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1. INTRODUCTION

Electricity Market in Poland. Status on March 31, 2010, hereinafter also referred to as the
TOE Report, summar i ses key developments in Pol a
2009 and March 31, 2010 and offers our comments to the planned modifications of the
electricity market. As in the previous report published end of April 2009 [34], this TOE 2010
Report focuses on areas believed to be relevant for the Association of Energy Trading and
its supporting members (electricity traders) and ordinary members (private individuals).

Several regulatory documents were adopted in 2009 and early 2010 that TOE believes will
have a major impact on the electricity market, and particularly on energy trading in Poland.
We have identified four major regulatory documents adopted by both at the EU and national
level:
1 Directive 2009/72/EC of the European Parliament and of the Council of 13 July 2009
concerning common rules for the internal market in electricity and repealing Directive
2003/54/EC [1];

9 Directive 2009/28/EC of the European Parliament and of the Council of 23 April 2009
on the promotion of the use of energy from renewable sources and amending and
subsequently repealing Directives 2001/77/EC and 2003/30/EC [4];

9 The Act on Energy Law and Amendment of Certain Other Acts adopted by the Polish
Parliament on 8 January 2009 [11];

9 National Energy Policy of Poland 2030 and annexes adopted by the Polish Council
of Ministers on 10 November 2009 [29].

The TOE 2010 Report looks at possible implications of the four documents for the Polish
energy sector and energy trade in particular. It identifies threats and opportunities of the
implementation process and describes the necessary adjustments that would have to be
made to achieve the targets set out in the new regulations. Further, the Report follows up
on the issues addressed in the prior report of 2009 [34] and examines new measures and
initiatives, both internal and external, that have been on the agenda of the Government and
other stakeholders of the electricity market (including TOE) since 1 April 2009.

The TOE 2010 Report relies on the data and knowledge available on 31 March 2010.
As agreed in 2009, the Report is a regular publication and it will be published annually during
the first six months of the calendar year.
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2. KEY DEVELOPMENTS (P LANNED OR COMPLETED) ON THE POLISH
ELECTRICITY MARKET BETWEEN 1 APRIL, 2009 AND 31 MARCH, 2010.

The key developments and planned measures in the electricity market in Poland between
1 April, 2009 and 31 March, 2010 are summarised in the table below.

Similarly to the TOE 2009 Report [34], the summary mainly presents the developments
in the wholesale market, sale of electricity to end customers and interconnect. Whenever
any of the three areas were interlinked with other nodes of the entire electricity buying and
selling cycle such linkage was highlighted and implications for other segments of electricity
value chain (generation, distribution, trade) were examined.

The following part of this section (below the table) provides a short background and
evaluation of each of the measures presented.
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Table 1. Key Developments in Polish Electricity Market between 1/04/2009 and 31/03/2010

Impact on . . :
mpact on Market Area ’ . o Wholesale | Retail | Interconnection Page:
Date Market Generation | Distribution 1 Customers Further
Measure [1i 13]/Plans [P1-P5] Growth ViEGE D 2EET Discussion
Continued mandatory approval of G 1.04.2009
groups tariffs (electricity sales) by 8
URE - N N N - N +/- 9
31.03.2010
(decision
11.2008)
Continued redemption of certificates 1.04.2009
of origin (k_n_own as Red, Yellow and 8 +/ - + N N +/- N - 10
Green Certificates)
31.03.2010
Rules and procedures for access to 1.04.2009
cross-border capacity 5 - - N - N - - 13
31.03.2010
Amendments to balancing mechanism 1.01.09
(balancing market) 5 + + N + + N + 14
31.03.09
Completion of project to harmonise
General Distribution Agreements
7.12.2009 + + +
(GDA). Template GDA developed and + N N N 16
adopted by PTPIREE and TOE)

! Sale of electricity to consumers
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mpact on Market Area

Measure [1i 13])/Plans [P1-P5]

Date

Impact on
Market
Growth

Generation

Distribution

Wholesale
Trade

Retail
Trade?

Interconnection
Exchange

Customers

Page:
Further
Discussion

Directive 2009/28/EC of the European
Parliament and of the Council of 23
April 2009 on the promotion of the
use of energy from renewable
sources and amending and
subsequently repealing Directives
2001/77/EC and 2003/30/EC

23.04.2009

+ (OZE)

18

Directive 2009/72/EC of the European
Parliament and of the Council of 13
July 2009 concerning common rules
for the internal market in electricity
and repealing Directive 2003/54/EC

13.07.2009

21

Status of electricity market in the
context of Europeaq
Decision regarding the evaluation of
the Polish electricity market

23

Adoption of the National Energy
Policy 2030 incl. annexes by the
Polish Council of Ministers

10.11.2009

24

10

Amendment of Energy Law by virtue
of Act of 8 January 2010

8.01.2010

25

Amendment of Article 4j - new
contractual arrangements

+ -

+/-

27

Article49ai 6 el ectricity
obligation 6

+/-

+/-

+/-

29

Article 901 6 Pur pl e ( met |

obligationd

+/ -

+ (OZE)

30
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Impact on . . :
mpact on Market Area ’ . o Wholesale | Retail | Interconnection Page
Date Market Generation | Distribution a Customers Further

Measure [1i 13)/Plans [P1-P5] Growth e MiEfE SEIETYE Discussion
Development of Competition and 03.2010
Consumer Protection in the Polish

11 | Electricity Sector i report by the - - - - - N +/- 30
Office for Competition and Consumers
Protection
Issues related to implementation of 1.03.2009

12| Excise Duty Law B - N b b 33

13 | Implementation of MiFID Directive +/ - +/- N +/- +/- N N 34

p1 | Energy Efficiency Bill + N N N - N +/- 37
New legislation under preparation:

P2 | Energy Law and new electricity + + + + + + + 38
market architecture in Poland
Modified rules of electricity exchange

P3 | market in Poland: obligation to trade - - N - N N N 39
on electricity exchange

P4 Efforts to modify balancing + - N + N . N N 41
settlements
Efforts to develop a code of conduct

P5 | and template of comprehensive + N + N e N + 43
agreement

Legend:

N neutral

- negative impact
+ positive impact

+/- mixed impact depending on time horizon or consumer group

Continued measures covered by the TOE 2009 Report are marked in red.
Proposed/planned measures submitted before April 2010 are marked in blue.
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1. Continued Mandatory Approval of G Groups Tariffs (Electricity Sales) by
URE

URE President continued with the system of mandatory approval of electricity tariffs for

households in 2009. This obligation, which in fact implies that electricity prices are regulated,

contradicts the key goals of the electricity market and the liberalisation agenda. It has been
demonstrated that the price regulation practices are highly controversial i in 2009 electricity

prices were approved below the wholesale purchase price’. UREPr esi dent 6s pri ci n
relied on internal guidelines which were not supported by market realities. A trader that

risked applying for anything more than the guidelines suggest would be exposing itself to

a rejection of such a tariff.

Notably, UREPr esi dent 6 s practices appear to raise con
the Community Law, as demonstrated in the action taken by the European Commission [32]

regarding the inadequate transposition of Directive 2003/54/EC [8] and (EC) Regulation

1228/2003 [9].

By maintaining electricity prices for household consumers below cost such prices are
prevented from keeping up with fair market price indices. It will be increasingly more
challenging to liberalise prices for this segment considering the gap is growing wider each
year. Implications of any price increase to cover the cost (not to mention making up for the
losses in previous years) will have to be increasing higher. Consequently, full market
|l i beralisation may be del ay e dicicasncdi rtchiesd iree sgpminrsd
the dysfunctional market for electricity today. Only an ultimate electricity price liberalisation
will establish a true competition, market growth and its transparency. This is aptly illustrated
in the industrial and commercial segment where prices have not been regulated since mid-
2007. The number of customers in this segment that switched their supplier 18 months after
the liberalisation increased from 85 at the end of 2008 to 1,599 at the end of 2009, i.e. 18
times.

Conclusion
The continuation of the system of mandatory approval of Groups G tariffs:
1 Contradicts the key goal of market liberalisation;

1 Exposes Poland to sanctions for inadequately transposing EU legislation;

This is illustrated by the proportion of the purchase price for electricity from conventional sources recognised by the Regulator
to the the Regulator-approved tarrif for household consumers in 2009, i.e. 190.00 PLN/MWh with excise duty of 20 PLN/MWh
between January and February 2009 and 170.00 PLN/MWh between March and December 2009, to the average selling price
announced by the Regulator for electricity on the competitive market through the entire 2009 of 197.21 PLN/MWh.
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T Ensures eped®prpodilti on for companies Iwgi ch s

electricity to household consumers as opposed to companies that are subject to
regulated tariffs;

1 Lowers the competitiveness o f Polish companies, whi c
tariffs for household consumers;

1 May indirectly lead to higher prices of consumer goods and services;

1 Each year raises the level of price hikes that will ultimately have to be imposed on
individual consumers when the tariffs are lifted.

Hence, TOE is again urging the Regulator to fully liberalise electricity prices in Poland as soon
as possible by lifting the requirement for traders to seek approval for their tariffs for
household customers.

2. Continued Redemption of Certificates of Origin (known as Red, Yellow
and Green Certificates)

Within the framework of the EU environmental policy and the resulting obligations for member
states (including Poland) it is vital that countries should design adequate mechanisms to
support the development of energy from renewable sources and cogeneration (cogeneration
of electricity and heat). In order to support both policy objectives Poland has implemented
a mechanism of certificates of origin which are subject to acquisition, trade and redemption:
Green Certificates for renewable energy sources and Red and Yellow Certificates for
cogeneration sources. TOE has always accepted [34] the concept of such certificates but it
believes there are some concerns regarding its implementation.

The following amendments were made to the Energy Law [11] early in 2010 to enhance the
support for renewable energy and cogeneration sources:

1 Certificates of origin can be obtained for both renewable energy and high-
efficiency cogeneration for the same unit of energy generated in a renewable
cogeneration source;

1 The renewable energy source target may be fulfilled by end users who buy
electricity on the energy exchange and use commodity brokers;

1 New obligation regarding cogeneration sources: it is mandatory to purchase
certificates of origin or to pay a substitution fee by a cogeneration unit which is

hav

methane-f i red (known as t he thié wilkdnterantoeforoe bl i gat i

9 August, 2010;
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1 New certificates of origin for agricultural biogas (to confirm that biogas has been
generated and fed into the gas distribution network); these certificates are part
of the renewables regime and will become mandatory on 1 January, 2011.

