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1. Characteristics of the Hungarian Electrical Enegy System

In general terms, the Hungarian energy sector igimsition, just as are all the
major public service systems of the country, ad aglhealth care, education
and administration. This transition means that eéhergy sector is half way
between a liberalised market and a state-stee@dlisbtype provider system.
As a historical tradition, all large-scale changedhe country — political or
economic — are generated by the government. hues that in the electricity
sector large regional providers have been privaitesewell as several genera-
tors, but it seems that this has not been enoughttoduce market rules to
regulate the sector.

The electricity market can be best observed froenphint of view of market

regulation. The gas market in Hungary is preseetlgn less liberalised;
therefore, regulatory processes are much moreleisib to the electricity

market. We do not intend to present a completeystdidhe entire Hungarian
electricity sector. We will thus not cover severaportant and interesting
topics. This study concentrates on demonstratieghbst important difficul-

ties one of the CEE countries has to face, andgiui closer look at the price
regulation system and its effects on the main jylas of the operation of the
electricity market.

1.1. Hybrid Model

The introduction of the hybrid model was motivatadthe desire to avoid a
shock-effect in the electricity sector, deteriavatof the security of supply or
collapse of the sector by opening the market akoAcslower, progressive
opening was envisagédit the time when the basis of the actual model was
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defined the Electricity Act did not allow generado compete and did not
allow free choice of service providers, tradersconsumers. The first Elec-
tricity Directive introduced regulated access tdwmeks and competition for
consumers, which required the implementation ofehgrinciples in Hungary.
Contrary to general EU practices, the Electricitt Atroduced the Portuguese
‘double (hybrid) model'. First, this model left tl®ntractual structure of pri-
vatised generators and MVM (Magyar Villamosiwk Zrt. — Hungarian
Power Companies Ltd) — the wholesale trader —tintac, no competition was
created, and second, their relation was regulayeauthority prices. The mar-
ket has, therefore, been created as an alterratitree officially priced supply
chain instead of in the form of general wholesald eetail markets. With the
stronger political intention to form a single Eueam market, defined in an EU
Directive in 2003, and Hungary's accession to the i€lations between the
‘double model’ and the EU rules have become modenaore strained.

One of the most salient criticisms on behalf of pleyers of the sector was the
opinion that spontaneous market processes, paitiguhe promotion of an
alternative competitive market, sharpened the icitptontradictions of the
actual electricity supply model. These contraditdi@reate tensions between
players of the diverse sectdrs:

— The increase in the competitiveness of the manhkéf therefore, the decrease
in the volume of the public utility segment, didtravolve the transformation
of the generator portfolio of the wholesale tra@eg., reduction of power pur-
chase agreements (PPAs) by Hungarian generataisctien of guaranteed
takeover volumes, reduction of pre-contracted déipacand transformation of
import contracts to reflect a changed consumptimactire). These ties to
sources, these inflexible contracts, created ativegaffect on the electricity
system by generating more and more difficult systgm@rating problems. The
situation has even been worsened by the relativigligl’ production of Paks
Nuclear Power Station and the obligatory takeovesubsidised generators
(i.e., renewable energy sources and co-generators).

— The public utility service providers and competitmarket traders (sellers)
compete with each other for eligible consumers, Mmit along discriminatory
conditions. In the case of public utility importsp border-crossing fees are
included in prices, whereas competition marketaradnd their consumers can
only access imports by paying the cross-borderaigparice of market auctions.

— Generators with PPAs with the wholesale tradefeheontractual income
and selling possibilities, independent of markenditions, while new en-
trants among generators must produce in marketittonsl, that is, subject to
significant risks as opposed to their ‘public wilcompetitors’. This distinc-

HEO Recommendation to create a new model of &liégimarket, the 2nd of March 2006, p. 8.
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tion hinders entry to the market, and results im ldck of new capacity, as
well as supply problems.

— A necessary solution to this problem is that gewerators should enter into
contracts with the state-owned wholesale tradeagarently provides secu-
rity), supporting the role of the central wholestider and making it possible
to develop a balanced national wholesale market.

— In the public utility segment of the ‘double merk the single buyer whole-
sale trader has the obligation to supply, as puliility service providers can

only buy from it. Eligible consumers have the rightreturn to the public util-

ity segment; therefore, the public utility wholes#lader ‘retains’ a certain part
of the contracted capacity in case the publictytifiemand increases, which
leads to additional charges in the public utilisgsent and simultaneously
reduces capacity in the market.

— The most obvious index of the tensions of thealanodel is the relatively
high retail prices Hungarian consumers pay fortakdty, compared with the
twelve new Member States of the EU.

— More importantly, the same disadvantage can kerabd at the level of gen-
erator and wholesale prices, which are 20-25% higien Romanian, Polish,
Slovakian or Baltic figures.

— The distorted and less effective Hungarian etgtgtrmarket competition has
another important element: the possibility thagible consumers will wander
between the public utility segment and the markgingent. It creates implicit
authority over maximum prices even on the markgirnet, as in the event that
market prices rise above public utility segmentgsj all eligible consumers
would return to the public utility segment, i.eo, lnigher prices than public utility
prices can be established. Therefore, market filieealisation is incomplete; a
free market only exists where it is cheaper tharpthblic utility segment.

— Relatively high ancillary service prices are adspissue. These high prices
hinder the entrance of further players to the ntarke

The temporary solutions for these tensions resutharket-distorting answers
that further strengthen the contradictions in thetar.

1.2. Dominant Position of MVM: Integrations Harmful to Competition
and PPAs

MVM has responsibility for supplying the public litfi segment, providing
MVM with a means to influence the capacity at disgdoin the free market
segment by invoking this responsibilftfirst, the electricity system is defined

www.public.eurelectric.org
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by the dominant position of the state-owned MVMe tnly company pos-
sessing a license for public wholesale, which @=fithe position of generators
on the one side and the sources of privatised @@alivice providers on the
other, as only 23% of the market is liberalidthe position of the company is
even stronger as it is the owner of MAVIR Zrt., tHangarian transmission
system operator (TSO). This can distort future cefitipn on the electricity
market. Purchasing balancing energy is the resbitinsiof the TSO. The price
of this balancing energy is important market infatimn. Nowadays the TSO
purchases balancing energy exclusively from MVMeolbsn its PPAs. It is of
paramount importance that a real competitive mabpketreated in the future.
This dependence of TSO on MVM might result in adiri@ct control by MVM
over cross-border capacity. The price of energgl sal capacity auctions is an
important index for the market. MAVIR has the rightorganise capacity auc-
tions. Second, MAVIR decides on network (and ctomster) developments.
The legal rules impose neutrality on MAVIR in rédet to these activities, but
this independence is threatened by interests ofitser MVM.

The high-voltage transmission network (OVIT Zrts) awned by MVM. The
owner of this network might have not known or rextagnised the means to limit
the right of access of its competitors. The nonlipulttility capacities of Hun-
garian generator plants are sold by MVM at auctidihés kind of trading shows
that MVM is able to influence the free marRéiVM has interests from genera-
tion to distribution. The state-owned MVM is thermav of 25% of the Hungarian
generator capacity (Paks Nuclear Power Station)canttols more than 60% of
Hungarian generation capacity by long-term PPA<kcmied with independent
generators. In addition, MVM controls 50% of ché&fovakian and Ukrainian)
imports. These factors result in MVM having 70%tleé Hungarian electrical
energy market at its dispoSaConsequently, on the electrical energy wholesale
market there is a partially vertically integratempany that has a dominant po-
sition due to its long term PPAs concluded with poplants.

While the concentration of generation capacityis,lthat of wholesale activi-
ties is considerably higher. This is because thpmyzart of the capacity to
supply customers was contracted by the publidyti¥holesaler MVM by way
of long term PPAs during the years of the privaiiga(1995-1997) of the gen-
erators. Thus, MVM possesses approximately 75%llchvailable domestic
capacity (which equals 85% of the net productiordofestic generators, if

”  Data is based on statistics of HEO in Dr. GABNE&er: A villamos energia piacnyitds ma-
sodik éve; 2004; p. 3.
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CHP and renewable generation — considered as tak#fobligation — are not
consideredj? Beyond the long term PPAs, MVM concluded long témmport
contracts as well and through these almost haHwigarian cross-border ca-
pacity is also pledged by MVM. Thus, approximatéhfs (or 70 — 80% de-
pending on the basis of comparison) of the Hungadamestic and import
trade (primarily electricity purchase from domestia foreign sources) is con-
ducted by the MVM group, as the dominant playethefwholesale market.

