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Four years after the Austrian electricity market had been liberalised, the overall balance is contradictory:

on the one hand, prices were initially cut for both small- and large-scale customers, yet on the other

hand, the expected stimulation of competition has so far failed to materialise. Recently, the instability of
the Austrian cartel of electricity providers ("Austrian Electricity Solution") has produced some savings for
the end customers, but it appears doubtful whether the Austrian electricity market will be able to achieve
a competitive market result on its own. With the "liberalisation dividend" obtainable only when a competi-
tive regime is put in place and in view of the analysis as set out below, WIFO recommends that the Aus-

trian competition watchdogs and regulators set about implementing a comprehensive programme to

stimulate competition.
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Monopolistic market structures hamper competition and cause an inefficient alloca-
tion of scarce resources, attended by higher prices, inferior quality and a reduction
in the variety of services as well as a shortage of innovation. Opening the markets for
competition through liberalisation is generally seen as an effective remedy for such
problems (B6heim, 2004).

In vertically integrated network industries (energy supply, telecommunications, rail-
ways, etc.), the elimination of institutional barriers to entry is a necessary but never-
theless insufficient condition for the establishment of "workable competition" through
market liberalisation, because typically at least parts of the vertically integrated
value chain refuse to be organised in competitive structures. Where such parts are
essential facilities for downstream activities in which competition is economically
feasible, access regulation is deemed to be an appropriate instrument for guaran-
teeing market entry for alternative suppliers and competitors (Haucap — Kruse, 2004).

Since such essential facilities within network sectors constitute natural monopolies
characterised by increasing economies of scale and a market-specific irreversibility
due to sunk costs, the prerequisites are in place to provide for access regulation. In
both energy markets (electricity and natural gas), non-discriminatory access to the
fransmission and distribution network infrastructure as an essential facility is a condi-
tio sine qua non for competition to work in these markets.

The basic research question motivating this paper is concerned with the interplay
between competition policy and sector specific regulation in liberalised network in-
dustries. For an empirical foundation of the arguments presented here we draw on
the rich and diverse experience acquired from the effort to liberalise the Austrian
energy markefs in the last four years.

Austria has decided to organise competition control in the energy sector by imple-
menting a division of labour between two separate bureaucratic fracks. Whereas
essential facilities for energy fransmission are subject to ex-ante regulation by the
E-Control GmbH, an independent sector-specific regulatory authority, ex-post su-
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pervision concerning abuses of market dominating positions and cartels as well as
merger control falls within the sphere of responsibility of the Bundeswettbewerbsbe-
hérde (Federal Competition Authority)!.

Although the division of labour between the two "competition watchdogs" seems to
be clear and the Austrian Cartel Act obliges both authorities to co-operate in com-
petition matters concerning the energy sector, competition in Austrian electricity
markefs is still in "dire straits". This paper intends to clarify why this is the case and how
this unsatisfactory situation can be improved.

The definition of both relevant product and geographic markets is the starting point
of every antifrust investigation, in order to identify those competitive forces that con-
strain market participants in their market behaviour. To this end, modern competition

Definition of relevant
antitrust markets for

economics relies on the SSNIP test which checks what happens to the profits of an electricity
enterprise if a small, but significant non-transitory increase in (relative) prices (SSNIP)2
takes place.

The standard SSNIP test
The SSNIP test asks what is the narrowest range of products for which a hypothetical

monopolist of a group of products could permanently and profitably raise prices by

a small but significant amount (e.g., 5 to 10 percent). This range of products consti-

tutes a relevant market (Bishop — Walker, 2002, p. 356).

The standard SSNIP test proceeds with the smallest possible composition of products3
as a first candidate market (CM1). For CM1 the effect of a SSNIP on profits is meas-
ured. If the price increase on CM1 is profitable, i.e., the increase in price outweighs
the loss in demand, the firm is able to behave like a "hypothetical monopolist" and
CM1 can be considered the relevant product market. If the price increase on CM1
is not profitable, CM1 has to be extended by including the closest substitute prod-
uct. CM1 and the closest substitute product together constitute the second candi-
date market (CM2). Then for CM2 the same procedure is applied as for CM1 before.
This market delineation algorithm is repeated until the relevant product market, i.e.,
the narrowest range of products for which a SSNIP is profitable, is found.

Liberalisation has split the price of electricity4 in two components, the price for the
"pure" energy component on the one hand and network fees for using the power
grid for the transmission of electricity on the other. The power grid may be consid-
ered a natural monopoly as it is not economically feasible to duplicate the transmis-
sion infrastructure. This means that in liberalised electricity markets demand substitu-
tion can only take place in the form of swifching from the local public utility com-
pany (‘incumbent") to alternative "non-local" suppliers of electricity concerning the
"pure" energy component. Thus the incumbent as owner of the power grid will (and
has to) continue fo serve as the provider of transmission infrastructure even for cus-
tomers who have switched for delivery of the "pure" energy component fo "non-
local" suppliers®. As a consequence, competition will only emerge concerning the
delivery of the "pure" energy component of electricity whereas network fees will not
be subject to competition and have to be regulated to guarantee non-discrimina-
tory access fo the power grid as an essential facility.

A modified SSNIP test for
energy markets

Because of the lack of substitute products for electricity¢, the standard SSNIP test
needs to be modified for the purposes of market definition in the electricity” sector.

! This discription of the institutional framework is somewhat over-simplified. OFor a detailed description and in-
depth critical assessment of the "jungle” of competition policy institutions in Austria see BSheim (2003).
2 "Small, but significant" in practice means a price increase in the range of 5 to 10 percent.

3 For the definition of the relevant geographic market this algorithm is applied mutatis mutandis. Hence
definition of the relevant geographic market starts with the smallest geographical area as the first candidate
market.

4 The same applies for natural gas as the other main energy market as well as generally for any other liberal-
ised network industry, e.g., telecommunications, railway transportation, etc.

5 The "incumbent" will keep this hybrid position as both infrastructure provider and energy supplier until the
power grid and energy distribution have been "unbundled".

¢ See M.493 — Tractebel/Distrigaz (Il), M.568 — EAF/Edison-ISE, M.931 — Neste/IVO.

7 Because of the existence of substitute products for natural gas (e.g., heating oil) the SSNIP test for the gas
sector has to fake additionally into account that customers of natural gas can either shift their demand to
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Using Price Elasticities for Market Definition

When using the SSNIP test, an estimate of the price elasticity of demand can give an indication of whether the
demand curve for a group of products is inelastic enough for a 5 to 10 percent price increase above the competi-
tive price to be profitable for a hypothetical monopolist. The profitability of the price rise is determined by two fac-
tors: the extent to which sales will fall after the price rise on the one hand, and the extent of any cost savings due to
reduced sales and hence production costs on the other.

Under simplifying assumptions concerning the demand curve of the hypothetical monopolist, i.e., either a constant
elasticity of demand curve or a linear demand curve, it is possible to defermine a critical price elasticity g which
has to be undercut by the actual price elasticity of the hypothetical monopolist in order to make its SSNIP profit-
able. Either way the critical price elasticity formula is determined solely by the price-cost margin and the propor-
tionate price increase.

The demand function at constant price elasticity is defined as follows:

=
m+s

The linear demand function is
=
m+2s

& =

m ... price-cost margin, s ... price increase ("small but significant non-transitory increase in prices" — SSNIP, e.g.,
+5 percent fo +10 percent); Source: Bishop — Walker (2002, p. 361).

