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1. Foreword

In 1 January 2008 the merger of the former CompatiBoard, the Energy Market
Inspectorate and the National Communications Boé&wdnmed the Estonian
Competition Authority (hereinafter referred to & tAuthority). Resulting from the
merger the new Authority took over all the funcgoof the Competition Board and
the Energy Market Inspectorate, as well as thestaskthe Communications Board
related to market regulation. In addition to aboalso supervision of the railway
infrastructure transfer capacity allocation andway activity licence issuance were
handed over.

In addition to the establishment of the new Auttyrithe year 2008 can be
characterized by record-braking fuel prices. Fuad @&nergy were important key
words for both undertakings and customers. Theestgiay to realize this is looking
at the rapidly changing gasoline/petrol and diésell prices. However, consumers are
used to it for a long time already. In July the milce broke all times record of even
higher than 140 dollars, while by December it &gkin down to 40 dollars. It should
be noted yet that both electricity and natural gasyell as district heating sectors are
directly or indirectly dependent on the world mankece for oil. This does not have a
direct impact on electricity consumers in Estoamthe major portion of electricity is
produced from locally mined oil shale. However, samers of natural gas and district
heat supply services are still influenced.

The year 2008 was not a favourable year for didtieat and natural gas consumers as
well. The steep rise in gas price in return tramsefé to the major part of heat
consumers. As the gas import price is based orvarage of the past 6 month’s oil
price, the gas price reached its peak in Novemlezrebber, i.e. just at the moment
when the oil price in the world market was alreauyhe free fall. Quite naturally,
such a gas price raised to a record-high level #isoprice for district heat in the
enterprises in which gas is the main or the ong}.fGontrary, in the first half of 2009
heat prices were falling.

The Authority has quite limited possibilities forfluencing the gas price. In fact, it
can be done only through network service price leggun. It should be emphasised
however that for a typical gas-consuming districtating boiler house the
infrastructure cost is below 10% of the sale prfea: household customers the same
indicator is between 10 and 20%, depending on mestoFor comparison, the share
of network services in the household electricitysiamer price is up to 60%. This
illustrates that the Authority shall have a sigrafit role in consumer price formation
also in the conditions of an open electricity marke

An important circumstance to consider is that eleity and gas, as well as district
heat reaches customers by means of respective nkeiniastructure, while the

charges for using of an infrastructure and the askware completely independent
from oil price fluctuations in the world market. Am infrastructure is a natural
monopoly, its price regulation is under controtlué Estonian Competition Authority.
The formation of infrastructure service pricestfio$ all depends on local economic
situation, such as investment needs, changes irpribes for goods and services
according to national rate of inflation, technicafficiency. Thus, infrastructure



charges are not related to the changes in the woaldet fuel prices, the prices for
those services are stable and as a rule, changeshiiwer rate than the rate of
inflation. According to enforced law, the suppliers to separate on its electricity and
gas customer bills the cost for network servicendrat is the same, the cost of using
infrastructure and the cost for energy or fuel.rébg customers can follow what their
electricity or a gas bill's total is formed of.

The financial crisis that flared in 2008 had itspewt on the energy sector as well.
Besides the already mentioned record-high oil graleo a decrease in consumption
began. As regards electricity the main reason wes decrease in GDP and
consequent fall in consumption, while concerningfréit heat the record-high prices
forced consumers to savings. It is said that themo bad without being good: the
recession and high fuel prices and resulting dserda consumption created an
increase of pass-through capacity in electricitywoeks and gas pipelines, lower peak
loads and together with it - higher security ofgyp

According to the EU Electricity and Gas Directivadectricity and gas customers
should have a non-discriminatory access to the ort@nd should be able to choose
their supplier freely and change the supplier, ifhed. It can be compared, for
instance, with the telecom service market in widabtomers can change the service
provider/operator, while the network owner mustegaccess to his telecom network
to all operators. Estonia has a transitional peuotll 2013 for its electricity market
opening, while 35% of the market should be openedd®9. This means that already
then larger industrial customers can themselveshdhe preferable supplier or
producer of electricity. As regards gas marketrehs no transitional period and all
customers can choose their seller of gas sincéy22007.

A substantial development in 2008 was the continnabf indexation of electricity
network charges for both the transmission netwagskrator (OU Elering) and the
distribution network operator (Eesti Energia Jaedus OU) — both operators’
business name changed, it will be explained in ®@raf.2.9 below. Namely,
beginning from 2005 the network charges are apgrdue a three-year period and
adjusted annually according to the rate of inflatiBased on the knowledge and
experience we have today it can be concluded ligaindexation has been successful
and the same approaches shall be undertaken atbe fiuture. The new regulation
period started in 1 March 2008 and lasts until Xd1&2011.

Important events were also the construction of hedtpower cogeneration plants in
Tallinn and Tartu. Both plants have 25 MW electricapacity and are fired with

wood and peat fuels, thus contributing to the fdaromaof more stable heat tariffs, as
well as improving security of supply. In additian,2008 construction of the 39 MW

wind turbine farm in Aulepa was started. The wimdni is biggest in the Baltic

countries and it increases the share of renewabless in the energy balance.

In conclusion, we intend to provide best possiblerasiew of the energy market
functioning and of the security of power supply anel hope that through this report
the readers can clarify the organisation of maaket its regulation as well.

With best wishes,
Mart Ots
Director General of Estonian Competition Authority



2. Energy market regulatory authority review

In 1 January 2008 the merger of the former CompatiBoard, the Energy Market
Inspectorate and the National Communication Boasthldished the Estonian
Competition Authority. Resulting from the mergee thew Authority took over all the
functions of the Competition Board and the Energgriét Inspectorate, as well as
the market regulation related tasks of the Comnaimnos Board. In addition to
above, also the railway infrastructure transferacity allocation supervision and
railway activity licence issuance were handed ¢oe¢he new Authority.

According to the Statutes, the Authority comprishsee area-specific divisions,
which are the Competition, the Railway and Energggiatory and the
Communications Regulatory Divisions. Besides theisthns, the Authority also
includes an administrative unit, i.e. General Adstiation that is responsible for an
effective proceeding of support services (see drgwl.1). The Authority is directed
by the Director General.

DIRECTOR GENERAL |
. : = !
COMMUMNICATIONS RAILWAY AND
GENERAL COMPETITION REGULATORY ENERGY
ADMINISTRATION DIVISION DIVISION REGULATORY
| DIVISION
|
L ELECTRONIC
SUPERVISORY COMMUNICATIONS
DEPARTMENT DEPARTMENT
MERGER CONTROL
DEPARTMENT

Drawing 2.1 Structure of Estonian Competition Authaity

The appointment to office of the Director Genenad all other Authority employees
is based on the Public Service Act. The Directonésal is appointed to office by the
Minister of Economic Affairs and Communications e proposal of the Secretary
General of the Ministry. A precondition for appomgnt is his attestation by the
Commission at the State Chancellery. The Directendsal is appointed without a
specified term.

Releasing from office of the Director General isigar to the appointment, based on
the Public Service Act and Government of the Rdapubtt. According to these acts
the Director General is released from office by Miaister of Economic Affairs and
Communications at the proposal by the Secretarye@énf the Ministry.



Each division is managed by respective head ofsaini appointed by the Director
General. Similarly to the Director General, a pratibon for appointment a division
head is his/her attestation by the Commissioneattiate Chancellery.

The Competition Division executes tasks that are identical to those ofrothe
competition authorities. The main functions are ftiilowing: revealing of prohibited
agreements and exercising state supervision ovéavites of the enterprises
dominating the market, analysing the competitiieiation in various sectors and
control of mergers.

The main activities of thRailway and Energy Regulatory Division are the following:
issuing of activity licences to energy and railwaydertakings and revocation of the
licences, approval of prices, approval of connecttbarges and the methods for their
calculation, approval of standard terms and coonltiof connection contracts, control of
security of supply and supply quality monitoringpervision over railway infrastructure
capacity allocation, responding to inquiries argbheing of disputes.

The main activity of th€ommunications Regulatory Divisionis the regulation of area-
specific market; verification of the imposed maasyobservation of developments in
the electronic communications market; settlememofpetition, communication
services and electronic communication networkdedldisputes; regulation of postal
service market, regulation and exercising of sup&mw over the provision of universal
service; settlement of inquiries, applications aathplaints arising upon the provision of
postal and communication service.

The main tasks of th@eneral Administration are the following: organisation of the
relations between the Authority and the pubt&solution of issues concerning
international relations;ensuring administrative organisation of the Auityor
administration of state assets in the possessidmeofAuthority and organising public
procurement; ensuring the existence of the toold mmwventory; organisation of
personnel actions and training; preparation oftdvatiget and financial monitoring;
organisation of customer service, management airdeatation and archives.

The Authority is financed from state budget. Theldpeet for 2008 wa80,67 million
kroons (1 960 000 €)0,236 million (15 100 €) out of it is the fee fmembership in
international organisations, while 23,75 millionokns (1 517 600 €) is employee
salaries and 6,69 million (427 242 €) are admiatste costs.

In accordance with the state budget preparatiorregoiares every springtime the
Authority submits a budget application togetherwilte statement of grounds to the
Ministry of Economic Affairs and Communications. élHinal budget is firstly
approved by the Government and afterwards, basdatieoState Budget Act, by the
Parliament.

The merger has improved possibilities for hiringhty skilled employees, as the joint
organisation has higher budget. The merger haditééed also to savings in
administration cost and as a result — more canobé&ibuted to employing stronger
specialists. In 2008 the Authority’'s average monthefore tax salary level was
20 000 kroons. Such a level can be deemed convaettitiEstonia.



Railway and Energy Requlatory Division

One of the core tasks of the Division is securitaple conditions for customers in
electricity, district heat and natural gas marketts activities the Division is guided
by the legal acts that regulate the energy andvagilsector: Electricity Market,
Natural Gas Market, District Heating, Liquid Fuelsd Railway Acts. The energy
sector market regulatory authority performs théofeing tasks:

approves prices for electricity and gas networlises prior to entry into force
(so-calledex-ante price regulation)

approves methodologies for connecting with eleityriand gas networks prior to
entry into force

approves weighted average price for electricitg $o non-eligible customers and
the price of gas sold to household customers

approves district heat prices in case the undegakannual consolidated sales is
over 50 000 MWh (for undertakings with sales volumhéelow 50 000 MWh the
price is approved by local municipal authorities)

approves the price for heat produced in the psadsheat and power co-
generation

settles disputes between local municipal autlesriind undertakings supplying
district heat on the limit pricing for heat

approves standard terms and conditions of costrémt electricity network
services, electricity supply for non-eligible custers and gas supply for
household customers

iIssues and revokes activity licences for undengkiproviding network services,
for producing and sale of electricity, for providimf gas network services and
sale of gas, for producing, distribution and sdlalistrict heat; determines the
conditions of the issued activity licences and rtarsi the fulfilment of the
conditions

monitors the adequacy of prices for the balan@Fgnsold by the transmission
system operator (National Grid) and the conditiohlsalance contract

supervises following of provisions of law and regments set out by law-based
secondary legal acts by market participants, fuliht of relevant obligations like

separation of accounts, independence of the systeermator, disclosure of

information, third-party access to the network, etc

discloses the approved prices, tariffs and chawgets web site

monitors the quality of liquid fuels sold in thearket and supervises the quality
of electricity supply

settles disputes between market participants & ¢hpacity of pre-court
settlement authority

Issues precepts and initiates misdemeanour proegduthe cases of violation of
the provisions of law

cooperates with other Estonian supervisory institis and regulatory authorities
of other countries, as well as performs other fiomst prescribed by the
legislation and by its Statutes



e prepares reports to the EU Commission on elettracid gas market functioning
in Estonia

The Authority is an agency independent in its denismaking. According to the
Administrative Procedure Act and other legal agipliaable within the energy and
railway sector (Electricity Market, Natural Gas Met, District Heating, Liquid Fuels
and Railway Acts) the Authority issues administratacts: decisions and precepts.
Some examples of those can be as follows. By aessifor instance, the Authority
either grants approval to prices or refuses to. d&@gisions, market licences to
undertakings are issued or refused to, or revokedddition, by decisions customer
complaints against undertakings’ performance orpuss between market
participants are settled for. Precepts are issuezhyprovisions of law are violated by
undertakings. Law stipulates that the decisionghawe motivated and justified. The
purpose, indeed, is to give customers a chancefer to the Authority instead of
court. This way a decision can be received faseg rule, because law stipulates that
the Authority has to make its decision during 6@sdat the latest since receiving of
an application

The Authority’s decisions are independent both tmalily and from energy
undertakings, guided exclusively by stipulationslafv. The Authority’s decision
cannot be changed or invalidated neither by theid#n nor by the Government.
Respective regulation is prescribed by the Govemnué the Republic Act. Its
paragraph 93 (6) stipulates that the procedureggémernmental supervisory control
shall not extend to:

1) acts of state supervision and decisions madienapplication of enforcement
powers of the state

2) pre-court settlement of a complaint or protesiden with respect to a legal
instrument or act of an agency of executive powepfoan official, in the cases
prescribed by law

The Authority’s decisions and precepts can be ehgktd with an administrative court
in 30 days since receiving of a decision or a gredeecisions of an administrative
court can in return be appealed with a circuit t@md the decisions of the circuit
court with the Supreme Court. Estonia is the dtated on the rule of law and that is
why challenging of decisions and precepts shatld®med a normal process in which
for both undertakings and customers their legalguton is guaranteed. In 2008 the
Railway and Energy Regulatory Division has madegather 540 decisions and 2
precepts. The significant increase in the numlbaetegisions was first of all caused
by the change of both natural gas and electritnt008 the Division was involved in

12 court trials and only one of them has been lystourt decision. This can be
regarded as a good result and as an indicatoeafuhlity of the Authority’s work.

The energy market regulator’'s scope of work carchsracterised by the number of
decisions and precepts made during the year, byuirder of analyses carried out, as
well as by the total number of regulated undertg&in

Some key performance figures for 2008 can be adlas follows:

59 activity licence issuance/revoking decisions arters

19 decisions on the settlement of market partidgahsputes

2 precepts for undertakings

58 decisions on connection fee methodologies amtard conditions

289 decisions on granting price approval or disaygr



125 inquires and requests for information submissio

The biggest scope of work is within the price apptqrocess. Therefore, the best
indication of the Division’s performance is the riwen of undertakings for which
price regulation is applied to. In 2008 the Authorcarried out price control for
undertakings as follows:

Electricity transmission network 1

Electricity distribution networks 40
Gas transmission network 1
Gas distribution networks 27
District heat suppliers 47

Electricity and heat production, oil shale mining 3

Thus, the number of undertakings to which reguldcepcontrol is imposed totals
119. In fact, during the last three years the nuntdferegulated enterprises has
increased significantly. The reason is the develumof gas networks and
acquisition of district heat suppliers by largemgmanies. In such cases, the regulation
of price is transferred from local municipal auikies to the Authority, as provided
for by the District Heating Act. In the district diesector the Authority cooperates
with local authorities, in order to harmonise regidn and transfer the knowledge in
regulation basics.

It can be concluded that the requirement for indepedence of regulatory
authorities stipulated by the EU Electricity and Ga Directive is fulfilled in
Estonia. The Authority is independent in decision-raking and in management of
the organisation. The level of financing can alsoeébconsidered sufficient.
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3. Electricity market

3.1. Electricity market review

The Estonian electricity system has been builtsipat of the northwestern common
power system of the former Soviet Union. Estonia part of the common
synchronised system together with Russia, Beldraisja and Lithuania. The map of
the Estonian power system is presented in drawih@ ®elow.

As seen in the drawing, with neighbouring countriEstonia currently has
connections with Russia, Latvia and Finland. Witimldhd the connection goes
through the new 350 MW DC cable that was commigsiom the end of 2006. It
should be clarified yet that Finland is part of tlerdic power system Nordel, which
is not synchronised with the northwestern Russyates that Estonia belongs to.

In comparison with other EU countries the Estoreactricity market is very small.
According to the statistics of 2008 the load peaked 525 MW, with an annual
production of 10,6 TWh. Out of this 2,3 TWh was estpd, while domestic
consumption totalled 7,4 TWh. However, from 1992088 a steady annual growth
in electricity consumption has taken place, withammual average increase of about
4,5% (see diagram 3.1.1). Despite of the economenéall of 2008 the consumption
of electricity continued to grow by 3,4%, while GO&l by 3,6%. The latter can be
explained as a lag between economic growth andigkan electricity consumption.
Such Estonian growth corresponds to generally knstatistical assumption that the
rise in electricity consumption constitutes at tembalf of the rise in GDP. Contrary,
for 2009 over 15% economic downfall is anticipatetd the latest statistical data
indicate also remarkable decrease in electricibysamption.
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Drawing 3.1.1 Final consumption of electricity in Btonia, GWh (network losses not
included). Source: Statistical Office
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Drawing 3.1.2 Map of Estonian power system
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Another specific of the Estonian electricity marketan extreme concentration and
reliance on a single fuel. Namely, as much as 95,49 electricity is produced with
oil shale (by fuel input), the share of other fuslsrery modest. Thus, the share of
natural gas is only 1,39%, while the share of real#es sources and peat is only
0,36% and for other fuels 2,76% (drawing 3.1.3).

Essentially, all the production is controlled byettargest energy enterprise Eesti
Energia AS that possesses 2 184 MW out of theliedt2 363 MW net capacity,
which is 92,4%. In 2008 it gave 96,5% of the tdiatonian electricity production. It
should be noted here that practically all eledyi@roduction is based on domestic
fuels and thereby, Estonia is independent from ifupbrts.

Hydro energy Natural gas
0,07% 1,39%

Others
2,76%

Wind energy
0,29%

Drawing 3.1.3 Sources of energy used for electrigipproduction
Source: Statistical Office, 2008

A positive side of the power system in all thredtiBacountries is the very strong
power transmission infrastructure. In fact, Battauntries are the only EU region in
which transmission power deficit and the so-calkedtlenecks do not exist. At the
same time, poor cross-border connections of Bakiontries with other Member
States should be taken into account. The only sriked 350 MW HVDC submarine
cable connection between Estonian and Finland.eSime connection with other EU
countries is limited, the area can be regardedadiscBelectricity market in which the
non-member Russia, and to some extent also Fintamdbe involved.

Along with the implementation of supplementary powsnnections Lithuania-
Sweden and Estonia-Finland, an integration of Battountries with the Nordic
market can be expected. Therewith, according toptaes the Estlink 2 connection
shall be commissioned already in 2013, resultind@0 MW total transfer capacity
between Estonia and Finland.

An extreme concentration features also other Eatomlectricity market sectors.

Besides the 96,5% of production market also thestrassion network OU Elering
(National Grid) and a distribution network Jaotusv®U with its market share of

13



87,7% belong to the Eesti Energia AS group. Moreovee targest oil shale
producer, the mining industry Eesti Energia Kaeveed (with former business title
AS Eesti Pdlevkivi) also belongs to Eesti Energi&dxoup.

Formation of the Estonian electricity market ddiask to 1998, when the Energy Act
was introduced. Based on the Act four sectors wegalated: electricity, heat, natural
gas and liquid fuels. In 2003 the Energy Act waglaeed by four separate acts:
Electricity Market, Natural Gas, District HeatingdaLiquid Fuels Acts.

In the 1998 Energy Act the status of an eligiblecgicity customer was defined as
the customer with an annual consumption of ovelG¥h. The Electricity Market
Act, which entered into force induly 2003, did not change the determination. In 1
May 2004 Estonia joined the EU. Together with tloénipng, an exemption in
connection with market opening became enforcedHstonia. According to the
exemption, 35% of the market shall be opened byd20Mile by 2013 the market
shall be opened for all customers. Table 3.1.1vbgesents the dynamics of market
opening. Since 1 January 2009, a customer withnana consumption of 2 GWh is
gualified as an eligible one.

Table 3.1.1 Market opening timetable in Estonia

Definition of eligible customer by % of market

Year annual consumption in GWh opening
1995 0 0
1997 0 0
1999 40 10
2001 40 10
2003 40 12
2005 40 12
2006 40 13
2007 40 13
2008 40 13
2009 2 35
2013 all customers 100

According to the Electricity Market Act the nongible customers shall buy

electricity from their distribution network operater from seller designated by the
operator, while the energy has to be produced tweeoil shale using Narva Power
Plants (AS Narva Elektrijaamad), in the proceskest and power cogeneration or by
a small producer (of less than 10 MW capacity).

3.1.1 Cross-border interconnections, available transfer capacity and its
allocation

As mentioned above, Estonia has electrical povegrsmission interconnections with
Russia and Latvia, and from the end of 2006 also dinect current (sea cable)
connection with Finland. Existing connections areven in drawings 3.1.2 and 3.1.4.
From Narva two lines lead to Russia at the voltagel of 330 kV and 220 kV with
the total capacity of 1050 MW. From southern pdrEstonia one 330 kV line with
the capacity of 500 MW connects with Russia. In typosite Russia-Estonia

! The basis for computation of market share is #e sf distribution service to final customers less
sale to other distribution undertakings.
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direction the same line has a transfer capacit4Gf MW. In the southern part of
Estonia there are also 330 kV lines to Latvia \lith capacity of 750 MW.

By statistics of 2008, the peak load from Narvatte direction of Russia was 211
MW, while form south Estonia towards Russia it wEs8 MW. The peak load
towards Latvia was 809 MW. Hence, the technicallgilable transfer capacity was
much higher than the actually needed one and adadapacity (congestion) has
never been experienced. The Authority has not vedeany complaint about lack of
capacity. To the information available to the Authyo the other Baltic regulators
have also not recorded any congestion problem.tidmsmission capacity data are
presented in table 3.1.2.

Table 3.1.2 Cross-border transfer capacity ****

Technically available

transfer capacity MVA

ol Actual peak load MVA

Line from Line from Line from Line from
Lines from south south south south
Narva Estonia Estonia Line Lines from Estonia Estonia Line
towards towards towards towards Narva towards towards towards
Russia Russia Latvia Finland towards Russia Latvia Finland

2001 | 1050/950* | 500/400** 750 - 662 321 720 -
2002 | 1050/950* | 500/400** 750 698 250 721
2003 | 1050/950* | 500/400** 750 472 194 663
2004 | 1050/950* | 500/400** 750 707 194 718
2005 | 1050/950* | 500/400** 750 450 236 885
2006 | 1050/950* | 500/400** 750 - 483 141 658 -
2007 | 1050/950* | 500/400** 750 365 565 204 623 388
2008 | 1050/950* | 500/400** 750 365 211 158 809 385
2009 | 1050/950* | 500/400** 750 365 - - - -
2010 | 1050/950* | 500/400** 750 365 -
2011 | 1050/950* | 500/400** 750 365 -
2012 | 1050/950* | 500/400** 750 365 -
2013 - - - 365
2014 - 1065
2015 - 1065
2016 - - 1065

* - in Narva-Petersburg direction available transf@pacity is 1050 MVA, while in Petersburg-Narveedtion it
is 950 MVA

** _ in Tartu-Pihkva direction available transfeaacity is 500 MVA, while in Pihkva-Tartu directid®0 MVA
** _ technically available transfer capacity depends on internal networks @bRu Latvia, Lithuania and
Belarus - exact data about the development of ttegismission networks are not currently available

**+% _ maximum load in normal conditions with 20%serve
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Drawing 3.1.4 Map of power system of Baltic countes and north-western Russia

Since no congestion has been recorded, the EC &egulNo 1288/2003 (Annex
amended by EC Decision of 9 November 2006 2006EC @hapter 3.2 (g)) has not
been implemented in the regional Baltic electricityarket. According to the
regulation in Baltic countries, the cross-bordeansifer capacity rights shall be
allocated only by means of auctions. In connectath the close down of Ignalina
nuclear power plant in Lithuania occurrence of @asign (the so-called “bottle
necks”) can be foreseen in the regional Baltictalgty market it is very important to
undertake the auctions by the end of 2009 at ttestlaThe Authority has delivered
amicus curie to the transmission operator callittgnéion the EC regulation and its
obligatory nature.

The Estlink power connection to Finland is the atbed commercial connection, as
only its owners have the right to utilise its aahble transfer capacity. When a third
party access will be facilitated (in 2013 at thtedd), a shortage of transfer capacity is
foreseen. In connection with that, there will beegd for allocations of existing
capacity.

Estlink 1

The Finnish-Estonian connection Estlink 1 startechimercial operation in the end of
2006. The connections are presented in drawind &é&low. The dotted line marks
the new planned connection Estlink 2. The owneEstfink 1 is AS Nordic Energy

Link, with its shareholders as follows:

Eesti Energia AS (Estonia) 39,9%,
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Lietuvos Energija AB (Lithuania) 25%
VAS Latvenergo (Latvia) 25%
Finestlink (Finland) 10,1%

Both the Finnish energy market regulatory authoatd the Estonian Ministry of
Economic Affairs and Communications granted an eten to utilise it as a
commercial project, without applying to it the priple of third party access. All the
available capacity is allocated between the owbparsontractual basis until 2013. If
the owners are not utilising their contractual ayareservations, they are obliged to
facilitate third party access to available capacitje owner of Estlink, AS Nordic
Energy Link, is obliged to disclose the informatiabout currently available transfer
capacity on its web site. It should be mentionetdtlyat other shareholders have pre-
emptive right to utilise available capacity of aofethe owners. Such an arrangement
holds back market development. In March 2009 thehéwty together with the
Finnish energy market regulatory authority EMV faidiy addressed to the owners
with the request to open third party access tolitiee before the pre-emptive right
termination in 2013. An expected third party accesee is 1 April 2010, if the
owners will make relevant decision.

Kangasala

Drawing 3.1.5 Estlink 1 and Estlink 2 in Gulf of Fnland

After termination of the exemption, or upon an owghelecision the acquisition cost
will be included in the regulated asset base oftthiersmission network operator and
third party free access shall be validated to Bsiiln 2013 at the latest.

Estlink 2 would be owned by the Estonian and FimAiSOs. The project is designed
to be financed by Estonian, Finnish and EU findntieans. According to the project
time schedule the Estlink 2 connection shall stathmercial operation by the end of
2013.

17



3.1.2 Congestion management

Since no transfer capacity congestion has beendeddetween Estonia and Latvia
so far, there has been no need for congestion rear&g and capacity allocations.
In order to manage limitations in specific casesmethod has been proposed - in
essence, proportional limitation of contractualivdgies. Currently, the process of
approval by the Baltic TSOs is ongoing. Expansibthe Nordic power exchange /
Nord Pool Spot (hereinafter NPS) into the Baltic countries (dealt with in more deta
in chapter 3.3.4) provides for elaboration of a keabased mechanism of congestion
management according to NPS rules. PresumablyB#tigc price formation area
shall be established in 2013.

