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FOREWORD

Reviewing the energy policies of member countries is a central and important
activity of the International Energy Agency. Every four years, the policies of
individual member countries are reviewed in depth by their peers. In
intervening years, brief standard reviews update the main energy policy
developments. These regular reviews have contributed substantially over the
years to policy-making at the national level and to sharing experience among
IEA countries and worldwide. As well as country-specific reviews, a detailed
overview of significant energy-related developments across IEA member
countries that focuses on certain key themes is also essential for sound policy-
making. The purpose of the annual compendium, Energy Policies of the IEA
Countries, is to provide comprehensive information on these two fronts,
namely, country-specific analysis and cross-country analysis on key themes.

The overview focuses on recent developments in the energy market and
energy policies. It examines trends in energy markets, including an analysis
of energy demand, energy supply, energy prices and energy-related CO,
emissions. It also highlights key policy trends across member countries looking
at energy security, energy market reform, climate change mitigation, energy
efficiency, renewable energies and energy research and development. Notable
developments in major non-member countries are also presented.

The 2004 edition, which commemorates the 30th anniversary of the IEA,
contains two special sections. “The IEA 30 Years On" looks carefully at past
trends in energy markets and policy developments in the three decades since
the IEA's establishment in 1974 and underlines the new challenges in the next
30 years, taking into account the outcome of the World Energy Outlook 2004.
The "“In-depth Reviews in the Past Four Years - Cross-country Overview"
identifies common challenges from the reviews carried out over the past four
years, covering all 26 member countries, and serves as a touchstone for future
in-depth reviews.

This book contains summaries of the in-depth reviews of Canada, Finland,
France, the Netherlands, Portugal and Sweden conducted from October 2003
to June 2004. Shorter standard reviews are also covering seven other member
countries: Austria, Denmark, Germany, Greece, Korea, the United Kingdom
and the United States. Key statistical information is also included.

Claude Mandil
Executive Director
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PART 1

OVERVIEW OF ENERGY POLICY
AND MARKET DEVELOPMENTS






EXECUTIVE SUMMARY

THE IEA 30 YEARS ON

The International Energy Agency (IEA) was created in 1974 as a response to the
threat posed by the first oil crisis and commemorated its 30th anniversary in
2004. While energy markets and the world have changed in many ways since
then, energy security remains a fundamental goal of its member countries.
However, security considerations have become more broadly defined. IEA's focus
has been expanded from oil to other forms of energy, such as natural gas, of
which consumption and imports are rapidly increasing, and to electricity,
following several serious transmission failures in recent years. Furthermore,
reliable access to energy supply needs to be compatible with other policy
objectives, namely, the pursuit of greater economic efficiency in the energy sector
and the mitigation of environmental consequences of energy production and use.

Recent energy market and geopolitical developments have pushed security of
supply back to the top of the energy policy agenda. The events of 11 September
2001 and worsening political instability in the Arab Gulf and elsewhere have
heightened the sense of vulnerability to disruptions to energy supplies. Energy
installations such as nuclear power stations, gas terminals, gas pipelines, and oil
installations have moved to a higher state of alert. Global cross-border energy
trade has grown by almost three-quarters since 1973 and will continue to expand
between now and 2030. Because of cost, geopolitical and technical factors,
almost all the increase in energy production from now on will occur in non-OECD
countries. As a result, the reliance of IEA members and non-IEA oilimporting
developing countries on imported oil and gas will continue to grow. This will
increase mutual economic interdependence, but will also intensify concerns
about the world's vulnerability to a price and supply shock. These developments
underline the need for IEA member countries and non-member oil- and gas-
importing countries to take a more proactive role in dealing with the energy
security risks in fossil fuel trade. Measures to deal with shortterm supply
emergencies or price shocks will need to be enhanced. Countries will also have
to diversify their fuels as well as the geographic sources of imported fuels.
Indigenous renewable energy sources will contribute to this end. Improving
relations with energy suppliers will also be essential for IEA countries’ security
strategies. The importance of this dialogue was apparent in the effective response
by producer countries to the threat of market disruption during the military action
in Irag in 2003. Better data collection and exchange for improving transparency
in world markets will remain the key in this dialogue. Similarly, the importance of
co-operation with other non-member countries in such fields as emergency
preparedness, data exchange and energy policy reform will also grow as their
shares in global energy demand and imports rise.
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EXECUTIVE SUMMARY Overview of Energy Policy and Market Developments

Long-term security of supply will depend on whether the investment needed to
expand energy supply capacity will be forthcoming in a timely manner. The 2003
World Energy Investment Outlook estimates that more than $16 trillion of
investment in maintaining and expanding energy supplies will be needed up to
2030. Mobilising all this investment will require the lowering of regulatory and
market barriers, and the creation of an attractive investment climate, including
stable and enforceable legal and regulatory systems, is a daunting task in many
developing countries and the former Soviet Union. Stamping out corruption is
also essential in many countries. Good governance is crucial to extend electricity
supplies to the energy-poor and give them better access to other forms of modern
energy.

The environmental implications for rising energy use will remain a key issue for
[EA countries. Energy-related CO, will continue to grow steadily unless tough new
policies are adopted to counter this trend. The adoption of new policies in OECD
and non-OECD countries, together with faster deployment of more efficient and
cleaner technologies, would yield big savings in energy and promote switching to
less carbon-intensive fuels. Political will and public acceptability of the economic
cost of such policies will determine how far IEA countries go down this path.

New technologies will undoubtedly be a major part of the solution. Governments
and the private sector should share the responsibility for RD&D of new energy
technologies. While this type of involvement has declined significantly in the past
decade in IEA countries, given that the energy industry's overall research efforts are
undermined in new market structures, governments need to reappraise the need for
renewed public commitment to energy R&D. Sharing costs and gains through
international collaboration via such instruments as IEA's Technology Implementing
Agreement, is one way of getting better value for the money spent on R&D.

Addressing all of these policy challenges can be encompassed in how to strike
the balance between the “3Es", namely, energy security, economic development
and environmental protection, in a cost-effective manner. The IEA's mission is to
support member countries' efforts to devise policies to this end. The IEAs
operational mandate has expanded considerably over the past three decades. The
concept of energy security has broadened from oil to natural gas and electricity.
This trend will continue in accordance with the changes in political, technological
and market framework and the emergence of new policy challenges.

IN-DEPTH REVIEWS IN THE PAST FOUR YEARS:
CROSS-COUNTRY OVERVIEW
All the IEA member countries are tackling new energy policy challenges. One of
the IEA's core activities is to carry out in-depth country reviews that support its

member countries in their efforts to implement better policies. While the critiques
and recommendations of these reviews focus on the reviewed countries' specific
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national circumstances, several common challenges can be extracted from the
reviews carried out over the past four years, covering all 26 member countries. For
the first time, the Secretariat has tried to identify such elements, which could
serve as touchstones for future in-depth reviews. These common challenges
include the following:

General Energy Policy

o Developing, monitoring and timely updating of energy supply-demand
forecasts.

o Ensuring availability of timely, consistent and high-quality energy data.

o Ensuring close co-ordination among various ministries and central/local
government.

 Ensuring good understanding by the general public of the national energy
situation and future challenges.
Energy and the Environment

o Analysing cost-effectiveness of policies and measures in tackling climate
change through quantifying the contribution of each policy and measure,
reevaluating the current priority of policy mix, streamlining policies and
measures addressing the same objective where possible, internalising
externalities in energy pricing and taxation and placing more emphasis on
market-based instruments.

o Constant monitoring of progress in climate change mitigation policies and
taking additional actions, if necessary.

Energy Efficiency

« Clarifying the role of voluntary agreements in relation to emissions trading.

 Stronger measures in transport and residential/commercial sectors.

o Careful designing of new instruments such as white certificates.

o Ensuring cost-effectiveness of policies to promote combined heat and
power (CHP).

Renewable Energy

 Ensuring cost-effectiveness of policies to promote renewable energies.

o Streamlining licensing procedures of renewable energy projects.

Energy Market Reform

 Ensuring undistorted, cost-reflective prices for efficient market functioning and

sound investments.
(v
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Avoiding subsidising prices for social policy objectives.

Maximising the benefits of electricity and gas market reform through a strong
and independent energy regulator, effective unbundling, non-discriminatory
access to facilities, monitoring (and if necessary controlling) market power,
expanding market size through regional integration and enhancing demand-
side response.

Energy Security

Ensuring constant compliance with the obligations on oil stocks stipulated in
the International Energy Program (IEP).

Enhancing exploration of domestic oil and gas resources through fiscal and
regulatory measures.

Further diversification of supply sources of oil and gas.

Defining clear objectives and responsibilities of different players for the
security of electricity and gas supply.

Fostering investment of gas and electricity facilities through creating a more
stable regulatory framework, cost-reflective pricing, monitoring investment
needs, sending the right signals to investors and streamlining licensing
procedures for energy infrastructure.

Nuclear

Clarifying how to retain the role of nuclear power in a liberalised market,
including addressing such issues as improvement of availability and life
extension of existing plants, improvement of public acceptance, nuclear safety
and radioactive waste disposal.

Conducting thorough quantitative examination in terms of economy,
environment and security of supply when deciding to phase out nuclear.

Research and Development

Appropriate funding for government R&D.

Developing coherent energy R&D strategy in line with the national energy
policy goals, with clear prioritisation.

Monitoring performance of government-funded R&D.
Strong collaboration among various institutions.
Involving the private sector for technology deployment.

Promoting multilateral and bilateral international co-operation.
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MARKET TRENDS

Energy markets in 2003 and the first half of 2004 can be characterised by
significantly higher energy prices. Average crude oil prices for 2003 rose
sharply over 2002 levels. For example, the average West Texas Intermediate
(WTI) price in 2003 was 19% higher than in 2002. High volatility was seen
during the year in the wake of some significant supply disruptions and
geopolitical issues around the world, coupled with the rapid improvement in
world economic conditions. In 2003, prices for gasoline, diesel and space-
heating oil followed price fluctuations of crude oil. As for natural gas, spot
prices at Henry Hub peaked in March 2003 and remained high throughout
the rest of 2003 and the beginning of 2004. For example, the average Henry
Hub spot price in 2003 was 63% higher than in 2002. Steam coal prices,
which were on a declining trend in the first half of 2003, started to climb
rapidly in the second half of the year mainly owing to freight rates and the
impact of exchange rate movement. While the annual import price of steam
coal in 2003 was 1.4% above the 2002 level, in the fourth quarter of 2003
it was 16% higher than it had been in the fourth quarter 2002.

The price of oil still matters to the health of the world economy. According to
the quantitative exercise carried out by the IEA in collaboration with the
OECD and the International Monetary Fund (IMF), a sustained $10 per barrel
increase in oil prices from $25 to $35 would result in 0.4 percentage point
lower GDP growth in the OECD as a whole in the first and second years of
higher prices. The adverse economic impact of higher oil prices on oil-
importing developing countries is generally even more severe than for OECD
countries. It is estimated that the loss of GDP averages 0.8 percentage point
in Asia and 1.6 percentage points in very poor heavily indebted countries in
the year following a $10 oil price increase. The loss of GDP in the sub-Saharan
African countries would be more than 3 percentage points.

ENERGY SECURITY

During 2003, substantial supply disruptions involving a failure of
transmission services struck North America and Europe (Sweden, Denmark,
Italy, among others). While large blackouts have happened in the past, the
supply disruptions in 2003 created considerable concern among policy-
makers, practitioners and the general public about transmission network
performance and its implications for the efficient and reliable operation of
electricity markets. Growing public sensitivity reflects the increasing
dependence of modern economies on reliable and efficient electricity supplies.
Investigations were conducted into these events and the IEA launched a
project to identify and analyse the key issues affecting the development and
performance of transmission network services under competitive electricity
markets. In the IEA workshop held in March 2004, common factors affecting
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the network performance were summarised as the 3Ts, namely, Tools: for
system operators to monitor and assess a wide area and to evaluate actions,
Training: to improve system operators’ capacity to manage increasingly
complex network environments in real time and Trees: effective vegetation
management to minimise the risks of tree flash-over. 3Cs (co-operation, co-
ordination and communication) were identified as a means to help reduce the
potential for cascading failures in the future, particularly where regional
markets span more than one system operator's area of responsibility. A fourth
T (Trade) was identified as a key factor which has emerged as a result of
electricity reform, and which may help widen the impact of transmission
network events. Following the second workshop to be held in November 2004,
a book on this issue will be published in 2005.

With the progress in the opening of gas and electricity markets, the tremendous
increase of gasfired power generation worldwide as a new driver of gas demand,
the cost reductions in the liquefied natural gas chain allowing more flexible LNG
trade and the growing gas import dependence on a limited number of non-OECD
countries, the issue of security of gas supply is inspiring increasing attention
among IEA countries. In 2004, the IEA conducted a comprehensive study,
Security of Gas Supply in Open Markets, analysing the most recent developments
in security of gas supply and reliability in all IEA regions in the context of open
markets and in view of the new demand and supply trends. In contrast to the era
of state-owned gas companies or private companies with exclusive concession
rights, governments in open markets have to work out the right framework by
defining the clear responsibilities of each market player, setting objectives for
reliability of gas supply, in particular to ensure gas deliveries to household
customers in the case of low-probability events, and fostering demand-side response.
The increase in gas demand requires timely investment in all parts of the gas chain,
from exploration and production to transporting the gas to the market as well as
investment into the distribution and gas-consuming infrastructure. While
governments should not play a role in the management of geological, technical and
market risks, they should help to reduce sovereign and regulatory risks by creating
a clear and stable framework for investment. A variety of instruments were
developed to hedge the investment risks, such as long-term sales contracts, vertical
integration along the gas chain and access to liquid markets and to financial
instruments. Governments should leave the choice of instruments to the market
players concermned.

Amidst the volatile energy market, the 9% International Energy Forum (IEF) was
held in May 2004 in Amsterdam on the theme “Investing in Energy: Choices for
the Future”, to which IEA has significantly contributed through the World Energy
Investment Outlook. Greater stability in the international oil market was
recognised as the mutual interest of both consuming and producing states. The
establishment of stable, transparent and adequate fiscal and legal frameworks
was recognised as pivotal in attracting more foreign direct investment to ensure
security of supply and access to reserves.
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ENERGY MARKET REFORM

After the large reforms in many IEA countries in the late 1990s and the
setback in the aftermath of the Californian crisis, the electricity market reform
process now seems to have picked up again in many IEA member countries,
albeit at a different pace. In Europe, the European Parliament passed an
amended electricity market directive and a regulation on cross-border trade
in June 2003. 2004 is a challenging year with the enlargement of the EU to
25 member states and the opening of the electricity market to all non-
household customers. The European Commission (EC) also proposed a
directive in December 2003 to safeguard security of electricity supply and
infrastructure investment. In North America, the US Federal Energy Regulatory
Commission (FERC) issued a new set of rules to standardise the
interconnection of new generation facilities to transmission grids in July 2003.
The Ontario government proposed an Electricity Restructuring Act in June 2004
following the reversal of the market reform in December 2002. In IEA Pacific, in
December 2003 the Ministerial Council of Energy (MCE) in Australia agreed on
a new electricity market reform package to improve regulatory efficiency by
concentrating many regulatory responsibilities in one body instead of having
different regulators in the states and territories. In Japan, the Electricity Utility
Law was amended in June 2003, stipulating a retail market opening of 40%
in 2004, rising to 63% in 2005. In Korea, the planned separation of
distribution assets of the Korean Electricity Power Corporation (KEPCO) was
brought to a halt in June 2004.

As for the gas sector, market competition has continued to spread in the three
OECD regions at different speeds and stages. In the United States sharply
higher prices for natural gas have dampened consumer interest in alternative
supply options and the number of marketers actively serving consumers has
dropped from 159 to 92 in the past two years. No state has changed its
unbundling status in 2003. To improve the supply situation which is causing
high gas prices, the US government has moved quickly to encourage the
construction of LNG terminals by adopting supporting regulation and
streamlining the authorisation process. Since the end of August 2003, all four
existing LNG terminals have been operational and there are more than thirty
proposals for new import facilities. In Europe, the new EU Gas Directive has
become part of the Community law with the main provisions entering into
force in July 2004. 2004 is a challenging year, with the enlargement of the
EU to 25 member states and the opening of the gas market to all non-
household customers. A Directive on Security of Gas Supply was adopted at
the end of April 2004 and a common position has been agreed by the Council
on the legislation on regulation of access to gas networks. In IEA Pacific, the
Australian Productivity Commission of the natural gas access regime
published a report in January 2004 proposing improvements to reduce
regulatory costs. A change in the legislation is expected by the end of 2004,
In Japan, the Gas Utility Law was amended in June 2003 to expand the
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mandatory third-party access (TPA) regulation to all gas supply pipelines. The
government is also considering measures to create incentives for the development
of gas networks such as allowing a higher rate of return for TPA for a certain period
of time.

CLIMATE CHANGE

While uncertainty about the fate of the Kyoto Protocol has not been dispelled
entirely, IEA member countries have taken various climate change mitigation
measures such as fiscal measures, regulatory instruments, voluntary
agreements, policy process and outreach, RD&D and tradable permits. Several
countries, for example France and the United Kingdom, have also set
ambitious long-term greenhouse gas emissions reduction targets towards
2050. 2003 was an important year at the regional and national levels for the
development and implementation of climate change policies, most notably
the European Union GHG Emissions Trading Scheme (EU-ETS). It is significant
in terms of its coverage, innovation and potential implications. As of July
2004, fifteen countries had submitted their final National Allocation Plan
(NAP) to the Commission and four countries (including regional governments)
had published draft NAPs. The steps towards its implementation will be
closely followed by governments around the globe. On 30 September 2004,
the Cabinet of the government of Russia decided to approve the Protocol and
submit it to the Parliament (State Duma) for ratification. The fate of the Kyoto
Protocol now hinges upon its ratification by the State Duma, which remains
to be seen. If it is ratified, 2004 could see greater political impetus for new
and additional policies and measures to mitigate GHG emissions, as current
emissions trends indicate that most IEA countries are not on track to meet
their commitments. Whatever happens to the Kyoto Protocol, many
governments may start considering objectives for the future, beyond 2012, in
order to provide clear signals to those investing in long-term capital projects
with GHG implications.

ENERGY EFFICIENCY

Most IEA member countries regard energy efficiency as one of the key policy tools
to achieve GHG emissions reduction targets as well as energy security. Three
specific events in 2003-2004 have also influenced energy efficiency policies,
namely, continuing high oil prices, blackouts in large regions of North America
and Europe, and the heat wave in Europe during the summer of 2003. Policies
implemented in the IEA countries include adjusting energy prices, establishing
financial instruments to encourage the use of efficient products and practices,
mandating minimum efficiency levels, and voluntary measures. New market
instruments such as energy efficiency certificates (white certificates) are also
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emerging. In 2004, the IEA started work on “saving electricity in a hurry” to
analyse how electricity demand can be rapidly reduced to cope with the
temporary shortfalls of electricity supply as a result of a drought, a heat wave, a
breakdown in a power plant or a partial loss of transmission capacity.

RENEWWABLE ENERGY

Many policy-makers in IEA member countries see renewables as contributing
to protecting the environment and improving energy security. On the other
hand, in most cases renewables are still not competitive and account for
only a small portion of the IEA energy mix. Furthermore, RD&D funding for
renewables in relative and absolute terms has further declined during the past
ten years. In 2004, the IEA conducted a comprehensive survey Renewable
Energy - Market & Policy Trends in IEA Countries. The survey takes a 30-year
view of a) actual market growth and penetration of renewables to energy and
electricity supply; b) changes in renewables RD&D priorities and composition
in IEA countries; and c) the trends of policies and measures to support market
deployment of renewables. Starting in the 1970s, governments set up
RD&D to develop renewable energy sources. This was followed by a series
of technology deployment schemes, including investment incentives, tax
measures and incentive tariffs, particularly for “new” renewables. In the late
1990s, countries started to experiment with quota obligations with tradable
certificates. Significant market growth has always resulted from a combination
of policies rather than one single policy. Longevity and predictability of policy
support and active support by the local governments are also essential for
market success. An assessment of renewable energy policies needs to be based
on their cost and effectiveness. There is also a need to examine how
renewables mix with other energy alternatives, including energy efficiency,
advanced nuclear, carbon sequestration and hydrogen. To this end, more
concerted efforts would be necessary to record information on policy costs,
market data and technology cost improvements. At the International
Conference for Renewable Energies held in Bonn in June 2004, which
adopted a political declaration, an international action programme and policy
recommendations to increase the penetration of renewables, the IEA stressed
increasing targeted RD&D, improving market deployment strategy and
including externalities in policy considerations.

ENERGY R&D

In recent years, member countries' RD&D in the areas of end-use technologies,
transmission technologies, renewables and alternative fuels (e.g. biofuels) for the
short and medium term has remained at a low level. On the other hand, they are
conducting RD&D in fields such as carbon capture and storage (CCS) (e.g.
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implementation of pilot projects), hydrogen and fuel cells (eg. significant
investment in both the public and private sectors) and linking basic science and
future energy technologies for the long term (2020 and beyond). In 2003-2004,
the [EA has provided active support to such activities, including holding a joint
workshop of IEA/CSLF (the Carbon Sequestration Leadership Forum) on the legal
aspects of CCS, conducting comparative reviews of member countries' hydrogen
policies under the IEA HCG (Hydrogen Co-ordination Group) and establishing
AHGSET (AdHoc Group on Science and Energy Technologies).

ENERGY POLICIES IN NON-MEMBER COUNTRIES

There have been various developments in major non-OECD countries in terms of
energy security and energy market reform. This book contains a short introduction
to such developments in China, India, South-East Asia, Latin America, Russia,
Central and South-Eastern Europe and Libya.

In China, oil demand has grown explosively, and the country will be importing
40% of its crude oil needs by 2005. As a result, its interest in co-operating
with Kazakhstan and in constructing a strategic petroleum reserve has
intensified. China will begin stockpiling around 10 million tonnes by 2007
and over 20 million tonnes by 2010. Electricity demand has also grown
rapidly, exceeding the newly added generating capacity. Because of this lack
of generating capacity, over two-thirds of regions have experienced blackouts
or shortages since 2003. The Energy Bureau has moved quickly to encourage
the building of new plants, with nearly 40 GW in 2004 and even more in
2005. There is growing concern that China could experience overcapacity by
2007 or 2008, depending on several factors, including the pace of its
economic growth. The natural gas sector continues to be the priority in
rationalising the energy supply structure. The eastern half of the East-West
Pipeline started operations in late 2003 and the western half will be opened
around year-end 2004. Two LNG import terminals have been constructed, with
plans for up to eight others in the near future. The coal sector has expanded
its output enormously in the past few years, but shortages still result in lost
economic output.

In India, despite considerable progress in recent years, the pace of energy sector
reforms varies between sub-sectors and the country still lacks a comprehensive
national energy policy. Work towards a national energy policy started in 2004.
The Electricity Act of 2003, which seeks to insulate the tariff-setting process from
political intervention, to reorganise transmission as a separate activity and to
permit private-sector participation, provides long-term legal certainty to potential
investors. Regulatory responsibility for the power sector is being vested in the
Central Electricity Regulatory Commission (CERC) and State Electricity Regulatory
Commissions (SERCs). These legal and regulatory reforms in the power sector are
of course positive, but their implementation will determine their effectiveness in
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achieving reform of the sector. The petroleum and gas sectors are the most
dynamic sectors. The launching of the New Exploration Licensing Policy (NELP),
the abolition of the administered pricing mechanism for petroleum products, and
the opening of the retail and refining market to the private sector are typical
examples of this. India also approved a plan for establishing Strategic Oil Stocks
in early 2004. On the other hand, the coal sector has not seen any fundamental
restructuring in over 30 years despite the need to raise investments to close the
supply-demand gap. Given the new government's emphasis on employment
creation, it is unlikely that major structural changes will occur.

Russian GDP has been growing by an average of 6.7% per year during the period
1999 to 2003, spurred on by high international olil prlces and sound fiscal
management. For Russia to continue this rate of economic growth - a goal set by
the Russian President in mid-2003 - energy sector reforms are critical for Russia
to match increasing domestic energy demand and export obligations. Increasing
gas production from Russian oil companies and the emergence of independent
gas producers argue for sector reform, and this will need to reflect the enormous
investment challenges ahead. The pace of reform is much further advanced in the
electricity sector where effective implementation of restructuring plans will be
essential to meet increasing electricity and heat demand. The oil sector was
liberalised over a decade ago, and - despite issues of transparency, rule of law
and recent political actions - has managed since 1999 to steadily increase oil
production from 6.1 million barrels per day to 8.5 mb/d in 2003. Experts continue
to question how long Russian oil companies will be able to sustain growth rates
based largely on "low-hanging fruit'. In June 2004, the Russian government
forecast a sharp slow-down in oil output growth, stressing the need for more
emphasis on exploration and greenfield production and the need for regulatory and
fiscal reform in terms of a more performance-based licensing regime and progressive
taxation on resource production to enhance the investment environment. On
30 September 2004, the Cabinet of the government decided to approve the Kyoto
Protocol and submit it to the State Duma for ratification. The fate of the Kyoto
Protocol now hinges upon its ratification by the State Duma, which remains to be
seen.
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THE IEA 30 YEARS ON!

INTRODUCTION

As already stated in the Executive Summary, the International Energy Agency,
which was created in 1974 as a response to the threat posed by the first oil crisis
to the security of the industrialised countries’ energy supplies, commemorates its
30th anniversary in 2004. During the last thirty years, much has been done to
improve the collective energy security of member countries. However, the events
of the past year have reminded them that many of the greatest challenges arise
from political events in supplier countries. Energy markets never stand still and
the IEA has had to move with the times. This chapter provides a review of how
the Agency's mission has evolved over the past thirty years within the context of
the shifting energy market and the everchanging policy landscape, and outlines
the main energy challenges facing IEA member countries today.

GLOBAL ENERGY MARKETS THIRTY YEARS ON

How has the global energy market changed in the last thirty years? In some
respects, a lot, but in others, surprisingly little. The primary fuel mix has shifted
from coal and oil towards natural gas, nuclear power and new renewable energy
sources, while energy end-use has shifted to electricity. The overall size of the
market has almost doubled, driven by a rapid expansion in energy use in the
developing world, and in particular in Asia, as populations and economic activity
have grown. Yet fossil fuels still provide the bulk of the world's primary energy
needs, even as non-commercial biomass - used mainly in poor developing
countries - still meets the energy needs of billions of people (Figure 1).

World energy demand has increased steadily by around 2.1% per year since 1971,
interrupted only by the oil price shocks of 1973-74 and 1979-80. Oil remains the
dominant fuel in both primary energy supply and the final energy mix, although
its share has declined markedly. It has lost market shares in the power generation,
industrial, residential and service sectors, and is now concentrated in the
transport sector, where competitive alternatives to oil-based fuels have yet to
emerge. Natural gas is overtaking coal as the second-largest primary fuel, driven
mostly by power generation demand. Nuclear power has seen the biggest
increase in market share in the last thirty years, thanks to a surge in the
construction of reactors in the 1980s, mainly in IEA countries, although its growth
has stalled in recent years.

1. This chapter is based on The International Energy Agency Thirty Years On presented to the IEA
Governing Board in April 2004, and the World Energy Outlook 2004.
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Figure 0

World Primary Energy Demand, 1971 and 2003

1971 2003

* includes geothermal, solar, wind, heat, etc.
Source: World Energy Outlook 2004, IEA/OECD Paris, 2004.

But economic growth has far outpaced energy demand: global primary energy
use per unit of GDP fell by about a quarter since the early 1970s, mainly owing
to a structural shift in the world economy towards less energy-intensive activities.
However, the rate of decline has varied significantly among countries and regions.
It fell steadily in the IEA, but increased until the early 1990s in developing
countries. It surged in the former Soviet Union and Eastern and Central Europe -
the transition economies - with the collapse of GDP in the early 1990s, but is
falling back as their economies recover.

More than 60% of the increase in world primary energy demand over the past
three decades has come from developing countries, especially in Asia. As a result,
these countries' share of world primary demand has jumped from 22% to 36%.
China has emerged as a major energy consumer and importer. The OECD's share
has fallen from 62% to 53% over the same period, while the share of the former
Soviet Union and other transition economies has also dropped sharply.
Production of energy has also grown faster in non-OECD countries: these have
provided around 60% of the increase in primary energy output since the early
1990s. This has led to an increase in the OECD's reliance on imports of energy,
notably oil and increasingly gas.

The prices of all forms of energy have fluctuated enormously both in absolute
terms and relative to each other over the past three decades. The first oil shock
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saw oil prices increase fourfold: the price of Arabian Light crude oil jumped from
$1.85/barrel in 1972 to $11.58 in 1974 in money of the day. The price peaked
at almost $40/barrel in 1981 in the wake of the Iranian Revolution. Oil prices
plummeted in 1986 when Saudi Arabia abandoned its swing-producer policy
and increased its oil production. They plunged again in 1997 and 1998 owing
to OPEC overproduction and the Asian financial crises. Prices fell to below
$10/barrel in early 1999 - their lowest level since 1973. But they increased
threefold in the following two years as a result of lower OPEC production, and
have fluctuated in the range $25-50/barrel since then. In real terms, oil prices
fell by more than three-quarters between 1982 and 1999, but they have doubled
since then. (Figure 2). The prices of natural gas and, to a lesser extent, coal have
more or less followed those of crude oil, but have generally fluctuated less.

Figure e

Energy Fuel Prices, 1970 to 2003
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Source: World Energy Outlook 2004, IEA/OECD Paris, 2004.

These market trends have been accompanied by profound changes in the
structure and organisation of the energy industry, in the geopolitics of energy
supply and in government energy policies. There have also been dramatic
advances in the technologies used to produce, transport, deliver and
consume energy, notably in the area of oil and gas extraction, in liquefied
natural gas, in gas-turbine power generation, in the exploitation of renewable
energy sources and in reducing toxic emissions from energy use. And the
energy market has become more global, through increased cross-border
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capital flows as well as physical trade in energy products. The global trend
towards open, pluralistic democracies and market economies is matched by
the trend towards open, expanding, competitive markets for energy.

THE IEAS MISSION IN A CHANGING ENERGY WORLD

The industrialised countries’ decision to set up the International Energy
Agency in 1974 was a direct response to the oil shock of the previous year -
the first major global economic crisis since the Second World War. The Arab
oil embargo and the surge in oil prices that resulted revealed those countries’
heavy dependence on imported oil and their vulnerability to politically
inspired disruptions in supply. The apparent organisational cohesiveness of
the oil producers under the OPEC banner and their collective determination to
exercise their new-found economic and political power through co-ordination
of their oil pricing policies contrasted starkly with the oil-consuming countries'
disarray and inability to cope effectively with the challenges the crisis
presented to them. Pessimism about the long-term availability of fossil fuels,
fed by dire predictions by the Club of Rome, contributed to the growing
clamour for concerted action.

The initial role of the Agency was to help its member countries reduce their
exposure to damage from any future oil supply shock. This was to be achieved
by equipping them with a collective response mechanism for the short term,
through the establishment of emergency oil stocks and demand restraint
mechanisms; by improving the transparency of oil markets through data
collection and monitoring; by co-operating on policies aimed at lowering their
vulnerability in the longer term through increased efficiency, new sources of
oil supply and diversification of energy supplies away from oil; and by
collaborating on the development of new technologies aimed at enhancing
energy security.

While energy markets and the world in which they operate have changed in
many ways since 1974 and the Agency itself has grown from 16 to 26 member
countries, energy security remains a fundamental goal of the IEA and a
fundamental policy objective of all its member governments. Oil price shocks
still hold the potential to inflict serious damage to the economies of oil-
importing |EA countries and the global economy generally.? But security
considerations have become more broadly defined. The Agency's initial focus
was on oil. Today, the supply security of other forms of energy is attracting
more attention, notably natural gas, the consumption and imports of which
are rising rapidly in many member countries, and electricity, following several
serious transmission failures in recent years. Although reliable access to

2. See The Impact of Higher Oil Prices on the Global Economy, 2004, prepared by the IEA Secretariat.
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affordable energy remains at the core of energy security, attainment of this
goal now involves embracing other policy objectives, notably the pursuit of
greater economic efficiency in the energy sector, through liberalisation and
the promotion of competition, and mitigating the nefarious environmental
consequences of energy production and use.

All IEA countries have embarked on a course of liberalising their energy
markets, with varying degrees of enthusiasm and gusto. The rationale is both
economic and political: it is widely accepted that competitive markets lead to
more economically efficient outcomes, lower costs and, all other things being
equal, lower prices to consumers. And markets give consumers the freedom to
choose their supplier - a fundamental characteristic of democratic societies. In
promoting efficiency and increasing the diversity of supply, market reforms
should, in principle, reinforce energy security, though this depends very much
on the design of those reforms and the incentives for investors to provide the
degree of security demanded by consumers.

Environmental considerations exert a strong influence on energy policy. The
initial focus was on local pollution, including smog and acid rain. Attention is
now focusing more on rising emissions of greenhouse gases, the bulk of which
come from energy production and use, and on growing evidence of the link
between those emissions and rising global temperatures and climate change.
All IEA countries are committed to taking action to limit their emissions, with
potentially profound implications for energy markets and, thus, energy security.

Energy supply that causes unacceptable environmental damage is not secure - or
sustainable - energy. In recognition of this, the IEA has become increasingly
engaged in broader global issues, which today come under the banner of
“sustainable development”. Energy, of course, is implicated deeply in all three
pillars of sustainable development - the economy, social welfare and the
environment. This shift in IEA thinking was already evident in the Agency's
restatement in 1993 of its members' collective mission. These “Shared Goals" state
the members' commitment to “seek to create the conditions in which the energy
sectors of their economies can make the fullest possible contribution to sustainable
economic development and the well-being of their people and of the
environment." At the World Summit on Sustainable Development in Johannesburg
in 2002, IEA members restated the challenge as “a quest for ways to meet our
needs for energy that sustain and strengthen our economies, while protecting our
environment and improving the social conditions of the world's people”.

ENERGY SECURITY IN A DANGEROUS WORLD

Recent energy market and geopolitical developments have pushed supply security
back to the top of the energy policy agenda. The events of 11 September 2001
and worsening political instability in the Arab Gulf and elsewhere have
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heightened the sense of vulnerability to disruptions to energy supplies. Energy
installations everywhere have had to move to a higher state of alert. The
vulnerability of nuclear power stations, gas terminals, gas pipelines, oil
installations and generating plants has been reappraised. Events in
Afghanistan, Indonesia, Iraq, Israel and Palestine, Pakistan and India, and
Venezuela all had, or have, the potential to disrupt world peace or, at least,
world trade, especially trade in oil. The stability of the regimes of the Gulf oil-
producing states is a continuing concern.

The terrorist threat has brought home to everyone the dangers of becoming overly
reliant on imports of non-substitutable forms of energy from unstable regions. And
several events - notably the Californian energy crisis in late 2000 and early 2001;
the electricity blackout in the US Northeast and Canada in August 2003; recent
power failures in several European countries; the disruption of liquefied natural gas
supplies from the Arun plant in Indonesia in 2001 due to civil unrest; and incidents
at Japanese nuclear reactors - have reminded the member countries that energy
security extends to other forms of energy. Increasing competition and pressures on
energy companies to reduce costs, reflected in falling spare capacity, smaller
inventories, increased use of justintime delivery practices and less investment in
fuelswitching facilities, are reducing supply flexibility and increasing the
vulnerability of energy systems to deliberate or accidental supply disruptions. A
particular concern is whether competitive markets can ensure that sufficient
capacity is made available to meet peak demand for energy services. These
developments highlight the need for governments to play a central role in ensuring
reliable supplies and investment: governments must develop effective policies that
protect against failures in energy supply that are not adequately handled by
market and which could cause unacceptable damage to the economy, the
environment or social conditions. However, governments should prefer market
mechanisms such as emissions trading when designing their energy policies.

Growing energy trade, almost entirely in fossil fuels, will ensure that energy
security remains at the heart of the IEA's mission and member countries' own
policy goals. Global cross-border energy trade has grown by almost three-quarters
since 1973. The most recent projections of the IEA's World Energy Outlook 2004
show a further large expansion of inter-regional energy trade - both in absolute
terms and as a share of production - to accommodate the mismatch between the
location of demand and that of production between now and 2030 (Figure 3).
Because of cost, geopolitical and technical factors, almost all the increase in
energy production over that period will occur in non-OECD countries, compared
to just 60% from 1971 to 2000. As a result, the reliance of the IEA and of most
non-IEA oil-importing Asian countries on imports of oil and gas will continue to
grow. Oil imports in China and India are set to grow particularly rapidly as
domestic demand surges in line with rapid economic development. And their
reliance on imports from the Middle East, in particular, is set to grow sharply: the
Middle East, which has massive hydrocarbon resources, is expected to meet a
significant portion of the growth in world oil and gas demand.
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Figure e

Share of Net Inter-regional Trade in World Fossil Fuel Supply
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Source: World Energy Outlook 2004, IEA/OECD Paris, 2004.

This development will increase mutual economic interdependence, but will also
intensify concerns about the world's vulnerability to a price shock induced by a
supply disruption. Maintaining the security of international sea-lanes and
pipelines will become more important as oil supply chains lengthen. Increasing
dependence on imports of natural gas in Europe, North America and other
regions will heighten those concerns. The disruption to Indonesian LNG supply in
2001 demonstrated the risks of relying on imports of gas from politically sensitive
regions. On the other hand, the expected expansion of international LNG trade
could alleviate some of the risks of long-distance supply chains if it leads to more
diversified supplies. Increased shortterm trading will also make LNG supplies
more flexible.

These developments point to a need for the governments of IEA members and
of non-member oil- and gas-importing countries to take a more proactive role in
dealing with the energy security risks in fossil fuel trade. The IEA will remain the
primary vehicle for countries to develop collective mechanisms for effective
responses to supply disruptions and co-operate on long-term policies. Measures to
deal with shortterm supply emergencies or price shocks will surely need to be
stepped up. The IEA's work in enhancing transparency in world energy markets
through data collection and analysis will become even more vital. And
governments will have to look anew at ways of diversifying their fuels, as well as
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the geographic sources of those fuels. Renewable energy technologies, mostly
based on indigenous resources, will remain a focus of IEA efforts in this respect.
An Alternative Policy Scenario in the World Energy Outlook 2004 demonstrates
the strong impact that new policies to curb energy demand growth and
encourage switching away from fossil fuels, which countries around the world
are currently considering, could have on import dependence as well as on
carbon emissions.

Improving relations with energy suppliers will also continue to form a central
plank of IEA countries' security strategies. Producers and consumers have come
to understand that they share a common interest in smoothly functioning and
stable international energy markets. Over the past decade or so, the oil producer-
consumer dialogue, fostered by the IEA and bringing together member countries
and OPEC countries, has been remarkably successful in establishing a more co-
operative relationship between the two groups. This is allowing a better exchange
of views and co-ordination of policies. The fruits of this dialogue were apparent
in the effective response by OPEC countries to the threat of market disruption
following the US-led military intervention in Iraq in 2003. Better data collection
and exchange, aimed at improving transparency in world markets, will remain a
pivotal element of this dialogue. But improved relations should also provide an
avenue for constructive disagreement with producers. Supply restraint policies
continue to exact a high economic cost on world economies and must be
challenged accordingly.

Similarly, the importance of co-operating with other non-member countries will
also grow as their share in global energy demand and their energy imports rise.
Those trends will affect the energy security of IEA countries, as the resulting
increase in dependence on imports from the Middle East will increase the threat
of supply disruptions and international price instability - regardless of whether
supplies to IEA countries are affected. Enhancing relations with non-member
countries, including co-operating on emergency preparedness, data exchange and
energy policy reform, will remain an important activity for the IEA.

INVESTMENT NEEDS AND THE IMPORTANCE
OF GOOD GOVERNANCE

Longterm supply security will depend on whether the investment needed to
expand energy supply capacity will be forthcoming in a timely manner. The World
Energy Investment Outlook, a major study in the World Energy Outlook series
released at the end of 2003, estimates that more than $16 trillion of investment
in maintaining and expanding energy supplies will be needed during the three
decades to 2030. Almost $10 trillion will be needed in the electricity sector alone.
The bulk of the projected $4 trillion of upstream oil and gas investment will be
needed simply to maintain existing production capacity. Most investment will be
needed in developing countries.
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Mobilising all this investment will require the lowering of regulatory and market
barriers and the creation of an attractive investment climate - a daunting task
everywhere, and in particular in the developing world and the former Soviet
Union. The developing countries' investment needs will only be met if there is a
huge increase in capital inflows from industrialised countries. For that to happen,
investment returns will have to improve and the investment environment will
need to be more stable than is generally the case today.

Governments of IEA countries and non-members alike have an important role
to play in creating and maintaining an enabling environment for investment.
By minimising policy-induced risk and clarifying economic risk, reforms can
reassure equity investors that energy companies will be able to generate a
reasonable rate of return. Experience shows that capital will flow to sectors and
countries that have established sound and predictable systems of corporate
governance. A well-governed energy sector is characterised by stable and
enforceable legal and regulatory systems, with companies operating under the
best commercial practices by international standards. In practice, the issue is
not so much whether the laws or regulations exist, but whether they are
enforced in a fair and transparent manner. In many countries, priority must be
given to stamping out corruption. Developing countries and transition
economies can continue to learn from the experience of IEA countries in
improving the regulatory and policy environment, through bilateral and
multilateral exchanges of information and peer reviews of energy policies -
such as the recent IEA review of China's natural gas policies.

MEETING ENVIRONMENTAL CHALLENGES

The environmental implications of rising energy use will remain a key issue
for IEA countries. According to the World Energy Outlook 2004, economic
development and population growth drive the continuing expansion of the
global energy market. Primary energy demand is projected to increase by 1.7%
per year over the next three decades. The cumulative increase will be equal to
two-thirds of current demand. Fossil fuels will remain the primary sources of
energy and will meet more than 90% of the projected increase in demand
(Figure 4). As a result, energy-related carbon dioxide emissions will continue to
grow steadily, unless tough new policies are adopted to counter this trend.

In fact, worldwide carbon dioxide emissions are set to grow slightly faster than
energy consumption because the shares of carbon-free nuclear and
hydropower in the primary fuel mix are likely to fall. By 2010, energy-related
CO, emissions will be 34% higher than in 1990 - the Kyoto base year. By
2030, they will be 70% above current levels (Figure 5). Two-thirds of the
increase in emissions will come from developing countries. But it must be
borne in mind that these projections assume no additional policies beyond
those that have already been adopted. In the Alternative Policy Scenario, the
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adoption of new policies in OECD countries, together with faster deployment
of more efficient and cleaner technologies, would yield big savings in energy
and promote a degree of switching to less carbon-intensive fuels. These
developments would eventually stabilise CO, emissions in OECD countries,
though only towards the end of the Outlook period. Political will and public
acceptability of the economic cost of such policies will determine how far [EA
countries go down this path.

The IEA provides a forum for its member countries to co-operate on the
development of effective policies and measures to abate greenhouse gas
emissions. It has been mandated by its member countries to provide analytical
work on the energy dimension of climate change and the implications of the
United Nations Framework Convention on Climate Change (UNFCCC) and its
Kyoto Protocol on the energy sector. The IEA also undertakes work on options
for the future evolution of the international climate change mitigation regime,
participating actively in all meetings of the Conference of the Parties to the
UNFCCC. The IEA's current work programme covers areas such as emissions
trading, project-based instruments such as the clean development mechanism
and joint implementation, and detailed analysis of policies and measures.
And, together with the OECD Environment Directorate, it provides a
secretariat for the Annex | Expert Group (AIXG) on the UNFCCC.

PUSHING NEW TECHNOLOGIES

New technologies will undoubtedly be a major part of the solution. Advances
in carbon sequestration and storage, for example, hold out the prospect of
much lower carbon emissions, even with the continuing use of fossil fuels.
More efficient combustion technologies can reduce emissions per unit of
useful energy. Governments can accelerate the development and deployment
of new technologies by means of economic and regulatory instruments -
including carbon taxes and emissions trading programmes. National and
international trading of greenhouse gas emission credits can potentially
lower considerably the overall cost of reducing emissions, although major
practical issues will need to be adequately addressed before such a system
can work properly.

Governments and private sectors should share responsibility for financing
research, development and market deployment of new energy technologies.
This type of involvement has declined significantly in the past decade in IEA
countries. Recent changes in market structure, involving more private
participation, and the growing share of developing countries in energy demand
and production may undermine the energy industry's overall research efforts.
IEA countries may therefore need to reappraise the need for a renewed public
commitment to energy research and development.
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One way of getting better value for the money spent on R&D is to share the costs
and gains through international collaboration. The IEA, through its technology
implementing agreements, will remain the primary clearing-house for
collaborative technology projects. More than 40 implementing agreements have
so far been put in place covering a range of technologies, including energy
efficiency, renewables, clean coal use in power generation, carbon capture and
storage, hydrogen and fusion. Non-member countries and private businesses are
now being encouraged to participate in these agreements.

COMBATING ENERGY POVERTY

[EA countries will continue to take the lead in dealing with climate change.
They have a similar responsibility to address the issue of energy poverty in
developing countries. The analysis of the World Energy Outlook 2004 shows
that more than a quarter of the world's population has no access to electricity,
and that two-fifths still rely mainly on traditional biomass for their basic energy
needs. Although the number of people without power supplies will fall in the
coming decades, a staggering 1.4 billion people will still be without electricity
in 2030. And the number of people using wood, crop residues and animal
waste as their main cooking and heating fuels will actually grow.

To extend electricity supplies to the energy-poor and give them better access to
other forms of modern energy, stronger government policies and co-ordinated
international action will be essential. Boosting global electricity investment
by just 7% would be sufficient to bring a minimal level of supply to these
marginalised people. But that would mean raising another $665 billion in
regions that are already struggling to raise capital.

Pressure on the international community to take on more responsibility for
financing the provision of basic electricity services to the very poor will surely
grow. More generally, it seems inevitable that IEA countries’ own energy
security strategies and sustainable development goals will have to take into
consideration the social and economic development priorities of the poorest
regions of the world. For how long can the rich countries feel secure, even in a
narrow sense, while such extremes of wealth and deprivation exist?

But better governance, more than direct aid, is what is really needed to tackle
the problem of energy poverty. The authorities need to put into practice the
fundamental principles of accountab|l|ty, openness, transparency and
predictability in all aspects of governing and regulating business and running
the public sector. They need to enforce the rule of law effectively, adopt
internationally accepted accounting standards and stamp out corruption. Such
actions would help improve the attractiveness of the investment climate. The
[EA is doing its bit in the energy sector to promote better governance by
reviewing the energy policies of non-member countries, and offering non-
binding advice and recommendations on how to improve those policies.
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POLICIES FOR A SUSTAINABLE ENERGY FUTURE

The energy policies of all IEA countries encompass a set of policy objectives
commonly referred to as the three “Es": energy security, economic development and
environmental protection. These goals can be both complementary and
contradictory. More secure energy would normally promote long-term economic
development, but can involve higher costs. And higher energy consumption
associated with economic growth can increase pollution. Devising policies that
strike the right balance between the “3Es” and that embrace costeffective
approaches to achieving them are, and will remain, at the heart of the [EA's mission.

