. Nevertheless, a
government agency never reaches total independency. It is very difficult to sustain
independent regulation if the legal framework is underdeveloped, if the necessary
competition policy is absent, or if political pressure dominates over economic and
commercial factors and there is not enough separation of political powers.

In comparing different structures of regulatory bodies, the models of the United
States (US) and e.g. the United Kingdom (UK) are an instructive example. In the US,
there are independent commissions that are responsible for all economic regulation,
including rate-setting, rule making, enforcement, financial and managerial auditing,
deciding disputes and financed from fees. The decisions are final with a right to
appeal to the court. The disadvantages of such kind of regulatory model include the
need for significant human and financial resources, and long lasting procedures. The
regulatory American commissions are mainly federal sector-wide commissions (such
as for example the Federal Communications Commission (FCC) or the Federal
Energy Regulatory Commission (FERC)), but there are also multi-sector
commissions. They are approved by a governor for a fixed term.

Conversely, the UK follows the agency model. There is one Director General of each
office that usually covers one sector. The decisions are also final but could be
appealed to the Competition Commission. This form of regulation requires fewer
resources than the American model and is less formalized. The decisions are taken
faster but are also less predictable. On the other hand, the commission model is less
vulnerable to individual preoccupations, to improper influences and it reflects multiple
perspectives. One sees a completely different picture in Germany. Before the
establishment of the Bundesnetzagentur (BNetzA) in 2005, there was no separate
regulatory agency. Instead, the federal Cartel Office (anti-trust body) acted according
to competition law. This form of regulation required even less resources than the UK
model. This did not change until with the two European Directives 2003/54/EC and
2003/55/EC concerning common rules for the internal market in electricity and natural
gas the establishment of an independent electricity and gas regulator became
obligatory.

A look at the European energy sector shows fragmentation and different levels of
progress in implementing the regulatory framework. The first energy regulatory
agencies were established in the UK in the late 80s. Such agencies or commissions
were established in all EU member States in the late 90s and early 2000s (with the
exception of Germany as mentioned above). Within the EU, there are basically two
main structures of regulatory agencies. The Northern countries such as the UK, the
Netherlands, Denmark, Sweden, Finland, Poland, Czech Republic, Hungary, Estonia
and Romania mostly prefer agencies. Conversely, in the South commissions are the
preferred form (see e.qg. in Italy, Greece, Bulgaria, Spain, Portugal, France, Belgium,
Slovakia and Lithuania). They are separate legal entities from the ministries of the



FSR MEDREG TRAINING COURSE

energy sector or other governmental bodies, but those have the authority to approve,
reject or change regulatory decisions (in 19 out of 27 Member States). Reasons for
differences in regulation are historical. A number of countries have a long history of
state-owned monopolies. To make liberalization credible in these countries, a
regulator with a broad mandate is needed. The Nordic countries have a different
background with a more decentralized industry structure, less state ownership and a
tradition of self-regulation. The approach to market regulation in these countries is
less ambitious, building on existing institutions that have been gradually modified to
cope with the changing situation.

The establishment of the European regulatory bodies evolved in several steps.
Whereas before 1996 the regulatory power was with the ministries, the
abovementioned 2003 Directives called for a regulator in all countries independent
from industry with a minimum set of competences. These competences included the
management of interconnections, access to the system, accounts unbundling, tariffs,
dispute settlement, evaluation of the level of transparency and competition of the
markets and publication of a report of their activities. With the so-called 3rd energy
package of legislative proposals for Europe’s electricity and gas markets, the
European Commission proposed measures which aim at regulatory independence
from politicians and also an increase of regulatory powers. Basically, the European
energy regulators are legally independent agencies headed by a commission or a
director. Some of the regulators are subordinate to the ministry (Estonia, Finland,
Germany, Greece, Hungary) or the competition agency (The Netherlands). The
majority of regulators are financed not from the state budget (with the exception of
Germany, France, Finland, Denmark and most of the new member states). The
appointment of the regulators is with the parliament, government, president, prime
minister, sometimes by the minister. The terms are limited to 5-6 (in Italy 7) years,
with the possibility of re-appointment. Removal is usually only possible under special
requirements, only in some countries ministers may remove the regulators. With
regard to the general regulatory powers, they are authorized to set network tariffs
(except France, Greece, Hungary, Spain, Slovenia), and a few have the power to
issue secondary legislation in the area of tariffs. Almost all regulators have an
authority for balancing and ancillary services and setting connection fees. In order to
improve cooperation between the regulators, the 3rd energy package also provides
for the establishment of an Agency for the Cooperation of Energy Regulators
(ACER). The agency shall moreover have an advisory role towards the European
Commission regarding the review of existing legislation and identification of best
practice and to enact requests.
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Session || Experience with Regional Markets
14 July 2009