The Estonian TSO (Elering OU) has not disclosedrinfition about actual utilisation
of transfer capacity, as until present there haveapacity limitations. According to
the explanations by the company, it is plannedigolose the information in the near
future. The undertaking will disclose transfer aapyafor the next day, next week and
next month since 14 August 2009. Elering OU usesctimputation model PSSE31,
which is uniform for all Baltic TSOs. The model dehines differences between
trading/contractual and physical flows, considemogsible circular flows.

3.2. Electricity networks regulation

In compliance with the currently valid Electricityarket Act for electricity networks
the so-called exclusive right principle or, whathie same, the principle of concession
is applied to. This means that the transmissiortesysoperator (TSO) has an
exclusive right to perform power transmission angtem services. The same
principle is applied to distribution network openat as well, whereas for the
operators an individual service area, determinedgbggraphical coordinates, is
assigned to. Within the area respective operater éxclusive rights to provide
network services. Thereby neither competition betwdéines nor parallel lines is
allowed. The principle of concession minimises beass risk for network operators,
since the status of a natural monopoly originatésonly from the actual situation but
also from the provisions of law. Reasoning fromékelusive right network operators
have also an obligation of developing their netwgarka manner that secures supply
to already connected customers and to new conreateeell.

In Estonia the TSO is a separate company Elering ID0% of its shares belong to
Eesti Energia AS. The number of distribution netwoperators is 40, which due to
smallness of Estonia it is a rather big number.hddigh, the concentration of
distribution service market is extremely high. Thergest undertaking is OU
Jaotusvork that belongs to Eesti Energia AS andahasarket share of 87,7%. Its
annual sale in 2008 was 5922 GWh (together with ghle to other distribution
networks 6 457 GWh) and the number of customers6229000. The second largest
distribution enterprise is VKG Elektrivérgud OU, iwh belongs to Estonian private
capital (the sole holder of shares is the largestoritan shale oil producer Viru
Keemia Grupp AS). It has 35 000 customers and awarsales of 273 GWh. The
third largest network operator is AS Fortum Elektgth sales volume of 194 GWh
annually and supplying 23 500 customers. An ansabd of the rest 37 distribution
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undertakings is below 500 GWh. The largest amoogedhare OU Tallinna Sadama
Elektrivork (the networks owned by Port of Tallin@S Sillamée SEJ (CHP plant in
Sillamé&e) and AS Loo Elekter. An annual sale of latinetworks is below 2 GWh.

The market share of distribution undertakings sspnted in drawing 3.2.1. Despite
of quite marginal market share of an individual Bmatwork operator their 12,3%
total share is remarkable. That is why also thdreng regulation must apply,
similarly to the regulation of large ones.

A summary of basic indicators for network operaisrgresented in table 3.2.1.

Port of Tallinn
network

80GWh Small networks
Fortum Elekter 1,2% 280 GWh
194GWh 4,1%

2,9%

VKG Elektrivork
273GWh
4,0%

Drawing 3.2.1 Market share of distribution operatas

Table 3.2.1 Basic indicators of network operatorstfansmission and distribution service
prices in 2008

Number of| Average tariff for transmission or distributior] ~ Quality of supply
operators €/MWh (Estonian cent/kWh) indicator —an average

time in minutes of an
Large industria] Commercial | Household | interruption caused by
customer customer customer faults per customer
Transmission 1 7,39 (11,57) 4,922
Distribution 40 12,63 (19,77)] 27,50 (43,04) 37,20(58,22) 443

Notes:

According to Eurostat definitions:

- large industrial customer, one with an annuakcomption of 24 GWh, max capacity 4000 kW
- commercial customer, one with an annual conswmpif 50 000 kWh, max capacity 50 kW

- household customer, one with an annual consumpti® 500 kWh.

Distribution indicators are based on OU Jaotuswudidrmation.

1 €=15,65 EEK

Law provides for equal price regulation for allwetk enterprises regardless of their
size. This adds an extra workload to the Authoasythe volume of work with price

approval primarily depends on the number of un#erts and almost does not
depend on the size of an enterprise.
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The only exemption in electricity network operasorégulation is the requirement for
legal unbundling of network activities in case thember of customers is over
100 000. Due to that, the only operator with legabundling is the distribution
network belonging to Eesti Energia AS, where siB084 a separate business entity
Eesti Energia Jaotusvérk OU was established. Fberstlaw stipulates only
separation of accounts and the obligation of auigliti

According to law, the Authority approves separatéig following charges and

methodologies:

= network charges (for electricity transmission amidusing a network connection)

= ancillary services provided by network operatorg.(ereplacement of main
protective fuse or sealing of meters at the cust@nd some others)

= methodology for calculation of a charge for conmegto the network

The prices for balance energy and the chargesréosit of electricity are not
approved. However, the Authority is obliged to fxejustification of the prices. That
means, the so-callext-post regulation is applied to these charges.

3.2.1 Mechanism of compensation between transmission system operators

Regarding cross-border exchange in electricity, H regulation No 1228/2003
provides for application of a principle, accorditg which consumers pay for
transmission only to the transmission network ofoeraf their own country and the
TSOs determine balances and cost with each otlemording to the regulation, the
so-called compensation fund is to be establishédidmn EU transmission network
operators. All transmission operators contributéht fund and from the fund, costs
are compensated for all operators participatinthetransit of electricity. Following
the requirements of the regulation is obligatorfgtonia. Article 4 (3) of it stipulates
that payments to the fund and incomes from the &hall be taken into account in
approval of network charges. For example, a customeLithuania that buys
electricity from an Estonian producer, has to pawytfansmission only to his local
TSO. The Lithuanian transmission network operaitorturn, clarifies its payments
and receipts with both Latvian and Estonian trassian operators through the
compensation fund. Depending on the direction adrgy flows, the transmission
network operator of respective country may get faich the fund or has to pay to the
compensation fund, and the regulator has to congiiein approving tariffs for the
transmission operator. Thus, for instance, if tis¢oRian transmission operator gets
income from the fund, the price paid by customersetwork service shall decrease.
In opposite case, if the operator has to pay tduhd, the price shall increase.

Above descried principles form grounds for the tiording of the open EU electricity
market. Thereby all producers have equal opporasiitas customer paid
transmission charge does not depend on in whicmtopuhe producer, whose
electricity is bought, is located. Similar quessiprfor instance, were raised in
discussions in connection with the feasibility oihew nuclear power plant to be
erected in Lithuania. It has been claimed that ohehe potential risks is the
transmission charge to be added to the electricalysported to Estonia. In reality,
there is no such risk, as customers located in nisstare to pay a uniform
transmission fee irrespective where the electrigtyroduced — in Estonia, Latvia,
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Lithuania or elsewhere. In other words — consuraegsnot influenced by the location
of producers.

According to the EU regulation, the EU Commissibalsestablish methodology for
computation of payments into the compensation fand the amounts receivable
from it. The methodology is not available yet, lamt application of a compensation
fund is necessary for regular functioning of eliedly market. For this purpose, the
EU transmission network operators concluded anemgeat in 12 October 2007
(agreement on the compensation mechanism for 2008)2 Since the Baltic

electricity system is not synchronised with thetsys of other EU countries,
compensation of the Baltic countries is dealt wsiparately. According to the
agreement Elering has to contribute to the fund@@39million EUR. In addition, the

Estonian TSO has concluded similar agreement widltvian and Lithuanian

transmission network operators for compensationelectricity exchange flows.

According to it 2 955 thousand kroons shall be patd this Baltic compensation
fund. Both sums have been included in the transomssharges.

The Authority accepts the agreements between th@ &0s, as these are necessary
for a compromise and for normal functioning of tharket. At the same time, the
Authority is in a position that the amount payatdehe Baltic compensation fund is
not justified, as Estonia mainly provides the traservice and instead of paying, it
should receive income from the fund. It is alsojustified that, compared to Latvia
and Lithuania, Estonia pays significantly moreatigransit flows through Estlink go
through Estonia. The above-mentioned agreement doesolve the question of
charges for the energy flows coming from Russiaday none of the Baltic countries
charges the flows originating from Russia.

3.2.2 Approval of network charges

The Authority elaborates unified methodologies domputation of network charges.
They serve as the basis for formation of charges their approval as well. The
methodologies are disclosed at the Authority’'s veefe. The site also includes
specially elaborated tables for collection of inplatta to be filled in for approval
process. The tables are relatively comprehensivk iaolude technical data and
detailed accounts: profit and loss statement atahba sheet, and data about assets.
Enterprises shall also submit a detailed investrpéart and separately the expected
sale volumes of individual network services. Sitioe tables are comprehensive, and
the price is approved by a formula for a 3-yeaiqukrit is required to fill them in for
respective regulation period once in three yearghé meantime an updating is not
required but the Authority is entitled to requestditional information about
economic performance and technical indicators.

Submission of input data is an obligation stipuddby law. The Authority can request
any information needed for price approval and penfog of supervisory
proceedings. The Authority employees can also vist enterprises any time and
request data and copies of documents. The prastifa has shown that undertakings
do not refuse to submit information.

21



In the regulation of network prices the Authoritpsha determining role in the
selection of methodologies. Law sets out only thiwing principle:

e The level of network charges must enable enterprisefulfil their obligations
determined by legal acts and market licence canulitias well as to have justified
return on invested capital.

e The Authority elaborates and discloses unified me@stogies for calculation of
network charges, which serve as the basis for appro

Therefore, it is up to the regulatory authority decide upon the selection of
methodologies. In the elaboration of methodologipsion of enterprises has been
considered. In fact, it has been the process of-lasting disputes and mutual
consultations between the Authority and the regdlaindertakings. In the regulation
of network charges the so-called long-term RPIl-dekation method is applied, by
which the charges are approved for a 3-year pemadadjusted annually.

The formation of network charges is first of allsbd on the prognosis of sales
revenue for a 3-year period. Below a sample tablerésented. It gives an overview
of network charge formation and cost componentsided in charges.

Prognosis of network charges 2008 2009 2010
Sales volume of network service GWh 1000 1030 1061
Losses according to saving obligation 10,0% 9,5% 9,0%
Losses of electrical energy GWh 111 108 105
Electricity tarff EEKc/kWh 40 40 40
Cost of compensation of electricity losses mill kro ons 44,40 43,35 41,88
Charge for network services EEKc/kWh 12,00 12,18 12,36
Cost for network charges mill kroons 133,32 138,65 144 10
Fixed cost 200,00 205,00 210,13
RPI change 4,00% 4,00% 4,00%
Fixed cost saving obligation x 1,50% 1,50% 1,50%
Fixed cost factor (RPI) 2,50% 2,50% 2,50%
Fixed cost change mil kroons 5,00 513
Capital expenditure mill kroons 31,69 32,56 33,44
Justified return (profit) mill kroons 38,22 38,44 385 9
Allowed sales income mill kroons 447,63 458,00 468,13
Correction factor of network charges 0,9934 0,9923

Note: Abbreviation EEKc means cents of Estoniamhro
In the following price/tariff computation princigeare described in more detail.

Volume of sales of network services

Evaluation of the volumes of sale is extremely im@at. Fixed cost is dominant in
the cost structure of network services. The highersales, the lower the charge for
the use of network. In the indexation of networkvgees a formula is used, by which
the charge changes along with the change of sé&leneo In evaluation of the volume
of the sale of network services statistical data ased, i.e. the dynamics of sale
during the last 5 years. At the same time a gemalalis considered — together with
an economic growth overall electricity consumptgyows as well, and vice versa. A
3% annual increase of the distribution service wasicipated for the regulation
period of 2008—-2010. The increase of sale volumiexesl for the whole regulation
period and no adjustments are made within the gefibis means that undertakings
bare the risk of sale volume. If the volume is edsrl compared to prognosis, an
extra income is earned. Otherwise, income decred$esAuthority is in a position
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that the application of such principle follows @mser protection interests, as well as
leaves for undertakings enough motivation to mdkerts for earning extra income
through the increase of sale. Besides, through uhdertakings are motivated to
connect new customers as quickly as possible,eaadbed customers increase sales
volume.

Losses of electrical energy

In Estonia the highest potential for loss reducties within distribution networks.
For that reason an obligation for power losses ¢tolo is imposed for all operators
and during the few past years a significant logskicgdon has been achieved. Just
recently, in 2001 the Eesti Energia’s distributioetwork with the biggest market
share of 86% had losses of about 14%. During teei@us regulation period (2005-
2007) their losses level was reduced from 10 to Bbe target for the next 3-year
period that began in 2008 has been set out to \&dss reduction down to 7% by
2010. From that level achieving of further reductis complicated, as per expert
opinions technical loss of 6-7% in distributionwetks is an average value. Further
loss reduction is achievable only through technisabvations, which require large
investments. For the largest distribution netwonkerator, OU Jaotusvork that
belongs to Eesti Energia group, a target of 0,28%wal loss reduction obligation has
been set for the regulation period of 2008-201Qhéf operator succeeds to achieve
the target earlier, it earns extra income. Othexwits failure to achieve the target
shall be covered at the cost of its profit. In tresmission network the potential for
cutting losses is lower. In 2008 the losses tadaBe33% and the further potential
according to expert opinions is not higher tha®®dnnually.

As outlined above, Estonia has a transitional pefar electricity market opening
until 2013. This means that a network operatortbgsurchase electrical energy for
re-selling to non-eligible customers and for congadion of network losses either
from oil shale fired power plants in Narva (AS Narklektrijaamad), from heat and
power cogeneration plants or, from small produgesigh the capacity of below 10
MW). The Authority approves components of the phicet for electricity sold by the
power plants in Narva, which serve also as thesbisi network charges, as these
charges must include electricity for compensatiblogses.

Uncontrollable cost

Cost is considered uncontrollable if undertakingswnot influence it by their
economic performance and this naturally means mtioasaving obligation can be
imposed on it. The major uncontrollable cost fodemakings is the cost of network
services purchased from other network operators.irfi&ance, distribution operator
OU Jaotusvdrk buys network services from the trassion operator. In turn, small
network operators buy services from OU Jaotusvork.

In addition to services purchased from other opesatsome other cost components
are uncontrollable to undertakings. For example, dtate fee (levy) for issuance of
activity licences, the level of which depends oe $iive of an undertaking. Another
example of an uncontrollable cost is the so-catibtigation to tolerate (technical
structures etc.). That means, a network opera®tdpay rent to land owners for the
structures located on their land, like power lirtesnsformers and substations.
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Fixed cost

Fixed cost is subject to a very deep analysis byAththority, as this cost component
has biggest impact on price formation. Basic methiod evaluation of fixed cost is
comparison with similar undertakingsefichmarking), analysis of cost dynamics and
the analysis of individual cost components. A prelitton for using comparison is
availability of a sufficient number of undertakingg/hen it comes to smaller
distribution operators, it is successfully possilale the number of them in Estonia is
40. At the same time, the comparative analysadghmarking) is problematic when it
comes to Eesti Energia AS group, their distributaol transmission operators. Their
distribution operator OU Jaotusvérk is the largestwork undertaking, being many
times larger than other comparable network opesatod this makes application of
benchmarking complicated. The same is true fortthesmission network operator
OU Elering, which can only be compared with trarssitin system operators of other
countries. The EU energy regulator’s associatiokRI[Earried out relevant project in
2008, in different regulatory applications were gamed in various countries. Estonia
took also part of it. The comparison will definitdde helpful in the price regulation of
TSOs.

Other substantial methods in the analysis of figest is the dynamics of cost in time
and a detailed analysis of individual cost compésidn the analysis of dynamics it is
assumed that their growth is not steeper thamiihegion reflected by consumer price
index (RPI). In addition, undertakings shall acleieost reductions through higher
efficiency and productivity. In the analysis of imdual cost components justification
of them is verified. Basic cost articles of netwoperators are operation and
maintenance, labour expenses, sales cost etc. Aothags the Authority verifies in
the analysis process whether operators buy serataasrket price, whether goods,
works and services are purchased in compliancepuitburement rules, and alike.

For a regulation period the Authority imposes ahgalion to reduce fixed cost,

which means that fixed cost shall not develop mapadly than RPI-x. In the practice
exercised so far the cost saving obligation orytilae of x has been set to 1,5%, as a
rule.

Capital expenditure (depreciation of fixed assets)

For depreciation of fixed assets the Authority ugeegulatory capital expenditure
method, which differs from accounting depreciatibhe advantages of the regulatory
method are its simplicity of computation and traargpcy for both customers and
undertakings and to the regulatory authority asl.wihe regulatory depreciation

method uses only two fixed assets’ depreciatioestatherefore, it is very simple and
easily understandable way to monitor the valueegfulated assets and verify the
accounting of capital cost.

Accounting of the regulatory depreciation uses mgple, where capital cost is

included in the network charges based on its teahtife span. It is known that the
life span of networks may last up to 50-60 yeanse i so long life span a number of
assets’ re-valuations may have taken place, innisstso the entire political system
has changed. The oldest currently operational eaeiph was built already before
World War Il. However, a real network developmeegan in years 1940-50. The
major part of networks was erected in-between 1B8@D. A large-scale
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reconstruction and extension of power networksarésd again since 2000. Thus,
equipment with a very different age is in operation

In the regulatory capital expenditure accountingriaciple is used in which, from a
certain moment in time, fixed assets are dividdd two parts, the old ones and the
new investments. For power networks for that monttemtyear 2003 was selected: so
to say — the limit year. All assets acquired befitve limit year are considered old
ones and for them an accelerated rate of depreciai applied. The Authority has
ordered an expert analysis from Tallinn Technicalvdrsity in which the structure
and the technical condition of both transmissiod distribution network’s assets was
analysed. In the result of the analysis an aveesgduated residual lifetime for old
(acquired before 2003) assets is in the transnmss&iworks 16 years and in the
distribution networks 11-14 years. The assets aedugince 2003 are considered new
investments and for them a single constant weightextage rate of depreciation is
applied, with respect to the structure of assastid@larly, the evaluated lifetime for
new investments of the transmission network is d@ry. The same for distribution
networks appeared to be from 30 to 35 years.

Justified rate of return

A component of price/tariff is justified rate oftwen or operating profit. Since

investors have the right to earn profit on the dpnvested into fixed assets, it is
logical that this component is included in tariffdowever, the profitability should

have a reasonable level and be justified, in otdesecure a gain for investors. The
measure of reasonability is a level, which couldabkievable if invested into similar
business with a similar risk level. At the samedjnearning of super profit with

monopolistic service must be avoided.

Similarly to other regulatory authorities a modl, which for calculation of the
justified return a weighted average cost of cagM#@ACC) and regulatory asset base
is used. The regulatory asset base is the capitakied into the enterprise. In energy
undertakings it is tangible assets and 5% of tRee(eal) turnover. Thus, the justified
return is calculated using the following formula:

justified return = WACGCx regulatory assets

Where a weighted average cost of capital WACC iscdleed by the following
equation:

EC DC

WACC= Cequity capital X m + Cdebtcapital X m

Cequity capital ~ COSt Of equity capital;

Cdebt capital cost of debt capital,
EQ the share of equity capital;
DC the share of debt capital

The cost of equity capital is calculated by thédf@ing equation:
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Cequity capita™= Krisk free T Keountry + BX Trisk premium,

The cost of debt capital is calculated by the feitay equation:

Cdebt capitaF krisk free T kcountry"' kcompany

Krisk free risk free rate of return
Kcountry country risk

3 beta factor,

Mrisk premum  FSK premium

Kdebt debt risk premium

The basis for calculation of weighted average obstapital is the risk free rate of

return. In Estonia governmental bonds essentiadlyndt exist. For that reason the
Authority bases in the determination of risk fre¢urn on the German 10-year state
bond return in the last 5 years. To this, an Estorstate risk is added. The 5-year
historic return is used in order to eliminate marfkactuations in the calculation of a

justified return.

WACC for network operators depends on the risksolved in individual
undertakings. Transmission network OU Elering aslowest risk level. WACC for
distribution networks is determined in the rangeMeen 6,65 and 8,1%. Herewith the
Authority has evaluated the capital cost for digttion network of Eesti Energia AS
group somewhat lower that for other distributioreigtors, because of its dominant
position on the market, hence, having somewhatHaoisk level.

Regulatory assets

The basis for determination of both the cost ofitehffcapital expenditure) and a
justified return is a regulatory asset base, forclvtthe Authority applies principles,
similar to those used by other regulatory authesitin accounting of the regulatory
assets its continuity is of an extreme importafide accounting of regulatory assets
commences from the year 2003, where to the bookevaf assets investments are
added and a regulatory capital expenditure is aat#d. For an initial value of assets
the accounting (book) value is taken. In excepli@ages for smaller undertakings,
other values, different from the book one, may beepted in case the book value is
obviously below the actual (market) value. Yet ¢éhérave been cases where the
Authority has not accepted re-valuation of assgtarimertakings, as the raised value
had been clearly higher than the actual one. Fertlihee largest network operators
(Eesti Energia Jaotusvork OU, Fortum Elekter AS K& Elektrivorgud OU) the
Authority has ordered an expertise, which show their assets’ value corresponded
to the actual one. In the determination of assedftie of smaller undertakings the
Authority has used a comparative method, where vlee of assets of various
undertakings were compared per kilometre of lipes,number of substations and per
sale volume. Such method enables identifying uaélargs with an obvious over or
under valued assets.
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3.2.3 Subsidising of renewable sources and cogeneration

In 1 May 2007 amendments the Electricity Market erre enforced. Based on the
amendments a new support scheme was introducecerfergy produced from
renewable sources, as well for support of heat poer cogeneration (CHP).
Besides, the amendments also significantly incibdlse size of payable subsidies.
According to the new scheme producers have twoogtieither to sell electricity at a
fixed tariff in the framework of the purchase olliign or, to receive subsidy and sell
electricity at market price. Financing of both fh@chase obligation and the subsidy
is arranged through the transmission network oper&y the beginning of each
calendar year the transmission operator Elering @&pares a prognosis of the
needed subsidy in total and allocates it betwestriblution operators proportionally
to their distribution service sales volume. Evergtributor includes this in their
distribution service bills. For example, in 2008nsomers paid for supporting of
renewables 3,03 EEKc/kWh, while in 2009 they hawvedy 6,07 EEKc/kWh. Below
table 3.2.2 presents the tariffs and subsidies@gpeé to various producer categories.

Table 3.2.2 Tariffs and subsidies applicable to paucers from renewables and for CHP

Kind of energy Purchase Subsidy Current market | Anticipated

production obligation tariff | EEKc/kWh price sale price
EEKc/kWh EEKc/kWh EEKc/kWh

Renewable energy | 115 84 44,586 124,64

source$

Efficient 81 50 44,56 94,64

cogeneratioh

Notes: Subsidy is paid if the plant's net capacity is migher than 100 MW. Wind energy is
subsidised until the total wind energy productioesinot exceed 400 GWh per annum.
Subsidy is paid if waste, peat or oil shale procgssetorting gas is used as the source of
energy production. As well, it is paid if CHP pldaterected to replace existing district heat
supply boiler plant with the capacity not exceedlifigMW.

*The price for AS Narva Elektrijaamad, as the mapkize.
The abbreviation EEKc means cents of Estonian kroon

Considering the production price of Narva PowenBas the market price (of the
market dominant producer with 90% of the total picitbn), the new support scheme
creates a very favourable environment for develogroérenewable sources and
cogeneration. Since the beginning of 2007 the price¢he regional electricity
wholesale market are determinedMgrd Pool Spot (hereinafter NPS) or Nordic
Power Exchange Helsinki price area fluctuationsusThheNPS Helsinki price area
average in 2007 was 46,96 EEKc/kWh (30,01 EUR/MAfg in 2008 respectively
79,83 EEKc/kWh (51,02 EUR/MWh). Therefore, the prior electricity produced
from renewable sources may develop even to a highel.

3.2.4 Conditions for connecting new producers

The process of connecting to the grid is reguldtgdhe Electricity Market Act and
the Grid Code elaborated on the basis of the Awe. Grid Code sets out requirements
for connecting of customer electrical appliancethie distribution network of a
network undertaking. For connecting to the transiors network a connection
application must be submitted to the TSO (Elerifd) @nd during 90 days an offer
for connection shall be issued.
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The connection offer shall contain an electricalfldiagram for connecting to the
transmission network, parameters, quotation of dbenection related cost and an
estimation of the charges payable for connectiancdse if the customer wants to
connect to the network in an area where the tramsfieacity is limited by connection
offers of other connectees, the network undertakingll keep chronological order
records for implementation of the connection off@iise network undertaking issues
the connection offer when the transfer capacityobexs available. Applications are
recorded in the waiting list as per the date ofrthexeption. If the data submitted in
application are insufficient or do not fulfil thequirements the network undertaking
notifies the customer about it in 10 days fromrweption of his application.

For connecting customer appliance to the network,far amending of the
consumption or generation conditions, the netwanllemtaking concludes with the
connectee the connection contract. The followirgjldie set in the contract:

= |ocation of connection and measurement points

= charges payable and payment conditions

= conditions for provision of the connection

= amendment of the consumption conditions

= conditions for amending and termination of the @wtion contract

= commissioning time of the connection

= other conditions

Connection contract is the basis for conclusiometiwork contract. For selling of
transmission service the TSO (Elering) concludeh tiie customer network contract,
in which the following shall be set out:
= electricity supply flow diagram including connectigpoints and ownership
boundaries of electrical appliances
= consumption conditions including maximum allowabtesumption capacity,
maximum durations of planned interruptions and ptadgde interruption
durations for corrective actions in power suppijufas
= list of measurement equipment
= list of relay protection and automatic control guuent, list of secondary
devices and their settings important from the ggcaof supply view
= agreement on switching of electrical appliances sleés out responsibility of
the parties on giving permission for, managing of acarrying out of
switching procedures
= standard conditions

3.2.5 Regulation period 2008 to 2010

Since 1 March 2008 the network charges of EestrdaeAS group’s distribution
network OU Jaotusvork fell by 1% while the inflatisate being 4,2% or, in real
values (without considering inflation) by 5,2%. TRkering OU transmission network
charges rose by 1,6%, but in real values even lfgll2,6 %. The decrease of
distribution network’s charges was caused by arease of sale volume, reduction of
power losses and savings in fixed cost. The trasson network charges were first of
all influenced by the increase of subsidy paid lecteicity from renewable energy
sources.

28



Since 1 March 2009 the network charges of EestrdtaeAS group’s distribution
network rose by 1% while the inflation rate beir@4®6 or, in real values (without
considering inflation) by 9,4%. The transmissiotwwk charges rose by 3,3%, but
in real values even fell by 7,1 %.

In the next 3-year period the target is continuatd investments into renovation of
networks and thereby reduce network losses, asasakkduce the number of supply
interruptions and their duration.