The Outlook’s Reference Scenario projections depict an unsustainable energy
future, in which global energy use rises inexorably while the energy needs of the
world's poor remain unmet; in which environmentally harmful emissions continue
to grow; and in which the oil- and gas-consuming regions become increasingly
dependent on imports from a dwindling number of producers - notably in the
Middle East. But that scenario assumes that governments maintain the policies
that are currently in place. Fortunately, that is unlikely to be the case. IEA
governments and the people they represent have shown a readiness to adjust
personal and social conduct to give greater weight to environmental and energy
security considerations. This has been evident in the changing preoccupations of
energy policy-makers in IEA countries and some non-member countries. Further
policy responses aimed at cutting import dependence, boosting the use of
renewables and emerging energy technologies, and improving energy efficiency
will surely be forthcoming. World Energy Outlook 2004 presents an Alternative
Scenario which analyses, for the first time, the global impact of environmental
and energy security policies that countries around the world are already
considering, as well as the effects of faster deployment of energy-efficient
technologies. In this scenario, global energy demand and carbon dioxide
emissions are significantly lower than in IEA's Reference Scenario.

The IEA's operational mandate has expanded considerably over the past three
decades. That trend will most likely continue as the political, technological and
market framework continues to change rapidly and new policy challenges
emerge. These are likely to include:

o How to reform the legal, regulatory and policy framework to mobilise the
necessary investment in IEA and non-member countries to secure energy
supplies in the short and long term.

o How to meet climate change and sustainable development objectives while
enhancing the security of energy supplies and economic and social development.

o How to respond to the further globalisation of the energy business and the
increasing role of non-member countries.

o How to encourage the development and deployment of new technologies in a

liberalised market.
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WEO-2004: Key Findings

World Energy Outlook 2004 paints a sobering picture of how the global
energy system is likely to evolve from now to 2030. If governments stick with
the policies in force as of mid-2004, the world's energy needs will be almost
60% higher in 2030 than they are now. Fossil fuels will continue to dominate
the global energy mix, meeting most of the increase in overall energy use. The
shares of nuclear power and renewable energy sources will remain limited.

The Earth's energy resources are more than adequate to meet demand until
2030 and well beyond. Less certain is how much it will cost to extract them and
deliver them to consumers. Fossil fuel resources are, of course, finite, but we are
far from exhausting them. The world is not running out of oil just yet. Most
estimates of proven oil reserves are high enough to meet the cumulative world
demand we project over the next three decades. Our analysis suggests that
global production of conventional oil will not peak before 2030 if the necessary
investments are made. Proven reserves of gas and coal are even more plentiful
that those of oil. There is considerable potential for discovering more of all these
fuels in the future.

But serious concerns about energy security emerge from the projected market
trends. The world's vulnerability to supply disruptions will increase as
international trade expands. Climate-destabilising carbon dioxide emissions will
continue to rise, calling into question the sustainability of the current energy
system. Huge amounts of new energy infrastructure will need to be financed.
And many of the world's poorest people will still be deprived of modern energy
services. These challenges call for urgent and decisive action by governments
around the world.

A central message of WEO-2004 is that short-term risks to energy security will
grow. Recent geopolitical developments and surging energy prices have
brought that message dramatically home. Major oil and gas importers -
including most OECD countries, China and India - will become ever more
dependent on imports from distant, often politically unstable parts of the
world. Flexibility of oil demand and supply will diminish. Oil use will become
ever more concentrated in transport uses in the absence of readily available
substitutes. Rising oil demand will have to be met by a small group of
countries with large reserves, primarily Middle East members of OPEC and
Russia. Booming trade will strengthen the mutual dependence among
exporting and importing countries. But it will also exacerbate the risks that
wells or pipelines could be closed or tankers blocked by piracy, terrorist
attacks or accidents. Rapid worldwide growth in natural gas consumption and
trade will foster similar concerns.

If current government policies do not change, energy-related emissions of
carbon dioxide will grow marginally faster than energy use. CO, emissions will
be more than 60% higher in 2030 than now. The average carbon content of
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energy, which fell markedly during the past three decades, will hardly change.
Well over two-thirds of the projected increase in emissions will come from
developing countries, which will remain big users of coal - the most carbon-
intensive of fuels. Power stations, cars and trucks will give off most of the
increased energy-related emissions.

These trends are, however, not unalterable. More vigorous government action
could steer the world onto a markedly different energy path. WEO-2004
presents an Alternative Scenario, which analyses, for the first time, the global
impact of environmental and energy security policies that countries around the
world are already considering, as well as the effects of faster deployment of
energy-efficient technologies. In this scenario, global energy demand and
carbon dioxide emissions are significantly lower than in our Reference Scenario.
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IN-DEPTH REVIEWS u
IN THE PAST FOUR YEARS:
CROSS-COUNTRY OVERVIEW

INTRODUCTION

IEA member countries are subject to in-depth reviews almost every four years.
The review teams, composed of experts from member countries and the
Secretariat staff, visit the countries under review and provide critiques and
recommendations on various energy policy issues. The list of countries reviewed
in the last four years is as follows.

» 2000,/2001 review cycle : Australia, Belgium, the Czech Republic, New
Zealand, Norway, Spain and Turkey.

e 2001,/2002 review cycle : Austria, Denmark, Germany, Greece, Korea, the
United Kingdom and the United States.

e 2002,/2003 review cycle : Finland, Hungary, Italy, Ireland, Japan and
Switzerland.

e 2003,/2004 review cycle : Canada, France, Luxembourg, the Netherlands,
Portugal and Sweden.

First of all, it should be stressed that considerable progress in pursuing the IEA
Shared Goals has been made in all member countries since the previous
review. The critiques of all the in-depth reviews start by commending such
positive developments. These include formulation/revision of national energy
plans and/or climate change action plans, further promotion of energy
market reform (market opening, setting up regulatory institutions, etc.). The
progress made by IEA countries is described in more detail in the subsequent
chapters of this book. By their nature, the recommendations which are
described and analysed in this chapter address what still has to be done for
further improvement. The critiques and recommendations are negotiated with
the reviewed countries and even though they may not necessarily agree with
all of them, they ultimately accept them.

The critiques and recommendations are developed in a “tailor-made” manner
according to the reviewed countries’ specific national circumstances.
Nevertheless, an analysis of the critiques and recommendations in the past
four years reveals several common challenges.
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With a view to providing a general sense of the key issues raised in recent in-
depth reviews, the Secretariat has tried to identify the common challenges in
the fields of general energy policy, energy and the environment, energy
efficiency, renewables, energy market reform, security of supply, nuclear and
R&D, drawing on recommendations to specific member countries from in-
depth reviews completed in the last four years. It should be noted that energy
policies are always evolving in member countries and therefore the
recommendations cited in this chapter only reflect "snapshots” taken at the
time the reviews were conducted. In fact, there have undoubtedly been further
positive developments since these reviews.

While it is impossible to provide comprehensive country examples in such a
limited space, the Secretariat has tried to draw examples from a diverse group
of countries. This should not be interpreted as indicating that the countries
that are highlighted have more serious problems than the others.

GENERAL ENERGY POLICY

In formulating their energy policies, all member countries are trying to achieve
a balance among the 3Es - namely, energy security, economic development
and environmental protection - in line with the IEA Shared Goals.
Nevertheless, several areas were identified where there is clearly further room
for improvement to ensure the effective and efficient implementation of
energy policies. The following issues provide some examples.

MONITORING AND UPDATING OUTLOOK

Almost all member countries base their energy policy planning on specific
energy supply-demand projections. Such projections are particularly crucial in
addressing GHG emissions mitigation targets. Many countries are using such
projections to calculate the potential gap between the business-as-usual
scenario and the GHG emissions reduction target. However, the reality in the
energy market may differ from such projections because of a more rapid than
expected growth of energy demand or CO, emissions, or the acceleration or
delay of energy projects. Development, monitoring and timely updating of
energy supply-demand forecasts have therefore been recommended in many
in-depth reviews, including New Zealand, Spain, Turkey, Germany, Greece,
Ireland, Italy, Japan, Switzerland and Sweden. For example, in Germany, the
[EA noted that the most recent outlook had been completed in 1999 and its
assumptions concerning nuclear phase-out and new energy policy measures
were not fully in line with actual policy decisions.
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QUALITY OF ENERGY DATA

Availability of timely, consistent and high-quality energy data is a prerequisite
for an effective energy policy formulation. However, this is becoming more
challenging for many countries. In liberalised markets, participants require a
certain amount of confidentiality concerning their operations if they are to
gain and maintain a market advantage. This impacts negatively on the
availability of energy data and has reduced the quality of energy quantitative
information over recent years. Consequently, submission of energy statistics to
international organisations has also been affected. This blurs the proper
understanding of market dynamics and may affect the design and
implementation of sound energy policies. The need to improve the timeliness
and the quality of energy data has been pointed out in the reviews for
Belgium, the Czech Republic, Spain, Greece, Italy, Japan and Canada.

BALANCING ENERGY DIVERSIFICATION
AND ENVIRONMENTAL PROTECTION

Addressing the 3Es simultaneously is a challenge for many countries. The role
of coal in the energy mix is a typical example. Coal-fired power is often
economically attractive and strengthens security of supply. Its strengths on
these grounds have to be balanced against environmental objectives,
particularly the objective of climate change mitigation.

For example, in the case of Ireland, there was a clear conflict between two
policy objectives, namely, energy security and environmental protection. Its
National Climate Change Strategy proposed the closure of Moneypoint coal
power plant in 2008 to achieve the Kyoto target. The disadvantage of this
measure would be the increased cost of electricity and the loss of a secure
energy source for the power sector. If this plant were to be shut down, up to
80% of Irish electricity could come from imported natural gas by 2010, which
could cause energy security concerns. Similarly, in Italy, the use of coal was
expected to increase to avoid excessive dependence on imported gas. Again, this
could cause a conflict with its GHG emissions target. The IEA recommended that
these countries develop a long-term strategy for an energy supply mix striking the
appropriate balance between energy diversification and climate change.

Germany provides a typical example of how major coal users/producers in the
IEA are trying to balance these two objectives. Germany intends to continue
using domestic coal and lignite as energy sources essential for ensuring
energy security. Coal is also regarded as a cost-effective means of replacing
nuclear capacity owing to the limitation of other alternatives. However, this
will substantially increase emissions of greenhouse gases above the level
achievable with continued use of nuclear power. Germany is therefore looking
closely at other available technologies, including advanced combustion
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technologies, which could raise the thermal efficiency and reduce the
greenhouse gas emissions from coal-fired power generation. Given the
importance of coal in the German fuel mix and the likely expansion of coal-
fired plant to replace existing nuclear capacity, the IEA recommended that
higher priority be given to research and development of clean coal
technologies, including carbon capture and storage.

CO-OPERATION AMONG RELEVANT MINISTRIES

Because of its multi-faceted nature, the energy sector is affected not only by
energy policies, but also by a range of other policies: environment, building,
transport, taxation, science and technology, etc. For example, in many
countries energy demand is increasing rapidly in the residential/commercial
sector and in the transport sector, which is causing concern in terms of both
energy security and GHG emissions. Energy demand in these sectors is highly
affected by the sectoral policies of relevant ministries (building code, public
transport infrastructure development programmes, etc.). On the other hand,
the priorities of national energy policies are not always appropriately
incorporated in such sectoral policies or their sense of priority is not shared by
other ministries. Closer co-ordination by the ministry in charge of energy policy
with other relevant ministries is explicitly recommended in many in-depth
reviews, including those for New Zealand, Spain, the United Kingdom, Italy
and Portugal.

CO-OPERATION BETWEEN THE CENTRAL
AND LOCAL GOVERNMENTS

In some member countries, local governments have powerful control over
energy policy formulation and implementation. For example, in Canada and
Belgium, provinces or regions have more jurisdiction over energy than the
federal government. In [Italy, significant decision-making powers have been
transferred to the local authorities under the amendment of the constitution.
The challenge is to what extent local authorities and communities are fully
informed of their national energy situation and challenges so that their decisions
will reflect national as well as local interests. Given that the responsibilities of
local governments are clearly defined in the constitution, the only viable
approach is a process of closer dialogue and consultation to achieve a
national consensus on the goals and means of energy policies. Such co-
operation is particularly crucial in the field of climate change mitigation and
the development of an energy-related infrastructure. Energy market reform is
another area for such co-operation in countries where local governments have
primary responsibilities in market reform. Strong co-operation between the
central and local governments has also been emphasised in the reviews for
Australia, Belgium, Spain, the United States, Austria and Switzerland.
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PUBLIC AWARENESS AND VISIBILITY
OF NATIONAL ENERGY STRATEGY

A good understanding by the general public of the national energy situation
and future challenges is a prerequisite for effective implementation of energy
policies. This is obviously crucial for climate change mitigation where the
general public is largely responsible for the rapid increase of GHG emissions
in the residential and transport sectors. A more informed public would help to
facilitate co-operation between the central and local governments in such
areas as siting of the energy infrastructure because local governments'
decisions are often affected by the residents in local communities. The NIMBY
(not in my back yard) phenomenon is a typical area where enhancing public
awareness is imperative. Energy policy issues are frequently very complex
and/or technical and often difficult to communicate to the general public.
While this is a challenge for all democratic societies, this is particularly crucial
in such countries as Switzerland where important energy issues (e.g. nuclear
phase-out, electricity market reform, energy taxation, etc.) are decided through
referendum or public initiatives. Involving stakeholders in the energy policy
formulation is another challenge to increase the awareness and visibility
of national energy policies. For example, in the case of the Netherlands, the
IEA recommended that consumers should be more involved in designing
liberalised energy markets in order to ensure maximum benefits for consumers
from full market opening. The issue of enhancing public awareness and
involving stakeholders was explicitly mentioned in the reviews for Belgium,
Hungary, Italy, Switzerland, Sweden, the Netherlands and Portugal.

ENERGY AND THE ENVIRONMENT

For those countries which have ratified the Kyoto Protocol, the achievement of
Kyoto targets and the targets under the Burden Sharing for EU countries is a
challenging task. As found in the IEA's Database for Policies and Measures,
almost all member countries have introduced a national climate change
strategy covering a wide range of policies and measures to address GHG
emissions reduction.

COST-EFFECTIVENESS OF CLIMATE CHANGE
MITIGATION STRATEGY

For those countries subject to legally binding obligations under the Kyoto
Protocol, it is more critical to develop policies that are certain to meet national
targets. On the other hand, as policies become more stringent, they also cost
more and efforts to identify the cost-effectiveness of policy interventions are
becoming increasingly imperative. However, assessing the cost-effectiveness of
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policies and measures does not yet form an integral part of the decision-making
process in most member countries. Therefore, the issue of cost-effectiveness in
climate change mitigation is emphasised in almost all in-depth reviews,
including those for Belgium, the Czech Republic, New Zealand, Spain,
Denmark, Germany, Austria, Ireland, Italy, Japan, Switzerland, Finland,
the Netherlands, Sweden, Portugal and France.

Quantifying the contribution of each policy and measure is a prerequisite for any
cost-effective approach in climate change mitigation policy. In the case of New
Zealand, it was recommended to quantify the contributions to be made by
each group of policies and measures (such as for energy efficiency, domestic
emissions trading, a carbon charge, negotiated greenhouse agreements,
international emissions trading, including credit from sinks and investment in
renewable energy). The lack of quantification was also pointed out in the review
for Portugal.

Re-evaluating the current priority of climate change mitigation strategy based
on quantification is another important challenge. It should also be borne in
mind that, while economic analysis recommends a particular policy tool on
the basis of economic costs, the political reality often calls for a greater spread
and diversity of efforts across the different economic sectors. This issue was
highlighted in several in-depth reviews. For example, in the case of
Switzerland, it was deemed necessary to re-evaluate whether the existing mix
of policies and measures would be cost-effective for both its current and future
GHG emissions goals. According to the assessment made by the government,
significant gains were projected from energy efficiency while substantially
smaller gains were projected from renewable energy. On the other hand,
renewable energy programmes were funded at very high levels. A similar
situation was observed in Australia. While recognising that such high levels
of funding for renewables were often driven by political support and could be
considered as an investment for energy security and future climate change
mitigation commitments, it was recommended that energy-related climate
change mitigation policies be reviewed, with a view to balancing efforts on
energy efficiency and renewables.

Another interesting issue is streamlining policies and measures addressing
the same issue. For example, in the review for the United Kingdom, it was
pointed out that the government was superimposing numerous different
layers of promotion measures for renewables, whereas the implementation
of fewer, but more stringent measures might have led to the same results at
less cost and friction. In the review for Sweden, where there are a number
of policies and measures to address climate change, it was recommended to
streamline them to ensure that they are complementary to the trading
scheme. Potential overlap between emissions trading and domestic
measures and the possibility for streamlining was also pointed out in the
review for Finland.
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INTERNALISING EXTERNALITIES IN ENERGY PRICING
AND TAXATION

Internalising externalities in energy pricing and taxation is an important point
of departure for a cost-effective approach, as often recommended in eatrlier in-
depth reviews. From this viewpoint, in the case of the United States, it was
pointed out that its policy was focused on technology development and on a
range of conservation measures, rather than fiscal measures such as energy
pricing and taxes, and carbon dioxide cap-and-trade programmes being
developed in other IEA countries. It is in fact very difficult to properly reflect
externalities in energy pricing and taxation for technical, economical and
political reasons. Even environmental taxation that is specifically introduced to
address climate change is not necessarily fully incorporating externalities. For
example, in the United Kingdom, the team found that there was some room for
improvement for the Climate Change Levy noting that it was not reflecting the
carbon content of fuels and not covering the household sector. In the case of
Germany, it was also pointed out that the current ecotax did not adequately
reflect the CO, emissions of each fuel, as it exempted coal and lignite. Another
example is the differentiated taxation for diesel and gasoline. In some countries,
energy taxes on fuels are highly favourable to diesel while diesel engines emit
more harmful pollutants such as particles and non-methane volatile organic
compounds (NMVOCs). In-depth reviews have often recommended that
countries review taxation schemes favouring diesel by paying due attention to
the availability of new, cleaner diesel technologies and tightening the emissions
standard, which would reduce diesel's externalities over time. At the same time,
the IEA also pointed out that, if such revision is likely to result in more GHG
emissions, other measures may need to be introduced to offset such an impact.
This issue has been taken up in the reviews for such countries as Belgium, Spain,
Switzerland, Portugal and France.

THE ROLE OF MARKET-BASED INSTRUMENTS

As observed in the IEA database of policies and measures, fiscal measures,
regulatory instruments and voluntary agreements are the major components of
member countries’ climate change mitigation strategies. The majority of fiscal
measures have been set up to support the development of emerging low-
carbon technologies rather than to impose a direct cost on fossil fuel sources
like carbon tax.

On the other hand, the introduction of market-based mechanisms has been slow,
despite their economic efficiency and costeffectiveness, mainly because of
member countries' inexperience in using such options to reduce GHG emissions
and the complex framework needed to fully exploit the flexible nature of these
instruments. This issue could also lead to a proper balance between domestic
measures and international measures in GHG emissions reduction.
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For example, in the case of Finland, a clear preference for domestic measures
rather than international measures was observed. The cost of domestic measures
is more predictable than the as yet not fully developed international carbon
markets. Over-reliance on emissions cuts derived from flexible mechanisms could
be risky. Furthermore, establishing the capacity to cut emissions through
domestic means could be very important beyond Kyoto's first commitmet period
of 2008-2012 when additional cuts may be called for. Domestic measures would
also enhance energy security. Nevertheless, the review team thought that
flexible mechanisms could be useful and should be accepted as a likely tool for
cutting emissions. Accordingly, it was recommended to closely review the
package of measures and the supplementary role that flexible mechanisms
could play. A similar reticence to use international measures was also observed
in the reviews for Denmark, Germany and Austria. However, the position of
European countries with regard to the flexible mechanisms could have changed
with the adoption of the EC Directive on Emissions Trading System.

MONITORING AND TAKING ACTION, IF NECESSARY

Effective monitoring of progress made under climate change strategy is also a
prerequisite for its success. Such monitoring would entail both ensuring that
suggested measures are implemented and reviewing their results once they have
been put into practice. In the case of the United States, given the influence of
US emission on global greenhouse gas emission levels and climate, the IEA
recommended quantifying the impact of current energy-environment policies on
projected greenhouse gas emissions at the national and global levels and
developing specific targets for the control of US greenhouse gas emissions.
Updating the outlook of CO, emissions, as noted in the General Energy Policy
section, is also essential in this respect. For example, in the case of Japan, the
government developed an impressive range of policies in 2002 to reduce CO,
emissions from energy. However, some of the reduction measures were voluntary
(e.g. building standards, energy management systems only at the testing stage),
involving behavioural changes that cannot be taken for granted (such as
measures to improve traffic conditions), or hinging on public acceptance (e.g.
nuclear development programme). It was deemed difficult to predict how
effective these measures would be. From this viewpoint, the government's
intention to review policies by 2004 was commended. In the Netherlands, its
reserve package approach was commended as a prudent one because the
country could immediately embark on the package if it found itself off track. The
issue of monitoring has also been touched upon in the reviews for Spain,
Austria, Finland and Portugal.

ENERGY EFFICIENCY

Most IEA countries regard energy efficiency as one of the key policy areas to
achieve GHG reduction targets as well as energy security. Member governments
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have introduced a range of tools to encourage energy conservation and
efficiency, including adjusting energy prices, establishing financial instruments to
encourage energy efficiency, mandating minimum efficiency levels, and voluntary
programmes. As discussed above, the importance of closer co-operation among
relevant ministries, cost-effectiveness, emphasis on market-based instruments and
close monitoring have been stressed in past in-depth reviews.

CLARIFYING THE ROLE OF VOLUNTARY AGREEMENTS
IN THE INDUSTRIAL SECTOR

Voluntary agreements have been widely set up with industrial sectors in member
countries to improve energy efficiency and reduce GHG emissions. This policy
tool has been favoured partly because of its flexibility and relatively light
handed approach compared with regulations. This is particularly important to
industrial sectors exposed to international competition. Nevertheless, several
issues have been identified in recent in-depth reviews.

One of them is the coverage of voluntary agreements. In the reviews for
the United Kingdom and Switzerland, expanding coverage of voluntary
agreements to all energy-intensive industries was recommended. In the reviews
for Japan and Italy, the issue of "outsiders” from voluntary agreements was
identified. This is crucial for a country like Italy where small and medium-sized
enterprises account for a large share of energy consumption.

Clear and measurable targets are also crucial. In the case of Sweden, while
companies co-operating with the government on long-term agreements could
enjoy exemptions from electricity tax, there were no firm targets for efficiency
improvements in these agreements. Consideration of quantitative benchmarks
was recommended.

Another important issue for EU countries is the clarification of the future role
of voluntary agreements and the forthcoming framework of domestic
emissions trading under the EU directives. For example, in the Netherlands,
the benchmarking covenants set targets on energy intensity allowing the
growth of energy consumption in line with economic growth. On the other
hand, the emissions trading scheme caps CO, emissions for large emitters.
Therefore, in certain cases, large emitters could be obliged to buy credits even
though they fulfil the intensity targets under the voluntary agreements.
Accordingly, it was recommended to clarify how the benchmarking covenant
could be incorporated within the emissions trading scheme.

STRONGER MEASURES IN THE TRANSPORT SECTOR

In almost all member countries energy demand in the transport sector is
expanding more rapidly than in other sectors. While various policies and
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measures have been taken in member countries' climate change mitigation
strategies, in most cases the ongoing trends suggest that the current
measures would not be enough to meet the transport sector's energy
efficiency goals. Energy efficiency in the transport sector as well as in the
residential/commercial sector is more difficult to manage, given the
number of players involved. Accordingly, enhanced energy efficiency policies
in the transport sector have been recommended for almost all member
countries. Specific measures recommended include stronger fuel efficiency
standards (United States, Japan), reviewing vehicle taxation (Norway,
Finland, Italy, Netherlands, Portugal), road pricing (Netherlands,
Luxembourg), alternative transport fuels (Spain), car labelling (Hungary,
Spain), accelerating the elimination of old vehicles (/taly), public transport
(Portugal, Ireland, Italy, Denmark, United Kingdom, Hungary), and the
integration of energy efficiency policy goals in the overall national transport
plan (United Kingdom).

ENHANCING ENERGY EFFICIENCY
IN THE RESIDENTIAL/COMMERCIAL SECTOR

In the residential/commercial sector, the in-depth reviews recognised that
there is still a lot of room for improvement in energy efficiency in buildings.
For example, in Belgium, it was observed that the violation of building codes
was rampant. The IEA recommended the establishment of systematic control
activities and a system of penalties to reduce the number of building code
violations. For then EU candidate countries such as Hungary and the Czech
Republic, strengthening building standards in line with EU standards was
recommended. For Japan, it was recommended to examine the possibility of
introducing mandatory building measures such as efficiency standards for
buildings. In many countries, energy efficiency in existing buildings is an
important challenge from the viewpoint of their large stocks. With this in mind,
stronger measures for existing buildings - such as stricter standards for
renovated buildings - were recommended in such countries as the Netherlands
and Luxembourg. In the heating sector, the need for individual metering was
pointed out in such countries as Switzerland, Finland and Sweden. In federal
countries, the authority for energy efficiency policy in the building sector often
lies with local governments. Therefore, for example in the United States, it was
recommended that the federal government continue to work with state
governments to strengthen building codes by providing leadership through
standards and guidelines to improve energy efficiency in buildings.

The importance of international development of energy efficiency standards
and regulations for appliances was also emphasised. In Italy, for example it
was recommended that it actively participate at the EU level in setting
efficiency performance requirements for energy labelling and energy
performance standards.
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DEFINING DETAILS OF NEW INSTRUMENTS

Some member countries are introducing new market-based instruments such
as the white certificate, where gas and electricity distributors are obliged to
achieve predefined energy efficiency targets and can achieve them either by
saving energy themselves or purchasing energy efficiency certificates. In the
reviews for France and Italy, the IEA welcomed this proposal noting that the
process of certificate trading would concentrate resources and efforts in those
areas where they would be the most cost-effective. At the same time, the [EA
emphasised that many administrative questions would need to be solved
for the effective functioning of this new scheme. Such issues would include:
how to verify the net effect of energy saving; who will monitor and verify
the saving; how to minimise the administrative cost; and how to define
the interaction between this scheme and similar schemes, including green
certificates and emissions trading.

ENSURING COST-EFFECTIVENESS IN PROMOTING CHP

In some member countries, combined heat and power (CHP) is promoted
through various supportive measures on the grounds that it could be effective
in meeting the CO, reduction targets as well as enhancing energy efficiency.
In general, in-depth reviews have taken the position that policy measures to
promote efficient CHP should be designed carefully. Efficient CHP should be
competitive in nature and needs little support: it would not be sensible to
promote CHP installations with poor performance. For example, in such
countries as Spain and Belgium, the IEA pointed out the importance of an
appropriate environment, including the adjustment of buy-back tariffs and
provision of more certainty for the future as well as access to cheaper gas
through gas market reform. It was also recommended to review subsidies with
a view to phasing them out fully. In the Netherlands, it was observed that
subsidies increased CHP fivefold in the 1990s, causing significant over-
capacity, limiting the output of existing economic baseload plants to
accommodate new CHP plants and resulting in underutilised capacity and
higher unit costs. In this context, it was welcomed that the government was
going to revise the support scheme to take into account the actual emissions
reduction resulting from each installation.

RENEWABLES

Many IEA countries have set ambitious targets for the introduction of renewables.
Almost all IEA countries have taken various measures to support market
deployment of renewable energy technologies ranging from investment
incentives, tax measures, incentive tariffs, voluntary programmes, obligations,
tradable certificates and regulatory and administrative rules. As identified in
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Renewable Energy - Market & Policy Trends in IEA Countries, the evolution of
energy policies for renewable energy shows a pattern over the past three decades,
starting with RD&D, and moving to investment incentives and tax measures, to
incentive tariffs, to obligations and, today, towards tradable certificates.

ASSESSING COST-EFFECTIVENESS

Cost-effectiveness of policies to promote renewable energies has been the
major issue in the recent in-depth reviews. For example, in Austria, it was
recommended to explore the most cost-effective measures to achieve the
country's targets for contributions from renewable sources. Similar
recommendations were made to such countries as Belgium, the Czech
Republic, Denmark, Korea, the United Kingdom and Switzerland. Another
issue related to this point, which was raised in several reviews, was the
economic feasibility of promoting a certain type of renewable under country-
specific natural circumstances. For example, in Germany, given that the
country would not be an ideal place for large-scale deployment of
photovoltaics because of its climate and land-use constraints, it was observed
that providing heavy support to photovoltaics through the feed-in
mechanisms and R&D may incur disproportionate cost burdens for consumers
and taxpayers. Accordingly, it was recommended to take the economically
feasible potential of renewables into account when promoting their use. A
similar recommendation was provided to Switzerland and the Netherlands.

MONITORING EFFECTIVENESS
OF CERTIFICATE SYSTEM

With a view to ensuring cost-effectiveness, a more market-based approach has
been generally favoured in the recent in-depth reviews, including those for
Belgium, Denmark, Greece, Hungary, Ireland, Finland and Canada. For example,
in Greece, where renewables were promoted mainly by providing subsidies,
setting attractive feed-in tariffs, priority dispatching and R&D, it was
recommended to shift policies towards a more market-oriented approach. The
tradable certificate system is often used to facilitate compliance with quota
obligations to reduce the cost of compliance. While it is more compatible with
a liberalised energy market, it is relatively new and its real effectiveness
remains to be seen. The effectiveness of a quota system with tradable
certificates strongly depends on the firmness of the target - including the level
of obligation and the penalties for non-compliance. It is crucial to ensure that
this new mechanism will lead to more investment opportunities for renewable
energy projects. For example, in Sweden it was recommended to share
information to implement the new renewables quota obligation effectively
and efficiently as anticipated, and closely monitor the results.
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INCORPORATING COST REDUCTION INCENTIVES
IN FEED-IN TARIFF SYSTEMS

Almost all countries with significant markets for renewable energy have
established guaranteed prices in the form of a fixed feed-in tariff. However, the use
of a feed-in tariff is not without potential shortcomings. The prices to be paid are
administratively determined, relying on the government rather than on market
competition. The availability of guaranteed prices may not provide an incentive for
technology innovation or for producers to reduce prices unless the prices paid
decrease over time, in line with the expected learning curve of technology costs
and the time period during which a producer receives a guaranteed price is limited.
How to incorporate proper incentives for cost reduction is a key challenge for this
scheme. In Portugal, it was recommended to review the current feed-in tariff
scheme to assess the benefits of incorporating incentives for cost reduction
through gradually reducing the tariff levels and limiting the duration of the
buy-back period, with a view to better assuring cost minimisation to consumers,
while ensuring investor confidence. In Germany, it was recommended to better
incorporate the learning curves into the degression scheme of feed-in tariffs.

STREAMLINE LICENSING PROCEDURE

In several countries, it was observed that renewable energy projects encounter
difficulties linked with slow proceedings in central/local authorities and, in
some cases, local opposition. Excessive costs due to such difficulties could add
to the developers' costs and thus render certain locations uneconomic. In Italy,
for example, it was recommended to streamline authorisation procedures for
setting up renewable energy projects. Similar recommendations were also
provided to Portugal and France.

ENERGY MARKET REFORM

All [EA member countries have been proceeding with energy market reform
(particularly electricity and gas market reform) in the last four years, although the
extent of progress is mixed. Reflecting these developments, the recommendations
have become more refined and detailed over the past four years. Because of the
specificity of national and regional circumstances and the complexity of this reform,
recommendations have been developed on a wide range of issues. The following
provides some examples of issues often raised in the recent in-depth reviews.

COST-REFLECTIVE PRICES

Undistorted, cost-reflective energy prices - including electricity and gas tariffs
and related services - are prerequisites for the efficient functioning of the
energy market. They send the right signals to consumers and investors.
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In fact, undistorted, costreflective pricing is a challenging task for many
countries, and pricing practices such as crosssubsidisation among different
customer groups and artificially low pricessetting below cost for social policy
objectives have been observed. This issue has been addressed in many reviews,
including those for Australia, Belgium, the Czech Republic, New Zealand,
Spain, Turkey, Greece, Korea, the United States, the United Kingdom, Austria,
Hungary, Ireland, Japan, Switzerland, Finland, the Netherlands and France.
For example, in Belgium, the UK, Greece, Hungary, Ireland and France, social
policy objectives such as fuel poverty were pursued through special energy
pricing. Such policies could give rise to market distortions as well as discourage
energy investment and energy efficiency efforts. In the light of the importance
of "undistorted energy prices” in its Shared Goals, the IEA has recommended
that social policy objectives could be better addressed by direct support to the
needy.

ENHANCING EFFICIENCY IN THE OIL DOWNSTREAM
SECTOR

The oil downstream sector has been largely liberalised in all member countries
leading to industry restructuring and increased efficiency. In many in-depth
reviews, recommendations have been developed to enhance further efficiency
in the downstream sector.

For example, in the reviews of Belgium and Greece, it was recommended that
the remaining price ceiling mechanisms be eliminated, noting that such
mechanisms would not only be obsolete in areas where many filling stations
compete with one another, but could also lead to less energy efficiency.

In Japan, despite a reduction in the number of filling stations, the team noted
that a further reduction could be expected, based on experience in other
countries. It also commended Japan for allowing self-service facilities to enter
into the market, thus providing broader consumer choice that could exert
downward pressure on prices in the distribution market.

PROMOTING THE RESTRUCTURING
OF THE COAL SECTOR

A number of IEA countries give varying degrees of financial and other
assistance to their indigenous coal producers. In most cases, the grounds for
support are based on a pragmatic concern to maintain employment and
regional economic activities. In general, the reviews have taken a position that
markets work more efficiently when energy prices are not distorted and that the
international coal market ensures supply security. The IEA has been asserting
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that social and regional policy objectives could be better addressed through
other more efficient methods for distributing scarce financial resources to
regions affected by the decline of the indigenous coal industry. From this
viewpoint, in Germany, it was recommended that coal subsidies continue to be
reduced with the aim of eliminating them completely, and to set a clear
deadline for their abolition. A similar recommendation was also made for
Spain. Subsidies for peat production and use in Ireland raised similar issues.
Some countries such as Belgium and Japan were commended for their
successful phase-out of coal subsidies.

CREATING A STABLE REGULATORY FRAMEWORK

Creating a stable regulatory framework is a prerequisite for effective electricity
and gas market reform. This is also crucial for sending clear signals to potential
investors. For EU member countries, uncertainties may have lessened because
the timeframe of market opening for non-household customers and all
customers has been clearly defined in the EU directive of 2003. Nevertheless,
uncertainties will not disappear completely until a detailed national legislation
for the electricity and gas market has been completed.

For example, in the review of Portugal, the timing of full market opening and
the creation of the Iberian electricity market was announced. However, many
technical details, including the rules for small consumers to switch suppliers
and the treatment of capacity payment, need to be worked out to make the
market work effectively. It was therefore recommended to proceed quickly to
introduce new legislation for the Iberian electricity market. As for the gas
sector, while the IEA welcomed the decision by the Portuguese government to
bring forward the introduction of gas market liberalisation from 2008 to
2004, it urged the government to establish the regulatory framework to meet
this target without delay. Noting that further steps for liberalisation beyond
the first market opening could cause regulatory uncertainty and discourage
long-term investment planning and decisions, it was also recommended to set
a fixed schedule for the different steps of gas market liberalisation. In the
review for Italy, while the EU directive for gas liberalisation had already been
transposed into law, the government had not yet worked out regulations for
some areas, including network, distribution, LNG terminals and storage.
Accordingly, it was recommended that the remaining codes be issued as
rapidly as possible.

The issue of uncertainties persists for non-EU countries without a common
time-frame for market liberalisation, as in the EU. For example, this is the case
for Switzerland where the first attempt to liberalise the electricity market was
rejected by the public despite careful planning by the federal government and
close consultation with the different interest groups. This is hampering new
investments in distribution and transmission capacity as well as strategic
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orientation of utilities. From this viewpoint, it was recommended to continue
efforts to introduce competition to clarify future orientations in market reform.
In the case of Japan, the government did not define steps towards further
market opening after 2007 at the outset of the process but instead took
the approach of evaluating the impact of each step before taking the next.
While recognising that this cautious approach reflects Japan's concerns
over energy security and environmental protection, the review pointed out
that such regulatory uncertainty could make it difficult for the market
players to adequately carry out longterm strategic planning and take
investment decisions. Korea was recommended to set a clear time-frame for
full liberalisation of its electricity market.

Uncertainties that discourage investment are not limited to those related to
regulation. In Sweden, for example, it was observed that the ongoing debate
about energy in areas such as the future of nuclear power, changes in the
energy taxation scheme and the ultimate means of tackling climate change
had produced a degree of uncertainty which could undermine investment in
new electricity capacity investments, despite a shrinking reserve margin and
periods of high prices. It was recommended to create a more stable policy
environment in which energy stakeholders can plan effectively.

STRONG AND INDEPENDENT ENERGY REGULATOR

With a view to promoting successful gas and electricity market reform, the
role of an independent regulator with sufficient regulatory power, staff
and budget has been emphasised in many in-depth reviews, such as for
Belgium, the Czech Republic, Greece, Norway, Korea, Austria, Hungary,
Italy, Japan, Finland, Switzerland, Sweden, the Netherlands, Portugal and
France.

For example, countries which did not have an independent regulator at the time
of their review, such as Korea and Switzerland, were recommended to establish
one. The possibility of expanding the responsibilities of an independent
regulator was also raised. For example, in Hungary, pricing decisions for non-
eligible consumers were primarily the government's responsibility, while the
government owned capital in energy firms and had a potential interest in price
levels. To prevent possible conflicts of interests, it was recommended that full
responsibility for price controls be given to the regulator, not only in calculating
prices but also in setting them. A similar recommendation was made for France.
In Finland, it was recommended that the number of staff should be expanded
and the mandate widened to include district heating. In Portugal, the 1EA
expressed a concern that no additional staff had been authorised for the
regulator while its responsibility had been expanded to gas market regulation.
The shift from ex post to ex ante regulation in EU countries would further
necessitate a strong regulator with adequate resources.
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PROMOTING UNBUNDLING

In order for competition to develop in gas and electricity markets, effective
unbundling of the electricity transmission and distribution network and the
gas transport network is needed. While unbundling can take different forms,
namely, divestiture, legal separation and accounting separation, the in-depth
reviews have not taken a specific position on which form would be better.
Rather than regarding unbundling as an objective in itself, they have
developed recommendations on unbundling taking into account the
effectiveness of market opening.

In the case of the electricity market reform in Germany, for example,
transmission system operators (TSOs) were not required to unbundle their
operation beyond accounting separation but they voluntarily implemented
legal separation. Noting that many IEA countries had chosen to establish
independent TSOs and require legal unbundling (in some countries, even
ownership unbundling), it was recommended to consider options for
separating network operation from other activities of vertically integrated
companies at different network levels. In the case of electricity market reform
in Japan, accounting separation was introduced in 1999 on a voluntary basis
and the disclosure of the balance and “information firewall" was made
obligatory by amending the law in 2003. The government also decided to
establish “neutral transmission organisations” instead of one national
independent TSO. While the IEA recommended that Japan implement account
unbundling and information firewalls as a first step, it also recommended
Japan not to preclude the option of a single independent TSO if fair and
effective competition does not emerge. On the other hand, as for gas market
reform, noting that Japan is import-dependent and does not have a well-
developed gas network, a modest form of unbundling was thought preferable
to secure the conditions for investment and diversification. From this
viewpoint, the [EA recommended introducing account unbundling, as
proposed by the government, as a starting point for fair and transparent
market access while taking into account gas network development needs. In
the case of gas market reform in Austria, where there is a well-developed gas
network and strong dominance of the incumbent, potential market entrants
and large consumers complained about the difficulties of their access to
pipelines despite a non-discriminatory third-party access (TPA) rule.
Accordingly, it was recommended to consider, if necessary, requiring the legal
unbundling of all pipeline owners or the divestiture of assets to achieve non-
discriminatory TPA to the entire pipeline system.

In many countries, while independent TSOs were established to operate the
transmission network, the ownership of the grid stayed with the incumbents.
This could raise a concern about the independence of TSOs in terms of
operation, maintenance and development of a transmission system. In the
review for Greece, for example, it was recommended to consider the feasibility
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of transferring ownership of the transmission network to the TSO, noting the
experiences of other countries where an independent TSO owns the network.
This issue was also raised in the reviews for Italy and Ireland.

NON-DISCRIMINATORY ACCESS TO GAS
AND ELECTRICITY FACILITIES

Clear, transparent and non-discriminatory third-party access to gas and
electricity facilities on reasonable terms is essential to stimulate trade,
competition and liquidity. In general, the in-depth reviews have been in favour
of regulated TPA rather than negotiated TPA, and ex ante regulation rather
than ex post regulation. However, this is not the case for the new gas
investment which can be contested, such as LNG terminals, import pipelines
and storage, so that such projects would not be deterred.

In the gas market reform in Belgium, for example, the government changed
the access rule from the negotiated TPA to the regulated TPA for
transmission. The IEA welcomed this initiative on the grounds that
reqgulated TPA would be more efficient and would provide equal
opportunities to any potential new entrants to the market. In Germany, the
government had chosen negotiated TPA through an Association Agreement
over regulated TPA both for gas and electricity. While the IEA recognised
that negotiated TPA was a market-oriented approach by market players, it
registered a caution that the process could be time-consuming and
burdensome for small market players and that TPA tariffs were still high.
Accordingly, an option was suggested that the government could be
involved in the negotiation of the agreement so that the agreement would
become legally binding, which would reduce the possibility of abusive
behaviour. In Austria, the system access charges for the electricity
transmission network were much higher than the average in other European
countries, which could imply cross-subsidisation. While system access
charges had already begun to fall since liberalisation and the regulator
intended to reduce them further, it was recommended to continue to lower
the system access charges and consider more complete unbundling if such
a reduction did not succeed. In the gas market reform in Japan, the
government proposed to establish reqgulated TPA to all gas pipelines while
promoting negotiated TPA to LNG terminals. While questioning whether
LNG terminal owners would have enough incentives to allow access to their
terminals without TPA obligation, the IEA recommended Japan to follow the
effectiveness of this arrangement and to consider TPA obligation if the
measure was not adequate to ensure effective competition. On the other
hand, the IEA recognised a positive impact on new investment in a pipeline
through exempting the owner of the new pipeline from notification and
publication of terms, rates and conditions for TPA.
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MONITORING MARKET POWER

Market reform is a moving target and monitoring the outcome of market
liberalisation is essential in order to maximise its benefit to consumers. Even
though the energy market is fully opened, this does not automatically lead to
effective competition. Strong market power of incumbents was identified as a
potential obstacle for effective competition in some countries. This issue was
raised in Australia, Belgium, the Czech Republic, Spain, Denmark, Greece,
Korea, Austria, Hungary, Italy, Ireland, Japan, Portugal, Sweden and France.

For example, in Korea, while commending the lifting of many oil sector
regulations, the IEA recognised a new concern that certain companies had
considerable market influence and could control prices to their advantage.
From this viewpoint, stronger monitoring was recommended to prevent unfair
pricing by large companies. In Hungary, where the downstream oil market
had been fully liberalised, the IEA registered a concern about the market
power of the incumbent oil company solely operating refineries in Hungary.

In Denmark, it was recommended to prevent the state-owned incumbent gas
company from becoming a monopoly supplier along the entire gas chain and
to ensure close monitoring of its behaviour by the competition authority. In
Italy, the incumbent gas company remained in a dominant position because
new entrants could not buy gas directly from Algeria or Russia, existing import
pipelines were saturated and the obligation on imports from non-EU countries
was too stringent. It was recommended to enforce a strict requlatory control
to prevent abuse of a dominant market position.

In the case of Spain, electricity generation was dominated by two large power
utilities representing about 80% of total generation and distribution. While
the legislation for market liberalisation had created a market environment
allowing for new entrants, true competition was developing very slowly. The
IEA welcomed the government's action to impose strict conditions on a proposed
merger of these two companies and the resultant cancellation of the merger plan.
Nevertheless, it was recommended to continuously address the concentrated
nature of the electricity markets to further stimulate competition. In the case of
Greece where the publicly-owned incumbent electricity company accounted for
97% of both total generation and capacity, the IEA recommended that
consideration be given to creating competing generation companies from the
incumbent's generation assets if no proof of competition emerges. In France,
the incumbent gas company operates 83% of the storage capacity and the
incumbent electricity company generates more than 90% of electricity. It was
recommended that this dominant position be monitored to ensure that the
incumbent would not enjoy any undue advantages over new entrants. As for
electricity, it was recommended that further investments in interconnections
be facilitated in order to diminish the market share of the incumbent by
expanding the relevant market for France.
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EXPANDING THE MARKET SIZE
AND REGIONAL INTEGRATION

Expanding the size of electricity markets through enhanced international or
inter-regional connection is a useful option to achieve effective competition
through providing a greater choice to consumers, reducing the share of
strong incumbents and thus weakening excessive market power, as
demonstrated in the Nordic Power Market. This is a strong motive for the
creation of an lberian electricity market. Further harmonisation of daily
operation by TSOs and regulators among neighbouring countries makes the
integration much more effective. Expansion would also provide benefits in
terms of reserve-sharing, deferral of investment in new generating capacity
and more efficient utilisation of the existing infrastructure. From this
viewpoint, the in-depth reviews have been recommending this to many
countries, including Australia, the Czech Republic, Spain, Denmark,
Germany, Hungary, lIreland, Italy, Japan, the Netherlands, Canada,
Portugal and France.

For example, in Ireland, the presence of motivated and independent
competitors has been negligible owing to the small size of its market. While
Ireland cannot arbitrarily increase the size of its electricity market, it can
effectively increase it by improving interconnections with other markets.
Therefore, the IEA first recommended that Ireland should continue to develop
an all-island electricity market by increasing the usable capacity of the
North-South interconnector, and then to explore whether an East-West
interconnector with the United Kingdom could be constructed. Expanding
the regional interconnection is crucial when the national market is effectively
separated into several areas. In Japan, for example, a transmission grid had
been developed on the basis of each supply region's self-sufficiency and
interconnections between some regions were weak. At the time of the review,
the emergence of new entrants was still minimal in each supply region and
there was little revealed competition across the region. The IEA stressed that
the interconnection issues would need to be resolved if Japan wished to
develop national electricity markets with active competition. The recent need
to increase imports to the Tokyo region after the closure of nuclear power
plants has also demonstrated the benefits of strong interconnections for
security of supply.