Speaker: Jean-Michel Glachant (FSR), Leonardo Meeu s (FSR),
Christophe Gence-Creux (French Regulatory Authority ),
Rafal Gawin (Polish Regulatory Authority)

A specific view of the electricity wholesale market shows that, independent from the
integration efforts at European level, regional integration takes place. Several years
after the liberalization process of the European electricity market started, a common
European internal market still does not exist. In front of this backdrop, the session on
experience with regional markets highlighted the importance of harmonization at
regional level, i.e. the voluntary opening of some domestic markets to regional “mini
internal markets”. The process of mini-harmonisation at regional level started on a
voluntary basis some years ago, basically at the wholesale market level. In 2004,
eventually the European Commission acknowledged the voluntary harmonization of
electricity markets as an important interim step towards the targeted full market
opening. This process culminated in 2006 in the Electricity Regional Initiative (ERI)
launched by the European Regulators' Group for Electricity and Gas (ERGEG). The
declared objective of the ERI is to ensure consistency between the respective
regions. It is a bottom-up approach to achieving the single European electricity
market.

Prerequisites for the creation of the internal electricity market include the
interconnection and interoperability of national networks as well as the access to the
networks. Vast differences between the national power sectors in terms of ownership
structures, degree of import dependency and market structure make the development
of the necessary legislative and harmonized regulatory framework within the
European Member States and the adaptation to the rules of operation a difficult task.
Lacking the regulatory powers to promote the necessary tools and remove
impediments to cross-border trade at supranational level, this third method of policy
coordination, i.e. the process of voluntary transnational networking was set in motion.

The overall status of the European electricity market is characterized by large
wholesale prices differences between the Member States and interconnection
capacity scarcity. A positive evolution towards accessibility started in 2003. Largely
on the basis of the Regulation 1228/2003/EC on conditions for access to the network
for cross-border exchanges of electricity, transit mission charges on cross border
exchanges and non-market conform allocation of cross border transfer capacities
have been abolished. Physical cross-border exchanges in Europe have increased
from 7,6% of electricity consumption in 1998 to 10,3% in 2005. Thanks to the
Regulation 1228/2003/EC market-based allocation mechanism replaced the non-
market based ones; on most European borders the transmission system operators
make now use of explicit auctions for allocations. However, even though explicit
auctioning is one of the allocation mechanisms that is compatible with Regulation
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1228/2003/EC and that is theoretically an efficient mechanisms, it has efficiency
deficits compared to implicit auctioning. The explicit auction mechanism proves to be
unsatisfactory since it suffers from the time lag between capacity allocation and
wholesale market clearance. The ideal solution would be the implementation of
implicit auctioning.

As regards the current European strategy towards full market opening via the interim
step of regional cooperation, the following cases were discussed: the Nordic market
(NordPool) which is the oldest European power exchange, the Central Western
European market (TLC) and the Iberian market (MIBEL). These three examples of
integration at the regional wholesale market level prove that despite the national
scope of the different European markets, integration is possible.