3.2.6 Quality of electricity supply

Quality of supply requirements are based on thetEb&ty Market Act. According to
it, the requirements are established by the Minigsie Economic Affairs and
Communications. Following of the requirements isigatory and penalty payments
can be imposed by misdemeanour proceedings in odseiolation of the
requirements. Quality of supply requirements cantequirements for customer
service, and acceptable duration of supply intérong, separately for those caused
by faults and those caused by planned activity.ckons of the Authority are to
monitor undertaking’s performance in fulfilment dhe quality requirements,
adequacy of keeping records on quality indicatows ia case of violation, to impose
sanctions (initiate misdemeanour proceedings). Paeghority has elaborated
corresponding guidelines and a form for recordihgtatistics on quality indicators.
Disclosure of the indicators on web site is obliggtfor all undertakings.

3.2.6.1 Customer service quality requirements
Requirements for the quality of customer servidemheine maximum acceptable

time, during which certain operational proceduragehto be accomplished. Below
table 3.2.3 presents specific requirements.
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Table 3.2.3 Customer service quality requirementsof network operators
Operational procedure Maximum acceptable time for procedure
Within distribution network service area
Reconnection |If supply interruption in the grid |5 working days since reception of the payment

following lack|is not needed for reconnection
g{”pi?g;%m aftg If supply interruption in the grid |8 working days since reception of the payment

is needed for reconnection

Customer site inspection in connection Vv /5 working days since customer complaint
metering problems

Responding to queries about charges and paymént®rking days since customer inquiry

Deactivation of |If supply interruption in the grid |5 working days since customer request
grid connection |is not needed
at customers

request If supply interruption in the grid |8 working days since customer request

is needed

Meter replacement or change of meter setting7 working days since customer request
customer request

Customer information about planned suf At least 2 days prior to planned interruption
interruption

Within transmission network service area

Customer site inspection in connection V5 working days since customer complaint
metering problems

Information of concerned customers about plar|At least 5 days prior to commencement of
works in connection with meter works

Coordination of planned supply interruption v, Written information by the 5date of
customers concerned preceding month

Undertakings shall submit to the Authority informoat (in the format of table 3.2.4)
about the extent of compliance with the quality uiegments. Based on the
information it is possible to calculate the peregmt of compliance with the service
quality requirements. As well, it is possible toabse the trend: whether it is
improving or worsening. In case of failure to cognplith the requirements customers
have the right to file a complaint with the AuthgriThe Authority may initiate a
misdemeanour proceeding in each specific caserapdse a fine (penalty payment)
in an amount of up 50 000 kroons (3195 €) for glsiviolation. Therefore, the level
possible punishment can be quite remarkable. Theegnes to be transferred to the
state budget.
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Table 3.2.4 Information about customer service qudly to be submitted by
undertakings

Year
Customer service quality Maximum Total Accomplishe d
) ) acceptable o .
acoqrdlng tc_) network service time for Criteria number of |in ac_ceptable
quality requirements procedure procedures time
Within distribution network service area . .
1. times times
Reconnection following lack of
payment, after bill is paid and if
supply interruption in the grid is not after reception of payment for
1.1. |needed 5 days reconnecting
Reconnection following lack of
payment, after bill is paid and if
supply interruption in the grid is after reception of payment for
1.2. |needed 8 days reconnecting
Customer site inspection in
1.3. |connection with metering problems |5 days since customer complaint
Responding to queries about
1.4. |charges and payments 5 days since customer inquiry
Deactivation of grid connection at
customers  request, if  supply]
interruption in the grid is not needed
1.5. 5 days since customer since
Deactivation of grid connection at
customers  request, if  supply]
interruption in the grid is needed )
1.6. 8 days since customer requets
Meter replacement or change of
meter settings at customer request
1.7. 7 days since customer request
Customer information about planned
1.8. |[supply interruption at least 2 days |prior to planned interrruption
2 Within transmission network service area
Customer site inspection in
connection with metering problems
2.1. during 5 days |since customer application
Information of concerned customers
about planned works in connection
2.2, |with meter at least 5 days |prior to commencing of works
Coordination of planned supply . . . .
interruption with customers Written information by the 15th date of preceding
2.3. |concerned month

3.2.6.2 Network service quality requirements

Regarding network service quality both supply intptions caused by faults (not

planned) and planned interruptions are regulategply interruptions lasting less

than 3 minutes are not considered interruptionsofding to quality requirements
time limits (maximum acceptable durations) arestifed, during which customers
shall be re-supplied. The time limits are distirsipeid for summer and winter period

(table 3.2.5). Since January 2011 the network service quality requirasemill

become stricter, i.e. the acceptable durationsnt#riuptions caused by faults will
become shorter. However, in Estonia the interruptibiration per customer have

never exceeded 8 hours during a year.
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Table 3.2.5 Network service quality requirements

Summer period from | Winter period from
April to September October to March

Transmission network
Acceptable duration of an interruption caused by faults 2 hours*/ 120 hours **
Acceptale annual accumulated interruption duration 200 hours (150)***

Distribution network

Acceptable duration of an interruption caused by faults 16 hours (12) 20 hours (16)
Acceptable duration of a planned interruption 10 hours 8 hours
Acceptale annual accumulated interruption duration by faults 100 hours (70)

Acceptale annual accumulated planned interruption duration 64 hours

Notes: *Power is supplied through two or more 1¥tdansformers or lines
** Power is supplied through single 110 kV transfier or a line
*** |n brackets requirements since 1 January 20fElesented

If undertakings fail to comply with the acceptabtlee limits they are required to pay
compensation to customers. As well the Authorityymatiate a misdemeanour
procedure in each specific case and impose a fi@eafty payment) in an amount of
up 50 000 kroons for a single violation.

The Authority has elaborated a specific form fqyaing. Undertakings are required
to fill in and to disclose it. In addition, it i®quired to disclose how many times and
in how many grid connection points they failed tomply with the quality
requirements. In connection with customer servieguirements undertakings shall
submit data on how many times they failed to fulié service quality requirements.
Network operators shall disclose the following natkvquality (continuity of supply)
indicators:

1) average fault caused interruption frequency peisaomption point per year
(CI; SAIFI)

2) average fault caused interruption time per consianggoint per year (SAIDI)

3) average fault caused duration of an interruptiofl[I)

4) average planned interruption frequency per consiompint per year

5) average planned interruption time per consumptantgper year

6) average duration of a planned interruption

All above-mentioned data on network quality arecldised on the Authority’s web
site.

Below table 3.2.6 presents the data that undeakshall submit on quality of
electricity supply. Respective tables are alsoldssxl in the Authority’s web site.
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Table 3.2.6 Data submitted by undertakings on quality of electicity supply

Maximumtime Year
Distribution
1. |Interruptions Transmis ] Unit notin ) )
son | Al | Oct1- Total | o pliance in compliance

Sept 30 | March 31

1.1 |No of interruptions caused by force major (e.g. natural 3days 3days

) pcs
disasters)

1.2 No of fault caused interruptions (excl those named in 1.1) 10 hours | 16 hours | 20haurs | pes

No of consumption paints, where annual accumulated fauit

caused interruption duration exceeded acceptable 200 hours 100hours pes - -

13

L4 o of planned interruptions ] 10hours | 8hours | pcs

No of consumption points, where annual accumulated planned
interruption duration exceeded acceptable

15

64 hours pcs

2. |Secunity of Supply indicators unit Qy
2.1 |Tota number of customers pcs
2.2 |Fault caused annual accumulated interruption duration minutes
2.3 |Planned annual accumulated interruption duration minutes
Average fault caused interruption frequency per
2.4 consumption point peryear (CI) (SAIFI) pcs sy
25 Average interruption ime per consumption point per year minute | 0,000
(SAIDI)
2.6 |Average duration of aninterruption (CAIDI) mihu  tes | 0,000
27 Average planned interruption frequency per consumption point pcs 0,000
per year
28 Average planned interruption duration per consumption point minutes | 0,000
per year
2.9 |Average planned duration of an interruption minutes | 0,000
3. |Distribution network voltage guality Unit Oty
31 No of connection points with voltage not complying standard pcs
" |EVS-EN 50160:2000 (incl. acceptable deviation +-10%)

3.2.6.3 Fulfilment of network service quality requirements by transmission
and distribution operators and duration of interruptions

Table 3.2.7 presents transmission (OU Elering) aisttibution (OU Eesti Energia

Jaotusvork) electricity supply quality indicatos 2007 and 2008. The deterioration
of indicators is caused by very heavy snowstornissimnia in December 2008. Table
3.2.8 presents duration of re-supply procedurdatentransmission network in 2008.
The procedures include re-establishing connectioetsveen networks and repair
works. Data are submitted by OU Elering (the TS@h&ccuracy of 30 minutes.
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Table 3.2.7 Quality of supply indicators in transnission (OU Elering) and distribution

(OU Eesti Energia Jaotusvork) networks

Security of supply indicators Transmission Distribution

Unit 2007 2008 2007 2008
Total no of consumption points pcs 233 245 615553 633438
Fault caused annual accumulated | pinyte 1740 1200,8 | 123 898 686 280441590
interruption duration
Planned annual accumulated minute 0 0 133 866 447 132911353
interruption duration
Average fault caused interruption
frequency per consumption point pef  PCS 0,000 0,160 0,000 2,450
year (CI) (SAIFI)
consumption point per year (SAIDI)
Average duration of an interruption | minute 0,000 30,791 0,000 180,000
(CAIDI)
Average planned interruption
frequency per consumption point peff  pcs 0,000 1,000 0,000 1,000
year
Average planned interruption duration inute 0.000 438.000 217 473 210.000
per consumption point per year ' ' ' '
Average planned duration of an minutes 0,000 438,000 454,297 304,000
interruption

Table 3.2.8 Duration of re-supply procedures in transmissietwork (OU Elering) in

2008
Line Interr_uption
duration (hours)

L301 Tartu - Valmiera 285,b
L354 Tsirguliina - Valmiera 278
L358 Tartu - Pihkva 50p
L373 Eesti EJ - Kingissepp 271
L374 Balti AJ - Leningradskajal g9
L677 Tsirguliina - Valka 58,5
L683 Ruusmée - Aluksne 499

Total 1983

3.2.7 Balance responsibility

The Electricity Market Act and grid code stipulaggulation of balance responsibility
in detail. According to it every market participastresponsible for its balance. The
balance period is one full hour and the balance loeyins at 00:00. A balance
provider shall provide the system operator withraliminary balance plan for a
calendar month, week and day. The final balanca @aprovided at 14:00 at the

latest in the preceding day.

The market is organised in the principle that ttemgmission network operator is
responsible for the balance of the whole system thiede can be many balance
providers operating on the market. For providingabee the transmission network
operator buys and sells balance energy. The méelitgydor calculating balance
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energy price and standard terms and conditions atdnibe agreements shall be
approved by the Authority. In formation of balangianergy price the transmission
network operator is obliged to buy and sell eleelrenergy at best possible price.

Balance is determined by the means of remote rgadivices ¢n-line) in case the

customer’s electrical connection capacity excee@s. -or determination of other
customer’s balance standard load curves are udad. rieans that for household
customers ann-line metering is not necessary.

Until amending of the Electricity Market Act (i.entil 1 May 2007) wind turbines

were exempted from balance responsibility. Accaydio the amendments wind
turbines shall also be responsible for their baasioce 1 January 2009, similarly to
other producers.

As the Estonian electricity market was opened amlg 13% extent until 1 January
2009, and since then it is opened in a 35% extental balancing energy market is
missing today and distribution network operatore egsponsible for non-eligible
consumer’s balance. The biggest balance provideéessi Energia AS and it provides
service, in which the sold electricity price inohgdalso balance responsibility service
or, it provides the so-called open supply. Inspireloseness of the market still three
independent balance providers have appeared be&idet Energia AS. The
Authority is in a position that effective balanciegergy market can appear only
when electricity market will be fully opened in 201

3.2.8 Unbundling of activities

An overview of the fulfilment of activity unbundigrequirement is presented in
below table.

Transmission | Distribution
of electricity of electricity

Separate headquarters (yes/no) Yes Yes
Undertakings acting as separate business

entities (yes/no) Yes Yes
Separate accounts together with guidelineg of

the regulatory authoritfyes/no) Yes Yes
Auditing of separation of accou(yes/no) Yes Yes
Disclosure of separated accoufyss/no) Yes Yes

Separate management board in which board
members of other group undertaking’'s do rnot
participate(yes/no) Yes Yes

According to law the transmission and distributinatworks shall form separate
business entities and shall not operate in othea af activity than provision of
network service, system service and provision darmang energy. A distributing
network shall form a separate business entity éf mamber of customers exceeds
100 000. The latter applies in reality only to thstribution network of Eesti Energia
AS group, OU Jaotusvork, as all other networks Hags than 100 000 customers.

35



These requirements are equally valid for both galfly integrated undertakings and
all other undertakings acting on principles of augr. The Electricity Market Act
stipulates also the requirements for managemeleigafly separated transmission and
distribution network operators. Thus, a member g tmanagement board of a
network operator may not at the same time be a raewflthe management board of
another electricity undertaking belonging to themeagroup. However, it is allowed to
be, at the same time, a member of the managemard bba network operator and a
member of the supervisory board of another elattrimdertaking belonging to the
same group.

A distribution network operator with the number afstomers below 100 000 shall
separate its accounts as follows:

= provision of network service

= sale of electrical energy

= secondary (ancillary) activity

All distribution network operators, regardless loéit size, shall keep their accounts
on the same principles, as separate undertakinggitopg in the same area of activity
should have kept. Therefore, a distribution netwoplerator that is not required to
form a separate business entity is obliged to kiseaccounts similarly to a business
entity and shall submit in its accounts balanceesherofit and loss account,

management report and other reports provided fahenAccounting Act separately

for network services, electricity sales and secon@ancillary) activities. Respective

information shall be submitted in their annual né@md disclosed. The separation of
accounts shall be audited and auditor’s opinicacagd.

The Authority has elaborated and disclosed on @B gite respective guidelines and a
reporting form, which can serve as the basis fgoassdion of activities for
undertakings.

In addition to the separation of network servicesge of electricity and secondary
activity undertakings shall also separate theipnants by different services (so-called
regulatory stipulated activity separation).

The transmission network operator shall separatactounts as follows:

= sale of network serviceeX-ante regulation, the Authority approves network
charges prior to their entry into force)

= transit of electrical energyX-post regulation, the Authority has the right to verify
justification of prices)

= charges paid by customers for connecting to thevarét (ex-ante regulation, the
Authority approves methodology for calculation ohoection charges separately
for every undertaking)

= gsale of balancing energgxpost regulation, the Authority has the right to verify

justification of prices)

secondary (ancillary) activity

A distribution network operator that is required favm a separate business entity

shall also separate its accounts as follows:

= gsale of network serviceeX-ante regulation, the Authority approves network
charges prior to their entry into force)
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= charges paid by customers for connection to theorét (ex-ante regulation, the
Authority approves methodology for calculation ohoection fees separately for
every undertaking)

= secondary (ancillary) activity

A distribution network operator that is not requir®e form a separate business entity

shall separate its accounts as follows:

= electricity sale to non-eligible customers (the Harity approves weighted
average price)

= electricity wholesale, including to eligible custera (the Authority has the right
to verify whether cross-subsidising is avoidedha sale of electricity to eligible
and non-eligible customers)

= gsale of network serviceeX-ante regulation, the Authority approves network
charges prior to their entry into force)

= customers’ paid charges for connecting to the nedwex-ante regulation, the
Authority approves methodology for calculation ohoection charges separately
for every undertaking)

= secondary (ancillary) activity

3.2.9 Ensuring of equal treatment

According to the Electricity Market Act all netwodperators are obliged to elaborate
an action plan with the measures for equal treatmkather electricity undertakings

and customers, including duties of employees inlementation of these measures.
The Authority has elaborated guidelines for theppration of such plan, which is

disclosed on the Authority’s web site. Accordinghtie guidelines, it is recommended
to compile the plan in a 3-year perspective. Aniyua report shall be submitted to
the Authority on implementation of the plan. Bolte tplan and the report are public
documents and all interested parties can be adggaivith them.

If the Authority is in an opinion that the plannst sufficient and does not comply
with requirements, a revision of the plan and itanging may be required.

As in Estonia there is only one transmission uradéng (OU Elering, formerly
named OU Po&hivork), special attention shall be paidnalysis of its equal treatment
action plan.

An energy undertaking can be considered as thecalytintegrated one in Estonia.

This is Eesti Energia AS group. The group possessehale production, electricity

generation, transmission network, distribution reely sale undertaking and

undertakings dealing with secondary activities.%G0ff Eesti Energia’s shares belong
to the Estonian state. In May 2009 business tdled logos of some undertakings
within the group were changed. The transmissioriesysoperator (the TSO) OU

Pohiverk was renamed to OU Elering. The structidrEesti Energia since May 2009
is presented below.
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Eesti Energia Corporate Functions

Electricity and Heat Minerals, Ol Electriciy
Retall Business Generatlon Biofuels Transmission
Energy Sales Pw':?PE?anE Mining Elering
Enefit {Latwia) Marva Hesating Orica Estonia Nordic Energy Link
f " Renewable
Enefit {Lithuanial Eneergy il ard Gas
Custormer Aulepa Technology
Sandloe Wind Farms Industries
Distributizn Iru Power Plant Electrotechnics
Network and Automatics
Eledrical Kohtla- Jdve
Works Hesting Test Centre
Network | il Shale Energy
Corstruction Energy Trading of Jordan
Telecommunications Salldus
Network

Most critical issue is securing of independenc¢heftransmission network operator
OU Elering, as besides provision of network sewi@eis also the transmission
system operator (TSO) being responsible for opmraif the entire power system and
its balance.

OU Elering is a separate independent businessyeifiite management board has
three members and according to law, the persoharge may not at the same time be
a member of the supervisory board of another etétgtundertaking belonging to the
same group. The supervisory board of OU Eleringsists of four members, three of
the them are from the group’s Mother Company, frem Eesti Energia AS. Their
office premises together with dispatch centre sated in a separate building. The
new logos for both Eesti Energia AS and OU Ele(fiogner OU P3hivork):

eg elering

Eesti Energia (JHENDAME ENERGIAD

A similar situation is with the distribution netwooperator Eesti Energia Jaotusvork
OU that belongs to Eesti Energia group. The unkergs members of the board

belong neither to management nor to supervisorydsoaf other undertakings. It has
an office premises separately from the group’s MptGompany and its own logo,

which is similar to the Mother Company’s one.
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An extremely important factor from the point of wief network’s independence is
the management of undertakings. Essentially, theh&toCompany’s competence
should only be limited to investments into produtyi of assets, approval of annual
budget and the long-term business plan. In the tiest networks should be
independent in their decision-making. It should rbentioned in this respect that
together with the formation of separate busineggiesin 2004 their independence
has significantly risen.

As regards the transmission network operator OUirjean important issue is the
action plan for possible crisis situations, in whiimitation of consumption may
become unavoidable. The operator has a detailed fplapossible crisis situation,
which provides equal treatment of all market pgrtiots.

In promotion of networks’ independence and theicgregulation it is important to

supervise the price formation for services purctidsem Mother Company and other
undertakings belonging to the group. The senimeght from Mother Company and
other undertakings of Eesti Energia have imporshiaire in the cost structure of both
the transmission and the distribution network. he services bought from Mother
Company a remarkable share have IT services, reoffice premises (these are
owned by Mother Company), as well as security,llagd other services.

The largest part of outsourced services from uad#leryys of the group is the
electricity purchased for compensation of poweséssfrom group’s power plants, in
which the major portion comes from AS Narva Elgaamad (two power plants in
Narva). This directly complies with the Electricitarket Act, which stipulates
purchase obligation from AS Narva Elektrijaamad.olTather undertakings belonging
to Eesti Energia AS group are Televork AS that ples telecommunication services,
and AS Elektriteenused providing power network tatsion, repair and

maintenance services. From these both the transmissd distribution network

operators purchase communication, repair and nr@EntE services. AS
Elektriteenused also takes part in constructiontene of new electricity supply

networks.

In connection with the services purchased from MobtBompany, the Authority has
followed principles that the prices may not exceb@ market ones and all
procurement rules have to be complied with.

3.2.10 Equal treatment action plan

The action plan for equal treatment prepared by EMting (transmission network
and system operator) has been analysed most thdypuigbelongs to Eesti Energia
group. Independence of the system operator is edlyeonportant in free market

conditions, where the operator has information ahufters of various electricity

producers and sellers and possible leakage ofinlfasmation is similar to stock

exchangeinsider phenomenon, which can give advantages for somekemar
participants before others. In February 2009 Eé&siergia’s internal auditors

submitted their annual report on equal treatmenOly Elering. According to the

report the internal audit did not reveal violation2008.
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The Authority has suggested that most of all thenséibn should be paid to the
following aspects:

= separating areas of activity and auditing

= securing independence of the management board

= purchasing services from inside the group

= securing information confidentiality inside the gpo

= public relations

Below the Authority’s assessment of the transmrssiad system operator’s
independence is presented.

3.2.10.1 Unbundling of activities in transmission network

Eesti Energia AS, as the Mother Company of thestrission network operator OU
Elering, fully fulfils the requirements the EU Imbal Electricity Market Directive and
the Estonian Electricity Market Act. The activitied the operator are limited to
provision of network services and sale of balaneergy, and since 1 May 2007 also
administering of the fund for supporting of prodiscasing renewable energy sources.
In addition, the undertaking has separated its watso their cost components
according to the requirements elaborated by thédiiy as follows:

= sale of network servicee-ante regulation, the Authority approves network
charges prior to their entry into force)

= transit of electrical energyX-post regulation, the Authority has the right to verify
justification of prices)

= charges paid by customers for connecting to thevarét (ex-ante regulation, the
Authority approves methodology for calculation ohoection charges separately
for every undertaking)

= sale of balancing energgxpost regulation, the Authority has the right to verify
justification of prices)

secondary (ancillary) activity

In conclusion the Authority is in a position that the transmission and system
operator OU Elering fulfils activity separation requirements of the Directive and
the Electricity Market Act and the separation of cst components in their
accounts secures transparency of service price foation, as well as avoids cross-
subsidising of activities.

3.2.10.2 Management of transmission network operator and securing of its
independence

According to the Electricity Market Act a memberhafard of another enterprise of a
group may not be in management board of the trasssom undertaking and may not
be in charge of the undertaking. However, it i®w#d to be, at the same time, a
member of management board of a group’s enterpais® a member of the
supervisory board of a network operator. Currerttig, management board has three
members, while the supervisory board has four mesnwéh the three supervisory
board members being also the members of Eesti En&&) as the Mother Company,
management board.
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According to the action plan members of the boaedpaid for fulfilment of duties.
The compensation is fixed by contract and it carch@nged only upon agreement
between the parties. The board members are paidsbon the basis of a system
(“Compass”) of balanced scorecards (metrics). Inega, such work arrangement
should secure independence of board members indbeision-making. At the same
time the Authority sees here a conflict of intesedamely, Eesti Energia AS group
has not formed a legal person for electricity sahel trading. These functions are
carried out by Eesti Energia AS itself, as by tloée sowner of the transmission
network. The Authority’s opinion is that it is ardbct of interests.The Authority
has made relevant remarks to Eesti Energia AS durip several years and
recommended to establish a sales undertaking indepéent from the group. So
far Eesti Energia has failed to fulfil the Authority’s requirement.

Eesti Energia AS sells electricity on domestic reris active in electricity trade, as
well it is the balance provider, i.e. is resporsifir the balance between production
and consumption. According to the organisationletteicity market the transmission
network operator OU Elering is responsible for hataof the entire system. Thus,
Eesti Energia AS, as the sale company and the d&larovider is responsible before
the transmission operator and, if needed, is fotaddllow orders of the latter. Hence
there is an obvious possibility for a conflict aterests, as members of Eesti Energia
AS (as the sale company) management board are aathe time also members of
the transmission operator’s OU Elering supervidmgrd.Despite the OU Elering’s
supervisory board has a member from outside of EestEnergia group the
Authority is in apposition that the OU Elering’s supervisory board should be
broader, i.e. there should be more members from oside of the group.

The Authority is in a position that the solution wid be establishing of a sale and
trade company as a separate legal person. In sassh lwoth the transmission (OU
Elering) and sales would be on the “same levelfeilation to the group. That would
eliminate the existing conflicting scheme, in whible balance provider is in a higher
level in the group than the transmission operatdnich supervises the balance
provider. The Authority has paid attention to thiertcoming already in its previous
reports, but no developments in the matter haventgkace.

The Authority is also in a position that Eesti Enegia AS group has to deal with
the guarantees of the transmission operator's OU Efing board members and
clarify the procedures according to which (at whatkind of conditions) an
impeachment of board members is possible. This shlouavoid situations, where
management can make decisions, which may be harmftdr the group as for one
of electricity sellers, but at the same time necemy for the organisation of a fair
market. To a certain extent this problem could also be&exblby establishing of a
separate sale entity. The problem was also addftdgséhe Authority in its previous
reports, but no developments have taken place.

The action plan clearly defines also the functidasbe performed by both the
management and supervisory boards of undertakiagicBlarly, the supervisory
board’s competence is to establish daughter coraparapproval of budget and
business plan, approval of extra budgetary investrpeogrammes, borrowing and
lending beyond daily business framework, and othBily operations, including

41



decisions on treatment of market participants, @mpletely the competence of
management board.

Conclusively, the Authority is in a position that Eesti Energia AS group should
establish sales company in the form of a separatéelgal person, in order to avoid
possible conflict of interests between sales and amsmission operator OU
Elering. Besides, it is recommendable to elaboratprocedures and criteria for

impeachment of management board members. It is alsecommended to enlarge
supervisory board with members outside of Eesti Engia group. Both problems

were repeatedly addressed by the Authority in its pevious reports, but no

developments have taken place in these questions.

3.2.10.3 Equal treatment of market participants

From the point of view of equal treatment of marketticipants it is extremely
important to secure confidentiality of informatioAs the transmission network
operator OU Elering is at the same time also thstesy operator (the TSO -
responsible for system balance and security of Igupp every time moment) it
possesses confidential information about the mar&dicipants acting on the market.
Similarly to stock exchange the transmission oper@UElering is like a stockbroker
having confidential information, using of which cajive advantages to certain
traders. As the owner, Eesti Energia AS, is ond@imarket participants to be treated
equally with others, it becomes crucial to secafermation. The information system
of the transmission operator is connected to tistegy of Eesti Energia AS group.
Bothe systems have common servers that are sepaiate “firewalls” and
administered by same administrators. The actiom plascribes that according to
internal regulations other undertakings of Eestergra AS group have no access to
the confidential information of the transmissionemyor. The plan provides for
changes in the internal work regulations with respe the equal treatment and
review of the internal documents dealing with equehtment measures, in order to
assure that the requirements of the equal treatmeidn plan are included in the
documents. The Authority is in a position that falliependence can be achieved only
by an independent IT system outside of the group.

