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ThIs paper IS one m a sencs exploring the potentlallDlpact of greater compctlt1on tn the 

Hunganan electl'lcity sector The gwertll purpose ofthc stUdy JS to aDaIyzc the effect greater 

competltIon m the sector could have on sector partlClpants and on the Hunganan economy m 

general Whlle these papers focus on tha compentlon reqwred by the EU DlI'CCt1ve on 

liberalIzatIon ofthc:: electrIcity market, they also explore whether more compe1It1on., beyond the 

mllumum requl!8d under the Dtrective could provide add1U onal net benefits 

Each paper examInee; the ts.(jue of greater competItIon from a specific perspectIve One 

paper foc~s on the unpact different potentlal owncrstup arrangements Wlthm the sector could 

have on the sector and economy Another paper exammes vanous t:rachng models - the stalll"l 

quo, mtnlDlwn change under eXIsting law, mmunum. change to meet EU reqUIrements, and more 

competltlve models, with pools, direct access and/or bIlateral tradmg arrangements A third paper 

looks at financIal issue~, such as stranded costs and the posSlbdlttes and ramrlicatlons of 

potentIal bankrup1crec; A fourth paper concentrates on 1echmcallSSUCS, IdentIfymg constratmS or 

advantages that could result from the mjcCtlon of more competltlon mto the sector 
Om'" Mumlm~111t 

"'~uarf' TJus partICular paper focuses on the role of the regulatory body overseeing actIVltles In 
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2 PI80mi 

MVM [s legally respollSlble for local demand forecasts and secUrIty of supply The State 

retaInS control over future oonstructlon of generation through adoption of a government 

estabhshment plan and a hcensmg procedure for new plant winch rcqwrcs consistency WIth the 

plan and/or governmental approval to bwld. 

3. RebliDcd Monopoly Structures 

Only one transllliSSlon company IS pcnmttc:d by law W1th Inru1ed t=xu:ptlOns, 

chstnbutoIS arc hccnscd to operate '" Ithtn exclusive semce temtones. and an: obbgated to serve 

all ("ustomcr., witlun those temtones There IS no compelled tJurd party access Pubhc plants 

mLJ!,"t offer theJr power to MVM J 

4 Llcenslnl 

All generatJ.on (except small plants) mut;t be hcensed by the HEO Tran~JJnSS10n and 

dlStnbUllon comparues must also obtam hcenses from the HEO 

S. Prlemg 

The Mmuttty ofIndustr}\ 'trade and Tounsm ("MOlTI'1 sets tmffs, With REO Input as 

to the appropnate formulae to follow m scttmg pnces 

6. Long-Term Contracts 

GenCl1ltOrs enter Into long-term contracts Wlth MVM to sell power; 

MVM then enters mto long-term coJltracts to sell and. transmIt that power 

to dlstnbuton. 

1 Tho E1ectnclty Act (§21(3» provules that., on behalf ofa pnenior, the m:o can liccnsc ducct supply for QQl'taJn 
c:onswncrs (m whlc:b case the generator IS considered a dJstn'butnr) The law does noc tnclude any ftuther 
pmw=n for tlus authonty 11us avmue appears to proVide only a verv limited extepbon to dlSlnbutor 
monopolies within thew servIce temtones 
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5 COlUumer Protection 

Under the ElectrIcity Act, the HEO IS charged With ensunng customer demand. 

standardlzatlon of services, and consumer protectIon 1 eebmcol standanilzatlon and SOCWlty of 

supply IS IIIlplemented through the HEO's approval of the OperatIonal Code. which must be 

rQIJowed by anyone connecting to the grid The HEO also approves hcensecs' busmess rules (m 

consultation WIth consumer organizatlons), establIshes the order of restnctlon to conswners m 

cmcrgCIlClcs, InvestIgates consumer complaInts:> and resolves consumer disputes If com .. Ihatton 

attempts fOIl. 

IT. The Current OrgaDlzation olthe IlEO - How It Regulates 

Generally spealcmg, the HEO has lmut.ed independence and resources 

A. REO Stmcture 

A chart scttmg out the HEO's structure 15 attached hereto as Appendix 1 As mdlcatcd 

thereIn, there 18 one DIrector General (Pre!oldent), two DIrectors (VICC PresldentS) (one m charge 

of hcensmg, the other 1ft charge of pncmg, consumer protect1on, energy COnscrvauOIl and 

COMplaints). a dU'Cctor ofmternal financmg, and a legal and management department. There arc 

a total of 58 employ~, many ofwhnm are part-tIme The agency IS funded entlrely out of the 

fees It charges, those fees arc not set b)' the HEO. but rather by the MOm and Mtntstry of 

Fmance CUMOF"), through alolnt decree (29/1994 (XI 4) IKM-PM) Last year, the HEO'~ 

revenues from those fees amounted to 335,383,000 HUF 

Some salanes of HEO personnel are set umfonnly pursuant to Act xxm of 1992 on 

CivIl Servants (with vanous adjustments) They are Jow as compared to the HEO's pnvate 

sector counterparts. Other salarIes dIffer from governmental body to govcmmcntal body, and the 
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the sector. has pragmancally ma.x.tmIZea Its mdependence to the extent pOSSIble under Its current 

legal and finanClal constraInts 

F or example, currently, statutory bmttatlons on common ownersrup of sector assets and 

sector re-aggrcgatlon IS weak to nOD-exJStc:nt. In the absence of such law, the HEO has stepped 

m by mclud.tng ownerslup restrlctJons m the tenns of the hcenses It has Issued Thus, to the 

extent the law has glvcn the HEO wme power (c g , the power to hccnsc), the HEO has 

attempted to exercise that power as aggresSively CIb lCiaJly and pracuca11y feasible 

The HEO's expertIse has also presented an avenue for exercise of some authonty For 

example, governmental authontles looked to the flED for adVIce as to the mmunum level of 

SCI'Vlce that must be prov1ded dunng stnke Sltua.t1Ons, despite any reqwrement that the HEO be 

concrulted 

U1tunate]y, however. these more mformal avenuec; for exercIse of mdepcndence are 

restncted by law and practlcahty For example, the statute relatmg to stnker nghts prevents the 

HLO from enforcmg any mmunum level ofpcrformanee others have asked It to cstabbsh 

complIance by the workers must be voluntary. 

C. Proceu 

The HEO operates under a DUX ofiormal and Informal proceSbeS Fm:mally, the 

CIVIl Procedure Act applIes (except that the adnurustratlve dc:adlme IS changed to 90 da)'s) 

Apphcants lor other aggnevcd partles) do not have the nght to a hcanng before the HED 

regarcbng Its deciSIons They do, however. have appeal rights to the MOm and.. thereafter, to 

court 4 

, The only publJc hcarmg that must be beld :relates to Jssuance of an estabhshment llcense fhBl heanng, however, 
IS held before Il pallel of exper13, not the HaO (73,'1996 (V 22 ) Government Decrco ) 
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Examples of how regulators are orgamzed and act WIthIn the non-competluve model can 

be found m countnes wrth vemcally mtegrated monopohes Tn the Umtcd States, for example, 

prIor to the IntroductIon of competl\lon m the market (commencmg In 1978 and acce]eratmg tlns 

decade), pubbc uuhty COtnmlSSlOns at the state level, and the Federal Energy Regulatory 

Conunlss1un ("FERC") at the federal level, unposed comprchCDSlve substantIve ruJes on the 

hmrtcd number of sector pdItiClpants, monatored their actIvItIes very closely t and essentlally 

restnctcci how the sector pamclpants could oper41e WIthm very narrow parameters Because they 

set all pnces thc:sc: regulators rCVlewed and approved all uuUty cost mputs and profits They 

appIoved all major lnvestments, reqmrod unhties to create JDtegratcd resource plans, and 

Imposed rules as to demand side management 

Because consumers are suppbed through a monopoly m a non-competItJVe model, these 

regulators also unposed detadcd rule~ regardIng the uhhty-consumer relatlonshlp, and to resolve 

diSputes between the consumer and the monopoly. 

ThIs sort of comprehenslve oVersIght requires a regulatory body Wlth many employees 

and a large budget Matcnals rcflcctmg even recent US (state and federal) budget and 

organuation structures arc attached hereto as AppcndlX 2, As one example, In 1995. FERC bad 

a budget of approx1mately $170 milhon and sull has over 1300 employees In addItIon to thls 

federal overSight, Wltlun the State of IllinoIs alone, WIth a populatIon of approxunatcly 12 

mllhon, the state utlhty commiSSion (the "ICc"') m 1995 had a budget ofapproxmtately $30 

millIon and staff of 31 0 Pcnnsylvamn, also WIth a population of approXlIIlately 12 nullton, b-pent 

$40 Dllllion m the fiscal yeM endmg 1995, with S8] employees 
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servmg a country a populatIon of 34,600,000, has only 75 employees (For a chart ofENRE's 

structure, see Append%x 5 ) 

III. The Models In Pnetace 

A. In CODcept 

Conceptually, the two ends of lhe rq,'Ulatory specuum reflect (1) a large bureaucracy 

engagIng m clo~ overSIght 1D the nOD-eompetitivc model, and (2) a leaner, less mtruslve referee 

m the compettove model 

Because the regulator m the non-competJt1ve model spends Its time lDlposmg substantive 

rules on sector par1lClpanrs, It reqwres engmeenng and .finanCial expertISe sunilar to the 

pert;onnel requirements for the ut1Imes themselves Indeed, the regulator In a non-competJ.t1ve 

model essentially mirrors the ~ktll~ and kno~ledge of the llt1l1ty, In order to detennlne whether 

the uubty i~ functlomng as cffiC1cntly as poSSIble 

At the other end, the regulator m the competitive model acts as an an1l-monopohst. The 

market, not the regulator, oversees the effic1enaes of the sector partIetpants Thus., the regulator 

In the non-oompetJuve model pnmanly reqUl1'es econolDlc and finlUlCw expertIse 

B. lD Practice 

In reahty, the dlfferences between regulators actmg Wlthm these models 15 not as stark as 

theory would predIct For example, regulators m the Umtcd KIngdom have engaged In more 

aggresSIve pnce rCVlew than first ant,clpa~ lnJcctmg substantlve OverSIght mt.o thClf roles 

Aspects of the electrICity sector remam a monopoly m any model (e g • transmISSIOn) The 

perceptIon of electnclty as a human nght as opplscd to cl Dun~senua1 commodIty reqwres the 

o It 15 also advIsed by 14 F.JectnClty Consumers' Commlttees (one for each regional electrIcity supply compmy m 
I:.ngJand. 3cotJand and Wales) Each of these Committees has between ten and twenty voJun~er local members and 
iIlchwmum 
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head, ega three to seven member panel. ex parte commurucattons arc lnnned or ProhIbIted. 

deClSlonmakmg occurs In pubhc, and strict confhct of mterest rules apply. 

When the eiectnClty sector IS both privatIzed and made competitive. the: need for 

perceIved obJectlVlty bet.OIneS even more lUlportant. because the pnmary pUIpOse of the 

regulator IS to ensure a level plaYing field amona multiple sector pamclpants Regulator 

independence thus ~om~ even more lmportant WKicr such a sector model 

ENRE is thus autonomous (it IS a quasi-state agem.y affihaTf',d With the IIllIllstry of 

economy and funded by m sector partiCipants' rates) It bas five mcmber& (selected by the 

govemment), aru:l COnflict of mterest rules havc been imposed .- they cannot have any cconuml" 

Interest In the entIties Wlthm the scope of thClI' regulatIon 

Slmllarly, while only one Duecwr General heads OFFER (WIth a fixed term of office), It 

IS an mdependent. non.Mlnlstenal body, empowered by statute to recover Its full economic costs 

through the fees It charges on sector partiCIpants 

ANALYSIS 

I. EU Diredave Reqauremenu 

The gmdmg prenuse of both the Treaty of Rome and the EU Dlletttve IS to create a 

ammon European market m wluch persons and entIties from the vanous member countnes 

compete on a level playmg field The DirectIve reqmres Increased compctrtlon In the electrlclty 

sector. and an obJocnve. transparent and non-d!scmmnatory process for IeVlewJ.Dg governmental 

deCISIOns affecnng the sector At a mmlmwn. therefore, to meet EU reqmrcments, the HEO (or 

cUlOther regulatory body) must take on new dunes to ensure acqwsltlDn and mamtenancc of the 

nunimum IIlZU'ket access rcqutrcd Wider the Dlrectlve The HEO (or another regulatory body) 

must also perform thiS function In an obJectJvc, ttansparentt and non-dJscnmmatory manmo:r 
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electnClty generatiOn, transmlsSlon and dtstnbutJon acUVltles" to "be respoDSlble for the 

orgaruzatlon, morutonng and control" of the tender procedure 

Agam, these du1l~ must be pedormed m an objective and non-cb~cnmmatory manner, 

using transparent procedures Authonzatlon and tender processes must apply "public" 

"obJectIve, transparent and non-dlScnmrnatory cntcna" (Art. 4, 5(2», apphcants must be 

mformed 01 the RWIOIlb for any refusal to grant an authorI7Jl1lOn, "wlnch must be objectIve and 

non-chscnnunatolY well founded and duly sub&tantiaLed" t cUld appeal procedures must be 

avaIlable (Art 5(3» 

n. Other EU RequU'ements 

The Treaty of Rome unposes other rcquucments reqwnng competrtlon. ArtIcle 86, for 

example, prolublts abuses of a domInant posltlon by one or more undcrtalangs (busmcsses) 

Artlcle 90(1) nnpo!lcs obhgatlans on memher states relating to busmesses to wluch they grant 

spcclal or exclUSIve nghts (such as a transnnsslOn or dIstnbutlon company's monopoly) 

ExemptiOns are proVided, but lmuted 

Arbcles 85 and 86 P"OhlbIt anu-compctltlve behaVIor and abuse of domtnant IIlfJIket 

proVISIOns. Member states must nonfy the CoJIlmlSS10n about contracts winch could be deemed 

VOId as preventlng. restncung or dJstortmg competition in the common marke~ or the panles to 

the agreement are exposed to fines 

PragmatJcally. tins means that the sub,1mltlve law m Hungary should prevent tJus ~rt of 

antH"ompctlUve behavior. and some regulatory body should momtor the Jaw's Implemcntanon 

Wlulc: theoretically all such OVeRJlght {..auld be left to a general, anu-monopoly regulator, m 

pracncc the regulator In charge of energy sector partiCIpants IS often dlleast consulted when 

cicCIS10ns are made reeardmg anu-compeutlVc behavior Within the "ector 
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competrtIve model (Dunng the translDOn, addlt10nal resources would probably be req1lll'Cd) 

Such a change would also reqwre cbfferent expcrt1se WithIn the HEO For example, It wlll be 

more Important to have staff Wlth economac, tinancl8l and legal expertise 

TOPICS FOR FURTHER STUDY 

1 The lIDpact of budget Jncre~:, 

Currcndy, the HEO is self-sustauung -. it IS funded by the fees It charges to sector 

partICipants - but It IS not sustammg Itself very well The unpact of Lbanges m the fee struct~ 

to increase the HEO budget should be analyzed 

2 Analysis of SlDlllar regulatory bodies 

Once Hungary deCIdes on the level of restructUnng of the sector It WIshes to make, a 

more detalled analysIS of the HEO's needed staffing, budget and expertIse should be undertaken, 

mcludIng a closer examination of eXlsung regulators operatmg WlthIn a slmliar sector model 

RECONBIENDATlONS 

Increase HEO mdependence 

• ImteBd of one PreSldent, create a governmg board WIth staggered" fixed terms of 
appomtment 

Tins recommendatIon would requite a statutory change (probably an amendment to the 

Gas Suppl) Act) 

• gIve the HEO the nght to :,et lts own fees and salancs and Increase its budget 

Thts recommendatIon would probably also reqwrc a statutory change, but nught be 

pwaUy aclucvable through a Jomt MOnT - MOF decree mcilcaung deference to HEO lee 

calculatIons [ven In the absence of statutor) t.bqe, greater deference to HEO calculations m 

practIce would probably not only IUd m mcreasmg mvcstorpcrcepnon of agency uul~ndencc, 

but could lead to greater accuracy in determmmg appropnate levels of fundmg As the agency III 
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PartICIpants 1Q the sector need to know what rules eXIst, and that those: rules will be 

appbed evenhandedly Therefore, the more formal and exphclt the rules (that IS, the more a rule 

IS embodied m a statute as opposed to a decree Dr non-blndmg mternal guidelme), the more 

confidence the sector partlclpant has that those rules will be enforced Even m the absence of a 

statutory change, however, the Compct1t1on Office and HbO can explICItly set forth between 

themselves therr undeIStandmg of theU' respective duttes In regulatsng and preventing anb

compet1tlvc behclvlur Thcse two agencIes could JOintly promulgate gwdebnes, COIlSlstent WIth 

existing law. wluch spell out how 1hey dehneale theIr dutIes, and how they mtend to cooperate 

With each other The morc pubhe such gwde1mes, and the morc co1lS1stently they are followed. 

the more helpful the eXlstenoe of such gwdclmes am be Ul lnC1'C8Slng 3cctor partiClpcmt 

confidence lD the system 

The CompetItlon Offico and the REO could form a JOInt COmmlttee nght now to analyze 

e'tlstmg law and to draft gU1delines settIng out the duties of each agency and how they intend to 

work together to fulfill those dunes 

2 StandardIze and open up HEO processes 

• give the HEO the power to Issue general decrees and guldehnes 

TIus recommendatIOn would rcqwre a major change In the law RIght now Act XI of 

1987 on legislatIon prevents any agency from lssumg bmdmg regulatIons Elther tins law would 

have to be amended. wluch would then apply to all agenele$ generally, or the Gwt Supply Act 

would have to be amended to allow the HEO to have specl8l powers beyond those gIven to other 

agenC1es In either mstancc, pohtlcally, such a change would be dlfficult to achleve One 

argument m favor of gi vmg bpeClal, greater powers to the HEO than to agencies outsu:ie the 

sector could be that the CU Dll'ccbve encourages, If Dut requlI'Cs, a certam degree of 
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One spectfic example of a subject needIng more explicit regulatory development is 

ownershIp bmitauons Ideally, n statute should unpose spcctfic lirmtatlons, and give the 

CompeUtlon Office and the HED authonty to Impose more dcta1led restnctlons 10 the absence 

of a such a staute. the MOF t MOI1T, Competluon Office and HEO could work. together to Issue 

8Jomt MOF-MOm decree ~'Pelhng out what ownershIp WIll be allowed, what OwncrshlP Wlll 

be d=mcd ann-competrtlve, and how the CompCtl1Jon Office and liEO wtllJomdy regulate 

antl-competlhve behavIor 

• standardtze commumcatlon avenues among the lIDO, apphcants and other 
mterested partIes, create a heaang process for dccislOnrnakmg. and proJnulgdte 
general rules 88 to the proccssmg of appIicatloDS 

RIght now, the HEO must follow the Admmlst:ra1lve Procedure Act No other procedural 

rules appJy WInle current bmltatlnn~ on the HED's abulty to ISSUO general decrees restnct the 

lIED's abll1ty to promulgate hmdtng procedwaJ rules, It can at least create, publish and follow 

mtemal guIdelmCS standardIzlng Its treatment of apphcatJons and other regulatory conduct 

One example of an area where such standardIZation could be beneficial IS treatment or 

deficlent filmgs. When an applicant files a deficIent application, omlttmg needed mfOrmatIon, It 

would be helpful Jf the REO had a publIshed protocol, consIstent WIth but more specIfic than the 

Admmistratlvc Procedure Act. indlcatmg how the IlEO will respond The protocol could 

mchcatet for cxample~ that (1) the HED Wlli review all applIcatlons of specIfied types Wlthin X 

number of days for oomplctencss, (2) If It finds that some matc:nal1S IDlSsing. the BED wtll 

commumcatc that deficlC:ncy to the applicant Wlt1un Y days and give the applIcant Z days to 

respond, and (3) If the apphwnt £u1s to respond or the response stlllleaves deficlenclcs wJtlun 

the allowed tune. the HEO WIll then rule on the application as 1$ (or ldk.e some other ~pcclficd 

behaVlor consIStent W1th the Act) 

21 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

protocol m place for channelmg objections and makIng tts declSlon All interested partles would 

understand the process tor making the decIsion, how they could be heard WltJun that process, and 

would know that no addlOOnai, ex parte meettngS were talang place 

Su"h standardlutlon through gwdchnes and protocols (or, If aV81lable, more bmdmg 

decrees or statutes) would not only mcrcasc perceptlODS oftransparc:ocy, objectIVity and non

dI&crimmauoD, but could also make the det.lSlonmakmg process more effiCIent, by avouimg 

multtplet ad hoc mcd1ngs and commUJUCatlO1l:i Contact wlth the HEO would be consol.ada1ed 

and strcam1mcd 
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Hungarian Tradmg Models 

I OverVIew 

Tills paper dIscusses alternatIve approaches for developmg a more competItIve electrICIty mdustry m 
Hungary under the eXlstmg legal framework It also dIscusses alternatIve market structures that will 
conform to the mmImum reqUIrements of the European Umon (EO) DIrectIve on mternal market 
openmg ImplementatIOn of these models will requIre legIslatIve reform that at a mmImum wIll proVIde 
customers non-dIscnmmatory access to the tranSmISSIOn and dIstnbutIOn networks of MVM and the 
supply compames 

FIrst, the paper exammes the optIons posed by the DIrectIve SpecIfic questIOns are raIsed as to how the 
DIrectIve mIght be met m the HungarIan context Second, the paper revIews the alternatIves faced m the 
deSIgn of any electncIty tradmg system An AppendIX expands on the Issues m developmg tradmg 
models from a conceptual perspectIve Thrrd, the paper dIscusses the defiCIenCIes of the eXlstmg market 
structure and offers an alternatIve structure wIthm the eXIstmg legal framework The recommendatIOns 
assocIated WIth thIS structure seek to maxIrmze the Hunganan Energy Office's (HEO) eXIstmg authonty 
to enact pncmg reforms that wIll facIhtate the operatIOn of a competItIve market under more progreSSIve 
market structures and to vIgorously promote competItIon m the entry of new generatIOn mto the market 
Fmally, the paper specIfies three alternatIve models for the Hunganan market structure WIth the baSIC 
advantages and dIsadvantages of each alternatIve 

II. EU Options and the BaSIC Questions for HungarIan Market Structure 

A EU Dzrechve 

The ED DIrectIve reqUIres a senes of conformmg reforms for all ED members m several key areas I 

These reforms are to be phased m begmnmg by 1999, WIth extenSIOns for some member states WhIle 
the DIrectIve specIfies a sIX-year phase-m penod to full complIance, the pace of Hungary's complIance 
WIth the DIrectIve IS dIctated by the European Agreement between the Hunganan government and the 
eXIstmg Member States The European Agreement proVIdes for a tranSItIon penod havmg a maXImum 
duratIon of 10 years 

From the perspectIve of estabhshmg a new market structure m Hungary, the reforms requIred by the 
DIrectIVe can be grouped mto three areas 

• GeneratIOn addItIOns Member States must estabhsh ObJectIve, transparent, and non-dIscnmmatory 
procedures for the authonzatIOn of new generatmg capaCIty If the Member State's regulated 
buyers are solIcItmg for thIS capaCIty, the tendenng process must be mdependently organIZed, 
momtored, and controlled 

• System access System access to the tranSmISSIOn system and electnclty market m the member 
states must be by eIther a smgle buyer or negotIated access approach that allows customers to have 

ThIS has been summarIzed 10 greater detml10 earher papers "PotentIal Confhcts Between EXIStIng 
HungarIan Law and the European Umon DIrectIve on LIberalIzatIon of the ElectrICIty Sector" March 1997, 
"ImphcatIons ofEU Laws for ElectrICIty Industry Reform 10 Hungary" January 1997 
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Hunganan Tradmg Models 

access to buy electrICIty from eXIstmg or mdependent producers End users gam access startmg (m 
general) m 1999 for customers of 40 gWblyear use (about 5 MW average load), droppmg to 20 
gWblyear use m 2000 (about 2 MW average load), and 9 gWblyear use m 2002 (about 1 MW 
average load) 

• SeparatIOn of generatIon, transrmssIOn and dIstrIbutIon functIons and prIce unbundlmg thIS area 
addresses Issues of transrmSSIOn system operatIOn mdependence or separatIon from generatIon and 
dlstnbutlOn and the unbundlmg of accounts for generatIOn, transrmsslon, and dIstrIbutIOn actIvItIes 
These reforms are requIred m order to separate the competItive segment of the mdustry (1 e , the 
supply of capaCIty and energy) from the functIons that are mherently monopolIstIc (1 e, 
transrmSSIOn and dIstrIbutIon WIfe servIce) 

The DIrectIve does not dIctate a specIfic market structure per se Therefore, alternatIve market 
structures can be formed that may have an operatIOnal structure that leads to dIfferent patterns of 
ownershIp of assets, and forms of contractual relatIOnshIps between market partICIpants related to both 
the phYSIcal and finanCIal tradmg of electrICIty 

B The BasIC Queshons 

The deSIgn of any electrICIty sector changes for Hungary must address these specIfic EU DIrectIve 
Issues as well as momtormg the worldWIde trends toward the regulatIon of the electrICIty sector VIa 

market I tradmg schemes ThIS deSIgn can be posed as a senes of questIons FIrst, does Hungary want 
a transrmSSIOn and tradmg system to 

• Preserve the Status Quo and not comply WIth the DIrectIve GIven Hungary's comrmtment to Jom 
the EU, and the oblIgatIOns to whIch It has comrmtted m the European Agreement ThIs IS not a 
realIstIc alternatIve 

• Make changes wIthm current legal framework to move toward a more competItIve market and EU 
complIance (Model #0) ThIs IS a preferred approach but only as an mtenm measure The current 
legal structure of the Hunganan electncIty sector WIll not perlTIlt comphance WIth the DIrectIve 

• Enhance the eXIstmg current smgle buyer model or allow negotIated tranSITIlSSlOn access for large 
end users and generators on EU tImehne WIth mmImal EU complIance on dIrect access by large 
electnc customers (Model # 1) 

• Create a pool-based system WIth wholesale and staged development of retaIl access (Model # 2), or 

• Create an open access transrmSSIOn and dIstrIbutIon model, WIth transrmsslon scheduhng 
coordmated by an mdependent system operator, WIth bIlateral tradmg of electncIty at the wholesale 
level and staged development of retaIl access (Model #3) 

The second questIon IS the pace and scope of reform How qUIckly should Hungary open Its market to 
competItIOn? Should competItIOn be restrIcted to the wholesale level or expanded to the retaIl level? 
Should non-tradItIOnal entItIes such as power marketers and brokers be perrmtted to partICIpate? 
Should Hungary move through several dIfferent models m a planned trajectory m the tranSItIOn to EU 
complIant model? 
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Hunganan Tradmg Models 

Fmally, thIs pohcy effort needs to address the eXIstmg COl1ll11ltments under the mItIal electncIty sector 
pnvatIzatIOn and other econOmIC reforms occurrmg m Hungary and m adJommg countnes m the regIOn 

ThIs paper raIses two addItIonal Issues 

• The fIrst questIOn relates to how the costs of the transItIOn from a monopoly to a competItIve market 
wIll be recovered SpecIfIcally, the openmg of the market to competItIon, m the absence of a 
!ransItIOnal mechanISm, may result m under recovery of the mvestment cost of eXlstmg generatmg 

-capacIty to the extent that It exceeds the market value Pohcy optIOns for addressmg these so-called 
stranded cost are dIscussed m the compamon paper " " 

• The second questIon IS to wbat degree should Hungary go beyond the mmlmum requIrements of 
DIrectIve? What benefIts Dr'fosts mIght thIS brmg? What IS relatIonshIp to neIghbormg pools or 
markets? What opportumtIes! are avaIlable to Hungary because of Its pOSItIon m the European 
energy market? I 

The answers to these last two questIOns are beyond the scope of thIS paper 

III. Bmldmg a Tradmg Scheme 

Any scheme that mtroduces greater competItIOn through market-onented electncity tradmg must address 
a senes of baSIC questIOns about the "What, When, Where, Who And How" of the tradmg system 
These are the baSIC Issues that must be covered m the deSIgn of any electncIty tradmg model 

• What IS traded through the operatIon of a competItIve market That IS, what are the dIscrete 
serVIces or functIons performed m the prOVISIon of bundled wholesale and retaIl electrIC serVIce that 
can be unbundled and valued m a competItIve market 
» Short term, non-fIrm energy, short-term energy and capaCIty, long-term energy and capaCIty? 
» AncIllary serVIces (voltage control, frequency regulatIOn, load followmg, losses, reactIve power 

supply)? 
» Energy and capaCIty bundled WIth transrmssIOn? 
» Leave the system WIth all requIrements serVIce to end-users, but WIth unbundled rates? 

• When does the tradmg occur and how long IS the penod covered? 
» Over what length of tIme are the energy and capaCIty cOl1ll11ltments made? 
» How far m advance of the actual dIspatch and dehvery are the trades made and confIrmed? 

• Where IS the pomt of sale between buyers and sellers? 
» How many market tradmg pomts for the purchase and dehvery of energy and capaCIty? 
» How IS tranSmISSIOn mtegrated WIth the energy? VIa real tIme nodal pncmg? Or are zonal or a 

tIme-of-use postage-stamp tranSmISSIOn rates effICIent enough to aVOId the more complex 
transrmSSlon pncmg schemes? 

• Who partICIpates m the market? 
» Who are the buyers and sellers allowed? Generators? Supphers? End-users? BIg end-users, 

small ones? HIgh voltage end-users, or at all levels? 
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Hunganan Tradmg Models 

)- Are mtermedianes allowed beyond generators and end users, such as MVM, the dIstnbutors, or 
thIrd party power marketers and brokers? 

)- Who settles the tradmg and schedules actual delIvenes? WhIch end users and generators may 
partIcIpate? Who acts as clearmghouse and how mdependent of other entItIes does thIS 
clearmghouse need to be? 

• How IS the tradmg carned out? 
)- Is the tradmg publIc? For quantItIes or both quantItIes and pnces? 
)- How qUIckly IS mformatIOn released? 
)- Does the central settlement process only mvolve energy, capacIty, tranSmISSIOn, and ancIllary 

serVIces or IS money exchanged dIrectly m the settlement process through a central 
c1earmghouse or some or all ancillary serVIces as well? 

)- Are pnces for some or all components set m a central exchange or are pnces and terms set 
bilaterally? 

)- What Infrastructure and systems (e g, metermg and real-tIme mformatIOn systems) must be 
developed to coordmate thIs tradmg? 