The market position of MVM on the regulated markebstantially differs
from the situation on the competitive market. Aauke, the purchase of elec-
tricity to supply public utilities is performed etgulated prices from regulated
sources. Suppliers are obliged to buy such eld@gtfiom MVM. As a result,
the dominance of MVM in this sector (which reprasen67% of national con-
sumption in 2005) is higher than 80%. (As explaiadve, MVM offsets the
majority of domestic demands through PPAs conclusligidl domestic genera-
tors and foreign exporters.) Further, suppliers @bsbged to buy electricity
from CHP, from small generators (at a regulatededriand renewable sources.

The Hungarian energy sector faces a special cotigmetiroblem in relation to
long-term PPAs concluded between generators and MVh&se led to the
disapproval of the European Commission, as PPAstitote a barrier to entry
to the energy market and also, because PPAs inumipkcit state guarantees
qualifying as illegal state-aid. Professionals loé tsector argue in favour of
PPAs by mentioning that no investments are possitii¢ the generator proves
(by means of the PPA) that its product will deféhjtbe sold. Others point out
the other side of the coin, that is, the rigidifytloe market due to PPAs, the
impossibility of new entry, and the futility of emansumer liberalisation of the
electricity market as no free capacity will be dafalie. Long-term PPAs are
key-contracts from the point of view of the funeiiing (and lack of function-
ing) of the whole sector. However, they are largelsponsible for making the
whole system rigid as seen previously. Would itwaeth invalidating these
PPAs by regulatory measures? First, this processhmaisky, because secret
or at least unknown force majeure clauses may doioeforce in that case.
Some say that international legal practice doessapport the elimination of
such contracts by state measures. It is in then@gtonal interest of the Hun-
garian Energy Office (HEO) that as long as PPAsimareffect the HEO does
not have to face difficult tasks.

10 http:/iwww.ceer-eu.org/portal/page/portal/ERGEG_HEERGEG_DOCS/
NATIONAL_REPORTS/2006/E06_NR_Hungary-EN.doc
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1.3. Governance Techniques and Institutions
1.3.1. Command and Control

The lack of indicative market prices prevents magkayers from complying
with market rules. Traditional command and contegjulation still seems to
dominate the governance of the Hungarian energypisealthough privatisa-
tion of public service providers and several getoesahelped the system to
have a certain degree of independence from the stad, therefore, a com-
mand and control form of regulation is exemptednfneon-transparent direct
orders given by political forces to the companies tfusts before 1992), a
command and control form of regulation can still dssily demonstrated by
mentioning legal provisions in force. The framewaorkthe system is defined
by legal instruments: Acts, government orders, amdisterial decrees. The
Hungarian Act on Electrical Enerylays down the most important and the
most general rules of the sector. It establisheswn-sector hybrid system of
public utility services that assures electricalrggeo companies, municipali-
ties and households that did not choose to tramsfdre liberalised electricity
market, and the main rules governing this lattere Tiberalised electricity
market opened to engage consumers on the 1st 0ddar2003. (Until the 1st
of July 2007, households had no right to electrtbein provider. There still
remain several companies or municipalities thatspite of the fact that they
have the right to change their provider, have rutleft the public utility ser-
vice that they consider to be safe, in the hopetti@electricity price will be
cheaper.) How prices are affected by retainingpibssibility of consumers to
revert to public utility service will be consideradSection 2 of this essay.

One of the most important provisions of the Actidectrical Energy offers the
public-use electricity to the only public utilityhelesale purchaser (MVM) and
provides for compulsory development of green endrgyhe latter. The first
provision assures the monopoly of MVM over the puhltility wholesale

sector, and a dominant position in the electrisitgtor. Compulsory develop-
ment of green energy might result in distortionttoé electricity market. The
command and control regulation is almost solelyitéoh to creating a price-
defining right of the state; prices are the hedrtan independent system.
Changes are a question of political will. Experénp out that privatisation of
MVM, invalidating long-term agreements and creatngommodities market
could move the balance towards a market orientesiore of the sector. The
only real field of self-regulation and co-regulatim the electricity sector may
be observed in relation to the cooperation of T80the region. This is im-

12 Act 2001. CX on the Electrical Energy
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portant to assure the critical market size, as 1@eBuropean electricity mar-
kets are relatively small. According to the EU Coission and regulatory or-
ganisations (CEER and ERGEG) a single European eharlay be created
through the establishment of regional mark&tSIAVIR participates in ne-
gotiations concerning the harmonization of rulethvtalian, Austrian, Czech,
Slovakian and Slovenian TSOs.

1.3.2. Institutions

Hungary has implemented all relevant EU direcfitesth regard to the energy
sector that aim to enhance competitiveness andeimgait market rules and
environment protection, etc. The problem is thparafrom soft implementing
methods (i.e., Hungary has implemented the ‘lighfesssible version of these
acts), these rules can be and are avoided, misstoddr or violated. These
practices are said to be exercised by companitreafector’

According to the Act on Electrical Energy, the HEECan autonomous organi-
sation of nationwide competence. This governmenrgénisation has the task
of issuing permissions, settimgeneral terms and conditions for the players of
the Hungarian energy sector, controlling the pemfoice of obligations of
those having permissions, approving electricitypdyjpules, and preparing the
rules on fixing authority prices.

However, one of the most important governmentdistasfixing public utility
sector prices — is vested in the Ministry of EcomesnThe HEO has only a
preparatory role, which would seem to be importsgause prices are fixed by
negotiations, as observed in Section 2 of thisystttbwever, as can be dem-
onstrated by several examples, the HEO has veen dfitcome the ‘hostage of
sectoral lobbying’ as an expert says.

The licensing system may also be considered asneneand and control regu-
lation. Permits are issued by the HEO. The Act lattEcal Energy sets out all
necessary elements of an application for such mipeFhe real question, how-
ever, is the discretion of the HEO. As a resulteficient legislation concern-

13 Dr. GaborSZORENYI: A piacnyitas eddigi tapasztalatai, a vékes energiarendszerek var-

haté jo\bképe, September 2004
14 Direction 2003/54/EC on the establishment of IraéMarket of Electricity; Regulation on
cross-border trade in electricity 1228/2003/EECrebtion 77/2001/EU on Renewables;
Direction 2006/32/EC on energy services; Directi@d®3®55/EC on the establishment of
Internal Market of Gas
Based upon the interview with Mr. Andras SUGAR iat@er 2006, professor at Corvinus
University, Budapest
Based upon the interview with Ms. Gabriella PALNnvember 2006, professor at Corvinus
University, Budapest
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ing wind-generated power plants, the allocatiorthef defined proportion of
capacity — judged by some experts as very smallas mot normative and
transparent! The main reason is that the decree on the altutatbes not
contain provisions on delivery principles and methdn addition, it does not
contain any possibility to withdraw permits once tlequirements are fulfilled.
Due to the resistance of MAVIR, the Hungarian Ta®&ind of limited quota-
system appeared on the Hungarian wind-generatedjyemgarket. The main
argument is that the Hungarian electricity netwoak only bear 330 MW of
wind-generated energy. However, this reasoningigstipned by professionals
and the resistance against the use of more renewahtces might again be the
result of the carbohydrate- based generators loblone to these arguments,
wind-generator capacity has been delivered uponoaitarian principles, and
the HEO found later that an investigation of thieation is needed as some
irregularities might have occurred. Neverthelesmtmacts had already been
concluded by that time.

Legally, operational and regulatory activities aseparated. Nevertheless
MAVIR, the Hungarian TSO, is an affiliated compasfyMVM, the Hungarian
monopoly public utility wholesale purchaser. Thelgem resulting from this
affiliation is that MAVIR has access to various fidantial data of the gen-
erators and it is doubtful whether MAVIR can prev&VM from satisfying
its information-hunger in order to strengthen i@rket positiori® In any event,
MAVIR has the traditional responsibility to operaeransmission system as
part of the UCTE region.

