~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Kumkar, Lars

Working Paper

The European Electricity Market: Centralization of
Regulation or Competition between Reqgulatory
Approaches?

Kieler Diskussionsbeitrage, No. 387

Provided in Cooperation with:
Kiel Institute for the World Economy - Leibniz Center for Research on Global Economic Challenges

Suggested Citation: Kumkar, Lars (2002) : The European Electricity Market: Centralization of
Regulation or Competition between Regulatory Approaches?, Kieler Diskussionsbeitrage, No. 387,
Institut fir Weltwirtschaft (IfW), Kiel

This Version is available at:
https://hdl.handle.net/10419/17921

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/17921
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

387

KIELER DISKUSSIONSBEITRAGE

KITEL DI

SCUSSION

PAPERS

The European Electricity Market: Centralization of Regulation
or Competition between Regulatory Approaches?

by Lars Kumkar

CONTENTS

The European Council and the European Parlia-
ment adopted the European Electricity Directive
in 1996. Since the end of the implementation pe-
riod in 1999, some parts of the European power
sector have been liberalized. In most countries,
e.g., in Germany, price reductions and compre-
hensive institutional changes, e.g., cross-border
mergers and the establishment of new power ex-
changes, are on the agenda.

The data for cross-border electricity trade and for
price developments indicate the emergence of an
internal European market for electricity following
the implementation of the Electricity Directive.
Even if it is highly questionable whether a com-
pletely integrated internal market already exists,
the obvious evolution towards more competition
and market integration does not seem stoppable
anymore. The Electricity Directive of 1996 is un-
ambiguously a success on the way to competition
in the European electricity industry.

On March 13, 2001, merely two years after the
end of the Directive’s implementation period, the
European Commission presented far-reaching pro-
posals for further steps. On the one hand, these
proposals aim at an acceleration of the quantitative
market opening. On the other hand, they contain a
far-reaching revision of the existing Electricity Di-
rective: The proposals would induce a Europe-
wide harmonization of the substantive as well as
the institutional design of regulatory policies. This
holds both for the network-use model and for pub-
lic service objectives.

= According to the Commission’s proposals of

March 2001, the member states would be obliged
to establish independent regulatory authorities. In
Germany, for example, this could result in a sec-
tor-specific regulation authority for electricity in
addition to the already existing telecommunica-
tions authority and the competition authorities.

Considering the technical characteristics of the
electricity industry and the recent experiences
with electricity market liberalization leads to a
quite simple normative conclusion: the compe-
tence assignment should give maximum leeway
for competition between different regulatory ap-
proaches, and, therefore, for more or less spatially
restricted experiments. The goal must be to choose
regulatory institutions that provide for competition
between alternative approaches and allow ongoing
improvements. Thus, there is a strong argument
against the noticeable competence reassignment
from the EU member states to the European level
as proposed by the Commission.

Recognizing the disadvantages of a far-reaching
harmonization of regulatory policies, one need not
regret that the Council of Gothenborg in June
2001 and the Council of Barcelona in 2002 did not
reach definitive decisions on the Commission’s
proposals of March 2001. This “reprieve” should
be used for an intensive discussion about a proper
competence assignment between the EU and the
member states.
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1 Introduction

The European Council and the European Parlia-
ment adopted the European Electricity Directive
in 1996. Many years of irritation ended, con-
cerning single-buyers, eligible customers, public
service obligations, and the role of competition
in a sector not traditionally seen as an appropri-
ate target for liberalization. Since expiry of the
Directive’s implementation period in 1999, some
parts of the European power sector have been
liberalized. In most countries, e.g., in Germany,
price reductions and comprehensive institutional
changes, e.g., cross-border mergers and the es-
tablishment of new power exchanges, are on the
agenda.

That is not the end of the story. Merely two
years after expiry of the Directive’s implemen-
tation period, the European Commission pre-
sented two new, far-reaching proposals for fur-

ther steps as a reaction to the fact that the Euro-
pean power market is still not a single market.
Further measures would be necessary to accom-
plish the completion of a European Single Mar-
ket for Electricity.

This paper discusses two questions: first, to
what extent is the European power market al-
ready integrated and, second, whether the Com-
mission’s proposals are an appropriate answer to
the state of affairs in the European power mar-
ket. It will be argued that the assignment of re-
gulatory competences should leave as much
freedom as possible for competition between dif-
ferent regulatory designs, thus for regionally re-
stricted experiments. This paper argues against
the substantial shift of competences from the na-
tional to the European level as suggested by the
Commission.

2  The Electricity Directive: A Success Story?

2.1 Essentials of the Electricity
Directive of 1996

The Electricity Directive of the EU (European
Community 1997) was adopted on December 19,
1996 and came into force on February 19, 1997.
With regard to the substantive provisions, the
Electricity Directive has aimed at a competitive
opening of the traditionally monopolistically or-
ganized national markets (Britz 1997; Kumkar
and Neu 1997).

First, the member states have to establish
wheeling rights for existing transmission and
distribution networks; in addition, they have to
liberalize the construction of new facilities in
generation and transport. The wheeling rights are
supposed to allow independent firms (generators
and traders) and non-resident utilities to supply
final customers.

Second, the Directive has assigned wide dis-
cretionary scope concerning its implementation
to the member states. This scope allows, for ex-
ample, the retention of central government in-
vestment planning methods (“tendering proce-
dure” for new power stations) by the member
states. In addition, it allows the definition of
public service obligations which electricity firms
have to follow and which may justify exemp-
tions from the Directive’s competition rules.

Third, the stipulated competitive opening of
the national markets has been restricted quanti-
tatively: for the time being, the definition of an
“eligible customer” allows the exclusion of
many end users from participating in the compe-
titive markets. In 1999, the member states should
have reached a market opening of at least 27 per-
cent. This share of the national market increased
to 30 percent in February 2000 and should
amount to 35 percent in 2003.



Table 1: Quantitative Market Opening in the EU Member States (percent)

2000 2003 Later
(planned)
Austria 32 100 100
Belgium 35 50 100 (2007)
Denmark 90 100 100
Finland 100 100 100
France 30 35 n.a.
Germany 100 100 100
Greece 30 35 n.a.
Ireland 30 40 100 (2005)
Italy 35 70 70
Luxembourg 40 56 75 (2005)
Netherlands 33 100 100
Portugal 30 35 n.a.
Spain 54 100 100
Sweden 100 100 100
United Kingdom 100 100 100
EU 66 75 83

Source: EC (2001b).

2.2 Implementation of the Electricity
Directive

The Electricity Directive is no law directly in
force, but needs implementation into national
rules. The member states had time up to Febru-
ary 19, 1999 for the implementation.!

In the meantime, the Directive’s implementa-
tion in the member states was completed.2 Over
and above that, the scope of application of the
Electricity Directive was expanded onto the Eu-
ropean Economic Area countries Norway, Ice-
land, and Liechtenstein, with effect of July 1,
2000.

1An extension of this period was granted to Belgium, Ire-
land and Greece.

2Belgium marks the exception due to some missing regula-
tions. For more detailed information about the implementa-
tion of the Electricity Directive, see the working document
of the Commission (EC 2001b) and the country reports, to
be found on http://europa.eu.int/comm/energy/en/elec_
single_market/implementation/index_en.html and the re-
cent Commission’s First Benchmarking Report on the Im-
plementation of the Internal Electricity and Gas Market (EC
2001e). Further information can be found in Oxera et al.
(2001).

2.2.1 Quantitative Market Opening

Numerous member states have opened their
markets much further than stipulated by the
Electricity Directive (Table 1). The Scandinavi-
an countries and the United Kingdom are espe-
cially noticeable, in which market opening had
moved on already (or was foreseeable) before
the Electricity Directive. The example of Germa-
ny is also striking, a country in which the market
opening was discussed very controversially and
vehemently. In the end and with the support of
the Electricity Directive, the liberalization pro-
ponents gained the upper hand in Germany,
however, and pushed through a complete market
opening. France marks the other extreme with a
market opening of just 30 percent.

In sum, the quantitative market opening is
much larger than the Electricity Directive pre-
scribes. The Europe-wide market opening
reached 66 percent in 2000, far above the mark
of 30 percent demanded by the Directive.

2.2.2 Qualitative Market Opening

The effects of market opening depend as well on
guantitative measures, as on qualitative aspects.




Obviously, a formally eligible customer is not
necessarily able to choose his supplier freely.
Two aspects of the Directive influence the inten-
sity of actual competition between different
power providers: on the one hand, the so-called
reciprocity clause of the Electricity Directive
may limit the degree of competition. This clause
allows the member states to refuse imports for
their eligible customers if they do not belong to
the group of eligible customers in the exporting
country. Eight member states, including Ger-
many, have used this authorization.3

On the other hand, the general design of the
wheeling rights significantly determines the ex-
tent of competition. This concerns the issue of
the member state’s definition and enforcement
of a model for the establishment of network-use
rights. In this respect, it is appropriate to distin-
guish substantive from institutional aspects.