The AppendIX elaborates on these Issues from a conceptual perspectIve 

FIgure 1 Illustrates the range of these chOIces Of these questIons the key Issues that must be addressed 
m specIfymg alternatIve models are 

• The degree of end user partICIpatIOn -- The most sIgmficant factor mfluencmg the extent of the 
electnc mdustry restructunng IS the degree of end-user access to the tradmg and tranSmISSIOn 
system for custom, competItIve buymg of electncity needs As the market IS opened to smaller and 
smaller users, the degree of change m the market and market relatIOnshIps expands For example, 
only 41 customers and 19% of the energy use IS by customers at the largest, over 40 GWblyear EU 
DIrectIve customer group At the 9 gWblyr and above level, thIS expands to 203 customers and 
29% of the energy use -- five tImes as many end-users m the market Of course, as the number of 
customers served by market-based pncmg expands, the degree of stranded cost nsk for the eXIstmg 
mdustry players mcreases 

• The extent to whIch mtermedIanes wIll be allowed to partICIpate -- The development of wholesale 
and retrul market mtermedtarles or "power marketers" mfluences market lIqUIdIty and, because of 
the natural mterests of the power marketers, speeds change m the tradItIonal buymg relatIOnshIps 

• The degree of centralIzatIOn m the tradmg, both for energy schedulmg and for exchange of money -
The electncity network reqUIres some centralIzed phYSIcal coordmatIOn of tranSmISSIOn, generatIOn 
and ancillary servIces However, a broad range of alternatIves eXIst for the degree of fmancIaI or 
econOmIC coordmatIOn, from a centralIzed fmancIaI settlement process for all tranSmISSIOn, 
generatIOn, and mtermedIary actIVItIes to only bIllmg for tranSmISSIOn use 
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Hunganan Tradmg Models 

What Competitors Do You Allow? 
Illustrating the Range of the Competition Dimension 

FIgure 1 

• In Generahon 
- Development and Purchase from IPPs VIa Authonzahon and Tendermg 

- Development from IPPs Via Authonzahon and Open Merchant Buymg 

• In Wholesale Markets 
- Only Generators and Buyer(s) for End Users VIa Smgle Buyer Scheme 

(DIstnbutors and DIrect) 

- Only Generators and Buyer(s) for End Users VIa Bilateral Tradmg (DIStnbutors 
and DIrect) 

- Generators, Buyers, and Intermeruaries Via Bilateral Tradmg (Wholesale Power 
Marketers) 

• In TransmISSIOn 
- Only Monopoly, Unbundhng of TransmISSIOn Rates and AnClllary ServIces 

- Independent System Operahon WIth Independent Development 

• In Retail Markehng and Supply 
- DIStnbutors Only, DIStnbuhon and Energy Rates Unbundled 
- DIStnbutors and Generators Sellmg to LimIted End Users 
- RetaIl Marketers, DIStnbutors, and Generators Sellmg to End Users 

The four alternattve Models for Hungary, presented above, package these chOIces m a range from mmor 
changes (Model #0) m the current market structure to comprehensIve wholesale and retaIl market 
reforms (Models #2 and #3) FIgure 2 presents a classIficatIOn of the alternatIve models shown on the 
dImensIOns of degree of access, the number of mtermedIanes allowed and central versus bIlateral 
exchange 
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HungarIan Tradmg Models 

Classification of Models 

FIgure 2 

IV. AlternatIve Models 

t Central Exchange 

QI 
III 01 
III C 
QI CCI 
c.c 
c u 
QI >C 
a.W 
0'0 

t Bilateral Market 

0\ ~UII Retail & Wholesale 
ee 

~e~ r,e'? 
,. ~r; 

Monopoly 

The range of alternatIves posed by the conceptual dIScussIon, m SectIon III, has been organIzed mto a 
lIrmted range of alternatIves as a few baSIC models ThIs sectIon dIscusses these baSIC models 

A Status Quo Why Is It Unacceptable? 

Retammg the status quo of the eXIstmg market structure m Hungary IS not acceptable to eIther the 
Government or the regulator for three reasons FIrst, the current legal structure proVIdes for a 
monopoly market structure that precludes competItIOn beyond market entry by new generators 
Second, the current form of pnce regulatIon (1 e , bundled pncmg), whIle conSIstent WIth the econormc 
regulatIOn of a monopoly, IS mefficient and not transparent to customers ThIrd, the current legal and 
market structure IS not conSIstent WIth the reqUIrements of the EU DIrectIve FIgure 3 provIdes an 
IllustratIOn of the current market structure 
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Hungarian TradIng Models 

Status Quo 
EXIstIng Legal Structure 
(Money Flows) 

Non
DlSpatchable 

Dlspatchable Large Small 

BuySel/ 
Export 

FIgure 3 

Tariff 
Sales 

Cf 
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om "'~r~tolMl1OO>mmclusl$llWk<:t 
CA ""Q)nInl/)t,AgIlIlt~pBuyer) 

Sf '" i'tMc!nse;lIUIJictill.wber 
Silt "'Non-~~plier 
Cf ""Ffan¢lllllO'wmmm 
Cnf' .. NOIl'<fmlc:filse911S1tlmer 
"fSO",~y~
Wj\~J\~ 
PSA "'P11wer$_Agf~ 

1 Structurallmped,ments to Increased Competition 

NotwIthstandmg the structural reform that has resulted m the functIOnal separatIOn of generatIOn, 
tranSITIlSSIOn and dtstnbutton and the dIversIficatIOn of ownershIp through pnvatIzatIOn, the Hunganan 
power sector contmues to operate as a monopoly The ElectncIty Act contemplates econOmIC regulatIon 
of a lawful monopoly and the mdustry has been restructured accordmgly The monopoly status of the 
mdustry IS reflected m four elements of the ElectncIty Act that are Implemented through hcensmg 
condItIons, government and mIDIstenal decrees and contracts between eXIstmg comparues They are as 
follows 

• The supply comparues' operate under a statutory obhgatIOn to serve mutually exclUSIve serVIces 
area 2 WIth the exceptIOn of conservatIOn, npple control, self-use and the supply of new generatIon 
from drrect supply lIcensees authonzed by HEO, the supply companIes are msulated from 
competItIon to serve retrul customers wIthm therr desIgnated supply areas 

2 See Act XLVllI, Sectlons 21 and 43 
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HungarIan Tradmg Models 

• MVM has a statutory oblIgatIOn to plan for and acquIre resources to meet the supply company's 
long-term requIrements 3 In recogrutIOn of MVM' s statutory oblIgatIOn to serve the supply 
compames, a recIprocal purchase oblIgatIOn IS Imposed on the supply compames as a condItion of 
theIr lIcenses ISSUed by HEO 4 

• NeIther the supply compames nor retaIl customers have access to the tranSmISSIOn and dIstnbutIOn 
network to reach alternatIve sources of supply And, wIth lImIted exceptIOns, the Electncity Act 
requIres generatmg compames to sell theIr capacIty to MVM 

• In exchange for the nght to operate as lawful monopolIes, MVM and the supply compames are 
requIred to submIt to regulatIon of therr costs and profits 5 ThIS form of econOmIC regulatIon IS 
mtended to lImIt MVM's ability to exerCIse market power as the smgle buyer/seller of wholesale 
power to the supply companIes who currently do not have dIrect access to alternatIve supplIers It 
also controls the supply compames m therr potential exerCIse of market power over captive retaIl 
customers 

Based on thIS legal structure, the once vertically mtegrated MVM has been functIonally unbundled and 
the sector as a whole IS now vertIcally mtegrated by contracts ExclUSIve franchIses stIll eXIst 
Mandatory serVIce oblIgatIOns prevaIl and customers remam captIve to the system wIth whIch they are 
drrectly mterconnected CompetItIon eXIsts only at the margm m the form of self-generation, drrect 
supply lIcenses, competitive bIddmg for new capaCIty, conservatIOn and npple control In short, there IS 
no systematIC form of regulatIOn m place that affrrmatIvely promotes these forms of competItIOn that 
can eXIst under the current legal framework 

2 Pnce-Related ImpedIments to Increased Competthon 

The current form of pncmg also makes the status quo unacceptable Both MVM and the supply 
compames pnce therr serVIces on a bundled baSIS As a result of bundled pncmg a number of 
mefficienCIes have or are lIkely to emerge under the status quo 

• Bundled pncmg permIts cross-subsIdIes among customer classes that may foster mefficlent demand 
and m the long run an mefficient allocatIon of resources Smce 1994, the average pnce of 
electrICIty to households has gradually mcreased such that It now exceeds the average pnce to non
households However, It IS not clear that the current rate deSIgn IS VOId of cross-subsIdIes Such 
SubSIdIes If they eXIst could not prevaIl m an open access envrronment 

• Supply compames are not bemg compensated by MVM for loop flow over subtranSmISSIOn 
faCIlItIes operated m parallel WIth MVM's hIgh voltage network Unbundlmg retaIl rates to 
determIne the cost of distrIbutIOn WIres serVIce would allow for the pncmg of loop flow 
RecognItIOn of the cost of loop flow wIll proVIde for effiCIent expanSIOns of both the distrIbUtion 
and tranSmISSIOn network to relIeve network constramts It IS also not clear If the supply 
companIes are adequately compensated for MVM's use of therr facIlItIes m order to dispatch 
generatIon mterconnected to a supply company's facilitIes 

3 See Act XLVllI, SectIOn 42 SectIon 42(1) sets forth MVM's oblIgatIon to serve the supply companIes and 
reqUires that It be Implemented though contracts on a non-diSCrImmatory baSIS 
4 See Part IT, SectIon 5 OblIgatIOn to Purchase from TranSmISSIOn Company of the supply companIes 
OperatIonal LIcense 
5 See Act XLVm of 1994, SectIon 55(1) 
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• The absence of unbundled tranSlTIlSSIOn rates (wrres serVIce and ancillary serVIces) and lack of 
mformatlOn Identrtymg system constramts may result m foster mefficlent locatIon declSlons under 
capaCIty tendermg procedures The absence of unbundled transnnSSIOn rates also creates the 
potentIal cross-subsldizatlOn of network expanslOns and the costs to mterconnect new generators to 
the gnd Lack of dIstance-sensItive tranSlTIlSSIOn pncmg (If such dIfferentials eXIst) may also foster 
mefficlent locatlOn declslOns for new capaCIty 

• NationWIde retad rates as opposed to supply company-specIfic rates may prOVIde mefficient pnce 
SIgnals to consumers dependmg on the vanatlOn of mdIvidual supply company costs relatIve to the 
mdustry average Under these crrcumstances those supply compames whose costs are below the 
average wdl reahze a wmdfall and those above WIll reahze a shortfall m revenue relatIve to therr 
costs 

3 Impedzments to ConJormzng to the EU Dzrectzve 

There are numerous confhcts between the EU DrrectIve and the current legal and market structure that 
will have to be resolved m order for Hungary to be m comphance The two most sIgmficant elements of 
the Drrectives that are lackIng m the current legal structure are 
1 N on-dlscnmmatory access to tranSlTIlSSIOn and dIstnbution wrres serVIce, and 
2 A transparent authonzatlOn or tendenng process for the supply of new generatmg capacity 
WIth respect to access, as noted above, neIther the supply companIes nor mdividual retaIl customers are 
able to contract drrectly WIth generators or from the external electncity market eIther through drrect 
connectlOns or via access to tranSlTIlSSlOn and dlstnbutlon wrres serVIce 6 Nor are they able to reahze 
the eqUivalent econOlTIlC result through the smg1e buyer structure that IS contemplated by the DrrectIve 
Second, the capacity tendermg procedures currently under conSIderation by the Mmistry of Industry and 
Trade, m consultatlOn WIth MVM, do not appear to conform to the requrrements of the Drrectlve 

Three other elements of the current market structure are not m conformance WIth the EU Drrectlve 
1 The frrst IS the hlTIltatlon on Imports prescnbed m Decree 2911995 
2 The second IS the lack of mdependence between MVM's dual role as tranSlTIlSSIOn system 

operator/system operator and ItS merchant functlOn and contmued ownershtp of generation 
3 The thrrd IS unbundlmg 
The 15 percent of annual consumptlOn hlTIlt Imposed on Imports potentIally precludes conformance WIth 
the phased openmg reqUirements of ArtIcle 19 of the DrrectIve Based on 1995 data, customers WIth 
load m excess of 40-gWb account for 18 9 percent of the total domestIc market 

The lack of mdependence between MVM's merchant functIon and tranSlTIlSSIOn system operator 
functlOn WIll prOVIde It the opportumty to exerCIse market power under any competItIve model prelTIlsed 
on non-dtscnlTIlnatory open access MVM' s abIlIty as system operator to share market senSItIve data 
WIth ItS merchant busmess to the exclUSIon of competItors as well as ItS control of essential tranSlTIlSSlOn 
faCIlItIes wIll give It an unfarr competItIve advantage absent adequate regulatory safeguards 

ArtIcle 7 of the DrrectIve requrres separatIon of functIons m the absence of compete dIvestIture of 
generatIon and the transporters abandonment of a merchant functIon ArtIcle 14(3) requrres unbundlmg 

6 Except for the supply compames' ll1ruted authOrIty for low voltage Imports (under 35kV, under 5% of sales 
for the supply company, and With the waIver ofMVM) and 111ruted low voltage exports to non-mtegrated areas 
(under 35kV) as allowed m Decree 2911995 SectIOn 3 
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to ensure transparent pncmg and the elImmatIOn of cross-subSIdIes wIth mtemal accountmg by actIVIty 
As descnbed above, the current pncmg methodology does not meet the unbundlIng requIrement 
However, MVM and the supply companIes, as condItIOns of theIr respective lIcenses, are requIred to 
Implement transparent accountmg systems to prevent cross-subSIdIzatIOn of theIr basIc tranSmISSIOn and 
dIstnbutIOn serVIces from ancillary and secondary actiVItIes Thus, the cost mformatIon framework IS 
already m place to facIlItate unbundlmg of MVM' s wholesale rate 

B Model #0 Enhanced Status Quo -- Increased Competttton Wzthzn Exzsttng Legal 
Structure 

Model #0 IS mtended to move toward the DIrective pnor to Hungary's admISSIOn to the EU There are 
several potential changes 

• Separate accountmg for generation, tranSmISSIOn, and dIstnbutIOn actiVIties m entIties lIke MVM 
that retam control over more than one of these functIons ThIS IS a fIrst step m the process of 
unbundlIng pnces for these serVIces 

• RequIre MVM processes and organIzation that would pass general standards for mdependent 
tranSmISSIOn access for entitles Wlshmg to transmIt power mto, out of, or across Hungary VIa sales 
or tranSmISSIOn under eXlstmg market structure ThIs IS move would not reqUIre open access, but 
would establIsh the mtemal MVM processes and orgamzatIon that would SImulate open access for 
the eXIstmg generation purchasmg actiVItIes of MVM 

• Adopt formal standards for dIrect supply that mIght allow addItIonal dIrect access under eXIstmg 
law for a large customer classes on an ad hoc baSIS ThIS IS subject to potentIal domestic and 
mtematIonallegal constramts on the Issuance of these lIcenses and the overall pnvatizatIon 
agreements 

• EstablIsh and publIsh specIfic regulatory cntena and processes for the authonzation of new 
generatIOn faCIlItIes, mcludmg self-generatIOn plants 

To move toward a more competitIve market structure, mcludmg a structure that will meet the mmImum 
requIrements of the DIrectIve will requIre legal and regulatory reform Nevertheless, withm the current 
framework, opportunIty eXIsts to promote competItion m lImIted forms and to reform eXIstmg 
regulatIons to hasten the tranSItIOn to a more competItive market structure once the necessary legal 
reform has been enacted 7 

• CompetitIon m market entry for the supply of new generatmg capaCIty, 
• Wholesale pnce unbundlmg and tranSmISSIOn pncmg, 
• RetaIl pnce unbundlIng, and 
• PromotIon of exports by supply companIes 

7 The recommendatIons 10 thIS sectIOn of the paper are based on an aggreSSIve mterpretatIOn of the EnglIsh 
verSIOns of the Electncity Act Decrees and operatmg lIcenses To the extent the EnglIsh verSIOns of these 
documents do not precIsely convey the meanmg or mtent expressed 10 Hunganan some of these 
recommendatIOns may have to be modIfied or retracted to conform to the precIse meanmg of the law 
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Model #0 
Increased CompetItIon WIthIn EXIstIng Legal Structure 
(Money Flows) 
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The structure of the power sector under Model #0 IS Illustrated m FIgure 4 For purposes of thIs 
dISCUSSIOn MVM's merchant functIOn IS dermed as Contract AdmmIstrator (CA) Its role as 
tranSmISSIOn system operator and dIspatcher IS dermed as TranSmISSIon System Operator (TSO) 
Because Model#O IS constramed to comply With the eXIstmg legal framework It does not produce a 
slgmficant structural change m the mdustry The prmcipal changes are the separatIOn of MVM' s 
merchant and tranSmISSIOn system operator functIons and certam elements of serVIces prOVIded by the 
supply compames -- but does not force open access tranSmISSIOn for MVM, but reqUIres separatIOn for 
the current transactIOns The maJonty of the recommendatIOns dISCUSSed below relate to pncmg and the 
adoptIon of genenc regulatIons to promote the lImIted forms of competItIon that eXIst under the eXIstmg 
legal structure 

1 Compehtton zn Market Entry for the Supply of New Generahng CapacIty 

CompetItIon m market entry for the supply of new generatmg capaCIty can be accomplIshed one of three 
ways under the current legal framework The fIrst approach IS through competItIve bIddmg for the 
supply of new or refurbIshed capaCIty through the EstablIshment Plan process requIred by SectIOn 4 of 
the ElectrIcIty Act On July 11, 1997, the MmIstry of Industry, Trade and Tounsm (MOITT) approved 
guIdelInes for new capaCIty tendermg The tender guideimes and requests for proposal (RFP) have not 
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been made avaIlable Thus, It IS not clear whether the process under consIderatIon IS transparent and 
mdependent 8 

A second area m whIch HEO can promote competItIon m market entry for new capacIty IS through 
aggreSSIve promotIOn of drrect supply lIcenses pursuant to SectIon 21 (3) of the Electnclty Act 
Heretofore, supply lIcenses have been ISSUed on a case-specIfic baSIS Generators seekmg drrect supply 
hcenses are provIded httle guIdance other than the recognItIon of HEO' s authonty m sectIon 4 of the 
supply company operatmg lIcense To promote drrect supply generatIOn, HEO could Issue gUldelmes 
specIfymg the procedures and cntena a generator must meet to receIve a drrect supply hcense 9 

Renewable energy and cogeneratIOn IS the thrrd area m WhICh HEO can promote competItIOn m entry for 
new generatmg capacIty SectIOn 43(4) of the Electnclty Act Imposes a mandatory purchase obhgatIOn 
of energy generated from renewable sources and other power plants "as defined by legal rules" subject 
to a 0 1 MW mmImum transfer capability and receptIOn pnce establIshed by HEO Rather than rely on 
a case-specIfic approach to authonzmg such generatIOn, HEO could Issue guIdelInes specIfymg the 
procedures and cntena a generator must meet to be elIgible for mandatory purchase of ItS output 
Presumably the receptIon pnce should not exceed the lowest pnce alternatIve of the supply company 
HEO could determme tIDS pnce admmlstratIvely or through competItIve blddmg 

2 Wholesale and Transmlsszon Pnce Unbundlzng 

Unbundlmg wholesale rates and tranSmISSIOn rates mto therr component parts IS fundamental to 
competItIOn It permIts the separatIon of serVIces whose pnce can be determmed by competItIve market 
forces from monopoly serVIces whose pnce should be determIned admmlstratlvely Although, the 
current legal structure does not requrre unbundled pncmg, HEO IS not constramed from recommendmg 
the unbundlmg ofMVM's wholesale rate be unbundled mto ItS component parts (1 e, power supply, 
WIfe serVIce and ancIllary serVIces) SectIOn 55(3) of the Electnclty Act delegates authonty to HEO to 
recommend rules for pncmg to the MOITT It does not prescnbe a specIfic methodology SectIOn 7 of 
MVM's lIcense permIts It to allow a thrrd party to perform ancIllary serVIces and ArtIcle 8 requrres that 
MVM mamtam a transparent accountmg system such that the costs of tranSmISSIOn and anCIllary 
actIVItIes are functIOnally separated 10 Thus, It appears that HEO has the authonty to requrre MVM to 
unbundle ItS rates under the eXlstmg legal framework There are a number of advantages to HEO 
takmg thIS actIon now mcludmg 

• EstablIshmg the accountmg and bIllmg structure to conform to the requrrements of transparent 
pncmg WIth a competItIve market conSIstent WIth the EU Drrectlve, 

8 For example, In the context of the DIrectIve, ArtIcle 6(5) reqUIres that the authonty responsIble for conducting 
the tender process be 10dependent of the generatIon, transnnSSIOn and dlstnbutIOn segments of the 10dustry If 
the tender process places MVM 10 control of the process, the Independence reqUIrement wIll not be met 
9 PromotIon of dlfect supply lIcenses may cause a supply company to 10cur stranded costs when It loses a 
customer to a dIrect supply hcensee There IS no exphclt statutory provlSlon that precludes or allows stranded 
costs to be recovered from the depart10g customer In the absence of any statutory authonty, REO could deny 
recovery of stranded costs AlternatIvely It could reqUIre that the supply company be compensated as a 
condItIon of the dIrect supply hcense or recommend an adjustment to the pnc10g formula to pernnt payment of 
an eXIt fee by customer tak10g dlfect supply serVIce 10 heu of serVIce from ItS eXIst10g customers 
10 For purposes of thIS paper anCillary serVIces are deemed to 10clude frequency control losses voltage 
regulatIon, load follOWIng scheduhng and dIspatchIng This based on a broad InterpretatIOn of the term as It IS 
defined In the EnglIsh verSIOn of MVM' s lIcense 
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• Ehmmatmg any cross-subsIdIes m MVM's wholesale pnce For example, unbundlmg would 
elImmate any cross-subsIdIes that may eXIst between the pnce paId by customers purchasmg transIt 
serVIce through Hungary and the bundled wholesale pnce charged to the supply compames, 

• Unbundlmg would allow for transparency of translTIlssIOn-related generatIOn serVIces purchased 
from the generators by MVM mcludmg frequency control, losses, reactlve power, and load 
followmg ThIs would lay the groundwork for pncmg these serVIces on a competItlve baSIS m a 
more competItIve market structure m the future 

• Because MVM contmues to own capacIty and operates a both a domestIc and export merchant 
functIon (1 e, the CA) It will be necessary to ensure there IS mdependence between the TSO and the 
merchant busmess ThIs wIll prevent the CA from havmg an unfaIr competltIve advantage m terms 
of market InformatIOn and access to the network SectIon 20 of the ElectncIty Act allows HEO to 
Impose lIcense condItIOns defined m legal rules A code of conduct Imposmg a separatIOn of 
functIOn between personnel mvolved m system operatIons versus the merchant busmess and the 
dissemmatIon of market senSItIve-data could be adopted by resolutIOn and mcorporated by reference 
mto an amendment to MVM's lIcense 

3 Promohon of Exports by Supply Companzes 

SectIOn 4(d) of the ElectncIty Act grants the MmIster of Industry and Trade (MOlT) the authonty to 
regulate Imports and export of electncIty NeIther the ElectncIty Act, nor Decree 2911995 precludes 
the supply companIes from entermg the export market m order to market any underutIhzed capaCIty they 
are purchasmg from MVM II In order for a competItIve export market to develop, a number of reforms 
would have to occur 12 

• Because MVM IS not legally oblIgated to proVIde non-dIscnlTIlnatory access and tranSIt serVIce, 
export transactlons ongmated by the supply compames would have to be effectuated through a buy 
sell transactIOn A supply company and an export customer would negotIate a purchase pnce and 
the CA would engage m a purchase resale transactIOn to dehver the power and energy In order for 
thIs system to functIOn, MVM's rates must be unbundled m order that the true and effectIve cost of 
tranSITIlSSIOn serVIce IS revealed to the buyer and seller 13 

• The supply compames should be proVIded real-tIme access to export-related market data currently 
known only to MVM m order to IdentIfy tradmg opportumtIes and the avaIlabIlIty of tranSITIlSSIOn 
capaCIty to effectuate trades The data should be eqUIvalent to the data made available by the TSO 
to the CA It should also be made avaIlable contemporaneously to all market partICIpants mcludmg 
the CA HEO should be able to reqUIre MVM to make such InformatIon avaIlable on a real-tIme 

II Decree 2911995 m SectIOn 4(3) specIfically authonzes exports at 35kV or less by supply compames to 
customers not connected to foreIgn dIstnbutIOn networks 
12 SectIon 6 of the supply company lIcense penruts a supply company to engage m Import/export actIVItIes to 
the extent It IS conSIstent WIth the MImstenal Decree (1 e, Decree 2911995) ISSUed m accordance WIth SectIon 
4(d) of the ElectncIty Act 
13 Based on the EnglIsh translatIon of Decree 2911995 that the use of the term supplIer" refers to the supply 
compames and MVM To the extent It IS mtended to mclude generators as well the buy sell transactIOn 
descnbed could be Implemented to allow generators to partICIpate m the export market 
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basIs as a conditIon of and pursuant to, SectIon 16 Duty to Supply InformatIon of MVM' s 
operatmg hcense 

4 RetallUnbundhng 

The legal support for retaIl unbundhng under the ElectrICIty Act would be the same as that used to 
support wholesales unbundlmg There IS no exphclt prOVISIOn m the act that precludes HEO from 
recommendmg to the MOITT that retaIl PrIces be stated on an unbundled basIs SectIOn 8 of the supply 
company hcense permIts It to allow a thrrd party to perform ancillary serVIces and ArtIcle 9 requrres 
that the supply company mamtam a transparent accountmg system mcludmg the separatIOn of the cost 
of supply, ancIllary and secondary serVIces Thus, It appears that HEO has the authOrIty to requrre the 
supply companIes to unbundle therr rates under the eXlstmg legal framework There are a number of 
advantages to HEO takIng thls.actIOn now mcludmg 

• Estabhshmg the accountmg and bIllmg structure to conform to the requrrements of transparent 
pncmg WIth a competItIve market conSIstent WIth the DrrectIve, 

• Ehmmatmg any cross-subsIdIes between customer classes 

• PrOVIde an unbundled pnce for wrres serVIce that could be used to ensure that supply compames are 
adequately compensated by MVM for the use of therr network facIlItIes associated WIth generators 
dIspatched by MVM that are mterconnected to a supply company and for loop flow on supply 
company subtranSmISSIOn facilitIes 14 

• Promote competItIOn by thrrd partIes to carry out ancIllary or secondary serVIces such as meter 
readIng, bIllmgs and collectIons and other customer serVIce functIOns that can be accounted for and 
prIced separately from baSIC wrre service 

C Model #1 Mzmmum Change Model 

Model #1 IS mtended to meet the mInImUm reqUIrements of the DrrectIve (See FIgure 5) It would 
accomphsh trus VIa 

• Direct access for the largest end users to generators on the tIme scale of Hungary's admISSIon to the 
EU (earlIer If requrred m the admISSIOn process) 

• Access for end users to generatIOn on a negotIated access baSIS The "negotIated" tanff structure 
would have to address the pncmg of tranSmISSIOn and, probably, the recovery of stranded costs that 
these end users would otherwIse have to pay 

• Separate accountmg for generatIOn, tranSmISSIOn, and dlstnbutIOn actIVItIes m entltIes lIke MVM 
that retam control over more than one of these functIons 

• SeparatIon of MVM' s orgamzatIOn and processes for energy contract admInIstratIon and the 
tranSmISSIOn schedulmg actiVItIes 

14 Based on the defimtton of transmISSIOn m con tamed m the MVM's operatmg lIcense, It appears that the 
supply compames may already have the abIlIty to estabhsh WIre serVIce rates In order to receIve compensatIOn 
from MVM SpecIfically the lIcense defines the term transmISSIOn to "mclude the use of assets of a 
suppher where necessary, on terms defined m the OperatIOnal Code and contracts governmg such use," 
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• Estabhsh and publIsh specIfic regulatory cntena and processes for the authonzatlon of new 
generatIOn facIlItIes, mcludmg self-generatIOn plants ThIS would also mclude the formahzatIon of 
the tendermg process for new supply for the dIstnbutors 

The baSIC verSIOn of Model #1 IS a creatIon of a smgle buyer m MVM WIth responsIbIlIty to carry out 
buy/sell transactIOns on behalf of the dIstnbutors, generators, and the largest end users These 
transactIOns would be negotiated drrectly between the partIes, but all schedulIng and fmancIa1 dealmgs 
wmJd be centralIzed m the "CA" function of MVM An enhanced verSIon of Model #1 (referred to as 
Model #1 + m FIgure 2, WIth enhanced transactIOns shown as dashed lmes on FIgure 5) has the CA only 
perforrnmg schedulIng of the operatIOn of contracts on a phYSIcal and econoIIllc basts, WIth no fmanctal 
flows gomg through the CA 
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D Model #2 Pool Model 

Model # 2 (See F1gure 6) 1S the ftrst of two models that go beyond the rmmmum requIrements of the 
DIrectIve Both Model #2 and Model #3 are desIgned to create more competItIve markets WIthIn the 
regIOn The key structural charactenstIcs of Model #2 mc1ude 

• Access to the transrmSSIOn system and a comprehens1ve pool for generators, dlstnbutors, and end 
users Pool settles cash market transactIons on transparent, open pncmg 

• Intermedlanes allowed to market power to wholesale and retaIl customers and to create a more 
hqrnd cash and fmancml market m electncIty 

• Access by end users on the schedule specIfied m the DIrectIve IntermedIarIes may begm actIvItIes 
WIth creatIon of pool 

• Separate accountmg or even dIvestIture for generatIOn, transrmssIOn, and dIstnbutIon actIvIties m 
entItles hke MVM that retam control over more than one of these functIOns 

• GIVen the open pool, the development of new generatIOn would have to be VIa an authonzatIOn 
process rather than tendermg process for new capacIty Is a tendermg process requIred for 
dIstnbutors If capacIty authonzatIOn occurs at natIonal level, outsIde nnmedlate control of 
dIstnbutors? 

