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“Sistema Italia 2004”:
From the Editor New Electricity Market Design

. R Questions for Italy
In July 2003 the Ministry of Productive Activities

issued guidelines on the “Sistema Italia 2004”, the by Francesco Lo Passo and Marcella Fantini

design of the Italian power exchange due to open on

1 January 2004. This is the latest step in the long The Background

debate on the structure of the new Italian electricity

market that dates back to 2000, when the regulator Legislative Decree 79/99 enacted the EU Directive on
first issued a market design.! Since then, a long the internal electricity market and set out guidelines
and lively debate has involved politicians, market for design of the Italian electricity market. Initially the
operators, academics and the regulator in arguing guidelines required a pool where the bulk of electricity
whether any pool had to be compulsory and to what was to be traded; bilateral contracts were allowed but
extent it should allow bilateral contracts. The debate were subject to the regulator’s approval.

led to a partial revision of the original scheme that The market was initially scheduled to open on 1 January

2003 “at the latest”. The opening of the electricity market
was instead delayed many times along with the reorgani-
sation of the electricity sector in Italy, which is now under

turned a “gross pool” (centralised spot market)
into a “net pool” (NETA-like contract market with
balancing regime on the margin).

Below, we discuss the proposed market structure way.

and the current debate on its implementation. The structure of the electricity market proposed and

We conclude that Italy can learn from foreign approved in 2001 included (1) a day-ahead market (2) two
experience, but will have to develop unique further trading sessions for adjusting day-ahead trades
solutions based on economic principles. and (3) three markets for ancillary services (congestion,

management balancing and reserves). The Market Opera-
tor (GME) managed all these markets, but only managed
the ancillary service markets on behalf of the Transmis-
sion System Operator (GRTN), which determined who had
access to those markets.

Graham Shuttleworth, Director

The day-ahead market and the adjustment markets were
each to adopt a “system marginal price”, i.e. a common
market-clearing price for all trades. The price in the
ancillary services markets was to be use the “pay-as-bid”
rule.

! AEEG, Delibera 137/00, “Osservazioni e proposte dell’Autorita per I'energia elettrica e il gas al Governo per la disciplina del mercato elettrico di cui all’articolo 5 del

decreto legislativo 16 marzo 1999, n. 79”.
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At that time, a pool trading the bulk of
electricity would fit the market better
in its early stage as: (i) a economic
central dispatch would enhance com-
petition among generators, thus low-
ering the cost of supply; (ii) the system
marginal price rule would set prices in
a simple and transparent manner and
would facilitate detection of market
power abuses; and (iii) operation of
the energy market would be simple
and would offer market information
to all on an equal basis, thus facilitat-
ing market access for small operators.

However, the experience of the old
England and Wales Pool and the
“OMEL” in Spain, among others,
changed the views of the Italian Gov-
ernment and the Italian regulator.

Criticism of the Market Model
and the “Sistema Italia 2004”

The proposed market organisation
was criticised by several operators,
mainly large consumers. They felt
that being obliged to buy electricity on
the pool would not allow them to use
their bargaining power (as in bilat-
eral contracts) and that a pool would
allow the incumbent to use its market
power to set prices higher than oth-
erwise. They thus recommended the
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adoption of a market structure where
participants traded electricity through
bilateral contracts, as in the NETA
system with which the UK was replac-
ing the Pool.

The main argument for a NETA-style
market was the fall in prices observed
on the UK market when NETA
replaced the Pool. However, many
commentators failed to notice that
the fall in prices was due, to a large
extent, to the abolition of the Pool’s
availability payments, given to gen-
erators as an incentive to keep plant
available in times of system stress.
NETA has been in place since the end
of March 2001. Although it is too early
to estimate the long-run impact of
the new market structure on prices
and on capacity adequacy and system
security, forward contract prices have
now risen back to the level seen under
the Pool, greatly weakening this argu-
ment.

However, the criticism based on short-
term movements in UK power prices
induced the government to shift to a
market organisation that would allow
(or require) producers and custom-
ers to negotiate contracts. Bilateral
contracts are no longer to be subject
to the regulator’s approval, although

The following economists contributed to this issue of Energy Regulation Insights:

:: Francesco Lo Passo, Associate Director, Rome (+39 064 888 101)
. Marcella Fantini, Consultant, Rome (+39 064 888 101)
. Graham Shuttleworth, Director, London (+44.20.7659.8654)

NERA

Economic Consulting

some standard terms would apply.
Asymmetric pricing of imbalances will
remain, but the centralised wholesale
market is to be simpler (no second
adjustment session). The markets for
ancillary services (congestion manage-
ment, balancing and reserve) will be
combined into one Market for Des-
patching Services. The market will
make capacity payments to plants
providing reserve service.

