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FOREWORD

Regulatory reform has emerged as an important policy areain OECD and non-OECD countries.
For regulatory reforms to be beneficia, the regulatory regimes need to be transparent, coherent, and
comprehensive, spanning from establishing the appropriate institutional framework to liberalising network
industries, advocating and enforcing competition policy and law and opening external and internal markets
to trade and investment.

This report on Electricity, Gas, and Pharmacies — Part | analyses the ingtitutional set-up and use
of policy instruments in Germany. It also includes the country-specific policy recommendations developed
by the OECD during the review process.

The report was prepared for The OECD Review of Regulatory Reform in Germany published in
2004. The Review is one of a series of country reports carried out under the OECD’ s Regulatory Reform
Programme, in response to the 1997 mandate by OECD Ministers.

Since then, the OECD has assessed regulatory policies in 20 member countries as part of its
Regulatory Reform programme. The Programme aims at assisting governments to improve regulatory
guality — that is, to reform regulations to foster competition, innovation, economic growth and important
social objectives. It assesses country’s progresses relative to the principles endorsed by member countries
in the 1997 OECD Report on Regulatory Reform.

The country reviews follow a multi-disciplinary approach and focus on the government's capacity
to manage regulatory reform, on competition policy and enforcement, on market openness, specific sectors
such as electricity and telecommunications, and on the domestic macroeconomic context.

This report was principally prepared by Sally Van Siclen in the Competition Division of the
Directorate for Financial and Fiscal Affairs of the OECD. It benefited from extensive comments provided
by colleagues throughout the OECD Secretariat, as well as close consultations with a wide range of
government officials, parliamentarians, business and trade union representatives, consumer groups, and
academic experts in Germany. The report was peer-reviewed by the 30 member countries of the OECD. It
is published under the authority of the OECD Secretary General.

© OECD (2004). All rights reserved. 3



TABLE OF CONTENTS

ELECTRICITY, GAS, AND PHARMACIES ...ttt st sne s 6
111 0o [ Tox 1 o o P 6
EIECtriCity @N0 GaS SECIONS......ccuiiiiiiirtiitisieiei ettt r et eb e b b e e e e enes 6
PRBINECIES. ... ettt sttt e et se st bt s bt b e s e e b et e e e e e st e Rt e beebenb e e be et et et et eneens 6
Layout Of the Chater ..........coi ittt e b et e s reeaeestesreetesaeeneere e 7
EIECHICITY N0 8BSttt b bbb e e e et b e bt b et e e e e e e e e 7
1 AN OVEVIEW OFf REFOMN ...ttt neenae e 7
11 HIStOry 10 the Mid-1990S.......ccui ittt st eresneennearas 8
1.1.1. OriginSand DeVEIOPMENT .......ccoiiiririieteri sttt sr e sne e 8
1.1.2.  Legal ENVIFONMENT. .....cciiiiiiiiiiieiee ettt n et n e n e sren e 9
1.1.3. TheDeregulation COMMISSION .......cceceeiiiiieiieseeiesteeeete e ee et e e st aesreereestesaeeneesre e 11

1.2.  The European Directives and 1998 Legidative Changes..........ccecvvuieveevieseeseseese e, 13
1.3. Market-Initiated RESITUCIUINING. .....c.coueiiiiirieiterieiee s 16
14. Legal Changesin 2002-2003 ...........cceeieiiieeieieeiee e eeesresreesaesreeeestesreesesseesestesneessesseensens 18
2. Description of the Electricity and Gas SECLOIS........cccvveeceieeeese et 19
21 EL OO CITY ..ttt e 19
0 S T 1= 0 1= - o) o USSP 19
2.1.2. Electricity Transmission and System OPeration...........cccceevereeieieeieesesieesieseesieseeseennens 23

2 I T V.= £SO 24
2.1.4. Electricity Distribution and SUPPIY ....cceovereeieieeeeiienese e 25

2 € L SRS 26
2.2.1.  The EUropean CONLEXL .........cccciiieiierieieeieseeeesteseesresseesaesresreestesreesaestesseessesseenseseesseensens 26
2.2.2. SUUCLUIE IN GEIMBNY ...ttt b bt se s s e e st b e st ene e e nneneneas 28

2.3. Price Performance—EIectriCity and GaS.........cccceveeeeiiiiciie st 31
2.3.1.  EIECHTCITY PriCES...ccuiiti ettt sttt sttt be s reeae s beeaeestesneeaesreennennens 31
A €= S T SRR 39

3. The Regulatory Framework for ElectriCity and Gas...........ccocvirerineieieeiineneseseseeeeeeeee 44
3.1 ENErgy INAUSEIY ACE.. ..ottt ettt st b e e ae et saeeneere e 44
3.2.  Actagainst Restraints of COMPELITION .........ccooeeiririniie e 48
3.3, ASSOCIAIONS AQIEEIMENTS .....ueeueeiirtietirterteste ettt sr s e e s e bbb sn s e e e e e 48
34. INSHTULTONS ...ttt sttt bbb e st e bt e e e e e e e ens 52

4, Selected Regulation Issues and ReCOMMENELiONS.........ccieiueeieiecieseceere e 53
4.1. The Structure of the SECLOIS........oceeeeee e e 53
4.2. Competition Effects of ACCESS O NEIWOIKS........ccoriiiriirierierieieeeeeese e 56
4.3. Negotiated ACCess Versus REQUIALION...........c.eceeiiieeie e e 58
4.3.1. The German POSITION .......cccoiieirieeesi ettt st e st e eeeseeeneeseeeees 58
4.3.2. Prices, Network Access, Entry and Consumer SWItChing .......ccccevveeerveeeneseeneseeneeees 59
G TG T I 0 L= 1o 0= R 60
4.3.4. Competition Dampening Provisionsin the Associations' Agreements...........cccceeeeeenenee. 61
4.3.5. AreThere Too Many UtilitieSto REQUIALE?............ccoeieriiiciceeeeer s 62
4.3.6. TheEvauation of RegUIGtOry SYSEMS........cceccieiiiieie et e 62
4.3.7.  AnIndependent REQUIGLON .........ccecueiieieieese ettt s resna e 65

© OECD (2004). All rights reserved. 4



4.4.  TheEnforcement of the Act against Restraints of COMPELition ...........c.ccvceierereneneneieennns 68

4.4.1.  ADUSE Of DOMINGNCE........iitiieeeeieiieiesesie sttt st st se e et besaesbesee e e e e e ens 68

T V= (0= £ TP PRSP 70

4.4.3. Review of the ASSOCIatioNS AQrEEMENLS........ccviiriiriirterieeereee et 71

4.4.4. RESOUICES ANU POWENS........coiiiiiiiriiriesiesiesiesie ettt sa e be s bt sae st e e nnenns 71

45, Environmental ObJECLIVES.........cciiiiiiiieiiese ettt st st be e e ne e re e 72
4.6. Regulatory Impact Analysis of “Political” DECISIONS........ccccoeeeeierenerenisesese e 73

5. CONCIUSIONS......eeeieieieieste ettt e st ee st ettt et st esaesseesaesteeneestesseeneesreeseesesneesesseenseseesseensensens 74
Explanation Of ASSOCIAtiONS ACIONYIMIS........cciiiiieiiiieesie e eiteste e steseesresreesae s e eseesbesreessesseessessesnsensessens 76
(@107 = 101017/ 0 1 S TSSO R SR UPTPPPPR SRR 76

© OECD (2004). All rights reserved. 5



ELECTRICITY, GAS, AND PHARMACIES

I ntroduction

Electricity and Gas Sectors

Germany liberalized electricity and gas well beyond the requirements of the European Union
Directives. This resulted in the outbreak of competition in electricity—much less so in gas--with resulting
substantial price falls. Some industrial prices fell up to 50%, though smaller consumers enjoyed only
smaller price drops. Recently, though, prices have been edging upwards, largely due to additional taxes.
This liberalization was done in the context of the national energy objectives, where secure energy supplies,
economic efficiency, and environmental protection are given equal weight. Especialy over the past half-
decade, the sectors have consolidated into concentrated structures. The main form of independent
economic regulation for these sectors is the enforcement of the Act against Restraints of Competition,
although low-voltage €electricity customers, e.g., households, are also safeguarded by price caps enforced
by regulators at the Land level. The notable feature of the German system is negotiated third-party access
to eectricity and gas transmission/distribution infrastructure. This is effected through negotiation—
between the parties desiring and abl e to provide access--within the framework established by Associations
Agreements, private law agreements among various business associations. This is within a tradition of
associations reaching private agreements to implement political objectives under threat of legislation.
Spring 2003 announcements of the expected creation of an independent regulator—who will oversee the
pricing principles established under the Associations' Agreements—could move the systemin the direction
of more economically efficient network access conditions. Recommendations focus on the need for an
independent regulator, with sufficient resources and appropriate powers.

Pharmacies

Pharmacies form just one part of a health care system now undergoing reform and renewal in
Germany. Pharmacists provide a variety of professional services that enable the heath care system as a
whole to work more efficiently, but pharmacies are also commercia businesses. Both pharmacies and
pharmacists are subject to laws and regulation that constrain both professional and commercia activities.
Entry of new pharmacies and pharmacists is relatively liberal in Germany, but business structure is tightly
constrained—only pharmacists may own pharmacies and a pharmacist may own at most one pharmacy in
Germany. A Dutch pharmacy, using the internet and mail-order, has been very successful by filling
prescriptions from German patients, pleasing al so the statutory health insurance funds with its lower prices.
The seeming contradiction between national health care and free movement of goods may soon be resolved
in favour of the single European market, meaning that Germany would have to adapt to the coexistence of
new ways of delivering pharmacy services alongside the traditional ways. Recommendations focus on
business structure and on internet/mail-order pharmacies, but the idea that pharmaceutical pricing reform
would form a part of a comprehensive health reform also present.
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Layout of the Chapter

Reflecting the links between them, this chapter provides an integrated review of the electricity and gas
sectors. The two sectors are linked by the 20% of total gas demand that is used for electricity generation
and heat production, [IEA, 2002a] the substitutability of their products for some customers, and the
spanning of the two sectors by the same utilities. The introduction to the chapter begins with the history of
the two sectors. A recital of the industrial history allows an appreciation of the recent coal escence of these
sectors from a fragmented to a concentrated structure. The history of regulation puts the current regulatory
governance into perspective, as well. The next two parts describe the 1998 legislative changes that were
made to implement the European Union directives on electricity and gas, as well as more recent changesin
the European and German legal framework. The following two sections describe the sectors in economic
terms, and describe the regulatory framework. Finaly, the chapter addresses three key regulatory reform
issues:

» Does the structure of the two sectors, especially its vertical integration, promote effective
competition and economic efficiency?

e Does the structure of regulatory governance, especially the Associations Agreements,
efficiently promote market liberaisation and effective competition?

» Has the application of the Act against Restraints of Competition been sufficient to protect
efficient access to electricity and gas infrastructure and to promote effective competition?

The review of pharmacies will note that pharmacies are just one part of the health system that is
expected to be reformed over the next few years. Despite the heavy regulation that is a necessary
accompaniment to an insurance scheme, the chapter examines where there is scope for allowing greater
freedom, and thus scope for incentives for greater efficiency, in pharmacies. In particular, the chapter
examines:

» Do therestrictions on business structure promote consumer interests?

* Would cross-border trade or mail-order trade alow lower costs, while maintaining high-
quality and safe delivery of medicines?

Electricity and gas

1. An Overview of Reform

German electricity and gas reforms are made in both the national and the European Union context.
The national energy objectives, given equal weight, are secure energy supplies, economic efficiency, and
environmental protection. [BMWi 2002, p. 4] Within these policy goas, Germany seeks to reduce
greenhouse gas (GHG) emissions, is phasing out nuclear power, subsidises domestic coal mining, and
maintains significant coal-based electricity generation. The energy policies of the European Union in
electricity and in gas aim to develop an internal market in both commodities. The directives note that the
establishment of an internal market is particularly important in order to increase efficiency, while
reinforcing security of supply and the competitiveness of the European economy and respecting
environmental protection. These sector-specific objectives are set within the broader Community
objectives of economic and social cohesion and creating an area without internal frontiers for the free
movement of goods, persons, services and capital.

© OECD (2004). All rights reserved. 7



The promotion of renewable energies is an essentia part of Germany's energy policy. The federal
government has set the objective of doubling renewable energies share of overall electricity production by
2010. And after 2010 there will be a push for further significant progressin this area. The stated aim is for
renewables to cover roughly half of the country's energy needs by the middle of the century. The
development of renewable energies still requires specific government support and this will continue to be
true for the foreseeable future. Such assistance includes financial support for R&D in the fied of
renewable energies, the provision of investment incentives to stimulate demand, and statutory provisions
that provide a guaranteed price when such energies are fed into the public grid. This assistance is to
stimulate technical advances and to ensure the cost remains acceptable. In the mid to long term, the
government sees that renewables must become competitive so that they can serve as one of the main
supports on the domestic energy market.

Germany, more so than Europe as a whole, has limited indigenous energy resources. Almost al ail,
80% of natural gas and 43% of hard coal is imported. By contrast, almost all lignite and renewable
energies are domestic. [BMWi 2002] For nuclear fuel, as well, Germany is ultimately dependent on foreign
suppliers. [IEA 20024

Demand in these sectors is expected to grow slowly in Germany. Electricity consumption is expected
to continue to grow at arate slightly below 1% per year, and gas consumption at arate slightly over 1% per
year until 2020.

The adoption of the two European directives on electricity and on gas and the 1998 legislative
changes marked a step change in the legal environment surrounding the sectors. The changes in 2002-4
may prove to be a second step change. While there have been other major changes in these sectors, e.g. as
regards combined heat-and-power (CHP), coal, and nuclear power, the focus of this chapter is on those
reforms aimed at improved economic performance.

11 History to the Mid-1990s

1.11.  Originsand Development

A review of the history of the German gas and electricity sectors allows one to appreciate the current
status of these sectors and the basis for further reform. The German gas and electricity sectors have
coalesced from a fragmented to a concentrated structure, while largely remaining beyond the reach of
economic regulation that has substantially restricted their pricing behaviour. For decades, these sectors
were decentralised and fragmented into several hundred or even thousands of utilities (about 16,000
electricity supply companies in 1936, but only about 1,000 in 1986 [Deregulation Commission 1991, para.
278]), albeit the vast number were local municipal utilities that distributed and supplied to users in their
territories gas or power purchased from the large companies. This pattern reflected the historical origins of
the sectors and the absence of a nationalisation event like those that occurred in many other European
countries.

Technological change enabled electricity to become important in the 20" century even though gas was
the first of these two sectors to develop. The gas sector has its origins in the early 19th century with the
establishment of isolated municipal gas utilities based on town gas. New, private electric companies
challenged these municipa gas utilities, and were seen by the municipalities as threats to the profitability
of the gas business. Eventually, the municipalities took over the electric companies in the large cities. In
the 1920s, technological change in electricity—the development of more efficient long-distance
transmission and cheaper, larger scale generation—prompted structural change, with larger private
generators merging with smaller public utilities to form mixed public-private enterprises, except in the
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larger cities where the vertically integrated municipal utilities persisted. Some of the Lander were active in
organising regiona distribution, and these efforts resulted in a number of the names familiar in the
electricity sector until recently. RWE (Rheinisch-Westfalisches Elektrizitatswerk), which for years was the
largest German electric company, originated in the Ruhr basin and grew rapidly by taking over city
utilities. Its growth was countered by the creation of VEW (Vereinigte Elektrizitatswerke Westfalen) by
other municipalities in the area. The resulting takeover and price war was settled by political intervention
in 1908 to assign exclusive territories to the two utilities. Other territories were assigned to other utilities,
“so that by 1930 the main features of today’s industry structure were in place,” according to a book
published in the mid-1990s. [MUller and Stahl 1996, pp. 279-282]

The gas sector depended on town gas through most of the 20™ century. Ruhrgas, which now
dominates the sector, was established in 1926 to sell town gas based on coke-oven gas. This is a by-
product of the production of iron and steel created when cod is carbonized to produce coke. Among
Ruhrgas's earliest shareholders were steelmakers Krupp, Thyssen and Hoesch, companies that had surplus
coke-oven gas and created Ruhrgas to market it. Ruhrgas marketed town gas to cities and industria users
in the Ruhr and Rhine basins and ultimately expanded to become a supra-regional supplier.

Initially regarded by the oil industry as a waste product, natural gas became valuable only when
combined with atransport infrastructure. The construction of gas pipelines became economic only after the
improvements in metals, welding techniques and pipe-making that were developed during World War 1.
While Ruhrgas had marketed some indigenous natural gas in the mid-1950s, the importation of large
volumes of natura gas from the Netherlands, starting in the mid-1960s, and sale to municipal and regional
gas companies and industria users established Ruhrgas as the pre-eminent gas company throughout
western Germany. Gas sales boomed in the 1970s and 1980s. The sale of natural gas through long-term
contracts was aready established in this period, fundamentally as away to overcome a*“hold-up problem:”
the development of the gas production and transport infrastructure required large sunk investments and the
use of natural gas required usersto sink investments in conversions from other fuels.

Thelink between Ruhrgas and Russian gas began in the 1970s. [Ruhrgas] As part of Chancellor Willy
Brandt's Ostpolitik or “Opening to the East,” the legendary "gas-for-pipes’ deal was signed in 1970
between Mannesmann (pipes for drilling and transport), the USSR (gas), and a consortium of banks led by
Deutsche Bank (financing). In the late 1970s, 60% of Mannesmann’s entire production of large diameter
pipes (which are used to transport natural gas) were exported to the USSR. [Office of Technology
Assessment 1981] The Russian gas exports to Germany enabled by the 1970 deal began in 1973. In 1977,
Ruhrgas began to take deliveries of Norwegian natural gas. Thus, the current pattern of imports by long-
term contracts from the Netherlands, Russia, and Norway was established a quarter-century ago. After the
Berlin Wall fell, eastern German households, who had been receiving town gas generated from hard coal
and lignite, were switched over to natural gas.

1.12. Lega Environment

Neither the electricity nor the gas sector has been subject to intrusive government regulation. Until
1998, agreements in these sectors were exempt from the competition law, the regulatory structure under the
1935 Act of the Reich to Promote the Energy Industry, which later became the federal Energy Industry
Act, imposed maximum price controls only on electricity sold to small consumers, and the structure of
ownership and local government involvement in the sectors discouraged intrusive regulation. This pattern
of government control was complemented by various agreements amongst industry actors to implement
political objectives, such as continuing the use of domestic coal to generate electricity.

© OECD (2004). All rights reserved. 9



The cartel law exemptions, now abolished, allowed a number of types of anticompetitive agreements
among electricity and gas utilities. Section 103(1)(1) exempted the various demarcation agreements
(Demarkationsvertrag, agreements to divide markets on a territorial basis). Section 103(1)(2) exempted
long-term concessions (Konzessionsvertrag) between municipa governments and utilities that gave the
latter exclusive rights to construct and maintain distribution systems to supply electricity. Section
103(1)(3) exempted resale price maintenance agreements by which distribution/supply companies agreed
to supply consumers at prices or terms not less favourable than those at which the upstream company
supplied to its own direct customers. Section 103(1)(4) exempted interconnection agreements that
restricted access to transmission lines and defined supply areas, supply conditions and prices. Neverthel ess,
these agreements were subject to abuse supervision by the cartel authority. * The cartel authority could
order the utilities to cease and desist or to amend the offending agreement, or it could declare the
agreement null and void. It was not until the 1990s, however, that the Bundeskartellamt, “decided to put its
powers to the test by making initiatives against allegedly abusive practices in the energy supply industry
that had not been challenged previously.” [Cross, pp. 141-145, in places citing the Deregulation
Commission Report, pp. 194, 214-215]

The 1935 federa energy law provided the regulatory structure for eectricity. (Gas has not been
subject to comparable economic regulation.) The law’s explicit objective was to prevent economic harm
due to competition, and it encouraged cooperation among the electric utilities. Utilities were assigned
exclusive territories. Consumers were divided into two groups, households and small businesses in the first
group and electric distributors and large final consumers as “ special customers’ in the second group. The
market for sales to the latter group was virtually unregulated. The federa and Lander governments
oversaw investment, communities regulated access to rights of way, and Lander regulated prices to small
customers. Entry by new generators was discouraged. [Miller and Stahl 1996, pp. 296-7]

Prices to small consumers were regulated on a rate-of-return principle, in the form of a price cap,
under a federal ordinance (Federa Tariff Code). Regulation by the Lander was never uniform, with
differencesin inter alia asset valuation, alowed rates of return, and which costs were included in the rate
base. [Miller and Stahl 1996, pp. 294-300] The Lander were responsible for electricity tariff regulation,
but “the intermeshing of public (ownership) and private (business) interests ensured that the Lander
regulatory oversight never constituted a threat to the flow of monopolistic profits.” [Eberlein 2001] Even
today, there are only ten persons in the Decision Unit of the Bundeskartellamt devoted to the electricity
sector (excluding mergers) and at most one or two persons in each of the cartel officesin the Lander.

The communitiesin Germany play an important role in public utilities. Article 28(2) of the Basic Law
guarantees Gemeinden (municipalities) "the right to regulate on their own responsibility all the affairs of
the local community within the limits set by law." Under this broad statement of competence, loca
governments can justify a wide range of activities. In particular, local governments usually provide basic
public utilities, such as gas and electricity, as well as public transportation. In fact, most municipal utilities
are multi-utilities supplying electricity, gas, water, sewage, and waste management. Of the about one-
thousand municipal utilities, 600 supply electricity and 500 supply gas.

Because the communities exercise control over right-of-way, they have substantial bargaining power
vis-a-vis the electric companies. The communities decide whether to provide these services themselves. If
a community chose to license a private provider then the community issued an exclusive concession,
usually for 25 to 50 years, providing access to the rights-of-way and, in return, service to the community
and sometimes sizeable concession payments. [MUller and Stahl 1996, p. 297] Concession fees generate
more than € 3bn per year for municipalities. [Dresdner Kleinwort Wasserstein Research 2002] The length
of the concessions was criticised by the Monopoly Commission in 1976, which pointed out that there was
no competition for these concessions. [ibid., p. 301] A 1990 amendment to the antitrust law introduced a
limit of 20 years on the term of these concessions, and provided specia transitory rules for concession
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contracts concluded before the entry into force of the amendment. It also required demarcation agreements
to, essentially, give way when concession agreements end, so as not to impede competition for
concessions. The communities renegotiated the concession fees to the maximum level, and in the event,
only avery few franchises have changed hands, mostly by the communities taking over the utility from the
private firms. [ibid., p. 307-8] The municipalities generate income from the utilities to subsidise other
municipal services.

The current Associations Agreements in electricity and gas (see below) are within a tradition of
associations reaching private agreements to implement political objectives under threat of legidation. The
Jahrhundertvertrag (“century agreements’) are an example. These agreements, reached in 1977, governed
the sale of hard coa to German electricity generators and contained extensive rules on state aid, imports
and procurement obligations. They ensured continued coal mining in Germany funded by German
electricity consumers. One agreement was between the Association of the German Coal-mining Industry
(GVSt) and the Association of German Electricity Supply Companies (VDEW, Vereinigung Deutscher
Elektrizitatswerke). A parallel agreement was between the German coal industry and the Association of
Industria Producers of Electricity (VIK, Vereinigung Industrielle Kraftwirtschaft). “These were signed
under pressure from the federal government, which threatened legidation if a voluntary agreement was not
reached.” [Cross, p. 130] (This system changed under the March 1997 Kohlekompromiss (coa
compromise), a political agreement among the federal government, the coal-producing L&nder, the coal
industry and the unions.)

Three more recent examples of agreements between Government and the private sector relate to
preserving lignite mining, meeting the Kyoto Protocol commitments, and phasing out nuclear power.

e In February 2002, the German government reached agreement with the new owners of the
eastern German electricity industry (VEAG), Vattenfall, that at least 50 TWh of electricity
shall be produced annually by VEAG's lignite-fired power stations until 31 December 2008.
This safeguards the future of eastern Germany's lignite production and its use for eectricity
generation in the liberaised electricity market.

e On 9 November 2000, German industry, as represented by BDI, BGW, VDEW and VIK?,
and the Federal Government concluded a voluntary-commitment agreement to reduce
greenhouse gases. Accordingly, a 28 % reduction of carbon dioxide emissions is to be
achieved by 2005, and by 2012 a 35 % lowering of emissions of the greenhouse gases named
in the Kyoto Protocol (each relative to 1990 levels). Supplementary to the agreement, on 25
June 2001, the energy industry committed itself to reducing annual carbon dioxide emissions
by 2010 by 45 million tonnes; at least 23 million tonnes of that amount are to be reduced by
retaining, modernising, and adding on to cogeneration units.

e On 11 June 2001, the Federal Government and the operators of nuclear power stations signed
the agreement that will serve as the basis for the phasing out of the use of nuclear energy in
Germany.
In sum, it is within the German politica tradition to seek and use agreements between Government
and industry, or associations of industry, in lieu of more formal arrangements.

1.1.3.  TheDeregulation Commission

The Deregulation Commission was an independent commission of experts, given a mandate by the
Federal Government in 1987 to examine prevailing regulations of economic activities and to make
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recommendations for the reduction of regulations which are inimical to market forces. It delivered its
report, Markto6ffnung und Wettbewerb (“Opening of Markets and Competition”) in 1991. The report
examined a wide range of the German economy, and provided both general guidance (see the Guideines
for Deregulation below) and specific recommendations for inter alia the electricity sector. Gas was not
reviewed.

Box 1. The Deregulation Commission’s Guidelines for Deregulation
“34. ...The following principles should apply when each individual regulation is examined:

“Firstly, a special regulation is to be abolished or modified if not every part of it is justified...by a market failure, a failure
in competition,...or that it regularly effects a reduction in the costs of economic transactions.

“Secondly, a special regulation is to be abolished or modified if the purpose of the regulation clearly does not justify the
costs.

“Thirdly, a special regulation which restricts or excludes competition is to be replaced by one that does not restrict
competition, or does so to a lesser extent, if this would fulfil the regulatory purpose just as well. The other costs must
be taken into account.

“

“38. The positive effects of justified deregulation are generally an increase in the number rewarding and useful
economic transactions, cheaper ways of supplying goods and services and a release of creativity. In most cases the
decisive step that leads to such effects is opening to or increasing competition.

39. If barriers to market access are lowered, outsiders will take the chance to compete with established companies for
market shares and the established companies will try to resist the pressure of competition by rationalisation and
innovation. Costs and prices will fall, or they will at least rise less than on regulated markets. The supply of goods and
services becomes more varied and more attractive.

Source: Deregulation Commission 1991

While the Deregulation Commission made specific recommendations for reform of the electricity
sector, it did not hold out much hope for the reform.

“Despite the utterly inadequate reasons given for the regulation from a systematic point of view,
despite the disadvantages to the economy as a whole which the regulation of the electricity industry
causes, and despite the repeated attempts at reform, a change in German electricity policy is not in
sight. It is prevented by a firmly established power cartel held together by widely branching interests.
It includes: the municipalities as recipients of concession fees and as owners of supply companies,
most of the electricity producing and distributing companies and their shareholders — many of whom
are the municipalities-, firms supplying the eectricity industry, particularly power station
construction firms and coa mining companies, their employees and the trade unions, the customers
who are on specia rates and their advocates in local politics, the state institutions with their
bureaucracies, who are entrusted with the technical inspection of the supply companies, the loss-
making sectors of the cross-association companies which, like loca public transport, are subsidised
with the profits from the electricity industry, the Federal Lander, which block reforms mainly on
regional and socia policy grounds, and last not least the many politicians who see their interests in
offices and supervisory bodies as linked to the established electricity industry.” [Deregulation
Commission 1991, para. 316]
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Box 2. The Deregulation Commission’s Electricity Sector Recommendations

“351. Achieving the objective of reliable and at the same time reasonably priced supplies of electricity better than
before means first and foremost creating the conditions for competition. The need is both to abolish regulations that
restrict competition—deregulation—and to change state intervention—reregulation. The latter is needed where
competition alone cannot produce satisfactory market results, where supplies cannot be reliably ensured without
additional measures or where the protection against abuse of market power would remain insufficient, but where a
form or regulation that is in conformity with competition can be found.

“

“Proposal 43: To forbid agreements that restrict competition between electricity supply companies in the form of
demarcation agreements and interconnection agreements and the exclusivity clause in concession agreements
between supply companies and municipalities. The relevant Sections 103, Para. 1 and 103 (a) of the Act Against
Restraints of Competition should be deleted.

“Proposal 44: To make the operators of electricity networks subject to a general obligation to transmit electricity. The
maintenance of high voltage networks should in future be an independent service which should include the guarantee
of network stability.”

Under this proposal, the Deregulation Commission recommended that the high-voltage network go into a separate
state enterprise or a state-controlled private company. “The best solution would no doubt be a company in which all the
parties needing to use the network were shareholders...” [para. 359]

“Proposal 45: To offer by tender a license to supply tariff customers with electricity through the local low voltage
network for a limited period of time. The monopoly right granted under the licence would necessitate state supervision
to prevent abuse.” The Deregulation Commission said that the tender would have to be obligatory, since “Otherwise
there would be an incentive for all municipalities that rated handsome profits more highly than low-price supplies to
their citizens to act as suppliers themselves.” [para. 361]

“Proposal 46: To introduce one-part and load-dependent electricity prices for tariff customers.”

“Proposal 47: Gradually to abolish concession fees. The obligation for supply companies for the cost of using routes
would not be affected.”

Source: Deregulation Commission 1991

The Deregulation Commission perhaps foretold the future, at least with respect to the electricity
sector. Of these five proposals it made for the electricity sector, only Proposal 43 was implemented. The
liberalisation of consumersis an analogue of Proposal 45, though which mechanism would make demand
more price sensitive, and thus better discipline suppliers with market power, is unclear.

12 The European Directives and 1998 Legidative Changes

In the mid-1990s, the regulatory environment in Europe and in Germany changed. The European
Union adopted two directives, on electricity in 1996 and on natural gas in 1998 These established
minimum standards for the regulation and structure of the respective sectors in the Member States. In 1998
Germany amended the federal Energy Industry Law and the competition law to implement the directives.
(There is some dispute whether the implementation is complete.)
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The European directives established minimum standards to try and establish an internal market in the
respective sectors. It is not necessary to rehearse their well-known provisions here, but simply to highlight
those relevant to the focus of this chapter.

Box 3. The European Directives on Electricity and Gas

Selected Provisions

The electricity and gas directives:

¢ Establish a timetable for removing legal restrictions on larger consumers choosing their energy suppliers (Art 19
Electricity, Art 18 Gas)

* Require all electricity undertakings and natural gas undertakings to produce audited accounts and either publish
them or make them publicly available (Art 14(2) Electricity, Art 13(2) Gas)

* Require “accounting unbundling” of the monopoly and the potentially competitive parts of vertically integrated
companies (Art 14(3) Electricity, Article 13(3) Gas)

* Require that access to the monopoly parts of the sectors be objective, transparent and non-discriminatory (Arts 8,
16 Electricity) or at least non-discriminatory (Art 7 Gas) and with the objectives of fair and open access, achieving a
competitive market in natural gas and avoiding any abuse of a dominant position (Art 23(2) Gas)

* Allow Member States to choose between independent regulation and negotiation on the terms and conditions of
access (Art 16 Electricity, Art 14 Gas)

* Restrict legal barriers to entry into generation (Arts 4-6 Electricity) or natural gas facilities (Arts 4-5 Gas)

* Require the designation of Transmission System Operators with certain powers and obligations, including
independent management from other businesses (Art 7 Electricity)

The gas directive:

* Makes provision for the long-term take-or-pay natural gas contracts in that a utility could apply for a temporary
derogation if it “encounters or considers it would encounter serious economic and financial difficulties because of
its commitments accepted in one or more gas purchase contracts.” (Art 25 Gas)

* Provides bases for refusal to grant access to natural gas infrastructure (lack of capacity, granting access would
prevent the utility from carrying out assigned public-service obligations, or the utility would suffer serious economic
and financial difficulties with take-or-pay contracts), but require substantiated reasons to be provided. If the basis of
the refusal is lack of capacity or connection, and it is economical or a potential customer is willing to pay, then the
Member States may take measures to ensure that the refusing undertaking makes the necessary enhancements.
(Art 17 Gas)

* Instructs that, “Member States shall create appropriate and efficient mechanisms for regulation, control and
transparency so as to avoid any abuse of a dominant position, in particular to the detriment of consumers, and any
predatory behaviour. These mechanisms shall take account of the provisions of the Treaty, and in particular Article
86 thereof.” (Art 22 Gas)

New directives in these sectors were adopted to address some of the competition problems that have
arisen in the markets over the past few years. Box 4 provides a summary of some of the major changes.

The German energy law was amended in 1998 to provide a fundamentally new legal framework for
electricity and gas and to implement the European Union electricity directive. The gas directive had not
been adopted at that time, but was foreseeable and therefore at least considered in the German legislative
process. The amendment had the following main results (see below for a more detailed discussion):
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* Remove legal monopolies for the supply of electricity and gas for all consumers, regardless
of size.

» Eliminate the exemption from the competition law of anti-competitive agreements within the
sectors, including the ending of exclusive supply territories.

« Eliminate special licensing requirements for electricity generation (except those for nuclear
generation), and minimize licensing requirements for supplying third-parties.

* Retain the obligations of “general suppliers’ to connect and supply consumers in low-voltage
and low-pressure areas.

* Retain maximum price regulation for small electricity consumers, applying the federa rate
schedule methodol ogy for calculating a cost-based price cap.

« Retain the government's standardization of electricity and gas supply agreements for small
consumers.

* Require electricity companies to separate the accounting for their different activities
(production, transmission, distribution), and to separately manage electricity transmission,
retain the responsibility of the Lander energy authorities to apply the Energy Industry Act,
but did not introduce additional regulatory oversight over the accounts.

« Retain negotiation, rather than regulation by an independent regulatory authority, on access
terms and pricesto electricity transmission and distribution.

* Introduce the right of third-parties to non-discriminatory access to electricity transmission
and distribution.

Agreements among associations of gas suppliers, electricity suppliers, and business users were signed,
with government encouragement, to provide a framework to facilitate reaching of negotiated, legally-
binding third-party access agreements between individual suppliers and users. These framework
agreements are the so-called Associations Agreements (AAs or Verbéndevereinbarung). The latest
amendment to the Energy Industry Act (expected April 2003) has introduced important changes, described
below.