Non
Dispatchable 

Small 
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E Model #3 Bllateral Tradzng Model 

Model #3 (See FIgure 7) all exceeds the requrrements of the DrrectIve It establIshes comprehensIve 
cash and forward markets m power ThIS model does not requrre the formatIOn of a pool to handle 
pncmg and settlements, but It would requrre a comprehensIve ISO or "segregated" tranSmISSIOn access 
coordmator The key elements of Model #3 are 

• DIstnbutors and end-users may contract for supply drrectly WIth generators and power marketmgl 
supply mtermeillarles on the EU schedule EXIstmg generatIOn contracts and dIstnbutor purchase 
contracts would wmd-out on a schedule that IS coordmated WIth end-user drrect access and stranded 
cost recovery fees placed upon the tranSmISSIOn! dIstnbutIOn system 

• HungarIan generators may export, others may Import mto Hungary, WIth an Import authonzatIOn 
process for long-term contracts (over 1 year), WIth a blanket authonzatIOn pOSSIble for shorter-term 
contracts 

• Access by end users on the schedule specIfied m EU plans IntermedIanes may begm actlVltIes WIth 
IDltIatIOn of negotIated, but transparent, tranSmISSIOn access 

• New capaCIty permItted VIa an authonzatIOn process rather than authonzatIOn I tendenng process 
smce end-users and dIstnbutors are capaCIty buyers Via bIlateral transactIons 

• Separate accountmg or even dIvestIture for generatIOn, tranSmISSIOn, and dIstnbutIOn actIVItIes m 
entItIes lIke MVM that retam control over more than one of these functIOns 

• TranSmISSIOn System Operator (TSO) or segregated Independent System Operator (ISO) developed 
for schedulmg open access tranSmISSIOn transactIOns ThIs TSO or ISO only schedules, and does 
not handle fmancIaI settlement of the transactIOns 

• Contracts (quantItIes and revenue) are reported, but perhaps on a delayed baSIS (dally or weekly for 
short term transactIOns, contracts on a quarterly or annual basIs) 
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Non-
Dlspatchable 

Small 

PPA 

FIgure 7 

F Summary of Models 

Model #3 
BIlateral Tradmg 
(Money Flows) 

Dlspatchable Large 

FIgure 8 below summanzes and compares these models to the current Hunganan market structure 

GENERATION WHOLESALE TRANSMISSION RETAn, SUPPLY 
TRADING 

Hungary Now Numerous but some Smgle buyer sellIng Smgle system None except hmIted 
key generatIOn held only to dlstnbutors mtegrated WIth smgle exceptIons 
byMVM WIth hrolted wholesale energy 

exceptIOns buyer/seller 

Model #0: Numerous WIth Formahze and make Smgle system but None except lImited 
Enhanced Status defined separate transparent process separate busmess exceptIons wIth case 
Quo busmess umts for for energy contractIng umts for energy by case consIderatIOn 

generatIon held by and authonzatlOnI contractmg (CA) of addItIOnal 
MVM tendenng for new tranSmISSIOn exceptIOns 

capacIty mcludmg scheduhng (TSO) unbundlmg of rates 
authonzatlOn for self- and operations 
generatIOn unbundled 

tranSmISSIOn rates 
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Model #1 Numerous wIth FormalIze and make SIngle system but DIrect access by EU 
Minimum Change defined separate transparent process separate busIness schedule VIa smgle 

busIness umts for for energy contractmg umts for energy buyer transactIOns 
generatIOn held by and authonzatlOn! contractIng (CA) unbundlmg of rates 
MVM tendenng for new tranSmtSSlOn thIs Model could 

capacIty mcludmg schedulIng (TSO) allow lImIted energy 
authonzatlOn for self- and operatIOns transactIOns on a 
generatIOn unbundled bIlateral basIs 

transilllSSlon rates 
clearly Isolated 
transilllSSlon ())Jerator 

Model #2 Numerous, WIth Pool pnclOg for SlOgle system but DIrect access by EU 
PooI .. basedMarket defined separate energy and capaCIty separate bus lOess schedule unbundllOg 

busmess umts for payments umts for energy of rates marketIng 
generatIOn held by lOtermedlanes contractlOg Intermedlanes 
MVM allowed transparent transilllSSlon allowed open 

authonzatlOn process schedulIng and tendenng process for 
for new capacIty operatIOns dlstnbutors untIl 

unbundled dIrect access reaches 
transilllSSlOn rates lowest level 
Isolated transilllSSlon customers 
operator but 
lOtegrated WIth pool 
pnclOg functIOn 

Mod(!13: Numerous WIth Bdateral market SIngle system but DIrect access by ED 
BJlat(!ral Tradmg defined separate pncIng for energy and separate bUSIness schedule unbundlIng 

buslOess umts for capaCIty payments umts for energy of rates marketlOg 
generatIOn held by lOtermedlanes contractIng lOtermedlanes 
MVM allowed transparent transmiSSIon allowed open 

authonzatlOn process schedullOg and tendenng process for 
for new capacity operatIOns dlstnbutors untIl 

unbundled dIrect access reaches 
transilllSSlon rates lowest level 
clearly Isolated customers 
transilllSSlOn 
operator With abIlIty 
to market pnce 
transmiSSIon In 
re~ated lImits 

FIgure 8 

V. Pros, Cons, and SpeCial Issues for TradIng Scheme AlternatIves 

ThIS section reVIew the potentIal models from, first, a general perspective m terms of market effiCIency 
and ED conformance, and then from the perspective of key parties generators, transmItters, 
distnbutors, large busmess users, small busmess users, and households 

A Potential Interest Groups and ObJecttves 

EvaluatIOn of these models requITes balancmg several objectIves from competmg mterest groups 

• A more competItIve electnc mdustry IS hkely to be more effiCIent and transparent -- encouragmg 
balanced econOmIC development VIa appropnate pnce Signals to users and prOViders of electnclty 
It also fundamentally supports econOmIC development by helpmg Hungary meet one of the 
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requITements for entry mto the EU These market efficIency and econOmIC development obJectIves, 
m the long-run, should be valued by all market partICIpants 

• Such changes will lIkely requITe shIfts m the econOmIC mterests for MVM, generators, and supplIers 
-- any tranSItIOn must address the COmmItments made m the electnc mdustry pnvatization efforts to 
date, or future pnvatIzatIOn and commercial development efforts may be JeopardIzed Thus, the 
eXIstmg players who may be dIsadvantaged m the move to new tradmg schemes must be given some 
stranded cost or tranSItIon payments or eqUIvalent benefit to match potentIal rIsks m the change 

• Labor mterests WIthm the eXIstmg mdustry wIll be dIsadvantaged rn the short-term by thIS 
tranSItIOn, but thIS must be balanced agarnst the mtermedlate and long-term gams from the 
rndustrIaI and econOmIC development and the rIsks from faIlrng to make the necessary market 
changes 

B Status Quo 

PreservatIOn of the status quo IS not an alternative given Hungary's COmmItment to Jom the EU 
Hungary filed It apphcatIon for membershIp on 31 March 1994 It has also executed a European 
Agreement, cOmmIttmg Itself to a tranSItIon penod of a maxImum duratIOn of 10 years At the end of 
whIch It WIll have presumably fulfilled the membershIp requITements Under ArtIcle 62(2) of the 
European Agreement, Hungary as COmmItted to abIde by the rules on competitIon contamed m ArtIcles 
85, 86 and 92 of the Treaty of Romel5 

C Model #0 Enhanced Status Quo 

ThIS Model proVIdes mcremental steps toward EU hberahzatIOns pnor to acceptance as a member It 
prOVIdes for aggreSSIve promotIon of a competitIve market for the supply of new generatmg capaCIty, 
but does not meet the mmImum requITements of the DITective It mitIates some competitIon m the 
wholesale market Via export sales by the supply compames and m the retaIl market by the promotIOn of 
addItional drrect supply hcenses, but these gams wIll be very hmIted 

D Model #1 Mmlmum Change 

The MlnImum Change Model establIshes a model that 

1 Can be easIly controlled and regulated centrally 

2 Can be arbItraged by major generators, users, and adJommg systems, but only to a hmIted degree 
because of hmIted dITect access by only largest end-users and the smgle buyer and TSO 

3 Is potentially slow to adapt to market changes because tIme reqUITed for rules and legislatIOn 
changes ThIS becomes more of a problem as adJommg markets, especIally larger markets, become 
more competitIve -- hke market mfIuences from the PolIsh pool and overall Central European pool 

4 Is the least mcremental change m mstitutIOns and legal structure 

15 I was concluded m the paper' PotentIal ConflIcts Between EXIstmg HungarIan Law and the European Umon 
DIrective on LIberalIzatIOn of the ElectrICIty Sector," March 28, 1997 that certam aspects of eXisting law would 
be deemed antI-competitIve under the Treaty of Rome rules on competItIOn 
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E Model #2 Pool Model 

The development of a complete pool based market 

1 Can be easIly controlled and regulated centrally, but reqUIres major mstItutIOnal changes combmed 
WIth the development of a complete wholesale tradIng system followed by a retaIl access system on 
a centralIzed baSIS 

2 Can be arbItraged by major generators, users, and lIke adJommg systems, especIally larger pools or 
mdependent marketers or supply users (dIstnbutors or end users) 

3 Is potentIally slow to adapt to market changes because tIme requIred for rules and legIslatIon 
changes ThIS becomes more of a problem as adJoInmg markets, especIally larger markets, become 
more competItIve -- lIke market mfluences from the PolIsh pool and overall Central European pool 

4 The publIcly avaIlable pncmg mformatIon, on a broadly publICIZed baSIS, would lIkely encourage 
the development of greater competItIOn and a deSIre for access to the pool at smaller customer 
levels 

F Model #3 Negotiated or Open Access Market wzth Many Compehtors 

The bIlateral approach to the market offers a model 

1 ThIS model has the least centralIzed control 

2 It can evolve from Model #1 on an Incremental baSIS WIthout the "bIg bang" assocIated WIth the 
development of a centralIzed pool (Model #2) 

3 CompetItIve market for new products In addItIon to pncIng commodItIes m a ftxed framework can 
result In new serVIces by dIstrIbutors, generators, and power marketers/ supplIers 

4 DIfftcult to arbItrage, adapts to changed condItIOns qUIckly, especIally at the wholesale level-- thIS 
could allow Hunganan market partICIpants opportumtIes to take advantage of market condItIons In 
adJomIng pools 

5 The publIcly avaIlable pncmg mformatIon, on a broadly publICIZed baSIS, would lIkely encourage 
the development of greater competItIon and a deSIre for access to the pool at smaller customer 
levels 

VI. ConclusIOns 

The Hunganan government and regulator should begm an evolutIonary process to move the HungarIan 
electrICIty market beyond the current structure The current Hunganan electnc mdustry market 
structure IS unacceptable for three reasons It IS a monopoly structure WIth competItIve entry only for 
new generators, current pnce regulatIOn WIth bundled pncmg IS mefficient and not transparent to 
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customers and potential market entrants, and the current legal and market structure IS not consIstent 
WIth the reqUIrements of the EU DIrectIve 

ThIS evolutIon IS expected to requIre balancmg several obJectlves from competmg mterest groups A 
more competItIve electnc mdustry IS lIkely to be more effiCIent and transparent -- encouragmg balanced 
econOmIC development VIa appropnate pnce SIgnals to users and proVIders of electncity It also 
fundamentally supports econOmIC development by helpmg Hungary meet one of the requIrements for 
entry mto the EU Such changes WIll lIkely requrre shIfts m the econOmIC mterests for MVM, 
generators, and supplIers -- any transitlon must address the COmmItments made m the electnc mdustry 
pnvatlzation efforts to date, or future pnvatlzatIOn and commercIal development efforts may be 
JeopardIzed Thus, the eXIstmg players who may be dIsadvantaged m the move to new tradmg schemes 
must be gIven some stranded cost or tranSItIon payments or eqUIvalent benefit to match potentIal nsks m 
the change Labor mterests Wlthm the eXlstmg mdustry wIll be dIsadvantaged m the short-term by tlus 
transitlon, but thIS must be balanced agamst the mtermedIate and long-term gams from the mdustnal 
and econOmIC development and the nsks from faIlmg to make the necessary market changes 

• A three stage approach IS recommended for movmg from the current structure to a more acceptable 
structure FIrst, the regulator should take all the steps needed wlthm the current legal framework to 
move toward a market that IS more competItIVe m generatIon, unbundled m pncmg at the wholesale 
and retaIl level, and promotes exports by a greater breadth of market partICIpatIon ThIS IS 
dISCUSSed above as Model #0 AggreSSIve ImplementatIon of greater competItIOn m generatIon vIa 
competItIve bIddmg, dIrect supply hcenses, and renewable energy and cogeneratIOn WIll create some 
lImIted mcrease m generatIon competItIon UnbundlIng at the wholesale and retaIl level Improves 
market transparency The promotIOn of exports by the supply compames wIll Improve effiCIency, 
create market competItIon even beyond Hungary's borders, and Improve market transparency The 
supply company exports would be conducted on a buy/sell baSIS transacted through MVM, but 
arranged by the supply compames Smce these steps are under eXIstmg law for the ongmal 
pnvatIzatIOn efforts, no tranSItIon cost treatments should be requIred 

• Second, the regulator and the government should mitIate the legal changes to move toward an 
enhanced Model #1 structure ThIS would reqUIre the fIrst stages of open access tranSmISSIOn for 
dIstrIbutors, generators, and, VIa a phased process, the largest end users ThIS mitlal tradmg can be 
Implemented vIa a buy/sell Smgle Buyer approach through MVM, but an "enhanced" approach 
would have MVM act solely as tranSmtSSIon system operator WIth a segregated contract 
admIDlstrator responsIble for eXIstmg contracts for generatIon and supply along WIth anCIllary 
servIces Other partICIpants m thIS enhanced Model #1 would transact contracts dIrectly between 
buyer and seller, but schedule energy through MVM m thIS lImtted market ThIS tradmg should 
focus on short-term and long-term energy, not ancIllary serVIces except on a case by case baSIS 
Export actlvitles and tranSmtSSIon unbundlIng should be encouraged to allow HungarIan and 
adJommg markets to work together Market transparency should be encouraged by pubbc reportmg 
of completed transactIOns Withm a short penod (Wlthm a month) after formal agreement IS reached, 
to support thIS, actual energy purchases and sales together WIth assocIated revenues and costs 
should be reported quarterly for regulated market partICIpants (MVM, supply companIes, and 
generators) ThIrd party mtermediaries should be hcensed and allowed to develop as "power 
marketers," who are also requIred to report transactIOns mvolvmg the Hunganan market ThIS 
stage should also address the transltlon process for eXIstmg generatlon and supply contracts and 
potentIal stranded costs (stranded costs could be treated as a charge on dIstnbutlon WIres and, on a 
hmtted baSIS hmIted by market condItIOns, for transmtSSIOn across Hungary, but thIS IS covered m 

Page 22 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

HungarIan Tradmg Models 

detail m a compamon paper) The fIrst stage wIll create tenSIOns between market partIcIpants that 
should be balanced between open access and tranSItion payments 

• ThIrd, as the transItIOn proceeds, under a legal and regulatory framework and schedule establIshed 
m the move to the enhanced Model #1, the market structure should move to Model #3 As open 
access IS extended to the smaller mdustnal customers, tlus structure aVOIds problems wIth the pool 
structure that rmght develop because of the relatIve SIze of the Hunganan market versus nearby 
markets or pools It also allows the HungarIan market players to partIcIpate m market opportumtIes 
for energy and ancillary serVIces that rmght eXIst m the nearby markets and pools ThIS Model #3 
goes beyond the EU DIrectIve requIrements, creatmg a competItIve market that may attract mdustry 
and new regIOnal generatIon development 

How fast should the transItIon process move? FIrst step to Model #0 should begm as soon as possIble 
ElectncIty markets worldWIde are movmg toward mcreased competItIve tradmg of energy VIa a vanety 
of models, but the trend IS clear market-based regulatIon of electncity IS more effiCIent than the 
traditIOnal command and control cost -based approach Second, m coordmatIOn WIth Hungary's move 
toward EU partICIpatIOn and the needs to keep Hunganan mdustry competItIve, the government and 
regulator should move qUlckly toward the enhanced Model #1 as a path to Model #3, mItIatmg the 
operatIons of Model #1 m coordmatIOn WIth the fIrst stage of EU large customer access m the 1999 tIme 
frame Tlus ensures that the electncIty sector does not Impede Hungary's partICIpatIOn m the EU and 
places the Hunganan electrICIty sector m a competItIve POSItIon versus nearby wholesale markets and 
moves the retail mdustnal rates toward a more competItIve structure to attract mdustnal development 
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AppendIx: Conceptual OverVIew on TradIng Systems 

A Overvlew 

ThIS appendIX exammes the development of electnclty tradmg structures from a conceptual perspectIve 
Although the dISCUSSIOn can become abstract on the types of products and servIces to be traded, the 
Issues can be reduced to a small number of basIc polIcy chOIces The fundamental questIons focus on 
the costs, benefits, and practIcalIty of mtroducmg competItIOn m the key stages of the market, given the 
SIze and econOmIC charactenstlcs of the Hungarian electnclty mdustry The relatIvely small SIze of the 
HungarIan market combmed With the potential for tIght tranSmISSIOn mterconnectIOn WIth adJommg 
countrIes, and thus very strongly correlated wholesale electrICIty market condItIons, make Issues of 
tranSmISSIOn and energy and anCIllary serVIce Imports very Important for Hungary 

B Creahng Types of Products For Power Marketing and Tradmg Busmess 

Any electnclty tradmg system must contmually ask the questIOn, "How should electncity serVIces be 
sold to vanous customer segments?" Settmg publIc polIcy m a establIshIng a tradmg system mvolves 
antICIpatmg how players m the market mIght dIscover and serve market needs usmg available (and 
antICIpated new) technology on a market segment and a product baSIS, given the skills of the eXlstmg 
and potential new orgaruzatIOns Thus, m exammmg the development of electncity tradmg schemes m 
varIOUS countnes and m varIOUS conditIOns, It IS Important to explore the dIfferent classes of products 
that mIght be created to serve electnclty needs m the dIfferent envlfonments 

Any approach to creatIng new market mecharusms for tradmg electnclty competItIvely should start WIth 
an exammatIOn of the customer values that mIght emerge m a market and balance these WIth the 
phYSIcal, fmancIaI, and busmess functIOns needed to operate m the power mdustry ThIS mvolves 
addressmg the often-IdentIfied customer values of relIabIlIty of supply, pncmg, and converuence 

Based on expenence m other market unbundlmgs, as the restructurmg evolves, retaIl mdustnal and large 
commerCIal customer preferences wIll mcreasmgly drIve the process FIgure A-I Illustrates the typIcal 
large customer preferences relIabIlIty IS Important but lIttle dIfference IS perceIved between supphers 
as the market matures The key buymg factor IS pnce m the dIfferentIatIOn of suppbers SerVIce IS only 
a "tIe breaker" between otherWIse eqUIvalent suppbers 
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Price 

Avail
ability 

Service 

Delivery 

0% 20% 40% 60% 800/0 

Share Identlfymg Issue as most Important 

illustrative values 

FIgure A-I 

The chart m FIgure A-I, Illustrates market research results that have been observed repetItIvely m the 
gas unbundlmg m the US, the electrICIty unbundlmg m E& W, and other utIlIty product unbundlmgs 

The confusIon of the restructurmg for tradItIOnal players, combmed wIth the adaptablhty of new 
entrants m power marketmg, typIcally results m a substantIal market share loss for the tradItIonal 
utIlItIes Any tradmg scheme must antIcIpate the market results of the change -- such as the loss of 
prevIOusly bundled busmesses to competItIve market players 

The functIons that are needed to serve these customer values can be classIfied mto three categorIes 
• PhYSIcal Power Management ThIS mcludes the arrangements for supphes, generatIOn and 

tranSmISSIOn operatIOns, new plant and tranSmISSIOn capaCIty development, and overall 
tranSmISSIOn and generatIOn and system management 

• FmancIaI RIsk Management ThIS mvolves the control of future prIce rIsk and credIt rIsk 
through long-term and short-term contracts, both m the cash forward and fmanclal futures' 
markets These contracts may mvolve Imbedded optIons 

• Customer SerVIce Customer serVIce mvolves assIstmg customers m sImphfymg power 
purchases and the management of power costs ThIS mvolves new product and serVIce 
development, customer data management, customer energy use management, supportmg 
mformatIon systems, and overall cost management aSSIstance 
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To develop these functIons, It IS helpful to examme approaches to the pncmg, products, placement, and 
promotIon of these products m the unbundlmg of the electrIcIty busmess 

To examme thIS range of products that nnght be developed m a tradmg scheme, as m a smgle buyer, a 
pool, or m a bIlateral market, It IS useful to look at the potentIal products m several dtmensIOns 

• Functional (What IS traded?) The value cham and opportumtIes created m the unbundlmg of 
tradItIonal functIons 

• TIme (When does tradmg occur? What penod IS covered?) The tImelme for the power 
busmess from mvestment to ancillary serVIces 

• LocatIOn (Where IS tradmg pomt?) Geography of the power busmess and the tradmg of power 
at local and remote locatIons WIth a nux of power generatIon and tranSmISSIOn use and 
mterruptIOn optIOns 

• System and Pool Structure (Who trades? How does process work?) The eXIstmg and potential 
future transactIon system for electncIty 

The tradItIonal electnc utIlIty mdustry was based on phYSIcal productIon and delIvery prmcIpals The 
major stages of the busmess mvolved a senes of engmeermg stages fuel supply, generatIon, 
tranSmISSIOn, and dIstnbutIon Fmally, the costs were counted up by the accountants, and then 
regulators and the attorneys agreed on the tarIffs, and the cost of serVIce was recovered from the 
customers FIgure A-2 illustrates thIs tradttIonal perspectIve 

The electrIC utIlIty mdustry IS now bemg transformed mto a competItIve market by the creatIOn of a 
senes of unbundled submarkets The market IS creatmg a senes of paper markets on top of the 
underlymg phYSIcal facilitIes ThIS IS bemg created as an overlay on top of the tradItIonal utility value 
cham as Illustrated m FIgure A-3 

The Traditional Electricity Industry Value Chain Was 
Based On Physical Production And Delivery Principles 

Fuel Supply 

FIgure A-2 

Sales 
&: 

Tanffs 

End 
Users 
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Electricity Industry Is Being Transformed Into Competitive 
Market Via Creation of Unbundled Sub-Markets 

1'lJEI.* 
RESOURCE 

FIgure A-3 

A Marketplace Of "Paper On Physicals" Is Bemg Created As 
An Overlay On The Traditional Industry Value Cham 

GENERATION TllANSMISSION ENI).IJ6ERS 

Source F Pickel Arthur Andersen 

Figure A-3 Illustrates the senes of vIrtual or paper markets that have been created on top of the 
engmeenng systems of the electnc utilIty mdustry For example, m the fuel sector, fuel supply contracts 
and fuel pnce nsk management are active markets m the 011 and gas fuel sector In some areas, coal IS 
begmnmg to become a more competItIve busmess WIth some lImIted pnce nsk management markets as 
well 

In generatIon, mdependent power projects have become the key new source for electnclty generatIOn 
supply m most markets GeneratIon pnce nsk management has developed as a paper market m the U S 
and m England & Wales market (E&W) 

In the tranSmISSion sector, wheelIng services have developed m some markets, sometImes through pools 
and sometImes through mdependent bIlateral transactIOns The wholesale power marketmg or brokerage 
busmess IS the key growth area for power marketmg actIVItIes overall m the U S and many other 
markets now AncIllary and system control serVices, such as spmnmg reserve and reactIve power for 
local voltage support ("V AR support"), are prOVIded by the pool m some markets However, there has 
been competItive development of ancIllary services to a lImIted degree m both the U S and m the E& W 
pool WhIle tranSmISSIOn pnce nsk management wIll be very Important, given the mterregIonal 
volatIlIty of electncity pnces, a formal tranSmISSIOn pnce nsk management market has not developed m 
eIther E& W or the U S at thIS tIme 

Local delIvery of serVIce IS expected by many to remam a regulated monopoly for an extended penod 
ThIS IS the "WIres" or dIstnbutIOn access aspect of the supply or dIstnbutIOn busmess 
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A key paper functIOn m the new market IS end-user pnce nsk management -- other nsk management 
serVIces typIcally eXIst only for balancmg market pOSItIons It IS the end users who are one of the key 
drIvers for custOmIzed nsk management GIVen the compleXIty of all the transactIOns up to thIs pomt, 
the end users wIll reqUIre marketmg servIces to admmlster all these transactIons Tins may be provIded 
separately, as shown on tins chart Or the whole market may be rebundled by retaIl electncity 
marketers provIdmg new mtegrated serVIces all the way down the value cham, creatmg broad 
competItIOn With theIr own serVIces or usmg the tradItIonal players as subcontractors for theIr efforts 

Fmally, mSIde the customers' fence, demand-SIde management wIll stdl playa role, although some of 
the recent demand-SIde management programs may be abandoned as uneconOmIC However, new 
demand-SIde management programs, takmg advantage of market pncmg and nsk management, wIll be 
developed In some cases, "mside-the-fence" or on-SIte generatIon may be abandoned, m other cases, It 
may enhanced gIven the volatilIty of the electrICIty pnces and the opportumtIes for customers to reduce 
costs GIven the compleXIty of tins new market, on-site controls and serVIces wIll be mcreasmgly 
Important to aSSIst customers m managmg the mformatIOn and controllmg or automatmg theIr own 
operatlng chOIces relatIve to market condItIons 

The market unbundlmg Illustrated m FIgure A-3 shows the market on a unbundled functIonal baSIS 
Fundamental m FIgure A-3 are questIOns of access to market for vanous components and the allowed 
tradmg relatIOnslnps 

FIgure A-4 prOVIdes an alternatIve VIew of the market, lookmg at the electncity busmess on a tImelme 
rather than on the mdustry value cham 

Electric System Time Line: Market and Physical 
Activities Coordinated Via Market 
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Hunganan Tradmg Models 

ThIS timelme helps Illustrate the ttme range of potentIal products or serVIces that mIght be bUIlt for 
customers For example, as shown along the top of the timelme, the phYSIcal system has been budt on a 
decade scale, WIth operatIon and mamtenance spread over a penod of years to months Schedul10g has 
been done from a day to a 1 to 15 mInute baSIS for ma10tenance schedul1Og, umt cOmmItment, and 
econOmIC dIspatch For tIme penods roughly under five mmutes, the system has largely operated on 
automatIc controls, adJust10g the use of splDD10g reserve and other resources to meet very short-term 
engmeermg requrrements 

As the market unbundles functIOnally, It may be helpful to look at the tlmelme dIfferently, as illustrated 
across the bottom of the ttmelme Investment, for example, 10 10dependent generatIOn projects IS done 
over the decades to years penod Forward markets 10 many electncity market envrronments now offer 
contracts for the forward penod from decades down to months, and the spot market offers opportumtles 
for the purchase and sale of power from the month down to the mmute tIme scale OptIon contracts can 
prOVIde the opportumty for frrm supply, WIthout the requrrement to take the energy, from a tIme penod 
from years down to mmutes It may even be pOSSIble to offer the short-term system control serVIces VIa 
optIon-lIke contracts 

A tOOd way of lookmg at the opportumtIes for creat10g new products 10 power market10g IS to look at 
electncity busmess on a geographIc scale As shown 10 FIgure A-5, a very SImplIfied VIew of the 
electncity busmess 1Ovolves takmg both local and remote generatIon through the local tranSmISSIOn node 
to serve both local electrICIty demand and remote demand The remote supply and the remote demand 
requrre the use of tranSmISSIOn Each one of the generatIOn actIVItIes can occur under a frrm contract or 
can 1Ovolve optIOn contracts, 1Ovolv1Og both the optIOn to generate and the optIOn to 10terrupt The 
tranSmISSIOn contracts both from remote generatIon and to remote demand can offer frrm contracts or 
tranSmISSIOn contracts hnked to optIOns to tranSmIt or optIOns to 10terrupt Fmally, the local and remote 
demand can operate on the baSIS of optIons to buy WIth optIOns to mterrupt by the supplIer ThIS offers 
a mynad of potential contract permutatIons and comb1OatIOns, lmkmg local WIth adjacent markets 
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HungarIan Tradmg Models 

The Core Structure Of Power Marketing Is The 
Leveraging Of Several Key Options 

Power Contracts May Incorporate Some Or All Of These Key OptIons 

FIgure A-5 
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ThIS geographIc scale opens the Issue of tranSmISSIOn pncmg For short-run operatmg efficIency, 
especially m a market envIronment, the theoretIcally correct approach mvolves the contmuous "spot" 
pncmg of tranSmISSIOn serVIces by node m the tranSmISSIOn system (multIple node short-run margmal 
cost pncmg)-- a practIcal rrnpossibilIty Most tranSmISSIOn systems and electncity markets, however, 
do not requIre thIS detailed level of pncmg to be relatively efficIent Most systems can be srrnphfied m 
eIther theIr tIme scale (smce the given system's relatIve tranSmISSIOn pnces do not vary substantially 
over time) or m a spatial scale (smce the given system's tranSmISSIOn pnces do not vary substantially by 
location of alternative pomts for energy supply and dehvery) FIgure A-6 Illustrates thIS sImphficatIOn 
Short-run tranSmISSIOn pncmg, unfortunately, rarely recovers the long-run average cost of the system 
(or stranded costs), so two part tarIff or Ramsey pncmg schemes are requIred to recover the full cost of 
the tranSmISSIOn system These can be hnked to mechamsms for stranded cost recovery 
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Hunganan Tradmg Models 

Linking Physical Power Management & Pricing 
Models: Transmission SRMC-Based Prices & the Ties 
to Traditional Transmission Tariff Forms 

FIgure A-6 
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Each country's approach to restructurmg the power mdustry has offered dtfferent opportumties for 
mnovatIOn and fmancial value m power marketmg and tradmg Generally, m pool based models, the 
market IS tIghtly defined before the pool IS put mto operation For example, the vanous terms 
associated WIth what type of energy IS bought and sold and what ancIllary serVIces are avaIlable are 
defined m the poolmg agreements before the pool begms to operate An alternatIve model, the bIlateral 
model, establIshes rules for general tranSmISSIOn transactIOns, but allows many of the energy products 
to be redefmed by the market players as the market evolves 

• The pooko or central exchange model PhYSIcal and pncmg transactIOns are scheduled through 
a "strong mdependent system operator" 
» The pools rums for rules defmmg effiCIent economIc dIspatch to the market, WIth a 

competItIve market startmg at the new generatIOn plant mvestment level 
» OpportumtIes are created for major generators for supplymg adJommg terntones and 

countnes and for on-SIte generatIOn, selectIve opportumties usually eXIst for "gammg" pool 
rules 

» Generally, the pool handles both the schedulmg of transactIOns and the settlement of 
payments between all partIes for all serVIces at the wholesale level m the market (all 
tranSmISSIOn and electnc energy and capaCIty payments) 

• The bIlateral model Only the phYSIcal transaction IS scheduled through the weak mdependent 
system operator, fmancml transactIons are handled bIlaterally between the market partICIpants 
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HungarIan Tradmg Models 

(1 e , tranSmISSIOn users pay the transporter drrectly, energy buyers pay the seller/ producer 
drrectly) 
~ ThIS rehes on orderly open access to the tranSmISSIOn system, allowmg competitIOn to 

create the econOmIC effiCIency 10 the system from mvestment down through very short-term 
dIspatch 

~ Opportumties are created from market arbItrage and by the creatIon of new products and 
bundhng of products and serVIces across busmess functIOns, the mdustry tImehne, and the 
typology of the electnc system 

FIgure A-7 Illustrates a bIlateral electncity market Note that the phYSical flows move from the 
generators through pools or aggregators through the central tranSmISSIOn system operator to the end 
users, but the commercial terms and the fmancIaI flows are back drrectly from the customers to the 
market partICIpants, not to the central system operator ThIS chart shows some ancillary services bemg 
proVIded to the market drrectly by generators or pools and onward to the customers WIth coordmation 
through the system operator 

A Restructured Electricity Market: 
U.S. Bilateral Market and the ISO 

SupplIers Aggregators/ Operator Consumers 
,----, Market IntermedIarIes 

FIgure A-7 

C What Companson Is Appropnate Between Countnes? 
ThiS sectIOn has prOVIded a conceptual overVIew of products and serVIces m the power mdustry m the 
context of creatmg systems for tradmg electrICIty competItIvely It has looked at creatmg new products 
and serVIces It has also commented on the potential for market loss and the repncmg of old products 
and serVIces and faCIlItIes How are these systems developmg m vanous countnes? 

