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1. Foreword

The report about the 2006 operation of the Hungarian electricity and natural gas sector was prepared according to Article 3, paragraph (9) and Article 23 paragraph (8) of the 2003/54 EC Directive on the common rules for the internal market in electricity and repealing Directive 96/92/EC, as well as Article 3, paragraph (6) of the Directive 2003/55/EC on the common rules of the internal market in natural gas repealing Directive 98/30/EC.

The general requirements of the line energy markets in Hungary are specified by the Act CX of 2001 on electricity (VET) and Act XLII of 2003 on natural gas supply (GET) and the secondary regulations providing the enforcement of these Acts. During the preparation of the relevant regulations, the lawmaker has taken into consideration the actual provisions of the Directives of the European Union in force. The transposition of the provisions set in the regulations into the Hungarian legal system was partially completed, and is currently in progress. According to the regulations in force, the regulatory authority tasks related to the operation of the natural gas and electricity markets are still performed by the Hungarian Energy Office (the Office).

The fourth year since the partial opening of the electricity market, which took place on January 1, 2003 on the basis of the VET, passed without significant market disturbance, in line with the dual market experience gathered so far. One of the most important tasks was the preparation of the legal separation of the distribution companies. Continuous communication between stakeholder companies and state administration organizations made it possible to complete legal unbundling for some companies much sooner than the prescribed deadline. This process is not yet completed and it is going to continue in 2007.

The structure of the electricity market is still determined by the long-term electricity purchase contracts. A considerable part of electricity appearing in the free market comes from imports. In addition, another – smaller part is made up of the surplus capacity of the public utility wholesaler which exceeds the public utility demand, which is sold in the framework of auctions.

By the end of 2005, the proportion of the free market purchase was nearly 35 %. This proportion did not increase significantly in 2006, as the growth of consumption in the competitive market stopped by the end of the year.

In 2006, the use of renewable energy sources increased further in comparison to the previous year. Although the quantitative regulation of the subsidized electricity appeared as a new element in the support system of renewable energy, the biomass-based generation continued to make up the major part of the renewable electricity. The production of wind power plants rose considerably. The Office issued permission for the establishment of a significant new wind power capacity; the amount of biogas generated electricity also increased. In 2006, the renewable electricity generation was 4 % of total gross domestic consumption.

An important change of ownership occurred in the natural gas market in 2006. In line with regulated conditions, E.ON Ruhrgas International AG acquired an influential share in MOL Földgázellátó Zrt and MOL Földgáztároló Zrt. As a result, the TSO and the Public Utility Wholesaler were unbundled on the level of ownership, in a manner favourable for the future competitive market.

The number of consumers purchasing on the competitive market rose to 200 in 2006, with a consumption of 9.7 % of the total national natural gas consumption. Further growth of the competitive market is primarily hindered by the scarcity of free sources. From amongst the 16 competitive traders that have received a license, only 4 takes actual part in the supplying of the consumers.

Upon the request of the Government, the Office has prepared a new model for the markets of both electricity and natural gas.

In addition to the current status of the liberalization of the electricity and natural gas markets, we describe the unique character of their operation and provide key industry data in our report.
Budapest, June 2007

Ferenc J. Horváth
President
2. Summary \ Major Developments in the last year

2.1. Basic organizational structure and competence of the Hungarian Energy Office
Legal background of the regulation of the energy market

The electricity and natural gas markets are currently regulated by the Act CX of 2001 on electricity (VET) and Act XLII of 2003 on natural gas supply (GET), and furthermore the new modified Act XVIII of 1998 on district heat supply (Tszt.), as well as lower level regulations (decrees) in connection with the enforcement of the Acts. The VET and GET was modified in 2005. Among others, the modifications were necessary in order to ensure the conditions of the complete market opening. The liberalization of the electricity market started on 1st of January 2003 for electricity and on 1st of January 2004 for natural gas. The electricity market grows continuously, while competition develops slowly on the natural gas market, and it is still small compared to the size of the market.

Institutional system of the regulation

In the framework of secondary regulations – in accordance with the acts;

The Government sets:

· the rules of organized electricity market operation,

· the detailed rules of licensing, the requirements of performing licensed activities, the conditions of modifying the operational license, the detailed rules of procedures to be applied in case of illegal behaviour of the line owners,

· the detailed regulation of licensees' set of rules, the process of preparation and reconciliation of the rules, its contents, and the circle of licensees responsible for the preparation of the rules,

· the circle of eligible consumers, the preconditions and dates of the qualification as eligible consumers,

· the energy policy requirements of establishing power plants,

· the rules of cross-border transmission of electricity and natural gas,

· the rules of provision of social electricity supply, the circle of entitled,

· the detailed rules of legal relationship between the public utility supplier and public utility consumer; the obligatory contents of the public utility contract,

· the detailed rules of legal relationship between the network licensees and the network users, the minimum contents of the contract concerning the use of network services,

· the rules of access to the natural gas transmission and distribution lines and the underground natural gas storages, the minimum content requirements of the contracts on the use of storages and lines,

· the general rules of access to the natural gas system, the rules of publishing free capacity, and the priority of demand fulfilment in case of capacity shortage,

· the licensing tasks of the natural gas system operator, and the general rules of its cooperation with the licensees,

· the obligatory content requirements of the unbundling method of the natural gas industry companies who perform their activities with unbundled accounting,

· the detailed rules of the determination and handling of transition costs,

· the general principles of district heat supply restrictions,

· the detailed rules of handling emergency situations in energy supply,

· the a date of introducing the green certificate system,

· the detailed rules of foundation, content, licensing, termination of rights concerning foreign real estate, and the indemnifications,

· the upper limit of the penalties the Hungarian Energy Office is entitled to impose, the detailed rules of penalizing.

The Minister of Economy and Transport (hereinafter: Minister) defines

In the subject of electricity:

· the rules of the publication of the resolutions of the Hungarian Energy Office of public interest,

· the technical and financial conditions of connecting to the public network, the fee to be paid by the consumers and the rules of procedure in connection with the development and expansion of the network and the connection of consumers to the network,

· the types of data to be supplied as an obligation in a price revision procedure,

· the rules of data supply by the licensees and the system users, as well as the rules of supply of data by the Hungarian Energy Office to the civil organizations representing consumer interests and to other organizations in line with the international commitments of Hungary; moreover, the rules of protection of data qualified as business secret,

· the circle of consumers measured on the basis of electricity demand curve prepared using statistical analysis,

· the minimum energy source inventory of the power plants with 50 MW or higher capacity,

· specifies the authority that approves the right to perform preparatory work and the line rights,

· the technical and safety requirements of electric power plants,

· the rules of safety zones around electric power plants,

· the rules of the technical-safety qualification and of the distribution and commissioning of connecting, interlinking and consumer equipment,

· the detailed rules of electricity transit,

· the rules of obligatory acceptance of the energy generated from renewable resources, waste, using co-generation or in other ways determined in the regulation, and establishes the compensation policy for electricity generated as above in agreement with the Minister of Finance,

· in agreement with the Minister of Finance sets the administrative and service fees to be paid to the Hungarian Energy Office, and the detailed rules concerning the payments,

· in agreement with the Minister of Finance sets the official prices and fees as well as the conditions of the application of prices and fees and the framework of price regulation,

· in agreement with the Minister of Finance - with the specification of the detailed rules of usage – may set a separate fee structure for employees and pensioners of the companies of the electricity industry,

· in agreement with the Minister of Environment and Water, as well as the Minister in charge of the Prime Minister's Office, the rules of approaching and crossing of track structures, rivers, water flows, lakes, channels and buildings on the basis of network rights,

· the organization responsible for  technical and safety supervision,

· the detailed rules regarding the certificates issued by the Office for the power plants using renewable energy or energy from waste, regarding the obligation of reporting and of supply of data by the generators and small power plants selling green certificates and regarding the selling and acceptance of green certificates,

· in agreement with the Minister of Interior, as well as the Minister of Environment and Water, the rules concerning electricity supply for public lightning.

In the subject of natural gas:

· the rules of notification and administrative investigation concerning the severe malfunctions of natural gas transmission, distribution, supply lines as well as of the storages,

· the rules of distribution and administrative supervision of liquid propane and butane gases and their mixtures in vessels and cylinders,

· the consumer circle whose supply enjoys priority regarding the access to storages, to transmission and distribution lines,

· the method of determining and proving unavoidable economic and financial difficulties caused by the long-term contracts for natural gas purchase, and the rules of dividing the burdens coming from long-term contracts as a result of the appearance of eligible consumers on the free market amongst natural gas markets players,

· the detailed rules of obtaining discounted natural gas supply,

· the detailed rules of obtaining discounted pipeline propane and butane supply which results in an actual consumer price that is not more than 20 % higher than the price of natural gas if the consumption value is less than the average caloric power per consumer affected by the specially discounted natural gas supply.

Competence and organization of the Hungarian Energy Office

The Office was created in July 1994 and is responsible for the licensing, administrative control and supervision and the consumer protection in the field of electricity supply, natural gas supply and district heat production of power plants.

The Office played and plays a decisive role in the transformation of the energy market, the operation of the regulated market, then the creation of the competitive market, the issuing of the operational licenses for the market actors, the regulation of the companies operating in monopolistic situations (as natural or legal monopolies), the supervision of the market, and the gradual expansion of the competitive market.

The Office is a central administrative body, government office, it is supervised by the Minister of Economy and Transport, and it has substantive tasks and competences.

The procedures of the Office fall under the scope of Act CXL of 2004 on the general rules of official administrative procedures and services. The resolution of the Office can only be appealed against at court. The court is entitled to change the resolution of the Office.

In the framework of  his administrative tasks the Office issues, modifies and revokes the licenses in the field of electricity supply, natural gas supply, and district heat production, approves the transformation of the licensees, the acquisition of influential share in licensees, the change of the value of the subscribed capital,  and the codes prepared by the licensees. Trough the 2005 modification of VET the licensing competence was extended by the new regulation to include the licensing of all power plants above 0.5 MW capacity - with special regard to the power plant running on renewable resources or co-generating. It controls the compliance with the regulations, the license and the codes, in case of breaching them it has the right of penalizing.

The Office has a statutory regulated price-preparation competence in the field of electricity supply, natural gas supply and partially district heat supply.

In the interest of the consumers the Office cooperates with the Central Consumer Protection Inspectorate and the regional inspectorates and performs consumer protection tasks. In the framework of this it investigates the consumer claims, and cooperates with the civil organizations representing the interests of the consumers. In order to provide safe supply for the consumers it controls the quality of the service.

For the distribution of the emission units of the greenhouse gases the Office gives professional opinions to the environment protection authority in the field of electricity and district heat supply.

The organization structure of the Office is presented in Figure 1.
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Figure 1: The organizational structure of the Hungarian Energy Office

2.2. Main developments in the gas and electricity markets

2.2.1. Description of the electricity market

The fourth year of the electricity market, which was opened partially on 1 January 2003 on the basis of VET, passed without significant disturbance, in line with the double market experience gathered so far. One of the most important tasks was the preparation of the legal separation of the supplying companies.  The continuous communication of the affected companies and administrative state organizations made it possible to finish this legal separation for some companies much before the prescribed deadline. This process is not completed yet, it is going to continue in 2007.

The liberalization of the electricity market started on 1 January 2003 and since then the regulated (public service) and the competitive market are coexisting. From 1 January 2004 all non-household consumers have the possibility to cover their energy demand from the competitive markets. The complete market opening takes place on 1 July 2007. 

The changes regarding the trade trough the cross-border interconnections were the following:

· from the Summer on a common monthly auction was introduced at the Croatian cross-border, which is done by MAVIR Zrt. on behalf of the Croatian and Hungarian system operators,

· the daily auction was introduced at the Slovakian cross-border, and it is lead by SEPS (the Slovakian system operator).

In addition to the Slovakian cross-border, which was of definitive importance in the past years, the Romania cross-border has also gained importance.

The TSO-s of the Central-Eastern-European Region as defined in the annex to the regulation 1228/2003/EC, also including MAVIR Zrt., are planning the creation of a Central Allocation Office in Freising (Germany) in order to operate a coordinated market-based capacity allocation mechanism.

2.2.2. Description of the natural gas market

On the base of Government decree No. 219/2003. and the GET’s amendment Act LXIII/2005 every customer became eligible to step out on the free market (or step back to public sector), except residential consumers. The number of eligible consumers was approximately 180,000. Until the end of year 2006, 200 registered eligible customer decided to really step out to the free market. Actually, during the last three years the market opening rate is 9.7% based of the above mentioned data, related to consumption. Till the end of 2006 16 natural gas trader licenses had been issued by the Hungarian Energy Office, but only four of them are taking real operation on the free market. The relative small size of the competitive market can be explained by the lack of offer and price conditions.
The eligible customers’ possibility to step back results a barrier of competitive market by the public utility sector. The public utility customers’ maximum end-user prices are regulated in Hungary. These These prices are nationally unified according to the GKM Decree No. 96/2003 (XII. 18.) on the determination of public service charges for natural gas. The maximum end-user prices of public utility customers are modified in every quarter since 2006 by the Minister of Economy and Transport. The Office has a price preparation role. The modification of prices could be realized on account of energy market events or regulatory reasons.
The total market opening with discontinue of public utility sector will be achieved until 1st July 2008 (the legislation background will be created in the meantime).
E.On Ruhrgas already declared its intention to buy the two segments of MOL gas business in 2005,  the MOL Földgáz Trade Zrt. and MOL Földgáz Storage Zrt. On the base of Commission Decision of 21/XII/2005 (Case No COMP/M.3696 – E.ON/MOL) E.On Ruhrgas could realize the acquisition with five stipulations to comply. After the compliance of these stipulations checked by the HEO, E.On Ruhrgas established two new affiliate companies by 1st April 2006 with 100 % ownership: E.On Földgáz Storage Company and E.On Földgáz Trade Company. This change is significant, because the MOL affiliate who played a dominant role in the natural gas supply of the country (public service wholesale, competitive trade) also became property of E.ON Ruhrgas As the condition of the acquisition auctions were held in the framework of the Gas Release Program and Contract Release Program. These and other auctions expand the gas source base of the traders, and contribute to the promotion of the market.

The only natural gas transmission company is a legally unbundled affiliate of MOL Nyrt, a vertically integrated natural gas company (from the point of view of licensing the company do two kinds of activities: transmission and system operation.) The legal unbundling is an obligation and prescribed by Article 8, paragraph (1) of GET.

The modifying Act of GET LXIII of 2005 permits the distribution companies with more than 100,000 customers to have another licence until 1 July 2007. Three of the five regional public utility supplier companies already started the preparation of legal unbundling in 2006.
2.3. Major issues dealt with by the Office
2.3.1. Major regulatory issues on the electricity market

In 2005, 100 % - 1 piece of the vote preferential shares of the Magyar Villamosenergia-ipari Rendszerirányító Részvénytársaság (Hungarian Transmission System Operator Company Ltd.- MAVIR Zrt.) was given as a contribution in kind to the Magyar Villamos Művek Részvénytársaság (Hungarian Power Companies Ltd. - MVM Zrt). On 1 January 2006 the Operational Directorate of the Országos Villamostávvezeték Rt. (National Transmission Line Company - OVIT Zrt.) and the Network Directorate of MVM Zrt. were transferred to the system operator. MAVIR Zrt. performs its activities since 1 January 2006 as a system operator and transmission operation licensee, in accordance with the operational licenses issued by the Office on 19 December 2005 and 29 December 2005.