Creating larger gas markets also offers more possibilities for underutilised
capacity/volumes to find their way to other regions, with higher gas value,
thereby creating higher liquid volumes to be drawn on in case of shortage or
extreme temperatures. In this context, it was recommended that Spain, for
example, encourage the construction of new gas interconnections with
neighbouring countries and increase the capacity of existing ones in order to
ensure security of supply and enhance competition.
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DEVELOPING POWER EXCHANGES AND GAS HUBS

Many member countries have established electricity exchanges or competitive
pools. While there are problems with some of these power exchanges, their
existence provides a positive signal for the continued development of a
successful reformed market. In general, voluntary pools or power exchanges
have become increasingly dominant, and mandatory pools have been receding.

In the United Kingdom review, the IEA commended the introduction of the New
Electricity Trading Arrangements as the decisive correction of the flaws in the
early mandatory pool. It was regarded as a positive step towards a real market
because it involved the demand side, provided market players with the choice of
the market and market instruments, including direct bilateral contracts. In the
Netherlands, the volume in the power exchange was still rather modest and a
larger-scale operation was deemed necessary to give the proper price signals. For
this purpose, it was recommended that co-operation with neighbouring countries
be enhanced in order to increase the volume of the market. Better information on
the maintenance and outage of production capacity and greater liquidity in the
balancing market were also regarded as necessary to reduce price spikes and
increase the interest of market players to participate in the market. To ensure that
there is sufficient volume in the market, Greece is exploring the establishment of
the South-East European electricity pool with neighbouring countries.

On the gas side, many member countries are developing gas hubs at the
interconnection of gas pipelines. These hubs are important in fostering competition
and security as they make it possible to trade gas on the spot, and balance supply
and demand more easily. As most of the hubs emerging in continental Europe are
still in their infancy, the review teams generally recommended their further
development to foster liquidity in the gas market and access to gas.

In the case of the Netherlands, the team welcomed the establishment of
Eurohub, a physical hub, and Title Transfer Facility (TTF), a virtual hub, as they
could increase liquidity in the market by facilitating a spot market and
creating new possibilities to access gas. However, noting that the volume
traded through TTF was still rather limited and that it was too early to say how
these hubs would work, it was recommended that they be monitored and that
their development be further facilitated.

ENHANCING DEMAND-SIDE RESPONSE

IN THE ELECTRICITY AND GAS SECTORS
Enhanced demand-side response can provide great benefit to the electricity
market, including reducing price volatilities, reducing the market power of

incumbents, reducing the need for peak capacities and reducing investment
risks by providing more predictable prices to potential investors. Fostering
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demand-side response in the gas market also needs to be in line with the
opening of the household sector to competition.

Because many member countries tend to focus on the supply side, the importance
of demand-side response has often been emphasised in recent reviews.

For example, in Japan, the promotion of pricing mechanisms, such as peak
tariffs and real-time pricing, which reflect the high cost of generation peak,
was recommended to change consumption behaviour and flatten the load
curve during the summer peak. In Canada, which had experienced very high
price volatility in some jurisdictions, the lack of ability and incentives for
demand to respond to price was regarded as a cause of low elasticity and,
hence, price volatility. Demand-side measures are expected to moderate
growth in electricity demand and contribute to greater price stability by
increasing the elasticity of demand. Therefore, noting that this depends on
provincial decisions, the IEA pointed out that there might be a role for the
federal government to foster the formulation and implementation of demand-
side response mechanisms across provinces.

SECURITY OF SUPPLY

The issue of energy security has been a constant concern to member countries
because of the risk of imminent supply disruptions in the oil market due to
political, military and social events in producing countries. At the same time,
there is a growing recognition that energy policy-makers must address a much
broader agenda than nearterm supply risks. This includes long-term security
of gas and electricity supplies under liberalised markets and growing
dependence on oil and gas imports.

COMPLIANCE WITH THE IEP OBLIGATION

While most IEA member countries are compliant with the obligation to hold
90-day oil stocks stipulated in the International Energy Program (IEP), the in-
depth reviews have been recommending that countries failing to fulfil the
obligation rectify the situation. In the past four years, Greece, Portugal and
Luxembourg received such recommendations. In the case of Portugal, which
had been frequently non-compliant since 1992, it was recommended that it
establish the legal and organisational foundation to ensure that it will be
compliant with the IEP obligation in the future.

ENHANCING EXPLORATION OF DOMESTIC OIL
AND GAS RESOURCES

For those countries with domestic oil and gas resources, it has often been
recommended that they make best use of such resources for the security of ol

@)



Overview of Energy Policy and Market Developments ... CROSS-COUNTRY OVERVIEW

and gas supply. Increasing dependence of member countries on oil and gas
imports from non-member countries is making it even more important. For
example, in the case of the United Kingdom, the IEA found that the tax
system, including Royalty and Petroleum Revenue Tax (RPT), was not providing
sufficient incentive to develop small fields. With this in mind, it was
recommended that the taxation system be revised to ensure optimal
exploitation of the North Sea resources. In the review for the Netherlands, it
was observed that new exploration activities were hampered by the lack of a
stable regulatory and fiscal framework for investment and uncertainties
caused by policy changes, market liberalisation and environmental
requirements. It was recommended that the reintroduction of a tax incentive
for offshore projects be considered and that the government intake on the
profit from small fields be reviewed.

In some countries, oil and gas exploration in prospective areas is limited on
environmental grounds. For example, in the United States, the most
promising oil prospects in onshore Alaska and offshore California have been
administratively or legislatively declared off-limits to oil and gas exploration
for many years. Even for those areas available for exploration and production
activities, businesses must comply with a variety of federal and state
requlations where the defined requirements can be very complex and
deadlines during the process are not necessarily clear. Accordingly, it was
recommended to remove undue obstacles to oil exploration both onshore
and offshore, particularly on federal territory. This can be accomplished by
government support for environmentally sound technologies for oil and gas
exploration and production, thus boosting public confidence that such
activities can be conducted in an environmentally responsible manner.
Similarly, in Canada, some promising areas in terms of oil and gas resources
remain closed to production for environmental reasons. Taking into account
the technology development in environmentfriendly exploration, it was
recommended to continue inquiring whether such areas could be opened.
Similar recommendations on enabling an investment climate for upstream
gas were developed for Hungary, Ireland and Italy.

DIVERSIFYING OIL AND GAS SUPPLY SOURCES

For those countries endowed with almost no domestic oil resources, the
importance of supply diversification has been emphasised. In the case of
Japan, the IEA noted with concern that dependence on the Middle East had
been increasing since the mid-1980s and had reached 89%, a much higher
level than at the time of the first oil crisis. In this context, Japan's efforts to
develop oil supplies via a pipeline from Eastern Siberia were appreciated for
their contribution to less dependence on the Middle East. It was recommended
that supply security continue to be addressed by encouraging the procurement
of fuels from diverse sources. However, as dependence on the Middle East
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cannot be reduced in the short term, it was also recommended that Japan
enhance its relations with Middle East producer countries and promote a producer-
consumer dialogue. Similar recommendations were made for Korea.

Diversification of gas supply sources is essential for the security of gas supply.
In particular, EU countries are largely dependent on pipeline gas imports from
Algeria and Russia. While both countries have a long-standing record as
reliable suppliers, some concerns still remain. In both countries, there is no
clear gas upstream nor transport regulation. Gas production and exports are
managed by companies which exercise sovereign rights of the state.
Furthermore, the transit of Russian gas to the EU is highly concentrated in the
Ukraine. Therefore, increased diversification of suppliers and supply routes is
crucial for EU countries. With this in mind, the in-depth reviews have been
encouraging in this area. For example, Finland is entirely dependent on
Russian gas. While it has been examining alternative natural gas supply
routes, none of the alternative pipeline projects has progressed to the
planning stage. Acknowledging that such pipelines would be very costly and
that Finland has had a historical success with supplies from Russia, the [EA
recommended that it continue to examine additional international gas
connections working with multi-country partnerships. In the case of Portugal,
while it had been dependent on a single supply source, Algeria, the new LNG
terminal has significantly enhanced security of supply both by allowing
diversification of supply sources and by providing enough supply capacity for
several years. In the mid to long term, it is expected that supplies via pipeline
and LNG will be half and half. The IEA commended this and recommended
Portugal to maintain the policy of diversified supply sources and the balance
between pipeline and LNG. Spain has also successfully diversified its supply
sources with the introduction of LNG. To enhance supply diversification, Spain
set an indicative limit of gas supplies from any single country and for each
supplier at 60%, with the exception of gas supplied to facilities with
guaranteed alternative supplies of other fuels. While the IEA regarded this
as a valid policy objective, it recommended that care should be taken in
implementing this measure to ensure that it would have no adverse impact on
fair and effective competition by allowing new market entrants access to
economical gas sources.

DEFINING CLEAR OBJECTIVES

AND RESPONSIBILITIES OF DIFFERENT PLAYERS

IN THE ELECTRICITY AND GAS MARKETS
Unlike the period of state-owned gas and electricity companies, or private
companies with exclusive concession rights when governments managed the

energy sectors, governments in open gas and electricity markets need to
define the right framework for market players so that markets can deliver
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reliable gas and electricity supplies and make sure that market players follow
the rules. Governments have the responsibility of creating a framework for
security and for defining the responsibilities of each player. However, low
profitability events may not be valued by the market. Therefore, governments
need to set objectives for reliability of gas and electricity supply, including gas
deliveries to household consumers during extreme low temperatures.

This viewpoint is reflected in the recommendations of recent reviews such as
Italy and Ireland. In Ireland, the IEA suggested, as an example, a mandatory
obligation that all suppliers must be able to continue supplying consumers in the
event of any number of supply interruptions. At the same time, the government
was encouraged to allow companies to choose the most appropriate means of
meeting such standards among gas storage, additional/redundant pipelines,
fuel switching capabilities or interruptible contracts with customers. In [Italy,
mandatory strategic storage is imposed on shippers importing gas from non-EU
countries to achieve security of supply. The IEA thought that this measure would
add an extra cost and could act as one more entry barrier for competition.
Accordingly, it was recommended that the costs and benefits of this measure be
assessed and to consider whether the portfolio of flexible tools could be
expanded to allow the same level of security of supply at a lower cost.

FOSTERING GAS AND ELECTRICITY INVESTMENT

With a growing share of natural gas in the energy mix and increasing concerns
about blackouts, recent in-depth reviews have often addressed how to foster
appropriate gas and electricity investment under liberalised markets. Some
issues identified in Chapter 6 on market reform, including creating a stable
regulatory framework and cost-reflective prices, are also relevant in this context.
In addition, the following issues have often been raised in the reviews.

Monitoring investment needs

One of the important responsibilities of governments is the monitoring of
investment needs. Governments need to monitor investment performance and
make the results public. If the market fails to generate the necessary investment
on its own, they should act, i.e. to provide additional market incentives. For
example, in the United States, where substantial investment, including new
pipelines to bring gas from Canada, is necessary, the government has conducted
various analyses of energy infrastructure and identified regional areas which
were expected to require additional infrastructure. These analyses highlighted
areas where investment was needed to ensure sufficient supply capacity. In
addition, the market was well informed through projections of key market
parameters such as growth in demand. Continuous review of the adequacy of
investment in gas transmission, distribution and storage was recommended. In
Italy, the IEA suggested that the government should ensure the effective
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monitoring by the TSO of the reserve margin for electricity generation or the
additional need for domestic or international transmission, bearing in mind
sufficient lead times. It was noted that tight supplies could require more
involvement of the energy regulator to provide technical support in designing
the government's response to such a situation and to encourage new
investments. In France, as part of its responsibility to provide for energy security,
the government has instituted the Long-Term Investment Programmes
for Electricity Production. The IEA commended France for its focus on energy
security on the grounds that short- medium- and long-term projections of supply
adequacy are instrumental for energy policy-makers to assess security. At the
same time, the IEA pointed out that care should be taken to ensure that such
policies would result in minimal market distortion which could decrease
the economic efficiency of the system as a whole. Monitoring the trend of
generating capacities was also recommended in Australia, Spain, Greece,
the United States, Sweden, the Netherlands and Portugal.

Sending the right signals to investors

Based on this type of monitoring, governments need to ensure that markets
can work properly and send the right signals to attract the necessary
investment. In general, the in-depth reviews have been taking the position
that the role of governments is to help decrease regulatory risks and thereby
improve financial conditions by creating a clear and stable framework for
investment. They have also taken the view that market incentives to invest
are sufficient to ensure adequate investment as long as prices reflect real
costs, while recognising the need for additional incentives if market
incentives are not sufficient to cope with low probability events. They have
also been generally cautious about direct intervention by governments while
recognising the need for such policies, in such cases as the initial stage in
emergent gas markets.

For example, in the Netherlands, available contractual capacity at gas
interconnections was very small, limiting import possibilities by new entrants
as well as the possibility of responding to the inevitable increase of imports
due to the depletion of domestic production. The IEA thought the United
Kingdom connection and the North European Gas Pipeline from Russia would
need to be studied. Recognising that it would be the role of industry to make
the investment, the government was encouraged to put in place the right
investment framework and incentives to invest. A temporary exemption for
TPA obligation in new gas pipelines was suggested as one option. In Portugal,
investment subsidies for a natural gas infrastructure from the government and
the EU, and the exemption of excise tax and VAT had contributed significantly
to the rapid penetration of natural gas. The IEA considered that the
Portuguese gas market was moving towards a mature stage, particularly on
the high-pressure side, where there would be no need for government
intervention. Taking into account the possible risk of overinvestment, it was
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recommended to limit subsidies to distribution and phase them out. In Greece,
where natural gas is exempt from excise tax until 2010, the IEA also saw the
need of reviewing such policies when the market matured.

In the electricity market, past reviews often raised the issue of how to send the
right signals to the market to ensure adequate peak capacity and efficient
development of transmission networks. As for peak capacity, in Portugal for
example, it was recommended that a cautious approach to capacity payment
be taken on the grounds that this had not been proven to be an effective
or efficient policy to secure adequate supply. In Sweden, where TSO administered
a capacity mechanism involving contracting a certain amount of peak
capacity, the [EA pointed out that the system could potentially crowd out an
efficient private response to peak demand, add to the cost of providing peak
power and make it difficult for authorities to effectively evaluate the potential
for a market-based response. Accordingly, it was recommended that the
peaking power contracted by TSO be monitored to ensure that it would not
undermine the development of efficient, market-based demand response or
peak generation investment.

As for transmission networks, the IEA emphasised that efficient development of
transmission networks could only proceed where prices and returns on
investment create appropriate incentives to invest efficiently. It was also
recognised that it is challenging to strike a proper balance between reducing
network tariffs (and prices for end-users) and ensuring stable and adequate
returns to attract investment. In the case of Norway, the transmission companies
were subject to an income cap for grid operation. While the IEA recognised some
room for finetuning of the system, it generally regarded the cap system as a
useful incentive mechanism to reduce costs. In Turkey, the importance of a clear,
transparent and non-discriminatory transmission tariff was emphasised as a
driver for the establishment of appropriate transmission capacity as well as
generating capacity to meet future demand. In New Zealand, the cap on fixed
charges and the requirement to keep rural line charges in accord with urban line
charges were regarded as potential impediments to the free market and to the
clear signals for investment in the network.

Streamlining licensing procedures for energy infrastructure

In many countries, electricity and gas infrastructure projects, such as
generation and transmission capacities, are encountering very long lead times
for development approval. The existence of several regulatory bodies
operating at central and local governments is one contributing factor.
Furthermore, a licensing procedure by local authorities tends to be very slow
because of local opposition and the NIMBY phenomenon. For example, Italy
proposed a legislation taking over the authorisation process for new power
plants if local authorities are unable to complete the procedure within a
certain period. While the IEA welcomed this as a positive step, it also
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recommended further streamlining of the authorisation procedure for building
an electricity infrastructure. In Canada, setting up a long pipeline from
frontier areas to the markets requires numerous authorisations as these
projects overlap jurisdictions, which can further deter investors. The National
Energy Board is making efforts to co-ordinate with other regulatory agencies
to eliminate duplication. Such efforts were commended, and it was
recommended that the concept of a onestop shop for regulatory approvals
be promoted. A similar recommendation was also developed for the
United States.

NUCLEAR

There is a marked difference among member countries regarding their position
on nuclear power. Some countries wish to retain and improve the nuclear option
for the future because nuclear energy contributes to energy diversification and
climate change mitigation. On the other hand, there are some countries ruling
out or attempting to phase out nuclear options because of perceived safety
concerns. The critiques and recommendations also reflect this diversity.

CLARIFYING THE ROLE OF NUCLEAR IN THE ENERGY MIX

For countries which are determined to keep their nuclear option and intend to
construct new nuclear power plants, the IEA has been generally endorsing such
a direction, noting the contribution of nuclear to energy security and GHG
emissions mitigation. On the other hand, in a competitive and deregulated
market, the risk of longer construction lead times and higher capital costs will all
act to discourage investments in nuclear power. In the review of the United
States, the IEA emphasised that the government needs to develop acceptable
policies to overcome these disadvantages without intervening unreasonably in
the market in favour of one fuel, noting that these issues were relevant in several
countries and were not specific to the United States. In Japan, which had an
ambitious plan to increase nuclear power generation by 30% by 2010, it was
recommended that the role of nuclear power in a liberalised market be clarified,
along with the demarcation of responsibilities between the public and private
sectors in high radioactive waste disposal, MOX fuel fabrication and long-term
nuclear liabilities. In France, while endorsing the government's policy to maintain
the nuclear option, the IEA recommended that the demonstration unit of the new
European Pressurised Reactor should be built in open market conditions whereby
companies invest in the plant solely as a profitable venture in a liberalised market.

On the other hand, at the time of the reviews, several countries had already
decided to phase out nuclear or had been undergoing national debates
regarding the phase-out. In Switzerland, two public initiatives on a nuclear
phase-out were waiting for the public vote. Noting that Switzerland was
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obtaining almost all of its power from carbonfree sources, namely, hydro and
nuclear, the IEA considered that the phasing-out of nuclear could have a significant
impact on Switzerland in terms of energy security, GHG emissions reduction and
economic efficiency. Accordingly, it was recommended that Switzerland keep its
nuclear option open. Because the public vote has a decisive impact on the direction
of Swiss energy policy, the IEA also recommended conducting an analysis to identify
and evaluate the potential impacts of the phasing-out of nuclear and share the
results with the public prior to the vote. In Belgium, the government had committed
itself to phase out nuclear power when the current operation units reach the age of
40 years. This was a significant challenge because more than half of Belgium's
electricity was produced by nuclear power plants. Along the lines of the
recommendation by the commission established to investigate policies for future
electricity generation, the IEA also recommended that the government keep its
nuclear option open until a reliable quantitative analysis is conducted comparing
the various technological options available to replace it. In Germany, as the
negotiated agreement for the nuclear phase-out had been worked out between the
government and the utilities, it was recommended that the consequences of the
phase-out be monitored, including its implications for the economy, the environment
and security of supply. A similar recommendation was made to Sweden, where
negotiations with the industry for a nuclear phase-out were under way.

The Netherlands reversed its earlier decision to phase out nuclear power plant
and decided to use it up to the end of its lifetime. The IEA commended its
decision as a prudent approach to ensure security of supply and climate
change mitigation and recommended to maintain a stable and predictable
policy framework for nuclear power.

IMPROVING AVAILABILITY AND LIFE EXTENSION
OF EXISTING PLANTS

Improving the availability and life extension of existing plants is instrumental
in making the best use of nuclear power plants. In Japan, the availability of
power plant was lower than the world's best levels. The IEA observed that
boiling water reactors (BWR) could have the potential to increase availability
by 10%, and such an improvement in 20 plants would be equivalent to
constructing and operating two completely new plants. Accordingly, it was
recommended to increase the load factor of existing units by shortening the
statutory and other outage periods and reducing their frequency. In France, the
IEA considered that significant economical and emissions-saving opportunities
could be achieved by life extension from the current 40 years assumption.

ENSURING PUBLIC ACCEPTANCE

One of the biggest challenges for the countries which intend to keep their
nuclear option open is how to improve the level of public acceptance to
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nuclear. In Japan, nuclear power operations have been marred by safety-
related incidents in recent years. In particular, the recent data falsification by
one utility has seriously undermined public confidence in nuclear power. The
I[EA recommended that the government make the utmost efforts to restore
public confidence, in particular by addressing political sensitivities in local
governments where nuclear facilities are located. In the United States, while
industry surveys suggested that public opinion would not be an impediment
for the future development of the industry, the government was advised to
make an independent assessment of public attitudes and to respond
objectively to any findings suggesting that the public is concerned about the
use of nuclear power. A similar recommendation was made for Korea.

ENSURING NUCLEAR SAFETY

Ensuring the highest standard of nuclear safety is the prerequisite for keeping
the nuclear option open. While all member countries with nuclear energy are
addressing this issue very seriously, the question of nuclear safety has been
reiterated as a reminder in past in-depth reviews. The efficiency and
independence of nuclear safety organisations has also been touched upon in
several reviews. For example, in Japan where the resources for nuclear safety
were increased by 190% and a second nuclear safety regulatory organisation
was established following the data falsification problem, it was recommended
that an effective working interface be ensured between the Nuclear and
Industry Safety Agency and the newly established Japan Nuclear Energy
Safety Organisation.

ADDRESSING RADIOACTIVE WASTE

Appropriate nuclear waste management is essential to keep the nuclear
option viable. In Hungary, the IEA found the storage of spent fuel and low-
and intermediate-level nuclear wastes well organised.

However, the ultimate disposal of these wastes was not yet finalised and the
programme to develop a final disposal facility for the highest radioactive
wastes was still in a very early phase. It was recommended that decisions on
the nuclear waste disposal framework should be taken as soon as possible. In
Switzerland, a disposal option had not yet been defined since the rejection of
an underground repository project for low- and intermediate-level waste in local
voting in Nidwalden. Despite this setback, the IEA recommended that actions
to develop safe radioactive waste repositories continue to be taken. In the
United States, the decision on the Yucca Mountain repository project for high-
level radioactive wastes had not been made at the time of the review. Bearing
in mind that the decision would have considerable impact worldwide on future
investment in nuclear power, it was recommended that a firm decision be taken
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as early as possible. In Finland, the IEA observed that the government and
industry had taken timely measures towards the management and disposal of
all types of radioactive wastes. The high-level waste repository near Olkiluoto
should be commissioned by 2020 while a number of laboratory tests remain to
be completed before the construction and operation licences are issued. The
review recommended the active continuation of regulatory support for the
implementation of the high-level waste repository.

RESEARCH AND DEVELOPMENT

Energy technologies can make a substantial contribution to mid- to long-term
solutions of energy pol|cy challenges, namely, energy securlty, environmental
protection and economic growth. In the recent in-depth reviews, the following
issues have often been raised.

ENSURING FUNDING FOR ENERGY R&D

Despite the critical role to be played by energy technologies, the current level
of energy R&D, in both the public and private sectors, is a cause for concern.
After a significant increase from the mid-1970s to early 1980s, government
energy R&D budgets in member countries have declined, although there was
a slight increase after 1997. For example, in Canada, public R&D suffered
from budget cuts from $271.6 million in 1991 to $168.5 million in 1999. The
IEA commended the fact that this trend had been reversed since then,
which would facilitate continuous programme conditions for developing
technologies with mid- or long-term perspectives. It was recommended that
budget cuts like those in the late 1990s be avoided and that the upward
nominal trend be maintained. In Italy, the level of the budget for energy R&D
expressed in terms of GDP percentage has been stable in the past three years,
after the sharp decrease from the late 1980s to the early 1990s. While
commending this, given the relatively low level of Italy's overall investment in
R&D and the growing challenges of energy security and environmental
protection, the IEA recommended that the government maintain this trend
and try to increase its R&D expenditure. The importance of appropriate
funding has been touched upon in the reviews for Turkey, Germany, the
United States, Austria, Sweden, the Netherlands and Portugal.

CONSISTENCY WITH NATIONAL ENERGY POLICY GOALS
AND CLEAR PRIORITISATION

Under the stringent budgetary conditions for government energy R&D
programmes in many countries, a coherent energy R&D strategy, in line with
the national energy policy goals and with proper prioritisation, is crucial. This
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issue has been touched upon in many in-depth reviews, including those for
Belgium, the Czech Republic, New Zealand, Spain, Turkey, Norway, Denmark,
Germany, the United Kingdom, Austria, Hungary, Ireland, Italy, Japan,
Switzerland, Canada, Portugal and France. For example, in Portugal, the
Ministry of Economy responsible for energy policy did not have an energy R&D
strategy or programme to achieve its energy policy goals. While energy was a
core area of R&D activities of the National Institute for Engineering and
Industrial Technology (INETI) under the auspices of the Ministry of Economy,
the Ministry of Science and Higher Education responsible for national R&D
policy did not regard energy R&D as its priority. Because of these factors, public
funding for energy R&D in Portugal was the lowest in relation to GDP. Noting
the significant energy and environment policy challenges for Portugal, the IEA
recommended that the government develop a coherent energy R&D strategy.
In New Zealand, the IEA considered that the present structure of energy R&D
could impede its full potential contribution to achieving the government's
objectives for the energy sector. Energy-related R&D activities were spread
across a number of programmes and undertaken in a number of the Crown
Institutes and elsewhere, while there was no organisation dedicated to energy
R&D. Accordingly, the team recommended that the government review the
structure of government R&D in light of government priorities for the energy
sector, suggesting the possibility of a reallocation of funds. In Austria, it was
noted that the energy R&D policy had a mixed record in terms of focusing
resources on technologies well suited to Austria’s specific energy requirements.
On the one hand, the country channelled the majority of spending to biomass,
a strategy consistent with both Austria's current significant use of biomass and
its substantial natural endowments of this fuel. On the other hand, the country
spent 30% of its renewables budget on solar energy despite the fact that solar
energy provided Austria with only 0.17% of its TPES. While recognising that
Austria might want to support solar technologies as part of industrial or trade
policies, the IEA recommended that the government review its priorities in order
to maximise the cost-effectiveness of limited government R&D expenditures. In
Germany, photovoltaics received 18% of its entire energy R&D budget despite
limited expectation about photovoltaics' competitiveness in Germany, while
clean coal technologies received only 7% of the federal non-nuclear R&D
budget in spite of the prospect of continuous use of coal as a costeffective
means of replacing nuclear power.

ASSESSING THE PERFORMANCE OF R&D PROJECTS

In addition to proper prioritisation, effective monitoring and assessment of the
performance of government-funded energy R&D are also crucial to maximise
the cost-effectiveness of the R&D programme. In Canada, the energy R&D
programme had been restructured since the 1999 review to improve its
efficiency, increase its focus on long-term activities and adapt to the need for
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climate change mitigation. As a result, several R&D programmes had been
consolidated and new evaluation methods were introduced. The government
annually reviews one-fourth of the programme objectives to complete a full
cycle in four years, involving related departments as well as stakeholders from
industry and science. The IEA commended this movement and encouraged
further efforts. In Finland, while commending the impressive 300% increase
in Finnish energy technology exports, the IEA pointed out that it was unclear
to what extent the government R&D programmes had contributed to energy
policy objectives. With this in mind, it was recommended that an indicator or
a set of indicators be developed to assess the effectiveness of government-
funded R&D efforts. The issue of monitoring and assessment has also been
emphasised in the reviews for Belgium, New Zealand, Spain, Korea, Austria,
Portugal and France.

BETTER COLLABORATION

When energy-related R&D activities are carried out by a number of organisations,
appropriate collaboration among them is one of the prerequisites for the
effectiveness of such activities. The increasing linkage between energy and other
research areas also necessitates effective collaboration among different research
organisations. For example, in France, the review team encountered difficulties in
obtaining consistent and reliable information on government activities. Among
such problems were inconsistent reports on the amount of money being spent,
lack of clarity on what administrative and political processes were used to set
priorities, how such priorities were linked to energy policy, and how cost-
effectiveness of the expenditures was assessed. It was considered such problems
could, at least, be partly alleviated through improved co-ordination among the
relevant government bodies. For example, three government agencies were
engaged in technologies related to nuclear, energy efficiency and renewables and
their division of responsibilities was not necessarily clear, which could result in
inefficient use of financial resources. In the Netherlands, while the ministry in
charge of energy policy was responsible for all R&D, R&D for energy conservation
became the responsibility of several ministries as a result of reorganisation.
Hence, this created a strong need to co-ordinate energy efficiency R&D between
the ministries, as well as to co-ordinate energy efficiency R&D with
environmental, GHG-oriented R&D. In addition, within GHG R&D management,
there was a sectoral breakdown and ongoing allocation of responsibilities to
the different ministries. Given this situation, the IEA recommended that the
government ensure clear multi-sectoral communication regarding R&D
programmes and policy priorities among all ministries. In Spain, a new ministry
in charge of science and technology was established in 2000 and the
responsibility for energy R&D was transferred to it from the ministry responsible
for energy policy. Again, this created a situation where an additional co-
ordination mechanism would be necessary to ensure that R&D activities would
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be consistent with national energy policy objectives. Accordingly, close co-
ordination between these two ministries and research organisations was
recommended. The issue of better co-ordination was also raised in the reviews for
Australia, New Zealand, Norway, Denmark, Italy and Portugal.

PUBLIC-PRIVATE PARTNERSHIP

It is increasingly important to involve the private sector in R&D activities to
facilitate the process of technology deployment. In the United Kingdom, for
example, the government was supporting collaboration between universities
and companies on long-term solutions, especially in the oil and gas industry,
taking into account recommendations by a joint industry,/government body. For
countries where the public R&D budgets are limited, co-operation with private-
sector partners could be an effective means. In Ireland, the scheme of “Share
Cost", which engages the private and public sectors through sharing the risks
associated with short- to mid-term RD&D investment, was regarded as a useful
approach. On the other hand, it is also a challenging task to clarify the
respective roles of the government and industry to facilitate the efficient
deployment of new technologies. Furthermore, with market liberalisation where
private-sector R&D becomes more focused on short-term and applied research,
governments also need to redefine their roles and improve their policy measures
to stimulate private initiatives more effectively. In Japan, the IEA commended
government co-operation with industry to encourage industrial R&D activities.
At the same time, it cautioned that the government should not finance any R&D
that industry would have conducted without receiving government support,
such as energy efficiency measures to achieve voluntary commitments. The
importance of public-private partnership has been emphasised in the reviews for
Australia, New Zealand, Turkey, Greece, Korea and Portugal.

INTERNATIONAL CO-OPERATION

International co-operation, on both a multilateral and a bilateral basis, is an
instrumental means to maximise the benefit of energy R&D. This is particularly
the case for small countries with limited budgets for government R&D. With this
in mind, enhanced international co-operation was recommended in many in-
depth reviews including those for the Czech Republic, Spain, Turkey, Greece,
Korea, Hungary, Ireland, Italy, the Netherlands and Luxembourg. Countries
which had not participated in the IEA Implementing Agreement have been
encouraged to consider participation.

KEY MESSAGES

In the face of the growing complexity of energy policy issues, it is becoming
ever more challenging to grasp the energy situation in member countries
within a limited time-frame and provide them with a useful critique and
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recommendations that are well tailored to their specific domestic circumstances.
Nevertheless, some key common messages can be drawn from the above exercise,
which could serve as touchstones for future in-depth reviews.

GENERAL ENERGY POLICY

Developing, monitoring and timely updating of energy supply-demand
forecasts or projections is a starting point for effective energy policy-
making.

Availability of timely, consistent and high-quality energy data should be
ensured.

Safeguarding energy diversification could make the achievement of
environmental objectives even more difficult.

In cases where responsibilities are dispersed among various ministries and
central/local government, stronger co-ordination efforts by the ministry in
charge of energy policy are imperative in order to meet policy objectives.

Better understanding by the general public of the national energy situation
and future challenges is a prerequisite for effective implementation of
energy policies.

ENERGY AND THE ENVIRONMENT

More emphasis should be placed on the cost-effectiveness of policies and
measures in tackling climate change, by, for example:

- Quantifying the contribution of each policy and measure.
Re-evaluating the current priority of policy mix.

Where possible, streamlining policies and measures addressing the same
objective.

Internalising externalities in energy pricing and taxation.
Placing more emphasis on market-based instruments.

The progress of climate change mitigation policies should be constantly
monitored and additional actions should be taken, if necessary.

ENERGY EFFICIENCY

The role of voluntary agreements, including their coverage, clear and
measurable targets and their relation with emissions trading schemes,

should be clarified.
G
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o Stronger measures need to be taken in the transport and residential /commercial
sectors where energy demand is increasing rapidly.

o New instruments such as white certificates should be carefully designed
and monitored.

o CHP promotion policies should be cost-effective.

RENEWABLE ENERGY

o The cost-effectiveness of policies to promote renewable energies should be
ensured. As for quota systems with tradable certificates, careful design and
monitoring would be necessary to ensure that this would lead to more
investment opportunities. The key challenge for feed-in tariff is how to
incorporate proper incentives for cost reduction.

o Licensing procedures should be streamlined to maximise the potential of
renewable energy development.

ENERGY MARKET REFORM

o Undistorted, costreflective prices are the prerequisites for the efficient
functioning of energy markets, as well as sending the right signals to
consumers and investors. Low price-setting (at levels below cost for social
policy objectives) should be avoided.

o Further efficiency in the downstream oil sector and the coal sector should
be promoted, and any remaining coal production subsidies should be
phased out.

» Inthe gas and electricity sector, a strong and independent energy regulator,
strong and effective unbundling, non-discriminatory access to facilities,
monitoring (and, if necessary, controlling) market power, expanding market
size through regional integration, and enhancing demand-side response are
the important elements for successful market reform.

ENERGY SECURITY
o Constant compliance with IEP obligation on oil stocks should be ensured.

o Exploration of domestic oil and gas resources should be enhanced through
fiscal and regulatory measures.

o Supply sources of oil and gas should be further diversified.
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Clear objectives and responsibilities of different players for the security of
electricity and gas supply should be defined.

Governments should play a role in fostering investment in gas and
electricity facilities through such measures as:

Creating a more stable regulatory framework.
Cost-reflective pricing.

Monitoring investment needs.

- Sending right signals to investors.

Streamlining licensing procedures for energy infrastructure.

NUCLEAR

Countries wishing to retain their nuclear option should clarify how they
intend to retain the role of nuclear power in a liberalised market. Improving
the availability and life extension of existing plants, improving public
acceptance, ensuring nuclear safety and resolving the radioactive waste
issue all need to be addressed if nuclear is to remain an option.

Any decision to phase out nuclear should be based on clear plans about
how nuclear power will be replaced, supported by a quantitative
examination of its implication on the economy, environment and security of

supply.

RESEARCH AND DEVELOPMENT

Appropriate funding for government R&D should be ensured.

Coherent energy R&D strategy in line with national energy policy goals and
clear prioritisation should be developed.

The performance of government-funded R&D should be carefully monitored
and assessed.

Strong collaboration is essential when energy-related R&D activities are
dispersed among various institutions.

The private sector should be involved in R&D activities to facilitate the
process of technology deployment.

Multilateral and bilateral international co-operation should be further
promoted. The IEA Implementing Agreement provides a useful instrument.
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ENERGY DEMAND: OECD

In 2003, the total primary energy supply (TPES) of OECD countries increased
to 5 391 million tonnes of oil equivalent (Mtoe), up by 0.8% from the previous
year. TPES increased by 0.3% in OECD Europe, 1.7% in OECD North America
and 0.7% in OECD Pacific. Within each region, the situation differed from one
country to another. In OECD North America, there was a 0.7% decrease in
TPES in Canada while it stayed at the same level in the United States, whereas
in Mexico there was an increase of 5.6%. In OECD Europe, with the exception
of Germany, Ireland, Norway, Portugal, Sweden and Switzerland, all countries
recorded positive growth. In OECD Pacific, while Australia and Korea
continued to show positive growth of 2.8% and 2.6% respectively, TPES in
Japan continued to decrease by 0.5%.

In 2003, oil remained the largest source of energy, i.e. 41% of TPES in OECD
countries, followed by natural gas (22%), coal (21%), nuclear (11%), non-
hydro renewables (4%) and hydro (2%). The share of oil, gas and
coal out of TPES differs among regions. In OECD North America, it was
41%, 23% and 21%. In OECD Europe, the share of each fuel was 38%,
23% and 18%. In OECD Pacific, on the other hand, it was 47%, 14%
and 23%, and unlike in the other two regions, the share of coal was higher
than that of gas.

In OECD North America, the share of natural gas slightly decreased from
2002 to 2003 as a result of high natural gas prices, while that of oil increased
during the same period. In OECD Europe, where natural gas prices were
stable, the situation was the opposite. In OECD Pacific, the share of nuclear
decreased with the outage of nuclear power plants in Japan.

In 2003, OECD North America accounted for 50% of TPES of OECD countries,
followed by OECD Europe (34%) and OECD Pacific (16%).

In the longer period between 1990 and 2003, the TPES of OECD countries
grew by 19%. This growth has been strongest in OECD Pacific (34%), followed
by North America (20%) and Europe (12%). The share of natural gas has
increased from 19% to 22% while those of oil and coal have decreased from
50% and 23% to 41% and 21% respectively. This trend was led by OECD
Europe, where the share of gas has increased from 16% to 23% at the
expense of coal, down from 27% to 18%.
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Table 0

Total Primary Energy Supply in OECD Regions

(Mtoe)

1990 2001 2002 2003"
TPES TOTAL
Total OECD 4527 5296 5 346 5 391
North America 2 261 2 654 2 698 2 706
Europe 1626 1805 1797 1828
Pacific 640 837 851 857
OIL
Total OECD 1903 2174 2 166 2202
North America 931 1085 1080 11
Europe 631 696 688 688
Pacific 341 392 399 403
GAS
Total OECD 841 1136 1171 1175
North America 517 622 651 631
Europe 258 404 407 425
Pacific 66 m 13 118
COAL
Total OECD 1062 1087 1096 11
North America 486 573 579 580
Europe 436 325 321 330
Pacific 139 189 196 201
NUCLEAR
Total OECD 450 593 593 581
North America 180 229 232 227
Europe 204 251 253 255
Pacific 66 13 108 99
HYDRO
Total OECD 101 104 106 105
North America 51 47 52 51
Europe 38 46 43 40
Pacific n 1 1 13
OTHER*
Total OECD 171 202 213 217
North America 97 99 104 105
Europe 59 82 85 89
Pacific 16 22 24 23

1. Preliminary data.

* includes combustible renewables, heat, geothermal, solar and wind.
Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.
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Figure e

Total Primary Energy Supply in OECD Countries, 1973 to 2003

1975 1980 1985 1990 1995 2000

* includes geothermal, solar, wind, heat, combustible renewables and wastes.
Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.

Growth in OECD oil consumption gathered momentum in 2003-2004, following
five years of relatively modest increases. Annual OECD demand growth had
slowed to an average 250 thousand barrels per day after the Asian financial crisis of
1998 to 2001-2002, when it sank to a low of 30 kb/d for two consecutive years.
In 2003, just as analysts had begun to speculate that fast growth in oil demand
was a thing of the past, the start of global economic recovery coincided with a
1.7 million barrels per day jump in global consumption, to 78.9 mb/d. The
OECD accounted for 710 kb/d of that increase, bringing total OECD demand to
48.68 mb/d. At the time of writing, global demand for 2004 was expected to
soar by 2.5 mb/d, including 610 kb/d from OECD countries. Another 440 kb/d
OECD demand increase was expected for 2005, compared to a global
consumption gain of 1.8 mb/d.

Several factors account for this rebound in OECD and global oil demand growth.
In 2003, the boost from nascent economic recovery was compounded by one-off
factors, such as severe winter weather across the entire OECD region, a spike in
natural gas prices, and gas deliverability issues that spurred large-scale fuel-
switching from natural gas to oil in the United States, and a serious disruption
of nuclear power generation in Japan. Although those factors partly abated in
late 2003-2004, they were replaced with a sharp acceleration in the pace of
global, synchronous economic expansion.
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North American demand grew faster in both volumetric and percentage terms
than in the rest of the OECD economies, reflecting both the scope of United
States fuelswitching into oil and the impact of severe winter weather in 2003,
as well as the strength of the United States economic recovery, sustained by tax
cuts and low interest rates, in the second half of 2003 and first half of 2004. In
2003, utility demand led consumption growth, which particularly benefited
distillate and residual fuel oil demand for power generation and industrial use.
Jet fuel demand, on the other hand, contracted in the wake of the 11 September
2001 terrorist attacks and around the time of the military offensive in Iraqg,
while LPG demand also declined as strong natural gas prices meant more liquids
were left in the gas stream. In late 2003-2004, in contrast, transportation fuel
demand - including for diesel, gasoline and jet fuel - took the lead, reflecting
stronger economic conditions and a recovery in air travel, while LPG demand
also showed signs of recovery.

Demand in the Asia-Pacific region bounced back into growth of 140 kb/d in 2003
after several years of contraction. The main driver was an extended shortfall in
nuclear power generating capacity, caused by a controversy over nuclear reactor
safety rules and practice, which led Japanese utilities to ramp up rates at oil-fired
power plants and reactivate mothballed oil units, boosting consumption of residual
fuel oil and heavy, sweet crude for direct burn. In late 2003-2004, that temporary
boost started abating, as idled nuclear plants were progressively returned to service,
while coolerthan-usual summer temperatures, followed by a relatively mild winter
2003-2004, minimised electricity requirements. Despite the strong Japanese
recovery, Asian demand was expected to contract in 2004, owing to the reversal of
the one-off factors that boosted demand in 2003, and to hold fast in 2005.

Figure o

Oil Demand in OECD Countries by Region, 1973 to 2003
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Consumption of Oil Products by Sector in IEA Countries, 1973 to 2002
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Demand was comparatively weaker in OECD Europe in 2003, reflecting more
sluggish economic performance, a mild winter, fuel-switching away from oil in
favour of natural gas in many European economies, and efficiency gains
associated with the conversion of the automobile fleet from gasoline to diesel.
However, European demand growth was expected to gather momentum in
2004 and 2005, led in part by strong growth in the less mature, faster-
growing economies of Eastern Europe, where consumption benefits doubly
from rapidly rising household demand and from a transfer on manufacturing

from higher labour-cost markets in the West.

In 2003, natural gas demand in OECD countries was 1 175 Mtoe, up by 0.3%
from 2002. In OECD North America, gas consumption decreased by 3.1%.
This can be attributed to the 3.8% drop in gas demand in the United States.
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Demand from the US industrial and power sectors dropped significantly
as a result of high gas prices. The growth in gas use in the residential and
commercial sectors did not offset the drop in other sectors.

OECD Europe had an increase of 4.4%. A number of common features
could be highlighted for the growth in gas sales throughout Europe. Severe
temperatures in the first quarter of year 2003 gave a new impetus to
demand from the residential sector. Cold temperatures were later followed
by an unusually hot summer. Natural gas competitiveness against other
energies, in particular coal in power generation, enabled it to maintain its
position in industrial uses, despite the modest growth of the economy.

OECD Pacific gas demand showed a growth of 4.3%. In particular, gas
demand in Japan significantly increased by 6.6% owing to economic recovery
and additional LNG needs from the electricity sector to cope with nuclear
plants outage.

In 2003, OECD North America accounted for 54% of total OECD gas
demand, followed by Europe (36%) and Pacific (10%). Between 1990 and
2003, the demand growth was strongest in OECD Pacific (79%), followed by
Europe (65%) and North America (22%).

Figure o

Natural Gas Demand in OECD Countries by Region, 1973 to 2003
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In 2003, coal demand in OECD countries was 1 111 Mtoe, up by 1.4% from 2002.
Coal demand increased in OECD North America, OECD Europe and OECD Pacific
by 0.2%, 2.8% and 2.6% respectively. Coal demand in OECD Europe in 2003
increased by 2.8% from 2002. Except for a few years, it had been continuously
decreasing since the mid-1980s as a result of pressure from the European Union
to reduce subsidies for domestic coal production and for consumers, increased
environmental awareness and growing natural gas penetration. In OECD Pacific,
Japanese consumption increased by 2.9% owing to rising demand in the power
sector to cope with the outage of nuclear power plants.

In 2003, OECD North America accounted for 52% of total OECD coal
demand followed by Europe (30%) and Pacific (18%). The demand growth
was strongest in OECD Pacific (45%), followed by North America (19%) while
OECD Europe recorded negative growth of 25%.

Figure @

Coal Demand in OECD Countries by Region, 1973 to 2003
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Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.

ENERGY CONSUMPTION BY SECTOR: OECD

Total final consumption (TFC) in OECD countries was 3 688 Mtoe in 2002,
0.6% up from 2001. Its reversal after the decline in 2001 can mainly be
attributed to growth in OECD North America. TFC in OECD North America
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recovered by 1.3% after the decrease of 1.9% in 2001 stemming from the
economic slow-down, the energy crisis in California and the terrorist attacks of
11 September. OECD Pacific also recorded a 2.5% increase, led by strong
growth in Australia and Korea. On the other hand, TFC in OECD Europe
decreased by 0.9% reflecting economic slow-down.

Petroleum products accounted for the largest share in TFC in 2002, with 53%,
followed by gas (20%), electricity (20%) and coal (3%). While this fuel share was
almost unchanged from 2001, there has been certain change since 1990 when the
shares for oil, gas, electricity and coal were 52%, 19%, 18% and 7% respectively.

Electricity consumption in OECD countries was 722 Mtoe, up 1.1% from 2001.
OECD North America, OECD Europe and OECD Pacific registered increases
of 1.7%, 0.4% and 4.9% respectively. In OECD North America, electricity
consumption recovered from the drop in 2001 caused by the electricity crisis
in California. North America accounted for 49% of total OECD electricity
consumption, followed by Europe (33%) and Pacific (18%).

In 2002, OECD North America accounted for 50% of the total OECD
consumption, followed by Europe (34%) and Pacific (16%).

In the longer term, TFC increased by 18% over its 1990 level. The growth was
strongest in OECD Pacific (37%), followed by North America (18%) and
Europe (11%).

Figure m

Total Final Consumption in OECD Countries by Source, 1973 to 2002
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Total Final Consumption in OECD Regions

(Mtoe)

1990 2000 2001 2002
TFC TOTAL
Total OECD 3128 3681 3665 3688
North America 1556 1853 1817 1837
Europe 1148 1261 1280 1269
Pacific 424 568 568 582
INDUSTRY
Total OECD 1101 1264 1226 1235
North America 501 592 563 569
Europe 421 433 427 425
Pacific 179 239 237 241
RESIDENTIAL/COMMERCIAL
Total OECD 1038 1197 1216 1210
North America 478 560 553 553
Europe 432 466 491 478
Pacific 128 171 171 179
TRANSPORT
Total OECD 990 1221 1223 1242
North America 578 701 700 715
Europe 294 362 363 366
Pacific 118 158 160 161
Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.

Table e
Electricity Consumption
(Mtoe)

1990 2000 2001 2002
Total OECD 549 71 714 722
North America 271 356 353 354
Europe 190 232 238 239
Pacific 87 122 123 129

Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.
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Figure @

Electricity Demand (Final Consumption) in OECD Countries by Region,

1973 to 2002
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INDUSTRY SECTOR

In 2002, OECD energy consumption in the industry sector was 1 235 Mtoe,
up 0.7% from 2001. While it decreased in all three OECD regions in 2001,
OECD Pacific and OECD North America showed increases of 1.7% and 1.0%
respectively in 2002. Energy consumption in the industry sector continued to
decrease in OECD Europe (-0.5%).

