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Introduction 
The rationale for the Electricity and Gas Directives, implemented in 1996 and 1998 and 
revised in 2003, was that the wholesale and retail parts of these businesses could be 
transformed from monopolies to competitive businesses, ultimately leading to a single 
European market in electricity and gas (see Appendix for a summary of the provisions of the 
Directives). It was the intuitively plausible idea that a market would be more efficient than a 
monopoly that was the selling point of the Directives. The measures in the Directives other 
than those directly aimed at creating wholesale and retail markets, such as unbundling and 
establishment of sector regulators only make sense if competition is to be created. 
Consumers, particularly residential consumers, have little interest in how the electricity and 
gas sectors are organised. Their primary concern is that the supply of electricity is affordable 
and reliable and, for some, that it is environmentally sustainable. Choosing an energy 
supplier is not a pleasurable activity and changing supplier cannot give you better electricity, 
so consumers will only be interested in competition if it means they can save money. 
Creating wholesale and retail markets therefore only makes sense to them if the new 
structure provides electricity more cheaply and at least as reliable as the old system. 

The key questions that must be asked in an assessment of the Directives are: 

• Can efficient wholesale and retail markets in electricity be created? 
• Will prices offered be lower than those a regulated monopoly would produce? And 
• Will the reliability of the electricity and gas systems be maintained? 

This report examines the implementation of the Directives in each of the main EU Member 
States and asks the following questions: 

• Has an efficient wholesale market been created? 
• Are residential users switching supplier and what has been their experience? 
• Has a competitive corporate structure emerged? And 
• What has been the impact on reliability of energy supplies? 

To examine these questions, it is useful to split the EU countries into five regions: 

• The Nordic countries: Denmark, Finland, Norway and Sweden; 
• Southern Europe: Italy, Portugal and Spain: 
• Central Western Europe: Austria, Belgium, France, Germany and the Netherlands; 
• The UK; and 
• Central Eastern Europe: Czech Rep, Hungary, Poland, Slovak Rep and Slovenia; 

Amongst these regions, analyses of the Nordic region and the UK are particularly important 
as these countries are widely portrayed as successful examples of liberalisation. For retail 
competition, we concentrate on residential consumers. Industrial consumers are likely to be 
able to use the market to maximum advantage, while small consumers may not have the 
skills, the incentives and the confidence to exploit the market to its maximum extent. 

Wholesale Markets 
For wholesale energy markets to be useful, a significant proportion of energy has to be 
traded at ‘spot’ or spot-related prices (for example a contract where the price is indexed to 
the spot price). Amongst the electricity markets, only the Nord Pool has sufficient liquidity for 
generators and retailers to trust it for a significant proportion of sales and purchases (see 
Table 1). However, investment in the region, apart from in renewables, protected from the 
market has been minimal. This resulted in huge wholesale price increases in 2002 and the 
next dry winter is likely to result in price spikes and perhaps shortages again. 
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The wholesale market in Britain is problematic and accounts for only a tiny proportion of 
electricity trade. In Southern Europe, regulators in Italy and Spain are carrying out 
investigations into allegations of market manipulation. Only the UK has a gas market that is 
seen as sufficiently liquid and even here, data on volumes and prices are not easy to obtain. 

Retail markets 
If wholesale markets are working well, there should be little scope for retail competition: 
competing retailers will have to pay the same standard fee for distribution and transmission 
and if the wholesale market is efficient, those using it will all pay about the same cost. This 
leaves only the retailers margin to compete over. However, as noted above, wholesale 
markets are not efficient and the trend to greater integration of wholesale and retail means 
integrated companies will have a strong incentive not to provide electricity to spot markets as 
a liquid wholesale market would provide openings for new generation and retail companies. 
Consumer switching therefore takes on a much more important role of imposing competition 
in the industry if wholesale markets are not working. 

Only in Norway and UK are switching rates at the 20 per cent level that the Commission 
regards as indicating a healthy retail market (see Table 2). In Norway, the high level of 
electricity use in the residential sector (for space-heating) provides large incentives for 
consumers to switch supplier that do not exist in other countries. 

In the UK, the gas and electricity retail markets have effectively merged, with all retailers to 
the residential sector offering gas and electricity as a package. While the level of switching 
seems satisfactory, closer examination shows there serious problems. These include:  

• High prices for residential and poor consumers compared to industrial consumers; 
• Unethical selling practices; 
• High cost of switching; 
• Logistical problems for consumers trying to switch; 
• Use of demand profiling rather than electronic meters; 
• Inability of small consumers to identify the cheapest supplier; and 
• Switching seems to be reaching a plateau. 