On 28 September 2006, the 400 kV Győr – Szombathely transmission line and the related 400/120 kV substation in Szombathely were commissioned. This investment significantly improves the supply and operational safety of Western-Transdanubia. The commissioning of the establishment is also prerequisite for the closing of the 400 k loop towards Hévíz, which will be finished by the building of the 400 kV Szombathely – Hévíz transmission line.

Licensing, administrative control and supervision

The change of the circle of eligible consumers

From 1 July 2004 all non-household consumers become eligible consumers and they are allowed to enter the competitive market. The regulatory amendments which came into force during the same year did not affect the circle of eligible consumers, but significantly eased the conditions of entering the market (e.g. the cost of installing the measurement equipment necessary for the settlement will be laid on the distribution licensees. The competitive market settlement of many companies having countrywide networks (e.g. banks, telecommunication companies) became possible on the basis of the GKM Decree No. 92/2004. (VII. 9.) using the electricity demand curve (profile) created trough statistical analysis, and this is used by that consumer group to an increasing extent.

Licensing procedures in the electricity sector

In 2006, the Office issued 459 resolutions for the companies of the electricity sector, 287 from these concerned power plants, 251 resolutions were received by small power plants, and 36 by power plant with more than 50 MW capacity. 18 from the latter were resolutions concerning the modification of license. 5 primary energy source selection and change licenses were issued by the Office, 3 among which relate to new power plants. The Office issued 4 new trader licenses and 4 cross-border trader licenses, and made 21 approval resolutions for the modification of Business Conduct Rules.

The licensing procedure for small power plants

The 2005 modification of VET prescribed that the energy source selection of the small power plants with or above the capacity of 0.5 MW, their electricity production, the suspension of production, the termination of production are subject to licensing. This increased the number of requests submitted per year in the previous years. In 2006, the small power plants submitted 359 requests. Until the end the year the Office made 251 resolutions, 80 if which were refusal resolutions concerning wind power plants.

Among the resolutions issued for small power plants 80 applied to small power plants running on fossil fuel - the majority to gas turbine power plant - and 91 concerned small power plants using renewable energy sources.

The amount of obligatory takeover of electricity (quota), and the period of operational license is determined by the Office taking into consideration the international commitment of Hungary in term of renewable electricity production, competitiveness of the electricity generated using renewable energy source, the influence of the actual technology on the balanced operation of the electricity market operation, the ability of consumers to take burdens, the opinion of the system operator, the extent of the public service electricity supply obligation, and the other types of support used. The new regulation prescribes the takeover obligation for the small power plants (e.g. gas turbines) doing cogeneration of heat and electricity (cogeneration), but it does not contain special licensing rules. The Office has also set the obligatory takeover (quote) for 22 power plants that don't have a license obligation.

Licensing of wind power plants

In Hungary the electricity that can be gained from wind power plant parks is limited depending on the time of the day, and the season. The supposed development of the electricity system and the integration of the wind power plants into the system by the prescribed reserve capacity obligation would deplete the balancing reserves of the system. Therefore, in line with the legal regulations, the Office has limited the maximal wind power capacity for approval, which is interpreted as a system level constraint (330 MW).

In 2006- 132 requests arrived for the establishment of wind power plants, with a total of 1 787 MW capacity. The Office refused 80 of these requests, and approved 49 requests, the latter amounting to 330 MW capacity. These power plants got license for the obligatory takeover of 717 GWh electricity at administrative prices.

The use of renewable energy sources

In 2006, the use of renewable energy sources decreased compared to the previous year, although the production of hydroelectric power plants decreased - table 1. The electricity produced with biomass decreased after the Office set the obligatory takeover amount in accordance with the VET-Vhr provisions, and turned out to be less that the production of the previous years. The production of the wind power plants rose significantly, and their installed capacity also exceeds 30 MW, and the electricity produced from biogas also increased. The proportion of electricity produced from renewable energy amounts to approximately 4 % of the total national electricity consumption. In the following years one must anticipate a fast increase of the installed capacities of the wind power plants. By 2008, the built in capacity will probable reach 330 MW.

The biomass-burning power plants - in case of proper incentives - can increase the share of use of specially grown energy grasses, energy forests, and the agricultural wastes. This however requires the large scale application of the resources of the agriculture. The share of use of agricultural wastes can also be increased.

Table 1: Electricity produced from renewable energy sources in Hungary

	GWh

	
	2001
	2002
	2003
	2004
	2005
	2006

	Water
	186
	194
	171
	206
	203
	186

	Biogas
	7.6
	11.2
	15.6
	15
	27
	32

	Wind
	0.9
	1.1
	3.3
	5.4
	10
	43

	Biomass
	0.0
	0.0
	75
	655
	1 612
	1 278

	TOTAL
	194.5
	206.3
	264.9
	881.4
	1 852
	1 539


The Office as a professional authority contributed to the determination of the allowed total annual emission quote of sulphur-dioxide and nitrogen-oxides for power plants, and in accordance with the government decree No. 143/2005. (VII. 27.) regulating the execution of act XV of 2005 on the trading of emission units of greenhouse-gases it helps with its professional opinion the preparation of the distribution plan, and the calculation of quotes for the new entrants in the distribution plan. The office only issues a position concerning the electricity production licensees; the authority responsible for allocation is the National Environmental and Water Inspectorate.

Ancillary services

According to our experiences, the current system of long-term contracts and the regulatory environment does not encourage the licensees to prepare a new price system which is more efficient than the current one taking into special consideration that the balancing power price has to encourage the market actors to follow their schedules, but the price cannot mean an obstacle for the eligible consumer to enter the market. The creation of the appropriate regulation is especially hindered by the fact that in the system to be created - in accordance with the practice of the European Union - all market actors must be treated equally, therefore the public service wholesaler as well, who - as a result of the commitments of the contractual system created before the market opening and other regulatory limitations  - can only share its market risks to a limited extent with other companies who belong to its balance circle. In the course of the year the expert reconciliations were continued in the Commercial Code committee.

Modifications of the Commercial Code

The Office modified the Commercial Code five times upon the proposal of the system operator. The approved modifications were primarily necessary because of the modifications in connection with the cross-border capacity auctions. At the Slovakian cross-border the daily capacity auction was introduced, while at the Croatian cross-border the Croatian and Hungarian system operator agreed that on behalf of the two system operators MAVIR Zrt. will arrange the capacity auctions.

The deadline of transitory regulations for the determination of the settlement price of balancing power passed on 30 June 2006, therefore those Commercial Code provisions that should have set the prices on a market base came into force. These provisions, however, were incomplete in the sense that they did not take into consideration the capacity fees set in the long-term contracts. Therefore the Office approved in a resolution the amendment proposal of MAVIR Zrt. according to which the above regulation was completed with a threshold price and peak as well as off-peak periods in line with the international practice.

Application of load profiles

The use of load profiles in the electricity system was again insignificant in 2006. They were primarily still the public lighting profile consumers who entered the market, from the other consumers only those switched who had a consumption measurement with register and distant reading at their consumption site. The distribution licensees evolved the feasibility for increasing the profiling limit increased to 3x80 Amper during 2005, and thus a wider circle of consumers could enjoy a simpler and cheaper settlement in 2006.

Supervisory controls in the electricity sector

During the controls performed at the power plants the Office proved that the fuel storage prescribed in the regulations is available at all power plants, and many of them have quantities exceeding the provisions. The maintenance is done everywhere according to the plan, therefore ensuring the reliability and availability.

After the deadline of the environmental moratorium, no coal power plant had to be closed. By performing numerous developments and transformations they made the ageing equipment able to meet the stringent norms.

Concerning the quality management situation it can be stated that all power plants operate a quality management system. The quality management systems are elaborated and audited in accordance with the changes. Some power plants started creating an integrated quality control, environmental management, and work health and safety system.  At many places they run an integrated environmental and quality management system.

In the field of environmental protection the regulation prescribes that the content of the environment usage licenses have to be fulfilled by the power plants by 31 October 2007. In 2006 all licensees started the approval procedure, and got the unified environment using license.

The focal points of the control of network licensees are the performance of the activities of the licensee which are done by other persons then the licensee itself; the provision of free access to the networks, the situation of measurement problems, the status of profile-based settlement and its possible extension; the network loss; and the state of network development.

At the public service suppliers the main topics of control were the operational problems of the public service balance circle, the invoicing system, the performance of the activities of the licensee which are done by other persons then the licensee itself, the practice and problems of obligatory takeover, the state of profile-based settlement, and the practices of proving preferences. As a result of the self-funded network developments the network loss indicators decreased. In the near future, the level of the network loss will be constantly around 9-10 %.

On the basis of the controls the consequence could be drawn that the licensees introduced very stringent anterior and posterior qualification systems in order to control the companies performing outsourced activities. The performances of the companies are measured by an evaluation system that they know as well, and the results are taken into account during the pre-qualification period of the next tender.
2.3.2. Major regulatory issues on the natural gas market

In accordance with Articles 3 and 4 of the Directive 2004/67/EC, the Hungarian Parliament has approved the Act on Natural Gas Security Storage (Act No. XXVI of 2006), which entered into force on 1 April. The Act prescribes the storage of 1.2 BCM working gas capacities and the establishment of the necessary underground storage until 2010. The security storage has 20 MCM/day withdrawal capacities for at least 45 days.

Until 31 December 2009, the free capacity of the current natural gas storage determines the amount of security reserves; the minimal value is set by the law. The security reserves primarily serve the security of supply of the household and communal consumers, as well as the supply to those consumers that cannot cover their gas consumption from other energy sources. The new law has also modified some paragraphs of GET concerning the security storage of natural gas.

3. Regulation and performance of the electricity market

3.1. Regulatory Issues
3.1.1. General 

The fourth year since the partial opening of the electricity market, which took place on January 1, 2003 on the basis of the VET, passed without significant market disturbances, in line with the dual market experience gathered so far. One of the most important tasks of the year was the preparation of the legal unbundling of distribution companies. This process is not yet completed, and is going to continue in 2007.
The structure of the electricity market is still determined by the long term electricity purchase contracts. A considerable part of electricity appearing on the free market comes from imports. In addition, another smaller part is made up of the surplus capacity of the public utility wholesaler which exceeds the public utility demand, and is sold within the framework of auctions.
The liberalization of the electricity market started on January 1, 2003. Since then, the regulated and the competitive market are coexisting. From January 1, 2004, all non-household consumers have the opportunity to cover their energy demand from the competitive market. The complete market opening takes place on July 1, 2007.
The intensity of market entrances and the rate of growth of the consumption in the competitive market reached the highest level in the first half of the year of market opening. In the summer of 2003, the proportion of consumption on the competitive market reached 15 %, and stabilized on this level during the second half of the year. Following the withdrawal wave of January 2004, a further, though slower than previous growth of the competitive market followed with a rate of 20 to 25 % in the second half of 2004. In 2005, consumption on the competitive market gathered a new impetus. The extension of eligibility to all non-household consumers in July 2004 had an impact on the willingness to enter the market which was perceptible even in 2005. By the end of the year, the proportion of competitive market purchases amounted to nearly 35 %. However, the momentum seemed to be lost by 2006. The rate of market entrances slowed down, and the increase of consumption on the competitive market came to a halt by the end of the year. At the end of the year, further developments took place that was unfavourable for free market competition: as a result of the price increases in the competitive market expected for 2007, many eligible consumers decided to switch back to the public utilities, where capped official prices prevailed. The effect of these step backs became well apparent in the beginning of 2007, the share of the competitive market decreased to 25 % in the period of January to March.
This process is demonstrated by Figure 2 below:
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Figure 2: Competitive Market Consumption Share Trends Compared to Total Domestic (net) Consumption
The recent growth of consumption on the competitive market was based on the market entrance of big line consumers receiving electricity at high and medium voltage. During the four years since the opening of the market, it can be observed that the size of consumers (measured in annual electricity consumption) entering the market is decreasing gradually. The majority of consumers entering the market consisted of consumers receiving electricity at high voltage, followed by consumers receiving electricity at a medium voltage entering the market in higher numbers. The number of consumers entering the market is increasing parallel with the decrease in the size of consumers: in 2005, the number of consumers entering the market was nearly twice that of the total number of consumers in the two first years, while the average consumption of the service locations of the consumers entering the market was barely 2 % of the value of 2003.
Within trader purchases, the decrease of the share of import occurred despite the fact that during the period of 2003 to 2006, electricity import in the competitive market increased to 2.6 times in absolute value. The reason behind this was that the dynamic increase in import was far below the sudden rise of purchases from domestic sources: the purchases of power traders from power plants during the relevant period increased eightfold, and the sales of public utility wholesalers in the competitive market increased tenfold. 
In the meantime, the drastic increase of import on the competitive market did not lead to the deterioration of the import balance, as well as to increased dependence of domestic consumption on import. This is partly due to the fact that import on the competitive market increased basically simultaneously with the decrease of public utility import, and in part because the export activity of traders became extremely lively from the middle of 2004. Important changes can be observed in the background of these shifts of focal points: increased role of public utility wholesalers (and domestic power plants) in the satisfaction of domestic demand, and changes perceptible in the activities of trading companies (new market building strategies).
Within the sales of public utility wholesalers, the proportion of public utility gradually decreased since the opening of the market, and sales in the competitive market have been increasing. In 2006, only 75 % of total sales went to public utilities, while from the second half of 2004, sales on the competitive market have exceeded the time proportional decrease of public utility demand. Nevertheless, in 2006, the trend of increased reselling of the purchases of public utilities on the competitive market seemed to break simultaneously with the slowdown of the growth of consumption on the competitive market. As a result of the price increase in the quotations of traders for 2007 and the consequential withdrawal of public utilities from the market, the trend is expected to turn around in 2007.
3.1.2. Management and allocation of interconnection capacity and mechanisms to deal with congestion

Government Decree 182/2002 (hereinafter: the Decree) regulates the cross-border transmission of electricity. According to the regulation, those entitled to transmit cross-border electricity in either direction are licensed for this activity by the Office. Electricity can only be transmitted in or out through the cross-border transmission and distribution network interconnections if the available transmission capacity (ATC) determined in line with the Decree and the Operating Code is not zero. Regarding the distribution network – the owners of which are the 6 distribution licensees (the Distribution System Operator, DSO according to EU regulation) – cross-border electricity transmission is regulated in detail within the Distribution Code.

In Hungary, the system operator, currently the TSO (Transmission System Operator) (MAVIR Zrt.) performs the allocation of cross-border capacity usage rights, and is obliged to announce capacity usage rights for allocation at regular intervals as set forth in the Trading Code and for standardized periods in time. The system operator announces annual and monthly auctions. The Decree provides detailed regulation as to which capacity can be considered as already allocated capacity (AAC).

According to the Decree, the system operator must attempt to provide for the allocation of the ATC together with the system operators adjacent to the Hungarian regulatory zone. If this is not possible because of the lack of an agreement, the system operator divides the transmission capacity in a unilateral auction.

The amendment of the VET in 2005 did not influence the access of the consumers to the network in 2006. At the same time, the Trading Code brought significant changes, since joint monthly auctions were introduced at the Croatian cross-border from the summer of 2006, which were organized by MAVIR Zrt. on behalf of the Croatian and Hungarian system operators, and daily auctions were introduced at the Slovakian cross-border, under the management of SEPS a.s. (the Slovakian system operator). In addition to the Slovakian cross-border transmissions, which were decisive during recent years from the aspect of import, the role of the Romanian cross-border transmissions increased significantly. The annual and monthly auctions for the Austrian interconnection are organized by the Austrian system operator, which is a joint auction. A daily auction is also organized here, which is held by MAVIR Zrt. At the other interconnections, system operators have a 50-50 % share in the net transmission capacity (NTC) value, and the system operator of the respective country performs the allocation of ATC.