2.2.2.1 Substantive Aspects
Network-use Model

The Electricity Directive has formally given the
member states the right to choose between a so-
called “single-buyer procedure,” a *“negotiated
access procedure,” and a “regulated access pro-
cedure” as alternative models for the establish-
ment of network-use rights.

The first model, however, if implemented by a
member state, has to be complemented by a ne-
gotiated or regulated access procedure for the
supply of electricity to eligible customers.
Hence, the single-buyer model can be imple-
mented in the case of non-eligible customers
only. However, the competition-oriented rules of
the Electricity Directive do not really handle the
supply for non-eligible customers. Succinctly
formulated: the single-buyer model is no alterna-
tive to the negotiated or regulated access model.
Not surprisingly, not a single member state has
established a single-buyer model according to
the Directive.

31t is not clear to what extent these national reciprocity
clauses actually reduce cross-border trade. Apparently, the
reciprocity clauses are circumvented in practice through
successively more sophisticated trade arrangements (EC
2001c).

4Italy and Portugal created single-buyer models for non-
eligible customers. Since the supply of these customers is

Of greater importance is that the Directive has
granted the member states a right to choose be-
tween the negotiated access model as a mini-
mum standard, and the regulated access model.
The latter model differs from the former one in
that network-use prices are not negotiated be-
tween network users and network owners, but
are so-called regulated and published prices.
These regulated prices obviously are to be un-
derstood as normally ex ante regulated prices,
known from other intensively regulated sectors
and sufficiently known from the traditional regu-
lation model for the electricity industry, as re-
gards (at least smaller) final customers.

Germany is the only EU member state that has
formally chosen the negotiated access model. All
the other states have decided in favor of the
regulated access model. It must be taken into ac-
count, however, that in practice the systems do
not differ much: for example, the new German
electricity law contains in Article 1, 86(2) (or
Article 1, 87(5) for the case of a single-buyer
model) an authorization of the Federal Minister
of Economics to enact a regulation on network
use. An actual use of this authorization would
lead to a regulated access model through the
back door and may already work as “a regulation
threat” disciplining the network owners. In addi-
tion, the new German electricity law requires
that network operators publish “indicative
prices” for network use.

Furthermore, the German legislature puts its
hopes in a so-called association’s agreement
(Verbandevereinbarung) from the beginning on.
This agreement is a legally non-binding contract
between the associations of the power genera-
tors, network owners and large energy consum-
ers. In the meantime, the agreement exists in a
second and again revised version (BDI et al.
1999, 2001). It will be of importance for anti-
trust cases before the Federal Cartel Office
(Bundeskartellamt) and the courts in spite of its

not handled, however, by the competition-oriented provi-
sions of the Electricity Directive, but is a purely national
decision, these single-buyer models are of no interest here.
Similar arguments hold for the German case in which small
single-buyer models (on the regional level) are temporarily
allowed as an alternative to a negotiated access model.



missing direct binding effect for individual net-
work-use negotiations.>

Unbundling Regulations

Of some importance for the regulation of the
network operators are the nationally different
formulated unbundling rules—independent of
the fact whether negotiated or regulated access is
chosen nationally. In this respect, the Electricity
Directive prescribes an accounting unbundling
of generation, transport, and supply as a mini-
mum standard, complemented by an organiza-
tional unbundling for the transmission business.
This minimum unbundling has been chosen by
several member states, among others by Ger-
many and France. Other member states, for ex-
ample Italy, Portugal, and Denmark, require the
formation of legally independent transmission
firms. A third group of member states demands
the strictest form of structure regulation, the
lasting separation of the ownership structures.
Finland, Sweden, the United Kingdom (at least
England and Wales), as well as Spain have to be
mentioned here.

Public Service Obligations

Finally, attention must be paid to the public ser-
vice obligations that have been imposed on the
existing companies in the member states. The
Electricity Directive gives member states quite
wide discretionary power to define such obliga-
tions. Several member states indeed have used
their power and defined different regulations “in
the public interest.” Examples are provided by
the regulation of prices for small and poor con-
sumers, by measures with an environmental tar-
get (promotion of combined heat and power gen-
eration, renewable energies, and energy conser-
vation), and by different measures in the interest
of the security of supply (in the meaning of tech-
nical system stability). Furthermore, the German
protection rule for lignite must be mentioned
under this heading.

Remarkably, not a single member state an-
nounced these measures to the Commission. Ob-
viously, the member states take it for granted

5See Scholtka (2002) for a recent survey on proceedings
before the Federal Cartel Office and the courts.

that their measures are directly compatible with
the competition-oriented provisions of the Elec-
tricity Directive, in which case they do have not
to notify the Commission of such a measure.

2.2.2.2 Institutional Design of Regulation

Large differences do not only exist with respect
to the substantive design of the regulation of
network use, but also regarding the institutional
design of regulation. The Electricity Directive
did not prescribe any measures under this head-
ing.6

While, for example, in Germany the regula-
tion is being carried out by the Bundeskartell-
amt, the courts, and the responsible ministries at
federal and state (L&nder) level, in several mem-
ber states more or less sector-specific regulation
agencies were established for the regulation of
the network companies. These agencies are,
however, independent regulation agencies to a
varying extent. In some countries, the regulation
authorities have a high degree of independence
and much discretionary power to regulate the
electricity companies; in other ones, they may
receive direct instructions from the responsible
minister. In a last group of countries, regulation
agencies with restricted advisory functions were
formed.” Thus, the Commission’s wording “In
eleven Member States ... a sector specific regu-
lator has been set up” (EC 2001b: 8) should not
be misinterpreted. In some cases, the competen-
ces of the regulation agencies are extremely re-
stricted.

6The member states must name a “competent authority,
which must be independent of the parties,” for the media-
tion of quarrels in wheeling cases (Article 20 of the Direc-
tive). This arbitration board has, however, only very re-
stricted competences and basically is responsible for deliv-
eries of independent generators and auto-producers to their
own premises and subsidiaries. Furthermore, “independ-
ence” in this context does not mean that the authority has to
be independent of the general administration, but only from
the electricity companies.

TFor a survey of the institutional design of the electricity
regulation in the OECD member states, see IEA (2001a).



2.3 Trade Developments since the
Directive

Has the Electricity Directive actually been able
to contribute to the emergence of a single Euro-
pean electricity market? This is not a trivial
guestion in view of the national differences with
regard to the quantitative market opening, the
substantive, and regulatory designs, and the
public service obligations.

To answer this question it seems appropriate,
first, to consider the trade developments within
the EU. Generally, a higher degree of market
integration should lead to an increase in interna-
tional trade. In this case, an increase in net trade,
i.e., an increase in national trade balances, has to
be expected in the medium and/or long term. In
the short term, an increase in gross trade can be
expected, possibly accompanied by unchanged
national trade balances.

Net trade: Within the EU, the international
electricity trade has traditionally been rather
small. The exploitation of comparative advan-
tages that could have led to larger net trade has
not played a significant role. Relatively low net
import ratios reflects this, although the net im-
port ratios of some member states have risen
since the beginning of the eighties. In particular,
Italy and, to a smaller extent, the Netherlands
have emerged as importing countries with sig-
nificant negative trade balances and France as an
exporting country with a significant positive
trade balance. Germany traditionally has acted as
a self-supplying country.

There have been only small changes since im-
plementation of the Electricity Directive.8 The
net import ratios for some EU member states of
the EU depicted in have not shown a definite
trend up to now, although, for instance, the in-
creasing ratio of the Netherlands and Spain at-
tract attention.

The small changes, for instance, in the case of
Germany, should not be surprising considering

81t should not be discussed in this paper, at which exact
time reactions to the Directive have to be expected. Con-
ceivable are reactions in anticipation of the adoption (pre-
1996), reactions after the adoption of the Directive (since
1996), and reactions to the implementation into national
rules (since 1998).

the short time period that has elapsed since the
implementation of the Directive. The consider-
able excess capacities in the European electricity
industries provide another argument for these
small changes. Hence, at first, significant pres-
sures on wholesale prices can be expected, not
changes in quantities. Changes in national trade
balances need more time, due to the longevity of
power stations and the typically long-term nature
of supply contracts.

Gross trade: The average gross import ratio
of the EU member states (Figure 2), however,
indicates a remarkable upward trend of trade ac-
tivities within the EU. Presumably, this upward
trend can be attributed to intensified exploitation
of short-term and medium-term economies.
These economies are due to improved cross-bor-
der coordination of the operation of individual
power stations, with the aim of better responses
to seasonal, weekly, daily, and hourly variations
in electricity demand. Because of this increasing
utilization of existing interconnection capacity,
significant congestion seems to exist already at a
number of borders, notably at the borders of the
Benelux countries, Italy, Spain, Germany, and
the United Kingdom (EC 2001f: 5).