As a result of these problems, residential consumers have done very poorly from retail 
competition, with retailers allocating their cheap wholesale purchases to the industrial market 
leaving residential consumers to pay for high cost contracts. 

Corporate changes 
There is little point in creating well-designed wholesale and retail markets if the market is 
held mainly by a few dominant companies. The Commission and most Member States have 
not appeared willing to break up the market position of the large companies and in many 
cases, such companies have increased their market power, apparently because of a desire 
by their national governments to allow them to emerge as national champions (see Table 3). 

In the Nordic region, nationally-controlled companies in Finland, Norway and Sweden have 
expanded into other Nordic countries whilst retaining a strong position in their home market, 
while the likely take-over of the largest electricity company in Denmark, Elsam, by the 
national gas company, DONG, may mean a Danish national champion will be created. 

In Southern Europe, in the Iberian peninsula, Endesa, EDP and Iberdrola have strengthened 
their positions and companies from outside the region have had little success in entry. In 
Italy, ENEL has been partly broken up but retains significant market power in generation. 
EDF and Endesa have made important acquisitions, balancing ENEL’s entry into Spain and 
France. 

EDF, E.ON and RWE are each far larger than any of their competitors in Europe. There has 
been little attempt to break these companies up yet. Electrabel is dominant in Belgium, while 
the Verbund has a strong position in Austria, which will be strengthened if the government’s 
desire to encourage further mergers with Verbund to form Energie Austria are successful. 
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The Netherlands has also seen a massive process of concentration and the remaining four 
large companies may well combine further, perhaps to produce a Dutch national champion.  

In Central and Eastern Europe, the picture is mixed. EDF, E.ON, RWE and ENEL have 
moved strongly into the region buying most of the companies that have been sold. However, 
in Hungary and the Czech Republic, the government may retain the dominant companies, 
MVM and CEZ, as companies that could expand into other countries in the region. 

For gas, there has been much less restructuring yet and for most countries, the previously 
dominant companies remain largely intact. Only the UK has seen major restructuring with 
British Gas being split into several parts and major new entry from electricity companies into 
the retail, distribution and transmission activities. 

Impact on reliability 
The Directives provide at least three major challenges to the reliability of energy supplies: 

• The market will not build enough electricity generation plant; 
• Companies will not invest sufficient money in training and R&D; and 
• Incentive regulation will encourage companies to make cost savings that will 

adversely affect long-term reliability. 

New generating plant 
Electricity liberalisation is based on the premise that market forces will ensure that there is 
just enough generating capacity for demand to be met. This seems highly unlikely given the 
long lead-time on new generation and the implausibility that companies will invest billions of 
Euro on the basis of short-term market signals. The Commission implicitly acknowledges this 
in the 2003 Directive by requiring governments to monitor generating capacity and if a 
shortage is likely, requiring them to commission the construction of sufficient new plant. 
There are three problems with this. First, it undermines the market: companies will not invest 
in new power plant to compete in a risky market if they can bid for a government tender that 
will be backed by a long-term, low-risk power purchase agreement. Second, in a free market, 
many potential projects will be announced but only a small proportion will be built. A central 
authority has no way to predict what proportion of potential schemes will be built so will be 
unable to forecast whether there will be a shortage. Third, new plant built will tend to depress 
the market price and may lead to early retirements negating the impact of the new capacity. 

Training and R&D 
The electricity and gas industries rely on a skilled, experienced workforce to maintain the 
infrastructure and on a flow of R&D to meet the technological challenges that they will face. 
Under the old structure, there was an incentive for companies to invest in training and R&D, 
often on a co-operative basis to meet this need. In a competitive market, companies 
investing in training and R&D risk their competitors profiting from this investment at no cost to 
themselves. As a result of this ‘free rider’ problem, R&D and training expenditure has fallen 
sharply in the UK. The situation is made much worse by the large number of skilled 
employees who have been forced to leave the industry and by the high age profile of the 
industry, with many companies having an average age of employees in the upper 40s. 

