Let there be light

The Eurapean Electricity Directive. like the Gas Directive of 1998, was updated in 2003 hecause of 'significant
shortcomings and possibilities for improving the functioning of the market'. Two years on, Liz Bossley, Richard
Cockburn and Rob Kelvey consider the lack of progress towards a fully liberalised European market

HE IMITIAL findings of the latest European

Urien (EU) Competition Commmussion's
INEUINY M0 rging prcds in gas and alectaoty
markets should be published by December
[he mguiny was launched to address con-
cerns yorged by consumers and market
entranls about hegh and rising orices, the
slow denvilopment of wholesale markets-and
Irrnted Congurmer chowe.

Howewar, [0 account for neng prices, the
Commission might e well advisad to: con
sider the confliching actions and ohbiectives
of regulators around the EU and Edropean
poiicies, before blaming markel manpula-
fion, Additionally, actons Taken Lo promole
security of power suppty. and to confront
global warming are inconsistent with the
hoped-for lowsr prces that were the driving
force hetynd the ntroduction-of competition
through thie turopean Electricity Directive,

Less volume is heing traded in
the European wholesale power
markets, giving rise to a lack of
transparency and liguidity

Like the gas market, the power markel
nas suffered from: the trend of margers
hatween farge companies over the last few
years, Recent examples are the potantial
take-overs of Scothsh Power by E.On and of
Endesa by Gas Matural, This gave rise to an
unlikely alliance ameng members.of the
Major Energy User's Coungtl (MEUL)
npower, Brtish Energy and a number of
other UK compames — in lebbying the EU
el Ine lack of progress wilth the libaralisa-
ton protess N sSOme countries,

MEUC s dirgctor  general, Andrew
Bamnbridge, sad recently, “We feel disadvan-
taged oy lack of liberalisaticn In Eurgpean
migrkels, Therg will be some senpus com-
pizints @out the lailure of other members
t0 follow the UK's exampie, We are talking
atrout Germany, Frange, Spam-and Italy.”

Genmany has offered oulsiders access to
ts-wholgésale markel, Dul ganing access 1o
the retall qustomer base has Geen more dif-
ficult, Bven companies thal have succeeded
i tracding in the German wholesale market
complain about the exaent of makel powesr
commandes by E.On and RWVE.

With mare ang mare of the marke: n the
hands of largs, vertically Integrated players,
less voldme s bBeing traded in the European
wholesale rmarkels, grong nse to a8 lack of
transparendy and lgwdity. Uguidity s 8 mea

sure of the anilty to fransact farge volumes
without having a significant effect on proe.
For ezamale, a recent drap in UK power
prices from £682 (51200 a4 megawatt hour
(MWH) te E30MWH on 14 July 2005 taok
place based on a very small volume of 350
h of front-season, basaload contracts,

A recent study by Heren Energy shows
that the traded wolume in the power miarket
I5 down by @ thel from last year. |t esti-
mates the power markel in 2005 s likely to
trade at a httle under twice its physcal size,
compared with the ol rarket, which tades
many times s physical wolume, This fack of
liguidity is damaging th UK power markit,
signilficantly adding fo the traging nsk,

Although the 17% price drop in July nad a
tonsdershie effect on traders’ positions, il
algn affected volallity — an imporant com-
panent of the valus-at-risk celoulations par-
fommed by maragers when settng limits on
traclers’ activities. The less houid a market,
the less tradgers are sliowed to deal. further
eracing liguidity, -

The high cost of fuel

An obvious consideration i the assessment
of pawer prices is the costof fugl, Dver e
last year, gas prices Nave rsen Decause
many Eurcpean long lerm impon contracts
arg Ued 0 escalabng ol pnoes, despite the
developrrent o direct gas-indesation in the
LK, Eurapean gas supples, notably in the
Lk, have begnon a declring tend over the
last coupte of years, lovestment n new infra-
structure, inclugmg hguefied natural gas
Imper capacity, has nol vet come to fruition
and this is reftected in the pnce nse,

Coal prices nave alsg nsen, reflecting
increased world demand for both coal ana
freighl, Increzsed Chinese exports of goods
and imports of coa! snd WS imponts of goods
and expors of coal have hao an unsurpnsing
Lpward effect an prces,

Imtermational business leaders gathersd in
London in early October for a conlerence
Climate: change) the business forecast
hosted jointly by the Department for
Ernvironment, Food and Rural Affairs, the
Department of Trade and Industry and the
Climate Group, Notlceable by 115 absence
was Ofgem, the UKW energy regulator, even
though when it comes to the pnce of elec-
tricity, the pnce of carbon has become &
driver It cannot (gnore.

Europe’™s approach to tackiing climate
change i3 the cap-and-trade Emissions
Trading Scheme (PE 505 31, This places &
imit on the amount of carbon dioxide instal-

lations am aliowed (o amil ang abhges them
o ivest |In greengr ‘.1‘.{!3'1l'lﬁltr,t_{'.'. cul autpul, or
buy allowances 1o cone with: any excess,

Gien uncertainty over the future gdevetop-
ment ol emissions legislation and the lzad
Limes involved in commasioning power
plant, imestment in gregner 1echialogy 8
nat.an opbon avalsbie to generators n the
anort b medhum term, Smilarly, elecincity
regulators require that powar plants Hoop
generaling o préevent brown outs; even
whEen it Makes t0 Sconomic sense to do 5o,
and cuthing proauction 15 an option of only
limited applicability to power EEnerators -
INg o Keap within thelr emissions caps

This leaves generators with the opbon of
buyng emissions allowances 0 the markel
However, the fack of competition from fior-
el eleclncily supply means s carbon
pnceas passed on to the consuner.

Hbmately, the obectivg |5 10 encouragn
gensration from renewable sources, but
rehiance on renewables s imited by ramp
generanian response) rales that are not
guick enough 1o provide power 1o the gnds.
Consequently, gengratmn from fossl fusls,
which can mesponc more guickly e demand
from the grd, is here 10 Sty

The carbon effect

However, power generation from coalcan
el 2% much as thres times and oil twice
the amaount @f preenhouse gases per
megawail hour as gas-lired generation,
gepending on the age and configuration of
the plant, Consadluently, over the long term,
rising carhon paces will drive European power
ganeration towards gas and away from coal.

This 15 alresdy evident i marke] behaviour
and In.a noticeable coreiatian befeesn the
carbon pnoe, the spark spread (Ehe price dil-
ferertial between gas and powerl ang dark
spread (the poce differential between coal
and power), O pnces show 3 less. obwous
corrgtation with carbon gven the numenus
other influencas acting on ol prices.

Carhon prices have nsen o this fist year
af the ETS frm EurgS a tonne ($9.6/1 1o
Euro30yt, before sattling nto 8 Eur22-234
ranga. But we are yet o see what peEak wir-
ter power -and gas demand will do to
demand for emissions allowances and their
price, Because installations can norow frorm
20062007 emissions-allowance alloca-
Hong, this effect may dar may nat be appar-
ant in wantes 2005, But if Europe suffers
cold winters-over 2006 w0 2007, we could
see much higher power prices, unless regu-
Imtors are prepared o accepl power cuts, O
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