Frrst, to gauge the scale m exammmg market dIfferences, Figure A-8 illustrates the relative SIZe of 
vanous electncity markets, both as a whole and for specIfic countnes or regIOns Wlthm each area 
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HungarIan Tradmg Models 

Relative Sizes of Generation and Wholesale Markets 

US Power Mktrs 
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US End Use 
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FIgure A-8 
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It's mterestmg to note, because of the SIze of the U S market, the wholesale competItIvely traded 
volumes by US power marketers now exceeds the SIze of the E&W market by over tWIce However, 
wholesale power tradmg m the U S IS less than 20% of the total retaIl end-user market 

Whtle wholesale marketmg and tradmg IS farrly advanced m all markets, retaIl electrICIty marketmg IS at 
a begmnmg stage, except m England & Wales 

FIgure A-9 IS a table comparmg the status of physIcal power management, fmancIaI rIsk management 
and customer serVIce m varIOUS European, North AmerIcan, and other markets 
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HUNGARY COMPETITION STUDY PAPERS 

TECHNICAL AND OPERATIONAL ISSUES 

1 INTRODUCTION 

Thts paper covers techmcal and operatIOnal Issues m the Hunganan ESI as they currently 

eXIst and how they may be affected m any restructunng of the Market Tradmg 

arrangements The paper concentrates on the Issues whtch affect secunty, quahty and 

safety of supply mc1udmg how they are managed now and how they Will need to change 

m any restructunng to mtroduce more competitIOn mto the mdustry It should be noted 

that the paper IS very general at thts stage smce the proposals for speCIfic changes to 

tradmg arrangements have yet to be defined However, the compamon paper on Tradmg 

Arrangements descnbes a number of optIOns for changes to the present Hunganan Model 

and each of these optIOns WIll ralse techmcal and operatIOnal Issues wmch need 

consideratIOn before a speCIfic model IS chosen Tills paper therefore addresses the 

techmcal and operational Issues whIch may arIse WIth each of the four Models bemg 

conSidered It should, however, be noted that there are a number of statements about the 

current operatIOnal arrangements whtch are made m the paper on the baSIS of mformatIOn 

gathered over the last two years These may be mac curate and WIll need to be confirmed 

With the appropnate Hunganan entitles durmg the course of any further development of 

Tradmg Arrangements and before reachmg any deCISIOn on the Model to be adopted 

2 BACKGROUND - The current operatIOnal situation 

2 1 GeneratIOn Security 

MVM currently has the 'SecurIty of Supply' responslblhty and manages the generatIOn 

capacity requIrements m accordance With the Act, the Licence and procedures m the 

OperatIOnal Code A generatIon capacity plan IS prepared every two years based on 

1 KEMA ECC Proprietary 
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demand forecasts from the Supply Companies and from generatIOn de-commlssIOmng 

and commissIOmng plans agreed With the Generatmg Compames m the long term Power 

Purchase Agreements New generatIOn proposals to meet the DCPTE reqUIred capaCIty 

margm of 20-25% are presented m an Estabhshment Plan to Government for approval 

every two years F ollowmg approval a competItIve tender process takes place to secure 

the reqUIred generatIon capaCIty m the necessary timescaies The whole plannmg and 

tendenng process IS stIll m ItS mfancy and has yet to be proven m ItS effectiveness There 

are several operatIOnal aspects of the process WhICh currently cause concern notably the 

valIdIty and accuracy of the Supply Company demand forecasts and the responsIbIhtIes, 

deCISIon processes and advance notice for de-commissIOnmg eXIstmg generatmg plant 

However, the general process goes some way towards meetmg the ED dIrective on 

lIberalIsmg the electncity sector although there IS much work to be done on the 

Hunganan legal structure as set out m the recent paper (ref Paper on ED harmomsatIOn to 

the electncity sub-commIttee, 28 March 1997) 

Management of the eXIstmg and planned generatIOn capaCIty m the short term, year ahead 

down to the real time despatch phase, IS now largely condItIoned by the reqUIrements of 

the DCPTE whIch Hungary jomed m October 1995 Tms sets the standards wmch the 

system operator (MVM m thIS case) must meet m regards to frequency control and area 

control error (the dIfference between scheduled and actual transfers across the 

mterconnectIOns WIth adjacent countnes usually referred to as ACE) ThIS reqUIres the 

schedulmg of appropnate quantities of automatIC generatIOn control (AGC) and other 

operatmg reserves from the avaIlable generatIOn capaCIty There are a number of concerns 

m thIs area mcludmg a slgmficant problem WIth generator mfleXIbilIty constramts m the 

despatch processes However, by meeting the reqUIrements of DCPTE, the reqUIrements 

of the ED dIrectIve are also met although there are sIgmficant Hunganan documentatIOn 

modIficatIOns reqUIred to achIeve 'objective, transparent and non-dIscnrmnatory cntena' 

It should be noted that all the costs of meetmg the DCPTE reqUIrements, system reserves 

and mflexibilIty etc, are 'bundled' mto the Wholesale electncity pnce charged to the 

Supply Compames 

2 KEMA-ECC ProprIetary 
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2 2 TransmIssIOn SecurIty 

The responsIbIlIty for managIng the secunty of the hIgh voltage transmISSIOn network 

rests WIth MVM New transmISSIOn capaCIty reqUIrements, and outages of eXIstIng 

transmISSIOn and generatIOn capacIty, are coordInated by MVM to a 'n -1' cntena (1 e 

system IS planned to be secure In the event of the loss of the sIngle largest contIngency 

eIther transmIssIon or generatIOn) The transmISSIOn 'Control' functIOn (1 e the decIsIOn 

makIng processes) takes place at the MVM Control (Despatch) Center wIth physIcal 

operatIon of the plant and safety functIOns carned out on sIte by the OVIT separate 

bUSIness of MVM OVIT also carnes out transmISSIOn constructIOn, routIne mamtenance 

and emergency repaIrs Any transmISSIOn constramts on the economIC selectIOn of 

generatIOn m ment order are generally elImInated by guaranteed despatch provISIons In 

the long term Power Purchase Agreements WIth GeneratIng CompanIes If these are 

msufficient then 'out of ment' generatIon IS despatched As WIth generatIOn securIty 

costs, all the costs of transmISSIOn IncludIng capItal and depreCIatIOn, repaIrs and 

maIntenance, operatIOns and transmISSIon constramts are 'bundled' Into the Wholesale 

pnce charged to the Supply CompanIes 

2 3 AncIllary ServIces 

AnCIllary ServICes, 1 e those servIces necessary to maIntrun the secunty and qualIty of 

supply from the transmISSIon system, are currently managed by MVM and In general 

prOVIded for m the Supplementary fees of long term Power Purchase Agreements WIth 

GeneratIng Compames They are therefore 'bundled' Into the Wholesale pnce to Supply 

CompanIes There IS no methodology set out eIther m the LIcence or the OperatIOnal 

Code whIch descnbes how the quantIty and locatIOn of each servIce IS determIned or how 

the operatIOnal control of AncIllary ServIces IS managed SImIlarly there IS no 

competItIOn for the supply of servIces or a mInImum cost procurement duty on MVM 

other than the overall mInImum cost duty on all entItIes set out In the Act The most 

dIsturbIng Issue at the present tIme IS the despatch procedures MVM has the 

responsIbIlIty for operatIOnal plannmg (year ahead down to day ahead) to ensure that 

3 KEMA ECC Proprietary 
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sufficIent AncIllary ServIces are avaIlable on the day for real tlme despatch The 

assocIated procedures for thIS planmng and despatch are not currently set out m any detaIl 

m the OperatlOnal Code hence It IS not pOSSIble to audIt the efficIency of despatch 

Slgmficant development and restructurmg of the AncIllary ServIces tradmg arrangements 

Will be necessary to meet the reqUlrements of the ED directIve regardless of the specific 

energy market model chosen 

2 4 TransmIssIon Losses 

Most rugh voltage transmISSIon systems m the world have energy losses of around 1-2% 

of the peak demand For the HungarIan system, wruch IS currently lIghtly loaded, the 

losses are approxImately 12% wruch represents 80MW on peak demand and annual 

energy losses of Just over 4000Wh Tills demand IS m additlon to the Supply CompanIes 

demand and MVM IS responsIble for schedulmg extra generatlOn to meet It At the time 

of wntmg no documentatlOn has been made aVaIlable to explatn how MVM manages 

transmiSSlOn losses However, durmg dIscusslOns at the despatch center m late 1996 It 

was stated that new EMS/SCADA computer systems were bemg mstalled wruch, among 

other facilItles, would have modern Optlmal Power Flow (OPF) capabilItles ThIS WIll 

allow the despatch processes to mclude optlmisatlOn of transmISSIon losses by eIther 

mimmIsmg the total kWh, or the total costs, by adjustment of the ment order despatch of 

generators TransmISSIon losses wIll become an Important Issue m the redeSIgn of the 

energy tradmg market and the methodology of managmg them WIll need to be transparent 

and, If pOSSIble, mclude appropnate commercIal mcentIves At the present tIme they are 

SImply 'bundled' mto the Wholesale pnce to the Supply Compames With no mdicatlOn 

of the management processes mvolved 

2 5 OperatIonal Code 

The OperatlOnal Code was mitlally approved by the HEO m October 1995 subject to a 

number of Important condItlOns These conditlOns reqUlred MVM, who are responsIble 

for the preparatIon and mamtenance of the Code, to undertake a major rewnte of both the 

text and the appendIces to make It comply WIth the LIcence reqUIrements To date thIS has 

still not been completed although an Operatlonal Code Commtttee With representatlves 

4 KEMA ECC Proprietary 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

09/15/97 

of all the Generatmg and Supply Compames has met regularly, appears to be workmg 

well, and IS reported to be makIng good progress wIth the necessary reVISIons In March 

1997 the HEO gave further approval to modIficatIOns of part of the text and a number 

of the appendIces whIch had become necessary due to operatIOnal dIfficulties With 

Implementmg the October 1995 verSIOn of the Code The complete rewrIte IS bemg 

delayed untIl the long term Contracts for power purchase and energy sales have been re

negotiated However, It IS possIble that the HEO WIll be unable to approve the 'final 

product' when It IS produced later thIs year Without further condItions relatmg to 

complIance With the TranSmISSIOn LIcence and the general reqUIrement to have the 

document wordIng 'legally tIght' PartIcular areas of concern whIch may need to be 

satIsfied before HEO can gIve thIs approval mclude the clear settIng out of oblIgatIOns on 

each of the entities , a comprehensIve statement of all operatIOnal reqUIrements across the 

mterfaces, comprehensIve technIcal condItIons for connectIOn to the transmISSIon system, 

and comprehenSIve plannmg, schedulIng and despatch procedures A further area of 

concern IS that the present Code gIves MVM responsIbIlItIes mto dIstnbutIOn system 

matters whIch should really belong to the Supply CompanIes 

26 Metermg 

It has been confirmed that the current ownershIp boundary between the transmISSIon and 

generatIOnidIstnbutIon systems IS where most, If not all, the tarIff meters are placed 

However, there may be parts of the system where thIS IS not the case and at these pomts, 

for capItal cost reasons, It may not be economIC to move the eXIstIng meters to the true 

commerCIal boundary In these cases It Will be necessary to have a correctIOn process m 

place to adjust the meter readmgs to the values at the commerCIal ownershIp boundary 

The ownershIp of the tarIff meters and assocIated responsIbIlItIes needs to be conSIdered 

With respect to any proposals to modIfy the energy tradIng market The System Control 

and Data AcqUISItIOn (SCADA) mformatIOn system IS usually qUIte separate from the 

tanff metenng and generally does not present any technIcal and operatIonal problems m 

any restructurmg of the tradmg arrangements but thIS Will need consIdenng m due course 

5 KEMA-ECC ProprIetary 
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3 OPTIONS - For change from the current arrangements 

3 1 Generation SecurIty 

A contmuatIOn of the present two yearly preparatIOn of an EstablIshment Plan followed 

by a competItIVe tendermg process IS clearly an optIOn for energy tradmg Models 0 and 1 

(,mcreased competItIOn WIthm eXIstmg legal structure' and 'mInImum change to meet ED 

DIrectIVe' respectlvely) assummg that the necessary legal changes to meet the ED 

dIrectlve can be made, as mdIcated m Sectlon 2 1 herem If the present HungarIan 

'Smgle Buyer' model IS extended to mclude dIrect bI-lateral contracts between 

Generators and ElIgIble Customers, Model 1 m the Tradmg Paper, then It WIll be 

necessary to clearly set out the assocIated responsIbIlItIes for 'Secunty of Supply' In thIS 

scenarIO there are a number of techmcal and operatIonal Issues whIch WIll need to be 

addressed mcludmg 'top up and spIll' of Imbalance energy from the bI-lateral contracts 

(the mIss-match between contracted energy to be supplIed and that taken by the 

customer) The assocIated AncIllary ServIces reqmrements of these bI-lateral contracts 

also needs to be coordmated WIth the 'Smgle Buyer' arrangements for the rest of the 

system 

The other ObVIOUS optIOn IS to let market forces secure the necessary generatIOn capacIty 

reqillrements, as WIll be necessary m energy tradmg Models 2 and 3 (the Pool and 

BIlateral Tradmg respectIvely) ThIS WIll usually mvolve pnce mcentIves lmked to the 

actual generatIOn capacIty margm Several methods have been mtroduced m varIOUS 

countnes around the world and the operatIOnal expenence gamed would be useful III 

tmlonng a system to the specIfic reqmrements of Hungary However, thIs relIance on 

market forces IS often consIdered nsky and some 'fall safe' arrangements may be 

necessary These WIll usually mvolve placmg dutIes and assocIated powers on a partIcular 

entlty, such as the system operator, to procure extra capacIty If the market forces fall to 

secure suffiCIent generatlon margms Agam there are a number of techmcal and 

operatIOnal Issues whIch WIll need addressmg such as the preCIse defimtIOn and recordmg 

of the actual capabIlIty and avrulabIlIty of generatmg plant and the mIX of generatmg 
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capaCIty m terms of Its' fuel supply WIth apprmamately 33% of the present capacIty 

bemg Nuclear, and the remammg bemg fossIl based, there are Issues of system securIty to 

consIder m any changes to the energy tradmg arrangements 

There IS a further optIOn whIch may need consIderatIOn relatmg to the scope and 

technIcal charactenstics of Demand SIde Management (DSM) opportumties The present 

HungarIan electnclty system IS qUIte unusual m respect to ItS extensIve DSM VIa the 

RIpple Control Scheme for water and space heatmg In total thIs amounts to 

apprOXImately 600MW (10% of peak demand) WIth mdividual values of 200MW m 

Edasz and 100MW m Demasz WhIlst MVM have the telecontrol faCIlItIes In theIr 

Despatch Center the Supply CompanIes have responsIbIlItIes for declSlons when to use 

the scheme, but It IS not clear how selectIve It IS and whether MVM have any 'over-nde' 

authonty to use the scheme for system secunty purposes There are clearly some Issues 

here whIch need addressmg when considenng any new tradmg arrangements such as 

whether or not the 600MW IS m the peak demand figures and whether It can be used 

operatIonally to 'manage' the margm of generatIon above demand It could also have a 

sIgmficant mfluence on AnCIllary ServIces although there may be some lImItatIOns on ItS 

operatIOnal use by U CPTE rules whIch WIll need to be satIsfied 

3 2 TransmiSSion Secunty 

The technIcal and operatIOnal aspects of transmISSIon secunty wIll be Influenced by the 

proposals for the new tradmg arrangements It should be remembered that there are two 

qUIte dIStInct and separate functIOns relatIng to the management of transmISSIon secunty 

There IS the transmISSIOn control (or despatch) functIon whIch IS the declSlon makmg 

process, and the transmIssIon operatIon functIOn whIch IS the phYSIcal operatIOn of the 

faCIlIty In accordance WIth the mstructIOns of the despatch center control engIneer The 

orgamsatIOns WIth responSIbIlItIes for these two functIOns are often referred to as the 

'System Operator' and the 'WIres Busmess' respectIvely 

7 KEMA-ECC Proprietary 
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It wIll be necessary to consIder the advantages and dIsadvantages of combInIng or 

splIttIng the system operatIOn and Wires functIOns In the chosen tradIng Model OptIOns 

whIch Will need to be addressed Will mc1ude who has the responsIbIlIty to manage the 

transmISSIOn capacIty to the n-l cntena The declSlon processes for new transmISSIOn 

capacIty to accommodate changes In generatIOn and demands may fall to the system 

operator With perhaps referral to a hIgher authonty for approvals to commIt capItal 

expendIture (thIS Will depend on Regulatory control over the TransmIsSIon BusIness ega 

pnce control) Other key Issues whIch Will need to be bUllt Into any new tradIng 

arrangements mclude the coOrdInatIOn of generatIOn and transmISSIOn outages and the 

management and cost allocatIOns of system constramts In a more detailed area, but no 

less Important, Will be the allocation of powers and duties to manage the secondary 

components of transmISSIon faCIlIties such as protectIOn relays and other specIal 

protectIOn schemes necessary to maIntaIn transmISSIon secunty All these Issues are 

potentially contentIous areas when the ownershIp and system use functIOns rest With 

dIfferent Compames partIcularly If the 'system operator' and 'Wires' functIOns are splIt 

3 3 AnCillary Services 

It Will be essential to separate out AnCIllary ServIces (AS) to meet the EU DIrective even 

If there are no substantIve changes to the tradIng arrangements At least five AS Will be 

needed I e AutomatIc GeneratIOn Control (AGC), Pnmary (fast) Reserve, Secondary (or 

back-up) Reserves, Reactive Power and Black Start There are two baSIC tradIng optIOns 

for each AS, an admimstered cost of servIce approach (where the Regulator agrees and 

momtors the cost components of the servIce) and a completely free competItive market 

approach Each method Introduces sIgmficant techmcal and operatIOnal Issues whIch Will 

need detailed development but there IS much expenence from other countrIes whIch can 

be used to taIlor the arrangements to the speCIfic Hunganan SItuatIOn 

The two fundamental Issues whIch need to be conSIdered early In the restructunng 

process are the reqUIred LIcence changes to 'un-bundle' AS, and the authonsatIOn (by 

LIcence CondItion) for the system operator MVM to own Secondary Reserves Other 
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Issues whIch need speCIal attentIOn are whether or not any of the AS have to be 

mandatory servIces provIded by the generators such as ReactIve Power and/or AGC (1 e a 

LIcence CondItIon requmng the Generator to provIde the servIce) or whether all servIces 

should be commercIally procured and despatched AddItIonally commercIal mcentIves to 

manage AS to a mmImum cost conSIstent WIth the reqUIred system securIty and quahty 

need to be consIdered together wIth the methodology for determmmg the quantItIes, 

locatIons, procurement and despatch procedures, and the eventual cost allocatIOn eIther 

on a sImple kWh demand baSIS or on a 'causal' baSIS I e those that cause the need for the 

AS pay on the basIs of the quantIty reqUIred 

Much of the methodology and procedural processes WIll need to be set out m the 

OperatIOnal Code m an 'objectIve, transparent and non-dIscnmmatory manner' and m 

accordance WIth the requIrements of the UCPTE As mentIoned m SectIon 3 1 earlIer 

there WIll be a need to carefully consIder DSM opportumtIes to satISfy one or more of the 

AS The RIpple Control faCIlItIes m Hungary present sIgmficant opportumties to reduce 

the costs of AS and should be analysed m depth durmg the development of alternatIve 

tradmg arrangements Although It has been suggested that UCPTE may not allow DSM 

for certam system management purposes thIS should not be SImply accepted, It should be 

challenged on the baSIS that It IS used successfully mother countnes (see earlIer paper to 

the REO m March 1996 and the reply from MVM m September 1996 generally acceptmg 

the pnnciples and need to consIder further) 

3 4 TransmIssIOn Losses 

Whatever restructunng of the tradmg arrangements are eventually adopted It WIll be 

necessary to un-bundle the transmISSIOn losses from the Wholesale pnce Several cntena 

need to be addressed before the optIOns for payment can be consIdered These cntena 

mclude whIch entIty, If any, should manage the transmISSIon losses, what commerCIal 

mcentives WIll there be for effiCIent management and WIll the transmISSIon losses be 

treated as If they were an addItIonal demand on the system A further cntena IS the 

objectIve functIon m managmg tranSmISSIOn losses ThIs gIves nse to three pOSSIble 
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optIOns either to manage losses to mInImISe the total kWh, or to manage to a total 

mmimum cost of losses, or to manage losses to an annual Regulated budget WIth the 

managmg entIty takmg the financIal nsk/benefits of deViatIOns from the budget 

There are generally three optIOns for recovenng the costs of losses The Generators can 

pay for the losses they mcur based on their output and specific locatIOn on the network 

The SuppherslEhglble DIrect Customers can pay based on theIr locatIOn and demands 

taken The transmISSIOn Wires owner, andlor system operator, can pay for all losses and 

recover the costs In the charges for use of the WIres Whatever optIOn IS chosen the final 

end customer always pays smce the entity beanng the costs WIll always pass these on m 

charges, for example the Generators WIll add an mcrement onto the energy pnces If they 

have to pay for transmISSion losses However, the mam reason for allocatmg the 

payments to Generators and/or one of the other entIties IS that It gIves the appropnate 

commercIal sIgnals for optIons, whIch they control, regardmg operatIOnal performance 

and locatIOn on the network The Issue of bI-lateral contracts WIll also have to be 

addressed m the overall deSIgn of a transmiSSIon losses methodology and thiS can often 

be a contentIOus area 

Probably the most sIgrnficant aspect of transmiSSIon losses IS the fact that the system 

operator has the most control over losses There may be optIOns for mirnmIsmg 

transmISSIon loses m the operatIonal planrnng phase of outage coordmatIon , m 

transmISSIon constramt management and m the real tIme despatch although m all these 

cases there needs to be clearly defined rules and procedures to allow 'after the fact' 

techrncal audIt to be carned out The transmISSIOn 'WIres' owner also has an mfluence on 

the level and cost of losses smce there are optIOns m the deSIgn, constructIOn and 

maIntenance of the assets to make effiCIency savmgs although thIs usually mvolves 

hIgher costs and a detaIled costlbenefit analYSIS has to be carrIed out It IS for thIS reason 

that It IS very Important to adopt a tradmg model whIch has the correct InCentIves on each 

entIty so that perverse mcentIves and mefficient actIOns are aVOIded 
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3 5 OperatIOnal Code 

Followmg the current rewnte of the OperatIOnal Code to meet the HEO approval 

condItIOns, whIch It can be assumed wIll be completed before any restructunng of the 

tradmg arrangements are Implemented, It will be necessary to review the structure and 

content agamst the adopted new model of the mdustry One of the actIOns whIch WIll 

clearly have to be taken WIll be to remove from the OperatIOnal Code all those aspects 

whICh relate to the management of the dIstrIbutIOn system, and possIbly some of the 

generatIon systems, so that the Code can be hmited only to those Issues that affect the 

mterface between the system operator and the partIes connected to the mgh voltage 

system This raises the questIOn of a need for a DlstnbutIOn Code, although tills may not 

be the only optIOn for dealIng WIth the low voltage network techmcal and operatIOnal 

matters 

A sIgmficant amount of work WIll be necessary to modify the OperatIonal Code to meet 

the reqUIrements of any restructunng of the baSIC energy tradmg arrangements but the 

mfrastructure to acmeve tills IS already m place Via the Code Committee ThiS Committee 

IS relatIvely small WIth only ten members WIth some mdlvldual members representmg 

two or three Generatmg Compames or Supply Companies ThiS Committee structure, and 

the rules of ItS operatIon, may need to be reViewed to see If It meets the needs of any 

restructunng aspects of the mdustry 

36 Metering 

ConsideratIOn of the optIOns relatmg to the metenng reqUIrements on the system Will 

have to follow the development of the energy tradmg arrangements but a number of 

aspects can be addressed at tills stage Metenng of entry to/exit from the transmiSSIOn 

system generally presents the optIOns for Generators to own/mstall entry metenng and 

SuppherslEhglble DIrect Customers to own/mstall eXit metermg or the TransmiSSIOn 

WIres Company to own/mstall all high voltage metenng WIth respect to the LV 

dIstrIbutIOn system the developments necessary for 'open access' to Ehglble Customers 

WIll reqUIre the proVISion of hourly recordmg meters It Will be necessary to conSider the 
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optIOn to mstall new meters, whIch wIll be expenSIve, or develop load profihng methods 

to reduce costs Whatever the outcome of these consIderatIOns all meters need to be at 

least hourly measurement, to appropnate accuracy and Ideally WIth remote electrOnIC 

readmg access Any meter replacement programs for domestIc customers WIll need to 

reflect these potentIal market tradmg developments and the eventual open competItIOn at 

the retaIl level For these reasons any new retaIl meters should eIther have hourly (or Y2 

hourly) recordmg faclhtIes, or have the potential for bemg modIfied at a reasonable cost If 

the customer WIshes to have the chOIce of supplIers 

4 KEY TECHNICAL and OPERATIONAL ISSUES for EACH MODEL 

It IS too early to be very specIfic at thIS stage on the technIcal and operatIOnal analysIs 

reqillred on each tradmg model smce the optIOns for new tradmg arrangements are stIll at 

an early stage of development (see the companIon tradmg paper) However the technIcal 

and operatIonal optIons set out m SectIOn 3 herem WIll need a certam degree of further 

analysIs to determme If there are any SIgnIficant problems WhICh would arIse WIth the 

adoptIon of a partIcular model WhIlst thIs IS a posSIbIhty, It should be noted that the 

operatIOns can always be made to meet the commerCIal arrangements even though m 

some cases the practIcal operatIOnal problems mtroduced are not always JustIfied m order 

to achIeve some IdealIstIc economIC theory m the tradmg model A good example of thIS 

would be a tradmg model, for a country WIth a relatIvely small electrIcal demand such as 

Hungary, mcorporatmg the pnncIples of 'nodal spot pncmg' The follOWIng analYSIS sets 

out a first reVIew of the key Issues whIch may be faced m each of the four tradmg models 

The sectIon concludes WIth an analysIs of the advantages and dIsadvantages of separatmg 

the 'operatIOns and WIres' functIons of the transmIsSIOn sector 

4 1 Model 0, Increased CompetitIOn wIthm EXisting Legal Framework 

ThIS Model IS a further development of the eXIstmg structure of the mdustry by 

facIlItatmg the Supply Company export possIbIlItIes and expandmg the DIrect Supply 
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LIcence proVlSlons to mtroduce competitIOn between the smgle buyer/supplIer (MVM) 

and new Independent Power Producers (IPP's) for supplymg the larger customers 

The tendenng process for new generatIOn capacIty WIll be presented wIth problems smce 

the demand and generatIOn forecastmg for the smgle buyer reqUIrements wIll become 

mcreasmgly difficult With mcreased exports and direct supplIes AddItIonally there wIll 

have to be new arrangements for the supply (or take) of Imbalance energy from the smgle 

buyer to the IPPs With appropnate tanffs which do not dlscnmmate WIth the franchIse 

customers The key Issue for transmISSIOn secunty Will be the greater uncertamty m 

decIsIons to extend transmISSIOn capacIty smce the development and locatIOns of new 

IPPs Will be outsIde the control of the smgle buyer In addItion the day to day operatIOnal 

transmISSIon securIty WIll have to address the coordmatIOn of transmISSIOn mamtenance 

outages whIch affect the IPP supply contracts 

In the absence of developIng a full AnCIllary ServIces tradmg system It Will be necessary 

In this Model 0 to make arrangements for the IPPIDIrect Supply entIties to pay for, or to 

self proVIde, the appropnate quantitIes of AS whIch WIll not mtroduce dIscnmmatIOn 

WIth the franchIse customers ThIS Will InevItably reqUIre more transparency m the 

wholesale pnce formula whIch Will need to show the AS costs separately and possIbly the 

transmISSIon use of system costs paId by the IPPs SImIlarly the addItIOnal, or reduced, 

transmISSIOn losses caused by the IPPs Will have to be accounted for m a transparent and 

non-dlscnmmatory manner In the wholesale pnce 

The OperatIOnal Code WIll have to be reVIsed to reflect the role of the IPP and ItS' dIrect 

customers If this IS not already mcluded m the current reVISIons (It IS not In the present 

authonsed Code for the eXIstIng DIrect Supply Llcencees) 

4 2 Modell, MInimum change 'Smgle Buyer' 

ThIS Model IS a further extenSIOn of the eXlstmg structure of the Industry but WIth some 

mInImum changes to the legal framework to permIt the complIance WIth EU DIrective 
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reqrurements It WIll expand the DIrect Supply LIcence provIsIons to mtroduce 

competitIOn between the smgle buyer/supplIer (MVM) and new IPP's for supplymg the 

larger dIrect access customers and WIll reqUIre the full development of transmISSIon Use 

of System tariffs and of AnCIllary ServIces tradmg 

The generatIOn and transmiSSIon security Issues set out for Model 0 above also apply to 

thIS Model 1 The key addItIOnal Issues for thiS Model 1 relate to the development of the 

Use of System tariffs, the AnCillary ServIces tradmg and the commercIal arrangements 

for dealmg With transmISSIOn losses These are all Important and complex Issues and WIll 

need a great deal of analYSIS and development as set out m sectIOn 3 of this paper The 

same also applIes to the Issues of the OperatIOnal Code and any new metenng 

reqrurements 

4 3 Model 2, The 'Pool Model' 

The development of a fully competitIve Pool WIll firstly rruse the Issue of how long term 

generatIOn securIty IS to be ensured The present mdustry arrangements provIdmg a 

tendenng process for new generatIOn capaCIty IS not relevant m a competitive Pool 

model The market forces of the Pool WIll have to ensure that the necessary generatIon 

capaCIty IS provIded m all the tImescales from dally schedulmg to years ahead The 

development of Pool rules WIll have to address these secunty Issues and there are a 

number of Pool models around the world which can prOVIde the necessary optIOns for 

meetmg the HungarIan reqrurements Imbalance energy problems of the other models are 

no longer relevant m a Pool model smce the Pool generatIOn and demand IS by defimtIOn 

always balanced 

TransmIssIOn secunty Issues WIll be the responsIbIlIty of the transmISSIOn system 

operator and pOSSIbly the WIres owner, see the dISCUSSIon on thIs Issue m sectIOn 4 5 

below The key addItional Issues for thIS Pool Model, as WIth Models 0 and 1, relate to 

the development of the Use of System tarIffs, the AncIllary ServIces tradmg and the 

commerCIal arrangements for dealmg WIth transmISSIOn losses Agam these are complex 
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Issues and expenence from other countnes wIll help the Hunganan developments 

although It Will need a great deal of analysIs as dIscussed m sectIOn 3 of tills paper The 

same also applIes to the Issues of the OperatIOnal Code and any new metenng 

reqillrements resultmg from the openmg of supply competItIon perhaps down to the retml 

level 

4 4 Model 3, BIlateral Tradmg 

ThIS IS probably the most radIcal tradmg optIOn bemg consIdered and Will mtroduce 

many new technIcal and operatIOnal problems The generatIon secunty m thIS model 

becomes a contractmg Issue for the SupplIers m both the short and long term tImescales 

Contractmg Agents (CA) Will probably have to present 'balanced schedules' to the 

TransmISSIOn System Operator (TSO) for both the day to day and the longer term 

schedulmg actIVItIes With Codes or Protocols necessary to admImster the deVIatIOns, or 

Imbalances, from the balanced schedules 

In a SImIlar way the AncIllary ServIces reqillrements WIll eIther have to be balanced m the 

schedules presented to the TSO or a secondary market m AS WIll be necessary, most 

probably managed by the TSO Also the 'balanced schedules' presented to the TSO Will 

have to mclude the effects of transmISSIOn losses mcurred by the partICIpants of each of 

the balanced schedules The mclUSIOn of transmISSIon losses WIll be a complex mteractIve 

plannmg and schedulIng process between the TSO and the CAs 

OwnershIp of the transmISSIOn WIres WIll be a sIgmficant Issue m thIS model whIch m 

turn Will mtroduce transmISSIon secunty problems With respect to proVISIon of the 

necessary new capaCIty as the generatIOn and demands on the system change There WIll 

have to be adequate market mcentives or admmIstratIve procedures (1 e Regulatory 

approval) to ensure that suffiCIent capaCIty IS avaIlable on the day for the TSO to manage 

real tIme securIty problems 
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The OperatIOnal Code In Its present form will be Inappropnate for the BIlateral TradIng 

model and will need to be replaced by a senes of separate rules, codes or protocols to set 

out the commercial tradIng and operatIonal framework for tills model 

4 5 Separate or Combmed 'System OperatIOn' and 'WIres' FunctIOns? 

