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1. Foreword

One of the 2007 milestones was the merger of govental agencies within the
administrative area of the Ministry of Economic @&fs and Communications. Thus,
since 1 January 2008 the Competition Board, thedynklarket Inspectorate and the
area specific regulatory services of the Estoniatiddal Communication Board are
merged, forming the Estonian Competition Authdritin addition, some of the
functions related to market regulation of the raywdepartment of the Ministry of
Economic Affairs and Communications were also hdndeer to the merged
Authority. While the Technical Inspectorate, thelWay Inspectorate and frequency
management of the National Communication Board \ese merged and formed the
Estonian Technical Surveillance Authority.

Similarly to years 2005-2006 also in 2007 the wdtdd and energy were important
key words for both undertakings and customers. @asiest way to realize this is
looking at the rapidly changing gasoline and didsel prices. However, consumers
are used to it for a long time already. It shoutdnmted yet that both electricity and
natural gas, as well as district heating sectoesdaectly or indirectly dependent on
the world market price for oil. This does not havelirect impact on electricity
consumers in Estonia, as the major portion of @&t is produced from local oll
shale. However, consumers of natural gas and digtgat supply services are still
influenced.

Another important topic in 2007 was ¢@mission reduction policy and the future of
electricity production in Estonia, which much degemf the emission issues. As it is
explained further in the present report the masicat year is likely to be 2016, when
most of the boilers of AS Narva Elektrijaamad (NaRower Plants) energy blocks
are not going to comply with the EU environmentduirements any more and have
to be closed down or renovated. According to pregsoa power demand in the
mentioned year shall be 2000 MW. This means, at #8800 MW of new capacity
should be implemented. Saying it in other wordgp$u for about two thirds of the
demand in a 10-years period is missing.

The theme has been thoroughly discussed and thye rainideas spread from one
extreme to the other: beginning with an idea toecaall the demand by windmills
erected in the Baltic Sea, and ending with an idkarecting an Estonian own
individual nuclear power plant. At the same tintes European Commission’s policy
that has an objective of significant g@mission reduction, puts Estonia into a hard
situation. If since 2013 all the GOnheeded for electricity production has to be
purchased at the market price, the competitivermésthe oil shale based energy
industry is set under question. A major concerateel to future security of supply is
the circumstance of suspension of new energy blekestion plans in Narva, while
only a year ago those investment decisions seemitel certain. Now it looks that
Eesti Energia AS is uncertain about taking the askvestment decisions unless the
CQO, policy is clear. Nevertheless, if Estonia wantcower the demand by its own
electricity production in 2016, the decisions hawvée made already today.

Regarding natural gas consumers, the year 2007ataa pleasant one for them as
well. They were surprised by almost one and atiraklés price increase, which in turn
was transferred to a price jump for a large paitiedt consumers. Unfortunately, the



Estonian Competition Authority has rather limitegspibilities for protection of gas
consumers’ interests. It can be practiced onlyughothe regulation of prices for
network services. In fact, the infrastructure cfust a typical gas burning district
heating boiler plant is below 10% of the sale prieer household gas consumers the
same indicator is between 10 and 20%, dependingbnsumer. For comparison, the
share of network services in the household elétramnsumer price is up to 60 per
cent. This shows that the Competition Board shallehan important role in consumer
price formation also in open electricity market diions.

An important circumstance to consider is that eleity and gas, as well as district
heat reaches customers by means of respective mkeinmastructure, while the
charges for using of an infrastructure and the oskware completely independent
from oil price fluctuations in the world market. A 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 impribes for goods and services
according to national rate of inflation, techniaafficiency. Thus, infrastructure
charges have no relation to the changes in thedwodrket fuel prices, the prices for
those services are stable and as a rule, changeskiwer rate than the rate of
inflation. According to enforced law the suppliexshto 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.r€bg customers can follow what their
electricity or a gas bill's total is formed of.

According to the EU Electricity and Gas Directiviedtricity 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
example, with the telecom service market in whigktemers can change the service
provider/operator, while the network owner mustegaccess to his telecom network
to all operators. Estonia has a transitional peuotil 2013 for its electricity market
opening. By 2009 35% of the market should be opehbis means that already then
larger industrial customers can themselves chdos@referable supplier or producer
of electricity. As regards gas market there is namditional period and since 1 July
2007 all customers can choose their seller of gas.

A substantial development in 2007 was the continnabf indexation of electricity
network charges for both the transmission netwar&rator (OU P&hivork) and the
distribution network operator (OU Jaotusvérk). Naméeginning from 2005 the
network charges are approved for a three-year gpanal adjusted annually according
to the rate of inflation and the volume of saleas& on the knowledge and
experience we have today it can be concluded ligaindexation has been successful
and the same approaches shall be undertaken atbe finuture. The new regulation
period started in 1 March 2008 and lasts until Ird¥1a2010. In addition, the new
price limit of 147,69 EEK/ton was approved for tbié shale mining industry AS
Eesti Pdlevkivi, as well as the new production @ticr Narva Power Plants of 44,64
EEKcents/kWh (weighted average production prices eaproved. It should be noted
that the former price limit of 133 EEK/ton was whkince 1998, thus, during 10
years. The production price for Narva Power Plamés valid since 2002, thus 6
years.



On the basis of paragraph 66 (10) of the Alcohabdcco, Fuel and Electricity
Excise Tax Act the following excise taxes wereadtrced since 1 January 2008: 5
EEKcents/kWh for electricity and 157 EEK/thousantfar natural gas. Similarly, all
electricity consumers have to pay a fee for subsidiof renewable energy and heat
and power cogeneration. The level of the fee in7208s 2,18 EEKcents/kWh, while
in 2008 it is 3,03 EEKcents/kWh. For final cunsumeanlue added tax (VAT) is
added to those fees.

The present report intends to provide best possibrview of the energy market
functioning and the security of power supply. Wicsrely hope that through this
report the readers can clarify the organisatiomafket and its regulation as well.

With best wishes,

Mart Ots
Director General
Estonian Competition Authority



2. Energy market regulatory authority review

Since 1 January 2008 the Competition Board, thedyniglarket Inspectorate and the
area specific regulatory services of the Nationam@unication Board are merged
constituting the Estonian Competition Authotjthereinafter the CA. In addition,
some of the functions related to market regulabbithe railway department of the
Ministry of Economic Affairs and Communications wealso handed over to the
merged Authority. While the Technical Inspectoratee Railway Inspectorate and
frequency management of the National CommunicaBoard were also merged and
formed the Estonian Technical Surveillance Autlyorit

Functions and activities of the CA are stipulatgdiie Government of the Republic
Act, by special laws that regulate communicatigustal service, railway and energy
sector, as well as by the Statutes of the Authority

In compliance with above mentioned legal acts tiedarries out its energy sector
market regulatory tasks as follows:

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

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

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

e 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)

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

e settles disputes between local municipal autlesriind undertakings supplying
district heat on the pricing of heat

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

e issues and revokes activity licences for undengkiproviding network services,
for producing and sale of electricity, providing gds network services and sale
of gas, producing and sale of district heat; deteesithe conditions of the issued
activity licences and monitors fulfillment of therditions

e monitors the adequacy of prices for the balan@gnsold by the transmission
system operator (National Grid) and the conditiohisalance contract

e supervises observing by market participants pronssof law, requirements of
regulations, fulfilment of relevant obligations dikseparation of accounts,



independence of the system operator, disclosurenfofrmation, third-party
access to the network, etc.

e discloses the approved prices, tariffs and chawgets web site

e monitors the quality testing of liquid fuels sofdthe market and supervises the
quality of electricity supply

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

e issues precepts and initiates misdemeanour preegduthe cases of violation of
the provisions of law

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

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

The CA is an authority independent in its decisimaking. According to the
Administrative Procedure Act and other legal agigliaable within the energy sector
(Electricity Market, Natural Gas Market, Districieliting and Liquid Fuels Acts) the
CA issues administrative acts: decisions and ptec&ome examples of those can be
as follows. By decisions, for instance, the ECAeitgrants approval to prices or
refuses to. By decisions market licences to unkerga are issued or refused to, or
revoked. Also, by decisions customer complaintsregaindertakings’ performance
or disputes between markets participants are detfRrecepts are issued when
provisions of law are violated by undertakings. Lstypulates that the decisions have
to be motivated and justified. The purpose, indéedp give customers a chance to
refer to the CA instead of court. This way a deristan be received faster, as a rule,
because law stipulates that the CA has to maldetsion during 60 days at the latest
since receiving of an application

The CA’s decisions are independent both politicalhy from energy undertakings,
guided exclusively by stipulations of law. The CAlscision cannot be changed or
invalidated neither by the Minister nor by the Gimweent. Respective regulation is
prescribed by the Government of the Republic Astpbragraph 93 (6) stipulates that
the procedure for governmental supervisory corginall not extend to:

1) acts of state supervision and decisions madieanapplication 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 CA'’s decisions and precepts can be challengédan administrative court in 30
days since receiving of a decision or a preceptiddans of an administrative court
can in return be appealed with a circuit court &mal decisions of the circuit court
with the Supreme Court. Estonia is the state baseithe rule of law and that is why
challenging of decisions and precepts shall be ddeannormal process in which for
both undertakings and customers their legal priateés guaranteed. In 2007 the CA
has made altogether 289 decisions and preceptsp&echwith the period since 2003
an average annual number of decisions is 200. ®myt of them have been lost by



court decisions. This can be regarded as a goadt resd as an indicator of the
quality of the CA’s work.

Director General

General Competition Railway and Telecommunication
Administration Division Energy Division and post Division

The CA is managed by Director General. The appantmnto office of Director
General and all other CA employees is based orPilitdic Service Act. Director
General is appointed by the Minister of Economitaké and Communications at the
proposal by the Chancellor of the Ministry. A predidion for appointment is his
attestation by the Commission at the State ChaegeDirector General is nominated
without a specified term.

Dismissing from office of the Director General imgar to the appointment, on the
basis of the Public Service Act and Governmenthef Republic Act. According to
them Director General is dismissed from office bg Minister of Economic Affairs
and Communications at the proposal by the Chancellahe Ministry. Director

General cannot be dismissed because of politiealores.

The CA comprises three divisions, each managedhmad of division. The heads of
divisions are at the same time also deputies tedr General.

Tasks of the Competition Division are determinedhm Competition Act. These are
identical to the functions of the former CompetitiBoard. In brief these are: control
of mergers, revealing of prohibited agreements pmoteedings in connection with
abuse of market dominant position. The latter paldrly relates to the energy sector,
in which a large number of unertakings have dontipasition on market.

Tasks of the Communications Division are stipulatky the Electronic
Commnications and Postal Acts. These are identiwahrea specific regulatory
functions of the former National Communications &ba

The Energy Regulatory Division is, to a large ektdhe former Energy Market
Inspectorate, which additionally has taken over thection of railway market
regualtion.

Each division is managed by respective head ofsidimi which is appointed by
Director General. Similarly to Director General peecondition for appointment a
division head is his/her attestation by the Comiorssat the State Chancellery. Most
important decisions of a division have two signasu by Director General and by



head of division. In other cases decisions can lmlemby head of division
individually.

The CA is financed from state budget. The budge@8 is30,67 million kroons
(1 960 000 €) 0,236 million (15 100 €) out of it is the fee fomembership in
international organisations, while 23,75 milliono&ns (1 517 600 €) is employee
salaries and 6,69 million (427 242 €) are admiatste costs.

In accordance with the state budget preparationgohares every spring time the CA
submits a preliminary draft application togethethwthe statement of grounds to the
Ministry of Economic Affairs and Communications. élHinal budget is firstly
approved by the Government and afterwards, on dlses lof the State Budget Act, by
the Parliament.

Considering the financing of the energy market I&guy authority — the former
Energy Market Inspectorate - the biggest portionhef budget was the employment
cost - in 2007 it was 3,953 million kroons. 0,98liomn out of it was social tax, which,
according to the Estonian taxation law, is paidh®/employer. So the actual salaries
without social tax totalled 2,973 million, whichygaa monthly average salary level
of 22 500 kroons. Such a level can be deemed catmpeah Estonia and this enables
employing people with strong professional skillstiveir specific field. Within the
public sector the CA’s salary level is higher tlmaverage, hence well competitive.

The merger has improved possibilities for hiringtiskill employees, as the joint
organisation has higher budget. The merger haditéded also to savings in
administration cost and as a result — more cantitised for employing stronger
specialists.

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

Some key performance figures for 2007 can be adlas follows:

57 activity licence issuance decisions

25 decisions and precepts on the settlement ofehpssticipants’ disputes

37 decisions on connection fee methodologies armtlatd conditions

170 decisions on granting price approval or disaygr

The biggest scope of work is within price contnatlaapproval process. Therefore, the
best indication of the Division’s performance ig tiumber of undertakings for which
price regulation is applied to. As per 2008 the C#ries 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 40
Electricity and heat production, and

oil shale mining 3
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So the number of undertakings to which regularegpcantrol is imposed totals 112. In
fact, during the last three years the number otileggd enterprises has increased
significantly. The reason is the development of gasworks and acquisition of
district heat suppliers by larger companies. Inhscases the regulation of price is

transferred from local municipal authorities to &, as provided for by the District
Heating Act.

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 built sppart of the north-western
common power system of the former Soviet Unionofist is part of the common
synchronised system together with Russia, Beldratyja and Lithuania. The map of
the Estonian power system is presented in drawib@ ®elow.

As seen in the drawing, with neighbouring countriestonia currently has
connections with Russia, Latvia and Finland. Witinld&hd the connection goes
through the new 350 MW DC cable that was commisgiom the end of 2006. It
should be clarified yet that Finland is part of terdic power system Nordel, which
is not synchronised with the north-western Russiatem that Estonia belongs to.

In comparison with other EU countries the Estoreactricity market is very small.
According to the statistics of 2007 the load peakédl537 MW with an annual
production of 10,9 TWh. Out of this 7,2 TWh was dmtic consumption, while
export totalled 2,42 TWh. However, since 1999 adyeannual growth in electricity
consumption has taken place, with an annual avesagdout 3,5% (see diagram
3.1.1). Such Estonian growth corresponds to gegekabwn statistical assumption
that the rise in electricity consumption constitud¢ least a half of the rise in GDP.
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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, 94% of eledlyies produced with oil shale, the

share of other fuels is very modest. Thus, theesbfinatural gas is only 2,6%, while
the share of renewable sources and peat is onB6 @Ad for other fuels 3,2%

(drawing 3.1.3). Essentially, all the productioncsntrolled by the largest energy
enterprise Eesti Energia AS that possesses 96#stalled capacity. In 2007 it gave
95,3% of the Estonian electricity production. lbald be noted here that practically
all electricity production is based on domestic Isu@and thereby Estonia is

independent from fuel imports.

Wind
0,3%
Others
3,2%

NEWTENES
2,6%

Qil shale
93,8%

Drawing 3.1.3 Sources of energy for electricity prduction. Source: Statistical Office

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-cabedtle-necks do not exist. At the
same time rather poor cross-border connections aficBcountries with other

Member States should be taken into account. In) faetonly one is the 350 MW DC
sea cable connections between Estonian and Fininde the connection with other
EU countries is limited, the area can be regardeBadtic electricity market in which

the non-member Russia, and to some extent alsariintan be involved.

An extreme concentration features also other Eatomlectricity market sectors.
Besides the 95% of production market also the téss®on network and a
distribution networks with its market share of 86Belong to the Eesti Energia AS
group. Moreover, the largest oil shale producening industry AS Eesti Pdlevkivi
also belongs to Eesti Energia AS group.

Formation of the Estonian electricity market ddiask to 1998, when the Energy Act
was introduced. On the basis of the Act four sectegre regulated: electricity, heat,

! The basis for computation of the market sharhéssale of distribution service to final custorrless
sale to other distribution undertakings.
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natural gas and liquid fuels. In 2003 the Energy Was replaced by four separate
acts: Electricity Market, Natural Gas, District Hieg and Liquid Fuels Acts.

In the 1998 Energy Act the status of an eligiblecgicity customer was defined as
follows: the customer with an annual consumptiorowér 40 GWh. The Electricity
Market Act, which entered into force inJily 2003, did not change the determination.
In 1 May 2004 Estonia joined the EU. Together witle joining an exemption in
connection with market opening became enforcedHstonia. According to the
exemption 35% of the market shall be opened by 2008le by 2013 the market
shall be opened for all customers. Table 3.1.1vbgesents the dynamics of market
opening. According to a preliminary estimation hg CA the annual consumption of
an eligible customer in 2009 shall be 2,3 GWh. Hvalty this will be determined by
a regulation issued by the Minister of Economica#t and Communications.

Table 3.1.1 Market opening 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 2,3 35
2013 All customers 100

T Note: The definition of an eligible customer f@® is based on an annual consumption of 2,3 GWh,
evaluated by the CA. The final decision on eligibilshall be made by the Minister of Economic
Affairs and Communications. An annual consumptidnetigible customers was estimated upon
statistical figures for 2007.

According to the Electricity Market Act the nongible customers shall buy

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

3.1.1 Cross-border power connections, availability of power reserve and its
distribution

As mentioned above, Estonia has electrical powanstnission connections with
Russia and Latvia and from the end of 2006 alsodinect current (sea cable)
connection with Finland. Existing connections ah®wen in drawing 3.1.2. From
Narva two lines lead to Russia at the voltage 1®fe330 kV and 220 kV with the
total capacity of 1050 MW. From southern part ofdag one 330 kV line with the
capacity of 500 MW connects with Russia. In theagii@ Russia-Estonia direction
the same line has pass-through capacity of 400 MWhe southern part of Estonia
there are also 330 kV lines to Latvia with the @atysof 750 MW.
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By statistics of 2007 the peak load from Narvahe tirection of Russia was 565
MW, while form south Estonia to Russia it was 208WMThe peak load towards
Latvia was 623 MW. Hence, the technical capacitynisch higher than the actually
needed one and a lack of capacity has never beeerierced. The transmission
capacity data are presented in table 3.1.2. Acogrtdi the prognosis submitted by the
transmission network operator any transmission agpdeficit is not foreseen before
2015. Due to the circumstances the regulatory aiyhbas no need for capacity
distribution.

Above mentioned circumstances don not apply to d¢benection with Finland
(Estlink). The Estlink is the so-called commeraahnection, capacity of which can
only be utilized by its owners. When this connectwill be opened for third party
access (in 2013 at the latest), a deficit of phssdigh capacity and in connection with
that also a need for capacity distribution is kkig take place.