The special view at the evolution of cross-border trade on the French
interconnections showed that the 2005-2006 period was a turning point for
congestion management in France. Based on the Regulation 1228/2003/EC and the
related Congestion Management Guidelines main changes took place with regard to
the mechanisms for allocating interconnection capacities. New economic signals
resulting from the auctions enabled the capacity value to be estimated. The
congestion income was then shared by all grid users. Furthermore, the congestion
management methods became more transparent because the capacities were
shared amongst a greater number of participants. The congestion management
became more efficient, because the use of capacities is better correlated to price
differences.

The closer view at the Central-East European (CEE) region showed that priority
areas were also the elaboration and implementation of new congestion management
methods, which consider real electricity flows in the network — flow based congestion
management mechanism. Another objective was the implementation of ERGEG’s
good practice guidelines on transparency and information management, the removal
of market entry barriers for traders, the harmonization of competences of regulators
in order to overcome regulatory gaps and market design issues, balancing market
integration, and market barriers for generators. With regard to congestion
management, eight TSOs established the Central Allocation Office (CAO) in Freising
(Germany) for the CEE region on 18 July 2008. The CAO is responsible for capacity
calculation, i.e. a common grid model and the allocation in the CEE region on a daily,
monthly and yearly basis, replacing different solutions in the region. Concerning
transparency, regulators elaborated a transparency report, which provides the basis
for harmonization and implementation of the (wholesale) market transparency rules
within the CEE region.
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Excursus: Smart Metering - Experiences from ltaly
Speaker: Ferrucio Villa (Italian Regulatory Author ity for Electricity and Gas)

Driver for implementing ‘smart meters’ in Italy was basically the European Directive
2006/32/EC on energy efficiency and energy services which was transposed into
Italian law in 2008. Both electricity and gas sectors are covered by smart metering
and metering regulations. In both cases, a minimum of functional requirements and
deadlines with penalties for installations/ commissions have been introduced. This
was necessary in order to guarantee the same options for all customers
(household/non household; free/ in the protection scheme), interoperability and
standardization. They should fulfill three criteria: first, they must be system orientated.
Secondly, they must avoid the rise of barriers or limits to technical/technological
innovation and thirdly, they have to prevent the rejection of new
solutions/architectures. With regard to the gas sector, the process started in July
2006 when the implementation of smart metering was announced. Followed inter alia
by a cost/benefit analysis in 2007, the respective regulatory order was published in
October 2008. Next steps are the access to the low voltage distribution network that
could be used to supply data concentrators and for local data transmission.
Moreover, the definition of the regulatory framework regarding the remote display:
additional physical or logical communication gate on smart meter device, installed at
customers’ request (compliance with the European Directive).

After publishing the regulatory order, smart metering was also introduced at the
electricity sector in December 2006. Starting from January 2008, for each low-voltage
withdrawal point through which the injection of active electricity into the network is
activated, DNOs shall install one single smart meter, single-phase for single-phase
applications and three-phase for three phase applications. The extra charge for each
household customer due to smart meters was less than 2 Euros per year (2004-
2007). The functions are now available for around 30 Million customers in Italy. Next
step is the 2nd generation of smart meters. Particular care will be taken to demand
response issues, smart grids development and potential synergies with gas smart
metering systems.

Session Ill. Generation Adequacy
15 July 2009

Speaker: Carlos Battle (Comillas University),
Fereidoon Sioshansi (Menlo Energy Economics)