The 1998 amendment and the Associations' Agreements had implications for ingtitutions. First, a
Task Force dealing with problems of third party access to the grid was established at the Federal Ministry
of Economics and Labour. However, this was aimed more at disputes where one party is a small consumer,
rather than disputes between energy companies. Together with relevant associations it created a best-
practice catalogue and worked at dispute settlement. Second, the crucial issue of network access of
competitors to electric wires or gas pipelines was entrusted to self-regulation through agreements among
associations of energy companies and of businesses, but controlled by the Bundeskartellamt within
procedures against the abuse of a dominant position. The most important abuse cases the Bundeskartellamt
deals with concern excessive fees for network use. These arrangements aimed to fulfil the obligations in
the European directives to establish a dispute settlement body, independent of the parties. Third, the
Bundeskartellamt created a decision unit and increased the number of personnel to deal with competition
issuesin the electricity sector, and is expected to establish a corresponding decision unit for the gas sector.
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The 1998 Energy Industry Act amendment also requires the Federal Ministry of Economics and
Labour to report to the Bundestag in 2003 about the experience with the impact on competition of the rules
on negotiated access to the system and alternative access to this system. Once this experience and the
relevant Court rulings have been evaluated, a decision shall be taken as to whether, in order to achieve the
overall policy objectives of secure, low-cost and environmentally compatible electricity and gas, and to
ensure effective competition, changes are needed to the rules on access to the system. At the end of August
2003, the Ministry of Economics and Labour sent a report to parliament where it announced the
introduction of a new regulatory framework and the proposed nomination of RegTP as regulatory authority
for electricity and gas by July 2004.

The competition law was amended to eliminate the exemption of agreements in the electricity sector,
and to include an “essential infrastructure facilities” provision at Section 19.

One other important change in the regulatory environment resulted from a court decision. The
Dusseldorf Higher Regional Court, in its decision in May 2002 regarding RWE regional energy supplier
Energie Sachsen Brandenburg AG (WuW DE-R 914 "Netznutungsentgelte"), expressly confirmed that the
Bundeskartellamt may also apply a cost basis, in addition to the comparable market basis, in determining
whether prices were abusive. This was considered by the competition authorities to improve significantly
their instruments of investigation and establishing evidence.

In summary, the gas and electricity sectors began as fragmented, municipally and privately owned,
and not subject to intrusive government regulation. Instead, agreements between government and industry
have been used to implement political objectives. The European single market objective, which electricity
and gas liberalisation supports, changed the German environment by increasing the economic choices of
consumers and new market participants. But this new environment prompted responses by the incumbents,
responses which are the subject of the next section.

13 Market-Initiated Restructuring

Profound changes in the structure of the sector followed the changes in the European and German
regulatory environment. In Germany, there have been more than 400 mergers, instances of cooperation or
takeovers. [Platts] The nine vertically integrated German electric utilities have merged to four. The high-
water mark of this merger wave was 2000, with the near simultaneous mergers of four large electric
utilities into two (E.ON from VEBA-VIAG, RWE from RWE-VEW). The approvals of these mergers by,
respectively, the European Commission and Bundeskartellamt, were conditioned on the parties disposing
of certain holdings in the electric sector. These disposals were intended inter alia to reduce cross-
shareholdings and to form part of a “third force” in the east, that is, athird large vertically integrated utility
to exert competitive pressure on E.ON and RWE. This third force was formed in 2001 out of Bewag AG,
Berlin (Bewag), Hamburgische Electricitats-Werke AG, Hamburg, (HEW) and VEAG.* The third force is
now owned by Vattenfall, the Swedish state-owned utility. The fourth largest electric utility in Germany is
Energie Baden-Wirttemberg AG (EnBW). Electricité de France (EdF) bought 25.1% of EnBW in 1999, a
stake now grown to a controlling 34.5%.
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Tablel. Sharesof Generation in Germany, Pre- and Post M er ger

TWh Pre-merger (%) Post-merger (%)
VEBA }E.ON 89.93 18.77 }128.74
VIAG 47.74 9.97
RWE } RWE 138.63 28.94 }37.27
VEW 39.89 8.33
EnBW 41.21 8.60 8.60
HEW } Vattenfall 12.31 2.57 } 15.03
BEWAG 10.21 2.13
VEAG 49.50 10.33
Others 49.60 10.36 10.36
Total 479.00 100.00 100.00

Source: Reproduced from Table 1 of Brunekreeft 2001, based upon Europdische Kommission, 2000,
Entscheidung der Kommission vom 13.06.2000 zur Vereinbarkeit eines Zusammenschlusses mit dem
Gemeinsamen Markt und mit dem EWR-Abkommen., COMP/M.1673-VEBA/VIAG, Europaische Kommission,
Brussels, 2000, p. 23 and Brunekreeft’s own calculation.

The horizontal consolidation and purchases by large, foreign state-owned utilities was accompanied
by the grid-owning incumbents purchasing stakes in municipa utilities (Sadtwerke) in their traditional
regions. In the first 18 months after liberalisation, the VDEW had registered 50 instances of cooperation
involving 400 companies, and 15 mergers involving 40 companies. [Eberlein 2001 quoting Handel sbl att,
22 August 2000] While many of these transactions involve less than 20% of the shares, i.e., below the
threshold at which the Bundeskartellamt formerly took notice (this has since changed; see below),
nevertheless the Bundeskartellamt estimated in February 2002 that 40 of the 60 acquisitions of the large
vertically-integrated utilities in the éectricity sector since 1 January 2000 involved RWE or E.ON.
[Bundeskartellamt 2002a]

In sum, there have been three main trends in the structure of ownership of the electricity sector:
horizontal consolidation of the large vertically-integrated utilities, purchase of some of the larger
vertically-integrated utilities by large foreign utilities, and vertical consolidation of the municipa
Sadwerke into the incumbent in whose traditional region the Stadtwerke is located. These mergers,
combined with discounting and prolonging exclusive agreements, form part of companies post-
liberalisation strategy to defend the positions they held pre-liberalisation. The merger trends have resulted
in a highly concentrated electricity sector, despite the large numbers of distinct lega entities. If the
regional structure of the electricity sector—RWE in the northwest, EnBW in the southwest, E.ON in a
north-south strip in the middle of the country, and Vattenfall in the new Lander, Hamburg and Berlin—is
taken into account, then the structure approaches de facto regional vertically integrated monopolies.” “As
has been the case in so many other countries, it appears that a balance between different policy aims has
been struck. Retaining "sufficient" competition on the one hand and allowing the creation of "globa
players' on the other hand.” [Brunekreeft, p. 11]

The gas sector had less scope for horizontal consolidation. Instead, the consolidation was vertical and
across energies. Over the past few years, Ruhrgas, E.ON and RWE gained substantial holdings in regiona
and municipal gas companies. Ruhrgas has minority interests in 8 regional and 15 local distribution
companies. E.ON’s gas subsidiary Thuega has interests in over 120 German municipa utilities, and its
subsidiary Heingas has a similar breadth of holdings in local gas companies. RWE through its gas
subsidiary Thyssengas has a network of regional and local distribution companies. VNG has also
integrated downstream. In addition, Italian gas giant ENI bought, with EnBW, gas distributor
Gasversorgung Suddeutschland (GVS). E.ON bought Ruhrgas in 2003 (discussed below). The entry of
Wingas as a competitor to Ruhrgas in the early 1990s was the primary counter-consolidation event.
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The upstream integration has also been substantial. Ruhrgas bought, with GDF and Gazprom, the
Slovak pipeline owner.® Ruhrgas has aso, as noted earlier, bought 6.5% of Gazprom. RWE bought
Transgas, the Czech gas monopoly.

In the course of the restructuring of the electricity and gas sectors, employment in the sector has been
reduced by 40,000.

14. Legal Changesin 2002-2003

The two years 2002-2003 saw two significant changes in the legal framework. The first was the
adoption of the new European directives on electricity and gas and the second was the adoption of
amendments to the Energy Industry Law and Act against Restraints of Competition. The Energy Industry
Law is expected to be further amended in 2004 to implement the directives. The main features of the new
directives relevant to this chapter are described in Box 4. The amendments to the German laws had two
parts. First, it made the Bundeskartellamt's decisions immediately enforceable. The second major change
dealt with the treatment of the Associations Agreements. In the deliberations of the amendment, the
energy industry side cdled for the “juridification” of the AAs, i.e., the presumption in the law that, if the
Associations' Agreements on third-party access for electricity and natural gas networks are observed, then
good practice conditions would be considered fulfilled (until 31 December 2003). However, the law, as
adopted by parliament, only presumes good practice unless effective competition is hindered by the
application of the AA rules. Competition law remains fully applicable. Thus, access conditions can be
considered to be abusive under the competition act; the legal presumption is changed. At the same time, the
Dusseldorf Court of Apped in its decisions “ Stadtwerke Mainz’ and “HEAG” interprets the new law in a
way that the “presumption of good practice” in favour of the Associations Agreements almost completely
precludes the enforcement of the abuse control provisions of the competition law. In the light of this,
juridification of the Agreements may be an uncertain step for competition. Further changes are underway
in the light of the latest EU directives. At the end of August 2003, the Ministry of Economics and Labour
sent a report to parliament where it announced the introduction of a new regulatory framework and the
proposed nomination of RegTP as regulatory authority for el ectricity and gas by July 2004.

Box 4. The New Directives on Electricity and Gas

The new EU directives on electricity and gas entered into force on 8 August 2003. These directives, Directive
2003/54/EC of the European Parliament and of the Council of 26 June 2003 and Directive 2003/55/EC of the European
Parliament and of the Council Concerning common Rules for the Internal Market in Natural Gas and Repealing
Directive 98/30/EC, 26.6.2003, respectively, mark further progress toward electricity and gas market liberalisation in
Europe. They include general rules regarding public service obligations, universal service, customer protection, and
monitoring security of supply, and set deadlines for liberalisation of all customers (1 July 2004 for commercial
customers and 1 July 2007 for household customers). Of particular interest here is the strengthening of the rules
regarding unbundling, regulatory bodies, and third-party access.

The separation of system operators is reinforced and separate accounts for supply activities are now required. System
operators in electricity and gas, for both transmission and distribution, must be independent in legal form, organisation,
and decision-making from activities not related to transmission or distribution, respectively. (Member states may decide
not to apply this to distribution systems with fewer than 100,000 customers.) This contrasts with silence on the point in
the earlier gas directive, and “management independence” in the earlier electricity directive. Under the new rules,
separate accounts must now be kept for supply to “eligible” (free-to-choose) customers and to ineligible customers, for
electricity and gas, and for LNG (liquefied natural gas) activities. This cumulates with the earlier directives’
requirements to separate accounts for generation, transmission and distribution for electricity companies, and for
transmission, distribution and storage activities, for gas companies.

The new rules require that one or more regulatory authorities, meeting certain minimum requirements, be established
in each Member State.

© OECD (2004). All rights reserved. 18




* They must be wholly independent from the interests of the electricity or gas industry, respectively.

* They must be responsible for at least ensuring non-discrimination, effective competition and the efficient
functioning of the market.

* They must at least monitor: rules and allocations related to interconnections and congestion, timeliness of
response to requests for network access and repair, publication of information, effectiveness of accounting
separation to ensure no cross-subsidies, and access conditions to those activities they do not regulate, e.g., new
network connections and gas storage.

* They must have the competence to fix or approve the tariffs or, at least, the methodologies underlying the
calculations of tariffs, before they enter into force, of transmission and distribution for electricity and gas, and of
access to LNG facilities. (Member States may also require the regulatory authorities to submit the tariffs or
methodologies for formal decision to the relevant body in the Member State.)

* They must have the power to order, if necessary, companies to modify their access terms to ensure that the terms
are proportionate and applied in a non-discriminatory manner.

This contrasts with the earlier directives that required the Member States to create “appropriate and efficient
mechanisms for regulation, control and transparency so as to avoid any abuse of a dominant position, in particular to
the detriment of consumers, and any predatory behaviour.” Where access was negotiated (Germany) only “an
indicative range of prices for use of the transmission and distribution systems” had to be published for electricity, and
the “main commercial conditions for the use of the system” had to be published for gas.

Third party access changes fundamentally under the new rules. The responsibilities of the regulatory authority (or
authorities) combined with its powers over access tariffs mean that the regulatory authority cannot approve tariffs that,
e.g., provide subsidies to incumbents or that constitute unnecessary barriers to entry, since the first would be
discriminatory and the second would hinder effective competition and the efficient functioning of the market.
Negotiation does not necessarily go away entirely, for two reasons. First, the inputs into the approved tariff-calculating
methodologies could in principle be negotiated. Second, the approved tariff-calculating methodologies do not
necessarily yield a single value.

2. Description of the Electricity and Gas Sectors

2.1. Electricity

21.1. Generation

In 2003, nuclear, lignite and hard coa dominated the electricity production in Germany. Domestic
production totalled 494 TWh, according to preliminary estimates. Net exports were about 1 percent, though
on a multiyear basis average about nil. Nuclear and coal provide baseload generation. Gross domestic
production capacity totalled 120856 MW.
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Figure 1. Net electricity production in Germany in 2003
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Source: VDEW 2004a.

Generation in Germany is highly concentrated, and approaches a structure of de facto regional
vertically integrated monopolies. In 2002 two utilities, E.ON and RWE, produced more than 60% of total
generation, and the largest four utilities produced more than 80%. About 10% of electricity is generated by
regional utilities, which are largely at least partly integrated with the large utilities. About 14% of
generating capacity is owned by autoproducers. The regionalisation is marked: Distribution territories of
the big utilities are not interspersed and most power is taken out of the system less than 70 km from where
it was put in. [Pérez-Arriaga et al 2002, p. 70]

Concentration is often used as afirst indication of market power, i.e., the ability to sustain price above
long-term marginal cost. However, measuring concentration in generation as a whole is not a particularly
useful first indication of market power. In fact, the wide variety of supply and demand conditions that
appear over time mean that there is no single electric power market for a given area. Instead, more
important than overall concentration in ng market power is the concentration in various segments of
the supply curve. The data on concentration in generation in various segments of the supply curve seems
not to be publicly available for Germany. If this data were available, then it would probably show greater
concentration along the supply curve. Thisis because much of the generation that is not supplied by the big
four utilities is supplied by those for whom electricity is a by-product--autoproducers and CHP—which
tends to only rarely, if at all, be marginal, price-setting generation. In almost every electricity market
studied, there is little potential for market power during the low demand periods. But in many electricity
markets, there is significant potential for market power during peak periods. This is due to the exhaustion
of generation (and, in many markets, transmission) capacity by potential competitors, leaving the price-
setting part of the market—the capacity that is at the margin during peak periods—to just a few dominant
firms. [Borenstein, Bushnell, and Knittle 1998] In sum, even the high concentration shown in Table 2
below probably understates the market power concernsin German electricity generation.
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Table 2. Generation and Capacity in Germany in 2000

Electricity Producers Net Output 2000 Installed Capacities 2000
(national share) (national share)
RWE 34% 26%
E.ON 27% 28%
VEAG 12% 10%
EnBW 6% 7%
4-Firm Concentration 79% 71%

Source: VDEW

While net exports were about one percent, imports totalled about 46 TWh and exports about 54 TWh
in 2003. Both imports and exports have been growing over the past decade.

Electricity markets do not often coincide with national territories. Hence, it is not straightforward to
compare the concentration of generation markets to supply users located in Germany with concentration
elsawhere. Generation in England and Wales is substantially less concentrated, as Chart 4 shows. On the
other hand, generation in France is more concentrated. Table 3 shows the three-firm concentration ratios
for generation in European Union Member States. Interpretation should take account of the small size,
relative to minimum efficient scale of a generating company, of demand in some countries and the
different levels of integration with other countries.

Figure 2. Generation Capacity in England and Wales (Non-Nuclear)

(based on capacities in 2000 but reflecting sales through 2001)
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Table 3. Three-Firm Concentration Ratios in European Union Countries

Companies with at Top 3 share (% Installed capacity

least 5% share of installed capacity) (GW)

installed capacity 2001 data

(2001 data)

Germany 4 72% 109
France 1 95% 112
UK 6 40% 80
Italy 5 80% 80
Spain 4 82% 56
Sweden 3 79% 27
Netherlands 4 67% 20
Austria 5 63% 17
Finland 4 44% 14
Belgium 2 95% 16
Denmark 2 76% 8
Portugal 3 82% 11
Greece 1 97% 10
Ireland 2 95% 5
Luxembourg n.a. n.a. 1.2

Source: European Commission 2004a, Table 3, p. 17, citing Eurostat: Competition Indicators in
Electricity Market, ETSO, UCTE, and survey responses.

2.1.1.1. Entry

Incumbent generators are building new capacity but are withdrawing alarger quantity of old capacity.
In 2000, about 4 GW of capacity was under construction. About 1.8 GW was lignite-fired, constructed
pursuant to an agreement to ensure lignite production and use. The rest was equally divided between gas
and hydropower. Also, a pumped storage facility (1,056 MW) came on line in 2002. Meanwhile, older
generation capacity is being withdrawn—4.9 GW by E.ON mostly in 2000-2001 and 5.0 GW by RWE
over 2000-2004. [E.ON 2001 and RWE 2001]

Looking forward, the German government estimates that total generation capacity will increase from
121 GW at the end of 2000 to 130 GW by 2010. About two-thirds of the increase is expected to be coal-
fired capacity and one third gas-fired capacity. New capacity based on renewables is estimated at 0.9 GW.
Looking yet further ahead, the phase-out of nuclear power, now accounting for 30% of total generation and
half of baseload generation, implies a need for replacement generating capacity. According to the plan,
nuclear power stations with annual electricity generation of about 8 TWh will cease operations by 2005, an
additional 19 TWh between 2006 and 2010, 87 TWh between 2011 and 2020, and the remaining annual
production, 46 TWh, will cease by 2025, at the latest. [|[EA 2002a]

Despite the 1998 legidative changes that liberalised generation, there have been no new entrants of
significant scale to date. (Small scale entry, e.g., of wind generators, has occurred.) Typicaly, in other
liberalised countries, new generation entrants who, necessarily in developed countries, are independent
power producers (IPPs), rely on CCGT (combined-cycle gas turbines). Gas, then, is an essential input for
IPPs. Two new potential entrants into generation, Fortum and Dynergy, withdrew in 2001 after developing
advanced IPP plans, both citing problems with gas supply contracts and high gas prices as major
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contributing factors to their withdrawal. Entry by IPPs is also discouraged by the special tax of about
€0.184/kWhtherm on natural gas, including gas used for electricity generation. Exemption from this tax
under the Mineral Oil Taxation Act (Mineraldlsteuergesetz) is only available to CCGT generating plants
that come on stream before 1 April 2007 (subject to the final decision of the European Commission
concerning state aid) and that meet athermal efficiency threshold. According to a survey of market players
by the European Commission, the problems raised most frequently, in order of importance, were level of
unbundling, insufficient regulation and delays in handling complaints, problems related to cross-border
transmission and the level of network access tariffs. [IEA 2002a] New entrants would find these to be even
greater difficulties than do the market participants.

Concord Power, sometimes identified as a new entrant, would be the first to build a “ utility-sized”
CCGT plant (1200 MW) at Lubmin, which meets the mineral oil tax exemption requirements, and plans to
build a 250 km gas pipeline to feed it. [Liebe-D6czy 2002a, p. 5; Concord Power 2000] However, the
entity was founded by a Vattenfall subsidiary and is now also owned, in part, by EnBW and E.ON. Thus,
Concord Power does not face the same difficulties as a new entrant would face, nor will it provide the
competitive force that a new entrant would have provided.

There has been small entry by generators powered by wind, combustible renewables and waste, and
solar energy. Wind, by far the largest of these, accounted for 2.8% of electricity generated in 2002. Each of
these technologies generates electricity independent of market conditions. Thus, these types of generators
cannot behave strategically. In strategic terms, these types of generators simply shift the demand faced by
strategic players. Thus, entry or expansion of these generators has essentialy no effect on competition in
electricity markets.

In summary, incumbent generators are withdrawing capacity faster than they are adding to it, and the
only independent entry has been small wind and other green generators. Both of the two independent
potential entrants who had appeared on the German scene have withdrawn citing gas supply problems.
Ending the gas tax exemption will further raise entry barriers. Thus, new entry is unlikely to significantly
increase competition over the medium term.

2.1.2.  Electricity Transmission and System Operation

The four mgjor electric utilities own geographically distinct parts of the transmission grid in Germany
and are the transmission system operators (TSOs) for their respective areas. As part of their responsibility
to ensure reliable supplies, the TSOs purchase various services such as balancing energy and coordinate
network expansion.

Transmission is not congested within Germany, even during peak periods. This reflects obligations in
Section 4(1) of the Energy Industry Act in conjunction with Section 1 of the Act on electricity supply
companies to operate their networks in such away as to ensure that demand for electricity is covered at al
times by supplies. The lack of congestion is aso a reflection of the failure of new entrants to find
customers. A common phenomenon in countries where competition in electricity has developed is for
transmission to be used in a different pattern, often creating congestion that did not previously exist.

There is congestion on transmission across national borders. While the capacity at the Dutch interface
has recently been increased, resolving these constraints involves larger transmission planning issues. The
connection to Denmark and Sweden (and Norway) is greatly affected by the transmission expansion needs
caused by onshore wind power in Northern Germany. The interfaces to Poland and the Czech Republic are
greatly affected by the developments in those countries and further afield. Planning and building new
transmission lines takes roughly 10 years.
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The transmission grid transports about 75% of the eectricity produced in Germany. (The remaining
guarter is produced and distributed without recourse to transmission.) Further, since generation was built
near mgjor |oad-centers, most power is “transported” lessthan 70 km. [Pérez-Arriaga et a 2002, p. 70]

There is no nation-wide system operator responsible for co-ordinated dispatch. Instead, the Deutsche
Verbundgesdllschaft is a co-ordinating association of the large TSOs. Under the eectricity directive,
dispatch must be non-discriminatory, athough it allows limited environmental or supply security
exceptions. Discrimination in dispatch can be difficult to detect, however, as experience in other countries,
notably the United States where there are a number of |PPs, shows. Reducing incentives to discriminate is
one reason to make the area of a TSO much larger than the area of transmission owned by any given
utility. A second reason is to promote the coordination or even integration of dispatch with the spot market,
which in Germany covers the whole of the country.

TSOs and DSOs (distribution system operators) are responsible for planning and implementing
expansions of the transmission grid (extra high voltage) and the distribution grid (all lower voltages). The
Assaciation of Network Operators (VDN e.V., Berlin) discusses transmission-grid expansion issues.

The pricing of balancing energy has frequently raised concerns about possible abuse of dominance.
The price of this energy doubled during 2002, without apparent cause. Consequently, the Bundeskartellamt
initiated abuse proceedings against E.ON and RWE on account of excessive fees for balancing energy. As
electricity cannot be stored, the difference between planned and actual energy demanded must be balanced
moment-by-moment. This is balancing or regulating energy. High prices for balancing energy raise the
barriers to entry for eectricity trading and retailing. Usually, larger generating companies have an
advantage over smaller suppliers because the demand from the clientele of the smaller supplier is more
unpredictable than that of the larger suppliers. In addition, the larger supplier is more likely to be able to
provide balancing energy because only large plants (over 30 MW) are qualified to bid. (However, groups
of smaller generators may form in order to bid to provide balancing energy.) It is estimated that, within
their respective balancing areas, RWE and E.ON generally supply between 70 % and 100 % of balancing
energy. [BKartA 2003c] Thus, smaller suppliers bear a greater burden for high-priced baancing energy
than do larger suppliers. One condition for the approval of the RWE and E.ON mergers was that they
would procure control energy through tendering. In October 2001, the Bundeskartellamt initiated abuse
proceedings against EnBW and the German members of the Vattenfall group, Bewag, HEW, and Veag,
suspecting them of charging their competitors inappropriate and in some cases fictitious fees for balancing
energy. In return for the Bundeskartellamt discontinuing the proceedings, all four firms agreed to introduce
a tender system for the procurement of balancing energy. [Bundeskartellamt 2002b, 2002c] However, the
large electric utilities are frequently the only bidders, and they seem to forbear from bidding outside their
traditional service territories.

2.1.3. Markets

Germany has one power exchange with both day-ahead physical markets and futures markets. In
2003, about 10% of German electricity consumption was traded in the day-ahead market of the exchange,
EEX (European Energy Exchange) in Leipzig, seven times as much as in the futures market. This bourse
was formed from the merger of EEX in Frankfurt/Main and LPX in Leipzig in early 2002.

EEX has divided Germany into six bid areas, where the bid areas correspond to those controlled by

the TSOs RWE, EnBW, E.ON, and Vattenfall. Due to the absence of interna transmission constraints,
prices are identical in the bid areas.
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EEX has not seen evidence of anticompetitive conduct in the exchange. However, in August 2002, the
MVV Energie AG aswell as severa electricity traders pointed out to the Bundeskartellamt price spikesin
December 2001 and July 2002. The companies did not lodge official complaints. The Bundeskartellamt
examined the issue and found that the events in December and July each were one-off price increases. The
Bundeskartellamt found no sufficient indication for anti-competitive behaviour. Proceedings were not
initiated.

In 2003, EEX traded a total volume of 391 TWh on its day-ahead (49 TWh) and futures (342 TWh)
markets. This was a two-fold increase on 2002, itself a three-fold increase on 2001 (43 TWh). [European
Energy Exchange 2003, EEX 2004] The volume of trade on the spot market is about 10% of German
power consumption. For comparison, Nord Pool estimates that the trade in 2003 in the Nordic Power
Exchange's spot market is approximately 31% of the total annual Nordic power consumption. Total annual
trade in financia contracts is edtimated a 3,800 TWh (about ten times Nordic annua
generation/consumption). [Nord Pool 2003, p. 14; Nord Pool 2004] In other words, the NordPool spot and
futures market play much larger roles in the Nordic countries than the EEX plays in Germany. This is
perhaps areflection of EEX’ s relative youth, being founded in 2000 versus NordPool’ s foundation in 1993.

In addition to the day-ahead and futures markets operated by EEX, there is substantial bilateral
trading amongst the four main utilities. In 2001, for example, E.ON procured 57% of the electricity it sold,
i.e., 327.6 bn KWh. Of this, 17.5 bn kWh was from power stations where it has an interest of 50% or less,
168.3 bn kWh from other utilities, of which 5.2 bn was from Scandinavian utilities and 22.8 bn kWh was
from VEAG to supply eastern German consumers. [E.ON 2001] In 2001, RWE procured 53% of the
electricity it sold. [RWE 2001] These bilateral trades dwarf the trades on the EEX markets.

2.1.4.  Electricity Distribution and Supply

Distribution is effected through numerous regional and local utilities, which are usually the dominant
supplier over defined territories. Local utilities, Stadtwerke, number about 840 companies of various sizes
and regional utilities about 50. As noted above, many of these distribution utilities are partly or wholly
owned by the mgjor utilities. Others are owned by large foreign utilities, e.g., Dutch Essent (Stadtwerke
Bremen), Belgian Electrabel (Stadtwerke Saarbriicken and majority holding in power stations and
Energieversorgung Gera), the United States TXU Corp. (Stadtwerke Kiel and mgjority holding in
Braunschweiger Versorgungs-AG). In addition to the Stadtwerke supplying to consumers, a large number
of companies engage in electricity dealing and supply. These include some notably large foreign
companies such as Vattenfall, EdF, Electrabel, ENEL, large banks such as Deutsche Bank, and large
consumers such as DB Energie.

In addition to prices as a measure of the effectiveness of liberalisation, the share of households that
actually does switch suppliers offers an indication of the health of competition to supply small consumers.
In particular, it indicates the relationship between the cost of switching suppliers, including not just the
monetary cost but also the effort, and the benefit of switching, e.g., the extent to which supplier offer
differing bundles of services or prices. At the household level, competition to supply has not resulted in
much consumer switching in Germany. According to RWE, by 2001, only 3.7% of German households
have opted for a different supplier since the dectricity market was deregulated in 1998. (The European
Commission reports 5% of small commercial and domestic consumers, combined, switched electricity
supplier in 2002. [European Commission 2004a, p. 9] According to the industry's association VDEW,
dightly more than 4% of households had switched supplier by Autumn 2002, and 28% of households
modified their agreement with their existing supplier, so as to obtain improved conditions. (The European
Commission reports 10-20% switched or renegotiated for small commercia and domestic consumers,
combined. EC 2002d, pp. 6-7) For large industrial consumers, the figures are 20-30% and over 50%,
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respectively. [ibid.]” According to estimates by the industry associations, 35% of industrial consumers have
changed supplier and the other 65% have renegotiated their contracts with their traditional supplier. The
low rate of consumer switching could reflect the relatively high fraction of fixed costs—network charges
and taxes—in the total cost to supply atypical household. Figure 5 on the electricity bill for atypical three-
person household separates out the tax component. Within the non-tax portion, about two-thirds are fixed
charges. Given that competing suppliers can only “compete” over the variable portion, the switching costs
must be very low indeed in order to induce switching. An alternative strategy is for suppliers to bundle the
electricity with other services.

It is noteworthy that only a small fraction of small consumers have changed e ectricity supplier in the
five years since it has been legally permitted. A number of actions have been taken to reduce the costs of
switching for small consumers. The “double contract model,” according to which consumers who wished
to switch from the incumbent supplier had to sign separate network use contracts, has been eliminated.
Likewise, the “transfer fee” deterred consumer switching; until the Supreme Court makes a decision, these
have been suspended. A third deterrent to switching is that the high fraction of fixed costs means that there
isonly asmall part of the consumer’s bill for competitors to “compete” over. These fixed costs include the
high cost of network access, from high-voltage down to low-voltage, the cost of socialised services such as
balancing energy, and the high level of taxation. When a consumer considers competing offers, these costs
do not vary from one competitor to another. If it is costly for a consumer to compare offerings, then having
only alimited scope for competition discourages switching.?

2.2 Gas

2.21.  TheEuropean Context

Germany is the largest consumer of gas in mainland Europe and as such is fundamentally affected by
the structure and practices of gas supply to and the structure and practices of gas trading within mainland
Europe. While some gas fields are exploited in mainland Europe, most gas consumed is imported by
pipeline from further afield. A small but increasing quantity of gas is imported in the form of liquefied
natural gas (LNG) and then regasified at LNG terminals and released into the network.

Gas supply to the Europe Union is concentrated. Domestically, significant quantities of gas are
produced in the Netherlands and the United Kingdom. Currently, the countries that principally supply
imported gas to the EU are Russia (17% of total EU gas demand), Norway (11%) and Algeria (12%). On
the basis of aready contracted supplies, their shares will increase to 38%, 34% and 23% respectively by
2020, subject to new supply contracts. [European Commission 2002¢, p. 29]

Gas production within those countries that supply to mainland Europe is highly concentrated.

e Gazprom produces 94% of all gasin Russia and isthe sole legal exporter of gas.

e Sonatrach, the Algerian state oil company, produces 100% of the gas in Algeria. [Energy
Information Administration 2003]

o Statoil markets two-thirds of the total Norwegian gas output. [Statoil 2001, IEA 2001, p. 95]
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e Gasunie (Netherlands) owns all gas transport and storage infrastructure in the Netherlands.
While gas procurement is no longer a statutory monopoly, gas export prices are controlled by
the Dutch government and “it appears that, in general, the Netherlands government would not
give its approval on the price of an export contract of Dutch gas if this price were below the
Gasunie “net-back” price...(Norm Inkoop Prijs)...” [European Commission 1999] The split
of Gasunie into two supply/trading companies and one state-owned transport company could
change some of this.

While gas production in the United Kingdom is less concentrated, and indeed the producers engage in
competition, their ability to compete to supply mainland Europe is constrained by the capacity of the
Interconnector linking the UK to the mainland.

LNG might be seen as one way to reduce the concentration in gas supply to mainland Europe. After
al, Maaysia, Indonesia and Brunei al supply LNG to Japan and Algeria, Qatar, Nigeria, and other
countries supply Europe. However, the import price of LNG into Japan has been persistently higher than
the import price of LNG into the European Union, and the latter prices have not been much higher than the
prices of gas imported via pipeline. [IEA 2002b] This pricing pattern is more suggestive of pipeline-
delivered gas constraining LNG prices in Europe than vice versa. Further, the usual practiceisto sell LNG
under long-term contracts. In 2001, only 8% of total worldwide LNG trade was short-term trading, and
only one-third of that was importsinto the EU. [IEA 2002c, pp. 108-109] In other words, the liquidity that
would allow LNG to be a significant competitive force in spot markets has not yet developed. Finaly,
Sonatrach, who reportedly has a major cost advantage in supplying LNG to Europe compared to regional
competitors [Energy Information Administration 2003] and is the world's second largest LNG exporter—
at 19% of the total—is already a major supplier to Europe, including by pipeline.

The supply of gas to mainland Europe is demonstrably not competitive. All major gas suppliers to
Europe apply the same pricing methodology, pricing gas on the price of ail or oil products. ° This practice
shows that oil or il products are the next best substitute for gas users, and that the next best substitute is
not an alternative gas supplier.’® That is, there is not gas-on-gas competition. Indeed, in a broad discussion
on diversification of energy supplied from outside the EU, contributors said, “One goal should be the
reduction in the power of cartels.” [European Commission 2002f, p. 14]

The initiation of gas-on-gas competition in Europe has a number of hurdles to overcome. Both gas
production and transport require large sunk costs. Further, developing gas fields and constructing transport
infrastructure require several years, years in which incumbents can respond to the easily foreseen
competition with price cuts to those customers most able to switch suppliers (or indeed pipeline capacity
increases with the addition of compressors). Foreseeing this reaction, the potential entrant is unlikely to
make the necessary investments. Adding to these difficulties, the low growth prospects (1% per annum in
Germany) mean that entrants may not be able to reach minimum efficient scale unless they can partly
displace incumbents, but the take-or-pay nature of the long-term contracts makes that displacement very
difficult. The long-term nature of the contracts al the way downstream to large users means that only a
small fraction of demand is potentially open for competition in any given year.