As one of the competences of the transmission tgers securing of supply and
balancing of the power system, equal treatment afket participants is extremely
important also in respect to this aspect. Accordmghe Electricity Market Act the

transmission operator can give orders to consurpevgucers, network operators and
other market participants for adjusting their canption-production regime, in order
to safe-guard security of supply in the entire eystlt is extremely important that
both market participants belonging and not belogdgio Eesti Energia group are
treated equally.

In accordance with the action plan, safeguardingewfurity of supply is based on
respective internal documents established by OUrgeincluding the Procedures of
Operational Control of the Estonian Power Systear.ifproving cooperation with

larger clients relevant agreements on technicapeiion on the security of supply
are concluded or, are under conclusion. In orderségure cooperation with
neighbouring power systems agreements on pargérbation are also concluded.
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In emergency situations the guidance is the instms for liquidation of emergency
consequences elaborated by the Ministry of EcondXffirs and Communications,
as well as the plan for consumption limitations,ickhis adjusted annually. The
orders issued by the system operator proceed femurisy of supply needs. In order
to follow the requirements OU Elering has validatedtuments that describe actions
of the system operator.

OU Elering constantly develops the network andsatare of the transfer capacity of
transmission lines. In the coming 5-year periodcapacity limitations are foreseen,
except in Narva-Tallinn direction in connection lwihe Estonian-Finnish sea cable.
OU Elering has an agreement with the owner of Bstli according to which in case
of a congestion the electrical energy transmitteBdtlink can be limited as well.

If a congestion still appears by a coincidence @fesal circumstances, then OU
Elering will limit consumption by distribution netwks in accordance with the

limitation plan agreed with the network operatarsbeforehand. Respective plan is
adjusted annually. The transmission dispatch cesyisrator can decide upon actual
situation, which consumer to interrupt first, irterruption of who is most efficient in

specific situations.

Compared to other EU regions the Estonian situatidess complicated, because the
Baltic power system is the only one in which thisreurrently enough excess transfer
capacity and the transmission operator has no faedllocations of “deficiency”
service. A shortage is likely to occur in Estlidyt until 2013 it is a commercial
connection, in which capacity is shared betweerotingers on contractual basis.

Connecting of market participants to the transroissietwork is important from the
point of view of equal treatment, first of all ielation to producers, as consuming
customers connect to a distribution network, asle mhat is why equal treatment of
producers is especially important, as some of getsge entities, that are planning to
connect, belong to Eesti Energia group. During Y&strs the transmission operator
has issued specifications for connecting of windbihe (“windmill”) parks. As
regards connecting of producers a situation camapihat the transmission operator
OU Elering has to allocate “shortage source” orirgpyt in other words, existing
network may have not enough capacity in a speaife@/territory for connecting all
potential applicants that are willing to connedheTElectricity Market Act provides
for refusal, first of all in cases where existingtwork structure has lack of
transmission capacity for network service.

According to the action plan the transmission nekwaperator uses a common form
in concluding connecting agreements with all coteex. The form is disclosed on
their web site. In order to secure equal treatnfentall customers an internal
procedure for connecting has been establishedwoit of which is obligatory for all
employees dealing with connection issues. The @séeps for connecting to the
network are calculated on principles stipulatedrid code, i.e. on the basis of actual
justified cost. The fees include the cost of newigepent and the cost of
reconstruction of existing installations in orderdonnect the new capacity. In the
connecting procedures both the undertakings batgnand not belonging to the Eesti
Energia group are treated equally. Equal treatnsesisured for all entities willing to
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connect through same applicable connection comditiand common (standard)
connection contracts. In case of refusal to conttexttransmission operator follows
principles stipulated in the Electricity Market Adts paragraph 65. In situations
where connecting is related to shortage of transégacity the customer can get a
connection offer for a maximum possible capacitynd connection offers can be
issued, because needed capacity is unavailableptireectees are added to a waiting
list. Applications in the waiting list are procedsevhen requested capacity becomes
available, on the principle of chronological prtgri- earliest application in the list
gets the connecting offer first.

In conclusion, activities of the transmission netwd operator (OU Elering)
related to equal treatment of market participants @n be considered satisfactory
and the Authority has not observed cases of unequaleatment. The company
has internal regulations and rules that regulate atons and decisions to be made
when Eesti Energia AS group’s undertakings are cormmned. Whereas the
Authority is in an opinion that the transmission neéwork operator should further
develop new energy trading, including balance eneyy information system
independent from the group. In other words, it is mcessary to consider
establishing of an information system separated/unindled from the group.

3.2.10.4 Buying goods and services from undertakings of Eesti Energia
group

Buying goods and services from undertakings ofilEgstrgia group is important first
of all from the point of view of formation of prise Whereas, all Estonian citizens
buy services from the transmission network operdii@ctly or indirectly. Thus, it is
the case of highest monopoly level and that is wihgll purchases procurement rules
have to be strictly followed and goods and servibese to be bought at most
favourable prices.

Prices of goods and services bought by the tramssmnisnetwork operator are
reflected in the tariffs of network services ap@ad\by the Authority. That is why the
Authority has verified in the approval process \weetthe prices of goods and
services bought by Elering from enterprises ofdhaup are not higher than market
prices. Justification of investments, procuremerdcedures and other investment
related aspects were analysed. In the result ofatiaysis it appeared that the
transmission operator has followed good practicdatsnprocurement procedures.
Bidders from both inside and outside of the groapehequal conditions. As regards
buying of other goods and services the Authoritg falowed the principle that
services have to be bought at common market priceshe approval process a
thorough analysis has been carried out on thefigagtton of the prices for services
bought from inside the group. If the transmissiperator Elering had bought services
from inside the group at higher prices than acakptethe Authority, then consumers
would have not suffered from, but the differenceulddhave been paid for at the cost
of company’s profit.

Conclusively, the Authority’s position is that purchasing of goods and services is
done on equal basis from both undertakings insideral outside of the group.
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3.2.10.5 Public relations

In accordance with the Electricity Market and Pablnformation Acts network
operation undertakings are obliged to maintain @ wi&e and to disclose on it
information which is important to customers, likbacges for network services,
standard terms and conditions for network servioatracts, price for balancing
energy, standard terms and conditions for balangeeements, conditions for
establishing a network connection and other imporiaformation. The Authority’s
opinion is that the transmission network operatod @lering fulfils public
information requirements derived from relevant $&fion and during the last year it
has disclosed additional information important tarket participants, like system
peak load, transmission capacity of the lines, m¢ahnetwork repairs, level of power
losses in the network and other relevant infornmatidccording to their action plan,
beginning from 14 August 2009 Elering starts a-falile implementation of the
public information requirements the EC regulatiom N228/2003. On their web site it
is also possible to get information about their regnic performance: annual
accounts, action plans for equal treatment, et@ddition the operator has hired a
public relation manager, independent from the graupe person is responsible for
publishing information, press releases, etc.

The conclusion: the transmission network operator hAs significantly developed
the information disclosed on its web site and thendertaking fulfils conditions
stipulated by law.

3.2.11 Equal treatment action plan of distribution operator Jaotusvork

In May 2009 the distribution operator’s businefie thas changed to Eesti Energia
Jaotusvdrk OU. It has the logo that is common \Eigsti Energia group. The market
share of the distribution network operator Jaotusi®approximately 87,7% and it
belongs to Eesti Energia group and that is whyAtlidority has thoroughly analysed
the equal treatment action plan prepared by Jadtkisv

3.2.11.1 Unbundling of activities of distribution operator Jaotusvork

In relation to unbundling of activities, Jaotusv@dmpletely fulfils the requirements
of the EU Internal Electricity Market Directive aride Electricity Market Act. By
legal unbundling it is guaranteed that the undéntaks not active in other electrical
energy related fields than in so-called supporsiexyices — i.e. all services needed for
provision of distribution service and/or operatiofhthe distribution network. The
services patrticularly include carrying out eledtievorks, provision of operational
dispatch services, supervision on behalf of the eswaind production of reserve
energy.

The only activity of the undertaking is the prowisi of distribution service. In

addition, the undertaking has separated in its @aasoall cost based on requirements
elaborated by the Authority as follows:
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= sale of network servicee-ante regulation, the Authority approves network
charges prior to their entry into force)

= charges paid by customers for connecting to theorét (ex-ante regulation, the
Authority approves methodology for calculation ohoection charges separately
for every undertaking)

= network services that are not to be approved

= secondary (ancillary) activity

Conclusively, the Authority is in a position that te distribution network

operator completely fulfils the requirements for urbundling of activities

required by law and the cost separation in accountsecures transparency of
service prices, as well as avoids cross subsidisioigactivities.

3.2.11.2 Management of distribution operator Jaotusvork

According to the Electricity Market Act a member thfe management board of
another network operator of the group may not atsdime time be a member of the
management board of the distribution operator,b@m charge of it. However, it is
allowed to be a member of the management board ahdertaking of the group and
at the same time a member of supervisory boardhefundertaking. Currently the
supervisory board has five members, all of thenmfrdother Company. The
management board has one member.

According to the action plan the competence of fienagement board is making
decisions in the following:

1) investment decisions within the budget and rel&bedhily business

2) utilisation of funds within the budget

3) decision making on charges and prices

Unlike in the transmission network the managemeatd of the distribution network
operator consists of a single member. Law doestiymtlate the number of members
of the board of the distribution operator. Alsce tlesponsibility of the distribution in
the functioning of electricity market is signifidin lower than that of the
transmission network operator Elering OU. Nevesgbsg] the Authority is in a
position that enlargement of the board would besitiwe development.

The distribution network operator Eesti Energia Jadusvork OU fulfils law
requirements. The Mother Company’s intervention inb activities of the operator
where a conflict of interests could take place hasot been observed. However,
enlargement of the board could obviously be a posie step forward towards
securing independence of the board.

3.2.11.3Equal treatment of market participants
For equal treatment of market participants netwsekvices are provided in cases
stipulated in the Electricity Market Act, while stdard conditions for services are

approved by the Authority. In other cases certaist@mer groups are serviced on
principles of equal treatment and standard conubtiof contracts elaborated by the
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undertaking itself. The charges for services angr@aped by the Authority as well.
Charges for the services, which are not to be amgkoare calculated by the
undertaking using uniform methodology for all markearticipants. Refusal to
provide a network service is allowed only in casBpulated by law. The operator
constantly develops its distribution network. Tfasilitates to continuous provision
of network services in compliance with legal aatd ¢ghe activity licence conditions
in a manner that satisfies justified needs of gusts connected to the grid.

According to the action plan Eesti Energia Jaotde@U implements measures upon
orders by the transmission operator Elering OU.pRessve cooperation agreement
has been concluded between the two operators er twdsecure technical stability of
the grid and security of supply as well.

It can be concluded that activities of the distribtion network operator aimed at
equal treatment of market participants is regardedgood and the Authority has
not observed cases of unequal treatment.

3.2.11.4Buying goods and services from undertakings of Eesti Energia group

The transmission network operator Eesti Energiaudaérk OU buys a number of

essential goods and services from undertakingsesfi Energia AS group. This is an
important circumstance first of all from the prifemation point of view. Prices of

goods and services bought by the distribution nekveperator are reflected in the
tariffs of network services approved by the AuthoriThat is why the Authority has

analysed in the approval process the prices of gantl services bought from
enterprises of the group, verifying whether theg aot higher than market prices.
Justification of the price formation for the goodsd services of the group’s

undertakings have also been thoroughly analysedhénapproval of charges for

network services of the distribution operator f@&02 their operational costs have
been deeply analysed, with a special emphasis @mprikes for goods and services
purchased from Mother Company’s undertakings. Tuthérity came to a conclusion

that those prices are based on market ones aralitheo advantages given to Mother
Company compared to competitors on the market.

Conclusively, the Authority’s position is that purchasing of goods and services is
done on equal basis from both undertakings insideral outside of the group.

3.2.11.5 Public relations

In accordance with the Electricity Market and Pablinformation Acts network
operation undertakings are obliged to maintain & wi&e and to disclose on it
information, which is important to customers, likbarges for network services,
standard terms and conditions for network serviamtracts, conditions for
establishing a network connection, and other esdenformation. The operator has
its own communication personnel that organises comcation with media. Press
releases related activities of the undertaking published on behalf of the
undertaking. The Authority’s opinion is that thestdibution network operator Eesti
Energia Jaotusvérk OU has some shortcomings i fhablic relation activities.
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Particularly, their web site does have neither etreatment action plan nor a link to
it. The last annual report and performance indisatare for 2005/06, newer
information is missing. Links on their web sitede@ Eesti Energia group site where
the information is actually presented. Such a Sidnamay confuse customers. The
Authority’s view is that the distribution operatand the group need to have separate
web sites.

The conclusion: the distribution network operator has essential shortcomings in
public relation activities through their web site. The Authority is an opinion that
the operator shall develop its web site towards bitr customer friendliness in
accordance with requirements of legal acts.

3.2.12 Promotion of transmission operator’s independence

In connection with the new EU Electricity MarketrBitive Estonia has decided to
separate the ownership of transmission operatetwark (National Grid) from Eesti
Energia group. The latter principle is set outhe Electricity Sector Development
Plan until the year 2018, where the concrete tadet to bring the National Grid into
state ownership by 2010. This essentially mearisfitian the three options suggested
by the Directive the ownership separation from gheup is selected. By this means
all problems in connection with provision of indegence of the transmission
operator shall be solved.

3.3. Competition in electricity market

3.3.1 Wholesale market

The main features of the Estonian electricity magke transitional period until 2013
and an extreme concentration of the market. UBI®the market is opened only by
13% and since 2009 until 2013 the openness randgpe i85%. Whereas the 35%
openness means that the eligible customer qudidicacriteria assume an annual
consumption of at least 2,0 GWh and an estimatedbeu of eligible customers shall
total 615. Although four independent electricityless have commenced commercial
operations, their activities have still been refgy modest. The largest electricity
whole seller in Estonia is Eesti Energia AS withemtimated market share of 95%.
Since opening of the market in 1 January 2009 Rkfibé# customers and network
operators have changed their balance provider. &tmort-oriented market has
considerable developed, whereas sellers buy alggtdirom local producers and

export it afterwards.

Compared to other EU Member States one more spefithe Estonian market is its
little volume. In 2008 electricity sale totalledb87 GWh and system peak load 1 637
MW. According to the data presented in table betmwannual consumption has been
gradually increasing since 2001, but on conneatiih the economic recession a fall
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in consumption is expected. Estonia is a net egpand fully covers its electricity
demand by its own production. Some general indisatbthe market are presented in
below table 3.3.1.

Table §.3.1 General indicators of wholesale markeSource: Statistical Office
and OU Elering

Electricity Installed | No of producers |Market share off Average
consumption | Peak load | capacity | with more than 3 largest market price
GWh? MW MW  |5% market share| producers % | EEKc/kWh'
2001 |6 970 1321 2876 1 99
2002 |6 940 1336 2726 1 99
2003 |7 210 1475 2723 1 99
2004 [7 440 1318 2675 1 99
2005 |7 510 1331 2433 1 99 40,95
2006 [7 978 1555 2059 1 99 40,95
2007 |8 534 1537 2052 1 99 40,95
2008 [8557 1637 1960 2 99 44,64

Notes:"Narva Elektrijaamad production price
?Including network losses

The share of eligible market in 2008 was 1089 GWihjch is 15% of final
consumption of electricity. Relevant figures aregaemted in table 3.3.2 below. The
right hand column contains the electricity quantibught by eligible customers.

Table 3.3.2 Electricity consumption in Estonia

Total consumption Sold to eligible customers on
(without network losses) bilateral contracts
GWh GWh
2002 5686 670
2003 6 013 760
2004 |6 326 880
2005 |6 403 850
2006 |6 902 875
2007 |7 180 985
2008 [7427 1089

According to the general organisation of market-abgible customers may buy
electricity only from the serving network operatwr from seller designated by the
operator. Network operators in turn shall purchakeetricity for compensation of
power losses or for re-selling to non-eligible omsérs produced either in AS Narva
Elektrijaamad (Narva Power Plants), in cogenerapascess or produced by small
producers (of below 10 MW capacity). Essentialiy tajority of Estonian producers
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comply with these criteria and are in equal coondsi with the Narva plants. For
example, Eesti Energia AS sale undertaking buystretgy from various power
plants located in Estonia and re-sells it to othetwork operators. Other sellers
perform similarly. To some extent a market has geer from the sale of electricity
to network operators. Namely, dealers buy eletyridirectly from producers
independently from AS Eesti Energia and re-sét network operators.

Since there is no electricity exchange in Estomd electricity trade is negligent,
there is no market price for electricity as wel. drder to compare the Estonian
market with other markets in EU countries the Ndpeaver Plants’ (as the dominant
producer with a market share of over 90%) producpace has been taken as the
market one — which was in 2008 44,64 EEKc/kWh. 8ihcJanuary 2009 the price is
49,61 EEKc/kWh.

For adequate evaluation of electricity producetsole sellers it is rational to evaluate
their market share in the regional wholesale mairketoperation with other Baltic
electricity market regulators. With Estlink 1 thealBc electricity system was
integrated with Finland. In Lithuania and Latvieetmarket is opened and with the
planned Estlink 2 the Estonian and the whole Balilcbe more and more integrated
with the Nordic power exchange Nord Pool Spot (hereinafter NPS) and with
Finland. Since the beginning of 2007 the pricethenregional electricity market have
been determined bMPS Helsinki price area fluctuations. The actual Hedsiarea
prices were the following: 2007 average was 46,8K&kWh (30,01 EUR/MWNh)
and respectively in 2008 79,83 EEKc/kWh (51,02 BUWR/).

It can be concluded that there is no effective tat@ty market in Estonia, first in
relation to final consumers. However, competitisndeveloping between producers
and traders, although in export of electricity, vdas electricity producers that are
independent from Eesti Energia can export eletyridiself or through traders.
Nevertheless, new producers themselves choose dretsgtable options for selling
(to the TSO, to a trader or to eligible customensy thereby free competition takes
place.

There are very good possibilities for a Baltic &fety market, since unlike in other

EU Member States there is enough transmission tg@a@ilable between the Baltic

countries. Since 1 July 2007 the Latvian and Lithama markets were opened in
100% extent and since 1 January 2009 the Estonsaketopened by 35% (with an

estimated consumption level of 3 033 GWh). In 26@9 Lithuanian Ignalina nuclear

power plant will be closed down and this will rekelsle change the situation on the
market. Through the Estonian/Finnish power cableotbe extent also Finland can be
considered part of the Baltic market. As the powgstem of Baltic countries is

interconnected with Russia, also Russian elegtrimdts on the market. As there is
well-developed electricity market in Finland alongh the Exchange price, it can be
foreseen that prices in the Baltic market will hedgd by theNPS market price.

50



3.3.2 Impact of CO, on electricity price

Since 94% of electricity is produced from oil shahle price for electricity is
significantly influenced by C®emission reduction policy. It can be stated that t
impact of CQ policy to price formation in Estonia is remarkabigher than in other
EU countries. This is because production of eleityrirom oil shale has higher GO
emission level: production of 1 MWh of electricaleegy is accompanied by approx.
1 ton of CQ emissions. Thus, if all needed €Quantity should be bought at market
price it would significantly increase electricityige. For example, if the GQOton
price is €10 (156,5 EEK), then this adds the saome ® the price, i.e. €10 (156,5
EEK/MWh).

For the previous period (2005 to 2007) for Estoimaluding for the possessor of
Narva Power Plants Eesti Energia AS, enough, @Gota was allocated, which
satisfied domestic consumption and export needs.th® current period (2008 to
2012) the European Commission by its decision leatguota significantly. Estonia
has challenged this decision in the court. Basedtran decision the Estonian
government validated its internal quota allocatoben for 2008-2012. The plan sets
out a permissible annual G@uantity of 12,7 million ton, which includes a tsta
reserve of 1,04 million ton. Whereas, an allocatmmEesti Energia AS is 9,2 million
ton. Those significant cuts raise a question wheHesti Energia AS has enough £0
guotas for the coming 5-year period for supplyimgmeéstic customers or instead,
some extra quota has to be purchased. Howeverhaming extra quotas influences
electricity price. The Authority ordered calculat®d from Tallinn Technical
University of CQ quantities emitted by Eesti Energia AS. If to assuthat for
electricity export and for production of shale thié quotas will be purchased and if to
take into the foreseeable fall in consumption, tkesti Energia has necessary quotas
to cover domestic consumption.

However, there is an uncertainty about the nexication period that begins in 2013.
If then all the necessary G@Quota is to be purchased at a market price aridded

in the price of electricity, then at the currentgices of about €10 it would result in
significant expensiveness of electricity.

3.3.3 Retail market

Similarly the wholesale market the specific of let@arket is also determined by the
transitional period in market opening. Since ndgtele customers are obliged to buy
electricity from the servicing network operatoryHeave no possibility to change the
supplier. Also in the retail market the undertakimgh the biggest market share is
Eesti Energia AS with its actual share of about 88%e information related to retail
market is presented in table 3.3.3 below.
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Table 3.3.3 General retail market information

Market share of three biggest
sellers Change of seller
Large
No of and Small
undertakings No of very undertakings Small
Total  |with more than|independent| large | Medium and Large and| Medium | undertakings
consumptio| 5% market electricity |industri|and small| household |very large|and smalljand household
n GWh share sellers es |industries| customers |industries|industries| customers
2001 5607 1 0 100 93 93 0 0 0
2002 5686 1 0 100 93 93 0 0 0
2003 6013 1 0 100 93 93 1 0 0
2004 6 326 1 0 100 93 93 1 0 0
2005/ 6403 1 0 100 93 93 1 0 0
2006| 6 902 1 3 100 92 92 1 0 0
2007 7180 1 3 100 92 92 0 0 0
2008 7427 1 3 100 92 92 0* 0* 0*

* 2008 data are not confirmed

Data on the formation of prices paid by final cusérs (network services +
electricity) are presented in the following tabBeginning from 1 January 2008,
excise tax of 5 EEKc/kWh was added to the eletyrigiice.

Table 3.3.4 Electricity final consumer prices in 208

Large industrial| Commercial Household
Prices EEKc/kWh customer customer customer
Network service (without taxes) 19,77 43,04 58,22
Taxes included in network charge 0,00 0,00 0,00
Electricity 40,64 47,00 49,50
Subsidy for renewable energy 3,58 3,58 3,58
Excise tax 5,00 5,00 5,00
VAT 18% 12,42 17,75 20,93
Total (with taxes) 81,41 116,37 137,23

Notes:

According to Eurostat definitions:
- large industrial customer, one with an annuakcomption of 24 GWh, max capacity 4000 kW
- commercial customer, one with an annual conswmpif 50 000 kWh, max capacity 50 kW

- household customer is one with an annual consompf 3 500 kWh.
Prices according to Eesti Energia AS and Eesti giaglaotusvork OU (the distributor) price list

1 €=15,65 EEK
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3.3.4 Selling obligation and price regulation

General information on regulation of final custorpéace is presented in following
table.

Medium size Small
Eligible business  |businesses and
customers customers households
Regulated price (Yes/No) No Yes Yes
Percentage share of customers buying electricity at
regulated price 100 100 100
Possibility to switch back from market price to
regulated price (Yes/No) Yes Yes Yes
Electricity sellers with obligation to sell at regulated
price Network Network Network
operator operator operator

As it was already described in subsections 3.3dL38.2, until 2009 the market was
opened only by about 13%. Beginning fro 2009 theketais opened by 35% and
since 1 January 2013 it will opened 100%. Thugil @013 the electricity sold to

non-eligible customers shall be produced eitheN&rva power plants (AS Narva
Elektrijaamad), in cogeneration process or produlbgdsmall producers (with a
capacity of below 10 MW). Both AS Narva Power Psaabd Iru CHP plant belong to
Eesti Energia group, while the market share of Bdewer Plants in production is
95%. Narva plants use oil shale fuel mined in Bsto@il shale is mined by AS Eesti
Pdlevkivi, which is in market dominant position aatso belongs to Eesti Energia
group. According to the Electricity Market Act, tAeithority shall approve prices for
the following:

= price for oil shale, which is an important inputf@armation of production cost
of Narva Power Plants (AS Narva Elektrijaamad)

= production price for Narva Power Plants, which msimportant input in the
formation of the tariffs for electricity sold to neeligible customers

= tariffs of electricity sold to non-eligible customsaunder selling obligation

In addition to price/tariff approval the ElectrigciMarket Act also stipulates selling
obligation, according to which network operators abliged to sell electricity to all
non-eligible customers connected to their netwdrkligible customers connected to
the network of a network operator have no econdigic@mpetitive possibility to
purchase electricity from another seller, they &lawee the right to purchase electricity
at a price for non-eligible customers in the framsgwof the selling obligation.
Network operators have obligation to perform thiirge obligation themselves or,
they have also the right to designate anotherrsliperform the selling obligation.
For example, Eesti Energia Jaotusvdrk OU, the &rdistribution network operator
belonging to Eesti Energia group, has designatesdi EEmergia AS, as the seller of
electricity.

The principles of both approval of prices for dilage, for production and for sale by
Narva Power Plants are similar to those for thevask services. The price is formed
of justified costs, capital expenditure (depreoiatiof fixed assets) and justified
return. In the evaluation of justified costs thetl#arity considers technical efficiency
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indicators, cost saving principles and monitors tiveea cross subsidising is avoided.
The main difference compared to the regulation efwork operators is that in

production and sale price regulation there is rgulagion period and the regulatory
authority monitors prices upon undertaking’s amdlmn, while network charges are
approved for a certain fixed regulation period aar@ indexed by changes of
consumer (retail) price index and cost saving @lian (so-called RPI-x regulation).

The general principles of price approval were dbsdrin detail in sub-section 3.2

“Regulation of electricity networks”.

Regarding sale price the Authority approves weighagerage limit price and an
undertaking has the right to form different tarififs different customer groups within
this weighted average limit. The above-describedulagion leaves a flexible
possibility for undertakings for formation of diffmt prices within the weighted
average. According to the Electricity Market AcetAuthority has elaborated and
disclosed unified methodology for calculation ofuatified weighted average price
limit for performing of selling obligation. The nteidology determines the tariff
period, which is one year. If during the tariff el the actual price appeared higher
than the Authority approved weighted average diiod, it shall be compensated for
to customers during the next price period. This msetae next period tariff shall be
decreased. If the actual price appeared lower tharAuthority approved weighted
average price limit, it is considered as an und#ertgs risk and shall not be
compensated for by customers.

For AS Eesti Pdlevkivi (oil shale mining industryje approved price limit of 133

kroons (EEK) per ton was valid until 1 April 2008.has been approved already in
1998, i.e. the company has succeeded to sell aatime price for almost ten years. It
can be stated that AS Eesti Pdlevkivi has performféectively from an economic

point of view, i.e. their cost has been under an# circumstance that facilitated to
achieving that goal has been the good oil priceneworld market, which increased
oil shale mining for the purpose of shale oil pration. In February 2008 the

Authority approved the price limit of 147,69 EEKitand in September 2008 165,10
EEK/ton.