Even if, as Figure 1 suggests, the market
opening still has not led to larger trade balances
according to the comparative advantages of the
member states, at least the short-term and me-
dium-term oriented trade has risen clearly. This
can be taken as a first indicator for an increas-
ingly integrating European electricity market.
The technical restrictions for further integration
stemming from network bottlenecks, however,
are becoming more important.



Figure 1: Net Electricity Import Ratios of Selected EU Member States
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Note: Net import ratios are calculated as the ratio between the trade balance and consumption (including losses, excluding

consumption by power facilities); 2001: January—October.

Source: IEA, Electricity Information (various issues); IEA (2001c); own calculations.

Figure 2: Average Electricity Import Ratio of All EU Member States

Percent
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Note: The average electricity import ratio is calculated as the ratio between total imports of all member states and total con-
sumption (including losses, excluding consumption by power facilities) of all member states; 2001: January—October.

Source: IEA, Electricity Information (various issues); IEA (2001c); own calculations.

2.4 Price Developments since the
Directive

Changes in trade volume are a theoretically
plausible and empirically already visible result
of market integration. Price reductions are an-
other result if they can be traced back to poten-
tial or actual cross-border competition. After all,
the enormous regional price differences within
the EU were the central argument of the Com-
mission in 1988, when it started its attempts to

restructure power markets Europe-wide. In this
respect, it has been a striking feature of the
European electricity market that the price differ-
entials between the member states increased in
the nineties, whereas an at least weak conver-
gence was evident until the end of the seventies.
Generally, a higher degree of market integra-
tion should lead to price changes in the member
states. Above all, price reductions should be ex-
pected in the short term in the traditionally high-
price countries. Following further market inte-



gration, a gradual (weak) convergence of elec-
tricity prices can be expected.?

The picture of electricity prices has changed
quite dramatically since 1996. In general, the
electricity prices have declined in traditionally
high-price countries; most prominent are the de-
velopments in Germany. This basic message
holds particularly for industrial consumers, from
which, in the following, medium-sized enter-
prises are taken into account. Figure 3 depicts
price developments for some selected cities.10
The figure suggests that the trend of increasingly
diverging prices, observable in the first half of
the nineties, seems to have been broken. The
price cuts are generally higher in countries
which opened their markets quantitatively to the
largest extent. For the chosen type of customers,
the lowering of prices in Disseldorf amounted to
impressively 36 percent between 1995 and 2000,
in Lisbon to 15 percent, in Rotterdam and Ma-
drid to 32 and to 23 percent, respectively.

This statement holds also for private custom-
ers, albeit in a slightly weaker form.11 Here, the
price cuts set in later. However, the case of
Dusseldorf with price cuts around 9 percent be-
tween 2000 and 2001 is quite impressive. With
respect to the price development for private
households, it is particularly important to bear in
mind the considerable reaction delay of the indi-
vidual consumers that has to be expected after a
liberalization. Hence, the statistically shown
price cuts most probably underestimate the price
cuts to be achieved relatively easily by individu-
al households.12

%n the long-term equilibrium of an internal market, price
differences are due to transport costs. Therefore, no com-
plete convergence but an incomplete (weak) convergence
should be expected.

10The recent price data provided by Eurostat are somewhat
implausible, stemming from considerable and unexplain-
able price volatility at some places. The statistics provided
by the International Energy Agency (IEA 2001c) (based on
other raw data) for energy prices, however, essentially de-
liver the same message as the price data depicted in Figure
3 and Figure 4.

111n Figure 4 prices for medium-sized households are de-
picted. The assumed electricity consumption volume corre-
sponds to a typical 4-person household in the case of Ger-
many.

12For example, many German municipal electricity compa-
nies responded to the market entry of new electricity com-

| do not want to elaborate in detail to which
factors the price cuts can be attributed. Candi-
dates are the higher national and international
degree of competition and the associated smaller
mark-ups, the higher efficiency within the com-
panies and/or in the trade transactions, or sunken
input prices, especially for natural gas. All of
these factors can most probably explain part of
the price developments.

Of more interest under the topic of this paper
is the development of the price differentials that
appears in Figures 3 and 4. This development is
made even clearer in Figures 5 and 6. In both
figures, coefficients of variation as a measure of
the relative variation are shown. The coefficient
of variation is greater, the greater the national
prices differ from each other. Both figures show
that the trend towards increasing price variation
has recently been broken. This is particularly
striking for the EU-12 member states (and Aus-
tria).

The data for the EU-15 (industrial consumers)
deserve a brief explanation. The two Scandina-
vian countries Sweden and Finland, although
traditionally low-price countries, opened their
electricity markets completely in the nineties,
independently and ahead of the Electricity Di-
rective. Therefore, the prices in Sweden and
Finland have declined further, hence temporarily
increasing price dispersion in the EU-15.

The data suggest that not only a weak trend to
the convergence of prices seems to exist, but
also that the national prices decline further more,
the larger the quantitative market opening is.
Both observations form the basis for the pre-
sumption that a further convergence of prices
can be expected in the course of ongoing re-
structuring and increasing market opening in the
member states.

panies by significant price cuts. Normally, the customer has
to choose these new prices (to be more precise: these new
supply contract rates) explicitly or to pay the old, higher
rate. In the case of the municipal utility of Kiel, for exam-
ple, the above-mentioned 4-person household could achieve
a reduction in its electricity bill by 13 percent simply by
one telephone call. According to an opinion poll commis-
sioned by the Verband der Elektrizitatswirtschaft (German
Electricity Association), 28 percent of household customers
have chosen a new contract with their old suppliers, re-
ceiving better conditions than before. Only 3.7 percent of
the customers have chosen a new supplier (VDEW 2001).
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Figure 3: Price Developments for Industrial Consumers in Selected EU Member States
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Note: Standard industrial consumers according to the Eurostat code Id with 1,250,000 kWh annual consumption, without
taxes and levies; 1989-2000: January values.

Source: Eurostat, Electricity Prices (various issues); Statistics in Focus - Environment and Energy, Theme 8
(various issues); own calculations; missing values were extrapolated.

Figure 4: Price Developments for Household Consumers in Selected EU Member States
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Note: Standard household consumers according to the Eurostat code Dc with 3,500 kWh annual consumption, without taxes
and levies; 1989-2000: January values.

Source: Eurostat, Electricity Prices (various issues); Statistics in Focus - Environment and Energy, Theme 8
(various issues); own calculations; missing values were extrapolated.
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Figure 5: Deviations of the Electricity Prices for Industrial Consumers in the EU (coefficients of variation)
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Note: Standard industrial consumers according to the Eurostat code Id with 1,250,000 kWh annual consumption, without
taxes and levies; 1989-2000: January values.

Source: Eurostat, Electricity Prices (various issues); Statistics in Focus - Environment and Energy, Theme 8
(various issues); own calculations; missing values were extrapolated.

Figure 6: Deviations of the Electricity Prices for Households in the EU (coefficients of variation)
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Note: Standard household consumers according to the Eurostat code Dc with 3,500 kWh annual consumption, without taxes
and levies; 1989-2000: January values.

Source: Eurostat, Electricity Prices (various issues); Statistics in Focus - Environment and Energy, Theme 8
(various issues); own calculations; missing values were extrapolated.
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2.5 Isthe European Electricity Market
an Integrated Market?

The data for cross-border electricity trade and
for price developments indicate the emergence
of an internal European market sfor electricity
following the implementation of the Directive.
The data do not support the hypothesis that the
present strategy of a “light-handed regulation” at
the European level is ineffective. In this context,
the tendency towards more Europe-wide electri-
city companies must also be considered.13 Ex-
amples are the international expansion of the
French EdF, vehemently bemoaned by some
commentators, or the linkages between German
and Scandinavian electricity companies.

A completely integrated European electricity
market does not yet exist. Regarding the mere
three years that have passed since the start of the
European market opening, this comes at no sur-
prise. The European Commission ostensibly
frustrated by the rather small cross-border trade
volume (compared with the trade volume of
other sectors such as telecommunications, finan-
cial services or industrial goods), takes these fig-
ures as evidence of a high degree of defective-
ness of the internal market (EC 2001c: 9). This
argument must be called into question. After all,
significant location- and distance-dependent
transport costs exist, which do not compare to
the distance costs of financial or telecommunica-
tions services. Hence, even in a completely inte-
grated market, clear limits to import and export
ratios do exist that are determined in the long
term mainly by transport costs and the differen-
tials in production costs.14

The liberalization of the electricity markets,
indeed initiated in most member states only by

135ee Sioshansi (2001) for a survey of the current state of
mergers and acquisitions in Europe.