TOE believes the practical implementation of the support mechanism has major flaws. Key
flaws are set out below:

1 The amendment of the Energy Law [11]r egar di ng t he Omet hane obl
force in the course of a calendar year;

1 Apart from the commercial risk for electricity sellers, the new obligations generate
additional cost for the end user. Under the existing legislation the cost of renewables
and cogeneration support is approximately 36 PLN/MWh (net of VAT) and it likely to
grow by another 1 PLN/MWh (net of VAT) from 9 August, 2010. Bearing in mind the
potenti al gr owt h loif g atirhithe rcdnming) tydas rared the lurther
parallel existence of rules for Green, Red and Yellow Certificates the end users are
likely to be affected by an ever higher burden each year.

T The support system for renewabl esanthfmirlygy i s
ineffective in terms of the desired outcome. This is manifested by gradual increase in
the revenue of the National Fund for Environmental Protection and Water Management
from substitute charges. According to NFEP&WM data the revenue from substitute
charges amounted to approximately PLN 800 million in 2009 (about PLN 370 million in
2008) and the amount planned for 2010 is around PLN 1 billion. This implies that:

- The set obligation quota are much higher than the actual capacity to produce
energy from renewable sources;

- The existing system of support for renewable energy sources support, or to be
more precise, the way it is implemented fails to foster the sufficient growth
of new renewable energy sources.

We are of the opinion that it is essential that ever higher amounts paid by utilities each
year to the NFEP&WM should be spent on new and upgrade of existing renewable
energy sources, as well as the upgrade of transmission and distribution lines that linked
up these sources. Only then will the 15% target for renewables in total consumption
be met in 2020.

1 The renewable energy sources support system puts existing capacity at an advantage
and fails to encourage new capacities.

Furthermore, clear rules of support for renewables exist only until 2017, which implies
a high risk for energy companies in the long term. We believe a more detailed regime
should be defined for the period after 2018. The short lifespan of the support
mechanism is a major obstacle for planning any future investment in renewable energy
sources for which no basic financial parameters can be defined. Consequently, funding
opportunities are largely limited.
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1 The price of the certificates of origin is determined by the unit substitution charge.
The charge was set at 240.00 PLN/MWh several years ago and inflation indexed
annually. In 2010, the substitution charge is 267.95 PLN/MWh. It should be
emphasised that there is a disconnect between this rate and the market realities i.e.
the price of conventional energy, which is the other source of revenue for renewable
energy sources. We believe the support system ought to be based on market prices
of energy and be aligned to the current and projected performance of the wholesale
market.

9 With the current and expected price of energy on the wholesale market in the medium
term the existing support mechanism for high-efficiency cogeneration is redundant in
our view. Its sole effect is an increased financial encumbrance on the end users. The
use of the certificates of origin to support cogeneration is an illusion given the new
rules for calculating the price of heat generated by cogeneration sources.

It is desirable to effectively and adequately channel the additional revenue (from certificates)
to ensure the operation of existing sources and to encourage new renewable and
cogeneration capacity. The experience so far appears to suggest a fairly moderate (in the
opinion of TOE insufficient) achievement of the goal. The capital accumulated by NFEP&WM
and other investors has not been employed to build any new capacity.

Conclusion

The market-driven system of support for renewable energy sources in Poland should help
promote renewable energy and cogeneration sources. It has failed to achieve to achieve this
goal. Therefore, a cost-efficiency analysis should be performed of these mechanisms,
especially of the substitution charges. The charges which are subject to discretionary
assessment by the President of URE strongly deviate from market realities. Substitution
charges for renewable energy sources are decoupled from changes to the other revenue
stream, i.e. sales of electricity. The system favours owners of existing sources and fails to
promote the construction of new ones. In addition, the accumulated funds have not been
adequately fuelling new investment.

3. Rules and Procedures for Accessto Cross-Border Capacity

A single energy market is one the policy goals of the European Union. The interconnection
exchange and the development of interconnect capabilities have been addressed in a number
of directives, including the security of supply directive [5], as one of the key factors affecting
the development of the European energy market.

We appreciate the positive role played by the Transmission System Operator in the
coordinated cross-border auction system which covers the area of 5 transmission system
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operators in Central Europe. The auction rules are in line with standards established in more
mature markets and are satisfactory for market participants. The establishment of the Central
Allocation Office (CAO) was a very important step towards co-ordinating operators. While the
co-ordination effort has been largely successful the flow-based approach to cross-border
capacity allocation adopted by CAO breeds some concern. The adoption of the method was
postponed a number of times. The reasons were gaps in methodology, some confusion and
recommendations from market participants regarding technical specifications and
controversies over the effectiveness of the methodology. The scheduled adoption of the flow-
based auctions may improve interconnect exchange in the region but there is not enough
experience from other markets to make reliable projections of future performance.

We are still critical of the cross-border capacity allocation process. Ever since the market
could observe the cross-border e x change (since Polanddés accessio
TSO has approached interconnect as second priority to the national market. Such factors as:

T No availability of transmission capacity in annual auctions over the past 3 years;

1 Adoption of limitations on the offered and even allocated capacity in the case
of6turbul enced in;the internal mar ket

1 No reliable system of projections of transmission capacity allocations;

T Only symbolic levels of capacity offered for electricity imports to Poland, which at
current prices (often higher than in the neighbouring countries) significantly reduce the
commercial potential and prevents prices in Poland from falling (especially in off-peak
hours);

have had a major effect on the level and transparency of cross-border exchange.

While the Central and Eastern European markets continue to integrate the level of cross-
border exchange is likely to intensify. In February 2010, a memorandum of understanding
was signed between TGE, the Czech exchange (PXE) and the Austrian exchange (EXAA) based
on market coupling.

Conclusion

The period covered by the TOE 2010 Report , as indeed the previous one, was not marked by
any major developments in the interconnect market. The technical and formal mechanism
worked effectively. However, there were still some problems with identifying available
capacity in auctions (TOE believes the level of available capacity was too low) in 2009.
Moreover, the pipeline of investment in cross-border interconnection capacity was definitely
too slow.
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4. Amendments to the B alancing Mechanism ( Balancing Market)

Modification of the Pricing Mechanism in the Balancing Market

More than one year following the adoption of rules in TGOMI [27] which significantly changed
the clearing process in the Balancing Market it has become clear that this was a positive step
towards the development of the Polish electricity market. The clearing price of the DSP
deviation within an hour is equal to the highest offered price for electricity generation in the
flexibly balanced CDCP plan,wh i ch 6 c | o s e s écapacityewithindhatehoud Irf other
words, it is a marginal price of electricity generation in the flexible balanced CDCP plan. This
pricing mechanism is in our view a fair market reflection of the demand-supply relationship.

This pricing mechanism in the balancing market is advantageous for trading companies as it
reduces the cost carried by traders in the balancing market in case there are errors in demand
projections. The amount of energy in the balancing market relative to the total demand for
energy/capacity from NES was approximately 2.6% in 2009. The share of the amount
of energy in the balancing market in the total demand for energy from NES is small and it
results only exclusively from inaccurate projections developed by traders for their customers.
|t i s certainly not a premeditated behavi
themselves in the balancing market.

Moreover, since 1 January 2010 projection-based DSO scheduled units (imbalances, including
distribution network losses) have been singled out from scheduled units of trading companies
(ex-officio sellers). This mechanism of energy allocation in a given DSO means that the
adoption of DB>0 in the balancing market will automatically generate additional costs for
these trading companies (also see P4).

Conclusion

The amendments in the balancing mechanism and the clearing of the balancing energy are
positive. The clearing price of a DSP deviation within a certain hour is equal to the highest
offered price for electricity generation in the flexibly balanced CDCP plan. This mechanism
of determining the clearing price of a DSP deviation as equal to the highest offered price for
electricity generation in the flexibly balanced CDCP plan is in our view a fair market pricing
mechanism. We welcome DB being 0 since 1 January 2009 (this makes prices of DSSP equal
to the prices of CROx in a given hour in the balancing market). We suggest DB=0 should be
maintained in the future.

Intraday Market

our

We welcome PSE-Oper at or 6s efforts to broadeannttradangl i ng

day, i.e. the launch of the Intraday Market on 1 December 2009. This allows adjustment
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of contract positions on the electricity delivery day. However, it can be seen that the benefits
of the long awaited Intraday Market have not been fully utilised. Only a few transactions have
been completed between trading companies outside consolidated groups and only marginally
more within consolidated groups, on small volumes (mostly 1 MW). The transactions were
more of a test of the new market than genuine trading position corrections. Initial analyses
seem to suggest that one possible reason behind this behaviour is a strong correlation
between the DSP price and fixing prices on the DAM (on TGE and commercial trading
platforms), which practically eradicates any interest of market players in additional
opportunities to close positions on the Intraday Market where there is a minimum risk of being
6penalisedd by the balancing mar ket 1iflustratestame | ac |
example for: poDeek in correlation with the balancing market (correlation 0.822931).

PLN/MWh poDeeK and RB 01.01.2009-31.03.2010

275,00

250,00 B

! |

225,00
B ‘H“
Ai

175,00 ,.l |

—— poDeek
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i awerags

——R5 daily
] lr avegars

HHI |

150,00 - |

125,00

100,00
2008-01-01 2008-03-03 2008-05-03 2008-07-03 2008-09-02 2008-11-02 2010-01-02 20100304  Date

Figure 1. Example of Price Correlation between poDeek and BM (correlation 0.822931)
1.01.2009 i 31.03.2010

Conclusion

While the Intraday Market has had a short history which justifies only initial evaluation we
recommend a continuous monitoring of the price correlations and additional reviews after 6 or
12 months to assess the market impact of the DSP pricing mechanism.
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5. Completion of General Distribution Agreements (GDA) Harmonisation
Project . Template GDA Developed and Adopted by PTPIR EE and TOE)

PTPIREE and TOE completed a joint project in Q3 2009 to develop a template for a general
distribution agreement. The Executive Council of TOE adopted the template agreement by
virtue of a resol uti on a eesommende® dasie Woe rcontractudl 9 as
arrangements between the sellers of electricity and distribution system operatorso . Fol |l owi
the adoption of the template by PTPIREE in early December 2009 both industry associations

(PTPIREE and TOE) wrote a joint letter to the President of URE to communicate the
completion of the drafting project. Subsequently, URE President made a relevant
communication on the URE website and published the template general distribution
agreement as designed by both associations. Both industry associations also published the

template on their websites.