At this stage, published details on the
new market structure are quite lim-
ited. The GME has just approved the
new version of the “Electricity Market
Rules” - technical regulations that will
govern transactions on the markets for
electricity and for green certificates.
The regulator has not yet (end-2003)
issued the technical and standard
terms that would be part of each bilat-
eral contract or the rules on pricing
imbalances. However, Italy may be
able to learn how to solve these prob-
lems from international experience.

Lessons for Italy?

A market like the one envisaged for
Italy (where a non-compulsory whole-
sale market and bilateral contracts
co-exist and where imbalances are

The views in this issue represent the views of the authors and not necessarily those of NERA.
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measured as differences from previ-
ously notified volumes) is rather com-
plex and its implementation raises
some concerns on fundamental issues
such as:

B Prices

B Market power

B Pricing of imbalances
|

Remuneration of capacity

Prices

European countries where non-com-
pulsory electricity markets co-exist
with bilateral contracts (like APX in
the Netherlands, EEX in Germany,
Powernext in France and the Nord
Pool) have seen low prices immedi-
ately after liberalisation.? However,

it is not possible to assess what the
long-term effect of these market
rules will be. In all cases, liberali-
sation takes place in conditions of
excess supply that will not persist.
Low prices eventually cause a reduc-
tion in generation capacity and rising
demand results in supply scarcity and
higher prices in the future. Forward

2

contract prices under NETA have
recently returned to “pre-NETA” levels,
which suggests that the change in
market rules did not permanently
lower prices.

Market Power

Replacing a centralised pool with sev-
eral exchanges and brokers reduces
liquidity and transparency in the
short-term. Liquidity is split at first
between several markets and price
reporting procedures take time to
develop credibility. In the meantime,
increased price volatility and reduced
price transparency make anticompeti-
tive behaviour by large players less
evident.

Market power is important in mar-
kets where a large incumbent has

a dominant position for historical
reasons. In a wholesale market using
a system marginal price rule, use of
market power is relatively simple to
detect by comparing generators’ offers
with their marginal or avoidable costs
(though it is harder to ascertain when
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such behaviour is an abuse). In a
“pay-as-bid” contract market, no such
simple standard applies. In an illig-
uid market, it is also harder to moni-
tor discriminatory practices.

Pricing of Imbalances

Imbalances arise whenever the actual
power flows differ from contractual
flows. Imbalances are real power
flows that must be priced and settled.
Every electricity market settles imbal-
ances through compulsory mecha-
nisms. All market participants must
join these mechanisms, which may be
attached to a centralised market (pool)
or run alongside bilateral contracts.

The Sistema Italia envisages a dual
price for imbalances, i.e. the price
paid for a deficit will be higher than
the price received for a surplus. As
under NETA, these imbalance prices
will depend on the sign of the system
imbalance as a whole, so that partici-
pants who offset the system imbal-
ance are not penalised (relative to

On the APX prices decreased of about 10% between 2001 and 2002. In Germany, where the market opened in 1999, competition among large generators lead to a

decrease in prices, especially for industrial customers. Prices raised again the following year to levels close to prices before liberalisation.

About NERA

NERA Economic Consulting is an international firm of economists who understand how markets work. Founded in 1961
as National Economic Research Associates, our more than 40 years of practical experience creating strategies, studies,
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market prices) for their surplus/deficit.

The dual prices for imbalances, how-
ever, cause inefficiency. Suppose the
price for a deficit imbalance is much
higher than the price for a surplus
imbalance. Many market participants
(especially renewable energy sources)
cannot predict exactly their sales to
customers or their generation output.
The dual imbalance prices do not
allow market participants to hedge the
“ex post” risk of imbalances through
hedging agreements. Instead, market
participants have an incentive to buy
more electricity than actually needed
(or to sell less than actually gener-
ated), to reduce the chance of running
an unforeseen deficit. This permanent
tendency to over-generation is inef-
ficient.

Ultimately, these considerations will
drive rule-makers back towards imbal-
ance prices set equal to a system mar-
ginal price or market-clearing price.