Generation adequacy is a key concern in all markets, not limited to liberalized
markets. It involves the question of how to ensure sufficient investment in generation
to ensure that the demand will be satisfied. The historical industry model is
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characterized by vertically integrated regulated monopolies, either private and
regulated or state-owned. Generation, transmission and distribution were with one
utility. There is a conflict of interest in managing a network and an energy business at
the same time. Cross subsidies in tariff setting, discrimination in access and
distortions of the development of network is possible. Traditional resource planning
was simple because customers were captive; their demand could be taken as ‘given’.
It was characterized by integrated planning and investment because generation,
transmission and distribution were coordinated and each utility was autonomous and
in full control of the value chain. The outcome was predictable. The breakup of the
monopoly utilities begun in the 1980's with disenchantment with the status quo.
Failures of regulation and micromanagement, over-under investment, explosive
growth in developing countries and upcoming ideological thoughts lead to a re-
thinking of the traditional model. Basically, a new market paradigm developed based
on the idea that the market will take care of ‘everything’. Restructuring refers to
reorganizing electric utilities from vertically-integrated monopolies into separate
generation, transmission and distribution entities. This separation or unbundling is
intended to promote competition between generators and to provide an open access
to the transmission and distribution systems, eventually increasing competition in the
supply and marketing of electricity, thus lowering the price. In spite of a wide variety
of possible structures, four main electricity market models can be distinguished:
Model (1) the regulated natural monopoly (no competition). This is a vertically
integrated company comprising all spheres of electricity production, transmission,
distribution, and sale. Model (2): Single buyer (purchasing agency, monopsony).
Competition is only among producers. Model (3) i.e. competition in the wholesale
market and eventually Model (4): Competition in the wholesale and retail markets.

Electricity market reform has spread all around the world with varying goals, but with
the basic aim of reducing the reliance on public enterprise and regulated monopoly,
and promoting reliance on market mechanisms such competition. The standard
model for electricity reform is basically spelled out in the following components of the
“textbook architecture” for restructuring and competition (adopted from Paul Joskow
2006): Privatization, vertical separation of competitive and regulated monopoly
sectors, horizontal restructuring, regulatory rules to promote transmission access,
designation of an independent system operator, trading arrangements, and un-
bundle tariffs to enable access to the distribution networks in order to promote
competition at the retail level, as well as market monitoring & regulations and
transition strategy. Following this textbook model has proven very successful.

The special experience from Latin America shows the pendulum is still swinging
between free market and regulatory intervention, between predominance of the
private sector and the public sector. There is a constant pursuit of a more favourable
environment to attract investment, but creating greater regulatory instability than
would be recommendable in a business with such long amortization periods for
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investments. The narrowing amplitude of these fluctuations would, however, appear
to leave room for hope that a certain degree of stability will ultimately be attained.

Session IV Gas Networks and Regulated Tariffs
16 July 2009

Speaker: Julian Bargiun (Commillas University),
Aistija Zubaviciute (Lituanian Regulatory Authority )

Outlining the physical specificities of the natural gas system as an upstream system,
the traditional and the new liberalized approach of gas market organization have
been discussed. Traditionally, the vertically integrated companies used to produce
their own fields or purchase the natural gas for the wholesale markets. They built,
operate and maintain the main infrastructure and sell gas either to local distributors or
directly to customers. In this scenario, the role of the administrations (no independent
regulator exists) was characterized by long term central planning of energy balances,
technologies, capacities to be built upon. They managed the energy companies since
they were constructed on public capital, authorized activities and networks and fixed
full tariff to be paid by final customers. The concept of market, if any, in the gas
industry was reserved for the bilateral agreement between producers and buyers.
The upstream gas prices were linked with oil or sub-products. The idea of gas market
liberalization is carried by a vision from national monopolies towards multiple
suppliers, from long term to short or midterm contracts. The market structure is
basically characterized by the need to provide a rough daily balance of gas (as
compared measurements per second for electricity). On the other hand, there are
less means to address contingencies.

Building competitive electricity and gas markets is in the interest of customers. Since
1 July 2007, electricity and gas markets in Member States in Europe are fully open
for all customers, including households. Even after the 1st July deadline, some
Member States seek to regulate end-user energy prices (so called “regulated tariffs”),
arguing that it is a tool to protect vulnerable customers. However, protecting
“vulnerable customers” should not be confused with regulated tariffs for all (or certain
categories) of customers. Fully open markets with well functioning competition cannot
in the long term coexist with regulated end-user energy prices. According to
ERGEG'’s Position Paper of end-user energy price regulation from 18th July 2007
and its Status Review of end-user energy price regulation from 1st July 2008, after
1July 2007 the opinion was founded that end-user price distorts the functioning of the
market.