General Distribution Agreements (GDA) are (beside the Energy Law, its secondary legislation

and DGOMI) the framework for the interaction between distribution system operators (DSO)

and trading companies being the sellers of electricity to consumers. They define the

parameters of the s e | | behaviodr on the DSO territory and their collaboration with the

operator. Operators conclude contracts for distribution services with sellers and make detailed

provisions f or rul es of access to the network and
essential for parties to sign a GDA in order to allow buyers to switch sellers. [19],[34]

Unfortunately, despite the adoption and recommendation of the template GDA (as
demonstrated in the communication by URE President in May [19], and intense
communication by TOE members) electricity trading companies which intend to sell electricity
in DSO territories and are willing to sign GDAs based on the agreed template find it hard
pursue. Some DSOs are strongly reluctant or event refuse to sign agreements based on the
template. In his communication [19], URE President urged electricity operators and sellers to
apply the template GDA and indicated that according to a survey and monitoring results:

1 The total number of concluded GDAs increased by one third (33%) against;

1 As at the end of 2009, the largest number of concluded GDAs (35 each) was in the
hands of three operators: ENERGA Operator Sp. z 0.0., Vattenfall Distribution Poland
S.A. and ENION S.A;;

1 Nine DSOs received a total of 14 enquiries from sellers about signing a GDA according
to the template;

1 Only one operator, Ener goser wi s KI e signedza general glistribtiono . o .
agreement according to the template GDA which all other refused to sign arguing that:

- the template has not been approved by company management;

- an additional assessment of the template is required to make sure it is applicable
Gn the I i g ht of the functionality of the DSC
switching and transfer of metering datab
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- (one of the operators) the template is a guideline for good practice to be used in
individual discussions and negotiations with sellers;

1 In the same period (December i February), operators signed 50 new GDAs according
to old rules (not according to the template).

A survey conducted among TOE members in mid-April 2010 has unfortunately revealed
practical issues with implementing the template GDA.

Conclusion

Failure to implement the template GDA suggests to TOE that no further steps towards
electricity market liberalisation in Poland can be seriously considered or even thought possible.
This applies to issues such as the design of a template for comprehensive GDAs, the design of
a template GDA for parties responsible for commercial balancing (POzBH), the related
amendment of DGOMI to bring the Instruction to comply with the actual general agreement.

No implementation of the template GDA between DSOs and sellers may negatively affect the
development of the TPA principle and future plans to develop standard formal documents.

The use of a uniform GDA template by DSOs is in line with the objectives of the amendment
of the Energy Law completed in January [11], the regulatory policy of the President of URE
[29], and the EU legislation (including [1], [8]) that requires DSOs to ensure a level playing
field for all sellers. The template GDA should be one of the tools used by URE President to
resolve any disputes between trading companies and DSOs in the areas of distribution
agreements.

6. Directive 2009/28/EC of the European Parliament and of the Council of
23 April 2009 on the promotion of the use of energy from renewable
sources and amending and subsequently repealing Directives
2001/77/E C and 2003/30/EC

A new Directive 2009/28/EC of the European Parliament and of the Council of 23 April 2009
on the promotion of the use of energy from renewable sources and amending and
subsequently repealing Directives 2001/77/EC and 2003/30/EC entered into force on 25 June
2009. The Directive requires national legislation to come to compliance with its provisions by
5 December 2010.

Key policy objectives of the Directive are:

1) Member States are required to legislate, encourage and support investment and
development in the market of renewable energy sources. The Directive also requires
streamlining and simplifying administrative procedures for projects that invest in
renewable energy sources;
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2) A target of 20% share of energy from renewable sources in the total gross energy
consumption in the EU in 2020. This target is translated into individual national
objectives. In the case of Poland, the target is 15%;

3) A 6target easier to reachd is established be
energy efficiency and conservation principles.

The Ministry of Economy is currently working on amendments to Polish law to incorporate the
said Directive. Among other projects, a bill on renewable energy sources is being developed.

Notably, in accordance with the provision of Article 4 Section 3 of the said Directive, Poland
submitted to the European Commission in January 2010 a forecast of the excess of energy
from renewable sources relative to a tentative rate, which could be transferred to other
member states, according to Articles 611 of the Directive. The forecast is quoted below.
According to the forecast teahomistsat eudin the forechse Co mm
are based on currently available data and may be subject to changes or updates,
if appropriate, in the framework of the reports under Directive 2009/28/EC and the its
accuracy is estimated at N .Bp er c e nt a glde forexdstradoptéd by the Committee for
European Affairs on 29 January 2010 and submitted to the Commission precedes the
submission to the Commission of the National Action Plan for energy from renewable source in
mid-2010.
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Table 2. Projected Share of Energy from Renewable Sources in the Final Energy Consumption
in 2010 7 2020 and the Surplus Energy Generation from Renewable Sources

Target 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Estimated
final energy
consumption
[ktoe]

61,300 | 61,800 | 62,400 | 62,900 | 63,400 | 64,000 | 65,000 | 66,100 | 67,100 | 68,200 69,200

Estimated
final
consumption
of energy
from
renewable
sources
[ktoe]

5,595 5,933 6,332 6,706 7,080 7,501 8,123 8,723 9,362 10,024 10,713

Estimated
share of
energy from 9.13 9.60 10.15 10.66 11.17 11.72 12.50 13.20 13.95 14.70 15.48
renewables
[%0]

Min. share
of renewable
energy
required by
the Directive
[%0]

T 8.76 8.76 9.54 9.54 10.71 10.71 12.27 12.27 T 15

Estimated

T 0.84 1.39 1.12 1.63 1.01 1.79 0.93 1.68 T 0.48
surplus

Conclusion

Even though there is still time for Poland to integrate the EU Directive into national legislation
before December it is clear today that the obligations assumed by Poland (in the area
of renewable energy sources) will largely be shifted on the energy sector. This will result in
higher expectations regarding the share of renewable in total sales of electricity to consumers.
The wider implications of the said Directive for Poland can only be assessed after the
development of draft legislation on renewable energy sources. TOE believes legislators must
speed up the process to ensure compliance with the Directive by the year end.
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7. Directive 2009/72/EC of the European Parliament and of the Council of
13 July 2009 concerning common rules for the internal market in
electricity and  repealing Directive 2003/54/EC

The European Union has pursued the goal of liberalising national electricity and gas markets
for a number of years now and it is seeking to develop a common European market. In this
framework, the EU has adopted three packages of directives designed to reform national
electricity and gas markets and bring Europe closer to the above objectives. Figure 2 provides

a summary.

1996
@

2003
@

2009

Directive 96/92/EC

A Accounting unbundling

A Access to market in the form of
negotiated TPA or Single Buyer

A Right to select a supplier for
customers consuming > 40 GWh
per year within the whole UE

A Obligation to appoint transmission
network operators (TSO)

A Only high level requirements re a
regulatory agency; in fact, just an
expression of a need to establish
regulators in Member States

Directive 2003/54/EC

A Legal unbundling i requirement for
a DSO to be singled out of an
integrated enterprise

A Assurance of independence to
TSO and DSO

A Access to market in the form of
regulated TPA

A Right to select supplier for non-
household customers since
1.07.2004 and for all customers
since 1.07.2007

A Introduction of the Supplier of Last
Resort concept

A Obligation to appoint one or more
regulatory agencies and to provide
a specific mandate

@ >

Directive 2009/72/EC

A Obligation to ensure independence of
regulators and extension of
capacities, incl. obligations to build a
community energy market

A Stricter unbundling criteria

A TSO'i ownership separation or ISO
or ITO (independent TSO with
extremely restrictive independence
criteria)

A Obligation to deliver a universal
service

A Focus on consumer rights

A Duration of supplier switching
procedure i max. 3 weeks

Ab6Smart 6 e lteeséot80% c i
customers by 2020

A Establishment of ENTSO (European
Network of Transmission System
Operators)

A Establishment of ACER (Agency for
the Cooperation of Energy
Regulators)

Figure 2. Summary of directives regarding the energy market.

In September 2007, the European Commission presented a draft of the Third Liberalisation
Package. It proposed a number of supplementary measures to the existing legislation on
internal market, e.g. on unbundling generation and transmission; strengthening the role
ofenergy mar ket regulators; 6éenhancing6 the
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position of consumers of energy. The proposed legislation was finally agreed in March 2009
and officially published in July 2009. Some of the adopted laws and regulations included:

(i) Directive 2009/72/EC of 13 July 2009 on common rules of internal electricity market [1];
(i) Regulation establishing an Agency for the Cooperation of Energy Regulators [2];

(iif) Regulation on conditions for access to the network for cross-border exchanges in
electricity;

(iv) The package also contained regulations on the gas market.

A prompt and full implementation of Directive 2009/72/EC is expected to be a major step
towards market liberalisation and integration. The third liberalisation package will also be an
important challenge for Poland. Member States are expected to implement Directive
2009/72/EC by 3 March 2011, except for Art. 11 regarding third country certification which is
to be implemented by 3 March 2013. One should therefore expect national legislation
proposals to come through fairly soon.

The implementation of the third liberalisation package will affect the Polish energy sector and
consumers of electricity. The reform is designed to remove internal borders in the European
Union to ensure free flow of electricity between the countries in the Community, as is the case
for goods, services and capital. Energy companies are like to compete more aggressively for
efficiency and customers. Customers will obtain new instruments to protect their rights and
will become fully-fledged market participants. The new legislation is also focused on
protecting the lowest-income consumers of energy. Member States are obliged to safeguard
a high level of consumer protection by ensuring transparent contract terms, dispute resolution
and easy access to information on energy supply issues, mainly by establishing
a comprehensive helpdesk network.

The role and importance of the Regulator is going to change significantly. The Regulator
should be independent in its decisions. A term of office system will be introduced and the
Regulator will receive new responsibilities. It will be co-responsible for removing barriers to
community market development. The transmission system operator will tighten its interaction
with its counterparts in other member states which is likely to facilitate the expansion
of transmission networks.

The need for an independent protection mechanism, an ombudsman for energy consumers or
a consumer protection agency will result in more intense legal efforts to ensure genuine
protection for consumers of electricity in Poland.

Poland must prepare itself for the package implementation and this presents an excellent
opportunity for an in-depth discussion on the Polish Energy Law, which has been subject to
dozens of amendments to date. TOE believes it is definitely high time that a brand new
energy law was drafted in compliance with the EU legislation and in line with the competition
agenda.
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Conclusion

The implementation of the third liberalisation package necessitates the modification of the
Polish national legislation regarding the electricity market. Given the status and scale of the
proposed change and short deadlines, TOE is of the opinion that preparatory work should
start as soon as possible in Poland to ensure timely implementation of the provisions of the
third liberalisation package.