Once the gas lands in continental Europe, there are additional contractual or regulatory barriers to
trade within Europe. These trade barriers reduce competition. The European Commission has cited three
kinds of contractua barriers in its ongoing investigations of competition in the gas sector. One type
prevents the European customer from reselling the gas outside an agreed territory. A second type prevents
the buyer from using the gas for purposes other than those agreed upon. The third type obliges the buyer to
share with the producer profits made when re-selling the gas outside its national borders or to a customer
using the gas for a different purpose than that agreed upon. [European Commission 2002b, 20024]
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The European Commission is taking steps to eliminate these practices, and thus reduce barriers to the
development of gas-on-gas competition. In December 2002, the Nigerian gas company Nigeria LNG Ltd
agreed with the Commission to delete a territorial sales restriction, and undertook not to introduce
territorial restriction clauses or use restrictions into future gas supply contracts. Gazprom had already
informed the Commission that it would not introduce territorial restriction clauses in its future gas supply
contracts and that it is currently negotiating the outstanding issues for existing contracts. In July 2002, the
Commission reached agreement that Statoil and Norsk Hydro would sell their gas individually—rather
than jointly market it as they had been—reserve significant quantities of gas for new customers, and not
introduce territoria or use restrictionsin gas supply contracts. [ European Commission 2002b, 2002a]

Despite these laudable steps, current long-term ‘take or pay’ contracts leave only 10% of predicted
European demand unsatisfied by 2010, offering little scope for new entrants to introduce competition to
destabilize the oligopoly. [Finon and Locatelli 2002]

Trading hubs are both locations for gas-on-gas competition and means to discover competitive gas
prices for use in other locations. Europe’s largest hub for natural gas trading is in the United Kingdom,
where gas-on-gas competition is well developed. This hub, NBP, drives the continent’s gas hub at the
continental end of the Interconnector, Zeebrugge in Belgium. Zeebrugge is aso where the Norwegian
Zeepipe lands and the site of a LNG terminal. The scope for arbitrage, or for competition from the United
Kingdom, is limited by the capacity of the Interconnector. Currently, a trading hub for natura gasis being
established in the region Bunde/Emden, close to the gas delivery point for Dutch and Norwegian gas in
Germany. Shareholders of the HubCo (North West European Hub Service Company) which was founded
in 2002 are Ruhrgas, BEB Erdgas und Erddl, Statoil Deutschland and, since 2003, also Wingas. Liquidity
at this hub is impeded by the continued domination of the German and Dutch markets by the incumbent
suppliers and the related difficulty of other firms' gaining access to the gas network and storage. The high
share of long-term contracts in Europe also limits the scope for arbitrage.

2.2.2.  Structure in Germany

Germany is more dependent on imports than is the European Union as a whole. Indeed, it imports
about 81% of the gas it consumes. Russia (45%), the Netherlands (22%), and Norway (27%) are its main
foreign sources of gas, and other countries provide 5%.

The traditional description of the structure of the German gas sector is three tiered. The top tier
consists of the six large supra-regional companies that import gas, transport it over high-capacity
transmission pipelines and supply the next tier. The few domestic gas producers are included here, as
well.™* The middle tier consists of the regiona gas distribution/suppliers that distribute gas in defined
territories and supply the next tier. The lowest tier consists of roughly 700 local and municipa gas
distribution/suppliers that operate distribution grids in defined territories and supply smaller industria
consumers and households. Most local distribution companies also provide other network or public
services, such as eectricity generation and distribution, heat and water supply, and public transport. These
complicated supply chains, involving gas changing hands many times, and regional monopolies formed the
basis of high profits for many gas companies. [Wintershall AG 2003] While in an engineering sense these
tiersremain, in an economic sense the tiers are merging into one through the vertical integration described
above.
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Ruhrgas dominates the German gas sector. Ruhrgas imports 60% of gas consumed in Germany. As
Table 5 on magjor pipelines indicates, Ruhrgas controls amost al gas imports into Germany, the high-
pressure transmission pipelines within Germany, and about one-quarter of all storage facilities. Further, a
significant amount of gas for the European Union as a whole flows through Ruhrgas's pipeline. As noted
earlier, Ruhrgas has other significant gas interests upstream (a share of Gazprom) and downstream.

Wingas is the other important economic actor in the German gas sector. Wingas is a 35%-65% joint
venture between BASF and Gazprom, which built a gas pipeline paralel to Ruhrgas's—and indeed thisis
the only pipeline-on-pipeline competition in Germany—that permitted a very big if not the largest gas
consumer in Germany to bypass Ruhrgas. Wingas, with about one-third of the storage capacity, owns the
other significant gas storage in Germany. (BEB, the other larger gas entity in Germany, was dissolved by
its parents, ExxonMobil and Shell in 2003.)

A number of elements may have dulled Wingas's competitive instincts since it entered the market.
First, Ruhrgas purchased 6.5% of Gazprom, one of Wingas's parents. Second, Wingas has almost reached
the capacity of its current investment; expanding market share would require another lump of investment.
[European Commission 1999, para. 239] Third, as part of their purchase deal, Ruhrgas and Gazprom
concluded a new long term take-or-pay contract that includes a provision by which Ruhrgas is discharged
from its purchase obligations in so far as Gazprom/Gazexport sell gas in Germany in competition with
Ruhrgas. [ibid., para 242] In other words, if Gazprom sells an additional cubic meter through Wingas, then
it foregoes the profits it would have made by selling a cubic meter to Ruhrgas. This substantially reduces
the profitability of any expansion of Wingas for Gazprom. At the time of a European Commission
investigation into these markets, the Commission stated that, “On the basis of internal documents from the
parties, it is clear that the market was attaining stabilisation and that Wingas was aready on the way to
becoming established.” [ibid., para 242]

Competition among Ruhrgas, BEB and Thyssengas (two other supra-regiona gas companies) may be
dampened by a number of links. Firgt, they buy in common a substantial part of their imported gas. This,
results in symmetry of costs “at the border.” Second, they transport a substantial part of their gas via
commonly owned pipelines, providing yet more symmetry of cost. [ibid., para. 234]. Third, if a large
consumer did change supplier, these three companies would each know immediately and would know to
whom the consumer switched. [ibid, para. 235] Fourth, there are arrangements, including “parallel sales
letters,” that have the effect of rendering unprofitable the displacement of one of these firms by another of
these firms in sales to customers. [ibid. para. 245] Evidence from elsewhere, such as British Gas in the
early stages of liberaisation in the United Kingdom, shows that integrated gas utilities can swiftly respond
to consumer switching with an undercutting offer. Thus, conditions are ripe for market participants being
able to maintain the status quo rather than falling into a more competitive interaction.

The other two companies listed as “main gas import and transmission companies’ are not
competitively significant. VNG is largely owned by its rivals and has neither high pressure transmission
nor storage outside of its core area. [ibid., para. 236] EWE does not re-sell imported gas, but only imports
and transports gas from the Netherlands, without any infrastructure beyond that needed for its own supply.
[ibid,, para. 193] In late 2003, E.On sold its stake in VNG to EWE and some German cities, giving EWE a
49% stake in VNG.

In 1999, the European Commission summed up the situation as. “In the light of the uncompetitive
nature of the market as discussed above, the limited growth of the market and the limited sensitivity of
demand to price movements, the Commission considers that there is already pre-merger an oligopolistic
dominant position between at least Ruhrgas, BEB and Thyssengas on the German long-distance wholesale
transmission market.” [ibid., para. 248]
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Tables 4 and 5 show the ownership of high-pressure gas transmission capacity and gas storage
capacity. The competitive significance of gas storage is that, due to daily and seasonal fluctuations in gas
demand, suppliers of gas require a way to arbitrate between fluctuating demand and relatively smooth
production. The pipeline system can help, but storage is needed for any significant smoothing. There were
42 gas storage facilities in Germany in 2000, about half of which are owned by Ruhrgas or Wingas. Any
gas supplier would need access to storage on reasonable terms, or to own its own storage.

Table4. Main GasImport and Transmisson Companies

Name Ultimate Parent Gas Transmission Storage
supplied (High-Pressure (bcm)
(bcm) km)

Ruhrgas AG E.ON 50.6 10,750 <5

BEB Erdgas und ExxonMobil (50%) 16.4 3,439 >2.7

Erdol** Shell (50%)

Verbundnetz Gas AG EWE (47.90) 15.8 7,300 >2

(VNG) BASF (through Wintershall Erdgas

Beteiligungs GmbH 15.79%)

Gazprom (through ZGG-Zarubezhgas-
Erdgashandel-Gesellschaft mbH 5,26%)
Gaz de France (through EEG-Erdgas
Transport GmbH 5,26%)

Twelve municipalities in East Germany

(25,79%).
Wingas GmbH BASF (65%) 11.8 1,836 4.2
Gazprom (35%)
Thyssengas GmbH RWE AG (100%) 6.7 2,500 >0.3
EWE Administrative districts and towns in the 4 3,870 >1.1

Weser-Ems region, Administrative districts
and towns in the Weser-Elbe region

Note: Ownership shown as from late 2003; physical data from 2000. **BEB was dissolved in 2003.

The major pipelines for domestic transport, transit and import are described in Table 5. Currently,
Ruhrgas is planning to build new pipelines mainly in the southern and southeastern parts of Germany and
Wingas is extending the JAGAL pipeline which imports Russian gas to the eastern part of Germany. In
2000, there were 42 gas storage facilities with a total working capacity of 18.6 bcm. The capacity is
expected to expand to 23 bcm within the next few years.

Table5. Major Pipelines

Ownership Pipeline Commissioned Capacity
Ruhrgas 50%, GDF 43%, OMV 5%, Megal (Czech Republic — France) 1980 22 bcm
Stichting Megal 2%
Ruhrgas 51%, Snam International Tenp (Netherlands — Switzerland) 1974 14.4 bcm
49%
Ruhrgas 41.7%, BEB 29.6%, Statoil | Netra (Etzel — Bernau) 1994 19.8
21.5%, Norsk Hydro 7.2%
Wingas 100% Midal (Emden — Ludwigshafen) 1993 13 bcm
Wingas 100% Stegal (Saxony-Thuringia) 1992 10 bcm
Wingas 100% Wedal (Belgium-Midal) 1998 10 bcm
Wingas 100% Jagal I/ll (Malnow-Stegal) 1996/1999 24 bcm
Source: BMWi
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At the furthest downstream level of the gas sector, in supply, the liberaisation has not resulted in
either large industrial or small consumers switching suppliers. According to the European Commission,
less than 2% of either type of consumer has switched gas supplier over the four years, 1998-2001.
[European Commission 2002d, pp. 6-7] This bears out the assessment of the European Commission in
1999 that the gasindustry is “very stable” [European Commission 1999, para. 231]

Box 5. Security of Supply—What does it mean?

Security of supply is an objective of many countries’ energy policies, but what does it mean? According to the
International Energy Agency, “Security of supply refers to the likelihood that energy will be supplied without disruption.
Note that economic variables such as price levels and price volatility are excluded from the definition.” [IEA 2002d]

For electricity, security of supply depends on adequate investment to provide
* Enough generation capacity to meet demand
* An adequate portfolio of technologies to deal with variations in the availability of input fuels

* Adequate transmission and distribution networks to transport electricity.

Energy security requires adequate and timely investment in the energy infrastructure. Electricity prices are key drivers
of investment activity. A debate continues as to whether market price signals will stimulate adequate and timely
investments in generation, especially of peaking capacity. (Demand side management, such as increasing the share of
electricity users subject to real-time prices, can help reduce peak demand.) Energy security also requires diversified
energy supply and the regulation of those parts of the infrastructure which remain monopolistic. Ensuring adequate
investment in transmission is a challenge for regulators due to site and permit issues, and incumbents may have little
incentive to invest, since improved transmission capacity may bring increased competition to the areas under their
control. Existing interconnection capacity is insufficient in, among other regions, the European Union. The development
of effective electricity markets requires sustained government effort to monitor reliability, adapt policies and regulations
to the needs of an open electricity market and, ultimately, ensure energy security.

For the European Commission, which examined energy security from the perspective of all sources of energy used in
the economy, the focus is on the uninterrupted physical availability at prices that are affordable for all consumers,
private and industrial. It is particularly concerned with imported energy and diversifying the sources of supply by
product and geographic region. Indeed, in a paper on the subject the EC identifies the main characteristics of oil, gas,
and coal supply in terms of their geographical and geopolitical spread and degree of competition. Of these three
products, coal is distinguished for its geographical and geopolitical spread and “absence of price tensions.” Both oil
and gas have greater geographic concentrations of sources, and oil is seen as being priced by a worldwide cartel while
gas is priced by “regional oligopolies forming functional cartels in which prices are effectively determined by the oil
market.” [EC 2002e, p. 21]

The International Energy Agency, in its 2002 review of German energy policies, noted that “[T]he government's policy
is diversification of energy source including imports, especially gas, because excessive dependency on a single or few
sources can increase price risks and [supply risks].” Later, in a discussion on coal, the IEA wrote that, “There is no
compelling energy security reasons for coal subsidies” to maintain domestic coal production, and instead suggested
the development of diverse sources of primary energy through trade, maintaining a diverse fuel mix and actively
encouraging the development of a European market in electricity and gas. [IEA 2002a]

2.3. Price Performance—Electricity and Gas

2.3.1.  Electricity Prices
Electricity prices fdl after liberaisation in 1998 much more so for industrial than household

consumers. The competition induced decline in electricity prices, however, was partialy offset by
government measures (introduction and gradua increase in eectricity tax, entry into force of the
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Renewable Energies Act and of the Cogeneration Act). After the market liberdization in 1998, industry
profited very soon and to a very large extent from declining el ectricity prices. There were price decreases -
in some cases - of up to 50%. According to VDEW, the following picture may be drawn for the industrial
sector:

Table 6. Electricity Price Index for Industrial Users

No electricity tax Full electricity tax 20% electricity tax
January 1998 100 100 100
Average for 2000 60.3 74.4 63.1
Average for 2001 67.5 84.5 70.9
March 2002 69.4 89.2 73.3

Note: Net electricity prices (incl. added costs from Renewable Energies and Cogeneration Acts, without VAT)

Source: VDEW

For the small-customer sector, these positive results occurred only later and, in addition, to a more
modest extent (some 15% before taxes). The latter aspect is the result of the not very pronounced
willingness of small customers, particularly households, to switch suppliers (according to the VDEW,
some 4% of households have switched suppliers and approximately 28% of them have altered the type of
contract with their existing supplier). But the small percentage price-reduction in this market segment is
also to be traced back to factors such as the Renewable Energies Act, the Cogeneration Act, the Act on
Feeding Electricity from Renewable Energies into the Public Grid, and the high level of concession
charges. These last cited factors are not influenced by competition and thus cannot help lower prices. In
addition, the small customers are supplied from the more expensive low-voltage distribution network,
whileindustrial customers are supplied from higher voltage networks.

Beyond price effects, new “electricity products’ were developed after the liberdization of the
electricity market. Thus, there are now a large number of “green electricity products’ that, in part, can be
voluntarily certified by aneutral entity. There are also combined electricity and gas offers.

Electricity prices stabilised and then increased steadily since August 2000. [Platts European Power
Daily, “German Users Bemoan High Prices,” 25.09.2002] A number of explanations have been put
forward or debunked for the price rise. RWE attributed the rising wholesale prices to “higher fuel costs,
announcements of power plant decommissioning plans and a sales policy geared more closely to returns
again by most of the market players.” [RWE 2001] Since approximately half of RWE's generation is
lignite-fired, and most lignite comes from mines owned by utilities and does not have a market price, [IEA
2002b, p. 155] and another 30% of its generation is nuclear, it would seem that the latter two causes—
falling capacity and changed pricing strategies--would seem to have predominated. While the Bund der
Energieverbraucher, a users group, report that their research shows that the green tax and costs of building
new generating plant have not caused the price hikes, in fact tax increases have been largely responsible.

Compared with other IEA countries, the price of electricity for industry in Germany is about the
median price, but the price for eectricity for householdsis high.
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Figure 3. Electricity sold

to households with and without taxes, 2001
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Figure 4. Electricity sold to industry with and without taxes, 2001
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Table 7. Average earnings (€-cent /kWh) of the general electricity supply companies, excluding VAT but
including other taxes and fees

Year Industry Households
1996 6.62 12.06
1997 6.37 12.29
1998 6.05 12.34
1999 5.34 12.28
2000 4.40 11.29

Source: "Die Elektrizitatswirtschaft in der Bundesrepublik Deutschland," published annually by VWEW Energieverlag, Frankfurt/Main,

various years.

“Average receipts in electricity sales’ rose in the two years prior to liberalisation in 1998, but fell in
the two years after liberalisation, according to the Federal Statistical Office.” Deutsche Bank research says
that, “[I]t would be wrong to interpret this decline entirely as a result of liberalisation, since power
generation costs fell noticeably during the period under review.” [Deutsche Bank Research 2002] The
VDEW data show that the electricity bill of a three-person household in Germany that consumes an
average 3,500 kWh per year fell from 1999 to 2000 by nearly 20%. However, by 2002 half those gains had

O Electricity tax

B EEG*™*

OKWKG**

O Concession levy*

BEVAT

O Power generation, transmission, distribution

been lost.
Figure 5. Electricity Bill for Three-person Household
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Basis: 3,500 kWh consumption per year

* Depending on municipality size, 1.33 to 2.40 ct/kWh
** For 2002, according to cabinet decision for KWKG (Combined Heat and Power Generation Act), from Aug 14, 2001

** Until Mar 2000, Stromeinspeisungsgesetz (Renewable Energy Sources Act)

Source: VDEW.
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Figure 6. Average electricity prices for medium-voltage industrial customer
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Source: VIK
Figure 7. Electricity sold to households with and without taxes, selected locations
Household Electricity Prices, with Taxes
20
19
. A
17
= 16 1 —&— Dusseldorf-taxed
E —#—Hamburg-taxed
) 15 | Hannover-taxed
% —< Frankfurt-taxed
g —*%— Munich-taxed
4og —e— Rostock-taxed
13
12 4
11
10

1H1997 2H1997 1H1998 2H1998 1H1999 2H1999 1H2000 2H2000 1H2001 2H2001 1H2002 2H2002 1H2003

© OECD (2004). All rights reserved. 35



20

Household Electricity Prices, without Taxes

19 A

18 A

17 A

16 A

15 A

Euros/100 kWh

14 A

13 A

12 A

11 A

10

—&— Dusseldorf-ex tax
—— Hamburg-ex tax
Hannover-ex tax
Western zone-ex tax
—*— Western zone-ex tax
—&— Frankfurt-ex tax
—+— Munich-ex tax
—=— Southern-ex tax
—— Rostock-ex tax

Source: Eurostat, various issues.

1H1997 2H1997 1H1998 2H1998 1H1999 2H1999

1H2000 2H2000 1H2001 2H2001 1H2002 2H2002 1H2003

Figure 8. Electricity sold to industry, without taxes, selected locations
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Electricity Prices--Industry g
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Notes: Industry ¢ has annual consumption of 160,000 kWh, maximum demand of 100 kW, annual utilisation 1,600
hours.

Industry g has annual consumption of 24,0000,000 kwh, maximum demand of 4,000 kW, annual utilisation 6,000
hours

Source: Eurostat, various issues.

Neither electricity nor gas pricing is simple. The commodities are sold in complex contracts that
reflect various risk allocations. The high sunk costs and relatively low variable costs, combined with
demand that depends inter alia on weather and economic growth, spurred the development of pricing that
allows for complex risk allocation. As aresult, electricity or gas can be s multaneously changing hands at a
variety of prices. Hence, exchange-traded power prices, over-the-counter and forward rates discovered by
pricing services as well as large industrial rate indexes, experienced big drops in mid-2000 to cash cost
levels of 5-6 pfennigs/kWh. But the trading volumes at the EEX show that, at that time, less than 7% of
German production was traded openly on the exchanges. The great mgjority of electricity was still sold via
bilateral agreements at twice the 5-6 pf/lkWh level. [Platts] One academic group at the University of Bonn
has monitored prices at the EEX. Until the beginning of 2002, prices at EEX were approximately equal to
marginal cost. Since then, prices have been higher.

An important component of electricity prices is the price of network access. Germany has unusually
high maximum charges for access to medium and low-voltage el ectricity networks, as compared with other
European Union Member States. [European Commission 2002d] A recent study for the European
Commission compares transmission and distribution tariffs® for many EU Member States. This study
shows the unusualy high distribution charges in Germany, and the relatively middle-ranking charges in
transmission, while noting that transmission charges vary a lot within Germany. Thus, as compared with
the EU averages, in Germany smaller consumers pay much more for access to the networks, since they
must pay for relatively expensive distribution access, and the average large consumer pays a bit less than
the median level. Comparable data was not available for the non-European countries.
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Table 8. Transmission Tariffs for Selected Examples

Case A 8760 h CaseB 4200 h Case C 3760 h

Tariff (€/MWh) Tariff (€/MWh) Tariff (€/MWh)
Austria 6.11 7.13 7.34
Belgium 5.7 8.84 9.54
Denmark (East) 8.12 10.28 9.7
Denmark (East, without regulatory charges) 4.37 6.53 5.94
Denmark (West) 8.6 8.95 8.88
Denmark (West, without regulatory charges) 4.84 5.2 5.12
England & Wales 4.96 8.09 8.75
Finland 3.01 3.72 3.6
France 5.85 8.32 8.87
Germany 5.88 7.8 8.26
Germany (without regulatory charges) 3.28 5.2 5.66
Greece
Ireland 5.18 6.63 6.94
Italy 9.8 13.86 14.61
Italy (without regulatory charges) 5.63 7.82 8.18
Luxembourg
Netherlands 5.75 6.42 6.99
Netherlands (without regulatory charges) 3.55 4.22 4.79
Norway 2.3 4.38 4.82
Portugal 5.51 7.98 8.5
Spain 9.08 12.9 13.62
Spain (after application of publicly available
coefficients to remove regulatory charges) 7.32 10.36 10.93
Sweden 1.99 2.97 3.09

Switzerland
Germany: The values of transmission tariffs in Germany show a large variation among the different TSOs, ranging from 3.1to 9.5
€/MWh. Representative intermediate values have been selected here.
Portugal: Surplus costs arisen by renewables and cogenerators, which amount to approximately 0.3 €/MWhare included.
Spain: These administrative coefficients are only used for economic settlement purposes and they grossly underestimate the
regulatory component in the network access charges.
Source: Reproduced from Pérez-Arriaga et al 2002 Chart 26, p. 116.

Table 9. Distribution Tariffs for Selected Examples

Case A Case B Case B Case C Case B Case C

110 kV 110 kv 50 kV 50 kV 15 kV 15 kV
Austria 7.41 10.67 10.67 11.36 20.86 21.89
Finland 4.3 4.73 13.71 14.86 13.71 14.86
France (without
Regulatory Charges) 5.8 9.49 14.44 20.04 14.44 20.04
Germany 9.02 13.64 23.02 24.64 23.02 24.64
Ireland 0 0 8.99 10.89 15.25 16.33
Luxembourg 5.45 0 8.05 0 0 0
Netherlands 3.81 5.98 8.82 9.78 13.38 18.01
Norway 2.94 5.06 5.06 5.55 9.82 10.76
Portugal 4.75 6.8 9.36 8.72 22.38 20.49
Spain (without RC) 8.1 11.17 12.45 13.36 13.84 14.83
Sweden 3.77 5.68 8.8 10.15 9.94 11.97

Source: Reproduced from Pérez-Arriaga et al 2002 Chart 10, p. 53.
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2.3.2. GasPrices

Gas prices for both industry and households rose substantialy in the first two years after
liberadisation, in step with higher worldwide prices for gas. Overall, there is probably is less leeway for
price reductions in the gas sector than in the eectricity sector owing to less liquidity and to import

dependence. Compared with other IEA countries, the price of natural gas in Germany, both for industry

and for households, is high.

Figure 9. Gas sold to households with and without taxes
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Figure 10. Gas sold to industry with and without taxes (IEA data)
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Figure 11. Gas sold to households with and without taxes, selected locations
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Figure 12. Gas sold to industry, without taxes, selected locations
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Figure 13. Gas Network Tariffs for Large Users

Gas Network Access Tariffs (Minima and Maxima)
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Source data is from: European Commission 2004a; citing their own survey responses and DG Tren analysis.

Rounded to nearest €0.5/MWh

Notes: large user = annual consumption 25mma3, daily peak 100,000m3, hourly peak 4100m3;

small business user = annual consumption 100,000m3, daily peak 800m3, hourly peak 33m3;

domestic user = annual consumption 2000m3, daily peak 30m3, hourly peak 1.2m3

BE: Minimum: assumes 100km transmission, 50km regional transmission on 500mm pipe,

Maximum: assumed 300km transmission, 100km regional transmission on 300mm pipe

DK: Data provided in DONG transmission and distribution tariff. Postalised tariff

FR: Minimum assumes entry at Taisnieres, exit at region Paris, plus regional distribution NTAR =1, plus local distribution NTAD =2.
Maximum assumes entry at Taisnieres, exit at Toulouse Ouest, regional distribution NTAR =6, plus local distribution NTAD =2.
DE: Minimum assumes 100km transport at 900mm pipe plus 50km at 350-500mm pipe plus local distribution prices from VV2 anlage
3.

Maximum assumes 300km transport in 900mm pipe plus 100km in <350mm pipe plus local distribution prices from VV2 anlage 3
IR: Minimum: assumes entry at Inch, postalised exit tariff

Maximum: entry via UK interconnector, postalised exit tariff

IT: Minimum assumes Entry Point: Passo Gries, Exit Point F, plus regional distribution on rete gas network, no local distribution.
Maximum assumes Entry point:Mazara del Valo, Exit Point P, regional distribution on edison network, no local distribution.

LX: Data provided in SOTEG transmission and distribution tariff. Postalised tariff

NL: Minimum, based on Groningen to Ommen (G gas) plus postalised regional transmission, Dr = 1

Maximum; based on Groningen to Zeeland (G gas) plus postalised regional transmission Dr = 1

ES: Minimum: assumes customer connected at >60 bar

Maximum: assumes connection at 4-60 bar

UK: Minimum based on entry at Bacton: average of highest 50% of bids for Oct 01 to Mar 02, 1st-5th tranche = 0.0013p/KWh,
exit zone NE1 plus postalised LDZ charges.

Maximum based on entry at St Fergus: average of highest 50% of bids for Oct 01 to Mar 02, 1st-5th tranche = 0.0520p/KWh,
exit zone SW3 plus postalised LDZ charges.
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In sum, the liberalisation was followed by a period price competition in electricity. Prices for industry
fell very significantly, but so also did prices for households. Since mid-2000, though, the degree of
competition in electricity lessened as utilities changed to less competitive strategies and even began
reducing generating capacity. This has resulted in price rises. In gas, by contrast, liberalisation seems to
have had aless important impact than changesin ail prices.

3. The Regulatory Framework for Electricity and Gas

The two main pillars of the regulatory framework for the electricity and gas sectors are the Energy
Industry Act and the Act against Restraints of Competition. The 1998 amendments of these two acts™
fundamentally changed the regulatory framework. These two acts were further amended in 2003. The two
other elements of the regulatory framework are the Associations' Agreement Il-plusin electricity and the
Associations' Agreement |1 in gas.

3.1 Energy Industry Act

The 1998 amendments to the Energy Industry Act (Energiewirtschaftsgesetz or EnNWG) reduced entry
barriers, introduced provisions to promote non-discriminatory access to the eectricity supply system, and
increased accounting transparency in the electricity sector with the aim to reduce the scope for
anticompetitive cross-subsidy. It retained provisions to protect small electricity consumers and introduced
provisions to promote renewable energies through ensuring demand for them. However, the EnWG has
substantially less coverage of the gas than of the electricity sector, does not mention the Associations
Agreements, and does not establish aregulatory authority.

Two specific changes reduced barriers to entry. First, the amendment removed legal monopolies for
the supply of eectricity and gas for al consumers, regardless of size. This went further and faster than the
minimum requirements under the European directives. Second, the amendment eliminated special licensing
requirements for eectricity generation (except those for nuclear generation), and minimized licensing
requirements for supplying third parties. Before this change, there was a complicated system of approvals
that meant, in effect, that the incumbents could prevent the entry of new, competing generators. Under the
present law, no authorisation is required to feed energy into the system of an energy utility or for
autogeneration. Authorisation may be refused only if the applicant does not have the personnel, technica
or commercia capabilities to supply energy in the long term, or if the commencement of supply for which
authorisation is sought would result in less favourable supply conditions for the customers to be supplied
or for the remaining area covered by the previous supplier.

Several provisions aim to ensure non-discriminatory access to the electricity supply system.

e TSOs (Transmission System Operators) must publish minimum technical requirements to be
connected to the system.

e TSOs and DSOs (Distribution System Operators) must sipulate, apply without

discrimination, and publish objective criteriafor the feeding in of electricity from generation
facilities and for the use of transmission circuits.
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e TSOs and DSOs must make them available to other companies to carry electricity at
conditions which are not less favourable than those they actually or implicitly charge in
comparable cases for services within their company or to affiliated or associated companies.
This requirement does not apply where the TSO/DSO demonstrates that third-party accessis
impossible or unreasonable for him for operational or other reasons.

e Under certain conditions (see Box below) Federal Ministry of Economics may by ordinance
and with the approval of the Bundesrat regulate the terms of the contracts for third-party use
of the supply system and stipulate criteria for the setting of prices for third-party access. (This
option has not been exercised.)

e TSOs and DSOs must publish annually an indicative range of prices for third party access,
based since 2001 on the average price negotiated.

* In 2003, the Federal Ministry of Economics must report to the Bundestag about the impact on
competition of the rules on negotiated access to the system and alternative access to the
system (a version of “single buyer”). This will feed into a decision on whether changes are
needed to the access rules.

» Thetransmission system must be managed separately from generation, distribution, and other
unrelated activities.

Box 6. Energy Industry Law Provisions on Negotiated Third-Party Access

Section 5: Access to the electricity supply system

o Except as provided in section 7, access to the electricity supply system shall be in accordance with the
system of negotiated access to the system.

Section 6: Negotiated access to the system

L (1) Operators of electricity supply systems must make the supply system available to other companies to
carry electricity at conditions which are not less favourable than those they actually or implicitly charge in
comparable cases for services within their company or to affiliated or associated companies. This shall not
apply where the operator demonstrates that third-party access is impossible or unreasonable for him for
operational or other reasons, bearing in mind the objectives listed in section 1. The refusal must be justified
in writing. This shall be without prejudice to section 19 paragraph 4 and section 20 paragraphs 1 and 2 of
the Act against Restraints of Competition (Gesetz gegenWettbewerbsbeschrankungen).

. (2) Where necessary to achieve the objectives listed in section 1 and to ensure effective competition, the
Federal Ministry of Economics may by ordinance and with the approval of the Bundesrat regulate the terms
of the contracts pursuant to paragraph 1 and stipulate criteria for the setting of prices for third-party access.

L (3) When assessing whether third-party access is unreasonable pursuant to paragraph 1 sentence 2,
particular attention shall be paid to the extent to which such access would displace electricity from the
district-heating-oriented, environmentally friendly, resource-friendly and technically and economically
sensible use of facilities to produce combined heat and power or from facilities using renewable energies
and would impede the economic operation of these facilities, whereby possibilities to sell this electricity to
third parties must be utilised.

. (4) The operators of the electricity supply system shall publish annually, as of 2000, an indicative range of
prices for third-party access. In the following years, the indicative figures shall be based on the average
price agreed in negotiations in the previous 12-month period. [l.e., not self-dealing prices]
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Section 7: Alternative access to the system

. (1) The Authority shall issue an approval to electricity utilities for the supply of final consumers which
overrides section 5. For this approval to be given, there must be access to the system in line with
paragraphs 2 to 5 and it must be expected that this access will lead to equivalent economic results and
hence to a directly comparable level of opening-up of markets and to a directly comparable degree of
access to electricity markets. Approval may only be given uniformly for the whole area in which the
electricity utility is providing a general supply, or for all the areas of a municipality supplied by it.

. (2) In cases covered by paragraph 1, the electricity utility is required to purchase the electricity which a final
consumer resident in the area to which the approval pursuant to paragraph 1 applies has bought from
another electricity utility. Section 6 paragraph 1 sentences 2 to 4 and paragraph 3 shall apply mutatis
mutandis.

. (3) The price for electricity to be purchased pursuant to paragraph 2 must at least equate to the sale price to
be paid by the final consumer to the supplying electricity utility minus the tariff for the use of the supply
system. Section 6 paragraph 1 sentence 1 shall apply mutatis mutandis. This tariff must be authorised by
the Authority and shall be published by the electricity utility.

. (4) The activities of the electricity utility pursuant to paragraphs 2 and 3 shall be administered separately
from the generation and distribution activities. No information may be passed between the activities
pursuant to paragraphs 2 and 3 and the generation and distribution activities, unless this information is
necessary in order to fulfil tasks pursuant to paragraphs 2 and 3.

. (5) Where necessary to achieve the objectives listed in section 1 and to ensure effective competition, the
Federal Ministry of Economics may by ordinance and with the approval of the Bundesrat stipulate
substantive details of the regulations provided in paragraphs 1 to 4.

Section 8: Review of rules on access to the system

*  The Federal Ministry of Economics shall report to the German Bundestag in 2003 about the experience with
the impact on competition of the rules on negotiated access to the system and alternative access to the
system. Once this experience and the relevant court rulings have been evaluated, a decision shall be taken
as to whether, in order to achieve the objectives listed in section 1 and to ensure effective competition,
changes are needed to the rules on access to the system, so that equivalent economic results, and
particularly a directly comparable level of opening-up of the markets and a directly comparable level of
access to electricity markets, can be achieved. If no other arrangement is made in the context of this review,
the approvals issued pursuant to section 7 paragraph 1 shall expire at the latest on 31 December 2005.

Other provisions in the Act may help to identify cross-subsidies. Separation of accounts, required
auditing of accounts, and either publication (if required by law) or availability for inspection at
headquarters (if publication is not required by law) aim to increase accounting transparency. In addition,
major transactions with affiliated or associated companies or with companies owned by the same
shareholders must be separately listed in the accounts. The separate accounts, auditing and publication or
availability for inspection also form part of the minimum requirements specified in the European
directives. The eectricity companies must at least split their accounts into generation, transmission,
distribution, and non-electric businesses. The Directive required the Member State to be able to oversee the
accounts, the amendments to the Energy Industry Act did not introduce additional regulatory oversight
over the accounts.