A dual price for imbalances has been
adopted by the NETA and in the
Netherlands. In the Netherlands, the
margin between the two prices has
been changed several times. In the
UK, the Balancing and Settlement
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Panel has recently been considering a
modification to the rule to replace the
dual price with a single price.

Remuneration of Capacity

Remuneration of generation capacity
is a hot issue in many countries, espe-
cially after black-outs struck several
countries during the summer (even if
the causes did not lie in shortage of
generation). Italy is no exception. The
Sistema Italia 2004 states that a capac-
ity payment will be paid to plants
providing reserve service. However,
efficiency will require that capacity
payments apply to all available capac-
ity.

If Governments adopt a rule (as
currently proposed in Ireland) that
they will offer capacity payments to
selected generators when they deem
projected investment to be inad-
equate, no-one will be prepared to
invest in independent power produc-
ers. Any time a shortage is likely,
government intervention will promote
investment and stop prices from rising
high enough to reward other capacity.
Governments will then have to offer

Subscribe to Our Newsletters
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financial support to more and more
plant, until eventually all plants are
covered by the scheme.

In the aftermath of the Enron fiasco,
international investors are reluctant
to invest in more generation capacity.
However, even in the past, there were
few examples of successful generation
investment programmes in competi-
tive markets with no capacity obliga-
tions or payments. The reason may
be that investors were reluctant to
rely on energy market prices, if they
feared governments would cap such
prices when they rose above a certain
level. Markets with capacity payment
schemes have a de facto cap in place
already, but at least such price caps
are stable and transparent.

In December 2003, the Government
passed a decree, which says that the
capacity payment scheme will be
implemented within six months. In
the meantime, a temporary regime
will remunerate almost all available
capacity? and may extend to interrupt-
ible customers. The Regulator must set
out the temporary capacity scheme
within thirty days.

The decree excludes (i) subsidized CIP 6 plants, (ii) non-dispatchable renewable plants and (iii) plants with bilateral contracts.

NERA produces two newsletters that report and analyze energy matters around the world. Energy Regulation Insights
summarizes NERA's views on the economics behind topical developments in energy sector regulation. Previous issues
have discussed regulators’ use of “benchmarking,” FERC’s Order 2000, problems in the California electricity sector,
and competition policy in the UK electricity market. The Global Energy Regulation Newsletter compiles brief summaries
of news stories about energy regulation around the world. The coverage includes network regulation, industry
restructuring, and the organization of electricity and gas markets. The “GERN” allows energy sector professionals to
easily keep in touch with looming problems, the latest developments in regulatory methods, and innovative solutions.
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So far, no details of the scheme are
available. The proposed reliance on
bilateral contracts makes it difficult
to adopt schemes like the “LOLP.VOLL’
addition to energy prices in the old
England and Wales Pool, and similar
schemes in the Argentine wholesale
power market. One alternative might
be the relatively simple scheme apply-
ing in Spain, in which all available
capacity shares in a sum raised from
consumers via a fixed levy on electric-
ity sales (built into final consumer
tariffs). The main risk with the Span-
ish system is that the capacity levy is
set too low to encourage investment
in capacity, so energy prices have to
rise more than the authorities find
“acceptable”.* Another alternative
would be to impose a decentralised
capacity obligation on each retailer,
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Trade and Industry at www.dti.gov.uk/.

Our Practice

defined in quantity terms, like those in
parts of the US. However, the incen-
tives offered by such a scheme depend
heavily on the size of the penalties

for being short, and there is always a
risk that the penalties are set too low.
Recently, some US Pools have been
considering a move back towards a
centralised scheme, in which the TSO
would be in charge of procuring capac-
ity.®

Conclusions

The opening of the Italian electricity
market would mark a step forward in
the liberalisation of the Italian electric-
ity market. Its implementation, how-
ever, raises several issues such as the
impact on prices, the extent to which

NERA

Economic Consulting

large operators might use their market
power to prevent newcomers from
entry, the pricing of imbalances and
the remuneration of capacity. There
are still many details missing from
the final picture. International experi-
ence may provide a useful guide on
some of them but the combination of
features selected by the Italian market
is unique. Making the market work
will require the application of sound
economic principles.

The Italian Government’s decree of December 2003 says penalties will be between EUR 25,000 and EUR 50,000 per MW per annum.

For a recent discussion of US-style capacity obligations, see [“Capacity Obligations”] by G. Shuttleworth, which is available on the website of the UK Department of
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