8. Status of the Electricity Mar ket i n the context of Europe
Evaluation of the Polish Electricity Market

The European legislation ([1], [10], [8],[36].,) sets minimum competition requirements for
member states. In electricity sales they include:

1 Freedom to switch suppliers subject to reasonable, low cost and simple procedure;
Unbundling of network operation and generation/supply/sales;
No clear market dominance and natural monopolies;

1
1
9 Transparent rules for purchase and sale of electricity;

1 No abuse of market position by companies which have a dominant position in a given
market.

The Polish National Energy Policy 2030 [29] approved by the Council of Ministers on
10 November 2009 sets priority goals of developing competitive fuel and energy markets.
Despite a number of recent developments that bring Poland closer to this goal the Policy
states [29] that the Polish electricity market is Got fully f unc t.i onal 0

The European Commission Decision of 11 September 2008 (see [34]) stipulates that a market
can be defined as competitive if there is an implied unlimited access to that market in
a situation, where the member state at hand has implemented and is applying the provisions
of Directive 2003/54/EC [8]. The new Directive 2009/72/EC of 13 July 2009 repealing Directive
2003/54/EC (see the previous section of 7OE 2010 Report) has not yet been implemented in
the Polish legislation in respect of these changes. Hence the doubt regarding the
interpretation referred to in the Decision.

Moreover, there were a number of new developments in the Polish energy market in 2009.
For example, the modifications of the balancing mechanisms and the launch of the Intraday
Market (see the earlier subsections) may strongly affect the evaluation of the Polish electricity
trade market in the context of the Commission Decision. Notably, the number of customers
who switched their suppliers has changed since the Decision was issued. According to URE
statistics included the following figures (tariff groups A, B, and C):

9 End of 2008: 85 customers;
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1 End of 2009: 1,599 customers.

The European Commission made its evaluation based on 2006 data, where the number
of supplier-switching customers was only 61 according to the same source.

The latest amendment of the Energy Law [11] introduces a number of modifications that
legislators hope will improve the transparency of the electricity market in Poland and make the
Commission change its opinionon t he st atus of Polandds el ectrici

Conclusion

Considering the factors underlying the Co mmi s svalaatic of the Polish electricity market

in the framework of the Commi s s ianditbesdevBlgpmentsi on o f
in this market in 2009 it appears pertinent t hat Pol ai
evaluation of the electricity market in the near future. Future decisions of the Regulator will

be have a major bearing in this context. The pursuit of a full competitiveness and most

importantly a decision to fully liberalise the electricity market will be of the essence. Another

top priority will be to step up promotion and communication campaigns to household

consumers regarding supplier switching opportunities.

9. Adoptio n by the Polish Council of Ministers of the National Energy Policy
2030 incl uding A nnexes

On 10 November 2009, the Council of Ministers adopted the Polish National Energy Policy
2030 (hereinafter call ed t he &P ostrategyytd address thetkeys et s ¢
challenges to Pol anddés e ntrmgapd by 2808 dtralsobpoovides i n t h
a background description of the external and internal environment (including regulatory) in
which electricity trading companies will operate in the coming years. The Policy with its

4 appendices presents the proposed plan of action for the Government and the Regulator.
Some of the key goals addressed by the Policy include:

1 Improve energy efficiency;

1 Improve security of supply;

9 Diversify generation of electricity by launching a nuclear energy program;

9 Increase the use of renewable energy sources, including bio-fuels;

9 Develop a competitive energy market;

1

Reduce environmental impact of the energy sector.
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Detailed tasks set out in the Policy to be implemented by 2012 are described in Appendix 3
Action Program 2009-2019. Priority short-term actions to support the development
of the Polish electricity market (wholesale and retail) are listed below:

1 Facilitate supplier switching by such measures as developing good selling and
contracting practices, standard contracts, mainstreaming electronic metering, or
implementing a rule that the operator owns meters for all customers;

1 Implement a new model of electricity market based on such instruments as locational
marginal pricing, intraday market, markets for capacity reserves, transmission rights
and generation capacity, implementing a system service management mechanism and
a Reliability Must Run (RMR);

1 Maintain mechanisms to support producers of electricity from renewable sources by
continuing with the system of certificates of origin and evaluating the cost-efficiency of
this support mechanism including the substitution charge; ensure stability of the
mechanism;

1 Create an environment for electricity reference pricing in the market;

1 Modify regulation of the heat market by introducing reference pricing for heat and
stimulating heat supply costs; this mechanism is likely to affect electricity pricing
(modified electricity pricing rules for co-generation);

9 Protect the most vulnerable electricity consumers against electricity price hikes;

i Optimise the environment for energy-intensive customers to prevent loss
of competitive edge in international markets by such measures as reducing the excise
duty on electricity and reducing other factors linking to the purchase of electricity.

Conclusion

The new Polish National Energy Policy 2030 is a comprehensive document which according to
TOE offers a holistic view of the linkage of all policy measures in Poland energy sector.
The Action Program for 2009-2012 identifies priorities such as the stabilisation of legislation.
It identifies individual tasks and assigns roles and responsibilities. One should not expect any
major change in the structure of the market as the Government plans to retain controlling
stakes in two largest energy groups in Poland. However, there are harbingers of change on
the electricity market: DSO has announced it will develop a new architecture of the electricity
market; the government is planning to make a decision in 2010 to implement this new market
model and ensure smooth transition. The quality and timing of the implementation will be
a key success factor of the Policy.
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10. Amendment of Energy Law by virtue of the Act of 8 January 2010

Most of the provisions of the Act of 8 January 2010 amending the Energy Law and certain
other acts entered into force on 11 March 2010. There still pending provisions: regarding the
mandatory public sales of electricity by generators and a process of applying for the
redemption of certificates of origin (they will enter into force 6 months after the publication
of the act, i.e. on 8 August 2010) and the provisions which enable a support system for biogas
(they will enter into force on 1 January 2011).

The amending legislation is implementing Directive 2005/89/EC of the European Parliament

and of the Council of 18 January 2006 concerning measures to safeguard security of electricity

supply and infrastructure investment (Official Official Journal of the European Union L 33

of 4.02.2006, p. 22). Moreover, it contains amendments to enable the implementation

of Regulation (EC) No. 1228/2003/EC 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

(Official Journal of the European Union L 176 of 15.07.2003, p. 1, as later amended)
introduced by way of the Commi s s(Offical@arndDaf the si on
European Union L 312 of 11.11.2006).

The following policy goals appear to be the most critical for the electricity market:

1) Streamline the process of switching suppliers of gaseous fuels or electricity by establishing
uniform rules for supplier switching and mandating suppliers to publish their selling prices
and conditions on their websites;

2) The obligation to trade on the commodity exchange to prevent situations where
generators sell electricity to a trader within one market group at a much lower price than
that applicable outside such a group. This leads to squeezed ge ner at or &8s revenu
in turn affect the compensation payments against orphan costs, according to the Act of 29
June 2007 on principles of coverage of cost incurred by generators in connection with
early termination of long term contracts for the sale of electric capacity and energy. Such
generators which are vertically integrated will now be required to sell a certain proportion
of the generated electricity through a limited tender or on commodity exchanges.

3) Methane support system. Methane released from mines and gas extracted from biomass
processing and utilised locally have not been covered by any support system. The new
provisions in the legislation will allow these gaseous fuels to be covered by a system
of support in the framework of high-efficiency co-generation promotion. The law provides
a legal basis for interconnecting biogas facilities to existing or locally constructed low-
pressure gas transfer systems. This will help deliver this medium to customers in rural
areas, especially to locations where natural gas cannot be delivered. The proposed system
of support consists in using negotiable certificates of origin for agricultural biogas
generated in biogas facilities.
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Amendment of Article 4j - New Contractual Arrangements

The existing provision of Article 4j is now moved to Section 1. Article 4j, Section 1 i provides
for a principle whereby the customer of gaseous fuels or energy shall have the right to
purchase the fuels or energy from a selected trader. Further provisions (Section 2 T 5)
provide a process that supports this freedom:

1) Section 2 covers the DSO which is often forced to take the role of an arbitrator between
competing trading companies; it obligates the DSO to apply the rules of the system
regulation which is a universally binding regulation rather than the provisions of the
DGOMI which could differ depending on which DSO developed it;

2) Section 3 introduces a principle whereby customers can terminate contracts without
bearing any expenses or damages other that those stipulated in the contract, which rules
out civil action against the customer to recover damages for terminating a contract (this
principle does not apply to termed contracts concluded prior to the entry into force of the
amendment);

3) Section 4 defines the term of termination for household customers: it is the last day of the
month following the month in which this custom
company unless the customer defines a later date of such termination (this provision does
not apply to term contracts concluded prior to the entry into force of the amendment);

4) Section 5 requires that the seller of energy which sells to customers connected to
a distribution network should post its energy prices and condition on its website and
display this information on its premises. The existing legislation requires that this
information be presented to the companyds own
on communicating such information to an indefinite audience. Clearly, there is still room
for individual negotiations of the price and other conditions which deviate from the
generally published prices.

Conclusion

The new legislation may give rise to controversy. First, it undermines the stability of term
contracts which by definition should last for the duration defined in its provisions, especially
when parties willingly have not provided for termination option. By allowing customers to
terminate contracts which have been construed as non-terminable (for a certain period
of time) the law puts the customer at a privileged position over the seller. One common
argumentation in favour of a lawful assignment of a privileged position to one of the parties to
a contract is the economic advantage of one of the parties (the seller, business partner or
consumer). With regard to customers for electricity (without narrowing the group to
households) such argumentation seems to be inaccurate i customers often enjoy a much
higher economic potential than the trading company. We fail to appreciate any reasons for
granting the customer with such privileges. The exit option available to the customer for
which a certain amount of energy has been purposefully contracted or in cases the customer
received benefits in exchange for its loyalty (understood as giving the company business for
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a defined period of time) is not advantageous for the sector. The measures to mitigate the

risk for t he s el deterrestd bgondtrtaad huiang pé& nahbre i

controversial and ambivalent.

With regard to household customers, we are equally critical of the option to terminate term
contracts (reasons as above). In contrast, we welcome standard notice of termination for
term contracts in this customer group. It will ensure a greater transparency of supplier
switching procedures and will assist the market development.

Similarly, we support the obligation to publish prices and conditions. While it serves to
promote market transparency there are still some interpretation issues concerning the place,
form and content of such publications. We do not think it plausible to meet this requirement
in detailed in the case of larger customers (tariff group A) nor is it reasonable to do in
a competitive electricity market.

Article49ai 6 el ectricity exchange obligationé

Article 49 a in Section 1 stipulates that an energy company which is in the business
of generating energy is required to sell at least 15 per cent of its annual output in commodity
exchanges, as defined by the Act on Commodity Exchanges of 26 October 2000 or in
a regulated market, as defined in the Act on Trade in Financial Instruments of 29 July, 2005.
Moreover, according to Section 2, an energy company that is the business of generating
energy which is entitled to receive funds to cover orphan costs, as per the Act on Principles
of Covering Costs Generated By Producers in Connection with Early Termination of Long-Term
Agreements for the Sale of Electric Capacity and Energy (Journal of Laws No. 130, Section
905, of 2008, No. 58, Section 357 and of 2009, No. 98, Section 817) is required to sell the
generated electricity which is not subject to the requirement spelled out in Section 1 in
a fashion that ensures equal public access to this electricity, by means of an open tender, on
an online trading platform in a regulated market, as defined by the Act on Trade in Financial
Instruments of 29 July 2005 or in commodity exchanges, as defined by the Act on Commodity
Exchanges of 26 October 2000.