From 2001 to 2002, gas consumption increased by 2.5%, led by OECD North
America's 3.8% growth. On the other hand, coal consumption dropped by
3.2%, again led by the 11% decrease in OECD North America, reflecting the
rising price of coal. Electricity consumption increased by 1.1% as a total, while
it remained almost stable in OECD North America and OECD Europe, and
increased in OECD Pacific by 4.9%.

In 2002, the industry sector accounted for 41% of TFC in OECD Pacific, 33%
in OECD Europe and 31% in OECD North America.

In 2002, petroleum products accounted for 38% of industrial energy
consumption, followed by natural gas (25%), electricity (22%) and coal
(8.2%). However, the structure of energy use differed between regions. In
OECD North America, the share of petroleum products was the largest (36%),
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followed by gas (31%), electricity (20%) and coal (5.4%). OECD Europe has
a similar structure with petroleum products (36%), gas (26%), electricity
(24%) and coal (8.5%). On the other hand, in OECD Pacific, the share of
petroleum products was much higher (49%), followed by electricity (24%),
coal (14%) and gas (9.7%).

In 2002, OECD North America accounted for 46% of industry TFC of OECD
countries, followed by Europe (35%) and Pacific (20%).

In the longer period between 1990 and 2002, consumption growth was
stronger in OECD Pacific (35%) and OECD North America (13%) compared
with OECD Europe (0.9%).

RESIDENTIAL/COMMERCIAL SECTOR

In 2002, energy consumption in the residential/commercial sector in OECD
countries was 1210 Mtoe, down by 0.1% from 2001. However, the development
from 2001 to 2002 differed significantly between regions. In OECD Europe,
energy consumption in this sector decreased by 2.6%, while it remained stable
in OECD North America and increased by 4.7% in OECD Pacific.

In 2002, the residential/commercial sector accounted for 38% of TFC in
OECD Europe, 31% in OECD Pacific and 31% in OECD North America.

The structure of fuel use in 2002 also varied considerably between regions. In
OECD Pacific, the share of petroleum products was the largest (43%),
followed by electricity (39%) and gas (15%). On the other hand, electricity
accounted for the largest share in OECD North America (44%), followed by
gas (39%) and petroleum products (14%). In OECD Europe, gas held the largest
share (35%), followed by electricity (29%) and petroleum products (24%).

In 2002, OECD North America accounted for 46% of total OECD
consumption in the residential/commercial sector, followed by Europe (39%)
and Pacific (15%).

From 1990 to 2002, consumption growth was much stronger in OECD Pacific
(40%) than in OECD North America (18%) and OECD Europe (11%).

TRANSPORT SECTOR

Following the flattening between 2000 and 2001, TFC in the transport sector
in OECD countries in 2002 was 1 242 Mtoe, up 1.5% from 2001.

OECD North America accounted for 58% of the OECD's total transport
demand, followed by OECD Europe (29%) and OECD Pacific (13%). While the
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Figure @

Final Consumption by Sector and by Source in OECD Countries,
1973 to 2002
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transport demand in OECD North America slightly decreased from 2000 to
2001, which was the first decrease since 1991 and was due to the plummeting
demand for jet fuel after 11 September, it increased again by 2.1% in 2002.

The share of oil has remained 97% and the shares of gas and electricity were
1.8% and 0.8% respectively. Penetration of natural gas was strongest in OECD
North America at 2.9%, while it was very weak in other regions at 0.2-0.3%. On
the other hand, electricity had shares of 1.8% and 1.3% in OECD Europe and
OECD Pacific respectively, while it only had a 0.1% share in OECD North America.

In 2002, OECD North America accounted for 58% of total OECD consumption
in the residential/commercial sector, followed by Europe (29%) and Pacific
(13%).

In the longer term between 1990 and 2002, the growth of consumption was
strongest in OECD Pacific (36%), followed by OECD Europe (24%) and OECD
North America (24%).

\WORLD ENERGY PRODUCTION
OIL

World oil production averaged 79.4 mb/d in 2003, an increase of 2.8 mb/d or
3.6% higher than in 2002. Despite supply disruptions in Venezuela, Nigeria
and Iraq in the first half of the year, rising output by other OPEC members, plus
markedly higher production in the former Soviet Union (FSU), underpinned the
rise in total supply. Having curtailed supply in 2002, several OPEC producers
increased production once again in the light of supply disruptions among a
number of their fellow OPEC members. Saudi Arabia in particular boosted
supply year-on-year by 1.1 mb/d, Iran by 385 kb/d, Kuwait and the United Arab
Emirates (UAE) by 300 kb/d each and Algeria by 260 kb/d. In contrast, the war
in Iraq severely curtailed production and exports, the former falling from
2.5 mb/d immediately before the hostilities to a low of 160 kb/d in April 2003,
before progressively recovering to 2.0 mb/d by year end. For 2003 as a whole,
Iragi supply was off by 685 kb/d and that for Venezuela, adversely affected by
a strike by oil workers begun at end 2002, by 280 kb/d. Both countries have
since struggled to regain former production levels and remained prone to
disruption (lraq) or gradual field decline (Venezuela) in the first half of 2004.
Indonesia also saw a second consecutive year of production decline in 2003
as new field developments could not make up for the prevailing decline at
mature fields, a process that has continued into 2004. The other OPEC member
suffering supply disruption in 2003, Nigeria, actually boosted production by
185 kb/d year-on-year as new offshore fields developed by foreign joint venture
partners counteracted onshore production shut-in due to ethnic unrest in the
Niger Delta. Several producers in Nigeria still face constraints on their onshore

production in 2004.
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Supply disruptions were not confined to OPEC producers in 2003, however,
with non-OPEC supply also affected. Nonetheless, total non-OPEC output
increased by 860 kb/d (1.8%) in 2003, to reach 48.9 mb/d. FSU supply
growth accelerated in 2003 to reach 940 kb/d, up 10% from 2002. Russia
accounted for 825 kb/d of the increment as producers boosted output and
exports from established producing areas in order to take advantage of
higher crude oil prices. Russia remained the driver of non-OPEC supply
growth in 2004, although issues surrounding the political, fiscal and export
capacity framework obscure the outlook for future production. Among other
non-OPEC suppliers, the 2003 performance was mixed, with output declining
by a collective 80 kb/d. Malaysia, Thailand and China boosted supplies
by 100 kb/d combined. Canada and Mexico pushed production up by
340 kb/d, based on oil sands development and increased off-take from the
Cantarell field. However, supply growth from Africa and Latin America was
moderate compared to their 2002 performance. Furthermore, supply
disruptions in OECD Europe (North Sea) and OECD Pacific (offshore
Australia) resulted in reduced supplies from these areas of a collective
375 kb/d. Non-OPEC Middle East production also dropped by 110 kb/d
(5%). United States supply fell by 180 kb/d (2%) as high natural gas prices
sharply cut into NGL supply in 2003.

Figure @

World Oil Production, 1990 to 2003
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World production of gas grew to 2 719 billion cubic metres (bcm), up 3.7%
over 2002. Russia and the United States continue to be the largest producing
countries in the world, accounting for more than 40% of global gas
production.

In 2003, the United States upstream was very dynamic and drilling showed
strong activities. Natural gas production in the United States rose by 0.5% to
542 bcm in a context of record high prices at the well-head of about
US$ 5/million cubic feet on average during the year, even skyrocketing to
US$ 6.69/mcf in March. On the other hand, production in Canada was down
by 2.9%.

In 2003, the growth of gas production in OECD Europe slowed down to 0.8%.
Norway played the major role in European gas production by increasing its
production by 11%. On the other hand, gas production in Germany, Denmark,
Italy, the Netherlands and the United Kingdom decreased.

Gas production in the FSU grew by 4.7% to 768 bcm in 2003. For the second
consecutive year, production in Russia recorded solid growth by 4.3% to 608 bcm.
Most of the growth in production came from the Zapolyamoye field in Western

Figure @
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Siberia as Gazprom boosted capacity at the gas processing plant. Turkmen gas
production also soared by 11% to 59 bcm.

Gas production in Asia grew by 4.7%. In particular, China, Indonesia,
Malaysia, Thailand, India and Pakistan saw gas production increase. In
response to growing LNG exports and domestic demand, gas production in the
Middle East also increased by 4.5%.

In 2003, OECD North America accounted for 28% of world natural gas
production, followed by the FSU (28%), OECD Europe (12%), Asia (10%) and
the Middle East (9.4%).

COAL

In 2003, world coal production was 4 924 million tonnes (Mt), up 2.9% from
2002. Chinese coal production surged by 7.5%, following its successive
increased in 2001 and 2002. Production in the FSU also recorded an
increased of 6.9%, reversing its decrease in 2002. On the other hand, coal
production in OECD North America, OECD Europe and OECD Pacific
decreased by 2.4%, 1.8% and 0.7% respectively.

Figure @

World Coal Production, 1990 to 2003*

Middle East**

Non-OECD
Europe

Former USSR

. Asia

Latin America

. Africa

OECD Europe

OECD Pacific

. OECD North
America

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

* 2003 data are provisional for the OECD and are estimates for the non-OECD countries.

** negligible.

Sources: Energy Balances of OECD Countries, IEA/OECD Paris, 2004; and Energy Statistics of Non-OECD
Countries, IEA/OECD Paris, 2004.

)



Overview of Energy Policy and Market Developments _______ MARKET TRENDS

ELECTRICITY: OECD

In 2003, electricity generation in OECD countries was 9 822 TWh, up by
0.7% from 2002. Coal-fired generation rose by 2.8% while gas generation,
which had been showing rapid growth, rose by just 1.0%. Nuclear power
decreased by 2.0%, mainly owing to the nuclear power generation outage
in Japan. In Japan, nuclear power generation dropped by 29% as a
consequence of continuous outage due to data falsification problems.
Hydropower generation decreased by 1.1% because of dry weather
conditions. While electricity generated from other renewables grew by 3.3%,
their share remains marginal at 2.7 %.

Table o

Electricity Generation by Source, 1993 and 2003!

(Twh)
France Germany Italy
1993 2003 1993 2003 1993 2003
Output Share Output Share Output Share Output Share Output Share Output Share
% % % % % %
Coal 25 5 30 5 300 57 308 52 20 9 44 15
il 6 1 5 1 10 2 5 1 114 52 74 26
Gas 3 1 24 4 35 7 58 10 40 18 119 42
Nuclear 368 78 441 78 153 29 165 28 0 0 0 0
Hydro 65 14 59 1 18 3 21 4 4] 19 37 13
Comb. renewables 2 0 4 1 7 1 33 6 4 2 12 4
Total 470 100 563 100 522 100 591 100 220 100 285 100
Japan United Kingdom United States
1993 2003 1993 2003 1993 2003
Output Share Output Share Output Share Output Share Output Share Output Share
% % % % % %
Coal 148 17 295 27 171 53 140 36 1811 53 2080 52
Oil 212 24 147 14 21 7 6 2 127 4 124 3
Gas 17219 248 23 34 11 145 37 441 13 661 17
Nuclear 249 28 250 23 89 28 89 23 647 19 787 20
Hydro 96 1 105 10 4 1 5 1 283 8 243 6
Comb. renewables 19 2 29 3 2 0 8 2 82 2 90 2
Total 897 100 1074 100 322 100 392 100 3392 100 3985 100

1. Preliminary data.
Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.
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Shares in electricity generation in OECD countries were as follows: coal 39%,
nuclear 23%, gas 18%, hydro 12%, oil 6%, other renewables 3%.

In the last decade, the share of gas in OECD electricity generation sharply
increased. This trend is apparent in OECD Europe, particularly in the United
Kingdom and Italy where the share of gas increased from 11% to 37% and
from 18% to 42% respectively. In Japan and Italy, the generation from coal
power plants has almost doubled in the last decade. Dependence on coal in
the United States and Germany is still much higher than the OECD average.

Figure Q

OECD Electricity Supply by Source, 1973 to 2003
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* includes geothermal, solar, wind, combustible renewables and wastes.
Source: Energy Balances of OECD Countries, IEA/OECD Paris, 2004.

ENERGY PRICES

CRUDE OIL

Average crude oil prices for 2003 rose sharply over 2002 levels. High volatility
was seen during the year following some significant supply disruptions and
geopolitical issues around the world, coupled with a rapid improvement in
world economic conditions. Average prices for the three main marker crudes
were $28.83 for Dated Brent (up $3.81 from $25.02 in 2002), $31.06 for
West Texas Intermediate (WTI) (up $4.90 from $26.16 in 2002) and $26.76
for Dubai (up $2.91 from $23.85 in 2002).
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Figure @

Crude Oil Prices, 1972 to 2004*
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Source: IEA.
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Indexed Fuel Prices, First Quarter 1999 to First Quarter 2004

Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.
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WTI hit the peak for the year in March 2003 at $37.08 following a sharp
drawdown in global crude stocks caused by the Venezuelan oil workers strike
and concern about military action in Irag. An increase in crude supplies from
OPEC countries, an end to the Venezuelan industrial action and a relatively
swift war in Iraq helped to moderate prices in the second quarter of the year.

Prices swiftly resumed their uptrend as demand increased in line with the
global economic recovery. Oil demand growth rose globally as concomitant
economic growth was seen across the world. China emerged as a major
consuming nation of all commodities and a surge in its internal demand for
crude and petroleum products was a major driving force for the recovery in oil
prices. Continued supply disruptions in Iraq and geopolitical issues in the
Middle East, Nigeria and Venezuela were further underpinning features in the
crude oil market throughout 2003.

The upward trend in prices seen in the second half of 2003 continued through
2004 in line with the world economic expansion, with benchmark WTI
Cushing hitting a peak of $48.75 in mid-August. World oil demand in the first
half of 2004, although exaggerated by the depressive effects of SARS (severe
acute respiratory syndrome) and the Iragi war, was provisionally estimated at
81.65 mb/d, up nearly 3 mb/d from the first half of 2003.

As a result of stronger economic growth, the United States and European
transportation fuel markets were tightened by a combination of robust
demand and heavy refinery maintenance. This produced the most attractive
refinery margins for over a decade, supporting the higher crude price trend,
particularly for high light-end product yielding light/sweet benchmarks WTI
and Dated Brent. Increased production by OPEC reduced their available spare
capacity, heightening nervousness about possible supply disruptions in Iraq
and the impact of other geopolitical issues.

Impact of High Qil Prices
on the Global Economy

Oil prices still matter to the health of the world economy. Higher oil prices
since 1999 - partly the result of OPEC supply management policies -
contributed to the global economic downturn in 2000-2001 and are
dampening the current cyclical upturn: world GDP growth could have been at
least half a percentage point higher in the last two or three years had prices
remained at mid-2001 levels. Fears of OPEC supply cuts, political tensions in
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Venezuela and tight stocks have driven up international crude oil and product
prices even further in recent months. By March 2004, crude prices were well
over $10 per barrel higher than three years before. Current market conditions
are more unstable than normal, in part because of geopolitical uncertainties
and because tight product markets - notably for gasoline in the United States
- are reinforcing upward pressures on crude prices. Higher prices are
contributing to stubbornly high levels of unemployment and exacerbating
budget deficit problems in many OECD and other oil-importing countries.

The vulnerability of oil-importing countries to higher oil prices varies markedly
depending on the degree to which they are net importers and the oil intensity
of their economies. According to the results of a quantitative exercise carried
out by the IEA in collaboration with the OECD Economics Department and
with the assistance of the International Monetary Fund Research Department,
a sustained $10 per barrel increase in oil prices from $25 to $35 would result
in 0.4 of a percentage point lower GDP growth for the OECD as a whole in the
first and second years of higher prices. Inflation would rise by half a percentage
point and unemployment would also increase. The OECD imported more than
half its oil needs in 2003 at a cost of over $260 billion - 20% more than in
2001. Euro-zone countries, which are highly dependent on oil imports, would
suffer most in the short term, their GDP dropping by 0.5 of a percentage point
and inflation rising by 0.5 of a percentage point in 2004. The United States
would suffer the least, with GDP falling by 0.3 of a percentage point, largely
because indigenous production meets a bigger share of its oil needs. Japan's
GDP would fall by 0.4 of a percentage point, with its relatively low oil intensity
compensating to some extent for its almost total dependence on imported oil.
In all OECD regions, these losses start to diminish in the following three years
as global trade in non-oil goods and services recovers. This analysis assumes
constant exchange rates.

The adverse economic impact of higher oil prices on oil-importing developing
countries is generally even more severe than for OECD countries. This is
because their economies are more dependent on imported oil and are more
energy-intensive, and because energy is used less efficiently. On average, oil-
importing developing countries use more than twice as much oil to produce a
unit of economic output as do OECD countries. Developing countries are also
less able to weather the financial turmoil wrought by higher oil-import costs.
India spent $15 billion, equivalent to 3% of its GDP, on oil imports in 2003.
This is 16% higher than its 2001 oil-import bill. It is estimated that the loss
of GDP averages 0.8 of a percentage point in Asia and 1.6 percentage points
in very poor heavily indebted countries in the year following a $10 oil price
increase. The loss of GDP in the sub-Saharan African countries would be more
than 3 percentage points.

World GDP would be at least half of 1 percentage point lower - equivalent to
$255 billion - in the year following a $10 oil price increase. This is because
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the economic stimulus provided by higher oil export earnings in OPEC and
other exporting countries would be more than outweighed by the depressive
effect of higher prices on economic activity in the importing countries. The
transfer of income from oil importers to oil exporters in the year following the
price increase would alone amount to roughly $150 billion. A loss of business
and consumer confidence, inappropriate policy responses and higher gas
prices would amplify these economic effects in the medium term. For as long
as oil prices remain high and unstable, the economic prosperity of oil-
importing countries - especially the poorest developing countries - will remain
at risk.

The impact of higher oil prices on economic growth in OPEC countries would
depend on a variety of factors, particularly how the windfall revenues are
spent. In the long term, however, OPEC oil revenues and GDP are likely to be
lower, as higher prices would not compensate fully for lower production. In the
I[EA's recent World Energy Investment Outlook, cumulative OPEC revenues are
$400 billion lower over the period 2001-2030 under a Restricted Middle East
Investment Scenario, in which policies to limit the growth in production in
that region lead on average to 20% higher prices, compared to the Reference
Scenario.

GASOLINE

2003 gasoline prices broadly followed crude oil price movements,
particularly in Europe and Asia. The United States, however, experienced
a surge in prices during August due to domestic issues, which were
compounded by the low product stocks that resulted from the tight crude oil
market in the first half of the year. The United States refining industry tends
to run close to capacity during the summer months, and a series of
disruptions to key refining units were compounded by a major blackout in
August that hit several refineries in the United States East Coast, Midwest
and Canada. Although the problems were short-lived, gasoline prices rose by
over $12/barrel over end-July levels to a peak of $52.45/barrel.

Transportation fuel demand has a strong link with GDP growth which,
coupled with a trend towards less-economical sports utility vehicle
ownership in the United States, contributed to robust gasoline demand in
2003, particularly in the second half of the year. The Asian market was also
tightened by increased domestic gasoline demand which constrained
exports in the fourth quarter of the year.
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Figure @

Gasoline Price Trends in Selected IEA Countries,
January 1999 to April 2004
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Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.

Diesel prices rose sharply in 2003, following the general trend in crude prices.
However, a cold winter in the United States and strong military demand into
the Middle East ahead of the war in Iraq tightened the distillate market in the
first quarter of 2003. Diesel is part of the middle distillate portion of refined
products that includes jet/kerosene and heating oil. Consequently, increased
demand for one or more of these products can often cause a reduction in the
supply of other distillate products.

The cold United States winter in the second half of 2003 attracted European
distillate stocks to the United States during February which, combined with
strong military demand for diesel and jet aviation fuel in the Middle East,
drew down European stocks and resulted in a spike in regional diesel prices in
early March. Chinese demand for distillate products also increased sharply in
2003, particularly in the second half of the year.

SPACE HEATING OIL

The price trend in space heating oil and diesel in 2003 was broadly similar to
the path followed by the diesel market, with the supply of the two products
being very closely linked. Cold temperatures in the United States in the first
quarter of 2003 bolstered demand, but this was followed by a sharp fall in
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Figure @

Diesel Price Trends in Selected IEA Countries,
January 1999 to April 2004
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Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.
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Space Heating Oil Price Trends in Selected IEA Countries,
January 1999 to April 2004
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prices around the onset of the Iragi war. This encouraged some early post-
winter restocking by consumers which, coupled with a rebuilding of primary
inventories, helped to reduce price volatility in the second half of 2003.

A surge in demand in China for diesel-powered electricity generators and for
heating purposes turned China from a net gasoil exporter to a net importer in
the fourth quarter of 2003, underpinning prices.

NATURAL GAS

Spot prices at Henry Hub, the most active spot market centre in the United
States, peaked in March 2003 at more than US$ 9/million British thermal
units (MBtu) and remained high throughout 2003 and the beginning of
2004. They averaged US$ 5.47/MBtu in 2003, up 63% from their 2002
average of US$ 3.35/MBtu. The Energy Information Administration' projects
that natural gas prices will continue at high levels through the rest of 2004.
Spot prices averaged about US$ 5.35 MBtu in the first quarter of 2004 and
were above US$ 6.00 during the spring and early summer, as strong demand
for natural gas coupled with high petroleum prices have led to higher gas
prices despite nearly normal storage inventory levels. Natural gas prices
weakened during the summer as cooling demand levels and peak power
demand stayed below normal. Storage stocks at the end of May 2004 were
less than 1% below the 5-year average (1999-2003) and 23% higher than the
previous year at the same time. Overall in 2004, spot prices will likely average
about US$ 5.85/MBtu, which is 7% higher than the 2003 average.

Import prices in Europe increased too in 2003, but not as sharply as in the
United States. EU import prices by pipeline averaged about US$ 3.92/MBtu,
compared with an average US$ 3.17/MBtu in 2002, an increase of 24%.
This rise reflects, with an approximately six-month time lag, the movement of
gasoil and low-sulphur fuel oil (LSFO) prices, to which the price of imported
gas is indexed in European contracts.

Table o

Quarterly Natural Gas Price Indices

OECD North America Europe Pacific
1Q2003 151.0 182.3 115.4 107.8
1Q2004 151.7 184.5 114.2 108.5

Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.

1. EIA Shortterm Energy Outlook, http;//tonto.eia.doe.gov/00g/ info/ngw,/ steosummary.htm
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Figure @

Gas and LNG Import Prices in the European Union,
Japan and the United States, January 1999 to December 2003
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End-use Gas Prices by OECD Region, First Quarter 1999
to First Quarter 2004
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Figure @

Gas Prices in IEA Countries, 2003
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In Japan and Korea, import LNG prices increased in 2003 compared with 2002.
In Japan, cif LNG import prices amounted to US$ 4.82/MBtu on average, up
12% compared with 4.32 in 2002. This reflects the additional needs from the
electricity sector to cope with nuclear power outages. Prices are based on the
Japanese crude cocktail (JCC) and reflect the evolution of JCC with a time lag
shorter than the European one. In Korea, import LNG prices increased to about
US$ 5.04/MBtu in 2003, up 16% compared with US$ 4.36 in 2002.

Following the increase throughout 2002 and sharp rise in 1Q 2003, end-use
prices for natural gas in OECD North America stayed high throughout the year
2003. Average prices in 2003 were 34% higher than those of 2002. On the
other hand, end-use gas prices in OECD Europe were almost stable during the
same period, reflecting long-term contracts. End-use gas prices in OECD Pacific
were also stable.

COAL
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Steam coal prices were on a declining trend in the first half of 2003, but started
to climb rapidly in the second half of the year principally because of freight rates
and the impact of exchange rate movements. The spot market delivered price of
steam coal imported into Europe rose from about US$ 33 per tonne in May
2003, to about US$ 49 per tonne in October 2003, and to about US$ 65 per

Figure @
Steam Coal Import Costs*, First Quarter 2002 to Fourth Quarter 2003
(average unit value, CIF)
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Note: Excludes the Czech Republic, Hungary, Iceland, Korea, Mexico, New Zealand, Norway, Poland,
the Slovak Republic, Switzerland and Turkey.

* excluding intra-EU trade.

** weighted average of individual countries using import volumes as weights.

Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.
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Figure @

Steam Coal Prices in IEA Countries, 2003
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Source: Energy Prices and Taxes, |IEA/OECD Paris, 2004.

tonne in December 2003. The delivered price to Japan rose from about US$ 36 per
tonne in October 2003 to about US$ 48 per tonne in December 2003. While
the annual import price of steam coal in 2003 was just 1.4% above the 2002
level, in 4Q 2003 the import price was 16% higher than 4Q 2002.

Coking coal prices are also rising. Recovery in steel output and the shortage
of high-quality coking coal are the underlying causes of higher prices in this
market. Competing domestic demand growth in China has reduced coking
coal available for export. This has added tension to the market because coking
coal reserves are less widely distributed throughout the world and China is an
important supplier to Japan and Korea.

Freight rates are determined independently of the coal market because the
dominant bulk cargoes are grains and iron ore, which compete directly
with coal for space. Coal freight doubled in the Atlantic market from about
US$ 12 per tonne in October 2003 to about US$ 25 per tonne in January
2004. Shipping demand has been high to meet growth in bulk commodity
trade, particularly of iron ore to China.

The immediate influence of freight rates will eventually subside. Reports of
new investment in bulk carriers began emerging in March 2004 and a cyclical
downturn in rates is inevitable as capacity becomes available. Competition
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with other fuels encourages the belief that coal prices could nevertheless
remain high. Higher oil prices, and perhaps more importantly uncertainty
about the trend in oil prices, must have an overall influence on energy prices
generally. Higher gas prices could raise the ceiling on coal prices.

ELECTRICITY
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Average electricity prices in the OECD regions have been on a declining trend
throughout the past decade, but were stable during the last three years. From
1Q to 3Q of 2003, higher fuel prices (oil and gas) have created an upward
pressure in OECD countries. In OECD North America and OECD Pacific, the
price trends tend to peak in 3Q, reflecting peak summer demand.

Table e

Quarterly Electricity Price Indices

OECD North America Europe Pacific
1Q2003 92.4 89.3 96.5 91.9
1Q2004 91.6 89.6 94.0 91.8

Source: Energy Prices and Taxes, |IEA/OECD Paris, 2004.

Figure @

End-use Electricity Prices by Region, First Quarter 1999
to First Quarter 2004

OECD total

North America

Pacific

Europe

1Q1999 3Q1999 1Q2000 3Q2000 1Q2001 3Q2001 1Q2002 3Q2002 1Q2003 3Q2003 1Q2004

Source: Energy Prices and Taxes, |IEA/OECD Paris, 2004.
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Electricity Prices in IEA Countries, 2003
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Note: Price excluding tax for the United States. Data not available for Australia, Austria, Belgium,
Canada, Germany, Greece, Italy, Japan, Korea, Luxembourg, the Netherlands, Spain, Sweden
and the United Kingdom.
Household Sector
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Note: Price excluding tax for the United States. Data not available for Australia, Belgium,
Canada, Germany, Greece, Italy, Japan, Korea, Luxembourg, Spain and Sweden.

Source: Energy Prices and Taxes, IEA/OECD Paris, 2004.
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ENERGY INTENSITY AND CO, EMISSIONS

ENERGY INTENSITY
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In IEA member countries, energy intensity in 2003 expressed as total primary
energy supply (TPES) divided by gross domestic product (GDP) in purchasing
power patrities (PPPs) stayed at the same level as the 2002 figure. From a long-
term perspective, it fell by 36% from the 1973 figure.

While such overall improvement of energy intensity can be observed, the rate
of decline varies between countries. Energy intensity in the United States has
decreased by 44% from 1973 to 2003, while in Germany, Japan and France
it has dropped by 41%, 25% and 21% respectively during the same period.
Many factors influence the development of energy per GDP, including
improvements in energy efficiency and changes in the level of energy services
that consumers and businesses demand relative to GDP.

Despite the significant decline, United States energy intensity in 2003 was
still 33% higher than the IEA average. Some of the other IEA countries not
shown in Figure 32 diverge even further from the average. Why are the
differences in intensity across countries so significant? Part of the difference

Figure @

Energy Intensity in Selected IEA Countries, 1973 to 2002
(toe per thousand US$ at 1995 prices and purchasing power parities)

(a) (b)
L : IEA total
: France
teian.
L Germany
,,,,,,,,,,,,,,, ~3,‘,,,,,,,,,,,,,,,, e e -
el
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(a) corresponds to the first oil shock (end 1973) and macro-economic recession induced by this shock.
(b) corresponds to the second twin oil shock (early 1979 and end 1980) and the macro-economic
recession induced by this double shock.

Sources: Energy Balances of OECD Countries, IEA/OECD Paris, 2004; and National Accounts of
OECD Countries, OECD Paris, 2004.



Overview of Energy Policy and Market Developments _______ MARKET TRENDS

reflects variations in energy efficiency but it would be very misleading to rank
energy efficiency performance according to a country's energy per GDP
measure since that ratio is affected by many non-energy factors such as
climate, geography, travel distance, home size and manufacturing structure.

Similarly, it is misleading to judge a country's improvement in energy
efficiency over time only on the basis of the energy consumption per GDP
ratio. Understanding energy efficiency developments requires a closer look at
how energy service demand and energy intensities disaggregated by end-use
and sector have evolved. The recent IEA publication Oil Crises and Climate
Challenges: 30 Years of Energy Use in IEA Countries provides a detailed
analysis of how various factors, including energy efficiency, have affected
energy demand and CO, emissions in IEA countries since 1973. The box below

highlights some of the finding from this study.

Figure 33 illustrates the wide spread in some of the factors that can help to
explain why countries use different levels of energy per unit of GDP? The spread
is shown for both 1973 and 1998. Note that the spread in GDP per capita
basically did not change while the spread in TFC per capita decreased from
1973 to 1998. This helps to understand why the variations in TFC/GDP in 1998
are lower than in 1973 (see also Figure 32).

The proportion of energy-intensive raw materials manufacturing in GDP is
significant for energy use levels in an economy: the production of some products
like steel and aluminium requires 10 to 20 times the energy per value-added
than less energy-intensive products such as electronics. Compared to generating
GDP in the services sector, the difference is even higher, often more than a
factor of 30. The spread in the raw material share of GDP has increased since
1973. It varied by a factor of 2.5 among the countries in 1998, indicating that
differences in industry structure are still a crucial factor behind differences in
energy per GDP levels.

The range in another key factor, the building area per unit of GDP in the services
sector, has also increased since 1973. The larger the area-per-dollar-generated,
the more demand for energy for heating, cooling and lighting and the higher
contribution to the energy per GDP ratio. In 1998, this varied by a factor of
3.5 among the thirteen IEA countries included in Figure 33.

Clearly in freight transportation, the more goods moved around at a given level
of GDP, the higher the freight energy use in an economy. Tonne-km per GDP in
1998 varied by more than a factor of 3 among the IEA-13 countries, to a large
extent because of differences in country size. Geography also explains to some
degree the differences in automobile use per capita, which in 1998 ranged from
more than 13 000 km/year in the United States to 3 900 km/year in Japan.

2. The findings presented in this box are taken from the IEA publication Oil Crises and Climate
Challenges: 30 Years of Energy Use in IEA Countries, IEA/OECD 2004.
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Household area per capita also impacts a country's energy use. The variation in this
ratio fell from 1973 to 1998, but there was still a difference of almost a factor of
2 between the highest value (United States) and lowest (Japan). Climate is a key
determinant for energy use in buildings. IEA countries cover a wide range of winter
climates with 30-year average heating degree days (base 18°C) varying from 900
in Australia and 1 800 in Japan to more than 4 500 in Canada and Finland.

As shown in Figure 32 there are also significant variations between countries in
how much energy per unit of GDP has fallen over time. Not all of these variations
are due to different rates of energy efficiency improvements; some of them stem
from differences in how the demand for energy services has evolved relative to
GDP. How much the demand for energy services has grown depends on the
development of factors such as those depicted in Figure 33. To better isolate the
impact of energy efficiency, changes in energy use per GDP can be decomposed
into the impact of two main factors: changes in the ratio of energy service demand
to GDP and changes in sub-sectoral energy intensities (such as energy used to heat
a square metre of floor space or to ship a tonne of freight per kilometre). Changes
in the latter factor are closely related to changes in energy efficiency and thus of
key policy interest.

The result of this decomposition for a group of eleven IEA countries is shown in
Figure 34.3 The intensity effect for the whole economy is calculated as the sum
of changes in energy intensities for some 30 end-uses, weighted at 1990 energy
use shares.

Energy per unit of GDP fell by between 1% and 2% per year on average since
1973, except in the United States where it fell more and in Finland where it fell
less. In almost all countries, lower growth in energy services than in GDP, /.e.
demand for energy services relative to GDP fell, helped reduce the energy per
GDP ratio. In most countries the main reason why energy service demand grew
at a slower rate than GDP is changes in industry structure towards less energy-
intensive products. This lowers the energy required to produce one unit of
manufacturing value added. In many countries, another important factor is that
the increase in heated building area lagged economic growth and thus reduced
the need for space heating relative to GDP. The countries with the strongest
reduction in energy per GDP (the United States, the United Kingdom, Denmark
and Norway) are also the countries where energy services declined relative to
GDP. In the United States and to some extent in Denmark, this was because
energy service levels in the early 1970s were already relatively high. In Norway
and the United Kingdom, a rapid expansion in offshore oil and gas production
led to strong GDP growth without increasing the demand for land-based energy
services at the same rate.*

3. IEA-11 is IEA-13 less Canada and the Netherlands. The methodology used for the IEA study requires time
series going back to 1973 with detailed energy and activity data. IEA-11 represents the countries for which
these data were available. Together, IEA-11 account for more than 80% of IEA total energy demand and
thus the results shown for this group well represent the overall IEA development.

4. Energy use in oil and gas production is accounted for in the energy sector and is thus not part of TFC.
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Changes in TFC/GDP Decomposed into Changes
in Energy Service/GDP and Intensity Effect*, IEA-11, 1973 to 1998
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* In the index decomposition approach used here, the sum of the annual percentage changes in energy
services per GDP and energy intensities does not always add up to the changes in TFC/GDP owing to a
residual interaction term. This explains why the triangles representing TFC/GDP do not exactly match
the sum of the two other components for some countries.

Source: Oil Crises and Climate Challenges: 30 Years of Energy Use in IEA Countries, IEA/OECD Paris, 2004.
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In the countries where demand for energy services grew less than GDP, energy
per GDP declined faster than what was attributable to the effect of falling sub-
sectoral intensities. This means that using energy per GDP as a measure for
energy efficiency developments would overestimate the improvements. On the
other hand, in Italy and Finland, where growth in energy services outpaced
economic growth, the effect of declining intensities is stronger than what the
energy per GDP ratio would imply. In these two countries, the main reason is
that the production of energy-intensive raw materials grew faster than GDP. In
the case of Italy, this was augmented by a strong growth in passenger travel,
increasing the demand for transport fuels relative to GDP.

For a majority of countries, declining end-use intensities have been responsible
for most of the drop in the energy/GDP ratio during the 1973 to 1998 period.
But notably, almost everywhere the rate of decline has slowed since the mid to
late 1980s. The line labelled “Total” in Figure 35 illustrates the effect the
decline in these intensities (the economy-wide intensity effect) had on IEA-11
energy use (also depicted in Figure 34). This intensity effect declined by as much
as 2.0% per year on average between 1973 and 1990. After 1990, the decline
rate was down to only 0.7% per year, averaged over the 1990 to 1998 period.
Investigating data for countries where more recent data are available confirms
the tendency of slowing energy saving rates across most sectors.

This trend of slowing rates of energy savings is most prominent in the
manufacturing sector: the manufacturing intensity effect (corrected for
structural changes) for IEA-11 fell by 41% over the 1973 to 1998 period, but
it had already declined by 36% by 1986 (Figure 35). This corresponds to an
average annual rate of decline of 3.5% between 1973 and 1986 and only
0.6% per year for the next twelve years.

The services and household sectors trailed manufacturing in terms of total
intensity reductions. The decline rates in these two sectors have followed each
other closely throughout most of the period, with slightly stronger reductions
than the average for the whole economy. Passenger and freight transport have
pulled up the average economy-wide intensity effect. Energy use for freight
transport is dominated by trucks, and although individual trucks have become
more efficient, the energy intensity decline per tonne-km is modest owing to a
trend towards trucks carrying lighter goods. Similarly, the intensity effect for
passenger transport is heavily influenced by the limited reduction in fuel use per
carkm that took place over this period. Major improvements were made to
engines and other car components, but these were largely offset by heavier and
more powerful cars.

5. This intensity measure is adjusted for changes in manufacturing structure, e.g. shift in the mix of
output. Generally the output mix in IEA shifted moderately towards less energy-intensive products.
Together, the energy intensity effect and the effect of structural changes reduced aggregate IEA-11 energy
use per manufacturing value-added by 50% between 1973 and 1998.
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CO, EMISSIONS

During 2002, energy-related CO, emissions in IEA countries grew by 0.7%
compared to 2001, reaching more than 11.8 billion tonnes, up 15% compared to
1990 levels. In 2002, IEA North America represented 52% of total IEA energy-
related CO, emissions; IEA Europe 31%; and IEA Pacific 17% (see Table 7). This
increase is greater than the 2000-2001 increase in energy-related CO, emissions
(0.5%). However, the escalation was not homogeneous among regions. The
2001-2002 increase in |IEA Pacific and IEA North America was 2.4% and 0.9%
respectively, while there was a decrease of 0.72% in IEA Europe. Since 1990,
aggregate emissions for IEA Pacific have risen by 26%, in [EA North America by
18%, and in IEA Europe by only 3% over the same period. In all regions, the two
main reasons for increased energy-related CO, emissions are the rising demand
in road-based transport and an increase in power generation.

Although overall emissions increased in 2002 compared to 2001, some
sectors experienced a decrease - with marked differences between [EA
regions. While reductions in CO, emissions in IEA Pacific and IEA North
America came mainly from the industry sector (-1.2% and -3.8% respectively
compared to 2001), in IEA Europe they came from other energy industries and
the agricultural sector (-4%).

CO, emissions related to industry represented on average 15% of total energy-
related emissions of IEA countries (i.e. 1 705 Mt CO,). Since 1990, the share
of these emissions has decreased by over 7%. Nevertheless, in countries such
as Japan, industry emissions have grown by approximately 5% since 1990.

Over the last decade, CO, energy-related emissions from the transport sector
increased continuously. Its share in total emissions remained stable at 27%. In
2002, the share of energy-related emissions from the transport sector represented
28% of IEA energy-related CO, emissions (i.e. 3 275 Mt CO,), compared to
2 636 Mt CO, in 1990. There were stark contrasts between IEA countries.

Energy production has remained by far the largest component, 39% in total
energy-related CO, emissions in most IEA countries, reaching 4 539 Mt CO,
in 2002. Its relative importance varied between IEA countries, ranging from
58% for Australia to less than 5% for Norway where hydroelectricity plays a
dominant role in the production of electricity and heat. The carbon content
per kWh from electricity and heat generation in IEA countries has remained
stable over the past decade despite an increase in total emissions from energy
production of 26% since 1990. IEA North America is the main contributor to
CO, emissions from energy production in the IEA total.

The residential and commercial sector accounts for 8% of the total IEA
energy-related CO, emissions. Emissions from this sector have increased by
2.5% over the last decade, totalling 0.98 Mt CO, in 2002. However, the per
capita emissions from this sector have remained constant.
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[t is clear from these observed emission trends that if reductions are to be
achieved in the sectors mentioned above, additional policies and measures will
be needed (see Chapter 7 for details on the policies and measures which have
been implemented in 2003).

Table o

Energy-related CO, Emissions in IEA Countries
(excluding infernational marine and aviation bunkers) (million fonnes of CO,)

% change % change
1990 2002 1990-2002 2010 1990-2010

Canada 430 532 23.63 575 33.74
United States 4843 5652 16.71 6 776 39.92
North America 5273 6 184 17.28 7 352 39.41
Australia 260 343 32.02 398 53.39
Japan 1015 1207 18.89 1 146 12.90
Korea 226 452 99.65 . .
New Zealand 22 34 52.47 33 48.92
Pacific 1523 2 035 33.61 . .
Austria 57 66 15.41 66 14.57
Belgium 107 13 5.30 . .
Czech Republic 154 115 -25.24 104 - 32.65
Denmark 51 51 1.23 64 26.75
Finland 55 64 15.50 61 10.22
France 353 377 6.92 415 17.64
Germany 966 838 -13.34 . .
Greece 71 90 28.17 118 67.43
Hungary 71 55 -21.38 58 -17.68
Ireland 30 42 40.33 45 4717
Italy 400 433 8.29 476 19.03
Luxembourg 10 9 -11.28 8 -22.94
Netherlands 157 178 13.20 166 5.79
Norway 29 33 15.27 . .
Portugal 40 63 59.00 67 67.94
Spain 207 303 46.92 340 64.67
Sweden 51 50 -1.63 48 -6.12
Switzerland 42 43 3.20 44 5.49
Turkey 129 193 49.88 405 214.76
United Kingdom 560 529 -554 539 -3.87
IEA Europe 3538 3646 3.06

IEA Total 10 335 11 866 14.82

Note: Energy-related CO, emissions have been estimated using the IPCC Tier | Sectoral Approach.
In accordance with the IPCC methodology; emissons from international marine and aviation bunkers
are not included in national totals. Projected emissions for oil and gas are derived by calculating the
ratio of emissions to energy use for 2002 and applying this factor to forecast energy supply. Future
coal emissions are based on product-specific supply projections and are calculated using the
IPCC/OECD emission factors and methodology.

Sources: CO, Emissions from Fuel Combustion, IEA Paris, 2004; and country submissions.
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Figure @

Energy-related CO, Emissions by Sector in Selected IEA Countries,

1990 to 2002
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Energy-related CO, Emissions by Sector in Selected IEA Countries,
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ENERGY SECURITY

From 2003 to 2004, energy security continued to be of prime importance to
energy policy-makers. Although the period of hostilities in Iraq in early 2003
raised concerns about energy security, the IEA's readiness to act in co-
ordination with oil-producing countries, in particular with OPEC members,
minimised the risk of supply disruption and price spikes and limited their
duration. However, in 2003 there was growing recognition that energy policy-
makers must address not only short-term oil supply risks but also broader
energy security issues. This includes the reliability of electricity transmission in
the wake of the serious electricity supply disruptions in North America and
Europe, long-term security of gas supply in liberalised markets, and producer-
consumer dialogue in the context of growing dependence on oil and gas
imports and volatile market conditions.

RELIABILITY OF TRANSMISSION NET\XYORKS
2003 BLACKOUTS IN NORTH AMERICA AND EUROPE

Substantial supply disruptions involving a failure of transmission services struck
North America and Europe during 2003. The most significant disruptions included:

» North-eastern United States and Ontario, Canada: The largest supply
disruption in North American history struck at around 4.10 p.m. (Eastern
Daylight Time) on 14 August 2003, affecting eight US states and the
Canadian province of Ontario. Between 60 000 MW and 65 000 MW of
electricity load was lost over a 9 300 square mile (24 000 sq km) area.
Around 50 million people were disconnected initially. While most services
were restored in the United States within two days, in some areas it took
up to four days to restore services, while much of Ontario operated under
power restrictions for over a week until services were fully restored.

o Sweden-Denmark: The Nordic transmission system experienced its worst
disruption in 20 years at around 12.35 p.m. on 23 September 2003. Southern
Sweden lost around 4 700 MW of supply, while Denmark lost around 1 850 MW
of supply. Around 4 million people were disconnected, including disruption of
services to Copenhagen. Transmission services in southern Sweden were
restored within an hour, with complete services restored within a few hours.

o ltaly: The worst supply disruption in over 50 years struck Italy at around
3.30 a.m. on 28 September 2003. Around 19 600 MW of electricity load
was lost over a 277 000 square kilometre area. Nearly 56 million people
were disconnected, with services restored within 24 hours.
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Supply disruptions of this magnitude clearly demonstrate the fundamental
importance of reliable networks to the efficient and secure operation of electricity
markets and highlight the vulnerability of electricity markets to network failures.

While large blackouts have happened in the past, these and other supply
disruptions in Europe and North America during 2003 created considerable
concern among policy-makers, practitioners and the general public about
transmission network performance and its implications for the efficient and
reliable operation of electricity markets. Growing public sensitivity to supply
disruptions reflects the increasing dependence of modern economies on
reliable and efficient electricity supplies, and adds to the pressure on
governments to effectively address these issues.

The timing of the disruption also raised questions as to whether electricity
market reforms in the affected countries had been responsible. Electricity
market reform has brought unbundling and independent, decentralised
decision-making. As a result, decisions relating to network use and investments
affecting network operation and performance that were once made in a
centrally co-ordinated way within vertically integrated utilities are now made by
a number of independent market participants. Decentralised decision-making
has also led to much higher and more volatile use of the transmission networks,
reflecting growing inter-regional trade and a larger number of participants.
These fundamental changes to the nature and pattern of transmission usage
have created new challenges for maintaining reliable transmission services and
maximising transmission network performance.

INVESTIGATIONS ON BLACKOUTS

Investigations launched into these events include:

o The US-Canada Power System Outage Task Force (Final Report released
in April 2004).

 Elkraft (Danish system operator) and Svenska Kraftnat (Swedish system
operator) investigations into the event of 23 September 2003 in Denmark
and Sweden (Elkraft's Final Report released in November 2003).

o The Swiss Federal Office of Energy investigation into the event of
28 September 2003 in Italy (Final Report released on 25 November 2003).

o The joint investigation by the Italian requlator (Autorita per I'Energia
Elettrica e il Gas) and the French regulator (Commission de régulation de
I'énergie) into the event of 28 September 2003 in Italy (Final Report
released in April 2004).

o Union for the Co-ordination of Transmission of Electricity Investigation of
the Italian Blackout (Final Report released in April 2004).
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Although the individual circumstances surrounding these disruptions were
unique, none of these investigations have indicated that electricity market
reform was the root cause of any of these events. Findings have generally been
limited to the specific circumstances of these events, with none proposing
definitive solutions to prevent future blackouts.

North America

In the case of the 14 August 2003 blackout in north-eastern US and south-western
Canada, the final report of the US-Canada Power System Outage Task Force®
found that the outage was globally caused by deficiencies in corporate
policies, lack of adherence to industry policies and inadequate management
of reactive power and voltage. More specifically, the report identified the
following four groups of causes for the blackout:

FirstEnergy and ECAR’ failed to assess and understand the inadequacies of
FirstEnergy's system, particularly with respect to voltage instability and the
vulnerability of the Cleveland-Akron area, and FirstEnergy did not operate
its system with the appropriate voltage criteria.

o There was an overall inadequate awareness of the situation occurring
at FirstEnergy as the company did not recognise or understand the
deteriorating condition of its system.

o FirstEnergy failed to manage adequately tree growth in its transmission
rights-of-way (common cause of the outage of the three 345 kV
transmission lines and the 138 kV line).

o A failure of the interconnected grid's reliability organisations to provide
effective real-time diagnostic support.