Incentive regulation 
Incentive regulation allows companies that cut costs to retain at least some of the savings as 
profits. While this might lead to some efficiency savings, it also may encourage companies to 
make cost savings that will damage long-term reliability. The instability of ownership in the 
sector that restructuring has resulted in, with facilities changing ownership frequently may 
encourage ‘cut and run’ policies. 

Can efficient wholesale markets be created? 
The natural response to the failure to create efficient wholesale and retail markets is to take 
pro-competition measures such as improving market design and to break up dominant 
companies to remove market power. However, if there are fundamental reasons why efficient 
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markets cannot be created, such policies will be counterproductive. Breaking up the large 
companies will simply replace large companies with skills and often a long-term perspective 
with weak, opportunistic companies. 

The special characteristics of electricity, many of which are shared by gas, differentiate 
electricity from other commodities and mean that the factors that allow markets to work for 
other commodities do not exist for electricity. These special characteristics include: 

• Inability to store power. Peaks in price and demand can be smoothed by use of 
stores; 

• Need for supply and demand to match at all times; 
• Lack of substitutes. For other commodities the threat of switching to substitutes acts 

as a discipline on producers on price and availability; 
• Vital role in modern society; 
• Electricity is a standard product. Switching supplier cannot produce better electricity; 
• Environmental impacts. 

Do the benefits of competition outweigh the costs? 
The tacit assumption amongst those advocating competition in electricity and gas is that 
competition is either a ‘free good’ or the costs are so low that the benefits of competition 
inevitably outweigh the costs. Experience shows this assumption is false. 

The clearest cost of competition is the risk premium on investment. Building a power plant is 
a risky venture however the industry is structured. In a monopoly market, the risk falls on 
consumers who pay if the generator’s costs are higher than forecast. As a result, investment 
in a power station was a low risk to the owners of the generating company and the real 
annual cost of capital was perhaps 6-8 per cent. In Britain, even for a power plant with a 
long-term power purchase agreement, the real cost of capital is at least 15 per cent. So while 
shareholders pay if an investment fails, consumers pay through the higher cost of capital. 

There are also the costs of designing and operating the market. In Britain, in 2003, the 
National Audit Office found that the cost of development and of running NETA for the first five 
years totalled about £770m or about £30 per consumer. Introducing retail competition for 
small consumers cost consumers about £900m. 

It seems highly implausible that the operation of competition through improving efficiency will 
be so effective as to pay for these extra finance and transaction costs. 

Problems with the Directives and alternatives 
The Directive has led to at least five problems that amendments to the Directive must 
address: 

• The Directive does not allow national authorities to control entry and exit from the 
market and relies on market forces to ensure supply and demand match. The 
Directive should be amended to require that accountable public authorities ensure 
that sufficient generating capacity is available and sufficient gas has been 
contracted.; 

• Opening the energy market to retail competition for all consumers opens small 
consumers to exploitation. The Directives should be amended to allow Member 
States to limit competition to a third of the market, as under the first Electricity 
Directive; 

• The Directive has led to serious loss of employment and loss of skills in the electricity 
industry. The Directive should be revised to place responsibilities on companies to 
carry out training and to ensure that cost reductions are not carried out at the 
expense of the conditions of employment of the workers; 

• The adoption of incentive regulation leads to a risk that the industry will be exploited 
for short-term profit at the expense of long-term reliability. A better balance needs to 
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be developed that encourages companies to improve their efficiency, but requires 
them to demonstrate that cost reductions will not adversely affect system reliability; 

• Lack of democracy in the sector. The introduction of market forces and private 
ownership has reduced the democratic control over a vital public service. Regulatory 
bodies need to be opened up to much wider participation bringing representatives of 
the full range of interests, including environmentalists, consumer organisations and 
trade union representatives. 
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Table 1  Wholesale electricity markets in the EU 

 Nordic S Europe C W Europe UK C E Europe 
Wholesale market Nord Pool  Italy and Spain Austria, France, Germany, 

Netherlands 
BETTA Czech Rep, Poland, 

Slovenia 
Liquidity ~30% Low in Italy. Compulsory 

Pool in Spain 
Some liquidity in Netherlands (but 
falling) and Germany 

1-2% 1-2% 

Market 
manipulation 

A few concerns Regulators in Italy and Spain 
investigating market 
manipulation 

   