In absolute tferms the critical price elasticity is the higher the lower the price-cost margin and the lower the price in-
crease. Under the assumption of a linear demand curve the critical price elasticity is, ceteris paribus, always lower
than (or equal to) the constant elasticity of demand. The assumption of a constant-elasticity demand curve thus
causes the actual critical price elasticity to be overestimated and the market definition to be too narrow!. The gap
between the two extremes will be the lower the higher the price-cost margin (B&heim, 2002, p. 3). Depending on

the structure of its demand curve, the hypothetical monopolist's "real" price elasticity will be somewhere between
the two bounds whereas the difference between the two extremes will be the lower the higher the price-cost mar-

gin.

1 This phenomenon is also known in the literature as "reverse cellophane fallacy".

Table 1: Critical price elasticities of demand

Variable cost Price-cost Demand function with constant Linear demand function
margin price elasticity
SSNIP = SSNIP = SSNIP = SSNIP =
5 percent 10 percent 5 percent 10 percent
Price units Price =1
Price
10 0 1.00 1.00 1.00 0.91 0.83
10 1 0.90 1.1 1.10 1.00 0.91
10 2 0.80 1.24 1.22 1.11 1.00
10 8 0.70 1.40 1.38 1.25 1.1
10 4 0.60 1.62 1.57 1.43 1.25
10 5 0.50 1.91 1.83 1.67 1.43
10 6 0.40 2.33 2.20 2.00 1.67
10 7 0.30 3.00 2.75 2.50 2.00
10 8 0.20 4.20 3.67 3.3 2.50
10 9 0.10 7.00 5.50 5.00 3.33
10 10 0.00 21.00 11.00 10.00 5.00

Source: WIFO calculations. SSNIP . . . small but significant non-transitory increase in prices.

The SSNIP fest in modified form has to assess the impact of a 5 to 10 percent in-
crease in relative prices of the "pure" energy component on the "switching behav-
iour" of electricity users. If an increase in relative prices for the "pure" energy compo-
nent in the range of 5 to 10 percent according to the basic SSNIP rule is profitable for

"non-local" suppliers of natural gas or substitute products. The latter alternative is not open to electricity cus-
tomers because of the lack of substitutes for electricity.
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the incumbent, it can be deemed a hypothetical monopolist in its network area. As
a result, the network area is the relevant antitrust market for the incumbent.

Using simplified assumptions on the structure of the demand function, critical price
elasticities may also be used for delimiting the market. This method permits a quick
test of the profitability of a price increase (SSNIP; see Box "Using Price Elasticities for
Market Definition").

For purposes of product market definition, substitution or "switching" elasticities, i.e.,
demand price elasticities of electricity users would be needed which reflect their
willingness to switch from their local electricity supplier (‘incumbent") to an alterno-
tive non-local supplier given a price increase of the incumbent. Since such estimates
are not readily available for Austria® and estimation is beyond the scope of this pa-
per, an approximation combining both quantitative data and qualitative evidence
is used for appraising the profitability of price increases by incumbent electricity
suppliers.

In principle electricity users can react to a price increase by the local supplier either
by reducing electricity consumpftion (quantity reduction) or by switching to a
cheaper non-local supplier (demand substitution). For Austria, however, there is
stfrong evidence that both evasive strategies are pursued in practice by customers
only fo a very limited extent — if at all - which indicates that price rises by local elec-
tricity suppliers would have a high probability of being profitable.

Research on the price elasticity for electricity on the macroeconomic level’ showed
that demand for electricity is quite inelastic for both households and industry alike.
Accordingly long-term aggregate price elasticities for electricity of households are
estimated to be in the range of -0.25 to -0.30, whereas demand by commercial us-
ers and industry seems to be more elastic with price elasticity estimates of -0.35 and
-0.38, respectively'0,

Since in the long term electricity consumption in Austria has been growing at an av-
erage annual rate of around 2 percent, quantity reductions due to higher prices up
to that level are "automatically" compensated through an annual growth in con-
sumption!!. Quantity reductions will have an adverse effect on the incumbent's prof-
its only if they go substantially beyond that level of "natural growth" which, however,
seems not very likely given the (short-term) inelasticity of demand for electricity.

Since the first beginnings of market liberalisation, fewer than 5 percent of households
and SMEs have switched to non-local electricity suppliers which might suggest the
existence of high switching costs. "Switching costs" are all kinds of costs that custom-
ers have to discharge when they change their electricity supplier (search and trans-
action costs, costs due to advance cancellation of confracts, loss of loyalty dis-
counts). The existence of switching costs has a substantial influence on competition
in electricity markets since they represent barriers to enfry for new competitors, i.e.,
non-local electricity suppliers. Switching costs enable incumbent suppliers to charge
higher prices to existing customers since these will only switch to an alternative sup-
plier if the price of the new supplier including all switching costs is lower than the
price charged by the old supplier.

The switching rate of large electricity users is still low, yet somewhat higher than that
of private households'2. Households stick to their accustomed electricity supplier de-

8 Given such conditions, the method involving critical price elasticities for market definition (see Box "Using
Price Elasticities for Market Definition") cannot be applied.

? The aggregate price elasticity reflects the reaction of overall economic demand for electricity on a 1 per-
cent price increase of all electricity suppliers.

10 See NIEIR (2004) for Australia as well as Filippini (2000) and Spierer (1988) for Switzerland. Aggregate price
elasticity estimates for Austria are not publicly available, there is, however, no compelling evidence that fig-
ures for Austria would show any substantial deviation.

T With price elasticities between -0.40 (industry) and -0.25 (households), compensation of the average an-
nual electricity consumption growth of 2 percent would imply price increases for electricity of 5 percent and
8 percent, respectively, every year.

12 The savings to be achieved and thus the wilingness of end customers fo switch their supplier will increase
with the quantity purchased: in the first year of market liberalisation (2001-02), more than 13 percent of the
major users switched at least once; among SMEs the rate was about 4 percent, while just 1 percent of the
private households made a switch (E-Control, 2003, p. 35).
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spife substantial price differences for the pure energy component (25 t0 30 percent)
because the gap is significantly lower (5 to 12 percent) when measured against the
end customer price (i.e., including network fees) so that savings in absolute terms
become negligible’ (Figure 1). Incumbent suppliers, on the other hand, pursue a
strategy of price differentiation vis-a-vis "industry"14 where price differences to alter-
native suppliers are small or even non-existent.

Figure 1: Price difference between electricity suppliers to households

Price difference between incumbent and cheapest non-local supplier in percent

-20
-25 o
30 4 Network fees + "pure" energy component

O"Pure" energy component

-35

Source: Bundeswettbewerbsbehdrde (2005A), p. 34. — ' The "incumbent" supplier "K" is the cheapest sup-
plier in this network area, hence the price difference between incumbent and cheapest supplier is zero.

These substantial differences in pricing strategies of local electricity suppliers accord-
ing fo customer groups — siphoning off consumer rents of small customers like a mo-
nopolist while setting prices competitively for large customers — is well reflected in
the incumbent's gross margins. According to a recent public inquiry of the Austrian
electricity sector by the Federal Competition Authority, gross margins for households
and small commercial users are on average up fo five times higher than for large
industrial users (Bundeswettbewerbsbehdrde, 2005A).