Suppliers will not be able to make competitive offers that cover their supply cost if
regulated prices are not in line with the wholesale market conditions. If customers
benefit from artificially low regulated prices, the lack of competition on retail markets
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hampers the customers’ right to choose. Regulated prices do not give reliable price
signals to the market and to the final customer. Artificially low prices potentially
increase demand and will be an obstacle to the EU objectives of climate change and
security of supply. Therefore end-user prices should be abolished, or where
appropriate, brought into line with market conditions.

Although in theory the market is open, in practice there may still be only one supplier
and a consequent lack of choice for consumers. Fully open markets with well-
functioning competition cannot in the long term coexist with regulated prices. All
countries that are in a transition period had to publish by July 2008 an individual road
map towards competitive market to remove regulated prices. The steps taken by the
Member States during the transition period should be properly monitored both at the
national and EU level. ERGEG urges the Member States governments and
regulators to act rapidly so as to create an environment which will attract the new
entry of suppliers into the market.

The protection of customers from potential abuses remains necessary in the
competitive market. The tools must work in line with and support the pre-requisites of
open, competitive markets.

According to ERGEG in general, issues of consumer protection and the needs of
vulnerable customers are social issues rather than energy policy issues. Rather than
being a regulatory issue, it is the Member State governments’ responsibility to define
the tools. The following examples describe situations in which the formation of market
prices is not, or is hardly, affected: Tax discrimination, such as different energy taxes
or VAT based on for example income; geographical conditions; and industry
situation, competitive situation etc. compatible with EU-legislation (state aid etc.)
Subsidies are either proportional or lump sum compatible  with
EU-legislation (state aid etc.).

Within the EU, the deregulation process leading towards competitive markets varies
in timing and in speed. The level of competition differs between Member States. As
for the transition period, price regulation must be balanced so as not to obstruct the
formation of markets, create discrimination among energy suppliers, reinforce
imbalances in competition, or restrict resale. Finally, a transparent price model that
reflects the market prices level should be defined.

Specifics of pricing. Objectives of pricing are; least (reasonable) cost, cost reflection
and recovery, simplicity and stability, and flexibility and equity (no discrimination and
cross-subsidy). Generation and independent supply is not regulated, except when a
producer or supplier has more than 25 (40) % of the electricity sale market.
Transmission, distribution and public supply prices are regulated as natural
monopolies, applying price/revenue cap mechanism. Concrete tariffs are
differentiated and set by the companies when the regulator approves the price caps.
The average tariffs should not exceed their price caps. Three end-user tariff types
have to be distinguished: one-part-tariff (only per kwWh), two-part tariff (energy per
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kwWh and demand per KW components, energy and abonent per customer or meter
components) and three-part tariff (abonent, energy and demand components).

The advantage of regulated generation prices versus market prices is that the
dominating generators are regulated and have no market power. Moreover,
incentives are provided for higher consumption and there is one price for traders.
However, there are also disadvantages such as mistaken price signals, no reflection
of real situation in the market, and investments are made based on regulation and
not on business logic. Reasons for using regulated tariffs and barriers include the
possibility of lowering prices, no balancing costs, no suppliers margin or lower, no
additional costs for creating a competitive market, more or centralized control over
prices and costs and stability and protection for smaller customers. On the opposite,
there is no signal for the market, no consumption saving, and market drivers are
found in energy generation and supply.

Session V Market Reforms and Investment in Gas Infr  astructure
17 July 2009

Speaker: Anne Neumann (DIW Berlin)

Initial hypothesis is that vertical separation in the gas sector, i.e. the separation of
monopolistic from competitive business segments (regulation of upstream monopoly;
downstream competition) reduces discrimination and =it may favor -efficient
investment.