The system operator is obliged to publish the results of the allocation on its website immediately, and notify the Office about the results in writing. If any participant of the annual allocation requests it within a specific time, the Office reviews the auction procedure as well as its results. The characteristics of capacity auctions in 2006 are shown in Table 2.

Table 2: Transmission Capacity Indicators of the Hungarian Electricity System

	
	Capacity Auction for year 2006

	Relation
	Auction
	TTC
	TRM
	NTC
	AAC (common)

	ATC yearly

	IMPORT
	Austria – Hungary1
	Auction-A1
	300
	200
	100
	0
	100

	
	Croatia - Hungary2
	Auction-H1
	300
	200
	100
	50
	50

	
	Slovakia – Hungary3
	Auction-S1
	1100
	200
	900
	675
	225

	
	Serbia and Montenegro - Hungary4
	Auction-SM1
	200
	100
	100
	50
	50

	
	Romania – Hungary5
	Auction-R1
	200
	100
	100
	
	50

	
	Ukraine – Hungary6
	Auction-U1
	455
	0
	455
	455
	-

	EXPORT
	Hungary - Austria1
	Auction-A2
	400
	200
	200
	0
	100+100

	
	Hungary – Croatia2
	Auction-H2
	800
	200
	600
	300
	300

	
	Hungary – Slovakia3
	Auction-S2
	600
	200
	400
	200
	200

	
	Hungary. - Serbia and Montenegro4
	Auction-SM2
	150
	100
	50
	25
	25

	
	Hungary – Romania5
	Auction-R2
	150
	100
	50
	25
	25

	
	Hungary – Ukraine7
	Auction-U2
	-
	-
	-
	-
	-



Comment:

ATC values refer to the given point of time

ATC values are in different relation.

ATC values cannot be added up.

1 Allocated within the framework of a joint auction organized by APG. See: http://www.auction-office.at/cms/8/347
2 Shared between HEP-OPS and MAVIR; annual ATC to be allocated by MAVIR

3 Indicative data, shared between SEPS and MAVIR; annual ATC to be allocated by MAVIR

4 Shared between EMS and MAVIR; annual ATC to be allocated by MAVIR

5 Shared between TRANSELECTRICA and MAVIR; annual ATC to be allocated by MAVIR

6 Due to stability constraints

7 Not approved by the Ukraine partner due to constraints in cooperation
The TSOs of the Central and Eastern European Region as defined in the Annex to Directive 1228/2003/EC, also including MAVIR Zrt., are planning the creation of a Central Allocation Office in Freising (Germany) in order to operate a coordinated market based capacity allocation mechanism. The founders of the CAO are the Czech (CEPS), the Slovenian (ELES), two German (E.ON and VE-T), the Polish (PSE-O), the Slovakian (SEPS), the Austrian (APG), and the Hungarian (MAVIR) TSOs with equal shares. The main objectives of the CAO are:
· development and implementation of concepts for the optimized congestion management,
· coordination and calculation of available physical capacity at the congested interconnections and the analysis of factors that indicate to which extent the congestions embarrass the electricity transmission,
· providing and operation of necessary support services (e.g. support for scheduling, invoicing, risk management, secondary market of capacities at the congested interconnections).
This is a significant step forward towards compliance with Regulation 1228/2003/EC, according to which the TSOs of EU member states must apply a coordinated, market based, transparent and non-discriminative mechanism during the allocation of transmission capacities at the congested interconnections between market players.

3.1.3. The regulation of the tasks of transmission and distribution companies

In Hungary, one TSO (MAVIR Zrt.) and six distribution companies (DSO) are in operation based on the license of the Office. Until December 31, 2005, MAVIR Zrt. was owned by the state, and possessed only a system operator license. From January 1, 2006, MAVIR Zrt. is licensed for system operation and transmission network operation (and is also the owner of transmission network equipment as a subsidiary of MVM Holding). Distribution companies are in private ownership, in 94.6 % owned by foreign investors (78.0 % German and 15.6 % French investors, as well as other small investors).

Network tariffs (electricity)

The Office, as a regulatory authority, has a price preparatory role in the setting of electricity network tariff elements (submits a proposal), and the decision on the maximum tariff elements is issued by the Minister of Economy and Transport in a decree (in agreement with the Minister of Finance). The right of the Minister to set the maximum official prices is based on Act LXXXVII of 1990 on the setting of prices.

Maximum network tariffs are set forth in GKM Decree 57/2002 (December 29), while the medium term rules of setting network tariffs is set forth in GKM Decree 5/2005 (January 21). All network tariff elements are “postal stamp” type and valid on a national scale.

Regarding transmission and distribution activities, a price cap type incentive regulation is in effect, with a four year price regulation period. (There is a detailed asset and cost review every fourth years, with inter-cycle annual price adjustments in line with the preliminary rules.) The current price regulation cycle started in January 2005 and will end in December 2008.

The detailed asset and cost review performed as preparation for the cycle focuses on the justified costs and asset values of relevant companies. The detailed review in 2004 was mainly based on the costs and asset values made available in 2003 and broken down by activities. The specification of the distribution network loss taken into consideration was performed using benchmark analysis of regional distribution companies. For the calculation of the depreciation and capital cost recognized in the prices, the network assets were taken into account at depreciated, replacement costs. The evaluation of the assets was performed by asset groups, also considering the degree of degradation (technical condition). The weighted average cost of capital (WACC) value is 7.1 % (before taxes). During the four year price regulation period, the maintenance of official prices is performed with the help of the formula defined in the ministerial decree, which is a consumer price index based 'CPI-X' type formula, where the value of the factor X can vary between 1.8 and 2.2 %.

In the case of distribution network companies, the price formula also entails a correction for the quality of service. Furthermore, a profit limit has also been applied, where the limit is 150 percent of the recognized cost of capital. If the distributor exceeds this, it must reimburse half of the surplus over the profit limit to its customers in a manner agreed with the Office.

The system operation charge and the charge for ancillary services are separate tariff elements. Both of these are set annually on the basis of the justified costs of the system operator. At the same time, there is strife to also introduce a medium term price cap type price regulation for both of these components in the coming years. The system operation charge serves to cover the operational and capital costs of system operation and transmission network loss. In addition to these, different support elements can be found in the system operation charge concerning the transition costs, renewable and co-generated electricity generation, and the restructuring of the coal industry.

Revenues from cross-border fees and cross-border capacity auctions have a decreasing effect with regards to the system operation charge. On the basis of Regulation 1228/2003/EC, a HUF 0.25 per kWh (approx. EUR 1 EUR per MWh) charge must be paid for electricity imported from countries that do not participate in the CBT/ITS agreement.

The fee of ancillary services serves to cover the costs of reserves allocated by the system operator and the costs of regulating energy used (together with the revenues from balancing energy settlement).

Table 3 contains the maximum official prices to be paid for the activities related to system usage.

Table 3: Electricity System Usage Charges from February 1, 20071 (not including VAT)

I. System operation charge and charge for ancillary services (HUF/kWh)

A) Paid to the distributor by the those who connect to the distribution network

	1.1
	System operation charge
	3.117

	
	including: - charge for stranded costs
	0.800

	
	          - coal industry support
	0.247

	
	          - renewable and cogenration support
	2.070

	1.2
	Charge for ancillary services
	0.672


B) Paid to the system operator by those who connect to the transmission network

	1.1
	System operation charge
	3.117

	
	including: - charge for stranded costs
	0.800

	
	          - coal industry support
	0.247

	
	          - renewable and cogeneration support
	2.070

	1.2
	Charge for ancillary services
	0.672


After cross-border transmission of electricity
	
	
	Export
	Import2

	2.1
	System operation charge
	0
	0.25

	2.2
	Charge for ancillary services
	0
	0


II. Transmission charge (HUF/kWh)
A) Paid to the distributor by those who connect to the distribution network

	1.
	General transmission charge
	1.074


B) Paid to the system operator by those who connect to the transmission network

	1.1
	General transmission charge
	0.77

	1.2
	Charge for transmission reactive power 
	0


Following cross-border transmission of electricity

	
	
	Export
	Import2

	2.1
	General transmission charge
	0
	0

	2.2
	Charge for transmission reactive power
	0
	0


	III. Distribution charge
	Distribution basic charge
	Distribution capacity charge
	Distribution energy charge
	Distribution reactive power charge
	Distribution loss charge

	
	HUF/connection point/year
	HUF/kW/year
	HUF/kWh
	HUF/kVArh
	HUF/kWh

	A) To be paid to the distributor

	 A1) By those taking out from distribution networtk (7. § (4) aa), ab) and ac) points)

	a.)
	High voltage connection
	166 584
	588
	0.17
	1.82
	0.24

	b.)
	Connection to medium voltage transformator
	83 292
	1 848
	0.78
	2.20
	0.33

	c.)
	Medium voltage connection
	83 292
	3 408*
	1.27
	2.20
	0.69

	d.)
	Low voltage connection

	 
	da) I.3
	2 772
	---
	7.28
	3.05
	2.02

	 
	db) II.4
	912
	---
	1.52
	---
	1.52

	 
	dc) III.5
	27 768
	6 564
	3.51
	3.05
	2.02

	 A2) By those feeding into distribution network (7. § (4) ad) point)

	a.)
	High voltage connection
	0
	0
	0
	0
	0

	b.)
	Medium voltage connection
	0
	0
	0
	0
	0

	c.)
	Low voltage connection
	0
	0
	0
	0
	0


	B) To be paid to the distributor

	 B1) In case of export from the distribution network (7. § (4) ba) point)

	a.)
	High voltage connection
	166 584
	588
	0.17
	1.82
	0.24

	b.)
	Connection to medium voltage transformator
	83 292
	1 848
	0.78
	2.20
	0.33

	c.)
	Medium voltage connection
	83 292
	3 408 * 
	1.27
	2.20
	0.69

	d.)
	Low voltage connection
	27 768
	6 564
	3.51
	3.05
	2.02

	 B2) In case of import onto the distribution network (7. § (4) bb) point)

	a.)
	High voltage connection
	0
	0
	0
	0
	0

	b.)
	Medium voltage connection
	0
	0
	0
	0
	0

	c.)
	Low voltage connection
	0
	0
	0
	0
	0


	* The indicated charges was published in issue 18/2007 of Magyar Közlöny (Hungarian Gazette) as a correction.

Notes:

	1.: The fees indicated are set forth in GKM Decree 10/2007 (January 26) amending GKM Decree 57/2002 (December 29) on the setting of the general electricity system charges applied in electricity supply (Magyar Közlöny, issue 18/2007).

	2.: For countries not acting in accordance with the Decree 1228/2003 EC Article 3 of the European Parliament and Council (according to the system operators’ contracts).

	3.: In case of contracted capacity less than 20 kW / not exceeding 3×32 A.
	
	

	4.: In case of controlled consumption.
	
	
	
	
	

	5.: In the case of contracted capacity not less than 20 kW / exceeding 3×32 A.
	
	


On the basis of current (as of February 2007) system usage tariffs, the average system usage tariffs to be paid by the “typical Eurostat consumers” are the following:

Consumer Ib:
€ 57.49 per MWh

Consumer Ig:
€ 9.03 per MWh

Consumer Dc:
€ 39.03 per MWh

“Average” household consumer (with 2.290 kWh/year consumption): € 41.25 per MWh.

The above values contain all actual system usage tariffs (transmission charge, distribution charge, system operation charge, ancillary service charge), but do not include taxes and tax-like duties (tariff components). The exchange rate used for the conversion was (average from January to July 2007): HUF 250.39 /EUR. 

In Hungary, 6 distribution and 1 transmission network companies fall under the regulation of interruption (there are no regional transmission network companies). The interruptions occurring at distribution companies are reported – amongst others – in line with SAIDI, SAIFI, CAIDI, and ENS, while at the transmission network companies according to AIT and ENS. The interruptions that occurred during the years 2005 and 2006 were the following (Table 4):

Table 4: Interruptions

	
	INTERRUPTIONS
(minutes lost per customer per year)

	
	2005
	2006

	Transmission
	AIT = 0.54 minutes*
	AIT = 1.02 minutes.

	Distribution
	SAIDI = 121.8 minutes.
	SAIDI = 127.7 minutes


* modified data
AIT = Average Interruption Time. This includes the total length of the interruption that occurs on the transmission network (in Hungary: 220 to 400 kV network)
SAIDI (System Average Interruption Duration Index) = Average annual interruption time per consumer in minutes
Balancing regulation (handling of deviations from the schedule)

The main rules of deviations from the schedule are defined in the Trading Code
, which is approved by the Office. The whole of the country makes up a single regulation zone. The measurement period of settlement is 15 minutes long. The deadline of submission of the schedules (gate close) is 12:30 PM on the day preceding delivery
. If the system operator finds a problem, the schedule must be corrected by 3:00 PM at latest. In Hungary, there is no energy exchange in operation, and therefore it is not possible to perform intraday trading in this way, although in some special cases it is possible to modify the schedules within the day. There are no special rules for the new entrants or for small market players.

Each generator, consumer, and trader must belong to one of the balancing circles. Each balancing circle has a balancing circle responsible, who is the only person that has direct contact with the system operator concerning balancing. The balancing circle responsible summarizes the schedule of the balancing circle, submits it to the system operator, and settles the financial consequences of deviations with it. Settlement between the balancing circle responsible and the system operator is performed monthly.

The balancing circle owner allocates the costs or revenues resulting from deviations from the schedule to the members of the balancing circle. This allocation is not regulated, but all market players can decide freely which balancing circle to join, or may even found a new one
. Until the end of June 2006, the fee imposed by the system operator for deviations from the schedule (the price of balancing energy) was fixed – Table 5. In July and August, the price of balancing energy was based on the average energy fee of electricity purchased by the system operator. From September, the price of positive balancing energy cannot be lower from 6 AM to 10 PM on working days than the peak period public utility wholesale price, and 1.5 times the off-peak period public utility wholesale price at other times of the day. The objective of the change was for players deviating from their schedule to face balancing energy prices that are closer to real costs, since a not irrelevant part of capacity fees was borne by all consumers according to the rules of July to August, independently of the ability to adhere to the schedule.

Table 5: Balancing Energy Price Trends

	
	June 2006
	July - August 2006
	September - December 2006

	
	peak

	off-peak
	average
	Average

	Positive balancing energy (shorts)
	22.65
	11.32
	14.34
	19.81

	Negative balancing energy (overs)

	1.39
	0
	0
	0


Since as of January 1, 2008, the public utility wholesale price will disappear, this regulation must be changed as well. The intent is to base the fees to be paid on the real balancing costs of the system operator, also taking into account the capacity fees paid for availability.

3.1.4. Effective unbundling

Requirements for unbundling of activities in Hungary

In Hungary, the obligatory provisions regarding the unbundling of natural monopolistic activities (system operation, transmission, distribution) from other, competitive electricity sector activities (generation and supply) are defined in the Act on electricity (VET) and its enforcement decree (Vhr).

By 2006, the system operator was reintegrated into state owned MVM Zrt, which also performs generation and commercial activities, and therefore Hungary switched from the previous ISO model to the TSO principle that is in line with the Directive. During the transaction, the transmission network became property of the system operator, which functions as a separate subsidiary, but as a part of the Holding. MVM Zrt created a corporate structure in which the Holding company coordinating the subsidiaries does not perform licensed electricity market activities.

2006 has also brought significant changes for distributors. Legal unbundling, which occurred much earlier than the deadline of July 1, 2007, did not only affect the transformation of the organizations or the development of the ownership structures between the unbundled organizations, but requirements concerning the outsourced activities – communicated by the Office in advance – also had to be enforced. In connection with this, the following agreements were reached:

· In the case of vertically integrated companies, the DSO cannot own the supplier, as that would mean that the profitability of the DSO directly depends on the profitability of the supplier and trader activities, and thereby its decision making system would also integrate the interests of the joint companies due to ownership shares. The reverse ownership relation, i.e. the owning of the DSO by the supplier was accepted by the Office after discussions with distribution companies.