Different aggregate price elasticities together with substantial differences between
"small" and "large" electricity users in both their own procurement behaviour as well
as the pricing strategies of suppliers can be deemed sufficient evidence for the justi-
fication of delineating separate product markets for electricity according to two dis-
tinctive customer groups, i.e., "households and small commercial users" on the one
hand, and "industrial users" on the other's.

The geographical boundaries of the relevant product markets as defined above
can be complemented by additionally analysing the frade flows of electricity by us-
ing the Elzinga-Hogarty test (Elzinga — Hogarty, 1973).

The idea behind the Elzinga-Hogarty test is that the relevant geographical market is
characterised by both low aggregated inward and outward trade flows, whose
threshold value is usually taken to be 10 percent. Accordingly two indicators are

13 An average Austrian household (electricity consumption: 3,500 kWh) will save only around € 50 per year
on ifs total electricity expenses by changing the supplier.

4 "Industry" refers to industrial users with an annual electricity consumption of more than 1 GWh. These large
key account customers manage their procurement of electricity through open tenders which limits market
power of incumbent suppliers substantially.

5 In the nomenclature of the Austrian electricity sector, the relevant product market for "households and
commercial users" corresponds to network levels 7 and é whereas "industrial users" refers o network levels 5, 4
and 3.
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specified'é: while a high LIFO indicates that demand in a given region is primarily
served by local production, a high LOFI implies that the majority of local production
is used to serve the local market. If af least one of the two indicators is below 90 per-
cent, it is assumed that the market power of local suppliers is effectively constrained
by non-local suppliers. To identify the source of this competitive constraint, the "can-
didate" region is gradually expanded. The LIFO and LOFI tests are then repeated un-
fil both indices are at least 90 percent. The resulting region is the relevant geo-
graphical market (Bishop —Walker, 2002, p. 405).

Table 2: Defining the relevant geographical electricity market in Austria through
the Elzinga-Hogarty test

2003
LIFO LOFI LOFI
"little in from outside" "little out from inside" "little out from inside”
Network level 7: private households Network level 6: commercial
users
Production minus exports, Production minus exports,
as a percentage of as a percentage of production
consumption
Network area A 95.30 98.80 96.31
Network area B 93.25 94.53 100.00
Network area C 92.94 99.30 92.84
Network area D 98.86 99.59 92.40
Network area E 92.71 96.17 99.73
Network area F 91.75 . .
Network area G 90.47
Network area H 96.87
Network area | 92.62

Source: Elzinga — Hogarty (1973); Bundeswettbewerbsbehdrde (2005A), p. 50; WIFO calculations. Network
areas A fo | ... anonymous stand-ins for actual network areas.

LIFO and LOFI calculations for both households (network level 7) and commercial
users (network level 6) in Austria confirm that the relevant geographical markets for
energy supply of households and commercial users are not wider than the incum-
bent's network area since both indicators are significantly below the 90 percent
threshold for all network areas examined. Even energy suppliers which offer the best
prices for households nationwide only export around 5 percent (network level 7) to
7 percent (network level 6) of their whole electricity production outside their own
network area (Table 2).

When it comes to industrial users, incumbent electricity suppliers do not enjoy the
position of a hypothetical monopolist. Since industries organise their electricity pro-
curement almost always by way of open public tenders, atf least potential competi-
tion for these large energy purchasers is more intense than for smaller customers. In-
cumbents follow a strategy of price differentiation resulting in smaller margins in or-
der not tfo lose industrial customers which are significantly more price elastic than
households. These differences point fowards a wider market delineation than the
network area of the local energy supplier. In this case, the relevant geographical
market appears to go beyond the local energy supplier's network area and com-
prise the entire territory of Austria.

Table 3 summarises the results for both relevant product and geographical market
definitions for the Austrian electricity sector.

Table 3: Relevant antitrust markets in the Austrian electricity sector

Relevant product market Relevant geographical market
Private households and commercial users Network area of the local energy supplier
Industry National

Source: WIFO compilation.

16 LIFO = [(Production minus Exports)/Consumption]; whereas LOFI = [(Production minus Exports)/Production].
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Together with the UK, Italy, Spain, the Netherlands and Germany, Austria has been

one of the very first EU member states where both electricity (in Austria since 1 Oc- Competition in

tober 2001) and gas (in Austria since 1 October 2002) markets have been fully liber- Austrian electricity
alised long before the final deadline (1 July 2007) set by the European Commission markets
(E-Control, 2003).

Industrial users as well as households were able to profit substantially from the liber- Economic effects of
alisation of Austrian energy markets, the former group, however, significantly more energy market
than the latter. By applying a partial analytic model for the evaluation of the eco- liberalisation

nomic effects of deregulation Kratena (2004)'7 found for Austria that gross prices of
electricity and natural gas are about 42 and 14 percent, respectively, lower for in-
dustrial users compared to a baseline scenario without liberalisation of energy mar-
kets. The corresponding price effects for households amount to less than —18 per-
cent for electricity and just —4 percent for natural gas. This divergence in price ef-
fects might be taken as an indicator for different competition intensities in relevant
markefts for the respective consumer groups (Table 4).

Table 4: Partial analytical study of price effects produced by energy market
liberalisation in Austria

2002
Differences to the baseline scenario without
liberalisation, in percent

Electricity
Gross price (including tfaxes and surcharges)

Industry — 422

Private households - 17.5
Price index - 294
Natural gas
Gross price (including tfaxes and surcharges)

Industry - 145

Private households - 40
Price index - 93

Source: Kratena (2004).

Even though up to 2001 market concentration greatly increased in the Austrian
electricity sector (Table 5), chiefly due to the merger of five regional suppliers into a
market dominating enterprise (EnergieAllianz, see below), prices of electricity have
developed more favourably for both private and industrial end users than has been
the case in many other EU countries.

Against widely-held expectations, increasing market concentration, at least until
2003, did not result in rising electricity prices for households (Table 6) and industrial
users. However, since 2004, prices have been on a distinctive rise (Tables 6 and 7).
Prices for natural gas in Austria emulated the patftern and are now roughly in line
with the EU average (Tables 8 and 9). For both electricity and natural gas, and for
private households as well as industries, the price fime-series for Austria and those for
the EU average show considerable correlation’, i.e., energy prices in Austria move
more or less in step with those in the other EU countries.

7 In the Kratena (2004) model price effects from market liberalisation are measured as statistically significant
deviations of price-setting behaviour from the average. Starting point of this method is a model of incom-
plete competition, where firms set their prices by adding on a mark-up to their marginal costs. Such price
equations can be easily derived from models with production and cost functions (see Hall, 1988, Roeger,
1995). After liberalisation firms are incapable of pushing through mark-ups of the same dimension. The result-
ing difference between pre- and post liberalisation mark-ups, which is measured in Kratena's model by
dummy variables, thus pins down (the magnitude of) the 'liberalisation effect' (Kratena, 2004, p.°39).

18 The correlation coefficient for the time series for the period of 1996 to 2005 lies in the range of 0.73 to 0.83.
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Table 5: Market share of the largest generator in the electricity market

UK
Finland
Germany
Spain
Denmark
Sweden
Italy

EU 15
Portugal
France
Belgium
Greece
Austria
Ireland

1999

21.0
26.0
28.1
51.8
40.0
52.8
71.1
57.8
57.8
93.8
92.3
98.0
21.4
97.0

Source: Eurostat, WIFO calculations.