14A comparison of empirical import ratios may illustrate
this argument: the import ratio of Finland in 2000 (2001)
amounts to 15.35 (14.35) percent, of Norway to 1.06 (9.78)
percent and of Sweden to 12.65 (6.61) percent. These three
Scandinavian markets can be referred to as being highly
integrated; furthermore, the three national markets are rela-
tively small; they should show rather high import and/or
export ratios. Measured by this benchmark, the all-Euro-
pean (EU-15) import ratio of 9.79 (8.45) percent is not ex-
ceptionally low.

the Electricity Directive, gained political mo-
mentum that would hardly have been obtained
by pure national decision-making.1®> This trig-
gered evolution no longer seems stoppable. The
present degree of quantitative market opening,
which is far greater than prescribed by the Di-
rective and anticipated by most observers at the
time of passage of the Directive, supports this
argument. The Electricity Directive of 1996 is,
thus, unambiguously a history of success on the
way to competition in the European electricity
industry. Will this history of success continue or
will it be endangered by misguided political de-
cisions?

B5For an analysis of the political economy aspects of the
Electricity Directive, see Bonde (2001).
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3 The Commission’s Proposals—The Future of the Electricity Market

Regulation in Europe?

Against the background of the ongoing evolu-
tions, and despite the achieved success, the Eu-
ropean Commission was requested to submit
proposals for a further acceleration of the inte-
gration process by the Council of Lisbon in
2000. The European Commission complied with
this request at the Stockholm summit in March
2001. On March 13, 2001, the Commission put
forward two documents (EC 2001c). The first
document proposes modifications to the existing
Internal Market Directives for Electricity and
Gas. The second document is a proposal for a
Regulation on conditions for access to the net-
work for cross-border exchanges in electricity.

In their entirety, the proposals on the one hand
aim at an acceleration of the quantitative market
opening. The Directive of 1996 envisioned a re-
view of options for a further market opening by
the European Parliament and the Council in
2007. The Commission now proposes a defi-
nitely sped up procedure. According to its pro-
posal, the European electricity market should be
opened for industrial and commercial consumers
in 2003 and for all consumers at the latest in
2005 (EC 2001c: 35).16 On the other hand, the
proposals contain a far-reaching revision of the
existing Electricity Directive: the proposals
would lead to a regulation of the electricity mar-
kets more strongly dominated by the EU both
with regard to the substantive as well as institu-
tional issues.

16The Commission apparently supposes (EC 2001c: 35)
that the market opening for smaller consumers will occur
with the aid of load-profiling, without taking the potential
disadvantages of this method into account. Disadvantages,
for example, are to be seen in the externalities which are as-
sociated with load-profiling. These externalities can cause a
significant reduction in short-run demand elasticity (com-
pared with using real-time meters). Even if these problems
were of small relevancy in Europe as yet (taken into ac-
count the present excess capacities), the artificially reduced
demand elasticity could gain importance in the case of
shrinking reserve capacities, as the Californian example
highlights (see footnote 36).

3.1 Modification of the Electricity
Directive

3.1.1 Substantive Provisions Concerning
Regulation of Investments into
Generation Facilities and Regarding
the Network-Use Model

The Commission’s proposal for investments in
power stations provide for the abolition of the
tendering procedure mentioned in the existing
Directive. This abolition is relatively unprob-
lematic, because this model was only available
for power stations with the aim of delivering
electricity to non-eligible customers. An analo-
gous assessment applies to a particular modifi-
cation of the network-use model: the Commis-
sion proposes to delete the single-buyer model.
Recognizing the practical irrelevance of the sin-
gle-buyer model, this modification seems to be
of no importance.1’

Other provisions concerning the network-use
model are, however, not without problems. The
Commission does not only propose the abolition
of the single-buyer model, but also of the negoti-
ated access model. The Commission justifies this
far-reaching measure with the following state-
ment: “It is generally acknowledged that third
party access based on published and non-discri-
minatory tariffs, and a high level of unbundling,
are not only conducive but necessary to ensure
effective competition” (EC 2001c: 34). Regard-
less of the question whether and by whom this
hypothesis is generally acknowledged, it pro-
vides the foundation for two planned modifica-
tions of network-use regulation.

First: The European Commission now wants
to allow only the regulated access procedure as a
model for network-use regulation. This encom-
passes ex ante published transport prices (Article
16 of the proposal for the new Directive).

17The suggested abolition (EC 2001c: 34) of the largely
ineffective (Kumkar and Neu 1997: 81 f.) Transit Directive
of 1990 is unproblematic, too.
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There are considerable problems to be associ-
ated with ex ante regulated and published net-
work-use prices: optimal network-use prices of-
ten cannot be determined ex ante, but must be
calculated ex post. This is of particular relevance
if significant bottlenecks exist (or have to be an-
ticipated). In general, the issue of a proper struc-
ture of network-use prices has as yet been an-
swered unsatisfactorily, both in practice and in
theory; the adequate solution always depends in
a very sensitive manner on the actual institu-
tional and technical circumstances. Here, it
should be sufficient to mention the close rela-
tionships between the balancing market and the
network-use prices.’® This is one major argu-
ment for the necessity of a search process for
price structures in electricity transport. The ap-
propriate role of the regulator in such a process
is necessarily restricted. The process should be
interpreted and designed as an open search proc-
ess for which a negotiated access procedure can
provide important information. This argument
implies that the regulated access model only
makes sense if it is based on a negotiation proc-
ess to a considerable degree, if it allows experi-
ments, and if it allows flexibility, in other words,
if it comes close to the negotiated access model.

That does not mean that mandating published
transport prices is inappropriate in any circum-
stance. One should be very cautious, however,

18The deliveries contracted ex ante in bilateral contracts
and/or in electricity exchanges will never exactly corre-
spond to the actual deliveries. Some examples may illus-
trate this point: (i) Technical breakdowns can induce unex-
pected bottlenecks in generation and transportation; (ii)
demand is not perfectly predictable, (iii) individual agents
may, for whatever reason, change their plans in short term.
Hence, the existence of a balancing market is an inevitable
feature of electricity markets (Kumkar 2000a: in particular
208f., 284-291). In most cases, the network operator is in
charge of the organization of the balancing market. An ex-
ample of the interdependence between network-use prices
and balancing market may be mentioned: supposing net-
work-use prices are structured as low postage-stamp rates.
In this case, the probability of network bottlenecks is rather
high. This in turn implies the rationing of scarce network
resources by other means than prices. If this rationing is
not, or cannot be, announced in an early stage, hence, can-
not lead to a revision of the deliveries agreed in the supply
contracts, the volume at the balancing market increases in
order to be able to satisfy the demand. The relevance of the
balancing market for the emergence of effective competi-
tion has been only recently acknowledged by the Commis-
sion (for its benchmark study, see EC 2001e: 5).

about requiring mandatory publication of trans-
port prices in an undifferentiated manner.19

Second: The Commission now advocates the
adoption of a legal unbundling provision and the
formation of subsidiary companies for the trans-
mission business as a minimum standard, instead
of the present functional unbundling (EC 2001c:
36).20

At first glance, a stricter unbundling provision
sounds good. In any case, a legal separation of
the transport business from generation and sup-
ply facilitates the monitoring by regulatory au-
thorities. However, this very separation hinders,
at least potentially, the exploitation of cost com-
plementarities between electricity transport and
other stages of the electricity industry (in the co-
ordination of operation and investment plan-
ning). In a small electricity system, for example,
the costs most probably outweigh the benefits.
Hence, a “one size fits all” regulation seems not
to be indicated at the current state of knowledge
about appropriate electricity regulation. A more
cautious approach is warranted.

One last item should be mentioned: Oddly, the
European Commission, by definition of the un-
bundling rules (Article 7(6)), forecloses the for-
mation of Independent System Operators (ISOs)
and Regional Transmission Organizations
(RTOs). Such (American-style) 1SOs or RTOs
are characterized by joint operation of transport
facilities of several owners. For example, an 1SO
typically has full control over the operation of all
connected network facilities in the short run, but
neither decides on expansion of the facilities nor
owns them. This leaves scope for competition
between several providers of new facilities.2!
The Commission’s wording “the system operator
must exercise full control over all assets neces-

O1n this respect, a trade-off seems to exist between non-
discriminating and optimal prices: a postage-stamp rate ap-
pears as non-discriminating, but it is seldom optimal in the
meaning of an optimal resource allocation, and in addition
it must be complemented by other rationing mechanisms (if
significant and lasting overcapacities do not exist); and in
this case, another form of discrimination is to be expected.

20The Commission furthermore strongly favors unbundling
in ownership terms (EC 2001e: 9).