Table 3.1.2 Cross-border transmission capacity

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** 750 365 493 214 490 385
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 1065

2013 - - 1065

2014 - - 1065

2015 1065

2016 - - 1065

* - in Narva-Petersburg direction the pass-throagpacity is 1050 MVA, while in Petersburg-Narva
direction 950 MVA

** _in Tartu-Pihkva direction the pass-through aajty is 500 MVA while in Pihkva-Tartu direction
400 MVA

*** . pass-through capacity depends on internal netwoflussia, Latvia, Lithuania and Belarus -
exact data about the development of their transomsgetworks 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 countas and north-western Russia

3.1.2 Estlink

The Finnish-Estonian connection started operatiothé end of 2006. The owner of
the cable is AS Nordic Energy Link, with its shasketers as follows:

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

Both the Finnish energy market regulatory authoahd the Estonian Ministry of
Economic Affairs and Communications granted an eten to utilise it as a
commercial project, without applying to it the griple of third party free access. All
the available capacity is distributed between tierys on contractual basis until
2013. The EU Commission has accepted the exemasiorell. If the owners are not
utilising their contractual capacity reservatiotisgy are obliged to facilitate third
party access to available capacity. The owner dlinks AS Nordic Energy Link is
obliged to disclose the information about currem@ailable free capacity on its web
site. After termination of the exemption, in 20X3fee latest, the acquisition cost will
be included in the regulated asset base of therrasion network operator and third
party free access shall be validated to Estlink.
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3.2. Regulation of electricity networks

In compliance with the currently valid Electricitjarket Act for electricity networks
the so-called exclusive right principle or, whathie same, the principle of concession
is applied. This means that the transmission nétwperator has an exclusive right to
perform power transmission and system services. SHme principle is applied to
distribution network operators as well, whereastiier operators an individual service
area, determined by geographical coordinates, sgresd to. Within the area
respective operator has exclusive rights to provig#work services. Thereby
competition between lines and parallel lines ar¢ allowed. The principle of
concession minimises business risk for network atpes, since the status of a natural
monopoly originates not only from the actual siimtout also from the provisions of
law. Reasoning from the exclusive right networkrapars have also an obligation of
developing their networks in a manner that secsgsply to already connected
customers and to new connectees as well.

In Estonia the transmission network operator ot the same, the system operator
is OU Pdohiverk. 100% of its shares belong to E&stergia AS. The number of
distribution network operators is 40, which duestoallness of Estonia it is a rather
big number. Although, the concentration of disttibn service market is very high.
The largest enterprise is OU Jaotusvdrk that baldogEesti Energia AS and has a
market share of 86,5%. Its annual sale in 2007W&82 GWh (together with the sale
to other distribution networks 6 347 GWh) and thenber of customers was 621 700.
The second largest distribution enterprise is VKIEkEivorgud OU, which belongs
to Estonian private capital (the sole holder ofrekas the largest Estonian shale oil
producer Viru Keemia Grupp AS). It has 36 000 costs and an annual sales of 253
GWh. The third largest network operator is AS Forthlekter with sales volume of
184 GWh annually and supplying 24 000 customers.aAnual sale of the rest 37
distribution undertakings is below 500 GWh. Theg&st among those are OU
Tallinna Sadama Elektrivérk (the networks ownedHayt of Tallinn), AS Sillaméae
SEJ (CHP plant in Silamé&e) and AS F-Elekter. Anuahisale of smallest networks is
below 2 GWh.

The market share of distribution undertakings espnted in drawing 3.2.1. The share
of small networks is relatively marginal. Howevéreir 13,5% total share assumes
stronger regulation, which is similar to the regjola of large ones.

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

Table 3.2.1 Basic indicators of network operatorstfansmission and distribution service
prices in 2007)

14

Quality of supply indicator —an
average time in minutes of an
Number of Average tariff for transmission or interruption caused by faults p¢
operators| distribution €/ MWh (Estonian cent/kWh customer
Large industrial Commercial Household
customer customer | customer
Transmissior
network
(P6hivork) 1 7,22 (11,29) 7,468
Distribution 40 12,99 (20,33) 28,27 (44,39)21 (61,36 201
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networks

Notes:

According to Eurostat definitions:

- large industrial customer, one with an annual cosumption of 24 GWh, max capacity 4000 kW
- commercial customer, one with an annual consumpin of 50 000 kwWh, max capacity 50 kW

- household customer, one with an annual consumpticof 3 500 kWh.

Distribution indicators are based on OU Jaotusvérkinformation.

1 €=15,65 EEK

Small networks
Fortum Elekter 467 GWh
184 GWh 7,0%
2,7%

VKG Elektrivérk
253 GWh
3,8%

Eesti Energia distribution network
5792 GWh
86,5%

Drawing 3.2.1 Market share of distribution enterprises

Law provides for equal price regulation for allwetk enterprises regardless of their
size. This adds an extra work load for the CA, les tolume of work with price
approval primarily depends on the number of undétergs and almost does not
depend on the size of an enterprise.

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
OU Jaotusvork was established. For others law Istigsi only separation of accounts
and the obligation of auditing.

According to law the CA approves separately thelofahg 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
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The prices for balance energy and the chargesréosit of electricity are not
approved. However, the CA is obliged to monitortification of the prices. That
means, the so-callext-post regulation is applied to these charges.

3.2.1 Cost of compensation between transmission network operators

Regarding cross-border transit of electricity thé iégulation no. 1228/2003 provides
for application of a principle, according to whicbnsumers pay for transmission only
to the transmission network operator of their owrdry and the operators clarify
balances and cost with each other. According to rdagulation the so-called
compensation fund is to be established betweenr&tsmission network operators.
All transmission operators contribute to the fundad afrom the fund costs are
compensated for all operators participating intt@sit of electricity. Following the
requirements of the regulation is obligatory todast. Article 4 (3) of it stipulates
that payments to the fund and incomes from the &hall be taken into account in
establishing network charges. For example, a custom Lithuania, buying
electricity from an Estonian producer, has to pawytfansmission only to his local
transmission network operator. The Lithuanian tnassion network operator, in turn,
clarifies its balances with both Latvian and Eséontransmission operators through
the compensation fund. Depending on the directioanergy flows the transmission
network operator of respective country may get faich the fund or has to pay to the
fund, and the regulator has to take this into awston 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 fioring of open EU electricity
market. Thereby all producers have equal opporasjitas customer paid
transmission charge does not depend on in whicmtopuhe producer, whose
electricity is bought, is located. Similar quessprfor 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 electriciysported to Estonia. In reality
there is no such risk, as customers located in rnisstare to pay a uniform
transmission fee irrespective where the electrigtyroduced — in Estonia, Latvia,
Lithuania or elsewhere. In other words — consuraezsnot influenced by the location
of producers.

According to the EU regulation the EU Commissioalksbhstablish 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 eledly 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 OU Po&hivork has to contribute to the fi@768 million EUR. In

addition, the Estonian operator has concluded amabreement with Latvian and
Lithuanian transmission network operators for conga#ion of electricity transit
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flows. According to it 2955 thousand kroons shb# paid into this Baltic
compensation fund. Both sums have been includ#kitransmission charges.

The CA accepts the agreements between transmisgp@nators, as these are
necessary for compromise and for normal functiomhthe market. At the same time
the CA is in a position that the amount payabléh®Baltic compensation fund is not
justified, as Estonia mainly provides the transitvece and instead of paying it should
receive income from the fund. It is also no justifithat, compared to Latvia and
Lithuania, Estonia pays significantly more, as tadnsit flows through Estlink go
through Estonia. The above mentioned agreement doesolve the question of
charges for the energy flows from Russia — todayenof the Baltic countries takes
charges for the flows coming from Russia. That g/ whe CA has an expectation that
in the near future the EU Commission will elaboratel validate a methodology that
takes into account the real situation.

3.2.2 Approval of network charges

The CA elaborates unified methodologies for comjanaof network charges. They
serve as the basis for formation of charges andr theproval as well. The
methodologies are disclosed at the CA’s web sitee 3ite also includes specially
elaborated tables for collection of input data ¢ofiled in for approval process. The
tables are relatively comprehensive and includbrteal data and detailed accounts:
profit and loss statement and balance sheet, atadateut assets. Enterprises shall
also submit a detailed investment plan and sepgrtite expected sale volumes of
individual network services. Since the tables asengrehensive, and the price is
approved by a formula for a 3-year period, it iguieed to fill them in for respective
regulation period once in three years. In the me@nan updating is not required but
the CA is entitled to request additional informati@bout economic performance and
technical indicators.

Submission of input data is an obligation stipudaby law. The CA can request any
information needed for price approval and perfognof supervisory proceedings.
The CA employees can also visit the enterprisestiamy and request data and copies
of documents. The practice so far has shown théde¢mizkings do not refuse to submit
information.

In the regulation of network prices the CA has tedrining role in the selection of
methodologies. However, the following principles atipulated by law:

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 CA elaborates and discloses unified methodesofgir calculation of network
charges, which serve as the basis for approval.

So it is up to the regulatory authority to decigmm the selection of methodologies.
In the elaboration of methodologies opinion of gmtises has been considered. In
fact, it has been the process of long-lasting desppand mutual consultations between
the CA and the regulated undertakings. In the g of network charges the so-
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called long-term RPI-x indexation method is appliéy which the charges are
approved for a 3-year period and adjusted annud@kginning from the next
regulation period that begins in 2011 it is inteshtle apply a longer period of 5 years.

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 componentsidez 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 tanff s’k Wh 40 40 40
Cost of com pensation of electricity losses mill kroons 44,40 43,35 41,88
Charge for network services s/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 (RPI1x) 2,50% 2,50% 2,50%
Fixed costchange mil kroons 5,00 513
Capital expenditure mill kroons 31,69 32,56 33,44
Justified return (profit) mill kroons 38,22 38,44 38,59
Allowed salesincome mill kroons 447,63 458,00 468,13
Correction factor of network charges 0,9934 0,9923

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 imgat. Fixed cost is dominant in
the cost structure of network services. The highersales, the lower the charge for
the use of network. Also, in the indexation of natkvservices a formula is used, by
which the charge changes along with the changalefwlume. In evaluation of the
volume of the sale of network services statistdaia are used, i.e. the dynamics of
sale during the last 5 years. At the same timeneige rule is considered — together
with an economic growth overall electricity consuimp grows as well. A 3% annual
increase of the distribution service was anticigdte the regulation period of 2008—
2010. The increase of sale volume is fixed for wiele regulation period and no
adjustments are made within the period. This méaaisundertakings bare the risk of
sale volume. If the volume is exceeded comparegrognosis, an extra income is
earned. Otherwise income decreases. The CA isposaion that the application of
such principle follows customer protection intesestas well as leaves for
undertakings enough motivation to make effortsefaming extra income through the
increase of sale. Besides, through that undertakarg motivated to connect new
customers at a faster rate, as the added custameegzgase sales volume.

Losses of electrical energy

In Estonia the highest potential for loss reducties within distribution networks.
For that reason an obligation for reduction of powaesses is stipulated for all
operators and during the few past years a significess reduction has been achieved.
Just recently, in 2001 the Eesti Energia’s distidyunetwork with the biggest market

-22 -



share of 86% had losses of about 14%. During theigus regulation period (2005-
2007) their losses level was reduced from 10 to Bbe target for the next 3-year
period (2008-2010) has been set out to achiever&mhsction down to 7% by 2010.
From that level achieving of further reduction @mplicated, as per expert opinions
technical loss of 6-7% in distribution networks da average value. Further loss
reduction is achievable only through technical wat®mns, which require large
investments. For the largest distribution netwonerator, OU Jaotusvdrk that
belongs to Eesti Energia group, a target of 0,28%ual loss reduction obligation has
been set for the regulation period of 2008-201Q@hdf 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 ttensmission network (OU P&hivork)
the potential for cutting losses is lower. In 20i¢ losses totalled 2,9% and the
further potential according to expert opinionsas hnigher than 0,1% annually.

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 congagion of network losses either
from oil shale fired power plants in Narva (AS Narklektrijaamad), from heat and
power cogeneration plants or, from small produgesith the capacity of below 10

MW). The CA approves the price limit for electricisold by the power plants in

Narva. This price limit serves also as a compor@nhetwork charges, as these
charges must include electricity for compensatiblosses.

The level of losses has quite remarkable impadinah customer price formation. For
example, a reduction of losses by 1% at the cupgog of electrical energy of 44,64
EEKcents per kWh creates savings of about 28 mili&K.

Uncontrollable cost

Cost is considered uncontrollable if undertakingswnot influence it by their

economic performance and this naturally means mioasaving obligation can be
imposed on it. The major uncontrollable cost fodemakings is the cost of network
services purchased from other network operators. ifstance, OU Jaotusvork
(market dominant distribution operator) buys netwservices from the transmission
operator. In turn, small network operators buy ses/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 oae $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 litesnsformers and substations.

Fixed cost

Fixed cost is subject to a very deep analysis lByGRA, as this cost component has
biggest impact on price formation. Basic methods dealuation of fixed cost is
comparison with similar undertakingsefchmarking), analysis of cost dynamics and
the analysis of individual cost components. A pretition for using comparison is an
availability of a sufficient number of undertakingg/hen it comes to smaller
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distribution operators it is successfully possilae,the number of them in Estonia is
40. At the same time the comparative analysadhmarking) is problematic when it
comes to Eesti Energia AS group. Their only disttitm operator OU Jaotusvork is
many times larger than the other network operatdtsee same is true for the
transmission network operator OU P&hivérk, whicm amnly be compared with
transmission networks of other countries. The El@rgy regulator's association
CEER has initiated relevant project, which will idgkly be helpful in the price
regulation of transmission network operators.

Other substantial method in the analysis of fixest ¢s 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 thamiitetion 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 netwogkerators are operation and
maintenance, labour expenses, sales cost etc. Anthags the CA verifies in the
analysis process whether operators buy servicesrarket price, whether goods,
works and services are purchased in compliancepriiburement rules, and alike.

For a regulation period the CA imposes an obligatemreduce fixed cost, which
means that fixed cost shall not develop more rggtthin RPI-x. In the practice
exercised so far the cost saving obligation oryvtdae of x has been set to 1,5%, as a
rule.

Capital expenditure (depreciation of fixed assets)

For depreciation of fixed assets the CA uses alatmy capital expenditure method,
which differs from accounting depreciation. The athages of the regulatory method
are its simplicity of computation and transparenfty both customers and

undertakings, as well as to the regulatory authoflthe 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 agple, where capital cost is
included in the network charges on the basis deithnical life span. It is known that
the life span of networks may last up to 50-60 ye&ue to so long life span a
number of assets’ re-valuations may have takeneplat Estonia also the entire
political system has changed. The oldest curremplgrational equipment was built
already before World War Il. However, a real netwwvdevelopment began in years
1940-50. The biggest part of networks was ereateldeiween 1960-1990. A large
scale reconstruction and extension of power netsvodstarted again since 2000.
Thus, equipment with a very different age is inragen.

In the regulatory capital expenditure accountingriaciple is used in which, from a

certain moment in time, fixed assets are dividegd two parts, the old ones and the
new investments. For power networks for that monientanuary 2003 has been
selected. The assets acquired before that dateegaeded old ones and for them an
accelerated rate of depreciation is applied. The 24 ordered an expert analysis
from Tallinn Technical University in which the stture and the technical condition
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of both transmission and distribution network’sedsswvas analysed. In the result of
the analysis an average evaluated residual life fion old (acquired before 2003)

assets is in the transmission networks 16 yearsmtigk distribution networks 11-14

years. The assets acquired since 2003 are congideve investments and for them a
single constant weighted average rate of depreaias applied, with respect to the
structure of assets. Particularly, the evaluatid time for new investments of the

transmission network is 40 years. The same foribigion networks appeared to be
from 30 to 35 years.

Justified rate of return

A component of price/tariff is operating profit.n8e investors have the right to earn
profit on the invested capital, it is logical thtais component is included in tariffs.
However, the profitability should have a reasondélel and be justified, in order to
secure a gain for investors. The measure of readidpas a level, which could be
achievable if invested into a business with a similsk level. At the same time a
monopolistic super profit shall be avoided.

Similarly to other regulatory authorities a modml, 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 working tehpirhus, the justified return is
calculated using the following formula:

justified return = WACGCx regulatory assets

Where a weighted average cost of capital WACC iscdeed 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 théof@ing equation:

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
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3 beta factor,
risk premium risk premium
Kdebt debt risk premium

The basis for calculation of a weighted average ocbsapital is the risk free rate of
return. In Estonia governmental bonds essentialpat exist. For that reason the CA
bases in the determination of risk free returnt@h@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 fluctuationshia talculation of a justified return.

The 3 factor characterizes the sector risk. Theetatis the lower is also the risk for
an individual undertaking. According to the CA \ation respective figures for

electricity networks lay between the values of&)d 1,0. The risk premium indicates
how much investors have historically earned in @aldito a risk free rate of return.

For evaluation of the risk premium both the USA dhdopean securities market
long-term indicators have been used. Considering Walues that regulatory

authorities in other countries use and supportimg@ecialised literature the CA has
accepted a risk premium of 5 per cent. The delid piemium also depends on
individual enterprise and the area of activitythe regulation of electricity networks
the CA accepts a debt risk premium in the rangevdxen 0,6 and 1,5%.

In computation of weighted average cost of cafitéhCC) it is important to consider
the proportion between equity and debt capital,the financial leverage. The more
debt capital is engaged in an enterprise the highies financial leverage. Its level in
individual undertakings is quite different. Sindeetcost of equity capital is higher
than the cost debt capital, WACC for those undantgk which use more equity and
less debt capital, would be higher. In order toegnositive motivation for financial
activity of undertakings the CA uses the so-catlegllatory financial leverage. This
assumes a capital structure of 50/50 as the maabtione and WACC is calculated
on that proportion. Such approach ensures equatnent of customers, because
otherwise customers of undertakings with higherntgauapital share should pay more
for same services.

WACC for network operators depends on the risksolved in individual
undertakings. Transmission network has the lowisktwith its nominal WACC (at
the current interest rates) of about 6,3%. WACC distribution networks is
determined in the range between 6,8 and 7,2%. Hérdlhe CA has evaluated the
capital cost for distribution network of Eesti Egier AS group somewhat lower that
for distribution operators, because of its domingosition on the market and
therefore, having somewhat lower risk level.

For illustration and as an example, the followiaglé presents the formation of a
weighted average cost of capitafACC) for OU Pohivark (transmission operator)
and OU Jaotusvork (market dominant distributor):

Transmission| Distribution
(P6hivork) | (Jaotusvork)

Risk free rate of return 3,90 3,90
Country risk 0,2 0,2
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Risk premium 0,6 0,6
Cost of debt capital 4,82 4,82
Risk free rate of return 3,90 3,90
Country risk 0,2 0,2
Risk premium 5 5

Beta 0,7 0,9
Cost of equity capital 7,72 8,72

Equity/debt capital 50/50 50/50
WACC 6,27 6,77

Regulatory assets

The basis for determination of both the cost ofitedfcapital expenditure) and a
justified return is a regulatory asset base, forctvithe CA applies principles, similar
to those used by other regulatory authorities.cooanting of the regulatory assets its
continuity is of an extreme importance. The accmgntof regulatory assets
commences from year 2003, where to the book vdlassets investments are added
and a regulatory capital expenditure is subtradked.an initial value of assets the
accounting (book) value is taken. In exceptionaksafor smaller undertakings, other
values, different from the book one, may be acakptecase the book value is
obviously below the actual (market) value. Yet éhbave been cases where the CA
has not accepted re-valuation of assets by undegskas the raised value had been
clearly higher than the actual (market) one. Fer ttiree largest network operators
(OU Jaotusvork, Fortum Elekter AS and VKG Elektriygd OU) the CA has ordered
an expertise, which show that their assets’ valueesponded to the actual one. In
determination of assets’ value of smaller undeng&ithe CA has used a comparative
method, where the value of assets of various uakiadgs were compared per
kilometre of lines, per number of substations amd gale volume. Such method
enables identifying undertakings with an obviousrawr under valued assets.