The proposed legislation has been designed to eliminate the practice of selling electricity by
a generator to a trading company within one group at a price which strongly deviates from the
prices applied outside the group (market price), thus deflating the revenues of that generator
which in turn are applied in the calculation of the adjustments of compensation payments in
respect of orphan costs under the provision of the Act on Principles of Covering Costs
Generated By Producers in Connection with Early Termination of Long-Term Agreements for
the Sale of Electric Capacity and Energy (LTC Law). After Article 49a becomes law the abuse
of state aid under the LTC Law will be eliminated. Transition fees will not be padded and
competition will not be distorted. The provision will enter into force on 8 August, 2010.
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Conclusion

While increasing the transparency of the electricity market in Poland is a positive step forward
the use of an administrative process to force generators to sell electricity through specific
commercial platforms is believe by TOE to be a wrong policy. TOE does not object to
concentrating business on a limited number of commercial platforms but we believe it should
be naturally driven by the market and not by administrative coercion. We hold a view that it
is commercial platforms that should compete for business by offering better terms and
conditions of transacting business. Inefficient ones would be pushed out of business.

In addition, the amended legislation contains a typographical error in Section 2, where there is
not comma bet we eonlnettradég matfarreds ea mxh requlated marketd |
a result of which the literal wording suggests that the regulated market should only be linked
to the online trading platform whereas in reality these are two different platforms of the
gener at oy. @hkis skoald be prontptly corrected.

Article 9017 6 P u r Neethae)Ob | i gat i ono

The amended legislation establishes a new type of certificates of origin known as purple
certificates. These will be applied for sources using methane (released and captured in deep
mining operations in hard coal mines which are active, in the process of decommissioning and
decommissioned) or gas extracted from biomass.

The support system for agricultural biogas is similar to the support system for electricity
generators using renewable sources of energy (green certificates) and linked to this system.
Article 9a Section 1 Subsection 1 imposes an obligation on a trading company to obtain and
submit to be redeemed by the President of URE certificates of origin, as defined by Article 9e
Section 1 (Renewable Energy Sources) or Article 90 Section 1 (Biogas), for electricity
generated in sources located in the territory of the Republic of Poland.

Conclusion

The target for renewable energy sources being fixed at the level set out in the regulation
concerning the process of obtaining certificates of origin and submitting them for redemption
alternatively paying a substitution charge under the amended legislation, the price of these
certificates should be expected to fall, which would result in the reduction of the price
of electricity for customers.

Should the price of electricity increase, this will most likely be the result of the introduction
of methane certificates.
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11. Development of Competition and Consumer Protection in the Polish
Electricity Sector , Report by the Office for =~ Competition and Consumers

Protection

On 15 March, 2010, during a World Consumer Day debate, the Polish Office for the Protection
of Competition and Consumers (UOKIiK) presented a report entitled Developments in
Competition and Consumer Protection in the Polish Energy Sector, hereinafter referred to as
t he O Relp the Repart, UOKIK argues that URE President should continue to approve
electricity prices for household consumers (retail prices). Further, it presents its views on the
competitiveness of the Polish electricity market. We find some of this argumentation quite
controversial or even resulting from the misinterpretation of the basic principles of markets
and competition. In fact, this is somewhat worrying to hear such statements from an agency
that is responsible for regulating market and that should be expected to address issues with
an in-depth knowledge and understanding of the market and to apply solid economic
argumentation.

Here is our response to what TOE believes are the most controversial points made by the
Report.

First, we must stress that the Report contains some inaccurate information and this should be
corrected as soon as possible to avoid confusing the reader. The Report refers to Kantor
Energii, a platform which is now much less important than other trading platforms (mentioned
briefly T poee 1 or not at all i TFS, GFI); it misinforms the reader by saying that the State
Treasure is the sole shareholder of TAURON Polska Energia S.A. i the Government owns
about 87.6 per cent; it provides inaccurate and incomplete information on investment plans in
Poland.

UOKIK believes that the key concerns of the development of competition in the electricity

mar ket i n P orecarmthd obsersed lorky-écrm Gincrease in demand for electricity
accompanied by a decline in production and a lack of new generation capacitiest . UOKi K
conti nues b ythestrang ihas geridushcarisequénces for competition in the sectord .

This is why, UOKIK ar gues, retail prices should Wb regul

foundation for effective competition in the electricity sector will be (...) the restoration of
surplus generation capacities and increased supply of electricity® .Let alone the fact that the
concept of o6éeffective competitiond is not Kknown
the term means price competition). We are finding the very understanding of competition by
UOKIK, as presented in the statement, to be at least startling. We represent a view that
competition generates benefits to society at all times, and not solely when there supply is
greater than demand. It can be firmly concluded that when demand grows the equilibrium
price increases, but this is not disrupting competition in any way as long as there is
a regulation mechanism to control any action of businesses that may abuse their market
capacity. Needless to say, there are plenty of tools to neutralise market capacity, e.g.
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increasing the price elasticity of demand, extending the network (including cross-border

interconnections), and increasing the capacity of 6 singbr ener gy (e. g. using

plants). In conclusion, we believe the level of competition in the market does not depend on
the supply-demand relationship but rather on factors such as:

1 Market structure on the supply side (production), i.e. dependence on the level
of concentration. A diversity of players and ownership in the sector breeds
competition;

9 Status of the transmission grid. A well developed and extensive grid increases
competition;

i Demand elasticity. At a high demand elasticity consumers can respond to price
increases by reducing demand, which stimulates competitive behaviours of producers.
It should be added that the demand for electricity is practically inelastic in the short
term. Consequently, even a low level of concentration in the generation market can
result in attempted abuses of market capacity by producers. This should be one of the
top priorities for policy.

UOK i K écg of pegulating prices at a growing demand in order to (as we presume) keep
them from rising may lead to a pattern all too well experienced in the command and control
period of Polandbds economy: deficit econaini cs
In the current situation of the electricity sector, the much needed investment in new
generation capacity could be dropped, which would deepen the supply-demand imbalance
which is receiving so much attention from. The end result is going to be exactly opposite to
what UOKIK expected and intended. In extreme cases, this may lead to a necessity to ration
electricity, which will take the form of capacity cuts. Ultimately, this will be extremely harmful

to consumers, the economy and the country. Price regulation also prevents competition from
growing in the retail consumer market where there are currently no differences in electricity
prices quoted by individual traders. The maximum price concept proposed by UOKIK as

a transition mechanism between a regulated market and an entirely free market does not
seem to be a good idea especially because, as UOKIK admits, it is hard to image positive
outcomes of such a transition scenario and a direct shift towards a fully competitive market.
Notably, the Parliamentary Committee working on the amendments to the Energy Law has
abandoned this concept. Si nc e UOKIi K i t sitei$ tifficgtt ta evalgate ttha a t
effectiveness of market mechanisms in the newly created vertically integrated businessesd6 a n d
it is hard to project positive scenarios for such a transition mechanism maybe one should let

the competitive market develop by itself when retail prices become deregulated. Otherwise,

the market will never evolve by itself because there will be no stimulus for that.

Conclusion

The statements and conclusions found in the UOKIK report are based of dubious and
theoretically unfounded beliefs. One should expect a more in-depth analysis of the market
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and electricity being examined as a commodity. Further, the Report contains some inaccurate
information which should be corrected as soon as possible to avoid confusing the reader.

12 . Excise Duty Law : Implementation Issues

Accounting departments of most energy companies authorised to engage in trading,
generation or transmission and distribution of electricity have unfortunately experienced
practical difficulties processing the excise duty as foreseen in the previous TOE Report [34], in
the section that addressed the new Excise Duty Law [12].

Notably, in a meeting on 30 June, 2009, representatives of the energy sector submitted their
comments to officials representing the Ministry of Finance, red flagging a number of gaps
identified in the legislation [12] and in the accompanying general interpretation concerning
energy supply to generators with a sole authorisation to generate electricity. Finance Ministry
representatives agreed that the legislation must be amended. Hence, the amended excise
duty legislation is to have a provision imposing excise duty on the generators6 consumpti o
ofenergy, including energy purchased dexternall yc¢

In the light of the above, the Ministry of Finance drafted an amendment of the law and

submitted it to the Polish Parliament [17]. The study of the amendments demonstrates that

the comments of the energy industry have been incorporated, including a comment on the
taxation by t he generator of tphuer chaaeddpte nen
Consequently, with the uniform case law, the amended legislation is likely to greatly improve

the security of taxpayers.

Under the current legislation, tax offices tend to issue two contradictory determinations to two
different companies regarding one issue: who should pay the excise duty? This practice
breeds confusion in the energy sector and among other payers of excise duty. TOE believes
this is unacceptable and calls for an instant reaction of the legislature.

Conclusion

The Excise Duty Law has for a long time been subject to much controversy, fuelled
additionally by contradictory reactions from the Ministry of Finance and tax offices. Having
seen the need for an urgent amendment of the legislation to respond to strong signals from
the energy industry since the early stages of the consultation process and having observed
these signals being initially ignored by the Ministry of Finance, the Association of Energy
Trading  welcomes the proposed amendment and calls for more urgency in its
implementation.
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13. Implementation of M iFID

The Markets in Financial Instruments Directive has the following major objectives:

9 Establish a single common European financial market with a free flow of products and
services between member states of the European Union;

9 Reinforce investor confidence in financial market and multinational business;

1 Promote the establishment of an effective, transparent and integrated infrastructure
that supports trade in financial markets;

9 Strengthen the co-operation between financial markets regulators.

The provisions of the Directive allow investment houses authorised to conduct business in
their country of origin to provide services to investors throughout the whole territory
of the European Union without the need to additionally comply with the formal requirements
of another state (single passport principle). Member States should not impose any additional
requirements on an investment house or a credit institution, i.e. such businesses will not have
to apply for a separate authorisation from a country where they intend to do business.
Regulation of such business should also be done by competent authorities of the home
country where the business has obtained an authorisation. Clearly, this requires some degree
of regulatory harmonisation between Member States to ensure mutual identification and
recognition of authorisations and regulation from the partner country. The provisions of this
Directive are expected to increase competition in the investment services market as all
investment houses will enjoy equal access to markets anywhere in the Community and the
trading platforms are likely to improve. In addition, the Directive covers trade in financial
instruments outside public markets, which adds to the development potential of the whole
market.