For Narva Power Plants the Authority approved pliroé in 2004 and this was valid
until April 2008. Their price consisted of two coaments: a variable part, which was
24,17 EEK cents per kWh and the capacity chargé8df637 EEK kroons per MW
per year. Since it is two-component price, theregghted average first of all depends
on the quantity of sold electricity and on 2004 rappls it resulted in the level of
40,95 EEK cents per kWh. In March 2008 the Autlyoaipproved new limit price of
44,46 EEKc/kWh, consisting of two components: aialde component of 30,415
EEKc/kWh and a capacity charge of 784 637 EEK/MWhus it resulted in a limit
price of 44,64 EEKc/kWh. In September 2008 the Autlg approved new limit
price components: the variable charge of 35,38 EBKb and the capacity charge of
784 637 EEK/MWh, thus forming the limit price of,82 EEKc/kWh.

In March 2008 the Authority approved for Eesti EparAS a weighted average price
limit for electrical energy sold to end consumensler the selling obligation of 45,63
EEKc/kWh. Is September 2008 a new price limit wagraved of 50,79 EEKc/kWh,
which serves as the basis for formation of a netaildel price list.
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In the process of approving prices for both Eesti Pélevkivi and Narva Power Plants the
Authority revealed a number of opportunities for cost savings and as a result the
approved prices came out significantly more favourable, compared to applied prices. The
savings for customers total to about half a billion Estonian kroons (EEK).

It can be said that both production and final comsu price regulations are cost-
oriented price regulations. The price reflects cage of justified operational cost,

reasonable return (profit) on invested capital. iIflvestments made into new capacity
are also included in the price. Thus, the currantepregulation prevents from a
situation of selling electricity below productiorost. For example, for AS Narva
Elektrijaamad, as the producer in market dominasditn, a return on invested

capital (assets) of 8,0% is accepted. Such leveluldhbe deemed justified,

considering its market dominant position.

The Electricity Market Act prevents also from oqeunce of a situation in which in

case of sharp rise of production cost it is impassio transfer it to final consumers.
In case of rapid changes in electricity market dritie approved weighted average
price limit does not cover all costs the undertgknay, at its own initiative, apply

prices exceeding the limit and after that subnmea weighted average price limit for
approval to the Authority. If the price appears justified, the undertaking is obliged
to compensate for the difference to customers.

The regulation of sale price to non-eligible custosnis both practical and necessary
as customers have no alternative possibilities thedseller is in market dominant
position in relation to non-eligible customers. Tiwation with Narva Power Plants
production price and oil shale price regulatiosimilar. As the Narva plants’ market
share is close to 95% it is obviously in market @@t position. The same is fully
true for the mining industry Eesti Pdlevkivi witts imarket share of close to 100%
and oil shale price is the determining input forria plants’ production price.
Without their production price and oil shale saleg@regulation customers are likely
to pay unjustified high price for electricity.

Thus, under the closed market conditions regulatidmoth production and sale price
is necessary and justified, in order to protecttamers and avoid earning of
unjustified super-profits by market dominating urtdkings.

As explained above, according to the current reéguiaalso eligible customers has
the right to buy electricity at regulated price.sRective right is stipulated by the
Electricity Market Act. Thus, an eligible custoneam buy either directly from Narva
plants or fro Eesti Energia, which is at the sametthe seller designated by the
distribution operator Eesti Energia Jaotusvork. Gavernment of the Republic has
an intention to amend the Electricity Market Acdaset out that beginning from 1
April 2010 eligible customers will no more have thght to buy regulated price
electricity neither directly from Narva plants nfioom Eesti Energia. This essentially
means that only non-eligible customers (65% of rierket) can buy electricity at
regulated price. Eligible customers can buy eleityrieither from Power Exchange
that is to be established or, through direct catsravith producers or traders.

Namely, the Estlink 1 owners and the Nordic PowecHange, i.eNord Pool Spoot
(NPS) have come an agreement according which beginmimm fL April 2010 50
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MW of the transfer capacity will be handed oveNIBS. This capacity will be used

for starting up of the Baltic Power Exchange. Thanes it can be foreseen that the
basis for market price will be thdPS price It is almost impossible to predict the
Exchange prices, but with current prices the piocesligible customers is likely to be

somewhat higher than the current production price Narva plants of 49,61

EEKc/kWh (3,17 EURc/kWh). An average price in theréipool Power Exchange in

the first half of 2009 was 3,62 EURc/kWh (56,64 EB&N).

The Authority is in a position that this is stepviard towards open electricity market
and therefore very much welcome. However, this @ander emerging and operation
of two fully isolated markets. As this takes plaspgculations with the regulated
price electricity should be avoided, i.e. a sitoiativhere a trader temporarily uses
advantages of regulated price by re-selling afi iiree market with an overcharge. As
the Government has undertaken gradual openingeafintirket, it could consider also
faster opening of the rest of market. From the maflunctioning point of view it
would be best to simultaneously open the entirekatar

3.4. Competition supervision

The Competition Act provides definitions for unddinhgs with market dominant

position, undertakings having special and exclusnghts and undertakings

possessing and controlling essential facility. Avdertaking, or several undertakings
operating on the same goods market, has dominasitiqgroif the position enables

it/them to operate in the market to an appreciaééent independently from

competitors, suppliers and buyers. Dominant pasiiopresumed if an undertaking
or several undertakings operating on the same madmunt for at least 40% of the
turnover in the goods market.

According to the Competition Act, any direct or ittt abuse by an undertaking or

several undertakings of the dominant position ia oods market is prohibited,

including:

1) directly or indirectly imposing unfair purchaee selling prices or other unfair
trading conditions

2) limiting production, service, goods marketshtdcal development or investment

3) offering or applying dissimilar conditions to uegalent agreements with other
trading parties, thereby placing some of themairapetitive disadvantage

4) making entry into an agreement subject to aecegt by the other parties of
supplementary obligations which have no connectigth the subject of such
agreement

5) forcing an undertaking to concentrate, enteo i@ agreement, which restricts
competition, engage in concerted practices or adajgicision together with the
undertaking or another undertaking

6) unjustified refusal to sell or buy goods

Special or exclusive rights are deemed the righésitgd to an undertaking by the
state or a local government which enable the uakieng to have a competitive
advantage over other undertakings in a goods markiet be the only undertaking in
the market. An undertaking is deemed to controkmssl facilities or to have a
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natural monopoly if it owns, possesses or operatestwork, infrastructure or any
other essential facility which other persons candoplicate or for whom it is
economically inexpedient to duplicate but withoatess to which or the existence of
which it is impossible to operate in the goods reark

The Competition Act stipulates obligations of urtdkings with special or exclusive

rights or in control of essential facilities accoigl to which above mentioned

undertakings shall:

1) permit other undertakings to gain access tongigvork, infrastructure or other
essential facility under reasonable and non-didoatory conditions for the
purposes of the supply or sale of goods

2) keep clear separation of accounts for diffeygmnary and secondary activities
(e.g. production, transmission, marketing and otlmeras of activity) enabling
thereby transparency of economic performance

3) maintain separate records on revenue and expeadelated to each product or
service based on consistently applied and objdgtiyestified principles of
calculation, which shall be clearly specified inethnternal rules of the
undertaking. The calculation of revenue and expemsast enable to assess
whether the price of a product or service is ieasonable ratio with the value of
the product or service.

An undertaking with special or exclusive rightsimrcontrol of an essential facility

may refuse to grant other undertakings accessetméfwork, infrastructure or other

essential facility if the refusal is based on obyecreasons, including cases where:

1) the safety and security of the equipment comtkcwith the network,
infrastructure or other essential facility or thH#ioeency and security of the
operation of such network, infrastructure or fagiare endangered

2) maintenance of the integrity or the inter-opéitgiof the network, infrastructure
or other essential facility is endangered

3) equipment to be connected to the network, itrisature or other essential facility
IS not in conformity with the established technis&ndards or rules

4) the undertaking applying for access lacks tlohrteal and financial capability
and resources to provide services efficiently aafglg to the necessary extent
through or with the assistance of the network,astitucture or other essential
facility

5) the undertaking applying for access does nad liwe permit prescribed by law
for the corresponding activity

6) as aresult of such access, data protectioniged\by law is no longer ensured

On the basis of the Competition Act all network m@pers are undertakings with
special and exclusive rights, as well as the ua#largs possessing essential facility.
The exclusive right is granted also by the concesprinciple, as described in section
3.2 above, by which to every distribution netwodstservice area assigned to it and
in which only one operator may provide network gsgs. The Electricity Market Act
regulates the activities of network operators imaleand assigns the supervisory
function as well. That is why supervision of thdiztes of network operators is
regulated primarily by the Electricity Market Act.
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Eesti Energia AS has market dominant position lastha producer and as a seller.
Based on the Electricity Market Act, the Authorisyobliged to approve the price of

electricity sold to non-eligible customers and he tframework of this also the

production price of Narva power plants. The Authpohas also the right to monitor

the prices of a market dominant seller and of teetecity sold by a producer.

If a market dominant undertaking or an undertakingontrol of an essential facility
abuses its position then pursuant to the Competaict a precept may be issued or a
misdemeanour proceedings may be initiated (puniehHapba fine/penalty payment of
up to 500 000 EEK). Repeated abuse may be sulgegumnishment by way of
criminal procedure.

Since 1 January 2008 the Authority as the authosiih new functions has an

obligation to supervise market functioning pursuartboth the Electricity Market Act

and the Competition Act. The Electricity Market Aggulates in detail electricity

network undertakings’ activities — their rights arabligations. Although the

Competition Act stipulates the obligations of ettty network undertakings as ones
in control of an essential facility it is practice apply in networks regulation the
specialised act - the Electricity Market Act.

On the contrary, the activities of producers aadérs are regulated in the Electricity
Market Act quite broadly speaking. Hence it mayrbere practical to apply here
primarily the Competition Act. In February 2008 8alEnergy Partners, a trader of
electricity, submitted a complaint about Eesti e AS owned Narva power plants’
activity. According to the complaint the plantsusdéd to sell electricity. In the
settlement of the dispute the Authority based oa @ompetition Act. It was
ascertained that Narva power plants are undertakingharket dominant position and
the refusal to sell was an abuse of this posifidre case revealed advantages of the
merged Authority — energy sector problems can lheedopursuant to Competition
Act while using the knowledge and experience of #mergy market regulatory
authority.

3.5. Obligations of market participants and customer
protection

3.5.1 General obligations of market participants

The obligations of market participants are stipadaih the Electricity Market Act. In
addition to law stipulations the Authority issuasagtivity licence with conditions set
forth in it. An activity licence is required foregHollowing activities:

1) termination the exploitation of a generatingtatiation with a net capacity of
over 1 MW

2) generation of electricity, except for generatipnone producer using generating
installations having a total net capacity of ldsmt100 kW

3) provision of network services through a disttibn network

4) provision of network services through the traissnon network

5) transmission of electricity through a directremt line crossing the state border
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6) transmission of electricity through a direcelin
7) selling of electricity
8) import of electricity, except for the import efectricity by the system operator

An activity licence together with conditions theneis issued by the Authority. After
issuing the licence, the Authority may change tlmddtions or validate new
conditions if this becomes necessary due to amenmef legislation, for
maintaining of security of supply or in order tosare fulfilment of obligations in
compliance with the Electricity Market Act or otHepgal acts.

Most thoroughly the Electricity Market Act regulatactivities of network operators,
with their main obligations stipulated below. A wetk operator shall provide the
following network services to the customers, praacline possessors or any other
network operators within its service area:

1) on the basis of a corresponding request, conaagt electrical installation
conforming to the requirements and located in éivise area to the network at
the connection point

2) on the basis of a corresponding request, ameadansumption or generation
conditions

3) enable a network connection to be used at theesion point

4) transmit electricity through its network to tlwennection point or from the
connection point

5) ensure the installation of a metering devicef@oning to the requirements of
legislation to determine the amounts of electritignsmitted through its network

6) ensure the collection and processing of measmedata

7) provide ancillary services directly relatedhe hetwork services

A network operator shall observe the principle a@fua treatment of market
participants when providing network services. Awwk operator has the right to
refuse to provide network services if:

1) electrical installations of the user of netwa#rvices do not conform to the
requirements of legislation or to the technical dibans established by the
network operator for connection to the network

2) the provision of network services is not possitar any other reason dependent
on the user of network services

3) the provision of network services is not possitar reasons independent of the
network operator

4) network of the network operator lacks the nemgssransmission capacity for
provision of network services

A network operator shall provide grounds for anfysal to provide network services.
In the reasoning, the legal basis for refusal shellindicated and the CA shall be
notified of refusal to provide network servicesnétwork operator shall develop the
network within its service area such that the cardd provision of network services
is ensured to all customers, producers, line psessgsand any other network
operators connected to the network, in accordandé their justified needs,
legislation and conditions of the activity licence.
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In essence the described regulation ensures poavisf network services to all

market participants and third party free acceshéonetwork. Possibilities of refusal
to provide network services are extremely limited & practice no cases of refusal
has been recorded.

Compared to network operators the Electricity Mavket sets much less obligations
to producers of electricity. According to the Adtet generating installations of
producers shall conform to the technical requirasezstablished by grid code.
Producers’ actions shall comply with orders issumd the system operator. A
producer shall notify the system operator prompifyany dangerous situations,
accidents or other circumstances that endangeouwd @ndanger security of supply
or the performance of any contractual obligations.

In addition to law the Authority has set forth abligation to the market dominant
producer AS Narva Elektrijaamad (Narva Power Platds) to secure uninterruptible
supply of electrical energy to customers. SinceMeBva Elektrijaamad and OU Iru
Elektrijaam (Iru Power Plant Ltd.) are extremelypwntant for securing of district
heat supply to Narva and Tallinn city respectivéihe Authority has set forth in their
activity licences an obligation of an uninterrupgilsupply of heat to the cities.

An electricity selling licence is required for bothe network operators that sell
electricity to the customers connected to theirwoeét and for undertakings
performing electricity trade.

3.5.2 Rights and obligations of Competition Authority

From a supervisory authority point of view, the dfsan legislative basis can be
considered as a solid one and gives for the Authenough possibilities for market
regulation.

The Authority has the right to get necessary infation from a market participant
and from state and local municipal authoritieshtrig enter their territory, rooms and
facilities for the purpose of on-site inspectioramine the documents necessary for
supervisory activities and other information andcuwmstances and make extracts,
transcripts and copies thereof. The Authority ckso anspect the accounts and price
formation practices applied by market dominant pomis or sellers, establish
development obligations for undertakings througkerice conditions. For example, it
can impose an obligation for operators to inves$b ithe network which has not
secured stable electricity supply for customersdcordance with requirements.

At the same time the Authority is obliged to camwut general supervision of
fulfilment of the Electricity Market Act stipulatis and to make prescripts in case of
violation. In addition, market participants (consrmn or undertakings) can record
complaints on activities or inactivity of other rkat participants and the Authority
has to re-settle them by its decisions. Both thecgpts and decisions are
administrative acts that can be challenged witla@ministrative court, which has the
right to invalidate an Authority’s decision or apept.

60



Additionally the Electricity Market Act also stiptes that in case of certain
violations of law the Authority has the right toitiate misdemeanour proceedings.
The following violations of law are determined asdemeanours:

1) violation of the obligation (failure) to provide tweork services

2) violation of the quality requirements for provisiohnetwork services

3) sale of electricity at a price which is not appmbwa which is higher than the
approved price

4) violation of the rules of cross-border electriditggde

5) failure to submit information

The penalty payments that can be imposed in cas®laftion of the above position
1) is up to 20 000 kroons (EEK), in other casesmb0 000 kroons

If a market dominant undertaking or an undertakingontrol of an essential facility
abuses its position then pursuant to the Competaict a precept may be issued or a
misdemeanour proceedings may be initiated (punishiayp a fine of up to 500 000
EEK). Repeated abuse may be subject to punishnyamép of criminal procedure.

3.5.3 Customer information

Network operators are obliged to maintain a web aitd disclose on it the following
information:

1) principles of formation of the fees for connecttoghe network

2) data reflecting efficiency, quality and profitabyliof the network operations

3) data on the sale enterprise in case the networkatgpehas designated another
undertaking to execute the selling obligation

4) charges for network services

5) standard terms and conditions of customer contritprovision of network
services

Sellers of electricity have to disclose on theibveée:

1) tariffs for the electricity sold within the framevkoof the selling obligation (to
non-eligible customers)

2) standard terms and conditions for electricity sale

3) data about environmental impact during previousomapg year: CQ and SQ
emissions, disposed oil shale ash and radioactagencaused in production of
the sold electricity

The network charges and the tariff for electri@pld in the framework of the selling
obligation shall be published at least 90 daysrgadheir entry into force. In addition
to web site the tariffs have to be disclosed alsoai least one daily national
newspaper. The standard terms and conditions tigion of network services and
for the selling of electricity shall be disclosadeast 30 days before becoming valid.

If a network operator sells both network servicd atectrical energy, it is obliged to
separate on customer bills respective prices. Alless of energy are obliged to
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inform customers about the distribution of energyurses used in production.
Respective information shall be attached to théorner bill.

In conclusion the Authority is in a position thdttet customer information in the

electricity sector is quite well regulated. The tonser pre-information time about

price/tariff changes is sufficient and most netwoperators have good web sites from
which their customers can get enough informatiouabnetwork services and

electricity sale as well.

3.5.4 Customer contracts, supply limitations and interruptions, extra-judicial
proceedings

As regards customer contracts the Authority is position that it is a well-regulated
field and customer interests are enough proteétecbrding to the Electricity Market

Act standard terms and conditions of contacts fowvigion of network services, for
electricity sale to non-eligible customers undexr selling obligation and connection
to network shall be approved by the Authority. lppeoval of above mentioned
standard contract conditions the Authority follot® principle of proportionality,

aiming balance of rights and obligations of botldemakings and customers. An
important criterion in approval of standard termsd aconditions is also their
compliance with the Law of Obligations Act.

The contract entered into with customers for priovisof network services may be
both with a specified term or term less. As rubnt less contracts are concluded.
Both network operators and sellers of electricitgynthange conditions of contract
only if there is an objective reason for that iderto take into account changes of
circumstances and only if the Authority has grarapgdroval to a change of standard
conditions.

Interruption of network connection is regulatedyvdetailed and the Authority is in a
position that the protection of socially vulnerabiestomers in possible case of failure
to pay in time is sufficient. A network operator ynaterrupt the connection of a
customer to the network if the customer has faitegay the amount payable on the
basis of the contract entered into with the netwapkrator or seller or, has in another
manner materially breached an obligation arisingmfrthe contract. Before
interruption of a network connection a notice conoeg the planned interruption of
the network connection shall be sent to the custoifiee notice shall set out the
grounds for interrupting the network connection até planned time of the
interruption. The network connection of a custommaty be interrupted after at least
15 days have passed since the notice was sent, @ahating that period, the customer
has failed to eliminate the circumstances whichenbe grounds for interruption of
the network connection and has not notified thewodt operator or seller, as
appropriate, thereof

If a network connection is interrupted on the gmaithat a customer who is a natural
person has failed to pay an amount payable acapridinthe contract due to the
temporary insolvency of the customer because of dnisher serious illness or
unemployment, the customer may notify the netwopkrator or seller thereof in
writing. Evidence of those circumstances shall freeaied to the notice. On receiving
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the notice and evidence, a network operator mayrunpt the network connection of a
customer who is a natural person after at leasda83@ have passed since the notice
was sent and if, during that period, the customas failed to eliminate the
circumstances which were the grounds for interasptf the network connection and
has not notified the network operator or selleragropriate, thereof.

If a network connection is interrupted on the gmbainhat the amount due has not
been paid, the connection may be interrupted dutiegperiod from 1 October to 30
April in a building or a part thereof which is rdential space, used as a permanent
residence and heated in full or primarily by eledty only when at least 90 days have
passed since the notice and if, during that petioe,customer fails to remove the
circumstances which were the grounds for the inpion and has not notified the
network operator or seller, as appropriate, ther&afetwork operator may also limit
the capacity of the network connection of a custorfike customer shall be notified
of such limitation at least 15 days in advance.

A network operator may promptly interrupt the netkvoonnection of a customer if
the customer increases, without authorisationjithigeed capacity, uses electricity or
without authorisation (steals electricity), usescéiical installations which do not
meet technical requirements, are dangerous orféengemwith the operation of the
network as a whole or prejudice security of supply.

Possible cancellation of both network contract eledtricity sale contract is precisely
regulated by the Electricity Market Act. A netwookerator may cancel a network
contract and disconnect the place of consumptiom fthe network if: the network
connection has been interrupted by the network atperdue to a breach of the
network contract and the interruption has lastechfdeast 180 consecutive days and
the customer has failed, during that period, tmiglate the circumstances which were
the grounds for the interruption or commence thesamption of electricity; and the
customer has materially breached obligations ayi§iom the network contract and
the breach has not been remedied within a reasemaiod of time granted by the
network operator meaning that, as a result, thear&toperator cannot reasonably be
expected to continue executing the contract.

A network operator shall give notice of the caret@dn of a network contract at least
30 days in advance. The notice shall set out thargts for cancellation and the date
of termination of the contract.

A seller or a network operator has the right tocehmn electricity contract if: (1) the
customer has materially breached obligations ayisiom the contract and has not
remedied the breach within a reasonable periodinoé tgranted by the seller or
network operator; (2) the network connection thiowghich electricity was sold on
the basis of the electricity contract has beenriapged on the grounds that the
customer has failed to pay the amount payablectiseomer has materially breached
an obligation arising from the contract in anothesnner and the interruption has
lasted for at least 60 days; (3) the customer Isasl electricity or network services
without authorisation or has intentionally or doegtoss negligence caused damage to
the property of the network operator or the sealgenification marks placed on the
metering devices by the network operator or thieiseéh customer shall be notified of
the cancellation of an electricity contract at t€2® days in advance. The notice shall
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indicate the grounds for cancellation of the casttrand the date of contract
termination.

All market participants, both undertakings and ousdrs have the right to refer to the
Authority as to an extra-judicial body. A marketrig@pant may record a written
complaint with the CA against an action or an omis®f another market participant
that is in conflict with the Electricity Market Aatr legislation established on the
basis thereof. The Authority reviews the complantd makes a decision thereon
within 30 days as of the receipt of the compldinthe Authority requests information
necessary for resolving the complaint, the passéagige term shall be suspended, but
not for longer than 60 days. The Authority’s demms can be challenged with an
administrative court in 30 days since receiving afecision.

Conclusively, the Authority is in a position that éectricity customers are quite
well protected. The tariff for electricity sold to non-eligible customers is
regulated, the costs forming it is under control ofthe regulatory authority and
for undertakings justified return on invested capital is ensured. If eligible
customers fail to purchase electricity at a more feourable price they have the
right to buy at the price regulated in the framewok of the selling obligation. The
currently enforced regulation of market dominant producer and seller is
necessary in the situation of gradual market openig and to-days opening level of
13 %. Without regulation a situation is likely to arise in which both producers
and sellers attempt earning unjustified super-profi.

Sufficient information is available to customers abut the formation of prices,
standard terms and conditions of contracts, energgources used for production,
etc. Most network operators have well shaped webtss that contain sufficient
information. The standard terms and conditions of ontracts for provision of
network services and sale of electricity are to bapproved by the Authority and
possible interruption of network connection or canelling of sale contracts are
regulated in detail by law.
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4. Review of gas market and its regulation

Similarly to electricity system also the gas suppygtem was built during the former
Soviet Union and historically formed part of thevied gas supply system. Map of the
Estonian gas supply system is presented in drawihd below. Estonia has cross-
border connections only with Russia and Latvia.sltstonia is in a situation similar
to other Baltic countries and Finland, without cections with other EU member
states and the only source of supply is Russia.

Drawing 4.1.1 Natural gas network in Estonia

In 2008 natural gas consumption totalled 962,5iomilh?. 64,8 millionout of it was
used for electricity generation, 327 min for heatduction in power plants and boiler
houses, 190,3 mIn by household and business custgmenarily for space heating
and 383,5 min fhfor industrial purpose. Thus, a specific in Eséois that a large
share of gas is used for industrial and space rigegtirpose and the share used for
electricity production is low. Consumption of gag tifferent customer groups is
presented in below diagram 4.1.2
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electficity producfion

Drawing 4.1.2 Consumption of natural gas by customiegroups in 2008 Source: AS Eesti
Gaas
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Drawing 4.1.3 Consumption of gas mill m Source: Statistical Office and AS Eesti Gaas

In 2008 a downfall of gas consumption took plackisTs related to the economic
recession and high gas prices. Estonian GDP f&008 by 3,6% and for 2009 a 15%
decrease is anticipated. This may result in furthecrease of gas consumption in
2009.

So far almost 20% of the Estonian consumption leslihe quantity consumed by
AS Nitrofert, the producer of fertilisers. Thusjstttonsumer largely determines the
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future consumption of gas in Estonia. In FebruaB02 Nitrofert seized its
production. Without Nitrofert gas consumption stall by 215 million n? (22%) and
total presumably 750 million '/nThe decrease in gas consumption is facilitated al
by the commissioning of two new heat and power negaion plants in Tallinn and
Tartu. In both of them natural gas was replacetbbsl wood and peat fuel. In longer
run gas consumption will first depend on AS Nitrafdf it will not resume operation
an annual total shall not increase 750 millioh m

The share of natural gas in the Estonian energgnbalis 13,8% (drawing 4.1.4), so
the share is not very large and as mentioned hajaseis primarily used for industrial
purpose and for space heating. Therewith the stfagas in electricity generation is
only 2,9%, but in heat production even as high&4% (see drawing 4.1.5).
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Drawing 4.1.4 Domestic use of fuels in 2008 Sourdglodified from quantity data of
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Besides above the Estonian gas supply is also deaised by the circumstance that
in many areas like western part of Estonia inclgdsiands and central Estonia is
without gas supply. To a large extent, the reasolow population density of the
territory. During the last years the network hagpamded into Parnu County,
Pdltsamaa and the town of Viljandi. The next stethe plan to develop the network
to Paldiski. Through Paldiski also possible Estofitannish gas connection would
go, if undertaken. Thus, the decision on constouctf the line and its dimensioning
(pipeline diameter) depends upon the decision ef Estonian-Finnish connection.
According to the plans in 2010 the pipeline conioectvith Ahtme Power Plant will
be commissioned.

Similarly to the electricity system it should be mmsised that the transmission
infrastructure is strong, there is no cross-bortlansfer capacity deficit between
Baltic countries. At the same time a specific italtalependence on supplies from
Russia.