The consumer protection provisions in the electricity sector were retained in the Energy Industry Act.
The “general suppliers” remained obligated to connect and supply consumers in low-voltage and low-
pressure areas. The maximum price regulation for small electricity consumers was also retained. In
practice, this regulation acts as more of a safeguard, since actual prices charged tend to be lower than the
maximum allowed. [Brunekreeft, p. 3; E.ON 2002, p. 42] To the extent that the supervisory authorities
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delve into the cost judtifications, this regulation aso implicitly regulates the maximum cumulative
electricity network access charges, since access charges are included in these tariffs. The government's
standardization of electricity and gas supply agreements for small consumers was also retai ned.

Until 31 December 2006, electricity utilities are entitled to refuse access for eectricity to be supplied
from abroad to the extent that a similar customer located there could not also be supplied by third parties.

The Act on Renewable Energies (EEG, Erneuerbare-Energien-Gesetz) has provisions to promote
renewable energies. It requires all “general supply” electric utilities to buy electricity generated from
renewable energies in their supply area and to pay a specified price, a price differentiated by energy source
(water, wind, etc.).

It isimportant to point out what the Energy Industry Act does not do. It does not impose the terms and
conditions for access to the electricity sector. It has substantialy less coverage of the gas than the
electricity sector, though this was expected to change after the 2003 amendments. . It does not mention the
Associations' Agreements (though this changed with the 2003 amendments), and it does not establish any
new regulatory authority. Deliberately or negligently failing to obey an order or to provide information, or
providing incomplete, incorrect or tardy information is an administrative offence, punishable by a fine up
to € 100,000 per offence.

The May 2003 amendment to the Energy Industry Act introduced similar access rules for the gas
sector, notably third party right of access to the pipelines and storage and a requirement of separate
accounts, though not of management, for the different activities.. There is no statutory requirement to
publish indicative access prices.

The May 2003 amendment of the Energy Industry Act provided for “juridification” of the
Associations Agreements. This will likely make it more difficult to prove abuse of dominance, as it
introduced a presumption that if the Associations Agreements on third-party access for electricity and
natural gas networks were observed, then good practice conditions would be considered fulfilled. The 2003
decision of the Dusseldorf Court of Appea seems to confirm this difficulty. At the same time, however,
“juridification” shifts the burden of proof to any operator who does not fulfil the conditions set out in the
Associations' Agreement. “Juridification” of the private Associations' Agreement had been the subject of
debate. The Working Group on Competition Law, a meeting at the Bundeskartellamt of university
professors dealing with competition issues, opposed the so-called juridification of the Associations
Agreement. They noted that the “juridification of the Associations Agreement would make it considerably
more difficult to further develop and enforce effective competition in the network-based energy industry.”
[Bundeskartellamt 2002¢] Presumably, this was because juridification would raise the cartel authorities
burden of proof.

Finaly, as required by the earlier amendment to the Energy Industry Act, the Ministry of Economics
and Labour sent a Monitoring Report to parliament at the end of August 2003 about experience with the
negotiated access system for competition. It concludes that the Associations Agreements in the eectricity
sector have developed a workable access system, athough improvements are required. The report notes
that similar progress in the gas sector has been lacking so far. The report aso provides an outlook of the
basic features of the future government regul ation of the German electricity and gas markets.
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3.2 Act against Restraints of Competition

The Act againgt Restraints of Competition (ARC) is central to the oversight of the electricity and gas
sectors. The ARC contains provisions against cartels, anticompetitive mergers and both exploitative and
exclusionary abuse of dominance (chapter 3 gives more details). The primary control over terms and
conditions for network use is post hoc supervision of abuse under antitrust law.

The ARC was amended in two key ways to prepare for the liberalisation of the electricity and gas
sectors. First, as mentioned above, the exemption of agreements in the electricity and gas sectors were
removed. This meant that the demarcation agreements, long-term exclusive concessions between municipal
governments and utilities, resale price maintenance agreements, and interconnection agreements that
restricted access to transmission lines and defined supply areas, supply conditions and prices, al lost their
exemption and became subject to competition evaluation under the ARC. (The abuse of dominance
provisions of the ARC had aways applied to these sectors. The Bundeskartellamt dealt with its first
network access case in the electricity and gas sectors in 1992, with the Wingas-VNG pipeline access case.
Earlier abuse of dominance cases concerned, e.g., the level of tariffsin the gas sector.) Second, a provision
was introduced to require access to “essential infrastructure facilities” except where the infrastructure
operator can demonstrate such access “is impossible or cannot reasonably be expected.” The provision on
access to essential infrastructure facilities is intended to control abusive denia of access, or granting access
only under abusive terms and conditions, to infrastructure such as electricity transmission and distribution
networks and gas transmission, distribution, and storage.

Box 7. Abuse of Dominance in the Act against Restraints of Competition

Section 19 Abuse of a Dominant Position prohibits “abusive exploitation of a dominant position by one or several
undertakings.” After defining dominance, the law goes on to define abuse:

“(4) An abuse exists in particular if a dominant undertaking, as a supplier or purchaser of certain kinds of goods or
commercial services,

“1. impairs the ability to compete of other undertakings in a manner affecting competition in the market and without any
objective justification;

“2. demands payment or other business terms which differ from those which would very likely arise if effective
competition existed; in this context, particularly the conduct of undertakings in comparable markets where effective
competition prevails shall be taken into account;

“3. demands less favourable payment or other business terms than the dominant undertaking itself demands from
similar purchasers in comparable markets, unless there is an objective justification for such differentiation;

“4. refuses to allow another undertaking access to its own networks or other infrastructure facilities, against adequate
remuneration, provided that without such concurrent use the other undertaking is unable for legal or factual reasons to
operate as a competitor of the dominant undertaking on the upstream or downstream market; this shall not apply if the
dominant undertaking demonstrates that for operational or other reasons such concurrent use is impossible or cannot
reasonably be expected.”

3.3. Associations' Agreements

The crucial supervision of network access of competitors to electric wires or gas pipelines was
entrusted to a body of private agreements called the Associations Agreements (Verbandevereinbarung).”
These agreements among associations of energy companies, autogenerators, and businesses set out
frameworks for negotiated contractual agreements among companies on the use of eectricity and gas
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infrastructure. The Associations' Agreements are one means by which the legal claim to third party access,
provided in the Energy Industry Act, are implemented.

The Associations Agreements are the results of negotiation among the most important market
partners, and as such are seen by Germany as taking equal account of the interests of the e ectricity and gas
industries (in the case of electricity represented by the associations VDEW, VKU, ARE, VDN, and in the
case of gas by the associations BGW and VKU), on the one hand, and the network users and consumers
(BDI, VIK), on the other. But the objectives of the Agreements both suggest that the interests of non-
industrial consumers were not important.'® The agreements were reached under threat of imposition of
independent regulation.'” It is unclear how the Associations Agreements will adapt to the independent
regulation agreed in the new EU directives.

The Associations' Agreements establish, among other things, voluntary methods and criteria for
determining charges. However, under the ARC, the Agreements may not restrain competition and thus, in
particular, may not set any prices. In this connection, the annexes in which the Associations agreed on
pricing principles (costs and revenues assumed for costing purposes, annual financia statements and, in
electricity, transmission and distribution prices of structurally comparable system operators) and on rates
of return (6.5% on equity in electricity, 7.8% in gas) raise concerns of whether al that stands between the
pricing principles and prices is a pocket calculator. In other words, the Associations' Agreements provide
such a complete framework for calculating access prices that if utilities apply the voluntary framework
then they have little scope for independent choice in access pricing. The Bundeskartellamt has expressed
concern that the Agreements could facilitate agreement on prices. Indeed, the Landesgericht (state court)
of Berlin ruled that the talks between gas industry associations about self-regulation are unlawful cartels.
[NERA 2003] In fact, thereis scope for choice, e.g., in depreciation and valuation of some assets. Thereis,
though, little incentive to choose lower access fees. For example, the rates of return on equity seem rather
high when the long-term riskless rate of return is about 2.5 % and long-term return on equity is about
5.5 % (geometric average).”® In 2001 and 2002, long-term German government bonds were yielding 4.8 %.
Recall that the 6.5% and 7.8% are rates of return to network assets, not more risky business such as
electricity trading. The new EU directives, however, imply that the new independent regulator should
evaluate main cost items such as the value of the capital stock, appropriate rate of return on that capital,
and an appropriate depreciation rate. [EC 2004b]

Box 8. Overview of the Association Agreements

A. Associations‘Agreement on Criteria to Determine Use-of-System Charges for Electric Energy and on
Principles of System Use, 13 December 2001

The first Associations’ Agreement on electricity was agreed in May 1998. Under this Agreement, access charges were
based on a contract-path principle. It was considered cumbersome, non-transparent and, by leaving too much
discretion in the hands of the incumbent transmission owners, insufficiently promoting of competition. The second
agreement replaced contract-path with postage stamp pricing.

The current agreement, called Verbandevereinbarung I+, is effective from 1 January 2002 to 31 December 2003.
Table 10 describes the parties to this agreement. The agreement sets the framework rules for contractual agreements
on system use (negotiated third party access or “NTPA") under the Energy Industry Law. In fulfilling European and
national objectives, this Agreement aims to promote competition between electric power utilities in the supply of
electricity to end-users, and to attain competitive prices for German industry and commerce.

This agreement is a framework agreed among associations. To use the system, users must enter contracts with the
respective system operators at the feed-in and extraction points. Thus, there are two stages of negotiations, the first
amongst associations to set the framework, and the second between the party that wishes to use the system and the
system operator(s).
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The main principles are that access is to be non-discriminatory and that access charges are to be cost-based and
transaction-independent. The costs of necessary system services are allocated to users at the voltages in which these
services are used. Balancing groups may be set up to minimize use-of-system charges.

Pricing is based on the following three elements:

a) Costs and revenues assumed for costing purposes

b) Annual financial statements prepared according to commercial law.

¢) Transmission and distribution prices of structurally comparable system operators.

If a system user challenges the appropriateness of the use-of-system charge, then the third element is used to
evaluate the charges and the efficiency of system operation. If a system operator's charges are among the highest
30 % of all use-of-system charges recorded in a structural category, then it must prove that its charges are appropriate.
Structural categories are defined on the basis of such criteria as population and consumption densities, the percentage
of cable which is underground, and whether the system operator is located in the old Lander or the new.

The Associations’ Agreement contains guidance on depreciation, the valuation of tangible and intangible assets, the
treatment of interest-free capital and of building and construction costs, and specifies maximum equity ratios. The
Associations’ Agreement sets the interest rate of the imputed return on equity at 6.5 %.

The associations will set up an Arbitration Tribunal, on a case-by-case basis, to settle by mutual consent differences of
opinion related to the interpretation of this Agreement. To resolve other disputes, e.g. concerning the appropriateness
of the use-of-system charges, the parties shall agree on a settlement body independent of the Associations. The
options to resort to legal action or take other steps are unaffected.

There are a number of other rules. For example, system operators must respond within two weeks to requests to use
of system. All of the costs of setting up a new direct system connection for feed-in/extraction or expanding an existing
connection at a suitable point of connection are borne by the party seeking connection. The rules, parameters and
prices for determining use-of-system charges were to have been published within three months after the Agreement
entered into force.

B. Associations’ Agreement on Third Party Access for Natural Gas, 3 May 2002

The first Associations’Agreement on gas (Verbandevereinbarung Gas) was signed July 2000. It was amended twice,
first to add commercial access to storage facilities and the second time to provide for access for small customers and a
dispute settlement mechanism. The current agreement, called Verbandevereinbarung Gas Il, is effective from 1
October 2002 to 30 September 2003, although further negotiations, since broken down, were envisaged. Table 10
describes the parties to this agreement. The agreement sets the framework rules for contractual agreements for
negotiated third party access as provided for under the EU Directive on common rules for the internal market in natural
gas, the Act against Restraints of Competition and the Act to Reform the Energy Industry Law. This Agreement is
intended to promote competition in accordance with the objectives of these Acts and the Directive.

As with the electricity Associations’ Agreement, this agreement is a framework agreed among associations. Parties
who wish to use the system must enter into contracts.

The main principles are that access to pipelines is to be granted on objective, transparent and non-discriminatory
bases. Access to supra-regional and regional pipelines is treated differently from access to local distribution pipelines.
At the supra-regional and regional level, access is charged as capacity reserved for specific transactions on actual
sections of pipeline. Fees are not cost-based, but rather are based on international and national benchmarks, not
further specified in the Agreement. While, “as a general rule,” access contracts shall have terms of a whole year, or
multiples of whole years, and begin on 1 October or 1 April, access can be agreed for shorter periods or for other times
of year.

By contrast, access to local distribution pipelines is charged in the form of a postage stamp fee. The fee is based on:
a) Costs and revenues assumed for costing purposes

b) Annual financial statements prepared according to commercial law.

© OECD (2004). All rights reserved. 50




Users negotiate commercial access to spare storage with the individual owners of the storage. If the BDI and VIK do
not find the resulting fees to be reasonable, then there will be new negotiations to determine reasonable fees.

As in the electricity Associations’ Agreement, the gas Associations’ Agreement contains guidance on depreciation, the
valuation of tangible and intangible assets, the treatment of interest-free capital and of building and construction costs,
and specifies maximum equity ratios. The gas Associations’ Agreement sets the interest rate of the imputed return on
equity at 7.8 %.

Arbitration is like that for electricity, save that there is not provision for arbitration on the level of access fees.

The AA-electricity provides a convenient way to approach the heterogeneity of distribution.
Electricity system operators publish the structural parameters, such as population density, consumption
density and the percentage of underground cable, which are considered to have important cost effects.
These structural parameters imply the structural category to which each network operator belongs. Then,
the VDN isto survey the 900 dectricity network operators to establish a mean value of the use-of-system
charges applied to classes of customers. The individual network operators average use-of-system charges
have been published by VDN, as yet incompletely, i.e. not for al operators. Due to as yet unresolved
methodologica errors, the categorisation of the VDN has been of no relevance to the Bundeskartellamt in
investigations of alleged abusively high prices.

The AA-gas uses different methods for transmission from distribution access. It contains a convenient
example of how to caculate distribution fees Annex 3. For gas transmission, the gas transmission
companies will set the access prices. (The pricing is carefully clothed in terms of “pricing on the basis of
an international and national benchmark” and “not exceed the reference market-based fees for the pipelines
subject to pipeline-to-pipeline competition.” However, it does not take much for the few gas transmission
companies to see the advantage of influencing the national benchmark by their own behaviour and, as
argued above, there's very little scope for competition in the one stretch of parallel transmission pipeline.)
The price of access to gas transmission pipeline is emphatically not related to costs but to “benchmarks’;
this was one issue on which negotiations broke down in April 2002. Since gas pipeline contracts should “as
agenera rule” have terms of one year or multiples of one year, beginning on 1 April or 1 October, then gas
cannot be fed into the system on a short-term basis. This hinders the development of gas trading.
(Neverthel ess, some gas companies are trying to establish a spot market at the hub Bunde/Emden.)

The observance of the Agreements is overseen by clearing offices set up by the associations. These
aim to fulfil the obligations in the European directives to establish a dispute settlement body, independent
of the parties. As of late 2002, the clearing entity had dealt with four disputes. If disputes arise, the legal
claim to network access is enforceable with the aid of the cartel authorities and/or civil courts. The AAs do
not provide penalties for non-compliance. Indeed, some 80-90 electricity distribution companies have yet
to publish their access charges, despite the expiration of the deadline agreed by the associations of which
the companies are members.

The agreements have evolved. The first electricity agreement, reached in May 1998, was heavily
criticised for favouring incumbents and introducing a fee for electricity crossing an internal border. The
second dectricity agreement, effective from 1 January 2000, was seen as an improvement by simplification
of pricing, reducing barriers to households switching suppliers, and creating conditions for electricity
trading. However, new entrants pointed out that many of the new rules still await implementation or are not
fully respected. [Eberlein p. 371] Entrants also point out that some provisions remain discriminatory. In
gas, the second agreement moved toward pricing distribution on more of a postage-stamp principle, the
idea being to reduce the costs of transaction-by-transaction negotiation, at least for distribution.
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As Table 10 shows, most of the Associations who are party to the agreements have as their members
predominantly companies on the supply side of the markets. The VIK, the association of industria
consumers and autoproducers, represents the largest consumers. The BDI, the broad association of German
industry, represents both demand and supply sides of the markets. It includes as its members electricity and
gas consumers from the very largest to quite small, as well as the eectricity, gas, lignite mining, and coa
mining companies. The consumers association, VZBZ, 80% government-funded, was invited to the
negotiations for the Associations Agreement in electricity 11-plus after the re-negotiations had begun so
felt it was not in a position to agree to an outcome. As VZBZ represents household consumers, its
members have different interests and are charged different prices from those consumers who are members
of BDI. BNE, representing new entrants into electricity, were not invited to the negotiations.

Table 10. Associations in the Associations’ Agreements

Associations’ Agreement Associations’ Agreement
Electricity ll-plus Gas I
Associations Representing Suppliers End-users/ Suppliers End-users/
Consumers Consumers
BDI German industry yes yes yes yes
VIK Industrial consumers and autoproducers yes (large yes (large
only) only)
VDEW Electricity industry yes
VDN Network operators (within VDEW) yes
ARE Regional energy utilities yes
VKU Municipal utilities yes yes
BGW Gas, water, sewerage utilities yes
3.4. Ingtitutions

Germany’s federal structure and style of state-society relations are decisive factors in the institutional
structure. The Federal Ministry of Economics and Labour (BMWA = Bundesministerium fir Wirtschaft
und Arbeit) is the lead agency responsible for energy policy. A Third Party Access Task Force was
established in the BMWA in April 2001. This office was aimed more at disputes where one party is a small
consumer, rather than disputes between energy companies which are resolved in the first instance within
the framework of the Associations' Agreements. The Task Force has reduced the costs of small consumers
switching suppliers.

The Bundeskartellamt® (Federal Cartel Office) has primary responsibility for the practical
implementation and enforcement of the Act against Restraints of Competition at the federa levd, i.e.,
involving more than one Land. It therefore plays an integral part in the implementation of the negotiated
access regime in Germany. It also is responsible for the review of the competition effects of mergers and
for the prohibition of cartels. The Bundeskartellamt does not decide policy.

Individual states have energy sector supervisory agencies that implement federa law, including
maximum electricity prices to small consumers. The states also have cartel offices that are responsible for
competition cases restricted to a single state.

The Monopoly Commission® advises the government on antitrust and competition issues, makes
recommendations on major merger and acquisition cases if a ministerial authorisation is requested, and
comments on topical antitrust policy matters. It also compiles a major biannua report on these issues.

There is no sector-specific regulator of the electricity or gas sectors. This makes Germany unique

among the Member States in the European Union. Each of the other fourteen Member States has at |east an
access regulator for both sectors. [European Commission 2002d, p. 3] Among OECD/IEA countries, only
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New Zealand, with a state-owned electricity sector, joins Germany in applying negotiated access and
pricing in electricity and having only light-handed ministerial oversight of electricity. [IEA 2001b] Rather,
following the tradition of state-society relations, the Associations Agreements provide the voluntary
framework for access to electricity and gas infrastructure (excluding storage), and voluntary arbitration of
access disputes. Implementation of the 2003 EU directives will require the designation of one or more
regulatory authorities which are wholly independent of the interests of the electricity and gas industries. In
August 2003, the Ministry of Economics and Labour proposed to parliament that, from July 2004, federal
energy regulatory authority be vested in RegTP, which was aready responsible for federa
telecommuni cations regul ation.

4. Selected Regulation | ssues and Recommendations

4.1. The Structure of the Sectors

Much of the difficulty of promoting competition in the dectricity and gas sectors stem from its
structure. It does no good to cry over the spilled milk of consolidation in the 1990s and early 2000s but
rather going forward it will be important to reduce barriers to entry to try to promote competition in the
future. The starting point is not propitious. As the Monopolkommission writes, “Competition from a
foreign electricity generator is only possible to a very limited extent, because of the limited transmission
capacities of the coupling points across the national frontiers. It is hardly likely that new competitors will
enter the market because there are high barriers to market access.” [Monopolkommission 2003, para. 69*]
The vertical integration these sectors, and of the two sectors, increased barriers to entry. Thisisthe primary
topic of this section.

The vertical integration of the eectricity sector, and the gas sector, and now of gas with electricity,
constitutes a barrier to entry by new electricity generators. Gas, which would be the fuel of choice for
independent power producers, now must be purchased from a company which would be a competitor in
electricity generation. The section on entry has shown that, even before this latest vertical integration, there
has not been generation entry (other than small scale renewables) and that the primary complaints of the
actual potential entrants—who chose not to enter—concerned gas supplies.

The vertical integration of the potentially competitive parts with the natural monopoly parts of these
sectors creates barriers to entry and hampers competition. One way entry and competition are harmed is
through high network access prices. Prices that exceed costs enable the vertically integrated utility to cross-
subsidise their energy sales and charge energy prices that are lower than their costs. This drives
unintegrated suppliers out of the market and even prevents more efficient generators or gas suppliers from
entering.?* (The same mechanism is at work when the TSO procures high-priced balancing energy and
other ancillary services that can only be provided by the incumbent but are paid for by all generators or al
consumers.) Another way entry and competition are harmed is through discriminatory conduct. In the case
of transmission and generation, this discrimination can be subtle, involving issues of information and
timing, and thus difficult for an adjudicator to establish liability. While TSOs are exhorted in the
Associations Agreements to behave non-discriminatorily, discrimination is reported to persist. Both of
these issues are discussed below.

The problems of vertical integration have been recognised, including by the Working Group on
Competition Law in October 2002. Participants agreed that, from a competition policy point of view, a
maximum degree of separation between network and supply should be achieved. A mgjority thought
ownership separation would be desirable. [Bundeskartellamt 2002€]

© OECD (2004). All rights reserved. 53



Ownership separation is probably not achievable, and involuntary ownership separation would not be
achievable for congtitutional reasons, though lesser forms of separation could help. Without the option of
ownership separation, it is unlikely that incentives to discriminate against unintegrated rivals, such as
entrants would be, can be reduced. However, Germany has not yet made use of al the tools available to
reduce the ability of integrated utilities to discriminate. Foremost among these is better accounting
information to identify cross-subsidies. Hand in hand with this is having the supervisory capacity to detect
cross-subsidies in the mass of accounting data. The third tool is greater separation of the networks from the
potentially competitive activities so as to make cross-subsides easier to detect and improper information
flows more difficult. Separating transmission and supply businesses, both of electricity and of gas, would
have the intention of reducing the flow of commercially sensitive information. Experience elsewhere
shows the dangers to competition when commercialy sensitive information about a customer, which is
needed by the gas or electricity transmission provider, could become available to the rival supplier through
communication internal to afirm.

The accounting rules in the Associations’ Agreements are inadequate to establish the cost basis for
access charges, or to ensure that there is not cross-subsidy of competitive or potentially competitive
activities of generation and supply by the monopoly activities of transmission and distribution. The AAs
explicitly state that pricing is based on inter alia “Annual financial statements according to commercial
law, related to transmission and distribution activities.” But, as a group of European telecommunications
regulators point out, “Financia information prepared and published for regulatory purposes often differs
significantly from other financial information prepared by companies for statutory or other purposes.”
They go on to say, “This information [regulatory accounts] will assist a [national regulatory authority] in
carrying out its regulatory duties and functions as well as disclosing relevant information to a range of
stakeholders (e.g. other industry operators, consumers, government, investors).” [Independent Regulators
Group 2002, p. 4]

Box 9. Regulatory Accounting Guidelines
According to the Independent Regulators Group, a group of European telecommunications regulators, “The basis on
which regulatory accounts are prepared require special regulatory rules as well as the application of generally
accepted accounting practices.”
“Regulatory accounting guidelines will normally refer to the following:

1. Regulatory accounting principles

These principles establish the key doctrines to be applied in the preparation of regulatory accounting information. They
should include, inter alia, the principles of cost causality, objectivity, transparency and consistency.

2. Methods for attributing costs, revenues, assets and liabilities
A description of the attribution methodologies used to fully allocate revenues, costs, assets and liabilities.
3. Basis for transfer charging

A description of the basis used to transfer charge between disaggregated regulatory entities as required under
accounting separation obligations. Typically this will prescribe methodologies for ensuring an operator charges itself on
the same basis as other operators for similar services where there is a regulatory requirement to do so.

4. Accounting policies

These policies are those that follow the form used for the preparation of standard statutory accounts and will include,
for example, details of fixed asset depreciation periods and the treatment of research and development costs. Where
the regulatory accounts are prepared on a current cost basis then the basis on which assets are valued will be
included as accounting policies.
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5. Long run incremental cost methodologies

If LRIC applies, a description of the methodologies used to prepare long run incremental cost information. This
description would also include details of the identification and treatment of shared or common costs as well as
combinatorial tests.”

“Normally the preparer of the regulatory accounts would arrange the procurement of an independent audit opinion.
The audit opinion and accompanying report has potentially high value in enhancing the quality, objectivity and
credibility of the information presented. Users confidence and understanding of the financial statements is significantly
enhanced by the presence of an independent audit.”

Source: Independent Regulators Group 2002.

Recommendation: The legal prohibition of cross-subsidy between network and non-network
activities should be reinforced through separation of generation, transmission, distribution and
supply—and for gasinto transmission, distribution, storage, and supply— into separate companies
with separate management, and active oversight by supervisory authorities who have no ownership
interests. Regulatory accounting should be introduced within a reasonable time period.

Non-discriminatory network access and lack of cross-subsidy from the networks are not, however,
sufficient for the development of effective competition. If network access or ancillary electricity services
are not priced essentially at cost, then they impede competition and entry. Thisissue is addressed below.

The widespread vertical integration in the electricity and gas sectors dampens competition in the
transactions between the local utility and their sources of electricity or gas supply. Consumers, particularly
household consumers, are rarely switching away from their traditional supplier. Hence, the procurement
choices made by the municipal utility largely determine which generation will supply households in the
municipality’ s territory.

e Partia or complete ownership by an upstream firm reduces incentives to purchase from a
different, competing upstream firm.

If the upstream firm exercises control, then it has an incentive to, as it were, “buy from
itself” even if it does not the lowest-priced offer to the local utility. It has this incentive
because it will receive the rents both from the upstream and the downstream activities,
whereas if the loca utility bought from a different, competing upstream firm, then it
would receive only the rents from the downstream activities.

If the upstream firm does not exercise control, the incentives remain similar. However, in
this case, it must offer a price that at least meets the offer of any competitor. The upstream
firm would have information advantages over its competitors, particularly if its board
member(s) has information about characteristics of the local utility that influence the cost
to supply, bid evaluation methodol ogies or competing bids.

» Partia or complete ownership by an upstream firm reduces incentives to compete to supply
small and medium sized customers.

So long as the upstream firm exercises control of at least severa local utilities, then it
dampens competition with other local utilities in which it owns a stake, whether or not it
exercises control. It has this incentive because less competition downstream is more
profitable for thelocal utilities, increasing the benefits of ownership.
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Some observers have already seen a negative effect on competition in gas and electricity of this
widespread partial integration. In early 2003, the Chairman of the Board of Wintershall said that Wingas
(the 65-35 Wintershall-Gazprom subsidiary) “has found that scarcely any privatised or partially privatised
utilities are in the market as new customers.” [Wintershall AG 2003] Thisisthe paralel of the critical view
held by the Bundeskartellamt with respect to electricity. According the Bundeskartellamt, “ The pressure to
compete for end customer business has falen off considerably. ... [T]he increasing participation of large
energy providers in municipa utilities prevents the development of a well-functioning competition
structure in the electricity sector.” [Bundeskartellamt 2002g]

Whereas the Bundeskartellamt formerly assumed that 20% of ownership is the level below which
decisive influence is not exercisable, the Bundeskartellamt has changed its policy on transactions which
involve less than 20% of the shares. Even acquisitions of less than 20% will be examined by the
Bundeskartellamt if one undertaking directly or indirectly exercises a competitively significant influence
on the other undertaking. This is a welcome change. Especially in the energy sector with its growing
vertical integration, even transactions below the threshold of 20% can strengthen a dominant position. One
particular means by which the acquisition of holdings below 20% has had a competitively significant
influence has been in procurement behaviour. There are reasons to expect that incentives to change
procurement conduct, even at low levels of ownership, are strong. The absence of competition at the
distribution level means that any excess cost can be largely passed onto consumers, and the profitability of
procuring from the partly vertically integrated parent mean that the municipal utility will face incentives to
buy from its partial parent. This withdraws demand, particularly that of small consumers, from the
competitive market. Widely practiced, it reduces incentives to enter generation and supply in the electricity
market, or supply in the gas sector, in turn reducing future competition directly as well as, immediatdly,
liquidity. The Monopolkommission had earlier criticised partia vertical integration in the gas and
electricity sectors, viewing such shareholdings as “classical means of securing sales over the long term;
they involve advantageous information and have a discouraging effect on competitors.” The Commission
recommends examining the vertical mergers not in isolation but as part of an overall strategy to discourage
potential entrants. The Commission writes that, “In the view of the Monopolies Commission the doubt
regarding competition raised by the holdings of association companies or their subsidiaries in downstream
distribution companies are relevant for holdings below 20% as well.” [Monopolkommission 2003, para.
70%]

Recommendation: The Bundeskartellamt should continue to keep under review its lower limit on
“decisive control” in light of the strong incentives of a vertically integrated utility to influence a
partly-owned municipal utility to procure power or gas from its partial parent. It may be the case
that “ decisive control” would take on a different definition in the context of procurement of eectricity
or gas by a municipal utility than in other contexts.

Recommendation: The extent to which vertical integration, whether full or partial, may be
undermining the efforts to create competitive markets should reviewed. If it is found that vertical
integration is impeding the development of competitive markets, the Government should take steps
to bring about the ownership separation of potentially competitive activities from natural monopoly
activities.

4.2. Competition Effects of Accessto Networks
In Germany, high access fees have impeded competition. In August 2002, the President of the
Bundeskartellamt said that “[F]ees for network use...currently congtitute the main obstacle to effective

competition in the electricity markets.” [BKartA 2002i] Competition isimpeded in two ways. The first way
is more important at the small consumer level. In Germany, network access fees and taxes constitute much
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of the total electricity bill. Rival energy suppliers can differentiate themselves only over the non-network,
non-tax portion of the hill. To the extent that consumers compare the fixed costs of switching suppliersto
the fraction of the total energy bill, rather than to the value of potential savings, the high network fees and
taxes reduce consumer switching. The second way in which competition isimpeded is to discourage entry
by generators.

Where incumbents are vertically integrated and entrants are not, as would be the case in Germany if
there were entry, charging a high but non-discriminatory access fee keeps out efficient new competitors.
Even if access fees are cost-based, attributing common costs to the monopoly part of a vertically-integrated
business keeps out efficient competitors.

Figure 14 illustrates how, even if network access fees are cost-based, they can exclude lower-cost
generators if the integrated utilities are able to attribute common costs to the monopoly (the grids). In this
illustrative diagram, the unintegrated generator is assumed to have lower costs. But if the integrated
generator can attribute to the grid those of its costs that are common both to generation and to the grid, then
the access fee that the unintegrated generator must pay is high, and eliminates its cost advantage in
generation.

Figure 14

Network access
fee Network costs

Overhead costs
(common costs)

Generating costs,
including

overhead costs Generating costs

Independent Power Producer Integrated Utility

High access fees, even when uniform, constitute a barrier to entry for unintegrated generators. If
utilities each charge each other high prices, then the net effect for the integrated firms is close to a wash,
but unintegrated entrants would pay the high prices. Further, the structure of uniformly charged access fees
can be discriminatory. One study of transmission pricing in Germany showed that the pricing methodol ogy
in the AA is biased against customers who take power at the 110-kV level (i.e., small customers), against
generators who must transmit energy over long distances or who do not have a large portfolio of generating
plant, and against short-term or off-peak transactions. [aa, pp. 6-7]

Competition is also impeded by discriminatory access. Providing preferential access to the vertically
integrated utility has the same effect as charging high access fees, making access less economically
attractive and thus hindering or suppressing competition using the network. “Non-discrimination” is a key
concept for the regulatory system. However, some market participants complain that “discrimination” is
not clearly—defined. There is a perception that the Associations’ Agreements do not now ensure neutrality
of the networks. Discrimination in Germany includes not confirming requests for network access,
frequently changing communication procedures, and requiring customers whose demand exceeds
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30 000 kWh/yr to use quarter-hour metering only if they change suppliers (but not for such customers who
do not change suppliers). Another form of discrimination is slow communication at the supply level:
consumer switching is impaired if they do not know, for two to three months, who their supplier is and if
new suppliers do not have timely access to meter-reading data.

EnBW cites both fees and access as barriers to effective market competition. EnBW says that
“[E]xcessive transmission charges and other network access conditions continue to hinder free
competition.” [EnBW p. 29] Further, “EnBW has shown that, notwithstanding the legal requirement of
complete opening of the market, significant competitive obstacles remain. This applies both to the opening
of the network access and to network user charges. EnBW supports binding network access regulations and
appropriate network user charges.” [ibid. p. 30] EnBW notes that, “As a competitive company, this
deficiency [of a non-neutralised network] continued to be detrimental for EnBW in 2001.... An
improvement is essential, if a standstill of competitive activitiesin Germany isto be avoided.” [ibid., p. 14]

In addition to network access as such, there are anumber of other natural monopolies in the e ectricity
sector related to system operation. The Associations' Agreement does not clearly specify how the costs and
payments for certain ancillary services that are necessary for high-quality electricity services are to be
determined. In addition, the way to allocate the cost of transmission losses is vague, “socialised” into the
annual use of system charge.

Recommendation: Ensure that the prices of ancillary services reflect only the cost of efficient
provision. While requiring competitive tenders is a good start, ensuring that they are truly
competitive, with a number of participants, is also necessary. If the number of potential suppliersis
too low, then economic regulation will be needed.