In respect of these groups of causes, the report finds a total of seven specific
violations of North American Electric Reliability Council (NERC) reliability
policies, guidelines and standards. It also explains how certain NERC
standards and processes were inadequate as they did not give sufficiently
clear directions to industry members concerning some of the preventive
measures needed to maintain reliability.

Denmark and Sweden

As regards the 23 September 2003 blackout in eastern Denmark and
southern Sweden, the final report on the course of events released by Elkraft
System® indicated that the disruption was caused by a number of mechanical

6. http;//reports.energy.gov

7. East Central Area Reliability Co-ordination Agreement (the reliability co-ordinator in the region including
FirstEnergy)

8. http;//eng.elkraftsystem.dk/Elkraft/UK/Publications.nsf,/0,/21 DDBE484146452EC1256 DD60042FE03/

$File/Final_report_uk-web.pdf!OpenElement
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faults in the South Sweden power system whose sum-up exceeded the
designed system capacity to remain in operational conditions. The report
identified the following sequence of principal faults:

e There was an initial problem with a valve of the feed-water circuit in unit 3
of the Oskarshamn nuclear power station in the south of Sweden, which led
to the trip of the unit and the loss of 1 200 MW on the system.

o A second event, pointed out as the main cause of the power failure, was a
double busbar fault in the south Swedish transmission grid, resulting from the
mechanical failure of an isolator, which caused four 400 kV transmission lines
to trip.

o As a consequence of the 400 kV lines trip, units 3 and 4 of the Swedish Ringhals
nuclear power station lost their connection to the system, causing a further loss
of 1 800 MW and the system voltage drop, then consequent collapse.

The report concluded that given the present design of the power system and
the current criteria for system operation and protection of grid and plants, it
was impossible to prevent power failure once a short circuit had occurred at
the two busbars.

Italy

The 28 September 2003 blackout in Italy has raised the particularly delicate
issue of determining the responsibilities between the Italian TSO, GRTN?, and
the Swiss TSO's co-ordinator, ETRANS. In this respect, we will resume the main
findings of the three final reports on the event made by the Swiss Federal
Office of Energy (SFOE), the joint investigation of the Italian regulator AEEG
(Autorita per I'Energia Elettrica e il Gas) with the French regulator CRE
(Commission de régulation de I'énergie), and the Union for the Co-ordination
of Transmission of Electricity, UCTE.

The final report on the Italian blackout released by the SFOE™ indicated that
the main causes of the September 2003 outage are unresolved conflicts
between the trading interests of the countries and companies involved, and
the technical requirements of the existing transnational electricity system.
Present-day standards and legal instruments are lagging well behind
economic realities. Italy's electricity imports have risen sharply over the past
few years, mainly because of the pronounced difference in wholesale prices
between Italy and those countries that usually produce surpluses. Italy's
imports are mainly transmitted via the high-voltage networks of France and
Switzerland. The report indicated that in Italy there is also a need for reserve
capacity to secure a balance between production and consumption by
switching power plants on and off as necessary.

9. Gestore della Rete di Trasmissione Nazionale.
10. http;//www.swiss-energy.ch/imperia/md,/ content/energiemrkteetrgertechniken,/elektrizitt/strompanne03,/3.pdf
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The final report of the joint investigation by the lItalian regulator and the
French regulator into the 28 September 2003 blackout in Italy" identified the
following four main findings in relation to the event:

o Before and during the night of 27-28 September, the Swiss transmission
grids lacked sufficient prevention and preparation measures to an extent
that endangered the security of grid operation and supply across other
power systems in Europe.

o The integrated Swiss electricity companies did not comply with the UCTE
rules during the night of 28 September.

o UCTE rules shall be made more detailed. Compliance with them shall be
made legally binding. Independent assessment and control shall be
enforced.

e During the night of 27-28 September, the operators of the Swiss
transmission grids took inappropriate measures. These operational
mistakes led to the loss of the Sils-Soazza 380 kV line, following the loss of
the Mettlen-Lavorgo 380 kV line (Lukmanier line), and thus to a N-2 event
(absence or failure of two network elements), for which the interconnected
grids were not prepared.

Moreover, the report made the following recommendations:

o Co-ordination among TSOs shall be reinforced for operational planning and
real time operation of the interconnected grids.

» Alegal and regulatory framework coherent with EU legislation is necessary
in Switzerland to ensure the security of grid operation and supply in Europe.

AEEG and CRE's independent investigation therefore demonstrated that it is
crucial for the European Union's security of electricity supply that a legislative
and regulatory framework be implemented in Switzerland, in line with
European Union legislation.

The final report of the Investigation Committee of the Union for the Co-ordination
of Transmission of Electricity, UCTE, on the September 2003 Italian blackout®
took a relatively stricter technical approach to its analysis of the event. It outlined
the following points:

e The blackout was triggered by causes in Switzerland, the first of which
consisted of the unsuccessful re-closing of the Lukmanier (Mettlen-Lavorgo)
line because of a phase angle difference that was too high. This was
followed by a lack of any sense of urgency regarding the San Bernardino
(Sils-Soazza) line overload, and meant that countermeasures taken in Italy
were inadequate.

11. http;//www.autorita.energia.it/docs/04,/061-04all.pdf
12. http;//www.ucte.org/pdf/News,/20040427_UCTE_IC_Final_report.pdf
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The blackout was not caused by some extraordinary, low-probability event
such as a severe storm, a cyber-attack, simultaneous lightning strikes on
several lines, etc.

After the first contingency, although the relevant countermeasures for
returning the system to a secure state were available from a purely
technical point of view, human, technical and organisational factors
prevented this from happening.

Although the restoration process of the lItalian system was performed
successfully, its duration might have been reduced had more units
separated from the grid successfully or if they had black-start capability.

COMMON CAUSES

All these investigations suggest some common causes including:

The inherent vulnerability of alternative current transmission networks to
multiple breaches of operational reliability contingencies where they occur
within the period normally allowed for the system to recover from a single
breach.

Poor communication and co-ordination of real-time system operation where
markets span more than one system operator's responsibility.

Inadequate transmission capacity, and maintenance of diagnostic
equipment and network infrastructure (especially management of
vegetation).

Inadequate training and loss of experience among system operators.

A more dynamic and challenging network operating environment,
reflecting the erosion of excess capacity under economic regulation, and
greater volatility of flows and increased inter-regional trade resulting from
electricity market reform.

Continuation of pre-reform operating procedures which were not designed
to accommodate the new demands placed on the network as a result of
electricity market reform.

Inability to enforce voluntary reliability standards.

IEA PROJECT ON TRANSMISSION NETWORK
RELIABILITY AND PERFORMANCE

The IEA Secretariat has launched a project to:

Identify and analyse the key issues affecting the development and performance
of transmission networks to service competitive electricity markets.
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o Promote understanding of these issues among policy-makers and
regulators.

 Facilitate debate and exchange of views between stakeholders about these
issues and how best to address them.

The project includes two workshops in 2004. The first workshop held on 29-30
March focused on transmission network reliability in competitive electricity
markets. Once the second workshop has been held in November 2004, a book
will be published in 2005. The key themes from the first workshop are as follows:

Critical importance of transmission network reliability
for electricity markets

Electricity reform has led to an increase in regional trade and the development
of more integrated regional electricity markets incorporating many
independent decentralised decision-makers. In this environment, an event
affecting a relatively distant part of an integrated transmission network
has the potential to interrupt the delivery of electricity throughout an
interconnected network and severely disrupt the operation of electricity
markets. Case studies presented on supply disruptions in North America and
Europe during the summer of 2003 graphically illustrated the potential
impact of these disruptions on competitive electricity markets. A key question
is how to accommodate the interface between transmission network reliability
and electricity markets.

Lessons from the 2003 blackout case studies
Common causes were summarised as the 3Ts:

o Tools: For system operators to monitor and assess a wide area and to
evaluate actions.

o Training: To improve system operators' capacity to manage increasingly
complex network environments in real time.

o Trees: Effective vegetation management to minimise the risk of tree
flashover.

3Cs (co-operation, co-ordination and communication) were proposed as a
means to help reduce the potential for cascading failures in the future,
particularly where regional markets span more than one system operator's
area of responsibility. In this regard, perhaps the Australian National
Electricity Market (NEM) has arrived at a solution that may provide a useful
model for others.

A fourth T (Trade) was identified as a key environmental factor which has
changed as a result of electricity reform, and which may help widen the
impact of transmission network events.
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Although system restoration following a blackout is an important technical
issue, it does not appear to be a first-order issue for policy-makers given the
relative ease and speed with which systems were restored in each of the case
studies. The success of restoration efforts raises questions about the cost-
effectiveness of potential options to improve transmission network reliability
through means that would require a substantial capital investment, such as
increasing deterministic reliability standards from, say, N-1 to N-2. A key
question in this context is the extent to which users’ willingness to pay for
transmission network reliability can be captured in a private property right.

Defining common rules and institutions — a first-order market
design issue

Common rules and institutions are important. But what should be the features
of these common rules? This is a first-order problem of market design. Markets
operate within the framework and rules created by governments. Care needs
to be exercised. Experience to date shows that market participants will
respond quickly and efficiently to the incentives created by market rules,
sometimes with unintended consequences.

Reliability rules - adequacy and compliance

Presentations on the North American and European case studies highlighted
the importance of complying with reliability rules, while presentations during
the workshop session on reliability noted efforts to improve compliance.
However, in most cases the existing rules were developed during the era
preceding market liberalisation, raising the issue of whether the rules are
adequate and appropriate for the new era of electricity market reform.

It may be possible to employ more sophisticated analytical approaches to
determining reliability standards, such as probabilistic risk assessment or refined
system analysis. However, these alone may not be sufficient. Deterministic and
probabilistic approaches are complementary. N-1 is a relative standard, which
provides a tool for flexibly determining transmission network reliability
standards.

New technology can strengthen system operation

New technologies provide an opportunity to improve system reliability and
operation in real time, especially visualisation tools of the kind being
developed by Pennsylvania-New Jersey-Maryland (PJM) Interconnection.

13. N-1 refers to the network being able to maintain a secure/reliable operating state in the absence
(failure) of a single network element. N-2 refers to maintaining a secure/reliable operating state in the
absence (failure) of two network elements (e.g. going-down of two transmission lines within a single
control area).
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However, such technologies may also create new risk exposures associated
with the potential failure of electronic management/diagnostic equipment.
Technology provides a means of assisting system operators, but it is unlikely
to replace them.

Workshop materials, including the full Chairman's summary, agenda, all
presentations and the IEA Scoping Paper have been posted on the IEA website.
(http;//www.iea.org/Textbase/work/workshopdetail.asp?id=166)

SECURITY OF GAS SUPPLY'™

With the progress being made in the opening to competition of gas and
electricity markets, the tremendous increase of gasfired power generation
worldwide as a new driver of gas demand, the cost reductions in the LNG
chain allowing more flexible LNG trade and the growing import dependence
on a limited number of non-OECD countries, the issue of security of gas supply
is the subject of increasing attention in IEA countries. In 2004, the IEA
conducted a comprehensive study, Security of Gas Supply in Open Markets -
LNG and Power at a Turning Point, analysing the most recent developments in
security of supply and reliability in all IEA regions in the context of open
markets and in view of the new demand and supply trends. The following are
key issues identified in the study.

OPEN GAS MARKETS AND CHALLENGES
OF SECURITY OF SUPPLY

Open markets allow customer choice. Eligible customers can choose their
suppliers and eventually their own level of reliability of supply, but they are
responsible for their choice. Open markets will not always result in lower prices
for customers, but they will result in an efficient allocation of resources,
capacity and investment. Compared to markets for commodities, the design of
gas markets requires special consideration as gas delivery is capacity-bound
and because part of gas demand is price-inelastic, especially the household
sector, which is even temperature-dependent. Therefore, prices may be volatile
when capacity limits are close, and there is a risk that supply will not meet
demand in low-probability events like extreme temperatures.

Governments in open gas markets play a different, but important role to
ensure secure and reliable gas deliveries from the production/import point to
the final customer. Instead of managing the sector, they have to set objectives
to minimise the geopolitical implications of increasing import dependence

14. Drawn on Security of Gas Supply in Open Markets: LNG and Power at a Turning Point, IEA (2004),
http;//www.iea.org/dbtw-wpd,/bookshop/add.aspx?id=178.
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and impacts on the environment, as well as ensuring that markets work to
deliver reliable gas supplies. At the time of state-owned gas companies, or
private companies with exclusive concession rights, governments played an
important role in the management of the sector but delegated responsibility
for security of supply to these entities and made all customers pay for it. These
companies were responsible for security of gas supply across the whole gas
market. In open markets, governments still play an important, but different
role: they have to define the right framework for market players so that
markets can deliver reliable gas supplies and they have to make sure that
market players follow the rules. Governments have the responsibility of
creating a framework for security and for defining the responsibilities of each
player. However, low-probability events (like supply interruptions and extreme
temperatures) may not necessarily be valued by the market itself.
Governments should therefore set objectives for reliability of gas supply,
especially to ensure gas deliveries to household customers during spells of
extremely low temperatures. They should also foster demand-side response as
one of the important policies to ensure security of supply. The opening of the
gas (and electricity) market results in the development of hubs and market
centres which prove a useful instrument to optimise the use of the capacity of
the gas system and to bring gas to its highest value use.

Governments may be concerned about market outcomes - like volatile prices and
high prices - eventually leading some industries to relocate to regions with lower
gas/electricity prices. Governments may interpret unsatisfactory market outcomes
as a need to rethink the framework and eventually discuss and implement its
modification. However, they would be well advised not to interfere in the operation
of the market. While some of the arguments to ensure security of gas supply
are similar to those for oil, the arguments for establishing stocks and a
co-ordinated stock draw do not apply to gas. Strategic gas storage is much more
expensive than oil storage and requires additional substantial investment into a
spare transport infrastructure. Other instruments like interruptible contracts or fuel-
switching may be less expensive instruments than strategic gas storage, if storage
is possible at all. As the market is not yet global and disruptions only have a local
impact, a global response is not possible. It is therefore best to leave the design of
the response mechanism to individual countries and their market players.

CHANGES IN THE GLOBAL GAS SUPPLY
AND DEMAND BALANCE

From 1971 to 2000 worldwide gas consumption more than doubled from
895 Mtoe (of which about a quarter, 207 Mtoe, for power generation) to
2 085 Mtoe (of which slightly more than a third, 725 Mtoe, for power generation).
The World Energy Outlook 2002 projects another doubling to 4 203 Mtoe
(of which close to half, 2 032 Mtoe, of total gas consumption) by the year 2030.
So gas consumption for power generation almost triples every 30 years.
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For OECD countries, the trends in gas consumption look similar: From 1971 to
2000, gas consumption almost doubled from 653 to 1 143 Mtoe and is
projected to almost double again to 2 012 Mtoe by the year 2030. The share of
gas for power consumption was 117 Mtoe in 1971, or about onesixth of total gas
consumption, increasing to 328 Mtoe in 2000, or a bit more than a quarter of
total gas consumption, and is projected to reach 958 Mtoe in 2030 - almost half
of gas consumption in OECD countries. So in OECD countries the trend towards
increased use of gas in power generation is even more pronounced, owing to
increasing saturation in the residential and commercial and industrial sectors.

The import dependence of OECD countries is projected to increase from a
total of 274 bcm//year or a share of about 20% of total gas consumption in
2000, to a total of 1 091 bcm,//year, or more than 40% of gas consumption.
The major part of the increase in gas imports is explained by the projected
increase in gas used in power plants.

Gas has developed into the fuel of choice for the residential and commercial
sector, but also for process and small applications in the industry sector, wherever
gas can be economically supplied. While gas can be replaced for each individual
customer, mainly by oil products which define price limits for individual customers,
many IEA countries have no large-scale alternative to gas on a country-wide scale.
The use of gas is not only linked to a long-asting investment decision on the
customers' side, but also to substantial investment in the gas infrastructure, which
would become obsolete in case of a substantial shortage of gas.

With the domestic gas reserves of IEA countries on the decline, imports are going
to cover an increasing part of gas demand in most IEA countries. This raises the
issue of import levels from a limited number of non-OECD countries such as Russia,
Iran and Qatar versus the ability of the market to handle a gas shortfall. It also raises
the issue of the implications of uneven reform in countries along the gas chain.

The increase in gas use for power (and the dominance of gas as a fuel for new
power generation since the beginning of the 1990s in many IEA countries) is
driven by the high technical and economic efficiency of new gas turbines and
combined-cycle gas turbines (CCGTs), as well as by the environmental advantages
of gas compared to other fossil fuels. This situation results in a projection of a
substantial increase in gas for power generation in OECD countries, which, on
balance, will have to be imported from non-OECD countries. The result will be a
strong increase in import dependence in most OECD countries/regions and a
strong increase in cross-border trade of gas by pipeline and as LNC.

Volume and diversification reasons will require gas to be developed for export,
mainly as LNG, from an increasing number of resource-owning countries. The
LNG industry has now entered an era of unprecedented growth. Large new
markets are emerging, cost reductions along the LNG chain allow new projects
which were uneconomic 20 years ago, and increased inter-regional trading
adds flexibility and security to the global gas system.
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EMERGENCE OF LARGER REGIONAL MARKETS

Larger regional markets are emerging with the opening of gas markets (in
addition to the already strongly interlinked North-American market), e.g. in the
European Union. With more flexible LNG trade, more trade develops between
LNG-buying countries like Japan and Korea, and also in the Atlantic basin
between parts of the EU and the United States. The creation of larger markets
offers more possibilities for underutilised capacity/volumes to find their
way to other regions, with higher gas value, thereby creating higher liquid
volumes on which to draw in case of shortage or extreme temperature.
Creating a larger (regional) market-place may require extra investment into
interconnection infrastructures, which so far have been built on the basis of
national markets. This may require governments to define common standards
(e.g. technical norms, gas quality, LNG specification and safety norms for LNG
tankers), to foster inter-operability and to arrange for the right framework to
remove obstacles to cross-border (OECD) investment and trade.

INCREASED LINKS BETWEEN OPEN GAS
AND POWER MARKETS

Increased links between open gas and power markets offer the chance for
more efficient use of both systems. However, the reliability of each system
must also be ensured in view of the interlinks between them. The increased
use of gas in power generation combined with the parallel opening of both
sectors creates operational and market links between the two sectors.
However, it must be observed that while the link is creating larger flexibility
for the use of gas and for the production of electricity, both systems are
capacity-bound. This may require setting reliability objectives which take into
account the interactions between both systems. The projected high
dependence of power generation on imported gas might create a domino
effect on the power sector in cases of gas supply shortages, if not addressed.

NEED FOR BALANCE OF INTERESTS BETWEEN GAS
IMPORTING AND EXPORTING COUNTRIES

The willingness of non-lEA gas-ich countries to develop their gas resources for
export is key to the further development of gas markets in IEA countries. This will
require a stable balance of interests between ga5|mport|ng and gas-exporting
countries. The import volumes of all OECD regions are increasing substantially,
and even the United Kingdom and the United States are becoming substantial
net importers of gas. About 10% of world proved gas reserves are in OECD
countries, whereas outside the OECD gas reserves are highly concentrated: more
than 50% are in three countries: almost 30% are in Russia, 15% in Iran, 9% in
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Qatar. While investment decisions for exploration and production, transportation
and other gas infrastructure, as well as on the use of gas, are best left to private
investors, decisions about the depletion of natural resources are in most countries
vested in the government of the resource-owning country. To optimise the use of
their resources, they have to decide on the development path for their reserves,
on domestic and export use, as well as on maximising the remuneration for the
export of a finite resource. While maximising the rent income for a finite resource
is a sensible objective for an exporting country, IEA gasimporting countries will
try to limit such rent transfers by promoting diversification of supply sources and
routes and by promoting the use of other fuels.

While [EA countries are interested in reliable gas supplies at competitive
prices, governments of resource-owning countries will look for secured access
for their gas to IEA gas markets and for a reliable income from selling their
resources. Long-term contracts have been a most useful instrument to create
a stable balance between gas exporters and gas importers. With more open
markets, new, additional instruments develop, such as selling into a liquid
market, as well as more flexible LNG deals, but long-term contracts will remain
an important instrument, although with some features changed. While having
a bankable gas market or a creditworthy gas buyer is a major precondition for
viable investment into gas production and into gas export infrastructure,
a clear framework for foreign investors and a neutral conflict resolution
mechanism would help to mobilise financing for new export capacity at
favourable conditions. A suitable means to address how to create a fair and
stable balance between gas-producing and gas-consuming countries is the
Producer-Consumer Dialogue.

ROLE OF GOVERNMENTS

Governments have to ensure that investment in all parts of the gas chain can
be mobilised in a timely way in competition with other capital use. The
increase in gas demand requires the alignment of timely investment in all
parts of the gas chain, from exploration and production to transporting
the gas to the market, as well as investment into the distribution and
gas-consuming infrastructure, especially gasfired power plants. While
governments cannot and should not play a role in managing geological,
technical and market risks, they should help to reduce sovereign and
regulatory risks and thereby improve financing conditions by creating clear
and stable frameworks for investment, especially in cross-border infrastructure.
They should also help with the adoption of clear and streamlined siting rules,
while minimising regulatory risk by creating a stable and predictable
regulatory framework which would allow investors free commercial disposal of
their property and, where regulated, a rate of return competitive with other

investment opportunities.
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Both the industry from all parts of the gas chain and the resource-owning
countries have an interest in being able to hedge their decisions dedicating
investment or gas resources on a long-term basis. A variety of instruments
linked to the development and maturity of reforms in each gas market/region
was developed to hedge the risks stemming from the long-term nature of the
gas business:

o Long-term sales contracts associated with long-term transportation
contracts.

« Vertical integration along the gas chain.

o Access to liquid markets (by investing into LNG regasification terminals and
import pipelines) and to financial instruments derived from liquid gas
markets.

Governments of IEA countries should leave the choice of instruments to the
market players concerned; they should not favour or disfavour any of these
instruments, as long as they do not negatively affect competition.

MAJOR DIFFERENCES BETWEEN THE THREE IEA REGIONS

In spite of generic and global developments, the status of market opening and
the challenges of security of gas supply are specific for each IEA region and in
some cases even for single countries.

IEA North America

Open gas markets introduced in the 1980s were able to mobilise private
investment in time for expansion of the infrastructure and the development of
reserves. These markets led to the development of liquid hubs and gas
exchanges and to a more efficient use of the gas infrastructure. So far, gas
supply and demand have been balanced by markets. Upstream, the role of
governments was restricted to rulesetting and in the case of Canada, also
encompassed renttaking - however, with some restrictions on exploration
and production (E&P) in US federal/state-owned land, offshore and in Arctic
areas. The decline in production due to the depletion of North American gas
reserves, combined with the massive increase in gas use in CCGTs with only
limited fuel-switching capacity, resulted recently in rising gas prices so that
some industrial gas users considered moving to other regions. This situation
signalled the need to increase LNG imports substantially to satisfy the
projected use of gas in power generation. After the requirements were
dropped for third-party access (TPA) in LNG terminals, many new projects
emerged. While the chances of obtaining diversified LNG supplies are good,
the expected large share of LNG supplymay raise the question of whether
interruptions of LNG supplies can be compensated by the market.



Overview of Energy Policy and Market Developments _______ ENERGY SECURITY

IEA Europe

There is a marked difference between the UK gas market and the continental
gas market. While the UK was a front runner in opening the gas market, the
opening in the continental part of the EU happened more recently with the
two EU Gas Directives and their implementation in EU member states.

The opening of the gas market in the UK resulted in the establishment of the
National Balancing Point (NBP), a liquid (notional) market-place where gas is
traded on a daily basis. It assisted the massive use of gas for power generation
in the 1990s and, in parallel, a remarkable increase in gas production from the
UK continental shelf (UKCS). However, lacking large new finds in frontier areas
and with the UKCS becoming a mature gas province, within a short time span
the UK will change from being a net gas-exporter to a massive net importer.
Long-term contracts are still predominant in the UK, though now they are
increasingly linked with the price at the NBP and in some cases also use the
NBP as the delivery point. The UK is well on the way to attracting the
additional supplies and the necessary investment to adapt its infrastructure,
although with some specific challenges caused by the differing quality of the
gas to be imported. Another challenge to be addressed is the link between gas
and power, as a large increase in imported gas will go to gas-fired power plants.

In continental Europe, several of the challenges for reliable gas supplies set
before the gas sector by the new Gas Directive still lie ahead, such as finding
the right allocation between the responsibility for reliable gas supplies and
the effects of unbundling; finding the right incentives for the enlargement of
the transport, import and storage infrastructure by allowing for a rate of
return which is competitive in a global context. Creating more regulatory
stability by giving the industry the time to adapt to and to fulfil the
requirements stemming from the directives currently in force is now of
paramount importance.

In view of the increasing import dependence from only a few gas-exporting
countries, long-term contracts will remain an important instrument to ensure
gas supplies. In the continental gas market, some hubs are developing,
although they still do not have a deep liquidity. However, beyond the
challenge of creating open gas markets in each EU member state, the
challenge remains to create a single gas market for the EU, which requires
rules, standards and technical regulations that are as uniform as possible. The
infrastructure, which was built on a national basis driven by large import
projects, must be adapted to allow for more EU-wide gas trade and liquidity.
As in North America, the projected strong increase of gas in power generation
which will, on balance, be based on imported gas, raises challenges of
increased gas import shares from non-IEA countries and their impact on the
gas and power sector. The pace of supplier and transit gas sector reform has
important implications for the quality and reliability of security of gas supply

to European end-use customers.
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The EU is to a large extent dependent on pipeline gas imports from Algeria
and Russia, which are projected to increase substantially. Although both
countries have a long-standing record as reliable suppliers to the EU, there is
some concern about the long-term future of gas imports from Algeria and
Russia as neither of these countries has yet a clear gas upstream or transport
regulation. In addition, gas production and export are managed by companies
which, in addition to their commercial role, exercise sovereign rights of the
State in the gas sector. While Russia has often announced its intention to
reform its gas sector, little has been done so far. A failure to implement much-
needed market reform, including TPA to the gas network and raising prices
to economic levels, could impede the financing of new upstream and
transportation projects needed to replace the maturing Western Siberian gas
fields. Another concern is that the transit of Russian gas to the EU is highly
concentrated in Ukraine, a country which is struggling to find an appropriate
regulatory framework for its gas sector. Increased diversification of suppliers
and supply routes, and provision of market flexibility (backup supply and/or
demand management), will remain crucial issues for the EU.

IEA Pacific

The gas industries of the OECD countries in the Pacific region differ very much
from each other: Japan and South Korea are almost entirely dependent on LNG
supplies, Australia is becoming a large LNG exporter and New Zealand is so far
selfsufficient. While Japan and South Korea were the driving force of the growth
in the LNG trade, market reforms in both countries have led to more uncertainty
about future gas demand growth. This has led the LNG-importing companies
to seek more volumes and pricing flexibility in their LNG contracts. Increased
competition among LNG suppliers, as well as cost reductions in the LNG chain,
allow producers to accept more flexible LNG terms. Security of supply in the
region has always been ensured through diversification of supplies and
infrastructure. The recently increased flexibility of LNG trade allowed importing
companies to swap LNG cargoes, e.g. to exchange cargoes to meet peak gas
demand. It allowed Japanese and Korean buyers to successfully manage the
seven-month shut-down of the Indonesian liquefaction plant at Arun in 2001.

PRODUCER-CONSUMER DIALOGUE

The Producer-Consumer Dialogue has evolved significantly since its inception
in 1991 with the objective of achieving understanding and exchange of
information between producing and consuming nations. Since then, it has
endeavoured to bridge the gap between producing and consuming states,
ensure market stability and security of supply. The Dialogue has successively
highlighted the importance of maintaining good working relations with key oil-
and gas-producing states, particularly during periods of political and economic
uncertainty which have emerged throughout the world over the past decade.




Overview of Energy Policy and Market Developments _______ ENERGY SECURITY

The 9% International Energy Forum (IEF), the latest in the series of the biennial
Ministerial meetings, took place on 22-24 May 2004 in Amsterdam, the
Netherlands, and was co-hosted by Norway and Iran. The theme “Investing in
Energy: Choices for the Future" emphasised current concerns about the need
for greater investment across the energy spectrum. The hosts furthermore
introduced the newly appointed Secretary-General to the permanent
Secretariat of the International Energy Forum (IEFS), which was established in
Riyadh in late 2003 upon the proposal made by H.R.H Crown Prince Abdullah
bin Abdul Aziz bin Saud at the 7t IEF. Ministers at the 9t forum stressed their
support for the IEFS, which will ensure continuous dialogue among producers
and consumers.

Energy ministers from 63 energy-producing and consuming countries and
11 international organisations participated in the event and focused on the
world energy situation, oil and gas in particular, and the investments needed to
meet the world's growing energy demand in a healthy market environment.
Greater stability in international oil markets was recognised as being in
the interest of both consuming and producing states, rendering improved
co-operation all the more important as it continues to be beneficial to the security
of supply for consumers, the security of demand for producers, the stability of
markets and sustainable economic growth in general. Security of supply and
access to reserves were identified as being of particular relevance, given the
estimated investment requirements estimated to amount to US$ 6 trillion over
the next 30 years in new capacity and replacement of existing capacity. However,
the establishment of stable and transparent, adequate fiscal and legal
frameworks was recognised as being pivotal in order to attract sufficient foreign
direct investment.

The 9™ IEF furthermore highlighted the relevance of the Joint Oil Data
Initiative (JODI) which aims to harmonise world oil data in a timely manner
and achieve transparency. The IEF emphasised its commitment to the JODI
exercise with the IEF Secretariat gradually establishing itself as the co-
ordinator of the JODI World Database as well as of other activities linked to
the development and promotion of the Initiative.






ENERGY MARKET REFORM

ELECTRICITY

After the extensive reforms introduced in many IEA countries in the late 1990s
and the setback in the aftermath of the Californian crisis, the reform process
now seems to be picking up again in many IEA member countries, albeit at a
varied pace. 2002-2003 saw several legislative developments on the path to
reform. The past year has mainly been a year of implementation of previously
decided reform initiatives. Examples of successful electricity sector reforms
now seem to be sufficiently established to serve as inspiration in a slow
evolutionary process.

IEA EUROPE

EU policy reform on energy infrastructure
and security of supply

Following the publication in 2000 of the Green Paper “Towards a European
strategy for the security of energy supply”, in December 2003 the European
Commission proposed a directive concerning measures to safeqguard security
of electricity supply and infrastructure investment. By underlining the
importance of a competitive internal electricity market as a key element in
the strategy for the security of energy supply, the directive addresses
security of supply through the further developments needed for a fully
competitive internal electricity market. The following main topics are
addressed:

o Investments in transmission lines to ease bottlenecks between regions and
markets are necessary to strengthen cross-border competition.

e Investment in production or demand management resources is needed to
maintain the balance between demand and supply, also during peak load.
Special measures may be used if necessary, but issues like free-riding by
regions with less reserve capacity, a level playing field for competitors
under different reserve requirements, and possible distortions across
borders must be taken into due consideration.

o There is a need for a stable regulatory framework for investments both in
transmission and production capacity and in demand management resources.

 Planning and international co-ordination that allow for efficient development
and operation of reserves and infrastructure are called for.
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Developments towards an internal electricity market

In June 2003, an amended electricity market directive and a regulation on
cross-border trade were passed by the European Parliament. The regulation
and the most important parts of the directive were to be implemented no later
than 1 July 2004, including market opening for all non-household consumers,
legal unbundling of Transmission System Operators and the appointment of a
national regulator. On 1 May 2004, the internal electricity market was extended
with the joining of the ten new EU member countries.

The association of European Transmission System Operators (ETSO) has
implemented an amended compensation mechanism for Cross-Border Trade
(CBT) for 2004 in line with the EU regulation. The CBT mechanism has been
put in place to allow compensation for grid costs due to transit flows, while
at the same time avoiding entry tariffs at country borders that would
distort international competition. However, significant issues covered in the
regulation, such as compensation for investment and congestion
management, are not addressed by the CBT mechanism for 2004.

As for the 1 July deadline, the EU Commission declared that very few EU
countries have fully implemented the directive, according to its internal
benchmarking reports.

Important countiry developments

In France, it has been decided to change the status of the utility Electricité de
France from a public enterprise to a corporation, which will put it on an equal
footing with new-entrant competitors. At the same time, the legal possibility
of opening up to 30% of the company's capital to non-governmental groups
has been introduced.

In Italy, the electricity exchange Gestore del Mercato Elettrico opened for spot
trade on 1 April 2004.

On the Iberian peninsula, the Spanish and Portuguese governments signed an
agreement on 19 January 2004 to form a common Iberian electricity market,
MIBEL. While the agreement was supposed to be provisionally implemented
on 22 April 2004, it was postponed to an undefined date later in 2004.

Sweden continues to implement a plan to execute the shut-down of its
nuclear power plants. A government negotiator was appointed to discuss
the conditions of a gradual phase-out with the industry and other
stakeholders. The negotiator was scheduled to provide a plan acceptable to
all by May 2004, but the release of the plan has been delayed owing to
ongoing differences between the stakeholders. As of July 2004, no firm
date had yet been established for finalising and releasing the nuclear shut-
down plan.
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IEA NORTH AMERICA

Recommendations by 14 August 2003
Blackout Task Force

In the aftermath of the 14 August blackout in the eastern part of North America,
the governments of the United States and Canada formed a joint task force to
review the incident and make recommendations for initiatives to handle similar
incidents better in the future. As described before, some of the main conclusions
were that the blackout was avoidable and was not caused by the effects of
liberalised markets. The report of the task force states that reliability and
economic efficiency can be compatible but that sustained, focused efforts will
be required to strengthen and maintain the institutions and rules needed to
protect both goals. The task force presents 46 concrete recommendations and
several of them have broad consequences for continued electricity market
reform.

Of particular importance to the development prospects for electricity sector
reform are the recommendations concerning the institutional framework.
These include mandatory and enforceable reliability standards, funding
mechanisms for investments in reliability, strengthening of the institutional
framework for reliability management and conditioning the approval of
Regional Transmission Organisations or Independent System Operators to the
fulfilment of certain minimum functional requirements.

Furthermore, the task force recommends commissioning an independent study on
the relationships between industry restructuring, competition and reliability.

The United States: formation of regional
tfransmission organisations

According to the US Federal Energy Regulatory Commission (FERC) the
formation of Regional Transmission Organisations (RTOs) and Independent
System Operators (ISOs) is an important element in the vision for a reformed
efficient electricity sector [White Paper (April 2003), Standard Market
Design (July 2002) and regulation on Regional Transmission Organisations
(December 1999)]. To be recognised as a RTO or ISO, certain minimum criteria
must be met, including the publication of good market rules. The evolvement
of the formation of RTOs and the growth of existing RTOs have progressed
slowly during the past year. A few new grid areas have been included in
established RTO control areas and more are planned. There are still numerous
states where there is no apparent intention to establish RTOs and to open
electricity markets.

The PJM Interconnection, which operates a large wholesale electricity market,
has been joined by new member companies and now includes 35 million
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consumers. In December 2003, the PJM Interconnection and the Midwest 1SO
executed and filed a joint operation agreement with the FERC. The agreement
is the foundation for a co-operation in serving wholesale electricity customers
in both their control areas.

In July 2003, the FERC issued a new set of rules to standardise the
interconnection of new generation facilities to transmission grids. The rule
requires public utilities that offer transmission services also to offer a non-
discriminatory, standardised interconnection service. This means that they have
to file open access transmission tariffs containing standard generator
interconnection procedures and a standard agreement for an interconnection
service to generating facilities. Two sets of rules were issued, one for generators
larger than 20 MW and the other for small generators of less than 20 MW.

The main purpose of the rules is to ensure non-discriminatory interconnection
and access to transmission grids to make the entry of merchant generators as
easy and open as possible for the sake of competition in the wholesale market.

The main points in the new rules are:

o The rule clarifies who pays for interconnection costs when the transmission
provider is not independent.

o The rule sets out standard interconnection procedures that the transmission
provider and an interconnection customer must follow throughout the
interconnection process.

o The rule applies to Independent Transmission Providers such as Regional
Transmission Operators (RTOs) and Independent System Operator (ISOs) as
well as non-independent Transmission Providers. Independent Transmission
Providers would be allowed more flexibility in proposing alternative
interconnection policies for both pricing and non-pricing matters.

Canada: Electricity Restructuring Act in Ontario

The government of Ontario proposed an Electricity Restructuring Act in June
2004. The restructuring act comes after the reversal of the electricity market
reform in December 2002. The key elements in the proposed act include:

o The creation of 2 500 MW of new generation or demand-side capacity
through an open tender. The new generation must be fuelled by other
sources than coal and oil and should be commissioned no later than 1 June
2009 but preferably before 2008.

o The formation of the Ontario Power Authority (OPA). Among other things
the OPA will assess the adequacy and reliability of electricity resources. It
will prepare integrated system plans for generation, transmission and

energy conservation.
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o The Ontario Energy Board will approve an annual rate plan for low-volume
electricity consumers.

o Electricity rates to medium-sized and large businesses will reflect a
combination of regulated, contract and competitive market prices.

The declared goal of the government is to close existing coal-fired generating
capacity (approximately 7 500 MW or 25% of total capacity) which will be
compensated by energy conservation and new production capacity that is
not fuelled by coal or oil. The medium-term goals are that 5% of Ontario's
generating capacity should come from renewable energy sources by 2007,
10% by 2010, and that by 2007 electricity demand should be reduced by 5%
through conservation.

IEA PACIFIC

Australia: Electricity market reform

The Ministerial Council of Energy (MCE) agreed on a new reform package in
December 2003 as a response to the Council of Australian Governments
Energy Market Review of December 2002. In many aspects the MCE followed
the recommendations in the review. The main focus of the reform was to
improve regulatory efficiency by concentrating many of the regulatory
responsibilities in one body instead of the regulators in the states and
territories. The call for improved regulatory efficiency was mainly driven by the
need for new investments. The key elements of the electricity market reform are:

o Finalisation of an intergovernmental agreement and enactment of co-
operative legislation.

o Establishment of the Australian Energy Regulator and the Australian
Energy Market Commission to resume responsibility from 1 July 2004.

o Implementation of electricity transmission reforms, including the
compilation of an Annual National Transmission Statement to forecast
possible interconnection and supply problems.

o Establishment of an agreed national framework for distribution and
retailing.

o Enhancing user participation in energy markets.

New Zealand: New Electricity Commission resumes control

Following the government announcement in May 2003 of the formation of a
new Electricity Commission, the commission assumed responsibility for the
operation of the New Zealand Electricity market in March 2004.
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In May 2003, it was also announced that reserve power will be contracted to
provide for a balance between supply and demand in a 1-in-60-year drought.
In May 2004, the government-financed electricity plant Whariniki, a 150 MW
open-cycle gas turbine, went into operation to serve as reserve power. The
Electricity Commission has announced that no additional reserve power will
be needed in 2005, even in the event of a 1-in-60-year drought.

The first nationwide audit of infrastructure was released in May 2004. The
report is intended to be updated regularly every three years. Two main
concerns were identified in the electricity sector:

o Electricity security of supply, both short-term, arising because of the failure
of the market to provide for security margins, and long-term, created by
uncertainty around fuel availability and regulatory issues.

o lLack of investment in electricity transmission due to uncertainties about
who should pay for investment and under what pricing methodology,
coupled with land access issues.

Japan: Amendment of Electricity
Utility Industry Law

The Electricity Utility Industry Law was amended in June 2003 stipulating a
plan for further liberalisation until three years after entering into effect of the
law. The retail market will be liberalised in steps corresponding to 40% of
total consumption in 2004 and 63% in 2005. Full market opening will be
reviewed in 2007. General power utilities will be obliged to ensure fairness
and transparency of the transmission and distribution by accounting
separation, information firewalls and prohibition of discriminatory treatment.
A Neutral System Organisation (NSO) will be established to manage
transmission and distribution issues, supervised by the Ministry of Economy,
Trade and Industry (METI). The current transaction-based transmission tariffs
will be replaced by a postage stamp system. A voluntary national electricity
exchange was established in 2003 and will start its operation in 2005.

Korea: Process to separate distribution
brought to a halt

The Korean electricity sector reform was planned to consist of four phases.
The first phase was the establishment of a legislative framework in 2000.
The second phase included the separation and eventual privatisation of
generation assets from the Korean Electricity Power Corporation (KEPCO) from
2001. The third phase of the restructuring plan was to be initiated in 2004. It
included plans to separate the distribution assets from KEPCO into separate
distribution companies that were to be privatised over time.
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In June 2004, the Korean government announced that the plan to separate
KEPCOQ's distribution assets has been brought to a halt. This was after advice
from a tripartite committee consisting of representatives from the government,
labour unions and management.

GAS

Market competition continues to spread in the three OECD regions, at
different speeds and stages. The North American wholesale gas market is
already fully competitive, and efforts now focus on the retail level. In Europe,
2004 has been a challenging year with the enlargement of the EU to 25 member
states and the opening of the gas market to all non-household customers. In
IEA Pacific, reforms of the gas markets are progressing, with an emphasis on
promoting further gas pipeline investments.

IEA NORTH AMERICA

The North American gas industry has undergone profound structural changes
over the last three decades, largely as a result of requlatory reforms aimed at
promoting competition and improving efficiency. In the United States, this
process began with the phased partial lifting of controls on well-head prices in
1978 (full decontrol occurred after the Wellhead Decontrol Act of 1989),
followed by optional open access to the interstate pipeline and storage system
in 1985 (FERC Order 436), then mandatory open access to transportation and
storage, and unbundling of activities in 1992 (FERC 636). In Canada, gas
sales were unbundled at the end of 1985. The governments of Canada and the
three gas-producing provinces of British Columbia, Alberta and Saskatchewan
signed an Agreement on Natural Gas Prices and Markets in October 1985
which allowed gas buyers, for the first time, to directly contract for supplies
with producers, marketers and other agents at freely negotiated prices.

The North American wholesale market for gas is highly competitive. Thousands
of producers, independent marketers, pipeline affiliates, local distribution
companies (LDCs) and end-users compete to buy and in some cases sell gas at
the well-head and at market centres, or "hubs”, located across the region.

Restructuring at the retail level

In recent years, the US retail market has opened more to competition as
various states have initiated retail unbundling programmes to allow
residential natural gas users to select their gas suppliers. The nature of these
"customer choice" programmes varies widely from state to state. Table 9
provides an overview of the status of the natural gas industry restructuring
in each state, focusing on the residential customer class.
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Table O

Status of US Natural Gas Industry Restructuring at the Retail Level,
by State, as of December 2003

Natural gas industry restructuring status States

Statewide unbundling - 100% eligibility DC, NJ, NM, NY, PA, WV

Statewide unbundling - implementation phase CA, CO, GA, MD, MA, MI, OH, VA

Pilot programmes/partial unbundling FL, IL, IN, KY, MT, NE, SD, WY

No unbundling - considering action IA, KS, ME, MN, NV, NH, OK, SC, TX, VT

No unbundling AK, AL, AR, AZ, CT, HI, ID, LA, MS, MO,
NC, ND,OR, RI, TN, UT, WA

Pilot programme discontinued DE, WI

Source: EIA website, http;//www.eia.doe.gov/0il_gas/natural_gas/restructure/restructure.html

Enrolment in existing "customer choice" programmes increased by less than
1% (36 118) in 2003, although the number of eligible customers increased
by nearly 4%, or 1.2 million. Almost all the increase in participation is
attributable to gains in Ohio, which is second only to Georgia in the size of
its residential choice market. No state has changed its unbundling status
between 2002 and 2003, although state regulatory agencies are continuing
to refine and evaluate existing programmes.

In total, more than 30 million of the approximately 60 million residential
customers in the United States have access to choice programmes and more
than 4 million are participating (13% of eligible). Overall, however, sharply
higher prices for natural gas in 2003 and increased price variability seem to
have dampened consumer interest in alternative supply options and reduced
the number of suppliers interested in serving the residential market. Since
December 2001, the number of marketers authorised to serve residential
customers has dropped from 165 to 121 and the number of marketers actively
serving customers had dropped from 159 to 92 as of December 2003.

US gas prices

As mentioned in Chapter 4, spot prices at Henry Hub, the most active spot
market centre in the US, peaked in March 2003 at more than $9,/MBtu and
remained high throughout 2003 and the beginning of 2004. They averaged
$5.47/MBtu in 2003. The Energy Information Administration™ projects that

15. IEA Short-term Energy Outlook, http;//tonto.eia.doe.gov,/00g/ info/ngw,/ steosummary.htm
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natural gas prices will continue at high levels through the rest of 2004. Spot
prices averaged about $5.35/MBtu in the first quarter 2004 and were above
$6.00 during the spring and early summer, as strong demand for natural gas
coupled with high petroleum prices has led to higher gas prices despite nearly
normal storage inventory levels. Natural gas prices weakened during the
summer as cooling demand levels and peak power demand stayed below
normal. The average spot price for natural gas at Henry Hub was about
$5.40/MBtu in August. Storage stocks at the end of May were less than 1%
below the 5-year average (1999-2003) and 23% higher than the same time
last year. The lower prices and relatively weak summer demand spurred high
rates of storage injection during the summer, resulting in an estimated end-
August level that is more than 7% above the 5-year average. Overall in 2004,
spot prices are likely to average about $5.85,/MBtu, which is about 7% higher
than the 2003 average.

Figure @

United States Spot Prices — Henry Hub
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Source: Energy Intelligence.

The current high prices are an indicator of the tight supply and demand
balance in the US. They result from disappointing geological experience over
the last few years plus restrictions on exploration areas, combined with a shift
to new uses of gas that increased consumption. The result is a mismatch
between supply and demand, and prices are performing their essential
function: signalling market needs and changing conditions to both producers
and consumers.
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To improve the supply situation, the US government has moved quickly to
encourage the construction of LNG terminals by adopting supporting
regulation and streamlining the authorisation process. Major changes to the
regulation of offshore and onshore terminals were adopted in 2002 to
facilitate the construction of LNG facilities. The Amendment of the Deepwater
Port Act in November 2002 places offshore terminals under Coast Guard
jurisdiction and both streamlines the permitting process and relaxes
regulatory requirements. The Maritime Security Act of 2002 also exempts
owners of offshore LNG facilities from open-access provisions, thereby
granting owners the right to reserve for themselves all of the import and
storage capacity at their facilities (proprietory access).

Onshore, LNG receiving terminals are subject to FERC regulation. In December
2002, the FERC terminated open-access requirements for new onshore LNG
terminals, placing them on an equal footing with offshore terminals regulated
under the provisions of the Maritime Security Act of 2002. The FERC ruling,
which granted preliminary approval to the proposed Dynegy/Sempra LNG
terminal in Hackberry, Louisiana, is referred to as the Hackberry Decision. It
authorised Hackberry LNG (now Cameron LNG) to provide services to its
affiliates under rates and terms mutually agreed upon (i.e. market-based),
rather than under regulated cost-of-service rates, and exempted the company
from having to provide open-access service. This new policy allows owners of
LNG terminals the exclusive use of the entire capacity of an LNG terminal, thus
suppressing the uncertainty faced by LNG terminal developers.

