Comprehensive assessment of the Czech electricity market

On 1 January 2005 another step in the process of liberalising the Czech electricity market was taken. Since that date all final customers, with the exception of households, have been eligible customers. In 2005 the share of all eligible customers’ consumption accounts for approximately 74% of the total annual net electricity consumption. On 1 January 2006 all final customers will become eligible customers with the right to choose their supplier, and the electricity market will therefore by opened completely. 

399 customers switched their suppliers in 2004. In connection with the market opening to another customer category on 1 January 2005, as many as 1,945 entities switched their suppliers over the first quarter of 2005. Since the beginning of the market liberalisation (2002) a total of 2,360 customers have changed their suppliers.

Commenting on the above figures it is to be noted that the supplier switching carried out in 2004, and also in 2005, concerns mainly customers having more than one demand take 
[= supply] point in the Czech Republic. These changes usually involve transferring all purchases from several original suppliers (eight regional distribution companies) to only one selected supplier (usually depending on where the company’s registered office is located) with a view to simplifying contractual relations and invoicing procedures.  

Although most of the market is already open to competition the expected effects of its liberalisation – primarily lower prices, which were the motto of the electricity market opening process – are not coming. 

The following factors can be seen as the main reasons for this: 

One dominant generator

The low level of competition in electricity generation and supply on the Czech market is a key factor at play in disfavour of the final customers. On the Czech market, ČEZ a.s., with its approximately 70% share of the installed capacity in the Czech Republic and its approximately 73% share of total electricity production, is clearly the price-setter. Besides ČEZ a.s., there are some other electricity generators on the market; their installed capacities individually do not exceed 500 MW and the share held by each of them does not exceed 3%. The overwhelming majority of the other generators are operators of cogeneration technologies connected to district heating systems, and their electricity production depends on the offtake of heat, which places constraints on their activity on the liberalised market. In theory, the only feasible instrument of competition in this situation might be electricity imports from other countries. 

Imports not attractive

Despite the quite appreciable increase (by about 10%) in electricity prices on the wholesale market as of 1 January 2005, the Czech Republic is a market with some of the lowest prices in Europe. This is why it is not worth basically any customer’s or supplier’s while to import electricity into the Czech Republic. The main reason is the country’s indigenous raw material base (primary fuel – coal), supplying thermal power stations and independent of oil and gas prices, and also the fact that nuclear power plants account for one-fifth of the installed capacity. Although the total annual transmission capacity for imports into the Czech Republic amounts to 3,594 MW, or 31.6 TWh/year, which represents more that 50% of the overall demand for electric energy in the Czech Republic, the likelihood that electricity will be imported into the Czech Republic is very low.  

Emergence of large energy groups

ČEZ as the dominant generator is also the largest majority shareholder in five of the originally eight regional distribution companies; through its ownership interests in the electricity suppliers that are parts of the same vertically integrated companies it holds the largest market share in electricity supplies on the Czech market. As part of the legal unbundling process, only one distributor (the five distribution companies will merge into one), namely ČEZ Distribuce, a.s., and one supplier, namely ČEZ Prodej, s.r.o., will operate for the entire ČEZ holding from 1 January 2006. This process will obviously result in a strengthening of the dominant generator’s position on the Czech market. 

The second largest seller on the Czech market is E.ON. Former distribution system operators Jihomoravská energetika, a.s. and Jihočeská energetika, a.s., in which E.ON held majority interests, together established the companies E.ON Distribuce, a.s. and E.ON Energie, a.s. in 2004. With effect from 1 January 2005, they contributed to these new companies those parts of their business which concerned distribution system operation and electric energy trading, respectively. 

Legal unbundling, which for owners of vertically integrated distribution companies precipitates the need to establish new companies dealing only with distribution and independent of electricity generation and trade, is accompanied by extra costs. However, at the same time the affected companies are “forced” to seek cost savings arising from this process. The result of the unbundling process is that from the original eight traders and distributors on the Czech market, only three traders and distributors are emerging, and with a significantly larger market share, which deteriorates the quality of the competitive environment.  

Induced legal costs

The level of distribution rates is the same for both protected and eligible customers. Because of the legal and information unbundling necessitated by the legislation, distribution system operators are incurring extra costs that lead to increases in controlled prices, and hence to customers’ higher expenses. 