4.3. Negotiated Access versus Regulation

43.1. The German Position

The question of whether the energy policy objectives of secure, acceptably priced, and
environmentally friendly electricity and gas supplies are better served by negotiated access to the
infrastructure under the Associations' Agreements, or by an independent regulatory agency, is perhaps the
most important of this review of these sectors. The Associations Agreements have been the subject of
much debate within Germany. The German Government and much of German industry believe that the
guestion of regulated TPA versus negotiated TPA cannot be answered dogmatically. Energy security and
environmental protection are not substantially affected by the access conditions.”* Hence, the focus is on
which regulatory system allows market liberalization and effective competition to be achieved most
efficiently, taking into account the learning and flexibility that can lead to ongoing improvement of the
system. Particular indicators of market liberalisation and effective competition are the price of electricity
and gas, the price of network access in electricity and gas, the number of third-party access agreementsin
electricity and gas, the level of entry by new competitors, and the readiness of consumers to switch
suppliers. Indicators of effectiveness of regulation are the speed and comprehensiveness of the safeguards
and whether those most likely to be harmed by ineffective regulation are content with the system.
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Germany believes that the large number of legally distinct network operators in Germany renders ex
ante and case-oriented regulation of, for example access charges, hardly possible from an organizationa
perspective. Consequently, the Bundeskartellamt disapproves of a sector-specific regulator. The BKartA is
concerned that comprehensive state regulation of hundreds of e ectricity network operators would create an
unwieldy and expensive bureaucracy, handicapped by an informational disadvantage relative to market
than market participants. Instead, the BKartA favours negotiated network access supported by effective
abuse control under competition law. [Bundeskartellamt 2002d]

The Associations Agreements, with their voluntary rules on network access terms and conditions,
form just two parts of the supervisory system. Other parts of the system include the federal and state cartel
authorities, who have opened a few tens of investigations into pricing for network access and for other
system operations-related services over the past two years. These investigations end if the fees are found
not to be abusive or if the network operators have lowered their fees sufficiently, or the authorities may
proceed with a prosecution for abuse of dominance. The cartel offices could also find other forms of
conduct, beyond pricing, to be abusive, and parties who feel discriminated against can bring private suits
under the ARC. Moreover, the competitive impacts of this system are reviewed on an ongoing basis by the
Federal Ministry of Economics and Labour, including on the basis of comparing Germany's system with
the competitive results of regulated systems.

Germany believes that a combination of sectoral self-regulation by means of the Associations
Agreement and case-related supervision by the cartel authorities and energy supervisory authorities,
supplemented by TPA applicants' enforcement possibilities through the civil courts, isin keeping with the
highly fragmented structure of the networks.

4.3.2.  Prices, Network Access, Entry and Consumer Switching

As we have seen above, the price of natural gas in Germany for both industry and gas is relatively
high. The price for eectricity for industry is about the modal price among IEA countries, but for
householdsis high.

Electricity network access fees are high and have not fallen much post-liberalisation. Tables 8 and 9
above show that access fees for distribution in Germany are very high as compared with those in other
European countries, but for transmission are about in the middle amongst the other European countries.
One egtimate is that electricity access fees are about 30% too high. There seems not to be an estimate of
how much higher are gas access fees than cost, but in 1998 the IEA wrote that, “The absence of
competitive pressure in gas distribution means that costs, profits and prices to end users in continental
Europe are likely to be higher than necessary.” [IEA 1998b] Four years later, the IEA reports that, “The
new entrants consider that the accesstariffs are still too high.” [IEA 20024]

Only a very few third-party gas access contracts have been signed. In November 2002, there were
about 170 separate contracts to supply gas in Germany. Usually, three or four contracts are required to
supply each customer, so these 170 contracts represent at most 50 customers. (A different source provided
an estimate of 230 separate contracts.) According to a survey carried out by the consulting company DRI-
WEFA for the European Commission, the new entrants have experienced access difficulties. They consider
the process to be too complex and access charges too high. They criticised both the system of negotiated
third-party access and the absence of aregulator. [IEA 2002a] Critics of the gas Associations Agreement
include one of Germany's most successful new trading-suppliers, Potsdam-based natGAS. An officia said
that “[I]t will be amost impossible for industrial users to get a serious delivery offer for the coming gas
year through the incumbent German network.". [Platts 2002b]
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As noted above, there has been no new entry—beyond renewables—into e ectricity generation since
liberalisation. This might be due to excess capacity. However, this is correlated with reatively limited
imports of electricity into Germany, when more would have been expected given the relatively high prices
paid by households.

Consumers, as noted earlier, have switched suppliers at very low rates, both absolutely and as
compared with consumers in other European Union Member States.

4.3.3. The Safeguards

The safeguards for the eectricity and gas systems are slow and incomplete. It takes a long time for
network access fees to be reduced under the current system. For example, the Bundeskartellamt initiated an
investigation into 22 network companies charging abusively high network access fees in late September
2001 [BKartA 2001b]. While some of these utilities reduced their access fees by up to 20 per cent, the
transition to the next stage, starting abuse proceedings against twelve of them, took place in late January
2002 [BKartA 2002g]. In May 2002, the Dusseldorf Higher Regional Court (OLG) issued a preliminary
decision confirming that one of these companies was indeed obliged to hand over documents relating to
network fee calculations to the BKartA. [BKartA 2002h] In late August 2002, the Bundeskartellamt
warned the first of the ten utilities that it intended to prohibit it from demanding abusively high network
access fees. [BKartA 2002i] In mid-December 2002, the Bundeskartellamt gave a similar warning to the
second of the ten utilities. [BKartA 2002j] In February, the Bundeskartellamt formally decided that this
utility, Thiringer Energie AG (TEAG) which belongs to the E.ON group of companies, charged abusively
excessive fees for network use and ordered TEAG to reduce its network use fees to reduce its
corresponding revenues approximately 10 %. The Bundeskartellamt declared this decision immediately
enforceable. The decision is the first ruling on abusive practices issued by the Bundeskartellamt within the
context of the ten formal abuse proceedings relating to excessive fees for network use initiated at the end
of January 2002, and it was the first case in which the Bundeskartellamt used cost calculation to examine
the company concerned. [BKartA 2003b] If a competition authority’s decision on network use is appeal ed,
the implementation of the authority’s decision is suspended until the appeal is heard, a process that can
take months or even years. For an electricity supplier, multiple years is too long to wait for the abusively
high price of a key input to be reduced. By contrast, ex ante regulation would by definition be in place and
be applied during the period of investigation, decision, appea and fina resolution. However, the April
2003 amendment of the Energy Industry Act and the Act against Restraints of Competition introduces
important changes to the system such as legally determined immediate enforceability of the
Bundeskartellamt's decisions. Other measures such as ex ante competences to determine methodologies
used to calculate, e.g., network access fees will possibly be taken soon, when the new energy directives are
implemented. Thereby, changes are being made or are in sight that are designed to significantly speed up
the ex post system.

In the Associations' Agreements themselves, there are no effective sanctions for non-compliance.
Under the current system, government pressure has been used to reach the Associations' Agreement. But
government pressure may have neither the expertise to identify nor the capacity to focus its powers of
persuasion on the underlying causes of individual undesirable outcomes within the AA framework.
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4.3.4. Competition Dampening Provisionsin the Associations’ Agreements

The Associations Agreements contain provisions that dampen competition. Among these are the
requirement to avoid new transmission, the pricing frameworks including rates of return, and the term and
timing limits on gas transmission contracts.

Fulfilment of the objective to avoid constructing new transmission wherever possible [Provision 1.8]
will impede competition in the longer run. Competitive electricity markets require more transmission
capacity than do highly-regulated electricity sectors because they use the grid in a new pattern. Even an
unloaded transmission line can affect competition by making credible the threat of competition. At present,
supply from abroad is unlikely due to the congestion on the international transmission connections. If the
objective isto diminate inefficient bypass, e.g., alarge user constructing a direct line to the higher voltage
network to avoid paying access charges for a lower voltage network, then the provision as written is too
broad for this specific objective.

Recommendation: Modify the objective of avoiding new transmission lines in the Associations
Agreement to limit it to instances of inefficient by-pass. Transmission capacity is key for competition
among generators, both domestically and internationally. It may be the case that, even without the
AA-electricity’s discouragement of new lines, transmission is difficult to get through the approval
process. Measures should be taken to ease that process, which protecting sensitive environmental
areas, so as to broaden the geographic scope for competition. This would be particularly important
across national borders given the already existing foreign generating capacity.

The Associations Agreement annexes appear to allow co-ordination of pricing, which would keep
access fees high. As noted above, they specify pricing principles and rates of return, though to the extent
that the accounting standards allow flexibility, they do not specify what would be called the regulatory rate
base. Despite attempts to find the source of the rates of return specified in the AAs, they do not seem to be
justified by any study of the rate of return on equity in German investments, nor a study of the riskiness of
the businesses of electricity or gas transmission and distribution.”® As noted earlier, the levels are high as
compared with long-term returns on equity. If risk characteristics of network businesses are taken into
account, the levels are yet higher on a risk-adjusted basis. As noted earlier, the independent regulator(s)
should, under the EU directives, engage in a certain degree of ex ante evaluation of the value of the capita
stock, an appropriate rate of return on that capital, taking into account the low risk nature of a regulated
business, and an appropriate depreciation rate.

Recommendation: Whether the Associations' Agreements persist or not, ensure that the rates of
return on equity reflect the rates obtainable in financial markets, adjusted for the risk of the
network businesses.

In gas, competition is impeded by the very rules of the Associations' Agreement. Potential new
entrants are obliged to purchase transport in a contract for a fixed flat volume during a year. However the
customers being supplied will not have a flat demand profile. Indeed the difference between peak demand
and the average is often considerable. This means that access to storage or a flexibility instrument is
usually a necessary condition for new entrants to obtain effective network access. In addition, the policy of
TSOs relating to balancing of the network over shorter periods is an important part of the conditions for
network access. The Madrid Guidelines for Good Practice require TSOs to offer “short-term on-demand”
services. The gas Association’ Agreement rule that gas transport capacity be contracted for one year or
multiples of one year, and to begin on one of two days each year, means that a new entrant cannot switch
between gas sources and can contract with new customers only twice per year.
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Recommendation: Ensure that flexible contracts for gas supply are feasible. Such flexible supply
contracts are necessary both to enable consumer switching—a key aspect of a competitive market—
and to enable “ hubs’ or marketsto get established.

435. AreThere Too Many Utilitiesto Regulate?

The key concern that has been expressed is that there are too many utilities to regulate. Three other G-
7 countries never nationalised, and thus never consolidated, their eectricity sectors, Canada, Japan, and the
United States. In both Canada and Japan, there are only about a dozen electric utilities. In the US there are
approximately 5000 electric utilities. These are subject to economic regulation of at least their network
businesses by independent regulatory authorities at the state level, and certain aspects of the sector are
regulated at the federal level. It is indeed feasible to regulate a large number of utilities. In the United
States, access terms are negotiated within a framework of Federal Energy Regulatory Commission rules
that strongly presume in favour of non-discriminatory access and an ingtitutional structure to police them.
At the same time, the Sherman Act threatens ruinous damages, even after discounting for the delay and
uncertainty of private litigation, especially against egregious conduct.

Once the feasibility is established, one question is whether the direct cost of regulating hundreds of
networks is more expensive than the cost of negotiating access among hundreds of networks, plus the
efficiency cost of charging monopoly access fees rather than economically efficient access fees. Leaving
aside, for now, the latter cost, any supplier has to negotiate network access with each of the networks in
which the supplier has a customer taking power off the grid. Negotiation is neither costless nor instant. In
other words, the direct costs of regulation may well be lower than the direct costs of negotiation. Despite
the importance of this comparison of direct costs to the German debate, there does not appear to have been
astudy of the direct costs of negotiating access.

Added to the direct costs of negotiated or imposed access terms must be the cost of efficiency losses
when access fees do not reflect costs but instead reflect market power. If there are distributional objectives
in economic policies, the distributional effects of high access fees paid by small consumers need to be
added as well. In other words, if a regulatory authority would impose a lower access fee than users and
network owners negotiate, then at least the welfare gain (or, conceivable, l0ss) due to the lower price needs
to be weighed in the comparison of systems and perhaps the transfers from consumers to monopoly as
well.

4.3.6. TheEvauation of Regulatory Systems

Economic theory provides a framework for assessing the choice of how to regulate a sector. “[A]ny
analysis of the choice of regulatory instruments begins with the assumption that the overlap between
private incentives and social goals is incomplete.” [Conglianese and Lazer 2002, p. 13] Beyond the
obvious point that enterprises with market power seek their own profits rather than “social goods,” they
also have no incentives to reveal their superior knowledge. The choice of regulatory instrument depends on
which instrument achieves societal objectives, taking into account the transactions costs of the alternative
instruments. Transaction costs in this context means the costs to the government and to the enterprises of
selecting and implementing an effective rule, such as the costs of research, analysis, monitoring, and
enforcement. The key question is whether government can take advantage of the lower relative costs that
private actors face so that the net social benefits would be higher than under alternative regulatory
approaches.

The Australian Office of Regulation Review published a checklist to help identify when self-
regul ation, while companies remain subject to the competition law, would be appropriate.
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Box 10. Commonwealth Office of Regulation Review's Regulatory Impact Statement checklist

Self-regulation should be considered where:
* there is no strong public interest concern, in particular, no major public health and safety concern;

* the problem is a low risk event, of low impact/significance, in other words the consequences of self-regulation
failing to resolve a specific problem are small; and

* the problem can be fixed by the market itself, in other words there is an incentive for individuals and groups to
develop and comply with self-regulatory arrangements (e.g. for industry survival, or to gain a market
advantage).

In addition, for self-regulatory industry schemes, the checklist determines success factors to include:
* presence of a viable industry association;

* adequate coverage of the industry by the industry association;

* cohesive industry with like minded/motivated participants committed to achieving the goals;

¢ voluntary participation - effective sanctions and incentives can be applied, with low scope for the benefits being
shared with non-participants; and

* cost advantages from tailor-made solutions and less formal mechanisms such as access to quick complaints
handling and redress mechanisms

Source: Office of Regulation Review (Australia) 1998.

Several of these points indicate that the German electricity and gas sectors would be unsuitable
candidates for self regulation.” With respect to the first two points, since several million Euros are affected
by the regulation of the German electricity and gas, then self-regulation would not be considered to be
appropriate. With respect to the third point, since interests are not aligned—consumers want lower prices
and sellers higher prices—this also means self-regulation would not be appropriate under this checklist.
(The sense of the checklist is that incentives to develop and comply with the self-regulatory arrangements
may be sufficient if the market would disappear absent regulation.)

The Bundeskartelamt has already taken on some of the characteristics of an independent regulatory
authority, but with insufficient powers to fulfil that role.

It has the right to demand cost information.”
It decides which costs are alowed.”®

* The Bundeskartellamt cannot demand information other than within the course of an
investigation. Thus, the cost information for “well-behaved” utilities is not available except
on a voluntary basis. Further, the comparisons are necessarily limited to only one or a few
utilities, rather than to a statistically significant sample of utilities.

e After the RWE-VEW, VEBA-VIAG into E.ON, and E.ON-Ruhrgas mergers, the scope for
the Bundeskartellamt to bargain, that is, to use its power to credibly threaten to block
dominance-creating or —strengthening mergers in return for regulatory improvements seems
to have been exhausted.
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Box 11. Is Australia an Example for Germany?

Australia is sometimes cited as an example where there is self-regulation of the electricity and gas sectors. However,
the contrasts with the German regulatory structure are greater than the similarities. In Australia, there is significant self-
regulation in the electricity, gas, and telecommunications sectors. However, in contrast to the German system, the
Australian Competition and Consumer Commission has an active role, sufficiently so that the regime is called “co-
regulation.” There is a National Electricity Code and a National Gas Code, both developed with active participation by
the ACCC, consumer groups, and the industry. (Small users came in late to the negotiating process, but the ACCC
approved a mechanism to fund user groups to hire consultants and therefore become informed and active participants.
The funding mechanism is essentially a tax on electricity.) In electricity, the ACCC accepts the access code, which
governs access, including price principles,27 to transmission grids and distribution networks, under Part IlIA of the
Trade Practices Act, authorises the market rules under Part VIl of the Act, and regulates network pricing for the
transmission businesses. In gas, the ACCC is the regulator for gas transmission pipelines in all of Australia (except
one state) and for transmission and distribution pipelines in one territory. As the regulator, the ACCC inter alia
assesses proposed pipeline access arrangements; monitors and enforces reference tariffs, ring-fencing, incentive
regulation and other access arrangement provisions; and arbitrates access disputes. The ACCC also regulates both
industries through the general merger, anti-competitive conduct and consumer protection provisions of the Trade
Practices Act. Indeed, the ACCC has found that, while in certain circumstances, industry can be left alone to regulate
behaviour, “it is important that the appropriate regulator is both seen to be and actually underwriting compliance with
the codes through necessary enforcement action.” [ Australian Competition and Consumer Commission 2000, p. 21.]

The key formal arrangement for self-regulatory schemes under the Australian competition act is authorisation, but the
ACCC also engages in regular review of self-regulation arrangements, has its own staff on code-related bodies, and
requires regular monitoring and reporting. In addition, where there is blatant disregard or systematic breaches of the
competition act, then the ACCC is willing to use its enforcement powers. [ibid., p. 22]

A number of voices in Germany have called for the establishment of an independent regulatory
authority for electricity and gas.

The Monopoly Commission (Monopolkommission) sees a need to set up a multi-sector regulatory
body to provide ex ante regulation of access for network-based industries such as telecommunications,
postal services, electricity, gas and railways. In its 2002 report on the state of competition in Germany,
“Network Competition Through Regulation,” the Monopoly Commission highlighted the continuing lack
of competition in many industry sectors, but in particular in network-based industries. The Commission
said that experience had shown that providing access to networks was the decisive factor in creating
competition in markets where monopoly conditions once prevailed. The chairman of the Monopoly
Commission argued that it is of little use to companies to be guaranteed network access if it isleft up to the
monopolists to decide at what prices access is provided. “It has become apparent that we are dealing with
natural monopolies,” he said, explaining that it would make no economic sense for parallel networks to be
developed. [Handelshlatt 2002b] The Monopoly Commission finds that “fixing sectoral tariffs, as in the
electricity and gas association agreements, does not lead to a solution that is compatible with competition
either.” [Monopolkommission 2003, para. 122*] The Commission goes on to express a preference for ex
ante regulation of network access to abuse control, since the problems of network access determine
whether competition can function in the entire sector. [ibid., paras. 124*-125*]

In addition, EnBW has called for an independent regulatory authority for electricity and gas. It cites

the need for the network to be operated neutrally and the risk that competition would come to a standstill.
However, the system of negotiated third party accessis favoured by the other incumbents.
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4.3.7.  AnIndependent Regulator

The exigting regulatory system has been in place since 1998. Many indicators show that competition
is not developing, despite its promising start—in electricity at least—in 1999. It is time to adapt the
German system to the new circumstances, to create an environment where competition will more readily
develop. The adaption of the system will not resolve all these problems overnight. It will be costly both for
the industry and the administration to adjust to a new system and to work out its kinks.

The various economic regulators in the United Kingdom provide examples of how Germany might
adapt its system. They are each independent from the sectors they regulate, have obligations to promote
efficiency and competition, and protect the interests of consumers (meaning here both natural persons and
commercial consumers) and of the suppliers. A summary is provided in the table below. Of particular
interest in the German context is how each of these are “independent regulators’ but their objectives and

powers differ.

Table 11. The Statutory Duties of Economic Regulators of the United Kingdom

OFTEL

OFWAT

OFEGEM (gas)

OFGEM (electricity)

Consumer interests

Promote the interests
of consumers,
purchasers and other
users of
telecommunication
services

Act in a manner best
calculated to ensure
that the interests of
every person who is
a customer or
potential customer of
a company are
protected as respects
the fixing and
recovery of water
and drainage
charges, and other
terms and quality of
services

Protect the interests
of consumers in
relation to gas
conveyed through

pipes

Protect the interests
of consumers in
relation to electricity
conveyed by
distribution systems

Financing activities

Secure that providers
of telecommunication
services are able to
finance those

Act in a manner that
the Director
considers is best
calculated to ensure

Secure that licence
holders

are able to finance
the activities which

Secure that licence
holders

are able to finance
the

services that companies can are the subject of activities which are
finance the proper obligations imposed the
carrying out of the by or under (the Act) | subject of obligations
functions of water imposed by or under
undertakers (the Act)
Effective competition | Maintain and Act in a manner best | Promoting effective Promoting effective
promote calculated to facilitate | competition between | competition between

effective competition
between persons
engaged in
commercial activities
connected with
telecommunications

effective competition
between persons
holding or seeking
appointments

persons engaged in,
or in commercial
activities connected
with, the shipping,
transportation or
supply of gas so
conveyed

persons engaged in,
or in commercial
activities connected
with, the generation,
transmission,
distribution or supply
of electricity

© OECD (2004). All rights reserved.

65




OFTEL OFWAT OFEGEM (gas) OFGEM (electricity)
Efficiency Promote efficiency Act in a manner best | Promote efficiency Promote efficiency
and economy on the | calculated to promote | and economy on the | and economy on the
part of persons economy and part of persons part of persons
(engaged in efficiency on the part | authorised by authorised by
commercial activities | of any such licences or licences or
connected with company in the exemptions to carry exemptions to
telecommunications) | carrying out of the on any activity, and transmit, distribute or
functions of a the efficient use of supply electricity and
relevant undertaker gas conveyed the efficient use of
through pipes electricity conveyed
by distribution
systems
Universal Secure the provision | Actin a manner best | Secure that, so far as | Secure that all
supply/coverage throughout the calculated to ensure it is economical to reasonable
United Kingdom of that the functions of meet them, all demands for
telecommunication a water undertaker reasonable demands | electricity are met
services which and of a sewerage in Great Britain for
satisfy all reasonable | undertaker are gas conveyed
demands properly carried out through pipes are
as respects every met
area of England and
Wales
Source: National Audit Office (2002).

Recommendation: An independent regulatory authority, at least for electricity and gas, should be
established. It should reflect the good practices that have been established amongst regulatory
authorities, including independence, adequate resources, adequate powers, clear objectives, and
accountable to the legidature. The regulator should have the power to inspect regulatory accounts
upon request, and not only in the context of a specific case. Given the incentives of regulated firms to
exaggerate costs, as contrasted with the independent regulator’s incentive to gain status as a
professional and politically neutral player, the burden of proof on cost calculations and justification
of costs for a network should be reversed. The regulator should be sufficiently well-provisioned to
ensure adherence to the law. The regulator should be funded directly from the federal budget so asto
ensure that there are no conflicts of interest between ownership and regulation.

The introduction of an independent regulator would till permit substantial input and even negotiation
by the energy industry. In many countries, where a monopoly is expected to persist, economic regulation
by government is imposed to reduce prices below the monopoly level. Typicaly, the regulatory agency
periodically collects information and opinions from all those affected, or who believe they are affected, in
public hearings and in response to public requests for information. Then the regulatory agency renders a
reasoned decision about how the economic regulation will be applied over the next period. Obvioudly,
those persons who have a greater economic interest in the decisions of the regulatory agency put more
resources into participating in the public processes than do those persons who have a smaller economic
interest. Nevertheless, even those with a small economic interest can participate in the public process. A
regulatory agency, operating transparently to fulfil objectives established by statute, independent of the
parties being regulated and insulated from day-to-day political pressures, and adequately resourced to
gather information independently of the parties being regulated, is seen in many countries as the best way
to preserve therights of all and to render regulation that promotes the objectives set out by Parliament.
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Recommendation: Accessto the electricity and gas infrastructure, and prices of related monopolies,
should be subject to cost-based price-cap regulation by an independent regulatory authority.

Recommendation: |f the Associations Agreement approach persists, ensure that the consumers
organizations can strongly participate, while at the same time not reduce their rights to sue under
the Act against Restraints of Competition. Facing monopolists, consumers do not have a strong
bargaining position. Information, including access to independent expert advice and studies of
German and foreign electricity and gas sectors, can provide consumers with arguments to make the
German markets more competitive and the outcomes more favourable for consumers. Thus, ensure
that consumers organisations have the funding they need to participate in a well-informed, timely
manner. This may require a fee, acting as a tax, on small electricity and gas consumers. The
fundamentally weak bargaining position of the consumers' organisation vis-a-vis monopolists cannot
be addressed with information.

Box 12. Where Should the Independent Regulator be Placed and Single- v. Multi-Sector?

The choice about whether access regulation is better performed by a competition agency or by a sector regulator is not
clear. The answer depends on a complex mix of comparative advantage and synergy issues. It is also heavily
influenced by a country’s general legal framework and regulatory history. Hence the “optimal” solution could certainly
vary from country to country and even across industries within the same country.

The objective of access regulation is to promote as well as protect competition in certain situations where access to a
portion of a vertically integrated incumbent firm’s assets is vital to the development of a satisfactory level of
competition. On the one hand, because of experience with abuse of dominance cases, competition agencies are more
suited to performing this task than are sector regulators. On the other hand, ensuring a level playing field requires
processing a large volume of cost data in order to set access terms, and then following up with continuous monitoring
to ensure compliance with those terms. These are functions that seem more in tune with what sector regulators
normally do.

Although both sector-specific regulators and competition agencies should presumably be able to hire appropriate
expertise, the experience and institutional cultural differences between them are not so quickly and easily eradicated.
Moreover there is a significant risk that trying to change or mix institutional cultures could compromise abilities to
perform core functions. Five aspects of experience and institutional culture seem particularly important. First, sector
regulators are often charged with attenuating the effects of market power, whereas competition agencies basically
focus on reducing such power. This tends to produce quite different views on the extent to which market power can be
managed for the public good. Second, sector regulators typically impose and monitor various behavioural conditions
whereas competition agencies are more likely to opt for structural remedies. Third, sector regulators generally apply an
ex ante prescriptive approach while competition offices, except in merger review, apply an ex post enforcement
approach. Fourth, sector regulators typically intervene more frequently and require a continual flow of information from
regulated entities, while competition offices rely more on complaints and gather information only when necessary in
connection with possible enforcement action. Finally, sector regulators are typically assigned a considerably broader
range of goals than competition agencies are asked to pursue, so they may become more adept at trading off
conflicting goals.

Assigning competition protection to competition agencies and economic regulation to sector regulators, as static
comparative advantage considerations might suggest, means that important synergies might be lost. Synergies exist
between competition protection and economic regulation and also between both of those functions and access
regulation. They arise largely because the same staff expertise can be applied to a number of related problems, and
because combining several policy instruments in the same agency increases the chances that they will always be used
in tandem rather than sometimes at cross purposes.

General, economy-wide agencies are more immune to regulatory capture than sector-specific regulators. The desire to
avoid distorting competition through subjecting competitors to very different regulatory regimes also works in favour of
general as opposed to sector-specific agencies, as does a closely related legal certainty argument. Wherever there is
sector-specific regulation there will be a need to define jurisdictional boundaries among regulators and this will create
legal expenses, delay and uncertainty. None of these problems arise where regulation is carried out either by a general
competition agency or a multi-sector regulator. It can be noted in this context that the Monopolkommission has
endorse a multi-sector regulatory authority.

Source: Adapted from OECD 1999.
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4.4, The Enforcement of the Act against Restraints of Competition

The enforcement of the ARC in the electricity and gas sectors has been non-stop. Things were slow to
get started, with the first enforcement action against denial of network access in the energy sector (Wingas
wanted access to VNG's gas pipeline) only in 1992. There had been earlier abuse of dominance cases
concerning, e.g., the level of tariffsin the gas sector. The pace has stepped up considerably, an acceleration
that may be attributed to the establishment, in summer 2001, of a new Decision Unit for the electricity
sector. A second decision unit for gasis planned.

The Bundeskartellamt has been commendably open about its learning from experience, notably
modifying its doctrines as it has observed how the German electricity and gas markets actualy work in
practice. One example of this is updating its views on the competitive role of athird vertically integrated
utility. In 2000, the creation of what is now Vattenfall Europe was expected to provide competitive
pressure on E.ON and RWE. But, in early 2002, the Bundeskartellamt president would say, “Until how no
companies which could be expected to effectively limit RWE's and E.ON’ s scope of action have been able
to establish themselves in the electricity markets. ....Today we must therefore assume that RWE and E.ON
occupy ajoint dominant position in the German electricity markets.” [Bundeskartellamt 2002a] A second
but related revision of doctrine was the changing geographic scope of markets for wholesale and retail
electricity. After the 1998 liberdisation, both were viewed as national in scope. Subsequent, post-
liberaisation observation has prompted a return to using regional markets for retail electricity. Both of
these are examples of marrying empirical observation with theory to provide a rational basis for
enforcement.

Recommendation: Ensure that the authorities with responsibilities for the electricity and gas
sectors have sufficient resources to fund empirical studies of the sectors. The Bundeskartellamt has
demonstrated the value of empirical studies. To date, the Bundeskartellamt has been dependent on the
Federal Ministry for Economics and Labour for funding studies. Such a financial dependency could
reduce the independence of the authority.

441. Abuseof Dominance

Enforcement in these sectors focuses on abuse of dominance and mergers. The Bundeskartellamt has
addressed abusive denia of access in both gas (Wingas-VNG) and electricity (Bewag). However, outright
denial of access is uncommon. Most abuse proceedings have centred on abusively high prices for
electricity network access, balancing energy and metering services, and others on discounting and long-
term contracts.

In mid-2001, the cartel offices in three Lander had open investigations in the electricity sector, and
formal abuse proceedings had begun in one case in a fourth Land. Simultaneously, the Bundeskartellamt
announced it had opened investigations against 22 electricity network operators on suspicion of their
charging abusively excessive fees for network use and of impeding other eectricity providers.
[Bundeskartellamt 2001b] Of these 22, abuse proceedings were initiated in 2002 against twelve. In 2001,
the Bundeskartellamt initiated abuse proceedings against four electricity network operators on suspicion of
their charging abusive fees for balancing energy. After the utilities concerned had committed themselves to
introducing a tender system for procuring balancing energy, these proceedings were discontinued.
[Bundeskartellamt 2001c] However, in the meantime the Bundeskartellamt has initiated new abuse
proceedings against E.ON and RWE on account of excessive fees for balancing energy. Other proceedings
have involved suspicions that three utilities were charging excessive fees for metering and billing to load
profiled customers. [Bundeskartellamt 2002f] In February 2003, the Bundeskartellamt took a formal
decision that the fees RWE Net AG charged for metering and billing services abusively excessive. Under
the decison, RWE had to lower its charges by 36.4% to 48%, depending on the service.
[Bundeskartellamt 2003a].
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Thelegal criteriafor assessing network use fees and other barriers to network access were defined in a
2001 report by a working group composed of the Bundeskartellamt and the Lander cartel authorities
[Arbeitsgruppe Netznutzung Strom der Kartellbehorden des Bundes und der Lander 2001]. The report,
intended to facilitate law enforcement in the electricity sector, was a response to the repetitive disputes as
to whether practices are compatible with the energy and cartel laws.

Current enforcement practice to determine whether prices are abusively high is to compare prices in
one (high-priced) market with prices in a market that is similar in the relevant dimensions. Under the law,
the comparison is to the price (or other business terms) “which would very likely arise if effective
competition existed; in this context, particularly the conduct of undertakings in comparable markets where
effective competition prevails shall be taken into account.” The “effective competition” requirement is
very important. Imagine that the comparand market is served by a private, unregulated monopoly. Its
prices would be distinctly higher than those prevailing under effective competition, as pricing above the
competitive level is profitable. Comparing the prices of two private, unregulated monopolies (in two
separate markets, of course) reveals the effect of differences in corporate governance, information,
accounting methods, costs, demand characteristics, and all the other elements that go into making pricing
decisions. But the differences revealed do not include difference due to monopoly rather than
competition.?®

There are no transmission or distribution services markets with effective competition. It is
conceivable that franchise competition could reveal information about competitive pricing in transmission
or distribution, but such franchise competitions have not been held.

The comparable market methodology is intended to identify the level prices would be if a dominant
firm were to behave “asif” it were in a competitive market by looking at an actual competitive market. But
this methodology breaks down when the comparand market is monopolised, or market participants in the
compared market influence the comparand market. In the case of German electricity and gas, both of these
sources of failure are present. The networks are monopolies over any given area. The small number of
independent network owners and the Associations' Agreements eliminate the independence of the network
access markets. Thus, the comparable market methodology breaks down in the context of German
electricity and gas network access markets. The Monopoly Commission has noted, “It became evident in
the course of these investigations [of 22 network operators in 2001] that the comparable market concept
primarily used by the Bundeskartellamt to check charges for the use of networks has its limits and needs to
be supplemented by cost-oriented price control.” [Monopolkommission 2003, para. 62*]

In 2002, the Disseldorf Higher Regional Court expressly confirmed (in Wuw DE-R 914
“Netznutzungsentgelte”) that the Bundeskartellamt may also apply cost control in addition to the
comparative market concept. The Bundeskartellamt applied cost control in its decision against excessive
network access fees in February 2003.While in principle this improves the competition authorities
instruments of investigation and establishing evidence, the practical implications are less clear given
staffing levels and information constraints. Citation of the decision:

While the Bundeskartellamt has been asked to address discriminatory conduct in electricity or gas
network access, and has examined these cases, it has not initiated any formal proceedings.
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442. Mergers

The Bundeskartellamt frequently negotiates remedies to competition problems created by mergersin
the dectricity and gas sectors. The Bundeskartellamt has seen the purchase of regiona and municipa
suppliers by E.ON and RWE (strategy which is paraleled by EnBW and to lesser extent Vattenfall) as
increasing E.ON and RWE's dominance. The BKartA position is that these mergers are anticompetitive
unless other measures are taken. Examples of such measures are selling off other interests in regiona
suppliers, releasing access to networks for long-term customers, and opening up networks for foreign
producers or suppliers. Another approach has been to limit the share of the capital purchased to below
20%, whereit is much more difficult to show “substantial influence.”

Box 13. The E.ON/Ruhrgas Saga

The takeover of Ruhrgas by E.ON was characterised by Handelsblatt as “one of the most controversial deals in
Germany’s corporate history.” [Handelsblatt 2002a]

The E.ON-Ruhrgas merger was a series of transactions by which E.ON bought out other companies’ stakes in
Ruhrgas.

* E.ON swaps Veba Oel for BP's 25.5% stake in Ruhrgas; approved by the Bundeskartellamt 20 December 2001,
subject to some divestitures related to oil refining, petrol stations and jet fuel sales.

* E.ON buys ThyssenKrupp's 4.7% stake in Ruhrgas; approved by the Bundeskartellamt on 21 January 2002.

* E.ON agrees to buy Vodafone and RWE's shares of Bergemann GmbH’'s 59.76% share of Ruhrgas on 14
November 2001. This was rejected by the Bundeskartellamt on 17 January 2002, and again on 26 February 2002,
but over-ridden by the Ministry.