2000

20.6
23.3
34.0
42.4
36.0
49.5
46.7
553
58.5
90.2
91.1
97.0
32.6
97.0

Table 6: Electricity prices for households

Greece
Finland
Sweden
Spain
France
Demark
Austria

UK

EU 15

The Netherlands
Belgium
Ireland
Luxembourg
Portugal
Germany
Italy

1996

0.0609
0.0770
0.0675
0.1092
0.1022
0.0646
0.1032
0.0876
0.1100
0.0869
0.1237
0.0717
0.1090
0.1259
0.1320
0.1508

1997

0.0619
0.0727
0.0675
0.1050
0.1005
0.0639
0.0984
0.0971
0.1081
0.0877
0.1191
0.0816
0.1071
0.1278
0.1270
0.1671

1998

0.0627
0.0706
0.0673
0.0946
0.0962
0.0673
0.0969
0.1039
0.1073
0.0868
0.1186
0.0795
0.1060
0.1250
0.1256
0.1682

2001 2002 2003
In percent
22.9 21.0 21.6
23.0 24.0 27.0
29.0 28.0 32.0
43.8 41.2 39.1
39.0 44.0 41.0
48.5 49.0 46.0
45.0 45.0 46.3
55.9 57.1 54.2
61.5 61.5 61.5
90.0 90.0 89.5
92.6 93.4 92.0
98.0 100.0 100.0
34.4 .
96.6 88.0
1999 2000 2001
€ per kWh, without taxes
0.0622 0.0564 0.0564
0.0656 0.0645 0.0637
0.0653 0.0637 0.0629
0.0929 0.0895 0.0859
0.0949 0.0928 0.0914
0.0681 0.0718 0.0781
0.0979 0.0949 0.0945
0.0966 0.1056 0.0996
0.1050 0.1031 0.1027
0.0884 0.0938 0.0978
0.1182 0.1171 0.1184
0.0795 0.0795 0.0795
0.1076 0.1056 0.1120
0.1201 0.1194 0.1200
0.1277 0.1191 0.1220
0.1570 0.1500 0.1567

Source: Eurostat, WIFO calculations. Annual private household

90 m?).

Table 7: Electricity prices for industries

Sweden
Finland
France

UK

Austria
Greece
Denmark

EU 15

Spain
Belgium
Portugal
Luxembourg
Germany
The Netherlands
Italy

Ireland

1996

0.0413
0.0481
0.0650
0.0544
0.0814
0.0571
0.0473
0.0689
0.0756
0.0775
0.0756
0.0747
0.0906
0.0608
0.0638
0.0615

1997

0.0430
0.0414
0.0635
0.0604
0.0765
0.0580
0.0467
0.0679
0.0703
0.0746
0.0749
0.0737
0.0845
0.0570
0.0713
0.0691

1998

0.0392
0.0401
0.0596
0.0627
0.0755
0.0588
0.0512
0.0663
0.0620
0.0746
0.0712
0.0725
0.0830
0.0566
0.0721
0.0662

1999

0.0348
0.0389
0.0583
0.0619
0.0763
0.0583
0.0485
0.0636
0.0624
0.0739
0.0646
0.0736
0.0791
0.0576
0.0646
0.0662

consumption of 3,500 kWh,

2000 2001
€ per kWh, without taxes
0.0375 0.0313
0.0377 0.0372
0.0567 0.0557
0.0664 0.0661
0.0571 0.0571
0.0504 0.0558
0.0625 0.0644
0.0636 0.0550
0.0734 0.0752
0.0643 0.0651
0.0709 0.0632
0.0675 0.0669
0.0669 0.0640
0.0693 0.0919
0.0662 0.0662

2003

1999 = 100

102.9
103.8
113.9
7865
102.5
87.1
65.1
93.7
106.4
95.4
99.7
102.0

2002

0.0580
0.0697
0.0701
0.0859
0.0923
0.0865
0.0932
0.1031
0.1033
0.0923
0.1137
0.0883
0.1148
0.1223
0.1261
0.1390

2003

0.0606
0.0738
0.0838
0.0872
0.0890
0.0947
0.0926
0.0959
0.1034
0.0970
0.1120
0.1006
0.1191
0.1257
0.1267
0.1449

2004

0.0621
0.0810
0.0898
0.0885
0.0905
0.0915
0.0981
0.0837
0.1030
0.1031
0.1145
0.1055
0.1215
0.1283
0.1259
0.1434

2005

0.0637
0.0792
0.0846
0.0900
0.0905
0.0927
0.0964
0.1015
0.1074
0.1102
0.1116
0.1197
0.1288
0.1313
0.1334
0.1440

2005
1996 =100

104.6
102.9
125.3
82.4
88.6
143.5
93.4
115.9
97.6
126.8
90.2
166.9
118.2
104.3
101.1
9515

of which 1.300 kWh is overnight (standard dwelling of

2002

0.0310
0.0401
0.0562
0.0614

0.0590
0.0639
0.0620
0.0520
0.0760
0.0665
0.0645
0.0685

0.0776
0.0836

2003

0.0666
0.0566
0.0529
0.0539

0.0614
0.0697
0.0647
0.0528
0.0764
0.0673
0.0675
0.0697

0.0826
0.0762

2004

0.0520
0.0543
0.0533
0.0478
0.0553
0.0630
0.0631
0.0636
0.0538
0.0755
0.0684
0.0690
0.0740

0.0790
0.0787

2005

0.0462
0.0527
0.0533
0.0570
0.0621
0.0645
0.0646
0.0682
0.0686
0.0695
0.0713
0.0752
0.0780
0.0806
0.0843
0.0896

2005
1996 =100

111.9
109.6
82.0
104.8
76.3
113.0
136.6
99.0
90.7
89.7
94.3
100.7
86.1
132.6
132.1
145.7

Source: Eurostat, WIFO calculations. Annual consumption by industrial consumers of 2,000 MWh at a maximum demand of 500 kW and an annual

load of 4,000 hours.

WIFO
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Table 8: Natural gas prices for households

1996 1997 1998 1999 2000 2001 2002 2003
€ per GJ, without taxes

UK 552 6.32 6.75 5.98 6.65 6.27 6.63 6.56
Luxembourg 5.62 575 5.76 5.29 5.68 7.63 6.64 6.91
Ireland 6.97 7.64 7.23 7.35 7.28 7.28 7.27 7.27
EU 15 6.64 7.22 7.34 6.81 7.24 8.49 8.42 8.37
Belgium 6.86 6.92 7.03 6.46 7.44 9.45 8.34 8.58
Austria 8.61 8.33 7.72 7.80 7.80 8.78 8.78 8.85
France 7.27 7.23 7.67 7.36 6.99 8.44 9.19 9.06
The Netherlands 5.82 6.23 6.16 5.72 5.62 6.31 7.03 8.17
Germany 6.85 7.1 7.00 6.64 6.93 9.65 9.24 8.93
Spain 9.28 9.16 9.10 8.85 9.15 11.06 10.46 10.43
Sweden . 7.21 7.24 6.79 7.63 9.13 9.63 9.85
Portugal . . . . . 13.68 13.19 12.70
Denmark . . . 6.01 8.95 10.96 7.53 8.33
Italy 7.80 9.00 8.84 8.05 8.79 11.07 9.95 9.86
Finland 5.01 5.48 7.12 6.58 . . . .