Infrastructure investment is forthcoming in Europe. However, the decisive question is
whether it is efficient. What Europe needs is a bid-based, security-constrained,
economic dispatch with nodal prices like in the US, and incentive regulation with
investment. The US natural gas market is highly competitive. Comparing the
European and the US approach, it becomes evident that in Europe the supply
structure is concentrated, whereas it is highly decentralized in the US. The European
market structure is quasi-vertical integrated; in the US it is unbundled. The European
regulatory structure is characterized by national regulation whereas in the US a truly
integrated inter-state market exists. The regulation is done by FERC. With regard to
pricing, Europe shows national prices, few hubs and low liquidity. Conversely, the US
uses nodal pricing and 43 hubs exist (US and Canada). In Europe investment
incentives are provided by a rate of return basis (RoR), and there are exemptions for
Third Party Access (TPA). The same goes for the US providing investments
incentives based on the RoR scheme.

European liquefied natural gas (LNG) import capacities are rapidly expanding. The
UK and Spanish examples demonstrate that investment in LNG terminals is
forthcoming. This is most likely also true for other countries/terminals as well. The
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traditional opposition between liberalization and investment is not so much an issue
in natural gas. Investment in LNG and pipeline infrastructure is obviously
forthcoming.

The currently observable development is a structural change in the international gas
industry. There is relative cost reduction in the LNG value-added chain. Moreover, a
diminishing asset specificity of investments is observable, i.e. contrary to formerly
field-specific contracts, nowadays the infrastructure is developed, and there is less
hold-up risk, more general country-focused contracts and more players are on both
sides such as producers, traders, importers. There is also a visible development of
spot markets and shorter term trading.

With regard to the diversity of countries and the different situations they face, specific
actions may be useful. In the ‘old’ Europe countries such as Italy, Spain and the UK,
there is no specific worry about natural gas for security of supply. Conversely, the
new Member States such as Lithuania or Slovenia may face a different situation
where gas may play a major role and diversification has a particularly high “social
value”. Such circumstances provide justification for specific investments (public
policy), particularly for countries with a sensitive supply situation.
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The training finished with a final discussion and presentations on market reforms in
Egypt, Turkey and Jordan given by Eng. Salma Hussien Osman (Egyptian Electric
Regulatory and Consumer Protection Agency), Hasan Alma (Energy Market
Regulatory Authority (EMRA), Turkey) and Imad M. Nejdawi (Commissioner,
Electricity Regulatory Commission, Jordan).
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The evaluation form in annex of this report addresses the following different
dimensions:

Quality of performance: How good was the speaker?

Quality of the contributions: How good was the content of the presentations?
Relevance of the training sessions: How relevant was the presentation?
Overall Performance of the FSR and MEDREG secretariat in administration
and management of the event.

On the basis of the evaluation, there is clearly no doubt about the high quality of the
selected speakers. This is confirmed by all participants.

How good was this speaker? Scale Performance
9 P ; 1 (worst) -5 (best) 5= 100 %
Vidmantas Jankauskas 47 94.00%
~Regulatory Function and Institution® ' '
llaria Galimberti 43 86.00%
LERGEG — Energy Community - MEDREG* ’ ’
Jean-Michel Glachant 48 96.00%
LElectricity Networks and Market Design* ’ ’
Leonardo Meeus 48 96.00%
.Experience with Regional Markets" ' '
Christophe Gence-Creux
~Experience with regional Market-Cooperation Among 4,1 82,00%
Regulators in Europe*”
Rafal Gawin
-Experience with Regional Market Cooperation Among 4,7 94,00%
regulators in Europe”
Carlos Batlle 47 94.00%
LImpact of Market Design on Generation Adequacy” ’ ’
Carlos Batlle 45 90.00%
.Experience with Market Adequacy in Latin America“ ’ ’
Fereidoon Sioshansi 46 92 00%
LExperience with Generation Adequacy in North America“ ’ ’
Julian Barquin 30 60.00%
,Gas Networks and Market Design* ' '
Aistija Zubaviciute
,Use of Regulated Tariffs for End-Consumers During 4,5 90,00%
Transition Towards Market Opening”
Anne Neumann 44 88.00%
,Market Reforms and Investment in Gas Infrastructure* ' '
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All contributions got more than 4 points, except of one on gas networks. This little
weaker evaluation proved that the participants were mainly electricity experts.