3.2.3 Subsidising of renewable sources and cogeneration

Until 1 May 2007 a regulation was enforced in Egpaccording to which the cost of
subsidising of renewable energy sources was indluge the tariffs of the
transmission network operator. Namely, the operatas obliged to buy electricity
produced from renewables at the fixed price of BK&nt/kWH, in case the
producer had been connected to their network.dfpfoducer had connection with a
distribution network, the transmission network @per had to pay compensation to
the distributor. From point of view of the CA theheme was not transparent enough.
The reason of opaque — customers had no clearieweof how much should pay for
renewables, since the subsidy for renewable eb#gtriwas included in the
transmission service tariffs.

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).

281 Estonian kroon (EEK) cents per kWh or 51,76 \&/v
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Besides, the amendments also significantly increbeesize of payable subsidies.
According to the new scheme producers have twmpogtieither to sell electricity at a
fixed tariff in the framework of the purchase ohllign or, to receive subsidy and sell
electricity at market price. Financing of both fhéchase obligation and the subsidy
is arranged through the transmission network oper&y the beginning of each
calendar year the transmission operator prepan@®@nosis of necessary subsidy
amount and distributes it between distribution afs proportionally to their sale
volume. Every distributor includes this in theistibution service bills. For example,
in 2007 consumers pay for supporting of renewaBlé8 EEKcents/kWh, while in
2008 they pay 3,03 EEKcents/kWh and in the futarevill definitely be higher.
Below table 3.2.2 presents the tariffs and subsidigplicable 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 Assumable

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

Renewable energy | 115 84 44,56 124,95

source$

Efficient 81 50 44,56 90,95

cogeneratioh

Notes: 'Subsidy is paid if the net capacity is not higheart 100 MW. Wind energy is subsidised
until the total wind energy production does noteed 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 plaaterected to replace existing district heat
supply boiler plant with the capacity not exceedlioigMW.
*The price for AS Narva Elektrijaamad, as for thekeidominant producer.
The abbreviation EEKc means cents of Estonian kroon

Considering the market price, which is the salasepof AS Narva Elektrijaamad
(Eesti Energia AS group’s dominant producer wit/®Bnarket share), the new
support scheme creates a very favourable environfoedevelopment of renewable
sources and cogeneration. However, the new sugpbeme also generates increase
of consumer prices. The CA has prepared a prognesis an evaluation of the
additional price that customers have to pay fopsuiing of renewables (table 3.2.3
below).

Table 3.2.3 Estimated impact of purchase obligatioand subsidies stipulated by
Electricity Market Act to consumer prices in 5-yearperspective

Electricity end consumer price formation New support schemeOld support scheme
Wind energy

Total quantity GWh 400 400
Payable subsidy EEKc/kWh 84 40
Amount of subsidy EEK 336 000 000 160 000 000
Cogeneration burning wood

Total quantity GWh 250 250
Payable subsidy EEKc/kWh 84 40
Amount of subsidy EEK 210 000 000 100 000 000
Cogeneration burning peat and gas

Total quantity GWh 150 0
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Payable subsidy EEKc/kWh 50

Amount of subsidy EEK 75 000 000 0
Total of all subsidies EEK 621 000 000 260 000 000
Estimated electricity final consumption GWHh 7 000 000
Increase in consumer price EEK cent/kWh 8,9 3,7
Average end consumer tariff (electricity + 85,3 85,3
network service) EEK cent/kWh

Added purchase obligation and subsidy EEK 8,9 3,7
cent/kWh

Price increase 10,4% 4.4%

Note: The production quantities from respectivergnesources are the CA’s estimations.

Thus, in a 5-year period perspective the amountlpayby electricity consumers
shall total 621 million EEK, which results in a qwi (total for energy and network
service) rise of 10,4%. On the basis of former suppchemes the sum of subsidy
payable by customers would have been 260 millioK EtBrresponding to the price
increase of 4,4%. It is considered hereby thatreetloe law amendment the purchase
obligation was not imposed on electricity produeetth peat and natural gas.

In conclusion it should be noted that a good adgetof the new scheme is its
transparency, as customers now exactly how mudb tse paid for subsidising of
renewables and cogeneration. Yet the support @tste a significant increase in
prices.

3.2.4 Regulation period 2008 to 2010

Since 1 March 2008 the network charges of EestrdtaeAS group’s distribution

network OU Jaotusvdrk fell by 1% while the inflatioate being 4,2% or, in real
values (without considering inflation) by 5,2%. Ttransmission network charges
rose by 1,6%, but in real values even fell by 2,6 ™e decrease of distribution
network’s charges was caused by an increase ofvedlene, reduction of power
losses and savings in fixed cost. The transmissawork charges were first of all
influenced by the increase of subsidy paid to al@tt from renewable energy
sources.

In the next 3-year period a target is to invest ir@novation of networks and thereby
reduce network losses, as well as reduce the nuaflserpply interruptions and their
duration.

3.2.5 Quality of electricity supply

Quality of supply requirements are based on thetEt&ty Market Act. According to
it the requirements are established by the MinigierEconomic 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
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by faults and those caused by planned activity.ckons of the CA are to monitor
undertaking’s performance in fulfilment of the gtyalrequirements, adequacy of
keeping records on quality indicators and in casgiaation, to impose sanctions
(initiate misdemeanour proceedings). The CA hasboeled corresponding
guidelines and a form for recording of statistics quality indicators. Disclosure of
the indicators on web site is obligatory for alberntakings.

3.2.5.1 Customer service quality requirements

Requirements for the quality of customer servidemheine maximum acceptable
time, during which certain operational procedurageito be accomplished. Below
table 3.2.3 presents specific requirements.

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 is |5 working days since reception of the payment for
following lack of |not needed reconnection

pa.):jment after bill iy 5,5ply interruption in the grid is |8 working days since reception of the payment for
pal needed reconnection

Customer site inspection in connection with mete|5 working days since customer complaint
problems

|Responding to queries about charges and payments | working days since customer inquiry

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

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

Meter replacement or change of meter settings stbme'|7 working days since customer request
request

|Customer information about planned supply intetinrpt |At least 2 days prior to planned interruption

| Within transmission network service area

Customer site inspection in connection with metg 5 working days since customer complaint
problems

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

Coordination of planned supply interruption w|Written information by the 15date of preceding
customers concerned month

Undertakings shall submit to the CA information {lre format of table 3.2.4) about
the extent of compliance with the quality requiretse Based on the information it is
possible to calculate the percentage of compliameth the service quality
requirements. As well it is possible to analyse tilead: whether it is improving or
worsening. In case of failure to comply with thejugements customers have the
right to file a complaint with the CA. The CA mayitiate a misdemeanour
proceeding in each specific case and impose gheealty payment) in an amount of
up 50 000 kroons (3195 €) for a single violation.tBe level possible punishment can
be quite remarkable. The money is to be transfdoéke state budget.
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Table 3.2.4 Information about customer service quil to be submitted by undertakings

Year
Customer service quality Maximum Total Accom_pllshe
acoording to network service a_lcceptable Criteria number of din
. - time for acceptable
quality requirements procedures -
procedure 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 after reception of payment for
1.1. |not 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
connection with metering
1.3. |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
1.5. |needed 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
1.7. |request 7 days since customer request
Customer information about
1.8. |planned supply interruption at least 2 days |prior to planned interrruption
5 Within transmission network service area
Customer site inspection in
connection with metering
2.1. |problems during 5 days |since customer application
Information of concerned
customers about planned works in
2.2. |connection with meter at least 5 days |prior to commencing of works
iﬁ;;ggﬁf&% E:?sntg?ndesr: pply Written_information by the 15th date of
53 |concemed preceding month

3.2.5.2 Network services 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 2008 the network service quality requirdmémave

become stricter, i.e. the acceptable durationst@riuptions caused by faults have
become shorter.
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Table 3.2.5 Network service quality requirements

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

Transmis sion network

Acceptable duration of an interruption caused by faults 10 hours

Acceptale annual accumulated interruption duration 200 hours

Distribution network

Acceptable duration of an interruption caused by faults 16 hours 20 hours
Acceptable duration of a planned interruption 10 hours 8 hours
Acceptale annual accumulated interruption duration by faults 100 hours
Acceptale annual accumulated planned interruption duration 64 hours

If undertakings fail to comply with the acceptablee limits they are required to pay
compensation to customers. As well the CA mayatetia misdemeanour procedure
in each specific case and impose a fine (penaljynpat) in an amount of up 50 000
kroons for a single violation.

The CA has elaborated a specific form for reportidgdertakings are required to fill
it in and to disclose. In addition it is requireddisclose how many times and in how
many grid connection points they failed to complyhvthe quality requirements. In
connection with customer service requirements uallergs shall submit data on how
many times they failed to fulfil the service qualiequirements. Network operators
shall disclose the following network quality (cantity of supply) indicators:

1) average fault caused interruption frequency quarsumption point per year
(Cl; SAIFI)

2) average fault caused interruption time per conion point per year (SAIDI)

3) average fault caused duration of an interrupti©AIDI)

4) average planned interruption frequency per conpsion point per year

5) average planned interruption time per consumgt@nt per year

6) average duration of a planned interruption

All above mentioned data on network quality areldised on the CA web site.

Below table 3.2.6 presents the data that entegpr&g®ll submit on quality of
electricity supply. Respective tables are alsoldssd in the CA web site.
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Table 3.2.6 Datasubmitted by undertakings on quality of electriciy supply

3.2.6 Balance responsibility

Maximum time Year
) Distribution .
1. [interruptions Transmis ] Unit Total notin in compliance
sion April 1- | Oct 1- compliance p
Sept 30 | March 31
11 N_o of interruptions caused by force major (e.g. natural 3 days 3 days pcs
disasters)
1.2 No of fault caused interruptions (excl those named in 1.1) 10 hours | 16 hours | 20 hours | pcs
13 No of co_nsumpu_on poi nts_, where annual accumulated fault 200 hours 100 hours pes
caused interruption duration exceeded acceptable
14 No of planned interruptions 10hours | 8hours | pcs
No of consumpiion points, where annual accumulated planned 64 h
1.5 interruption duration exceeded acceptable ours pes
2. |Security of Supply indicators unit Qty
2.1 |Total 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) pes 0:000
95 Average interruption time per consumption point per year minute 0,000
(SAIDI)
2.6 |Average duration of aninterruption (CAIDI) minutes | 0,000
27 Average planned interruption frequency per consumption point pes 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 quality Unit oty
31 No of connection points with voltage not complying standard pes
" |EVS-EN 50160:2000 (incl. acceptable deviation +-10%)

The Electricity Market Act and Grid Code stipulategulation of balance

responsibility in detail. According to it every rkat participant is responsible for its
balance. The balance period is one full hour aedbddance day begins at 00:00. A
balance provider shall provide the system openatthr a preliminary balance plan for
a calendar month, week and day. The final balahae is provided 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 melitgydor calculating balance

energy price and standard terms and conditions atdnibe agreements shall be
approved by the CA. In formation of balancing eygogce the transmission network
operator is obliged to buy and sell electrical ggeat 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
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customer’s balance standard load curves are udad. fieans 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 be responsible for their balanceesih January 2009, similarly to other
producers.

Since the Estonian electricity market is opened ank 13% extent, a real balancing
energy market is missing today and distributiorwoek operators are responsible for
non-eligible consumer’s balance. The biggest ba&gmovider is Eesti Energia AS
and it provides service, in which the sold elediigrice includes also balance
responsibility service or, it is the so-called oeipply. The CA is in a position that
effective balancing energy market can appear oriigrwelectricity market will be
fully opened in 2013.

3.2.7 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 rot
participate(yes/no) Yes Yes

According to law the transmission and distributioaetworks shall form separate
business entities and shall not operate in othea af activity than provision of

network service, system service and provision darmng energy. A distributing

network shall form a separate business entity éf mumber of customers exceeds
100 000. The latter applies in reality only to thstribution network of Eesti Energia
AS group, OU Jaotusvdrk, as all other networks Hags than 100 000 customers.
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 managemelegaily separated transmission and
distribution network operators. Thus, a member g thanagement board of a
network operator may not at the same time be a raewftthe management board of
another electricity undertaking belonging to theeagroup. However, it is allowed to
be, at the same time, a member of the managemand bba network operator and a
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member of the supervisory board of another elattricmdertaking 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

The accounts of distribution network operatorsardtgss of their size, shall be kept
on the same principles as separate undertakingatopein 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 kisegccounts 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 re@md disclosed. The separation of
accounts shall be audited and auditor’s opinicacagd.

The CA has elaborated and disclosed on its webrs#gpective guidelines and a
reporting form, which can serve as the basis fgoassion of activities for
undertakings.

In addition to the separation of network serviceale 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:

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

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

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

= sale of balancing energyexpost regulation, the CA has the right to verify

justification of prices)

secondary (ancillary) activity

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

shall also separate its accounts as follows:

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

= charges paid by customers for connection to thevarét (ex-ante regulation, the
CA approves methodology for calculation of conrmttiees separately for every
undertaking)

= secondary (ancillary) activity

A distribution network operator that is not requdi® form a separate business entity
shall separate its accounts as follows:

-35 -



= electricity sale to non-eligible customers (the @pproves weighted average
price)

= electricity wholesale, including to eligible custera (the CA has the right to
verify whether cross-subsidising is avoided inshée of electricity to eligible and
non-eligible customers)

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

= customers’ paid charges for connecting to the net\ex-ante regulation, the CA
approves methodology for calculation of connectibarges separately for every
undertaking)

= secondary (ancillary) activity

3.2.8 Ensuring of equal treatment

All network operators are obliged to elaborate atioa plan with the measures for
equal treatment of other electricity undertakingsl @ustomers, including duties of
employees in implementation of these measures.Chadas prepared guidelines for
the elaboration of such plan. It is disclosed om @A’s web site. According to the
guidelines it is recommended to compile the plaa Byyear perspective. Annually, a
report shall be submitted to the CA on implemeantabf the plan. Both the plan and
the report are public documents and all interegptadies can get acquainted with
them. If the CA is in an opinion that the plan @ sufficient and does not comply
with requirements, a revision of the plan and ltargging may be required.

In Estonia one energy undertaking can be considasetie vertically integrated one.
This is Eesti Energia AS group. The group possessethale 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. The structure of Eesti Haesgoresented below.

The structure of Eesti Energia AS

= =S == =

Most important issue is securing of independencethef transmission network
operator OU Pohivork, as besides provision of tr@asion network services it is also
responsible for operation of the entire power syséed securing of balance.

OU P&hivork is a separate independent businestyefitie management board has
three members and according to law the personamgelmay not at the same time be
a member of the supervisory board of another etgtytundertaking belonging to the

same group. The supervisory board consists of fmembers, three of them are from
the group’s Mother Company. The office togethethvdispatch centre is located in a
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separate building. The transmission network operbts its own logo, which is
apparently very similar to the group’s logo. Thdyodifference is the text “OU

POHIVORK”. So it should be noted that it seems ® ibtended to present the
transmission network as part of the group.

-ﬂ-::fj;.;f-' o

EESTI ENERGIA EESTI ENERGIA

oL POMIVORK

A similar situation is with the distribution netwomperator OU Jaotusvork that
belongs to Eesti Energia group, in which the urad@éng’s members of the board
belong neither to management nor to supervisorydsoaf other undertakings. It has
an office building separately from the group’s nesttompany and its own logo,
which is again extremely similar to the group’s one

An extremely important factor from the point of wief network’s independence is
the management of undertakings. Essentially, theh&oCompany’'s competence
should only be limited to investments into produtyi of assets, annual budget and
approval of the long-term business plan. In thet & networks should be
independent in their decision making. In this resge should be mentioned that
together with the formation of separate businesgiesnin 2004 their independence
has significantly risen and the CA has not obseruwagrvention into direct
management by the group’s Mother Company.

As regards the transmission network an importauags the action plan for possible
crisis situations, in which limitation of consungti may become unavoidable. The
operator has a detailed plan for possible crisiggon.

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 serndmeght from Mother Company and
other undertakings of Eesti Energia have imporsduaire 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#largys 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 AS Televork that mles telecommunication services
and AS Elektriteenused, providing electricity netivoconstruction, repair and

maintenance services. From these both the transmissd distribution network

operators purchase communication, repair and nm@NtE  services.

AS Elektriteenused also takes part in construatiaetion of electricity networks.
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Regarding services purchased from Mother Compam\Cth has followed principles
that the prices may not exceed the market onesatiqiocurement rules have to be
complied with.

3.2.9 Equal treatment action plan

Most thoroughly the action plan for equal treatmenépared by OU Pdhivork
(transmission network and system operator) has lbeatysed, since it belongs to
Eesti Energia AS group. Independence of the sysigenator is especially important
in free market conditions, where the operator h&srination about offers of various
electricity producers and sellers and possibledgalof this information is similar to
stock exchangensider phenomenon, which can give advantages for somd&emar
participants before others. The CA has suggestat iththe plan more attention
should be paid to the following aspects:

= securing independence of the management board
= separating areas of activity and auditing

= purchasing services from inside the group

= securing information confidentiality inside the gpo
= public relations

Below the CA'’s evaluation of the transmission aystem operator’s independence is
presented.

3.2.9.1 Unbundling of activities in the transmission network

Eesti Energia AS, as the Mother Company of thestrassion network operator, fully
fulfils the requirements the EU Internal ElectiycKlarket Directive and the Estonian
Electricity Market Act. The activities of the opé&wa are limited to provision of
network services and sale of balance energy, ame 4i May 2007 also administering
of the fund for supporting of producers using reabl® energy sources. In addition,
the enterprise has separated its accounts accawlithge requirements elaborated by
the CA as follows:

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

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

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

*= sale of balancing energyexpost regulation, the CA has the right to verify

justification of prices)

secondary (ancillary) activity

In conclusion the CA is in a position that the trasmission and system operator
OU Pohivork fulfils required by law and the separaton of accounts secures
transparency of service price formation, as well agvoids cross-subsidising of
activities.
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3.2.9.2 Management of the transmission network operator

According to the Electricity Market Act a memberhafard of another enterprise of a
group may not be in the board of the transmissjggrator and may not be in charge
of the company. However, it is allowed to be, & #ame time, a member of the
management board of a group’s enterprise and a ereofilthe supervisory board of a
network operator. Currently, the management boasl three members, while the
supervisory board has four members. Therewiththiitee® members of the supervisory
board are also members of Eesti Energia AS, adtitber Company, management
board.

It should be considered a positive developmenttti@imanagement of the enterprise
has been enlarged from one to three members. The dpion is that this facilitates
to company’s independence, since decisions are gabetively. According to their
action plan members of the board are paid forlfadnt of duties. The compensation
is fixed by contract and it can be changed onlynupagreement between the parties.
The board members are paid bonus on the basisystem (“Compass”) of balanced
scorecards (metrics). In general, such work arnarege should secure independence
of board members in their decision making. At thens time the CA sees here a
conflict of interests. Namely, Eesti Energia AS ugrdchas not formed a legal person
for electricity sale and trading. These functiors @arried out by Eesti Energia AS, as
the sole owner of the transmission network.