Source: Eurostat, WIFO calculation. Annual private consumption of 83.7 GJ for heating, hot water and cooking.

Table 9: Natural gas prices for industry

1996 1997 1998 1999 2000 2001 2002 2003
€ per GJ, without taxes

The Netherlands 3.38 3.72 3.72 3.09 4.06 5.40 . .
Spain 3.14 373 3.67 2.84 4.05 5.54 4.34 4.81
Belgium 3.97 4.16 4.25 3.46 4.42 6.32 5.25 5.42
UK 2.60 2.89 3.18 3.15 3,58 4.01 5.42 4.87
Denmark 3.42 4.03 3.59 2.65 4.59 5.99 4.49 5.26
Portugal . . . . . 6.88 6.26 6.39
EU 15 3.60 4.03 4.03 3.49 4.22 6.12 5.75 5.56
Austria 4.84 4.59 4.23 4.23 353 588 5.62 5.46
France 3.39 3.58 3.70 3.39 4.29 5.94 4.93 5.46
Finland 3.15 3.98 3.62 2.51 4.53 7.08 6.18 6.37
Luxembourg 4.86 5.01 5.03 4.69 4.94 6.89 5.90 6.17
Germany 4.41 496 4.98 4.21 4.78 7.76 7.28 6.73
Sweden - 4.86 4.59 3.37 5.07 9.53 5.93 6.80
Ireland 2.93 3.83 2.96 3.09 3.59 4.65 4.88 4.94
Italy 3.58 4.42 4.23 3.48 4.14 6.58 5.87 5.38

Source: Eurostat, WIFO calculations. Annual consumption of industrial consumers of 41,860 GJ and a load factor of 200 days (1,600 hours).

Whether the price increases over the last two years were, in the final analysis, due to
"fundamental factors" (an increase in variable costs, e.g., the higher prices for crude
oil) and/or the exercise of market power has not been fully clarified for Austria. A
definite answer would require extended micro-econometric analyses which are not
yet available for Austria thereby offering scope for further in-depth research.

Comparable investigations — using oligopoly models for measuring market power
(see Box "Measuring Market Power with Oligopoly Models") — for Germany (MUsgens,
2004), the UK (Wolfram, 1999) and California (Borenstein — Bushnell, 1999) provide
clear evidence for the assumed positive correlation between competitive con-
straints and price-cost margins for electricity. They also show that the utilities' market
power (measured by the divergence of prices and variable costs) is significantly
higher at peak load times than outside such periods of greater demand (MdUsgens,
2004, Borenstein — Bushnell, 1999). Even though the incumbents set their prices
clearly above their marginal costs it appears that they do not fully exploit their mar-
ket power due to the low price elasticity of electricity demand. This (voluntary) price
constraint points towards a preventive strategy intended at obstructing the market
entry of competitors and/or avoiding interventions on the part of the regulatory au-
thority (Wolfram, 1999).
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2004

6.52
6.67
7.93
8.31
8.39
9.13

8.17
9.10
9.95
10.01
11.48
8.45
9.74

2004

4.41
5.28
4.70
4.61
5.68
5.34
5.57
5.16
6.25
5.94
6.39
6.40

2005

6.46
7.68
8.80
8.80
8.85
8.91
9.00
9.64
10.16
10.25
11.72
11.75
12.58

2005

4.50
4.68
527
5.81
6.01
6.03
6.12
6.14
6.22
6.43
6.95
7.76
8.08

2005

1996 =100

117.0
136.7
126.3
132.5
129.0
103.5
123.8
165.6
148.3
110.5

2005

1996 =100

133.1
149.0
132.7
223.5
175.7

170.0
126.9
183.5
204.1
143.0
176.0
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Measuring Market Power with Oligopoly Models

For the purpose of market power analysis (in the electricity sector) two main approaches have been developed:
concentration analyses and oligopoly models.

Concentration analyses are based on some form of indicator for market concentration, either concentration ratios
or the Herfindahl-Hirshman Index (HHI). Until the mid 1990s this approach played a dominant role in regulatory pro-
ceedings over utility mergers (Frankena — Owen, 1994, Joskow et al., 1996). Because of some general shortcomings
— most important the poor representation of supply and demand elasticities — which are exacerbated when ap-
plied to the electricity industry (Borenstein et al., 1996) alternative modelling approaches that make use of the
abundance of published production cost data of the electricity sector have been developed.

Through the application of oligopoly models that explicitly model the strategic behaviour of firms much more in-
sight about market power on electricity markets can be gained. Most oligopoly models follow the "supply-function
equilibrium" approach which was first developed by Klemperer — Meyer (1989) and was then adapted by Bolle
(1992), Green — Newbery (1992) and Green (1996) to model electricity markets. These studies use stylised represen-
tations of generators' cost to develop confinuous cost curves. Players develop optimal continuous bid functions
that give output levels for a range of prices. This approach tends to yield several positive equilibria, bounded
above by the static Cournot! outcome. As a worst case (static equilibrium) scenario, the Cournot model is espe-
cially useful in indicating when competition policy should be most vigilant in scrutinising markets for possible exer-
cise of market power (Borenstein — Bushnell, 1999, Klemperer — Meyer, 1989).

The Cournot equilibrium is calculated (iteratively) by determining the residual demand that is faced by the Cournot
competitors in the relevant market, i.e. large quantity setting electricity suppliers. Individually small producers
("fringe suppliers") are modelled as price-takers, selling in the relevant market up to the point that their marginal
cost is equal to the market price. Their individual marginal cost functions are combined to an aggregated "fringe
supply function" (1):

1) =50

s’ (p) ... fringe supply function,

p...price,

F ... total number of "fringe" firms,

s; ...supply of firmi.

To determine the residual demand b, (p) that is faced by Cournot competitors this "fringe supply”" s/ (p) at every
given price is subtracted from total market demand:

(2) D, (p)=D(p)-5"(p).

D, ...residual (demand),

D (p) ...market demand function.

The resulting residual demand function is more elastic than the original market demand function. This is the de-
mand over which Cournot firms are assumed to compete (Borenstein — Bushell, 1999, p.°298).

The profit maximising output for each Cournot supplier is determined under the assumption that the production of
the other Cournot suppliers is fixed. This algorithm is repeated for each Cournot firm until no supplier can profit from
changing its output levels given the output of the other Cournot suppliers. At the Cournot equilibrium each firm is
producing its profit maximising quantity given the quantities that are being produced by all other Cournot com-
petitors in the market. Market power is then measured as the difference between the Cournot price and marginal
cost (i.e., the price-cost margin or the Lerner-Index).

! While the Cournot quantity-setting paradigm does not correspond precisely to strategies in the electricity market, it seems nev-
ertheless much closer to reality than Bertrand price-setting behaviour. Since firms face increasing marginal cost of producing
electricity at a point in time and since generation capacities present significant constraints in electricity markets, an assumption
of Bertrand behaves is not tenable (Borenstein — Bushnell, 1999, p.°289).

The favourable development of electricity prices due to market liberalisation (com-
pared to the alternative scenario without liberalisation; Table 4 should, however, not
obscure the fact that competition in Austrian electricity markets is still not working
satisfactorily. Due to unresolved homemade structural problems, liberalisation has
left incumbent electricity suppliers largely unchallenged in their position as quasi-
monopolists which enables them to still earn substantial monopoly rents in some mar-

Competitive consiraints
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kets, thereby thwarting liberalisation. This unsatisfactory situation has been further
complicated by a substantial increase in market concentration caused by horizon-
tal and vertical mergers of public ufilities.