The regulator sets the overall costs of legal and information unbundling on an ex-ante basis. To minimise the impacts of unbundling on prices to final customers, these costs will be reflected in regulation gradually, spread over a period of about four consecutive years; in each year this will be reflected in an annual increase in distribution companies’ regulated income by on average 2.5% over the change in the level of income calculated using the regulatory formula. 

On the whole, the customer will pay more, even after supplier switching, than before the unbundling. 

Unreasonably high risk for independent traders

Since for serving the retail market a reliable customer information database system is required (billing, changes at customers, communication with banks, risk management, receivables management, etc.) the entry of competitors on a larger scale is, for all practical purposes, out of the question again. For newly entering traders, procuring a system that would enable them serve tens of thousands of customers is a very costly matter and it is associated with a high risk of failure, i.e. the risk that the new trader will not manage to win a sufficient number of customers on the market. 

The share of independent traders on the Czech market is less than 5%, and since the beginning of the market liberalisation (2002) they have been phasing out their activities on the domestic market, focusing more on electricity exports to other countries. 

Extra costs related to market opening

Related to the retail market liberalisation is also the need to determine the retail customers’ hourly consumption to evaluate their suppliers’ imbalances. Basically two approaches are viable: Install continuous metering at all the supply points in respect of which the supplier is changed, or develop a load profile system for these customers. Both systems will ultimately have a negative impact on customers. The costs of the additional installation of continuous metering will again be reflected in the regulated costs of distribution. Thus, for the right to select his supplier the customer will pay a more expensive distribution rate. In the case of the load profile system, the development of such a system, its gradual fine-tuning, and its implementation in distribution companies’ information systems generate considerable costs (estimated in the Czech Republic at some CZK 250 million in the first four years). Moreover, this system appears to be sufficiently accurate only in the situation when the trader/supplier has a customer portfolio of at least thousands of customers, which means that the entry of new potential suppliers into this market segment is, for all practical purposes, out of the question.

The level of the profit margin

Another negative factor of market liberalisation is the profit margin on electricity sales. In the regulated part of the market the Energy Regulatory Office has been applying a very low level of profit margin to electricity supplies to protected customers. Once another group of protected customers become eligible customers it can be expected that suppliers will increase their profit margin, which will be reflected in an overall increase in electricity prices. Taking into account the fact that on the Czech market 96% of electricity is supplied by vertically integrated suppliers, with the share of ČEZ a.s. and E.ON a.s. exceeding 85%, these groups will be likely to coordinate their activities and cooperate rather than compete against one another. 

Another specific feature of the Czech market is the large proportion of bilateral contracts. Most of electricity trades (more than 99.5% of electricity) take place under bilateral contracts. The term of such contracts generally varies; one-year contracts are usually executed between generators and traders. The remaining volume of electricity is traded on the spot markets (day-ahead and intraday market), which accounts for about 0.5% of the total electricity traded in the Czech Republic.

Despite the above developments accompanying the liberalisation process, which will have negative impacts mainly on the household sector and small businesses, it is appropriate to also present the Czech Republic’s maximum efforts to meet the objectives and carry out the tasks stemming from the binding documents of the European Community. Congestion management is one of the areas where progress has been achieved.

There currently exist no bottlenecks within the Czech grid – the grid is capable of transmitting the required volumes of electricity; in general, there is therefore no need to adopt any measures vis-à-vis the electricity market participants (with the exception of extraordinary situations in the grid, which are covered by the relevant legislation). 

As regards electricity exports/imports, and, as the case may be, transit, the tradable quantity is limited by the limited capacities of the lines on cross-border sites. The size of free cross-border capacities depends on the physical electricity flows themselves and also on the commercial load on a given border site. The method of free capacity allocation is based on ETSO’s methodology based on the principle of explicit auctions. The TSO offers all free cross-border line capacities (in the direction into and from the country) using non-discriminatory market mechanisms, i.e. annual, monthly and daily explicit auctions are organised for all sites. In the case of the Polish site, and a part of the German site (VE-T), coordinated explicit auctions are even organised in co-operation with the neighbouring TSOs. In accordance with Regulation 1228/2003 of the European Parliament and of the Council of 26 June 2003 on conditions for access to the network for cross-border exchanges in electricity, proceeds from these auctions are used for CBT compensation payments between TSOs, a part of them is used for accumulating a future investment fund, and another part is reflected in charges for the use of the transmission network at the national level. In 2005 successful preparations are under way for extending the joint coordinated auctions to include the remaining sites interconnecting with Germany (E.ON), Austria and Slovakia.