Finally, in spite of its regulatory function, HEQ@mnot always fulfil its obliga-
tions. Companies appear to be politically stronger,will be considered in
Section 1.5. in relation to the CO2 allocation pl&tarket regulation through
the interaction of rational buyers and sellersléaidy not the case due to the
lack of index prices and real competition, and piiesence of oligopolies.
These are replaced by regulatory measures, ndgoabn prices and so on.
On the other hand, the regulator also has theafotepresenting corporate in-
terests in relation to the government.

1.4. Transparency, Institutional Openness, Respong&ness, Participation

It is rather difficult to write about the Hungarianergy sector. This is not only
because of the lack of written sources such asdydnk also because this is a
very closed profession, where interests might leestiime, irrespective of the
place of work. It is usual that the managers ofséetor work for the Ministry

17 Upon the interview with Ms. Gabriella PAL in Novbear 2006, professor at Corvinus Uni-
versity, Budapest
18 Magyar Narancs: Energiaipari valtozasok |. — Indéifliggetlenség, 2006.
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of Economy, then for the HEO, then for MVM. Thedea of MVM, the public
utility wholesale purchaser, is always a promirggrson coming from politics.
This is also an element that makes the positidi\éf1 even strongef?

The strength of members of the engineering distépin lobbying when tech-
nical questions are at stake answers several questind the fine functioning
of the system. Their final reason is that if yopaliticians — do this, your con-
stituents can surely count on power cuts. At tlumt a significant informa-
tional asymmetry may be also observed. No one mumsstheir reasons and
this phenomenon corresponds to Foucault's analgsigifying ‘other sources
of power, central among these being professionperise’?® Although one
can say that this phenomenon is nothing peculianydlves changes to soci-
ety. In Hungary this point is still too harsh assipresent in several aspects of
the function of the sector. One example can be imeed in relation to the
environmental concerns discussed in Section 1.5.

PPAs represent obstacles to institutional openndamtaining the status quo
created by the privatisation of public utility piders and the non-privatisation
of the public utility wholesale purchaser seem&éd¢othe common and unspo-
ken objective of both MVM and the HEO, and the Miry as well. In addi-
tion, as the main rules governing the working a fystem are laid down in
unknown contracts, their transparency could beidensd as business secrets.
Consumers are not motivated to leave the publigyuservice, which they
consider to be safe. As of July 2007, small consaroan also leave the public
utility service, but there is no hope that theyl g more willing to do so than
engaged consumers (such as medium-size companiesnicipalities). It also
means that they are not interested in participatingpe control of the sector.
The main issue that can lead to political debadethé question of prices, or
privatisation. No deep arguments are presenterbimt bf the larger public, so
the political debate is limited to a very supedl@nd simplified one.

It is difficult to understand how the whole systevorks. An average con-
sumer is only interested in the total amount of thiynbills issued by his/her
service provider, and it is also clear that no comer represents power as
compared to the energy service provider. The remtasion of consumers is
confined to politicians. Such openness is linkedttonger competition and
less concentration on the one hand. On the othed has related to informa-
tional asymmetry and the power of engineering-msieal expertise. It is

19 Based upon the interview with Ms. Gabriella PALNovember 2006, professor at Corvinus

University, Budapest and the interview with Mr. AdadBugarin October 2006, professor at
Corvinus University, Budapest

Dr. Collin SCOTT: Regulation in the Age of Goverta: The Rise of the Post-Regula-
tory State p. 10.
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very hard to argue against professionals when tkagon with theiultima
ratio, the security of supply. It can easily happen thaty feel attacked if
their professional arguments are opposed by enwiemrtal or competition
concerns. The result is that several times theg ls@emed to be stronger. An
example is the allocation of wind-generator capa¢&ection 1.3.) or the
Vértes Power Station case (Section 2.).

Consequently, the current situation of the enemgta cannot be separated
from public matters, that is from the Hungarianiead! situation in general.

1.5. Environmental Concerns

Environmental concerns seem to be less importahiuimgarian thinking. Be-

yond the generalities in the Act on Electrical Ejyeand the Act on Gas Ser-
vices, state organisations remain weak in enfor@ngironmental interests.
The main reason is the strength of professionats the engineering discipline
in lobbying when technical questions are at stakeybserved in Section 1.4. In
addition, environmental concerns are of secondapoitance. A good exam-
ple of this is the government structure, wherebspite the fact that there is a
separate Ministry of Environment the minister iwafs nominated by the mi-
nor coalition partner. Agents of the Ministry amrtainly present at important
meetings of the sector, but their voices cannohderd, or if so, they are not
taken into consideration.

Although the HEO has no real environmental compmtein the late 90s, it
began to work on the environmental regulation eféhergy sector. The reason
was that the Hungarian Ministry of Environment Imadcapacity or knowledge
to act. Certain reservations could have been feicerning the regulation of
such an unknown, ‘mystic’, and closed sector, afvegntoured by legends of
strong political connections. The only organisatibbat had enough knowledge
on the 'needs’ of the sector was the HEO. Nevesti®llack of competence
was no obstacle to dealing with this issue. A seokexamples demonstrates
how the role of the HEO became its own parody, eagno environmental
guestions. One example: the definition of nitrogetde emission standards.
The Ministry of Environment sent a blank tabletie HEO. They searched for
information regarding the emission rate of the bejgHungarian nitric oxides
polluter by examining its contracts or, worst, bkedtly calling the company.
They filled the table in, sent it back with a letthat the Hungarian energy
sector claims the standard written into the taBtethis moment the HEO be-
came the lobbyist of the largest companies and dhahe whole sector, re-
flecting their c%rforative interests instead of resgenting the government
against the sectar.

21 Based upon the interview with Ms. Gabriella PALINnvember 2006, professor at Corvinus
University, Budapest
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The allocation plan of CO2 emissions was negotibtedifferent organisations

of generators. However, the strongest lobbyistevdgplomats and politicians
in the case of the biggest generator of foreiggiorowner (RWE — Matra

power station). The lobbying activities of private state-owned companies
reaches the peak of politics; the hottest topiesnagotiated by prime ministers
in this field.

2. Price Regulation in Hungary

The most significant element of markets organidedgside state intervention

is that the state is able to intervene in marketventents by direct decisions.
The most important problem of the Hungarian hyhbniddel is that of the au-

thority-fixed public utility price. Apart from witim the minor-scale liberalised

market, public utility sector prices are fixed Imetgovernment. In addition, no
commodities exchange, therefore no index pricespegsent on the Hungarian
market, either in the public utility sector, orthre so-called market sector. This
phenomenon derives from the effect of the hybridleh@escribed in Section

2.4. The lack of index prices hinders the appearaiaeal market risks and

motives. As a consequence, the procedure of defitainffs is one of the cen-

tral elements that should be considered in ordentterstand the regulation of
the Hungarian electricity market.

It seems to be very typical of the Hungarian eleityr sector that among the
possible solutions, the most command-and-contkeliersion has been cho-
sen. In Hungary no free public utility prices aregent, no declaration obli-
gation exists, nor does ex-post control of pridess not the general regula-
tory institution that sets prices; rather it is thenister of Economy and
Transport who makes the final decision. One charatic of the Hungarian
legal environment is that the HEO, which is in ttyean autonomous organi-
sation with its own competence according to the éwtElectrical Energy,
has several important tasks in steering the selotiit is not the final organi-
sation that sets the prices.

As there is no power exchange in Hungary, tradingléctricity is done on the
basis of bilateral contracts. The lion’s share ofmdstic production (approxi-
mately 85%) is contracted in PPAs by MVM. AlthougRAs are 15 — 20 year
long term contracts, the parties agree on productial off-take details (exact
guantities and prices) in yearly agreements. MVMsselectricity to public
utility suppliers at regulated prices and thesealthe energy to public utility
consumers, also at a regulated price. At preséntatier represents the major
quantity of the Hungarian electricity tratfe.