ThiS subject mayor may not become a slgmficant Issue with the selectIOn of the tradIng 

model to be developed for more competItIOn In Hungary For thIS reason the follOWIng 

comments only set out a few of the baSIC Issues willch need to be considered before any 

decIsIons are taken The Issues are common to any of the models bemg conSidered In the 

assocIated tradIng paper 

The functIOns and roles that are associated With puttIng buyers and sellers together, via a 

set of transmission wrres and system operatIOn actIvities, In a competItIve electnc power 

Industry, are as follows 

1 TransIDlsslOn system ownership and maIntenance of the hnes, transformers, 

sWitchgear and other assets ThiS functIOn IS baSically one of asset management, 

mamtenance and constructIOn often referred to as the 'wIres' functIOn 

2 System operatIOn and control In real tIme, IncludIng despatch of generatIng plant, 

maIntaInIng system rehabilIty, maIntaInIng operatmg reserve, balanCIng supply and 

demand and adjustIng for losses 

3 Scheduhng and reschedulIng of generatmg plant m accordance WIth market rules m the 

week ahead, day ahead, hour ahead and/or spot market 

4 AllocatIOn of avaIlable transIDlsslOn capaCIty and the collectIOn of transmISSIon 

charges for use of the system and the co-ordInatIOn of energy tradmg In a SIngle buyer, 

bIlateral contract, pool or spot market 

5 BrokerIng and arrangIng energy exchanges, usually by acceptmg and reconcIlIng 

generator offer and demand SIde bIds (the so called power exchange functIOn) In a 

week ahead, day ahead, hour ahead or spot market 
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6 Pubhshmg spot or market clearmg pnces by reference to system margmal pnces, the 

energy exchange or pool rules and algonthms 

7 Metenng and data collectIOn after the fact are also market related functIOns The data 

collectIOn and handlIng exerCIse can mvolve enormous volumes of data m a large 

market 

8 Settlement system admmIstratIOn follows from metenng and data collectIOn m whIch 

the pncmg algonthms are applIed to the collected data 

9 The bIllmg process IS next m sequence whIch mvolves the publIcatIon to the market 

partICIpants of InformatIOn enablmg them to Issue bIlls or mVOIces 

10 AdmImstratIOn of the funds flowmg between the market partICIpants 

It IS also pOSSIble to IdentIfy dIstmct, but not always dIscrete, functIons or sub-functIons 

from whIch transmIssIon servIces are denved m relatIOn to 

• congestIon or constramts management 

• tranSmISSIOn expanSIOn and remforcement planmng 

• transmISSIon expanSIOn and remforcement ImplementatIOn 

• transmIssIon losses management 

• admImstenng andlor creatmg markets m ancIllary servIces, transmISSIOn nghts and 

emISSIons allowances 

• handlmg Imports and exports, as broker or pnncIple, and operatmg mterconnectIOn's 

• enforcmg codes, protocols and standard procedures 

• provIdmg InformatIOn and adVIce 

• carrymg out system studIes 

• actmg as an agency for collectmg leVIes and dutIes 

There are essentIally two mam models whIch have been developed m restructurmgs 

around the world, (1) the so-called Poolco model of Argentma and VIctona, m whIch the 

transmISSIOn system was transferred to a 'WIres only' company whIch was separated from 

the system operatIOns and other market related functIOns, and (2) the combmed models of 

England and Wales and Norway and Sweden, where all functIOns are carned out under 

17 KEMA-ECC Proprietary 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

09/15/97 

one Independent 'umbrella' organIsatIOn although both, In fact, separate out the 'System 

OperatIOn' and 'Wires' functIOns Into different busInesses WithIn the smgle company 

In the HungarIan restructunng It wIll be necessary to consIder the Issues If any 

preferences are expressed for a combInatIOn or separatIOn of the varIOUS functIOns 

Although the cost to the end consumer of runmng the system IS very small, and thus an 

economic analYSIS of the combInatIOn of functIOns IS perhaps not too Important, there are 

a few baSIC observatIOns that can dnve the deCISIOn as to the chOice of structural optIons 

1 Despatch and mamtaInIng relIabilIty clearly go together, as does the adminIstratIon of 

the ancIllary services market 

2 SchedulIng and rescheduhng can be separated from despatch but only up to a pomt 

3 If co-ordmatmg energy tradmg and the matchmg of supply and demand bIds In a 

power exchange IS closely lInked to the schedulmg process, the same has to be true of 

co-ordmatmg spot and bIlateral contract tradmg 

4 The final allocatIOn of transmiSSIon capaCIty to reflect the outcome of the schedulIng, 

urnt commItment and despatch regIme IS a natural functIOn for system operatIOn staff 

who are responSIble for controllIng the system and mamtaInIng relIabIlIty 

5 EstablIshmg the market cleanng pnce by reference to the system margmal pnce IS 

also WithIn the realm of system operatIon 

6 Metenng and data collectIOn can stand alone and, m theory, be carned out by anyone 

7 Settlement system admmistration has a strong lInk WIth system operatIOn 

8 BIllmg and funds admInIstratIOn can be separated and carned out by anyone 

9 The advantages and dIsadvantages of separatIOn of system operatIOns from the 

ownershIp of the transmISSIOn Wires have not been definItIvely establIshed anywhere 

m the world However the most obvIOUS advantages of keepmg them combmed are 

that there IS a need for fewer rules, protocols and contracts between the two 

10 Whether varIOus functIOns are splIt or combmed there IS a compellIng need, before 

makIng any declSlons, to fully analyse the nsks and benefits that result 

18 KEMA-ECC ProprIetary 
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The conclusIOn of thIs bnef examInatIOn of the Issues of combImng, or separatIng, the 

system operatIOn and WIres functIOns, WIth respect to the Hunganan needs, wIll have to 

awrut the further development of the work on the tradmg optIOns 

5 CONCLUSIONS 

Certrun conclUSIOns can already be drawn from the technIcal and operatIOnal Issues set 

out In thIs paper These conclUSIOns may mdicate a constraInt, a need for further 

development or a need for some new arrangements In relatIOn to a specIfic or 

recommended market tradIng model However, untIl the optIOns and preference on a 

tradIng model are developed further the conclUSIOns cannot be specIfic UntIl then there 

are some clear IndIcators of the Issues that WIll have a sIgmficant bearmg on the final 

outcome and the folloWIng general conclUSIOns should be noted 

1 WIth respect to generatIon secunty the Issue of whIch entIty has the responsIbIlIty for 

securIty of supply, or what market InCentIVes can be Introduced, WIll be CruCIal to the 

long term requIrements In addItIon, the development of DSM opportunItIes could 

have a sIgmficant Impact on the general management of generatIOn secunty 

2 The key Issue on transmISSIon secunty WIll result from the whether or not the system 

operatIOn and WIres functIOns are separated There are many Issues related to thIS and 

an Important aspect may be the management of system constraInts particularly If thIs 

leads to a development of commercIal arrangements for mamtaInIng transmISSIOn 

securIty In sectIOn 4 5 the paper sets out some of the Issues whIch need to be 

addressed In a separatIon or combInatIOn of the 'system operatIOn' and 'WIres' 

functIOns and at thIS stage of development of the restructurmg optIOns It IS probable 

that It WIll best SUIt the HungarIan reqUIrements to have all these functIOns combIned 

3 As a general conclUSIOn It IS safe to say that AncIllary ServIces (AS) WIll probably be 

the most sIgmficant Issue from a technIcal and operatIOnal pomt of VIew However, It 

IS Important not to get thIs out of proportIOn WIth the scale of changes whIch may take 

place m the tradIng arrangements for energy WhIlst the unbundlIng of AS WIll be 
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necessary m order to meet EU DirectIve reqUIrements the monetary value IS probably 

no more than 5% of the energy market and a pragmatIc development IS to be 

recommended Recogmsmg the relatIvely small electncal size of the HungarIan system 

a fully competItIve market model IS unhkely to be practical and a mixture of 

mandatory oblIgatlOns and admmistered costs of procured services IS hkely to be the 

most attractIve optlOn 

4 TransmiSSIon losses Will have to be unbundled and agam thiS IS a very small monetary 

part of the energy market However, 'losses' tends (largely mcorrectly) to mdlcate 

mefficlencles and can become a very emotlOnal Issue whIch Will have to be carefully 

developed WIthm the boundanes of practIcal operatIonal solutlOns and economic and 

commerCial Ideals 

5 Whatever the outcome of consldenng the tradmg arrangements the development of 

the OperatlOnal Code WIll reqUIre sIgmficant resources to meet the reqmrements of the 

Hunganan ESI Clanty, and If pOSSible SImplICIty, of the chosen tradmg model WIll 

need to be reflected m the procedures to operate the supply system The OperatlOnal 

Code bemg currently rewritten Will prOVide a sound startmg pomt for the future and 

the mechamsm for further development, Via the Code Committee, IS already m place 

6 In any proposed restructurmg the tanff metenng IS always a dtfficult Issue It IS 

technIcally and operatlOnally not dIfficult but Issues of costs, practIcahtIes, tImmg and 

general management of the necessary changes have shown to be cntical path matters m 

several other countoes 
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THE HUNGARIAN ELECTRICITY INDUSTRY 
OWNERSHIP STRUCTURE 

1 BACKGROUND 

Tlus paper exarnmes aspects of the current ownerslup structure m the HungarIan electrICIty 
sector that affect the desrrability of movmg towards a more compehhve envrronment In 
parocular It focuses on the Imphcabons of dIfferent ownerslup structures under the models 
of compehbon outhned m the paper "HungarIan Tradmg Schemes", prepared by Arthur 
Andersen and the USAID team, for the HEO That paper dIShngUlshes between four 
models 

• 
• 
• 
• 

Model 0 Enhanced Status Quo 

Modell MmImum Change Model 

Model2 Pool Model 

Model3 BIlateral Tradmg Model 

Model 0 reflects what can be done to maXlffilSe compebbon Withm the current legal 
structure of the HungarIan electrICIty mdustry, but falls short of meehng the requrrements 
of the EU ElectrIcIty Drrecbve Modell IS the "mmImum change" whIch would sahsfy the 
Drrecbve Models 2 and 3 represent further degrees of hberahsabon, whIch go beyond the 
Immediate reqUIrements of the Drrecbve 

For each of these models the current paper sets out where conflIcts of mterest are lIkely to 
arIse under dIfferent ownershIp patterns and presents ophons for dealIng WIth them Smce 
Models 2 and 3 largely raise the same Issues m relabon to ownerslup, m thIs paper we 
conSIder them together under the headmg of "Further hberahsahon" 

11 The Relahonshlp Between OwnershIp and Llberahsahon 

The paper "Hunganan Tradmg Schemes" has addressed the quesbon of the approprIate 
degree of hberahsahon for the HungarIan electrICIty sector, and has outlmed the mam 
relevant systems 

Tlus paper focuses on ownerslup Owners are defmed as those who have the reSIdual 
enhtlement to the profIts of the enterprIse (For corporabsed enbhes, the owners are the 
shareholders) Ownerslup IS Important because of the dIfferent mcenbves that arIse under 
dIfferent ownerslup structures These mcenhves will affect the outcome of any 
hberahsabon measures and therefore have Important Imphcabons for the desrrability of 
adophng a parhcular market structure 

The rahonale for hberahsmg the electrICIty market IS the potenhal for Improved effICIency 
SpecIfIcally, compebhon prOVIdes mcenbves for mcreased effICIency m despatch, 
mamtenance and mvestment m generabon However, for thIs to be the case, there are 
several reqUIrements whIch have to be met In parbcular 
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Comparues must act m a profIt maxnrusmg way, 

There should be a large number of (actual and/or potenhal) players m both 
generahon and supply achvlhes, 
Barners to entry should be low, and 

The government IS able to make credIble COmmItments both m CIVIC law (Ie 
contracts) and regulatIon, to enable a rugh degree of assurance that an mvestor will 
be able to recover sunk costs 

These requIrements m tum have Imphcahons for ownersrup Queshons of ownersrup 
therefore become more relevant as moves towards more hberal tradmg arrangements are 
consIdered Models I, 2 and 3 therefore raIse more ownersrup concerns than Model 0 
Moreover, the maJonty of these concerns are common between the three more hberal 
models, but become more cnhcal the greater the degree of hberahsahon 

The structure of the paper IS as follows In the remamder of thIS sectIon we summanse the 
current ownerslup structure of the electrICIty sector m Hungary SectIon 2 then recaps on 
the four models of competItIon, summanses the econOIDlC arguments for restrIctIons on 
ownerslup, and sets out the optIons for addressmg questIons of ownerslup ThIS prOVIdes 
the basIS for the analYSIS m Sechon 3, wluch relates each of the models to the current 
ownerslup structure m Hungary and makes recommendatIons for dealmg With the 
ownerslup concerns wluch anse Sechon 4 concludes 

1 2 Current OwnershIp Structure 

Changes m ownersrup are dIstInct from changes m an mdustry's structure The electnCIty 
sector m Hungary was restructured at the end of 1991 A programme of pnvahsahon (Ie a 
move from pubhc to pnvate ownersrup) was begun m 1995, WIth pnvate fIrms lillhally 
becommg Jomt owners With the government The Hunganan pnvahsatIon has attracted 
foreign mvestors, resultIng m a sIgmflcant degree of foreign ownerslup m the sector The 
current ownerslup stakes held by foreIgn mvestors are shown m Table 11 

Currently, the state company MVM owns 100% of the nahonal grId company (OVIT Rt) and 
the Paks nuclear power stahon As well as bemg responsIble for the transIDlsslon system, 
MVM handles despatch, and acts as a monopoly power wholesaler, purchasmg power from 
the generatIng comparues and Imports, and seIlmg It on to the supply compames It IS 
planned to eventually offer a mmonty stake m MVM for sale The AppendIX to the 
PnvahsatIon Law sets out that 50%+1 of the shares m MVM are to remam m long term 
pubhc ownerslup 

The generahon sector IS compnsed of seven fossil fuel generatIng comparues and the Paks 
nuclear statIon With the excephon of Dunamenh (wruch runs on heavy fuel oil and natural 
gas) and Budapest (natural gas and fuel oil), all the fossil fuel generatIng comparues mclude 
mtegrated coal mmes Mmonty stakes (of around 49%) have been sold to foreIgn mvestors 
m two generatIng compames The mvestors have the opportumty to obtam maJonty stakes 
of 50% plus 1 through a further capItal raIse to fund mvestment Powerfm has already used 
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tlus rIght to gam a majorIty holdmg m the DunamentI power statIon MajorIty stakes m a 
further two generators have also been sold However, offers of majorIty stakes m the 
remammg three fossIl fuel generators faIled to attract acceptable bIds, and they currently 
remam m state ownersrup The Paks nuclear statIon also remams m state ownersrup, as part 
of MVM, although It IS a potentIal candIdate for prIvatIsatIon 

MInOrIty stakes (of around 48 %) m all SIX supply comparues have also been sold, all to 
foreIgn mvestors The supply comparues combme ownershIp of the dlstnbuhon WIres WIth 
retailing of electrICIty to £mal consumers These mvestors have some management rIghts 
and pre-emphon rIghts to mcrease the stake to 50%+1 by the end of 1997 Both RWE and 
EdF have mterests m two supply comparues EdF has obtamed the necessary approvals to 
sell half of ItS stake m EDASZ to Bayernwerke Bayernwerke IS also seekmg to buy Isar
Amperwerke, wruch would gIve It mdrrect ownersrup over a thIrd supply company, 
TITASZ 

The HungarIan government holds a 1/ golden share" m each of the prIvahsed generahon and 
supply comparues, gIvmg It the rIght to exerCIse speCIal votmg rIghts on strategIc questIons 

Although the HungarIan electricity sector has been restructured, the degree of hberahsahon 
remaIns mID1mal MVM has a monopoly rIght to purchase power from generators as well as 
a monopoly on wholesale supply The supply comparues themselves have a monopoly on 
supply to all customers m theIr area 1 Both sales of power from the generators to MVM and 
from MVM to the supply comparues are governed by long-term contracts Thus, the 
mdustry currently 18 effechvely contmumg to operate m contractual terms as a vertIcal 
monopoly 

There IS a potenhal Wlthm the current framework for ad hoc excephons, VIa the granhng of duect supply hcences 
to self-use generators DEDASZ IS currently challengmg HEO s granhng of such a hcence to a planned new plant 
at Dunaferr 
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Table 11 
Current ForeIgn OwnershIp In HungarIan ElectncIty Industry 

Company ForeIgn Ownerslup 
Stake 

Generatzng Companzes 
Dunamenh PowerfrnSA 
Matra RWE-EVSAG 
Budapest Eromu lVOFmland 

TomenJapan 
TlSza Eromu AES 
Bakony None 
Pees None 
Vertes None 
Paks None 

( 100% owned by MVM) 

Supply Companzes 
TITASZ Isar-Amperwerke 
DEMASZ EdF 
EDASZ EdF, Bayemwerke AG 
DEDASZ Bayemwerke AG 
ELMU RWE-EVSAG 
EMASZ RWE-EVSAG 

TransmlsslOn Company 
OVITRt None 

(100% owned by MVM) 
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2 OPTIONS 

2 1 Liberahsahon In the Hunganan Electncity Sector 

In Hungary, the questIon of hberahsatIon of the electnclty sector IS bemg consIdered m 
connectIon WIth comphance WIth the EU Electnclty DrrectIve The EU DrrectIve requrres a 
mmnnum amount of hberahsatIon of Member States' electncIty sectors, and an unbundhng 
of separate functIons The lffiphcatIons of the DrrectIve for the Hunganan electrIcIty 
mdustry have been consIdered m detail m a preVIOUS paper 2 

The comparuon paper on "Hunganan Tradmg Schemes" outhnes four alternatIve 
hberahsatIon models for the Hunganan electrIcIty sector We recap on the key features of 
each of these models below 

2 11 Model 0 Enhanced Status Quo 

Under Model 0, competItIon 18 maxImIsed Wlthm the current mdustry structure m Hungary, 
but the degree of hberahsatIon falls short of meetIng the requrrements of the DrrectIve 
SpecIfIcally, under the current law we understand that MVM cannot be mandated to grant 
access to Its transffilSsion network to competIng generators or electrICIty supphers 

Steps whIch could be taken under Model 0 (and whIch are recommended m the comparuon 
paper) mclude (a) a requrrement for a separatIon of accounts for the dIfferent functIons 
WIthm MVM, and (b) the formatIon of autonomous umts CompetItIon for new generatIon 
could be enhanced by the replacement of the current opaque arrangements WIth pubhshed, 
transparent cntena and processes, m whIch MVM does not have a proactIve role 

LImIted hberahsatIon m supply may also be pOSSIble under the current structure VIa the 
extenSIon of drrect supply hcences to self-use generators However, HEO 18 currently bemg 
challenged on ItS Issue of a supply hcence to a self-use plant at Dunaferr, whIch would 
allow It to sell ItS excess power to other customers The move IS bemg contested by the 
area's supply company, Dedasz, as a VIOlatIon of ItS monopoly 

21 2 Modell Mmlmum Change 

The "MmImum Change" model represents the mmnnum degree of change from the present 
Hunganan system whIch comphes WIth the requrrements of the ED DrrectIve3 

There are three key areas of hberahsatIon under the DrrectIve, relatIng to (a) new 
generatIon, (b) opemng of the supply market, and (c) access to the transmISSIOn system 

2 

3 

Potenhal ConflIcts Between EXIShng Hunganan Law and the European Umon Drrechve on LtberalISahon of the 
ElectncIty Sector, March 281997 
Here we use the term Mmunum Change Model to refer to any tradmg arrangement whIch encompasses the 
parhcular features dIScussed In realIty there are several dIfferent orgamsahonal arrangements whIch could be 
adopted m order to achIeve thIS degree of hberalISahon The preCISe arrangement to be adopted would be matter 
for further consIderahon by HEO 
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WIth respect to new generatIon, to comply WIth the DIrectIve, Hungary would need to 
estabhsh eIther an authorIsatIon process or a tendermg process and an authorIsatIon process 
In both cases transparent and non-dIscnmmatory cntena must be developed Where a 
tendermg process IS adopted, the body responsIble must be II mdependent of electrIcIty 
generatIon, tranSmISSIOn and generatIon actIvItIes" 4 ThIS Imphes that MVM would not be 
ehgIble to operate the tender 

The second reqUIrement under the DIrectIve IS a mInImum degree of opemng of the supply 
market ThIs unphes an end to MVM's current monopoly on wholesale supply, and to the 
dIstrIbutIon comparues' monopoly over supply The DIrectIve estabhshes the mInImum 
proportIon of each members' market whIch must be opened to competItIon The consumers 
to whom the proVISIOns are extended are referred to as "ehgIble customers", and must 
mclude all consumers WIth an annual demand above 100 GWh 

In addItIon to the operung of the supply market, the DIrectIve requIres that Member States 
Implement one of two optIons for system access negotIated access or a Smgle Buyer 
procedure The two systems are mtended to produce eqUivalent econOmIC results In both 
cases, ehgIble consumers must effectIvely have access to buy electrICIty from mdependent 
producers The Smgle Buyer vanant represents the mInImum orgarusatIonal change from 
the current mdustry structure 

Fmally, comphance WIth the DIrectIve requIres an unbundlIng of functIons m mtegrated 
comparues (ArtIcle 14) Such comparues are reqUIred to keep separate accounts for 
generatIon, transmISSIOn and dIstrIbutIon actIVItIes, as If they were separate actIVItIes 5 In 
addItIon, the transmISSIOn system operator (MVM) must be at least managenally 
mdependent from generatIon and dIstnbutIon actIVItIes 

2 1 3 Further Lrberahsahon 

The requIrements of the DIrectIve represents a mInImum whIch needs to be comphed WIth 
as part of the process towards EU membershIp The HungarIan authontIes may, however, 
WIsh to conSIder gomg beyond these requIrements, If they feel there are advantages m terms 
of achIevmg greater effICIency m the electrICIty sector 

Model 2 (Pool Model) and Model 3 (BIlateral Tradmg Model) both represent further degrees 
of hberahsatIon Under Model 2, generators, dIstrIbutIon comparues, end-users and 
mtermediaries would have access to the transmISSIOn network, WIth trades occurrmg Via a 
Pool mecharusm In contrast, under a BIlateral Tradmg model, dIstnbutIon comparues and 
end-users would contract dIrectly WIth generators and mtermedianes, WIth the system 
bemg supported by an Independent System Operator (ISO), WIth responsIbility for 
schedulmg and settlmg unbalances 

4 Arhcle 6 Paragraph 5 
5 The Drrechve does not expbCltly requrre a separahon of accounts for the dlStnbuhon wrres busmess and 

electnClty retailing achVlhes 
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As presented m the "Tradmg Schemes" paper, system access for dIstnbutIOn comparues and 
end-users under each of these two models would be m lme WIth the tImetable set out m the 
EU DrrectIve, Ie 22% of the market would lllitIally be opened to competItIon In sectIon 32 
we also consIder the ImphcatIons for ownerslup of extendmg competItIon to retail 
consumers 

2 2 Imphcahons of Different Ownership Structures for the Effechveness of 
Compehhon 

In SectIon 11 we noted that there are several reqUIrements that have to be met If 
hberahsatIon IS to result m Improved effICIency Some of these requrrements Imply that 
competItIon may not mcrease effICIency m the face of ownershIp structures WIth certam 
features, such as 

• common ownershIp Withm a specIfIc functIon (Ie horIZontal mtegratIon), 

• ownershIp across dIfferent functIons (Ie vertIcal mtegratIon), or 

• partIcular types of owner (Ie pubhc or prIvate) 

The exact ImphcatIons of dIfferent ownerslup structures for the effectIveness of competItIon 
will dIffer dependmg on the form of hberahsatIon bemg Implemented 

Below we summarISe the econOmIC arguments for restrIctIons on ownershIp OptIons for 
addressmg the potentIal dIffIcultIes assocIated WIth ownershIp are presented m SectIon 2 3 
SectIon 3 relates the dIscussIOn to the models of hberahsatIon bemg consIdered m the 
Hunganan context 

2 2 1 Honzontal Integration 

The argument for horIZontal mtegratIon Withm any mdustry IS the potentIal for econOmIes 
of scale The technology of the mdustry may be such that larger frrms are able to operate at 
a lower cost than smaller frrms (Ie economIes of scale are present), and It IS therefore more 
effICIent to have a small number of large frrms operatIng m the mdustry than a large 
number of smaller frrms However, where there are only a few frrms operatIng Withm an 
mdustry they may be able to exerCIse market power (eIther mdividually or by colludmg) 
and mcrease pnces sigruficantly above costs, reduce quahty or carry out meffICIent 
mvestment The extent to whIch frrms have market power depends not Just on the actual 
number of competItors m a market, but also on potentIal entry SpecIfIcally, where barners 
to entry mto the market are low, the ability of new frrms to enter the market IS hkely to 
constram the behaVIOur of frrms already m the market 

TransmISSIOn and dIstrIbutIon are both natural monopoly functIons WIth sigruficant 
economIes of scale For generatIon and supply, the potentIal econOmIes of scale are much 
less Sigruficant 6 

In the case of generahon, developments ill the teclmology employed (parhcularly the development of gas
powered CCGTs) have greatly reduced the ophmal SIZe of plant 
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2 2 2 Vertical Integration 

Common ownershIp across functIons (Ie generatIon, transnussIOn, dIstnbutIon and retail) 
can potentIally lead to conflIcts of mterest A company may be able to mcrease Its overall 
profIts by acbng m a way whIch would not be consIstent WIth profIt maxInusmg behavIOur 
If the frrms were separately owned, thts IS usually descnbed as "self deaImg" Where thts 

occurs, the mtroductIon of competItIon may not result m Improved effICIency 

Below we look at the potentIal conflIcts of mterest whIch anse under specIfIC cases of 
common ownershIp 

2221 Common ownershlp of transmlSSlOn and generatlOn/supply 

In a SItuatIon where there IS competItIon m generatIon, a conflIct of mterest may anse where 
the transnussIOn system operator (TSO) also has mterests m generatIon In partIcular, the 
TSO may have an mcentIve to despatch ItS own generator m preference to those owned by 
other comparues, even though the latter may be lower cost SInnlarly, where the TSO IS 
responsIble for Issumg and evaluabng tenders for mvestment m new generabng capaCIty, 
there IS a conflIct of mterests If the TSO IS also responcimg to such tenders 

The conflIct of mterests becomes more acute where there IS also competItIon m wholesale 
supply, and the TSO fmds Itself havmg to allow competIng generators access to the 
transnussIOn system m order to supply what were preVIOusly ItS own generators' customers 
Smce thts IS not m the TSO's mterests as an owner of generatIon, the TSO may try to restrIct 
access, thereby obstructIng competItIon The TSO may also Impose penal charges for 
supplymg top-up and stand-by power from ItS own generators to competIng generators In 
all such cases the TSO's actIons will affect competItors' operatIonal and mvestment 
deCISIOns, WIth the result that the antIcIpated effICIency gams from the mtroductIon of 
competItIon do not m fact matenahse 

An analogous SItuatIon arISes where the transnussIOn proVIder also sells power to fmal 
consumers who are m a potentIally competItIve market The TSO will be reluctant to allow 
access to Its network for competIng supphers to offer an alternatIve supply to those 
customers 

2222 Common ownershlp of generatzon and supply 

Where there IS a monopoly on wholesale supply, the extent of any common ownershIp 
between generatIon and supply comparues does not raISe dIffIcultIes, smce the two 
comparues are not allowed to deal dIrectly WIth each other 

As soon as the monopoly on wholesale supply IS removed, supphers who also have 
generatIon mterests have a potentIal to 1/ self deal", provldmg that they retam some captIve 
customers (Ie a SItuatIon where there IS not full retaIl competItIon) Supphers have an 
mcentIve to contract for power from therr own generator, rather than search for a cheaper 
source of power, smce the suppher can pass on the costs of generatIon to Its captIve 

8 



I 
I 
I 
I 
I 
I 
I 
II 

I 
I 
I 
I 
I 
I' 
I 
I 
I 
I 
I 

customers and tlus IS more profItable for the mtegrated company as a whole Slffillarly, 
supphers have an mcenhve to mvest m generahon, regardless of whether tlus represents the 
most effIcIent outcome Under tlus scenano, the generators who are connected to supphers 
have a guaranteed market and therefore have no need to Improve theIr effICIency, and 
mdependent generators have fewer opportumhes to sell theIr power Overall, the level of 
compehhon m generahon falls, WIth resulhng hIgher pnces and costs, for both the operahon 
and mamtenance of eXlshng generahon and new mvestment 

Where there IS full retail compehhon, so that there IS no possIbilIty of cross subsldIsmg from 
other achVIhes, self deaImg concerns dIsappear Supphers no longer have any caphve 
customers, and therefore cannot pass on hIgher generahon costs In thIs sItuahon, verhcal 
mtegrahon between generahon and supply no longer presents a problem, and may even be 
a natural arrangement, as the margm m the supply busmess alone IS very low 7 

2 2 3 PublIc Sector OwnershIp 

Pubhc sector owners may have obJechves other than profIt maXIffilsahon (eg employment 
concerns) Where these other obJechves playa large role relahve to commercIal objechves, 
compehhon will not automahcally lead to mcreased effICIency Pubhcly owned fIrms may 
be placed at a compehhve dIsadvantage, through a requIrement to meet SOCIal pohcy 
obJechves, such as the mamtenance of an uneconoffilcally hIgh employment level 

On the other hand, pubhc fIrms may have a lower cost of capItal or less averSIOn to nsk than 
pnvate fIrms, because of access to fInance from taxes Therefore, pubhcly owned fIrms may 
mvest m nskIer, more capItal mtenslve generahon projects There IS also a danger that easy 
access to government fInance could allow pubhcly owned fIrms to undercut compehng 
pnvate supphers 

2 3 Ophons for AddreSSIng OwnershIp Problems 

In the prevIous sechon we noted that vanous ownershIp structures may affect the extent to 
whIch mtroducmg compehhon mto the electrICIty market results m an Improvement m 
effICIency One ophon IS therefore to hmIt the extent of hberalISahon to those areas where 
compehhon truly affects effICIency, such as the construchon of new generahon and the 
despatch of generahon not governed by contracts 

If hberahsahon IS planned on a Wider scale, the ophons for addressmg ownershIp problems 
fall mto three general categones 

• 
• 
• 

legal restrichons on ownershIp, 
unbundImg to estabhsh mdependent ownershIp (regulahon by structure), and 
regulahon of fIrms' behaVIour (regulahon by conduct) 

7 The extenSIOn of retaIl compehhon goes beyond any of the models currently bemg dIScussed for Hungary, and IS 
not currently present m the vast majorIty of countrIes world-WIde 
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We bnefly consIder each of these optIons m tum below In SectIon 3 we analyse the need 
for specIfIc lnrutatIons m the context of each of the four models of competItIon bemg 
proposed for Hungary 

2 3 1 Restnctions on OwnershIp 

Statutory restnctIons can be placed on ownershIp, a pnon, m order to prevent the emergence 
of an ownershIp pattern whIch does not support competItIon Such restrIctIons are matters 
of competItIon pohcy as much as of regulatIon 

Where market dommance IS seen as a threat to the effectIveness of competItIon, a pnon 
restrIctIons may aIm to prevent honzontal mtegratIon In partIcular, lnrutatIons may be 
placed on the number of generatIng or supply compames m whIch an mvestor IS allowed to 
hold mterests AlternatIvely, the lnrut may be mterpreted m terms of a maXImum market 
share aSSOCIated WIth an mvestor's holdmgs, rather than on the number of compames 

Slffil1arly, restrIctIons can also be placed on the degree of vertIcal mtegratIon These 
restrIctIons can mclude "own generatIon" lnruts for supply compames, whIch lnrut the 
amount of generatIon m whIch a supply company can have share-ownmg mterests 
LlffiltatIons can also be placed on the tranSmISSIOn operator havmg ownershIp mterests m 
generatIon, dIstrIbutIon or supply 

It IS possIble to Impose restrIctIons on pnvate ownershIp, by specIfymg assets whIch are to 
remam m pubhc hands Slffil1arly, the government may choose to defme certam strategIc 
assets m whIch foreIgn ownershIp IS prohIbIted or restrIcted to a mmonty share 

232 UnbundlIng 

One structural approach to the ownershIp questIon IS legal restrIctIons on ownershIp 
However, the questIon also anses as to how far the eXIstzng ownershIp structure IS 

unacceptable, and requues unbundhng There are two approaches to unbundhng 
dIvestment, to result m an actual change m ownershIp, or regulatIon, to result m a 
separatIon of functIons WIthout a change m ownershIp 

2321 Corporate Dlvestzture 

Corporate dIvestIture can take vanous forms, such as (1) a reqUIrement to sell an eXIstIng 
ownershIp stake to a separate owner, (2) a long-term leasmg arrangement, or (3) a 
management contract whIch separates ownershIp from operatIonal control 

For pubhcly owned fums, structural optIons for addressmg ownershIp problems mclude (1) 
pnvatIsatIon (Ie a change from pubhc to pnvate ownershIp), or (2) corporatIsatIon, WIth 
mana genal autonomy so that furns can operate as fully commerCIal entItIes 
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2322 Regulatonj Unbundlzng 

In the case of verhcal mtegrahon, regulahon can requrre separate management and accounts 
for dIfferent funchons, m order to "rmgfence" the dIShnCt busmesses Under such 
regulahon, busmesses whIch have a common owner are requIred to sell to each other at 
transparent transfer prIces, whIch are regulated to reflect the true costs mvolved 

Regulahon can also address the mcenhve problem caused by ownershIp of the transmISSIOn 
gnd and generatIon or supply mterests To support mandatory access proVISIOns, many 
regulators encourage mtegrated electnCIty comparues to create an "Independent System 
Operator", whIch IS mdependent m accounhng and managenal terms from generabon and 
supply mterests 

2 3 3 RegulatIon of FIrms' BehavIOur In a Market 

The prevIous two secbons focused on ownerslup structure An alternabve approach IS the 
regulabon of frrms' conduct or performance, such that the outcome attempts to mrrror that 
whIch would have been achIeved If the fIrms had m fact been under separate ownershIp 

A common form of such regulahon aImS at prevenhng an abuse of market power, m a 
situabon With sIgruhcant honzontal mtegrabon, through regulatory controls on pnces or 
profIts Acceptance of thIs approach normally SIgnals the abandonment of compebhon, but 
not m all cases 

Regulahon can also expand compehhon to address the potenhal for "self dealmg" under a 
verhcally mtegrated ownerslup structure Where electrICIty supphers also have generahon 
mterests (eg RWE's common ownershIp of ELMU, EMASZ and the Matra power plant), 
they may be reqUIred by condlhons m theIr hcences to purchase power from the most 
econOmIC source Slffillarly, a power wholesaler WIth generatIon mterests (eg MVM) can be 
requrred to purchase power at the cheapest pnce, and generators can be prolublted from 
dIscrlffilflahng m the prIce they charge for theIr power to comparable parhes To address 
the problem of mefflclent mvestment m generahon, regulators can estabhsh a system of 
compebbve blddmg for the rIght to buIld new capaCIty, such as the tendermg process under 
the EU DITechve 

Mandatory access provislOns can be used to requITe owners of the transmISSIOn grId to 
prOVIde system access on transparent and non-dIscrlffilflatory grounds Such proVISlOns can 
be used to facilitate the expanslOn of compehhon, m a situahon where the owner of the grId 
also has mterests m generahon and/ or supply 