Investment Little market-
driven 
investment 

‘Dash for gas’ Little market-driven investment Feast 
and 
famine 

Prior overcapacity 

Table 2   Retail electricity markets in the EU 

 Nordic S Europe C W Europe UK C E 
Europe 

Residential 
market open 

All countries Spain 
only 

Open Austria, part of 
Belgium, Germany and 
Netherlands 

Open Not open 

Switching rate Norway ~20%, Sweden ~10%, 
Finland, Denmark < 5% 

Negligible Low >20% n/a 

Experience Finland, regulator concerned about 
lack of price incentives. Sweden 
regulator concerned about low rate of 
switching, lack of information and 
practical difficulties 

 Little experience yet in 
Flanders and Netherlands. 
Switching rates minimal in 
Germany and Austria 

Majority of switchers 
moving to the most 
expensive supplier 

n/a 

Table 3  Corporate changes in the EU electricity sector 

 Nordic S Europe C W Europe UK C E Europe 
Dominant 
companies 

DONG (D), Fortum (F), 
Statkraft (N), Vattenfall 

ENEL (I), EDP (P), 
Endesa (S), Iberdrola 

Verbund (A), Electrabel (B), 
EDF (F), RWE (G), E.ON (G) 

EDF, E.ON, RWE, 
S&SE, Centrica, SP,  

CEZ (C), MVM 
(H), SE/ENEL 
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(S) (S) (Sk) 
Entrants 
from 
outside 
region 

E.ON (S) EDF (I) Vattenfall (G) EDF, E.ON, RWE EDF, ENEL, 
E.ON, RWE 

Changes Full unbundling of 
transmission, but 
consolidation in 
generation and retail 

Unbundling of 
transmission. Endesa, 
EDP and Iberdrola 
consolidating in 
generation and retail, 
ENEL still dominant in 
Italy 

Unbundling incomplete. 
Electrabel, EDF, RWE and 
E.ON dominant in home 
markets. Strong concentration 
in Austria and Netherlands, 
national champion still 
possible 

Unbundling of 
transmission and 
distribution. Further 
consolidation likely with 
UK based firms under 
threat of takeover 

CEZ and MVM 
may become 
national 
champions 
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Appendix 1 The provisions of the 2003 Directives 
Most countries adopted the more liberal options within the 1996 Electricity and 1998 Gas 
Directives, opening their retail market further than was required. By 2001, the Commission 
was keen to introduce new Directives that accelerated market opening, taking away the less 
liberal options from the earlier Directives. The new Directives established rules in four areas: 
production/import; retail supply; transmission and distribution; regulation; and unbundling. 
The Electricity Directive also had important provisions on security of supply. 

Electricity generation 
Authorisation would be the rule for new generating capacity although tendering would be 
allowed for certain special cases. Under authorisation, anyone can build a plant whenever 
and wherever they want provided it complies with planning law and its specifications, in 
terms of factors such as safety and the commercial credentials of the company. Capacity 
need would play no part in whether a plant was authorised. 

Retail supply 
The new Directives required that all non-residential electricity and gas consumers be allowed 
to choose their retail suppliers by 2004 and that residential consumers should be allowed 
retail competition by 2007. 

Transmission and distribution 
Access to the transmission and distribution networks should be by Regulated Third Party 
Access. In addition, the tariffs or at least the methodologies for calculating the tariffs had to 
be approved by a regulatory body. 

Unbundling 
For integrated companies that were Transmission System Operators (TSOs) or Distribution 
System Operators (DSOs) a full legal separation between their TSO or DSO activities and 
their activities in generation or retail was required. This meant that the DSO and the TSO 
activities had to be carried out by legally separate companies, although an integrated 
company could still own a TSO or DSO company as well as, say, a generation company. 

Regulation 
Member states were required to designate a sector regulator that had to have a minimum set 
of competences, for example, on the setting of network charges. The Directive requires that: 
‘National regulatory authorities shall contribute to the development of the internal market’ 
(Article 23 (12)). 

International trade 
International trade in electricity assumed a much more prominent role in the new Electricity 
Directive. For example, Member States were required to report on: ‘any practical measures 
taken at national level to ensure a sufficient variety of market actors or practical measures 
taken to enhance interconnection and competition’ (Article 23 (11)). 

Security of Supply 
If it seemed likely that the market-driven system would not result in sufficient generating 
capacity being available, Member States could launch a tendering procedure to provide the 
additional capacity needed. Member states could also use tendering to promote ‘infant’ 
technologies and to meet environmental objectives. 