2 http:/iwww.ceer-eu.org/portal/page/portal/ERGEG_HEERGEG_DOCS/
NATIONAL_REPORTS/2006/E06_NR_Hungary-EN.doc
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2.1. Price Fixing Methods

In fact, there are no statutory provisions govegnjmice-negotiations. Even
though such negotiations are not contemplated kyohthe provisions, all the
parties involved do so. Participants of the negiotis are generators, purchas-
ers, service-providers, and the governmental $ittst of all, every four years
the level of cost is defined based upon the esikimaif the HEO of changing
(such as the energy-supply and wages) and fixedr{amation of assets) costs.
A fixed 8.5% profit rate is also included in tasiffThis report is sent to the
participants, who can make their observations. Assalt the HEO may mod-
ify the report. Subjective elements are involvedaunting amortisation costs;
this is the most debated element of the price. dther subjective element of
defining prices is the estimation of consumptios. tAis element is very de-
pendent on the weather, some 130 types of eldgtrcices and 80 types of
gas tariffs are defined. Prices show that the sé@se a good lobbying capacity
that has the objective of avoiding market risks.

Negotiations on defining prices are very dubiousnseof regulation. Despite
its ultimately command and control nature, the pchae of setting prices itself
is about the distribution of charges and profitsist it has the characteristics of
negotiations and, therefore, that of risk-manageniéns element of command
and control regulation cannot be considered aslitiomal’, because as a first
step it involves negotiations that allow the ingtseof several participants in
the sector to be shown. At first sight, the simpdifion of ‘government telling
— others doing® is not verified. An extreme example from the gaster
shows that this very simple formula of command eaudtrol regulation works
at the ultimate mome#t.In 2002, the Hungarian government froze gas prices
for households for political reasons. The methos been set out above: the
Minister of Economy and Transport had the rightitoso. The result was that
the gas branch of MOL, the state-owned Hungarianpg@chaser of that time,
was ruined, as import prices continued rising. Thenpany's one year loss
reached several billions of Hungarian Forints. Tlext management of the
company had the difficult task of consolidating thes branch. The company
has since been sold.

Self-regulation needs market rules and market gtifie indicative market
prices. The lack of this latter makes self-regolatbf market players impossi-
ble. Although ‘price-negotiations’ is mentionedthis study as a kind of self-

2 Dr. COLLEN Scott: Regulation in the Age of Governanthe Rise of the Post-Regulatory

State p. 2.

Based upon the interview with Mr. Andras SUGAR iat@er 2006, professor at Corvinus
University, Budapest, and according to the artiddemegmaradas elve — Energiapolitikai
stratégia nélkil, Magyar Narancs; 2006. majus 11.
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regulation, it is very difficult to speak aboutfsedgulation in the real sense of
the word. The competence of the Minister to fixps on the Hungarian retail
and wholesale markets does not only mean thatidesidear the nature of
command and control, but also means that the utistital lobby reaches the
Minister and the government itself. Intentionallyrmt, the government takes
part in ‘self-regulation’ of the electricity sectdn a meaning turned inside out
from the term ’'self-regulation’, where it remaimséparable from discreet lob-
bying of sectoral players.

The example of Vértes Power Station (VPS) provdiiga connections can
move the government’s decisions, and state guasutin distort competition.
The state intended to privatise the company, bf#iléd three times. The fuel
of the generator is brown coal with very low cdiorivalue; therefore, produc-
tion costs were too high. In addition, air-pollutistandards only came into
effect in January 2005, but in order to meet thetaadards a 10 billion Forint
investment was needed. Until 2003, the companysaées due to its long-term
agreement with MVM, which was also the owner of VFPBe contract period
came to end and MVM did not want to conclude a wewtract with VPS for
the abovementioned reasons, that is, high produatasts and unavoidable
environment-friendly investments. Prominent poiéics from both sides of the
Hungarian political battlefield found a common go@atguing for the interests
of some hundreds of miners, they managed to coavine government that
VPS needed to be maintained in spite of the lacknyf professional reasons
supporting this goal. As a consequence, the govenhiaccepted this demand,
the Minister of Finance signed the guarantee, atldwing the elections of
2002 the subsequent Minister of Finance issuestilt, the state-owned MVM
did not intend to conclude a new contract withaitfiliated company. Instead,
it demanded the government guarantee the pricéeofrieal energy produced
in VPS for the next several years, at a cost ofesBthbillion Forints. The final
solution was suggested by the HEO: the Ministe€sree on compulsory un-
dertaking of electrical energy covers, apart freamewable sources, as well as
the product of VPS at a fixed price higher thanréarewable sources.

The decree solved the problem of some market Hayesubsidises one gen-
erator of traditional coal-technology from the mgmpaid by consumers. But in
doing so, it goes against competition goals, emwirent goals, and anti-dis-
crimination goals; it reinforces the belief thae thectoral lobby reaches the
peak of politics. The worst of the story is thag tHEO again played the role of
lobbyist when convincing the Minister that the agaments were the best
solution to avoid miners’ strikes. This issue ithases how even ministerial
decrees can serve to protect very special corporaeests. A further example
of the contradictory elements of the tariff systerdescribed in Section 2.3.
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2.2. Statutory Provisions, Origins of the HungarianPrice Regulation
2.2.1. The Act on the Definition of Prices

The main rules concerning Hungarian price regutatioe laid down in the
Act on the Definition of Prices (Act LXXXVII of 199). The initial period of
the application of this Act was characterised bgamstructing the Soviet-
type economy based on state-owned monopolies ae-adntrolled prices.
The legislature of that time was obliged to envesalge problem of con-
structing market-friendly rules on the one handj #re existing practice on
the other. The liaison between the two had to kated by rules that showed
a new way of economic regulation, but were nevéetseable to govern the
situation of that time.

In its preamble, the Act provides ,direct governmarintervention is only
justified where rules of the competition act aré emmough to prevent limitation
of competition and abuse of dominant position”.haligh governmental inter-
vention seems to be limited to complementing thenetition Act, in reality
the scope and the effect of price-fixing rules go heyond this objective in
such a way that the institutional structure (prowidno room for competition)
it supports can hardly meet the Competition Achd#ds. The role of the gov-
ernment, beside these market-efficacy charactensatives, is linked to the
principle of social solidarity, although this istmoentioned in the preamble of
the Act. This policy of trying to keep prices cailed for social reasons is
expressed in everyday Hungarian political conve@rsatoncerning the motive
for price definitions, even if there is no doubatthis system is not sustain-
able, while the question is definitively answergde) Directive 2003/54 EC,
which obliges the government not to define pricegelation to household
customers from the 1st of July 2007, although thie dor a free retail market
might be postponed because of the lack of relelemislation®® On the Hun-
garian electricity market, the public-utility sectand so the public utility
wholesale trader's monopoly seems to be strengthbypdghree means: PPAS,
price regulation, and the owner’s side, that i® #itate-owned wholesale
trader's monopoly that has the majority share wesd generator plants, the
network licensee, and the system operator.

In its article 7, the Act stipulates ,concerning throducts and services listed
in the annex, either the minister entitled or theal government define the
highest or the lowest price”. In its article 8piovides ,the highest price has

% 0On the 16th of May 2007 the Government acceptedihon Electrical Energy that foresaw
the opening of the market by the 1st of Januar8200
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to be defined in a way that it covers the costs @madit needed for the opera-
tion of an efficiently functioning undertaking, hag also regard to the taxes
and subsidies.” The annex sets out three elegtyicitducts with prices fixed
by the Minister responsible for energy policy: ¢éfmal energy sold by the
public wholesale trader for public utility purpos@gholesale market, 2.4.);
electrical energy sold by the public utility sumpli(retail market, 2.3.); and
electrical energy sold by the generator licenseesptiblic utility purposes
(wholesale market, 2.4.). The annex involves fauvises, the fees for which
are fixed by the Minister responsible for energjigyo (network tariffs 2.5.)
As these functions are by definition monopolistiese fees are the same for
the public utility service and for the market: eteml energy transmission
fees, electrical energy distribution fees, feesthm use of electrical energy
system, and fees for the use of electrical eneygyem level services. An-
other important rule is that the HEO is entitledptohibit the application of
prices contrary to statutory provisions and toi@é an action imposing a
consumer-protection fine, or to force the undengkio refund (to the injured
party or to the state)its extra profit obtainedexgeeding measures of statu-
tory provisions concerning authorised prices.

The competence of the Minister responsible for gynegolicy is specified in
the Electrical Energy Act. Article 4 point e) prdes that the Minister shall
define (with the consent of the Minister resporssifilr the state budget) the
authorised prices and conditions for the applicatb electrical energy prices
detailed in the Act on the Definition of Prices.eTtompetence of the Minister
involves defining subsidies aimed at reorganisimg system of the carbon
industry, and its changeover co$t3.he Minister is entitled to define a differ-
ent tariff system that only concerns the employas retired persons of elec-
trical energy undertakings.