Regulahon of the behavlOur of publIcly owned comparues may also be successful m 
ensurmg that compehhon leads to Improved effICIency In the UK, the publIcly owned 
nuclear generator was requrred under ItS" Self-Denymg Ordmance" to Issue all contracts by 
publIc auchon, m order to prevent any dlscrlffilflahon 
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A common problem associated WIth all forms of regulahon of fIrms' behavIOur IS that of 
enforcement and ensurmg comphance ThIs problem IS hkely to be more senous where the 
market structure remaIns unbundled We return to thrs as part of the analysIs m Sechon 3 
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3 ANALYSIS 

In the followmg sectIons we lughhght the Important ownershIp Issues wluch arIse under 
each of the three models of competItIon bemg consIdered for Hungary and present OptIons 
for addressmg the concerns that arIse 

3 1 Model 0 Enhanced Status Quo 

Increased hberahsatIon of the electrIcIty sector witlun the current legal framework raIses 
only mmor ownerslup concerns, mrunly connected WIth MVM's current ownerslup of both 
transnusslon and generatIon assets 

3 11 HOrIzontal IntegratIon 

3111 Generatzon 

Under the current mdustry structure m Hungary, generators sell therr power to MVM under 
long term contracts, wluch defme therr total remuneratIon Despatch IS on the baSIS of cost 
Tlus results m a hmIted degree of competItIon However, smce they are operatIng under a 
contract, eXIstIng generators are not exposed to competItIon from new generators 

In VIew of the very hmIted degree of competItIon m the enhanced status quo model, the 
ISsue of hOrIzontal mtegratIon IS not of major sigrufIcance However, there IS a posSIbility 
that common ownerslup of several generatIon comparues may result m one owner gammg a 
degree of market power suffICIent to force a renegotIatIon of the eXIStIng contracts WIth 
MVM Moreover, comparues may act m a strategic manner to buIld up ownerslup stakes 
WIth the aim of explOItIng any consequent market power m the event that the market IS 
hberahsed (see 3 211) 

Presently there are SIX owners operatIng m the generatIon sector At prIvatIsatIon, 
restrIctIons were placed on the degree of hOrIZontal mtegratIon allowed m the sector, WIth 
comparues not permItted to gam an mterest m more than two generators (three m the case 
of consortIa) However, these restrIctIons do not form part of any statutory restrIctIons on 
ownerslup of generatIon and there are no legal restrIctIons to prevent reaggregatIon of 
generatIon 8 That IS not to say that there are no routes VIa wluch reaggregatIon could be 
prevented HEO has a role m merger dISCUSSIOns, and ItS WrItten consent IS requrred for any 
merger (GeneratIon LIcence, SectIon 9 1) The government could also exerCIse ItS rIghts 
under Its golden share to veto any merger plans 

Structural approaches to hOrIzontal mtegratIon raIse competItIon pohcy questIons as much 
as regulatory questIons Tlus IS therefore an area m wluch HEO needs to work closely WIth 
the CompetItIon Agency In partIcular, HEO and the CompetItIon Agency should together 
formulate a strategy on the degree of common ownerslup they are prepared to see Wltlun 

There are provlSiOns for the mlhal penod followmg pnvabsahon Tender restnchons restnct owners from sellmg 
any shares for fIve years after pnvahsahon, or from obtammg shares from any sources other than the Pnvahsahon 
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the generatIon sector Such a strategy should be agreed WIth the government and 
commurucated to the partIes operatIng m the electrIcIty sector As part of such a strategy 
the agencIes should consIder under what CIrcumstances and how far they are prepared to 
use theIr eXIstIng powers (noted above) and whether they reqUIre any addItIonal, legal 
restrIctIons on ownershIp (see SectIon 3 2 1 1) 

3112 Supply 

As WIth generatIon, the mam ownershIp concern under the current market structure for the 
supply comparues IS the degree to whIch mergers could result m suffICIent market power to 
enable the comparues to renegotIate long-term supply contracts, to the dIsadvantage of 
MVM There IS also the Issue of potentIal strategIc posItIonmg of comparues m antIcIpatIon 
of the market bemg hberahsed 

There are currently no legal statutory hmItatIons on ownershIp m the Hunganan supply 
market At pnvatIsatIon, comparues were not permItted to gam an mterest m more than 
two supply comparues (three m the case of a consortIum) EdF and RWE each currently 
have mterests m two supply comparues Bayernwerke could emerge WIth a stake m three 
As m the case of generatIon, the government can, m prmcIple, play a role through the 
exerCIse of ItS golden share, and the HEO's wntten approval IS requIred for any merger 

For supply, we recommend, as WIth generatIon, that HEO and the CompetItIon Agency 
should agree on the extent to whIch they feel common ownershIp between supply 
comparues IS acceptable, and deCIde on a strategy for tackhng reaggregatIon 

Such a strategy should also encompass self-use supply 1£ competItIon m supply IS to be 
enhanced under the eXIstIng structure by allowmg self-use generators to supply 
neIghbourmg SItes, along the hues of the self-use drrect supply hcence Issued to Dunaferr, It 
will be Important to prevent the local dIstnbutIon company from ownmg a stake m these 
self-use generators 

31 2 Verbcal IntegratIon 

3121 Common ownershIp of genera han and transmISSIOn 

Currently m Hungary, MVM as the TSO and the monopoly power wholesaler also owns the 
Paks nuclear power statIon 

We noted m SectIon 2221 that the common ownershIp of generatIon and transmISSIOn 
assets could lead to potentIal confhcts of mterests m 

• despatch, 
• tendermg for new mvestment, and 

• system access 

Body (APV Rt), unless pernnsslOn IS receIved from the Hunganan Energy OffIce, the Compehhon Office and APV 
Rtitself 
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Smce Model 0 does not requIre MVM to grant access to Its transnussIOn network, the thrrd 
potenbal area of confhcbng mterests does not currently anse 

In the case of the Paks plant, the degree of confhct assocIated WIth despatch 15 m fact hkely 
to be hrruted Smce the nuclear plant has the lowest operabonal cost of the current 
generators m Hungary, It should be despatched hrst, regardless of ownershlp However, 
ownerslup by MVM of any addihonal generahon would lead to a potenhal confuct of 
mterest m despatch Such ownershlp could anse eIther by mvestment m new generabon by 
MVM or VIa MVM's pnvahsabon, where a pnvate mvestor m MVM also had mterests m a 
generahng company 

Under Model 0, new transparent cntena are proposed for the tendermg for new mvestment 
MVM would also not be perffiltted to respond to such tenders Tlus should remove the 
second area of confuct noted above 

There are already prOVIsIons m Hunganan law aImed at addressmg the potenhal confucts of 
mterest from common ownershlp of generahon and transffilssIOn These proVISIOns span 
several of the ophons outlmed m Secbon 2 3 

Restrlcbons on OwnershIp Under MVM's transffilSSIon hcence (Secbon 44) It 15 

prohlbited from acqUIrmg any more generabon, WIth the 
excepbon of secondary reserve 

Dlvesbture DIvestment of the Paks generabng plant from MVM IS 
planned under Government Resolubon 10/63 1995 

Regulatory Unbundlmg 

Regulabon of BehavIOur 

MVM IS reqUIred under Its transffilssIOn hcence (Secbon 8) to 
keep separate accounts and management of generabon and 
transffilssIOn acbVIbes 

As a condibon of the transffilSsIOn hcence, HEO's wntten 
approval IS reqUIred for any merger of the hcence holder 
"With other econOffilC assoClabons" (Secbon 10 1) 

Under Secbon 41(3) of the ElectrICIty Act, MVM 18 obhgated 
to purchase power at the lowest pnce, and not to ruscrlffilllate 
between generators These reqUIrements are repeated m Its 
TranSffilSsion Licence (Secbons 4 1, 4 3) 

In pracbce, regulatory requIrements on econOffilC purchasmg can prove hard to enforce 
Structural restrlcbons on ownerslup are hkely to prove more effecbve HEO should 
therefore press for the ruvestment of Paks from MVM, as planned under the Government 
resolubon If thIs IS not currently feasIble, as a (short-run) altemabve to outrIght 
pnvabsabon, the Hunganan authonbes could consIder a long-term leasmg arrangement, or 
a management contract wmch separates ownershlp from operabonal control 
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In the hght of the potenhal pnvahsahon of MVM, HEO and the Compehhon Agency need 
to decIde on whether the statutory prolu.blhon on MVM acqumng more generahng capacIty 
should be mterpreted as requrrmg dIvestment of generahng mterests Withm Hungry by any 
future mvestor gammg a sIgmhcant ownershIp stake m MVM We would recommend a 
requuement for such dIvestment 

In the case of foreIgn mvestors, generahon mterests m power stahons m neighbounng 
countrIes should also be taken mto account (eg EdF has ownershIp mterests m Mochove m 
Slovakia) Such mvestors, u they also controlled the despatch funchon m Hungary, would 
potenhally be able to lffipOrt power from theIr generahon mterests outSIde of Hungary, 
rather than despatch compehng generators Requrrmg dIvestment under these 
crrcumstances IS hkely to be unreahshc, lffiplymg a rehance on eIther regulatory unbundhng 
(eg separate accounts for management of generahon and transffi1SSIOn achvIhes), or the 
regulahon of behavIOur (eg requrrement on MVM to purchase power at the least cost) 

3122 Common ownershzp of generatzon and supply 

MVM's current monopoly on wholesale supply, means that the extent of any common 
ownershIp between generahon and supply compames does not raIse dUflculhes, smce the 
two compames are not allowed to deal drrectly WIth each other Tlu.s argues agamst 
allowmg any company who also has mterests m generahon or distrIbuhon comparues to 
also gam an mterest m MVM Investors may also try and bmld-up cross ownershIp stakes 
as a strategic move, m anhcIpahon of a relaxahon m MVM's wholesale supply monopoly 
(see 3 2 2 3) HEO should work WIth the Compehhon Agency to develop a strategy to 
address such ownersrup moves In parhcular, the agenCIes should agree on whether legal 
hmltahons on cross ownersrup are desrrable (see 3 2 2 3) 

3 1 3 PublIc vs PrIvate OwnershIp 

The Hunganan electnclty sector currently combmes both pubhc and pnvate ownershIp 
The state (through the pnvahsahon agency APV Rt) mamtams signUicant ownershIp stakes 
m all of the prIvahsed supply comparues, and two of the pnvahsed generahng comparues 
In addIhon, the Paks nuclear plant and the transffilssIOn network remam fully state owned 

The HungarIan government may be unwillmg to YIeld majorIty control to a prIvate mvestor 
for assets wruch It conSIders to be of stategIc lffiportance As we noted m Sechon 23, It IS 
pOSSIble to lffipose specuic restnchons on pnvate ownersrup for such assets The 
PrIvahsahon Law requIres that 50%+1 of the shares m MVM are to remam m long term 
pubhc ownersrup In other cases, rather than retammg complete control over the asset, the 
government (through the M1ll1stry of Trade and Industry) has retamed a "Golden Share", 
wruch allows It to exerCISe speCIal vohng rIghts on strategic queshons (eg mergers and 
takeovers, a change m the scope of achvity of the company) 

In Hungary, four generators remam m pubhc ownersrup, compehng WIth three prIvatlSed 
generahng compames Where pubhcly and prIvately controlled frrms are operatmg 
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alongsIde each other, there are hkely to be allegatIOns over the lack of a level playmg fIeld, 
as we dIscussed m Sechon 2 2 3 

The structural ophons for levellmg the playmg fIeld are the pnvansanon or full 
corporansanon of the remammg generators Regulatory opnons would focus on restnchng 
the behavIOur of the publIc generators In other countrIes, the phySIcal separahon of 
ownershIp has often been found to be more effechve than regulahon We would therefore 
recommend that the HungarIan authonhes conhnue With efforts to pnvahse the remammg 
generators If thIs IS not currently feasIble, the comparues should be fully corporahsed so 
that they operate as fully commerCIal ennhes (Our understandmg IS that the current 
orgarusanonal arrangements may not meet thIs cntena) 

3 1 4 ForeIgn vs DomestIc OwnershIp 

In Hungary, many of the tensIOns between pubhc and pnvate ownershIp are exacerbated by 
the dIVISIon between domeshc and foreIgn ownershIp, smce the major strategrc mvestors at 
pnvahsahon have all been foreIgn and (WIth the excephon of EdF) are all pnvate 
comparues 

The mtroduchon of compehhon IS not affected by the extent to whIch fIrms are eIther 
foreIgn or domeshcally owned However, there are sIgmficant pohhcalImphcanons arlsmg 
from foreIgn illvolvement ForeIgn frrms may be seen as less sympathehc to Hunganan 
concerns, m parhcular the need to restram tanff mcreases They may also expect hIgher 
returns and a shorter payback penod than therr local, publIc sector compehtors, smce they 
are comparmg mvestment ill Hungary WIth the returns available m a WIde range of other 
countnes 

The government may be drawn mto offsettmg the demands of foreIgn frrms by Its 
requrrements on those frrms remammg ill pubhc ownershIp Recent reports comment on 
the margrn earned by MVM and the pubhcly owned generators bemg squeezed m order to 
try and accommodate hIgher returns for the pnvahsed generators and supply comparues 
There IS therefore a potenhal to create resentment, whIch IS hkely to remam for as long as 
there IS InsuffICIent revenue m the system to allow all parhes an adequate return ThIs holds 
true for all of the IIberahsahon models bemg consIdered for Hungary, but 18 perhaps more 
acute the lower the degree of hberahsahon, not least smce more hberal models will requrre 
tanffs to be unbundled and to nse to more sustamable, econOmIC levels 

32 Modell Minimum Change 

LIberahsmg the market m lme WIth the ED Drrechve, even to the mImmal degree 
represented by the Smgle Buyer Model, exacerbates the problems of common ownershIp 
present ill Model 0, and mtroduces some addlhonal concerns However, there are 
prOVIsIOns m the Drrechve whIch are aImed at addressmg these potenhal problems and 
whIch would need to be mcorporated mto the Hunganan legrslahon In several cases, the 
Drrechve's requrrements remforce some of the eXlshng prOVISIOns ill Hungary (eg 
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reqUIrements on keepmg separate accounts for MVM's generaTIon and transrrusslOn 
aCTIVITIes) 

3 2 1 HOrIzontal Integration 

3211 Generation 

LIberahsaTIon m hne WIth the EU DIrecTIve, would allow generators to compete to sell drrect 
to ehgtble consumers, as well as to MVM 9 However, smce the maJonty of power sales are 
governed by long term contracts, the degree to wluch the mtroducTIon of compeTIhon can 
provIde addITIonal mcenhves for effICIency may be hmIted, and raIses Issues of stranded 
costs 10 

OwnershIp Issues relahng to compehhon are only Important to the extent that there are 
power flows not governed by contract If the degree of uncontracted power flows Withm 
the Hunganan electrICIty sector does nse, then queSTIons of ownerslup and market 
dommance start to become relevant 

We have already consIdered (SecTIon 3 1 11) the current restrICTIOns m Hungary on 
ownershIp m generaTIon The case for gomg beyond the current prOVISIOns and estabhshmg 
statutory hrruts on eIther the number of generahng compames m whIch compames have a 
share stake and/ or on the maxImum market share allowed would depend on an assessment 
that there are sIgruhcant barners to entry m generaTIon If tlus IS not the case, the threat of 
new entry can be expected to constram the behaVIOur of eXIshng frrrns 

The Hunganan authorITIes could choose to regulate to prevent any abuse of a dorrunant 
pOSITIOn, rather than Imposmg dIrect hrrutaTIons on ownershIp The regulatory approach 
has the benefIt of fleXIbility Rather than the absolute number of players m the market, what 
IS Important IS the degree of compeTITIon m each sector of the market, Ie baseload, mId-ment 
and peakmg Moreover, the threat of new entry may be suffICIent to prevent frrms abusmg 
theIr pOSITIOn A regulatory approach would, m theory, be able to take all of these factors 
mto account However, m pracTIce It IS a very demandmg task, espeCIally m the case of an 
emergmg regulator In the UK, OFFER has found It dIffIcult to promote compehTIon 
WIthOUt efforts to restructure ownershIp 

In VIew of the dIffIculTIes assocIated WIth regulaTIon, It would seem preferable for the 
Hunganan authonTIes to prevent the emergence of a dorrunant pOSITIOn VIa restnchons on 
ownerslup However, m the absence of substanTIal barrIers to entry m generaTIon under the 
MmImum Change model, the eXlshng powers of BEO and the CompeTITIon Agency would 
seem suffICIent for thIs purpose The mtroducTIon of statutory hrrutaTIons IS therefore 
probably not necessary However, as under Model 0, HEO and the CompeTITIon Agency 

9 22% of each Member s market must truhally be opened to compehhon m 1999, WIth the proportIon then nsmg 
progreSSIvely over four years 

10 These are dIScussed m the compamon paper covermg Fmanclal Issues, prepared by Arthur Anderson and USAID 
forHEO 
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will need to formulate a clear strategy on when and how they will use the powers that they 
have 

3212 Supply 

If the HungarIan authorItIes wIsh to prevent reaggregatIon m the supply sector, they could 
place statutory restrIctIons on the common ownerslup of supply compames However, the 
mtroductIon of competItIon m supply m lme WIth the mmImum reqUITed by the DIrectIve 
does not appear to raISe sIgmfIcant questIons of market power In partIcular, the barrIers to 
entry for a generator WiShIng to sell power drrectly to ehgtble consumers would not seem 
substantIal The case for placmg restrIctIons on the ownerslup of eXIstIng supply compames 
IS therefore not a strong one The only exceptIon IS If the Mffilmum Change model IS seen as 
a transItIonal stage on the way to Models 2 or 3, when common ownershIp between supply 
compames raIses SIgnIfIcant concerns regardmg market power (see SectIon 3 3) 

3 2 2 VertIcal IntegratIon 

3221 Common ownershlp of generatzon and transmlSSlOn 

We noted that under the current structure, common ownershIp between MVM and 
generatIon could potentIally lead to a confuct of mterest m despatch and m tendermg for 
new mvestment The ED DIrectIve makes several requIrements wluch would support and 
extend the Hunganan legISlatIon m thIs area 

RestrIctIons on Ownerslup 

Regulatory Dnbundhng 

RegulatIon of BehavIOur 

In order to comply WIth the ED DIrectIve, the operatIon of 
the tender procedure would have to be carned out by a body 
mdependentofMVM 

The DIrectIve would reqUITe MVM to keep separate accounts 
and management of generatIon and transmISSIOn actIVItIes 
(ThIs IS currently reqUITed under MVM's transmISSIOn 
hcence) 

The DIrectIve reqUITes the power purchase functIon to be at 
least managerIally separate from generatIon and 
transmISSIOn 

The DIrectIve requIres the development of transparent, non
ruscr1mlnatory despatch procedures 

LiberahsatIon of the market to allow system access m hne With the Mmlmum Change model 
raISes a further potentIal confuct between the ownerslup of generatIon and transmISSIOn 
assets The extent to wluch there would be a confuct m the current HungarIan SItuatIon will 
depend on the contInued ownerslup of Paks by MVM and the extent to whIch Paks IS 
currently supplymg potentIally competItIve consumers 
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The DrrectIve requIres non-ruscrnnmatory, transparent procedures to be developed to 
provIde system access and enable eh81ble consumers to contract for power WIth other 
parhes However, agam, structural soluhons, such as the dIvestment of Paks (eIther 
through pnvatIsatIon or under a management contract), are lIkely to be more effectIve m 
addressmg tlus concern than regulatory requIrements 1'lus IS partIcularly the case If the 
Smgle Buyer vanant of Model 1 IS adopted, smce tlus would entail a lower degree of 
unbundlmg and transparency than under a negohated access arrangement We would 
therefore recommend that the authontIes consIder how best m practIcal terms to Implement 
such dIVestment m the near future 

The Smgle Buyer vanant of Model 1 mtroduces a new functIon, Ie that of the Smgle Buyer 
power purchaser as a separate enhty The Smgle Buyer needs to have suffICIent degree of 
fmanClal strength as well as demand forecashng experhse The DrrectIve requrres that the 
Smgle Buyer should be at ieast managenally separate from generatIon and transmISSIOn 
(ArtIcle 15) It would therefore be pOSSIble for MVM to carry out the Smgle Buyer functIon, 
as long as It was rmg-fenced from Its other actIVItIes However, a further reform step would 
be to estabhsh the Smgle Buyer completely outSIde of MVM One pOSSIbility would be for It 
to be owned by a consortIum of the supply compames, WIth or WIthOUt MVM partICIpatIon 
Such an arrangement may facilitate any transItIon to more WIdespread wholesale 
competItIon, through WIdenmg exposure to the competItIve market We would recommend 
that the HEO consIder the optIons and dISCUSS the pOSSIbilitIes WIth relevant partIes and, m 
partIcular, WIth the supply compames and the CompetItIon Agency 
3 2 2 2 Common ownershIp of transmISSIOn and supply 

As we saw m SectIon 2 2 2 2, the requrrement to allow system access leads to a potentIal 
conflIct m mterests for a company WIth ownershIp stakes m both transmISSIOn and supply 

Under the current ownershIp structure m Hungary, transmISSIOn and the supply compames 
(whIch combme the rustributIon and retail functIons) are separate However, m 1995, the 
offermg of a 24% mterest m MVM attracted a bId from a consortIum of Bayernwerk, EdF 
and Asre-Tessm Bayernwerk has mdlcated ItS mterest m blddmg agam PotentIally, 
therefore, a SItuatIon could anse m whIch the same fIrm had mterests m both transmISSIOn 
and supply 

The range of optIons for addressmg vertIcal mtegratIon between transmISSIOn and supply m 
order to ensure the effectIveness of hberahsatIon measures are slIDllar to those outImed 
above for Jomt ownershIp between generatIon and transmISSIOn In terms of restrIctIons on 
ownershIp, there IS currently no restrIctIon m MVM's transmISSIOn hcence whIch prohIbItS 
It from also havmg an ownershIp stake m supply, as there IS WIth generatIon The 
Hunganan authontIes should consIder mcorporahng such a prOVISIOn, together WIth a 
requIrement for any new, pnvate mvestor With a signilicant share stake m MVM to ruvest 
Itself of any supply mterests 

Regulatory unbundhng m the form of the separatIon of management and accounts would be 
requrred under the EU DrrectIve As noted above, the DrrectIve also requrres arrangements 
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to be put m place to provIde access to the transnusslOn system, on a non-dIscnmmatory 
basIs The restrichons on ownerslup recommended above would support these regulatory 
obhgahons 

It should be noted that where an ehgtble consumer reqUIres access to the dIstnbuhon 
network, m addihon to the transnusslOn network, m order to conclude a drrect supply 
contract wIth a generator, snmlar confhcts of mterest may anse The Drrechve requrres 
compames to develop non-illscnmmatory tarIffs for use of the dIstnbuhon network (Arhde 
18) However, there IS no reqUIrement for dIstnbuhon compames to unbundle therr 

dIstnbuhon wrres busmess from the retailing of electncity to fmal consumers Tlus may 
however be a step the HEO would want to consIder The HEO could requrre separate 
accounhng for the two busmesses or It could go further and requrre the supply compames 
to place dIstnbuhon m a separately managed and rmg-fenced busmess We would 
recommend that the HEO reqUIre at least separate accounts and that tlus IS mcorporated 
mto supply hcences Such a change would dearly help the HEO develop a transparent 
regulatory process 

3223 Common ownershlp of generatzon and supply 

The M1IllIIlum Change modellffiphes an end to MVM's wholesale monopoly As we noted 
m Sechon 2 2 2 2, thIs leads to a potenhal for self-dealmg between compames WIth 
ownerslup stakes m both generahon and supply funchons 

At pnvahsahon, mvestors m Hungary were allowed to buy stakes m a maxnnum of two 
generahon and two supply compames (three of each m the case of a consorhum) Currently, 
RWE-EVS IS the only company to have mterests m both supply and generahon Any 
hberahsahon measures, mdudmg the M1IllIIlum Change model, whIch removed MVM's 
monopoly on wholesale supply and allowed supply compames to contract drrectly WIth 
generators could therefore potenhally he these two supply compames to one generator 
SImIlarly, Bayemwerke, wluch could potenhally gam mterests m three supply compames, 
has also bId for the Pecs generahng company 

There are already restrichons on thIs form of verhcal mtegrahon m Hungary Supply 
compames have a 15% "own generahon" hnut as a condihon m thel! hcence (Sechon 5 2) 

There IS also regulatory prOVIsIon, to deal With the problem of "self deahng" Under the 
Electncity Act (Sechon 43 3), dIstnbuhon compames must purchase generahon at the 
cheapest pnce The tendermg procedure for new generahon under the EU Drrechve could 
be used to enforce thIs prOVIsIon 

Agam, expenence mother countnes has shown structural measures to often be more 
effechve than regulahon m addressmg ownershIp problems HEO and the Compehhon 
Agency should therefore Jomtly deCIde on the extent of common ownershIp they are willmg 
to see between generahon and retcul compames If the authonhes deCIde that no cross 
ownershIp IS acceptable, thIs will need to be accompamed by a deCISIon as to how to tackle 
RWE's current posihon, Ie whether It can be accepted as part of the status quo, or whether 

21 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

the company would be reqUITed to dIvest Itself of part of the busmess (eIther outrIght or VIa 
a management contract) 

An excephon to the above IS If the MmIffium Change model IS seen as a transItOry stage to a 
more hberal market arrangement mcorporahng full retaIl compehhon As the extent of 
retail compehhon mcreases, self dealmg becomes less of a concern (see Sechon 3 3) Under 
these cIrcumstances, regulatory prOVISIOns may be preferred because of the fleXIbility they 
offer under changmg CIrcumstances However, m VIew of the fact that full retail 
compehhon IS hkely to be a long way off, we would recommend structural restrIchons on 
ownershIp, whIch could always be repealed m due course 

3 2 3 Pubhc vs PrIvate OwnershIp 

The dIfferences between prIvate and state obJechves may lead to tenSIOn wIthm those fIrms 
where the government mamtalllS a SIgnIfIcant stake ThIs tensIOn IS exacerbated by any 
mcrease m compehhon If an mcrease m compehhon means that fIrms can no longer 
recover the cost of non-compehhve achVIhes VIa Its caphve customers, they will not be 
prepared to parhcIpate m such achvlty Such tensIOns may arIse under the Mnumum 
Change model, and will become more acute under more hberal models 

There IS an addlhonal aspect to the dIshnchon between state and pnvate ownershIp, 
represented by foreIgn state-owned compames mveshng m the prIvahsed electrICIty sector 
assets In parhcular, EdF, the French, state-owned monopoly, currently has mterests m two 
HungarIan supply compames To the extent that state owned frrms, even when operahng 
outsIde of theIr domeshc market, have non-profIt maxlffilsmg obJechves, thIs may 
undermme the effICIency benefIts of mtroducmg compehhon 

There IS a danger that restructurmg the mdustry could lead to challenges from prIvate 
owners, who could claIm that theIr purchase of compames at pnvahsahon was predIcated 
on the eXlShng structure As part of an appeal agaInst the granhng of a supply hcence to 
Dunaferr, Bayernwerke, whIch has an ownershIp stake m DEDASZ, has used the argument 
that at pnvahsahon It paId for the exclUSIve rIght to dIstrIbute electrICIty Wlthm DEDASZ' 
area As the extent of hberahsahon mcreases, the scope for challenges by prIvate owners 
may rIse 11 

I 3 3 Further Llberahsahon Models 2 and 3 

I 
I 
I 
I 
I 

Any hberahsahon of the electrICIty market m Hungary whIch goes beyond the MmIffium 
Change model, will conhnue to raIse many of the same ownershIp Issues In parhcular, 
Issues of market power m generahon and supply (Ie hOrIzontal mtegrahon) and cross
ownershIp remam relevant, and are hkely to be exacerbated by further hberahsahon 

In a Pool Model, such as Model 2, market power m generahon or demand potenhally allows 
compames to mampulate the Pool prIce HEO and the Compehhon Agency may therefore 
WIsh to take a tougher stance on the degree of common ownershIp they are prepared to see 
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.. 
WIthm each actIvIty, than under Models 0 or 1 However, much depends on the details of 
the Poolmg arrangement, and the extent to wmch the threat of new entry constrams 
partIcIpants' aCTIons 

Under a Bilateral Tradmg Model (such as Model 3), despatch and the settlement of 
Imbalances would need to be mdependent of any tradmg mterests It would be possIble for 
these functIons to be carned out by MVM, as long as there was no common ownersmp 
between MVM and traders m the market (Ie generatIon, supphers or market mtermeruanes) 
There IS no conflIct of mterest between these funcTIons and the ownersmp of tranSmISSIOn, 
although each should be managenally mdependent The chOIce of Model 3 would therefore 
cont1nue to reqUITe the ruvestment of Paks from MVM and a prombITIOn on any future 
mvestor WIth a stake m MVM from also havmg mterests m generaTIon or supply 

We also commented m SeCTIon 2 2 3 on the lower cost of capItal and lower nsk averSIOn of 
pubhc sector compames, as a result of access to government fmance As the degree of 
compeTITIon mcreases, thIs IS hkely to become a potenTIally more sIgmflcant factor Tills 
remforces the recommendaTIon made m relaTIon to Model 0 for cont1nued progress towards 
eIther pnvaTIsmg or corporaTIsmg the remammg pubhcly owned generators 

Many of the same restramts on ownersmp are reqUITed under Models 1, 2 and 3 (and even 
Model 0), If hberahsaTIon IS to result m Improved effICIency The recommendaTIons 
presented m SeCTIon 3 2 apply equally to the more hberal models 12 Indeed, under a more 
hberal regIme, the ImphcaTIons of falimg to successfully address ownersmp Issues are more 
acute The weIght of the recommendatIons IS therefore even greater under Models 2 and 3 

11 See compamon paper covermg Fmanclal Issues, prepared by Arthur Anderson and USAID for HEO 
12 The excepbon IS cross-ownershIp of generabon and supply companIes under extended retail compebbon 

However we noted m Secbon 3 2 2 3 that the extenSIon of retail compebbon IS an addibonal facet to the Models 
currently bemg dIScussed and based on expenences mother countnes, IS unltkely to be mtroduced m Hungary m 
the near future 
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4 CONCLUSION 

The rahonale for hberahsmg the electrIcIty market IS that It leads to mcenhves for Improved 
effIcIency m generahon, m the form of more effIcIent despatch, mamtenance and 
mvestment However, for thIs to be the case there are several requIrements which have to 
be met, which m turn Imply the need for certam hmItahons on ownership 

The paper on "Hunganan Tradmg Schemes" outhnes four alternahve hberahsahon models 
for the HungarIan electrICIty sector The precedIng dISCUSSIOn has shown that, m relahon to 
ownershIp, many of the same concerns anse under the dIfferent compehhve models, 
although they are often exacerbated as the degree of hberalIsahon mcreases In adillhon, to 
the extent that the least compehhve models (Model 0 and Modell) are seen as temporary 
steps on the way to a more hberal arrangement, mvestors may seek to bmld Up strategic 
ownershIp stakes m advance of the mtroduchon of compehtIon ThIs needs to be borne m 
mmd when formulatIng a strategy towards ownershIp 

Options for addressmg ownershIp concerns fall mto three mam categorIes 

• legal restrIctions on ownershIp, 
• unbundhng (through illveshture or regulation) to estabhsh mdependent ownership 

of dIfferent functions, and 

• regulahon of frrms' behavIOur 

We have noted that m other countrIes the phYSIcal separation of functions has often been 
found to be more effective than regulation Our recommendations have therefore focused 
on structural soluhons rather than rehance on regulation, although we have noted potential 
regulatory options as an alternative where feaSIble A summary of the recommendahons 
made m Section 3 IS presented m Table 4 1 
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INTRODUCTION 

The purpose of this paper IS to Identify the potential financial Implications of Increased 
competition In the Hungarylan power sector under the eXisting legal framework and under more liberalized 
forms of competition that are consistent with the European Union (EU) Directive on Internal market 
opening The paper focuses on the effects of Increased competition on the recovery of fixed costs 
associated with eXisting contractual commitments between MVM, the generating companies, and supply 
companies These contracts were negotiated based on a statutory obligation to serve and economic 
regulation of a lawful monopoly In the event of Initiatives to Increase competition under the eXisting legal 
framework or under more liberalized market structures, the absence of transitional mechanisms under the 
current system of regulation may make fixed cost recovery Ineffectual under eXisting contracts If either 
wholesale or retail suppliers are able to contract with alternative suppliers These potentially unrecovered 
costs are commonly referred to as stranded costs The paper also discusses 