Eesti Energia AS sells electricity on domestic reris active in electricity trade, as
well it is the balance operator, i.e. is resporsior the balance between production
and consumption. According to the organisationletteicity market the transmission
network operator OU Pdhivork is responsible forabak of the entire system. Thus,
Eesti Energia AS, as the sale company and the d&layerator is responsible before
the transmission operator and, if needed, is forttedollow orders of the latter.
Hence, there is an obvious possibility for a canfbf interests, as members of Eesti
Energia AS (the sale company) management boarat éine same time also members
of the transmission operator’s supervisory board.

The CA is in a position that the solution would ésablishing of a sale and trade
company as a separate legal person. In such cdbeth® transmission and sales
would be on the “same level” in relation to the o That would eliminate the
existing conflicting scheme, in which the balangemtor is in a higher level in the
group than the transmission operator, which supesvihe balance operator. The CA
has paid attention to this shortcoming already t® previous report but no
developments in the matter have taken place.

The CA is also in a position that Eesti Energia §i®up has to deal with the

guarantees of the transmission operator’s boardbaesyand clarify the procedures
according to which (at what kind of conditions)iarpeachment of board members is
possible. This should avoid situations, where mamant can make decisions, which
may be harmful for the group as for one of elettrisellers, but at the same time
necessary for the organisation of a fair marketaTlo@rtain extent this problem could
also be solved by establishing of a separate saiiéy.eThe problem was also

addressed by the CA in its previous report butingthas changes since then.
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The action plan clearly defines also the functidasbe performed by both the
management and supervisory boards. Particularlye #upervisory board’s

competence is to establish daughter companiespegpof budget and business plan,
approval of extra budgetary investment programrhes,owing and lending beyond

daily business framework, and others. Daily opersj including decisions on

treatment of market participants, are completely tompetence of management
board.

Conclusively, the CA’s is in a position that a posive development in the
management of the transmission network operator habeen the enlargement of
board. The functions and competence of both managemt and supervisory
boards are well defined. In the implementation oflie action plan the supervisory
board has no possibilities to intervene in economiactivities of the transmission
operator, nor can it affect decisions of market paicipants. At the same time the
CA has an opinion that Eesti Energia AS group shodl establish sales company
in the form of a separated legal person, in ordera avoid possible conflict of
interests between sales and transmission operatddesides, it is recommendable
to elaborate procedures and criteria for impeachmenof management board
members. Both problems were addressed by the Authity in its previous report
but no developments have taken place in these quiests.

3.2.9.3 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 is at the same time also the system apgrasponsible for system balance
and security of supply in every time moment) it ggsses confidential information
about market participants acting on the market.il8rty to stock exchange the
transmission operator is like a stockbroker hawogfidential information, using of
which can give advantages to certain traders. Athner, Eesti Energia AS, is one
of the market participants to be treated equallthvathers, it becomes crucial to
secure information. The information system of tfa$mission operator is connected
to the system of Eesti Energia AS group. The agtiam describes that according to
internal regulations other undertakings of Eesterigia AS group have no access to
the confidential information of the transmissionemgor. The plan provides for
changes in the internal work regulations with respe the action plan and review of
the internal documents dealing with equal treatnme@dsures, in order to assure that
the requirements of the equal treatment plan ackided in the documents. The
deadline for both measures is 1 April 2008.

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 regarding this aspect. Accordingthte 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.
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In accordance with the action plan safe-guardingesfurity of supply is based on
respective internal documents established by OUvBd including the Procedures
of Operational Control of the Estonian Power Syst&wor improving cooperation

with larger clients relevant agreements are coreduolr, are under conclusion. The
agreements facilitate better technical cooperatiothe security of supply. In order to
secure cooperation with neighbouring power systesgseements on parallel
operation are also concluded.

In emergency situations the guidance is the instms for liquidation of emergency
consequences elaborated by the Ministry of Econdkffisirs and Communications,
as well as the plan for consumption limitations,iakhis adjusted annually. The
orders issued by the system operator proceed femurisy of supply needs. In order
to follow the requirements OU Pohivork has validatdocuments that describe
actions of the system operator.

OU Pohivork constantly develops the network andesakare for the pass-through
capacity of transmission lines. In the coming 5rygexiod no capacity limitations are
foreseen, except in Narva-Tallinn direction in cection with the Estonian-Finnish

sea cable Estlink. OU Pdhivdrk has an agreemeiit itgitowner according to which

in case of a pass-through congestion the eleckioaigy transmitted to Estlink can be
limited as well.

If a pass-through congestion still appears by aaidence of several circumstances,
then OU Pa&hivark will limit consumption by distriban networks in accordance with
the limitation plan agreed with the network operatim beforehand. Respective plan
is adjusted annually. The transmission dispatclreaperator can decide upon actual
situation, which consumer to interrupt first, irterruption of who is most efficient in
a specific situation.

Compared to other EU regions the Estonian situaidess complicated, because the
Baltic power system is the only one in which thisreurrently enough excess pass-
through capacity and the transmission operatorrntaseed for the distribution of
“deficiency” service. A shortage is likely to occur Estlink, but until 2013 it is a
commercial connection, in which capacity is shateetween the owners on
contractual basis.

Connecting of market participants to the transmaissietwork is important from the
point of view of equal treatment, first of all ielation to producers, as consuming
customers connect to a distribution network, asl@ Mhat is why equal treatment of
producers is especially important, as some of getsge entities, that are planning to
connect, belong to Eesti Energia AS group. Duriagt lyears the transmission
operator has issued specifications for connectingired turbine (windmill) parks. As
regards connecting of producers a situation camapihat the transmission operator
has to distribute so-called “shortage source” ofirgpit 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 existingtwiork structure has lack of
transmission capacity for network service.
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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 establishedwoiy of which is obligatory for all
employees dealing with connection issues. The eséeps for connecting to the
network are calculated on principles stipulate®&iid 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 batgnagnd not belonging to the Eesti
Energia group are treated equally. Equal treatnsesisured for all entities willing to
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 pasaigir capacity the customer can get
a connection offer for a maximum possible capadftyio 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 historic priorityearliest application in the list gets a
connecting offer first.

In conclusion, activities of the transmission netwd operator (OU P8hivork)
related to equal treatment of market participants @n be considered satisfactory
and the CA has not observed cases of unequal treatmt. The company has
internal regulations and rules that regulate astiand decisions to be made when
Eesti Energia AS group’s undertakings are conceriédereas the CA is in an
opinion that the transmission network operator &hdurther develop independence
of the energy trade (including balance energy)rmftion system from the group. It
is recommended to consider establishing an infaonatystem separated from the

group.

3.2.9.4 Buying goods and services from enterprises of Eesti Energia AS
group

Buying goods and services from enterprises of Heséirgia AS group is important
first of all from the point of view of prices. Wheas, all Estonian citizens buy
services from the transmission network operatoeatly or indirectly. Thus, it is the

case of highest monopoly level and that is why linparchases 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 trassonisnetwork operator are
reflected in the tariffs of network services ap@d\by the CA. That is why the CA
has analysed in the approval process whether tbespof goods and services bought
from enterprises of the group are not higher thanket prices. Also, in 2006 the CA
has ordered and analysis from consultancy Hevac i@Uyhich justification of
investments, procurement procedures and other timees related aspects were
analysed. In the result of the analysis it apped#nat the transmission operator has
followed good practice in its procurement proceduigdders from both inside the
group and outside of it have equal conditions. égards buying of other goods and
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services the CA has followed principle that sersitave to be bought at common
market prices. In the approval process a thorougltysis has been carried out on the
justification of the prices for services bought nfroinside the group. If the
transmission operator bought services from inskte droup at higher prices than
accepted by the CA, then consumers would haveuffdred from, but the difference
would have been paid for at the cost of compangoditp

Conclusively, the CA’s position is that purchasingf goods and services is done
on equal basis from both undertakings inside and dside of the group.

3.2.9.5 Public relations

In accordance with the Electricity Market and Pablinformation Acts network

operation undertakings are obliged to maintain d& 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 infagiona The CA’s opinion is that the
transmission network operator OU Pdhivérk fulfilsbfic information requirements
derived from relevant legislation and during thetléive years it has disclosed
additional information important to market partais, like system peak load,
transmission capacity of the lines, planned netwegpairs, level of power losses in
the network and other relevant information. On b site it is also possible to get
information about their economic performance: ahragounts, action plans for
equal treatment, etc. In addition the operator lhasd a public relation manager,
independent from the group. The person is resplenétds publishing information,

press releases, etc.

The conclusion: the transmission network operator hs significantly developed
the information disclosed on its web site and the £opinion is that their web site
is one of the best among all Estonian energy undaking’s web sites.

3.2.10 Equal treatment action plan of the distribution operator OU Jaotusvérk

The market share of the distribution network opmraDU Jaotusvork is
approximately 86% and it belongs to Eesti Enerdgiaghoup. That is why the CA has
thoroughly analysed the equal treatment action ptapared by OU Jaotusvork.

3.2.10.1 Unbundling of activities of the distribution operator OU
Jaotusvork

In relation to unbundling of activites OU Jaotudvdcompletely fulfils the
requirements of the EU Internal Electricity Markietrective and the Electricity
Market Act. By legal unbundling it is guaranteedttthe undertaking is not active in
other electrical energy related fields than insalivices needed for distribution and/or
operation of the distribution network. The servig@asticularly include carrying out
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electrical works, provision of operational dispat#rvices, supervision on behalf of

the owner and production of reserve energy.

The only activity of OU Jaotusvdrk is the provisiohdistribution service. In addition

the undertaking has separated in its accounts aibsr according to requirements

elaborated by the CA as follows:

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

= charges paid by customers for connecting to thevart (ex-ante regulation, the
CA approves methodology for calculation of conrmttcharges separately for
every undertaking)

= network services that are not to be approved

= secondary (ancillary) activity

Conclusively, the CA is in a position that the distbution network operator OU
Jaotusvork completely fulfils the requirements for unbundling of activities
required by law and the cost separation in accountsecures transparency of
service prices, as well as avoids cross-subsidisiobactivities.

3.2.10.2 Management of the distribution operator OU Jaotusvdrk

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 OU Jaotusvdrk, nor be in chafrdeHowever, it is allowed to
be, at the same time, a member of the managemarnd bba network operator and a
member of the supervisory board of an undertakaigriging to the group.

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

1) investment decisions within the budget and eelab daily business

2) utilisation of funds within the budget

3) decision making on charges and prices

Unlike in the transmission network the managemetd of the distribution network
operator consists of a single member. Law doestimilate the number of members
of the board of the distribution network. Also, tlesponsibility of the distribution in
the functioning of electricity market is signifigin lower than that of the
transmission network. The CA is in position thatemvthe single-member
management board can provide independence from evicdflompany. However,
enlargement of the board could be a positive dgveént.

The distribution network operator OU Jaotusvérk fulfils law requirements. The
Mother Company’s intervention into activities of the operator where a conflict of
interests could take place has not been observedoWwever, enlargement of the
board could obviously be a positive step towards sering independence of the
board.
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3.2.10.3 Equal 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 CA. In other cases certain cust@merps are serviced on principles
of equal treatment and standard conditions of ectdrelaborated by the undertaking
itself. The charges for services are approved ley @A as well. Charges for the
services, which are not to be approved, are cakuilby the undertaking using

uniform methodology for all market participants figal to provide a network service
is allowed only in cases stipulated by law. OU dswdrk constantly develops its
distribution network. This facilitates to continwgoprovision of network services in

compliance with legal acts and the activity licenmanditions in a manner that
satisfies justified needs of customers connecteddarid.

According to the action plan OU Jaotusvérk apphesasures upon orders by the
transmission operator OU Pd&hivork. Respective cadjmsn agreement has been
concluded between the two operators in order tarsetechnical stability of the grid

and supply.

It can be concluded that activity of OU Jaotusvérkaimed at equal treatment of
market participants is regarded good and the CA hasot observed cases of
unequal treatment.

3.2.10.4 Buying goods and services from enterprises of Eesti Energia AS
group

The transmission network operator OU Jaotusvorks mupumber of essential goods
and services from undertakings of Eesti Energia gk@up. This is an important
circumstance first of all from the price formatipnint of view. Prices of goods and
services bought by the distribution network operate reflected in the tariffs of
network services approved by the CA. That is whg @A has analysed in the
approval process whether the prices of goods amictes bought from enterprises of
the group are not higher than market prices. Jeation of the price formation for the
goods and services of the group’s undertakings lés@ been thoroughly analysed.
In the approval of charges for network servicesOaf Jaotusvork for 2007 their
operational costs have been deeply analysed, vdfieaial emphasis on the prices for
goods and services purchased from Mother Compamygsrtakings. The CA came to
a conclusion that those prices are based on mariest and there is no advantages
given to Mother Company compared to competitorthermarket.

Conclusively, the CA’s position is that purchasingf goods and services is done
on equal basis from both undertakings inside and dside of the group.

- 45 -



3.2.10.5 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, likbacges for network services,
standard terms and conditions for network servi@mtracts, conditions for
establishing a network connection and other esalenformation. The CA’s opinion
is that the distribution network operator OU Jaefik has some shortcomings in
their public relation activities. The CA sees pbagies of developing and updating
their web site towards better customer friendline3he operator has its
communication personnel that organises communitatiith media. Press releases
related activities of the underking are publishadehalf of the undertaking.

The conclusion: the distribution network operator QU Jaotusvdrk has some
shortcomings in their public relation activities. The CA sees possibilities of
developing and updating their web site towards bedtr customer friendliness.
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3.3 Competition in electricity market

3.3.1 Wholesale market

The main features of the Estonian electricity magge transitional period until 2013
and an extreme concentration of the market. Ul®the market is opened only by
13% and since 2009 until 2013 the intended openraasge shall be 35%. Whereas
the 35% openness means that the eligible custooifigation criteria assume an
annual consumption of at least 12,3 GWh and amattd number of eligible
customers shall total 615. Although three indepahdelectricity sellers have
commenced commercial operations, their activiti@gehstill been relatively modest.
The largest electricity wholeseller in Estonia iss& Energia AS with an evaluated
market share close to 100%. Considering the goatteh@osition of Eesti Energia
AS it can be assumed that majority of eligible oostrs will remain after 2009 partly
market opening as clients of Eesti Energia AS.

Compared to other EU Member States one more sp@fithe Estonian market is its
little volume. In 2007 electricity sale totalledlpr8 534 GWh and system peak load
1 537 MW. In winter 2008 the peak load was slighalyer, 1 525 MW. According to
the data presented in table below an annual saleslieen gradually increasing since
2001. Estonia is a net exporter and fully covesselectricity demand by its own
production.

Some general indicators of the market are presenteelow table 3.3.1.

Table 3.3.1 General indicators of wholesale markeBource: Statistical Office
and OU Pdhivork

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

Notes:"Narva Elektrijaamad production price
?Including network losses

The share of eligible market in 2007 was 985 GWilhictv is 13% of final
consumption of electricity. Relevant figures aregaemted in table 3.3.2 below. The
right hand column contains the electricity quanitibught by eligible customers.
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Table 3.3.2 Electricity consumption in Estonia

Total consumption Sold to eligible customers on
(without network losses) bilateral contracts
GWh GWh
2002 |5 686 670
2003 |6 013 760
2004 |6 326 880
2005 |6 403 850
2006 |6 902 875
2007 [7180 985

According to the organisation of the market nogible 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 eligible custosneroduced either in AS Narva
Elektrijaamad (Narva Power Plants), in cogenerapoocess or produced by small
producers (of below 10 MW capacity). Essentialty tajority of Estonian producers
comply with these criteria and are in equal cood#i with the Narva plants.
Therewith, electricity shall not necessarily beghased directly from a power plant,
as an important issue is the origin. This means$ alasellers have possibility to

purchase electricity from Narva plants and re-gelFor example, Eesti Energia AS
sale undertaking buys electricity from various popants located in Estonia and re-
sells it to other network operators. Other selfggform similarly. To some extent a
market has emerged — from the sale of electriotynétwork operators. Namely,
dealers independently from AS Eesti Energia bugtataty directly from producers

and re-sell it to network operators.

Since there is no electricity exchange in Eston@ @so 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 ASVdeElektrijaamad (Narva Power
Plants) production price has been taken as the enaske — which was 40,95
EEKcents/kWh. Narva plants are the dominant prod@ecearket share over 90%).
Since 1 July 2008 the Narva Power Plants produgtrare is 44,64 EEKcents/kWh.

In conclusion it can be said that there is no éffecelectricity market in Estonia.
However, there are very good possibilities for &iB&lectricity market, since unlike
in other EU Member States there is enough transonissapacity available between
the Baltic countries. Since 1 July 2007 the Latwaad Lithuanian markets are open in
100% extent and since 1 January 2009 the Estonaketwill open by 35% (an
estimated consumption level 2 880 GWh). In 2009 ltlieuanian Ignalina nuclear
power plant will be closed and this will remarkaldkange the situation on the
market. Through the Estonian/Finnish power cableotbe extent also Finland can be
considered part of the Baltic market. Moreovercsitthe power system of Baltic
countries is connected with Russia, also Russiaatr@tity acts on the market. As
there is well developed electricity market in Firdaalong with the exchange price, it
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can be foreseen that prices in the Baltic markéthei guided to some extent by the
Nordpool market price.

3.2.11 Impact of CO; on electricity price

Since 94% of electricity is produced from oil shahe price for electricity is
significantly influenced by C®emission reduction policy. It shall also be stateat
the impact of CQ policy to price formation in Estonia is remarkalbigher than in
other EU countries. This is because productionaxftacity from oil shale has higher
CO, emission level: production of 1 MWh of electriealergy corresponds to approx.
1 ton of CQ emissions. Thus, if all needed CO2 quantity shan@ldought at market
price it would significantly increase electricityige. For example, if the CO2 ton
price is €20 (313 EEK), then this adds the same surthe price, i.e. €20 (313
EEK/MWh).

For the previous period (2005 to 2007) for Estoimaluding for the possessor of
Narva power plants Eesti Energia AS, enough, C@Qota was allocated, which
satisfied domestic consumption and export needs.th® current period (2008 to
2012) the European Commission by its decision leatquota significantly. Estonia
has challenged this decision in the court. Basedtran decision the Estonian
government validated its internal quota allocatglan for 2008-2012. The plan
stipulates a permissible annual £Quantity is 12,7 million ton, which includes a
state reserve of 1,04 million ton. Whereas, ancation for Eesti Energia AS is 9,2
million ton. Those significant cuts raise a questishether Eesti Energia AS has
enough CQ@quotas for the coming 5-year period for supplydlognestic customers or
instead, some extra quota has to be purchased. \owgurchasing extra quotas
influences electricity price. The CA ordered cadtidns 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, then an
annual needed CQguantity is 9,4 million ton. Thus, the quota difis minimal,
presumably 0,2 million per annum. This is withoohsidering the state reserve.