It can be seen that not only public utility retailces, but also wholesale prices,
are fixed in the Hungarian (electrical) energy secthe ultimate competence
to fix prices is that of the Minister; the HEO hady a preparatory role during
‘price negotiations’. Following the list offered ltlge Act on the Definition of
Prices, we shall review the legal measures comgithie products and services
that have prices fixed by the Minister responsfbteenergy policy. It has to be
emphasised that the price of electrical energyoisdefined for eligible con-
sumers (that is, non-household consumers with eopg8an up to a certain
level). According to EU Directive 2003/54 EC, réfaiices for household con-
sumers have to be exempted from the regulatioméi st of July 2007.

% Changeover costs are defined by article 3, sedtioithe Electricity Act.
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2.3. Retail Market

Generally speaking, price regulation is considex®@dne of the basic means of
market regulation. The key point of price regulatis fixing access fees. In the
Hungarian electricity sector, price regulation itves not only regulation of
access fees, but even fixing retail prices. Thk tddndicative market prices is
the result of two main factors. First, it is thdeef of the Hungarian hybrid
model of public utility sector and free market secSecond, long term PPAs
cover the greatest part of electricity volume; #fere, balance of demand and
supply cannot be maintained. In Hungary, an adnnatise price control is in
effect for maximum end user prices for public tyilcustomers. These prices
are uniform across the country. Each public ut#ityplier has a regional mo-
nopoly regarding the supply of public utility custers. The public utility
wholesaler also has the monopoly of supplying thigip utilities, if we do not
take into account the obligatory purchase of reisvanergy and co-genera-
tion.?’ Currently, any customer may remain within the pubtility sector, or
may return there from the competitive market. lis iegard, the public utility
sector also operates as a price cap for the cotimpetnarket. Residential cus-
tomers have had the option to choose their supiptier 20072

Maximum end user prices for public utility customare corrected annually by
the Minister of Economy and Transport. The regulatas a price preparation
function. Revision of these maximum prices withive tyear may happen if
events on the energy market or significant probléamsgulation clearly call
for such measures. Compensation for being obligeslipply at administered
prices is generally not required, since publicitytsuppliers purchase electric-
ity from the public utility wholesaler at adminiative prices. For the public
utility suppliers the regulatory profit is 0.5% tbfe cost of electricity sold. The
profit limit is 150% of the regulatory profit whilbalf of the excess (if any)
must be returned to the customers. In the courgkeoinnual price revisions
the quantitative changes in the public utility segtnand other possible effects
on the public utility suppliers’ costs and revenases considered.

2.3.1. Electrical energy sold by public utility suplier to non-household
customers

Economic and transportation ministerial decrees®d2002 on the definition of
electrical energy prices sold by public utility slipr to non-household public
utility consumers assures the possibility of deégratrom the conditions of the

27 There is one generator, which has a PPA direditly & public utility supplier. This is only
possible if accepted by the public utility wholesal

2 http://www.ceer-eu.org/portal/page/portal/ ERGEG_HEIMRGEG_DOCS/
NATIONAL_REPORTS/2006/E06_NR_Hungary-EN.doc
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application of prices thereby described, but itandrack is that these prices
cannot supersede the highest prices defined bydatree.

Four different tariff systems exist as to this graaf customers. If a consumer
fulfils the technical requirements, it can opt &her of the two principle tariff
systems, that is, the capacity-based tariff sysi@more than 20 kwh), which
involves a capacity-fee (HUF/kW/year) and electyiéee (HUF/kWh), and the
basic fee tariff system (for high voltage — lesarntl3 MVA — and middle volt-
age — less than 300 kVA), which involves a basi fdUF/kVA/year) and
electricity fee (HUF/kWh). The other two tariff dgss are the provisional
supply tariff system and the public lighting taréfystem. The decree provides
for accounting for transformation loss and the gusiof peak demand and base
demand time zones.

2.3.2. Electrical energy sold by public utility suplier to household consumers

Economic and transportation ministerial decrees@®2002 on the definition of
electrical energy prices provided by the publiditytisupplier to household
(domestic) consumers introduces three tariff systamfollows: the household
general (A) tariff system, the household measuidtdriff system, and the
electrical energy industrial (C) tariff system. iffarare specified in the annex
of the decree. Electricity prices are paid upon éx¢ent of consumption
(HUF/kWh).The C tariff system is maintained only the employees and re-
tired persons of electrical energy undertakingse gbvernment has tried to
deconstruct this C tariff, considering it a rema&ndf the privilege system of
the socialist state, and discriminatory againstrtiegority of household con-
sumers, although attempts have always failed asuwtrof the strong lobbying
power of the electricity sect6t.Household tariffs can also applied to garages,
church buildings, and diplomatic offices that ased as residencies as well,
and social institutions that are residences foistiedtered.

2.4. Wholesale Market
2.4.1. The Effect of the Hybrid Model

As was mentioned, the most significant elementefgystem of markets or-
ganised alongside state intervention is that théesis able to intervene in
market movements by direct decisions. The most itapb problem of the
Hungarian hybrid model is that of the officiallyxé&d public utility price.
Once the public utility sector and the liberalisedrket sector may be perme-

2 A previous agreement has been signed on the 7ifiaath 2007 between the Ministry and
the Trade Union of Electricity Industry Employeas @ mediation process concerning the
future of the so-called C tariff. The agreement fwtes that a kind of discount tariff will
certainly remain. (http://www.vd.hu/cikk.php?ciki@@8&szid=0)
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able (and this condition is fulfilled by the Eldctty Act), free market trade

is possible only at less than public utility pricemce if free market prices
rise above public utility prices, consumers willveo their needs from the
public utility source® After the market for engaged consumers was opened,
35-40% of the consumers purchased electricity ftbenfree market; today
this proportion has fallen to 158 Therefore, this hybrid model system and
the permeability between the two branches will kesuimplicit maximum
prices on the free mark&Moreover, the free market cannot exist unless it i
cheaper than the public utility service.

The fact that even the free market price is notptiee of a real competing
market is the result of three factors. First, aalyninor part of the volume of
generated electricity energy purchased on the fiagket influences signifi-
cantly the balance of supply and demand. Secomdj-term agreements on
capacity fix the prices in advance; i.e., thesegwiare independent of the ac-
tual supply and demand. Finally, the energy tradkinvvertical integrations is
the result of decisions of the company group ardhase of a free markét.

2.4.2. The Effect of Long-term Power Purchase Agr(ments34

This problem of the Hungarian electrical energyt@ets related to the exis-
tence of PPAs (long term agreements), which is @inthe key points that
needs to be changed in the future. By its decree HEO accepts the Com-
mercial Rules of the electricity sector, which @ntan obligation that the
system operator invoice balancing energy withostudmination. The Com-
mercial Rules contain the method to define unitgsiof balancing energy.
The key point is that the price of balancing endsggonnected to the average
price of wholesale trade; thus, instead of marketgsses it is defined in an
administrative way.

PPAs between power plants and the wholesale taeain provisions on the
capacity data, the contracted value of averagecitgpand on defining prices.
The PPAs in their actual form do not allow the popwhkants to take part di-

%0 The Possibilities of Ex-ante Market Regulatiofimgarian Energy Regulation, editor: dr. Szabolcs

KOPPANY!, Budapest 2007., p. 55 (http:/Aww.eh.golgcpdocs/200704/ex_ante_final.pdf)
According to Mr. Baldzs FELSMANN, the Secretathef Minister of Economy and Transport, in
a press conference on the 3rd of April 2007; (fw.gkm.gov.hu/feladataink/energetika/
iea.html)

The Possibilities of Ex-ante Market Regulatiotimgarian Energy Regulation, editor: dr. Szabolcs
KOPPANYI, Budapest 2007., p. 58 (http:/Aww.eh.golgcpdocs/200704/ex_ante_final.pdf)

The Possibilities of Ex-ante Market Regulatiotdimgarian Energy Regulation, editor: dr. Szabolcs
KOPPANY!, Budapest 2007., p. 58 (http:/Aww.eh.golgcpdocs/200704/ex_ante_final.pdf)
Recommandation to create a new model of electecargy market — Hugarian Energy
Office, the 23rd of March 2006.
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rectly in the balancing energy market, as theseeagents cover the capacity
needed to assure the system-level services. Asdlluene of taking over the
electricity and its price are fixed in PPAs, thebli utility wholesale trader
and the power plants are not motivated to creatarihrket of balancing energy
and, therefore, to create a price conforming td merket circumstances, be-
cause if the PPAs were renegotiated, any of théracting parties might find
itself in a worst situation.