* In May 2002 E.ON and RAG Aktiengesellschaft agreed a transaction in which E.ON would get RAG’s 18.4% stake
in Ruhrgas and RAG would get a majority shareholding in Degussa, a chemical company. This transaction, along
with the earlier transactions, gave E.ON a majority stake in Ruhrgas.

* On 3 July 2002, E.ON announced its purchase of the outstanding 40% of Ruhrgas held indirectly by ExxonMobil,
Shell and Preussag.

The Bundeskartellamt rejected the proposed merger in January and February 2002, concerned about the anti-
competitive effects of the vertical integration of Ruhrgas’s gas import contracts and high-pressure pipelines with
E.ON's regional and municipal gas distribution and electricity generation and grid businesses. The Bundeskartellamt
estimated that 20% of gas sales could be foreclosed. The Bundeskartellamt feared that the merged firm would
discriminate against new entrants in the electricity generation and supply markets, by offering anticompetitive terms for
gas transport and supply. In addition, the Bundeskartellamt feared that competition would be directly harmed where
E.ON affiliates and Ruhrgas affiliates compete directly, such as Hannover (for final consumers), and Ruhrgas’s and
VNG transmission areas (large gas consumers and municipal utilities). In addition, the Bundeskartellamt feared that
competition would be directly harmed where E.ON affiliates and Ruhrgas affiliates compete directly for final customers,
large gas consumers and municipal utilities, e.g. where Ruhrgas’ transmission areas and E.ON'’s areas of supply
overlap.

The Minister for Consumer Affairs warned that the takeover would harm consumers.

Monopoly Commission was asked to make a recommendation to the German Economics Minister. The Commission
recommended that ministerial clearance be refused. The commission warned that the deal would have significant
effects on competition, and that it “could endanger the success of liberalization and therefore oppose the government's
aim of a working, competitive market." The Commission rejected E.ON’s arguments that the harm to competition would
be outweighed by:
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* increasing security of supply through creation of a national champion
* improving international competitiveness of E.ON-Ruhrgas
* creating and safeguarding employment in the sector

* support in attaining environmental goals.
The Monopoly Commission questioned whether security of supply would be enhanced by reducing diversity of supply.

The German Economics Minister’'s override was exercised. Controversially, the override was exercised by a
secretary of state because the Minister was too closely connected to one of the parties. After holding hearings, from
which consumer interests groups were excluded, despite applying to be heard and pointing out their estimates of a
10% gas price increase as a result of the merger, because the Ministry did not view them as sufficiently affected
parties- which was later confirmed by Court decision-, the Ministry found E.ON’'s arguments for a “national champion”
for supply security and for improving international competitiveness persuasive. The decision acknowledges that the
negative effect on competition is immediate whereas security of supply and international competitiveness are future
concerns that might arise if certain market developments occur.

Conditions were imposed. Five major assets must be sold: (1) E.ON and Ruhrgas’ stakes (totalling 42.1%) in
Verbundnetz Gas AG in eastern Germany, (2) E.ON's 27.4% stake in EWE, (3) E.ON's 80.5% stake in gas and water
utility Gelsenwasser AG; (4) E.ON and Ruhrgas' stakes of 33.3% in Stadtwerke Bremen and (5) E.ON and Ruhrgas'
stakes of 44.02% in Bayerngas. Bayerngas supplies about 66% of Bavaria’s gas demand. [Handelsblatt 2002a]
Ruhrgas also had to auction off 7.5-bil cu m/yr to competitors (about 2.6% of annual German gas sales), and allow
regional distributors to reduce their purchases to 80% of their total gas requirements. Ruhrgas had to engage in some
legal unbundling. Finally, the Ministry imposed the condition that E.ON must sell its stake in Ruhrgas if (1) another
company gets a majority of voting rights or capital in E.ON and (2) there is reason to think that such a move would be
“contrary to Germany’s energy policies.” (This poison pill will help protect against hostile takeovers.) E.ON could keep
its share in Thuga and Heingas, strong retailers.

The Diisseldorf Higher Regional Court blocked, on 13 July 2002, E.ON's takeover of Ruhrgas, saying it had "serious
doubts" as to whether the Economics Ministry had the power to approve the deal. E.ON reached out-of-court
settlements with nine complainants just before a court ruling in February 2003.

The Bundeskartellamt began investigations of those out-of-court settlements, centring on asset swaps agreed with
EnBW and Finnish group Fortum, in February 2003.

44.3. Review of the Associations Agreements

The Bundeskartellamt has also reviewed the Associations' Agreements in eectricity and gas. The
Bundeskartellamt issued a letter regarding the first Associations Agreement in electricity, saying the
BKartA had reservations but would suspend them. AA-11 was the subject of another letter from the BKartA
which could be interpreted as approved, and a letter from the European Commission indicated AA-II was
not contrary to competition law. No letter has yet been received regarding AA-Il-plus, but the
Bundeskartellamt made it clear that it would tolerate the AAs despite doubts as to the compliance with
competition law. However, the AAs cannot exempt companies from competition oversight (especially
abuse control) under the ARC.

4.4.4. Resourcesand Powers
Resources devoted to competition enforcement in the electricity and gas sectors have increased over
the past few years, but remain limited. According to the Bundeskartellamt, the 2001 working group report

also shows “that a comprehensive assessment of the fees for network use and obstructive practices of the
approximately 800 existing network operators is impossible due to the current staffing situation at the
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Bundeskartellamt and the Lander authorities. Without staff reinforcements, they have to limit their work to
representative proceedings. The situation would be exacerbated if monitoring network-use fees under cartel
law made the introduction of cost control indispensable.” [Bundeskartellamt 2001] The electricity Decision
Unit, established after this comment, has 10 staff. To these need to be added the staff of the energy
supervisory authorities of the Lander who, as noted above, are responsible for the control the prices
charged “tariff customers’ (those who take power at low voltages or gas at low pressures) and the
competition authorities in the Lénder, who enforce the Act against Restraints of Competition where the
offenceislimited to asingle Land.

Recommendation: Increase the resources devoted to the regulation and oversight of the eectricity
and gas sectors.

A significant limit to the effectiveness of the Bundeskartellamt in eliminating abusive pricing in
network access is its access to information. The Bundeskartellamt may demand information by means of a
formal request for information, and it may make informal enquiries that are non-binding and do not place
any obligations on the companies concerned. To make a formal request for information, the
Bundeskartellamt must have a concrete suspicion of a violation of the ARC. A request for information
constitutes an administrative act. This implies that a Decision Unit must take a formal decision that must
contain a statement of reasons and be served upon those concerned together with advice asto the available
legal remedies. This contrasts with the information available to a regulatory authority who may demand
access to the regulatory accounts of the firms it regulates.

Recommendation: Within the constraints of the German legal system, increase the information and
the powersto gather information available to the regulator of the electricity and gas sectors.

Finally, the Bundeskartellamt’s decisions are suspended when they are appealed, until the court has
decided or the court makes an interim decision. Recently adopted amendments make the
Bundeskartellamt’ s decisions immediately enforceable.

45, Environmental Objectives

The energy sectors have a significant effect on the environment. Regulatory reform and the
introduction of competition raise both challenges and opportunities. To fit the new framework,
environmenta regulation should shift toward being more transparent and incentive-based, rather than a
matter of direct control. Here, we will bypass a discussion of taxes, fees and direct subsidies and focus on
one main market-related type of environmental economic regulation in Germany, the requirement that any
general supply company purchase renewables-generated power at specified prices. Interestingly, the
VEAG obligation to use a certain amount of lignite to generate eectricity is aimost a mirror image of the
renewabl es obligation, so would have a similar economic analysis.

The general supply electricity companies must purchase renewables-generated electricity, in any
quantity, at fixed feed-in tariffs. These tariffs are specified in the Act on Renewable Energies, EEG
(Erneuerbare-Energien-Gesetz). This implies that, if a firm could generate electricity using renewables at
any total cost below the specified price, then it would have incentives to do so. But consider the greater
incentives for efficiency if the general supply companies held auctions to supply specified quantities of
renewables energy, and that quantity was set equa to the quantity now supplied. Then each potential
supplier would have incentives to reduce costs to be among the winners, supplementing their current
incentives to reduce costs to become more profitable. Second, this would, in general, mean that the price
paid by the genera supply companies would fall. Even better would be auctions that extended across all
general supply companies, then only the most efficient would become suppliers of renewables generated
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electricity. This is precisely what a market in “green” certificates delivers. An economic evaluation of
these two means of inducing “green” generation would take into account baoth this efficiency result and
transactions costs.

A “green” certificates market implies that a specified quantity of “green” electricity is generated and
consumed, and the tradeabl e feature means that the most efficient “green” generation is used. Finally, some
consumers may be willing to pay extra in order to increase the quantity of “green” electricity generated.
This could imply that final consumers, and not only the general supply electricity companies, would be
demanders of green certificates.

Recommendation: Germany should review whether alternative arrangements would achieve
greater use of renewables generation at lower cost. Several other European countries have
implemented alter native arrangements, such as*“ green” certificates trading, and could be a source of
empirical information about arrangements to reduce the cost of “ green” generation as well as least
cost means of introducing new arrangements.

4.6. Regulatory Impact Analysis of “ Political” Decisions

Regulatory Impact Analysis (RIA) is a structured means to evaluate the economic impact of policy
decisions which has been endorsed by the OECD Council. RIA, or at least a structured benefit-cost
analysis, can help identify the most cost-effective means of achieving policy goals. Given the importance
of economic efficiency in the triad of policy objectives for the energy sector, along with environmental
protection and security of supply, RIA would seem to be an important input into decision-making. Three
energy policies may benefit from the application of RIA.

* Domestic hard coal mining receives direct albeit declining subsidies. Cod is subsidised to
further energy security aswell as social, regiona and employment policy objectives. The IEA
does not consider the indefinite subsidies necessary for energy security because the
international market in hard coal is well-established, offering secure and reliable sources of
fuel at prices both now and into the future that German national production is unlikely to be
able to match given its high cost.

e Lignite mining does not receive direct subsidies. However, special legislation safeguards
lignite mining to ensure demand for lignite in the generation of electricity. First, new entry of
power plants in the New Lander was prohibited. Later, in 2001 Vattenfall, who bought the
lignite-burning generators, agreed with the federal government to generate 50 TWh/year from
lignite until 2011. With that agreement, the government planned to phase out the entry
restrictions in 2002. In addition, the Energy Industry Act requires the competition assessment
of any refusal to access the electricity system to supply customersin eastern Germany to give
particular attention “to the need for a sufficiently high level of power generation from lignite
from these Lander.” Further, E.ON is obliged by an undertaking given at the time of the
VEBA-VIAG merger to buy a certain minimum of lignite-generated electricity at market
prices. In 2002, it bought 21.7 bn kWh from VEAG. [E.ON 2002] Production, which had
declined 76% between 1989 and 2000, grew in 2001 by 10.2%. [IEA 2002a, para. 123]
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» The phase-out of nuclear generation was the outcome of a democratic consensus. The terms
of the phase-out were agreed between the government and the nuclear utilities. Under the
agreement, the government incurs no direct cost and the utilities gained some level of
certainty on an issue that had been on the political agenda for severd years, as well as some
flexibility in implementation. However, to the extent that the phase-out causes nuclear plants
to be retired before the end of their economic life, thereis acost of premature retirement.

Chapter 2 contains a description of RIA. It can be noted here, though, that criticism of the overly
broad form of support to these objectives is not new. The Deregulation Commission said in 1991, “It is
also correct that electricity from German power stations is less internationally competitive because
expensive domestic coal has to be used in its generation. However, this does not justify special treatment
for the electricity industry under competition law. It only justifies that the protection of the coal industry
itself, its objectives and economy-wide effects and above all its design, is re-examined.” [Deregulation
Commission 1991 Para. 285]

Recommendation: Apply Regulatory |mpact Analysis, or other structured benefit-cost analysis, to
programmes so as to identify less costly, in terms of the achievement of other policy goals such as
environmental protection and lower economic costs, means to achieve social goals. The hard coal,
lignite and nuclear programmes all entail both carbon and euro costs. RIA can clarify those costs;
applied to alternative programmes, it can help identify lower cost, “ cost” here in a multi-dimensional
Sense, programmes.

5. Conclusions

The German national energy objectives, given equal weight, are secure energy supplies, economic
efficiency, and environmental protection. Where there are not natural monopolies, and where there are not
other market failures, then vigorous competition can indeed deliver cost-effectiveness. Environmental
protection and very specific aspects of security need special regulation, since they may be underprovided
in a free market due to “negative externaities,” i.e., negative effects on third parties. Germany has
responded to these needs for specia regulation in the environmental and security of supply areas.

Germany has taken a number of important steps toward increasing competition in the electricity and
gas sectors. The exemption of anticompetitive agreements in these sectors from the competition law was
removed and al consumers have the legal right to choose their suppliers. The licensing regime for
electricity generators has been modified to greatly reduce its role as a barrier to entry. Non-discriminatory
access by third parties to the electricity grids and gas pipelines and storage is enshrined in law. These
changes enabled electricity prices to industry and to small consumers to fall significantly as electricity
companies exercised their new freedom to compete.

However, these steps are not enough. The German electricity sector is very concentrated. It will be
hit-and-miss whether effective competition can be sustained. The only “entry” into electricity generation
since liberalisation five years ago has been the purchase of existing generators by other companies. The
one greenfield entrant is now 50% and soon 75% owned by incumbents. And the barriers to entry by
independent power producers now include having to buy gas from an enterprise with 60% of gas imports
who also is the second largest electricity generator. While prices fell in the first year of liberalisation, by
mid-2000 the incumbents had learned how to “pursue higher-margin business’ and prices had firmed.
Given that the four incumbents repeatedly interact, and their predecessors coexisted for decades under the
demarcation and other agreements, it is not unexpected that they have developed less competitive ways to
interact.
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The phase out of nuclear power provides perhaps the last good opportunity for substantial new entry.
Seizing this opportunity by reducing all of the barriers to entry so that vigorous new competitors enter
would be a market-based way to increase competition in the German electricity market. Failing this, or
perhaps supplementing this market-based opportunity, Germany may wish to follow the more
interventionist example of the first phase of the England and Wales liberalisation, where deconcentration
of the price-setting generation plant from the privatised duopoly led, over the years, to a much more
competitive structure and market prices. The bargains that led to this deconcentration, and indeed the
paralel and subsequent reforms in the market rules, were based on the powers of a strong and independent
regulator who had an objective to promote competition.

The Bundeskartellamt has made a vaiant effort to promote competitive outcomes in the electricity
and gas sectors, but its bargaining position is not as strong as that held by the array of ingtitutions that
moulded the competitive English market. The incumbent power structure has now had five years to make
the current system work for the broader economy, but the indicators—prices, entry, rate of switching
suppliers—indicate that it is time to introduce an economic regulatory authority for the electricity and gas
sectors who can regulate access to the monopoly parts to prevent abuse and ensure that the competitive
parts of these sectors can devel op eff ective competition.

The case for economic regulation of access is clear. Pre-1998, the electricity sector—and the gas
sector—was subject to the competition law’s prohibition of abusively high pricing by dominant firms.
Abusively high pricing means not pricing as if a firm were subject to effective competition. And abusively
high pricing in the electricity sector was not actively prosecuted pre-1998. (There were such prosecutions
in gas.) With the lifting of the law and regulation that prevented competition, electricity prices fell
substantially. Hence, eectricity firms had not been pricing as though they were subject to effective
competition. Given how difficult it is to prove abusively high pricing, it is reasonable to assume that the
competition act, alone, will be unlikely to prevent abusively high pricing of network access in future. The
competition act needs the assistance of economic regulation.
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ANNEX: ACRONYMS

Explanation of Associations' Acronyms

BDI - Bundesverband der Deutschen Industrie e. V., Berlin (Federal Association of German Industry,
registered association, Berlin)

VIK - Verband der Industridllen Energie- und Kraftwirtschaft e.V., Essen (Association of the Industrial
Energy and Power Industry, registered association, Essen)

VDEW - Verband der Elektrizitdtswirtschaft - e.V., Berlin, (Association of the Electricity Industry,
registered association, Berlin)

VDN - Verband der Netzbetreiber -beim VDEW e.V., Berlin (Association of System Operators at VDEW,
registered association, Berlin)

ARE - Arbeitsgemeinschaft regionaler Energieversorgungs-Unternehmen —e.V. (Federation of regional
energy utilities, registered association, Hanover)

VKU - Verband kommunaler Unternehmen —e.V., Kdln (Association of municipal utilities, registered
association, Cologne)

BGW — Bundesverband der deutschen Gas- und Wasserwirtschaft e.V., Berlin(Federal Association of
German Gas and Water Industry, registered association, Berlin)

Other acronyms

AA Associations Agreements

ARC Act against Restraints of Competition

BMWA (Federal Ministry for Economics and Labour)

BMWi Federa Ministry of Economics and Technology (renamed Federal Ministry for Economics and
Labour)

CHP Combined Heat and Power
DSO Distribution System Operator
I PP Independent Power Producers
LNG Liquified Natural Gas

TSO Transmission System Operator
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NOTES

An abuse, under these circumstances, occurred when a company had made use of the exemptions but “its
use of the market position it has acquired goes beyond what is necessary for the objectives of the
exemption, principally the objective of providing cheap and reliable electricity supplies.” [Deregulation
Commission 1991, Table 10]

2 Federation of German Industries (BDI), Federal Association of the German Gas and Water Industries
(BGW), Association of German Electricity Supply Companies (VDEW), Federation of Industrial Energy
Consumers and Self-Producers (VIK).

Directive 96/92/EC of the European Parliament and of the Council of 19 December 1996 concerning
common rules for the internal market in electricity, Official Journal L 027/20-29, 30/01/1997, and
Directive 98/30/EC of the European Parliament and of the Council of 22 June 1998 concerning common
rules for the internal market in natural gas, Official Journal L 204/1-12, 21.7.98.

4 VEAG isthe lignite-using (92%) electric utility in the new Lander. It was formed directly after unification
and shared out among the western electric utilities who had the responsibility of modernising it. Laubag,
engaged in mining lignite for electricity generation in the new Lander, is part of the force, as well.

EnBW is planning to build a new power station in the northeast, which will break the regional pattern as
regards generation and supply.

The European Commission approved the transaction by which Gaz de France and Ruhrgas jointly gained
control of Slovensky plynérensky priemysel a.s., which operates transit pipeline system through which
about 75% of the Russian gas supplied to Western Europe is transported. The Commission felt that the
long-term contracts for use of the pipelines excluded the possibility that Ruhrgas and GDF, once they own
the pipeline, could impede Wingas or Gazprom's use of the pipeline for imports into the EU over the next
one to two decades. On the basis of expected increases in parallel transport capacity into the EU by
approximately 60% by the years 2006-2010, the Commission concluded that there would be sufficient
aternative capacity available for additional exports of Russian gas to the EU in the mid-term. [European
Commission 2002c]

! In 2000, about 44% of electricity was consumed by industry, 27% in the residential sector, 24% in the
service sector, 3% in transport and 1.6% in agriculture. [IEA 20024]

For example, if competitors offerings can vary by 5%, then on atotal bill of €100/month, a consumer can
save €5/month by switching suppliers. But if half of the costs are fixed as network charges, etc., then a
consumer can save only €2.50/month. This difference in savings can be enough to discourage consumers
from incurring the fixed costs of switching (collecting offers, calculating the most advantageous offer,
informing both suppliers, informing the bank regarding automatic bill payments, etc.)

Around 95% of long-term contracts are priced on an oil price index, and around 70% of European gas
supply is determined by long term contract. [Oil’s Energy Vaue, Commodities Now Online] The practice
of pricing gas on the price of a substitute rather than cost was introduced by the Dutch in the 1960s. The
practice provided higher revenues and profits to the concession holders and the Dutch State from the Dutch
gas fields. Subsequently, other mgjor gas suppliers to Europe adopted the same pricing methodology. The
precise price levels negotiated between a gas supplier and a gas intermediary depended on a number of
elements. Price depends the proportion of final users supplied by the gas intermediary that are existing gas
users, new gas users, or existing oil users without dual-firing capability. That is, the negotiated price
reflected the weights of the types of final users between which price discrimination could be practiced. The
price aso reflects the different prices of the oil products in different countries. [Kingma, Lijesen and
Mulder 2002, IEA 1998, pp. 31-43.] According to Norsk Hydro, “Pricing under such contracts is generaly
based on a market principle whereby the natural gas price is indexed to oil product prices in the end user
market, mainly gas oil and low sulfur fuel oil.” [Norsk Hydro 2001]
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In France, “alarge share of the gas sold is priced in relation to the main competing fuels - most often gas
oil and heavy fuel oil.” For example, for large industrial customers with an annual consumption of over 5
GWh, with whom prices are negotiated, prices “are set in relation to the price of substituting fuels - mainly
distillates or heavy fuel ail.” [IEA 2000, p. 78] The regulation of gas tariffs to, e.g., households does not
provide incentives for the gas importing company to “negotiate harder,” as “a cost plus approach is used
for end-user tariff calculation.” [ibid., p. 81]

It is conceivable that basing the price of gas on the price of oil reflects a less expensive way to proxy the
cost of gas. However, much of the cost of delivered gasis sunk. It is difficult to draw a connection between
changesin the price of oil and changesin the variable costs of gas production and transport.

Domestic production is concentrated: three firms produce 85%. [BMWi 2002, p. 97]

“Average receipts’ reflect household electricity prices excluding VAT but including the electricity tax
from 1999 and the equalisation levies under the Renewable Energy Sources Act (EEG) and the Combined
Heat and Power Generation Act (KWKG) from 2000. One difficulty in interpreting the electricity receipts
gtatistics is their inclusion of power used for heating. The latter’s low price increased over 1998-2000, and
accounts for around 15% of the total electricity purchased by households.

A simple comparison of access charges can be misleading since, e.g., in some EU Member States the
generators also pay a portion of the network costs or the costs for control-energy output are invoiced
separately to the electricity suppliers. According to the authors of the study for the European Commission,
modifications were made so that the tariffs include the same components of cost: network infrastructure,
operation and maintenance, system operation, administrative costs, losses, ancillary services and
congestion management. While the study tried to strip out non- transmission related regulatory charges,
such as generation stranded costs or promotion of renewable generation, the identification of the pure
transmission component was not always possible. So, for example, Germany estimated that 0.26 c€/kWh of
transmission costs were due to CHP promotion, Denmark that it bore 50% non-transmission costs, Spain
28% and Italy 20-50%, Netherlands 10%, Portugal 10-20%. [Pérez-Arriaga et al 2002, p. 87]

The 1998 Act (“Act revising energy industry legidation” or Gesetz zur Neuregelung des
Energiewirtschaftsrechts) entered into force on April 29, 1998 (Official Federal Gazette I, p. 730).

More formally, these are the “Associations’ Agreement on Criteria to Determine Use-of-System Charges
for Electric Energy and on Principles of System Use of 13 December 2001" and the “Associations
Agreement on Third-Party Access for Natural Gas of 3 May 2002.”

For the electricity AA, the objective is “[T]o promote competition...and to attain competitive prices for
German industry and commerce.” Other consumers are absent from the list. For gas, “The aim of the [AA]
is to define the organisaton of contract-based third party access for natural gas in greater detail.” Later,
“This Agreement is intended to promote competition in accordance with the objectives of the [Gas
Directive and Energy Act].”

In April 2002, negotiations on the gas agreement broke down. When the breakdown occurred, the
Economics Minister announced that a Task Force for a regulatory authority will be established to prepare
recommendations for 1 August. To forestall this outcome, the parties were able to reach agreement in May,
known as VVII. The negotiations on arevised VV Gas || which were already provided for inthe VV Gasl|
failed in April 2003.

In a major study on the cost of capital, Wright et a (2003) found that, “A common estimate of the
equilibrium risk-free rate would be of the order of 2 1/2%.” Later, “Our central estimate of the cost of
equity capital, derived from a wide range of markets, isaround 5.5% (geometric average), and thus 6.5% to
7.5% (arithmetic average). We cannot, however, be at all confident that these estimates are precisely
correct: 95% confidence intervals are, at a conservative estimate, of up to two percentage points either side
of the point estimates.”
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A complete description of the institutional setting and structure of the Bundeskartellamt is in chapter 3.

A complete description of the institutional setting and structure of the Monopoly Commission isin chapter
3.

The accusation that municipal utilities cross subsidise was denied by the relevant association. According to
the association, prices are based on costs, and these are supervised by the Lander. If municipal utilities had
to unbundle, losing the synergies of integration, then they would have to set up numerous companies with
fewer than 50 employees, reducing competitiveness, according to the association. The International Energy
Agency says that “[The Stadtwerkes'] profits from the sale of electricity are used to subsidize other
services carried out by the municipalities, such as public transportation....[There is] a cross-subsidy
whereby public transportation losses can be off set against energy company profits to reduce corporate
taxes.” [IEA 2000b] With respect to natural gas, the IEA says, “Besides cross-subsidisation between gas
customers, there is often also a form of sectoral cross-subsidisation relating to gas distribution. Where local
governments have ownership shares or exert majority control in alocal gas distribution company (which by
the nature of its supply network is a monopoly), gas tariffs can be regulated in order to maximise the
company's income so as to support local community needs. The income is used to subsidise/finance other
activities (e.g. water distribution, public transport, etc.). Thisis often the case with German gas distribution
companies which are mgjority-ruled by local government.” [IEA 1998b]

While, e.g., wind generators might be discouraged if they had to pay high access fees, under the current
electricity Associations' Agreement generation does not pay access fees.

Clearly, since the rates of return are for the network businesses, it is the risk of those businesses, and not
the risk associated with electricity generation or electricity or gas supply, which isrelevant.

It should be pointed out that in Australia, asin Germany, the competition act fully applies to self-regulatory
schemes. According to the Australian Competition and Consumers Commission, “[w]here there is blatant
disregard, or systematic breaches, of the [competition law] then the Commission is willing to use its
enforcement powers.”

The Dusseldorf Higher Regional Court (OLG) confirmed that the competition authorities can establish
abusive pricing equally by applying the comparable market concept and comparing costs with revenues.
Following from this, companies under investigation for abusive pricing are obliged to surrender, at the
request of the competition authorities, documents relating to the calculation of these prices. [BKartA
2002h]

In the discussion of the TEAG proceedings, the BKartA says that “[T]he examination has established
indications that TEAG allocates unrelated costs to the network which, according to the Bundeskartellamt’s
current opinion are not to be borne by the network users. Moreover, several imputed cost items are
currently not accepted, even if TEAG uses them as a basis for its calculation in line with the principles on
establishing prices provided by the Associations Agreement Il plus (e.g. risk allowance). With the
deduction of these cost items TEAG's network costs, which form the basis for calculating its fees for
network use, are reduced.” [BKartA 2002j]

The National Grid Code is fairly prescriptive, aiming to control not just discriminatory fees but also
discriminatory conduct.

The comparable market methodology bears some resemblance to regulation by yardstick competition.
Regulation by yardstick competition was once a darling of regulatory economists. By comparing one
regulated firm’s revenues with other regulated firms' costs, the regulated firm would have incentives to
reduce costs and consumers would be protected from abusively high prices. This good incentive effect
breaks down, of course, when the regulated firms are all the same firm wearing different hats. And the
good incentive effects breaks down if the comparison is to prices, rather than to costs, and regulated firms
reach an understanding of how to price. So long as the firms can al manage to “price high,” none will be
subject to tight regulation.
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FOREWORD

Regulatory reform has emerged as an important policy areain OECD and non-OECD countries.
For regulatory reforms to be beneficial, the regulatory regimes need to be transparent, coherent, and
comprehensive, spanning from establishing the appropriate institutional framework to liberalising network
industries, advocating and enforcing competition policy and law and opening external and internal markets
to trade and investment.

This report on Electricity, Gas, and Pharmacies — Part |1 analyses the institutional set-up and use
of policy instruments in Germany. It also includes the country-specific policy recommendations developed
by the OECD during the review process.

The report was prepared for The OECD Review of Regulatory Reform in Germany published in
2004. The Review is one of a series of country reports carried out under the OECD’s Regulatory Reform
Programme, in response to the 1997 mandate by OECD Ministers.

Since then, the OECD has assessed regulatory policies in 20 member countries as part of its
Regulatory Reform programme. The Programme aims at assisting governments to improve regulatory
quality — that is, to reform regulations to foster competition, innovation, economic growth and important
social objectives. It assesses country’s progresses relative to the principles endorsed by member countries
in the 1997 OECD Report on Regulatory Reform.

The country reviews follow a multi-disciplinary approach and focus on the government's capacity
to manage regulatory reform, on competition policy and enforcement, on market openness, specific sectors
such as electricity and telecommunications, and on the domestic macroeconomic context.

This report was principally prepared by Sally Van Siclen in the Competition Division of the
Directorate for Financial and Fiscal Affairs of the OECD. It benefited from extensive comments provided
by colleagues throughout the OECD Secretariat, as well as close consultations with a wide range of
government officials, parliamentarians, business and trade union representatives, consumer groups, and
academic experts in Germany. The report was peer-reviewed by the 30 member countries of the OECD. It
is published under the authority of the OECD Secretary General.
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ELECTRICITY, GAS, AND PHARMACIES-PART I1

I ntroduction
Layout of the Chapter

Community pharmacies’ are just one part of the health system that is expected to be reformed over the
next few years. In its 2000/2001 study, the Council of Experts for Concerted Action in the Health System
noted the co-existence of excessive supply, shortages and incorrect supply.? Steps have been taken to
ensure rational drug therapy, but further reform is planned. Despite the heavy regulation that is a necessary
accompaniment to an insurance scheme, this chapter examines where there is scope for allowing greater
freedom, and thus scope for incentives for greater efficiency, in pharmacies. In particular, the chapter
examines:

» Do therestrictions on business structure promote consumer interests?

*  Would cross-border trade or mail-order trade allow lower costs, while maintaining high-quality
and safe delivery of medicines?

Following an introduction, the review will examine entry requirements for pharmacists and
pharmacies, business structure restrictions, restrictions on mail-order/internet pharmacies, the system of
pharmaceutical pricing, and advertising limits. Conclusions follow.

Pharmacies
1. I ntroduction

Community pharmacies and pharmacists provide a wide variety of professional and commercial
services as part of an integrated health care system. In terms of professional services, the community
pharmacist typically has more frequent contact with patients than do physicians, so can assist in
determining medication effectiveness, patient tolerance to medications, and other related factors that affect
the success of a patient treatment program. The pharmacist performs an important safety check in that, for
each prescription dispensed, he or she must check to see that the information provided by the prescriber is
complete, that the new medication will not interact with other medications including both prescribed and
non-prescription medication, that the medication and dosage are appropriate for the patient's health
condition, and that the patient has the appropriate information about the medication. The pharmacist can
discuss with a patient the possible side effects, what foods, drinks, or activities should be avoided, what to
do if the patient misses a dose, and how to store the medication. The pharmacist can be part of an overal
disease management programme for chronic diseases, inter alia advising when a doctor should be seen.

A pharmacy is aso acommercial business.

The Federal Government is pursuing the health policy objectives of health and consumer protection,
where the latter includes ensuring drug safety and information and consultation of the patient. Among the
objectives is to ensure the orderly supply of medicines to the entire population of Germany (supply at any
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time, at al places with all necessary medicines) and to reduce the costs in the health system. Pharmacists
are crucial to the integrated health system. The continuity of the pharmacy system means that pharmacies
and pharmacists must comply with a large body of law and regulation, cumulated over 750 years, which
constrains both their professional and commercia activities. In Germany, these include inter alia:

Professional training requirements

Restriction of authorisation to be a pharmacist to citizens of Member States of the European
Union or stateless foreigners

Premises and opening hour requirements

Restriction of the form of the business to a sole proprietorship or partnership or an open
commercial company, where all owners or partners are authorised pharmacists

Restriction that each pharmacist may own at most one pharmacy in Germany (changed in 2003)
Restrictions of which products must be carried and which products must not be carried

Pricing restrictions (changed in 2003)

Requirements that at |east a certain fraction of prescriptions be filled by parallel imports

Restriction of prescription drugs import to authorised persons and prohibition of mail-order
prescription drugs (changed in 2003)

Requirements to substitute low-priced drugs having the same active ingredients, effectiveness
and pack size, and a comparable form, if the prescriber has not actively ruled out such
substitution

Prohibition of advertising of prescription drugsto consumers and of comparative advertising
(changed in 2003).

Each of these, with two exceptions—the first and penultimate—are potential sources of abuse or

constraint of efficiency.

Lest this list seem long, consider the relatively unrestricted entry in Germany as compared with a
number of other members of the OECD:

New pharmacies may locate anywhere including near incumbents
Incumbents have no possibility to prevent the entry of a new pharmacy

The number of new pharmacists is not constrained, neither by the number of pharmacist places at
university nor by the number who may attempt or pass the Pharmaceutical Examination.

The regulation of pharmacy as a profession can be evaluated on the basis of the content of the OECD
1999 CLP Roundtable on the Professions. This roundtable examined the experience with regulation of the
professions in a wide range of OECD Member countries. During the discussion, it was clear that there are
sound economic arguments that regulation of quality, by some means, is necessary in these fields of
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practice beyond the genera framework of consumer protection laws. Essentially, the rationale is one of
information asymmetries where the customers may not be sufficiently informed to avoid systemic market
failure in the absence of prior quality assurance mechanisms. Specifically, the quality of a professional
service is difficult for many consumers to observe or they may not know what services they need: They
may use professional services infrequently. It may be difficult for consumers to judge quality, even after its
delivery. The consequences of poor service can be substantial and potentially irreversible.

The Roundtable arrived at several conclusions, most addressed to ensuring quality while opening up
entry. One, however, addressed competition in the markets for professional services:

* Restrictions on competition between members of a profession should be eliminated. This
includes agreements to restrict price, to divide markets, to raise entrance barriers or to limit
truthful advertising. Recognition of qualification of professionals from other countries should be
promoted. Citizenship requirements should be eliminated.

2. An Overview of the Sector in Germany

Pharmacies are just one part of the overall health system. More detail about who pays who for what is
provided later. Here, it is sufficient to note that about 90% of the population are members of one of several
statutory health insurance funds (SHIs). The other 10% are covered by private health insurance. The SHis
compete for customers on the basis of contribution rates, though a reallocation mechanism might blunt
those incentives for efficiency. The SHIs pay pharmacies for prescribed pharmaceuticals whereas the
consumer pays for non-prescribed pharmaceuticals. Prices for prescription-only or pharmacy-only
pharmaceuticals are heavily regulated, as described later.