In February 2004, the FERC, the US Coast Guard and the Department of
Transportation announced an interagency agreement to provide for the
comprehensive and co-ordinated review of land and marine safety and security
issues at US LNG import terminals.

Higher US prices in recent years and months, together with the new proactive
legislation and regulation, stimulated plans for reopening and expanding
existing terminals and building new ones. Since the end of August 2003, all
four existing terminals have been operational. In addition, there are more
than thirty proposals for new import facilities.

IEA PACIFIC

Downstream gas markets in OECD Pacific are in a state of transition, as
governments introduce competition into the sector.’

16. This section is drawn on Security of Gas Supply in Open Markets: LNG and Power at a Turning Point,

IEA (2004).
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In Japan, the main legislation governing the gas sector, the Gas Utility Law,
was amended in June 2003 to expand the mandatory third-party access
regulation to all gas supply pipelines. Previously, it was mandatory for only
the four major companies (Tokyo Gas, Osaka Gas, Toho Gas, Saibu Gas).
The government also promotes negotiated TPA to LNG receiving terminals.
In the area of retail liberalisation, the government is trying to balance
maintaining gas supply security with enhancing the competitiveness of the
gas utilities. It intends to gradually expand the scope of retail liberalisation
to consumers with an annual demand of at least 500 000 cubic metres in
2004 (representing an estimated 44% of total sales), then to consumers
with an annual demand of at least 100 000 cubic metres in 2007, or about
50% of the gas market. To ensure fair and transparent third-party access to
pipelines, the government proposes accounting separation and information
firewalls between transportation activities and other activities of gas
companies, and prohibition of discriminatory treatment against particular
pipeline users.

METI is also considering measures to create incentives for the development
of gas networks. The proposed measures include granting an exception for
notification and publication of terms, rates and conditions for TPA or
allowing higher rates of return for TPA for a certain period of time. These
measures and the ongoing market reforms create the possibility for new
projects to venture outside their traditional markets or team up with other
energy companies. Two recent examples include the Minami-Fuji Pipeline
and the Osaka Gas-Chubu Electric pipeline network. Both are private
initiatives to build natural gas pipelines to connect LNG terminals together.

In Korea, the electricity and gas sectors are in the early stages of a long
process of restructuring, deregulation and privatisation. In 1999, the South
Korean government announced its intention to privatise the state-owned gas
monopoly Kogas. Following an initial public offering of 33% of Kogas equity
in December 1999, privatisation plans were stalled because of labour union
opposition and questions about the structure of the companies that would
replace Kogas after privatisation. Although the legislation necessary to
restart the process has not yet been passed by the South Korean legislature,
certain deregulation policies may go ahead. The government intends to open
access to LNG receiving terminals and the transmission network, but the
related legislation has yet to be passed. The government requested Kogas
to let Posco-SK, the private operator of the fourth terminal now under
construction, use the trunkline and Kogas agreed. Eventually, generation
companies may import directly, whereas direct imports by city gas companies
are likely to come later.

In Australia, the government has decided that Australia's gas and electricity

markets are to be reqgulated by a single statutory body starting from July
2004. The Australian Energy Regulator (AER) will replace state-based
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regulators, thus eliminating unnecessary barriers for investors. The AER will
come under the umbrella of the Australian Competition and Consumer
Commission (ACCC) but will operate as a separate entity. It will progressively
take responsibility for electricity and gas wholesale, network and retail
regulation: gas transmission is to come under the AER in 2005, with
distribution and retail responsibility following in 2006. AER will also have to
compile an Annual National Transmission Statement to forecast possible
interconnection and supply problems. Another body, the Australian Energy
Market Commission (AEMC), is being established to develop markets.

Further reforms of the gas access regime are expected, following the review
by the Productivity Commission of the national gas access regime. The
commission’s draft report, published in January 2004, indicated that the
current regime, subject to a cost-based regulation structure, has significant
costs in terms of information gathering, decision-making delays, appeals, and
merit reviews. More importantly, the report found that the regulatory risk
associated with it is very large, and certainly has an adverse effect on some
forms of investment - either deterring or distorting investment. The existence
of regulations at state level was seen as a barrier by investors for new
interstate pipelines. In particular, investors have identified core areas where
they believe the regime could be significantly improved to avoid the risk
of regulatory failure: improving access pricing, regulatory guidance and
accountability; creating incentives for investment in new and existing
infrastructure; and ensuring the appropriate scope, governance and
administration of the regime.

The Productivity Commission has proposed improvements that would “reduce
regulatory costs, while preserving the benefits from facilitating competition
through third-party access to pipelines”. A change in the legislation is
expected by the end of 2004.

In New Zealand, the expected depletion of the Maui gas field, which produces
80% of the country's gas supply, signals the need for significant changes in
gas supply arrangements in the New Zealand market. Production from an
increasing number of smaller gas fields will require more sophisticated market
arrangements. The government has prepared a policy package designed to
increase efficiency and reliability in gas production and transportation, and
improve fairness for gas customers. The policy package invites the gas industry
to set up a governing entity representing all stakeholders, to develop
arrangements relating to production, wholesale markets, transmission and
distribution networks, and retail markets. These industry arrangements should
be in place by December 2004. Implementation will help promote efficient
and secure energy markets for New Zealand. Open access to the Maui pipeline
is also being considered, so that non-Maui gas can be transported on the Maui

pipeline.



ENERGY MARKET REFORM __ Overview of Energy Policy and Market Developments

IEA EUROPE

The new Gas Directive has now become part of the Community law with the
main provisions entering into force in July 2004. This event, combined with
the enlargement of the EU to 25 Member States, means that the gas markets
have entered a new stage of development. A Directive on Security of Gas
Supply was also adopted at the end of April 2004 and a common position
was agreed by the Council on legislation for the regulation of access to gas
networks.

Amendment to the Gas Directive

On 26 June 2003, the European Parliament and Council approved Directive
2003/55/EC amending the earlier directive adopted in 1998. The aim of the
new directive is to accelerate market opening, create a more consistent
regulatory framework for EU member States, and increase the level of
integration among individual markets. The timetable for market opening
follows a two-stage approach, with deadlines on 1 July 2004 for non-
household users and 1 July 2007 for household users. This process will take
account of a report assessing the impact of liberalisation to be presented by
the Commission in 2006.

The provisions in the Directive 2003,/55/EC on the organisation of access to
the system have been divided into two sections, one on third-party access
(Article 18), which mandates regulated third-party access for transportation
and one on new infrastructure (Article 22), which allows a regulatory
authority to exempt major new infrastructure from Article 18 under certain
conditions. In addition, there are various new obligations for system operators,
such as providing system users with the information needed for efficient
access to the system.

The directive requires legal unbundling of transmission and distribution
activities from the rest of the activities of the gas companies, compared with
account unbundling previously. The directive also provides for access to
storage which might be either negotiated or regulated. It also establishes
provisions for public service obligations, regulatory tasks, and requests
monitoring of security of supply.

Although the amendments introduced major changes, several EU member
States already apply the provisions included in the directive. Comparing with
last year, Table 10 shows some changes in the degree of market opening and
in unbundling provisions.
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Table @

Gas Market Reform Progress in IEA-EU Countries — March 2003

Declared Large eligible Unbundling Network

market industrial users transmission access

opening switch (% 2002)
Austria 100% 6% Legal Regulated
Belgium 83% Unknown' Legal Regulated
Czech Republic? 0% - Accounting Hybrid
Denmark 100% 17% Ownership Regulated
Finland Exemption - - -
France 37% 20% Accounting Regulated
Germany 100% 5% Management Negotiated
Greece Exemption - - -
Hungary? 0% - Legal Regulated
Ireland 85-88% 100%* Management Regulated
Italy 100% 10% Legal Regulated
Luxembourg 72% 0% Management Regulated
Netherlands 60% 15% Management Hybrid
Portugal Exemption - - -
Spain 100% 38% Legal Regulated
Sweden 51% 0% Accounting Regulated
United Kingdom 100% 16% Ownership Regulated

1. 1.6% of total gas consumption in 2002 (CREG annual report).
2. The Czech Republic became an EU member in May 2004.

3. Hungary became an EU member in May 2004.
4. All large users (mostly power stations), self ship.

Source: European Commission, Third Benchmarking Report.

Directive on Security of Gas Supply

In addition to the new Gas Directive, the Council adopted a new Directive on Gas
Supply on 26 April 2004, based on a revised version of the proposed Directive
(COM(2002)488). The directive mandates member States to ensure an adequate
level for the security of gas supply and to protect supplies to household
customers. It sets a common framework for member States to define general,
transparent and non-discriminatory security of supply policies compatible with
the requirements of a competitive internal European market for gas; clarify the
roles and responsibilities of the different market actors; and implement specific

non-discriminatory procedures to safeguard security of gas supply.
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The Commission has monitoring powers based on Article 100. The directive
also establishes a Gas Co-ordination Group comprising stakeholders from
member States, industry and consumers. The group will facilitate the co-
ordination of supply security measures. Member States must transpose the
directive into national law by May 2006.

Third benchmarking

The European Commission published a third review of competition in the
European gas and electricity market in March 2004. The main points of the
report are:

» There is an agreed timetable for gas market opening which member States
must comply with.

o There has been an improvement in tariff structures with the removal or
modification of a number of crude distance-related tariff regimes. Greater
consistency for transactions between different TSO areas is, however, still
needed.

o Some improvements have been made in transparency regarding the
availability of infrastructure capacity with most TSOs now publishing this
information. However, publication of available capacity at most relevant
entry-exit points still needs to be accomplished. Moreover, a harmonised
methodology to calculate and compare the available capacities still needs
to be established.

o Capacity reservation procedures have become more flexible and responsive
to clients for third-party access, and balancing regimes have improved in a
number of cases. However, booking procedures, congestion management
and balancing mechanisms have not yet been harmonised among different
TSO areas, thus causing obstacles to new entrants in obtaining capacity
and in managing transportation of the same flow through different
countries. Contractual congestion also still exists in the absence of
appropriate “use it or lose it" mechanisms.

o Non-discriminatory and transparent TPA to storage still has to be
implemented in many member States.

Overall, the Commission notes that although there has been steady progress
in market opening, competition in the gas sector still lags behind the
electricity sector. In particular, the Commission notes that the degree of
concentration at national level remains a problem and this underlines the
need to establish a more effective single market for gas in the extended EU as
soon as possible. With this objective in mind, the Commission has proposed to
introduce a regulation relating to cross-border exchanges of gas.
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Regulation regarding access to the gas
tfransmission network

The Council reached political agreement on the common position concerning
the proposal for a regulation on conditions for access to gas transmission
networks, which is intended to complete the internal energy market package.
The proposal, built on the voluntary Guidelines for Good Practices” (GGPs) of
the European Gas Regulatory Forum (Madrid Forum), sets detailed rules for a
number of aspects relevant for third-party access to member States' gas
transmission networks. The agreement suggests, in particular, the entry into
force of the regulation on 1 July 2006, whereas the guidelines providing the
minimum degree of harmonisation required to achieve the aim of this
regulation may not be amended before 1 January 2007.

Those guidelines shall specify details of third-party access services, details of
the principles underlying capacity-allocation mechanisms, including “use it or
lose it" and secondary trading mechanisms; and on the application of
congestion-management procedures, tariff structures, as well as details on the
definition of the technical information necessary for network users to gain
effective access to the system and on transparency requirements.

In order to help it address these issues in a coherent manner across the EU,
the Commission has created an advisory group called the European Energy
Regulators Groups for Electricity and Gas (ERGEG).

The development of gas hubs and trading
in continental Europe

Under the impetus of TPA to the grid and evolving competition, spot trading in
continental Europe is developing although it is still in its infancy. New gas hubs
are emerging in several locations, mostly in north-west Europe, to provide
physical balancing and trading services with the likely evolution of new
commodity spot markets. Trading is developing at Zeebrugge (Belgium), Emden,
Bunde (Germany,/Netherlands) and TTF (Title Transfer Facility) (a wholesale gas
exchange in the Netherlands).

Unlike the situation in the UK or the US, there is no gas exchange in continental
Europe as yet. Overthe-counter transactions are the only way to trade. This
means that so far no official price exists, although prices at Zeebrugge and
Bunde are reported by specialised press agencies (Heren, Platt's, Argus). Trading
is still limited at these hubs and they do not offer a solid pricing reference. After
the Enron collapse and the withdrawal of US companies from European trading,
liquidity had suffered a blow, but markets finally started to recover in 2003,
after the entrance of banks and the growth of trading subsidiaries of producers
and utilities.

17. The second version of the "Guidelines for Good Practices” was adopted by the Madrid Forum in

September 2003.






CLIMATE CHANGE

While uncertainty about the fate of the Kyoto Protocol® has not been
dispelled entirely, IEA member countries are taking various climate change
mitigation measures. Some member countries have adopted ambitious long-
term targets up to 2050. The UK and France have set targets to reduce their
GHG emissions by 60% and 75% respectively by 2050. 2003 was an
important year at a regional and national level for the development and
implementation of climate policies, notably the European Union GHG
Emissions Trading Scheme (EU-ETS). The scheme is significant in terms of its
coverage, innovation and potential implication, and the steps towards its
implementation are being closely followed by the world.

On 30 September 2004, the Cabinet of the Russian government decided to
approve the Protocol and submit it to the State Duma for ratification. The fate
of the Kyoto Protocol now hinges upon its ratification by the State Duma, which
remains to be seen. If it is ratified, there could be greater political impetus for
new and additional policies and measures to mitigate GHG emissions, as
current emission trends indicate that most IEA countries are not on track to
meet their GHG commitments. Governments may be interested in developing
additional market-based mechanisms to ensure that costeffective emissions
reductions are available to make compliance with emissions commitments
possible. They may also be interested in deepening and developing other
policies and measures, particularly in sectors not covered by any domestic
emissions trading scheme. Policies to stimulate greater development and use of
renewable energy are also foreseeable in many countries.

Whatever happens to the Kyoto Protocol, many governments may start
considering objectives for the longer term (e.g. after 2012) in order to provide
clear signals to those investing in long-term capital projects with GHG
implications.

CLIMATE CHANGE POLICIES OF IEA COUNTRIES

Member countries have continued to develop energy-related national climate
change policies over the past year. While many of these have been taken
explicitly to meet Kyoto objectives, others are the result of domestic efforts
that are independent of Kyoto. In an effort started in 1999, the IEA
systematically collates and classifies information on policies and measures

18. Many countries have ratified the Kyoto Protocol, but its entry into force is now dependent on its

ratification by the Russian Federation.
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taken or planned to reduce greenhouse gas emissions from the energy sector®,
offering a continuous follow-up of the climate change mitigation policy-
making process. IEA member governments review and certify the listed
policies and measures on a yearly basis. Regarding the policy mix, in terms
of numbers of policies to be implemented in IEA countries in 2003, fiscal
measures were dominant.

FISCAL MEASURES

Fiscal measures are an important component of the policy mix developed by
I[EA member countries to reduce greenhouse gas emissions, representing over
20% of the policies and measures implemented in 2003. However, few new
tax measures directly related to energy use or carbon emissions were initiated.
In Japan, the Ministry of Economy, Trade and Industry (METI) implemented
the revision of the energy tax on fossil fuels. This revision is set to equalise the
tax burden and take account of the amount of carbon dioxide emitted in the
use of energy. Finland also increased its energy taxes in 2003, partly on the
basis of CO, content, with the objective of reducing energy consumption and
associated CO, emissions. Portugal is considering the introduction of a carbon
tax. In Europe, the Council of Ministers adopted a directive restructuring the
Community framework for the taxation of energy products and electricity. The
directive widens the scope of the EU's minimum rate system for energy
products, which was previously limited to mineral oils, to all energy products,
including coal, natural gas and electricity.

As in previous years, the vast majority of fiscal measures taken or planned
have been developed to provide incentives for the deployment of energy
efficiency improvements, renewable energy sources, and emerging low-carbon
technologies. These measures usually take the form of subsidies, tax credits
or feed-in tariffs. For example, in the United States, the fiscal year 2004
budget proposed tax incentives totalling $4.2 billion through FY 2008 to spur
the use of clean, renewable energy and energy-efficient technologies.

In the field of energy efficiency improvements, in the United States, California
provided a financial incentive to customers who install renewable and non-
renewable self-generation units. In the building sector, grants were provided in
several countries (e.g. Canada) to home-owners once they complete energy
efficiency improvements. In the transport sector, energy efficiency
improvements and fuel-switching were also supported through government
incentives and subsidies. Japan adopted preferential taxation on fuel-efficient
and low-emission vehicles, and in France funds were awarded in order to
accelerate the promotion of those vehicles.

19. The "Dealing with Climate Change" policies and measures database is accessible on
http;//www.iea.org/envissu/index.ntm
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In the field of renewable energy technologies, subsidies in several IEA
countries were allocated in the building, energy production and transport
sectors. In the building sector, grants were essentially focused on promoting
renewable energy systems for space and water heating. For energy production,
feed-in tariffs were introduced for all renewable energy sources in Ireland,
Belgium and the Netherlands. Feed-in tariffs set a predetermined buy-back
rate for all or an amount of electricity produced. Tax credits or exemptions
were allocated to the industries in the manufacturing sector that invest
in energy-efficient equipment or environment-friendly sources. The Spanish
government enacted a modified tax code which includes a 10% deduction for
companies investing in renewable energy sources.

In the transport sector, some countries (e.g. Australia, Italy and Canada)
developed grants for lower carbon-emitting technologies. These measures aim
to contribute to the expansion of fuel ethanol production and use, and to
reduce transport-related GHG emissions. Grants were initiated in the United
Kingdom to build new bioenergy infrastructure. They also intend to lower the
upfront cost of less-emitting vehicles (fuelled with natural gas, ethanol or
biodiesel), to encourage manufacturers to increase their production and to
induce owners of vehicles to invest in retrofit options. The German government
has proposed a draft law to introduce tax incentives for owners of vehicles
which, after being fitted with a filter, meet Euro Il and Euro IV?* emission
standards.

REGULATORY INSTRUMENTS

Regulatory instruments include a new set of laws or the introduction of
mandates and standards. They are another important policy tool to reduce
greenhouse gas emissions and have been increasingly used by IEA member
countries over the past couple of years.

Regulatory policies or reforms form a very important category of regulatory
instruments. An EU directive promoting combined heat and power generation
(CHP) entered into force in March 2003. Member States must transpose the
directive into national law by 21 February 2006. The aim of the rules is to
promote CHP to produce energy at higher efficiency, so reducing emissions,
especially of greenhouse gases, as well as saving primary energy. By
21 February 2006, the European Commission is to establish harmonised

20. Before passenger cars can be type-approved for sale in the European Union, they must meet certain
standards for exhaust emissions. The Euro Il limits, specified in Directive 98,/69, were introduced from
1 January 2000 and became fully effective, for the majority of vehicles, on 1 January 2001. The Euro IV
limits, also specified in Directive 98/69, will be introduced from 1 January 2005 and become fully
effective from 1 January 2007, although vehicle manufacturers may seek to meet these limits in advance.



CLIMATE CHANGE ________ Overview of Energy Policy and Market Developments

efficiency reference values which member States will be required to use to
guarantee the origin of their co-generated power and heat.

In November 2002, the government of Canada released the Climate Change
Plan for Canada, which proposes that targets for emissions reductions -
totalling 55 Mt - be established for large final emitters (LFEs) through
covenants with a regulatory or financial backstop. To provide LFEs with
flexibility in achieving their targets, the plan proposes access to emissions
trading, domestic offsets, and international permits.

Mandates and standards are also often used to promote energy efficiency or
renewable sources of energy. Mandates reduce flexibility in the choice of
options to achieve emissions reductions, but offer a high level of certainty on
reductions being achieved. Several IEA countries have set mandates to ensure
that a minimum proportion of biofuels and other renewable fuels is placed on
their markets. In Sweden, since March 2003 power consumers are obliged to
buy certificates from renewable sources to cover a set proportion of their use.
In Europe, a directive on the promotion of the use of biofuels and other
renewable fuels for transport was adopted in May 2003. The directive aims at
promoting their use to replace diesel or petrol for transport. Member States
should ensure that a minimum proportion of biofuels and other renewable
fuels is placed on their markets and shall set national indicative targets. A
reference value for these targets is 2% of all petrol and diesel use for transport
purposes.

Another approach for retail goods is to require the mandatory labelling of the
energy performance of goods. In the transport sector, following the expansion
of a vehicle fuel consumption label scheme in Australia, new regulations
require that information on the fuel consumption and CO, emissions
of vehicles be made available to potential buyers at car sales points. The
labelling framework provides for determinations that set fuel quality
information standards for specified supplies of specified fuels to be made,
and in the first instance will be used to set parameters for the labelling, at
the point of sale, of ethanol blends.

For manufacturing and retail goods such as electric appliances, the Top
Runner Programme was renewed in 2003 in Japan. Under this programme,
the energy performances of the most efficient products supplied domestically
are used to set up the next efficiency standards. Minimum energy efficiency
standards must be met in order to be able to sell the good on the domestic
market. The European Commission is also proposing a directive on the eco-
design of energy-using products such as electrical and electronic devices or
heating equipment. The proposal does not introduce directly binding
requirements for specific products, but does define conditions and criteria
for setting requirements regarding environmentally relevant product
characteristics (e.g. energy consumption).
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VOLUNTARY AGREEMENTS

Voluntary agreements are commonly introduced as a co-operative and less rigid
way of reducing greenhouse gas emissions than regulatory measures. Such
approaches offer an opportunity to address environmental problems in a flexible
manner at a low cost, based on consensus-building between the different
stakeholders. In 2003, the same number of voluntary agreement (VA) policies
as in 2002 was implemented. These policies often contain a target and a time
schedule to achieve it. In the environmental policy mix of IEA countries,
voluntary measures are most often used in combination with one or more other
instruments as part of “policy mixes". A VA can be implemented along with fiscal
measures in order to encourage the reaching of the VAs' targets. Providing tax
exemptions, for example, to the sectors in question in return for “voluntary”
abatement commitments can encourage the undertaking of the VA while
reducing the loss of international competitiveness. VAs can also be implemented
with outreach measures such as publicity campaigns that encourage abatement
measures. Such agreements in 2003 were most frequently set up between
governments and the transport or industry sector.

In the transport sector, the Environmental Protection Agency (EPA) in the
United States established SmartWay Transport Partnership, a voluntary
partnership with the freight industry. This voluntary agreement establishes
market-based incentives for fuel efficiency improvements and greenhouse gas
emissions reductions in freight operations (ship, rail and truck). Likewise, the
Federal Chamber of Automotive Industries (FCAI), an industry organisation
representing the automotive industry in Australia, adopted a code declaring
the membership's commitment to improving environmental outcomes
through the progressive reduction in carbon dioxide emissions and fuel
consumption of new passenger cars and other light vehicles it supplies to the
Australian market. The code includes a target reduction in national average
fuel consumption (NAF) for new petrol-fuelled passenger cars of 6.8 litres per
100 kilometres by 2010, and appropriate target reductions in greenhouse gas
emissions for other new light vehicles by 2010.

In the industry sector, New Zealand signed a Negotiated Greenhouse Gas
Agreement with firms. They receive a full or partial exemption from the
emissions charge in exchange for moving towards world's best practice in
emissions management. In France, the government has created a "High
Energetic Performance" label which is attributed on a voluntary basis to
buildings which exceed the mandatory thermal efficiency requirements. In the
United States, the Department of Energy in 2003 launched Climate Voluntary
Innovative Sector Initiative: Opportunity Now (VISION) programme, a public-
private partnership that works with an industry trade association representing
12 energy-intensive economic sectors to reduce emissions. The Environmental
Protection Agency's Climate Leaders programme is a similar programme that
works with individual companies.
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POLICY PROCESSES AND OUTREACH

Policy processes represent the most broadly used category of policy
instruments with fiscal measures. A clear distinction can be made within
policy processes between “planning” policies (consultation, strategic planning,
and institutional development) and “outreach” policies (information
dissemination, and advisory efforts).

Planning policies are the backbone of greenhouse gas mitigation
programmes. In the past few years, all IEA member countries have developed
national, regional or sectoral climate change strategies, highlighting the fact
that climate change is now higher on the political agenda of all IEA countries.
Many of them are taking into account the imminent start of the Kyoto
Protocol’s first commitment period (2008-2012). These strategic plans set out
a co-ordinated set of actions to be implemented in order to reduce greenhouse
gas emissions. On a national level, these include the UK Energy White Paper
published in February 2003. It sets four new goals for its energy policy: /) to
put the UK on a path to cut carbon dioxide emissions by some 60% by about
2050, with real progress by 2020; /i) to maintain the reliability of energy
supplies; iii) to promote competitive energy markets in the UK and beyond,
helping to raise the rate of sustainable economic growth and improve its
productivity; and /v) to ensure that every home is adequately and affordably
heated. The Netherlands also released a three-year Biomass Action Plan,
developed in co-operation with market parties. The plan tackles various
restrictions and problems that currently arise when starting up biomass
projects, in the fields of financing, licensing, public relations, the availability
of fuel and biomass technology.

Planning policies also often involve the creation of specific institutions for the
implementation of climate change measures. This was the case in 2003 in
Belgium. The National Climate Commission, formally installed on 5 December
2003, has a key role in assessing and monitoring the national climate policy
and the institutional setting-up of the flexible instruments. This commission is
composed of representatives of the federal and regional governments.

Planning policies also entail aid in implementation. In Finland, funds were
made available in 2003 to aid investments in selected renewable energy
projects as a means to partially offset the initial capital cost of these systems.
Similarly, the government of Canada announced the investment of $160 million
from the 2003 budget for the Opportunities Envelope. This initiative will
provide additional flexibility to the provinces and territories as they continue to
develop solutions that meet their specific needs and circumstances, and
support national climate change goals at the same time. The Opportunities
Envelope will also allow the government of Canada to contribute to cost-
effective emissions reduction initiatives brought forward by its provincial and
territorial partners.
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Outreach policies aim to inform and advise people or organisations on how to
reduce their greenhouse gas emissions efficiently. These programmes are still
an important component of climate change mitigation strategies. In Canada,
the Marketing of Efficient Vehicles initiative provides a market pull for more
efficient vehicles and also supports the consumer education campaign. The
latter initiative targeted campaigns to reduce fuel use through improved
vehicle maintenance and modified driving practices. Likewise, in the United
States in May 2004 the Department of Energy (DoE) and the Alliance to Save
Energy launched a new year-long public education and awareness campaign
called "Powerful $avings". The campaign will provide consumers with the
information and tools necessary to make smart energy choices a part of their
daily lives. The new partnership with the Alliance to Save Energy continues
Energy Secretary Spencer Abraham's "Smart Energy" campaign, which was
launched in summer 2003. The partnership between the DOE and the
Alliance will focus on increasing public awareness on the importance of
energy efficiency and smart energy practices both at home and on the road
through an extensive media outreach campaign. It will include broadly
disseminated news releases via video, audio, and print.

RESEARCH, DEVELOPMENT & DEMONSTRATION
(RD&D)

Funding for energy research and technology development has mainly focused
on the development of cleaner technologies, notably with respect to hydrogen-
based technologies. In 2003, several countries (Canada, Japan and the United
States) and regions (European Union) stressed their will to accelerate the
development and commercialisation of fuel cells and other technologies
which would form the basis of the emerging hydrogen economy. Investments
are aimed at supporting public and private sector partnerships to develop and
demonstrate hydrogen technologies and the required infrastructure. In such a
case, government intervention plays an essential role in financing RD&D
investment. The European Commission, for example, has facilitated the
establishment of a European Hydrogen and Fuel Cell Technology Platform
aimed at accelerating the development and deployment of these key
technologies in Europe. In the United States, the Hydrogen Fuel Initiative was
created in 2003 to work with the private sector in accelerating the country's
transition both to the technology of hydrogen fuel cells and to a fuelling
infrastructure. Another RD&D policy related to hydrogen was also
implemented in the United States. The International Partnership for the
Hydrogen Economy intends to serve as a mechanism to organise and
implement effective, efficient, and focused international research,
development, demonstration and commercial utilisation activities related to

hydrogen and fuel cell technologies.
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In 2003, new RD&D schemes were also introduced to support biofuelled and
renewable energy systems and technologies. Italy intensified its search for
alternative sources of energy - looking to solar and biomass to boost its
growth in renewables. The United States participated in a research project to
harness the promise of fusion energy, the same form of energy that powers the
sun. Participants include the European Union, Russia, Korea, Japan and China.
Three major international co-operation initiatives were established to develop
hydrogen and fuel cells: the IEA Hydrogen Co-ordination Group; the
International Partnership on Hydrogen Economy and the European Hydrogen
and Fuel Cell Technology Platform. The United States, like Norway, also
established new research schemes in the fields of capture and storage
technologies. In the United States, the Carbon Sequestration Leadership
Forum (CSLF) was launched. It is an international climate change initiative
focusing on the development of cost-effective technologies for the separation
and capture of carbon dioxide, its transport, and its long-term safe storage.
The goal of the CSLF is to make these technologies broadly available
internationally and to identify and address wider issues relating to carbon
capture and storage. In the United States, the development of climate change
technologies is co-ordinated through the Climate Change Technology
Program, which has ten participating agencies.

TRADABLE PERMITS

Various trading instruments have been developed to address greenhouse gas
emissions in industry in IEA countries, including greenhouse gas tradable
permits, renewable energy certificates or green electricity trading and energy
efficiency trading. Emissions trading consists of tradable permits and project-
based programmes, including clean development mechanisms (CDM) and
joint implementation (JI) under the Kyoto Protocol.

Emissions trading is a result-oriented instrument rather than an instrument
which imposes a particular type of technology. It sets rigid limitations on how
much individual installations can emit, but provides flexibility in how to
achieve this. The rationale behind emissions trading is to ensure that
emissions reductions take place where the cost of the reduction is lowest,
thus lowering the overall costs of combating climate change. In contrast
to regulations that impose emissions limit values on particular facilities,
emissions trading gives companies the flexibility to meet emissions reduction
targets according to their own strategy.

The European Union GHG Emissions Trading Scheme (EU-ETS) was the most
significant policy development at the regional level in 2003. On 22 July 2003,
the European Commission voted in favour of a directive establishing an EU
emissions trading scheme in 2005. It is significant in terms of its coverage
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(including more than 10 000 installations in Europe's energy and energy-
intensive sectors), its innovation (through the use of a market-based
instrument to address a global environmental challenge), and its potential
implications (as it could have profound impacts on the production and use of
energy). The steps towards its implementation are indeed being followed
closely by governments and stakeholders around the globe (see the following
section for additional details).

Table 11 highlights other countries which are also thinking about
implementing emissions trading schemes as a means to mitigate climate
change.

The Climate Change Plan for Canada, released end 2002, established a three-
pronged approach to address emissions from large industrial emitters and
to reduce their emissions by 55 Mt-CO, from the 2010 business-as-usual
projections, including access to a domestic emissions trading system. Large
final emitters will have the option of negotiating a covenant with the
government or accepting emissions reduction targets set out in the
regulations.

o Firms will receive permits free of charge.

o The volume of permits is, on average, equal to 85% of forecast 2010
emissions, which will achieve the goal to reduce these firms' emissions by
55 Mt.

o Allocation based on emissions intensity targets, meaning that the exact
number of permits a company receives will depend on its level of
production.

o Permits will be distributed at the end of the year, after companies report to
government (ex post distribution).

« Partial ex ante being considered to facilitate trading.

e Covenants to address: competitiveness, early action, or larger future
reductions.

e Price assurance mechanism - $15 per tonne price cap.

o Penalties will be implemented.

Emissions trading systems have also been implemented or are being designed
at the state or more local levels in countries such as Australia and the

United States. In the United States, these systems include states such as
Massachusetts, Oregon, New York State, New Hampshire, Illinois, North
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Table m
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Emissions Trading Schemes under Discussion
in non-EU IEA Countries

Country Coverage Initial permit Interface with other
allocation instruments
Canada All GHG from large industrial ~ Free allocation Possible integration of
emitters, including thermal determined through  previous voluntary domestic
electricity, oil and gas, mining,  sector-specific credit-based systems.
pulp and paper, chemicals, covenants with Development
iron and steel, smelting and regulatory or of an offsets system,
refining, cement, lime, financial backstop. involving initially forestry
and glass. and agriculture, and
Start-up pre-2008 possible. possibly landfill gas, is
under way.
Links to other trading
schemes envisaged.
Japan To be determined. Trial trading  To be determined. To be determined.
with participants from
chemical, oil refinery, car
manufacturing, semiconductor,
and food industry.
Korea Registry to be established To be determined. To be determined.
by 2004 targeting GHG
emissions from the
manufacturing industry. There
are plans to adopt a CO,
emissions trading system at
a later stage.
Norway All GHGs and all sectors, To be determined, In parallel with carbon tax
covering over 80% partial auctioning, from 2005, eventually to
of emissions. partial replace it after 2008.
grandfathering.
Switzerland Large emitters, companies and  Based on Tax on fossil fuels will be
energy-intensive producers negotiated imposed from 2004
can exempt themselves from agreements. if agreements prove

the CO, law by adopting
absolute CO, limits, with
possibility to trade.

Pilot phase 2005-2007.

Free allocation.

insufficient.
Interested in links to EU
emissions trading scheme.

Source: OECD/IEA.
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Carolina, Michigan, California, New Jersey and Wisconsin. Generally, such
schemes are designed to provide information and experience to companies
and governmental agencies by practical experience of trading carbon dioxide-
equivalent emissions.

If Canada, through its Large Final Emitters Group, and other countries also
move towards the implementation of a domestic emissions trading scheme,
an important policy focus in 2004 and 2005 could very well entail the
development of appropriate linking between the schemes to benefit from a
broader emissions trading market through greater compliance options,
increased market liquidity and lower overall compliance costs.

Emissions trading can also include the credits from project-based
programmes such as joint implementation (JI) and clean development
mechanism (CDM). The Netherlands and the European Bank for
Reconstruction and Development set up a Carbon Fund to promote the
reduction of greenhouse gas emissions in Central and Eastern Europe.
The Bank will use €32 million of Dutch funds to acquire carbon credits for
the account of the Netherlands under JI projects. The Austrian JI/CDM
programme also aims to make a contribution to achieving the Austrian
reduction commitment under the Kyoto Protocol through the application of
the project-related flexible mechanisms.

There are a number of other trading schemes in addition to greenhouse gas
emissions trading. These include renewable energy certificate trading
schemes and the emerging energy efficiency trading schemes. The idea
of a tradable renewable energy certificate (TREC) approach is to use
market forces to determine the necessary additional payments to investors
in renewable energy plants. In Sweden, a law instituting an electricity
certificate system came into force on 1T May 2003. Under the scheme,
generators using solar, wind, biomass, geothermal, wave or small (<1.5MW)
hydro are awarded one certificate for each MWh produced, and all
consumers are obliged to buy these certificates to cover a set proportion of
their use. This requirement starts at 7.4% of electricity supplied in 2003,
rising to 16.9% in 2010. For consumers who fail to buy enough certificates
there is a penalty of 150% of the annual average price for certificates with
a sealing at SKr 175/MWh (€19.3/MWh) in 2003 and SKr 240/MWh
(€26.5/MWh) in 2004. Norway also plans to introduce its own green
certificate scheme within two years and set up a joint market with Sweden
for trading green certificates. The aim is to encourage the development of a
binding international system into which the bilateral scheme would be
assimilated. Likewise, an EU directive on electricity labelling agreed in July
2003 also requires that all member states introduce similar systems
allowing transfers of certificates to enable international digital transfer of
guarantees under the European Energy Certificate System that is to replace

current green certificate systems.
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EUROPEAN EMISSIONS TRADING SCHEME

In October 2003, the European Parliament and the Council of the European
Union adopted Directive 2003,/87/EC establishing a scheme for greenhouse
gas emission allowance trading within the Community (referred to as the EU
Emissions Trading Scheme - EU-ETS).

The first phase of the EU-ETS will be over three years, 2005-2007, while the
second phase will cover a 5-year period (2008-2012), matching the Kyoto
Protocol's first commitment period. The directive specifies that each
subsequent phase will also be over 5-year periods.”” Compliance with the EU-
ETS is required on an annual basis within these periods, but the allocation of
allowances will be decided separately for the two periods. For the second
period, transfers of EU allowances between installations in different member
states will need to be matched by a corresponding adjustment of assigned
amount units (AAUs)? under the Kyoto Protocol.

The coverage of the EU-ETS reflects quite closely the coverage of an earlier
(1996) Directive on Integrated Pollution Prevention and Control. It is a
“downstream” trading system, in the sense that it covers the point of emission
of greenhouse gases. However, starting in 2008, the EU Trading Directive
does allow member states to include other installations and GHGs, provided
these have been approved by the Commission. The directive's provisions on
key features (e.g. allocation mode, coverage, banking, treatment of new
entrants, etc.) of the EU-ETS are summarised in Table 12.

The next step towards the implementation of the EU-ETS is for each member
state to develop a National Allocation Plan (NAP) stating the total quantity
of allowances that it intends to allocate for the period and how it proposes to
allocate them. NAPs are to be based on objective and transparent criteria,
including those listed in the directive. Public comments also need to be taken
into account.

IMPLEMENTATION PROCESS

Tasks for the Commission

The European Commission has had, and continues to have, an important role
in preparing for the implementation of the EU directive. These tasks include,
inter alia: adopting monitoring and reporting guidelines; adopting regulations
and building an electronic registry system; and adopting allocation guidelines.

21. The Kyoto Protocol does not specify when a second commitment period would start, nor how long
it would last. The only reference to a second commitment period can be found in Article 3.9 which
stipulates that Parties to the Protocol “..shall initiate the consideration of [commitments for subsequent
periods] at least seven years before the end of the first commitment period.”

22. AAUs are the currency for international emissions trading under the Kyoto Protocol. Each party with
commitments under the Kyoto Protocol is allocated AAUs corresponding to its total allowed emissions.
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Table @

Key Features of the EU Emissions Trading Scheme

Features

Description,/ requirements

Type of target

Absolute target, e.g. X tCO,-equivalent. One allowance in the EU-ETS
gives the owner the right to emit one tonne of CO,-equivalent during a
specific period.

Allocation mode

During 2005-2007, mostly free allocation by member states following
common criteria.

Up to 5 % auctioning allowed during 2005-2007.

Up to 10% auctioning allowed for 2008-2012.

Sectors included

CO, emissions from large combustion installations (>20 MWth rated
input) from all sectors, plus emissions from oil refineries, coke ovens,
and the iron and steel, cement, lime, glass, ceramics, and pulp & paper
sectors (coverage of these sectors is subject to certain size criteria).

Coverage Initially CO, only.
After 2008, other gases may be included, provided adequate monitoring
and reporting systems are available and provided there is no damage
to environmental integrity or distortion to competition.

Banking Banking allowances from one period to the next at the discretion of each

member state.

New entrants

Member states shall take into account the need to provide access
to allowances for new entrants; how and how much is to be decided by
each member state.

Links with Kyoto
units

The Council of Ministers and the European Parliament agreed

(April 2004) on a text for the EU "Linking Directive" that will allow
entities covered by the EU-ETS to use emission units from the Kyoto
Protocol's project-based mechanisms (i.e. Joint Implementation and the
Clean Development Mechanism) towards meeting their emissions targets.
The use of the mechanisms is to be “supplemental” to domestic action,
in accordance with the relevant provisions of the Kyoto Protocol and

the Marrakech Accords. The EU directive does not include a recognition
of assigned amount units (i.e. governments' overall emissions allocation
under the Kyoto Protocol).

Links with other
countries' schemes

The directive includes the possibility of linking with third parties with
Kyoto commitments and that have ratified the Kyoto Protocol, based
on agreements that provide for the mutual recognition of allowances
between the EU-ETS and other domestic GHG trading schemes.

Penalties

A non-compliance penalty tax of €40 per tonne of excess CO, emissions
in the first compliance period and of €100 in the second period, plus
restoration of the GHG emitted without having surrendered allowances.

Sources: OECD/IEA; EU Directive 2003,/87EC.
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Commission-developed guidance for NAPs

In a communication on 7 January 2004 the Commission presented the eleven
criteria listed in Annex Il of the directive that member states should use to
draw up their plans. Some of the criteria presented in the document are of a
mandatory nature whereas others are optional. Some apply to the total level
of allowances allocated; others only have an effect for sectors or individual
installations.

One of the obligatory criteria is the consistency between the national
allocation scheme and the member states' commitment under the Kyoto
Protocol. Member states will have some freedom to decide on a "path" of
reductions leading to compliance with their Kyoto targets. Another mandatory
criterion prescribes that the allocation plans shall include provisions for
informing and involving the public.

Member states are also compelled to achieve several tasks. These include the
transposition of the directive into national law, the installation permitting
process, the assignment of the competent authority(ies), the preparation of
the NAPs, and the building of an allowance registry.

The communication, which the Commission calls a "guidance document”,
also includes provisions in case of a force majeure. Under certain
circumstances (e.g. natural disasters, war, terrorist acts, sabotage, etc.),
member states can ask the Commission to issue additional allowances for
certain installations.

Responsibilities of individual member states
Allocation methodology

Each participating country in the EU-ETS must produce a National Allocation
Plan (NAP). The plan shows the overall amount of allowances to be allocated
for the EU-ETS in that country for any given phase of the scheme, and how
those allowances will be allocated to all installations participating in the EU-
ETS in that country. The directive (Article 10) provides guidance on the
method of allocation, whereby at least 95% of allowances for the first period
(2005-2007) shall be allocated free of charge and at least 90% for the
second period (2008-2012).

The deadline for EU-15 member states for submitting their NAP for the first
phase of the scheme (1 January 2005-31 December 2007) to the European
Commission was 31 March 2004. The 10 newest members of the EU had a
later deadline of 1 May 2004. Each plan ought to state the number of
allowances that will be allocated to each installation covered by the scheme
for that phase. There are also a number of criteria and other factors where
member states have discretion, such as the treatment of new entrants
(i.e. installations that both appear and come on stream during the trading
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period), or compensating for early action and clean technologies, or taking
account of impacts on competitiveness. However, member states must follow
the directive's provisions.

Annex Il of the directive on the EU-ETS specifies that member states will
allocate the total quantity of allowances to the installations under the
scheme. However, the directive specifies that “the total quantity of allowances
to be allocated shall not be more than is likely to be needed (...) Prior to 2008,
the quantity shall be consistent with a path towards achieving each member
state's target under the Kyoto Protocol”.

Once all participating countries have submitted their NAPs to the
Commission, the Commission will assess them all for compatibility with the
NAP criteria in Annex Il to the directive. These criteria include consistency
with national climate change programmes, consistency with other Community
legislative and policy instruments, and competitive issues between sectors and
between countries.

Treatment of new entfrants

In drawing up their National Allocation Plans, governments have three choices
in their treatment of new installations entering the scheme under the
Emissions Trading Directive: “They can auction up to 5% of their national
total allocation; they can set aside a reserve to allocate them for free; or they
can leave new entrants to buy the allowances they need from the market".
State aid rules would be applied to at least the absence of 5% auctioning and
banking from 2007 to 2008. The only guidance from the EC until now on the
topic is that “normal state aid rules will apply”.

Other elements in the NAPs are left to the member states to decide. These
include:

o Treatment of plant closure.

o Updating of allocation in the second period to account for emissions
reductions made in the first period.

o Rules on banking of surplus allowances between the first and the second
period.

o Nature of the allowance and tax treatment.
 Detailed definitions of coverage.

e The extent to which governments plan to buy carbon credits from overseas
to help them meet their targets.

o The treatment of combined heat and power generation.
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Revision by the Commission

Once the National Allocation Plans are submitted, the Commission must
assess them within three months of their notification to ensure that they
follow the spirit of the directive - most importantly, to move member states
towards the environmental goal of reducing emissions in line with their
Kyoto targets. The Commission may reject a plan in whole or in part if it is
incompatible with the directive's provisions on allocation criteria or method
of allocation. The member states' amendments then need to be accepted by
the Commission. Other key considerations include whether the plans breach
state aid rules, by providing companies with over-generous allocations, for
example, or discriminate between companies and sectors.

The Commission has outlined on what grounds it would assess state aid to
companies if governments:

e Forgo revenue by not auctioning the 5% of CO, allowances they are
entitled to under the directive.

» "Overallocate” to businesses, thereby providing them with an asset without
requiring any effort in return.

o Be more generous to one sector than another (whether covered by the
EU-ETS, or outside it).

 Take pressure off industry by buying a substantial number of allowances in
the open market, and therefore requiring domestic industry to make fewer
reductions.

The Commission’s first “verdicts” on the member states’ NAPs by the original
31 March deadline must be given by 30 June 2004.

NATIONAL ALLOCATION PLANS

Tables 13 and 14 summarise some of the key elements related to the National
Allocation Plans available on the European Commission website as of July
2004. Table 13 includes member states that have submitted a final NAP to
the Commission: Austria, Denmark, Finland, Germany, Ireland, Luxembourg,
the Netherlands, Portugal, Sweden, the United Kingdom, Lithuania, the Slovak
Republic, Slovenia, Estonia, and Latvia. Table 14 includes member states that
have published draft NAPs: Belgium (Flanders), Belgium (Wallonia), Italy,
France and the Czech Republic. Member states that have not yet published
their final NAP, nor a draft as of July 2004, are not included in this table. They
are Greece, Hungary, Poland, Cyprus, Spain and Malta.
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Table @

Information Regarding Draft NAPs Submitted to the Commission

Country Number Energy Treatment Number
of allowances sector of new of
in first period entrants installations
Belgium' 160 - 170
Flanders*
Belgium 28.1 MtCO, The electricity sector The new entrants' 100 - 110
Wallonia*  allocated will be allocated reserve is 0.5 MtCO,
per annum over an average of per annum (around
the first phase, 7.281 MtCO, 2% of current
or 84.3 MtCO, per year emissions of the
in total including or 21.843 MtCO, installations covered).
special reserves. over 2005-2007.
Italy 837.4 MtCO,. Allowed to produce New entrants' reserve 2 000
228.4 MtCO, in based on sectoral level.
2005. Power generation sector

is allocated 57 Mt for
non-cogeneration power
installations and 8.5 Mt
for co-generation. Reserve
for other sectors under
the scheme ranges

from 0.4 Mt to 0.9 Mt..

France 126,3 MtCO,/Yy. 65.88 MtCO, Free reserve
Overall, reduction per year. of 3.5 MtCO,/Yy.
must be 2.3 MtCO,
per year, or global
reduction of 1.8%
compared to BAU.

Industry receives
56.83 MtCO,/Yy.

Czech 93.5 MtCO, will be The energy sector will ~ 0.92 Mt of free reserve. n.c.
Republic allocated annually. be allocated 4.58 MtCO, reserve for
61.1 MtCO, a year Early Action bonus and
- a reduction of its a 1.37 MtCO, reserve
emissions by 2% for CHP.

from 1999-2001.