In this situation of a market with a single playiris useful to maintain the
administrative prices. Because of the lack of psigmals and price informa-
tion, power plant investors may only rely on thaiateral contracts, and they
try to conclude new contracts with MVM when invesfi in a way similar to
the actual PPA structure. This is one of the reasdny there are investments
in new large power plants. The actual structureasftracts cannot secure ei-
ther a multi-player national market or the chararecbnsumers to be benefitted
by improved efficacy of power plants.

2.4.3. Lack of energy commodity exchanﬁ@

One form of the market-based index price could tiered by an organised
electricity market (energy commodity exchange). idegr, the actual PPA
structure represents 80% of the national capaaitgt, therefore, no liquid mar-
ket can be created that would offer real, indieatinarket price signals. The
lack of a transparent electricity market makesdbesumers vulnerable vis-a-
vis the well-informed trader, as the offers thegeige cannot be compared to
those of a liquid, transparent market.

2.4.4. The Price of Electrical Energy Sold by the tblic Utility Wholesale
Trader for Public Utility Purposes

Economic and transportation ministerial decree M2005 on electrical energy
sold by the public utility wholesale trader for fiakutility purposes regulates
the following subjects: the price of electrical Bpesold by the public utility
wholesale trader for public utility purposes and tlonditions for its applica-
bility, the price of electrical energy sold by theblic utility wholesale trader to
distribution licensees and the conditions for ipplecability, and the average
price of electrical energy sold by the public tfikvholesale trader. The decree
also stipulates basic definitions wéarly price correctioraiming to compen-
sate for inflationjustified costi.e., the lowest cost needed to operate the li-

% Recommendation to create a new model of electéoairgy market — Hugarian Energy
Office, the 23rd of March 2006.
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censed activity, andinitial price margin i.e., the price margin recognised by
the prices thereby defined upon the justified co$tghe public utility whole-
sale trader and public utility supplier.

Annex no. 1 on the price regulation of electricatmgy sold for public utility
purposes and for supplying grid I&sprovides that in defining the public util-
ity wholesale average price the following factorastbe considered: market
processes, results of comparative examinationsyebessary incentive factors
(in relation with the principle of lowest cost),etlustified factors of unique
economic policy and price regulation, and the clkanghe volume and struc-
ture of the public utility segment. In defining tlwerage price of electrical
energy sold by the public utility supplier the la&tément (the change in the
volume and structure of the public utility segmeh&ls to be considered. It
seems that these factors are indefinite enoughivee gaximum ‘freedom’ to
the HEO and the Minister to handle certain playsrthe market in a special
way, which eventually may be a drawback to otherketaplayers. Price defi-
nition methods are based on the volume figureshefHEO, although these
data are provided by different players of the secthe volume and details of
data supply are prescribed by the Act on Electigadrgy.

The HEO suggests axtraordinary price correctionvhere 'electricity market
events or major regulation problems make it unamigly necessary’. In case
of (yearly or extraordinary) price corrections,iffar have to be developed
along with average prices. In these cases, dewidition the abovementioned
data is justified if those volume data and propmdi meant inacceptable ad-
vantages or disadvantages for the traders or ifsthecture of tariff systems
was modified. With regard to a yearly price cori@ttthe HEO recommends
the ‘inflation correction factor after analysing the operation of the companies
and future developments. In principle, the inflatioorrection factor is the
same for all companies, but in those ‘justifiedesaswhich are not specified,
this factor may also be different with regard tota@ companies, groups of
companies, or types of operations. This is anotbkr the interpretation of
which allows special treatment of certain compatiesugh the discretion of
the HEO and the Minister. With regard to the tasffstem of the electrical
energy sold by the public utility wholesale tradierthe public utility supplier
and to distribution licensees, the decree provides peak load price and an-
other for the base load period. The tariffs per kihighest price) and the du-
ration of these periods are defined in another xanfhke decree also provides
detailed rules for the preparation of the scheddlée principal rules are laid
down in the Act on Electrical Energy.

3 Act 2001. CX on Electrical Energy
37 Economic and transportation ministerial decree418005 on electrical energy sold by the
public wholesale trader for public use purposets,3ar
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The average public utility wholesale price and dverage public utility sup-
plier price are both defined by formulas basedhenaddition of the price mar-
gin (that is, costs minus purchasing) and purclggsind correction number
minus changeover revenues and other revenues. iVae gumber must be
divided by the volume of the energy soldhe result is the average public util-
ity wholesale priceThe average public utility supplier price followasquite
similar formula. There is a special rule concerring ‘share of the profit'of
the public utility supplier. In this case the pafithe profit that is above a de-
fined level has to be shared, that is refundedutdip utility consumers with
the consent of the HEO. The importance of this anléhe one hand is that the
public utility supplier’s profit is limited, and otine other hand that the HEO is
again in a strong position in relation to the (final) control of public utility
suppliers. The method of calculation depends ortlvetighe latter has or does
not have a distribution licence. Contrary to therage prices, the highest au-
thority prices are nominally defined in Hungariaorifts (without VAT and
energy tax). Other various formulas serve to defireesettlement of accounts
between the wholesale trader, public utility sugmslj and grid operators and
the fees in case of deviation from the schedufethére is no different agree-
ment between the parties).

2.4.5. Electrical Energy Sold by Generator Licenseefor Public Utility
Purposes

Economic and transportation ministerial decree 8@2006 on the definition
of highest electrical energy prices sold by gemertitensees for public utility
purposes defines all prices that generators candevor public utility purpose
electrical energy. These prices are defined gemreiat generator. For each
generator, tariffs are composed of a dispositian (fa thousands HUF/MW/
/year) and an energy fee (HUF/MWh). The disposifiea is calculated upon
the capacity at disposal. The decree also provimea payment obligation to
the Central Nuclear Financial Fund.

2.4.6. Obligation to Take Over Electrical Energy

The Electrical Energy Act lays down a special psmn to encourage the use
of renewable sources. The wholesale trader angubgc utility suppliers are
obliged to take over electrical energy generatethbyuse of renewable energy
sources? To compensate for this obligation, economic aaddportation min-
isterial decree No. 56/2002 on the definition a€es of electrical energy under
the obligation of taking over creates a speciadfufihe decree specifies the

%8 Electrical Energy Act art. 43 (5), 45 (4)
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tariffs for different (weather-dependent energyrseunon-weather-dependent
energy source, waste-generated, or gas-generatedjyeprices. It also pro-
vides the basic rules for taking over energy.

2.5. Network Tariffs
2.5.1. Market for Ancillary Services®

As regards the ancillary services market, thera y®arly tender for procure-
ment of different types of ancillary servic8sApplicants have to specify the
maximum bids they can make during the year, avidithlplans, and technical
data needed. The winners of this tender may bidyaathead for ancillary ser-
vice markets like the primary control market, setamy control market, minute
control market, and hourly control marKefThe products on these markets are
hourly ones. For other control typ&syearly frame contracts are concluded.
The winners of the daily auction get the requirapacity fee for availability in
the given hours and also the required energy féleeifsystem operator needs
energy from them as wéli(paid as bid auction).

There is no real competition on the ancillary ssggi market, as most of the
suitable capacity on the supply side is under kengn contracts with the public
utility wholesaler (MVM). As a result, most Hungami generators cannot ap-
pear on the ancillary services market directly and005 MVM had a market
share of about 95% on the balancing market regardapacity and almost
100% regarding energy. Nevertheless, these dadficas are not completely
irrelevant, because MVM'’s bids are differentiateyg fdants. Based on the
above, it can be concluded that a regional maxkeaficillary services would
be a big step forward, but there are also a lotififculties to overcome,
mainly regarding cross border capacity issues.