21For a discussion of the fundamental problems to be as-
sociated with this concept of competition in electricity
transport, see Kumkar (2000a: 163-177).



sary to maintain and develop the network™ pre-
cludes, at least in my understanding, the forma-
tion of 1ISOs and RTOs. This in turn implies that
the proposal would significantly limit the scope
for competition between different (actual and
potential) European transport-facility owners.22

3.1.2 Substantive Provisions Concerning
Public Service Objectives

It is worth remembering that the initial Commis-
sion’s proposals for the present European Elec-
tricity Directive did not envision an explicit role
of public service obligations of electricity com-
panies. The main target of the first proposal in
1992 provided for a competition-oriented re-
structuring of the European electricity industry,
not for the definition of new public service goals
at the European level. Accordingly, the provi-
sions concerning public service obligations were
only inserted after negotiations with the Parlia-
ment and the Council.

Meanwhile the atmosphere has changed. Now
the Commission attaches great weight to the
definition and enforcement of public service ob-
ligations. It is remarkable that the Commission
itself concedes that the “creation of liberalized
gas and electricity markets has not resulted in
any decrease in public service standards. On the
contrary, with appropriate regulatory control,
liberalization has in fact focused attention on the
importance of the level of service provided,
leading to improvements” (EC 2001c: 20, see
also the benchmark study EC 200le: 24ff.).
Nevertheless, the European Commission finds it
appropriate to oblige the member states to take
further measures in the public interest.23 In strik-
ing contrast to the present Directive, which gives
the member states the right to define and enforce

22The Parliamentary Committee on Industry, External
Trade, Research and Energy in its report on the Commis-
sion’s proposal for the regulation adopted on February 26,
2002 recognizes this problem and accordingly proposes a
new Article 12a as an amendment of the Commission’s
proposal (ITRE 2002a).

23The Commission would always have to be informed of
any measures under the heading of public service obliga-
tions. This contrasts with the present Directive that de-
mands official information only in the case of an exemption
from the competition rules contained in the Directive.

15

public service obligations, the Commission’s
proposal now wants to oblige the member states
to do so (EC 2001c: 40).

A bundle of goals to be pursued have been
provided by the Commission. The bundle con-
sists of:

— the guarantee of supply for poor and/or small
customers, i.e., the definition of a universal
service,

— the diminution of regional disparities in the
interest of social and economical cohesion,
for example, and in the extreme the guarantee
of price uniformity in space,

— the security of supply in the sense of system
stability,

— the protection of civil rights of the customers
through sector-specific monitoring of the
contractual terms, the guarantee of transpar-
ency, and the establishment of low-cost dis-
pute settlement mechanisms,

— the protection of the environment.

It should be noted that, under the banner of an
increasing liberalization, the European Commis-
sion now wants to support the very goals which
in the past provided solid arguments againstt a
liberalization in its entirety. It is also worth re-
membering the fact, mentioned above, that the
Commission’s proposal provides for the aboli-
tion of the tendering procedure for new power
stations. At the same time, the Commission re-
gards, however, the re-introduction of this very
tendering procedure a reasonable and necessary
measure. Indeed, all member states should be in-
structed to (re-)activate this procedure in case of
risks concerning supply security (EC 2001c: 39
and Article 6(1)).

To sum up, the Commission’s proposals go
far in the direction of a European ex ante har-
monization and centralization of substantive
regulatory issues. This holds both for the net-
work-use model and for public service objec-
tives. If the proposals were implemented, there
would be less scope for competition between dif-
ferent regulatory approaches, which indeed
could lead to a harmonization as well.
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3.1.3 Institutional Provisions Concerning
Regulation

The conclusion about an impending centraliza-
tion also applies to the institutional design of
regulation. In the Commission’s wording, it is
evident that “independent national regulatory
authorities play a pivotal role in ensuring non-
discriminatory access to the network, as they
have the power to fix or approve transmission
and distribution tariffs prior to their entry into
force” (EC 2001c: 38). Since the Commission
evaluates the ex ante function of regulatory
agencies as essential for effective regulation, the
member states would be obliged by the new Di-
rective to establish independent regulatory au-
thorities. In Germany, for example, this could
result in a sector-specific regulation authority for
electricity in addition to the already existing tele-
communications authority and the competition
authorities. The statements of the Commission
clearly suggest this interpretation.24

In order to avoid misunderstandings: an inde-
pendent regulation authority, endowed with suf-
ficient competences and resources is indicated in
the case of Germany as an example (for details
see Kumkar 2000b). However, this does not im-
ply that this authority should fix or approve
every network-use price, i.e., should practice a
comprehensive ex ante regulation.2> Nor does it

245ee the presentation by the Commission’s vice-president:
“Regulation of tariffs will take place in all countries
through a specific and independent energy regulator.” [Ita-
lics added.] (de Palacio 2001a). Even more clearly was the
recommendation of the Commission for the 2001 Broad
Guidelines of the Economic Policies of the Member States
and the Community (EC 2001d: 27; Italics added.): “In
view of the above, the priorities for Germany should be to:
(...) iii. (...) create a sector-specific regulatory authority
for energy” (in this regard not adopted by the Council at the
Gothenburg summit on June 15, 2001 (Council 2001)).

25Hence, it is a common misunderstanding to equate the
existence of an independent regulation authority with the
existence of a comprehensive ex ante regulation. See, for
instance, the statement of the Member of the European Par-
liament, Mombaur: “The solution consisting in negotiations
and subsequent control via cartel law, followed only in
Germany, can indeed prevent extremely bad contracts, but
cannot create good contracts, as it is necessary” (Mombaur
2001: 90; own translation). It is highly questionable
whether a regulation authority—whoever that may be—can
in fact unilaterally write and enforce detailed network-use
contracts in an appropriate manner.

imply that this regulation authority should be
separated from competition authorities or an-
other regulation authority. Indeed, there is a lot
to be said for either a broadening of the compe-
tences of the Bundeskartellamt (by more effec-
tive and immediately executable instruments and
more resources)2 or an allocation of the regula-
tory tasks to the already existing telecommuni-
cations regulation authority. In addition, to ad-
vocate an independent regulation authority in the
case of Germany does not imply that this is an
appropriate solution for every member state (for
instance, for Luxembourg).

Some concluding words on this topic: To ad-
vocate an independent regulation authority in the
case of one particular member state should not
be confused with supporting the establishment of
such authorities mandated at the European level.
The decision on the horizontal allocation of
regulatory tasks should rest with the member
states if convincing counter-arguments do not
exist in the case under consideration. Of course,
if there were compelling arguments in favor of
an independent German regulation authority,
would not the German decision-making entities
in the end go the way demanded by the Commis-
sion? Considering the present observable intrin-
sic dynamics in the member states, induced by
the Directive from 1996, more patience with the
national decision processes is indicated. Three

265ee also Handelsblatt (April 25, 2001: 4): “Bége de-
mands more personnel for supervision—Bundeskartellamt
proceeds more severely against network operators” (own
translation) and the underlying report of a German working
group “Network-Use Electricity” (consisting of members of
the competition authorities of Bund and L&nder (BKartA
2001)). According to the report, a comprehensive supervi-
sion of the network-use conditions of the approximately
800 network operators is not possible with the present per-
sonnel resources of the Bundeskartellamt and of the com-
petition authorities of the Lander (states). Without staff ex-
pansion, the supervision must be restricted to few cases.
The situation would deteriorate still further if effective cost-
based regulation (albeit in an ex post manner) became in-
evitable. Provided the German legislature does not funda-
mentally modify the institutional design of regulation (for
instance, the assignment of the regulatory competences
onto another regulation authority), the position of the com-
petition authorities is to be supported following Kumkar
(2000). A similar argument holds for the desire of the
Bundeskartellamt to get improved and immediately execu-
table instruments (not included in the 6th GWB (Federal
Competition Act) amendment (BKart 2001: 48)).



years after implementation of the Directive, it
seems premature to discard the so-called negoti-
ated access model and/or the regulation by com-
petition authorities, at least considering the em-
pirical evidence available so far.2” It follows: As
long as it cannot be circumstantiated that cross-
border trade is significantly impeded by the in-
stitutional design of regulation in the member
states, no action at the European level is war-
ranted.

3.2 Regulation of Cross-Border
Exchanges in Electricity

The above-mentioned provisions are part of the
Commission’s proposal for a modified Electric-
ity Directive. In addition, the Commission has
submitted a proposal for a regulation of cross-
border exchanges in electricity.28 This proposal
is based on the Commission’s observation that
“for many eligible customers it still remains or-
ganizationally and economically difficult to
choose a supplier in another member state” (EC
2001c: 66). This would provide the foundation
of a “currently underdeveloped” cross-border
trade, which is still relatively modest in volume
when compared to other sectors of the economy
(EC 2001c: 66).