* These are draft regional level plans. In Belgium, each region draws its own plan, according to the
intra-Belgium agreement on the contribution of the overall Belgium Kyoto target of -7.5%: the
Walloon region is to reduce its emissions by 7.5%; the Flanders region by 5.2%, and the Brussels
region by 3.475%. A draft plan for Belgium as a whole is expected in June 2004.

1. For industry, allocation will be combined with a voluntary benchmarking system. Industry included
in EU-ETS likely to be exempted from energy and CO, taxes.

Source: National Allocation Plans available on the EU Commission website, COGEN, PointCarbon.
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INITIAL INSIGHTS

The information on all the NAPs for the 2005-2007 period of the EU-ETS is
not yet available: most EU-15 member states were late in releasing their NAPs
by the 31 March deadline and most of the ten newest EU member states
were late in meeting their 1 May deadline. Moreover, some NAPs are still only
available in the member states' official language and have yet to be
translated into English. It is also important to keep in mind that NAPs will only
be “final” once they have been approved by the EU Commission. It is thus still
too early to analyse their full implications, in particular for the energy sector,
although it is clear that they will have some impact. Some observations can
nonetheless be made at this point which can lead to initial insights from the
first steps towards the implementation of the EU's ground-breaking GHG
trading scheme.

The market for CO, emissions is reacting to news on the relative stringency of
NAPs, with prices responding to the publication of allocations. EU allowances
with the vintage year of 2005 and 2006 are currently (ie. 11 June 2004)
trading at around 10 euros.






ENERGY EFFICIENCY

GENERAL TRENDS IN EFFICIENCY POLICIES

The energy market consists of suppliers and consumers and, for every unit of
energy supplied to the market, a unit is consumed. In spite of this equality, the
overwhelming majority of energy policies are directed towards influencing the
supply side of the market. This asymmetry is not surprising because the energy
supply market generally consists of large, easily identifiable elements. In
contrast, the consumption side is extremely diffuse - lighting, space heating,
refrigeration and consumer electronics to name just a few applications in the
residential sector - and specific policies need to be developed to address
them. The ability to monitor progress or failure in improving efficiency is
similarly difficult to establish and track because the results are often obscured
by changes in consumer behaviour, quality of life, industrial structure,
macroeconomic situation and so forth.

Nevertheless, most IEA member countries regard energy efficiency as one of
the key policy tools to achieve GHG reduction targets as well as energy
security. In particular, many countries have recognised that, if current
consumption trends continue, they will not meet their Kyoto obligations.

Three specific events in 2003-2004 have also influenced energy efficiency
policies:

» Continuing high ol prices.

« Blackouts in large regions of North America (Northeast USA and Ontario)
and Europe (ltaly).

o The heat wave in Europe during the summer 2003.

This has caused a re-examination of conservation programmes to find
additional opportunities for savings. The UK's White Paper issued in early
2003 assumes that energy efficiency can achieve about half of the total GHG
reduction target up to 2020. In 2003-2004, several European countries have
also established similar goals, agam relying on |mproved efficiency of energy
use to provide much of the savings. For example, in France, one of the three
major elements of the Livre Blanc (White Paper) on energy released in
November 2003 was an increased push for greater energy efficiency. It called
for accelerating the improvement of energy intensity so that final energy
consumption will be stabilised by the year 2015.
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Governments have a range of tools available to encourage energy
conservation and efficiency, including adjusting energy prices, establishing
financial instruments to encourage the use of efficient products and practices,
mandating minimum efficiency levels, creating voluntary programmes, and
energy rationing. In 2003-2004, IEA member countries employed all of these
tools (except rationing) to promote energy efficiency. Some of the highlights
are described below. It should be borne in mind that it is increasingly difficult
to identify policies specifically directed at improving efficiency because much
of the new legislation and programmes have the combined goal of raising
efficiency, decreasing emissions and achieving other environmental goals
(such as cooling the urban heat island or reducing smog).

MINIMUM ENERGY PERFORMANCE REGULATIONS

The energy use of domestic appliances and equipment represents a significant
end use of energy in all IEA member countries and large efficiency
improvements are technically feasible and highly cost-effective. This
regulatory approach has been used successfully for appliances, office
equipment, motor vehicles and buildings. Existing regulations have already
been responsible for huge electricity and fuel savings; however, independent
analyses have shown that a large untapped potential remains and that further
regulations are economically justified in most cases. In most IEA economies
minimum efficiency requlations only apply to a proportion of the energy-using
equipment types that they could potentially address. Standards must be
regularly updated if they are to remain effective.

Japan now has one of the more comprehensive sets of minimum efficiency
standards (called the “Top Runner Programme” for the procedure used to set
the minimum level of efficiency) and has begun updating levels for several
appliances. In 2002, the Top Runner Programme was expanded to eighteen
products with the addition of several products such as gas appliances and
transformers. Other countries, notably Korea, Australia, the United States and
Canada, have mandatory standards covering many of the same products.
However, they have not yet developed mandatory standards for most
equipment used in the commercial building sector. Japan is the only country
to include requirements for vehicles.

Europe has developed a number of voluntary initiatives but lags in mandatory
efficiency programmes for appliances and other energy-using equipment.
Present EU regulations only cover refrigerators, boilers, and ballasts and
have not been updated since they were issued. In response to this, a new piece
of framework legislation known as the "Ecodesign Directive for Energy-Using
Products”, which gives the European Commission the authority to introduce
mandatory minimum energy performance standards for most types of energy-
using equipment sold within the EU, is close to being adopted. The draft
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directive empowers the Commission to set efficiency requirements at the
level that will provide consumers with the least life-cycle cost-efficiency level.

The technical basis for determining efficiency levels applied in equipment
standards varies considerably between IEA countries. Japan sets the threshold
at the level of the most efficient equipment on the national market at the time
the policy measure is developed. The United States, Canada and the EU use
analyses of the relationship between life-cycle costs and product efficiency
levels, although they also take into account a variety of market and industrial
factors. Australia and New Zealand have a policy to adopt the most
demanding existing standard in place among their major trading partners as
their own standard level for each equipment type.

Building codes have been developing apace in many I[EA member states,
although a number of issues remain to be resolved. In 2002, the EU approved
the Energy Performance of Buildings Directive, which requires each country to
develop minimum efficiency standards for new buildings; energy performance
rating schemes; mandatory equipment energy performance inspections; and
energy performance certification to reduce energy use in new and existing
buildings. This directive is now being implemented by the individual EU
member states. In Germany, for example, the new Energy Conservation
Ordinance in 2002 integrated the thermal insulation and the heat insulation
ordinances taking integrated methodology as required by the EU directive. To
complement this effort, a new set of analytical standards are being developed,
which for the first time are likely to result in a common basis for calculating
building energy performance across Europe. Australia has recently improved
its building energy performance codes so that thermal mass issues are better
taken into account to minimise cooling loads. Most US states have now
implemented ASHRAE 90.1 and 90.2 requirements into their mandatory
building codes. Japan continues to lag in energy performance codes for the
building sector.

The responsibility for many aspects of energy efficiency affecting tradable
goods has been ceded by individual European countries to central control by
Brussels. Nevertheless, some countries have started programmes to address
unique problems or aspects still under local control. In 2004, Denmark, for
example, established a programme to phase out traditional double-glazed
windows in favour of more sophisticated technologies. New speed limits on
motorways and stricter enforcement of traffic laws in Germany, France and
ltaly have dramatically cut accident rates and probably resulted in fuel
savings.

The United States has not introduced any new major energy efficiency
regulations during the past year. However, individual states have been active,
especially where the federal government has not taken action. The states are
acting either because of unique local circumstances or because of the absence
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of initiatives at the federal level. California is preparing vehicle emissions
limits that act just like minimum efficiency requirements. Several states in the
Northeast have announced that they will adopt the same requirements. The
states' authority in this area is not yet resolved, so the eventual result is
uncertain. California has also proposed to enact a host of efficiency
regulations for special aspects of buildings and products not covered by
federal laws, including external power supplies, set-top boxes, and equipment
used in commercial buildings. Several states in the Northeast have also
approved (or are seriously considering) regulations on various products.

VOLUNTARY PROGRAMMES TO IMPROVE EFFICIENCY

Voluntary programmes continue to play an important role in overall
government efficiency policies in nearly all sectors. Voluntary programmes
take many forms, from an agreement with an individual company regarding a
single energy-intensive factory to broad agreements covering dozens of groups
and millions of products. Such agreements can either complement mandatory
programmes or operate where regulatory mechanisms are unsuitable. Most
voluntary programmes are initiated and administered by national
governments although states, cities, and utilities can also be responsible.
Firms are encouraged to participate by financial incentives (such as through
the UK's Carbon Trust) or by public recognition, technical assistance with
developing competitiveness, efficiency improvement strategies, and other
means of support.

For EU countries, the relation between the voluntary agreements and the
forthcoming EU-ETS needs to be clarified. Voluntary agreements often set
targets on energy intensity allowing the growth of energy consumption in line
with economic growth. On the other hand, the EU-ETS caps CO, emissions for
large emitters. Therefore, in certain cases, large emitters could be obliged to
buy credits even though they fulfil the intensity targets under the voluntary
agreements. In the Netherlands, to maximise the incentive to fulfil the
achievement of Benchmarking Covenants, the initial allocation is made on the
basis of the performance of the covenants.

With respect to cars, European manufacturers have agreed to cut specific
emissions (which translates into fuel efficiency) of new vehicles from
185 gCO,/km in 1995 to 140 g/km in 2008. Further negotiations in 2004
may result in an even more ambitious target of 120 g/km by 2008.

In the United States, the Environmental Protection Agency established the
Smart Way Transport Partnership with the freight industry providing market-
based incentives for fuel efficiency improvement and GHG reductions in
freight operations (ship, rail and truck).

In Australia, the Federal Chamber of Automobile Industries (FCAI) adopted a
code declaring the membership's commitment, including a target reduction in
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national average fuel consumption for new petrol-fuelled passenger cars of
6.8 litres per 100 kilometres by 2010.

Finland has one of the most active networks of voluntary efficiency
programmes (see Figure 41). The enterprises and communities participating in
the energy conservation agreements currently in force account for more than
55% of Finland's energy use in 2003.

The increasing amount of electricity consumed by electronic equipment has
prompted a variety of government actions. Standby power — the energy
consumed by appliances while they are switched off — continues to get
significant attention, especially in Korea, Australia, Denmark and Japan.
Korea and Australia have policies to reduce standby in all equipment to
1 watt. Japanese industry implemented voluntary measures to reduce standby
power to 1 watt by FY 2003 and the government takes into account the level
of standby power in setting Top Runner standards. Government purchasing
specifications in the United States require standby levels below 1 watt for
most equipment. Now the attention is broadening to include the energy use
of other low power modes (or “lopomos”) in electronic equipment.

International initiatives are a unique aspect of voluntary efficiency
programmes. These are most effective for products that are internationally
traded (most often electronic goods). In 2004, Energy Star programmes
revised and tightened many of its specifications for office equipment.
Originally the specifications targeted reducing energy use while in the “sleep”
mode. The specifications affected a relatively small percentage of total energy
use in many devices. Now the specifications are being revised to improve
efficiency in all modes of operation. Energy savings are expected to
be significantly greater. A global initiative to improve the efficiency of external
power supplies was also launched in 2003. This initiative involved the Chinese
government, the US Environmental Protection Agency, the California Energy
Commission, the European Commission and the Australian Greenhouse
Office. These groups are co-ordinating test procedures, voluntary performance
levels and mandatory regulations. Finally, the IEA sponsored an effort
to increase the efficiency of set-top boxes. Set-top boxes (that is, the boxes
connecting televisions to cable, satellite or terrestrial services) are
an especially critical item because a billion low-efficiency units could appear
on the market by 2010. The energy impact of set-top boxes amounts to over
30 GW if no actions are taken. This initiative resulted in an international effort
by several governments, including Australia, China and the United States,
to pursue co-ordinated efficiency levels for simple converter boxes.

FISCAL POLICIES

A range of both direct and indirect financial mechanisms encourage energy
efficiency. Direct mechanisms include rebates and subsidies for efficient
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equipment. Financial policies directed towards achieving other goals may also
have energy impacts. For example, London's congestion charge on motor
vehicles entering the City has probably reduced energy consumption by
private vehicles. Tokyo recently approved special zoning allowances for
buildings that incorporated “green” roofs and other measures to mitigate
urban heat islands. These measures may also reduce cooling energy needs.

In 2002, the United Kingdom revised its tax codes to encourage greater
efficiency in the fleet of company cars because these represent about half of
all new car sales (Sweden has had a similar policy for several years). Recent
evaluations suggest that this policy has been successful in both improving
vehicle efficiency and reducing distances driven. France hopes to improve
vehicle efficiency by imposing a tax based on large vehicles and a subsidy
towards the purchase of efficient vehicles. The cost of a new “sport utility
vehicle" (SUV) will rise next year by as much as €3 500, while buyers of very
efficient cars will receive a rebate of as much as €700. In 2004, Belgium
approved a similar scheme except that there are no penalties for cars with
high levels of emissions.

Few significant new financial policies to encourage energy efficiency have
been enacted in the past year (although many schemes are already in place
and continue operation). Canada established a subsidy of up to $1 000 to
home-owners who make qualified energy efficiency improvements to their
homes. Belgium also approved a subsidy scheme for energy-saving
improvements in residences. The United States is considering a subsidy to
home-owners similar to the Canadian plan. Some new demand-side
management (DSM) incentives appeared (while others ended) in various
regions of the United States. The UK has introduced its Enhanced Capital
Allowances scheme for a range of energy-efficient equipment which allows
businesses to write off the whole of the capital cost of their investment in
qualifying technologies against their taxable profits of the period during
which they make the investment. Qualifying equipment includes: energy-
saving plant and machinery, low carbon dioxide emission cars and natural gas
and hydrogen refuelling infrastructure, and water conservation plant and
machinery. By contrast, the Netherlands has recently ended its long-standing
rebate scheme for a variety of class-A labelled domestic appliances because
the national appliance market is already largely transformed. Elsewhere no
special trends were apparent.

MARKET INSTRUMENTS

Many countries are seriously considering new financial measures to encourage
energy efficiency investments. France, the UK and lItaly, for example, will
probably implement a “white certificates” scheme to create a market in
conserved energy. The idea behind this system is to target the diffuse energy
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consumption of the many different actors who could make energy savings.
Under such a system, major energy suppliers (electricity, gas, fuel oil or motor
fuels) would be obliged to realise an amount of energy savings equal to a
certain percentage of the energy they supplied. These savings could be
achieved in one of three ways: i) directly realising savings in their own
operations, ii) helping their clients realise savings, or /i) buying energy
efficiency certificates (white certificates) from related groups that have
realised savings. By doing so, the saving could be realised where they are least
costly within the economy. To maximise the benefit of this system, a number
of administrative questions need to be addressed, such as how savings will be
measured, who will issue certificates and administer the system, and what will
be the relationship between this system and emissions trading systems.

The main developments in emissions trading have been in the European
Union where, as of the time of writing, the Commission had approved the
national plans (NAPs) of five EU member states for the EU greenhouse gas
emissions trading scheme and had offered conditional approval to three more.
The scheme as a whole is due to be launched in January 2005 and, if
successful, is likely to provide an important stimulus to energy efficiency
measures in the industrial sector.

Within the European Union as a whole, the Commission is continuing to
promote the draft Energy Services Directive that aims to encourage the
development of an energy services market in which services involving the use
of energy are sold, rather than the energy itself. The current draft of the
directive sets indicative targets for member states to achieve 1% annual
savings in energy efficiency compared with a business-as-usual estimate. If
implemented, each member state would have the freedom to decide how to
distribute this target among energy distribution sectors, although the
Commission envisages covering all distribution sectors, from electricity and
gas to district heating and transport fuel. Existing energy supply companies
would be obligated to actively promote energy services and audits to their
customers. The targets are intended to be designed in a manner that will take
into account any action carried out by energy producers to comply with
obligations they may have under the new EU emissions trading scheme.

SPECIAL SITUATIONS - SAVING ELECTRICITY
IN A HURRY

In 2004, the IEA started work on "Saving electricity in a hurry”. Temporary
shortfalls of electricity supply can occur as a result of a drought, a heat wave,
a breakdown in a power plant or partial loss of transmission capacity. The
traditional response has been to cut power to customers while trying to restore
supplies, but blackouts may be economically and politically unacceptable if
the shortage is expected to continue for more than a few hours. An alternative
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approach is to launch an aggressive programme to quickly conserve electricity,
relying on a combination of measures to improve energy efficiency and
change consumer behaviour. Several regions, including Brazil, California, New
Zealand and Norway have recently implemented such programmes. It is
possible to quickly reduce electricity demand by 3% to 20%, sometimes with
programmes started in only a few months. Moreover, the reductions in
demand can be accomplished without major economic disruption or hardship.
These results (and the policies that achieved the savings) are important
because temporary shortfalls in electricity supply are likely to occur more
often. Market liberalisation has led to reduced reserves and safety margins
throughout the whole electricity supply chain. This, in turn, makes the
electricity supply system more vulnerable to unusual weather events or other
disruptions.






RENEWABLE ENERGY

Renewables are considered by many policy-makers to contribute to protecting
the environment and improving energy security. On an average cost basis,
some renewables in the best locations are competitive with conventional
energy sources; however, in most cases, renewables are still not competitive
and account for only a small portion of the IEA energy mix. In 2001, the share
of renewable energy in total primary energy supply was 5.5%, down from 6%
in 1992.

Contrary to popular belief, the annual growth rate of renewables in energy
supply in [EA countries overall slowed to 1.2% from 1990 to 2001 compared
with 2.8% during the period 1970-1999. Out of total renewable energy
supply, combustible renewables and waste accounted for the largest share
of renewable energy supply with 55%, a major change from the past, followed
by hydro with 35%. Wind, solar and ocean energy sources still provide only
2% of total renewable energy supply in IEA countries. The role of renewable
energy in electricity supply has declined dramatically over the past 30 years
from 24% in 1970 to 15% in 2001. The composition of the renewable share
of electricity production was hydropower at 86%, combustible renewables and
waste at 9%, and solar, wind and ocean energy at 3%.

These developments are governed by three factors. First, more mature
renewables, such as hydro and geothermal, did not increase and even declined
in the 1990s in many IEA countries. Second, combustible renewables have
consistently grown by 3% per annum since 1970. Third, the rapid growth
of “new” renewables, such as wind and solar, was unable to compensate for
the stagnation of more mature technologies.

RD&D funding for renewables in relative and absolute terms has further
declined during the past ten years. It accounted for only 7.7% of IEA RD&D
budget expenditures from 1987 to 2002. More than 70% of these
expenditures are undertaken by only three countries, the United States, Japan
and Germany. More than 50% is spent on solar technologies, followed by
biomass (18%) and wind (8%). The decreasing share of public spending
for renewables RD&D appears to be inconsistent with the political
announcements, objectives and aspirations of many IEA countries to increase
the share of renewables in TPES and electricity supply.

In 2004, the IEA conducted a comprehensive survey, Renewable Energy -
Market & Policy Trends in IEA Countries. The review takes a 30-year view of a)
actual market growth and penetration of renewables to energy and electricity
supply; b) changes in renewables RD&D priorities and composition in [EA
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countries; and c¢) the trends of policies and measures to support market
deployment of renewables.

The review of polices and measures indicates that countries need to
differentiate much more clearly than in the past between the objectives,
implementation and evaluation of: a) RD&D policies for renewables;
b) market deployment policies that warrant public support to encourage both
industry and consumers to adopt renewables; and ¢) market-based energy
policies that provide a level playing field for renewables.

POLICY TYPES

Research and innovation policies support technology innovation through
basic and applied research up to the demonstration phase. Governments have
traditionally played a decisive role in both framing and funding RD&D policies
at the national level and in international collaborations. Governments have
also been a catalyst in using research and innovation policies to ensure
adequate private-sector involvement in research, development and
demonstration.

Market deployment policy instruments can be categorised into four
quadrants, based on the direction of their support. Policies can be directed
towards consumers (demand side) or producers (supply side). They can also be
directed towards capacity (ie. the facility and/or its capital costs) or
generation (i.e. the product and/or the associated price to the customer). In
some cases, the same policy can appear in more than one quadrant.

In addition to the policy instruments in Figure 42, there are administrative or
regulatory procedures that are not financial in nature, but nevertheless
contribute to the market deployment of renewables. Additionally, there are
public awareness programmes that support market deployment. The following
sections describe the major types of policies that have been implemented in
[EA countries.

POLICIES ADDRESSING SUPPLY AND CAPACITY

Investment incentives are used to reduce the capital cost of deploying
renewable energy technologies. Capital grants and third-party finance
arrangements can also reduce investor risk and are generally funded out of
national and/or state budgets and thus compete with other public funding
needs. As such, incentives are often subject to legislative review and changes,
including recision. Incentives must be of adequate size and must be
predictable and consistent over time to be effective.
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Figure @

Market Deployment Policy Instruments

Generation
Bidding systems Net metering
Production tax credits Green pricing
Guaranteed prices/feed-in Voluntary programmes
Obligations Government purchases
Tradable certificates Excise tax exemption
Supply Demand
Investment tax credits Consumer grants/rebates
Property tax exemptions Tax credits
Capital grants Sales tax rebates
Government purchases Third-party finance
Third-party finance
Capacity

Source: Renewable Energy: Market & Policy Trends in IEA countries, IEA/OECD Paris, 2004.

Tax measures are used to encourage production or to discourage
consumption. On the production side, investment tax credits and property
tax exemptions reduce tax payments for project owners.

Government purchases of systems at above-market rates are a type of
investment incentive to industry. In @ number of cases, governments have
purchased large, on-site renewable energy systems such as solar thermal hot
water systems or photovoltaic systems for schools or other public buildings.

POLICIES ADDRESSING SUPPLY AND GENERATION

Incentive tariffs: guaranteed price systems, feed-in tariffs and preferential
rates are all terms for tariffs at above-market rates. Generally, the government
sets a premium price to be paid for power generated from renewable energy
sources. The price is usually differentiated by technology, and is paid by either
consumers or taxpayers through the utility.

Bidding systems are based on competition for contracts to build projects with
the lowest generating costs. The principal mechanism is a guaranteed price,
with the rate set by competition for the lowest bid based on a function of the
power pool wholesale price plus a technology-specific premium that is paid
by electricity consumers. Renewable energy technologies are separated into
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different technology categories, and competitive bidding rounds are organised
separately for each category.

Tax measures production tax credits are offered to renewable energy
producers at a kilowatt-hour rate, which often serves to reduce their tax
burden.

Obligations: most obligations are based on the final product (kWh of
electricity or litres of liquid fuel), although some are based on capacity.
Renewable energy portfolio standards, also known as quota systems, place
an obligation on suppliers to provide a set quantity or percentage of their
supply from renewable energy sources. Generally, quota systems do not
distinguish between different renewable energy sources, i.e. a quota level is
established and the market determines which resources are chosen. These
systems encourage the development of renewables at lowest cost. Renewable
energy certificates (discussed below) may be used to facilitate compliance
with quota systems and can also reduce the cost of compliance.

Targets are a form of obligation. Target systems determine different levels of
obligation for each renewable energy technology, sometimes with a penalty
for non-compliance.

Tradable certificates: renewable energy certificates (RECs) provide a
mechanism to track and register renewable electricity production. Certificates
can be used to document compliance with quota systems or can be sold to
end-use customers in a voluntary green power market. The creation of a
certificate allows the renewable energy attribute to be sold or traded
separately from the physical electricity product. The establishment of a RECs
system does not by itself constitute a supply requirement, but rather
certificates provide greater market flexibility in achieving the goals of other
policy instruments.

RECs systems can be consistent with energy labelling. This type of system may
be advanced by the European Commission's directive on guarantee of origin
of electricity produced by renewable energy sources which requires member
states to establish appropriate mechanisms “to enable producers of electricity
from renewable energy sources to demonstrate that the electricity they sell is
produced from renewable energy sources.”

POLICIES ADDRESSING DEMAND AND GENERATION

Voluntary programmes are implemented through government “requests” to
energy suppliers to buy electricity generated from renewables.

Green pricing is an optional utility service that gives customers an
opportunity to support an increased level of utility company investment in
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renewable energy technologies. Participating customers generally pay an
additional amount on their electricity bill to cover the incremental cost of the
renewable energy.

Net metering arrangements allow customers to “bank” at the utility any
excess electricity generated from qualifying systems for later use. The
customer pays only for the electricity used “net" of the electricity generated
over the entire billing cycle.

Tax measures: tax policy can be used to capture the externalities associated
with energy production and consumption, such as environmental degradation
and energy import dependence.

POLICIES ADDRESSING DEMAND AND CAPACITY

Investment incentives can also be used to reduce the capital cost of
renewable energy technologies to end-users. With consumer grants and third-
party finance, the government assumes the risk by, for example, providing
low-interest loans, or buying down the capital cost of renewable systems.

Tax measures: for customer-owned systems, a tax credit or system rebate allows
the owner to recover a portion of the upfront capital costs more quickly after the
investment is made. Provisions are sometimes made for sales tax rebates.

REGULATORY AND ADMINISTRATIVE RULES

Market regulations are often introduced at the same time as market
deployment policies, which helps to ensure successful deployment of
renewable energy technologies.

PUBLIC AWARENESS PROGRAMMES

Public awareness programmes are used to encourage broad-based support for
renewable energy.

TRENDS IN IEA RENEWABLE ENERGY POLICIES

Figure 43 provides an indication of the evolution of policies and measures in
IEA countries over the past three decades. On the vertical axis, renewable
energy policies and measures include RD&D polices and various market
deployment policies that are categorised as investment incentives, tax
measures, incentive tariffs, voluntary programmes, obligations and tradable
certificates. The year that each country first introduced a specific renewable

energy policy is indicated by country initials.
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Figure @

The Introduction of Renewable Energy Policies by Country

BEe eNZ o KR
CAe el|E
DEe *GR TR ®FR elU oHU
NLe eNO
RD&D | cHe oF|
USe ePT eAT oAU
ITe oSE
GBe DK ®ES
JPe
*CZ
Fle +AU ESe
DKUS IT TR KR AT CA
|’_“’esm'?em PRI SR P HUs ‘¢ #PT kY +GB NZe
incentives *FR *DE GRe *CH ¢JP  SE¢ NOe
NLe *BE oLU
us = FR TR LU GR " bf
A NL «DK «N B
Tax measures c ©c
IE ITo  SE AT PT ES
KR BE cz
US = ES DK PT  GBDE IT LU AT BE FR SE HU  NL
. H " m . " momommomomE . .
Incentive
’rariffs CHm CRm =lE NO= KR= =CA
CZm
Voluntary oW, LA, P,
programmes CH PT AU T LU
DE EU
DK AT AU ES it NO
o H  NZ KR FR cz
Obligations c e nLHUCES LU
A GB: <GR
SE JP
BEe
AUe oSE
Tradable W Hoe eno
[ GBe
certificates ATelPe o
| (Fle  oKR

1 1 1 1 1 1 1 1
1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003

AT=Austria - AU=Australia - BE=Belgium - CA=Canada - CH=>Switzerland
CZ=Czech Republic - DE=Germany - DK=Denmark - ES=Spain - FI=Finland
FR=France - GB=United Kingdom - GR=Greece - HU=Hungary - IE=Ireland
[T=ltaly - JP=Japan - KR=Korea, Republic of - LU=Luxembourg - NL=Netherlands
NO=Norway - NZ=New Zealand - PT=Portugal - SE=Sweden - TR=Turkey
US=United States
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KEY OBSERVATIONS IN POLICY EVOLUTION

Starting in the 1970s and sometimes even before, governments have set up
RD&D programmes to develop renewable energy sources as an “alternative”
to fossil fuels. This was followed by a series of technology deployment
schemes, including investment incentives, tax measures and incentive tariffs,
particularly for “new” renewables. In the late 1990s, countries started to
experiment with tradable certificate systems. While a clear evolution of overall
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policies and measures in [EA countries is evident from Figure 43, it does not
necessarily denote a single trend. Each country has chosen policies and
measures that best match their resource endowments, economic structure and
objectives for market deployment.

Significant market growth has always resulted from combinations of policies,
rather than single policies. As an early example, in Japan, photovoltaic (PV)
technology was supported by extensive RD&D investments to increase the
competitiveness of the technology, by demonstration projects which increase
public awareness and acceptance, through financial incentives to reduce the
purchase price of PV systems, and by requiring utilities through net metering
to accept excess power generated by PV systems at the retail price of
electricity. In Spain, wind technology is supported by feed-in tariffs, low-
interest loans, capital grants, and local support for manufacturing turbines. In
no case is there evidence of strong market growth with only one policy in
place. Those countries that have experienced strong growth in “new"
renewables, such as wind and solar, including Germany, Spain, the United
States and Denmark, have done so through a combination of financial
incentives and guaranteed prices, underpinned by strong RD&D.

Longevity and predictability of policy support is important to overall market
success. In most cases, feed-in tariffs for renewable energy sources typically have
an eight- to twenty-year time-frame, e.g. Italy and Germany. The challenge is how
to incorporate strong incentives for costreduction and competition while
ensuring longevity and predictability of policy support. The long-term support
offered to biomass district heating plants in Austria provides another example.
Conversely, the “stop and go" nature of incentives, such as the production tax
credits in the United States, has undermined private-sector investment.

National policies are also strengthened when local, state or provincial
governments have the authority to act independently of the national
government. For example, in Spain, the bulk of wind power growth is occurring
in those areas where regional governments have actively supported
development through administrative changes and financial support, and in
some cases, by becoming a development partner. In the United States,
although the federal government has set up a renewable energy deployment
programme, thirteen states have established their own renewable portfolio
standards, and many more states offer their own set of financial incentives.
These have met with varying degrees of success.

Market liberalisation offers new challenges for renewable energy technologies
still in the technology deployment stage. On the one hand, if energy prices fall,
the price targets that renewables must meet become more challenging. On the
other hand, policies and systems such as quotas and renewable energy
certificates can be compatible with more competitive market structures. In fact,
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many current policies are being implemented within the backdrop of a transition
to market liberalisation, e.g. Ireland, Sweden and the United Kingdom.

Individual policy mechanisms are evolving as countries gain more experience. In
Germany, for example, early feed-in tariffs were set as a function of the avoided
cost of electricity, and then modified to a level deemed necessary by the
government to encourage industrial development. Later iterations included better
measures for incorporating and driving cost reductions. At the same time, policies
in some cases have been evolving from one type to another. In Denmark, for
example, the feed-in tariff scheme is in a transitional phase as it was superseded
by a certificate trading system that has not yet come into effect. When Japan
established its portfolio standard in 2002, however, it retained the funding for
RD&D and other incentives for market deployment. When a renewable portfolio
standard does not specify a preferred renewable energy technology, competition
is expected to be enhanced among technologies.

It is too soon to fully assess the impacts of many renewable energy policies,
as most have been established since 2000. This is particularly true for most
obligation systems, as well as the tradable certificate systems. Nevertheless,
experience with investment incentives, tax measures and incentive tariffs
suggests that all these policies can be made effective. It is the design of the
support mechanism rather than the type of policy that determines their
success. Over time, the array of policy choices has become broader and the
market learning experience richer. Strong market growth of “new" renewables
in the late 1990s indicates that the support schemes in place may have been
effective. On the other hand, it can be stated also that without government
support “new" renewables would show little or no increase in market growth
rates.

An assessment of renewable energy policies needs to be based on their costs
and effectiveness. It should also examine how renewables mix with other
energy alternatives, including energy efficiency, advanced nuclear, carbon
sequestration and hydrogen. However, direct and indirect costs associated
with renewable energy policies have not yet been fully compiled, and will
involve more concerted efforts to record information on policy costs, market
data and technology cost improvements.

INTERNATIONAL CONFERENCE FOR RENEWABLE
ENERGIES, JUNE 2004, BONN

In response to the call of the Johannesburg Summit, Germany hosted the
International Conference for Renewable Energies from 1 to 4 June 2004 in Bonn
to find a way towards an expansion of renewable energies worldwide. It also kept
up the momentum generated by the coalition of likeminded countries for the
promotion of renewable energies (known as the Johannesburg Renewable Energy
Coalition, JREC). A total of 3 600 participants met in Bonn, among them official
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governmental delegations including energy, environmental and development
ministers, representatives of the United Nations and other international and non-
governmental organisations, civil society and the private sector. The conference
adopted the following outcomes:

« A Political Declaration containing shared political goals for an increased role
of renewable energies and reflecting a joint vision of a sustainable energy
future, which provides better and more equitable access to energy as well as
increased energy efficiency.

o An International Action Programme, including actions and commitments by
governments, international organisations and stakeholders. Responding to the
"Call for actions and commitments" that was issued before the conference,
participants contributed to the action programme with voluntary
commitments to goals, targets and actions within their own spheres of
responsibility.

» Policy Recommendations for Renewable Energies which can be of benefit to
governments, international organisations and stakeholders as they develop
new approaches and political strategies and address the roles and
responsibilities of key actors.

At the June 2004 International Conference in Bonn, the IEA presented its work
on renewable energy, including its latest publication Renewable Energy - Market
& Policy Trends in IEA Countries, and proposed three major items for
consideration by policy-makers.

INCREASE TARGETED RD&D

If national objectives for diverse and environmentally sustainable energy
use are to be achieved, additional funding for renewables will be necessary
to lower the costs and make available to the market-place a variety of
technological options. However, RD&D funding for renewable energy
technologies has steadily declined since 1980. Some technologies are still far
from being competitive. Industrial applications for PV, for example, have long
been cost-effective, and limited niches in high solar resource areas are close to
economic. These niche markets should be encouraged with further market
deployment support. But to enter the mainstream energy supply, PV costs
must come down substantially. More RD&D funding will be needed to achieve
the breakthroughs that can lead to large-scale markets. Other renewable
energy technologies, e.g. concentrating solar power, ocean energy, and
advanced geothermal, have fallen out of the RD&D pipeline, having lost much
of their RD&D funding some years ago. It is time to increase RD&D
investments to these technologies to enable them to enter the market,
although not necessarily by increasing overall funding levels.
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IMPROVE THE STRATEGY FOR MARKET DEPLOYMENT

There is a need to improve the efficiency and effectiveness of market
deployment policies. Decision-makers may need to be more selective about
when and how funds are allocated. For example, would it be more efficient to
pay for the needed concentrating solar power pilot projects through incentive
tariffs or through RD&D?

There is also a need to expand the number of countries that are shouldering
the burden of deployment policies. In 2001, 86% of the wind market in IEA
countries was in only four countries, while 85% of the PV market was in only
three, producing an unstable investment climate for the industry. Deployment
efforts/policies have recently been established in a number of IEA countries,
and while encouraging, this has not yet led to much market growth.

International co-operation is key to both learning about policy successes and
about developing markets. For example, more work is needed to evaluate how
policy adjustments over time can be used to stimulate technology cost
reductions as the market grows. And solar thermal hot water systems would
benefit from aggregated procurement programmes at a multinational level.

Building global markets will require the co-operation of and partnership with
developing countries. With financial support, where renewable resources
are adequate and prices are cost-based, developing countries can quickly
and economically pick up the more mature renewable energy technologies
(like small hydropower, sustainable biomass combustion, and geothermal).
Developing countries can also effectively and economically integrate
emerging technologies, such as wind and solar, where resource conditions are
very good and support is given to help set up attractive market conditions.
This can benefit all countries. With IEA countries driving technology costs
down, developing countries may benefit from some economic advantages to
becoming part of a global industry. Renewables may also play a major role in
solving the challenge of energy access.

INCLUDE EXTERNALITIES IN POLICY CONSIDERATIONS

As governments continue to incorporate measures to ensure that the external
costs of energy production and use are appropriately reflected in national
policies, renewables will achieve their economically efficient place in energy
systems. Renewable energy is not the objective per se, but is one of the
technologies that will be important in reducing global warming and
improving the security of supply.
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ANNOUNCEMENT OF THE RENE\X/ABLE ENERGY
TECHNOLOGY DEPLOYMENT IMPLEMENTING
AGREEMENT

At the Bonn Conference on 4 June 2004, the ministers and other high-level
officials representing the governments of Denmark, France, Germany, Ireland,
Italy and Norway announced at a press conference that they are working
towards the creation of a new Implementing Agreement, in the framework
of the IEA, on renewable energy technology deployment. The working title of
the Agreement is Renewable Energy Technology Deployment Implementing
Agreement (RETD).

The governments confirmed that this new Implementing Agreement is
intended to strengthen international co-operation in the area of global
renewable energy technology diffusion and will be open to all IEA and non-IEA
countries as well as to qualified private-sector organisations.
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RECENT TRENDS IN MEMBER COUNTRIES’
ENERGY R&D POLICIES*

Concerns about energy security and climate stabilisation have fuelled the
discussion about the relative importance and focus of energy RD&D in
member countries at a time of budget constraints. Member countries pursued
two distinctive trends: first, the continuation of a low level of RD&D in end-
use technologies, renewables, energy storage and transmission technologies,
alternative fuels including biofuels that promise market introduction and
impact on energy demand and CO, reduction in the short and medium term;
and second, a renewed and widely publicised effort in scientific research and
RD&D for long-term energy technologies, i.e. technologies that are likely to
have an impact over a 25 to 50-year horizon. These initiatives range from CO,
capture and storage (CCS), hydrogen and fuel cells, nuclear fission technology
including waste management, fusion including the ITER project, and
connecting basic sciences with energy technology research.

This chapter provides an overview of member countries' recent activities in
three of the long-term RD&D areas that are likely to shape energy supply in
the years 2020 and beyond: CCS; hydrogen and fuel cells; and basic science
and energy technologies.

CO, CAPTURE AND STORAGE (CCS)

Capture and storage of CO, from fossil fuel combustion could play an
important role in stabilising CO, concentration in the atmosphere. National
and international R&D programmes on CCS are being pursued by Australia,
Canada, Germany, Japan, Norway, the United Kingdom, the United States and
other countries, as well as by the European Union. IEA activities include the
IEA Greenhouse Gas R&D Programme, the IEA Working Party on Fossil Fuels
(WPFF), the IEA Secretariat and the IEA Coal Industry Advisory Board.

The IEA Greenhouse Gas R&D Programme was established in 1991. The
programme is a leading international collaboration on technologies for

23. See also Chapter 9.
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reducing greenhouse gas emissions from the use of fossil fuels. It conducts in-
depth investigations into technology options, identifies targets for RD&D and
provides objective information to different stakeholders, including the
research community, policy-makers and the general public. Support for the
programme is provided by 16 member countries, the European Commission
and nine major industrial sponsors.* The Greenhouse Gas R&D Programme is
involved in many important international projects. These include, among
others: Saline Aquifer CO, Storage (SACS) project based in the Sleipner Oil
Field; International Weyburn Carbon Dioxide Monitoring Project, GESTCO (the
European Potential for Geological Storage of CO, from Fossil Fuel
Combustion); CO,NET (the European Technology Networking Programme for
CO, Sequestration into Geological Formations); and RUCADI (recovery and
utilisation of CO,).

The Zero Emission Technologies (ZETs) Strategy was initiated by the /EA
Working Party on Fossil Fuels (WPFF) in 2001. Recent activities of the WPFF
include the organisation of the Asia-Pacific ZETs Conference in Brisbane,
Australia, the organisation of the joint IEA/CSLF Workshop on Legal Aspects
of Storing CO, held in Paris and the publication of information materials for
the general public.®

MAJOR NATIONAL AND INTERNATIONAL ACTIVITIES*

Australia

The Commonwealth Scientific and Industrial Research Organisation (CSIRO)
is active in ZETs for power generation purposes, CO, capture and storage
technologies, and the GEODISC project (geological disposal of CO,).

Canada

Many CO, and ZETs-related activities are under way, including: assessment of
sedimentary basins for CO, storage; sequestration in oil and gas reservoirs;
storage in deep coal seams; enhanced capture technologies; oxy-fuel
combustion concepts; performance evaluation of closed gas turbine cycles
with oxy-fuel combustion; the Weyburn CO, monitoring and storage project;
and acid gas reinjection.

24. Members of the Greenhouse Gas R&D Programme include Australia, Canada, the Commission of
European Communities, Denmark, Finland, France, India, Japan, Korea, the Netherlands, New Zealand,
Norway, Sweden, Switzerland, the United Kingdom, the United States, Venezuela, and several sponsors:
ALSTOM Power Technology, BP, Chevron Texaco, EniTecnologie SpA, EPRI-Electric Power Research
Institute, ExxonMobil, RWE AG, Shell International, and TotalFinaELf (www.ieagreen.org.uk)

25. Presentations from these events and also publications issued by the WPFF can be downloaded from
the IEA website www.iea.org.

26. Most of the information included here comes from the IEA WPFF publication on ZETs "Organisations
and Major Programmes” (www.iea.org/dbtw-wpd,/textbase/papers/2003,0rg_Fossil_Fuels.pdf). For a
broad list of national and international CCS projects, go to www.co,sequestration.info.
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Germany

During 2003, the German government, in close co-ordination with industry
and the research institutions, has developed a nationwide COORETEC
strategy, its Research and Development Concepts for Zero-Emissions Fossil-
Fuel Power Plants Activities. The concept was introduced to the general public
at a conference in May 2004 in Berlin. Besides the CCS pilot project it also
involves increased efficiency in fossil-fuel electricity generation through
advanced technologies such as natural gas combined cycle (NGCC),
integrated gasification combined cycle (IGCC,) pressurised pulverised
combustion (PPC), pressurised fluidised-bed combustion (PFBC) and
externally-fired combined cycle (EFCC).

Japan

Japan has the longest-running carbon capture and sequestration R&D
programme. The Research Institute of Innovative Technology for the Earth
(RITE) is focusing on the development of innovative CO, control measures.
A range of projects are under way, examining biological CO, fixation, CO,
capture and ocean storage techniques.

Norway

In 1997, the Norwegian National Climate Technology Programme (KLIMATEK)
was launched to promote GHG-related RD&D technologies. The programme's
portfolio comprises some 50 individual projects involving the offshore
petroleum industry, process gas industry, gas-fired power generation with
CO, capture, and CO, storage. The programme is heavily involved in many
international collaborative ventures.

United Kingdom

The UK Department of Trade and Industry maintains several programmes
aimed at the development of technologies and processes for enhancing
environmental performance, while still using fossil fuels. Imperial College is
active in several projects assessing reservoir characteristics with reference to
coal-bed methane recovery and CO, sequestration. The UK is also very active
in the IEA Greenhouse Gas R&D Programme.

United States

The US is undertaking a broad range of carbon sequestration activities
through government agencies, universities and the private sector. The US
Department of Energy (DoE) Office of Fossil Energy and the National Energy
Technology Laboratory administer DoE's Carbon Sequestration Program
comprising around 60 individual projects.

European Commission (EC)

The EC's programme "Preserving the Ecosystem - Research Actions for Energy”
supports zero emission technologies (ZETs) for fossil fuels through a series of
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collaborative projects, including SACS and SACS2; GESTCO; CO, STORE
(investigating new potential locations for CO, reservoirs); CO,NET2; AZEP
(advanced zero emission power plants); GRACE (reducing CO, capture and
separation costs) and RECOPOL (CO, storage in coal seams).

In 2003, the US initiated a ministerial meeting for the Carbon Sequestration
Leadership Forum (CSLF).? The CSLF is a framework for international co-
operation in research and development for the separation, capture,
transportation and storage of carbon dioxide. The CSLF will seek to realise the
potential of carbon capture and storage over the coming decades, making it
commercially competitive and environmentally safe.

The activities of the CSLF will be conducted by a Policy Group which governs
the overall framework and policies of the CSLF, and a Technical Group which
reviews the progress of collaborative projects and makes recommendations to
the Policy Group on any needed actions. Collaborative projects may be
undertaken by the CSLF as authorised by the Policy Group on the
recommendation of the Technical Group. This specifically includes projects
involving the following:

« Information exchange and networking.
« Planning and road-mapping.

« Facilitation of collaboration.

« Research and development.

« Demonstrations.

« Public perception and outreach.

« Economic and market studies.

« Institutional, regulatory, and legal constraints and issues.

Support to policy formulation.

Other issues as authorised by the Policy Group.

The United States announced plans for the construction of a prototype plant
fired by fossil fuels, FutureGen, to generate electricity (up to 275 MW,) and
produce hydrogen. The plant will produce virtually no harmful emissions,
including greenhouse gases, and will serve as a test bed for a range of the
latest pollution control and CO, capture technologies. Common pollutants
such as sulphur and nitrogen oxides will be recovered and converted into
useful by-products; captured CO, will be stored in a suitable underground

27. Members of the CSLF are Australia, Brazil, Canada, China, Colombia, European Commission, Germany,
India, Italy, Japan, Mexico, Norway, Russian Federation, South Africa, the United Kingdom and the United
States (www.cslforum.org).
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geological formation. Current plans call for the plant to be designed and built
over five years. Funding will be provided on a fifty-fifty basis by the US federal
government and the private sector.

The IEA/CSLF Joint Workshop on Legal Aspects of Storing Carbon Dioxide was
held in Paris in July 2004. Participants included energy and environmental
policy-makers, energy industry professionals and environmental NGOs. The
discussions identified the following priority issues:

« Member countries need to work closely with industry on more enhanced oil
recovery (EOR) and CCS demonstration projects.

« There is a need to streamline national regulations for onshore CCS and also
for EOR activities.

o Member countries need to take a more proactive stance to reconcile
international conventions dealing with preservation of marine environments
(London Convention, OSPAR) and international conventions dealing with
climate change.

e There is a need to establish a level playing field for CCS as climate
mitigation technology.

As R&D for CCS proceeds and the various national and international
initiatives prepare and implement technology road-maps for CCS, priority
attention needs to be given to three non-technology bottlenecks:

« The lack of public awareness and acceptance of CCS.

« The costly, time-consuming regulatory framework for onshore CCS and the
legal uncertainty surrounding offshore CCS in geologic formations.

« The fact that existing environmental policy mechanisms such as emissions
trading or CDM do not yet include provisions for CCS.

More demonstration projects and evaluation of ongoing projects are an
urgent first step to gain experience, provide the baseline information to build
public awareness and, ultimately, public acceptance. These activities are on
a critical path. In parallel, member countries should proceed immediately with
establishing the enabling regulatory and legal environment, and include CCS
in the policy framework that allows all low or zero emission technologies
to compete in the market-place.

HYDROGEN AND FUEL CELLS

In 2003 policy-makers in OECD member countries placed strong emphasis on
hydrogen and fuel cells as the key technologies to contribute to energy
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security, economic growth and environmental protection in the context of
more robust, future energy scenarios. Significant investments are backing
up this hydrogen and fuel cell strategy in both the public and private sectors.
The United States is investing US$ 5 billion over 5 years. The European
Commission is investing up to €2 billion in the 6" Framework Programme,
including renewable energy technologies and hydrogen and fuel cell R&D.
Japan is also investing about ¥32 billion a year, and many other IEA member
countries (e.g. Canada, Germany, France, Korea, Italy, etc.) have already made,
or are considering, significant investment in hydrogen and fuel cell R&D.
According to preliminary evaluations, global public R&D spending is currently
about US$ 1 billion a year, and private-sector investment is even larger. The
overall strategy includes many dimensions such as technology R&D policies,
infrastructure investment, international harmonisation of codes and
standards, and deployment policies and measures.