Thus, the CA is in a position that for the currbnatear period the allocations of @O
guota for domestic electricity production are sahsally sufficient, with a minimal
deficit that does not influence the price for elee energy. However, there is an
uncertainty about the next period that begins ih30f then all the necessary €O
guota is to be purchased at a market price anddedl in the price of electricity, then
at the current C@prices in-between €20 and 30 per ton the elettrfmiice would
double. Besides, because of the uncertainty Eestrgta AS has also suspended its
programmes of investing in new energy blocks inMdgrower plants.

3.2.12 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 operator yHeave no possibility to change the
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supplier. Also in the retail market the undertakingh the biggest share is Eesti
Energia AS. Its market share is about 88%.
The information related to retail market is presenn table 3.3.3 below.

Table 3.3.3 General retail market information

Market share of three biggest sellers Change of seller
No of No of Large Small Small
Total undertakings with| independent |and very| Medium | undertakings | Large and| Medium |undertakings and
consumption| more than 5% electricity large | and small |and household| very large | and small household
GWh market share sellers industries| industries | customers | industries | industries customers
2001 5607 1 0 100 93 93 0 0 0
20020 5686 1 0 100 93 93 0 0 0
2003 6013 1 0 100 93 93 1 0 0
2004 6326 1 0 100 93 93 1 0 0
2005 6403 1 0 100 93 93 1 0 0
2006 6902 1 3 100 92 92 1 0 0
2007] 79180 1 3 100 92 92 0 0 0

Data on the formation of prices paid by final cusérs (network services +
electricity) are presented in the following table.

Table 3.3.4 Electricity final consumer prices in 207

Large industrial | Commercial Household
Prices €/ MWh (EEKcent/kWh) customer customer customer
12,99 28,27 39,21
Network service (without taxes)" (20,34) (44,24) (61,36)
Taxes as part of network charge 0,00 0,00 0,00
23,79 27,52 28,99
Electricity (37,23) (43,07) (45,37)
1,39 1,39 1,39
Subsidy for renewable energy (2,18) (2,18) (2,18)
6,87 10,29 12,53
VAT 18% (10,75) (16,11) (19,60)
45,04 67,47 82,12
Total (with taxes) (70,51) (105,60) (128,51)

Notes:
According to Eurostat definitions:

- large industrial customer, one with an annual cosumption of 24 GWh, max capacity 4000 kW

- commercial customer, one with an annual consumpin of 50 000 kwWh, max capacity 50 kW
- household customer is one with an annual consunipth of 3 500 kWh.
Prices according to Eesti Energia AS and OU Jaotusvk (the distributor) price list

! the charge for network service includes the subsjopaid to renewable energy sources

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

General information on regulation of final custorpéce 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 95 100 100
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 3.3dL3&a8.2 until 2009 the market is
opened only by about 13% and the electricity solddn-eligible customers shall be
produced either in Narva power plants (AS NarvaktEigamad), in cogeneration
process or produced by small producers (with aagpaf below 10 MW). Both AS
Narva Elektrijaamad and Iru Elektrijaam belong st Energia AS group, while the
market share of AS Narva Elektrijaamad in produci® 95%. Narva power plants
use oil shale fuel mined in Estonia. Oil shale ised by AS Eesti Pdlevkivi, which
has a market dominant position and belongs to Egsrgia AS group. According to
the Electricity Market Act the CA shall approveqgas for the following:

e the price for oil shale, which is an important ihpuformation of production
cost of AS Narva Elektrijaamad

e the production price for AS Narva Elektrijaamad,iethis an important input
in the formation of the tariffs for electricity sbto non-eligible customers

e the tariffs of electricity sold to non-eligible cosers under selling obligation

In addition to price/tariff approval the ElectriciMarket 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 econdigicampetitive possibility to
purchase electricity from another seller, they &lawee the right to purchase electricity
at a price for non-eligible customers in the framdwof the selling obligation.
Network operators have obligation to perform thiirge obligation themselves or,
they have also the right to designate anotherrseli@erform the selling obligation.
For example, OU Jaotusvork, the largest distributietwork operator belonging to
Eesti Energia group, has designated Eesti Ener§iaa the seller of electricity.

The principles of both approvals of prices forghble, for production and for sale by
AS Narva Elektrijaamad are similar to those for tiregwork services. The price is
formed of justified costs, capital expenditure (@epmation of fixed assets) and
justified return. In the evaluation of justified ste the CA considers technical
efficiency indicators, cost saving principles andmtors whether a cross-subsidising
is avoided. The main difference compared to thellegmn of network operators is
that in production and sale price regulation thisreno regulation period and the
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regulatory authority monitors prices upon undengls application, while network
charges are approved for a certain fixed regulgienod and are indexed by changes
of consumer (retail) price index and cost savindigalion (so-called RPI-x
regulation). The general principles of price appatowvere described in detail in sub-
section 3.2 “Regulation of electricity networks”.

Regarding sale price the CA approves weighted geertmit price and an
undertaking has the right to form different tarififs different customer groups within
this weighted average limit. The above describegulegion leaves a flexible
possibility for undertakings for formation of difent prices within the weighted
average. According to the Electricity Market AcetGA has elaborated and disclosed
unified methodology for calculation of a justifiedeighted average price limit for
performing of selling obligation. The methodologstermines the tariff period, which
is one year. If during the tariff period the actpaice appeared higher than the CA
approved weighted average price limit, it shall dmnpensated for to customers
during the next price period. This means the nexiopl tariff shall be decreased. If
the actual price appeared lower than the CA appreneghted average price limit, it
is considered as an undertaking’s risk and shalbac@ompensated 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 prcitan. In February 2008 the CA

approved the price limit of 147,69 EEK/ton.

For AS Narva Elektrijaamad the CA approved priceitlin 2004 and this was valid
until April 2008. Their price consists of two commamts: a variable part, which is
24,17 EEKcents per kWh and the capacity charge8df6B87 EEK kroons per MW
per year. Since it is two-component price, thereg@ghted average first of all depends
on the quantity of sold electricity and on 2004 rapgpls it resulted in the level of
40,95 EEK cents per kWh. In March 2008 the CA apedoa new limit price of 44,46
EEKcents/kWh, which consists of two componentsaaable component of 30,415
EEKcents/kWh and a capacity charge of 784 637 EBNHV

In November 2004 the CA approved for the largelat sadertaking Eesti Energia AS
a weighted average price limit for electrical eryesgld to end consumers of 41,83
EEKcent/kWh. Within this limit the undertaking foeu its detailed price list in 1

March 2005. In 28 March 2008 the CA approved a m@ighted average price limit

for electrical energy sold to end consumers of 3&EKcent/kWh, which serves as a
basis for formation of a new detailed price list.

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. iflvestments 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 dominasditmn, a return on invested
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capital (assets) of 8,0% is accepted. Such leveluldhbe deemed justified,
considering its market dominant position.

Since market in Estonia is opened only by 13% anekiremely concentrated (Eesti
Energia AS controls practically the entire wholesabtarket with close to 100%
market share), the eligible customers essentialyehno possibility to choose
alternative suppliers. That is why the CA is in @sifion that regulation of both
production and sale price is necessary and judtifieorder to protect customers and
avoid earning of unjustified high profits by markitminating undertakings. Without
production and sale price regulation the undergkimay form their sales prices on a
level of neighbouring markets and thereby earn stifjed high profits on invested
capital. Stipulations of the Electricity Market Aptevent also from situations of
possible market distortions, like selling to eligilcustomers at a higher price than to
non-eligible customers.

The Electricity Market Act prevents also from oageumce 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 drtie approved weighted average
price limit does not cover all costs the undertgkmay, at its own initiative, apply

prices exceeding the limit and after that subnmew weighted average price limit for
approval to the CA. If the price appears not jiedif the undertaking is obliged to
compensate for the difference to customers.

3.3. 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 pasiigopresumed 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 iredit 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 markets, htd@cal development or
investment;

3) offering or applying dissimilar conditions toupgalent 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;
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5) forcing an undertaking to concentrate, enteo iah 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
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 reairk

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 tongievork, infrastructure or other
essential facility under reasonable and non-digoatory conditions for the
purposes of the supply or sale of goods;

2) keep clear separation of accounts for diffeygnnary 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 on the basis of consistently applied arjdatively justified principles of
calculation which shall be clearly specified in tleternal 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 accessetméwork, 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 th#iceency and security of the
operation of such network, infrastructure or fagiire 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, ifuature or other essential facility
is not in conformity with the established technis&ndards or rules;

4) the undertaking applying for access lacks tlohrteeal 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 tlwé permit prescribed by law
for the corresponding activity;

6) as a result of such access, data protectiongad\by law is no longer ensured;
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On the basis of the Competition Act all network @pers are undertakings with
special and exclusive rights, as well as the ua#larys possessing essential facility.
The exclusive right is granted also by the conossprinciple, 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 sss. The Electricity Market Act
regulates the activities of network operators itailleand assigns the supervisory
function as well. That is why supervision of thdiates of network operators is
regulated primarily by the Electricity Market Act.

Eesti Energia AS has market dominant position lastla producer and as a seller. On
the basis of the Electricity Market Act the CA ibliged to approve the price of
electricity sold to non-eligible customers and e tframework of this also the
production price of Narva power plants. The CA h#so the right to monitor the
prices of a market dominant seller and of the él@tt 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 (punishiaba fine/penalty payment of
up to 500 000 EEK). Repeated abuse may be sulgegumnishment by way of
criminal procedure.

Conclusively, the situation on the Estonian eledfrimarket is determined by the
circumstance that due to the transitional perioderg as an exemption in the
fulfilment of the EU internal electricity marketrdctive, the market is opened only by
13%. That is why essentially there is no marketer€his no competition also in
connection with the sale of electricity to eligildastomers. Another feature of the
market is an extreme concentration. Eesti Ener§aare in the wholesale market is
close to 100% and in the retail market 86,5%. Tdve fargest Fortum Elekter AS and
VKG Elektrivérgud OU have market shares of 2,7 aB@% respectively.
Considering high concentration it is not very re@dito expect competition even after
2009, when 35% of the market shall be opened. Beltiences for competition would
be provided by a common market of the three Batiigntries. It is a unique situation
in the entire EU, as there are no limitations foyss-border transmission capacity.
Another circumstance that facilitates competitionthie entire Baltic region is the
Estonian-Finnish sea cable.

Since 1 January 2008 the CA as the authority wetlv functions has an obligation to
supervise market functioning pursuant to both thectEcity Market Act and the
Competition Act. The Electricity Market Act regudat in detail electricity network
undertakings’ activities — their rights and obligas. Although the Competition Act
stipulates the obligations of electricity netwonkdertakings as ones in control of an
essential facility it is practical to apply in netxks 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 may fmere practical to apply
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 CA based on the CotigreAct. It was ascertained that
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Narva power plants are undertakings in market dantiposition and the refusal to
sell was an abuse of this position. The case redeadvantages of the merged
Authority — energy sector problems can be solvedgyant to Competition Act while
using the knowledge and experience of the energieheegulatory authority.

3.4. Obligations of market participants and customer
protection

3.4.1 General obligations of market participants

The obligations of market participants are stipedaih the Electricity Market Act. In
addition to law stipulations the CA issues an digtilcence with conditions set forth
in it. An activity licence is required for the follving activities:

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

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

3) provision of network services through a disttiba network;

4) provision of network services through the trarssion network;

5) transmission of electricity through a directremt line crossing the state border;

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 thends issued by the CA. After issuing
the licence the Authority may change the conditiongsalidate new conditions if this
becomes necessary due to amendments of legislédiomaintaining of security of
supply or in order to ensure fulfilment of obligats in compliance with the
Electricity Market Act or other legal acts.

Most thoroughly the Electricity Market Act regulatactivities of network operators,
with their main obligations stipulated as followsnetwork 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, ameaccansumption or generation
conditions;

3) enable a network connection to be used at theestiion 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 measemedata,

7) provide ancillary services directly relatedhe network services.
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A network operator shall observe the principle afua treatment of market
participants when providing network services. Awwk operator has the right to
refuse to provide network services if:

1) the electrical installations of the user of natkvservices 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) the network of the network operator lacks theessary transmission 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 shallindicated 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 psssgsand any other network
operators connected to the network, in accordandé their justified needs,
legislation and conditions of the activity licence.

In essence the described regulation ensures poavisi network services to all

market participants and third party free acceshéonetwork. Possibilities of refusal
to provide network services are extremely limited @n 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 requirasestablished by the Grid Code.
Producers’ actions shall comply with orders issumd the system operator. A
producer shall notify the system operator prompfyany dangerous situations,
accidents or other circumstances that endangeouwd @ndanger security of supply
or the performance of any contractual obligations.

In addition to law the CA has set forth an obligatio the market dominant producer
AS Narva Elektrijaamad (Narva Power Plants Ltd 3eoure uninterruptible supply of
electrical energy to customers. Since AS Narvatfjekmad and OU Iru Elektrijaam

(Iru Power Plant Ltd.) are extremely important $aicuring of district heat supply to
Narva and Tallinn city respectively, the CA has feeth in their activity licences an

obligation of an uninterruptible supply of heathe cities.

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

3.4.2 Rights and obligations of the Competition Authority
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From a supervisory authority point of view the HEsém legislative basis can be
considered as a solid one and gives for the CA gmauossibilities for market
regulation.

The CA has the right to get necessary informattomfa market participant and from

state and local municipal authorities, right toegriheir territory, rooms and facilities

for the purpose of on-site inspection, examine th@uments necessary for

supervisory activities and other information anccwnstances and make extracts,
transcripts and copies thereof. The CA can alspeicts the accounts and price

formation practices applied by market dominant pomals or sellers, establish

development obligations for undertakings througlerce conditions. For example, it

can impose an obligation to invest for network apans that have not secured stable
electricity supply for customers in accordance w#fuirements.

At the same time the CA is obliged to supervisélimént of the Electricity Market
Act stipulations and to make prescripts in casei@ftion. Also, market participants
(consumers or undertakings) can record complaimtaabivities 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 CA’s decision or a precept.

Additionally the Electricity Market Act also stimtes 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 providetwork services;

2) violation of the quality requirements for praeis of network services;

3) sale of electricity at a price which is not apgd or which is higher than the
approved price;

4) violation of the rules of cross-border electyicrade;

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 casegmb50 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 (puniehayp a fine of up to 500 000
EEK). Repeated abuse may be subject to punishnyeméi of criminal procedure.

3.4.3 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 connegtio the network;
2) data reflecting efficiency, quality and profitigty of the network operations;
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3) data on the sale enterprise in case the netepekator has designated another
undertaking to execute the selling obligation;

4) charges for network services;

5) standard terms and conditions of customer cotstréor provision of network
services.

Sellers of electricity have to disclose on theibvgge:

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

2) standard terms and conditions for electricite;sa

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

The network charges and the tariff for electrigbid 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 taigon 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 the prices. All sellefrenergy are obliged to inform
customers about the distribution of energy soures=d in production. Respective
information shall be attached to the customer bill.

In conclusion the CA is in a position that the oaseér information in the electricity
sector is quite well regulated. The customer pfermation time about price/tariff
changes is sufficient and most network operatoke tlgood web sites from which
their customers can get enough information abotwoerk services and electricity
sale as well.

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

As regards customer contracts the CA is in a mosithat it is a well regulated field
and customer interests are enough protected. Aicaptd the Electricity Market Act

standard terms and conditions of contacts for gromi of network services, for
electricity sale to non-eligible customers undexr selling obligation and connection
to network shall be approved by the CA. In appraMabbove mentioned standard
contract conditions the CA follows the principleprbportionality, aiming balance of
rights and obligations of both undertakings andausrs. An important criterion in

approval of standard terms and conditions is ateir tompliance with the Law of
Obligations Act.

The contract entered into with customers for priovisof network services may be

both with a specified term or termless. As rulemiess contracts are concluded. Both
network operators and sellers of electricity magnge conditions of contract only if
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there is an objective reason for that in order dketinto account changes of
circumstances and only if the CA has granted agréw a change of standard
conditions.

Interruption of network connection is regulated weletailed and the CA 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 atme 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 whichentbe grounds for interruption of
the network connection and has not notified thewogt 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 as a resulhisfor her 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
the notice and evidence, a network operator mayrunpt the network connection of a
customer who is a natural person after at leasda88® 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 orféenéemwith 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
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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 tocehran electricity contract if: 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; the network connection throughctvtelectricity was sold on the
basis of the electricity contract has been intédedwn the grounds that the customer
has failed to pay the amount payable; the custonasr materially breached an
obligation arising from the contract in another manand the interruption has lasted
for at least 60 days; the customer has used alggtor network services without
authorisation or has intentionally or due to grasgligence caused damage to the
property of the network operator or the seals aification marks placed on the
metering devices by the network operator or thieiseéh customer shall be notified of
the cancellation of an electricity contract at tethérty days in advance. The notice
shall indicate the grounds for cancellation of twatract and the date of contract
termination.

All market participants, both undertakings and ousdrs have the right to refer to the
CA as to an extra-judicial body. A market participanay record a written complaint

with the CA against the action or omission of aeotmarket participant that is in

conflict with the Electricity Market Act or legigian established on the basis thereof.
The CA reviews the complaint and makes a decigierebn within 30 days as of the
receipt of the complaint. If the CA requests infatian necessary for resolving the
complaint, the passage of the term shall be suggkidit not for longer than 60 days.
The CA'’s decisions can be challenged with an adstriative court in 30 days since

receiving of a decision.

Conclusively, the CA is in a position that eledtsiccustomers are quite well
protected. The tariff for electricity sold to nohgéle customers is regulated, the
costs forming it is under control of the regulat@ythority and for undertakings
justified return on invested capital is ensuredell§ible customers fail to purchase
electricity at a more favourable price they hawe tight to buy at the price regulated
in the framework of the selling obligation. The m@mtly enforced regulation of
market dominant producer and seller is necessatlidarsituation of gradual market
opening and to-days opening level of 10 %. Withegpulation a situation is likely to
arise in which both producers and sellers atteraptieg unjustified high profit.

Sufficient information is available to customersoab the formation of prices,

standard terms and conditions of contracts, ensogyces used for production, etc.
Most network operators have well shaped web sitest ttontain sufficient
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information. The standard terms and conditionsasfti@acts for provision of network
services and sale of electricity are to be apprdmethe CA and possible interruption
of network connection or cancelling of sale cortBare regulated in detail by law.

4. Gas market

4.1. 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 thevigd gas supply system. Map of the
Estonian gas supply system is presented in dradihd below. Estonia has cross-
border connections only with Russia and Latvia.s[Htstonia 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 2007 the consumption totalled 1 003 milliori. 88 millionout of it was used for
electricity generation, 362 min for heat production power plants and boiler
houses, 197 min by household and business cust@menrarily for space heating and
386 min nf for industrial purpose. Thus, a specific in Eséoisi that a large share of
gas is used for industrial and space heating perpod the share used for electricity
production are low. Consumption of gas by differemstomer groups is presented in
below diagram 4.1.2. Since 2000 the consumptiogasf has moderately increased
and in 2006 it exceeded 1 000 mifinmilestone (see diagram 4.1.3).
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Drawing 4.1.2 Consumption of natural gas by custormiegroups in 2007
Source: AS Eesti Gaas
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Source: Statistical Office and AS Eesti Gaas
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Today almost 20% of the Estonian consumption isdgbentity consumed by AS
Nitrofert, the producer of fertilisers. Thus, titiensumer to a large extent determines
future consumption of gas in Estonia. The supph& Eesti Gaas prognoses the
consumption of gas in industrial process and proda®f heat remains in the same
level. The CA shares this view. At the same time B political trend is towards
reduction of CQ@ emissions, which may contribute to use of gas dlactricity
production. Because, compared to oil shale the @@ission per produced energy
unit is several times lower. However, the share 1is priced can seriously limit
increase in gas consumption.