According to the Commission, the difficulties
are based on two present features of the Euro-
pean market for electricity: first, the heterogene-
ous national price structures for electricity trans-

2INote that the Bundeskartellamt has recently initiated
abuse proceedings against 10 network operators on account
of excessive fees for network use, and in 2001 initiated
abuse proceedings against 4 network operators on account
of inappropriate charges for balancing energy (http://www.
bundeskartellamt.de/29_01_2002. html, http://www.bundes
kartellamt.de/30_10_2001 englisch.html). One of the four
network operators has reacted with a modification of its
balancing mechanism so that this proceeding has been
stopped (VWD Energiemérkte Aktuell, Febuary 22, 2002).
Altogether, the competition authorities of Bund and Lander
have initiated over 200 proceedings (Interview with the
President of the Bundeskartellamt, Tagesspiegel, January 5,
2002). In addition, on August 1, 2001 the Bundeskartellamt
set up a new decision division, solely responsible for regu-
lating network use conditions in the energy sector.

28t should be noted that a European “Regulation” is law
directly in force and does not need a conversion into na-
tional rules (as a directive).
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portation would hinder the development of in-
ternational trade; second, the limited capacity of
the interconnections between national transmis-
sion systems would lead to significant conges-
tion and hence erect significant barriers to trade.

The Commission based its proposal on re-
search projects it had commissioned (e.g.,
Haubrich and Fritz 1999) and on the groundwork
furnished within the so-called Florence Forum.
The Florence Forum consists of representatives
of the Commission, of the member states, of the
European Parliament, of the association of Euro-
pean Transmission System Operators (ETSO),
and of representatives of producers and consum-
ers. Although the Commission states the Forum
has proven to be a highly efficient tool in devel-
oping consensus on some of the issues in ques-
tion, it finds, however, several disadvantages in
the present approach. In order to reach decisions
on the outstanding issues, a legislative decision
about cross-border tariffication and congestion
management would be required today.

Once again, the principles of the proposed
regulation can be distinguished into substantive
and institutional issues. The substantive issues
encompass the provision that international elec-
tricity transport should primarily lead to pay-
ments between the transmission system opera-
tors: the transit29 through the network of one op-
erator is supposed to be financially compensated
through payments of the operators “causing”
these transit flows.30 This proposal is based on
the Commission’s hypothesis that specific transit
flows could not be assigned unambiguously (up
to now) to individual exporters or importers.
Hence, the appropriate mechanism for internal-

29 “transit” is defined as a flow of electricity through a
network of a transmission system operator if the concerned
electricity flow stems from neither the production nor the
consumption in this particular network area. If, for exam-
ple, a contracted delivery from France to Germany leads to
flows on the Belgian network, a transit through the Belgian
network does exist.

301N fact, the transit flows obviously are not caused by deci-
sions made by the network operators, but by decisions
made by electricity traders. In addition and remarkably, the
proposal of the Commission does not answer the question
of who actually has to effect the corresponding compensa-
tion payments. It mentions as a possibility both the network
operators in whose systems export volumes start, and the
network operators whose systems pick up import flows.



18

izing the externalities would be an aggregated
settlement process among the network operators,
whereas importers and exporters are not sup-
posed to effect any explicit payments for the
transit. This obviously would be in conflict with
efficient pricing because different transactions
generate different costs for the system. Hence,
the proposed “socialization” of transports costs
in fact implies discrimination and cross-subsidi-
zation among network users.

In addition, Article 4 of the regulation pro-
posal prescribes a surprisingly comprehensive
harmonization of the network-use conditions for
actual network users; “surprisingly”, because the
title of the regulation proposal only suggests a
more or less comprehensive harmonization of
the prices for cross-border electricity transporta-
tion. Instead, e.g., distance-dependent rates are
generally forbidden also for pure internal trans-
actions (Article 4 (1)). Moreover, importers and
exporters are supposed to effect not only no
payments for a transit, but generally to pay
nothing for cross-border transportation in any
specific way. Instead, the costs of cross-border
transportation are supposed to be financed by all
network-users in a system (EC 2001c: 71).31 In
addition, it is prescribed that in general the con-
sumers should pay the transportation costs, not
the feeders.32 Therefore, not only a harmoniza-
tion of the network-use price structures of cross-
border electricity trade is at stake (as suggested
by the title of the regulation proposal), but a
harmonization of the network-use conditions for
electricity deliveries in general.

Finally, the regulation proposal provides for
rationing mechanisms for scarce network re-
sources in cross-border electricity transportation.
It must be pointed out in this respect that, ac-

31Therefore, the expected degree of regional differentiation
of transportation prices would be small. Thus, the develop-
ment of efficiency-oriented price structures might be hin-
dered significantly.

32The last provision is meant to avoid inconsistencies be-
tween the national systems. For example, if an exporter de-
livers electricity from a system that finances the transport
costs exclusively through payments by the feeders to an-
other system which finances the transport costs exclusively
through payments by the consumers, this export may be
burdened with double network charges while the reverse
electricity delivery would be free of charge.

cording to the proposal, additional profit for the
organizers (presumably the network operators)
must not arise through the bottleneck manage-
ment (Article 6 (6)). The associated disincen-
tives and the corresponding role of a detailed
regulation will not be explored here.

The institutional issues encompass in par-
ticular the explicit and comprehensive assign-
ment of regulatory competences onto the Euro-
pean Commission. First, the Commission is sup-
posed to define the level of the compensations
among the network operators (Article 3(3)).
Second, the Commission would have the right to
define detailed guidelines for the electricity
transport (network-use) prices as well as for the
bottleneck management.33 This clearly exceeds
the existing competences, which up to now only
provide for an ex post monitoring of improper
behavior. Ultimately, the proposal envisions de-
tailed guidelines for all network-use conditions
in all member states (see, e.g., EC 2001c: 72—
73). In the extreme, the national electricity
regulation authorities, just formed upon the order
of Brussels, would become bare executive
branches of the Commission as the European
electricity regulator.

33The recent communication of the Commission (EC
2001f: especially 18-20) provides a first impression of the
character of the envisioned guidelines.
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4 Is the Commission on the Right Path?

Following this survey of the present results of
the electricity market liberalization on the one
hand and the description of the Commission’s
new proposals on the other hand, it is time to re-
flect on appropriate principles of the further
regulation policies in the EU and to contrast
these principles with the proposed policies of the
European Commission.

The following considerations are grouped into
two categories. First, the technical essentials of
the electricity industry are reviewed in order to
elaborate general implications for regulation
(Kumkar 2000a for details). Second, it will be
discussed which implications can be derived for
the appropriate vertical allocation of regulatory
competences, i.e., which powers should be as-
signed to the EU and which ones should remain
with the member states.

4.1 Technical Peculiarities,
Uncertainties, and Fundamental
Implications for Regulation

The complex horizontal and vertical coordina-
tion requirements in the electricity industry ex-
clude pure market coordination at least for some
subset of transactions. These coordination prob-
lems result from the interaction of asset specific-
ity, capital longevity, and considerable transac-
tion complexity, as well as from the short-term
and long-term uncertainties under which the
agents act. One example of such coordination
problems is the real-time character of the elec-
tricity demand in connection with short-run path
dependencies of production costs. Both factors
lead to the conclusion that coordination of the
electric power production is more economical
via hybrid or hierarchical governance structures
than via pure market coordination (spot transac-
tions or other complete contracts) in some parts
of the electricity industry. In addition, there are
significant coordination requirements of a verti-
cal kind, i.e., a close coordination between the
agents in the generation and in the transportation
stage is required.

The same peculiarities lead to the presumption
that electricity industry needs public regulation
in the foreseeable time. The European Electricity
Directive of 1996 is—to avoid misunderstand-
ings—a regulation directive, not a deregulation
directive. This becomes immediately clear if the
mandatory network-use rights of the Directive
are taken into account.

It is important to recognize that under the spe-
cific characteristics of the electricity industry a
general insight from regulation theory is of ut-
most relevance: an optimal regulation depends in
a quite sensitive manner on a great number of
factors. These factors encompass the technical
and natural circumstances under which the trans-
actions between private agents happen. For ex-
ample, the scope and quality of the transmission
and distribution network and the corresponding
relevant market size, the available primary ener-
gy basis, and the existing mix of power stations
affect the optimal regulatory policy. These fac-
tors must be considered as exogenous to some
extent (reflecting longevity of facilities and path
dependencies in generation and transport).

In addition, the existing private governance
structures as internal institutions belong to these
factors. Their design is influenced by the techni-
cal and natural circumstances. In any case, they
possess very different efficiency characteristics.
The internal institutions also show a certain de-
gree of path dependency and can only be
changed with considerable (switching) costs.