How good was the content? Scale Performance
9 ; 1 (worst) -5 (best) 5=100 %
Vidmantas Jankauskas 48 96.00%
,Regulatory Function and Institution* ' '
llaria Galimberti 41 82 00%
LERGEG — Energy Community - MEDREG* ' '
Jean-Michel Glachant 48 96.00%
LElectricity Networks and Market Design* ' ’
Leonardo Meeus 48 96.00%
LExperience with Regional Markets" ' ’
Christophe Gence-Creux
~Experience with regional Market-Cooperation Among 4,2 84,00%
Regulators in Europe*
Rafal Gawin
~Experience with Regional Market Cooperation Among 4,7 94,00%
regulators in Europe”
Carlos Batlle 47 94.00%
Jmpact of Market Design on Generation Adequacy" ' ’
Carlos Batlle 46 92 00%
LExperience with Market Adequacy in Latin America“ ' ’
Fereidoon Sioshansi
LExperience with Generation Adequacy in North 4,4 88,00%
America"
Julian Barquin 3.7 74.00%
,Gas Networks and Market Design* ' '
Aistija Zubaviciute 4,5 90,00%
.Use of Regulated Tariffs for End-Consumers During
Transition Towards Market Opening"
Anne Neumann 4,4 88,00%
Market Reforms and Investment in Gas Infrastructur e
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As a result it can be stated that the FSR has managed to schedule contributions that
all got an average score higher than 4, except of one contribution that was only
acceptable (3,6).

How relevant is the presentation? Scale Performance
P ; 1 (worst) -5 (best) 5= 100 %
Vidmanta's Jankauskgs . 45 90,00%
+Regulatory Function and Institution“
llaria Galimbgrti 41 82.,00%
,ERGEG — Energy Community — MEDREG*
. Jean-Michel Glachant _ 48 96,00%
<Electricity Networks and Market Design*
__ Leonardo Meeus 4,6 92,00%
LExperience with Regional Markets"
Christophe Gence-Creux
.Experience with regional Market-Cooperation Among 4,3 86,00%
Regulators in Europe*
Rafal Gawin
~Experience with Regional Market Cooperation Among 4,6 92,00%
regulators in Europe*
C_:arlos Batlle _ 4,6 92.,00%
LJmpact of Market Design on Generation Adequacy”
_ _ Carlos Batlle _ _ _ 4,6 92.00%
~Experience with Market Adequacy in Latin America“
Fereidoon Sioshansi
LExperience with Generation Adequacy in North 4,2 84,00%
America“
Julain Barquin . 3.6 72.00%
.Gas Networks and Market Design“
Aistija Zubaviciute
,Use of Regulated Tariffs for End-Consumers During 4,4 88,00%
Transition Towards Market Opening"
Anne Neum_ann 4,0 80,00%
Market Reforms and Investment in Gas Infrastructur e
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The quality of fulfilment of the organisational tasks and responsibilities of the FSR
were asked in order to allow for improvements.

Evaluated Areas Performance mprovement Opportunity
Pre-event administration 92% 8,00%
Supporting materials 84% 16,00%
Venue 82% 18,00%
The event management overall 86% 14,00%

There was consensus that the closing debate dealing with open questions, the
exchange of experiences and the discussion of detailed questions was a very
important and fruitful part of the training. The scheduled time frame, which was one
afternoon, has been experienced as very short. The discussion was very lively and
led to further questions and topics. Starting point of the discussion were
presentations of three participants which gave incentive to discuss the studied topics
further. The atmosphere and the high interest of the group in such discussions is
proven by the result of the evaluation.

How useful was the closing debate? 4,9/5
Was sufficient time allowed for networking and discussion? 3 (just right)
Programme

Evaluation Form




FSR MEDREG TRAINING COURSE