European legislators have decided to include commodity derivatives in the scope of MiFID.
The key rationale behind this is the rolling liberalisation of commodity markets in Europe
(mainly energy and gas markets) and a lacking regulatory framework for such trade and the
operation of European commodity exchanges and other structured commodity markets.
Failure to cover these markets with the Directive would also prevent investment houses from
enjoying the benefits of the single European passport in this respect.

On 29 August 2009, the President of Poland signed the Act on the Amendment of the Act on
Trade in Financial Instruments and Certain Other Acts of 4 September, 2008 [13], which
harmonised Polish legislation with the requirements of MiFID and imposed an obligation on
financial enterprises to implement the provisions. The Act was published in the Journal
of Laws No. 65, Section 1316 of 6 October 2009 and entered into force on 21 October, 2009,
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thus amending the provisions of the Act on Trade in Financial Instruments of 29 July, 2005
[14]and the Act on Commodity Exchanges of 26 October, 2000 [15].

The amendment of the act results in the following changes to the Act on Trade in Financial
Instruments [14] and Commodity Exchanges [15]:

T Modi fied definition of 6exchanged goods

1 Exemption of derivative instruments, including commodity derivatives (unless such

derivatives are financi al instrumegnt s)
T Explicit inclusion of property rights f
category;

9 Extension of the derivatives catalogue;

1 Repealing the commaodity derivative instruments category;

6 and

from t

rom ¢C

T Modi fication of the definition of a Oregul a
definition of 6exchanged goods 6, repealing

instruments;

1 Allowing trade in exchanged goods on the commodity exchange and in the OTC
market.

As a result of the modified definition of
is a need to establish a clearing house for transactions referred to in Article. 2 Section 2 Letter
(e) of the amended Act of Commodity Exchanges. The existing legislation was maintained
where it requires the establishment of a clearing house for a certain type of transactions in
a commodity exchange. TGE and KDPW (National Depository of Securities) established
a Clearing Chamber of Commodity Exchanges (IRGIiT SA) which will be clearing transactions
closed by TGE SA and external players, including TE Members.

The amended Act on Trade in Financial Instruments [14] and the Act on Commodity
Exchanges [15] will gain in importance after the amended Energy Law [11] enters into force
in January, in the context of the provisions of Article 49a which makes a direct reference to
the definition and meaning of a 6éregul ated

Conclusion

TOE welcomes the entry into force of the amended Act on Trade in Financial Instruments [13]
which is to transpose MIFID into Polish law. It will become clearer when it is implemented
(especially when its provisions are correlated with the amended Energy Law [11]) whether the
changes in the Polish legislation actually meet the requirements and goals of MiFID.
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P1. Energy Efficiency Bill

The purpose of the Energy Efficiency Bill [18] is to implement Directive 2006/32/EC of the
European Parliament and of the Council of 5 April 2006 on energy end-use efficiency and
energy services and repealing Council Directive 93/76/EEC [6]. The Bill proposes a system
of issuance and redemption of energy efficiency certificates (also referred to as dvhite
certificates®, as one of a number of mechanisms serving the purpose of reaching the national
target for energy savings. Distribution system operators (electricity traders) selling electricity,
heat, and/or natural gas to end users shall be obliged to obtain and redeem energy efficiency
certificates.

The mechanism under design is based on the experience with certificates for renewable
energy sources and cogeneration (see subsection 2 hereto), which principally deserves praise.
Given the very structure of the system, however, the mechanism shall be a yet another factor
of impact to electricity prices offered to end users. Furthermore, it will be very difficult to
distinctly determine any supplementary costs thus generated, as the actual obligation burden
remains as yet unknown, with the substitution unit charge ranging from PLN 900 to 2,700 per
toe (tonne of oil equivalent). The expected compensation to end users as provided for in the

mechani sm under design includes reduced energy

reduced differential energy balance in power grids, and reduced industrial energy
consumption. This ought to be reflected in lower energy and transmission service prices, as
well as in lower prices of industrial goods.

Albeit the Association of Energy Trading has issued a favourable opinion concerning the early
work on the Bill it highlighted a number of issues believed to be a concern and requiring
further consultation, such as the following:

1 Considerable complexity of both the model and the system;

1 Lack of preferential funding sources;

1 Large quantity of secondary legislation and of documents @eneratedbby the system,
with a concurrent shortage of legislation enabling in-depth solution analyses,

1 Debatable and controversial tendering procedure which may give rise to
circumstances where applicants may fail to obtain energy efficiency certificates,

1 Regulations targeting mainly dargebusers.

Conclusion

Although the system promotes efficiency-supporting operations by offering investment
funding, in the light of its current structure, related costs will have to be shouldered by all
(also non-system) end users of electricity, heat, and natural gas. The Association of Energy
Trading believes that the considerable extent of complexity of both the solutions proposed
and the system itself shall impact the practical side of all solutions adopted. Moreover, the
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Association of Energy Trading has been decidedly critical about the constant and considerable
delay in developing the new Energy Efficiency Law.

P2. New Legislation under Preparation: Energy Law and New Electricity
Market Architecture in Poland

The primary objectives of the Act as stipulated in Article 1 of the Energy Law of 10 April 1997
[16], i.e.: providing conditions for sustainable development of the country, ensuring energy
security, ensuring savings-oriented and rational use of fuels and energy, ensuring competition
development, preventing the impact of natural monopolies, recognising environmental
requirements and obligations arising from international agreements, and balancing the
interests of energy distribution operators and of fuel and energy users, have become
increasingly obscure following numerous amendments to the Act. Today, the lack of
legislative transparency, as well as difficulties with interpreting the Act, all resulting from an
overlap of historical entries and from the many amendments thereto have led nearly all
energy market players as well as energy market legislators to a decision confirming the
necessity of drafting a new piece of legislation law altogether.

Tentative debates on the policy measures to be introduced by such new legislation identified
the need to have separate regulations on gas, electricity, and the renewable energy sources
(for electricity and heat alike), with some proposals taking the issue as far as separate pieces
of legislation for every sector. Furthermore, works on the new act of law should encompass
the full implementation of all new European Union directives (see former sections of the
document, and specifically section 2 subsections 6 and 7), as well as the necessity of
recognising all activities and tasks provided in the new Polish National Energy Policy 2030
adopted by the Council of Ministers (see section 2 subsection 9). One of such activities, as
described in Appendix 3 (Activity 5.1. Executive Works Programme 2009-2012), provides for
an analysis and implementation of a new electricity market model, to include distribution
centre-based price quotation; intraday market pricing; power reserve, transmission rights, and
capacity markets; and a mechanism of system services and forced system generation
management. As part of the task, earmarked as the point of entry to works targeting the
drafting of a new Energy Law, the Minister of Economy appointed a Team of Advisors in the
area of changes to electricity market operation (hereinafter referred to as dhe Teamd in
October 2009. TheTeam6s mandate included:

9 Drafting a modified model of the Polish electricity market;

1 Drafting a comprehensive  design concept, including descriptions of expected
outcomes;

1 Issuing opinions on the positions of other entities concerning the concept proposed.
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As part of preparatory works, the Team drafted and adopted the Framework Plan of Works to
Restructure the Architecture of the Polish Wholesale Electricity Market in February 2010. The
Plan tables technical assumptionsand chi ef operati onal condi
wholesale electricity market area. Moreover, the overall direction was described for areas
of all wholesale electricity market operations requiring an adjustment of rules or development
co-ordination with general wholesale market works. The document contains fundamental
premises, areas, and directions planned, as well as a description of basic assumptions
concerning implementation of comprehensive works on changes to operating the Polish
wholesale electricity market. Overall efforts target an improvement in the quality of market
solutions applied on the Polish energy market, to ensure full benefits related to competition
mechanisms. Detailed objectives include the following: securing the required safety of
electricity deliveries to users, and optimising the costs thereof 1 on an individual and global
basis i in varying time horizons.

Conclusion

Activities initiated in late 2009 and early 2010 to the purpose of restructuring the architecture
of the Polish wholesale electricity market, recognised as a point of entry to the drafting
of a new Energy Law, should be perceived as favourable i albeit it is hoped that works shall
proceed with all Polish electricity market players in attendance, and that detailed solutions
adopted shall reflect the overall European Union course held and activities undertaken in its
effort to fully liberalise the electricity market.

P3. Modified Rules of the Electricity Exchange Market in Poland: Obligation
to Trade on the Electricity Exchange

According to provisions of the Act of 8 January 2010 amending the Energy Law and selected
other acts of law [11], electricity producers shall carry a new responsibility, which shall come
into force within 6 months as of the day of proclaiming the Act, i.e. as of 9 August 2010.
Amendments (a broader description of which has been included in subsection 10 hereto)
introduced by virtue of the Act shall oblige every electricity producer in Poland not eligible for
a waiver to sell no less than 15%?2 of electricity generated on electricity exchanges or on the
regulated market.

Notably, as of the day of drafting this report, TGE S.A. (Electricity Exchange, Inc.) is the only
qualified entity meeting the requirements of the Act, allowing for statutory duties to be
fulfilled by electricity producers. Given the absence of an entity operating a web-based
platform in direct accordance with the regulated market in electricity trading, one may expect
that electricity producers themselves, consolidated groups owning production assets, as well

% In case producers are party to the long-term contract programme, the share may be higher , as such
obligation extends to 100% of energy produced, while the actual scope of acceptable sales forms is broader.
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as end users shall all embark upon a major restructuring of their electricity sales/purchase
strategy.

According to provisions of the Commodity Exchange Act [15], an exchange-based transaction
may be entered into by exchange members, and/or by ordering parties (clients), who had
signed agreements with companies active in brokerage on the electricity trading market.
In order for an energy distribution operator or eligible user to become an exchange member
(Article 50b clause 1 Commodity Exchange Act [15]), such entity has to employ a commodity
exchange broker and sign a transaction clearance contract with a proper brokerage house, or
obtain the Co mmi s spermibh fois the operation of accounts or registers for electricity
defined as an exchange-traded commodity. The Commodity Exchange Act [15] stipulates
further limitations for activities undertaken by energy distribution operators and eligible users,
should they decide to enter into transactions on the commodity exchange directly (i.e. not via
a brokerage service agreement). Such entities can only enter into exchange-based
transactions on their own behalf. According to provisions of the Commodity Exchange Act,
any exchange-based transaction entered into by entities other than specified in Article 9
clause 3 of the same, or in violation of supplementary limitations stipulated in Article 9 of the
Commodity Exchange Act shall be declared null and void.