· The distribution company must own the assets related to the licensed distribution network activities of the licensee. 

· When activities are outsourced, the Office only supports the given outsourcing solutions if they provide current level or higher than current level of supply for consumers without an increase in costs. A further requirement is that the advantages and savings provided by the outsourcing should also benefit the customers on the long term, and that this can be proved. Regarding outsourcing, the Office will investigate the effects of the outsourcing process on the price regulation and on the service quality as well as on the security of supply. Considering the different solutions available, before the approval for outsourcing of joint services – such as human resources, financial, information technology, etc. they will be investigated individually by the Office. If joint services are requisitioned within a single ownership structure (corporate holding), the Office will investigate the content of the contracts affected with increased diligence, with special attention to the compensation set and paid for the services and the deviation from the prevailing average market level.

· In parallel with legal unbundling, the functional unbundling rules are also verified. In order to provide non-discriminative treatment, the system operator and network licensee must create a Compliance Code, and submit it to the Office for preliminary approval. Annual compliance reports must be prepared on the basis of the analysis of compliance with the contents of the Compliance Code, and must be both published and submitted to the Office. The Compliance Code and the Annual Compliance Report must include the rules and the necessary procedures which ensure operation in line with the principle of non-discrimination with special regard to the fulfilment of the provisions defined in the Act on electricity. The detailed rules on the Compliance Code and the Compliance Report are set forth in the Government Decree (the main components being the following: organizational structure, competences, decision making bodies, consumer relations, data management, outsourcing, shared services, company trainings). In the case of DSO customer service centres, distribution licensees must demonstrate the type of organizational and data management measures which shall ensure that the administration of small and large consumers turning to the DSO consumer service for connection to the network or for network usage is not influenced by the DSO’s commercial interests.

Enforcement
According to the VET, the Office approves the Compliance Codes of network companies and verifies compliance with rules on the unbundling of accounting. At the same time, auditors of companies must certify in their annual audit report that the unbundling rules of accounting ensure that there is no possibility of cross-financing between business units. As the provisions concerning the unbundling of activities are defined on a legislative level, any tool of sanctioning can be applied (warning, penalty, withdrawal of license) if they are breached.

Compliance with unbundling rules – practical experiences

Transmission System Operator

In Hungary, only one transmission system operator exists (TSO; in fact there is no separate transmission system operator license, but there are two: one for the system operator and one for transmission.) Following the amendment of the Act on electricity, the system operator MAVIR Zrt. was reassigned to the former owner, MVM. As a result, starting with January 1, 2006, MAVIR Zrt. continues its operation as a subsidiary of the state owned, vertically integrated company (MVM). The transmission network was assigned as contribution in kind to the system operator company, which means that the property rights of the assets and the system operating function are part of the same company (TSO model, where the system operator owns the network).

The current transmission system operator (as the independent system operator before) is physically unbundled from the other activities of the vertically integrated company (separate headquarters, office building). The previous ownership unbundling has led to the creation and reinforcement of an independent organizational culture at the system operator, which meant making not only professional, but also financial and business decisions independently of other electricity sector activities. The new owner wished to optimize the business decisions of MAVIR on the level of the holding group, through the contract system provided by the Act on Hungarian business enterprises (so-called controlling contracts). The Office did not consider this as being in line with European and Hungarian energy regulations, and therefore no such type of a contract entered into force with the system operator in the end. The wave of outsourcing is increasingly characteristic for the energy sector and will have an impact on the system operator as well, which can be expected in 2007. The management of the company has changed, the general assembly has become the main body, and a board of directors has also been created. During an extraordinary general meeting a new CEO was appointed as the head of the system operator.

Distribution System Operators
Six distribution companies are operating in Hungary. All of them are owned by foreign strategic investors (3 E.ON, 2 RWE-EnBW, 1 EdF). Until 2006, distribution activities were without exception performed as part of a vertically integrated company without legal unbundling (the deadline for legal unbundling: July 1, 2007). Hungarian electricity regulation does not use (cannot use) the exemption rule applying to 100,000 consumers, as currently all distributors have more than 100,000 connected consumers. Network equipment is owned by the network companies.

In 2006, all distribution licensees started preparations for legal unbundling. The outsourcing of certain partial activities was launched as part of the process (with the approval procedure of the Office). The main discussion emerged regarding the tendering of certain activities. The legal unbundling of activities was made more difficult by the necessary amendment of laws pertaining to tax and duty exemptions in connection with the transfer of the asset.

The communication of distribution licensees towards third parties is not yet independent. The name and image of the vertically integrated company is used (more and more frequently complemented by “distributor”), they don't even have their own homepages. It is often the case that the same person represents both the distribution and trading licensee at sectoral events, although the personal unbundling receives higher focus from the licensees in question than before.

Activity reports in line with the VET (separate accounting, balance sheet, profit and loss report) were published as part of complementary attachment of the annual reports of the companies, and are freely accessible.

Future expectations and outstanding issues

The unbundling process has not yet been completed at distributors, and will continue in 2007. The outsourcing of the system operator and transmission network licensee is also under way similarly to the auditing of commitments in the Compliance Code.

3.2. Competition Issues
3.2.1. Description of the wholesale market

The Hungarian generation market shows little concentration when analyzed using conventional tools. During the privatization of the power plant sector between 1995-1997, the majority of power plants belonging to the vertically integrated state corporation (Magyar Villamos Művek Tröszt) were bought by foreign strategic investors (Electrabel, RWE, AES) - Table 6. The market share of the three biggest generators is 62 % measured on the basis of installed capacity and 54 % on the basis of generation, while the Herfindahl-Hirshman Index (HHI) can be estimated somewhere between 1400 and 1800, depending on the calculation method.

Table 6: Market Share of Domestic Power Plant Companies by Installed Capacity and Production 1 (2006)

	
	Installed capacity (MW)
	Market shares (by capacity)2
	Generation (TWh)
	Market shares (by generation)3

	MVM4
	2 516
	29 %
	13.9
	34 %

	Electrabel5 
	1 676
	19 %
	3.3
	8 %

	AES6
	1 197
	14 %
	2.3
	6 %

	RWE7
	836
	10 %
	4.9
	12 %

	Other plants8
	2 395
	30 %
	8.8
	22 %

	Total
	8 620
	-
	33.3
	-

	Import
	-
	-
	7.2
	18 %

	

	3 largest 
	5 389
	62 %
	19.5
	54 %

	HHI-index9
	
	1 564
	
	1 455


1. The names of the investor groups owning the power plants are indicated in the column “power plant companies”.

2. Calculated on the basis of gross installed capacity.

3. The generation of the given power plant company given for the network (net), and divided by gross domestic consumption.

4. PPs of MVM Group: Paksi Atomerőmű, Vértesi Erőmű, Gázturbinás Erőműveket Üzemeltető és Karbantartó Kft. 

5. Dunamenti Power Plant
6. AES Tisza, AES Borsod plants
7. Mátrai Power Plant
8. The total market share of power plants with less than 5 % market share

9. Using the available or the actually usable capacity would result in higher, and using the import capacity would result in lower concentration values.
While the concentration is low in terms of power plant capacity, the concentration observed is higher in the wholesale market. This is because the capacity necessary for supplying the end consumers was allocated by the public utility wholesaler (MVM) during the years of the privatization of the power plant sector (1995-1997) through long term contracts (PPAs). Through the long term contracts, MVM disposes over approximately 60 to 80 % of the available total capacity of domestic power plants, which practically means that 73 to 77 % of the generation of domestic power plants is transferred to the consumers through the MVM group - Table 7.

Table 7: Sales Structure of Domestic Power Plant Companies

	Selling power to
	Sales (TWh)
	Share

	
	2004
	2005
	2006
	2006

	MVM over PPAs
	25.4
	24.9
	23.9
	72 %

	Public Utility Supplier (takeover obligation)
	2.2
	3.3
	3.4
	10 %

	Traders
	1.9
	2.9
	3.2
	10 %

	Other
	1.8
	2.1
	2.8
	8 %


Besides the PPAs contracted for domestic capacity, MVM also has long term import contracts, as a result of which MVM also disposes over almost half of the cross-border capacity. Three quarters of the primary (purchased from import sources and domestic power plant sources) electricity purchases necessary for meeting gross domestic consumption is performed using the MVM group, which is therefore the dominant player of the wholesale market.

The structure of the electricity wholesale market strongly differs in the public utility and in the free market. Public utility suppliers supplying public utility consumers purchase electricity from fixed source(s) and at official price(s): public utility suppliers are basically obliged to satisfy their electricity demand through MVM, who has a supply obligation towards the public utility sector. MVM basically satisfies the public utility demands through PPAs contracted with domestic power plants, and to a lesser extent through long term import contracts. As a result, the dominance of MVM in the administratively priced public utility segment (where 63 % of the total consumption was realized in 2006) is more than 80 % (Table 8). The remaining purchases of public utility suppliers are primarily covered by the electricity produced by small power plants through co-generation or from renewable energy sources in the way of obligatory takeover at administrative prices.
Table 8: Purchase Structure of Public Utility Suppliers

	
	Purchase (TWh)
	Share

	
	2004
	2005
	2006
	2006

	MVM1
	23.5
	22.2
	21.3
	83 %

	Power plant (takeover obligation)2
	2.2
	3.3
	3.4
	13 %

	Power Plants (bilateral PPAs)
	0.9
	0.9
	1.0
	4 %


1. Electricity purchased from the PPA allocations and from import contracts of MVM for performing public utility services and distribution activities.

2. Based on the Decree for obligatory takeover of electricity generated through co-generation with heat and from renewable energy sources at predefined prices.

As opposed to public utility suppliers, the purchases of traders active in the free market are not limited by law, and as a result, the market structure is much more heterogeneous in this segment, so the dominance of MVM prevails to a limited extent. The primary purchases of the traders (that is, not taking into account transactions between traders) basically come from three sources (Table 9): (i) import sources; (ii) the sale of capacity allocated by MVM which has become surplus due to decreasing public utility demand; (iii) the free capacity of domestic power plants not allocated by MVM. A significant part of the purchases (9.7 TWh) coming from the above sources goes through further transactions within the trader sector before reaching the final consumers or the export market. Some three quarters of electricity (the significant part of which passes several traders) goes to domestic eligible consumers, and one quarter is sold in the foreign markets.
Table 9: Primary Purchase Structure of Traders1

	
	Purchase (TWh)
	Share

	
	2004
	2005
	2006
	2006

	Import
	5.2
	6.0
	7.7
	44 %

	MVM
	1.9
	6.5
	6.5
	38 %

	Domestic generators
	1.9
	2.9
	3.2
	18 %


1 The table does not include transactions between traders (9.7 TWh in 2006.) Primary purchase represents electricity bought directly from domestic power plants or from import, as well as from MVM as a public utility wholesaler.
In Hungary, there is currently no organized power exchange, and therefore electricity trade is basically conducted within the framework of bilateral contracts. The process of transactions is shown by Figure 3.
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Figure 3: Transactions on the Electricity Market
Domestic power plants sell the majority of their generation (73 %) through long term contracts (PPAs) with the public utility wholesaler (MVM) (1), 14 % of their production (co-generation and generation using renewable sources) is accepted from them by suppliers as an obligation (9), and at prices set in a decree. Barely 10 % of power plant generation is sold directly on the free market through shorter term (typically one year) contracts (5). PPAs usually cover a period of 15 to 20 years, but the parties can adjust the price and quantity of the electricity sold annually within the framework of so-called annual trade contracts. MVM sells the electricity bought for public utility purposes within the framework of annual, so-called VEASZ contracts (long term contracts between the public utility wholesaler and the public utility suppliers) to the suppliers supplying public utility consumers, also at administrative prices (2-3). Currently, the bulk of domestic electricity sales are realized through this channel (1-3).

MVM sells the surplus of the contracted energy in excess of the public utility demand through bilateral contracts, or through public capacity auctions (4) – see table 4. Although traders primarily based their activity on import sources during the first year of the market opening, the sale of the contracted but not needed surplus capacity by MVM became the other most important source for traders active in the free market in the last time (after the disappearance of initial surpluses in import capacity). Power plants sell their free capacity (not contracted by MVM) mostly through annual contracts directly to the traders (5); however, these direct free market sales by power plants do not exceed 20 % of trader purchases. More than half of primary trader purchases go through secondary trades within the trade sector (6), before sold to end consumers (7) or on export markets (8). (The satisfaction of the demand of consumers buying on the free market is in practice completely realized through traders.) A special category of sales is that of small power plants using renewable energy sources or co-generation (9). The public utility wholesaler and the regionally competent public utility suppliers are obliged to buy this electricity subject to conditions set in the decree (period, quantity, price). With the approval of the public utility wholesaler, public utility suppliers could also directly conclude PPAs with individual power plants (10), but this is not typical. (Trader import and export data does not include the trader’s transit activities, i.e. the sale of imported electricity on export markets.)

Table 10: Transaction Types on the Wholesale Market

	Seller
	Purchaser
	Type and period of Contract
	Amount of electricity sold in 2006
	Remarks

	1.
	Domestic generator
	MVM
	Long term (15-20 years) PPA
	24.2 TWh
	Up to 31-Dec-2003 regulated prices; From 01-01-2004 until 31-07-2005 free market prices; From 01-08-2006 on regulated prices

	2/a
	MVM
	Public utility supplier
	Yearly contracts (VEASZ)
	17.1 TWh
	Regulated prices

	2/b
	MVM
	DSO
	As defined in decree
	3.6 TWh
	Losses in the distribution network, regulated prices

	3.
	Public Utility Supplier
	Public Utility Consumer
	Public utility contract
	22.2 TWh
	Retail transactions at regulated prices

	4.
	MVM
	Trader
	auction, bilateral contract
	6.5 TWh
	Sale of electricity in excess of publ. util. demands

	5.
	Domestic generator
	Trader
	bilateral contract
	3.2 TWh
	Sale of free (excess) capacities

	6.
	Trader
	Trader
	
	9.7 TWh
	

	7.
	Trader
	Free market consumer
	
	12.9 TWh
	Retail transactions at agreed prices

	8.
	Trader
	Export market
	
	4.0 TWh
	

	9.
	CHP and Renewable generators
	Public Utility Supplier and Wholesaler
	off-take obligation for a defined period of time
	4.6 TWh
	Off-take obligation at regulated prices


Ancillary services market

The starting point of the purchases of various types of ancillary services is a call for tender announced each year.
 In their proposal, applicants must specify the maximum offer price that they can submit during the year, the availability plan, and all other necessary technical data. Winners of the tender may submit offers on the daily markets of the primary, secondary, minute, and hourly reserve types
. The products of these markets have an hourly breakdown. Regarding other types of ancillary services
, annual framework contracts are concluded.

Winners of the daily auction receive the capacity fee in line with their submitted offer for the availability in the given hour, and they also get the energy fee according to their offer for the energy taken from them by the system operator
.

There is no real competition in the market of ancillary services, as the major part of the appropriate capacity of the supply side is bound to the public utility wholesaler (MVM) by long term contracts (HTM). As a result, most of the power plants cannot directly appear in the market of ancillary services. In 2006, the market share of the MVM Group (including the reserve gas turbines and the Vértesi Erőmű power plant) was 92 % regarding capacity, and almost 100 % regarding energy. Nevertheless, daily auctions cannot be considered completely unnecessary, as MVM provides different offer prices for the individual power plant units, and Vértesi Erőmű, a part of MVM Group, also appeared with separate offers.