The share of natural gas in the Estonian energgnbalis 13,9% (drawing 4.1.4), so
the share is not very large and as mentioned bef@a® primarily is used for space
heating purpose. Therewith the share of gas irtredgg generation is only 2,6%, but
in heat production even as high as 45,9 per ceetdsawing 4.1.5).

Drawing 4.1.4 Domestic use of fuels in 2007
Source: Statistical Office

Besides above the Estonian gas supply is also diesised 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 reasolows population density of the
territory. During the last years the network hapanded into Parnu County and the
town of Viljandi. The next steps are the plans évalop the network to Pdltsamaa
(autumn 2008) and Paldiski. Through Paldiski alsessible Estonian-Finnish gas
connection would go, if undertaken. Thus, the derisn construction of the line and
its dimensioning (pipeline diameter) depends upo® decision of the Estonian-
Finnish connection. In 2009 the pipeline connectaath Ahtme Power Plant will be
commissioned.
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Drawing 4.1.5 Fuels used for heat production
Source: Estonian Energy in Figures2007

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

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

entered into force, by which all customers excepiseholds were determined as
eligible ones. The current Natural Gas stipulabed tntil 1 July 2007 all customers
except households were eligible ones and sincdyl2007 all customers are eligible

ones. This means that also household customerBesrdo choose the seller/trader.
Table 4.1.1 presents the dynamics of the gas mapeating.

Table 4.1.1 Gas market opening

Annual consumptigPercentage
Year GWh market opening
1998 All, excl. householdg5

1999 All, excl. householdg5

2000 All, excl. householdg5

2001 All, excl. household85

2002 All, excl. household85

2003 1,8 95
2004 1,8 95
2005 1,8 95
2006 All, excl. householdg5
2007  |All customers 100
2008 All customers 100

Note:! since 01.07.2007

- 65 -



4.1.1 Cross-border connections, availability and distribution of capacity
reserves

Estonia has network connections with Russia andid.afltogether there are three
connections: from Narva and Varska to Russia aooh fkKarksi to Latvia (drawing
4.1.1) with the total capacity of 11 000 thousartddaily. As a rule, only the Vérska
and Karksi connections are operational. The Namwanection is typically closed
because of limitations in the Russian side netwdhe pass-through capacities of
particular connections are the following:

Karksi connection with Latvia 7000 thousand daily

Varska connection with Russia 4000 thousandiaily

Narva connection with Russia, with a theoreticabsplirough capacity of 4000
thousand mdaily, the actual pass-through capacity is notertban 500 thousand®m
daily

The peak load of 2007 was 6350 thousandl daily. Natural gas annual peak
consumptions are presented in table 4.1.2.

Table 4.1.2 Natural gas peak consumption and paskfbugh capacity of transmission

system
Consumption peak Pass-through  capacity | of
transmission system
1 000 nri daily | MW 1 000 nd daily | MW

2001 5400 2 099 7 000 2721
2002 5 000 1944 7100 2760
2003 5500 2138 7 800 3032
2004 5100 1983 8 300 3227
2005 5 200 2 022 10 400 4043
2006 6 700 2 605 10 500 4082
2007 6 350 2469 10 700 4160
2008 progn |6 700 2 605 10 900 4237
2009 progn |6 850 2663 11 200 4 354
2010 progn |7 000 2721 11 400 4432
2011 progn |7 150 2780 11 600 4510
2012 progn |7 300 2838 11 800 4 587
2013 progn |7 300 2 838 11 800 4587
2014 progn |7 300 2838 11 800 4 587
2015 progn |7 300 2 838 11 800 4 587
2016 progn |7 300 2 838 11 800 4 587

Therefore, currently there is no lack of pass-thlowapacity. According to a
prognosis of the system operator AS EG Vorguteghase shall be no capacity
deficiency until 2016. That is why the regulatontleority has no need for capacity
distribution. After 2012 the pass-through capacityay increase because of
reconstruction of the Russian side network in Nadusection. Even today the
technical capacity is 4 000°mdaily (1 555 MW), but it cannot be utilised beoaus

some network limitations on the Russian side. lditash AS EG V0rguteenus plans
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to gradually increase the pass-through capacity fitet of all will be achieved by
reconstruction of gas distribution stations.

In conclusion: the Estonian gas transmission systelay has sufficient pass-through
capacity and until 2016 there will be no capaciyiadency. Moreover, the Estonian
side technical pass-through capacity is 15 000daily, but it cannot be utilised

because of network limitations on the Russian sidéarva direction. A precondition

for capacity increase is investing in network oa 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 adowy to the Natural Gas Act
erection of parallel networks is allowed. In preetso far no case of construction of a
parallel network has been recorded.

In issuing activity licences to distribution netwooperators the CA determines the
service area for an undertaking on map. Networkaipe is obliged to develop the
network in their service area in a manner that essas 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 E&Shas, which is the largest
undertaking in the Estonian gas market. Its maj@reholders are Gazprom, Eon-
Ruhrgas and Fortum. Together with AS EG Vérguteethes total number of

distribution network operators is 27. This is quli@ number, considering the
smallness of Estonia. The list of gas distributoperators is given on the CA’s web
site.

The market of distribution networks is also extrgmeoncentrated. Thus, AS EG
Vorguteenus has a market share of about 92% anduhder of its customers is
60 000. Other distribution operators have relayiligle 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 8%. 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 CA’s
web site.

The tariffs of AS EG Vorguteenus are formed in sesf pressure level. Therewith
3 price categories are applied:

Type of network service Price EEK/1000 m

Transmission at pressure above 16 bar 93,7

Distribution at pressure 0,1 to 16 bali 217,70

Distribution at pressure below 0,1 bay 772,70

Customers connected at the higher pressure lewel 6,1 to 16 bar are industrial
customers, the others are network undertakingsétqrsy, district hating boiler plants
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and heat and power cogeneration (CHP) plants. Hwld® 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 transimmsnetwork with a pressure level
of above 16 bar.

Smaller network operators have established a simlgéribution tariff for all
customers, as a rule, irrespective of the preskwal and other characteristics of
consumption like volume. The tariffs range betw8ghand 0,97 EEK per 1000°m

Table 4.1.3 Summary of gas network operators

No of
regulated Tariff for network service
undertakings | €/MWh (EEK/thousand )
Large industry Household
(14) Commercial (I11) | (D3)
Transmission|1 0,65 (93)
Distribution |27 1,51 (218) 1,51 (218) 5,37 (773)

Notes:

According to Eurostat definitions:

- large industrial customer (14) with an annual cssumption of 116 300 MWh or 12 600 thou th
- commercial customer (11) one with an annual consnption of 116,3 MWh or 12,6 thou nd

- household customer (D3) one with an annual consiption of 23 260 kWh or 2,53 thou i
Prices of network services according to AS EG Vérgeenus (EG Network service) price list.
Since the unit for network service prices is thousad m®, then in brackets also prices in EEK/thou
m®); calorific heat value of gas is 9,2 MWh/thou rh

1 €= 15,65 EEK

According to law price regulation is uniformly ama to all network operators
regardless of their size. This adds significant am@f work to the CA, as first of all
the volume of work depends on the number underggkamd not on their size. Saying
in other words, the amount of work is more or lggssame, irrespective of whether a
large or a small undertaking is concerned.

The only exemption in regulation of gas networkrapa's 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 distisiouactivities. Due to that the
undertaking with legal unbundling from AS Eesti Gas its distribution operator.
Since 2006 a separate undertaking AS EG Vorguteerass founded. For other
undertakings law stipulates requirement for separabf accounts. Since AS EG
Vorguteenus performs both transmission and didiohuactivities and therefore, a
separation of accounts for both services is redquire

According to law the CA approves separately théofahg network services and
methodologies:

* fransmission service

= distribution service

= methodology of calculation of the fee for connegtia the network
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The price for balancing gas and the charge fortigansit are not approved. For these
prices the CA appliesx-post regulation, i.e. supervision/monitoring of thegexi

The principles of regulation of gas network operatare the same applied in
electricity networks regulation. The CA elaboratasunified methodology for
calculation of network service prices that forme thasis for both the transmission
and distribution service regulation and price apploThe methodology is disclosed
on the CA’s web site. The site also includes splgctaborated tables for collection
of input data to be filled in for approval procesBhe tables are relatively
comprehensive and include technical data and ddtalccounts: profit and loss
statement, balance sheet, and data about assadsrtékings shall also submit a
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 théetals not required, but the CA is
entitled to request additional information aboubremmic performance and technical
indicators and in case of necessity require fillinghe tables disclosed on the web
site. At the same time undertakings are obligedegarate in their annual accounts
network services and sale of gas. The annual ate@ue public documents that can
be got acquainted by all interested parties.

Submission of input data is an obligation stipudaty law. The CA can request any
information needed for price approval and executihgupervisory proceedings. The
CA employees can also visit enterprises any timé reguest data and copies of
documents. The practice so far has shown that taldegs do not refuse submitting
information and the established procedures for ded@isition work problemless.

In the regulation of network charges the CA haseigive role in the selection of
methodologies. However, the following is stipulabsdiaw:

e The CA has to approve all individual network charged the methodology for
calculation of the fees for connection to the nekwmrior to entry into force.

e The prices for network services shall be justifieased on the expenses necessary
for the operation and development of the netwodliability and security of
supply, metering of the gas distributed through tieéwork, transmitting and
computation of meter readings and earning of aifigdt profit to ensure
uninterruptable supply of gas to final customers.

e The tariffs for network services shall be set manner which ensures:
1) that necessary operating expenses are covered
2) that investments for operational performance @reeting of development
obligations are made
3) compliance with environmental requirements
4) compliance with quality and safety requirements
5) justified profitability

e The CA elaborates and discloses unified methodetofgir calculation of network
charges, which serve as the basis for approval.
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So it is up to the regulatory authority to decigmm the selection of methodologies.

In the elaboration of methodologies opinion of emtises has been considered and in
fact the methodologies were prepared in the proskssutual consultations between

the CA and the undertakings. In the regulationetfvork charges a principle is used

by which an undertaking submits application focerapproval according to necessity
and the approved prices are valid until approvales prices.

In the following the basics of tariff formationdgscribed.

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 stmectThe higher the sales, the lower
the charge for the use of network. In the evalumabb the sale volume of network
services historic statistical dynamics data areduses well as the comparison of
consumption and the number of customers. The lateéthod is effective first of all in
case of household customers since there are sont@ncestablished levels of
consumption per one customer’(per customer).

Uncontrollable cost

Cost is considered uncontrollable if undertakingswnot 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 @saqpid to other operators for
network services. For example, all small operatasich have connected with the
network of AS EG Vérguteenus, have to pay for thwise.

Fixed cost

Fixed cost is subject to a deep analysis by the Th%. basic methods for evaluation
of fixed cost is comparison with similar undertagsnpenchmarking), analysis of cost
dynamics and the analysis and audit of individwedtccomponents. A precondition
for using comparison is an availability of a numioérsimilar undertakings. In the
regulation of distribution networks comparison dam successfully used only for
regulation of smaller network operators, since éhare 27 distribution operators in
Estonia, as mentioned above. At the same timeptablematic to apply comparison
method for the regulation of the distribution netkobelonging to AS EG
Vorguteenus, as this network is tens of times latigen other networks. This makes
using of benchmarking in cost analysis of this utadeng practically impossible. The
only chance is comparison with the distributionwaeks of other countries. Similar
problem exists also with the transmission netwdrld8® EG Vorguteenus, where it
can be compared only with the transmission netwoflkgher 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 refetby 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 Ahee€ifies in the analysis process
whether an undertaking buys services at a competitiarket price, whether goods,
works and services are purchased in compliancepudiburement rules.
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Capital expenditure (depreciation of fixed assets)

Similarly to the regulation of electricity networks gas networks the CA also uses a
regulatory capital cost method which, as a rul#fed from accounting depreciation.
Advantages of the regulatory method are its sintplaf calculation and transparency
for both customers and undertakings, as well dsaggegulatory authority. Since only
two fixed assets’ depreciation rates are usedntbritoring of accounts of both the
regulatory assets and capital expenditure becorags simple and understandable.
Accounting of regulatory depreciation use a pritecip which capital cost is included
in network tariffs according to the technical lies 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 fikkd.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 agsaisgle constant weighted average
depreciation rate is applied also to the new iraests. The basis for calculation of
the rate is the structure of assets.

The majority of the networks of small undertakirigsse been built during the last
five years. Therefore, these are new investmeatsatfe considered new assets and in
the accounting of capital cost a single depreaiataie for new fixed assets is used.
Contrary, the transmission and distribution netwodt AS EG Vd&rguteenus were
dominantly built during the former Soviet Union afwdl these networks separate old
and new fixed assets’ depreciation rate is used.

Justified return

Similarly to other regulatory authorities for cdtion of the justified return a model
is used, which considers a weighted average costapital (WACC) and the
regulatory assets. Besides other factors, a walghterage cost of capital depends on
the risks involved in individual undertakings. Rautarly, the WACC value
calculated by the CA for AS EG Vorguteenus is 7,68%a for small network
operators 9,35%. A foundation for determinationVBACC is a risk free rate of
return. In Estonia governmental bonds are essgntrassing. 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 fluctuationshiea talculation of a justified return.

Requlatory assets

The basis for determination of both cost of capitast (capital expenditure) and a
justified return is the regulatory asset base, Vitnich the CA 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 capitaliesstbtracted. As a rule, for initial
value the book value is taken. In verification ¢fetvalue of assets of small
undertakings the CA has used comparative methakHsin this case the asset value
of various undertakings is compared with the lengftmetwork (in kilometres) and
with the volume of consumption. As the investmenitssmaller network operators
have been made mainly after 2000, in the analysisgulatory assets the CA has also
verified economic feasibility of the investmentsdaa
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The investments necessary for construction of gawark are financed from two
resources: equity financing of the so-called dgmelent investments and using the
fees paid by customers for connecting to the né&éwaccording to the Natural Gas
Act the calculation of the fees should base onptteciple that covers justified cost
only for the particular connecting, as well as asvahe cost of securing
environmental, quality and safety requirements. Aog does not stipulate which
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 bypsuomer paid connection fees. Thus,
it is up to the enterprise to decide upon the fonam scheme. The connection fees
paid by customers are already paid once and itatdoe charged twice from them,
i.e. this cost is not included in the network clesrgTherefore, in case the entire
network erection is financed by consumer paid cotioe fees, the undertaking has
no regulatory assets and neither capital expereditar profit is included in the tariffs.

4.1.3 Quality of gas supply

Gas supply quality requirements were establisheanbynding the Natural Gas Act in
the beginning of 2007. Pursuant to the amendmefaslacaused sequential duration
of an interruption of gas supply may not last lanidgan 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 operatorkilevthe CA's responsibility is the

monitoring of fulfilment of quality requirements.

4.1.4 Balance responsibility

Initial regulation of balance responsibility wagpstated by the Natural Gas Act that
entered into force in July 2003. It was amendetheend of 2005. In January 2006,
in the very cold period, a shortage of gas suppbktplace and an insufficient

regulation of balance responsibility became appardimis caused remarkable
amending of the Act, specifically its balance respbility related section. The

amendments were enforced in March 2007. Accordjmghe 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. Balance is determined by the Act astilance between the quantity of
gas agreed upon by sale contract of a market pmatic 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 principibere 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 ins&a a customer consumed more gas
than agreed upon by the contract, it has to buynlssing 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 balancirgy géce is higher than the
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contractual and vice versa, the excess balanciaggee is lower that the contractual

one. In essence, the situation shall be similastdck 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 games”, but they catedate all the balance responsibility
to their seller that secures availability of neeeggas quantities.

A specific of the Estonian gas market is an extreroacentration. Only two
undertakings import gas: AS Eesti Gaas and AS ittoAS Nitrofert is a chemical
industry using gas in its technological processiamgbrts 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.

4.1.5 Unbundling of activities

According to the Natural Gas Act the distributioatwiork 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 unabed. 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 shhas established business entity AS
EG Vorguteenus that provides both transmissiondasigibution service. So it is the
so-called combined network operator within whicansmission, distribution and
secondary (ancillary) activities are separated dgoants and disclosed. In doing so
the undertaking is obliged to establish accountirigs for distribution of assets and
liabilities, revenue and cost. The annual repoatldbe supplemented by an auditor’s
evaluation of justification of the cost distributioThe structure of AS Eesti Gaas is
presented in drawing 4.1.4 below.

Drawing 4.1.4Structure of AS Eesti Gaas

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

= provision of distribution service

= sale of gas to non-eligible customers

= gsale of gas to household customers
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= secondary (ancillary) activities

The CA has elaborated and disclosed on its welresigective guidelines and report
forms, which are helpful for undertakings in sefpiara of accounts. In doing so
undertakings are obliged to establish accountinigsrdor distribution of assets,
liabilities, revenue and cost. Their annual regbdll be supplemented by an auditor’s
evaluation of justification of the cost distributio

In addition to account separation for network smgyisale 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 VoOrguteenus) abiged to separate their

accounts as follows:

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

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

= transit of gasdx-post regulation, the CA has the right to monitor jusation of
prices)

= charges paid by customers for connecting to net®#ante regulation, the CA
approves methodology for calculation of connectfems separately for every
undertaking)

= sale of balancing energyexpost regulation, the CA has the right to monitor

justification of prices)

secondary (ancillary) activity

A distribution network operator, that is not oblig® form a separate business entity,

shall separate its accounts as follows:

= npatural gas sale to non-eligible customers (theapproves a weighted average
price)

= npatural gas sale to eligible customers (the CA thasright to monitor whether
cross-subsidising is avoided in the sale to eleggdold non-eligible customers)

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

= customers paid charges for connecting to the n&téexrante regulation, the CA
approves methodology for calculation of connectibarges separately for every
undertaking)

= secondary (ancillary) activity

Separation of activities of AS EG Vorguteenus ffected in table 4.1.4 below.

Table 4.1.4 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
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Auditing of separation of accougyes/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 custometsading duties of employees in
the implementation of these measures. The CA hapaped guidelines for

elaboration of such plan. It is disclosed on the’IC#eb site. According to the

guidelines it is recommended to compile the plaa iB-year perspective. Annually,
AS EG Vorguteenus shall report to the CA on thelem@ntation of the plan. Both

the plan and the report are public documents ahdntdrested parties can get
acquainted with them. If the CA is in an opinioratthhe plan is not sufficient and
does not comply with requirements, a revision @& fitan and its changing may be
required.

From the point of view of activity separation theshimportant 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
has two members, while the supervisory board hesetimembers. However, all

members are employees of Mother Company AS Eesis.GBhe company office

together with dispatch centre locates in a sepdraiieling and the logo, which is

remarkably different from the Mother Company’s lpg® an indicator of wishes to

present the company to public as an undertakirfgrdiiit from Mother Company.

ey

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 ajp@en, are exceptionally the

competence of the management board.