Some specific structural features that have tfraditionally contributed to the high elec-
fricity price in Austria have proved especially detrimental to the establishment of
functional competition and they constitute sulbbstantial barriers to entry for new com-
petitors. They include the organisation of electricity fransmission, conflicts of inferest
arising from public ownership and the price structure for electricity:

First, the organisation of electricity fransmission is far too costly in Austria and
leaves plenty of room for efficiency improvements. In spite of the country's small
size the power grid in Austria is organised in three regulative zones'?, where a
multitude of energy producers and network operators appears on the market.
Any market participant which infends to supply electricity throughout Austria has
fo set up an individual balance group for each regulative zone which involves
substantial investment and sunk costs. Furthermore the proliferation of players in
the market makes co-ordination very costly, since no standard for co-operation
between network operators and non-local energy suppliers has been imple-
mented yet.

Second, the double role of the Bund and the Ld&nder as both owners of public
utility companies as well as legislative bodies responsible for the framework con-
ditions for market liberalisation represents a substantial conflict of interest. While
as public authorities they are obliged by Community law to foster market liberali-
sation which is directed towards margin decreasing competition, their interest as
owners is o keep rents of the (former) monopolist suppliers high which demands
protecting them from competition. This irreconcilable conflict of interests is the
main cause for the delay in "unbundling", i.e., the separation of network opero-
tion and electricity supply (for more details see below). One way to solve this
problem would be to privatise the energy supply part of public utility companies,
while keeping public ownership of network infrastructure. The latter option would
demand, however, legislative intervention at the level of the Austrian constitu-
tion, since the ownership structure (public authorities as majority shareholders) is
protected by constitutional law.

Third, the price structure for electricity has to be regarded as a substantial barrier
to entry for alternative non-local suppliers because the "pure" energy component
which is subject to competition in liberalised markets constitutes only a small part
of the total price paid by customers. The major part of the price for electricity
conisists of network fees and taxes which are not subject to competition?. An in-
ternational comparison of nine European states shows that Austria combines the
lowest prices for the "pure" energy component with one of the highest charges
for network fees (Figure 2). This price structure enables integrated incumbent en-
ergy suppliers to cross-subsidise energy supply through network operations,
thereby deterring market entry of non-local suppliers. For the Austrian regulatory
authority, the challenge is to define non-discriminatory network fees at a mark-
edly lower level which will prove to be incentives for competition as well as for in-
vestments in the requisite infrastructure. This mandatory prerequisite for establish-
ing a competitive regime that will be sustainable in the local energy markets
should be set up as soon as possible.

1% The Electricity Management and Organisation Act provides for an explicit requirement to subdivide the
Austrian territory into three regulative zones (Section 22 (1) EIWOG). Vorarlberg and Tyrol each constitute a
regulative zone of their own, while the remaining seven Lander together make up a third zone. The regulo-
tive zones are managed by Verbund - Austrian Power Grid AG, Tiroler Regelzonen AG and VKW - Ubertra-
gungsnetz AG, respectively.

2 The ratio of network fees and taxes to "pure" energy is about 5 : 2 in Austria.
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Figure 2: International comparison of electricity price structures

Private household with an annual consumption of 3,500 kW

Italy

Portugal

Denmark

Ireland

Norway

The Netherlands

"Pure" energy component
W Network fees
OTaxes

France

Finland

Austria

Cent per kWh

Source: Bundeswettbewerbsbehdrde (2005A), p. 68.

Non-discriminatory access to the electricity network infrastructure (power grid) has
to be deemed the essential prerequisite for implementing competitive liberalised
electricity markets. Since the power grid features all the characteristics of a natural
monopoly and constitutes an essential facility, access regulatfion is necessary (see
the argumentation above).

Unbundling

The conflict of interest faced by public utility companies which act on the market
both as network operators and energy suppliers could be avoided if network opera-
tions were separated from energy distribution (‘'unbundling”). International experi-
ence has found that only independent network operators which are not bound by
the interests of electricity producers and/or suppliers seem to be able to sustainably
guarantee efficient and equal network access for all market participants.

Depending on the gravity of intervention, three levels of "unbundling" can be distin-
guished: unbundling of accounts, organisational unbundling, and legal unbundling.

The Electricity Directive 96/92/EC concerning common rules of the internal market in
electricity, which marked the beginning of liberalisation of the national European
electricity markets, already included some basic requirements for the unbundling of
accounts as well as the beginnings of organisational unbundling. Directive 96/92/EC
had been transformed into Austrian national law in 1998 through the Electricity
Management and Organisation Act (EIWOG, Federal Law Gazette | 143/1998) which
implemented an access regulation regime. An amendment to the EIWOG in 2000
(Energy Market Liberalisation Act, Federal Law Gazette | 121/2000) provided for the
complete opening of Austrian electricity markets, i.e., free network access and free
choice of electricity supplier for all customer groups, already by 1 October 2001 -
almost six years before the end of the transitional period granted by the European
Commission (1 July 2007), thereby ambitiously anficipating further developments at
EU level.

The rudimentary unbundling requirements of Directive 96/92/EC proved, however,
insufficient in practice to guarantee the independence of network operators. Upon
recognifion of the flaws of Directive 96/92/EC, the European Commission presented
a package of measures which also included a proposal for an amended directive
for the internal market in electricity?!. The result of the consultation process was pre-

21 See http://europa.eu.int/comm/energy/electricity/legislation/com proposal en.htm
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sented as Electricity Directive 2003/54/EC concerning common rules for the internal
market in electricity and repealing Directive 96/92/EC.

Directive 2003/54/EC provided the Community law foundations for implementing, at
the national level, legal unbundling, i.e., the complete separation of network opera-
tions from other business fields of integrated public utility companies. It was trans-
formed into Austrian national law by a further amendment to the EIWOG (Federal
Law Gazette | 63/2004) which provided the legislative prerequisites for legal unbun-
dling in Austrian electricity markets by 22 June 2004 - just in time before the deadline
of 30 June 2004. Due to the federal structure of Austria, however, it is necessary to
implement the amendment in the constitutions of all nine Lander.

Austrion Ladnder were granted another six months to comply with Directive
2003/54/EC by enacting the necessary state laws. Almost a year after the deadline
of 31 December 2004 only a minority of the diets of the L&nder has as yet passed the
requisite law. As a consequence the key parts of the unbundling regulations are sfill
not implemented. Such obstructive action on the part of the L&nder can be clearly
aftributed to conflicts of interest due to their double role as owners of public utility
companies and legislative bodies, and causes a substantial delay in the realisation
of "workable competition" in already liberalised, but still monopolised electricity mar-
kets.

From the viewpoint of competition policy, this stalling tactics by the Lénder deserves
heavy crificism and has to be deemed very problematic, especially because the
COMP/M.2947 — Verbund/EnergieAllianz merger was cleared by the European Com-
mission only on condition that unbundling would proceed rapidly and completely?2,

Market concentration is another pending problem in Austrian energy markets in
general and the electricity market in particular. Growing market concentration and
an increase of market power might put the economic benefits to be reaped from
liberalising the energy markets seriously at risk. Some public utilities were successful
not only in preserving their position as quasi-monopolists but also in extending it in
their network area beyond market liberalisation through vertical and horizontal inte-
gration of their value chain — a development that regulatory as well as competition
authorities in Austria have so far failed to interfere with.