The formation of an Estonian gas market dates back998 when the Energy Act

entered into force. By the Act all customers exdepiseholds were determined as
eligible ones. Sincel July 2007 all customers #igthée ones. This means that also
household customers are free to choose the seltdeft and the market is opened
100%. Table 4.1.1 presents the dynamics of thergaket opening.

Table 4.1.1 Gas market opening

Annual  consumptigPercentage

Year GWh market opening
1998 All, excl. households| 95

1999 All, excl. households| 95

2000 All, excl. households| 95

2001 All, excl. households| 95

2002 All, excl. households| 95

2003 1,8 95

2004 1,8 95

2005 1,8 95

2006 All, excl. households| 95

2007 All customers 100

2008 All customers 100

2008 All customers 100

4.1.1 Cross-border connections, available transfer capacity and its allocation

Estonia has network connections with Russia anglid.afAltogether there are three
connections: from Narva and Varska to Russia aooh fKarksi to Latvia (drawing
4.1.1) with the total transfer capacity of 11 0OB6usand rhdaily. As a rule, only the
Varska and Karksi connections are operational. Wheva connection is typically
closed because of limitations (congestion) in thiesdRan side network. The transfer
capacities of particular connections are the foilmw

Karksi connection with Latvia 7000 thousand daily
Varska connection with Russia 4000 thousaridiaily
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Narva connection with Russia, with a theoreticahsfer capacity of 4000 thousand
m? daily, but the actual transfer capacity is not entian 500 thousand®rdaily

The 2008 peak load was 5200 thousarfddaily, which much lower the available
transfer capacity. Natural gas annual peak consongare presented in table 4.1.2.

Table 4.1.2 Natural gas peak consumption and tranef capacity of transmission system

Import Availa_ble transfer
Eesti Import Total Peak load capacity of system
Gaas | Nitrofert | consumption 1000 1000
mill m® | mill m® mill m® | m3/daily MW m*/daily MW
2001 789 76 865 5 400 2 099 7 000 2721
2002 675 48 724 5 000 1944 7 100 2760
2003 732 106 838 5 500 2138 7 800 3032
2004 749 213 962 5100 1982 8 300 3226
2005 774 216 991 5200 2021 10 400 4043
2006 794 215 1008 6 700 2 604 10 500 4081
2007 796 208 1004 6 400 2 488 10 700 4159
2008 748 215 963 5200 2021 10 900 4237
2009 progn 650 25 675 4 300 1671 11 000 4276
2010 progn 650 50 700 4 300 1671 11 000 4276
2011 progn 675 100 775 4 300 1671 11 000 4276
2012 progn 700 100 800 4 500 1749 11 000 4276
2013 progn 725 150 875 4 500 1749 11 000 4276
2014 progn 725 150 875 4 500 1749 11 000 4276
2015 progn 750 200 950 5000 1944 11 000 4276
2016 progn 750 200 950 5 000 1944 11 000 4276

Therefore, currently there is no lack of transfapacity. According to a prognosis of
the system operator EG VOrguteenus there shalldbeapacity deficit until 2016.
That is why the regulatory authority has no neeadctpacity allocations. Currently
the technical transfer capacity in Narva direci®d 000 ni daily (1 555 MW), but it
cannot be utilised because of some network linoiteti(congestion) on the Russian
side. In addition, EG Vdrguteenus plans to gragumtrease the transfer capacity
that first of all will be achieved by reconstructiof gas distribution stations.

In conclusion: the Estonian gas transmission sydsietay has sufficient transfer
capacity and until 2016 there will be no capackfidt. Moreover, the Estonian side
technical transfer capacity is 15 008 daily, but it cannot be utilised because of the
transmission network limitations (congestion) oa Russian side in Narva direction.
A precondition for transfer capacity increase igHar investing in network on the
Russian side.

4.1.2 Gas networks’ price regulation

Unlike electricity networks in issuing activity éaces the so-called exclusive right
principle is not applied for gas networks and adcay to the Natural Gas Act
erection of parallel networks is allowed. In praetso far no case of construction of a
parallel network has been recorded.
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In issuing activity licences to distribution netwarperators the Authority determines
the service area for an undertaking on map. Netwperator is obliged to develop

the network in their service area in a manner &msures gas supply to all already
connected customers and to new connectees.

AS EG Vorguteenus possesses both the transmissomork and the largest
distribution network. Its shares belong to AS EdShas, which is the largest
undertaking in the Estonian gas market. Its maj@reholders are Gazprom, Eon-
Ruhrgas and Fortum. Together with AS EG Vorguteethes total number of

distribution network operators is 27. This is quli® number, considering the
smallness of Estonia. The list of gas distribut@erators is given on the Authority’s

web site.

The market of distribution networks is also extrgmeoncentrated. Thus, AS EG
Vorguteenus has a market share of about 91% anduhder of its customers is
50 000. Other distribution operators have relayiviglle sale volume, typically of less
than 10 000 thousand>nannually and the number of customers below 100@& T
market share of small distribution operators todawpnly 9%. The main summary
data of gas networks are presented in below tail@.4The gas transmission service
is provided only by AS EG Vdorguteenus. The tablsoapresents the company’s
distribution service tariffs. The tariffs of all dertakings are presented on the

Authority’s web site.

Table 4.1.3 Summary of gas network operators

Network service tariff in 2008 Network service tariff in 2009
No of €/MWh (EEK/thu rr) €/MWh (EEK/thu rr)
regulated | 3rge Large
undertakingngustry |CommercialHousehold |industry |CommercialHousehold
Customer IS (14) (11) (D3) (14) (11) (D3)
0,96
Transmission 10,65 (93 (137,5)
1,92
Distribution 271,51 (218) 1,51 (218) 5,37 (773) (276,3) 1,92 (276,3) 5,76 (829,5

Notes:
According to Eurostat definitions:

- large industrial customer (14) with an annuatsemption of 116 300 MWh or 12 600 thod m
- commercial customer (I1) one with an annual aamstion of 116,3 MWh or 12,6 thou®m
- household customer (D3) one with an annual cmpsion of 23 260 kwWh or 2,53 thou’m
Prices of network services according to AS EG ViEgous (EG Network service) price list.

Since the unit for network service prices is thoakat, then in brackets also prices in EEK/thot);m
calorific heat value of gas is 9,2 MWh/thod m

1 €=15,65 EEK

The tariffs of AS EG Vorguteenus are formed in sesf pressure level. Therewith

3 price categories are applied:

Table 4.1.4 Network service prices according to pssure level

Type of network service

2008

| Since 1 July 2009

Tariff EEK/1000 ni

Transmission at pressure above 16 har 93,70 137,55
Distribution at pressure 0,1 to 16 bai 217,70 236,
Distribution at pressure below 0,1 bay 772,70 829,4
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The prices rose in 2009 because of dramatic dexrn@asales at the pressure level
above 16 bar. This in turn had an impact to prinesl other categories. It should be
emphasised that operational cost of the undertattidgiot increase. The tariffs are
formed according to actual economic situation ahd Authority imposed 5%
operational cost reduction obligation.

Customers connected at the higher pressure level 0,1 to 16 bar are industrial
customers, the others are network undertakingsétqrsy district hating boiler plants
and heat and power cogeneration (CHP) plants. Hwolde are connected at the
lowest pressure level of below 0,1 bar, as a f#sv largest customers (AS Nitrofert,
Iru Power Plant Ltd.) are connected to the transimis network with the pressure
level of above 16 bar.

Network operators that are independent from ASiEzsas have established a single
distribution tariff for all customers, as a rulerespective of the pressure level and
other characteristics of consumption like volumkee Tariffs range between 0,41 and
1,27 EEK per 1000 tn

According to law price regulation is uniformly ama to all network operators
regardless of their size. This adds significant am@f work to the Authority, as first
of all the volume of work depends on the numberentadkings and not on their size.

The only exemption in regulation of gas networkrapas is the requirement for the
legal unbundling of network activities. According the Natural Gas Act legal
unbundling is required when the number of custoneei®ver 100 000 or, the same
undertaking performs both transmission and distisipuactivities. Due to that the
undertaking with legal unbundling from AS Eesti &as its distribution operator.

Since 2006 a separate undertaking AS EG Vorguteerass founded. For other
undertakings law stipulates requirement for separatof accounts. As EG

Vorguteenus performs both transmission and didiohuactivities and therefore, a
separation of accounts for both services is redquire

According to law the Authority approves separatidlg following network services
and methodologies:

* fransmission service

= distribution service

= methodology of calculation of the charge for corimecto the network

The price for balancing gas and the charge fortigassit are not approved. For these
prices the Authority appliesx-post regulation, i.e. supervises the price.

The principles of regulation of gas network opemtare the same applied in
electricity networks regulation. The Authority etathtes a unified methodology for
calculation of network service prices that forme thasis for both the transmission
and distribution service regulation and price apptoThe methodology is disclosed
on the Authority’s web site. The site also includgsecially elaborated tables for
collection of input data to be filled in for appadyrocess. The tables are relatively
comprehensive and include technical data and ddtalccounts: profit and loss
statement, balance sheet, and data about asselsertakings shall also submit a
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detailed investment plan and separately the exgestde volumes of network
services. Since the tables are comprehensive,réqgsired to fill them in only for
price approval purpose. Regular updating of thdetabs not required, but the
Authority is entitled to request additional infortisa about economic performance
and technical indicators and in case of necessqguyire filling in the tables disclosed
on the web site. At the same time undertakingohliged to separate in their annual
accounts network services and sale of gas. Theahagaounts are public documents
that can be got acquainted by all interested artie

Submission of input data is an obligation stipuddbg law. The Authority can request
any information needed for price approval and eteguof supervisory proceedings.

The Authority employees can also visit enterpriaag time and request data and
copies of documents. The practice so far has shbainundertakings do not refuse
submitting information and the established procedufor data acquisition work

problemless.

In the regulation of network charges, the Authohias a decisive role in the selection
of methodologies. However, the following is stigelh by law:

= The Authority has to approve all individual netwodbarges and the
methodology for calculation of the fees for conmmtto the network prior to
entry into force.

= The prices for network services shall be justifibdsed on the expenses
necessary for the operation and development onh#teork, reliability and
security of supply, metering of the gas distributibdough the network,
transmitting and computation of meter readings aadhing of a justified
profit to ensure uninterruptable supply of gasinalfcustomers.

= The tariffs for network services shall be set ma@nner which ensures:
o that necessary operating expenses are covered
o that investments for operational performance andetimg of
development obligations are made
o0 compliance with environmental requirements
0 compliance with quality and safety requirements
o justified profitability

= The Authority elaborates and discloses unified méttogies for calculation
of network charges, which serve as the basis fproyal.

Therefore, it is up to the regulatory authority decide upon the selection of
methodologies. In the elaboration of methodologipsion of enterprises has been
considered and in fact the methodologies were peepa the process of mutual
consultations between the Authority and the undéerts. In the regulation of

network charges a principle is used by which anediating submits application for

price approval according to necessity and the aygar@rices are valid until approval
of new prices.

In the following the basics of tariff formationdgscribed.
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Sale volume of network service

Evaluation of the volumes of sale is of an extramportance. As regards network
services, fixed cost is dominant in the cost stmect The higher the sales, the lower
the charge for the use of network. In the evaluatd the sale volume of network
services historic statistical dynamics data areduses well as the comparison of
consumption and the number of customers. The latéthod is effective first of all in
case of household customers since there are som@&ncestablished levels of
consumption per one customer(per customer).

Uncontrollable cost

Cost is considered uncontrollable if undertakingsnot influence it by their

economic performance and this means that no salhgation can be imposed on it.
Uncontrollable cost is the state fees and the @saqmpid to other operators for
network services. For example, all small operatatsich have connected with the
network of AS EG Vorguteenus, have to pay for thwise.

Fixed cost

Fixed cost is subject to a deep analysis by thehaévity. The basic methods for
evaluation of fixed cost is comparison with similandertakings enchmarking),
analysis of cost dynamics and the analysis and afithdividual cost components. A
precondition for using comparison is an availapilof a number of similar
undertakings. In the regulation of distribution wetks comparison can be
successfully used only for regulation of smallemwwek operators, since there are 27
distribution operators in Estonia, as mentionedvaboAt the same time it is
problematic to apply comparison method for the l&tipn of the distribution network
belonging to AS EG Vorguteenus, as this networters of times larger than other
networks. This makes using of benchmarking in @wslysis of this undertaking
practically impossible. The only chance is compmarigiith the distribution networks
of other countries. Similar problem exists alsohwtiie transmission network of AS
EG Vdorguteenus, where it can be compared only Whiéhtransmission networks of
other countries.

Other substantial methods for fixed cost analysesthe dynamics of cost and the
analysis of individual cost components. In the gsialof dynamics it is assumed that
their growth shall not exceed the inflation refestby consumer price index (RPI). In
addition, undertakings shall achieve cost redustithrough higher efficiency and

productivity. In the analysis of individual costmponents justification of them is

monitored. Basic cost articles of network operatams operation and maintenance,
labour expenses, sales cost etc. Among others titieoAty verifies in the analysis

process whether an undertaking buys services aimpetitive market price, whether

goods, works and services are purchased in conggliaith procurement rules.

Capital expenditure (depreciation of fixed assets)

Similarly, to the regulation of electricity netwarkor gas networks the Authority also
uses a regulatory capital cost method, which, asile differs from accounting
depreciation. Advantages of the regulatory methiadis simplicity of calculation
and transparency for both customers and undertakixg well as to the regulatory
authority. Since only two fixed assets’ depreciatiates are used, the monitoring of
accounts of both the regulatory assets and cagaénditure becomes very simple
and understandable. Accounting of regulatory deatiea use a principle in which

73



capital cost is included in network tariffs accoglito the technical lifespan of fixed
assets.

In the regulatory capital cost accounting a pritecig used in which, from a certain
selected moment in time, the fixed assets are @lividto two parts, the old ones and
the new investments, and a reference year is fikbd.assets acquired before that are
regarded old ones and for them a single constéabfalepreciation is applied, which
considers both the structure and the age of agsaingle constant weighted average
depreciation rate is applied also to the new imaests. The basis for calculation of
the rate is the structure of assets.

The majority of the networks of small undertakings/e been built during the last
five years. Therefore, these are new investmeatsate considered new assets and in
the accounting of capital cost, a single depremiatate for new fixed assets is used.
Contrary, the transmission and distribution netwodt AS EG Vorguteenus were
dominantly built during the former Soviet Union afw these networks separate old
and new fixed assets’ depreciation rate is used.

Justified return

Similarly to other regulatory authorities for cdktion of the justified return a model
is used, which considers a weighted average costapftal (WACC) and the
regulatory assets. Besides other factors, a walghterage cost of capital depends on
the risks involved in individual undertakings. Rastarly, the WACC value
calculated by the Authority for AS EG V&rguteenas/i60% and for small network
operators 9,35%. A foundation for determinationVBACC is a risk free rate of
return. In Estonia governmental bonds are essbntrassing. For that reason the CA
bases in the determination of risk free returnft@@erman 10-year state bond return
in the last 5 years. To this an Estonian stateisisiddded. The 5-year historic return is
used in order to eliminate market fluctuationshie talculation of a justified return.

Regulatory assets

The basis for determination of both cost of capiiast (capital expenditure) and a
justified return is the regulatory asset basewhbich the Authority applies principles
similar to those used by other regulatory authesitin accounting of the regulatory
assets its continuity is of an extreme importadgEounting of the regulatory assets
is based on the principle according to which to iamial value of assets the
investments are added and a regulatory capitalisastbtracted. As a rule, for initial
value the book value is taken. In verification dietvalue of assets of small
undertakings the Authority has used comparativéenoteas well. In this case the asset
value of various undertakings is compared withlémgth of network (in kilometres)
and with the volume of consumption. As the investta®f smaller network operators
have been made mainly after 2000, in the analyfsisgulatory assets the Authority
has also verified economic feasibility of the invesnts made.

The investments necessary for construction of gawark are financed from two
resources: equity financing of the so-called dgwelent investments and using the
fees paid by customers for connecting to the né&waccording to the Natural Gas
Act the calculation of the fees should base onpitireciple that covers justified cost
only for the particular connecting, as well as asvahe cost of securing
environmental, quality and safety requirements. Aoe does not stipulate which
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portion of the investment should be covered by tggiimancing and which portion

from connecting fees. For example, a completely metwork can be erected on
principle that all investment cost is covered bynsiamer paid connection

fees/charges. Thus, it is up to the enterprisestidg upon the financing scheme. At
the same time it is extremely important for theutatpry asset base: only self-
financed investments shall be taken into accouihe Tonnection fees paid by
customers are already paid once and it cannot aett twice from them, i.e. this
cost is not included in the network charges. Tleeefin case the entire network
erection is financed by consumer paid connectioes,fehe undertaking has no
regulatory assets and neither capital expenditorgrofit is included in the tariffs.

4.1.3 Quality of gas supply

Gas supply quality requirements were establisheanbgnding the Natural Gas Act in
the beginning of 2007. Pursuant to the amendmefaslacaused sequential duration
of an interruption of gas supply may not last laridgan 72 hours and an annual total
duration of interruptions may not be longer tha® h®urs. Records on duration of
interruptions shall be kept by network operatorkjlevthe Authority's responsibility
is the monitoring of fulfilment of quality requireants.

4.1.4 Balance responsibility

Initial regulation of balance responsibility wagstated by the Natural Gas Act that
entered into force in July 2003. It was amendeth@end of 2005. In January 2006,
in the very cold period, a shortage of gas suppbktplace and an insufficient
regulation of balance responsibility became appardinis caused remarkable
amending of the Act, specifically its balance respbility related section. The
amendments were enforced in March 2007. Accordmdhe amendments every
market participant is responsible for its balaridee trading period is one twenty four
hour period and for household customers’ balancer timetwork operator is
responsible for. Balance is determined by the Adha balance between the quantity
of gas agreed upon by sale contract of a markeicgent and the quantity of gas
consumed or re-sold by the market participant. Timsins essentially that all market
participants, excluding households, are responsiblesecure that their 24-hour
consumption quantity corresponds to the quantitged)upon by the contract.

Balance responsibility is organised in a princifilat the system operator (AS EG
Vorguteenus) is responsible for the balance ofwhele system and there may be
several balance providers on the market. In ordeernsure balance the system
operator buys or sells balancing gas. If, for ineég a customer consumed more gas
than agreed upon by the contract, it has to buymlssing quantity at the price of
balancing gas. In an opposite case it has to Bellekcess quantity at the price of
balancing gas. Presumably, the missing balancing) g&ce is higher than the
contractual and vice versa, the excess balanciaggee is lower that the contractual
one. In essence, the situation shall be similastdok exchange, in which in case of
shortage the price rises and in case of excess.dvdpereas, consumers do not have
to participate in the “stock exchange games”, bettcan delegate all the balance
responsibility to their seller that secures avdligtof necessary gas quantities.
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A specific of the Estonian gas market is an extretoecentration. Only two
undertakings import gas: AS Eesti Gaas and AS féittoAS Nitrofert is a chemical
industry using gas in its technological processiamubrts gas for its own needs only.
Thus, AS Eesti Gaas imports all the gas neededlfather customers, while besides
selling of gas to other network operators and custs it is also the balance provider.
This means, in doing so the sale tariff also inekidalancing service cost.

According to the Natural Gas Act 816 sets out thatsystem operator submits to a
balance provider invoices for each balance perwdHe purchased balance gas and
for other legal or contractual charges. The bamisrfvoicing is the information in
connection with the determination of balance.

The price for balance energy shall enable the sysigerator to:

1) cover justified cost for purchasing balance gas

2) cover other justified cost related to purchasingd selling of balance gas
3) earn justified return

The system operator has to approve its methoddtogsalculation of balancing gas
price with the Authority. In 2008 the Authority ajgped the methodology and
standard conditions of application for AS EG VOegrius.

4.1.5 Unbundling of activities

According to the Natural Gas Act the distributioatwork operator shall form a
separate undertaking if the number of customeosés 100 000. In fact, there are no
distribution network operators with more than 100 Qcustomers in Estonia. The
transmission network operator shall be legally undded. However, it is allowed to
establish a business entity that performs bothstréssion and distribution service
provision. AS Eesti Gaas that possesses both #resrtrission network and the
distribution network with the largest market shhes established business entity AS
EG Vorguteenus that provides both transmissiondastdbution service. Therefore, it
is the so-called combined network operator withinicln transmission, distribution
and secondary (ancillary) activities are separbtedccounts and disclosed. In doing
so the undertaking is obliged to establish accogmtilles for allocation of assets and
liabilities, revenue and cost. The annual repoalldbe supplemented by an auditor’s
evaluation of justification of the cost allocatiofhe structure of AS Eesti Gaas is
presented in drawing 4.1.6 below.
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Drawing 4.1.6 Structure of Eesti Gaas

All other distribution networks besides AS EG Vadmegnus, currently altogether 27
undertakings, as well as the undertakings with kss 100 000 customers shall
separate their accounts by areas of activity dgvist

= provision of distribution service

= sale of gas to non-eligible customers

= sale of gas to household customers

= secondary (ancillary) activities

The Authority has elaborated and disclosed on éb gite respective guidelines and
report forms, which are helpful for undertakingsaparation of accounts. In doing so
undertakings are obliged to establish accountinigsrdor allocation of assets,
liabilities, revenue and cost. Their annual regbdll be supplemented by an auditor’s
evaluation of justification of the cost allocation.

In addition to account separation for network ssFyisale of gas and secondary
activity undertakings shall separate their accoatdgs by different services (the so-
called regulatory stipulated activity separation).

Combined network operators (AS EG Vorguteenus) abiiged to separate their

accounts as follows:

= sale of transmission servicex{ante regulation, the Authority approves network
charges prior to their entry into force)

= sale of distribution serviceeX-ante regulation, the Authority approves network
charges prior to their entry into force)

= transit of gas dx-post regulation, the Authority has the right to monitor
justification of prices)

= charges paid by customers for connecting to netwexkante regulation, the
Authority approves methodology for calculation ohoection fees separately for
every undertaking)

= sale of balancing energg¢post regulation, the Authority has the right to monitor

justification of prices)

secondary (ancillary) activity

A distribution network operator, that is not oblige form a separate business entity,
shall separate its accounts as follows:
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= natural gas sale to non-eligible customers (thehéwity approves a weighted
average price)

= npatural gas sale to eligible customers (the Authdnas the right to monitor
whether cross-subsidising is avoided in the saleeligible and non-eligible
customers)

= sale of distribution serviceeX-ante regulation, the Authority approves network
charges prior to their entry into force)

= customers paid charges for connecting to the né&twetante regulation, the
Authority approves methodology for calculation ohoection charges separately
for every undertaking)

= secondary (ancillary) activity

Separation of activities of AS EG Vorguteenus fiected in table 4.1.5 below.
Table 4.1.5 Unbundling of activities in AS EG Vorgteenus

Gas Gas
transmission | distribution

Separate headquarters (yes/no) Yes Yes
Undertakings acting as separate business

entities (yes/no) Yes Yes
Separate accounts together with guidelines

of the regulatory authoritfyes/no) Yes Yes
Auditing of separation of accou(yes/no)* Yes No
Disclosure of separated accouyss/no) Yes Yes

Separate management board in which board
members of other group undertaking’s do hot
participate(yes/no) Yes Yes

4.1.6 Action plan

AS EG Vorguteenus is obliged to elaborate an agbian with measures for equal
treatment of other gas undertakings and custometsding duties of employees in
the implementation of these measures. The Authdrity prepared guidelines for
elaboration of such plan. It is disclosed on théhauty’'s web site. According to the
guidelines it is recommended to compile the plaa iB-year perspective. Annually,
AS EG Vorguteenus shall report to the Authoritytba implementation of the plan.
Both the plan and the report are public documents @l interested parties can be
acquainted with them. If the Authority is in an wipin that the plan is not sufficient
and does not comply with requirements, a revisibthe plan and its changing may
be required.

From the point of view of activity separation, thest important is the separation
within AS Eesti Gaas as the group, which has a aetatkminant position not only in
network service provision but also in wholesale aathil. As already explained
above AS EG Vorguteenus is a separate businegy eiitth 100% shares belonging
to AS Eesti Gaas. Unlike the Electricity Market Abe Natural Gas Act does not
stipulate limitations for management and superyisgmard. The management board
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has two members, while the supervisory board hesetimembers. However, all
members are employees of Mother Company AS Eesis.GBhe company office
premises together with dispatch centre locates segarate building and the logo,
which is remarkably different from the Mother Compa logo, is an indicator of

wishes to present the company to public as an taldeg different from Mother

Company.

YeeSTI 7/ GAAS4

An extremely important factor from the point of wieof gas network operators’
independence is the management of undertakingentalty, the Mother Company’s
competence should only be limited to investmentis productivity of assets, annual
budget and approval of the long-term business phathe rest the networks should be
independent. According to the company’s action piily management of the
network operator, incl. the services of system ajpen, are exceptionally the
competence of the management board.

Ex )Vﬁrguteenul

As regards the system operator (the transmissibmonie operator) belonging to AS

EG Vorguteenus and an important issue is to havaction plan for possible crisis
situation in which limitation of consumption maydoene unavoidable. In connection
with entering into force of the EU Directive 2004/6U, which deals with the

measures of gas security of supply, amendmenteetblatural Gas Act were enforced
in March 2007. Among others they regulate systeraratpr's actions in possible

crisis situation in which consumption limitationsayn become necessary. The
company has an action plan for possible crisiagins.

In the promotion of networks’ independence andrthace regulation it is important

to supervise the price formation for services paseld from Mother Company and
other undertakings belonging to the group. Regardservices purchased from
Mother Company the Authority has followed princgpléhat the prices may not
exceed competitive market ones and all procuremdes have to be complied with.
According to the Public Procurement Act, gas nekwandertakings as natural

monopolies have to fulfil certain requirements noqurement procedures stipulated
in the Act.

In conclusion it can be realised that Estonia comptely fulfils the EU Gas
Directive’s requirements for separation of areas ofactivity. AS Eesti Gaas has
less than 100 000 customers and according to thahe combined network
operator AS EG Vorguteenus that provides both transission and distribution

services has been established. Both the transmissiand distribution operators

have separate accounts. Other distribution networloperators (having less than
100 000 customers) have separate accounts for dibuition service and sale.
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4.2. Competition in gas market

4.2.1 Wholesale market

Beginning from 1 July 2007 the market is openetha whole. As explained above
Estonia has cross-border connections only with Ruasd Latvia, and the only
supplier of gas in all three Baltic countries issRia. Hence there is no a real
competition between sellers as in all three Baltiantries gas can be purchased only
from Russia. Also in Finland the situation is samnito that in the Baltics, because all
natural gas is imported from Russia.