Finally, the existing external institutions in the
meaning of the institutional environment are im-
portant factors, too. Both the regulator and the
private agents operate within the institutional
environment, i.e., the basic political, legal, and
social rules of the game that define the context in
which economic activity takes place. Examples
are the fundamental definition of property rights,
the design of contract law, the administrative
law as well as the general tradition of competi-
tion and regulation politics in a given jurisdic-
tion.

Considering the complexity of the regulatory
tasks, it should not be surprising that the search
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for appropriate regulatory approaches is a par-
ticular difficult business in the case of the elec-
tricity industry. The dependence of the “optimal”
regulation on the respective circumstances ex-
plain—at least partially—why different coun-
tries pursue different approaches.3* The funda-
mental difficulties and complexities of the regu-
latory tasks might deliver another argument as to
why countries within the EU and outside the EU
pursue different approaches: it is a searching and
learning process in which regulators and re-
searchers are still at the beginning.

Of course, present experience with power
market reforms gives rise to doubts about the
philosopher’s stone having been already found,
and that it can be found in the future. The Eng-
lish model, for example, is currently in a funda-
mental modification process, providing for a dra-
matically changed institutional design of the
electricity market.3> The Scandinavian reforms,
which are in a continuous development process,
are also to be mentioned. From my point of
view, the Scandinavian reforms took a positive
direction, because, for instance, the Finnish
electricity market was integrated no more than
four years ago into the Swedish/Norwegian mar-
ket. Therefore, the separate Finnish experience
could be used in the advancement of the com-
mon Nordic market. In a similar manner, the
separate Swedish and Norwegian experiences
before 1996 (Nord Pool already started its opera-
tion in Norway in 1991) had facilitated an opti-
mization in the course of the successive integra-
tion of the former separated markets. The diver-
sity of the initially chosen approaches has been
helpful during the successive determination of
the design of the common Nordic market.

341n their expert opinion commissioned by the Commis-
sion, Haubrich and Fritz (1999: 26) argue in a similar man-
ner: “...it is obvious that a generally optimal approach to
network pricing cannot exist, not even within a single
country.”

35The English/Welsh example has shown that necessary re-
forms and product evolution could meet considerable re-
sistance in the case of a legally protected monopoly of an
electricity exchange (Electricity Pool). The resistance was
used by the regulator as the main argument for the abolition
of the monopoly, a straight reversal of previous policies
(Offer 1998; Ofgem 1999, 2000). See Ofgem (2001) for the
implementation of the new system.

Finally, the Californian debacle is to be men-
tioned in this respect. The observable irritations,
political faults, and risks for the liberalization
approach as a whole make clear how many pit-
falls might exist in the transition to a competi-
tion-oriented electricity industry. The Californi-
an transition experiment has failed, despite its
prima facie attractiveness also for the many
economists positively and constructively accom-
panying the reforms since 1995/1996. Only very
few observers had anticipated the developments
on the Californian wholesale markets and the
links to the still regulated retail markets. The
view on the envisioned long-term regulatory pol-
icy blurred the view to the possible risks associa-
ted with the short-term measures.36

These examples strongly argue against a
search of a “one size fits all” approach for the
further development of the European electricity
market. Every electricity market reform is an ex-
periment with an uncertain end. This might ex-
plain at least partly why in the United States up

36The high electricity demand in California since spring
2000 has implied high requirements on the existing power
stations and the transport networks. The existing power sta-
tions are not only outdated by far, but also generally not
sufficient to satisfy the demand growth. The regulatory
policies of the past have contributed to this investment gap.
In addition, the significantly risen natural gas prices and the
exploding emission costs have been responsible for consid-
erable short-run cost increases. The Californian electricity
market of course was no deregulated market. The imple-
mented transition model for the first years had featured
three decisive shortcomings: First, the transactions and
conditions on the short-run wholesale markets were deregu-
lated to a large extent without at the same time creating fa-
vorable conditions for investments in new power stations
and transport facilities which might have countered high
prices on the wholesale market. Second, the large electricity
companies have been restricted to trade on a short-run
electricity market organized by the monopolistic Califor-
nian Power Exchange (CalPX). If the reselling electricity
companies had signed more long-term purchase contracts,
the effects of the high short-run prices would have been
much smaller. At the same time, the high short-run elec-
tricity prices could have provided correct signals for elec-
tricity consumers and for investments in new power sta-
tions. Third, the dramatically risen wholesale prices, which
have to be paid by the reselling electricity companies, were
not allowed to be translated into higher retail prices. This
reduced the incentives for end users to reduce their power
consumption particularly in peak load periods and therefore
intensified the scarcity problems. The problems of the Cali-
fornian electricity industry do not rest within a market fail-
ure, but largely within a regulation failure. (Brennan 2001;
Joskow 2001; Kumkar 2001).



to now (in spite of demands for it) still no far-
reaching centralization of regulatory compe-
tences has taken place. Presumably, the citizens
of Oregon are quite pleased that the highly
praised Californian experiment was not trans-
ferred to Oregon. The often-scolded coexistence
of several regulatory regimes in the United
States and the accompanied transparency about
success and failure of alternative regulatory ap-
proaches justify hopes for improvements, help to
regionally restrict inappropriate developments,
and offer prospects for observers in other states
and countries to learn from the mistakes in other
jurisdictions. This process definitely evidences
the nature of a competition of regulators and a
competition of the regulatory approaches.

4.2 Implications for the Appropriate
Vertical-Federal Assignment of
Regulatory Competences

What are the implications for the appropriate
vertical-federal assignment of regulatory com-
petences in the European Union?37

Both the centralization of the regulation com-
petences and the fast harmonization of the na-
tional regulations envisioned by the Commission
could promise advantages if, first, they helped to
solve reform blockades in the member states.
However, the Electricity Directive of 1996 has
already generated a significant political mo-
mentum, further liberalization has become a goal
in the member states to a large extent, and in the
meantime, the evolution does not seem stoppa-
ble. Although a further impetus from Brussels
could speed up the processes, it must be doubted
whether this is necessary. If held necessary, this
could also be reached by speeding up the quan-
titative market opening alone3¢ in combination

37See, for example, Begg et al. (1993) and Crémer et al.
(1996) for contract theoretical/institutional economic analy-
ses of federal systems and/or the assignment of compe-
tences onto different regulatory authorities. See for a selec-
tive survey of the theoretical literature also Bickenbach
(2000) and Bickenbach et al. (2002).

38However, even during this sped-up quantitative market
opening a credibility problem of the EU as a regulator
emerges, so that increased regulatory risk may become
relevant. After all, the Electricity Directive of 1996 planned
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with the anyhow indicated supervision of the
national implementation strategies through the
Commission and the European Court of Justice.
In other words: A rule-of-reason approach with-
in an “ex post regulation of the national regula-
tors” seems more appropriate than a far-reaching
ex ante regulation of national regulatory policies.

Second, centralization could promise advan-
tages based on a better reputation and efficiency
of European regulators than national regulators.
This would assume, however, that the national
regulators have bigger capturing problems or are
less independent from day-to-day politics. This
seems hardly be the case in general, at least from
my point of view.

Third, the envisioned centralization might be
indicated if otherwise no compatibility of the na-
tional regulatory models seems attainable at all.
In this case, the regulation of just these transac-
tions at the European level indeed would be indi-
cated. Lacking compatibility may be a reality
and hence may provide an argument for a more
active regulation at the European level. How-
ever, this regulation of cross-border electricity
transportation should not automatically be ac-
companied by a centrally imposed harmoniza-
tion of the regulatory rules for purely internal
transactions, as proposed by the Commission.

Generally, there is still considerable need for
research into the issue of which regulatory com-
petences should be assigned to the European
level and which should rest with the national
level, all the more because of the (actual or hy-
pothetical) disadvantages of centralization.
These disadvantages again can be distinguished
into three areas:

First, centralization restricts the scope for ex-
periments with alternative regulatory and com-
petition policy approaches. In contrast, more de-
centralized systems allow regionally restricted
experiments. Therefore, decentralization under
the current conditions of intensifying locational
competition supports competition of regulatory
models, which cannot be expected under cen-
tralized regulatory competences. Ultimately, this
might result in a complete harmonization of the
nationally chosen approaches, without the need

a further market opening after nine years in 2006, and not
in 2003 and/or 2005.
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for strict and detailed rules ex ante defined at the
European level. The regulatory competition thus
could be used as an instrument for finding ap-
propriate solutions and presumably for enforcing
the good solutions in several jurisdictions. This
is of particular importance, because only very
limited experiences with liberalized electricity
markets have existed and the evidence is rather
mixed, as was stressed above. Centralization will
not help to resolve this problem. Recognizing
risks for the European economy as a whole pro-
vides an additional argument in favor of a more
cautious and less ambitious procedure.