II 

the elements of the current legal and market structure that can cause costs to be stranded Ifs 
customers are granted access to the market, 

alternative stranded cost recovery pollcles,'s compliance with the phased opening of ItS Internal 
market pursuant tounder Article 19 of the Directive, and to make recommendations regarding 
alternative courses of action to ensure the financial Integnty of the Industry, compliance with EU 
reqUirements and to minimiZe the cost of electriCity to Hungarian consumers Issues that Will be 
conSidered Include 

the potential for the emergence of stranded costs as a result of eXisting contractual 
commitments among generators, MVM and the supply companies and the financial 
consequences under various stranded cost recovery optlonspotentlal micro and macroeconomic 
effects, 

reformation of the eXisting statutory obligation to serve In order to mitigate stranded costs under 
more competitive market structures, 

the consistency of alternative stranded cost recovery options In relation to the laws and directives 
of the EU, and 

treatment of stranded costs under alternative trading models for the Hunganan market 

THE HUNGARIAN REGULATORY FRAMEWORK APPLICABLE TO THE FINANCIAL 

CONSEQUENCES OF OPEN ACCESS UNDER THE EU DIRECTIVE 

BACKGROUND 

" Stranded costs reflect the difference between In the collective value of assets of a regulated 
monopoly relative to the market value when ItS franchised market IS opened to competition In the 
transition to a competitive market, a company may be forced to absorb stranded costs If customers 
(wholesale and/or retail customers) are allowed to depart the from their hlstoncal supplier's system and 
aVOid making payments for fixed costs Incurred on their behalf either under a contractual or statutory 
obligation to serve If a company IS unable to (1) recover stranded costs from departing customers, (2) 
reallocate them to ItS remaining customers, or (3) mitigate them through other means, It may have 
insuffiCient cash flow to meet ItS fixed obligations (e g , debt service and other fixed contractual obligations 
such as power purchase agreements) Financial markets may perceive companies With stranded cost 
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exposure as an Increased credit nsk This may cause an Increase In the cost of capital and restnct 
access to financial markets If the cost of capital becomes excessively high In the extreme 
circumstances, a company's inability to recover stranded costs may lead to Insolvency and bankruptcy 

There areThe current regulatory system In Hungary IS consistent with economic regulation of a 
lawful monopoly The Electnclty Act Imposes a statutory obligation to serve on MVM as a transporter and 
the single buyer and seller of electnclty from the generating companies topn mary the SIX regional supply 
companies Section 42 of the Electricity Act prOVides that 

(1) In accordance with the content of a contract produced according to subsection (2) the 
transporter has an obligation for prOViding electnc energy to the supplier In the Interest 
thereof, transporter shall survey the long-term demand of suppliers In electriC energy and 
Initiate, In due time, the extension of productive capacity and provIsion of Imported electriC 
energy 

(2) Conditions of the co-operation between transporters and suppliers shall be set out In a contract 

ThiS service obligation IS also a condition of MVM's statutory service obligation IS also reflected In 
the conditions of ItS operating license Section 3 2 of MVM's license obligates It to transmit to the supply 
companies their electriCity reqUirements In accordance with the terms of power purchase agreements with 
between each supply company and MVM Section 4 1 of the operating license requires MVM to 
purchase all of the electnclty and secondary reserve requirements of the supply companies In fulfillment of 
Section 3 2 The operating license has an Indefinite term 

To mitigate the risk that MVM Will under recover ItS fixed costs, Section 5 1 requires each supply 
company to purchase electriCity from MVM to fulfill their supply obligations to retail customers pursuant to 
a power purchase agreement with MVM To ensure the supply companies are able to recover their fixed 
costs, Section 43(1} of the Electnclty Act Imposes a Similar obligation to serve on the supply companies 
ThiS obligation IS also reflected In Section 3 1 of the supply company operating license The term of the 
supply license IS indefinite 

Decree 51/1995 reqUired that demand charges In the power purchase and power supply 
agreements be paid on a take-or-pay baSIS ThiS pricing mechanism Insured recovery of demand costs 
Irrespective of actual energy sales The current pnclng decree, however, prOVides that demand charges 
be paid on the baSIS of metered demand, therefore the generations may be at risk to under-recovery of 
their fixed costs 

The Electnclty Act contains a pricing standard that ensures that companies operating within the 
power sector are precluded from exercIsing market power derived from their exclusive nght to serve 
customers In defined public areas Prices are set to ensure that the supply of electriCity IS at minimum 
cost and that companies In each segment of the Industry are able to recover their costs and earn a 
reasonable return on their Investment ThiS form of pricing IS consistent With the economic regulation of a 
lawful monopoly Ssectlon 55(1) of the ElectriCity Act prOVides that 

The producerr(?}, transfer, distribution and supply price (fee) of electnc energy shall Include the 
recovery of reasonable Investments and the costs of the license holders' operating effiCiently, as 
well as the profit necessary for ongoing operation 

Section 55(2}(b) requires that when setting prices, conSideration be given to 
Tthe requirements and factors of economic policy, energy policy, safety of supply, environment 
protection and international economy shall be taken Into account 

These prOVISions of the ElectriCity Actact neither expressly permit nor forbid the recovery of stranded 
costs Arguments can be developed that these prOVISions of the Electnclty Act either permit or preclude 
stranded costs recovery Therefore, It may be appropriate to seek expliCit statutory authOrity regarding 
stranded cost recovery to aVOid litigation over the meaning of the Electnclty Act In regard to stranded cost 
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recovery 

II STRANDED COST RECOVERY OPTIONS 

This section focuses on four key elements of any stranded cost recovery policy, (1) the definition 
of stranded costs, (2) who should bear responsibility for stranded costs, (3) how to quantify them, and (4) 
how they should be recovered The followlngThe following sections discuss the Issues and options 
associated with each of these elements 

A The Defimtlon of Stranded Costs 

If, as a result of market opening, the, the market price of electricity IS less thant the cost to 
generate from an individual or collective group of assets the owner(s) may Incur stranded costs Stranded 
costs may Include, but are not limited to (1) fixed costs of Investment In plant and equipment (I e , return 
on equity, Interest expense and depreciation), (2) take-or-pay fuel contracts, (3) nuclear decommissioning 
costs, (4) capitalized expenses for which there IS an expectation regulators will permit recovery In the 
future, and (5) take-or-pay powerpay power purchase agreements In addition to defining stranded costs 
It 1St IS also appropriate to consider whether the circumstances that create stranded costs Justify their 
recovery 

1 The Recovery of Stranded Costs Caused by Increased Competition 

Stranded costs can be Incurred under the eXisting regulatory framework If a customer chooses to 
(1) self-generate or (2) purchase there their electriCity requirements from direct supply licensees 
Stranded costs may also be Incurred through ordinary bUSiness risk Inherent In the eXisting regulatory 
system including customers leaVing a supply company's deSignated service area, energy conservation, or 
a reduction In demand due to sluggish economic activity ThiS raises the question of whether companies 
should be permitted to recover stranded costs for which they were at risk under the status quo, and for 
which there was no explicit authority to permit recovery ThiS question must also be addressed If the 
government undertakes Initiatives to enhance competition under the eXisting legal framework ThiS IS 
because the promotion of competition under the eXisting legal framework (e g direct supply licenses) has 
the potential for creating stranded costs 

The eXisting regualtoryregulatory system also exposes the supply companies to unrecoverable 
stranded costs because of the asymmetrical relationship between their obligation to serve customers In 
deSignated public areas defined In their operating licenses and their customers' ability to terminate service 
with limited pnor notice Section 45 of the ElectriCity Act reqUires supply companies to prOVide service to 
customers under either a general public utility contract or an indiVidual public utility contract The general 
public utility contract IS indefinitely valid, but the customer has the right to terminate service with 30 days 
notice An indiVidual public utility contract IS a contract between a supply company and an indiVidual 
customer Section 45(6) of) of the ElectriCity Act prOVides that 

An indiVidual public utility contract Will expire on the date determined therein unless the parties 
have extended It The customer may cancel an indiVidual public utility contract by the end of a 
year at a notice period stipulated In the contract 

With respect to self-use generatlon,n tnclty Act, Section 39 of the ElectriCity Act requires 
At least one year before the date of planned commissIoning of power plants of own use With capacities 

between 1 and 50 MWs, the party ordering the construction of the plant shall Inform the supplier 
competent In the area about the commissioning 

Therefore, subject to the size limitations of Section 39, retail customers can eXit a supply company system 
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with as little as 1 year notice without having to pay stranded costs, In favor of self-use generation up to 50 
MW Under the current regulatory structure thiS can only be aVOided If the customer and the supply 
company have entered Into an individual public utility contract that contains explicit stranded cost recovery 
provIsions 

Option 1 Limit Limit stranded cost recovery to those costs for which there IS a direct nexus 
connection between market opening and the Incurrence of stranded costs The departing 
customer should not be burdened with stranded costs unrelated to ItS decIsion to leave the system 
and for which the supply company was at risk under the eXlstmg regulatoryexlstmg regulatory 
system 

Option 2 Treat Treat these stranded costs consistent with eXisting pricing practices To the 
extent that the price formula recommended for approval by Hungarian Energy Office (HEO) to the 
MInistry of Industry, Trade and Tourism (MOITT) permits stranded costs associated With eXisting 
business risk to be recovered from the remaining customers served by a supply company, they 
would go unrecovered until the next price adjustment 

Option 3 With respect to stranded costs caused by a customer SWitching to a generator operating 
under a direct supply licensee, HEO could use ItS conditioning authOrity under Section 17(2}(g} of 
the ElectriCity Act to require that the local supply company be compensated for legitimate stranded 
costs associated With the Issuance of a direct supply license 

2 The "Reasonable Investment Standard" 

As preViously discussed Section 55(1) ofthe ElectriCity Act requires that prices be set at a level 
sufficient to prOVide Investors "recovery of reasonable Investment" and "costs of operating effiCiently, as 
well as a profit necessary for ongoing operation" (hereinafter referred to as the "reasonable Investment 
standard") " If It IS assumed that costs that are may be stranded costs would have been found 
reasonably Incurred and recoverable under the current system of regulation, only become stranded as a 
consequence of market opening, denYing companies the right to recover stranded costs from customers 
departing the system due to market opening may conflict With Section 55(1) ThiS prinCipal should apply In 
reverse to costs that would have been disallowed under the eXisting system for failure to meet the 
reasonable Investment standard 

Other portions of Sectlonof Section 55 of the ElectriCity Act may support arguments that stranded 
cost recovery may not be permiSSible There IS no baSIS In economic theory to support stranded costs 
recovery on effiCiency grounds AllOWing stranded cost recovery IS recovery IS a matter of equity or 
fairness In recognition that market opening fundamentally changes the rules upon which companies are 
obligated to make Investments on behalf of customers and the customers' responsibility to pay for such 
Investments DUring any transition period In which stranded costs are allowed to be recovered, It IS 
pOSSible that a purchaser's delivered cost of electriCity, Including stranded costs, may, may be temporarily 
higher than had It chose to remain With ItS histOrical supplier If customers choose to remain With their 
histOrical supplier to aVOid payment of stranded costs, less effiCient generating capacity may continue to 
operate Such as result could be found to be InconSistent Section 55(2}(c) of the ElectriCity Act requires 
that 
Price regulation shall promote reliable electriC energy supply at minimum cost, as well as the effiCient 

utilization of prodUCing capaCities 

Option 1 Conclude that Section 55 of the ElectriCity Act does not prOVide legal authOrity to permit 
the recovery of stranded costs caused by market opening If, as a matter of policy, It IS 
determined that legltlmatethat legitimate stranded costs should be recovered, It would be 
necessary to amend the ElectriCity Act to expliCitly permit stranded cost recovery 

Option 2 Conclude that Section 55 of the ElectriCity Act permits stranded cost and permit 

~1 
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recovery of those costs that meet the "reasonable Investment standard" Disallowing stranded 
cost recovery based on this standard may adversely affect the financial position of those 
companies forced to absorb such costs Allowing customers to challenge stranded cost recovery 
s based on the reasonable Investment standard IS complicated by the fact that the Initial 
Investment In the current stock of generating plants was Incurred under a centrally planned 
economy In which the assets were owned by the state Now, a Many of these generating plants 
have been totally or partially privatized The new Investors did not participate In the deCISion 
making process that led to the Initial capital Investment In these plants The prices paid by 
Investors to acquire these assets were presumably based on the expected future Income 
generated by the plants based on the current system of economic regulation Therefore, any 
challenge to the recovery stranded costs associated with these assets as a consequence of 
market opening would be a challenge to the reasonableness of the purchase Price (I e , the 
acquIsition price was too high) ,Permitting such a challenge could have an adverse effect on 
these Investors fulfilling commitments to Invest additional capital to refurbish or replace capacity 
In addition, It may discourage further private Investment In subsequent rounds of priVatization 

Option 3 PrOVide companies thecompanles the option of (1) meeting the eVidentiary burden of 
proof that ItS stranded costs are "reasonable" In order to receive 100 percent recovery of stranded 
costs, or (2) absorbing a fixed percentage of stranded costs In exchange for a presumption of 
reasonableness and the right to recover the remainder without challenge ThiS approach may 
prOVide some administrative economy by aVOiding the need for a public hearing to permit 
challenges to the reasonableness of stranded costs It would not necessarily aVOid challenges 
from Investors that the government would be reneglngbe reneging on commitments entered Into 
when the assets were privatized 

Option 4 Permit stranded cost recovery Without any challenge to the reasonableness of the 
Investment for those assets already privatized prior to market opening ThiS approach would aVOid 
undermining commitments entered Into for assets pnvatlzed prior to market opening In future 
tranches of state-owned assets, prospective Investors should be placed on notice that their 
proposed purchase price should reflect the risk that stranded costs created by market opening 
may be challenged and disallowed, If that IS the policy adopted by the government 

3 TranSitional Nature of Stranded Costs 

Given that eXisting contracts (wholesale and indiVidual public utility contracts) were not negotiated 
In an open market enVironment, It may be appropriate to grant parties to eXisting contracts 
extra-contractual rights to recover stranded costs Under market opening, contracts Will presumably 
define the power supplier's obligation to serve and the purchaser's obligation to buy over the term of the 
contract A contract drafted In an open market environment should contain adequate notice of termination 
prOVISions such that the supplier would not Incur additional costs on behalf of a customer for which It had 
no reasonable expectation to serve beyond the notice period In the contract Such a contract might also 
contain expliCit mechanisms for stranded cost recovery In the event the buyer sought to terminate service 
prior to the contract expiration date By definition, new contracts that contain such provIsions would 
preclude the creation of stranded costs 

Option 1 Grant parties to eXisting contracts limited extra-contractual rights to eXlstlnnegotlate 
notice of termination and recovery stranded cost recovery provIsions In contracts entered Into 
prior to market opening Establish that contracts entered Into after a speCified date must contain 
notice of termination and stranded cost recovery provIsions In the future, absent such prOVISions, 
parties to the contract would not be permitted to recovery stranded costs 

Option 2 Grant parties to new contracts extra-contractual rights to recover stranded costs 
notwithstanding the terms of their contracts ThiS approach will cause uncertainty In the market 
place to the extent contracts are unclear as to the seller's long-term planning obligation and the 
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buyer's cost responsibility over the life of the contract 

4 Criteria for Perrmttmg Renegotiation of EXlstmg Contracts to Recover Stranded 
Costs Recovery of Stranded Costs Under the General Public Utility Contract 

Wholesale and Individual PublIc utilIty Contracts 

MVM has entered Into contracts with both the supply companies and generators that contain 
notice of termination provIsions The supply companies may have similar individual public utility contracts 
with retail customers If these contracts contain notice prOVIsions, It may be reasonable to assume that 
the seller has no reasonable expectation of continUing to prOVide service to the customer beyond the 
notice period speCified In the contract Alternatively, given the service obligation Imposed under the 
eXisting market structure and the limited course of dealing between parties since the Industry was 
dlsaggregated, It may be appropnate to allow recovery of stranded costs when customers eXit the system, 
or allow the seller the opportUnity to rebut the presumption that It had no reasonable expectation of 
prOViding service beyond the notice period If It were able to do 50, It the seller would be permitted to 
recover stranded costs 

Option 1 Assume the notice of termination provIsions In eXisting contracts prOVide suffiCient 
certainty that sellers have no reasonable expectation of prOViding service beyond the notice penod 
and are not entitled to stranded cost recovery when customers departs the system upon the 
expiration of the contract To the extent there are stranded costs they would either have to be 
absorbed by the seller or be reallocated to the seller's remaining customers In the form of higher 
electriCity pnces 

Option 2 Impose a rebuttable presumption that the seller had no reasonable expectation that the 
customer would continue to take service beyond the notice penod If the seller demonstrates that 
It had a reasonable expectation that service would continue, It would be permitted to recover 
eligible stranded costs Failure to rebut the presumption would require the seller to either absorb 
stranded costs or reallocate them to ItS remaining customers 

Option 3 Permit eXisting wholesale contracts and indiVidual public utility contracts to be reopened 
to negotiate notice of termination provIsions and stranded cost recovery provIsions to ensure 
departing customers pay their fair share of stranded costs Given that the current regulatory 
framework has only been In place since the enactment of the ElectriCity Act In 1994, fairness 
dictates that the parties be allowed the opportUnity to renegotiate eXisting contracts In anticipation 
of market opening 

11 The General PubliC Utility Contract 

Stranded costs associated With retail customers served under the general public utility contract 
that depart their supplier's system may merit different treatment Although the general public utlhty 
contract prOVides that customers must prOVide 30 days notice prior to termination of service, the notion 
that a supply company does not have a reasonable expectation of servl!1g retail customers beyond a 30 
day notice penod 15 inconsistent With their ItS statutory obligation to service Under these Circumstances, It 
IS unlikely that costs Incurred on behlafbehalf of a departing customer coulldcould be fully recovered Within 
the 30-day notice period Therefore, supply companies should be entitled to recover stranded costs 
associated With departing customers who histOrically were served under the general public utility contract 

B Who Should Bear ResponSibility for Stranded Costs 

1 Direct AsSignment versus Broad-based Recovery 
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The prevIous discussion on the need for granting parties extra-contractual nghts to renegotiate 
the terms of contracts to allow stranded costs to be recovered from departing customers pre-supposes 
that stranded costs should be directly assigned to that customer as opposed to a broad-based recovery 
from all users of the system The principal advantage of a broad-based recovery IS that It spreads 
stranded cost recovery over a larger customer base and minimiZeS the price Impact on individual 
customers Broad-based recovery may be Justifiable In circumstances where the electricity market has 
ceased to operate efficiently If this IS the case, It may be necessary to abrogate or reform eXisting 
contractual relationships to restore the market to eqUilibrium In the case of retail customers not served 
under individual public utility contracts, the retail service obligation may have to be modified to permit the 
Introduction of competition and ensure reliable service for customers who choose to remain with their 
eXisting suppliers In dOing so, all customers would enjoy the benefits associated with competition 
Therefore, It follows that all users of the system, including new market entrants whose eXistence IS owed 
to such broad-based market reform, should bear their fair share of stranded costs Incurred as a result of 
the transition 

2 Wholesale versus Retail Stranded Costs 

If retail customers are permitted access to the market, the supply companies may Incur stranded 
costs In the form of unrecovered take-or-pay capacity charges owed to MVM These would be retail 
stranded costs those customers should compensate the supply company for ItS stranded costs associated 
with take-or-pay capacity charges owed to MVM If supply companies are permitted access to the market 
on behalf of their retail customers, MVM may Incur stranded costs In the form of take-or-pay capacity 
charges owed to IndiVidual generators These would be wholesale stranded costs The supply 
companies should be assigned cost responsibility for MVM's stranded costs MVM In turn should 
compensate generating companies for their stranded costs MVM's stranded costs would be 
asssoclatedassoclated with those contracts with generators In which the contract price exceeds the 
market-clearing price This approach should IImlmtllmlt the dlsruplondlsruptlon of eXisting contracts 
between MVM and the generating companies IndiVidual generators should not be able to indirectly 
assign stranded costs to the supply companies that reduce their purchases from MVM, or to retail 
customers that reduce their purchases from the supply companies 

C Quantlfymg Stranded Costs 

Stranded costs may be calculated on an asset-by-asset baSIS at the generation-level At the 
system-wide level (I e , MVM's cost to serve the supply companies) stranded costs can be calculated 
based on a hypothetical cost-of-servlce or on the baSIS of lost revenues Stranded costs should be 
computed on a net baSIS regardless of the method used to quantify them Companies should be reqUIred 
to mitigate their stranded costs to the maximum extent practicable by reselling released capacity 
Stranded cost calculations should also take Into affect the mitigating effects of load growth and the net 
proceeds from the sale of assets 

Option 1 It IS not a viable method for calculating retail stranded costs or wholesale stranded costs 
owed to MVM by the supply companies This IS because capacity and energy IS pnced on an 
average cost baSIS 

Option 2 A hypothetical cost-of-servlce approach would require the seller to forecast the cost of 
serving the customer net of mitigation for the penod over which the supplier had a reasonable 
expectation that It would continue to serve the customer The seller would have to forecast ItS 
hypothetical costs It would also have to develop cost allocation procedures and to project the 
effects of mitigation ThiS would require a true-up mechanism to ensure that both parties are 
made whole for any deViation between projected and actual mitigation 

Option 3 The lost revenue approach quantifies the difference between the revenue the seller 
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would receive at present prices versus the revenue received based on the competitive market 
value of the capacity and energy Revenue received under the status quo could either be based 
on a one-time snap shot (e g , an average of revenue received from the customer over the past 
three years) or a true-up approach The competitive market value of the energy could be 
determined either by the seller's estimate of the market value of the energy or on the basIs of the 
pnce of replacement power purchased by the departing customer Both the revenue streams at 
current prices and the competitive market value of the energy would be calculated over the period 
for which the seller had a reasonable expectation that It would continue to provide service The 
difference between the present value of each revenue stream (computed at the seller's cost of 
capital) would be the buyer's stranded cost The advantage to this approach IS that It Implicitly 
takes Into account mitigation If the snap shot approach IS used, It would aVOid the need for any 
true-up mechanism and prOVide the customer greater certainty as to Its stranded cost 
responsibility 

D Price Mechanisms for Recovery of Stranded Costs 

The principal conSideration In establishing a pricing mechanism for recovering stranded costs IS 
that It be transparent to the customer It should be unbundled to ensure that there IS no 
cross-subSidization of stranded costs between departing and remaining customers, and to ensure that 
customers receive accurate Price Signal for purposes of deCiding whether to remain With their hlstoncal 
supplier or contract With a new supplier 

If there IS to be broad-based recovery of stranded costs they should be recovered through a 
surcharge to transmission and distribution wire service If they are to be directly assigned to either the 
wholesale or retail customer that causes them to be Incurred, they should be recovered by either a 
lump-sum eXit fee or a surcharge on transmiSSion and dlstnbutlon wire service The customrcustomer 
and the supplier are permitted to negotiate whether stranded costs should be recovered through a 
transmission or dlstnbutlon service surcharge or an eXit fee 

III ANALYSIS 

A European Union (EU) ReqUirements 

1 Scope ofthe Directive 

The key provIsions of the EU Directive related to stranded costs are Article 3, Article 19, and 
Article 24 Article 19 reqUires that the share of the market opening to end-use customers occur Within SIX 
years based on the follOWing consumption thresholds for end-use customers 

customers With annual consumption greater than 40 gWh (including autogeneratlon), 

all customers With annual consumption greater than 20 gWh, three years after the 
effective date of the Directive, and 

all customers With annual consumption greater than 9 gWh, SIX years after the effective 
date of the Directive 

Table 1 Illustrates the share of the Hunganan market In terms of number of customers and gWh sales 
based on 1995 sales data and the consumption thresholds contained In the Directive 

TABLE 1 
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Customers>40 gWh/year Customers>20 gWh/year Customers>9 _gWh/year 
Number Number Number 

Customers % of Total gWh Customers % of Total gWh Customers % of Total gWh 
41 189 95 243 203 292 

Each Member State shall have the authority to designate elIgible customers subject to the 
requirement all customers with annual consumption In excess of 100 gWh (including auto-generators) be 
designated as an elIgible customer There IS no express prohibition on the supply companies assuming 
the role as an aggregator for end-use customers, but for the Immediate eligibility of 100 gWh customers 

2 Stranded Cost Recovery ProvIsions and Limitations 

Article 24(1) of the Directive recognizes that companies within Member States have contractual 
commitments that predate the effective date of the Directive and that a transitional regime may be 
Implemented that will permit stranded cost recovery subject to approval by the Commission Article 24(2) 
prOVides 

The transItional regime shall be of lImited duration and shall be lInked to the explreexplry of the 
commitments or guarantees referred to In paragraph 1 ApplIcations for a transitional regime 
must be notified to the Commission no later than one year after the entry Into force of thiS 
Directive 

In addition to the Directive, the rules on competition contained In Title V of the Treaty of Rome Will be 
a determining factor In the CommiSSion approving a transitional regime to recover stranded costs Incurred 
as a result of complIance With the Directive Article 92(1) prOVides 

Save as otherwise prOVided In thiS Treaty, any aid granted by a Member State or through State 
Resources In any form whatsoever which distorts or threatens to distort competition by favounng 
certain undertakings or the production of certain goods shall, In so far as It affects between 
member States, be incompatible With the common market 

Article 92(1) may also Impact on the abilIty of Hungary to Implement a stranded cost recovery 
mechanism that would recover stranded costs through a broad-based surcharge on transmission service 
to companies outSide the Hunganan power sector It Will also have some Influence on length of any 
transition penod over which stranded costs Will be recovered 

Article 3(2) of the Directive permits Member States to Impose publIc service obligations on companies 

which may relate to secunty, including security of supply, regularity, qualIty, and pnce of supplies and to 
environmental protection Such obligations must be clearly defined, transparent, 
non-dlscnmlnatlng and verifiable As a means of carrying out the above-mentioned publIc 
service obligations, Member States, which so Wish, may Introduce the Implementation of 
long-term planning 

3 Obligation to Serve 

The Directive offers no gUidance on how the public service obligation IS to be organized other than 
It may be Imposed through the authOrization process for new generation under Article 5 (e g , through the 
ImpOSition of conditions In operating licenses as IS the current practice In Hungary) 

Article 3 3 of the Directive allows Member States to rely on the publIc service obligation as 
grounds for not complYing With Article 5 (authOrization of generation), Article 6 (tendering procedures for 
new capaCity), Article 17 (negotiated access), Article 18 (Single-buyer arrangements), and Article 21 (our 
supply and authOrization of chent lInes), so long as It does not inhibit trade, or ''would be contrary to the 
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Interests of the Community" Presumably, Interests of the Community would Include the Interests of 
individual customers eligible for market opening under Article 19 The exemption provided for Article 3 3 
of the Directive parallels Article 90(2) of the Treaty of Rome It provides that companies "entrusted with 
operation of services of general economic Interest on having the character of a revenue producing 
monopoly" may be exempt so long as It IS "not contrary to the Interests of the Community " 

As discussed In the prevIous section, the eXisting obligation to serve Imposed on companies 
within the Hunganan power sector will be a contnbutlng factor to the creation of any stranded cost If 
competition IS Increased Therefore, In addition to formulating transitional mechanisms to address the 
stranded cost Issues, the eXisting obligations to serve must be revamped to balance the need for flexibility 
associated with customer chOice versus ensuring the broader public Interest IS served by a continuous, 
reliable and economic electnclty supply The prevIous section recommends that with respect to the 
wholesale market and customers served under individual public utility contracts the statutory obligation to 
serve be replaced by a contractual obligation to serve To ensure effective operation of the market and to 
avoid future stranded costs, contracts should contain (1) adequate notice of termination provIsions, (2) 
stranded cost recovery provIsions, (3) precise provIsions of the seller's planning obligations, and (4) the 
seller's nght to abandon service at the expiration of the contract With respect to small retail customers 
either not deSignated as eligible for market opening under Article 19 or those who choose to remain With 
their eXisting supplier, It Will be necessary to establish a "universal service obligation" A surcharge 
applicable to all kWh moving over a supply company system would be one method of ensuring that the 
supply companies have the opportunity to recover costs Incurred In fulfillment of thiS obligation 

B Bankruptcy, LiqUidation and Fmal Accountmg 

Should Increased competition cause companies Within the power sector to Incur stranded costs, 
less than full recovery may adversely affect their financial condition In extreme Situations, companies may 
have Inadequate cash flow to meet fixed obligations rendering them Insolvent A bankruptcy law eXists In 
Hungary that permits financially distressed companies the opportUnity to work With their creditors to 
restructure their obligations under the protection of the court While under the court's protection creditors 
are prevented from pursing legal remedies that are otherwise available to them under security agreements 
associated With their Investment In the bankrupt organization Bankruptcy presents two unique Issues 
when It Involves a regulated utility The first Issue IS the baSIC question of whether the lights Will go out If 
an electriC company goes Into bankruptcy The second Issue IS the role of the regulator In setting rates 
and how that affects the ability of a utility to Implement a plan of reorganization that IS acceptable to both It 
creditors and the court 

1 Continuity of ElectriC Service In Bankruptcy 

Act IL of 1991 on Bankruptcy Proceedings, LiqUidation Proceedings and Final Accounting (lithe 
Bankruptcy Act") governs the reorganization of Insvolvement companies and the termination of operations 
by solvent companies The law prOVides for bankruptcy (a consensual reorganization process of Insolvent 
companies), IIqUidatlon,r or a final accounting The Bankruptcy Act lacks prOVIsions addreSSing the 
obligations of a debtor that has a public service obligation 

Operating licenses Issued by HEO expressly address the interaction of a licensee's obligations In 
the relative to either a bankruptcy, liqUidation or final accounting Operating licenses require that HEO be 
notified Within 8 days of the commencement and termination of a proceeding under the Bankruptcy Act 
The HEO may revoke a license on the Initial date of a bankruptcy, liqUidation or final accounting The 
license also prOVides that In the event of a bankruptcy the license holder will continue operation or another 
license holder shall be apPointed by the HEO to perform In the place of the original license holder If these 
license conditions are legally enforceable, It appears that HEO has the ability to ensure the continUity of 
supply In the event of a bankruptcy, liqUidation or final accounting However, the Electnclty Act IS silent 
With respect to HEO's authonty to transfer an operating license of a licensee In bankruptcy Section 25(3} 
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of the Electricity Act provides that 
Until completion of the liqUidation or final accounting, the activity defined In their license of 
operation shall be continued to the extent of secure supply The Office may appoint another 
license holder to maintain continuous supply 

Section 25(4) prOVides that 

In the case of the appointment of another license holder for the period of liqUidation or final 
accounting, the Office may oblige the former license holder to deliver It Instruments necessary for 
continuous and safe production, transportation and supply of electriCity to the license holder so 
appOinted 

Thus, a deCISion by HEO to appoint another licensee to operate the assets of a bankrupt license holder 
may conflict With the protection that the Bankruptcy Act affords a debtor seeking to reorganize ItS 
obligations to ItS creditors 

Sections 25(1) and (2) of the ElectriCity Act permit HEO to modify or withdraw an operating license 
If the licensee operates ItS system In a manner that threatens the security of supply In the case of 
Withdrawal of a license, HEO may take legal action to prohibit and terminate operations of the license 
holder Presumably If thiS would occur, HEO would Issue a new license to another operator HEO's 
action would be consistent With ItS authOrity to ensure a safe and reliable supply of electriCity However, It 
may be In conflict With the Bankruptcy Law because the termination of a license would adversely Impact 
the value of the estate of the debtor while It IS under court protection dUring the moratorium In other 
words, It IS from the authOrity to under the license to operate Its faCIlities that a debtor IS able to generate 
value for ItS creditors Additionally, It IS pOSSible that HEO might find that a successor to a bankrupt 
license holder does not qualify for a new license thereby preventing the resolution of a liqUidation or final 
accounting Therefore, It would be appropriate to explore the need for a legislative remedy that clarifies 
the authOrity of the HEO to act to ensure public safety relative to the courts' authOrity to protect the 
Interests of the creditors of a bankrupt company vested With a public service obligation 