Foreign generators (possibly consumers) could submit offers on the market of ancillary services through a trader who has a license in Hungary, which, however, does not happen frequently, as the necessary cross-border capacity rights must also be provided. In the call for tenders for the year 2006, there was practically only one bidder in addition to MVM. Although this player won with its tender, it only provided a 100 MWh reserve (from a foreign source) out of the 1222 MW capacity allocated by the system operator.

Table 11 illustrates that the regional market of ancillary services would indeed be a great step forward, but this requires that many obstacles be surmounted, mainly in the field of cross-border capacity.

Table 11: Status of the Market of Ancillary Services in 2006 (without international help)

	
	MW
	Million HUF
	GWh

(up
)
	Million HUF

(paid for up)
	GWh

(down
)
	Million HUF

(received for down)
	Other ancillary services

(Million HUF)

	MVM Group
	1 122
	25 315
	497
	8 535
	373
	0
	111

	Other
	100
	1 076
	2
	33
	3
	0
	0

	Total
	1 222
	26 391
	499
	8 568
	376
	0
	111


3.2.2. Description of the retail market

The year 2006 did not bring significant changes compared to the year 2005. The structure of the market did not change considerably, as new entrants only included traders. 35 % of net domestic consumption was realized on the unregulated market. Household consumers could still only purchase the electricity necessary for their consumption from the supplier appointed for them.

The dominance of the segment regulated by the authority came basically from the nature of the domestic electricity model – Figure 4-10. This was the main hindrance for the growth of the competitive segment. In theory, competition could have developed for all customers except household consumers, but the existence of a regulated tariff and the right of consumers to return to the public utility segment after the expiry of their contract did not offer an attractive perspective for the suppliers.
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Figure 4: Retail Market Shares on the Market on Non-Household Consumers in 2006
The six public utility suppliers are owned and controlled by three multinational companies, which are: E.ON, RWE, and EdF, also owners of the distribution networks. In the free market 12 suppliers served domestic consumers. In addition to the three companies mentioned above, they are the domestic wholesaler and 8 suppliers who do not possess network equipment. Two of them are new entrants: Energy Capital Zrt., where Korlea Invest has a majority share, and ELMIB, which is specialized for supplying domestic public institutions.
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Figure 5: Market Share Trends in Various Consumer Groups in 2006
Real competition only takes place only for energy intensive large consumers (over 70 GWh annual consumption), while the suppliers did not press for the business of medium-sized (between 50 MWh and 2 GWh) and small consumers (under 50 MWh yearly consumption). Large consumers (between 2 GWh and 70 GWh yearly consumption) received market offers easily in case they owned real time consumption meter.
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Figure 6: Consumption Volume of the Customers of Specific Suppliers in 2006
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Figure 7: Volume of Switching between Suppliers (2005-2006)
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Figure 8: Number of Switches between Suppliers (2005-2006)
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Figure 9: Average Volume of Switching between Suppliers (2005-2006)
In line with EUROSTAT, the average tariff structure of the following consumers was specified:

· Dc: household consumer, with 3500 kWh annual consumption, from which 1330 kWh is consumed during evening hours

· Ib: small industrial (commercial) consumer, with 50 MWh annual consumption, with maximum load of 50 kW

· Ig: large industrial consumer, with 24 GWh annual consumption, with maximum load of 4000 kW
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Figure 10: Public Utility Price Structure
The price structure of average consumers is shown in Table 12 (€/MWh, on the basis of the administrative prices of February 2007, using the average exchange rate of the first half of 2007: HUF 250.39 /€):

Table 12: Price Structure of Average Consumers

Industrial consumers

	Charges
	Ib
	Ig

	System operation charge
	57.49
	9.03

	Tax-like charge factors
	12.45
	12.45

	Energy charge
	59.67
	59.10

	Taxes
	26.81
	17.01

	Total
	156.43
	97.58


Household consumers

	Charges
	Dc
	Average household consumer
(2290 kWh/year consumption)

	System operation charge
	39.03
	41.25

	Tax-like charge factors
	12.45
	12.45

	Energy charge
	57.38
	54.21

	Taxes
	21.77
	21.58

	Total
	130.64
	129.49


The above values are not market prices, but were calculated using official end user (public utility) prices.
3.2.3. Measures to avoid abuses of market dominance

The Office supervises the mechanisms responsible for the handling of capacity bottlenecks within the electricity system, and the activities of the transmission and distribution licensees aimed at troubleshooting malfunctions. It investigates the information published by the system operator regarding the usage of system interconnections, the usage of the system, and the network capacity allocated for stakeholders, the actual unbundling of settlements by activities, and the conditions for new generators joining the network. In the case of the system operator, it monitors compliance with the provisions of legal regulations, codes, and the provisions of licenses. In addition to this supervision competence, other duties include performing licensing in the field of the electricity sector, gas sector, and district heating sector activities, approving Electricity Supply Codes, the Business Conduct Codes of licensees, preparing the official prices and fees, the optional announcement of calls for power plant provisioning, and performing consumer protection tasks. The non-discriminative manner of the procedures of the Office is ensured by multiple laws.

The competition supervision authority tasks (ex post) are performed by the Competition Authority (GVH). In 2004, GVH performed a sector level investigation in the field of electricity. The relevant report was published in February 2006. According to the report, the current legal background, which is the basis of the hybrid model, shows significant structural deficiencies, which hinders the further development of competition. "In the currently valid model, competition has reached the limits of possibilities... real competition can only be expected if the model is changed.”

In connection with the sector level analysis, GKM requested the Office to prepare a proposal regarding the fundamental operational issues of the new market structures. In 2005, following wide scale public discussion, the Office finalized its proposal. Within the proposal, it introduces the legal notion of significant market power, which, although new in the regulation of the electricity industry, is already known in the sector of electronic communication networks and services. According to this new definition, the Office, as a supervisor authority, can impose special additional obligations (e.g. capacity auction, price audit, supply obligation for the universal supplier, etc.) on all licensees who turn out to have significant market power – be it a wholesale or retail market player– in order to prevent the abuse of market dominance and support the efficiency of competition. The Office, in cooperation with GVH and relying on market analyses, would identify those licensees that have significant market power, and would impose special extra obligations adjusted to their market position. In June 2007, the Parliament adopted a new Act on electricity, which contains the identification and handling of licensees possessing significant market power.
In November 2005, DG Competition (Directorate General of Competition of the European Commission) initiated an investigation regarding the compensation system related to stranded costs. According to the first observations of DG Competition, the long term contracts (PPAs) signed by MVM and generators contain state subsidies for the generators. During the investigation, DG Competition expressed serious concerns regarding the compliance of PPAs with common market principles. In 2007, upon the initiative of the Government of Hungary and MVM, negotiations were held with generators in order to harmonize PPAs with EU regulations.
In May 2006, DG Competition (together with the Hungarian GVH) launched an investigation against MVM under suspicion of abuse of dominance.
4. Regulation and Performance of the Natural Gas market 

4.1. Regulatory Issues
4.1.1. General

Since the market opening at 1st January 2004 there is a continuous development of free market. The extent of market opening according to Government Decree 219/2003 (11 December) can be described as follows: with the exception of residential consumers all other consumers became qualified eligible customers. It means that the possible market opening’s rate is 67% ensured by the present law for 180 000 eligible customers.
Until the end of year 2006, 253 of the consumers have realized their status to be registered eligible customer. The number of consumers purchasing on the free market increased to 200 in 2006, the market opening rate – was 9.7 % related to the total national gas consumption. However most of the newcomers entered the market at the end of 2006. Thus their real free-market-consumption will be exactly determined in 2007. On the base of their earlier consumption data, the real degree of market opening can be estimated about 12-13 %.Till the end of 2006 16 natural gas trader licenses had been issued by the Hungarian Energy Office, but only four of them are taking real operation on the free market, with 1.37 Bcm gas traded for the effective eligible customers.
4.1.2. Management and allocation of interconnection capacity and mechanisms to deal with congestion

Natural gas flows of the cross-border points:

· Mosonmagyaróvár (West): 8 Million m3/day imported gas for domestic use;

· Beregdaróc (East): 30 Million m3/day imported gas for domestic use + 12 Million m3/day transit towards Serbia.

There are contractual congestions at Beregdaróc eastern cross-border point. The contracts are generally valid for long term.

The relevant regulations of the 55/2003/EC Directive was completely adopted by Hungary, by the Act on Natural Gas Supply XLII/2003 (GET) and Act on its amendment LXIII/2005.

In order to supply players of the natural gas market with adequate information, the TSO licensee created a Web-based Information Technology Platform on the base of  Acts mentioned above and the Grid and Commercial Code, for the supply of sufficient information to the stakeholders. The Web-Platform is under constant development.

More than 50 % of cross-border capacities are bound by long term contracts. No secondary capacity trade has developed in Hungary, as there is no relevant market demand.

The long term transit contract with Serbia expires in 2012 and it has a contracting capacity about 12 Million m3/day continuously.

The domestic gas transmission pipeline system’s maximum capacities are ensured by the Tso as follows:

Table 13: Maximum Technical Capacity of the Domestic Natural Gas Transmission System

(Million m3/day)

	Domestic production
	10,5

	IMPORT HAG 
	12,1

	Source: Western
	3

	Russian
	6

	IMPORT BEREGSZÁSZ
	30

	Source: Russian
	25

	other
	5

	UGS
	47,5

	TOTAL
	100,1*


* Enough to cover winter daily consumption down to -15 °C daily average temperature (no need to interrupt)

4.1.3. The regulation of the tasks of transmission and distribution companies

Network Tariffs

The regulated price and tariff shall include the costs of the justified investments (depreciation and cost of capital) and the costs of the efficiently working licensees. Prices, tariffs and conditions of their application are set on the basis of the recommendations of the Office and are determined by the Minister of Economy and Transport – in accordance with the Minister of Finance – and published by him in a decree. The tether of the minister to set administrative maximum prices for network usage and its conditions is based on the LXXXVII/1990 Act.

Maximum network tariffs are specified by the 70/2003 (X. 28.) GKM decree and the medium term rules of setting network tariffs can be found in the 105/2005 (XII. 19.) GKM decree. Network tariffs are country uniform, transmission tariff components are “entry-exit” type.

In the current model, the regulation of transmission and distribution tariffs is carried out by four-year-long price regulation cycles starting with a review of the assets and costs of the relevant companies. The two phases of the price regulation are setting the basic price and operating the price regulation system, which means a price cap type of price maintenance mechanism. The previous price regulation cycle of natural gas was over on 31 December 2005, therefore on 1 January 2006 a new price regulation period had to be launched (it ends on 31 December 2009), including the definition of new starting prices. In order to prepare the starting prices, the Office with the involvement of external experts performed a detailed review of assets and costs at the natural gas companies engaged in activities coming under the scope of regulated pricing.

Specifying the recognized amount of distribution network losses the Office has used benchmarking methods (for determining the recognized cost of network operation, maintenance and control as well as for measuring). When calculating the depreciation and capital costs recognized in the price, network assets were taken into account at a corrected depreciated replacement cost. This was carried out by asset groups also taking the extent of wear (technical state) into account. For the network companies the justified return on capital is: 6,9 % for transmission and 6,63 % for distribution. The rate of return is calculated on the base of the domestic, risk free future yields and industry-specific risk premiums. For both cases, the profit limit is 120 %, calculated on the justified capital cost, while half of the excess (if the company’s profit exceeds the profit limit) must be returned to the customers.

During the price regulation cycle, administered prices are maintained based on price formulas set forth in ministerial price regulation decrees. This is a “CPI-X” formula, where the value of X may vary between 1.8 and 2.2 percentage points (1.8 percent in 2006).

On the tariff determination side, current incentives provided for capacity-management are capacity and basic tariffs depending on contracted capacity, as well as sanctions related to capacity-exceeding.

The regulator measures the quality of the service with indicators as regulated by the 70/2003 (X. 28.) GKM decree.
If the value of the indicators is less than the regulated expected value of it, the DSO and TSO (if it serves consumers directly) has to give „quality price discount” for one gas year (that is 0,5 % or 1 % for an indicator).

If the value of – at least – one indicator exceeds the regulated expected value of it by more than 10 % (and in the same time the others are in the expected range), the profit limit will be increased by 10 % for that licensee.

The („safety of operation”) indicators are the following:

ÜB1: specific time interval of stoppages (hour/1000 consumers/year)
ÜB2: specific quantity of stoppages (piece/1000 consumers/year)

ÜB3: interruption indicator (duration of interruption of gas service for which the licensee is responsible for * the number of effected consumers) / (the number of total consumers * the number of yearly hours of service)
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Figure11 : Relation between cost base and tariff in the case of transmission
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Figure 12: Relation between cost base and tariff in the case of distribution

According to the tariffs of 1st semester of 2007 the average prices of the given categories are as follows: 
Customer I1: 9,6 €/GJ
Customer I4: 8,93 €/GJ
Customer D3: 9,77 €/GJ
The figures include all system usage charges and do not include any tax. The country-specific average prices for Hungary are: 11,49 €/GJ for domestic consumers (that is closer to data for category D2), 9,5-10,61 €/GJ for industrial consumers. 

Average storage price (form 1 July 2007) is: 11,6 HUF/m3 (0,05 €/m3) (divided by the stored quantity), 2,70 HUF/m3 (0,01 €/m3) (divided by the whole sold quantity).

Balancing

A daily balancing interval is used by the TSO. There is one balancing zone in case of high pressure transmission grid. Capacity bookings are taken in m3/day for public utility wholesaler and in m3/hour for traders and eligible customers. Nominations are taken in m3/day amounts.

Price of balancing gas depends on price of offered and used optional gas.

Shippers offered optional gas will be accounted offered price (Pay as you bid).

The whole methodology of balancing is described by the point 5.3. of Grid and Commercial Code, according to the following substantial items:

(a)
All access licensees must maintain balance of their input and output at daily level.

(b)
The system operator licensee shall determine the quantity of gas fed and taken by a given access licensee, and based on the source and consumption, the quantity of balancing gas used for each access licensee based on the data measured at input and output point on the transmission system and input/consumption data received from the licensees operating the related systems allocated to the access licensee every day after the closing of the gas day.

(c)
The input of an access licensee allocated to an output point and his actual taking (consumption) may be different to a certain extent without balancing surcharge payment; to the rate ±2%. In so far as the access licensee’s gas day input-output difference exceeds this rate, it obliged to pay the balancing surcharge to the TSO licensee. The surcharge to the over-amount of tolerance range is 0.1 HUF/MJ.

(d)
Access licensees may offer optional sources to the system operator licensee for daily balancing purposes.

(e)
For licensees offering option, the tolerance range shall be the rate of the option offered ± 8 %. In this range they exempt from balancing surcharge payment. The surcharge for out of this range is 0.1 HUF/MJ.

(f) Every access licensees are obliged to pay the cost to maintain balance, to the extent of unbalancing caused by them.

(g)
 Access licensees must execute the instructions given by the system operator licensee and system operation licensees in order to maintain/restore balance.

(h)
All licensees shall be responsible for the balance of their own systems.

(i)
Based on the weekly forecasts and daily nominations, the system operator licensee shall prepare the transmission program for a given gas day. He shall reconcile with the system operators connected at import input points and domestic input points in accordance with nominations and shall set daily input using operational instructions and measures.

(j)
The distribution licensee shall record differences between daily nomination and actual input/taking for each input and output point based on the data measured at input and output points of the distribution system and input/consumption data allocated to access licensee received from the licensee operating the related system.