All the gas sold in the wholesale market is impoiby AS Eesti Gaas as there is no
other competitive whole sellers. In addition thermical industry AS Nitrofert also
imports gas, but exclusively for its own technotajineeds. Law allows import of
gas for all market participants. However, the Nalt@as Act provides for an activity
licence if gas is imported from outside the EU, tha application of it is simple, just
limited to fulfilment of some formal requirements.

Besides the network undertaking that belongs toEASti Gaas group there are also
26 smaller network operators that provide netwarkvises and sell natural gas to
their customers. The small operators buy gas exuggly from AS Eesti Gaas and

the big majority of their customers are households.

General indicators of the wholesale market aregmtesl in table 4.2.1 below. As seen
from the table the Estonian gas market is essgntisdder control of the single
undertaking - AS Eesti Gaas.

Table 4.2.1 Gas wholesale market overview

Year Gas Incl import] Consumption peak Transmission system No of Market
consumpti transfer capacity companies | share of
on importing three
gas largest
whole
sellers
min min thousand MW thousand MW %
m¥year |mPyear |m*daily m®/daily
2001 |865,2 865,2 5400 2099 |7 000 2721 |2 100
2002 |723,8 723,8 5 000 1944 |7 100 2760 |2 100
2003 |838,4 838,4 5500 2138 |7800 3032 |2 100
2004 |961,8 961,8 5100 1983 [8300 3227 |2 100
2005 1990,8 990,8 5200 2022 |10 400 4043 |2 100
2006 |1 008,0 |1008,0 |6 700 2605 ]10500 4082 |2 100
2007 |1003,4 |1003,4 |6 350 2468 (10700 4160 |2 100
2008 |962,5 962,5 5200 2022 (10900 4237 [2° 100
Note: “The real gas importer is only AS Eesti Gaas, ashanomporter AS Nitrofert imports gas only

for its own needs.

Price regulation is applied neither in case of whale nor in case of sale to eligible
customers. AS Eesti Gaas, as the only wholesadls gas at negotiated price to
eligible customers connected to its network, ad a®lre-sells gas to other network
operators. The amendments to the Natural Gas Atwithre enforced in March 2007
specified the obligations of market dominant gadlese According to the
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amendments a market dominant gas undertaking hdisdlmse conditions of gas sale
and the principles of gas price formation, as w&slbe guided in elaboration of them
from the equal treatment and transparency pringiplhe sale price of gas shall
ensure coverage of operational cost, needed ineessmand justified return. In

essence the amendments mean that AS Eesti Gaaarkst mominant undertaking
has to sell gas at equal price and conditions keelajible customers, and to all
network operators as well. The regulatory authohfs the legal obligation to

supervise the activities of AS Eesti Gaas. In casancompliance with above

described conditions the Authority is entitled txuire action in order to ensure
compliance.

The Authority is in an opinion that the describedeadments were necessary and by
no way hold back functioning of the market, as vaslidoes not place AS Eesti Gaas
into unfair conditions. The real Estonian situatisrso that alternative gas sellers do
not exist and it is unlikely that a real competitican appear in the wholesale market
in the near future. Besides Russia gas can be tegb@mom Latvia, but the situation
there is similar — the majority shareholder of tharket dominant gas seller is the
exporter of gas Gazprom. Therefore, potential gagporters have no real
opportunities to purchase gas at more favourabiditons.

In addition AS Eesti Gaas as the market dominatdrpnse with 100% wholesale
market share shall fulfil requirements derived frtme Competition Act. The Act
prohibits from any direct or indirect abuse of tleminant position on a goods
market, including offering or applying dissimilaorditions to equivalent agreements
with other trading parties, thereby placing some tbém at a competitive
disadvantage. The regulation pursuant to the CadtigretAct is in more detail
explained in section 4.3.

Thus, in compliance also with the Competition Aest Gaas has to follow in its sale
activity that their expenses and return are jutifand reasonable, and that gas is sold
to all customers at equal conditions. The AuthohBs constantly monitored the
situation on market and the major problem hashesn the selling at different prices
to customers being in similar conditions. The Auillyois in a position that all gas
customers at similar conditions must have the rightpurchase gas at equal
conditions and price, irrespective whether gasuicipased for own needs or for re-
selling (for trading).

As the Authority regulates prices of major partdidtrict heat supply undertakings
and the price for gas sold to households by alepethdent gas sellers (network
operators, as a rule) then there is a good overuiale prices applied by Eesti Gaas
for various customers. In 2008 the Authority compezha study of market situation
and found breaches of the Competition Act by E@sias, which sold gas to similar
customers at different prices. As a result, protesdwere initiated, based on the
Act. By the end of 2008 the situation was improaed Eesti Gaas changed their
consumer contracts. In 2009 the Authority will aaoe monitoring of the market and
consequently will decide whether the proceedinglmterminated.
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4.2.2 Retail market

AS Eesti Gaas is in market dominant position atsdhie retail market. Its retail
market share 2008 was 93% and also the rest 9%taif sold gas is also purchased
from Eesti Gaas. Its retail sales total about @¥ausand mper annum, while the
second largest undertaking has its retail quargityonly 10 thousand ™ This
expressively shows how large in fact is the Eesig5 share on the market. As it was
described in the previous chapter, besides AS Besds there are 26 smaller network
operators that sell both network service and gasustomers connected to their
network. There are no sellers, which are indepenftem gas network operators.
Table 4.2.2 below presents a retail market overyiglich, similarly to the wholesale
market, is characterised by an extreme concentratio

Table 4.2.2 Overview of natural gas retail market

Market share of three largest
undertakings
Year| Retail No of No of sellers Power| Large |Medium| Small No of
market |undertakingy independent plants|industriegndustries business| customers
consumptwith market(from networl and that
-ion |share of oveg operators households changed
min n? 5% supplier
2001 789 1 0 100 100 100 100% 0
2002 675,4 1 0 100 100 100 99% 0
2003 732,4 1 0 100 100 100 99% 0
2004 748,9 1 0 100 100 100 98% 0
2005 774.,4 1 0 100 100 100 97% 0
2006 793,5 1 0 100 100 100 97% 0
2007] 796,0 1 0 100 100 100 93% 28
2008 747,5 1 0 100 100 100 93% 1109

As all customers can change the supplier they ho®esing AS Eesti Gaas as their
new supplier, as a rule. Next table 4.2.3 refléotschanges of supplier during 2008.

Table 4.2.3 Change of natural gas supplier
Natural Gas Act 8 6 (3), for eligible customers § &)

2007
pcs Sales volume, 1000 m3
Household customers 1098 1326,694
Eligible customers 11 2401,389
Total no. of customers | 1109 3728,083

Thus, after the market opening a number of custsinave changed their supplier. In
the process of approval of standard conditionsnietwork services and sales the
Authority has imposed the requirement to underigkithat process of change of
sellers has to be simple, take no longer than atimamd should not impose
unnecessary obligations on customers.
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In 2008 the Authority carried out an analysis cbreamic performance of Eesti Gaas.
The analysis followed two major objectives: firsgyocessing of the application for
household gas price change and secondly, verticadf the prices for gas sold to
eligible customers. In the analyse process the d&iith concluded that the
undertaking has possibilities for cost savings. <eguently, the approved price
resulted in a lower level compared to the applagdhe. It should be noted yet that in
the household gas price approved in June 2008h#e ©f the gas purchased from
Russia constituted as much as 88% and respectiheyshare that Eesti Gaas added
for their sale cost and profit only 12%. Hence thethority has very limited
possibilities to influence final consumer pricerf@tion.

Data about gas price dynamics are presented inimgafv1.7 and an average end
consumer price in table 4.2.4 below. For both itlaisand household customers a
steep price increase took place in 2008 causebebgige of imported gas price. It can
be realised that. In addition, since 1 January 2808se tax in the level of 157
EEK/1000 m3 was introduced on the price.

AS Eesti Gaas imports gas from Russia at conditmsprice similarly to other EU
Member States. The import price is formed on th&sbaf last 6 months heavy and
light fuel oil average prices in USD and exchangte USD/EUR is also taken into
account by a formula. Thus the gas price formatomlways delayed in time to
certain extent compared to oil price. For exampieJuly 2008 the oil price rose to
140 USD/barrel, but the gas import price peake@dtober, when the oil price trend
was already falling (see drawing 4.1.7).
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Drawing 4.1.7 Trend of imported gas price EEK/1000n®
Source: Competition Authority
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Table 4.2.4 Natural gas final consumer price in 2@

Unit 14 11 D3
. EEK/1000 m3 217,70 217,70 772,70
Network service - 151 151 547
Taxes in network charges 0 0 0
: . . EEK/1000 m3 4625,00 | 4790,00 | 4165,00
Nat gas price without network service i 3212 3327 28.03
EEK/1000 m3 157,00 157,00 157,00
Excise tax (since 2008) £/MWh 1,09 1,09 1,09
o EEK/1000 m3 899,95 929,65 917,05
VAT 18% £/MWh 6,25 6,46 6,37
. L EEK/1000 m3 5899,65 | 6094,35 | 6011,75
Final consumer price incl VAT o 40.98 4233 4175

Notes:

According to Eurostat definitions:

- large industrial customer (14) with an annuatsemption of 116 300 MWh or 12 600 thod m

- commercial customer (11) one with an annual camstion of 116,3 MWh or 12,6 thou®m

- household customer (D3) one with an annual copsion of 23 260 kWh or 2,53 thou®m

Prices of network services according to AS EG Viggnus (Network Service) price list.

Since the unit for network service prices is thaasar, then in brackets also prices in EEK/thot);m
calorific heat value of gas is 9,2 MWh/thod m

1 €=15,65 EEK

4.2.3 Selling obligation and price regulation

General data on final consumer gas price regulatiothe retail market are presented
in table 4.2.5 below.

Table 4.2.5 Final consumer price regulation

Middle and
Large small business| Household
customers customers customers
Regulated price (Yes / No) No No Yes
Percentage of customers that buy gas at regulated
price 0 0 100
Possibility to change from market price back to
regulated price (Yes / No) No No Yes
All network
operators to
Gas sellers which are obliged to sell at regulated price 0 0 households

The Natural Gas Act stipulates direct selling odatign to all network undertakings in
respect of household customers. According to thealseller of gas possessing the
biggest market share within its network area isumegl to sell gas, within the
technical limits of the network, to all householdstomers who have a network
connection and are willing to buy. Whereas the paivides for a general sale
obligation principle in the formulation, according which a gas undertaking shall
secure gas supply to all customers in accordantte tive Act, conditions of licence
and contracts entered into. In the activity liceribe Authority has set forth a
condition to Eesti Gaas that requires selling tanatwork operators, customers and
other sellers within the technical limits of thetwerk. Activities of Eesti Gaas are
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regulated also by the Competition Act, as it gawmidant position on gas market. The
Act particularly stipulates that the market dominandertaking cannot refuse selling
goods without reason (regulation pursuant to then@asition Act is descried in more
detail in subsection 4.3).

Thus, pursuant to law and to the issued actividgrice it can be concluded that AS
Eesti Gaas as the market dominant undertakingheaseiling obligation in respect of
all market participants.

The Natural Gas Act stipulates the regulation dteprfor household customers,
which, according to the Act shall be applicableaser full opening of the market in
1 July 2007. Principles of approval of the pricegaé sold to households are similar
to those of the network price regulation. The piioglies three main components:
justified costs, expenditure of capital (depreoiatiof fixed assets) and justified
profitability (return). The Authority elaboratesdadiscloses the unified methodology
for calculating of the price limits for householdstomers, which forms the basis for
approval. Respective methodology is disclosed @ Althority’'s website. In the
evaluation of justified cost the Authority first all considers the principle of cost
savings and monitors whether cross subsidisingredisaof activity is avoided. The
prices are not indexed and instead, approved orgdgnuapplications from
undertakings.

Unlike electricity sale price for natural gas noigited average price is approved.
Instead, if undertakings sell gas to various custogroups at different prices, the
Authority approves individually all the price limit AS Eesti Gaas has formed
different limit prices depending on the volume afnaal consumption. Most of

smaller network operators have established a silngi¢ price for all households

irrespective of their annual consumption volume.

In July 2009 amendments to the Natural Gas Act warrced, which makes
regulation more liberal. In the regulation of hdusied gas price regulation the
following was amended:
= The price of gas sold to households is to be amgroonly for market
dominant undertakings, i.e. for Eesti Gaas. Snelles are now exempted
from approval requirement, when it comes to houkkgas.
= The Authority approves the sales marginal whichdded to import price.
= An undertaking itself forms sale price on the basisnport price.
* In the beginning of every calendar year an undertpiakes netting.
= Customers have to be informed 1 month in advanoatathanges in price
(formerly it was 3 months).

The Authority is in a position that the new regidat more adequately links sale
prices to the import price, thus also better cqoesling to the cost and protecting
customers’ interests. The amendment of law fat##ato development of

competition. Smaller gas traders have better piisigid to compete on the market, as
approval of limit prices as a competition-restngtifactor is eliminated.
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4.3. Competition supervision

When it comes to whole and retail sale of gas, iEgsaas is indisputably in market

dominating position, as it is essentially the onlgs importer and re-seller (AS

Nitrofert has so far imported gas merely for itsnomeeds and has never acted as a re-

seller of gas). As since 1 July 2007 the gas maekepened for all customers the

whole retail market can be considered a common ebakd here Eesti Gaas has a

market share of 91%. As a market dominant undertaktesti Gaas has to fulfil the

requirements of the Competition Act according tachhany direct or indirect abuse

by an undertaking or several undertakings of theidant position on a goods market

is prohibited, including:

1) directly or indirectly imposing unfair purchase selling prices or other unfair
trading conditions

2) limiting production, service, goods marketshtdcal development or investment

3) offering or applying dissimilar conditions to udgalent agreements with other
trading parties, thereby placing some of themairapetitive disadvantage

4) making entry into an agreement subject to aecmgt by the other parties of
supplementary obligations which have no connectigth the subject of such
agreement

5) forcing an undertaking to concentrate, enteo iah agreement which restricts
competition, engage in concerted practices or adagecision together with the
undertaking or another undertaking

6) unjustified refusal to sell or buy goods

The Competition Act stipulates obligations for urtdkings with special or exclusive
rights or in control of essential facilities. Alag network undertakings are in control
of essential facility and according to the Act tlzeg obliged to:

1) permit other undertakings to gain access tongigvork, infrastructure or other
essential facility under reasonable and non-didoatory conditions for the
purposes of the supply or sale of goods

2) keep clear separation of accounts for diffefnnary and secondary activities
(e.g. production, transmission, marketing and otimeras of activity) enabling
thereby transparency of economic performance

3) maintain separate records on revenue and expeadelated to each product or
service on the basis of consistently applied arjdabively justified principles of
calculation which shall be clearly specified in tleternal rules of the
undertaking; the calculation of revenue and expensest enable to assess
whether the price of a product or service is ieasonable ratio with the value of
the product or service

An undertaking with special or exclusive rightsimrcontrol of an essential facility

may refuse to grant other undertakings accessetméwork, infrastructure or other

essential facility if the refusal is based on obyecreasons, including cases where:

1) the safety and security of the equipment comukcwith the network,
infrastructure or other essential facility or th#iceency and security of the
operation of such network, infrastructure or fagiare endangered

2) maintenance of the integrity or the inter-opéitgiof the network, infrastructure
or other essential facility is endangered

3) equipment to be connected to the network, itfnature or other essential facility
is not in conformity with the established technis&@ndards or rules
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4) the undertaking applying for access lacks tloarteeal and financial capability
and resources to provide services efficiently aafglg to the necessary extent
through or with the assistance of the network,astitucture or other essential
facility

5) the undertaking applying for access does nad timé permit prescribed by law
for the corresponding activity

6) as aresult of such access, data protectionged\by law is no longer ensured

Since 1 January 2008 the Authority as a merged@geas an obligation to supervise
the functioning of gas market based on both theifdatGas Act and the Competition
Act. The Natural Gas Act regulates in detail thevées of network undertakings —
their rights and obligations. Although, the Comfpeti Act also stipulates obligations
to networks as to undertakings in control of esaefdcility, it is practical to apply
special law, i.e. the Natural Gas Act.

In the contrary, for sale of gas it may be ratiotmakpply regulation based on the
Competition Act. In March 2008 the Authority founldat Eesti Gaas breaches the
Competition Act by selling gas to similar customatsunequal prices and initiated
proceedings based on the Act. By the end of 200&itnation was improved as Eesti
Gaas changed their consumer contracts. In 2009 Atimdority will continue
monitoring of the market and consequently will deciwhether the proceeding can be
terminated.

In conclusion it should be realised that in spitegood legislative base there is no
operational gas market in Estonia. Moreover, agyeas of an operational gas market
is unrealistic also in the future as all three Batbuntries are supplied with gas from
Russia.

As the only gas importer is Eesti Gaas there are pctically no preconditions for
appearing of competition on the wholesale market. @npetition may develop on
the retail market where various traders buy gas froEesti Gaas and competing on
the re-selling it on the market. Eesti Gaas can alscompete by selling gas to the
customers of other network undertakings. An examplef the activation of retail
market is the fact that in 1 100 cases during 2008ustomers changed their
supplier.

4.4. Obligations of market participants and customer
protection

4.4.1 General obligations of market participants

Obligations of market participants are stipulatedthe Natural Gas Act. Besides
obligations stipulated by the Act the Authority uss activity licences that include
also some specific conditions. An activity licenise required for the following
activities:

1) import of gas (from outside the EU)
2) sale of gas
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3) provision of gas transmission service
4) provision of gas distribution service

In most detail the Natural Gas Act regulates aiéisi of network operators. Their
main stipulated obligations are described as fatow

1) a network operator is required to ensure that pesrseho have a network
connection are supplied with gas in accordance thith Act, the conditions of
the activity licence and contracts entered into

2) a network operator is required to enable thirdypadcess to the network, which
for the purpose of the Act means the right of mageeticipants to connect with
the network or to use network services

3) a network operator is responsible for the functignand maintenance of the
network which it owns or possesses

4) a network operator is required to develop the ngtwoa manner which ensures
that all consumer installations located withinnetwork area are connected to the
network

5) a network operator shall organise the meteringasf@pnsumed from the network
and maintain corresponding records, unless agrénivaise

6) a network operator is required to provide othemvoek operators with all the
necessary information to ensure the distributioth sale of gas in a manner which
enables interconnected networks to be used secamdlgffectively

7) a network operator may not disclose the informagaimed in connection with
performing of its duties and obligations to thirdries, except if disclosure is
provided for by law or, information shall be subtmit for carrying out of duties
and obligations provider for by this Act

8) a network operator may terminate its activitiesyahlit transfers its obligations
arising from this section to another network oparat

9) a network operator shall give the Authority at ted® months' advance written
notice of the termination of its activities, spguoiy the date and schedule for
termination, and provide a sufficiently detailedeoxiew of the circumstances
which ensure that the requirements provided foll fleamet

10) a network operator is obliged to follow the prifeipf equal treatment of market
participants in provision of network services

In essence the described regulation ensures thesjomo of network services to all
market participants and a third party free accesbe network. Possibilities of refusal
to provide network services are extremely limited.

For gas sale undertakings law stipulates the fatigwbligations:

1) a gas undertaking shall ensure that final custoraeessupplied with gas in
compliance with the Natural Gas Act, the conditiafighe activity licence and
contracts entered into

2) a gas undertaking that performs both provision etivork services and sale of
gas shall keep separate accounts for the activities

4.4.2 Rights and obligations of Authority
From a supervisory authority point of view the HEsém legislative basis can be

considered as a solid one, as it gives the Authenbugh possibilities for performing
market regulation.
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The Authority has the right to get necessary infation from a market participant, as
well as from state and local municipal authoritidse right to enter their territory,
premises and facilities for the purpose of on-sigpection, examine the documents
necessary for supervisory activities and otherrmétdion and circumstances and
make extract, transcripts and copies thereof. Thhdtity can also inspect the
accounts and prices practices applied by gas wldegs and obtain necessary
information concerning their economic activitiesheT Authority can establish
temporary prices for the transmission and distitoubf gas for no longer than two
months in situations where those prices are ntifipt or the gas undertaking fails to
follow a precept issued by the Authority. The Auihocan establish development
obligations for undertakings through licence coods. For example, it can impose
an obligation to invest for gas network operatorscase their performance has not
secured stable gas supply for customers in accoedaith requirements.

At the same time the Authority is obliged to supsevthe fulfilment of the Natural

Gas Act and to make precepts in case of violatieraddition, market participants
(consumers or undertakings) can record complaimtactivities or inactivity of other

market participants and the Authority has to rélseéhem by its decisions. Both the
precepts and decisions are administrative acts ¢hat be challenged with an
administrative court, which has the right to indalie a decision or a precept.

The Natural Gas Act also stipulates that in caseasfain violations of law the
Authority has the right to initiate misdemeanourogeedings. The following
violations of law are determined as misdemeanours:

1) failure to give notice to the Authority about chasgn data required by law

2) failure to comply with conditions of activity licea

3) sale of gas or provision of network services atppnaved maximum prices or at
prices exceeding approved maximum prices

4) violation of obligation to connect to network andllection of unjustified
connection fees

5) failure to provide third party access to the networ

The penalty payment (fine) that can be imposedse®f violation of the position 1)
is up to 30 000 kroons (EEK), in other cases o60®00 kroons. In the Authority’s
practice an initiation of misdemeanour procedusesather rare. As of the beginning
of 2007 two misdemeanour proceedings were initiagas and network service
provision at a price exceeding approved limit price

If the market dominant undertaking or an undertgkin control of an essential
facility abuses its position then pursuant to thmm@etition Act a precept may be
issued or a misdemeanour proceedings may be adt{@unishable by a fine of up to
500 000 EEK). Repeated abuse may be subject tosipment by way of criminal
procedure.
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4.4.3 Customer information

Both gas network operators and gas sellers argemblio maintain a web site and
disclose as a minimum the following informationibn

1) charges for network services

2) maximum (limit) prices for gas

3) method of calculating the charge for connectinthenetwork
4) standard terms and conditions of contracts

The charges for network services and householdowwest gas prices shall be

disclosed at least 90 days prior to their entry fiorce. In addition to the web site the
prices shall be disclosed at least in one natiotally newspaper. Besides

undertakings also the regulatory authority shatidise all the approved prices on its
own web site. If a gas undertaking sells both nétvgervices and gas, it is obliged to
separate in customer bills the price for the nekvgarvice and for the gas.

4.4.4 Customer contracts, suspension and limitation of gas supply and extra-
judicial proceedings

In March 2007 amendments to the Natural Gas Aceveerforced. The amendments
pay more attention to customer protection. In adlito the standard terms and
conditions for selling gas to household customeosv ralso similar standard
conditions have to be approved also for provisibnetwork services. Pursuant to the
Act the standard conditions of selling to househaldtomers besides others shall
include:

1) sellers’ name and address

2) service provided

3) requirements for the quality level of provided sesv

4) customer information about the tariffs and prices

5) contract duration, conditions of updating and teation of the contract

6) possibility of change of supplier for free

7) possibilities of payment for the service

8) possible compensations and pay-back procedures

9) settlement of complaints

The contract on selling gas to household customensalso include stipulations from
the network contract that deal with the provisidmetwork services necessary for
distribution of sold gas.

As mentioned above, standard conditions have tapmeoved also for provision of
network services. In doing so the Authority hasrtonitor whether network service
user’s rights and obligations are balanced in thdract, as this form a basis for the
approval of prices for network services.

Standard terms and conditions for sale of gasigibéd customers are not approved
by the Authority. However, according to the Natugas Act and the Competition Act
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the market dominant seller (AS Eesti Gaas) shalenequal treatment of all market
participants.

The Natural Gas Act provides for suspension ofggsply. According to it network
operators have the right to suspend a network atimmewithout giving advance
notice thereof to the final customer if there amger to the life, health or property of
persons or to the environment. A network operats the right to suspend a network
connection immediately after it is established hiere has been an unauthorised
consumption (stealing) of gas. Besides, a netwgdrator has the right to suspend
gas supply, giving at least 7 days' advance ndfice,

1) the consumer installation is adversely affectimg supply of gas to another final
customer or damaging the technical parameterseafidtwork

2) the network operator is prevented from accessingetering system located
within territory owned or possessed by a final oostr in order to inspect or
replace the system or to perform necessary worthfogas installation to operate

3) any conditions provided in the contract for gherchase and sale of gas or
stipulated conditions are violated.

A new customer protective aspect in the amendmentthe clause related to
household customers that fail to pay in time andeawork operator intends to
suspend gas supply to them. In such case, if @mesthas a permanent residential
space, which is heated by gas, supply may suspeddedg the period from 1

October to May, only when at least 60 days have passed dmecedtice.

Before the gas supply is suspended in cases dedcalbove, the network operator
shall give the final customer a reasonable termlitoinate the deficiencies and shall
notify the final customer of the pending suspensiowriting. The notice shall set out
the grounds for suspension of gas supply, the terralimination of the deficiencies.

A network connection or gas supply that has beespended for the reasons
explained above shall be restored after the custbiae paid for the justified costs of
suspension and reconnection, unless the contradiden terminated.

All market participants, both undertakings and ousdrs have the right to refer to the
Authority as to the extra-judicial body. A markedrpicipant may record a written
complaint against an action or omission of anotimarket participant that is in
conflict with the Electricity Market Act or legigian established on the basis thereof.
The Authority reviews the complaint and makes agiea thereon within 30 days as
of the receipt of the complaint. If the Authoritgquests information necessary for
resolving the complaint, the passage of the terall ble suspended, but not for longer
than 60 days. The Authority’s decisions can be lehged with an administrative
court in 30 days since receiving of a decision.

Conclusively, the Authority’s opinion is that in cawnection with the selling
obligation customers are reasonably well protectedNetwork operators have the
obligation to sell gas to all customers connected the network and the market
dominant gas seller is obliged to supply all custoers.
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5.  Security of supply
5.1. Electricity

For electricity production the fundamental fuelEstonia is oil shale. In 2008 95,5%
of electricity was produced from it, 1,4% from maiugas and the rest 3,1% from
other energy sources. Thus, Estonia is indepenfitent import of fuels and in
electricity production, as all national electricifemand can be covered using
domestic fuels and energy sources. Drawing 5.le&gmts the structure of fuels used
for electricity generation.

Nat gas

Hydro

0.07% Others

2,76%

1,39%

Wind
0,29%

Drawing 5.1.1 Structure of energy sources used falectricity production
Source: Statistical Office

As regards installed electrical capacity the biggeare also belongs to oil shale fired
power plants. Below table 5.1.1 presents data staliled capacity.