Table 10: Market concentration in the Austrian electricity sector

EnergieAllianz merger Energie Austria merger
Before the merger After the merger After the merger
(before 1 October 2001) (after 1 October 2001) (hypothetical)
Private households
CR5 62.29 74.67 74.67
HHI 1,330 3,287 3,289
Industry
CRS5 67.6 86.7 92.3
HHI 1,153 2,680 3.918

Source: Bundeswettbewerbsbehérde (2004), p.19. CR5... cumulated market shares of the top five
suppliers (percent), HHI . . . Herfindahl-Hirshman Index (sum of squared market shares of all enterprises).

Due to two major mergers in the electricity sector — the EnergieAllianz merger in 2001
and the Verbund/EnergieAllianz merger in 2003 both of which can be viewed as the
result of a political effort to create "national champions'2? — market concentration in
the relevant antitrust markets has increased substantially.

EnergieAllianz is designed as a joint venture integrating the electricity frading and
distribution businesses of five regional energy suppliers from Vienna, Lower Austria,
Upper Austria and Burgenland?4. In these regional markets the number of potential
competitors and hence competition has been reduced substantially since electricity

22 See COMP/M.2947 (145).
23 See Monopolkommission (2004).
24 Wien Energie, EVN, Linz AG, Energie AG Ober&sterreich, BEWAG.
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distribution is now organised centrally by EnergieAllianz rather than the five formerly
independent suppliers. Market concentration as measured by the Herfindahl-Hirsh-
man Index (HHI)%> exploded in the electricity market for households from around
1,300 to 3,300, while it more than doubled for industrial customers from about 1,150
to 2,700 (Table 10). Both HHI levels and delta values after the merger are lying far
beyond the threshold values for mergers which give no concern for the creation of
market power (see Box "Screening of Mergers by Using the Herfindahl-Hirschman In-
dex (HHI)")2¢. Despite HHI and delta values significantly above critical threshold val-
ves the Austrian cartel court decided for the clearance of the EnergieAllianz merger
with no serious obligations.

Screening of Mergers by Using the (HHI)

Competition authorities worldwide use the HHI for a quick first screening of the ef-
fects on competition of mergers. For this purpose a one-sided test is applied,
where low post merger HHI and delta values indicate that the merger will not sub-
stantially lessen competition in the relevant market, but high post merger HHI and
delta values cannoft be interpreted as indicators for the merger causing competi-
five problems.

Table 11 summarises three categories of post merger HHI and delta values applied
by European, American, British and Irish competition authorities which are
deemed to be unproblematic for competition. If post merger HHI and delta values
fall below these threshold values, generally no further investigation of the merger is
necessary. If the threshold values are exceeded the merger must not be auto-
matically blocked but it deserves further in-depth investigation on its effects on
competition in relevant markets.

Table 11: International comparison of HHI threshold values

Category 1 Category 2 Category 3
EU HHI < 1,000 1,000 < HHI < 2,000 and A < 250 HHI > 2,000 and A < 150
USA HHI < 1,000 1,000 < HHI < 1,800 and A < 100 HHI > 1,800 and A < 50
(if A > 100: potentially problematic)
UK HHI > 1,000 and A <100 HHI > 1,800 and A < 50
Ireland HHI < 1,000 1,000 < HHI < 1,800 and A < 100 HHI > 1,800 and A < 50

(if A > 100: potentially problematic)

Source: WIFO calculations. A ... difference between post- and pre-merger HHI (Herfindahl-Hirschman
Index).

The Verbund/EnergieAllianz merger? into EnergieAustria (known as "Austrian Electric-
ity Solutfion") was infended to further deepen co-operation between Austrian energy
producers and distributors by vertically integrating the electricity trading business
(including power generation) of Verbund with the energy supply fo industrial users
by EnergieAllianz.

As a direct consequence of this merger, Verbund was expected to withdraw from
all markets for final customers (private households and - specifically — industry),
which would have significantly increased market concentration in the electricity
market for industrial users. In terms of the HHI, it would boost an already high value of
2,700 to 3,900 after the merger (Table 10). Considering that Verbund had engaged
in only limited activities in the electricity markets for private households before the
merger, the direct increase in market concentration due to the merger for this rele-
vant product market would be comparably negligible. Nevertheless, the market-
dominating position of the enterprises involved in the project would be further

25 The Herfindahl-Hirshman Index is calculated as the sum of squared market shares of all enterprises.

26 See EU Horizontal Merger Guidelines (2004/C 31/03) para 19 and 20; FTC Horizontal Merger Guidelines
para. 1.5; OFT, "Mergers — substantive assessment guidance”, May 2003; The Competition Authority Ireland,
"Notice in respect of Guidelines for Merger Analysis".

27 This merger can be deemed the (failed) attempt of building a "national energy champion" which in reality
is too small to be competitive on the world market, but sfill too big for the Austrian homemarket. It was heav-
ily promoted by Austrian politics — thereby ignoring relevant evidence from Germany on the matter (Mo-
nopolkommission, 2004) — against the sustainable resistance of the Verbund management.
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strengthened through their better access to power generation and trading markets
which would in turn further reduce the already insufficient competition intensity in
Austrian electricity markets.

Because of ifs severe impact on Austrian electricity markets, the European Commis-
sion cleared the Verbund/EnergieAllianz merger only under the assumption that the
internal electricity market was about to transform itself from a mere vision to con-
crete reality?8. Against the background of actual developments in European elec-
tricity markets, it is, however, expected that insufficient integration between national
markets will be the main obstacle to the successful implementation of a competitive
market for several years to come?’. The European Commission itself noted the unsat-
isfactory development of the internal market in electricity and, in June 2005,
launched upon an in-depth study of competition in the electricity (and gas) markets
in order to identify and eliminate competitive distortions. The recently published in-
terim report confirms the expected substantial competitive restraints and distortions
in European electricity and gas markets which manifest themselves more or less in all
EU member states (see European Commission, 2005).

Recent developments point, however, towards stimulation of competition on Aus-
frian electricity markets. Even though the "Austrian Electricity Solution" had already
been approved by the competition authorities, Verbund has increasingly shown
signs of abandoning the original merger project®. In its alternative proposal (which is
rejected outright by EnergieAllianz), Verbund suggests not going ahead with merg-
ing distribution activities fo major accounts but rather, essentially, blending the elec-
fricity frading businesses of the two enterprises. According to Verbund, this alterna-
five allows tapping the key synergies of the original project while at the same time
intensifying competition.

Figure 3: Electricity price for private households and gross margins for suppliers

Cent per kWh Gross margin in percent

KELAG 3,98
VKW 4,13

, 4
Steweag-Steg | 4,38 ‘ *‘ 10
Tiwag 4,53 i
Innsbrucker KB | 4,61 ‘ —‘ 16
Salzburg AG | 4,67 ‘ —‘ 17
EVN | 480 It
Energie AG | 4.86 ‘ :| 22
Stadiwerke Klagenfurt AG | 505 | | 27
Wienstrom | 5,10 ‘ ‘ 28
Energie Graz GmbH | 511] |29
Linz AG | 512] | 29
BEWAG | ‘ 5,13‘\ \‘29
0 1 2 3 4 5 & 10 20 30 40

Source: E-Control (2005), WIFO calculations.