Such specific array of customers, especially when coupled with statutory regulations, makes
the market extremely limited for end-users as well as for energy distribution operators.
Further limitations in the area of end-user access to the exchange market can be found both
in internal TGE regulations, as well as in the IRIESP (Transmission Grid Traffic and Operation
Instruction). The manner in which a given transaction is handled by TGE for an end-user and
a brokerage house client is of key importance here i no brokerage house units shall be in
play. The manner of securing and financial clearing of contracts signed on TGE is a yet
another key factor to the TGE participation issue.

The launch of the Commodity Exchanges Clearing House (/ z b a Roz/! iczeni ow
Towarowych S.A.) and making the House responsible for all transactions on markets handled

by TGE shall make the process of electricity sales and purchase on the commodity market

much more complicated.

Conclusion

Changes to the Energy Law in the scope of introducing public electricity sales shall make
access to the wholesale electricity market much more complicated for end users, which in
itself stands in contradiction to the original purpose of amending the Law. Bearing in mind
the literal form of changes to the Law, solutions thus introduced may dispose of the ability
of electricity producers using trading forms offered by TFS, GFI, and POEE to perform their
statutory duties.

Following the enactment of January amendments to the Law, electricity producers themselves,
consolidated groups owning production assets, trading companies, and energy end-users will
all have to restructure their electricity sales/purchase strategies.
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P4. Efforts to Modify Balancing Settlements

In February 2009, as a result of an agreement entered into by the Energy Regulatory Office
(URE) and the Polish Electricity Transmission and Distribution Society (PTPIREE), a Team for
Balancing Settlements was appointed (originally referred to as the URE-PTPIREE Team), to the
purpose of analysing options of modifying the mechanism of covering balancing settlement
differences arising in the distribution network. The evolution was to finalise the unbundling
process (by decommissioning the Distribution System Operator [OSO] of all energy purchase
issues), and to prevent the President of URE from dictating energy market prices by approving
energy prices at a level ensuring balancing difference coverage. Team members included URE
as well as PTPIREE representatives. The Association of Energy Trading representative was
invited to attend selected Team meetings. Team works aroused interest at the Ministry of
Economy, who decided to send their representatives to attend as observers. A representative
of PSE Operator S.A. was invited to join the Team ad well. During the period of February
2009 through March 2010, several workshop sessions were organised, and a number of
agreements were reached. As a result of discussions held, it was agreed that an analysis shall
be performed to evaluate the options, effects, and results of introducing a system consisting
in the covering of electricity purchase by electricity selling entities, to the purpose of covering
imbalances. Such a system has been introduced in several countries such as the UK, Portugal,
and Spain. The Team analysed a solution implemented by OFGEM (Office Of Gas and
Electricity Markets) in the United Kingdom. The solution was temporarily dubbed dhe English
Model6 The name is used in daily communication. The Team believes EM to be an attractive
and efficient tool resolving a number of regulation and unbundling issues, while shifting a part
of the cost-related problems to electricity sellers. The EM offers an effective possibility of
motivating distribution companies to take action to limit their RB rate. Following the analysis,
at the end of March 2010 the Team recommended (with the Association of Energy Trading
representative abstaining) that works continue to design detailed EM solutions, and an
implementation mechanism for the area of the Polish electricity market settlement system
[23].

In the light of the aforementioned effort to implement the EM in Poland, by mid-March 2010
the Association of Energy Trading drafted and presented the President of URE, the Ministry of
Economy, and PTPIREE with their position on the matter [25]. According to the Association of
Energy Trading , the imbalance coverage mechanism used in Poland today requires no
change, whereas prior to the launch of works to implement a specific solution (EM-based, for
example), a review of imbalance coverage mechanisms (other than the EM) applied in Europe
ought to be held, to the purpose of choosing an optimum solution for the Polish electricity
market, and of defining the results of any changes introduced for all electricity market players,
end-users included. It is difficult to declare beyond any doubt today whether the EM would
prove efficient in Polish market reality. Moreover, the Association of Energy Trading 6 s
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reservations stem from a concern that the ultimate objective of all changes suggested could
well deviate from choosing the best model for the Polish energy market to shifting the
balancing settlement-related burden and risks from the Distribution System Operator to
trading companies selling electricity to end-users.

In their letter [25], the Association of Energy Trading appl i ed f or a review
position concerning the English model, and suggested an urgent launch and completion

of a comparison of all imbalance coverage mechanisms applied in Europe, energy losses

included.

Conclusion

The suggestion offered during the works of the Team for Balancing Settlements (originally
referred to as the URE-PTPIREE Team) to modify the imbalance coverage mechanism applied
and to implement the so-called English Model (EM), though seemingly resolving certain
regulation and unbundling issues, shifts cost-related problems relating to the settlement of
those differences to electricity selling companies. The Association of Energy Trading believes
that should the will to modify the mechanism be confirmed, broader discussions and
consultations should be held before any action is taken to the end of implementing a specific
solution (EM-based, for example). Such discussions and consultations are to serve the
following purposes:

1 To review imbalance coverage mechanisms (other than EM) applied in Europe in order
to indicate the optimum solution for the Polish electricity market,

1 To define results of any changes introduced for all electricity market players, end-users
included.

P5. Efforts to Develop a C ode of Conduct and a Template of Comprehensive
Agreement

Towards the end of the first quarter of 2010, URE finalised completed the Best Practices for
Electricity and Gas Fuel Sellers and Distribution System Operators, hereinafter referred to as
Best Practices. Within the scope of this project, co-funded by transition support monies of the
Transition Facility PL2006/018-180.02.04 (dmplementing a Competitive Energy Marketd,
the first draft of the Best Practices [33] had been developed based on broad social
consultations including electricity and gas market players, including trade associations and
other (including the Association of Energy Trading [31]. As a follow-up to consultations,
several hundred comments and amendments were collected, resulting in the modification and
the second draft of Best Practices [20][21]. Jointly with the Energy Regulatory Office, the
project contractor drafted recommendations for entities of the energy sector, which according
to the President of URE, should become key to the forming of relations by and between
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energy trading companies and end-users. The President of URE also recognised the needs of
energy end-users, highlighting the following areas: contract transparency, customer service
quality, clear supplier switching procedures, user communitaction on available electricity
saving methods, means of resolving complaints and disputes arising between the end-user
and the power company, and the right to information concerning consumer general service
rights. Notably, proposals drafted by URE are an attempt to reconcile the oft-mismatching
positions of electricity market players [21].

According to assumptions made by the President of URE, after organisations representing the
industry offer their comments, Best Practices shall be recommended by the President of URE
for use by energy sector companies when drafting in-house Codes of Ethics. It has been
assumed that in case of trading companies, the uniform format of such Codes can be drafted
as part of Association of Energy Trading works.

Conclusion

The Association of Energy Trading believes that Best Practices of the Energy Regulatory
Office should be perceived as an important step towards the development of the Polish
electricity market. The extensive interest of industrial specialist organisations (the Association
of Energy Trading included) in taking part in the work and consultations concerning both
drafts subject to consultation [24][33], as well as comments offered by the Association of
Energy Trading in its April opinion to the Best Practices [20] prove the necessity of further
work on the document and of discussions concerning further action to be taken, not only by
the URE team and project contractor, but also by representatives of all parties concerned. In
the light of the above, the Association of Energy Trading suggests that a task force be

appointed at the | evel of the URE President s

end-users, operators, and electricity sellers. The task force would be commissioned to design
an urgent (final) draft of the document, making it useful for the business of energy sector
companies, including electricity trading entities in Poland.
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3. ENERGY PRICING

3.1. Day-Ahead Market

Wholesale prices of electricity fell sharply in 2009 against the record high in 2008.
The average hourly price in the TGE S.A. Day-Ahead Market came to 169.12 PLN/MWh.
For comparison, this index was at 194.73 PLN/MWh in 2008. Annualised prices fell by 13
per cent . The decrease was even sharper in peak hours (7:00 - 22:00 on week days). The
average TGE SA index was 191.42 PLN/MWh, i.e. 21 per cent less than in 2008 when it
reached 242.89 PLN/MWh. In contrast, off-peak hours remained at a nearly unchanged level
and reached 149.87 PLN/MWh.

The first quarter of 2010 was market by anaverage pri ce c¢cl|l ose t dheldalst yea
product in Q1 2010 was valued at 183.49 PLN/MWh (yoy decline by 1.50 per cent), peak

hours were appreciated at 200.06 PLN/MWh (6.82 per cent decline versus Q1 2009), and off-

peak hours were worth 167.30 PLN/MWh (increase by 4.43 per cent). The price profile

continued to flatten since Q1 2009, i.e. the difference between peak and off-peak prices

continued to shrink.

TGE Day-Ahead Market 2007-2010 (PLN/MWh)
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Source: TOE based on TGE data

Figure 3. 7-Day Moving Average of Daily Prices on the TGE Day-Ahead Market
(no excise duty on prices before 1 March 2009).
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Price declines in the wholesale market in 2009 resulted from a falling demand for electricity in
Poland caused by economic slowdown and the regulatory regime in respect of excise duties
(excise duty was introduced on 1 March 2009).

National Capacity Demand (2008-Q1 2010, GWh)
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2008 2009 — = 2010
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Source: TOE based on PSE-Operator S.A.

Figure 4. National Total Monthly Demand for Electricity (GWh).

The demand for electricity had been falling continuously over 12 months since November 2008

in response to falling industrial output caused by the recession. The deepest monthly plunge

was noted in April 2009 when the demand took a 10 per cent hit. Wi t h t emper at ur es
above long-term average, July and August experienced a decrease in demand by 3.6 per cent.

The demand for electricity declined by an average of 3.5 per cent in 2009. Since December

2009 through to Q1 2010, the demand has been steadily rising (by 3.2 per cent yoy) as

a consequence of severe winter conditions (average temperature 2 e Gouth of long-term

average) and economic recovery.

It should be emphasised that the total volume quoted on TGE and POEE in 2009 accounted
for only 4.8 per cent of the total annual demand in Poland. Therefore, no price index,
whether TGE or POEE, can plausibly be reflective of the whole system. The split of volume
between fixings makes the TGE or POEE prices even less referential.
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Figure 5. Liquidity of Day-Ahead Markets versus Net Demand in 2009 (GWh).

3.2. Futures Market

Trading volumes in the day-ahead market platforms (TGE, POEE) continued to be fairly
unrepresentative in 2009 (Figure 6). However, the futures market in Poland experienced
a rapid liquidity surge.