In 2001, there were 21,569 community pharmacies each serving, on average, 3,810 persons in
Germany. There were 45,869 pharmacists in the community pharmacies. (Hospital pharmacists at 1,823
persons and industrial and other pharmacists at 5,507 round out the total.) Pharmacies have a wide range of
turnovers, with about 5% of those in western Germany having annua turnovers under € 250,000
(excluding VAT) and another roughly 2% of those in western Germany having annual turnover between
€2 million and € 2.25 million. The turnover of pharmacies in Germany is heavily skewed toward drugs
(93.5% of the total), and more specifically toward prescription-only drugs (69.5% of the total) and less so
toward pharmacy-only drugs (12.5% of the total without a prescription, 10% of the total with a
prescription). In 2000, about 40% of community pharmacies in western Germany reported operating
losses, though this figure can be difficult to interpret in light of persistent average operating losses and
entry of new pharmacists. [Federal Union of German Association of Pharmacists 2001]

Generic pharmaceuticals, i.e., those that are no longer protected by patents, constitute 27 % of
pharmaceutical sales in Germany in 2002. [VFA 2003] Among European countries, this is the highest
share. Among drugs for which comparable generics are offered, more than 70 % of prescriptions are for
generics. [VFA 2002a]

Drug usage is predominantly by the old. In Germany in 2001, 54 % of the expenditure on drugs was
for pensioners. [Federal Union of German Association of Pharmacists 2001]

As compared with other OECD countries, Germany has relatively high spending on health at 10.6 %
of GDP in 2000. While its per capita health spending grew relatively moderately over the 1990s, low GDP
growth rates meant that the share of health spending in GDP grew over the decade. This is partly a
reflection of German unification, which influenced both the level of GDP and the growth rates of health
spending. Per capita spending on healthcare across OECD countries has outpaced overall per capita GDP
growth (3.3% versus 2.2%) over the past decade. In 2000, OECD countries spent an additional 0.8
percentage point of their GDP on health care compared with 1990, bringing the OECD unweighted average
up to 8.0 % (see Table 12).
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Table 12. Growth of Expenditure on Health, 1990-2000

Real per capita growth Health spending as percent of GDP

rates, 1990-2000 (in %)

Health GDP 1990 1998 2000

Spending

Australia 3.1 24 7.8 8.5 8.3
Austria 3.1 1.8 7.1 8.0 8.0
Belgium 3.5 1.8 7.4 8.5 8.7
Canada 1.8 1.7 9.0 9.1 9.1
Czech Republic 3.9 0.1 5.0 7.1 7.2
Denmark 1.7 1.9 8.5 8.4 8.3
Finland 0.1 1.8 7.9 6.9 6.6
France 2.3 1.4 8.6 9.3 9.5
Germany 2.2 0.2 8.7 10.6 10.6
Greece 2.8 1.9 7.5 8.7 8.3
Hungary (a) 2.0 2.7 7.1 6.9 6.8
Iceland 2.9 1.6 7.9 8.3 8.9
Ireland 6.6 6.4 6.6 6.8 6.7
Italy 1.4 1.4 8.0 7.7 8.1
Japan 3.9 1.1 5.9 7.1 7.8
Korea 7.4 5.1 4.8 5.1 5.9
Luxembourg (b) 3.7 4.5 6.1 5.8 6.0
Mexico 3.7 1.6 4.4 5.3 5.4
Netherlands 24 2.3 8.0 8.1 8.1
New Zealand 2.9 1.5 6.9 7.9 8.0
Norway 3.5 2.8 7.8 8.5 7.5
Poland (b) 4.8 3.5 5.3 6.4 6.2
Portugal 5.3 2.4 6.2 8.3 8.2
Slovak Republic - 4.0 - 5.9 5.9
Spain 3.9 2.4 6.6 7.6 7.7
Switzerland 2.5 0.2 8.5 10.6 10.7
United Kingdom 3.8 1.9 6.0 6.8 7.3
United States 3.2 2.3 11.9 12.9 13.0
OECD Average (c,d) 3.3 2.2 7.2 8.0 8.0
EU Average (d) 3.1 2.3 7.4 8.0 8.0

(a) Hungary: 1991-2000.

(b) Luxembourg and Poland: 1990-1999.

(c) OECD averages exclude the Slovak Republic because of missing 1990 estimates.
(d) Unweighted averages.

For Sweden and Turkey, no recent estimates are available.

Source: OECD Health Data 2002.

Demand for pharmaceuticals continues to grow. In the first half of 2002, turnover in the statutory
health insurance market rose by +7.8 per cent to € 11.9 billion (at retail prices). The number of
prescriptions rose by 1 % to 403 million. However, a fall in the price level was expected for 2002 as a
whole. The increasing prescription of prescription-only and highly effective preparations for serious
illnesses is the decisive factor for the increased turnover. However, the share of drugs protected by patent
has not increased overall. The proportion of patent-protected drugs in total turnover has been unchanged at
19 per cent since 1998, whereas the market share of generic drugs has risen from 45 per cent in 1998 to
around 54 per cent in thefirst half of 2002.
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Table 13: Turnover in the Statutory Health Insurance Drugs Market

Year Turnover Turnover per prescription
(pharmacy retail prices) (pharmacy retail prices)
€m Change from € Change from
previous year (%) previous year (%)
1st quarter 2001 5,464 26.43
2nd quarter 2001 5,603 29.10
1st half 2001 11,066 27.72
1st quarter 2002 5,878 + 7.6 28.64 + 8.3
2nd quarter 2002 6,051 +8.0 30.59 +5.2
1st half 2002 11,930 +7.8 29.60 +6.8

Source: IMS Health

Table 14: Turnover and Prescriptions in the Statutory Health Insurance Drugs Market

1st Half 2002
Market Segment Turnover Prescriptions
(pharmacy retail prices)
€m Share % Change m Share % Change from
From previous previous year
year (%) (%)
Total market 11,930 100.0 +7.8 403.1 100.0 +1.0
Drugs with a fixed amount 4,448 37.3 -2.1 252.6 62.7 +0.1
Drugs without a fixed
amount
Patent-protected 2,250 18.9 +21.2 20. 5. +9.
drugs
Patent-free drugs without 3,002 25.2 +15.7 66.7 16.5 +0.9
generic competition
Patent-free drugs with 2,230 18.7 +7.5 63.6 15.8 +1.9
generic competition

Source: IMS, VFA

A comprehensive price comparison of the best selling and most-prescribed pharmaceutical active
agents in Germany with prices in other European countries found that prices in Germany were low. The
study [Schneider et al. 1999] compared prices in Germany and the other EU states and Switzerland on the
basis of the daily dose of 47 of some of the best selling and frequently prescribed active agents, in order to
make different pack sizes and dosages comparable.®* The manufacturers sale price per daily dose of an
active agent reflects what the manufacturers receive per active agent. Exchange rates were used. Among
the countries studied, manufacturers prices in Germany were third from the lowest. Only Spain and
Greece were lower. The price differences ranged from 15% below and 77% above. When comparing the
pharmacies retail prices (using exchange rates) Germany was fifth from the bottom of the 15 countries
in the study. Only France, Portugal, Spain and Greece were cheaper than Germany. By contrast,
Switzerland, Ireland, Austria, Belgium, Luxembourg, Finland, the United Kingdom, Denmark, the
Netherlands and Italy have a higher price level. German drug prices are low compared with wage rates: An
industrial worker in Germany needs to work for 2.9 minutes for the average price of (1998) DM 1.23 per
daily dose, whereas his French and British counterparts work 3.6 and 3.7 minutes respectively for a daily
dose. With the exception of Denmark, an industrial worker in every other European country had to work
longer to earn enough for the average price of a daily dose of a drug than in Germany. It is worth bearing
in mind, though, that generics constitute a large part of the basket of active ingredients used in the price
study. This may have influenced the price comparisons.
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Table 15:

Retail Pharmacy Price for One Defined Daily Dose* According to Country

Country Price per defined daily dose Expended work
time per defined
daily dose
in national currency in DM in DM in minutes
(purchasing power (foreign exchange (income situation)
parities) rates)

Belgium 30.89 1.67 1.50 4.2
Denmark 5.02 1.19 1.32 2.3
Germany 1.23 1.23 1.23 2.9
Finland 4.21 141 1.38 3.8
France 4.05 1.07 1.21 3.6
Greece 143.27 1.29 0.85 5.6
Great Britain 0.46 141 1.35 3.7
Ireland 0.61 1.76 1.54 5.3
Italy 1,260.75 1.26 1.28 5.1
Luxembourg 29.22 1.43 1.42 34
Netherlands 1.47 141 1.30 3.7
Austria 10.56 1.54 1.50 4.5
Portugal 106.69 1.71 1.04 9.6
Switzerland 1.63 1.62 1.96 4.1
Spain 80.19 1.28 0.94 4.0

* Average in 1998 for those pharmaceuticals with the highest sales and prescription volume in Germany

Source: Reproduced from Schneider et al.

In Germany, the price received by drug manufacturers constitutes only, on average, 55% of the retail
price. This compares with 65.8 % in the United Kingdom and 64.4 % in France, which were the highest in
Europe. The distribution margin in Germany is relatively high by European standards. [European
Federation of Pharmaceutical Industries’ Associations 2000]

3. The Regulatory Framework

Pharmacies in Germany, as in the other OECD countries, are heavily regulated. In addition to those
described in Table 16, the state intervenes in drugs pricing to a greater or lesser extent in all EU countries
including Germany. For example, Ireland, Italy and Portugal set flat-rate surcharges, up to 50 %, for
pharmacies. In Belgium, Denmark and France linear price surcharges are specified by the state, in a
situation similar to that in Germany. The manufacturers' prices in Italy and Austria are regulated by the
state.

Table 16: Regulation of Pharmacies in Selected Countries

UK France Germany Netherlands Norway us Canada

Licence or contract required? Yes Yes Yes Yes Yes Yes Yes
Location of new Yes Yes No No Yes No No
Pharmacies restricted?

Ownership structure No Yes Yes No No No No
restricted?

Number of stores per owner No Yes Yes No Yes No No
restricted?

Freedom to reduce No Yes No Yes Yes Yes Yes
prescribed drug prices?

Source: reproduced from Table 3.1, in Office of Fair Trading (United Kingdom) (2003), “The Control of Entry Regulations and Retail Pharmacy
Services in the UK,” January, citing Mossialos and Mrazek (annexe C), Mossialos, E. and M. Mrazek, 2002. “Entrepreneurial Behavior in
Pharmaceutical Markets and the Effects of Regulation.” In: R.B. Saltman, R. Busse, and E. Mossialos, Regulating Entrepreneurial Behavior in
European Health Care Systems, Open University Pres, Buckingham, UK and Philadelphia, pp.146-162.
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3.1 Pharmacist Training and Certification

The training of pharmacists in Germany is regulated in the Qualification Code for Pharmacists. The
total duration of training isfive years and is broken down into

e studiesat auniversity for four years

« practical training® during a pre-registration period of eight weeks prior to the first section of the
Pharmaceutical Examination

« practical training® for twelve months after passing the second section of the Pharmaceutical
Examination

» thethird and final part of the Pharmaceutical Examination.

Anyone who wants to pursue the profession of pharmacist in Germany needs certification as a
pharmacist. Certification is granted among other things if the applicant is German or a citizen of another
member state of the European Economic Area or a stateless foreigner under the relevant German law. The
applicant must have successfully completed training as a pharmacist in line with the relevant European
Directive.

Other foreign pharmacists cannot operate a pharmacy in Germany. Foreign pharmacists who can, in
principle, operate a pharmacy in Germany may only operate those that have been operating in Germany for
at least three years.

Box 14.Mutual Recognition of Diplomas in Pharmacy

The European Union has promoted mutual recognition of diplomas in pharmacy to facilitate freedom of establishment
for pharmacists in the Community. The principal directive is Council Directive 85/433/EEC of 16 September 1985
“concerning the mutual recognition of diplomas, certificates and other evidence of formal qualifications in pharmacy,
including measures to facilitate the effective exercise of the right of establishment relating to certain activities in the
field of pharmacy.” [Official Journal L 253, 24.09.1985] This has been amended a number of times in response to, e.g.,
countries joining the European Union and the unification of Germany.

The main elements of this framework, relevant here, are:

1. The Directives apply to activities, the access to and pursuit of which are subject to the conditions of professional
qualification defined in Council Directive 85/432/EEC and which are open to holders of one of the diplomas, certificates
or other formal qualifications in pharmacy referred to in the Directive.

2. Each Member State must recognise the formal qualifications listed in the Directive and awarded by other Member
States to their citizens. They must give to such qualifications the same effect in their territory with regard to access to
and the pursuit of the activities in question as the formal qualifications which they themselves award. Furthermore,
when access to or the pursuit of the activity in a Member State requires additional professional experience, that
Member State is obliged to accept as sufficient evidence a certificate issued by the competent authorities of the
applicant's Member State attesting that he has pursued the said activities for an equivalent period.

3. Directive 90/658/EEC introduces a special arrangement for the recognition of formal qualifications awarded by the
former German Democratic Republic: German nationals who are pursuing their professional activities in that territory
on the basis of training which began before unification and does not conform to Community rules on training are to be
granted recognition under the same conditions as other nationals of Member States at the time of the adoption of
Directive 85/433/EEC, i.e. if they produce a certificate showing that they had at least three consecutive years'
professional practice during the five years prior to the date of issue of the certificate.
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More recently, Directive 2001/19/EC [Official Journal L 206, 31.07.2001] aimed to reduce the barriers to free
establishment by:

requiring the host Member State to take into account the education received by the applicant, including education
received in a Member State in which the profession in question is not regulated. Under this new rule host Member
States will not be permitted to require two years' professional experience;

ensuring that the host Member State, when examining an application for recognition of a diploma, takes into
consideration the experience acquired by the applicant after obtaining the diploma. The host Member State may no
longer systematically require the applicant to take compensation steps, such as aptitude tests or an adaptation period,
but must simplify and if possible eliminate these measures;

extending the automatic recognition procedure to inter alia pharmacists.

Source: http://europa.eu.int/scadplus/leg/en/lvb/123020b.htm

There does not seem to be, a priori, ajustification to exclude from the practice of pharmacy persons
who are trained and certified as pharmacists, perhaps even in a German university and pharmacy, but who
are not citizens of a Member State of the European Union. If a person receives training in a third country
where the quality of the training cannot be checked by the appropriate German or Member State
authorities, then the exclusion from pharmacy could be justified on the basis of protecting consumer health
and safety. Illegal immigrants would, presumably, be excluded under a separate law.

Recommendation: Eliminate the citizenship requirement for certification for the practice of
phar macy.

3.2. Entry of New Pharmacies

Entry of a new pharmacy is relatively free in Germany. A pharmacy requires authorisation from the
Land where the pharmacy will operate. Authorization is dependent on the qualifications of the person
applying, the existence of the premises and the conformity of its fittings with the Pharmacies Operations
Regulations. There are no geographic or numerical restrictions on the right to open a pharmacy. This
pattern of free entry is the result of a 1958 High Court decision. However, as noted earlier, foreign
pharmacists who are granted certification as pharmacists may not open a new pharmacy; they may only
operate a pharmacy that has been operating at least three years.

3.3 Business Sructure Restrictions

Regulations related to pharmacists are laid down in the “Law on Pharmacies’ (“ Apothekengesetz’).
Any qualified pharmacist must be ad personam authorised to run a pharmacy. The “Law on Pharmacies’ is
based on the idea of the self-employed pharmacist running his own and only one pharmacy. This structure
is intended to guarantee that the pharmacist devotes al his efforts to one pharmacy and feels personally
responsible for his pharmacy in the public interest. Consequently, chains of pharmacies do not exist in
Germany. However, in the 2003 reforms, the number of pharmacies that a single pharmacist may own was
increased to four, though they must be located in the same or the neighbouring district. Thisis regarded as
the first step towards a more liberal system.

In 1994, the ban on the ownership of more than one pharmacy was modified to adjust German
legidlation to European law. The amendment of the “Law on Pharmacies’ entitled individuals who are
authorised by German law to run a pharmacy, to run one or several pharmacies in other Member States
according to the Member States' relevant legislation. Conversely, pharmacists running one or several
pharmacies in one or more other Member States are entitled to run no more than one pharmacy in Germany
(increased to four in 2003), in addition to the pharmacies run in other Member States on condition that the
respective Member States do not impose an obligation on the pharmacist to be present in his pharmacy at
al times.
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Among the rationales for the ownership restrictions are:

* tomaintain ethical and professional standardsin the provision of pharmacy services,
» to provide agreater capacity to enforce professional standards; and

»  to promote access to pharmacy services for all of the population.

However, in pursuit of these objectives, the ownership restrictions significantly hinder the
development of potentially more effective structures for delivering some pharmacy services. The industry
fragmentation frustrates the exploitation of economies of scale in pharmacy which could be passed onto the
statutory health insurance funds or consumers as lower prices. Evidence from the United States suggests
that economies of scale can exist in chain pharmacies up to about 80,000 prescriptions a year.
[Schafermeyer et a. 1992] In this study, by far the largest cost item for dispensing was personnel, on
average $3.69 out of $5.46. This study was performed in 1990; subsequent advances in information
technology may well have extended the range of scale economies.

Further, the asymmetric treatment of non-German pharmacies—a pharmacist with German
gualifications may own a chain of pharmacies so long as only four pharmacies of the chain are located in
Germany—seems difficult to justify on any of the bases listed above. In Germany, the health insurance
companies are calling for the licensing of pharmacies with external (i.e., non-pharmacist) and joint
ownership because they assume that there would be greater scope for savings.

The Federal Organisation of German Pharmacy Associations [Bundesvereinigung Deutscher
Apothekerverbande (ABDA)] rejects a removal/easing of external and joint ownership of pharmacies. It
says that combining pharmaceutical and economic responsibility in the person of the pharmacy owner and
operator offers a good guarantee that the pharmaceutical and economic interest in running the pharmacy
remain in a balanced relationship and that the pharmaceutical interest in particular is not suppressed by the
economic interest.

At the heart of the ownership restrictions is the argument that non-pharmacist owners might let
commercial considerations over-ride professional ethics of pharmacists. Given the regulation and
professional codes that govern pharmacists, one must ask whether costs imposed by existing ownership
restrictions are proportionate to additional ethical and safety benefits to consumers.

* Firdt, like other businesses, success in community pharmacy depends on providing a cost-
effective, quality service. The quality and safety of the service provided depend, in the first
instance, on the professional skills of the pharmacist. This would seem to be the case whether the
pharmacist is a salaried employee or owns the business.

e Second, it is unclear whether commercial pressures on owner-pharmacists would be larger than
those on employee-pharmacists, or not, since owner-pharmacists would have a substantial part of
their wealth tied up in the pharmacy and depend on the profits of the pharmacy for much of their
income. Thisis, though, an empirical question. If thisis an empirically significant problem, then
a solution would be to introduce a statutory offence for inappropriate or improper interference
with the professional conduct of a pharmacist. In thisway, not only would the pharmacy board be
able to discipline the pharmacist but aso the other party would be liable under the law.

e Third, it isin neither a pharmacist-proprietor’s nor in a non-pharmacist proprietor's commercial
interests to expose him- or herself to the risks of loss of income or profit, or litigation, due to his
pharmacies being unsafe or incompetently run.
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e Fourth, in general, the cause of most cases of serious harm to consumers will be professional
misconduct. In these circumstances, if the threat of professional discipline or consumer litigation
is a credible deterrent, then the deterrence would seem to apply whether the pharmacist is the
owner of the pharmacy or not.

* Fifth, good pharmacists do not necessarily make good managers and businesspeople. By
preventing non-pharmacist proprietors, the pharmacy business may be forgoing fresh sources of
innovation, leadership and ideas that could improve the overall efficiency of pharmacies.

One concern that has been expressed in the specifically German context is that, if the business
structure restrictions were lifted, then the drug wholesalers would simply enter the pharmacy market and
the atomised structure would become an oligopoly. This concern is worthy of serious consideration, and
indeed any reform of the health system should aim to keep those parts of the system that could be
competitive, competitive. Part of the answer is that a market with five sizeable competitors plus a fringe of
smaller firms can be competitive, depending on various features of the market—including high
transparency for buyers, low switching costs for buyers--that keep less competitive interactions at bay.
Another part of the answer isto expand the range of potential suppliers. In some countries, alarge number
of medicines can be sold by any sort of retailer to self-medicating consumers. Broadening the freedom to
sell these products is one way to ensure that, for appropriate products at |least, there is healthy competition.
Such broadening of access may need to be accompanied by consumer education, either on the packaging or
by the Ministry of Health, but this is the same sort of consumer information already provided (e.g., limit
giving aspirin to children, do not use certain drugs when driving or operating machinery). If medicines for
chronic illnesses can be safely purchased by mail-order from pharmacies located anywhere in the European
Union or the EEA, then this would also open up retailing to include vastly more suppliers than an
oligopoly of wholesalers.

So long as the strict control over pricing, products offered, opening hours, and advertising remain in
place, consumers probably would not benefit very much if the only change were for pharmacies to
consolidate into large chains. They would benefit to the extent that chains could offer an integrated
medication record, available throughout Germany, so that a traveller who lost his medicine could get it
replaced or so that new prescriptions could be screened. There would be greater incentives for cost savings
if any business structure reform were part of an integrated reform to introduce competition in the provision
of pharmaceutical retailing, while retaining the professional ethos of pharmacists. This would provide the
chains with incentives to use their economies of scale and would induce them to pass these cost savings
onto the SHIs and consumers.

Recommendation: Remove the restriction of ownership of pharmacies to pharmacists and the
restriction of ownership to a single pharmacy. Introduce a prohibition of inappropriate or
improper interference with the professional conduct of a pharmacist.

34. Cross-Border Trade/mail-order trade

There is debate in Germany over the opening up of the pharmacy business to mail-order pharmacies.
This has been prompted by the establishment in 2000 of DocMorris, a mail-order/internet pharmacy in the
Netherlands that sells to German consumers who are reimbursed by German health insurance funds. A few
other OECD countries have adapted to mail-order/internet pharmacies by addressing the specific safety
issues raised by them.
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Until 2003, mail-order trade in medicines and thus also e-commerce in medicines had been prohibited
in Germany for pharmacy-only medicines® German patients and health insurers were already
circumventing the ban before the European Court of Justice ruled on the compatibility of such a ban with
the free circulation of goods. However, removing the prohibition on mail-order medicines, by itself, brings
no relief to German pharmacies because they must comply with price maintenance rules and price
advertising prohibitions.

On one side of the German debate over the sale of pharmaceuticals from other EU Member States via
mail-order and the Internet were the health insurers, politicians, consumers’ organisations and a small
number of pharmacists. The pro-establishment pharmacists, organised under the banner of the
Bundesverband deutscher Versandapothekerinnen (BVDVA), argue that extending traditional bricks and
mortar pharmacies to where they can also deliver prescription drugs by mail-order will degrade neither the
safety nor the quality of professional counselling provided. The BVDVA has developed a security standard
with Deutsche Post and pharmacies will be able to offer counselling via a call centre. In terms of
improving the services offered to consumers, the BVDVA will be able to maintain a patient’s historical
medical record which can reduce problems of drug interactions, side-effects and the like.”

On the other side of the German debate on mail-order/internet pharmacies was the main organisation
of pharmacists, who fear the change could risk patients health and threaten the livelihoods of German
pharmacies. In particular, the pharmacists and wholesalers argue that safety can be compromised by
counterfeit drugs and by inadequate consumer counselling, and that the most profitable drugs will be
provided by mail-order and that this will result in the closure of bricks and mortar pharmacies. Studies by
the Bavarian Ministry for Social Welfare show that if the online pharmacies were to gain just five percent
of the German market, 20 to 30 percent of pharmacies in Germany would have to shut down. [Deutsche
Welle 2002] Referring to the German prohibition on mail-order sales of pharmaceuticals, German
pharmacy federationstried to have internet sales prohibited.

The particular internet/mail-order pharmacy that has shaken up German pharmacists is
0800 DocMorris. DocMorris is located just over the border in the Netherlands, within reach of German
courier services who can pick up parcels and deliver them cheaply in Germany. Opened in June 2000, in
2001 DocMorris had a turnover of €5 million and in 2002 a turnover of €25 million. Three-quarters of the
company’s customers are from Germany. DocMorris is attractive to German consumers and health
insurance funds because prices are considerably lower than those charged by German pharmacists,
DocMorris is not limited by opening hours, medicines are delivered to the patient’s door, and there is no
risk of meeting the neighbours in the pharmacy. The success of DocMorris has encouraged imitation: A
second Dutch mail-order/internet pharmacy is getting started and the German Association of Pharmacists
has launched its own website, aponet.de, which alows customers to pre-order a prescription, but not to
have it filled and mailed.

DocMoirris, as a pharmacy operating in the Netherlands, is subject to Dutch law and regulation of
pharmacies. The Dutch Ministry of Health has a specialized section to oversee pharmacies using mail-
order. In addition, DocMorris received an 1SO certification after a check of its internal processes.
DocMorris has controls to address the safety concerns. DocMorris requires an original prescription for
medications requiring a prescription, and accepts an order only after the prescription is verified. Narcotics
cannot be ordered. DocMorris will directly bill statutory health insurance schemes? if a panel doctor's
prescription is presented, and does not require any co-payment from the patient although a co-payment for
members of the German statutory health insurance is provided by the socia code book 5. The medicines
are delivered by a delivery service and acknowledged by signature, and normally only within the European
Union. DocMorris screens medicines to identify whether a patient should not take the medicine in a second
prescription together with that in a previously filled prescription. [ Source: 0800docmorris.com]
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German pharmacy federations had sued to block DocMorris. Following various rulings by national
courts, the Frankfurt Regional Court submitted several Community law matters to the European Court of
Justice for a preliminary ruling. The chief issue to be settled was the compatibility of a prohibition on mail-
order sales of pharmaceuticals (8 43 Section 1 of the Pharmaceutical Act (AMG)) and prohibition of
import of pharmaceuticals by private persons (8 73 Section 1 AMG), with the free movement of goods in
accordance with Articles 28 and 30 of the EC Treaty. [Zentrum fUr Européische |ntegrationsforschung
2003] The Advocate General has said that, “In so far as the prohibition on mail order trade and related
advertising concerns medicines that have been authorised or do not require authorisation, the principle of
proportionality will be infringed if the health-protection goals pursued by the country of import can be
secured by other means.” The Advocate General suggests as examples of less severe measures controls on
ordering, dispatching, transporting and taking delivery of the medicines. Regarding medicines that require
authorisation but have not been authorised in either Germany or the European Union, then the prohibition
of mail-order isjustified as being for the protection of human life or health. The Advocate General went on
to address the ban on advertising pharmacy-only medicines for mail-order, concluding that the ban is not
justified for authorised medicines or for medicines that do not need authorisation. For advertising
prescription-only drugs to the general public, the crucial factor is the objective impression of the website.
In particular, the simple presentation on the DocMorris website does not qualify it as “advertising” in the
sense of Directive 92/28. [Advocate General 2003, para. 212] Thus, a website providing information can
be distinguished from one providing promotion. In its decision, the European Court of Justice upheld the
ban on Internet sales of prescription medicine, but said that the prohibition on Internet sades and
advertisement of non-prescription medicines was unjustified. [Judgment of the European Court of Justice
of 11 December 2003 in Case C-322/01 Deutscher Apothekerverband eV v 0800 DocMorris NV and
Jacques Waterval .|

As part of the 2003 health reforms, the German Government permitted regulated and monitored mail-
order trade, including in medicines which must be sold in pharmacies, in Germany and with the members
of the European Economic Area (EEA). Pharmacies have to be registered and comply with all the
standards of “bricks and mortar” pharmacies as well as several additional quality and safety standards
related to advertising, website layout, technical equipment, dispatch matters, delivery, patient information
and consultation in order to be accredited. The objective is to offer a safe and reliable opportunity to
patients who would like to mail-order medicines.

Consumers are likely to benefit from mail order internet pharmacies:

»  Access to drugs for patients for whom a trip to the pharmacy can be difficult, e.g., homebound,
working personsin the case of great distances.

«  The convenience of shopping 24 hours aday;’ a complete selection of pharmaceutical products.
»  Privacy for those who do not want to discuss their medical needsin a public place.

»  Hyperlinks and search programs provide online customers with written product information and
references to other sources of health information more easily than in the traditional storefront.

e Finadly, as the use of computer technology to transmit prescriptions from doctors to pharmacies
expands, areduction in prescription errors may be possible.

Brick and mortar pharmacies offer benefits and services that are often not available through mail-
order and the Internet, such as immediate access to prescription drugs needed for immediate treatment.
These pharmacies will undoubtedly remain an essential component in the effective delivery of health care.
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The pharmacy regulators in some OECD countries have already established accreditation programmes
for internet pharmacies. E.g., the Pharmaceutical Society of New Zealand requires an accredited pharmacy
to comply with al the standards of a registered pharmacy, as well as provide the opportunity for
meaningful consultation between patient and pharmacist and demonstrate compliance with rules on patient
privacy and confidentiality and on advertising of medicines. In Canada, internet pharmacies must be
accredited pharmacies and thus are overseen by the provincial Colleges of Pharmacy. Among European
Union states, however, only three countries (Denmark, Netherlands and the United Kingdom) alow
distance sdlling of pharmaceuticals. [Arrufiada 2002] By contrast, some OECD countries (the Czech
Republic, Hungary and Korea) prohibit internet pharmacies. [OECD 2001]

Mail-order/internet pharmacies can increase patient safety by increasing the ease of screening of
prescriptions for adverse effects for the particular patient. One argument against internet pharmacies is that
consumers would inevitably use more than one pharmacy. Traditionally, patients were encouraged to use a
single pharmacy for all their medications because a consumer’s medication record, if it existed, was paper-
based and could not otherwise feasibly be maintained. (A medication record is a tool to reduce the risk of
duplicating medicine, having one prescription interact harmfully with another, or experiencing allergic or
adverse reactions to certain drugs.) However, advances in information technology mean that a medication
record could be securely accessed from any pharmacy. Indeed, online computer-aided screening of
prescriptions can, uniquely, review a prescription against a profile of all medications a patient has
purchased from all the pharmacies that have submitted prescription claims for that patient. This problem is
not small: One study of the medical literature found that as many as 28% of all emergency department
visits were related to pharmaceuticals, and of these 70% were preventable. Common problems that resulted
in emergency department visits were adverse drug reactions, non-compliance, and inappropriate
prescribing. [Patel and Zed 2002]

Box 15: US Experience with Internet Pharmacies

The first Internet pharmacies began service to US consumers in early 1999. While public health officials agreed that
state-licensed internet pharmacies offered consumers an alternative to “brick and mortar” pharmacies, they were
concerned for consumer safety and health because not all Internet pharmacies adhered to state licensing requirements
and standards and several consumers had been harmed by prescription drugs obtained from Internet pharmacies
without a valid prescription. The General Accounting Office subsequently investigated.

The GAO found, in 2000, three types of Internet pharmacies selling prescription drugs directly to consumers:

Those that operate like traditional or mail-order pharmacies: they dispense drugs only after receiving prescriptions.
These constituted 58% of the GAO’s sample.

Those that dispense drugs without a physical examination by a physician, but on the basis of an authorisation by a
physician affiliated with the pharmacy, who reportedly evaluates consumers’ self-assessment via a medical
questionnaire.:LO This practice tends to be largely limited to “lifestyle” drugs, such as those to alleviate allergies,
promote hair growth, treat impotence, or control weight. These constituted 28% of the GAO’s sample.

Those that dispense medication without a prescription. These were 13% of the GAO’s sample.

State pharmacy boards had a number of specific difficulties in overseeing internet pharmacies beyond the borders of
their jurisdiction.

Identification: Difficulty determining the physical location of an Internet pharmacy affiliated with an Internet Web site
made it difficult to identify the companies and people responsible for selling prescription drugs.

Investigation: Traditional investigative tools—interviews, physical or electronic surveillance, and serving subpoenas to
produce documents and testimony—are not necessarily adequate to compel disclosure of information from a
pharmacy or pharmacist located out of state.
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Discipline: Traditional enforcement mechanisms—disciplinary actions or sanctions against licensees—are not
necessarily adequate to control a pharmacy or pharmacist located out of state.

In the face of jurisdictional limits, state pharmacy boards referred nonresident, unlicensed or unregistered Internet
pharmacies to their counterpart boards in the states where the pharmacies are licensed. As late as 2003, only a
handful of state legislatures had passed legislation to address issues that arise from online prescribing. However, the
GAO believed that the current regulatory structure permitted traditional state pharmacy and medical boards to restrict
online prescribing and verify disclosed information.

Federal agencies have taken a number of actions against illegal prescribing and dispensing of prescription drugs by
domestic Internet pharmacies and their affiliated physicians. These include investigations or prosecutions by the Food
and Drug Administration (FDA), the Department of Justice, the Drug Enforcement Agency (DEA), and the Federal
Trade Commission (FTC), and increased seizures by the Customs Service of drug-containing packages entering the
country. The FDA is increasing consumer education about internet pharmacies through its own website and brochures
and the FTC provides consumer education about e-commerce more generally.

However, the FDA has found special difficulties in addressing foreign Internet pharmacies illegally selling prescription
drugs to U.S. consumers and sees a need to work closely with foreign governments to share information and to
develop mechanisms for cooperative law enforcement.

The VIPPs programme is an example of the reach of the long-established regulators extending even into cyberspace.
The century-old National Association of Boards of Pharmacy (NABP) developed the Verified Internet Pharmacy
Practice Sites (VIPPS) program in 1999, in cooperation with state and federal regulatory associations, professional
associations, and consumer advocacy groups. To be VIPPS certified, a pharmacy must comply with the licensing and
inspection requirements of their state and each state to which they dispense pharmaceuticals and must demonstrate to
NABP compliance with VIPPS criteria including patient rights to privacy, authentication and security of prescription
orders, adherence to a recognized quality assurance policy, and provision of meaningful consultation between patients
and pharmacists.

Sources: GAO 2000; Hubbard 2003; National Association of Boards of Pharmacy.

Recommendation: Germany should bring mail-order/internet pharmacies which are part of
authorised pharmacies located in a Member States of the European Union, into the regulatory
framework. This means specifying the requirements of electronic trading and mail order and
the corresponding quality assurance systemsin drugs, pharmacy and advertising legidation and
ensuring appropriate monitoring at national and European level.