2 Prlcmg Under the ElectriCity Act Versus the Bankruptcy Act 

The ability of a company to reorganize In bankruptcy IS based on ItS ability to produce future cash 
flows suffiCient to meet ItS restructured obligations to ItS creditors In the case of a bankrupt entity subject 
to pnce regulation, ItS ability to accomplish thiS objective IS dependent on regulators approving the 
necessary rates There IS no prOVISion In the Bankruptcy Law that acknowledges the Finance MInister's 
authOrity to set rates (based on HEO's recommendation) It IS also unclear whether the court, In 
approving a bankruptcy plan, IS constrained by the ratemaklng provIsions of the ElectriCity Act ThiS Issue 
IS further complicated In Hungary because of the current practice of setting nationwide retail rates 
Irrespective of each supply company's actual cost of service In order for a supply company to emerge 
from bankruptcy, It may require that the rates It charges to ItS customers be different than that of other 
supply companies Thus, In the event of a supply company bankruptcy, It may be necessary to depart 
from the nationwide pricing concept Therefore, It would be appropriate to explore the need for a 
legislative remedy that clanfies the authOrity of the Minister to set prices under the ElectriCity Act, 
particularly In the case of a company operating under the protection of the Bankruptcy Law 

C Potential Scope of Stranded Costs Under Alternative Market Structures 

The prevIous sections sought to Identify the key Issues and policy options available to address 
stranded created caused by the transition from a monopoly market structure to more competitive market 
structures ThiS section addresses the potential scope of stranded costs that may be Incurred under four 
alternative market structures discussed In the companion paper "Electnclty Trading Models for the 
Hungarian Market" The four models are summarized below 

Model #0 Enhanced competition under the eXisting legal structure ThiS model would promote 
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competition In market entry for new generation through streamlined licenSing procedures for direct 
supply licenses and licenses for renewable resources and other power plants defined by special 
legal rules like autogeneratlon 

Model #1 A mlnlmunm change model based on a single buyer and negotiated access for large 
Industnal end-users and generators to meet the minimum reqUirements of the EU Directive 

Model #2 A full pool-based system With wholesale and staged development of retail access 

Model #3 A bilateral trading model With open access transmission and dlstnbutlon and 
transmission scheduling coordinated by an Independent system operator With bilateral trading of 
electnclty 

From the standpOint of minimizing stranded costs, Model #0 IS the preferred option because It 
limits the customer choice to large Industnal customers With respect to generation supplied by direct 
supply licensees Similarly, the ability of the supply companies to seek contract With suppliers other than 
MVM for either renewable energy or autogeneratlon IS limited to 15 percent of their three-year average 
peak demand In accordance With Section 5 2(b) of the supply company operating license Based on this 
limitation no more than 15 percent of the wholesale market currently served by MVM would be subject to 
competition The extent to which any stranded costs could be recovered would depend on whether a 
determination IS made as to whether Section 55 of the Electnclty Act prOVides adequate authonty for HEO 
to recommend a pnclng formula to the MInister that would Include a provIsion for stranded cost recovery 

Model #1, Model # 2, and Model # 3 all are predicated on meeting the reqUirements of the EU 
Directive Therefore, at a minimUm, under each model, the portion of the market that would be opened to 
competition that could give rise to stranded costs would Initially and at a minimum be 22 percent of the 
current national market It would expand to 32 percent of the national market Within 6 years Based on 
1995 consumption levels and the annual consumption thresholds for customer eligibility, no more than 
29 2 percent of the current market would actually be opened to competition 

IV RECOMMENDATIONS 

Given the fundamental change In market structure associated With market opening, companies 
should be permitted to recover only those stranded costs for which there IS a direct nexus to market 
opening To the maximum extent practicable, financial commitments between private Investors and the 
Hunganan government should be honored However, private Investors should not be shielded from the 
financial consequences of bUSiness risk that IS Inherent In the current system of regulation Therefore, It IS 
recommended that the follOWing principles be given conSideration In developing a stranded cost recovery 
poliCY 

Parties to eXisting contracts should be granted extra-contractual nghts to negotiate notice of 
termination and stranded cost recovery prOVISions that Will permit recovery of stranded costs from 
customers that depart the system consistent With the prOVISions of Article 19 of the Directive 

Because the Directive does not require the entire market to be opened, stranded costs should be 
directly assigned to those customers who cause them to be Incurred As an alternative, It may be 
worth explOring whether under the market opening requirements the supply companies can be those 
entities deSignated as eligible for market opening and act as aggregators for their customers If this 
were permissible, all retail customers would share In the benefits of competition By dOing so, 
stranded costs could be spread over more customers (I e , a broad-based surcharge on unbundled 
distribution wire service) and stili be consistent With the prinCiple of direct cost responsibility 

Customers should have the chOice of paying either a surcharge to transmiSSion and distribution 
wire service or a lump sum eXit fee Because the power sector has been dlsaggregated any stranded 
costs Incurred by generators under eXisting contracts With MVM should be calculated on an 
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asset-by-asset baSIS Stranded costs Incurred either by MVM or the supply companies should be 
calculated uSing a lost revenue method because of (1) ItS admlnstratlveadmlnlstratlve economy 
relative to a hypothetical cost-of-servlce approach, and (2) It Impllcltylmpllcltly Includes the benefits of 
mitigation 

Stranded costs should be treated as a transitional phenomenon Therefore, If there IS a 
commitment to market opening, the government should make a public announcement of ItS intention 
and give the Industry notice that any contracts entered Into subsequent to that date must contain 
adequate notice of termination and stranded cost recovery provISions Parties to such contracts Will 
not be granted extra-contractual relief In the future ThiS should apply to wholesale contracts and 
Individual public utility contracts With retail customers 

Stranded costs should be computed on a net baSIS and companies should be required to take 
affirmative action to mitigate their stranded costs 

The statutory obligation to serve Imposed on MVM and the supply companies mandatory 
purchase obligation to purchase contain In their operating licenses must be reformed to facIlitate 
market opening under Article 19 of the Directive MVM's statutory obligation to serve the supply 
companies should be replaced by a contractual obligation to serve ThiS Will require consideration of 
whether MVM should retain some residual statutory obligation for which It should be compensated or 
whether It IS given pre-granted authonty to abandon service upon the expiration of a contract 

The supply companies' operating licenses should be modified to reform the mandatory purchase 
obligation from MVM consistent With any modifications to MVM's long-term planning obligation 
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VIA FAX TRANSMISSION 

TO: Robert Borgstrum, Howard Menaker 

FROM: JWGulhver, CRConnors 

RE: Hungary 

DATE: August 18, 1997 

Attached IS the follow-up memo on regulatory t.hanges that we proIIllbed 
Gabor Per our dIscUSSIOns W1th Bob,.we will hold off ot1 sendmg hIm anythtng 
further on long term contract~ (smce he hw, already has d. 2(}1- page memorandum 
from U~). until a further request 

Howard, we assume you SJ'e getting back to hun 011 the short bullett memo 
wIth recommcndatlollb to the Mtnl~try on how one errectuates competttIons Dob, 
when ("onvement, we would apprecldic a copy of the memo you sent regmdlng our 
collccnve comment~ on the MVM pnn"'1.ples of the propo .. ed compctltJ.on model 

JWG/cgb 

I 
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Memorandum 
-

VIA FAX TRANSMISSION 
~ • 

TO: Gabor Szorenyl ErJlca Nemeth 

FROM: JWGuIliver, CRConnors 

ec: Howard Menaker, Robert Borgstrom, Jacqulc Derosa 

RE: Competitlon - Changes m Regulatory Structure 

DATE: August 18, 1997 

1111<) memorandum follows up our extremely productIve meetmgs Ul 
Budapest last month regardmg VarIOUS clements of competlfloD A t that tune we 
dlScusscdbawthe structure, focus and competellC1es of the regulator change as the 
sector structure moves toward the competltlvc modeL We tdenl1fied four pnncrpal 
areas of change, we note them below With a bnef dJscus~'1on 

1 AnP.mQnopolYs Anl1-trmtt. Competttlon ~ The core function of the 
regulator Wlll sluft from assunng fal[ pnce calculanons for the monopoly player:; to 
lIIclude assUtlug open acce.~ of the market to aU entrants. eiul'ltnat1on of market 
dommance, and reduct10n and ebmmanOD of so-called bottJcne<.ks, (e 8 , 
eoncentrc1Uon oftransmtssJQnacces~ in one or a l.urutcd numberofpsmeb) 
Pnnclples of ann-trust, pro-compctrtlon POllC1CS are somewruu different from 
econOmIC pncc rCbJUlatlon and hcensing Thus, the reguLtwr wdl need to (1) gam 
wmpetcney m the lcgal and econOIDlC bdb"l~ for antI-trust and compcUtlon thcory 
mW. practlCCS as apphe::d to mdustne~ (e g , ownershIp l1mJtnt1ons, market domin..mce 
md SlZC lC;Sues, comblnanoDS of compamcs and vertical mtegratlon that could be 
1I1hcrcntly blllltlllg on ntarkct actl,\ltles) and (2) UIOtdmate I(S aenVlues With other 
relevant government agencles, especIally the ann-monopoly officc 

2 pooJ~SOrrradJng Arrangements· Compel1tlon In the gcnera1.1On 
mcllkc:t, and the ablhty to sell dtrectly to vanOlLC; tJcrs ot customer., (rescUers and end 
users) means that understandIng bow a power pool fimcll0nc; from a pncmg and 
cash flow lItandpomt. ~ well as an operatmg perspective, WlJl be extremely 
Important to Ule regulator Howthe mdepelldent syo,tem oper41cJT actually o~rates 
th.: ... y~tcm., how 11 mamtam~ llc; mdopendence, how the U'ddlOg 1<; oTgdruzed .. o that 
tlle mo~L competItIon can be tnJl:Llc.U11lto the 'y.,tcm. how the VM1()U., "product .. " 
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Memorandum 

VIA FAX TRAN~MISSION 

TO: Gabor SzorenYl, ErIka Nemeth 

FROM: JWGulhvert CRConnors 

cc: Howard Menaker, Robert Borgstrum, JacqUlc Derosa 

RE: Competition - Changes In Regulatory Structure 

DATE: August 18, 1997 

ThIs memorandum follow'l up our extremely prudut.uvc meetIngs m 
Rudapest lcu,t month regardmg vanous elements of compctttton. At th£ I.m1C we 
dIScussed how the structure, foc~ and competencles of the rcgult1tor change as the 
sector structure moves toward thc compctltJ.ve model We IdentIfied four pnnclpal 
areclS of change. we note them below WIth (a bnc:f d:L.<lCw.slon 

1 Ann-monopoly, Ann-trust Compctltlon· The core functton of the 
regulator wIll sinn from asbunng fattprlCC calculatIons for the monopoly players to 
mclude assunng open access of the market to all entrant.c:, eiumnatlon of market 
dommance. and reduet1.on and ehmmanon of so-called bottlenet.ks, (e g , 
concentra11on of t.ransnuSSlon acc~ m one or a lnD Ited number of pJUtlcs) 
Prmclple~ of antt-trust, pro-compctluon pohCles are somewhcd: dIfferent from 
e<,.Ollom Ie pnc.,e rcgulatlon and hccnsmg Thus, the regulator wIll need 1O (1) gam 
competcncy In the legal and et.OnomlC basiS for anu-trust and compeunon theory 
and Rracttces as applIed to mdustnes (c g , uwnershlp lunrtatlOns, market dommance 
and S17.e Issues, enmbmatlons ofcompames and vertlWllltcgrc1b.on that could be 
mherently illmtmg on marktrt: actlvitie!.) and (2) cnnrdmatc lL, actlV1t1~ WIth ot1u..r 
relevdIlt government agenC1CS, cspel.lally the antl-monopoly office 

2 Pools1ISOrrrcUimg Amngcmcnt'i - Compct1t1on m the generatlon 
market. and the ability to sell chrectl} to vanous tIers of customers (resellcrl\ and end 
LI~ers) mcan~ that underbtandmg how a power pool func1J.ons from cl pnetng cmd 
c..u,h flow 'it.mdpol0t, ~ wdl as an operanng perspecttve, WIll be extremely 
Important to the regulator How the mdcpcndent system operator acludlly opercltes 
the system, how It mamtams lts mdependence, how the tradmg 1~ orb!'flWZcd w that 
the most l.ompctltJ.on can. be Inj~ted mto the s}-stcm, how the vanous "products" 
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(energy, capacIty, ancillary seI'Vlc~) dIe Identlfied dIld pnced, arc all key clements of the new 
opemtJng system Ine regulator needs to understand both the pncmg and flow oftunds (to 
asSll1'C a faIr. open and compctlh,·c market) and tct..1uucal and operatlonal aspects of a multl
pla)cr, largely deregulated system so as to assure system rehabll11Y and secUrity 

3 European Umon Dlfect1ves - As Hungary rnove~ toward hU mcmbcrsJup and as 
the CU contlnucs l~ efforts to commerc1ahze and add ccmpctlt:l.on to the energy sector, a film 
understandIng of E:.U pohcles, both specifically WIth respect to Clergy and generally WIth regard 
to tradmg and competItion, mIl be essent:tal As with antI-monopoly I~hue'l, lbl\ 1'1 probably an 
area where the regulator needs hoth an miemaJ com!1etency (largely legal) and an ability to 
coordmate with other relevant mInIstrlcs and agCllCle5 

4 Wnttcn Standards • The reguldtor WIll need to pubhsh wnttcn standards and 
ex.pldIlcltJ.ons governmg the vanous actJVlt!C~ Wlthm Its ]Ullsdu:1Jon, rangmg from h.cens1J1g to 
reguLmon of the poolco to antt-monopoly standards In a vertu .. ally mtegratcd, or hIghly 
regulated, system, the number of parbClp.m~ 1:' relatIvely few, ncw cntrants are generdlly ~carce, 
and the "rules" are large!) known to the players Custom and m.dge generally rufficc However. 
as the nwnbcr of partJ.cLpants mcreases dramatleal1y, as new entrants ~urface and old entrantq 
retire and as the system moves toward EU standards, lhe need for clear, wlderstandable, 
gellerally applicable, and transparent proccdUl'CS becomes paramount. Thus, the regulator will be 
rcqul!Cd contulual1} to prepare o.ccessJble, wrItten ~l.mdards (retlcctmg pubhc mput) tha.t t.an be 
redd, clL.~~ed.md unde~tood by eXlstmg. new and potentJdI partICIpants These skills agrun 
wlll reqwre legal, eco.noauc backgroundb db well as enguteermg backgro\lnds 

In sum, restructurmg m a more competItive enVIronment causes the regulator to ac;c;ume 
more econonuc and legal burdens and changes the mix of ~kllls and competenCIes requlICd It 
also places a ptcm1um on coordlIWtIon With other agenclcs, smce the :,ec1or 18 not so easd) 
lClolatcd from the rest of the economy 

Tf we can provsde you WIth any further mfOrmatlOD, please let me know 

I 
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TECHNICAL/OPERA TIONAL 

rZEY ISSUES 

Generation Security 
Tral1slnissiol1 Security 

Ancillary services 

Translnission Losses 

Operational Code 

Metering 
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TRADING MODEL - Key Issues 

• Model Nos. 

• Gel1. Security 

• Tra. Security 

• Anc. Services 

• Trans. Losses 

• Ope Code 

• Metering 

o 1 2 3 

Capacity/Ilnbalallce Ellergy 

Capacity/Outage Coord 

DiscriIllillatl OIlIU Ilbundl111g 

Unbundling/Cost allocatloll 

Resources for reVISIons 

Data collection/inanageIl1eIlt 
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SEPARATE or COMBINED? 
'System Operation' & 'Wires' 

• Not defil1itively establis11ed anyw11ere in 
world - both arrangements worl( 

• Costs relatively s111all so not an issue 

• Certail1 functions naturally go together 

• Need to al1alyse risl(s and benefits of a split 

• Currel1t structure has OVI and OVrI split 
under MVM Group ownership 
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ANALYSIS 

• Too early to be specific 

• Operatiolls can always be lnade to fit 
marl(et requiremellts 

• Need to balance operatiollal problelns witIl 
ecollomic tI1eory 

• Ullbundling Ancillary Services is tIle most 
demanding 

• Level of unbundling and regulatory control 
needs analysis 
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CONCLUSIONS 

• DSM and ITIarket incentives will affect generatioll security 

• Pragnlatic developnlellt of Allcillary ServIces IS to be 
recomnlended 

• Conlblned 'SysteiTI Operatiolls' and 'WIres" fUI1CtiOI1S Illay 
be best for Hungary 

• TranSIniSSIon losses are emotIve, expensIve alld dIfficult 

• Operational Code will need sigllificant developll1e11t a11d 
resource COlTIlTIlt111ellt 

• Metering may be 011 critical path 



-~--~-~-~~-~-~-~~~-

--' s 

FINANCIAL AND SERVICE OBLIGATION 
ISSUES ASSOCIATED WITH MARKET 

Prepared for the Hungarian Energy Office 

July 23, 1997 

PrIvileged and Confidential 
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INTRODUCTION 

• Stranded costs--reflect the dIfference between the market 
value and book value of assets owned by a monopoly when 
its market IS opened to competItIon 

• During the transition to competItIon, a company may be 
forced to absorb stranded costs If sales customers 
convertIng to open access depart without compensating 
theIr hIstorIcal supplier for fixed costs Incurred on theIr 
behalf under an obligatIon to serve ~ 

• Two-fold regulatory objective 
Implement transItIonal mechanIsms to address stranded cost 
recovery that balances competIng Interests of InInnnIzIng rates to 
custolners and ensunng the financIal IntegrIty of the Industry 

Refonn the Inarket structure and oblIgatIon to serve to preclude 
creatIon of stranded costs In a competItIve Inarket 

.-' Pnvlleged and Confidenhal 
~ 
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LEGAL AND REGULATORY STRUCTURE THAT 
GIVES RISE TO STRANDED COSTS 

• RegulatIon of lawful monopoly gIves rise to investment 
that may be stranded as a result of customer choIce In a 
competItIve envIronment 

• Obligation to serve in exchange for profit regulatIon 
- ExcluSIve servIce area, and mandatory purchase obhgatIons secure 

revenue stream for fixed cost recovery 

• In spIte of prIvatIzatIon and functional separatIon, 
HungarIan power sector IS stIll a monopoly 

ElectrICIty Act HEO RegulatIOn 
-SectIon 42 MVM supply oblIgatIon - MVM operatmg lIcense mdefinIte oblIgatIOn to serve 
-SectIOn 43 supply company IetaIl oblIgatIOn - supply company retail oblIgatIOn to serve and mandatory 
-SectIOn 45 publIc utIlIty contract purchase oblIgatIOn 

(general and mdividual) -Declee 51 take-or-pay pllcmg for capaCIty 
-SectIOn 55 PrIcmg -profit on "reasonable mvestment" 

Privileged and ConfidentIal 
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DEFINITION OF STRANDED COSTS 

COST ELEMENTS 
- Investment In plant and 

equIpment 
- Take-or-pay fuel contract 

- CapItalIzed expenses 
Nuclear decommIssIonIng 
expenses 

- Take-or-pay power purchase 
agreements 

ELIGIBILITY CRITERIA 
ReqUIre a connectIon 
between market openIng 
and stranded Costs versus 
OrdInary BusIness RIsk 
SectIon 55 "Reasonable 
Investment Standard"-
ImplIcatIons for pnvatIzed 
assets 

TranSItIonal nature of 
stranded costs--reform of 
the oblIgatIon to serve 

- RenegotIatIon of eXIstIng 
contracts--notice of 
termInatIon/rebuttable 
presumptIon 

~ PriVileged and Confidential 
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WHO SHOULD BEAR COST 
RESPONSIBILITY 

• Direct AssIgnment versus Broad-Based Recovery 
- Cost causatIon and cost-responsIbIhty 

- Impetus for reform 

• Market-faIlure and sweepIng reform 

• Phased ImplementatIon to mInImIze dIsruptIon--absence of 
market faIlure 

• Wholesale versus Retail 

PrivIleged and Confidential 
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EU REQUIREMENTS 

• Article 19 phased market openIng 
• ArtIcle 24(1) permits transitIonal regIme subject to 

Commission approval 
• ArtIcle 3 permits impositIon of pubbc service oblIgatIon so 

long as it "isn't contrary to the Interests of the 
Community" ~ 

• Treaty of Rome Rules on CompetItIon 
- ArtIcle 92( 1) Inay place constraInts on stranded cost recovery 

(assIgnment and duratIon) 

Privileged and Confidential 
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POTENTIAL STRANDED COST EXPOSURE 

Does not fulfill minImum market openIng reqUIrements ofEU DirectIve Supply company lIcense 

Model #0 
conditIOns lImit alternatIve sources of supply to no more than 15 percent of peak demand 
PromotIon of dIrect supply lIcenses and renewables WIll hmlt benefits of competItion to large 
Industnal customers 

Intended to meet the mInImUm reqUIrements of the EU Directive Based on 1995 data no more than i 

292 percent of the Hunganan market would be open to competition based on the phased 

Model #1 Implementation reqUIred by the DirectIve CompetitIOn will be hmlted to generators and large 
Industnals ... 

Intended to meet the mmlmum reqUIrements of the EU DirectIve The potential for stranded costs 

Model #2 
beyond that caused by complIance with the DirectIve WIll be determmed by how much of the retaIl 
market Will be opened to stranded costs and the extent to which Intermedlanes develop to aggregate 
small customers' load 

Same as Above 

Model #3 

PriVileged and Confidential 
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RECOMMENDATIONS AND ISSUES 
CONSIDER 

ISSUES RECOMMENDATIONS 
Interplay of Bankruptcy Act and pubhc • Grant extra-contractual nghts to modIfy 
servIce obhgatIOns ofElectncity Act eXIstIng contracts 

-HEO AuthOrIty to set prIces when Debtor IS under • DIrect assIgnment of stranded costs 
moratOrIum consIstent WIth Arttcle 19 phased 

- HEO AuthOrIty to revoke Debtor's lIcenses to openIng 
preserve pubhc mterest (safety, rehabllIty) • Stranded costs be defined as transittonal 

QuantIficatIon of stranded costs and rate • Modlfy statutory and operattng lIcense 
Impacts oblIgatton to SerVICe includmg pre-

- Asset by Asset 
granted abandonment for contractual 
serVIces 

- HypothetIcal Cost of Service 
Estabhsh unIversal retatl serVIce • - Lost Revenues 
obhgatlOn wIth non-by passable 

Recovery OptlOns surcharge to consumers 
-Direct Assignment (Lump-sum fee of WIres • Seek legislattve clanficatton of REO's 

charge) 
authonty over a bankrupt lIcensee 

- Broad-based Surcharge 

Privileged and Confidential 
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What Competitors Do You Allow? 
Illustrating the Range of the Competition Ditnension 

• In GeneratIon 
Development and Purchase from generatIng companIes VIa AuthorIzation and 
TenderIng 

- Development from generating companIes VIa AuthorIzation and Open 
Merchant BUYIng 

• In Wholesale Markets 
- Only Generators and Buyer(s) for End Users Via SIngle Buyer Scheme 

(DIstrIbutors and DIrect) 

- Only Generators and Buyer(s) for End Users VIa BIlateral TradIng (DIstrIbutors 
and DIrect) 

- Generators, Buyers, and IntermedIarIes VIa BIlateral TradIng (Wholesale Power 
Marketers) 

• In TransmIssIon 
- Only Monopoly,UnbundlIng of TranSmISSIOn Rates and AncIllary SerVIces 

- Independent System Operation wIth Independent Development 

• In RetaIl MarketIng and Supply 
- Supply CompanIes Only, DIstrIbutIon and Energy Rates Unbundled 
- Supply CompanIes and Generators Selhng to LImIted End Users 

- RetaIl Marketers, Supply CompanIes, and Generators SellIng to End Users 
H BE trad974 a 1 
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Sinlplifying the Choices: Alternative Models 

• Status Quo 

• Model #0: Increased Competition Within Existing Legal Structure 

• Model #1. MInimum Change to Meet EU / Single Buyer 

• Model #2· The 'POOL' Model 

• Model #3: BIlateral Trading 

~ 
H BE trad974 a 2 
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Classification of Models: 
• Key AttrIbute 
• Second Key AttrIbute 
• ThIrd AttrIbute 

Degree of Access for Wholesale then Large Customers 
Role of Intermedianes In PhYSIcal & FInanCIal Tradlng 
Central Exchange (Poolco) or BIlateral Market 

SQ 

None" I"" 
6,."" 
4~ 6<*. 

/101.0 ~1)6 
76", \S' ,I ..,,, 

,. / 
.t~) \.\ \{/ \.f'> 

l ,,r ~v.F-
Open 
to All 

t Central Exchange 

., 2 
G) 

fl)tn 
fI) I: 
G) cu 
I:,c 
I: CJ 
G) >< a.w 
0'0 

• BIlateral Market 
/' 

0" ~ull Retail & Wholesale 
~ee 

t"\e~ cer:,r:, ~ 
. v ~G / ,., /' 

Monopoly 

H BE trad974 a 3 
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Interests of Market Participants 

EconomIC Jobs Breadth of Low Pnces Cost of 

Growth & CompetItIon Implement-

CompetitIve ahon 

Infrastructure 

Government ./ ./ ./ ./ ./ 

MVM ./ 

Supply Cos ./ ./ .. 

Generators ./ 

ElectrIC ./ ./ 
Industry 
Unions 

Large Users ./ ../ ./ 

Small Users ./ ./ ./ 
H BE trad974 a 9 
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Potential Impact of Models on Interests of 
Participants 

EconomIC Jobs Breadth of Low Prices Cost of 
Growth & CompetItion I Implement-

Competitive I atIon 
Infrastructure I 

Status Quo 0 0 0 0 0 

Model #0 0 -lIn EI; 
Increased 

1 1 -1 
CompetitIon +1 Eean 
Under 
Existing Law 

Model #1 1 -2 EI; 
MInImum 

2 2 -2 
Change/ +2 Eeon 
SIngle Buyer 

Model #2 3 -3 EI 3 3 -4 
Pool TradIng 

+3 Eeon 
Model #3 3 -3 EI 3.5 4 -3 
BIlateral 
TradIng +3 Eeon 

~ 
EI = Electnc Industry Impact, Econ = Economy WIde Impact H BE trad974 a 10 
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HUNGARIAN COMPETITION STUDY 

THE REGULATORY AGENCY 

Budapest, Hungary 

July 1997 

John Gulhver and Catherine Connors 
Pierce Atwood 
One Monument Square 
Portland, Matne 04101 USA 
(207) 791-1100 
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The Existing HEO 
Regulates Electric Market With Limited Competitioll 

Responsibilities Include: 

• Planning 

• Licensing 

• Limited Pricing Authority 

~ • Technical Operations Standards 

• Consumer Complanlts and Dispute Resolution 
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Probable Changes In Structure of 
Hungarian Electric Industry 

• Hungary Seeks Benefits of PrivatizatIon and Competition 

• EU Directive 

• Liberalization of Electricity Sector 

• Phased Introduction of Direct Access 

• GovernmentIRegulatory Decisions Must Be Objective, 
Transparent and Non-Discriminatory 

• Investor Requirements: Regularity and Predictability 
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Regulation Must Change To Reflect 
Competitive Market 

• Change From Direct Price Regulation To Market Referee 

• Anti-Monopoly Concerns 

• Horizontal Integration 

• Market Dominance 

• Vertical Integratioll 

• Cross-Subsidization 

• Increased Need For Agency Expertise In EcoIlomics And Law 
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The Future HEO 
Regulating A More Competitive Market 

HEO generally needs greater independence and more clearl)l defined 
procedures to ensure that declsions are objective, transparent and 
non-discriminatory. Some changes require amending eXisting law, 
others do not 

Recommendations That Require Changes To Existing Law 

• Multi-Member Board with Staggered, Fixed Terms 

• Power to Issue Binding Decrees 

• Clearer Definition of Functions of Agencies 

• Separation of HEO from MOITT 

• REO Decisions Appealed Directly to Court (Not MOITT) 
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The Future REO 

Recommendations That May Not Require Changes To Existing Law 

• Control of Fees and Budget 

• Larger Staff with Increased Expertise in Economics and Law 

• Establish Rules for Processing Applic'!tions 

• l-Iearing Process 

• Fonnalized CommunicationslProhibit Ex Parte Contacts 

• Coordination With Competition Office 
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------------------
Ownership & liberalisation 

-:S 

• Ownership affects incentives 

=> ownership Issues are important In determining whether 
liberallsation results in expected efficiency benefits 

=>ownership structure becomes more Important as 
competition Increases 

Horizontal integration 

Vertical integration 

Major concern - Market power 

Major concerns - Conflicts of Interest 
Self-dealing ~" 

............ S&Id n 101 rl a * 



-----------~---~-~Options for addressing ownership concerns 

--L 
00 

• Legal restrictions 
eg MVM prohibited from acquiring more generation 

• Unbundling 
eg divestment of Paks by MVM 

• Regulation of behaviour 
eg MVM to buy power at lowest price 
Ow JJ Sft.J J{-IP 

Physical separation often more effective than regulation by 
agency (regulate by structure rather than by conduct) 

<I.lPIAI' .... t ll/e/r/a-----



---------------~--~ Model 0: Enhanced Status Quo 

--~<i;. 

Limited competltton => limited ownership concerns 

Main current concern 

• MVM's ownership of generation and transmission 

BUT 

Companies may build up strategic ownership stakes in 
anticipation of hberalisation 

, ,1v'\ • HEO and Competition Agency need to develop strategy on lO())~ (/Y acceptable degree of camlnon ownership (horizontal and l' vertical) '. 

d.t.dllUtit (lie' 1-'/a ----



_----------~----~v'i}V-'-\ \. Model 1: Minimum change compatible with EU directive ,,;!7' 

-y;;. 

Restricted competition => raises more ownership concerns 

• Concerns with both horizontal and vertical integration 

• Requirement for system access 
=> conflict of interest between ownership of transmission and generation/retailing 

=> implications for MVM privatisation options 

• End of MVM's wholesale monopoly 
=> potential for self-dealing if companies own both generation and retail interests " 

b,,(t--~ f~M- .1""-~ - 0(.,).....,..4:( of- fle .r'jr~ £,,<'f~ - n,e, na----
~"'~lId Joes E4 Owc:h"'e. t"C.,?l.iI"L lJ",(l£- fO~f~w- (b£«~) J,:. vt>b",~\'t ~ 

b<.. s~~k (,,-, o&.-l~ l1l'(J), Co....... -h~Uti~sl~ co - ( 

-- I' c..."'I\.e~ W"fli' """c...r 6c. S~'2.1~ ~ 
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~ Further liberalisation: Models 2 & 3 

--.r-... -

As competition increases, ownership concerns Intensify 
'1) Examples of concerns: l 't~qo 

-~? 

~ 
J\iY'1. 

• Future investors In MVM should not also hold"generation or retail interests 

• RWE currently owns both generation and retailing Interests 

• Private generators competing with publicly owned generators 

\ 

.-w\Jsaolf ll/e" r/a----



-------------- - - - _ .. 
Key recommendations 

Horlzontallnteg18bon Vertical Integration Public vs Private Foreign vs Domestic 

Tl1Insmlsslon and 
GeneratIon Supply generatlOfllsupply Generation and Supply 

-
ModetO HEO and CompetItion Dlvestment of Paks from HEO and Compebhon PrlvahsB remaining Tanffs to nse towards 

Agency to develop MVM Agency to develop publicly owned sustalOabie levels 
strategy on (pnllattsatlonlleaselmanag strategy on acceptable qenerators, or ell'\.5 .... ~ 
acceptable ement contract) degree of common ~.fully 
dl9ee of common ownership Ulrpor""lsed 
ownershtt ProhibIt future Investors In 

MVM from owning stakes 
In generatIon or supplY' 
companies 

MVM to keep separate 
accounts for transmiSsIOn 
and generation 

--
Mod~11 As for Model 0, plus As for Model 0, plus As for Model 0 plus As Model 0 As for Model 0 

Consider adoption of Add restrlcllon In MVM's ReqUirement on vertically 
statulmy limitations licence on owmng retail Integrated compames to 
on comlnOn business keep separate ac;:ounts 
ownership ..j. Mat'\4je,-,,,(l( S4fo.-W 

MVM s power purchase 
funellon to be 
managenally' separated 
from transmission 

Develop transparenl, non· 
dlscnmlnatory cnterla for 
system access 

Furthor As lor Model 1 As for Model 1 As for Model 1 As for Model 0 As for.t"'odel 0 
LlberallSiUon 
«ModuI2, 
Modol3) N B Suggested recommendations under Model 0 and Model 1 become cntical under Models 2 and l 
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