As regards AS EG Vorguteenus and belonging to & #ystem operator (the
transmission network operator) an important issuidoi have an action plan for
possible crisis situation in which limitation ofrsumption may become unavoidable.
In connection with entering into force of the EUrd&utive 2004/67/EU, which deals
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with the measures of gas security of supply, amemisnto the Natural Gas Act were
enforced in March 2007. Among others they regulatetem operator’s actions in
possible crisis situation in which consumption teions may become necessary. The
company has an action plan for possible crisiasins.

In the promotion of networks’ independence andrtpegce 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 CA has followed principles thtfa prices may not exceed
competitive market ones and all procurement rulesehto be complied with.
According to the Public Procurement Act gas netwarkdertakings as natural
monopolies have to fulfil certain requirements noqurement procedures stipulated
in the Act.

In summary it can be realised that Estonia complelg fulfils the EU Gas

Directive’s requirements for separation of areas ofactivity. AS Eesti Gaas has
less than 100 000 customers and according to thahet combined network
operator AS EG Vorguteenus that provides both tranmission 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 dibtrtion service and sale.

4.2. Competition in gas market

4.2.1 Wholesale market

Since 1 July 2007 the market is opened in the whddsvever, in essence the market
is opened just formally as there is no real contipeti

As explained above Estonia has cross-border coonsconly with Russia and
Latvia, and the only supplier of gas is Russia. ¢¢ethere is no a real competition
between sellers as in all three Baltic countries @@ be purchased only from Russia.
Also in Finland the situation is similar to thatthne Baltics, because all natural gas is
imported from Russia. Thus, no gas market can peagd even if a gas pipeline is
built between Estonia and Finland, as such commarkeh of four countries would
still have a single source of supply. However, r@erconnection between Estonia and
Finland could improve technical security of supply.

All the gas sold in the wholesale market is impoiby AS Eesti Gaas as there is no
other competitive wholesellers. In addition the rofeal industry AS Nitrofert also
imports gas, but exclusively for its own technotadineeds. 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.

Thus, a situation takes place in which besidestaark operator that belongs to AS

Eesti Gaas group there are also 26 small netwosgtabgrs that besides network
services also sell natural gas to their customé&re small operators buy gas
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exceptionally from AS Eesti Gaas and the big mgjoof their customers are
households. Since 1 July 2007 the whole gas masketpened, a situation has
occurred in which independent gas sellers havengpete with AS Eesti Gaas.

General indicators of the wholesale market aregmtesl in table 4.2.1 below. As seen
from the table the Estonian gas market is essgntialder control of one company
AS Eesti Gaas.

Table 4.2.1 Gas wholesale market overview

Year |Gas Incl import]Consumption peak Transmission  system|No of|Market
consumpti pass-through 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 (7100 2760 |2 100

2003 |838,4 838,4 5 500 2138 |7 800 3032 |2 100

2004 |961,8 961,8 5100 1983 (8300 3227 |2 100

2005 [990,8 990,8 5200 2022 10400 4043 |2 100

2006 |1008,0 [1008,0 (6700 2605 |10500 4082 |2 100

2007 |1003,4 [1003,4 6 350 2468 |10 700 4160 |2 100

2008 |985,0 985,0 6 700 2 605 2 100

progn 10 900 4 237

Note: The real gas importer is only AS Eesti Gaas, ash@nomporter 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 wholesaddls 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 Atwtare enforced in March 2007
clarified the obligations of market dominant galéess. According to the amendments
the market dominant gas undertaking has to disaoselitions of gas sale and the
principles of gas price formation, as well as b&lgd in elaboration of them from the
equal treatment and transparency principles. THe pdace of gas shall ensure
coverage of operational cost, needed investmermtgumtified return. In essence, the
amendments mean that AS Eesti Gaas as a markehaamindertaking has to sell
gas at equal price and conditions to all eligiblestomers, and to all network
operators as well. The regulatory authority haslégal obligation to supervise the
activities of AS Eesti Gaas. In case of incomplemgth above described conditions
the CA is entitled to require action in order taere compliance.

The CA is in an opinion that the described amendshesre necessary and does not
at all prohibit from functioning of the market, @well as does 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@rom Latvia, but the situation
there is similar — the majority shareholder of tharket dominant gas seller is the
exporter of gas Gazprom. So, potential gas import@ve no real opportunities to
purchase gas at more favourable conditions. Theh@# constantly monitored the
situation on market and the major problem hashesn the selling at different prices
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to customers being in similar conditions. Therelbycan be foreseen that the
amendments facilitate market settlement and erabiearket participants to buy gas
at equal conditions.

In addition AS Eesti Gaas as the market dominatdrpnse with 100% wholesale
market share shall fulfil requirements derived frtime 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 with the Competition Act AS &€xaas has to follow in its sale
activity that the expenses and return are justified reasonable, and gas is sold to all
customers at equal conditions. The CA is in a posithat all gas customers at equal
conditions have the right to purchase gas at eqomadlitions and price, irrespective
whether gas is purchased for own needs or forlhegé€for trade).

Since CA regulates prices of major part of distneat supply undertakings and also
the price for gas sold to households by all indepahgas sellers (network operators,
as a rule) then there is a good overview of theegriapplied by AS Eesti Gaas for
various customers.

4.2.2 Retail market

AS Eesti Gaas is in the leading position also & tétail market. Its retail market
share today is 93%, thus being undisputable maeeeter, as also the rest of retail
traded gas is also purchased from AS Eesti Gaasetail sales total about 731
thousand mper annum. The second largest undertaking hataié quantity of only
10 thousand fh This expressively shows how large in fact isAlSeEesti Gaas’ share
on the market. As it was described in the previcoapter, besides AS Eesti Gaas
there are 26 smaller network operators that selh betwork service and gas to
customers connected to their network. There areseallers which are independent
from gas network operators. Table 4.2.2 below pssa retail market overview,
which, similarly to the wholesale market, is chaedsed by an extreme
concentration.

Table 4.2.2 Gas retail market overview

Market share of three largest undertakings
Year |Retall No oiNo of sellerPower [Large Medium [Small No of
market |undertakinindependentplants  [industriesfindustries|business |customers
consumptigs  withfrom networ and that
on market |operators householgchanged
minn? [share @ S supplier
over 5%
2001[789 1 0 100 100 100 100% [0
2002 675,4 1 0 100 100 100 9% [0
2003([732,4 1 0 100 100 100 9% [0
2004[748,9 1 0 100 100 100 98% [0
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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

progn775,0 1 0 100 100 100 93% 0
2009

progn750,0 1 0 100 100 100 93% 0

AS Eesti Gaas is the only importer of gas. AlthHouipere are 26 gas sellers/traders
on the market, they all buy gas exceptionally frA® Eesti Gaas. At the same time
AS Eesti Gaas has a broad circle of customers, botiseholds and eligible ones.
Moreover, as a gas seller it is an undertaking maasket dominant position in the
meaning of the Competition Act. Because of thistiE&aas has an obligation to sell
gas to all customers connected to other networksg@l conditions. As all customers
can change the supplier they are choosing AS EBesds as their new supplier, as a
rule. Next table 4.2.3 reflects the changes of Beygpfrom 1 July 2007, i.e. since
opening of the market for all customers.

Table 4.2.3 Change of natural gas supplier
Natural Gas Act § 6 (3), and for eligible customer§ 5 (2)

2007

pcs | Sales volume, 1000 m3
Household customers 26 37,795
Eligible customers 2 | 193,982
Total no. of customers 28| 231,777

Thus, after the market opening some customers tiaaeged their supplier. The CA

considers such developments positive and it shiaaltitate to market development.

In the process of approval of standard conditiamrsnktwork services and sales the
CA has followed a requirement to undertakings fitatess of change of sellers has
to be simple and should not impose unnecessargailiins on customers. The

maximum acceptable time for seller change is onetimo

Data about gas prices are presented in table B&loW. It can be realised that for
both industrial and household customers a steeje pncrease took place in 2007.
This was caused by the increase of gas sale pnc007 large industrial customers
paid for gas in average 3000 EEK/1006, while households had to pay 3 785
EEK/1000 ni.

Table 4.2.4 Gas final consumer price in 2007
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€/MWh 14 11 D3
(EEK/1000 m3)

. 1,51 1,51 5,37
Network service b1 b18 773
Taxes in network charges 0,000 0,000 0,000
Nat gas price without network service|18,06 20,97 20,97




2 600 3 019 3 019
3,52 4,05 4,74
507 583 683
23,09 26,52 31,08
3 325 3 820 4 475

VAT 18%

Final consumer price incl VAT

Notes:

According to Eurostat definitions:

- large industrial customer (14) with an annual cssumption of 116 300 MWh or 12 600 thou th
- commercial customer (11) one with an annual consnption of 116,3 MWh or 12,6 thou nd

- household customer (D3) one with an annual consiption of 23 260 kWh or 2,53 thou i
Prices of network services according to AS EG Vérgeenus (Network Service) price list.

Since the unit for network service prices is thousad m?, then in brackets also prices in EEK/thou
m®); calorific heat value of gas is 9,2 MWh/thou rh

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 odlign 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. The CA has set fotbmalition to AS Eesti Gaas in the
activity licence, which requires selling to all wetk operators, customers and other
sellers within the technical limits of the networKctivities of Eesti Gaas are
regulated also by the Competition Act, as it gasidant 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.
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The Natural Gas Act stipulates the regulation dteprfor household customers,

which, according to he Act shall be applicable a#er full opening of the market in

1 July 2007. Principles of approval of the pricegas 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 CA elaborates and dasds the unified methodology for
calculating of the price limits for household custrs, which forms the basis for
approval. Respective methodology is disclosed erfdA’s website. In the evaluation

of justified cost the CA first of all considers thenciple of cost savings and monitors
whether cross-subsidising of areas of activityvisided. The prices are not indexed
and instead, approved only upon applications froateutakings.

Unlike electricity sale price for natural gas noigited average price is approved.
Instead, if undertakings sell gas to various custognoups at different prices, the CA
approves individually all the price limits. AS Ee&aas has formed a different limit
price depending on the volume of annual consumptiast of smaller network
operators have established a single limit priceafbhouseholds irrespective of their
annual consumption volume.

4.3. Competition supervision

Similarly to electricity market also gas marketegulated additionally to the Natural
Gas Act by the Competition Act as well. The Compmti Act definitions for
undertakings with a market dominant position, fordertaking with special or
exclusive right and for undertaking in control skential facility and for undertaking.
An undertaking in a dominant position is an unden@ or several undertakings
operating on the same market whose position en@filesm to operate in the market
to an appreciable extent independently of compstitsuppliers and buyers.
Dominant position is presumed if an undertakingozounts for at least 40% of the
turnover in the market.

When it comes to whole and retail sale of gas, AStiEGaas is indisputably in a
market dominating position, as it is essentially timly gas importer and re-seller (AS
Nitrofert has so far imported gas merely for itsnomeeds and has never acted as a re-
seller of gas). Since 1 July 2007 the entire gaketas opened for all customers and
can be considered a common market and here Ees$i lizs a market share of 93%.
As a market dominant undertaking, AS Eesti Gaasdédfil the requirements of the
Competition Act according to which any direct odinect abuse by an undertaking or
several undertakings of the dominant position ogoads market is prohibited,
including:

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

2) limiting production, service, goods markets, htécal development or
investment;

3) offering or applying dissimilar conditions towgalent agreements with other
trading parties, thereby placing some of themairapetitive disadvantage;
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4) making entry into an agreement subject to aecemgt 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 tlteeg 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 comukecwith 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;

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,aistitucture or other essential
facility;

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

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

Since 1 January 2008 the CA as a merged authagyah obligation to supervise the
functioning of gas market on the basis of both thatural Gas Act and the
Competition Act.

The Natural Gas Act regulates in detail the acésibf network undertakings — their
rights and obligations. Although, the CompetitiootAlso stipulates obligations to
networks as to undertakings in control of esseritiallity, it is practical to apply
special law, i.e. the Natural Gas Act.
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In the contrary, for sale of gas it may be ratiottalpply regulation based on the
Competition Act.

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
a single source — from Russia. However, in conoaattith the opening of household

customer market some changes of supplier have takes.

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 CA issuesvdgt licences that include also
some specific conditions. An activity licence igueed for the following activities:

1) import of gas (from outside the EU);
2) sale of gas;

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 thasgres who 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 thadypaccess 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 fiomitig and maintenance of the
network which it owns or possesses;

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

5) a network operator shall organise the meterfrgpe consumed from the network
and maintain corresponding records, unless agréeavase;

6) a network operator is required to provide othetwork 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 inforomagained in connection with
performing of its duties and obligations to thirdries, except if disclosure is
provided for by law or, information shall be subtedt for carrying out of duties
and obligations provider for by this Act;

8) a network operator may terminate its activibedy if it transfers its obligations
arising from this section to another network oparat
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9) a network operator shall give the CA at leastnidhths' advance written notice of
the termination of its activities, specifying thatel and schedule for termination,
and provide a sufficiently detailed overview of ttiecumstances which ensure
that the requirements provided for shall be met;

10) a network operator is obliged to follow thengiple of 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 accesbd 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 custenare supplied with gas in
compliance with the Natural Gas Act, the conditiafighe activity licence and
contracts entered into,

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

4.4.2 Rights and obligations of the Authority

From a supervisory authority point of view the Eéém legislative basis can be
considered as a solid one and this gives to the@Aigh possibilities for performing
market regulation.

The CA has the right to get necessary informatromfa market participant, as well
as from state and local municipal authorities,rigbkt to enter their territory, premises
and facilities for the purpose of on-site inspattiexamine the documents necessary
for supervisory activities and other informatiordasircumstances and make extract,
transcripts and copies thereof. The CA can alspeictsthe accounts and prices
practices applied by gas undertakings and obtagegsary information concerning
their economic activities. The CA can establishgerary prices for the transmission
and distribution of gas for no longer than two nin@nin situations where those prices
are not justified or the gas undertaking fails tdloflv a precept issued by the
Authority. The CA can establish development oblma for undertakings through
licence conditions. For example, it can impose laligation to invest for gas network
operators in case their performance has not sectabte gas supply for customers in
accordance with requirements.

At the same time the CA is obliged to superviseftii@ment of the Natural Gas Act
and to make precepts in case of violation. Alsorketaparticipants (consumers or
undertakings) can record complaints on activitigsimactivity of other market
participants and the Authority has to re-settlarth®y its decisions. Both the precepts
and decisions are administrative acts that canhaflenged with an administrative
court, which has the right to invalidate a decisiom precept.

The Natural Gas Act also stipulates that in caseesfain violations of law the

Authority has the right to initiate misdemeanourogeedings. The following
violations of law are determined as misdemeanours:
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1) failure to give notice of changes to information

2) failure to comply with conditions of activitycknce;

3) sale of gas or provision of network servicesrapproved maximum prices or at
prices exceeding approved maximum prices;

4) violation of obligation to connect to network darcollection of unjustified
connection fees;

5) failure to provide third party access to thenuek.

The penalty pyments that can be imposed in cas®lation of the position 1) is up
to 30 000 kroons (EEK), in other cases of up 50 @Bfbns. 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.

4.4.3 Customer information

Both gas network operators and gas sellers argesblio 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 connectnthe network;
4) standard terms and conditions of contracts.

The charges for network services and householdoowst gas prices shall be

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

undertakings also the regulatory authority shatltise 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 Acewearforced. The amendments
pay more attention to customer protection. In aoldito the standard terms and
conditions for selling gas to household customeesv 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;
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3) requirements for the quality level of provideuhsce;

4) customer information about the tariffs and pjce

5) contract duration, conditions of updating anthieation 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 CA has to monitbether a balance of a network
service user’s rights and obligations is contaimethe contract, 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 CA. However, according to the Natural Gas #&ud the Competition Act the
market dominant seller (AS Eesti Gaas) shall ensareal 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 parameterseofi¢twork;

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 workther gas 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
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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
CA as to the extra-judicial body. A market partamp may record a written complaint
with the CA against the action or omission of aeotmarket participant that is in
conflict with the Electricity Market Act or legigian established on the basis thereof.
The CA reviews the complaint and makes a decigierebn within 30 days as of the
receipt of the complaint. If the CA requests infatian necessary for resolving the
complaint, the passage of the term shall be suggkidit not for longer than 60 days.
The CA’s decisions can be challenged with an adstriative court in 30 days since
receiving of a decision.

Conclusively, the CA’s opinion is that in connectiovith the selling obligation
customers are reasonably well protected. Netwoedkaiprs have the obligation to sell
gas to all customers connected to the network. dimendments facilitate better
regulation of customer rights.
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5. Security of supply
5.1. Electricity

For electricity production the fundamental fueldstonia is oil shale. In 2007 93,8%
of electricity was produced from it, 2,6% from maiugas and the rest 3,6% 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.

Wind
0,3%

Others

NEWTENES 3,2%
2,6%

Qil shale
93,8%

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 stalled capacity.

Table 5.1.1 Installed electrical capacity in 2007

Capacity MW Fuel Owner
Narva Power Plants 2140 oil shale Eesti Energia
Iru Power Plant 171 natural gas Eesti Energia
Ahtme cogeneration plant 27 oil shale Eesti Energia
Renewables, total 59 wind, hydro, biogas Private capital
Cogeneration, others 84 oil shale, peat, naturalgas |Private capital
Total 2 481
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In the present security of supply analysis the GA bonsidered supply coverage of
consumption capacity (load) by year 2016. In thalwstion of coverage two
extremely important factors shall be considerectlfi, Estonia is net exporter and
secondly, installed capacities exceed peak loaalytod

Table 5.1.2 presents electricity balance from 26®®007. Drawing 5.1.2 shows
graphically the share of net export and domestitsamption of electricity. As seen,
the share of net export since 2003 has been 10-@5&th annual production. The
highest share was in 2007. It was first of all tesdieto the fact that Eesti Energia had a
surplus of CO2 quota. This enabled production etteicity at favourable conditions.
In can be foreseen that in 2008 the export shijlda Eesti Energia has sufficient
guota for domestic production only.

Table 5.1.2 Estonian power balance GWh. Source: Ststical Office
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Drawing 5.1.2 Share of domestic consumption and eapt of electricity GWh. Source:
Statistical Office

The available reserve capacity and the system’ks jpeals are presented in following
table 5.1.3.
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2000 2001 2002 2003 2004 2005 2006 2007

production 7591 7 590 7634 9 101 9 232 9114 8728 10 954

final consumption 5422 5607 5 686 6 013 6 326 6 403 6901 7 180

network losses 1240 1361 1258 1192 1112 1103 1077 1 354

net export 929 622 690 1 896 1794 1608 750 2 420
100%-1




Table 5.1.3 Available reserve capacity and systemepk load. Source: OU Pdhivork,
Eesti Energia AS, Competition Authority

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

2007 8231 1537 2481

2008 prognosis |8452 1525 2493

2009 prognosis |8665 1632 2572

2010 prognosis |8884 1665 2645

2011 prognosis (9109 1699 2705

2012 prognosis 9339 1734 2839

2013 prognosis 9575 1770 2749

2014 prognosis 9817 1806 2749

2015 prognosis [10065 1843 2749

2016 prognosis {10300 1878 2749

The 2016 prognosis for installed capacity basisaonEesti Energia prognosis, which assumes an
erection of a new energy block and renovation dfasies.