(k)
If the total difference of source and consumption of an access licensee for a given gas day exceeds the amount of the option offered for that given gas day, the balance will be restored by using the balancing gas in addition to the option as well up to the extent of the difference, and the system operator licensee shall account for this at the level of 125 % price of balancing gas as a debt of the access licensee. The price of balancing gas is the weighted average of the optional and operational gases. The TSO shall publish the price of balancing gas on its website by procurement of gas in daily dissociation.

(l) Consumers can create a pool, as made possible by the law.

4.1.4. Effective Unbundling 

The national gas transmission network is operated by a single TSO (MOL Földgázszállító Zrt.), while 11 regional distribution system operators are active in the distribution systems.

The rule on less than 100,000 consumers has been applied in line with Section 51/A § (1) of the GET, where 5 distribution companies are concerned.

Transmission Company
The Hungarian natural gas transmission company is a legally unbundled affiliated company of MOL Plc, a vertically integrated natural gas company (the company performs transmission and system operation as well.) Legal unbundling is an obligation prescribed by Section 1, Article 8 of the GET. Only one transmission company is in operation in the country.
According to Article 6 of the VHR, transmission activity must be performed in an unbundled structural unit with an independent decision making process. TSO’s managers can not take part in other licensed activities, either directly or indirectly. Regarding the flow of information, the TSO has to perform its natural gas activities in the same way regarding to companies from the same scope of ownership and to other players on the market. The general rules on the unbundling of accounting are specified in Article 51 of the GET, Article 35 of the VHR, as well as Annex 6 to the VHR.
The natural gas transmission company is 100 % owned by MOL Plc and the number of employed staff is580.

Distribution Companies

All distribution companies are part of vertically integrated companies. There is no obligation of legal unbundling until July 1, 2007. As Article 6 of the VHR provides, the managers of the DSOs cannot take part in other licensed activities and must be provided with the possibility of independent decisions. DSD companies must realize the unbundling of accounting by activities in line with the legal regulation described for the transmission company. The regulation does not require the legal unbundling of distribution, public utility, and competitive trading activities. Three of the companies had already contacted the Office in 2006 in order to take preparations and perform necessary discussions for the unbundling of activities.
Ten distribution companies are active in Hungary. Five of them are larger, regional companies, with more than 100,000 consumers.

The ownership structure of the distributors is shown in the figure representing market concentration at the end of 2005 (Figure 13, external circle). The situation shown in the figure has not changed substantially during 2006: MOL was replaced by E.ON Ruhrgas and E.ON Földgáz Trade Zrt.
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Figure 13: Ownership structure of gas distributors

Physical unbundling

The current natural gas transmission company has been physically unbundled (headquarters, office building) from any other business organizations active in the natural gas industry.

Distributors generally operate in the same building as other organizational units performing retail market activities (public utility supply and competitive market trade). The staff and the equipment belonging to the department (organizational unit) performing the network activity generally in the same area of the building or site but separated from those who perform trade activities. Accordingly, we cannot speak of complete physical unbundling.
The transmission lincensee and distribution licensees appear on their own websites for the consumers. Distributors appear together with their vertically integrated company, not as separate legal entities.

Both the transmission licensee and the distribution licensees publish their annual reports on their activities in line with the GET (unbundled accounting, balance sheets, and financial report), also accessible for third parties.

The NRA has not issued any mandatory regulations concerning the unbundling of accounting, but the Annex 6 of the GET-VHR contains the principles of that, the requirements of unbundling and the obligatory components of the unbundling procedure. On the base of these regulations the companies can set up their own specific rules independently, concerning the allocation of assets and costs.

The auditing obligation related to the annual report is in accordance with the Hungarian Accountancy Act and is also part of the activity report. The audit only states whether the activity report is in line with the unbundling rules of the company, according to the current accountancy rules in Hungary. The auditor does not declare whether the unbundling rules applied are in line with the energy industry regulations, i.e. whether any activities were cross-financed during the unbundling.
The sanctions applicable by the Office in accordance with Article 13 of GET against management and those who infringe the rules on the unbundling of accounting are the following:

a.
draws the attention of the Licensee to the fulfillment of its obligations specified in the license, regulations and laws, and sets a deadline for putting an end of the unlawful behavior;

b.
in case of non-compliance within the prescribed deadline, the Office can suspend the activity of the Licensee;

c.
in case of performing the activity without a license, it prohibits the market participant concerned from performing the activity with immediate effect;

d.
it can impose a penalty.
4.2. Competition Issues
4.2.1. Description of the wholesale market

Table 14: National Natural Gas Consumption and its Composition in 2006 [bn m3/year]

	Sources of Hungarian Gas Supply
	14.742

	DOMESTIC Production:
	2.872

	IMPORTS (diversified):
	11.870

	Eastern Direction:
	8.90

	Western Direction :
	2.97


The average calorific value of natural gas in Hungary is: 34 MJ/m3 (15 oC)

The import sources of natural gas are primarily of Russian origin - Figure 14. Even the natural gas bought through the HAG line from Gaz de France and from E.ON Ruhrgas is of Russian origin. 18 % of the import from the East comes from Turkmenistan.
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Figure 14: Natural Gas Sources in 2006

The number of companies estimated to have more then 5 % share in the wholesale market of gas: 4.

Table 15: Market Share of the Three Largest Companies in Natural Gas Trading [BCM]:

	Companies
	Imports
	Domestic Production
	Total

	E.ON Földgáz Trade Zrt.
	8.3
	1.2
	9.5

	EMFESZ Kft.
	2.5
	-
	2.5

	FŐGÁZ Zrt.
	0.2
	0.6
	0.8


Foreign companies may not trade on the wholesale market, the only participants are enterprises registered in Hungary. However, the owners of all of these companies come from the member states of the European Union.

There is no trade of standardized international gas hub products in Hungary.

There is no bilateral “over the counter” trade in Hungary.
The proportion of long term contracts is approximately 80 %.

A single system operator is present on the Hungarian natural gas market. There is an effective and successful co-operation with the Austrian TSO in connection with the coordinated dispatching of the HAG (Hungary-Austria Gas pipeline).

A national natural gas market is functioning in Hungary.

The regulation of transparency for the TSO is defined by Section 4, Article 7 of Government Decree 111/2003 (July 29, GET-Vhr) on the execution of specific provisions of the GET as follows:

“In the interest of the enforcement of the requirements of non-discrimination, competition neutrality, transparency, safety of operation, security of supply, consumer protection, as well as the principle of the lowest costs, the transmission company is obliged during its transmission activity to ensure that the public utility wholesaler, natural gas traders, registered eligible consumers and natural gas miner have access to their own data as well as information of public interest.”

Furthermore, GET-Vhr has similar provisions for all licensees.

New market players can buy natural gas through the free access (TPA) granted by law and through natural gas auctions.

Supervision of the natural gas market is performed by the Office based on Article 17 of the GET.

Competition policy actions: annual natural gas auctions until 2013 and contract-release program were implemented in 2006.

There were significant ownership changes in the natural gas market in 2006.

Following a half year detailed investigation, DG Competition (Directorate General Competition – European Commission), decided in a resolution (Case No. COMP/M.3696-E.ON/MOL) that it approves the acquisition of an influential share by E.ON Ruhrgas International AG (ERI) in MOL Földgázellátó Zrt and in MOL Földgáztároló Zrt, subject to specific conditions. In order to ensure long term competition, the Commission specified five conditions for the approval. The five conditions can be briefly summarized as follows:

1. Ownership unbundling, according to which MOL Plc. sells its 25 %+1 share in MOL Földgáztároló Zrt and MOL Földgázellátó Zrt, which it would have kept according to the original plans,

2. For MOL Plc., a put option was specified in the agreement between MOL and E.ON, according to which it can call upon E.ON within 2 years to either buy 25 %+1 stock or 75 %-1 stock of MOL Földgázszállító Zrt. According to this condition, MOL can only exercise the optional call for 75 %, and therefore the transaction definitely falls under competition authority control,

3. Implementation of a “Gas release” program, which means that E.ON Ruhrgas AG is obliged to offer a certain amount of natural gas on the natural gas market for a certain period,

4. Implementation of a “Contract release” program which helps natural gas produced in Hungary to be sold in the free market,

5. During access to storages, E.ON undertakes to provide access to storages at regulated prices and conditions.

In the decision Nr. 7/2006 issued on 6 January 2006, the Office approved the acquisition by E.ON Ruhrgas on the conditions that they are obliged to fulfill the 10 points of conditions issued by the Office in decision Nr. 126/2005 on 27 June 2005 in order to ensure long term, non-discriminative market competition.

On the basis of the above mentioned decisions, from 1 April 2006, the former public utility wholesaler and competitive trader licensee, MOL has a new name as a result of ownership change: E.ON Földgáz Trade Zrt; and the new name of the natural gas storage licensee is: E.ON Földgáz Storage Zrt.

The new names of the market players were entered by the Office into the relevant operating licenses within the framework of separate procedures.

According to the Gas Release Program, ERI must offer 1 billion m3 of natural gas for sale on the natural gas market annually for a period of 8 years (2006-2013). The necessity of continuing the program for the last three years can be reassessed upon request by the parties at the end of 2010. The program is to be implemented in the form of auctions during the given years, where the annual 1 billion m3 quantity must be divided into the following sales units:
5 pieces of 100 million m³ units,

5 pieces of 50 million m³ units,

10 pieces of 25 million m³ units.

Affiliates of E.ON cannot participate in the auctions either directly or indirectly.

The winners of the auctions may sign contracts with ERI subject to the following conditions:

· The contracted quantity of gas can be transmitted for two years, in two equal parts, at the Hungarian import entry points – Beregdaróc 80 %, Mosonmagyaróvár 20 %.

· Gas supply services must have the same level of flexibility as the upstream gas supply contracts of MOL Földgázellátó Zrt.

Auctions must be performed by an international information technology service provider. The auction procedure must be implemented in such a way so that MOL Földgázellátó Zrt. cannot be made privy to intermediate bids placed by participants during the auctions.

The initial price in all annual auctions is 95 % of the weighted average cost of gas (“WACOG”) of the public utility wholesaler. The calculation of the weighted average cost of gas is monitored by the Office. Gas quantities not sold at the given auction must be offered again at the following three auctions as 1/3 parts of the gas volume each. But no auction can be held for the marketing of unsold quantities after 2014.

The auctions and the implementation of the “Gas Release Program” are supervised by appointed representatives of the Hungarian Energy Office and a Monitoring Trustee of DG Competition of the European Commission.

Within the framework of the Gas Release Program, E.ON Földgáz Trade Zrt. held the first natural gas auction on 4 May 2006. 475 million m3 of gas was sold by the auction, which was bought by two of the ten participating eligible consumers, Borsodchem and Édenergia.
According to the Contract Release Program, E.ON Földgáz Trade Zrt. sells 50 % of its domestic upstream contracts of natural gas to third parties (independent gas traders).

Within the framework of the Program, in November 2006, Tigáz Zrt. and Fővárosi Gázművek Zrt. won the whole contracted gas quantity, approximately 7.5 billion cubic meters, which will be delivered between 2007 and 2015. As a result, these two companies have the highest markets share in gas supply and can possess the domestic sources provided by the Contract Release Program.
4.2.2. Description of the retail market

The share of the public utility in the retail market was 90 %, the share of competitive market was 10 %. This proportion, calculated using the annual consumptions, which does not precisely reflect the situation at the end of 2006, since a significant number of consumers (newcomers) entered the free market during the last two months of the year.

Public utility suppliers can only supply gas in the settlements and settlement parts fixed in their license and these settlements can usually be found in one continuous region. The public utility wholesaler also directly supplies pipeline consumers. As opposed to public utility suppliers the natural gas traders are not bound to regions. There is only one very large industrial consumer who buys natural gas for itself from the competitive market.

As a result of the above mentioned the retail market is not yet characterized by competition today, the number of market players does not reflect a competitive situation in the supply of all consumer groups, but only the conventional regional distribution, the situation before the market opening.

There are seven supplier companies having a market share higher than 5 %.

The largest are TIGÁZ Zrt, E.ON Földgáz Trade Zrt., and FŐGÁZ Zrt. (21.7 %, 18.0 %, and 17.2 % market shares respectively).

Regarding the supply of households and other small consumers, the market share of TIGÁZ Zrt. is 38 %, ÉGÁZ-DÉGÁZ Zrt. 22 %, and FŐGÁZ Zrt. 21 %.
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Figure 15: Share of supply for household and other small consumers

With regards to medium-sized industrial and commercial consumers, the proportions are: TIGÁZ Zrt. 29 %, ÉGÁZ-DÉGÁZ Zrt. 25 %, and FŐGÁZ Zrt. 23 % – shown in Figure 16.
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Figure 16: Share of medium-sized industrial consumers
Regarding the supply of large and very large industrial consumers, E.ON Földgáz Trade Zrt. has a 47 %, FŐGÁZ Zrt. has 17 %, and TIGÁZ Zrt. a 14 % market share as on Figure 17.
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Figure 17: Share of large industrial consumers
Foreign companies take part in retail trade as partial owners of Hungarian companies. The number of active foreign (EU) companies is 7, their estimated market share is 86 %.

The number of suppliers without ownership in transmission companies and distributors is 10.

The number of eligible consumers registered in 2006: 148.

Since the market opening of January 1, 2004, 200 eligible consumers have entered the market. Their annual consumption was 1.38 billion m3, which is 9.7 % of the national consumption in 2006.

According to Section 3, Article 36 of GET, eligible consumers may cancel their public utility contracts on the first day of the fourth month of announcement. Section 8 of the same article states, that it is possible the return to the public utility at an increased fee if certain conditions are met.

The Office has no information about the proportion of long term contracts on the retail market. This proportion can be estimated at 10 to 30 %.

Auctions performed by the end of 2006 and afterwards widen the gas source base of traders, and contribute to the growth of the market. The Gas Release Program and the Contract Release Program were performed within the framework of the acquisition when E.ON has bought the natural gas trade and natural gas storage subsidiary company of MOL.

In 2006, there was no example or evidence of anti-competition, discriminative practice on the Hungarian market.

Network fees:
HUF 11.79 /m3
Taxes: energy tax:
HUF 56 /GJ,

VAT 20 % (from September 1)

5. Security of Supply 

5.1. Electricity

Generation
One of the basic requirements of market opening is that the security of supply of electricity cannot be endangered either on the short or on the long term. This was the purpose of the energy carrier stocking decree pertaining to power plants with an output of 50 MW or higher, which specified keeping a normative reserve stock for 8 days of operation and a security reserve stock for 8 days of operation. This stock could only be used upon the approval of the system operator and the Office.

Every two years, MAVIR Zrt. – fulfilling the obligations set by law – writes a study about the medium and long term supply side capacity plan of the Hungarian electricity system. In this almost constantly updated material, the demands expected in the medium and long term are indicated, together with the sources necessary to satisfy them.
Three issues have been published so far, and these can be read on the homepage of MAVIR (www.mavir.hu). During the second half of 2006, significant changes affected the source side, and therefore the situation projected for that year also changed. Primarily, the modification in the support system of promoting the development of renewable sources caused an unexpected situation.
During the following years, the peak load of the electricity system can be expected as follows:
	2006. fact
	2007.
	2008.

	6,432 MW
	6,807 MW
	6,998 MW


In order to satisfy increasing demand, various entrepreneurial groups are also planning the construction of new power plants. The Office issued 5 primary energy source selection or modification approvals for power plants, out of which 3 apply to completely new power plants of 1,747 MW power, and within this, 600 MW to pump-storage power plants.