A second disadvantage of centralized compe-
tences lies in their limited scope for considera-
tion of regional differences. It is reasonable to
assume that the national decision-makers have
better information, and particularly better moti-
vation for considering this information in their
regulatory decisions, for example, concerning
differing national preferences for public services,
or concerning regional bottlenecks. Hence, these
regional differences are better considered if the
regulatory competences lie in the member states,
and not in Brussels.

Third, the proposed centralization of regula-
tion competences can contribute to an increase in
regulatory risk, i.e., in regulatory opportunism.
This argument is based on the assumption that
regulators are self-interested individuals, inde-
pendent of the question whether they are mem-
bers or employees of the European Commission
or of national competition/regulatory authorities.
These individuals act according to their incen-
tives. These incentives may be structured in such
a way that the members or employees of the
European Commission as regulators are sub-
jected to rather small efficiency incentives: it has
to be asked which sanctions threaten the Com-
mission if it defines and enforces false solutions
in electricity regulation. National regulators,
whose competences normally are far more re-
stricted than in the case of the Commission, can
be more easily monitored through politics, the
public and the companies: the goals are rela-
tively unambiguous and restricted to the protec-
tion of competition and/or the limiting of mo-
nopoly rents. This is complemented by the
transparency allowed with regard to the success

and failure of alternative regulation designs. The
competences and the goals of the Commission
are defined rather widely and are in part contra-
dictory, complicating the supervision signifi-
cantly. In other words, the Commission is a po-
litical instance rather than an independent
agency. In addition, the proposed competences
of the Commission as a political instance contra-
dict the Commission’s own approach to create
independent agencies at national level.

The creation of an independent European
regulatory authority, separated from the Com-
mission, might solve this problem. However, this
new regulatory authority would feature a mo-
nopolistic position to a much larger extent than
national regulators. The latter authorities are
more restricted in their decisions: first, through
locational competition and, second, by the al-
lowed comparison with neighboring regulators.
Finally, the European Commission today con-
trols the national regulators, acting as a “regula-
tor of regulators,” which may help to keep at bay
the hazards of opportunistic behavior by the na-
tional regulators.39 This positive effect of a stag-
gered system of regulatory authorities is elimin-
ated if, as proposed by the Commission, the Eu-
ropean level receives wider competences for the
ongoing regulations and is not restricted to indi-
vidual cases and the supervision of national poli-
cies.

Hence, several arguments exist in favor of a
cautionary approach and against a broad shift of
competences onto the European level. A reas-
signment of specific competences should take
place only if there are rather unambiguous and
convincing arguments against leaving these
competences at national level. Today, this only
seems valid in the case of cross-border electric-
ity transportation, whereas a shift of compe-
tences motivated by a pure desire to accelerate a
harmonized internal market seems at least pre-
mature. In case of doubt and recognizing risk as-
pects, the message is clear: Quality is more im-
portant than speed, not least because an “up-
ward” shift of competences onto the European
level is difficult to reverse.

39Compare also Henisz and Zellner (1999) and the litera-
ture quoted therein.
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5 Conclusion

The aim of this paper was to provide a survey of
the status quo of the European Electricity Market
and the recent Commission’s proposals for a
modification of the Electricity Directive of 1996
and a new regulation of cross-border exchanges.
Particular attention was dedicated to the issue of
whether the emerging centralization of regula-
tory competences is currently an appropriate re-
sponse to the problems, for instance, in the field
of cross-border electricity deliveries.

It was shown that since the 1996 Electricity
Directive almost dramatic changes have taken
place on the European Electricity Market. Even
if it is highly questionable whether a completely
integrated internal market exists yet, the observ-
able evolution against more competition and
market integration no longer seems stoppable.
The European level and its Electricity Directive
have taken an important first step to eliminate
the long-standing monopolies in the national
markets. Without doubt, the Electricity Directive
has to be evaluated as a success. Its quick results
in the form of lowering prices and further market
opening far surpassed even the expectations of
the European Commission (de Palacio 2001).

A great advantage of the existing Electricity
Directive lies in the fact that in essence it de-
mands only a defined quantitative market open-
ing, and largely leaves it to the member states to
define the exact design of network-use rights.
The national implementation policies of course
are subject to supervision by the European
Commission. However, the Directive has given
national decision-makers wide discretionary
power and no precise substantive or institutional
provisions.

Faced with the remarkable success of this
European strategy, it might be surprising at first
normative sight that the European Commission
now wants to accelerate the restructuring speed
still further, and moreover wants to change the
nature of the restructuring process as a whole.
The previous course of a “light-handed regula-
tion” at European level would be changed quite
dramatically if the proposals of the Commissions
were adopted.

At second sight, leaving the normative point
of view, the proposals are not surprising: both
the suggested changes of the Electricity Direc-
tive and the new European Regulation for cross-
border exchanges would lead to a regulation of
the electricity industry dominated by the Euro-
pean Commission. The proposals would induce a
Europe-wide harmonization of the substantive as
well as the institutional design of regulatory
policies. With respect to the substantive provi-
sions, this holds for the network-use model to be
established and, e.g., for the public services ob-
ligations to be imposed upon the electricity
companies. The ideas of the Commission con-
cerning public service obligations even bear the
risk of limiting further liberalization and might
provoke an increase in the regulation intensity of
member states, which up to now has given little
weight onto a regulated supply of services in the
public interest. The European level in this case
might paradoxically restrict the liberalization
momentum just generated in the member states.
The comprehensive harmonization of the net-
work-use regulation envisioned in the proposal
for a European regulation for cross-border ex-
changes reinforces the impression. This regula-
tion would affect not only cross-border deliver-
ies, but also network-use conditions in purely
internal electricity deliveries, even if the title of
the regulation proposal suggests something else.

A similar, indeed explicable centralization
tendency, which from a normative point of view
goes too far, emerges with respect to the institu-
tional design of regulatory policy in the member
states. The establishment of a sector-specific
electricity authority might be a proper decision
in a specific case; maybe it is even a proper de-
cision in most cases. This however does not jus-
tify a uniform commandment at the European
level. And the authorization of the Commission
to define and enforce detailed guidelines for all
network-use conditions in all member states,
provided for in the proposals, allow the possibil-
ity that the (partly yet to be established) national
electricity regulatory authorities will become
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more or less directly subordinate “auxiliary per-
sons” to the Commission.

Consideration of the technical characteristics
of the electricity industry on the one hand, and
of the present experiences with electricity market
liberalization on the other hand, leads to a quite
simple conclusion: the competence assignment
should give maximum leeway for competition
between different regulatory approaches, and,
therefore, for more or less spatially restricted
experiments. This provides a strong argument
against the noticeable competence reassignment
from the member states to the European level as
proposed by the Commission. Note that this ar-
gument even holds in the hypothetical case of
identical national electricity industries. It is even
stronger if the differences between the member
states are considered, for example, with regard to
resource endowment, network size and quality,
market size and preferences for public services.

This by no means implies that a medium-term
or long-term harmonization of the regulatory
policies should be barred. Quite the contrary, a
harmonization of numerous regulations can be
expected under a competition of regulatory ap-
proaches, at least in the long term. The differ-
ence of the centralization course of the Commis-
sion to the approach suggested here consists in
the way this harmonization will be reached. Un-
der a competition of regulatory approaches, a
harmonization will be reached in a decentralized
manner, and the present Electricity Directive
should be complemented only with an intensi-
fied European regulation of the cross-border
electricity transportation. From this point of
view, fewer objections exist against a European
network-use regulation that confines itself to the
transactions mentioned in the title. This regula-
tion, however, should allow scope for experi-

ments with alternative designs for regulatory
policies concerning cross-border transactions.

Thus, one need not regret that the Council of
Gothenborg in 2001 and the Council of Barce-
lona in 2002 did not reach definitive decisions
on the Commission’s proposals of March 2001.
The “reprieve” allowed by that should rather be
used for an intensive discussion about the issue
of a proper competence assignment between the
EU and the member states. Unfortunately, the
European Parliament on March 13, 2002 in its
first reading of the Commission’s proposals
largely ignored institutional questions and in-
stead essentially supported, actually reinforced
(concerning public service objectives and renew-
able energy) the proposed measures.

It would be a disappointing development if in
the present situation, in which a debate over the
fundamental competences allocation within the
EU at last is started, facts are created concerning
assignment of regulatory competences for some
of the biggest European industries, without an
intensive discussion about the appropriate role of
the different federal layers. Yet the discussion of
the fundamental institutional strategy for the
further liberalization of the European electricity
industry seems to be of much more medium-
term and long-term importance than the question
which has up to now dominated in public of
whether the European market should be com-
pletely opened up in 2005 or in 2007. It seems
also to be of greater long-term importance than
the question of which detailed model for net-
work-use seems superior to another model. We
know that every model is imperfect. The goal
must be to choose regulation institutions, which
allow ongoing improvements and which provide
for competition between alternative approaches.
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