* This includes establishing a certification and control process to ensure that standards of
pharmacy professional services are maintained, especially as regards authentication of
prescriptions and consultation with patients, that delivery is safe and reliable, consumer
privacy is protected, and that German consumers can identify “ safe” phar macies.

* It includes, too, consumer education to recognise a certified mail-order/internet pharmacy
and to understand the safety benefits of choosing to buy only from certified pharmacies,
whether bricksand mortar or internet.

e It also includes working toward sharing information and cooperative enforcement of laws
and regulations with corresponding regulators in other Member States and with third
countries.

» Theprohibition on mail delivery will need to be modified to per mit delivery of many classes
of pharmaceuticals, while recognising that some classes of pharmaceuticals may not be
appropriatefor mail delivery.
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» Therestriction on advertising will need to be modified to allow websites to present, though
not promote, their offerings. To ensure fair conditions of competition, any change would
need to extend to purely bricksand mortar pharmacies aswell.

* Many of these stepswill require efforts at a European, aswell asa national, level.
3.5. Pharmaceutical Pricing

The subject of pharmaceutical pricing is complex, in part because many social, political and economic
objectives are tied up in the pricing of what can be life-extending or quality of life-enhancing products.
These raise issues related to the separation of beneficiary from payer, the tension between free movement
and subsidiarity within the European Union, and the non-excludability of pharmaceutical R&D. These
three issues are addressed in turn, and then the specificities of pharmaceutical pricing in Germany are
discussed. However, since pharmaceutical pricing is necessarily part of a comprehensive health sector
reform, very few specific recommendations can be offered.

The revenues to pay for pharmaceuticals do not come primarily from the beneficiaries but rather from
insurance funds (from employees and employers) or from the state (from taxpayers). This givesrise to the
standard market failure in insurance markets caused by “moral hazard” or “hidden action,” in which
consumers use more pharmaceuticals than is economically efficient because they do not have to pay the
cost directly. (In the aggregate, of course, they do pay albeit in other ways, as taxpayers and insurance fund
contributors.) Countries have typically responded to this market failure by the following policies to restrict
the quantity and quality of pharmaceutical consumption:

(@ formularies— lists which set out the drugs that are covered and the conditions of coverage;

(b) reimbursement policies — policies related to the extent of health insurance coverage of
pharmaceuticals (through co-payments, or ceilings on reimbursement);

(c) controls on prescribing doctors and pharmacists — either in the form of direct controls or in the
form of financial incentives,

(d) controls on pharmacists margins and entry and exit decisions; and
(e) controls on drug prices. [OECD 2001]
Germany applies many of these policies.

Pharmaceuticals, because they are so compact and valuable, thus tradable, expose the tension between
the free movement objectives in the European Union and the subsidiarity principle of national regulation of
the pricing of pharmaceuticals. There are efforts to reduce segmentation in the pharmaceutical sector
within the European Union. Measures include inter alia the harmonisation of technical provisions within
the Union and new registration procedures for medicines. Since the beginning of 1995, pharmaceutical
companies have the option (and for biotechnology products the abligation) of submitting an application for
registration of a new medicine to the European Agency for the Evaluation of Medicinal Products for a
centralised authorisation procedure.™
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The sale of medicines is substantialy determined by the national health authorities in the Member
States. Some national health authorities exercise a direct or indirect influence on prices, and there are
different levels of reimbursement by the social security system for different categories of medicines. As a
result, the prices for medicinal products differ among Member States. In addition, there are far-reaching
differences in terms of brand and pack-size strategies and in distribution systems. These differences lead to
national market segmentation.

But the free movement of pharmaceuticals reduces this market segmentation. In particular, there is
substantial “parallel trade” of pharmaceuticals originally sold by drug manufacturers to wholesalers in a
low-price Member State that are ultimately sold to consumersin a different, high-price Member State. This
trade has grown rapidly (so that the market share of parallel-traded drugs has increased from 1.8 percent in
1998 to 7.1 percent in 2002), and is focused on high-priced pharmaceuticals. [VFA2003] The primary
effect of parallel trade is to transfer profits from drug manufacturers to some parallel traders. Parallel trade
may or may not lower the prices for pharmaceuticals in the high-price country. Parallel trade limits the
ability of drug manufacturersto discriminate in their prices across different countries.

The third notable set of features of pharmaceuticals is that determined imitators cannot be excluded
from knowledge created by pharmaceuticall R&D and that pharmaceuticals require costly and time-
consuming R&D, testing for efficacy and safety, registration and product launch. The process typically
takes more than a decade, and the final return on any given expenditure on R&D is highly uncertain;
hence, pharmaceutical companies engage in a portfolio of R&D both within and outside the companies to
try to maintain a continuous flow of successful new products. Even large pharmaceutical companies can be
dependent, at any given time, on relatively few pharmaceuticals.™

Clearly, R&D, testing, approval, monitoring of pharmaceuticals after they are released into the market
place and so on must be compensated. However, it is unclear why pharmacists should receive higher
payments for patented rather than generic drugs. (The usual life-cycle is for manufacturer’s price to be high
when the pharmaceutical is under patent and lower after the patent has expired and there is competition
from generics.) True, pharmacists are under a professional obligation to continue their education and new
medications require absorbing new information. But side-effects, drug interactions, incidence of alergic
reactions and all the other demands of expertise and counselling time are probably not related so much to
whether a medication is under patent as to whether the pharmaceutical is new (and so patients have never
used it before) and other factors, such as whether the patients using a particular medication are likely to be
chronically ill. But when the payment a pharmacist receives is related to the manufacturer’s price, the
payment is afunction inter alia of whether the pharmaceutical is under patent or is generic.

The development of a drug benefits any consumer, anywhere the drug is available, who has a health
condition which the drug can ameliorate. International political consensus points toward certain drugs
being made available at low prices to particularly low-income consumers. However, there are concerns that
it is individually rational for other consumers, who would normally pay for drug development, to not
contribute toward drug devel opment, secure in the expectation that the drugs will be developed in response
to the financed demand of athird set of consumers. Thisis a classic example of positive externalities which
are not internalized and result, at least theoretically, in under-provision, i.e., less than would be
economically efficient. It is the non-excludability, and thus under-provision, that is the reason for much
public funding of research.

35.1.  Pharmaceutical Pricing in Germany

Since the late 1980s the German government has imposed a wide range of supply- and demand-side
restrictions intended to curb the level of overall spending on pharmaceuticals. Thus, the setting of uniform
retail pricesis just one of the reasons there is not competition among pharmacies in Germany. Some of the
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rules for pricing pharmaceuticals changed in 2003 in a direction to promote greater competition. For
example, pricing restrictions for non-prescription medicines have generally been removed and state-
specified retail margins on prescription-only medicines have been abolished. In addition to the remaining
restrictions on pricing, pharmacists are required to substitute lower-priced, imported medicines under an
import quota. Pharmacists are required to substitute low-priced drugs having the same active ingredients,
effectiveness and pack size, and a comparable form, if the prescriber has not actively ruled-out such
substitution. This system is described in more detail in this part of the review.

A community pharmacy in Germany sells three types of medicines:
*  Prescription-only

e Pharmacy-only, which may be prescribed so long as they are not excluded by law (if it is
prescribed, then the health insurance pays; if it is not prescribed, the consumer pays)

» Freetrade over the counter (which may also be sold by other retailers who have “specialist
knowledge”).

Until 2003, the margins of pharmacies and wholesalers for the first two categories of medicines
had been subject to price control under the Drug Prices Ordinance. The only other products that may be
offered for sale, according to the Apothekenbetriebsordnung, are those listed in Section 25 of the decree as
“the usual goods sold in a pharmacy.” These are ones that do not affect the orderly operations of the
pharmacy such as items for babies, hygiene, pesticides and herbicides. [Ashurst et al. 1998] Since 2003,
this restriction has been loosened to allow pharmacies to offer medical devices and products that generally
support health care.

Pharmacies and pharmacists are just one part of the German health care system. A very brief
overview, focused on the role of pharmacies, is provided here. It is worth noting that the 1999 Act on the
revision of statutory health insurance says that the statutory health insurance funds do not operate as
undertakings within the meaning of private law, and therefore that competition law does not apply to them.

*  About 90% of the population is a member of one of several statutory health insurance funds
(SHI). (The other 10% has private health insurance.) The SHIs compete for insured persons on
the basis of contribution rates, but not on the basis of, e.g., coverage or co-payments.
Contributions are paid by the insured, their employers and, for the unemployed, the State. When
one SHI attracts disproportionately costly-to-serve persons, an egqualisation mechanism transfers
funds from the other SHIs.

» The SHIs pay pharmacies for prescribed pharmaceuticals. (Consumers pay a co-payment of 10%
up to €10 per package. The minimum co-payment is €5 per package. Until 2003, consumers paid
for any excess over the “reference price.” ) Consumers pay for non-prescribed drugs.

*  Pharmacies pay drug wholesalers. Drug wholesalers each offer afull line of pharmaceuticals and
provide inventory control.”® Usually, a pharmacy has one major and one minor wholesaler. Drug
wholesaling is a concentrated business in Germany, with the five major drug wholesalers
accounting for perhaps 90% of the market. [ANZAG 2002]
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e Controls on prescribers have influenced demand for pharmaceuticals. Physicians had prescription
drug budgets from 1993 to 2001, but new legidlation replacing these budgets requires the
negotiation of pharmaceutical expenditures between the Institutes of Statutory Health Insurance
(SHI) and the National Association of SHI-accredited Physicians, and individual prescription
limits for physicians. [Aventis 2003]

Figure 15 shows the components that make up the retail pharmacy price.

Figure 15: Components of Retail Pharmacy Price

VAT
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Pharmacies
27%

Manufacturers
55%

Wholesalers
4%

Source: Verband Forschender Arzneimittelhersteller 2002.

Figure 16 below provides a simplified schematic of the main points under the pricing system in
operation until 2003, omitting in particular the SHI rebate, the import quota and the aut idem requirements.
Thisis described in detail below.
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Figure 16: Pharmaceutical Pricing in Germany until 2003
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Uniform Prices

Until 2003, retail prices were made to be uniform throughout Germany. The principal arguments
advanced for the price maintenance is that the safety of medicines must not be endangered by competition
on price, that the patient — particularly in the case of acute treatment — must not be subjected to the need to
compare prices in the various pharmacies, and that medicines should be available promptly throughout the
country. In addition, advertising prescription drugs to consumers and comparative advertising are
prohibited under the Unfair Competition Law.

The Council of Experts for Concerted Action in the Health System [Sachversténdigenrat fur die
konzertierte Aktion im Gesundheitswesen] already in its Special Study of 1995 (number 414) called for the
lifting of mandatory pricing and allowing price competition for, at least, non-prescription medicines. The
Council said that the arguments traditionally advanced for uniform pricing are especially unconvincing for
non-prescription drugs, when people are self-medicating. They estimated that lifting mandatory price
control for non-prescription medicines would result, at a conservative estimate, in a price fal of 15%,
benefiting both the health insurance companies and patients. Furthermore, competition in pharmacy retail
prices could aso have an impact on the upstream commercia stages and initiate or stimulate competitive
processes there. [Council of Experts 2002]

The Council of Experts noted, too, in the Special Study, that an expansion of the spectrum of non-
prescription medicines should be discussed, i.e. the applicable delimitation to prescription-only medicines
should be subjected to critical examination. They pointed out that patients have an increased level of
information, improved means of getting personal advice, e.g. call centres, and the foreign experience with
widening the spectrum on non-prescription medicines had been positive. Drug indications were being
defined on behalf of the European Commission that can be used for self-medication. Ultimately, price
competition could then extend to a good third of the pharmacy market.
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The arguments for uniform pricing are unconvincing for prescription drugs for chronically ill persons
as well. These patients are buying drugs month after month, so have opportunity to investigate pricesin a
wide variety of pharmacies. The argument is also not convincing where a sick person has an agent, such as
a family member, to make the telephone calls to compare prices. Indeed, it is not the case that every
consumer needs to compare prices for competition to work. It is sufficient for only a fraction of consumers
to do so, and for the sellers to not be able to discriminate between the comparison shoppers and the free-
riders.

The argument about ubiquitously prompt supply actually supports the idea of having differentiated
prices, where pharmacies receive higher profits for supplying infrequently demanded products and lower
profits for supplying frequently demanded products. Thus, for example, pharmacies located where there
are numerous young families might have a different pricing pattern for baby care products from those
located where most residents are elderly.

Recommendation: Eliminate State control of prices of non-prescription medicines and permit
compar ative advertisng among non-prescription medicines. Price competition should trigger
price reductions, which would benefit both health insurance funds and consumers. As compared with
the reference price system, companies that offer lower prices will see an expansion in quantity sold, at
the expense of the higher priced offerers. This will have the effect of encouraging upstream firms to
compete and seek greater efficiency.

Reference Prices

Reference prices are the prices set by the State at which the SHIs reimburse prescribed drugs. If the
retail price is above the reference price, the patient must pay the difference. However, consumer resistance
is so high that usually the drug manufacturers readjust their prices to accommodate the reference price.
Reference prices had not applied to drugs still under patent, athough this changed in 2003 when the
reference price system was extended to all prescription drugs. In addition, the reference price system was
removed from non-prescription drugs under patent. (The exceptions are non-prescription medicines which
are taken for special severe illnesses and which are reimbursed by the SHIs.) Reference prices are uniform
throughout Germany. The reference price is set at the average price offered within a defined set of drugs,
i.e., alevel above the price offered by the lowest cost supplier.** There have been suggestions that the
reference price system maintains higher prices than would be the outcome of free price competition.” This
would not be surprising, since normally one would expect lower-priced competitors to displace higher-
priced competitors in a market.

Retail and Wholesale Margins

Until 2003, the State specified the margin between retail price and manufacturer’s price, but allowed
bargaining between retailers and wholesalers within a constraint on maximum wholesale margins. The
margins were not uniform. Rather, they were lower for higher priced pharmaceuticals. They ranged from
68% and 21% for the lowest priced items down to, respectively, 8.263% plus €118.24 (for items over
€543.92) and 3% (for items over €61.63), both of these as percentages of the manufacturer’s price. The
idea was that distribution costs would rise at alower rate than manufacturers’ prices due to, e.g., innovative
products. There were also surcharges for the retailer compounding one or more substances or selling
outside of statutory shop opening hours.

In the other direction, there were rebates to the SHIs. The SHIs got a rebate of 6-10% of the retail
price, taken out of the pharmacist's margin. Additionally, they got a rebate of 6% of the manufacturer’s
price for all pharmaceuticals which were reimbursed by the SHI. For all prescription-only medicines the
wholesalers had to grant a rebate of 3%.
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Given that the cost of efficiently providing pharmacy services varies from location to location, a
fixed, nation-wide margin, independent of the costs of an individual pharmacy, meant that low-cost
pharmacies receive high profits at the expense of SHI contributors, but without providing an equally
valuable service in return. These high profits attract entry, which could be excessive in the sense of total
costs of supplying pharmacy services being unnecessarily high. Blocking entry would not be efficient,
since then the value of the right to enter would be expressed in the high purchase price of existing
pharmacies.

Reforms in 2003 abolished the regulation of the retail margin. After 2003, the SHIs pay pharmacies a
fixed consultation fee (€8.10), the wholesale price plus 3%, less arebate of €2 per package for prescription
pharmaceuticals.

The maximum margin for wholesalers is fixed by the State, but wholesalers compete to supply
cooperatives of pharmacists. Until the 2003 reforms, this bargaining had been over the distribution of rents
since none of the retail price, the reimbursement rate, or the manufacturer’s price depended on the
negotiated wholesale price.

Import Quotas

Since April 2002, pharmacists in Germany have been required to fill a certain percentage of
prescriptions with lower-priced drugs which were originally sold outside Germany. (This is the result of an
agreement between the Statutory Health Insurance funds and the pharmacists’ federation.) This is the so
called “import quota.” In 2002 the quotawas 5.5 % of turnover but from 1 January 2003 it has been 7 %.

The intent of the rule was to further limit spending on pharmaceuticals. The effect of this quotais to
transfer some profits to authorised parallel importers'® from drug wholesalers and drug manufacturers. (To
the extent that the retail price is lowered, then some profits are also transferred to the SHIs.) Since the
pharmacist is not incentived to make the most cost-saving substitutes, and since the import quota applies
across all prescriptions, then this rule has only a very marginal effect on drug manufacturers' prices in
Germany.

Generic Substitutions

The State require pharmacists to substitute low-priced drugs having the same active ingredients,
effectiveness and pack size, and a comparable form, if the prescriber has not actively ruled-out such
substitution. Essentially, generics are substituted for branded drugs. The aut idem regulation, effective as
of 23 February 2002, has not had as large an effect on prices as had been expected because generics had
already largely displaced branded drugs where they could. One concern that has been raised is who would
be liable if the drug substituted under the aut idem rule had side-effects; would it be the doctor who
prescribed the active ingredient or the pharmacist who substituted a generic form of the active ingredient?

Reform of pricing

Reform of the fixed margin system was supported by the health insurance companies in order to
reduce costs. The associations responsible for pharmacies and pharmaceutical wholesale reject competition
of this kind. They fear an increase in the consumption of drugs and obstructions to the procurement of
drugs for the patient if he is forced by the health insurance companies, for example, to use the cheapest
drug currently on the market. In its 2000/2001 study the Council of Experts for Concerted Action in the
Health System [Sachverstandigenrat fur die Konzertierte Aktion im Gesundheitswesen] proposed removing
the fixed prices for non-prescription drugs.
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In January 2002 the “Round Table” in the health system recommended that the Drugs Prices
Ordinance be revised with the following objectives: the surcharges to the drugs should reflect the work of
the pharmacists and the pharmaceutical wholesaler. Price competition should be initiated where this is
possible and reasonable from the point of view of health policy. In this connection it should also be a
matter of passing on the economic advantages to the end consumer. Removing the second hand fixed
prices for non-prescription drugs should aso be examined. Furthermore, incentives should be created for
the consumer to procure these drugs as cheaply as possible.

Many of these recommendations were taken up in the reforms in 2003, as has been noted throughout
the text and in Box 16 below.

The German pharmaceutical pricing system reflects the complex social, political and economic trade-
offs that have been made. Pharmaceutical pricing will necessarily form part of the comprehensive health
reform, since reform can promote greater efficiency in pharmacies and more efficient choice among
substitute pharmaceuticals. However, the reform will need to provide incentives to consumers to choose
less expensive equivalent pharmaceuticals, when a choice is available. Otherwise, more efficient
pharmacies and more competitive generic manufacturers will not be rewarded by attracting customers
away from the higher priced pharmacies and manufacturers. For example, for consumers whose purchases
are not fully reimbursed, the non-reimbursed part can be designed to give the consumer part of the cost-
saving if he buys less-expensive equivalent pharmaceuticals.

3.6. Advertising

Advertising is strictly regulated and much advertising in this area is prohibited. In principle
pharmacists are alowed to advertise their pharmacy. However, advertising restrictions are imposed by
professional law, e.g. prohibition of excessive or misleading promotion. Advertising of medical products
which are subject to prescription or which are not authorised in any Member State of the European Union
is prohibited. Of those advertisements that are allowed, they must provide specific information as to the
pharmaceutical’s effects, side-effects, contraindications etc. Comparative advertising is strictly prohibited
under the general law protecting competitors against unfair or misleading advertisements, the Gesetz gegen
den unlauteren Wettbewerb. The Association of the German Pharmaceutical Industry has a self-regulatory
code which prohibits false and misleading advertisements and has specific rules on labelling medical
products. [Ashurst et al., pp. 53-4]

Accurate advertising of pharmacies that does not diminish the professiona standing of pharmacists
would enable those pharmacies that better satisfy consumers in those dimensions when pharmacies have
commercial freedom to attract more customers. If pharmacies were freed to offer lower prices on some
pharmaceuticals, then not being able to attract new customers by advertising the fact would blunt the
pharmacies incentives to offer the lower prices. Also, given that foreign mail-order/internet pharmacies
are able to advertise on the internet, there would be a distortion of competition if domestic pharmacies
could not also advertise in terms of informing consumers.

Recommendation: Remove the prohibition of advertising of pharmacy-only medicines by
pharmacies, while ensuring that the advertising remains accurate, not misleading, and not
tending to bring the profession into disrepute.

The Act on the Modernisation of the Statutory Health Insurance, which is part of agenda 2010, came
into force on 1 January 2004 and addressed several issues raised in this report (see Box 16).
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Box 16. Germany: The 2003 health reform

Mail order trade of pharmacy-only drugs in Germany and with the EEA is allowed for registered
pharmacies. Pharmacies have to comply with all standards of traditional pharmacies and several
additional quality and safety standards (advertising, website layout, technical equipment, dispatch
matters, delivery, patient information and consultation) to be accredited. The objective was to offer
a safe and reliable opportunity to patients who would like to use mail order of medicines.

Ownership restrictions for pharmacies have been loosened. Pharmacists may now own up to four
pharmacies, which have to be located in the same or a neighbouring district. This is regarded as a
first step towards a more liberal system. The ban on multiple ownership has not been lifted
completely in order to gain experience with new basic conditions that will not influence consumer
protection or drug safety (which were given top priority) in a negative way.

Restrictions on products that may be carried in pharmacies have been loosened. Pharmacies may
now offer medical devices and products that generally support health care.

Pricing requirements for non-prescription medicines have generally been removed and thus price
competition between pharmacies has been initiated. The SHI's will now only reimburse for non-
prescription medicines when taken as a medication for special severe illnesses; in this case,
medicines are still subjected to state-controlled retail margins.

Retail margins have been abolished for prescription-only drugs. SHI's will reimburse pharmacists
with a fixed consultation fee of EUR 8.10 and an additional 3% on the wholesale price (per
package) to cover interest; pharmacists have to return a rebate of EUR 2 per package to the SHI's.

Reference prices will be applied to drugs still under patent as well.

Co-payments on drugs reimbursed by the SHIs will be raised from EUR 4-5 (depending on the size
of the package) to 10% per package (depending on the price of the drug), with a minimum of EUR
5 and a maximum of EUR 10.

Conclusions

The intent of this review was not to consider the broader health reforms in Germany, which in any
case are still taking form. Rather, it looked at those aspects of the pharmacy sector that could be made
more efficient while protecting consumer health and safety, without yet having a precise view of the
broader reform. Germany has relatively open entry for both pharmacies and pharmacists, in contrast to a
number of other OECD members. Pharmaceutical prices seem to be low relative to prices in other
European countries. This is likely to be a reflection of the high use of generics where they are available.
These are both positive features of the German pharmacy sector.

One focus of this review was on the business structure restrictions, both that pharmacies must be
owned by pharmacists, and that pharmacists may own at most four pharmacies in Germany.
These restrictions on business structure do not seem to promote consumer interests, since they do
not allow economies of scale to be exploited. Consumers would benefit by the cost-savings being
passed onto them through lower prices both directly, when they themselves pay, and indirectly,
through lower contributions to the insurance funds, when the health insurance funds pay.
Professionalism has not suffered in those countries where non-pharmacists are allowed to own
pharmacies, and in any case the same professional disciplinary structure would apply both to
pharmaci st-employees and to pharmacist-owners.
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»  Thesecond focus of this review was on mail-order trade in pharmaceuticals. Other countries have
adapted their regulatory systems to maintain safe delivery of medicines from mail-order/internet
pharmacies. Costs are lower, as the prices already being charged to German consumers indicate.
The foreign experience suggests the protection that must be put into place to ensure high-quality
pharmacy services and safe delivery. Germany, too, should raze its wall to cross-border mail-
order European pharmacies and implement these changes.

Additional reforms, e.g. of pharmaceutical pricing and to make greater use of pharmaco-economics,
i.e., the use of benefit-cost analysis in the use of medicines, seem to be called for, but would need to be
integrated into a comprehensive reform.
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10

NOTES

Only community pharmacies are reviewed here.
Volume Il and addendum (number 15 ff. and number 89 ff.).

These active agents include mostly patent-free substances, such as diclofenac, acetylcystein, insulin, and
nifedipin but as well as substances protected by patent (when the study was being compiled), such as
omeprazol or simvastatin. The above-mentioned active agents can be found in all member states of the EU
and this means that the prices per unit of active agent can be calculated. According to the authors of the
study, those active agents that were used for the comparison account for 30 per cent of prescriptions and
turnover on the German market of the statutory health insurance companies. The authors are not aware of
any other study that covers anywhere near as much. The Federal Government is aware that the substances
chosen were predominantly generic substances and thus the result of the study might be biased.
Furthermore, the study was compiled on behalf of the research and development based manufacturers and
the Federal Organisation of Germany Pharmacy Associations.

Practical training in a pharmacy, half of which may, e.g., be in a hospital pharmacy, in the pharmaceuticals
industry or in adrugs inspection centre.

This is normally done in a pharmacy. Half of the period can voluntarily be passed in the pharmaceuticals
industry, a hospital pharmacy, university or medicines inspection centre.

Such trade was, however, permitted for medical devices and medicines which can be sold outside
pharmacies.

The German consumers organisation finds that pharmacists generally do not now provide the service of
overseeing drug interactions. Some associations of pharmacists have begun to address the issue.

In the EU, about 65% of the pharmaceutical market (by value) is accounted for by products that are
reimbursed. Thus, the ability of patients to be reimbursed if they buy from an Internet pharmacy is
important to its gaining scale. However, two decisions in the European Court of Justice (Nicolas Decker v
Caisse de Maladie des Employés Privés (28 April 1998, Case C-120/95) and Raymond Kohll v Union des
Caisses de Maladie (28 April 1998, Case C-158/96)) upheld the right of every citizen to obtain goods and
services related to medical care and treatment from whichever Member State they chose. [Ashurst et al, pp.
36, 37]

A consumer survey performed for the Office of Fair Trading (United Kingdom) identified which non-price
characteristics of pharmacies are valued by consumers. The most important factors for consumers when
choosing a pharmacy for their Nationa Health Service prescriptions (for which they are not price-
sensitive) are location and convenience, where convenience includes proximity to home, doctor’s surgery,
or workplace, opening hours, or the ability to get the prescription filled at the same time as other activities,
such as shopping. [OFT 2003, p. 39]

The Federation of State Medical Boards, Special Committee on Professional Conduct and Ethics, has
found that “Prescribing of medications by physicians based solely on an electronic medical questionnaire
clearly fails to meet an acceptable standard of care and is outside the bounds of professional conduct.”
Attempts to stop this practice have not always been successful. [Hubbard 2003]
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See Council Regulation (EEC) No 2309/93 of 22 July 1993 laying down Community procedures for the
authorisation and supervision of medicinal products for human and veterinary use and establishing a
European Agency for the Evaluation of Medicinal Products, O.J. N° L214.

For example, in 2002 Aventis (a product of the merger of Hoechst of Germany and Rhéne-Poulenc of
France) got 10% of its sales (€ 2,030 m) from its best-selling product, Allegra/Telfast, € 1,563 million from
its next-best selling Lovenox/Clexane, and € 1,261 million from its third-best selling Taxotere. [Aventis
2002, p. 20] In 2002, Aventis generated sales of € 17.59 hillion, invested € 3.14 billion in research and
development. [ibid., p. 13] Bristol-Myers Squibb’s two biggest sellers were Pravachol ($ 2,266 million)
and Plavix* ($ 1,890 million) out of total pharmaceutical sales of $ 14,676 million. [Bristol-Myers Squibb
2003 and own calculations]

Some 5-10% of pharmaceuticals, mainly vaccines or genetically engineered products, by-pass the
wholesalers. [Phoenix 2002]

The reference price is determined by the average price of pharmaceuticals which:-

(a) are congtituted of identical active ingredients;

(b) are constituted of pharmacologically and therapeutically comparable active ingredients; and

(c) which operate in a pharmacologically comparable manner. [Ashurst et al 1998]

“My hypothesis today is this: if there were no longer a reference price system in Germany, then prices for
generic products in Germany would probably be lower rather than higher.” Walter Wenninger, Member of
the Board, Bayer, quoted in EC 1998, p. 59.

Parallel importers are specialists who redesign the foreign packaging and apply to the competent German

authority for approval. Pharmaceutical wholesalers buy from these specialists since this is the only way to
ensure that these products comply with applicable law in Germany.

30

© OECD (2004). All rights reserved.



BIBLIOGRAPHY

Arrufiada, Benito (2002), “Quality Safeguards and Regulation of Online Pharmacies,” unpublished mimeo,
Department of Economics and Business, Universitat Pompeu Fabra, Barcelona.

ANZAG (2002), “Annua Report 2001-02: Management report and Group management report of Andreae-Noris Zahn
AG.”

Ashurst Morris Crisp and Executive Perspective S.A. (1998), “Impact of Electronic Commerce on the European
Pharmaceutical Sector: Report prepared for the European Commission DG 111,” Presented at the Third Round
Table Completing the Single Pharmaceutical Market, November.

Aventis (2003) “Form 20-F, Annual Report Pursuant to Section 13 or 15(D) of the Securities Exchange Act of 1934
for the Fiscal Y ear Ended December 31, 2002,” March 7.

Bristol-Myers Squibb (2003), “Form 10-K Annua Report Pursuant to Section 13 or 15(D) of the Securities Exchange
Act of 1934 for the Fiscal Y ear Ended December 31, 2002,” Commission File Number 1-1136.

Council of Experts for Concerted Action in the Health System (Sachversténdigenrat fir die Konzertierte Aktion im
Gesundheitswesen) (2002), Gutachten 2000/2001: Bedarfsgerechtigkeit und Wirtschaftlichkeit. Addendum:
Zur Steigerung von Effizienz und Effektivitat der Arzneimittelversorgung in der gesetzlichen
Krankenversicherung (GKV). Nomos V erlagsgesel | schaft: Baden-Baden.

Deutsche Welle (2002), “ German Pharmacists Battle One-Stop Internet Shopping,” 21 June.

European Commission (1998), “Third Round Table ‘ Completing the Single Pharmaceutical Market,”” Paris, France,
proceedings, 7 December.

European Court of Justice (2003a), Opinion of Advocate General Mme Christine Stix-Hackl Presented 11 March
2003, Case C-322/01 Deutscher Apothekerverband eV v 0800 DocMorris NV and Jacques Waterval.

European Court of Justice (2003b), Press release “ Opinion of Advocate General Stix-Hackl in Case C-322/01" no.
16/03, 11 March.

European Federation of Pharmaceutical Industries’ Associations (2000), Structure of Drug Pricesin Europe 2000.

European Observatory on Health Care Systems (2002), “ Structural reforms for Germany’ s health care system?’ Euro
Observer, val. 4 no. 4.

Federal Union of German Association of Pharmacists (Bundesvereinigung Deutscher Apothekerverbande)(2001)
“2001 Pharmacies. Figures, Data, Facts.”

General Accounting Office (United States) (GAQ) (2000), “Internet Pharmacies: Adding Disclosure Requirements
Would Aid State and Federal Oversight,” GAO-01-69, October.

Glaeske, G., J. Klauber, C.H.R. Lankers, and G.W. Selke (2003), “ Stérkung des Wettbewerbs in der
Arzneimittelversorgung zur Steigerung von Konsumentennutzen, Effizienz und Qualitét,” Wissenschaftliches
Institut der Ortskrankenkassen, report was drawn up on behalf of the Federal Ministry of Health and Social
Security, April.

31
© OECD (2004). All rights reserved.



GlaxoSmithKline plc (2003), “Form 20-F Annual report pursuant to Section 13 or 15(d) of the Securities Exchange
Act of 1934 for the fiscal year ended December 31, 2002,” Commission file number 1-15170.

Hubbard, William K. (2003), Associate Commissioner For Policy, Planning, And Legislation, Food And Drug
Administration, Testimony before the Committee on Government Reform, U.S. House of Representatives,
March 27.

Swedish Institute for Health Economics (2001), “Restructuring the Health Services—The Elderly are the Most
Affected,” IHE Information no. 1.

National Association of Boards of Pharmacy website at www.nabp.net.
OECD (2001), “Competition and Regulation Issues in the Pharmaceutical Industry,” mimeo.

" Office of Fair Trading (United Kingdom) (OFT) (2003), The Control of Entry Regulations and Retail Pharmacy
Servicesin the UK, January, revised March.

Patel, Payal and Peter J. Zed (2002), “Drug-Related Visits to the Emergency Department: How Big is the Problem?,”
Pharmacotherapy 22(7): 915-923.

Phoenix Pharmahandel Aktiengesellschaft & Co KG (2002), “Annual Report 2001/2002.”

Schafermeyer, Kenneth W., Stephen W. Schondel meyer, Joseph Thomsas I11, and Kurt A. Proctor (1992), “An
Analysis of the Cost of Dispensing Third-Party Prescriptions in Chain Pharmacies,” Journal of Research in
Pharmaceutical Economics, vol. 4, no. 3.

Schneider, Hofmann, Biene-Dietrich, Spath, Mill (1999), “Die deutschen Arzneimittelpreise im
europdischenVergleich (German Drug Prices in Comparison to the Rest of Europe)” Gutachten fir den
Verband Forschender Arzneimittelhersteller (VFA) und die Bundesvereinigung Deutscher Apothekerverbande
(ABDA). 1999. ISBN 3-930077-13-2. BASY S Beratungsgesellschaft fir angewandte Systemforschung mbH)
published in September 1999, compiled by the Advisory Society for Applied System Research (BASY S)
(BeratungsgeselIschaft fiir angewandte Systemforschung mbH) on behalf of the Association of Research Drug
Manufacturers (VFA) and the Federal Organisation of German Pharmacy Associations (ABDA)
(Bundesvereinigung Deutscher Apothekerverbande).

Verband Forschender Arzneimittel hersteller (German Association of Research-based Pharmaceutical Companies)
(VFA) (2002a), Satistics. The Pharmaceutical Industry in Germany 2002, Berlin.

VFA (2002b), “Parallel Imports and Reimportation in the Pharmaceutical Market: Misguided Health Policy,” 3
September.

VFA (2003). Statistics: The Pharmaceutical Industry in Germany 2003, Berlin

Zentrum fr Européische Integrationsforschung (Center for European Integration Studies) (2003), ZEI Report No.
12/13, “DocMorris Internet Pharmacy appears before the European Court of Justice,” Rheinische Friedrich-
Wilhelms-Universitdt Bonn, February.

32
© OECD (2004). All rights reserved.



	Part I

	Part II
	Back to the menu