In 2006, sources of gross electricity consumption and primary energy composition used for electricity generation were broken down as follows (Figure 18):
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Figure 18: Distribution of Sources of Gross Electricity Consumption and Primary Energy used for Electricity Generation
On December 31, 2006, the installed potential capacity of the Hungarian electricity system was 8,620 MW, which shows a small increase in comparison to the previous year. This can be explained by the fact that the expansion work in the Kelenföld power plant has been completed, the new block commissioned, and that further small power plants were also commissioned.

On December 13, 2006, the peak load of the Hungarian electricity system was 6,432 MW, which is almost identical to the value of the previous year (6,439 MW). Gross electricity consumption amounted to approximately 43,157 GWh, which is a 2.4 % increase over the previous year. The bulk of the increase was realized during the hot summer months due to the rocketing proliferation of air conditioning equipment (4 to 5 % increase). In the Paks Nuclear Power Plant, the removal of the damaged heating components was completed, but the block was stopped for security reasons during the works.
The import-export balance of electricity was 7,208 GWh, which exceeds the value of the previous year by 16 % (6 227 GWh), but does not reach the exceptionally high 7,472 GWh volume of 2004, which was close to a proportion of 20 % of the domestic electricity system demand. The high proportion of import was partially due to the effect caused by the interruption of operation in block 2 of the Paks Nuclear Power Plant caused by the removal of damaged heating components.
There was no outage of a power plant in 2006 causing consumer restrictions. The following diagram illustrates the outage trends and the level of reserves.
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Figure 19: Outages and Reserves in 2006

As Figure 19 also illustrates, there was reserve capacity in the system even during the highest parallel outages.

The reserves available proved to be adequate during most of the year, but only because of import levels as high as planned. The reserves were scant during the lasting summer heat, as well as in the months September and October.

Although not shown on the diagram, it is necessary to mention that with the further spreading of small power plants subject to obligatory takeover of the generated electricity (BP<50MW), the difficulties inherent in the regulation of the Hungarian electricity system became all the more serious. From the daily offers, hourly purchased secondary reserves were insufficient for 26 % of the time for the upwards direction, and for 17 % of the time for the downwards direction, considering the whole of the year. 

From the point of view of security of supply, reserve margin capacity trends, meaning the difference between installed potential output and the annual maximum peak, are significant. Relevant data is shown in Table 16 below. 
Table 16: Potential Output of Power Plant Facilities
	
	2003
	2004
	2005
	2006

	Installed capacity [MW]
	8,426.3
	8,831.4
	8,600.7
	8,620.0

	Maximum peak demand [MW]
	6,140.0
	6,357.0
	6,439.0
	6,432.0

	Reserves [MW]
	2,286.3
	2,474.4
	2,161.7
	2,188.0

	Reserves [%]
	27.1
	28.0
	25.1
	25.4


Reserve levels remained practically unchanged in comparison to the previous year. Security could be further improved by the possibility of imports.

Network

VET obliges the system operator (MAVIR) to create a network development plan for the national grid taking into account the plans created by the network licensees. The medium term network development objective is the realization of maximum security of supply and operation for users of the system as defined in the Act, codes, and contracts. Within this framework, the system of conditions providing continuous, reliable, and high quality electricity supply in the changing energy and market environment must be investigated and ensured.
A network infrastructure and intermediary channels must be created which provide a flexible environment of quick reactions and non-discriminative market conditions for all market players.

Projects included in the medium term development plan of the transmission network:

2006-2007

· Szombathely 400 kV substation, with 400/120 kV, 2x250 MVA transformer, 2x70 MVAr tertiary shunt reactors, and the Győr-Szombathely single system 400 kV connection (on a two-system pillaring).

2008-2009

· Szombathely-Hévíz single system 400 kV connection (two-system pillaring).

· Békéscsaba-Nadab 400 kV connection

Implementation
On September 28, 2006, the 400kV Győr – Szombathely transmission line and the associated 400/120 kV Szombathely substation were commissioned. This investment significantly improves security of supply and operational safety within the Western Transdanubia region. At the same time, the commissioning of the facility is the precondition for closing the planned 400 kV Western Transdanubia loop in the direction of Hévíz, which will be realized by the provisioning of the 400 kV Szombathely – Hévíz transmission line.
The preliminary alignment support works of the Szombathely – Hévíz, as well as the Békéscsaba-Nadab (only the Hungarian section) 400 kV lines are underway.

The Békéscsaba-Nadab interconnection transmission line will serve the expansion of the Hungarian-Romanian cross-border capacity.

Legal background of network development planning

According to Section 1, Article 27 of the VET, network licensees must create the network development plan of the network operated by them every two years. The system operator, taking into consideration the content of those plans, must create the network development plan of the whole electricity system at least every two years. Through the 2005 amendment of the VET, the Office was given the authority (VET, Article 10, point q) to approve the network development plan created in this way.

The public network – also including the system interconnection lines (cross-border lines) – operated by the network licensees must be made available for the generators, operators of small power plants, electricity traders, and the public utility wholesaler and public utility suppliers for the purposes of electricity transmission by the official fee set forth in Article 95 of the VET.

The conditions of access to the public network cannot be discriminative, cannot serve as a basis for abuse, cannot contain unjustified limitations, and cannot endanger the security and quality of supply.

From the above described general obligation, an exception can only be provided on the basis of the provisions of Article 31/b of the VET, according to which the network licensee can submit a request for exemption from the application of the rules specified in Article 31 in the case of establishing a new interconnection line. The Office may approve the exemption for the whole of the new cross-border line or for a section thereof for a specific period within the framework of a procedure defined by the provisions of chapter IV of the VET, if the conditions defined in Regulation 1228/2003/EC (June 26, 2003) of the European Parliament and of the Council “on the conditions for access to the network for cross-border exchanges in electricity” are met. The detailed rules of exemption are defined in a separate regulation.

On the basis of the authority given by point v, Article 10 of the VET, the Office is entitled to decide about the exemption request concerning the interconnection lines, but so far there was no need for the Office to make such a decision. 

EU level resolution

Resolution 1364/2006/EC of the European Parliament and of the Council defined the objectives and priorities of the development of trans-European energy networks through the definition of the projects of European interest, which projects must be given priority in the field of EU support awarded in accord with Regulation 2236/95/EC. The budget planned for the trans-European energy networks primarily serves the financing of feasibility studies, while the support of such interconnection networks – especially between regions – is possible through the structural funds, financial programs, and tools of the Community, if necessary.

Projects pertaining to Hungary:

EL.8. Germany – Poland – Czech Republic – Slovakia – Austria – Hungary – Slovenia: increasing the interconnection capacity of electricity networks.

Including the following projects of European interest:

· Neuenhagen (DE) – Vierraden (DE) – Krajnik (PL)-line

· Dürnrohr (AT) – Slavětice (CZ)-line

· New connection between Germany and Poland

· Nagykapos (Veľký Kapušany) (SK) – Lemes (Lemešany) (SK) – Szepsi (Moldava) (SK) – Sajóivánka (HU)-line

· Bős (Gabčikovo) (SK) – Nagygyőröd (Veľký Ďur) (SK)-line

· Stomfa (Stupava) (SK) – South-East Vienna (AT)-line.

The resolution denominates the following as part of the necessary electricity connections between member states and towards states that are not yet members as projects of common interest:

2.24. New connection between Slovenia and Hungary Cirkovce (SI) – Hévíz (HU)

2.25. Sajóivánka (HU) – Rimaszombat (Rimavská Sobota) (SK)

2.26. Szepsi (Moldava) (SK) – Sajóivánka (HU)

4.19. Interconnection and interface between the UCTE-system and Belorussia, Russia, and the Ukraine, including the relocation of the HVDC direct current transformers formerly operating between Austria and Hungary, Austria and the Czech Republic, as well as Germany and the Czech Republic

4.29. Békéscsaba (HU) – Nagyvárad (Oradea) (RO)

4.30. Pécs (HU) – Zombor (Sombor) (Serbia)

4.31. Pécs (HU) – Ernesztin (Ernestinovo) (HR)

Furthermore, the Resolution regarding the trans-European networks mentions Hungary several times in the lists of electricity interconnection improvements between the member states necessary for the functioning of the internal market and the reliable and predictable operation of the electricity networks.

Disturbance of the electricity system, critical situation

In accord with Government Decree 281/2002 (December 21) on the measures necessary in the case of significant disturbances of the electricity system and critical electricity supply situations, the system operation licensee can, subject to specific conditions, order consumer switch-offs according to the so-called rotational switch-off schedule (RKR) approved by the Office every 3 years. In 2006, the preparatory work for the next RKR to be approved in 2007 was launched with the participation of the system operator (MAVIR) and the District Dispatcher Services (KFSZ) operated by distribution licensees.

5.2.  Natural Gas and 2004/67/EC
The national annual natural gas consumption amounted to 14.24 bcm in 2006.
According to the forecast of the TSO the expected gas consumption values in the next three years are:

· 2007: 15.60 bcm
· 2008: 16.00 bcm
· 2009: 16.00 bcm
The current capacity of domestic production and import:

· Domestic production:
2.75 bcm/year

· Import

· HAG (western direction):
4.42 bcm/year

· “Testvériség” (east):
15.33 bcm/year

Production and import investments of the next three years:

· Domestic production:

The Makó Ditch is located south-east from Hódmezővásárhely, where geological layers capable of containing oil and natural gas sunk 10 million years ago, and therefore its depth is 3500-6000 m instead of the 'normal' 2000 meters. The subsidiary of the Canadian FALCON Corporations affiliate, the TXM Olaj-és Gázkutató Kft, performing exploration in Hungary since the beginning of 2005 and has achieved significant results. After the deepening of five high depth exploration wells – including Makó-7, the new Hungarian depth record with 6,054 m – and hundreds of kilometers of 3D seismic geophysical imaging, they submitted the final exploration report to the Hungarian Geological Service (MGSZ) in October 2006, following the evaluation of the results. After an in-depth analysis of the report, on 21st December 2006, MGSZ approved the final report and officially declared that the potential natural gas reserve of the Makó ditch is expected to be multiple times of the annual national gas consumption, which serves as a basis for high expectations.

TXM starts exploitation of the field in the beginning of 2007. The have received the licenses from Mining Bureau of Hungary for establishing a mine plot and constructing upstream pipelines.

Hydraulic fracturing programs are planned in 6 boreholes in 2007, which would allow the natural gas (BCGA – basin centered gas accumulation) present in extreme circumstances (high depth, high pressure and temperature) to be produced.

If the fracturing programs are successful, the well network will probably be extended.

The building of two accumulating-storage stations is planned, to be connected to the nearby Algyő Gas Processing Plant (operated by MOL Nyrt.). MOL Nyrt. can only use 20 % of the nominal capacity of the gas processing plant currently, therefore they are able to receive the probably larger amount of Makó natural gas within the framework of a separate contract. If hydraulic fracturing is successful, the implementation of a node point development project is planned in Algyő.

· Import

MOL Földgázszállító Zrt., as the TSO licensee plans a significant expansion of the Eastern import capacity. The project is not approved yet.

In accordance with the provisions of Article 3 and 4 of Directive 2004/67/EC, Hungary has also put the issue of security gas storage in the foreground. The Hungarian Parliament approved the Act on Natural Gas Security Storage (Act No. XXVI of 2006 on Febr. 13) and entered into force on 1 April. On the base of the Act the Hungarian Hydrocarbon Stockpiling Association (with restructuring the earlier existing Crude Oil and Oil Products Stockpiling Association.) was established. The Association is responsible for strategic (security) gas storage in Hungary, mainly for security of supply of residential and communal customers. Every stakeholder of Hungarian gas market became a member of the Association and they have to pay membership dues rated to their activity’s gas volume. The Act prescribes the storage of 1.2 BCM of natural gas, and the establishment of the underground storage facility required for this by 2010. The natural gas safety stockpile must be placed in a storage facility that has a daily capacity of 20 MCM for at least 45 days.
According to the Act:

· Use of reserves

· In the event of shortage endangering residential supply

· Requested by TSO - initiated by the President of HEO

· Permission of Minister of Economy

· Security reserves realized from free capacities of current existing UGSs can not be less than

· 150 MMcm working gas;  1 Oct 2006 – 30 Sept 2007

· 300 MMcm working gas;  1 Oct 2007 – 31 Dec 2009 

· Substitution by oil products if necessary

Furthermore on the base of the Act, there was a tendering process of the strategic storage facility in Hungary. This tender won the MOL Nyrt in December 2006, to build the security storage with 1.2 BCM working gas capacity and 20 MMCM/d withdrawal capacity.

MOL will start the construction in 2007 in Szőreg in South-Hungary.
Table 17: Capacities of Currently Operating Underground Gas Storage Facilities

	Underground Gas Storage Facility
	Working Gas /Reserves/
(Million m3)
	Injection Capacity
(Million m3/day)
	Withdrawal  Capacity
(Million m3/day)

	HAJDÚSZOBOSZLÓ
	1,480
	9.0
	19.2

	KARDOSKÚT
	200
	1.2
	2.5

	PUSZTAEDERICS
	330
	2.2
	2.7

	ZSANA 
	1,340
	12.9
	21.0

	MAROS – I.
	150
	2.1
	2.1

	TOTAL
	3,500
	27.4
	47.5


It also contributes to the security of supply defined in Directive 2004/67/EC that all gas-fired power plants and the majority of the large consumers apply the alternative reserve fuel system with success.

The extent of long-term gas supply contracts:

· Panrusgas
    9  Bcm/year
until 2015

· E.On Ruhrgas
500  M m3/year
until 2015

· Gaz de France
600  M m3/year
until 2012

· O&G, Eurobridge
900  M m3/year
until 2008

· Bothli Trade AG
900  M m3/year
until 2014

Degree of liquidity of the natural gas market:

Due to the warm winter weather in 2006, approximately 20 % surplus of sources developed in the market.

The provisions of Article 22 of Directive 2003/55/EC were adopted in GET as follows:

“20/A. (1) A foreign or domestic business organization that wishes to create a new cross-border transmission line or a new storage facility (hereinafter: new infrastructure) can request from the Office a complete or partial exemption from the fee setting rules applied in the natural gas system for the entire infrastructure or a part thereof, as well as a complete or partial exemption from the obligation defined in Section 1 and 2 of Article 30 (hereinafter: exemption) for a specific time if:
a) the new infrastructure serves the development of competition in gas supply and improves the security of gas supply;

b) the risks relevant to the new infrastructure are such in extent that the investment would not even be realized if the company does not get the release;
c) the owner of the new infrastructure is a legal entity which has no license to operate those networks to which the new infrastructure connects;

d) use of the new infrastructure is provided against a fee;

e) the granting of the exemption has no adverse effect on competition, the efficient operation of the natural gas system, or on the efficient operation of the system to which the new infrastructure connects.

(2) All the information and analysis defined in Section 3 and necessary for the evaluation shall be submitted together with the request.

(3) The Office investigates the request, and in the case of the establishment of a new cross-border transmission line, contacts the authorities of the relevant country/countries. During the proceedings, the following considerations are taken into account:
a) effects of granting the exemption on end-consumer prices,

b) the validity of financial information justifying the exemption,

c) the expected effect of granting the exemption on competition, as well as on increasing the efficiency of the natural gas market,

d) the effects of granting the exemption on the extension of gas supply sources.

(4) According to the procedure of the Office described in Section 3, it submits a proposal for approval or rejection to the Minister. The proposal has to contain the capacity management and capacity allocation rules established for the new infrastructure.
(5) The Minister, if he agrees with granting the exemption, he informs the European Commission about his proposals, with all the information justifying it. The information especially covers the following:
a) the reasons on the basis of which the Minister considers that the granting of the exemption is justified, including financial information supporting the exemption;

b) the analysis of effects on the competition and efficient operation of the natural gas internal market, to be expected due to the exemption;

c) argumentation for the period of the exemption and the part of the natural gas system where the exemption is granted;

d) the results of consultation with the authorities of the given countries;

e) the effect of new cross-border transmission lines and storage facilities on the expansion of the sources of gas supply.