Based on peak load prognosis and the installedcitegs no lack of capacity is
foreseen until 2015. Regarding capacity probleney timay arise in 2016 when AS
Narva Elektrijaamad shall comply with the S@nd NQ emission limitations

stipulated by the Directive on large combustionnfda The problem is that the old
energy blocks do not comply with the requiremeritdshe Directive. It should be

mentioned that the emission limitations does naeassarily mean immediate closing
down the blocks. Modern technologies may offer opputies for modernisation of

old block and thereby bringing them into complianegh the requirements of
Directives.

Especially important are AS Eesti Energia’s, as tharket participant with the
biggest share, plans in connection with Narva Pd®ants (AS Narva Elektrijaamad)
and also with Iru and Ahtme Power Plant. Accordiagpresented information the
following capacity developments are planned ingbeer plants in question:

Table 5.1.4 Eesti Energia AS production capacity

2007 [2008 | 2009 | 2010 2011 201p 2013 2014 2015 216

Narva Power Plants| 2140 2140 2140 2140 2 140402(2050| 2 050 2 050 2 05p
incl. old blocks 1754| 1754 1754 1794 17b454741395| 1395 1399 139
incl. new blocks 386 | 386 | 386 | 386| 386 3849 653655 (655 [655

Iru Power Plant 171 | 171 | a71| a7a| 2171 174 171 17 17171
Ahtme Power Plant | 27 27 27 27 26 26 26 26 26 24
Others: 34 |4 44 95 103 | 103| 103 103 103 10B
TOTAL D341 (2342 (2382| 2433 2440 2440 23%0 5932350 2350

* Note: based on a new energy block erection plarEesti Energia AS, implementation of it is
guestionable.

Possible new projects are the following:
110 MW, emergency reserve in Iru Power Plant by year 2012
140 MW, regulation reserve in Iru Power Plant by year 2012

Though Eesti Energia AS has planned also an ereofitwo 300 MW brutto (2270
MW net) oil shale burning blocks in Narva (see ¢abl1.4.). According to the plans
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one of them should be commissioned in 2013. Conisigl¢he fact that the decision is
not made yet the commissioning in 2013 is unrealist

Conclusion: today Estonia has no security of sugpbblems. It is the other way

around — the installed capacity is higher thandibimestic consumption peak and this
makes export of electricity possible. A capacitprsge is not foreseen before 2016.
However, the decisions have to be made alreadytdfday 2016 no new capacity is

installed nor no old blocks of Narva Elektrijaama@ renovated, then Estonia will
face a sharp deficiency of generation capacityr a®@l6. Table below presents
installed capacity in 2016 if neither investment menovation of the old ones is

undertaken. Wind turbine capacities are not tak&o iaccount as they need a
regulation reserve anyway.

Table 5.1.5.Installed capacity in 2016 if neither investment no renovation is

undertaken
Plant Capacity MW | Fuel Owner
Narva Power Plants 386 oil shale Eesti Energia
Iru Power Plant 171 natural gas Eesti Energia
Cogeneration angd161 Oil shale, peat, naturgPrivate capital
others gas, wood
Total 718

As peak load in 2016 will be 1 900 MW, then withautesting a situation occurs in
which a capacity deficit will be close to 1 200 MW, 63% of needed capacity.

According to the amendments to the Electricity Mairkct enforced in 1 May 2007
the system operator (P6hivork - National Grid) ldigeed to prepare a report, which
presents: a prognosis of offer and demand of &égtin next five years, existing
supply possibilities; perspective installations @modse under construction; quality of
networks and their maintenance level; measures@frgig maximum (peak) demand
and measures undertaken in situation of capacificifjesecurity 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 prieskto the EU Commission, to the
Ministry of Economic Affairs and Communications atodthe CA. Thus, one of the
parts of the report is presenting an evaluationthe need of investments into
production capacity. On the basis of the prognadighe transmission network
operator the CA may oblige the transmission operat@rrange a tendering for new
capacity installations.

OU P&hivork has thoroughly handled all above mewtibtopics in its security of
supply report. As well it points out in the repdhiat most critical time for the
Estonian energy system is year 2016. By this tith@a@ver production has to be
harmonised with the EU norms. By then the followexgsting generating equipment
can be used: two new fluidised bed blocks in N&weaver Plants, block no. 2 in Iru
Power Plant and small power plants. Thus, by 266 capacity has to be erected or
renovations carried out on equipment that doescootply with the EU norms.
According to OU Pdhivork information in addition tbe projects that are currently
under implementation and those capacities thatbeilhdded in the future (Vao, Anne
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and Parnu CHP plants, the reserve plant of thestmesion network) the following
extra production capacity has to implemented, oleoto secure required production
reserve: 22 MW by 2013 and approx. 1500 MW by 2(0@8reover, OU Pdhivork
declares that it is very likely that after 2012 t&stonian power system will not be
able any more to secure domestic electrical enleatpnce.

5.1.1 Estlink and other connections

Most important new infrastructure project is theliBk, under which a DC cable
connection with a capacity of 350 MW was erectetivben Estonia and Finland. It
was commissioned and started commercial operati@ecember 2006.

Regarding other infrastructure projects the trassmn network operator plans to
install another 650 MW sea cable in addition to366 MW one by the year 2010. At
the latest by 2015 it is planned to raise the plassigh connection capacity between
Estonia and Latvia by 200 MW.

5.1.2 Investments in Narva Power Plants

In September 2007 Eesti Energia AS submitted aticapipn for approval of a new
electricity production price. In the applicationnas assumed that 2 new 300 MW oil
shale fired blocks will be erected. By today noisien is made upon, because of
uncertainties on the EU G@olicy. If in the current period from 2008 to 20E2sti
Energia AS group has enough quota for domesticyatozh, the next period quota
distributions are uncertain to a large extent. Sipmduction of electricity from oil
shale creates high G@&mission (production of 1 MWh of electrical energgults in
approx. 1 ton C@emission), the future C{policy is crucial in investment decision
making process. Should Eesti Energia AS buy alh@sded C@at market price the
produced electricity price may appear non-competitifhat is why an appropriate
solution shall be worked out, especially in conimectvith security of supply. This
means, a solution that provides both competitiveiné®il shale based electricity and
through it also security of supply.

5.1.3 Lithuanian nuclear power plant

In 28 February 2006 the prime ministers of the éhBaltic countries signed a joint
declaration on possible erection of a new nucleawgs plant in Lithuania. In 8
March respective agreement was signed also by GHa deading energy companies
of the three Baltic: Eesti Energia AS, Lietuvos Eij@a AB and VAS Latvenergo.
According to the agreement a joint feasibility stusas carried out by November
2006 upon possible new nuclear plant in Lithuafiae study shows that a new
nuclear plant is technically and economically fbkesi Since the beginning of 2007
also Poland is involved in the project. By now d@ismot been decided yet what shall
be the capacity of the plant and how big will be Bstonian share in it. According to
the information from Eesti Energia AS possible cassioning time of the new plant
is not before 2015 to 2020.
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Conclusion: Currently Estonia has no security of spply problems. However,
unless investing into new capacity or renovating ésting one by 2016 there is
likely to occur a significant deficiency — 700 MW wailable while an expected
peak load will be 1 900 MW. The CA is in an opiniorthat Estonia must cover its
load with domestically installed capacity. The curent situation is problematic —
there is no investment decision. This means that biye critical time — by year
2016 it is unlikely to manage an erection of new engy blocks.

5.2. Natural gas

In the Estonian primary energy supply balance taesof gas is 12,9% (see drawing
5.2.1), while among fuels used for electricity protion its share is only 2,6%.
Estonia is net exporter of electrical energy, heitcis possible to cover all national
demand without gas.

Drawing 5.2.1 Estonian domestic consumption of fuglin 2007

Considering security of supply issues, gas is waportant in the production of heat
in district heat supply facilities where its shaseup to 46%. In bigger towns, like

Tallinn, Rakvere, J6geva, P6lva and some othetsaliteat supply bases 100% on
natural gas. The share of gas is high also in T#¥itjandi, Sillam&e and several other
towns’ district heat supply. In 2006 also Parnu Ragbla towns ware connected with
the natural gas supply network. Thereby, in thepgupf Rapla 100% will base on

gas, while in Parnu an important share will stdhmain with solid fuels (peat and
wood). Thus, from security of supply point of viewatural gas has the highest
importance in the district heat supply sector. Véher a specific of Estonia is that
38% is consumed for industrial purpose, while tlmstmption of the biggest

customer — AS Nitrofert — constitute 20% of thetd&stonian gas consumption.
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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 cgstganmn 2006 was still about 10%
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 eleitfrigeneration. At the same time gas
is extremely important from security of districtatesupply point of view. While in
most district heating systems besides gas alsmattee fuels can be used, in local
gas heating such possibilities do not exist angbassible gas supply interruption
situations the customers would simply be left unéea

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

Table 5.2.1 General information on gas supply

Total Peak load System pass-through cap-ty
consumption 1000
min m3 m3/day MW 1000 m3/day MW
2001 865,2 5400f 2099 7 000 2 721
2002 723,8 5000 1944 7100 2 760]
2003 838,4 5500f 2138 7 800 3 032
2004 961,8 5100f 1983 8 300 3 227
2005 990,8 5200 2022 10 400 4 043
2006 1 008 6700 2605 10 500 4 082
2007 1 003 6350 2469 10 700 4 160}
2008 progn’ 985 6700 2605 10 900 4 237
2009 progn 960] 6850] 2663 11 200 4 354
2010 progn 960 7000 2721 11 400 4 432
2011 progn 985 71501 2780 11 600 4 510}
2012 progn 985 7300] 2838 11 800 4 587
2013 progn 10100 7300) 2838 11 800 4 587
2014 progn 10100 7300[ 2838 11 800 4 587
2015 progn 1 010 7300 2838 11 800 4 587
2016 progn 1 010 7300 2838 11 800 4 587

Note: 2008 presumable peak load according to March data

Table 5.2.2Use of gas by various sectors in 2006ds2007

2006 2007

Gas Gas

consumption consumption

thousand m*® |share [thousand m® |Share
Production of electricity 80 557 8,0% 57 656 5,7%
Production of heat in power plants|369 552 36,6% |362 370 36,1%
and boiler houses
Industrial customers 387 777 38,4% 385 757 38,4%
Business and households for{170 891 16,9% 197 639 19,7%
heating
Total 1008 777 100,0% |1 003 422 100,0%
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Drawing 5.2.2 Consumption of natural gas by customegroups in 2007
Source: AS Eesti Gaas

Concerning the security of supply of gas Estonimmletely depends on the Russian
gas supplies. Estonia has two cross-border trasgmigonnections with Russia: one
in Narva (east) direction and the other in Varskauth-east) 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 pass-through capacity is limitegecdose of some network
limitations on the Russian side and it is openely onemergency situations. As it
was already described in the gas market reviewteh&stonia has no problems with
exhaustion of pass-through capacity, but problemayg arise only in extreme peak
load conditions.

Concerning new connections possible Estonian-Amngés connection is in question.
Currently it is under feasibility study phase. Alsa routing selection and an
environmental impact assessment have been commeroegtver, according to an
evaluation by AS Eesti Gaas the construction of ¢as connection cannot be
commenced before 2013.

Gas is imported to Estonia by AS Eesti Gaas andheenical industry AS Nitrofert.

In fact, AS Nitrofert is not involved in selling gfas but imports it exclusively for its
own technological needs. In winter period from Nobver to April AS Eesti Gaas
covers the gas consumption only with the gas frbenltatvia located Kukalns gas

storage, while AS Nitrofert imports it directly froRussia. Actually, in winter both
Estonia and Latvia, and partly also Russia andulaitiia are primarily supplied with
the gas from the tukalns storage, which has an active volume of 2r8lilon m®,

-95.-



Until spring 2008 AS Eesti Gaas rented in theukalns gas storage a volume of 500-
600 million nT. Filling up of the storage takes place throughpheeline that comes
from Russia through the Estonian territory. Thecpss of filling up of the storage
takes place in the period from April to October d@nd observable 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 n is a sufficient
for securing a strategic reserve for Estonia.

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 2006y shows that the volume has
been sufficient to cover Estonian peak load. Thesamption peak of AS Nitrofert is
about 700 thousandhdaily. This has to be subtracted from the Estoni¢als as AS
Nitrofert buys gas directly from Russia and is using Irtukalns gas storage.

During preparation of the present report it appeatteat since spring 2008 the
situation in gas supply has changed. Eesti Gaasghésfrom the storing in the
Latvian storage and buys gas directly from Gazpronis means that Gazprom itself
stores gas in the storage and is the owner of gét itiis handed over on the
Estonian-Latvian border. Therefore, the technicélitson of storing has not changed
as in winter period Estonia is still supplied fréhe Latvian storage. However, there
in an essential difference — earlier the gas instieeage belonged to Estonia, while
now its owner is Gazprom.

The CA is in a position that the new arrangemeduces security of supply. The
weakest point is that, as mentioned, now the owhepas is Gazprom and the latter
can now decide where to sell the gas in possilbeafe situation.

In January 2006 between dates oftd 22, when weather conditions were extremely
cold both in Russia and in Estonia some disturbmnceurred in supply. The CA has
initiated a supervisory proceeding in which alsopkyees of the Ministry of
Economic Affairs and Communications were involvé@the proceedings identified
that the legislation related to security of supplgould have to be amended
remarkably.

With respect to the EU Directive 2004/67, whiclpslates measures for securing gas
supplies and considering also the results of alboeetioned analysis the Ministry of
Economic Affairs and Communications elaborated psafs for amending the
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 stipulated.

In the period from 1 October toMay the household customer’s supply with gas may
not be interrupted nor limited. In the same peged 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 pemwagk area is required to
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facilitate a possibility of using a reserve fuehc@ July 2008, in order 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 CA, and

makes proposal for implementation of measures wbarhensure security of supply.
The Ministry in cooperation with the Authority shanalyse the proposal received
from the system operator and if necessary, makposal to the Government for
implementation of the following measures for ensgusecurity of supply:

1) limitation of gas supply to the persons whicte @mas other than for heating
purpose;

2) allowing gas supply limitations to the undertajs that produce heat;

3) allowing lowering the temperature of water sigmbfor space heating;

4) oblige heat supply undertakings to using ofseree fuel.

Since in Estonia most important is to ensure natges supply for heat supply
facilities, it is intended to impose supply limitats of supply first of all to heat
producers in Tallinn and Narva. In essence, thendments stipulate a requirement
for Tallinn and Narva district heat supply entesps on facilitation of a possibility of
using a reserve fuel and in case of gas supplyrthghces switch over to the reserve
fuel. One of the measures for Iru Power Plant glesifor running the plant in heat
only mode instead of cogeneration mode, in orderettuce gas consumption. In
Estonia it is possible, as the share of gas inretég generation is very modest. The
power plants fired with gas constitute less tharpé&0 cent of the installed capacity
and the needed electrical power can be generatail ishale fired Narva Power
Plants.

According to the enforced amendments the systematpe(AS EG Vorguteenus) is
required to prepare a description of emergencyasdns which can destroy normal
operation of the gas system, as well as a plamefsolving of the emergencies. The
plan shall be submitted to the Ministry of Economiffairs and Communications.
The plan is to be applied in situations when baapwoviders fail to ensure gas
balance and it becomes unavoidable to limit congiomgby certain customer groups.

In conclusion it can be said that Estonia has rwtabe of transmission capacity.
Based on the consumption and transmission capa@tynosis submitted by AS Eesti
Gaas there shall be no transmission capacity geuatil 2016 and very likely not
after that time as well. However, problems mayeaiis connection with security of
supply and this in turn can jeopardise heat suppligich are highly dependent on gas
supplies. As in the European part of Russia analivarcrease of gas consumption
takes place, the Estonian peak load in winter gezan be primarily covered with the
gas from the Latvian gas storage. For the few cgmears AS Eesti Gaas foresees an
increase of peak load consumption up to the lef/& @00 thousand Mdaily, while

in the past years it has peaked at 6 78@aily. The prognosis assumes that AS
Nitrofert will cover its daily consumption of 706idusand rhitself. This means that
in addition to the current Latvian gas storage Supp 5 000 thousand Prdaily an
extra supply of 1000 to 1300 thousand duily is needed. According to an
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explanation of AS Eesti Gaas it can be covered wiither the Latvian storage or with
increasing direct supplies from Russia.

As already explained above, possible gas suppkg @se primarily related securing
of district heat supply. Most important is the Trall district heating system, which
requires about 2 000 thousand ofi gas daily. This is if electricity is not gentd in
Iru Power Plant. Together with electricity generatthe need is 2 700 thousand m
per day.

The largest gas consumer in Estonia is Iru PowantPthat belongs to AS Eesti
Energia and supplies district heat to the city afliin. There are two cogeneration
blocks installed in the plant, with capacities 80Jand 220 MW (altogether 400 MW)
respectively and three hot water boilers with altoapacity of 348 MW. AS Tallinna
Kite (the district heat supply undertaking) haschased from Iru Power Plant a
heating capacity of 435 MW and this has been tisesldar approval of the tariff of
heat sold to customers. In order to supply thisacayp at least one of the cogeneration
blocks has to run. In possible crisis situationoimng gas supply disturbances the
plant can reduce gas consumption by switching d¢weneat only boilers. In such
solution a maximum gas consumption shall be 1 Ob@aily. Besides, the plant can
also switch over to using of liquid fuel, as it lerage tanks with a total volume of
60 000 tons. In above described load situationilg dansumption would be 770 tons.
Therefore, the storage volume is far enough foueng heat supplies.

The Estonian peak of gas consumption without ASadfétt is 6 000 thousand m
daily. Since it is possible to get from the Latvigas storage 5 000 thousand amily
as maximum, then in a crisis situation the restlmigovered through switching over
the Tallinn heat supply to burning of fuel oil atemporary ceasing of electricity
generation as well.

From technical point of view security of supply Bheertainly be improved by the

planned Estonian-Finnish gas pipeline connectioncofding to AS Eesti Gaas
Finland plans to be connected to the Russian-Gerpizgline and if a connection

between Estonia and Finland will be added then ygsplies to Estonia shall be
significantly more secured. The CA shares a pasitibAS Eesti Gaas that possible
new connections shall improve supply security fiechnical point of view, whereas
100% dependence on Russian supplies will still e fact for both the Baltic

countries and Finland.

In conclusion the CA is in a position that gas sudp risks are related to the

supply from a single source - Russia. However, inggsible crisis situation the
consumption of gas can be reduced almost two time&ease of electricity
production, switching over to using of reserve fualin Tallinn, Narva and other

district heating systems). If supplies from the Latian gas storage continue, then
these measures enable needed gas supply to all otbastomers. Compared to
previous year the risk of gas supply gas has incread due to the circumstance
that since spring 2008 the gas stored in the Latwiagas storage is not any more
the property of Eesti Gaas, but belongs now to Gazxpm. In case of shortage
Gazprom can decide whether to supply Estonia or angther region instead.
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