28 See COMP/M.2947 para 103, 145 and 203.

29 See press release IP/05/11 of 7 January 2005 ("Commission's report indicates that governments should do
more to implement energy market opening measures”).

30 For economic theorists, the break-up of the "Austrian Electricity Solution" does not come as a surprise be-
cause cartels formed by partners of different interests and backgrounds (in this case specifically differences

in access to production capacities) are typically unstable due to a heterogeneity in incentives motivating
them.
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Verbund has been signalling its intention to continue with its distribution business on
its own by intensifying (since 1 July 2005) its efforts fo sign on household customers.
Even though actual savings to be achieved against alternative suppliers are small,
ifs market entry provides a substantial competitive boost — the new, strong and ag-
gressive competitor percepftibly affects incumbents in their margin for price in-
creases.

In a further step in late August 2005, Verbund reported to the Austrian Cartel Court
its intention to buy back and merge with its wholesale frading subsidiary Austrian
Power Vertriebs GmbH (APC). By reintegrating APC intfo the Verbund group, the
status prior to clearing the "Austrian Electricity Solution” is re-instated. Considering
that selling APC to an independent third party (Istrabenz from Slovenia) was one of
the stipulations imposed by the European Commission's DG Competition3! for clear-
ing the "Austrian Electricity Solution", ifs implementation as originally approved is vir-
tually dead. With Verbund returning to the major accounts market and in view of ifs
substantial production capacities, competition as desired by the EU's anfitrust efforts
can be expected to be invigorated in this segment as well32,

By offering a stake in its household electricity business to Verbund, EnergieAllianz
most recently proposed another compromise to safe the merger. At the moment it is
unclear how the "Austrian Electricity Solution" — if at all — will proceed. Any variation
on the original merger will, however, need another in-depth investigation by the
European Commission DG COMP. Given the strong empirical evidence on the mal-
functioning of the common internal electricity market33, it is doubtful, if the "Austrian
energy solution" would be approved a second time.

By 1 January 2006 a new regulatory regime will come into effect. According to the
implemented incentive regulation network fees will be automatically reduced by an
ex-ante known percentage which lies — depending on the individual network opera-
tor —in the range of 2 to 5 percent per year. Initially the new regulatory regime runs
for four years (2006-2009). After a review a second four-year period (2010-2013) is
expected to follow. Any cost reductions or efficiency improvements beyond the
regulatory thresholds will remain with the network operators thereby offering them
substantial incentives for effective restructuring. Together with the realisation of un-
bundling, incentive regulation is in principle appropriate to force down network fees
in Austria to the European average. Whether this really results in fiercer competition
in Austrian electricity markets remains, however, to be seen.

Now that the "Austrian Electricity Solution" as originally cleared is gone, the most ur-
gent anti-trust activity appears to be an investigation of competition in the Austrian
natural gas sector which has commenced lately (Bundeswettbewerbsbehdérde,
2005B). Since OMV, EnergieAllianz and Oberdsterreichische Ferngas merged their
natural gas businesses intfo the "Austrian Gas Solution” (24 Kt 184/02 — Econgas) that
sector is similarly dominated by quasi-monopolist market structures. Even though the
emergence of a European gas market is not expected for years to come and
Econgas boasts market shares of 86 percent in gas imports, 80 percent in the small-
customers market, 78 percent in gas storage and 70 percent in supplying major cus-
tomers, the Austrian competition authorities, rejecting clear recommendations by
the energy regulatory authority34, failed to issue any structural remedies and in this
way preserving a competitive market structure.

Special anfi-frust problems also arise from the interplay of the "Austrian Electricity So-
lution" and the "Austrian Gas Solution”, considering that EnergieAllianz is a player in
both quasi-monopolists, which makes not just for vertical concentration in the value-

31 See COMP/M.2947, para 143.

32 So far the repurchase of APC has not been approved by the supervisory board of Verbund where due to
cross-shareholdings also EnergieAllianz managers have seats.

33 See European Commission (2005).

34 E-Conftrol requested that EVN give up its share of 40 percent in RAG (Rohdl-Aufsuchungs AG), the only
other large natural gas producer in Austria apart from OMY, that OMV sell its share of 50 percent in OO Fern-
gas, and that Energie OO AG dispose of its share of 26 percent in Salzburg AG (see Bheim, 2003).
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added chain (production - sale), but also for a horizontal concentration of the two
primary energy sources (electricity — natural gas). Given the strong horizontal and
vertical intfegration of Austrian energy markets an integrated antfitrust investigation
covering all relevant energy markets (electricity, natural gas and also oil) is needed
for extending the knowledge base for further competition policy interventions.

Both industry and private households have profited substantially from the liberalisa-
tion of the electricity markets, the former, however, to a significantly greater extent
than the latter, which points at different competition intensities in the two markefs.

The favourable development of electricity prices — compared to an alternative sce-
nario without liberalisation — nevertheless should not obscure the fact that competi-
tion and regulatory authorities have so far not been able to sustainably implement
"workable" competition in the Austrian electricity markets, in spite of ongoing positive
developments that aim to invigorate competition in the wake of the crumbling of
the politically encouraged supplier cartel made up of EnergieAllianz and Ver-
bundgesellschaft. Due fo unresolved homemade structural problems, liberalisation
has left incumbent electricity suppliers largely unchallenged in their position as local
monopolists. This unsatisfactory situation has been further exacerbated by a substan-
fial increase in market concentration caused by horizontal and vertical mergers of
public utilities and the delayed implementation of legal "unbundling"”, i.e., the sepa-
ration of network operation and electricity supply. The liberalisation dividend ex-
pected from opening the energy markets thus is in serious trouble of being thwarted.

Seen from a competition policy point of view, current developments in the final cus-
tomer markets for electricity are to be unreservedly welcomed, since the aban-
donment of the so-called "Austrian Electricity Solution" and Verbund returning to sell-
ing energy to households and industry certainly constitute major steps towards
workable competition in the Austrian energy markets. Nevertheless, a close watch
needs to be set up to monitor whether this will sustainably ensure brisker competi-
tion.

In order to establish workable competition in Austrian electricity markets, a competi-
tion stimulation programme has to be implemented with all due promptness. In line
with proposals by the competition and regulation authorities, this competition policy
package should include measures for performing the following tasks (see also
Bundeswettbewerbsbehdrde, 2005A):

¢ Commissioning of an integrated antitrust investigation covering all relevant Aus-
frian energy markefts (electricity, natural gas as well as oil) by the responsible Aus-
frian Ministry for Economic Affairs and Labour.

¢ Intensification of competition: implementation of legal unbundling without any
further delay; establishment of competitive market structures for the Austrian en-
ergy markets (elecftricity and gas), while questioning mergers and alliances be-
tween Austrian electricity and gas ufilities; fixing of non-discriminatory network
fees at a lower level, to guarantee both incentives for competition and invest-
ment in necessary infrastructure.

e Betterment of customers: implementation of binding standards for fransparency
and comparability of services and rates of all electricity suppliers; reduction of
the switching costs.

e Reduction of electricity distribution costs: installation of a central database which
guarantees non-discriminatory access to customer data for all market partici-
pants; integration of the three regulative zones into one nation-wide zone.
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