(6) If the European Commission agrees with the ministerial proposal described in Section 5, or does not make any relevant comments within two months, the Minister decides on the exemption in a decision. The decision has to include the infrastructure-accessibility and capacity allocation rules. The Minister publishes the decision together with the proposal of the Office.
(7) If the European Commission requests a modification of the conditions of the exemption approval, or does not agree with the proposal, the Minister sends the proposal back to the Office for revision.

(8) In the case of capacity extension of existing cross-border transmission lines, or the development of the existing transmission and distribution lines which allows the extension of gas supply sources, the provision of Sections 1 to 7 can be applied”

Furthermore, with reference to the expected constructing of NABUCCO international gas pipeline a new regulation was put in GET, as follows:

Article 30 (11) In the Hungarian section of the one-stop service international transmission pipeline, it is possible to contract free capacities without certified consumer demand. The rules of sales for contracted but not used capacities fall under the provisions of Regulation 1775/2005/EC (28 September 2005) of the European Parliament and of the Council on the conditions for access to the natural gas transmission networks.

(12) The owner of the Hungarian section of the one-stop international transmission pipeline can sell the capacity of the Hungarian pipeline section only in accordance with the ministerial exemption granted for the one-stop capacity seller. If the owner of the Hungarian section of the one-stop-shop international transmission pipeline sells the total capacity of the Hungarian pipeline section or any part thereof to the one-stop-shop capacity seller, this capacity does not fall under the provisions of Section 1 and of Point a, Section 1, Article 48.”

6. Public service issues and consumer protection
6.1. Electricity market

Regulation of the end-consumers prices

In Hungary, the maximum end-user price of public utility consumers falls under the scope of official price setting. These prices are country uniform. Each public utility supplier has a regional monopoly with respect to servicing public utility consumers. The public utility wholesaler also has a monopoly in supplying public utility suppliers, not taking into account the renewable and co-generation, which is subject to obligatory purchase
. Until July 1, 2007, any consumer could stay in the public utility sector, or return there from the competitive sector. In this sense, the public utility sector also functioned as a limit to the competitive market price. As of yet, household consumers cannot choose free their supplier, this will be possible for them from 2008.

The maximized end-user price of public utility consumers is adjusted by the Minister of Economy and Transport annually in line with the price regulation decree. The regulatory authority has a price preparation function. Revision of these maximum prices within the year may happen if events on the energy market or significant problems in regulation clearly call for such measures. The regulation has declared the justified capital cost of public utility suppliers as 0.5 % of the cost of the electricity sold. The profit limit is 150 % of this, and half of the surplus over the profit limit must be returned to the consumers. During annual price corrections, both the quantitative changes of the public utility sector and other possible impact affecting the costs and revenues of public utility suppliers are taken into consideration.

Distribution of the public utility consumers in 2006:

Household consumers:
68 %

Non-household consumers:
36 %

See table 18 below
 for official public utility end consumer prices:
Table 18: Regulated Wholesale and End user Tariffs for Electricity in Hungary, 2007
	Regulated Wholesale and End-user Tariffs
for Electricity in Hungary as of 1 February 2007

	(excluding direct taxes*)

	Tariffs with capacity charge1

	
	Tariff categories
	Capacity charges
	
	Energy charges
	

	
	
	HUF/kW/year
	
	HUF/kWh
	

	
	
	peak
	off-peak
	
	peak
	off-peak
	

	
	High voltage No. 1.
	     26 964    
	       18 348    
	
	17.70
	11.00    
	

	
	High voltage No. 2.
	     20 460    
	       12 936    
	
	19.40
	12.60    
	

	
	Medium voltage No. 1.
	     24 768    
	       16 380    
	
	18.50
	  12.50    
	

	
	Medium voltage No. 2.
	     17 856    
	        10 716    
	
	19.40
	14.10    
	

	
	Low voltage No. 1
	     24 060    
	       15 576    
	
	21.30
	  14.50    
	

	
	Low voltage No. 2.
	     17 664    
	10 704    
	
	22.20
	  15.70    
	

	Tariffs with standing charge1

	
	Tariff categories (kVA)
	Standing charge
	
	Energy charges

	
	
	
	
	HUF/kWh

	
	
	
	
	peak
	off-peak
	all-day

	
	High voltage, with two time zones*
	     15 816    
	HUF/kVA/year
	
	18.80
	13.00
	-

	
	Medium voltage, with two time zones *
	     13 836    
	HUF/kVA/year
	
	22.50
	15.90
	-

	
	Low voltage, with two time zones
	       2 892    
	HUF/A/year
	
	27.40
	19.90
	-

	
	Low voltage, with one time zones
	       1 812    
	HUF/A/year
	
	-
	-
	23.70

	
	Low voltage, controlled. separately measured [off-peak
	          432    
	HUF/A/year
	
	-
	-
	19.10

	
	
	
	
	
	
	
	

	Public lighting tariffs1

	
	Capacity charge
	66 420
	HUF/kW/year
	

	
	Energy charge
	24.00
	HUF/kWh
	


Table 18. (cont.)

	Residential (household) tariffs (HUF/kWh)2

	
	
	Without VAT
	(With 20 % VAT)
	

	
	"A" (residential general)
	
	
	

	
	      I. category (up to 1320 kWh/year)
	31.60
	37.92
	

	
	     II. category (above 1320 kWh/year)
	32.80
	39.36
	

	
	"B" (off-peak. controlled. separately measured)
	19.10
	22.92
	

	
	"C" (for employees of electricity industry companies)
	12.10
	14.52
	

	

	Wholesale tariffs (HUF/kWh)3

	
	peak
	off-peak
	

	
	21.98
	10.99
	

	
	 
	 
	

	Remarks

	* Among the direct taxes the rate of VAT is 20 % (from 1 January 2006).

	  The so called energy tax introduced on 1 January 2004 is 186 HUF/MWh (0.186 HUF/kWh) and is also subjected to VAT.

	  The energy tax is not to be paid by household consumers purchasing according to the household rates, as well as in cases defined in Points e to f, Section 1, Article 3 of Act LXXXVIII of 2003.

	

	1 The decree containing the fees (without taxes) is the Ministry of Economy and Transport (GKM) Decree Nr. 13/2007. (I. 26.) modifying the GKM Decree Nr. 59/2002. (XII. 29.), which was published in issue 9 of the Official Journal of Hungary (Magyar Közlöny) and 2007, and comes into force on 1 February 2007

	2 1 The decree containing the fees (without taxes) is the GKM Decree Nr. 12/2007. (I. 26.) modifying the GKM Decree Nr. 58/2002. (XII. 29.), which was published in issue 9 of the Magyar Közlöny and 2007, and comes into force on 1 February 2007.

	3 1 The decree containing the fees (without taxes) is the GKM Decree Nr. 15/2007. (I. 26.) modifying the GKM Decree Nr. 4/2005. (I. 21.), which was published in issue 9 of the Magyar Közlöny and 2007, and comes into force on 1 February 2007


6.2. Natural gas market

Regulation of the end-user prices

In Hungary, an administrative price control is in effect for maximum end user prices in the case of public utility customers. These prices are country uniform and are specified by the 96/2003 (XII. 18.) GKM Decree. Each public utility supplier has a regional monopoly regarding the supply of public utility costumers. The public utility wholesaler also has the monopoly of supplying the public utilities. Currently any customer (from 1 July 2007 residential customers as well, which means consumers with more than 20 m3/h consumption) can enter the competitive market or may remain within the public utility sector, or may return there from the competitive market. In this regard, the public utility sector also operates currently as a price limit for the competitive market. The full market opening will take place from 1 July 2008 when the public sector will be abolished and all the legislative background will be established for it by that time.

Maximum end user prices for public utility costumers are corrected four times a year (from 2006 quarterly) by the Minister of Economy and Transport. The regulator has a price preparation function. Revision of these maximum prices may happen if events on the energy market or significant problems in regulation clearly call for such measures. For the public utility suppliers the regulatory profit is 0.5 % of the cost of gas sold. The profit limit is 120 % of the regulatory profit while half of the excess (if there is) must be returned to the customers. At the price revisions the changes in the structure of the public utility segment (quantity consumed, capacity-booking, size of the gas meter, number of customers) are considered.
The proportion of the consumption of customers in each segment (household, non-household) in 2006:

Household:
56 %

Others:

44 %

Table 19:

	Maximum Public Utility Tariffs of Natural Gas from 1 of January 2007

	
	
	
	

	No.
	Tariffs
	Affected customer group
	Public Utility Capacity charges (yearly)
	Publilc Utility (supplier) standing charges (yearly)
	Public Utility Gas charges HUF/MJ
	Public Utility Retail discount price HUF/MJ
	Public Utility (supplier) standing charges (yearly)
	Public Utility Gas charges HUF/MJ

	
	
	
	
	
	
	
	
	

	
	
	
	HUF/MJ/day
	HUF/MJ/h
	HUF
	HUF/cm/h
	
	
	HUF
	HUFt/cm/h
	

	 
	 
	 
	excl. VAT and other taxes on consumers
	incl. 20 % VAT

	I.
	Wholesale tariffs
	 
	 
	 
	 
	 
	 
	 
	 
	 

	I.1.
	Reseller
	Public Distributors
	22.39
	 
	 
	 
	1.959
	0.335
	 
	 
	 

	I.2.
	Transmission (End-user)s
	Consumers with direct link to the high pressure transmission line
	 
	730
	 
	 
	1.920
	 
	 
	 
	 

	II.
	Distributor tariffs(End-user/retail)
	 
	 
	 
	 
	 
	 
	 
	 
	 

	II.1.
	Households
	Household consumers
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	A)
	<20 cm/h with gas-meter 
	 
	 
	4,560
	 
	2.393
	 
	5,472
	 
	2.872

	
	B)
	>20 cm/h with gas-meter 
	 
	 
	 
	13,140
	2.259
	 
	 
	15,768
	2.711

	
	C)
	Consumers w/o gas-meter
	 
	 
	 
	 
	2.475
	 
	 
	 
	2.970

	II.2.
	Non-households
	Non-household consumers
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	A)
	<20 cm/h with gas-meter
	 
	 
	4,560
	 
	2.393
	 
	 
	 
	 

	
	B)
	>20 cm/h with gas-meter
	 
	 
	 
	13,140
	2.259
	 
	 
	 
	 

	
	C)
	101-500 cm/h firm capacity
	 
	1,000
	 
	 
	2.002
	 
	 
	 
	 

	
	D)
	>500 cm/h firm capacity
	 
	1,000
	 
	 
	1.985
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� The updated version of the table can be found on � HYPERLINK "http://www.eh.gov.hu/"�www.eh.gov.hu�.


� Available on � HYPERLINK "http://www.mavir.hu/"�www.mavir.hu�.


� Sunday and Monday schedules must be submitted by 12:30 PM on Friday. See Attachment M2 of the Trading Code for timing information.


� Public service utilities (and therefore public utility consumers) must belong to a balancing circle.


� Peak period: summer time: from 8am-to 2pm and 6pm to-9pm on working days; winter time: from 7am-to 1pm and 5pm to 8pm on working days


� In this case the balance circle responsible may have claims against the system operator.


� An exception from this is the so-called malfunction reserve, which is purchased by the TSO within the framework of a long term contract. These are reserve gas turbines, with a total capcity of approximately 390 MW (which is approximately 30 % of the allocated reserves). They are owned by MVM Holding.


� Individual reserve types mainly differ in reaction time and method (automatic or manual).


� Voltage and imaginary power regulation, black start.


� There is no energy fee in the case of primary reserves.


� Upward regulating power is bought by the TSO from generators/consumers providing reserves and sold to balance circles which have a shortage compared to their schedule 


� Downward regulating power is sold by the TSO to the generators/consumers providing reserves (means ask them to reduce their output or increase their consumption) and bought from balance circles with surplus compared to their schedules.


� Voltage and reactive power control, operational safety services (black-start).


� Defined as covering any transaction of gas between market participants, other than end-user customers.


� In addition, there is one power plant which has a long term contract directly with the public utility supplier. However this is only possible if the public utility wholesaler contributes to this.


� Calculated on the base of consumption quantity.


� The current version of the table can be found on � HYPERLINK "http://www.eh.gov.hu/"�www.eh.gov.hu�.
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		Dec		Dec

		Jan		Jan

		Feb		Feb

		Márc		Márc

		Ápr		Ápr

		Máj		Máj

		Jún		Jún

		Júl		Júl

		Aug		Aug

		Szept		Szept

		Okt		Okt

		Nov		Nov

		Dec		Dec

		Jan		Jan

		Feb		Feb

		Márc		Márc

		Ápr		Ápr



&A

&P. oldal

Új, piacralépő fogyasztók

Összesen

0.0320307692

0.0320307692

0.0400923077

0.0721230769

0.008

0.0801230769

0.0188

0.0989230769

0.0080615385

0.1069846154

0.0630769231

0.1700615385

0.0004307692

0.1704923077

0.0030153846

0.1735076923

0.0017046154

0.1752123077

0.0187692308

0.1939815385

0.0071692308

0.2011507692

-0.0335507356

0.1676000336

0.0004550281

0.1680550617

0.0045502806

0.1726053423

0.0141362051

0.1867415473

0.0183831336

0.205124681

0.0028515092

0.2079761901

0.0194

0.2274

0.0034

0.2305

0.0028

0.2334

0.004

0.2374

0.0096

0.247

0.0015410284

0.2485410284

0.0173424554

0.2658834837

0.0015862411

0.2674697248

0.0105029758

0.2779727007

0.0147374256

0.2927101263

0.0226228265

0.3153329527

0.0027967091

0.3181296618

0.0147

0.3328

0.0050253822

0.3378253822

0.0037

0.3416

0.0034426421

0.3450426421

0.0026645466

0.3477071887

0.003583557

0.3512907457

0.0027971471

0.3540878928

0.0014389613

0.3555268541

-0.0014630166

0.3540638375

-0.0008479869

0.3532158505



Munka2

		Febr		Febr

		Márc		Márc

		Ápr		Ápr

		Máj		Máj

		Jún		Jún

		Júl		Júl

		Aug		Aug

		Szept		Szept

		Okt		Okt

		Nov		Nov

		Dec		Dec

		Jan		Jan

		Feb		Feb

		Márc		Márc

		Ápr		Ápr

		Máj		Máj

		Jún		Jún

		Júl		Júl

		Aug		Aug

		Szept		Szept

		Okt		Okt

		Nov		Nov

		Dec		Dec

		Jan		Jan

		Feb		Feb

		Márc		Márc

		Ápr		Ápr

		Máj		Máj

		Jún		Jún

		Júl		Júl

		Aug		Aug

		Szept		Szept

		Okt		Okt

		Nov		Nov

		Dec		Dec

		Jan		Jan

		Feb		Feb

		Márc		Márc

		Ápr		Ápr



&A

&P. oldal

Új feljogosítási helyek száma

A kilépők éves fogyasztása

[db]

[GWh]

5

1041

3

1303

2

260

14

611

3

262

51

2050

2

14

5

98

4

55.4

1

610

10

233

-34

-1106

1

15

7

150

11

466

41

606

6

94

76

631

44

112

41

93.7

247

132.5

260

313

22

50.8

88

594.43

14

54.37

37

360

180

505.14

272

775.42

98

95.86

325

502.58

767

172.25

75

128.43

286

118

116

91.33

1851

122.83

4826

99.419

880

51.145

254

-52

131

-30.14



Munka3

		





		