2.5.2. Electrical Energy Fees
Economic and transportation ministerial decree BI@005 on the midterm

regulation on the fees of distribution, transmissisystem operation, and sys-
tem level services (together: use of electricargnsystem) distinguishes be-

3% http://www.ceer-eu.org/portal/page/portal/ERGEG_HEIEMRGEG_DOCS/
NATIONAL_REPORTS/2006/E06_NR_Hungary-EN.doc

The only exemption is the so-called ,emergencemes’, which is provided by a long term
contract. These are reserve gas turbines with acigpof about 390 MW altogether (ca.
30% of contracted reserves).

The reserve types differ mainly by reaction timel amode (automatic/manual).

Voltage and reactive power control, operation&tysservices (black-start).

For primary reserves only capacity fee is paid.
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tween electrical energy transmission fees, eledtenergy distribution fees,
system operation fees, and fees for the use ofriel@icenergy system level
services. The decree provides for a midterm prceHation mechanism. When
defining the starting prices, the following are siolered: balance-sheets and
financial statements (profit and loss account), éloseounting report and its
data, calculations and statistics according todinective of the HE¢, and
essential changes of the previous year. Other fadtelude inflation, legal
changes, cost and volume changes, provisions amasideliable, results of the
asset and cost review completed by the HEO arekfisrts, level and structure
of prices of the previous period, results of otbemparative studies, volume
data, and corrections of electrical energy balances

The decree establishes the formula for calculatibistarting prices. Yearly
price corrections and extraordinary price correwiare prescribed in a manner
similar to the case of electricity sold by the peaihltility wholesale trader for
public utility purposes (Section 2.2.1.). The decprovides the formulas for
the abovementioned four fees. Economic and tratedpmm ministerial decree
No. 57/2002 specifies the content of the fees. Fdethe system operation
cover the costs of compensation of grid loss, ceawngr costs, subsidy of re-
newable sources-generated energy, all other jedtifiosts of the system op-
erator, and the fee of the subsidies for reorgagithe system of the coal in-
dustry. Fees for the use of electrical energy sydtvel services include the
following costs: assuring the regulation resenantiol of voltage and unpro-
ductive energy, services for safety of operatidgregtment of bottlenecks, and
balancing regulation. Transmission fees are comgrif general transmission
fees and fees for unproductive energy transmis$tribution fees involve a
distributor basic fee, distributor capacity feestdbutor circulation fee, dis-
tributor unproductive energy fee, distributor Ideg, and distributor fee for
balancing schedules. The decree lays down alléhe &nd elements of fees
(detailed above) in HUF/kWh; that is, all the felepend on volume data.

2.6. Conclusions

It can be noted that market forces are absentreofaa too controlled and dis-
torted by the series of provisions regulating @iddo indicative market prices
are present; instead, institutional lobbies arestoang. The provisions stipulate
too many special cases that also distort the seCtmsidering the context, it can
be stated that environmental concerns or imporemiggnce are not the most
important questions for players of this sectorthia lack of some kind of energy
strategy, even the government cannot give impogtémt¢hese principles. On the

44 1/2002 (XI1.31.) HEO directive on the financialumdling of activities of electricity companies.
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18th of June, 2007 the Hungarian Parliament acdeptenew Act on Electrical

Energy. As to price liberalisation, the new Actdajown new rules, so that the
largest consumers can only buy electrical enemy fihe liberalised market and
administrative prices are no longer valid for thémaddition there is a theoreti-
cal possibility for each consumer to buy electrigaérgy from the free market.
This is only a part that derives from the EU Dine=f®

On the other hand, encouragement of competitioraimesriacking, on the gen-
eration side and also on the trading side. Frospbint of view, the new Act
does not solve anything, as nothing is changedchersupply side. The main
reason of this is that the Act does not deal with PPAs of MVM concluded
with generators. When Parliament prepared the thil, issue was forgotten.
As a result, MVM has found itself in an even strendominant position, with-
out real market or state control. The MVM todayaivery strong integrated
company with everything that one can have in tleetdtity sector: TSO, a
nuclear generator, PPAs, and no further price obn#dl this means that the
new Act is a good start, but legislators did nanptete their work. MVM dis-

poses of 80% of the Hungarian supply, and by iatiirgg the Hungarian TSO
within the holding it has dominant control overdign trading as weff’

3. Closing remarks
3. 1. Institutional Proposals

It is rather clear from the case study of priceutation on the Hungarian en-
ergy market that transition to a market economy@dato be much more diffi-
cult in the energy field. Hungarian regulation misste serious shortcomings
and cope with institutional backwardness, but thestmmportant barrier to
making a modern energy sector seems to have écpbtiharacter. The Minis-
try of Economy openly announced that during the-hasking process of the
new electricity law, the two biggest political pag helped the interests of
MVM to preserve its monopoly. The Prime Ministeogaimed soon after the
Act was enacted that MVM must be divided and prseat. He also admitted
that huge pressure was exerted for the sake ahth®polists’’ Due to these

4% A szocidlis alapon szamitott aramarat el kelléglejteni” — Magyar Narancs, the 27th of
September 2007, interview with Mr. Péter KADERJAKyrfier president of HEO, today
leader of the Regional Institute for Energy Policys&aach.

»A szocidlis alapon szamitott aramarat el kelléglejteni” — Magyar Narancs, the 27th of
September 2007, interview with Mr. Péter KADERJAI¢rrher president of HEO, today
leader of Regional Institute for Energy Policy Reskar

-Hungary's government will sack the managemenstafe-owned power wholesaler MVM
and amend regulations to curb the firm's quasi molyoahead of its planned privatization,
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forces, the Hungarian government admitted the @sfdy of the electricity
liberalization: it was unsuccessful in separating tholesale trader from the
owner of the grid, as well as production from comiad activities.

The domestic gas market is liberalised, the magor lreing imported from Rus-
sia. High import dependency has its own risks, taerinains undiversified.
Ninety percent of Hungarian households are conddotéhe gas grid. However,
structural problems may mainly be found in the telgity market. Long term
contracts made the electricity market seriouslyalariced, strengthening the
monopoly of the single actor. Strong populist argatation, from both sides of
the political arena, helps to protect and presthigesituation. The importance of
the transparency of the relevant information isucldhe decisions, dilemmas,
and hardships of sector should be openly discussdbe present situation, pri-
vatisation and a appropriately-based division efrttonopoly would not raise the
price of the electricity; meanwhile, a huge prineréase is the strongest argu-
ment in the hands of politicians and the lobbyiskind them.

The price control of the government has been fadidwy a strong monopoly.
For a healthy market, the physical infrastructuressnbe maintained by an in-
dependent organization. Today this is not the chs&YIR is owned as a

government spokesman DavRbréczi said: “The steps are intended to eliminate within
reasonable time the factors leading to (MVM's) nmiistic nature,” Dardczi told a news
conference on Tuesday. “There's only one thing avtihan an unjustified state-owned mo-
nopoly, a privately held one,” Daréczi added.

The moves are intended to curb the recent sharpase in electricity prices, which pushed
energy producer prices up by 12.7 percent on thettmm January. Dardczi said the gov-
ernment's move comes on the heels of sharply @ri¢iludies by the competition authority,
the energy regulator and even the central bank. Mins two of the top three Hungarian
power generators, the entire grid, controls 75Qg8&rcent of the wholesale market through
long-term contracts, controls cross-border capamity recently purchased a 10 percent stake
in electricity retailer ELMU ELMU.BU. Dar6czi couldot say what actions the government
would take and the government asked the financéstairto draw up an action plan. In sepa-
rate studies made public on Tuesday, the energyatey said MVM's monopoly and ability
to abuse its market position could push prices Isiijher while the competition authority
said privatization in the current structure carr@etrwhelming risks to both investors and
the economy. “Under current circumstances, floatfigM would make market liberalisa-
tion difficult, conserve energy users' competitdisadvantage of unpredictable proportions
and limit the government's ability ... to tackle issue,” the competition authority said in a
study. Hungary passed a new electricity marketlésit year which aimed at liberalizing the
market but failed to tackle MVM's powers and insgtegave it further authority to enter the
retail and wholesale markets.