Table 5.1.1 Installed electrical capacity in 2008Source: OU Elering

Capacity MW Fuel Owner

Narva Power Plants 2000 oil shale Eesti Energia
Iru Power Plant 176 natural gas Eesti Energia
Ahtme cogeneration plant 24 oil shale Eesti Energia
VKG power plants 44 oil shale Private capital
Renewables, total 70 Wind, hydro, biogas Privatétabp
Cogeneration, others 48 Oil shale, peat, natural gas | Private capital
Total 2362
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In the present security of supply analysis the Aritit has dealt with coverage of
consumption capacity (load) until year 2016. In #wealuation of coverage two
important factors shall be considered: firstly, dgsh is net exporter and secondly,
installed capacities exceed peak load today.

Table 5.1.2 presents electricity balance from 2@®®008. Drawing 5.1.2 shows
graphically the share of net export and domestitsemption of electricity. As seen,
the share of net export since 2000 has been 10&8f5%e annual production. The
highest export share was in 2007.

Table 5.1.2 Estonian power balance GWh. Source: Sistical Office 2008

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
production 7591 7590 7634 9101 9232 9114 8728 10954 9498
final consumption 5422 5607 5686 6013 6326 6403 6901 7180 7427
network losses 1240 1361 1258 1192 1112 1103 1077 1354 1130
net export 929 622 690 1896 1794 1608 750 2420 941
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50% M net export

40%— N
O domestic
consumpion

30%

20%

10%

2000 2001 2002 2003 2004 2005 2006 2007 2008

Drawing 5.1.2 Share of domestic consumption and egg of electricity GWh
Source: Statistical Office 2008

Available reserve capacity and the system’s peakldoare presented in following
table 5.1.3.
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Table 5.1.3 Available reserve capacity and systenegk load. Source: OU Elering

Calendar year Domestic electricity System peak load Installed capacity
consumption (incl power MW * MW/ **
losses) GWh*

2007 8231 1537 2052

2008 8036 1525 1960
2009 prognosis 7904 1505 1665
2010 prognosis 8045 1524 1718
2011 prognosis 8188 1544 1992
2012 prognosis 8333 1564 2024
2013 prognosis 8481 1585 2134
2014 prognosis 8632 1605 1971
2015 prognosis 8785 1626 1971
2016 prognosis 8925 1645 1970

Adjusted prognosis according to data presentedidayrig (the TSO) in July 2009
The 10% production reserve required by law is igdo

According to the previous prognosis by the TSChenworst scenario it was foreseen
a capacity deficit in 2016 of 1 100 MW. Considerthg current falling consumption
volumes that was an over-estimation. Based on pustad estimation of peak loads
and installed capacities it can be anticipatedttierte will be no capacity deficit until
2016.

Beginning from 2016 Eesti Energia’s Narva PowenBahall comply with the SO
and NQ emission limitations stipulated by the Directive large combustion plants.
The problem is that the old energy blocks do nongly with the requirements of the
Directive. It should be mentioned that the emisdiontations does not necessarily
mean immediate closing down the blocks. Modern rieldgies may offer
opportunities for modernisation of old block ander#by bringing them into
compliance with the requirements of the Directive.

Especially important are Eesti Energia’s, as theketaparticipant with the biggest
share, plans in connection with Narva Power PI§A& Narva Elektrijaamad) and
also with Iru and Ahtme Power Plant. According be fpresented information, the
capacity developments are presented in table &hilé potential investment projects
of Eesti Energia are given in table 5.1.5.

Table 5.1.4 Production capacities of Eesti Energia

2008| 2009| 2010f 2011 2012| 2013| 2014| 2015 2016
Narva Power Plants 20002 000 2000] 2000/ 1538 1538/ 1538/ 1538 1052
incl. old blocks* 1614 1614 1614| 1614| 1152 1152 1152 1152 666
incl. new blocks 386 386 386 386 386 386 386 386 386
Iru Power Plant* 156 156 156 156 156 156 156 156 156
Ahtme Power Plant 24,4 24,4 24,4 0 0 0 0 0 0
Kohtla-Jarve Power Plant 0 0 0 0 0 0 0 0 0
Others: 3,3 43,6 43,6 43,6 43,6 43,6 43,6 43,6 43,6
* incl. capacities under
conservation 364 364 364 364 62 62 62 62 62
Old blocks of Narva Power
Plants 302 302 302 302
Iru Power Plant, block no.1 g2 62 62 62 62 62 62 62 62
|TOTAL 2184 | 2224 2224 2200 1738 1738 1738 1738 1252
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Table 5.1.5 Potential investments into productioapacity of Eesti Energia

Year 2010/ 2011] 2012| 2013] 2014 2015/ 2016
Narva Power Plants, new oil

shale block 272 272
TSO’s emergency reserve

gas turbine station 120 120 120 120 120
Ahtme biomass CHP block 225 225 225 225 225 225
Iru municipal waste block 17 17 17 17 17 17
Narva windmill park 5( 50 50 50 50 50 50
Aulepa windmill park no 2 3 8 8 8 8 8
Pdltsamaa hydro plant 0,2 0,2 0,2 0,2 0,2 0,2 0,2
Ekseko biogas CHP 1,7 1,7 1,7
Paldiski windmill park 25 25 25 25 25
TOTAL 50,2 97,7| 242,7| 242,7] 244,4 516,4 516,4

Conclusion: currently Estonia has no security gfpby problems, but vice versa —
installed capacities surpass domestic peak loadsuroption making export of
electricity possible. Nevertheless, the decisionstbe made already today. Because,
if no new capacities will be installed nor no reattons of Narva Power Plants’
existing old blocks will be carried out then elemt capacity deficit is likely to take
place in 2016.

5.1.1 Security of supply analysis made by TSO

According to the amendments to the Electricity Markct enforced in 1 May 2007
the transmission system operator (OU Elering) iiget to prepare a report, which
presents: a prognosis of offer and demand of &tégtin next five years, existing
supply possibilities; perspective installations &molse under construction; quality of
networks and their maintenance level, measuresafrgig maximum (peak) demand
and measures undertaken in situation of capacificigesecurity of supply of
network; foreseeable electricity security of supplythe period of 5-15 years and
investment plans of the transmission network operand respective ones in
neighbouring countries known to him for a five-ygmariod for erection of cross-
border connections. The report in question is preseto the EU Commission, to the
Ministry of Economic Affairs and Communications aodhe Authority. Thus, one of
the parts of the report shall present an evaluatibthe need of investments into
production capacity. Based on the prognosis otrdmesmission network operator the
Authority may oblige the TSO to arrange a tendefarghew capacity installations.

OU Elering has thoroughly handled all above-memtbriopics in its security of
supply report. It is stated in the report that @&ty in 2009 a production capacity
deficit of 140 MW may take place, if two blocks thie Narva Power Plants will be
put stand-by under preventive conservation. Thdeekb will be put in operation
again in autumn 2010. The Authority estimates tleansidering the falling
consumption trend a deficit of production capaaity2009 is unlikely. In the period
2011 to 2016 the necessary production reservebsilavailable provided that it is
possible to operate all existing production equiptaad new will be built (300 MW
gas turbine plant possessed by TSO). The transmisgierator is also in opinion that
most critical year for the energy sector is 2016ewall the electricity production has
to be harmonised with EU requirements. Thus, by62@dw production capacity has
to be erected, or renovations carried out on exgststallations, in order to comply
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with the EU norms. According to data by OU Elerthg needed production capacity
will be available after 2016 if in addition the n&@o and Tartu cogeneration plants
and to the planned Parnu cogeneration plant alsnagas turbine plant, as well as
two extra blocks of 300-400 MW will be erected imrMa. Moreover, OU Elering
declares that if necessary investments will naimertaken the capacity lack in 2016
will be 1100 MW. Due to the cross-border transfgpacity limitations import in such
a level is impossible.

Upon a request by the Authority the TSO Eleringatpd in its report the production
and consumption prognosis in connection with thanged economic situation in
Estonia and all over the world (as it was refleatethble 5.1.3 above). In comparison
of the new consumption and pessimistic productiapacity prognosis it can be
estimated that in 2016 the capacity deficit maypb& MW, as a maximum.

5.1.2 Electricity sector development plan

The Ministry of Economic Affairs and Communicatioméroduced a draft plan for
development of the Estonian electricity sector luR@18, in which it deals with
various security of supply scenarios. The scenavtoch is deemed most likely and
useful for Estonia is presented in drawing 5.1.3.

Development of net capacity in Estonian power system 2010-2025
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I Nuclear power plant I Combined heat and power [ 0Id oil shale units
01l shale CFB-units I Oil shale with deSOx and deNOx E=—"Balancing units for wind power
I Peak reserves C—Disturbance reserves EETEEDeak consumption

Drawing 5.1.3 Development scenario of Estonian pa# production net capacity 2010-
2025. Source: Ministry of Economic Affairs and Comnanications, Development Plan of
the Estonian Electricity Sector until 2018 (draft)

Thus, according to the Ministry’s estimations thidwing shall be undertaken:

- capacity of cogeneration plants increased up toN8@0 (net capacity during peak
of 260 MW) by 2014

- 2x300 MW (net capacity 270 MW) new oil shale flsed bed blocks erected by the
end of 2015

- SOx and NOx capture equipment installed to four28l@ MW (net 4x150 MW) oill
shale blocks by 2012

- capacity of land-based wind turbines increasecu0 MW by 2013
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Investment decisions for all the listed capacisiesll be made before the end of 2010.

The Ministry suggests that for further increase wahd turbine parks offshore
locations are rational. Besides, production capmciequal to the total of wind
generators’ capacity shall be erected. After im@etation of shale oil using gas
turbines, assumable since 2018, it becomes pogsilolensider closing down some of
the block with cleaning installations in Narva Powants. The need for increasing
emergency reserve power plants in 2016 is relaedinmissioning of Estlink 2 sub-
marine cable with an anticipated capacity of 600 MMfese plants can also serve as
a reserve for possible nuclear plant. The Ministngsees that the gas turbine plants
shall be able to burn at least two fuels, preferaldmestic ones.

Table 5.1.6 presents the Ministry’s prognosis fet capacity development in the form of a
table. It can be concluded that in 2016 the system peaks at 1646 MW and for it there will
be enough production capacity and no capacity iléfiexpected.

Table 5.1.6 Development of net capacity in Estomgpower system 2010-2025
Source: Development Plan of the Estonian Electriti Sector until 2018 , draft
2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016

Cogeneration plants 150 200 220 240 260 260 260
01l shale plants 1660 1660 1630 1630 1630 2170 1520
-old 1280 1280 640 640 640 G40

- fluidised bed 380 380 380 380 380 920 920
- with  purification 600 600 600 600 600
equipment

Omn-shore wind farms* 150 200 200 400 400 400 400
Off-shore wind farms® 200
Balancing umts for 200 400 400 400 600
wind power

- including gas turbines 200
based on shale o1l

Pealk reserves** 100 100 100 100 100 300
Disturbance reserves®* 100 200 300 300

Nuclear power plant

Total cguaranteed 1810 1960
production capacity
Taking  account of [ 1620 1800 1990 2310 | 2430 3070 | 2710
criterion n-1
Taking  account of | 1430 1580 1830 2150 | 2270 2910 | 2440
criterion n-2
* - The capacities are not taken into account etthal guaranteed production capacity.
** - Unit capacities of up to 100 MW

(]
)
th
=

2470 2590 3230 2980

5.1.3 Estlink 1, Estlink 2 and other connections
Most important new infrastructure project is thdliBk, under which a HVDC sub-

marine cable connection with a capacity of 350 Méwrected between Estonia and
Finland. It was commissioned and started commeogatation in December 2006.
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Regarding other infrastructure projects the trassimn network operator Elering
plans to install another 650 MW sub-marine cabklijik 2) in addition to the 350
MW one by the year 2013. In 2011 it is planneduddonew high transmission lines
2x 330 kV + 110 kV in order to improve securitysafpply for Parnu and Viljandi
towns.

5.1.4 Investments in Narva Power Plants and Aulepa wind farm

The most important events in the first quarter 60210 business year for Eesti
Energia were the decision to build a new shaldamtory that will use an updated
efficient technology and to arrange procurementwaf new oil shale fired power
production blocks. The decision is crucial and elpselated to the EU C{policy
after 2013. In the current allocation period fro802 to 2012 Eesti Energia group has
enough quota for domestic production, while thetrneetiod beginning in 2013 the
guota allocations are uncertain to a large ex#stproduction of electricity from oll
shale creates high G@&mission (production of 1 MWh of electrical energgults in
approx. 1 ton C@emission), the future Cpolicy is crucial in investment decision-
making process. Should Eesti Energia buy all iteded CQ at market price the
produced electricity price may appear non-competitiThat is why an appropriate
solution shall be worked out, especially in coniectvith security of supply. This
means, a solution that provides both competitiveiné®il shale based electricity and
through that also security of supply. In doing Ise Authority is in a position that the
decision on erection of two new oil shale fired powblocks is of an utmost
importance from security of supply point of view.

In June 2009 Eesti Energia commissioned the nevepsulvind turbine farm, which
is biggest in the Baltic countries. The farm istEEsergia’s first large investment in
the development of renewable energy. The investmesit was close to 900 million
EEK and it was covered by the group’s equity finagcThe farm’s installed capacity
totals 39 MW with an expected annual productiod@® GWh constituting 1,3% of
the final electricity consumption in Estonia.

Conclusion: Currently Estonia has no security of spply problems. Nevertheless,
unless investing into new capacity or renovating ésting one by 2016 there is
likely to occur a capacity deficit. The Ministry has worked out in-depth

development plan until 2018 in order to secure suainability of the Estonian

electricity sector. The Authority is in an opinionthat Estonia must cover its load
with domestically installed capacity. Eesti Energiahas made the decision to
continue with investments in new oil shale fired pwer blocks in Narva Power

Plants, which is an important step towards securingf power supply in Estonia.
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5.2. Natural gas

In the Estonian primary energy supply balance teesof gas is 13,8% (see drawing
5.2.1), while among fuels used for electricity protion its share is only 2,9%.
Estonia is net exporter of electrical energy, heihdég possible to cover all national
demand without gas.

aviation fuel

car petrol
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oil shale
1,3%

heavy fuel oil
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natural gas
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Drawing 5.2.1 Estonian domestic consumption of fuels in 2008

From security of supply point of view natural gasvery important in the production
of heat in district heat supply facilities where share is up to 48,4%. In bigger towns
like Rakvere, JOogeva, Rapla, Pdlva and some othistisct heat supply bases 100%
on natural gas. The share of gas is high also iimfaTartu, Viljandi, Sillamae and
several other towns’ district heat supply. In 2@G0¢o0 Parnu and Rapla towns were
connected with the natural gas supply network. @lwerin the supply of Rapla 100%
will base on gas, while in Parnu an important shaitestill remain with solid fuels
(peat and wood). Thus, when it comes to securityugply, natural gas has the
highest importance in the district heat supply @edtvhereas, a specific of Estonia is
that 39% is consumed for industrial purpose, wttie consumption of the biggest
customer — AS Nitrofert — constitute 22% of thatdistonian gas consumption.

Compared to Western Europe local gas heating &ively little spread in Estonia.
The development of smaller gas networks is morens# in real estate development
areas. The share of natural gas in household cgrtganmin 2008 was still about 5,3%
from the total gas consumption.

Thus, the share of gas in electricity productiomasy little and Estonia has sufficient

reserve capacity for covering electricity demandnég, from the security of supply
view, gas has no significant importance in elettirigeneration. At the same time,
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gas is extremely important from security of digtheat supply point of view. While

in most district heating systems besides gas dismative fuels can be used, in local
gas heating such possibilities do not exist angbassible gas supply interruption
situations the customers would simply be left unéeta

Table 5.2.1 presents general gas supply and congumigures, while table 5.2.2
gives gas utilisation figures by various sectors.

Table 5.2.1 General information on gas supply

Import System max transfer

Eesti Import Total Peak load capacity

Gaas | Nitrofert | consumptior 1000

mill m® | mill m® mill m® | 1000 m3/day MW m?/66paevas MW
2001 789 76 865 5400 2 099 7 000 2721
2002 679 48 724 5 000 1944 7100 2760
2003 732 106 838 5500 2138 7 800 3032
2004 749 213 962 5100 1982 8 300 3226
2005 774 216 991 5200 2021 10400 4043
2006 794 215 1008 6 700 2 604 10500 4081
2007 796 208 1004 6 400 2 488 10700, 4159
2008 748 215 963 5200 2021 10900 4237
2009 progn 650 25 675 4 300 1671 110000 4276
2010 progn 650 50 700 4 300 1671 110000 4276
2011 progn 675 100 775 4 300 1671 110000 4276
2012 progn 700 100 800 4 500 1749 110000 4276
2013 progn 725 150 875 4 500 1749 110000 4276
2014 progn 725 150 875 4 500 1749 110000 4276
2015 progn 750 200 950 5000 1944 110000 4276
2016 progn 750 200 950 5 000 1944 110000 4276

Note: EG V6&rguteenus prognosis in July 2009

Table 5.2.1 gives separately the quantity of ggsoned to Estonia and consumed by
AS Nitrofert. In 2008, for instance, it constitutasl much as 22% of the Estonia total
consumption. Due to complicated economic situaldrofert has suspended its
operation and the Authority gas no information asgble resuming of operation. In
table 5.2.1 the prognosis of import quantities &lmby Nitrofert and gas network
operator EG Vorguteenus.

Table 5.2.2 Use of gas by various sectors in 2087d 2008

2007 2008
Gas

consumption Gas consumption

thousand m® Share thousand m® Share
Production of electricity 57 656 5,7% 64 545 6,7%
Production of heat in power
plants and boiler houses 362 370 36,1% 326 982 33,9%
Industrial customers 385 757 38,4% 383 517 39,7%
Business and households for
heating 197 639 19,7% 190 316 19,7%
Total 1003422 100,0% 965 360 100,0%
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Drawing 5.2.2 Consumption of natural gas by customiegroups in 2008
Source: AS Eesti Gaas

The economic situation in 2008 and especially entibginning of 2009 changed
dramatically gas consumption in Estonia. The stesspin import prices resulted in
record high prices for customers. Compared to 2@@sumption fell by 4%, from
1003 million m3 to 963. The biggest gas consumeNit®fert suspended its
production indefinitely. This reduces consumptigr2b0 million n¥ per annum. New
peat and wood fired cogeneration plants were cosiarisd in Tallinn and Tartu
towns, which also reduces consumption of gas.

As regards security of gas supply Estonia completielpends on the Russian gas
supplies. Estonia has two cross-border transmissammections with Russia: one in
Narva (east) direction and the other in Varska t{seast) direction and one
connection with Latvia in Karksi. In normal situati only two of these connections
are operational: the Latvian connection and thesRnsconnection in Varska. The
Narva connection transfer capacity is limited bseaof some network limitations on
the Russian side and it is opened only in emergeiteyations. As it was already
described in the gas market review chapter Estoasano problems with exhaustion
of pass-through capacity, but problems may arisy am extreme peak load
conditions.

Concerning new connections possible Estonian-Amng&s connection is in question.
Currently it is under pre-feasibility study phasEhe routing selection and an
environmental impact assessment have also been eooath. However, according to
an evaluation by AS Eesti Gaas the constructiothefgas connection cannot be
commenced before 2013.
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Gas is imported to Estonia by AS Eesti Gaas andltieenical industry AS Nitrofert.
In fact, Nitrofert is not involved in selling of gdut imports it exclusively for its own
technological needs. In winter period from NovemtoeApril Eesti Gaas covers the
gas consumption only with the gas from the Latweated I&ukalns gas storage,
while Nitrofert imports it directly from Russia. Aally, in winter both Estonia and
Latvia, and partly also Russia and Lithuania armmarily supplied with the gas from
the Insukalns storage, which has an active volume of 2r8ilon m°.

Until spring 2008 Eesti Gaas rented in théukalns gas storage a volume of 500-600
million m. Filling up of the storage takes place throughpipeline that comes from
Russia through the Estonian territory. The proadsfiling up of the storage takes
place in the period from April to October and itabservable by Eesti Gaas. A
stoppage of the filling up process would indicatepwmssible risks in gas supply and
Eesti Gaas could take measures in advance in todeitigate the risks and be ready
for supply disturbances. The mentioned quantit§@d-600 million i is a sufficient
for securing a strategic reserve for Estonia. Apartant circumstance to emphasise
that the stored gas a property of Eesti Gaas amohgttakes place on the territory of
an EU Member State.

According to the storage agreement the EstonianLabdan gas companies Estonia
can consume daily 5 000 thousantifrom the Latvian storage to cover its needs. The
analysis of consumption peak loads in years 2006¥ shows that the volume has
been sufficient to cover Estonian peak load. Thesamption peak of Nitrofert is
about 700 thousand $halaily. This has to be subtracted from the Estomdals as
Nitrofert buys gas directly from Russia and is using Irtukalns gas storage.

Beginning from 2008 the situation in gas supplyngea to some extent. Eesti Gaas
has quit from the storing in the Latvian storagd buoys gas directly from Gazprom.
This means that Gazprom itself stores gas in th&geé and is the owner of gas until
it is handed over on the Estonian-Latvian bordéer&fore, the technical solution of
storing has not changed as in winter period Estmnsdill supplied from the Latvian
storage. However, there in an essential differencgarlier the gas in the storage
belonged to Estonia, while now its owner is Gazpr&msti Gaas explains that the
change of supply scheme is justified from finan@atl economical point of view.
Namely that it is more favourable for the undemakas now there is no need for
storing large gas reserves. The Authority is inoaifpn that the new arrangement
reduces security of supply. The weakest pointas, s mentioned, now the owner of
gas is Gazprom and the latter can now decide wtwersell the gas in possible
shortage situation.

In January 2006 between dates oftd 22, when weather conditions were extremely
cold both in Russia and in Estonia some disturbmmmecurred in supply. The
Authority has initiated a supervisory proceedingwhich also employees of the
Ministry of Economic Affairs and Communications weanvolved. The proceedings
identified that the legislation related to secunfysupply should have to be amended
remarkably.

With respect to the EU Directive 2004/67, whiclpsltates measures for securing gas

supplies and considering the results of above meat analysis the Ministry of
Economic Affairs and Communications elaborated psafs for amending the
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Natural Gas Act with measures ensuring securitgupiply of gas. The amendments
were approved by Riigikogu (the Parliament) in Ma&007. For securing of gas
supplies the following measures are set out.

In the period from 1 October toMay the household customer’s supply with gas may
not be interrupted nor limited. In the same perigak supply may not be interrupted
nor limited to an undertaking supplying residensiphce heating and which has no
possibility to use fuel other than gas. Gas suppdéy be interrupted if there is a
danger for people’s life, health, property or eamiment is endangered, as well as
upon an agreement between parties. A heat suppliertaking with an annual
estimated production volume over 500 000 MWh pemwaek area is required to
facilitate a possibility of using a reserve fueicg July 2008, in order to secure heat
supply during 3 days.

In case of occurrence of circumstances that capajelise security of supply,

endanger people’s life and health or the integrftgetwork, the system operator shall
inform the Ministry of Economic Affairs and Commauations and the Authority, that
makes proposal for implementation of measures wbahensure security of supply.
The Ministry in cooperation with the Authority shahnalyse the proposal received
from the system operator and if necessary, makposal to the Government of the
Republic for implementation of the following meassirfor ensuring security of

supply:

1) limitation of gas supply to the persons which use @ther than for heating
purpose

2) allowing gas supply limitations to the undertakinigat produce heat

3) allowing lowering the temperature of water supphe@dspace heating

4) oblige heat supply undertakings to using of a resérel

Since in Estonia most important is to ensure natges supply for heat supply
undertakings and households, it is intended to sapsupply limitations of supply
first of all to heat producers in Tallinn and Narda essence, the amendments
stipulate a requirement for Tallinn and Narva distheat supply undertakings on
facilitation of a possibility of using a reserveefuand in case of gas supply
disturbances switch over to the reserve fuel. seaa Iru Power Plant it is possible to
run the plant in heat only mode instead of cogdimaranode, in order to reduce gas
consumption. In Estonia it is acceptable, as tlaeesbf gas in electricity generation is
very modest. The power plants fired with gas caoumgtiless than 10 per cent of the
installed capacity and the electrical load can desped with oil shale fired boilers of
Narva Power Plants.

According to the enforced amendments the systemmatpe(EG Vorguteenus) is
required to prepare a description of emergencysdns which can jeopardise normal
operation of the gas system, as well as a plamefswlving of the emergencies. The
plan shall be submitted to the Ministry of Economifairs and Communications.
The plan is to be applied in situations when thiar@e provider fails to ensure gas
balance and limitation of consumption by certainstomer groups becomes
unavoidable.
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In conclusion, it can be said that Estonia hashwotage of network transfer capacity.
Based on the consumption and transmission cappoitynosis submitted by Eesti
Gaas there shall be no transmission capacity geuatil 2016 and very likely not
after that time as well. Nevertheless, problems @arése in connection with security
of supply and this in turn can jeopardise heat keppvhich are highly dependent on
gas supplies. As in the European part of Russiaoeerall increase of gas
consumption takes place, the Estonian peak loadinter period can be primarily
covered with the gas from the Latvian gas stordge.recent years the gas
consumption peak has been on the level of 50760 thousand frdaily (the
record high consumption was in the extremely coidtev of 2006). Considering the
fallen load in both consumption volumes and of peak and the fact that Nitrofert
will cover its daily consumption of 700 thousand itself. This means that in addition
to the current Latvian gas storage supply of 5 ®@Wisand rhdaily an extra supply
of 1 000 to 1300 thousand®rdaily is needed, 100% of the Estonian load can be
covered from the Latvian storage.

Along with the start of commercial operations bg ttew Tartu and Vao (Tallinn heat

supply) cogeneration plants, the security of sugl@pendence in gas in the biggest
towns has deceased. Thus, in Tallinn district Bapply the share of gas is about 76%
and in Tartu only 17% (in total for the two distriteat areas), while in the plants

belonging to AS Fortum Tartu as low as 6%.

From technical point of view security of supply Bheertainly be improved by the
planned Estonian-Finnish gas pipeline connectidme Project does not have final
approval yet. Environmental impact assessment aldctgon between various
technical solutions is currently ongoing in theti®atountries and Finland.

The Authority shares the position of Eesti Gaa$ gussible new connections shall
improve supply security from technical point of wiewhereas 100% dependence on
Russian supplies will still be the fact for botte tBaltic countries and Finland. The

latter risk could be mitigated by erection of lifjgd gas terminal, which could be

common for both Baltic States and Finland.

In conclusion the Authority is in a position that gas supply risks are related to
the supply from a single source - Russia. Howevan possible crisis situation the
consumption of gas can be significantly reduced (ase of electricity production
in Tallinn and Narva and other district heating sysems, switching over to using
of reserve fuels). The reduction of gas consumptiomakes it possible to supply
Estonia fully from the Latvian gas storage and theeby reduce supply risks.
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