Electricity futures in Poland were in some ways linked to neighbouring markets but the
linkages were distorted by the EUR/PLN exchange rate behaviour. The downtrend started in
May 2009 tied to the strengthening Polish zloty translated into a less visible decline
in EUR/MWh prices (Figure 7).
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Figure 6. Trading Volumes in Day-Ahead and Forward Markets (POEE, TGE) and on the
Forward Market (TFS+GFI, only monthly, quarterly and annual contracts) in Q1 2007 - Q1
2010.
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Figure 7. Forward Prices for 2011 Base Profile in Poland and Neighbouring Countries
(EUR/MWHh).
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While observing the volatility of prices and trading volumes from Q2 2009 through to Q1 2010
it can be concluded that the Polish market O6was
characterised by a low volatility and liquidity.

Trading volumes on standard products BoY09 and Call0 were low in April, as in preceding
months. The limited interest from sellers helped the Call0 contract to gain a short-term
advantage: it reached 206 PLN/MWh in early May. The confirmed continuing fall in NES
demand in April and May and the growing pressure of falling spot prices in the German market
(commercial viable imports from Germany) generated more selling bids from generators in the
second half of May. The results of the Call0 tender held by one of the leading market plays
on 7 June solidified the downtrend of this contract which was still holding at 20 PLN/MWh
contango® versus Q4 2009. Over the following months, apart from unfavourable
macroeconomic data there were additional decline signals in the form of unofficial news of low
tariff prices approved by the President of URE (November) and slightly changed prices of hard
coal contracted by the largest mining companies in Poland (October). Despite the growing
spot prices and a small generation capacity reserve in October generation companies were not
able to cause a significant increasing in contract prices for calendar year 2010.

2010 started with the market keeping a relatively larger portion of the positions open
(volumes on spot markets soared both POEE and TGE). Concurrently, NES demand picked up
again even net of extreme weather conditions. Nonetheless, high levels of spot market prices
in Q1 2010 did not translate into higher quotations of 2011 forwards thus inheriting
the downtrend from the previous year. Importantly enough, liquidity is still rising which helps
proactively manage positions (Figure 8).

Contango - a term used in financial markets to describe an upward sloping forward curve where far future quotes are higher
than near future quotes. Also, a contango is a quantitative difference in prices between two different periods. Antonym:
backwardation.
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Forward Market i Daily Volatility of Base Products (MW, 20-Day Moving Average)
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Source: Vattenfall Energy Trading Poland.

Figure 8. Liquidity of the Electricity Forward Market in Poland: Average Daily Volume for
Continued Month, Quarter and Year Ahead Contracts (MW/day)
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4. STATUS OF THE ELECTRICITY MARKET IN POLAND - CONCLUSIONS

1. Poland is expected to implement Directives 2009/72/EC [1] and 2009/28/EC [4] adopted
in 2009. As the deadlines are short and the scope is broad, we feel that the preparatory work
should start promptly (e.g. drafting laws and regulations), broad consultations should be held
with all stakeholders (including consultations of legislative changes) and laws should be
promulgated to ensure timely implementation of both Directives. It is essential that electricity
market participants take adequate measures to adjust their operations to the new regime.

2. The amendment of the Energy Law in January includes changes that affect all electricity
market players in Poland. Whereas the new attempts at adapting the legislation to
the changing environment and market practice are appreciated, the following legislative
efforts appear to demonstrate an old problem of deviating from the original policy objectives.
Vivid examples are the 6co(ktce di9a) yand dhe cdnditiorge o b | i
of contracts for the sale of electricity (Article 4j), which if adopted in the current wording may
certainly have a detrimental effect on market players. Again, legitimate objectives were
unfortunately expressed in a fashion which raises legal concerns. This amendment should be
a comprehensible code of legislation for all market players but is apparently controversial,
debatable and ambivalent, especially when no consultations are being held over the secondary
legislation. TOE believes it is crucial that market practices should be monitored (after the
amendments are fully in force) and a broad discussion should be held prior to the adoption
of the secondary legislation.

3. The continued mechanism of regulatory approval of household electricity tariffs in
the period under review is contradicting the goal of electricity market liberalisation. Further,
we are critical of this policy because it is not in compliance with EU directives and regulations.
Poland is risking serious sanctions for not adequatly transposing EU legislation. Maintaining
the status quo not only compromises the development of a competitive electricity market in
Poland but it may also indirectly lead to increased prices of consumer goods and services. In
the light of the above, TOE is urging policymakers to review the system this year and to
liberalise the electricity market as soon as possible.

4. A generally well designed system of certificates aimed at supporting renewable energy
sources and cogeneration should be thoroughly examined and reworked. It should focus on
encouraging the development of new sources, the period of support should be in line with
realistic life cycles of such sources and the rate of substitution charge should be aligned with
the current electricity prices in the wholesale market. The cogeneration support system
should take account of the new heat pricing mechanism. Last but not least, the revenue from
substitution charges accumulated by NFEP&WM should be managed much more efficiently.

5. The following are what TOE believes to be positive developments in the electricity market
in 2009 and in early 2010:
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1 The change in the balancing market introduced by the Transmission System Operator
(including the modification of the pricing mechanism and the launch of the Intraday
Market);

1 The growing number of corporate customers which used the TPA principles: from
85 customers at year end 2008 to 1,599 customers at year end 2009 in tariff groups A,
B and C;

i The development of the standard template general long-term agreement
recommended by PTPIREE and TOE to their members and endorsed by the President
of URE.

The TOE 2010 Report team feel those developments should favourably influence the European
Commi ssi onds c uevalugiontol cgmpetitog i thé Rolesh energy market.

6. The UOKIK report presented on 15 March 2010 [22] raised a number of controversies
among TOE members. In the report, UOKIK argues that the system of regulatory approval
of electricity tariffs for households (retail prices) should be continued, a policy TOE does not
accept. Moreover, some of the points in the report raise doubts in the context of the rules
applicable to the electricity market. For the future, we feel a document of such weight should
be based on a more insightful examination of issues and a knowledgeable interpretation
of electricity as a commodity. In addition, the report provides some inaccurate information
which should be corrected as soon as possible to avoid confusing the reader.

7. The overarching goal of the European Union is to establish a single energy market.
The latest directives, including the Security of Supply Directive, see interconnect exchange
and the development of cross-border transmission capacity as top priority drivers of the
electricity market in Europe. Ever since Poland joined the EU in 2004 the TSO has sidelined
cross-border exchange as an issue of secondary importance versus the domestic market. This
clearly deserves criticism. The situation has unfortunately remained unchanged. We are
strongly concerned about this protracted lack of activity bearing in mind the important role
cross-border exchange should play in securing stability of the energy system in the coming
years.
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5. RECOMMENDED SHORT- AND LONG-TERM MEASURES

Short -

1.STM.

2.5TM.

3.STM.

4.STM.

5.5TM.

6.STM.

Term Measures (STM)

Both the amendment of the Energy Law and the initiated efforts to modify the
architecture of the electricity market in Poland should aim at creating signals for
new investment projects while ensuring competitiveness of the various areas of the
market.

Lifting the obligatory approval of household tariffs by the President of URE is one the
most important preconditions of further electricity market liberalisation in Poland. TOE
believes competition cannot possibly develop in the retail electricity market

(mainly in G group) should the policy of price regulation (through tariff
approval) be continued

We believe the Energy Law should be amended as soon as possible to provide
extended opportunities to comply with the compulsory public trade in electricity not
only through commodity exchanges but also through online trading platforms

(amendment by adding a comma in Article 49a, Section 2i n t h e op &mroalsee 0

trading, in a regulated marketd.) In the context of the commodity exchange obligation,
we also recommend to continue efforts to develop market animators on the commodity
exchange.

Whereas we welcome with satisfaction the preparatory work commenced in Q1 2010 to
draft a new Energy Law we believe it is vital the drafting process should be
accelerated, al | new EU directives addressed
as they fail to support the goal of electricity market development in Poland.

An effective implementation of an adequate electricity market architecture calls for
continued e ffort to develop standard agreements which should govern the
interaction between customers (group G and CO, the distribution system operator,
supplier, balancing party and possibly other parties. Clear terms and conditions
of switching should be established.

With regard to the promotion of renewable energy sources and cogeneration, an in -
depth review of the support system for renewable energy sources and
cogeneration should be conducted . The substitution charge regime should be re-
examined. The mode of substitution charge for renewable energy sources should be
sensitive to the fluctuation of electricity selling prices achieved by renewable energy
sources. A system of <certificates of origin
the target of 15 per cent share of renewable energy in the total consumption by 2020
and the issue of price levels for renewable energy certificates and the high burden
shifted on customers.
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7.STM.In the area of cross -border exchange we recommend the following short-term
measures:

0 Solve management/legal issues to apply the auction system to the cable
interconnection with Sweden as soon as possible;

0 Monitor the process of allocating available cross-border capacity by
the President of URE;

o Monitor the work aimed at implementing the flow-based allocation of available
cross-border capacity;®

o Perform a feasibility study and monitor the performance of the market-coupling
method of cross-border capacity allocation.

Long -Term Measures (LTM)

Following an extended internal and external consultation (also with other players in the
electricity market), the Association of Energy Trading recommends two major long-term
policy objectives:

1.LTM. Implement a new architecture of the electricity market in line with the proposal
published in the National Energy Policy 2030 adopted by the Council of Ministers.

2.LTM. Extend cross -border capacity in all geographic directions.

> While is it still plausible that the flow-based method could ensure a more efficient cross-border

exchange the very process of its implementation and numerous objections from market participants
appear to suggest that such implementation should be supported by additional tests and studies.
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6. ACRONYMS AND TERMS

CDCP - Continuous Daily Coordination Plan

DSP - Deviation Settlement Price

DSSP - Deviation Settlement Selling Price

DSPP - Deviation Settlement Purchase Price

GDA - General Distribution Agreements

DGOMI - Distribution Grid Operation and Maintenance Instruction
TGOMI - Transmission Grid Operation and Maintenance Instruction
EC - European Commission

LTC - Long-Term Contracts

NES - National Electricity System

MIFID - Markets in Financial Instruments Directive

NFEP&WM- National Fund for Environmental Protection and Water Management
DSO - Distribution System Operator
TSO - Transmission System Operator i PSE Operator SA

poDeeK - price index which is a weighted average price of contracts for a specific delivery hour;
if there are no contracts for a particular delivery hour poDeeK assumes the value from
the previous delivery day for the same hour

Policy - Polish National Energy Policy 2030
PTPIREE - Polish Association of Electricity Transmission and Distribution

Report - Developments in Competition and Consumer Protection in the Polish Energy Sector,
a report by UOKIK

BM - Balancing market / imbalance

IDM - Intraday Market

DAM - Day-Ahead Market

G tariff - a collection of electricity prices and tariffs for households
TGE -Towarowa Giegda Energii SA
TOE - Association of Energy Trading

TPA - Third Party Access

UOKIK - Office for the Protection of Competition and Consumers
URE - Energy Regulatory Office
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