Energy sector players had voiced harsh criticiemtlie new law last year but the govern-
ment dismissed those claims, saying that only@gtMVM with its long term power pur-
chase agreements could insulate Hungary from highiees and protect safety of supply. As
Hungary's generating capacity is outdated, Hungamgne of the biggest net importers of
electricity as a percentage of total usage.” (htf:reuters.com/article/oilRpt/
idUKL1163359920080311?sp=true. (08.05. 2008).
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MVM holding, by the electricity monopoliét. Consequently, MAVIR cannot
operate as an independent system-operator. Thisdependence of MAVIR

must be guaranteed. Optimally, the separationserg&l before the real priva-
tisation of MVM (public wholesaler). The independenand authority of the
Hungarian Energy Office is also a requirement fiwaknced, controlled mar-
ket. Presently, the possibilities of interventionthe HEO and the Economic
Competition Office are unstable and dubious. Th&ro sign of any competi-
tion on the supply side of the electricity marketue to weak political com-

mitment, import-liberalisation has also failed.idturgent to open completely
the market, since imports should have a favourabpact in a small country.

This opening is not in the interest of the monaggioMVM. It is also to be

feared that this backwardness will be detrimemtaheé Hungarian actors in the
regional electricity market.

The present situation could be characterised a= giberalisation without
competition. MVM, which organises electricity awcts, is also the system
organiser and it has the possession of almosf #tleodomestic plant capacity.
It is also clear that efficient competition canpaterge if the market participant
is not legally obliged to place the bound capagitia the market and renegoti-
ate the long-term contractslt is urgent to separate MAVIR from MVM by
the decision of the state as owner. It would bdfitatule if it could happen
openly with high transparency. The authority andctions of the national en-
ergy regulator, the HEO, must be re-evaluated aodified for the sake of
independence (the market and political independaneéoth uncertain now)
and efficiency. Long-term contracts must be reniatgd or terminated as
European officials demand, to evade the detrimgyaltical and market con-
sequences. For the legitimacy of this decisiomsjparent, open processes and
argumentation must be utilised; otherwise poptiggis support the monopolist
position. For real competition, the independencthefsystem operator must be
guaranteed, as well as regulated access to theTdved conditions for import
competition must be created. Activities relatedthte possession of the grid
must be separated from production and commercisfitées.

Finally, some general remarks and recommendatigasing to energy regula-
tion follow. Hungarian energy regulation is undemtinuous modification.
During the next, hopefully short, period the legalironment should be stabi-
lised. Political and ideological burdens hinderaisation till the consumer-
price remains the only issue. The dominant roleational/state level decisions
seems problematic while decision-making processek barticipation and
transparency. For the sake of trust, both partiicipaand transparency should

%8 MAVIR is the independent system operator and aisziioner, owner of the public wholesaler.
4 http://rekk.uni-corvinus.hu/pdf/epb2008-1.pdf
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be strengthened. There are some civil organisafi@nsonsumer-protection,
but real participation is low. Transparency of prregulation in itself is hardly
able to activate participation. The social condisicfor institutional trust in
general are in an embryonic state; neither statitlitions nor the market enjoy
social trust. The efficient functioning of the egyermarket can modify this
situation in the long run. For a transparent, opea efficient system, informa-
tion asymmetries should be eliminated. Bench-markind monitoring by civil
organisations are possible if operational datazepregulation, and other rele-
vant information are accessible.

3.2. Special Difficulties of Reflexivity: the Limits of General Worldview

After the model-changes of the energy market in82@e concentration of the
wholesale market has even been strengthened: #ittopmf the MVM became
more dominant. In Hungary, as opposed to in otbandr socialist states, the
division of different segments is purely legal,dibes not concern ownership-
rights. The lack of separation and monopoly makesniecessary steps for sys-
tem stability by MAVIR unlikely, since MVM is itswner. MVM has such a
dominant position as owner, contractor, and reguldiiat the market opening on
demand side and the free choice of distributoradirblimited changes.

The energy market is not vertically integrated, smbt sufficiently competitive.
The level of wholesale market concentration isaexgly high: no such level of
concentration is known in other spheres. Thus “urile prevailing market
structure the scope for the emergence of altematikiolesalers with a large
enough consumer portfolio is strictly restrictédlh Hungary it seems a durable
situation that new IPP investors will be forcedctntract with the dominant
incumbents, thus reinforcing the present markecgire. As we have seen, the
inconsistent price liberalisation in the course@lemand side market opening can
result in conserving a relatively extensive TM ahds create a barrier to the
international integration of that market. The realaf regulated final prices can
also help in fully liberalising generation pricesprecondition to competition in
generation. Inconsistent price liberalisation letms “hybrid” market model.
This model will always tempt policy makers to riestfinal electricity prices and
to subsidise tariff customers in some Way.

Seeking the alternatives of the two traditionalutative forces, namely the
command-and-control and market, the Hungarian sasdy on energy price
regulation directs our attention to some precood#iof going toward reflex-
iveness. It seems plausible that a certain amolmanketisation is essential

%0 A 2008. évi arampiaci modellvaltas rovid értéke|éREKK, Budapesti Corvinus Egyetem,
Miihelytanulmany, 2008-1.
51 ibid.
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not only to achieve effectiveness and transpardnayeven to realise any fur-
ther steps toward institutional learning or refléyi. Presently, there are no
signs of institutional or social, collective leargiprocesses. Some other weak-
nesses are also clear: the absence of trust anidoniam or benchmarking. Not
only the lack of trust limits the process of caliee learning, but the distorted
nature of the market has the same effect. Thesacshiings stem from the
distorted market, paradoxically overcoming the itradal market regulation
needs, firstly a working, balanced market structiiteus, as institutional pro-
posals it can be stated that any measures aimimgflakivity and mutual
learning must be accompanied by solid steps towsiedsparency and clear
market relations, because, as the case study shatheut these traditional,
market oriented governance tools, there are nailjlitsss to stabilise the en-
ergy sector and no chance for a more reflexiveleatign.

At this point a further, general dilemma emergssit ia realistic expectation
that reflexive measures and methods should funatidimout a proper social,
political, and legal background, without similaaditions? Energy regulation
seems one of the most complicated regulatory fidldisof strong monopolies
and inherited bureaucratic reflexes, which durdinit the possibilities of any
deviation from the old methods. Or, do preciselgsthtroubles create causes
for radically different tools, alternatives to thate-market dichotomy? There
are strong arguments also for fundamental chamgdg;al solutions may an-
swer the most demanding problems. Even in this, dzessides the permanent
“capacitating” of actors for learning, the fundar@nmarket shortcomings
should be solved. There is a further dilemma caringrthe interests of the
relevant actors: do the processes of privatisatigarketisation or the restric-
tion of state measures help or hinder another &ffarocess? Is it a real possi-
bility to facilitate without any delay processeattliffer strongly?

SUMMARY

Price Regulation in Hungary in the Electricity Mark et

GERGELY BAJUSZ — ZOLTAN FLECK

Energy regulation is a complex, multi-player syst@iine essay discusses one
of its sub-systems: price regulation, which is alsthher complex. Price regula-
tion traditionally has two types: state regulatiord market-based regulation. A
closer look at pricing shows the tensions and dibamthat characterize energy
regulation as a whole. Hungary is presently expeiig the difficulties of a

transition from state to market-based regulatiorsdRute steps have been
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taken to reduce state involvement and to restradtug country’s energy sys-
tem. Privatization is offering adequate opportesitior a transformation. New
tensions have however arisen because the diffeegatation systems are not
compatible, and presently the state and privatsegreatly vary in size. The
essay identifies the woes of this transition.

RESUMEE

Preisregulierung auf dem ungarischen Elektrizitatsnarkt

GERGELY BAJUSZ — ZOLTAN FLECK

Die Studie stellt aus dem komplexen System der giesektor-Regelung die

Frage der an sich schon komplexen PreisregulievongDie Frage der Preis-
bestimmung, die als Fallbeispiel der Forschung ristérnativen der beiden

traditionellen Regelungstypen — der staatlichen ded Marktfinanzierung —

sucht, enthalt all jene Spannungen und Dilemmasaldi allgemeine Probleme
der Regelung erscheinen und aus den speziellennGpgen des Ubergangs
folgen. Der Abbau, die Umstrukturierung der umfases Rolle des Staates
befindet sich in fortgeschrittenem Stadium, dies&tisierung hat die Méglich-

keit der Umgestaltung der Regelung geschaffen. elciglbereitete die Frage
der Kompatibilitdt und des Verhaltnisses der abtemncen Regelungslogiken
untereinander weitere Spannungen. Die Studie siiekten dazwischen liegen-
den Prozess vor.