Close international co-operation among national governments and with the
industry will be the key to developing this technology option in an efficient
and co-ordinated way. Three major international co-operation initiatives have
recently been established: the IEA Hydrogen Co-ordination Group (IEA-HCG in
April 2003); the International Partnership on Hydrogen Economy (IPHE, in
November 2003); and the European Technology Platform on Hydrogen and
Fuel Cells (in January 2004). Whilst the European Technology Platform is a
cluster of EU public/private initiatives building on the R&D projects of the
6t Framework Programme of the European Commission, and the IPHE is a sort
of global, political interface with the RD&D world and the private sector, the
IEA HCG was established by the IEA Executive Director with the primary
objective of enhancing co-operation in the R&D and policy programmes of [EA
member countries. The HCG builds on 20-year policy analysis and R&D work
carried out by the IEA Secretariat and relevant IEA Implementing Agreements
(IAs). In addition to the activities on hydrogen and fuel cells, the technology
for CO, capture and storage also has a key role as it might pave the way to
the transition from the current fossil-based energy system to a hydrogen-based
system. Ongoing HCG activities include:

« Comparative review of national programmes in IEA member countries (to be
published in autumn 2004).

» Review of IEA activities to identify priorities and gaps in the IEA R&D
programme and recommend possible additional co-operation activities.

« Advise policy-makers on hydrogen and fuel cell development, and deployment
strategies.

« Policy analysis to help guide the IEA work.

Provisional outcomes of these activities are summarised below.
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COMPARATIVE REVIEW OF NATIONAL PROGRAMMES

According to the survey conducted by the HCG, virtually all of the IEA
countries indicate that research into hydrogen and fuel cells is of key
importance either as a purposely designed and funded programme, or as
an element of a broader energy and/or environmental strategy. Japan,
the United States and Iceland (a non-member country) provide exceptional
examples of fully integrated, highly funded HFC programmes. Germany gives
strong support to RD&D of fuel cells and hydrogen technologies within the
German Federal Programme for “Energy Research and Energy Technologies” as
well as the "Programme on Investment into the Future”.

In Japan, the New Hydrogen Project (NHP) extends the work initiated during
the seminal, 10-year, ¥18.6 billion WE-NET programme, which initially focused
R&D on core technologies necessary for establishing a hydrogen infrastructure
(e.g. electrolysis, liquefaction, storage) and then later on the utilisation of
hydrogen and construction of fuelling stations. The NHP not only ties together
a number of METI's ongoing and new programmes, but it integrates the
development of fuel-cell, hydrogen production, and hydrogen transportation
and storage technologies, concurrently with the implementation of
demonstration programmes, construction of refuelling infrastructure,
establishment of codes and standards, and a general push to enlarge
the consumer market for fuel cells and fuel-cell vehicles. Specific
commercialisation targets include 50 000 fuel-cell vehicles on the road by
2010, 5 million in 2020, and 15 million in 2030, and a similar development
is targeted in the field of stationary fuel cells for (distributed) power
generation.

The US conducts the vast majority of its R&D on hydrogen and fuel cells under
the “Hydrogen, Fuel Cells and Infrastructure Technologies Program,” which
funds research, development, and validation activities linked to public-private
partnerships. The programme is led by the US Department of Energy (DoE)
and integrates the activities of a number of US government agencies,
including the Department of Defence, the Department of Transportation and
the Environmental Protection Agency. The government's current role is to
concentrate funding on high-risk, applied research in the early phases of
development to the point where the private sector can make informed
decisions on whether or not, and how best to commercialise these
technologies. With a fiscal year 2004 budget of US$ 144 million, the
programme seeks to implement recommendations in the President's National
Energy Policy, the DoE Strategic Plan, and the National Hydrogen Energy
Vision and Roadmap.

Similarly, Canada's HFC R&D work contains various programme elements

focusing on the development of clean, efficient technologies for the
production of hydrogen using renewable or sustainable energy sources. The
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hydrogen R&D programme has been managed by Natural Resources Canada
since 1985 and is largely based on costshared R&D partnerships with
the private sector - focusing primarily on automotive fuel-cell technologies,
stationary power applications concentrating on solid oxide fuel cells (SOFC)
and portable power using direct methanol fuel cells. Overall, the Canadian
programme is oriented towards the development of technologies with short-
to-medium term commercial potential. The R&D programme focuses on
hydrogen production and storage; fuel-cell commercialisation; and the
development of co-ordinated hydrogen and fuel cell standards that will be
required for hydrogen to be a safe and cost-effective energy carrier. Two of
the most successful technologies have been the Ballard PEM fuel cell and
the Stuart Energy alkaline water electrolyser. Overall, these efforts have
recently been strengthened by Canada's $1 billion “Climate Change Plan for
Canada", which allocates C$ 130 million to developing a hydrogen economy
in Canada.

Australia's national hydrogen study, undertaken in 2003, investigated
the" longerterm potential of hydrogen and fuel cells in relation to transport,
portable appliances and distributed generation, particularly in remote areas.
Since the completion of the study, the Australian government has released an
energy White Paper in which it acknowledged the long-term importance of
hydrogen as an energy carrier, and the need for Australia to be involved in the
development and adoption of appropriate international codes and standards.
In relation to the provision of funding for hydrogen initiatives, R&D under way
in Australia is largely associated with broader government programmes and
other policy initiatives. These support, for example, Australia's participation in
bodies such as the International Partnership for the Hydrogen Economy
(IPHE) as well as the country's participation in established forums such as the
International Energy Agency (IEA) and the Asia Pacific Economic Co-operation
(APEC). At the national level, research and development into hydrogen is
occurring in a number of universities as well as through Energy Transformed,
a significant, wide-ranging and long-term initiative of the Commonwealth
Scientific and Industrial Research Organisation (CSIRO), Australia's principal
publicsector research institution. Through CSIRO, a comprehensive review of
Australian hydrogen and fuel cell technology projects is being compiled,
and this is expected to be completed before the end of 2004. Australia is
an example where hydrogen and fuel-cell R&D is consistent with the
government's objective of reducing the greenhouse gas intensity of energy
supply and use. Hydrogen and fuel-cell work is an element of Australia's
COAL21 programme which includes research into hydrogen production by coal
gasification (and employing carbon sequestration) as part of the national
clean coal strategy.

Most of the other HFC programmes are not integrated. For example, Austria,

despite having no overarching HFC programme, has some 40 Austrian
organisations involved in 50 ongoing hydrogen and/or fuel-cell projects. The
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Danish fuel-cell strategy is oriented towards smaller SOFC and polymer
electrolyte fuel cell (PEFC) stationary power systems and a total of 35 projects
with a total budget of €22.63 million were approved in the period 1998-
2002. Although Greece has no specific HFC programme, it conducts a
plethora of R&D activities, undertaken by Greek research institutions in the
context of EC co-funded projects. The Netherlands reports that “all aspects of
hydrogen technology are being investigated, and R&D on hydrogen
production is but one part.” So while the Netherlands has no significant
hydrogen research programmes, in 2003 it did initiate the "Sustainable
Hydrogen" project, intended to stimulate hydrogen-related activities at
universities. Within the German federal programme for "Energy Research
and Energy Technologies", the Ministry of Economics and Labour (BMWA)
supports RD&D of fuel cells and hydrogen technologies. Intensive measures
on hydrogen technologies started in Germany in 1988 and were concentrated
on the development of specific technologies like hydrogen production using
electrolysis, hydrogen storage and on larger projects to demonstrate the
complete supply chain of a solar hydrogen energy economy. This work was
concluded in 1995-1999 with the result that in principle the main
components of a hydrogen energy system were developed and functioning.
Since 1995, RD&D was concentrated on fuel cells with an annual BMWA
budget of €8-10 million per year. In the "Programme on Investment into
the Future”, launched in 2001, more than 40 additional projects, i.e. the
construction of several 250 kW molten carbonate fuel cell (MCFC) plants or
the demonstration of a hydrogen infrastructure under the EU CUTE project,
are being funded by BMWA. Noteworthy are the annual €15 million support
of basic research in the Helmholtz research centres by the Ministry of Research
and Education and the programmes of the Ldnder, for example Bavaria's
"Hydrogen Initiative" or the North-Rhine Westphalia "Hydrogen and Fuel
Cell R&D Programme", both being funded at a rate of €7 to 10 million per
year. Norway's research focuses on producing hydrogen from its abundant
natural gas resources or by electrolysis, utilising electricity from its hydro-
electric generation facilities. Regardless of the approach taken on HFC
research and development, a vast amount of information was reported in
response to the IEA's HCG survey questionnaire.

PRIORITY AND GAPS IN THE IEA TECHNOLOGY
COLLABORATION

The Hydrogen Co-ordination Group is currently assessing priorities and gaps
in the IEA R&D programme to identify areas in need of further effort and co-
operation. Current R&D and policy activities cover many, if not all major R&D
topics. Whilst R&D “gaps” are rare, the more detailed the breakdown of
R&D areas, the more areas appear in need of further R&D work and call for
increased efforts to achieve H,/FC deployment relatively soon.
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Beneath the bold target of a "hydrogen economy” lies a very complex array of
technologies and logistics. The Hydrogen Co-ordination Group (HCG) has
drawn attention to the economic, environmental and security implications of
the entire hydrogen chain, including production from primary energy sources
(fossil, nuclear, renewable energy), distribution, storage, end-uses, and
infrastructure requirements. The hydrogen chain should ideally remain CO,-
neutral from production to the end-uses. And equally important to the
emissions target is the need to bring down the costs of each stage of the
process so that hydrogen can become an affordable energy carrier. All these
issues are being investigated in the national R&D programmes of IEA
countries or through participation in relevant IEA Implementing Agreements
(IAs). Three of them in particular, i.e. Hydrogen, Advanced Fuel Cells, and the
Greenhouse Gas R&D Programmes, are central to HCG activity. Other IAs
(Clean Coal Centre, Advanced Motor Fuels, Hybrid and Electric Vehicles,
Bioenergy, and Hydropower) provide contributions on specific topics.

The Hydrogen Implementing Agreement (HIA) has been operating for
25 years. Member countries are Canada, Denmark, the EC, France Japan, Italy,
Iceland, Lithuania, the Netherlands, Norway, Spain, Sweden, Switzerland, the
UK and the US, and contacts are under way for the participation of Australia,
Austria, Finland, Germany, Hungary, Korea, New Zealand and Singapore.
Current work focuses on photo-electrolytic and photo-biological hydrogen
production, hydrogen from carbon-containing materials, solid and liquid
storage materials, system integration and demonstration projects. The
agreement is also active in networking, communication, and outreach
activities. Achievements include a photo-electrochemical water-splitting
process with 16% efficiency, a hydrogen production process from algae,
metal hydride storage materials with 5% (weight) at 150°C, a database on
metal hydride storage materials (www.hydpark/ca.sandia.gov), about
22 international demo projects and engineering modelling to analyse
energy hydrogen systems, and the design of a pre-combustion natural gas
decarbonisation plant. The Hydrogen Agreement also collaborates with
several industrial partners. Its priorities for future work are:

« Continued work on photo-electrolytic and photo-biological production.

Production from wind and solar thermal energy via electrolysis and high-
temperature water splitting.

Production from fossil fuels (coal and natural gas) with CO, sequestration.

Production from nuclear energy.

High-temperature electrolysis.

Solid storage, and bulk storage.

Hydrogen supply purity in relation to demand requirements.
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« Hydrogen trading issues.
» Codes and standards and safety issues.
« Taining, education and dissemination aspects.

The Advanced Fuel Cells (AFC) Implementing Agreement works on a full range
of key issues concerning the development of various fuel-cell technologies,
their fuels (hydrogen, natural gas, etc.), and their stationary, portable and
mobile applications. Current work addresses measures to reduce costs and
improve performance, and investigate commercialisation and deployment
issues through demonstration projects. Participating countries are Australia,
Belgium, Canada, Finland, France, Germany, ltaly, Japan, Korea, the
Netherlands, Norway, Sweden, Switzerland, the UK and the US. The AFC IA
collaborates with the Clean Coal Centre and the Hydrogen Agreements. The
AFC's work has identified barriers to commercialisation of various fuel-cell
technologies. Key issues are the need for improved, low-cost stack materials
and catalysts, higher power densities, longer lifetimes (beyond 40 000 hours),
packaging, fuel storage, and responsive, light-weight on-board reformers.
Non-technical barriers relate to the need for standards and regulations,
application/user requirements and training of technicians and field experts.

As already mentioned, for more than ten years the Greenhouse Gas R&D
Programme (GHG) has provided an international source of information and
assessment of technologies to reduce GHG emissions with a focus on CO,
sequestration technology. GHG achievements include a comprehensive
assessment of performance and costs of the CO, sequestration technologies,
i.e. potential for emissions reduction from coal and gas; CO, capture,
transmission (by pipeline and tanker) and storage costs; impact on plant
efficiency and electricity costs; and overall costs of CO, avoidance. Also,
costs of H, production from natural gas and coal with CO, sequestration;
implications of introducing H, in existing natural gas pipelines and effects on
performance of the end-use appliance. Priority activities in hydrogen are:
production from fossil fuels with CO, sequestration, transmission and
distribution; mix hydrogen/natural gas supply by pipeline networks.

According to the survey conducted by the Hydrogen Co-ordination Group
(HCQG), there are no large gaps in current R&D programmes but increased
efforts are required to:

« Reduce costs of producing and storing CO,free H,.
» Reduce costs and improve lifetime of fuel cells.
« Improve on-board hydrogen storage for fuel-cell vehicles.

Production R&D should focus on fossil fuels with CO, sequestration for the
transition phase, and on other sources for the longer term (nuclear, renewable
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energies with high-temperature electrolysis, photo-electrolytic and photo-
biological production). Costs of fuel cells and on-board hydrogen storage
are the most critical aspects for using hydrogen in transport. R&D should
focus on low-cost fuel-cell materials and catalysts with longer lifetimes, solid
storage materials and - as an alternative - responsive, light-weight, on-board
reformers. The HCG also identified broader recommendations to overcome
non-technical barriers such as:

» Analyse the potential and implications of the H, economy in future energy
scenarios; quantify investment for infrastructure.

Analyse early niche markets and understand user requirements.

« Harmonise international codes and standards.

Greater interaction with the private sector.

Public education, training of technicians and realistic information to policy-
makers.

LINKAGE BETWEEN BASIC SCIENCE AND ENERGY
TECHNOLOGIES

To meet world energy challenges, we will need advanced clean energy
technologies. These are not likely to be achieved with incremental technology
development. In other words, breakthrough is required. Linkage between basic
science and energy technology plays a critical role here.

The IEA Conference on Linking Basic Science and the Development of New
Energy Technologies held in Paris in April 2003 addressed this topic. The Ad
Hoc Group on Science and Energy Technologies (AHGSET) was established in
March 2004 to reflect a commitment by the IEA to continue this important
work and to extend the initial progress over the foreseeable future.

AHGSET is under the Committee of Energy Research and Technology (CERT).
Mr Barry Gale, CERT Vice-Chair and the US CERT delegate, is the Chairman.
Australia, Canada, France, Germany, Korea (as an observer), Japan, Italy (as
an observer), the Netherlands (as an observer), the United States, and the
European Commission, have agreed to participate in AHGSET.

The significance of AHGSET includes /) focus on energy technologies; /i) focus
on issues of importance to IEA member countries; /i) utilisation of [EA
Technology Networks such as CERT, Working Parties (End Use WP, Renewable
Energy WP, Fossil Fuel WP, Fusion Power Co-ordinating Committee, Hydrogen
Co-ordinating Group), Sub and Ad Hoc Groups (Expert Group on R&D Priority
Setting and Evaluation, Advisory Group on Oil and Gas Technologies), some
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40 Implementing Agreements which are at the core of the IEA's International
Energy Technology Co-operation Programme and which cover fossil fuels,
renewables, energy end-use (i.e. transportation, industry, buildings), fusion
power, information centres, system analysis and technology transfer; iv) close
co-operation with other international organisations, such as the Global
Science Forum (GSF), and the OECD.

AHGSET's mission is to support the development of new energy technologies,
strengthening the connections between basic science and applied new energy
programmes. One of the key elements of its activities is to hold workshops to
bring key stakeholders together. These key stakeholders include scientists,
energy technologists and public policy officials. The key stakeholders of IEA
non-member countries will also be invited. The strategy of these workshops
is to facilitate two-way exchanges. In other words, the aim of the workshops
is to explore what energy technologists need from basic scientists (demand
pull), whilst at the same time exploring what basic scientists believe they can
offer to energy technologists (science mining).






ENERGY POLICIES IN
NON-MEMBER COUNTRIES

CHINA

Explosive economic growth driven by surging fixed asset investment has
intensified the strains on the Chinese energy sector in 2003 and early 2004.
While official GDP growth has been measured at close to 10% over this
period, industrial activity seems to point to even higher growth. Chinese
policy-makers have taken steps to slow down investment, especially in
overheated sectors like real estate, steel and cement. Preliminary data in June
2004 show encouraging signs that these measures are beginning to work, but
it is far too early to declare a successful “soft landing”, especially as many of
the undisciplined investments could end up as non-performing loans in
the coming years.

ELECTRICITY SECTOR

Needed reforms in China's electric power sector have largely taken a back seat
to measures to address current electricity shortages. Electric power demand
has grown by over 15% annually in the last two years and far exceeded the
amount of newly added generating capacity. The lack of generating capacity
has been intensified by shortages of (inexpensive) coal, rail capacity and
rainfall in hydro-reliant areas. Over two-thirds of Chinese administrative
regions have experienced blackouts or shortages since 2003. Shortages
peaked in the summer of 2004, with cities like Shanghai, Nanjing, Beijing and
Guangzhou implementing emergency measures to control peak load. Given
these recent shortages, government officials are again paying great attention
to demand-side issues when discussing overall energy policy.

The Energy Bureau in China's National Development Reform Commission,
which was created in March 2003, has moved quickly to encourage the
building of new plants, with nearly 40 gigawatts of capacity to come on line
in 2004, and even more in 2005. There is growing concern, however, that
China will overshoot the target and again experience overcapacity in power
generation by 2007 or 2008 if either or both of the following situations occur:
i) the economy slows suddenly, or /i) too many plants are built that have not
been approved by the government. The difficulty of balancing power demand
and supply in a country where new capacity additions in 2003 and 2004
match the total installed capacity of a country like the UK, cannot be
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overstated. But the introduction of reforms to influence investor and consumer
behaviour would clearly help bring the two into better balance. A revision
to the Electricity Law is scheduled to be published in late 2004 or 2005,
but analysts are concerned that, by itself, it will be too general to bring about
the changes needed.

OIL SECTOR

Chinese petroleum demand has also grown explosively, with an alarming
percentage now imported from abroad. In 2003, Chinese crude oil imports
jumped by 31% to reach 91 million tonnes, with roughly similar growth
anticipated for 2004. China will probably have to import 40% of its crude oil
needs by 2005. To address the growing insecurity of supply, China has
intensified efforts to take oil equity stakes in overseas oil production assets
and to import oil via pipeline. China has demonstrated growing interest in co-
operating with Kazakhstan over a 20 million tonne per year cross-border crude
pipeline, even though the economics are questionable. Progress on this
pipeline may accelerate if Russia builds a line from Irkutsk to Nakhodka on
its Pacific coast rather than to Daqing as the two countries had previously
anticipated.

China has also continued to build its strategic petroleum reserve capacity,
although little official information on progress or strategy has been released.
Four sites are reportedly under construction, with the first to be completed in
2005. Two of the depots are located in Zhejiang province, with the other two
in Liaoning and Shandong. Chinese policy-makers claim that global oil prices
have recently been too high for them to actually begin storing oil at the
facilities. After prices decline, they will begin stockpiling around 10 million
tonnes in phase | by 2007 and over 20 million tonnes in phase Il by 2010.
The IEA Secretariat has held two workshops with the Chinese oil policy-makers
on how to build and operate strategic reserves, and plans to continue
collaboration on operational aspects in 2004 and 2005.

GAS SECTOR

China's natural gas sector continues to attract considerable attention and is
at the heart of the country's priority to rationalise its energy supply structure.
In 2003, China produced 35 bcm of natural gas, ranking approximately
18" in the world. It accounted for about 2.5% of the country's total energy
consumption, compared to the world average of 24%. Government planners
envision gas demand rising to 200 bcm by 2020 (equivalent to about 10% of
the projected total energy share), with roughly one-third imported from
abroad and two-thirds produced domestically.
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Actions that support the government's new attention to gas include:

« Construction of a 3 900 km-long East-West pipeline that will eventually
deliver 12 bcm of gas from Xinjiang to Shanghai; the eastern half of the
pipeline began operations in late 2003, and opening of the western half
has been advanced to year-end 2004.

« Construction of two LNG import terminals (Guangdong and Fujian), with
plans for up to eight others in the near future. LNG has attracted huge
attention recently as domestic coal prices have soared and the clean fuel
now looks much more competitive.

« Detailed discussions and a feasibility study to import approximately 20 bcm
of natural gas from Russia's Kovytka field to north-east China beginning
in 2008.

o Acceleration of other smaller domestic and offshore pipelines to bring gas
to urban areas.

The IEA Secretariat was following up on its 2002 study on Chinese gas issues
by participating in a high-level policy seminar on 10 July 2004 in Beijing.

COAL SECTOR

China's coal sector has expanded output enormously in the past few years,
but shortages still result in lost economic output. Coal production is up
approximately by 16% so far in 2004 after exhibiting similar growth in 2003
to approximately 1 600 million tonnes. Statistics that track coal-related
emissions of sulphur oxides, particulates and carbon dioxide are also up
sharply for the first time since the mid-1990s.

China is also likely to give greater attention to renewable energy supply in
the coming years. A new law on renewable energy is to be issued in 2005
with the aim of promoting investment in small hydro, wind power and
photovoltaics. These sources of “new energy” could play a significant role
in meeting development needs in remote areas, but their overall impact
in developed, urban areas of China has been hindered by high cost, technical
difficulty, and distorted markets. There is growing talk in China of introducing
more significant energy taxes, which could provide greater incentives for clean
energy and demand-side energy management.

INDIA

India has made considerable progress with energy sector reforms and
restructuring in recent years. However, the pace of reforms varies considerably
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between energy sub-sectors, and the country still lacks a comprehensive
national energy policy that could identify the challenges, outline a vision for
the future and propose a coherent policy. Work towards a national energy
policy started in early 2004. The new government which took office in May
2004 following national elections confirmed that the development of an
integrated national energy policy remains a major priority. An integrated
national energy policy is seen as a key ingredient for achieving energy
security, which is given paramount importance in the new government's
policy declaration.

ELECTRICITY SECTOR

Substantial progress has been made with power sector reform in India in the
last few years. The Electricity Act 2003 is an enabling legal framework
capable of adapting to the changing situation in the sector and providing
long-term legal certainty to potential investors. It replaces and consolidates
all existing provisions for the power sector. The act reflects several of the
recommendations contained in the IEA Secretariat's 2002 publication
Electricity in India, in particular those related to independent sector
regulation, the need for a national tariff policy, the reduction of subsidies and
cross-subsidies, the vertical unbundling of State Electricity Boards (SEBs), the
commercialisation and corporatisation of sector entities and the need
to pursue rural electrification outside the main grid through decentralised
supply systems. The act seeks to effectively insulate the tariff-setting process
from political considerations and limits the roles of the central and state
governments to providing overall policy guidance. Accordingly, regulatory
responsibility for the sector is being vested in the Central Electricity
Regulatory Commission (CERC) and the State Electricity Regulatory
Commissions (SERCs) whose establishment has been made mandatory. As of
end 2003, 20 states had established SERCs and tariff orders have been issued
in 18 states. The act also allows for the introduction of a multi-year tariff
framework. In April 2004, CERC announced a five-year tariff order stipulating
a flat 14% return on equity for all central public-sector undertakings and
mega private projects. These legal and regulatory reforms in the power sector
are of course positive, but their implementation will determine their
effectiveness in achieving reform of the sector.

The Indian private sector has reacted positively to the new business
opportunities arising from the provisions made in the act. The act recognises
transmission as a separate activity and permits private-sector participation.
At the end of December 2003, the first transmission licence under the act was
awarded to a joint venture between the state-owned Powergrid Company and
the privately-owned Tata Power, with the latter being the majority shareholder,
making it India's first interstate transmission project in the private sector.
CERC operationalised open access in interstate transmission with effect from



Overview... ENERGY POLICIES IN NON-MEMBER COUNTRIES

6 May 2004. The act also opened the sector for power trading and the first
licence was issued to Power Trading Company in July 2003; seven more
licences have been issued since then. The terms and conditions of interstate
trading were notified by CERC in February 2004.

OIL AND GAS SECTORS

Oil and gas have emerged as the most dynamic energy sectors in India. The
sectors have seen major policy developments in the last few years that have
substantially altered investment conditions in the sectors, even if deregulation
and the creation of a comprehensive legislative framework are far from
complete. The launching of the New Exploration Licensing Policy (NELP), the
abolition of the administered pricing mechanism for oil products, and
the opening of the retail and refining markets to the private sector have all
resulted in strong interest by Indian oil companies to invest.

Major international oil and gas companies showed only limited interest in the
NELP. The government reacted to this in January 2004 with a decision
to remove the ceiling on foreign direct investment limits on virtually all
activities in the petroleum sector and to allow up to 100% equity by foreign
investors. In a further step towards sector deregulation, the government
allowed foreign investors to participate in the initial public offering (IPO) of
10% of its equity share in the Oil and Natural Gas Corporation (ONGC) and
the Gas Authority of India Limited (GAIL), two of the country's largest
companies. The IPOs went ahead in March 2004, were quickly oversubscribed
and brought almost US$ 2.5 billion in revenue to the government.

The construction and operation of petrol retail outlets has long been limited
to public-sector companies. In late 2003, the country only had 20 000 petrol
outlets. In 2003, the ministry revised its policy and issued over
11 000 licences to the private sector to establish retail outlets. All major
private-sector companies have applied for licences and the first 1 500 private
petrol outlets are expected to become operational by the end of 2004.

India officially entered the LNG economy on 30 January 2004 with the arrival
of the first tanker at its Dahej terminal on the western coast which has a
capacity of 2.5 million tonnes per annum. However, India is facing major
challenges on its way to becoming a sophisticated gas economy, including the
lack of sufficient transmission infrastructure and of a coherent legal and
regulatory framework. Construction of a “National Gas Grid" is one of the
major priorities and GAIL has recently unveiled plans for the construction of
over 7 000 km of pipelines at a cost of about US$ 4.5 billion by 2008.

Issuance of a draft LNG policy paper announced for 2003 has been
postponed and the draft Petroleum Regulatory Board Bill is still pending
owing to ongoing discussions about the proposal to extend the scope of the
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bill to cover the gas sector too. In September 2003, the government issued a
draft policy for the development of a gas pipeline network that foresees the
construction of the future gas transportation network on a common carrier
principle with requirements for third-party access under public ownership and
management. GAIL was nominated as monopoly builder and operator
of cross-country gas pipelines. The draft policy triggered substantial debate
among industry players, and the private sector in particular raised questions
about a conflict of interest resulting from the different roles of GAIL as
producer, transporter and retailer of gas. Discussion of the draft policy
is ongoing. Critics have also pointed out that the current approach to sector
regulation is unlikely to attract the urgently needed foreign investment into
the sector and that the lack of a consolidated legal and regulatory framework
might weaken its growth potential. However, it is now expected that instead
of pushing ahead with the pending multiple legal bills, the new government
will consolidate them within the integrated national energy policy it is
committed to issue.

ENERGY SECURITY

As a response to India's increasing import dependence on crude oil, the Indian
Cabinet approved a plan for the establishment of strategic oil stocks in early
2004. Construction of storage facilities is expected to commence towards the
end of 2004, as announced by the new government. Stocks are part of India's
four-pronged approach to oil security consisting of: j) increased domestic
exploration and production efforts under the NELP; /) import source
diversification through overseas investments by public Indian oil and gas
majors; i) fuel diversification, e.g. compressed natural gas (CNG) and
iv) strategic oil stocks. The government expects its strategic oil storage to
provide an emergency response mechanism against shortterm supply
disruptions. The government had consulted with the IEA since 2000 in
preparing its proposal, which resulted in an acceleration of India's decision-
making process. The Indian government requested the IEA Secretariat to
organise a Joint Workshop on Indian Emergency Oil Stocks, which took place
in New Delhi in January 2004. The Joint Joint Workshop received much
interest from the local and international media who highlighted the role of
[EA in the government's decision-making process. Beyond this co-operation for
the workshop, a joint press release issued on the second day outlined future
areas of co-operation, including the regular exchange of information and
the establishment of a hotline for information-sharing during emergencies.

COAL SECTOR

Coal will remain the dominant commercial fuel in India. However, despite
its huge reserves, India faced a demand-supply gap of about 40 million tonnes
in 2002-2003, which is set to widen to about 95 million tonnes by 2010.
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The coal sector is in desperate need of structural reform to raise
the investment required to close the demand-supply gap. Moreover, the coal
sector is the only key energy sub-sector that has not seen any fundamental
restructuring of its legal and organisational structure in over 30 years.

The Indian government has recognised that the coal industry stands at
a crossroads. While it is poised for substantial growth, it requires huge
infusions of both capital and technology to really take off. There is a growing
awareness that this cannot be accomplished without public-private
partnership. However, currently there is no comprehensive sector reform and
investment mobilisation strategy in place. A draft legislative bill, the “Coal
Mines (Nationalisation) Amendment Bill" that would allow private-sector
participation in commercial mining beyond captive usage has been pending
in Parliament since 2000. The Ministry of Coal is also considering introducing
a "Coal and Lignite (Regulation and Development) Bill". This new bill would
be more comprehensive than the pending legislation and would introduce
competitive bidding in allocation of mining blocks, create an independent
authority to oversee competitive bidding with the aim of creating a level
playing field between the public and private sectors, and broaden the
eligibility of the Build-Own-Operate Project for coal washeries. Under the
proposed captive mining policy, private Indian companies operating power
projects as well as coal or lignite mines for captive consumption in such
projects may be allowed foreign equity up to 100%, provided that the coal or
lignite produced by them is meant entirely for captive consumption in power
generation. Private Indian companies engaged in exploration or mining of
coal and lignite for captive consumption, for production of iron and steel and
production of cement may be allowed foreign equity up to 74%.

Both bills were drafted in response to the fact that the policy permitting
captive mining for domestic power, iron, steel and cementsector companies,
introduced in 1993, received only a lukewarm response. Only five projects
have materialised since then, because of the restrictions on selling coal in
excess of captive needs in the free market. However, there appears to be little
political support within the new government to move more decisively towards
fundamental sector restructuring. Given the new government's emphasis on
protection of employees and employment creation and the fact that it
depends on support from the leftist block, it is unlikely that major structural
changes in the coal sector will be instituted.

SOUTH-EAST ASIA

Recovering from the Asian financial crisis of 1997-1998, demand for energy,
particularly petroleum, is growing rapidly in the countries of the Association
of South-East Asian Nations (ASEAN). To address region-wide energy issues,
the ASEAN Senior Officials Meeting on Energy (SOME) and the ASEAN
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Ministers of Energy Meeting (AMEM) are held annually to review the progress
of policy and programmes in place and to provide direction for future regional
policy and programmes.

ENERGY SECURITY

As Malaysia and Indonesia move from net oil exporter status to net importers,
ASEAN as a region is now a net importer of oil. Combined with rapidly
expanding transport sectors and global socio-political uncertainty, ASEAN
countries are very conscious of oil and energy security issues. While longer-
term security issues are being addressed through energy source and mix
diversification policies, oil disruption crises are also being addressed. The
1986 ASEAN Petroleum Security Agreement (APSA) remains under review
and its operationalising instrument, the “Co-ordinated Emergency Response
Mechanism"” (CERM), is close to agreement at the industry level.

Recognising the need for an interim measure to address a supply crisis, ASEAN
Energy Ministers agreed to work towards a regional co-ordination and
consultation procedure. A “Standard Operating Procedure” (SOP) has been
agreed at the ASEAN industry level and will be reviewed by a special meeting
of the SOME in 2004. Ministers also agreed to open a dialogue with Middle
East oil-producing countries to promote stability in the global market and
secure markets in ASEAN.

The IEA and its ASEAN partner, the ASEAN Council on Petroleum (ASCOPE),
continue to collaborate on the region-wide 2003-2004 "ASEAN Oil Security
and Emergency Preparedness” Project. This project includes policy and
technical workshops, site visits, information exchange and key ASEAN
participation in an IEA Emergency Response Exercise. The project is providing
increased awareness of global and national energy security issues, along with
very practical mechanisms to address such issues.

TRANS-ASEAN ENERGY NETWORK

To address issues of longerterm security, energy mix and source
diversification, sectoral efficiency and environment sustainability, ASEAN
policy-makers continue towards establishing the Trans-ASEAN Energy
Network, made up of the ASEAN Power Grid (APG) and the Trans-ASEAN
Gas Pipeline (TAGP).

The newly formed Heads of ASEAN Power Utilities and Authorities (HAPUA)
Council, responsible for APG planning and co-ordination, recently established
eight electricity sector working groups and a permanent HAPUA Secretariat
with a three-year term rotation.
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Five power interconnection projects are planned within 2005-2009.
Recognising the need for cross-border harmonisation to facilitate
interconnections based on commercial trade, HAPUA is preparing a study on
the challenges, opportunities and options for electricity trading in ASEAN as
well as an ASEAN Co-operation Agreement on a common policy for regional
power interconnection and trade.

Gas interconnections between national markets and cross-border fields are
being developed when commercially expedient, and the ASEAN Council on
Petroleum (ASCOPE) maintains its policy, planning and co-ordination support.
The ASEAN Memorandum of Understanding (MOU) on the TAGP recently
entered into force and it sets out the co-operation framework for greater
public-private partnership in the development of the TAGP. ASCOPE recently
completed models for a TAGP Gas Sale and Purchase Agreement and a Gas
Transport Agreement. A proposal for the creation of the Joint Venture
Company (JVC), including a business plan for opportunities in the ASEAN gas
industry, is being finalised.

The recently formed ASEAN Gas Consultative Council (AGCC) is an industry
and government policy and analysis council. It is undertaking studies into
taxation/tariff matters, financing, transit rights and access, security of supply
and emergency supply, and health and environment.

ELECTRICITY AND GAS SECTOR REFORMS
AND PRIVATE-SECTOR INVESTMENT

ASEAN governments and industry recognise the need for private-sector
investment in the ASEAN electricity and gas networks, and ASEAN Energy
Ministers called on the private sector to actively participate on a commercial
basis. To support this investment, ministers agreed to work to create a stable,
predictable and competitive business environment.

ASEAN countries' electricity and gas reforms and regulations are seeking
to provide stable and predictable national frameworks for energy project
investment and cross-border interconnections. The IEA and its ASEAN partner,
the Philippines Department of Energy (PDOE), are collaborating on an
ASEAN-wide 2003-2004 “Role of Regulators and Regulatory Frameworks in
ASEAN electricity and gas sector reform: a comparative examination of
national and regional models" project. This project includes a study tour of
European electricity and gas regulators and industry, a meeting to develop
an "ASEAN Forum for Energy Regulators”, information exchange, and a
conference on “National Regulatory Models and Regional Regulatory
Frameworks in the Electricity and Gas Sector”. The project is providing
increased awareness of global and national energy regulatory issues and
models for national and regional reqgulators.
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ASEAN PLAN OF ACTION FOR ENERGY CO-OPERATION
(APAEC) 2004-2009

Recognising the effectiveness of the first ASEAN Plan of Action for Energy Co-
operation (APAEC) 1999-2004 in providing a clear structure for ASEAN-wide
co-operation, an APAEC for 2004-2009 was recently agreed. This can be
viewed in detail at: http;//www.aseansec.org/pdf/APAEC0409.pdf

Under the APAEC, specialised bodies such as the ASEAN Centre for Energy
(ACE), the ASEAN Council on Petroleum (ASCOPE), the Heads of ASEAN
Power Utilities and Authorities (HAPUA) Council, the ASEAN Forum on Coal
(AFOC), the Energy Efficiency and Conservation Sub-Sector Network (EE&C-
SSN), the Renewable Energy Sub-Sector Network (RE-SSN), and the newly
established Regional Energy Policy and Planning Sub-Sector Network (REPP-
SSN) are involved in the formulation and implementation of ASEAN energy
co-operative activities.

The new APAEC reflects key regional energy issues in the context of
anticipating sustainable development and global policy scenarios. Specific
action plans address the recent Ministerial directions, including:

Strengthen co-ordination/participation to narrow the development gap
among ASEAN countries.

Encourage a conducive environment for greater private-sector participation,
including securing foreign direct investment.

Enhance human resources and capacity-building skills.

Develop the energy mix and supply source by utilising regional resources,
including frontier exploration and development and research on oil, natural
gas, coal, hydropower, geothermal, EE & C and renewable energy.

 Develop transparent legal, regulatory and technical frameworks in various
energy projects, in particular the cross-border interconnection projects.

INTERNATIONAL COLLABORATION

Recognising the positive impact of dialogue and exchange with non-ASEAN
countries and international agencies on ASEAN policy and programmes,
ASEAN Ministries and agencies have established ongoing relations and
collaborative programmes with ASEAN “dialogue partners".

VIENTIANE INTEGRATION AGENDA 2004-2010:
ASEAN ENERGY CO-OPERATION INPUTS

The ASEAN Energy Co-operation Inputs to the draft Vientiane Integration
Agenda (VIA) 2004-2010 establishes energy co-operation activity milestones
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until 2010. These milestones draw on the APAEC and aim at enhancing the
integration of the Trans-ASEAN Energy Network, promoting energy security,
enhancing market reforms and liberalisation, and preserving environmental
sustainability.

The milestones are:

« Operationalisation of the ASEAN Memorandum of Understanding (MOU)
on the Trans-ASEAN Gas Pipeline (TAGP) project with a fully functional
ASEAN Gas Consultative Council and ASCOPE Gas Centre.

« Significant implementation of the ASEAN Power Grid (APG) project with an
established policy framework and modalities for interconnection and trade.

 Enhanced energy infrastructure facilities in ASEAN with the commissioning
of three gas pipelines under the TAGP and five power interconnections
under the APG.

o Comprehensive institutional arrangements for enhanced security and
stability of energy supply.

o Enhanced sustainable energy development through expanding markets for
renewable energy technologies and energy-efficient products.

« Increased renewable energy in the ASEAN power generation mix to at least
10%.

LATIN AMERICA?*®

Over the past 15 years, energy policy reforms in key Latin American countries
have achieved mixed success, often influenced directly by domestic political,
social and economic instability. Enormous challenges remain in developing
appropriate policies and regulations to ensure secure, clean and affordable
energy access in Brazil, Mexico, Venezuela, Argentina and Bolivia. Most
importantly, stable investment environments must be created to ensure
adequate expansion of the energy sectors, and demand-side policy measures
are needed to promote efficient energy use.

BRAZIL

Brazil is the largest economy in Latin America, and ranks 10t among global
power energy consumers. It is the fourth-biggest power energy user among
[EA non-member countries after China, India and Russia. It depends on

28. All non-quoted statistic data and information has been prepared and produced by the IEA.
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hydropower to generate 83% of its electricity supply, and has instituted strong
measures to promote renewable energy use.

Brazil has the third-largest proven oil reserves in Latin America after Venezuela
and Mexico, and its oil production has risen steadily in the past few years
driven by the goal of achieving self-sufficiency by 2006 and net-exporter
status by 2010. PETROBRAS is expanding investment domestically and
overseas, and is the only company in Brazil to achieve commercially viable
discoveries in recent years.

Liberal reform measures taken by the Cardoso administration in the late
1990s and early years of the new century included, inter alia, privatisation,
unbundling and the establishment of independent regulators. These measures
met with severe challenges due to macroeconomic instability, implementation
delays and a prolonged drought leading to an electricity crisis; which, as a
result, required the implementation of further new measures.

In March 2004, Brazil's new Lula administration approved the New Electricity
Model which aims to strengthen supply security, increase competition, and
rationalise regulation in order to attract greater investment. The
implementation of the New Electricity Model has already begun with the
issuance, at the end of July and first half of August 2004, of three law decrees
that regulate it. Likewise, the government has initiated a New Natural Gas
Model, expected to be approved by the Parliament by the end of 2004,
although there is no official deadline for the completion of the Natural Gas
Law's reform. The new natural gas policy would aim to clarify federal and state
jurisdiction, and improve pipeline planning, financing and operation.

Despite controversy, the reform of regulatory agencies is also under way.
The responsibility for awarding concessions in the electricity, oil and natural
gas, water, telecoms, and transport sectors would be taken away from the
regulators and given to relevant ministries instead.

MEXICO

Mexico has the second-largest proven oil reserves in Latin America after
Venezuela,® it is the world's fifth-largest oil producer and the largest in Latin
America. In addition, it is the fifth-largest oil exporter in the world and the
second-largest oil exporter in Latin America behind Venezuela. While Mexico
is one of the world's major natural gas producers and the second-largest in
Latin America behind Argentina, it still imports around 16% of its total
demand from the United States at relatively high prices. Mexico faces

29. World Energy Council, Survey of Energy Resources, 20™ Edition (Elsevier Ltd.: London, England), 2004,
pp. 43-45.
30. Ibidem, pp. 43-45.
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significant challenges in meeting the investment needs of an expanding
energy sector.

Mexico's Ministry of Energy forecasts a growth in power energy demand of
5.6% annually through 2012,* requiring a huge investment that the State
cannot meet alone. In this respect, the Fox administration has worked hard to
enact reforms that will allow more private and foreign investment in the
energy sector, but legislative opposition and constitutional constraints have
limited progress. Without demand-side policies and significant new
investment to develop new energy sources and construct the associated
infrastructure, Mexico could soon face a severe energy shortage.

At present, private participation in the oil and natural gas sectors is only
allowed through service contracts where resources ownership remains under
PEMEX and fixed amounts are paid for work performed. In the power sector,
where there are two state-owned electricity companies, limited private
investment (independent power producers, self-suppliers, co-generation) has
been allowed since 1992.

LNG imports are expected to grow rapidly in Mexico over the coming decade.
A significant share of this gas could be re-exported to the United States,
whose own imports could be limited by public opposition to construction of
regasification terminals. Permits have been granted to private investors for the
construction of a terminal in the Port of Altamira and two in the Ensenada
region of Northern Baja California. Opposition to the latter has also raised
doubts about Mexico's ability to overcome NIMBY (not in my back yard) issues.

VENEZUELA

Venezuela has the world's sixth-largest proven oil reserves.® It is the world's
eighth-largest oil producer and the second-largest in Latin America behind
Mexico. In addition, Venezuela is the fourth-largest oil exporter in the world
and the largest in Latin America. It is also an OPEC member and a major
supplier to the United States. However, secure exports have been threatened
by political instability and strikes in the oil industry. Despite Venezuela's
hydrocarbon potential, investment needed to keep oil flowing has been
discouraged.

Venezuela has the largest proven natural gas reserves in Latin America and
the eighth-largest in the world.>* Over 90% of this natural gas is associated
with oil production, however, and a large share is reinjected to enhance oil

31. Energy Information Administration, Country Analysis Brief: Mexico, EIA website (2004),
<http;//www.eia.doe.gov > (5 Jul. 2004).

32. World Energy Council. See note 29, pp. 43-45.

33. World Energy Council. See note 29, pp. 129-130.
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production. The government is taking steps to expand natural gas
consumption by /) developing non-associated natural gas reserves;
ii) expanding pipeline infrastructure; /ii) constructing LNG export facilities,
and iv) building more natural gasfired power and petrochemical plants.
Foreign investment is allowed along the entire chain of Venezuela's natural
gas sector.

Private companies operate and own roughly 86% of Venezuela's installed
generating capacity.* Before President Chavez came into power almost six
years ago, Venezuela's electricity sector privatisation was under way. Laws
towards deregulation of the electricity market were enacted in 1999 and
2000, requiring the unbundling of integrated electricity companies’ activities.
Nevertheless, the completion of this privatisation process has been postponed
indefinitely owing to Venezuela's economic and political instability. It is
expected that distribution and transmission will remain as regulated
segments, while generation and marketing will be deregulated and opened
to competition.

Observers note that the current political climate has slowed down economic
development, and hence the needed investment in the energy sector.
Opposition parties pushed for a constitutional referendum, which was held on
15 August 2004, to decide if President Chavez would stay in power. President
Chavez obtained around 58% of the vote and won the referendum. He will
stay in power and complete his term through December 2006.

ARGENTINA

Argentina has the third-largest proven natural gas reserves in Latin America
behind Venezuela and Bolivia,* and it is the largest natural gas producer in
Latin America. Argentina had a Ieadmg role in energy reforms in the region,
although, at present, it is experiencing an energy crisis. Natural gas and
electricity shortages were caused by a lack of investment in the natural gas
sector because of low prices, and a drought that resulted in lost hydroelectric
output. In addition, the country's economic and financial crisis that began in
2001 critically affected the energy sector. Thus, recession, devaluation of the
peso, and massive foreign debts hampered the ability of energy companies to
invest in exploratlon and development Power cuts and energy rationing have
occurred in 2004 for the first time in a decade.

Argentina has been forced to restrict natural gas exports to Chile and Uruguay
as a result of the shortages, although the crisis is now easing. Argentina is
currently importing natural gas from Bolivia, and has auctioned the right

34. EIA, Country Analysis Brief: Venezuela, EIA website (2004),
<http;//www.eia.doe.gov > (6 Jul. 2004).
35. World Energy Council. See note 29, pp. 129-130.
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to import power from Brazil, which began in June 2004. Additionally, the
governments of Argentina and Venezuela have signed an agreement
to exchange agricultural goods from the former for oil from the latter.

In the midst of the energy crisis, President Kirchner announced a new energy
plan in May 2004. The plan calls for the implementation of a US$ 3.85 billion
investment programme to expand the country's natural gas and electricity
infrastructure by 2009. It also includes the creation of a new state-owned
energy company and measures regarding energy imports from Bolivia, Brazil
and Venezuela which had been taken previously. Measures to raise energy
efficiency and conserve energy are also encouraged. The bill that creates the
new state-owned energy company was approved by the Senate in mid-August
2004. The impact of the recent measures will take some time to assess.

Argentina has the fifth-largest proven oil reserves in Latin America,*® and is the
fourth-argest oil producer behind Mexico, Venezuela and Brazil; it is the third
net oil exporter of the region after Venezuela and Mexico. The oil sector
in Argentina is completely privatised. The decrease in production and investment
in the oil sector in 2002 is also linked to the collapse of the Argentinian
economy in 2001. However, a mixture of economic recovery, government
incentives and high oil prices encouraged a few oil companies to reinvest in the
country's oil sector in 2003.

BOLIVIA

Bolivia's proven natural gas reserves are the second-largest in Latin America
after Venezuela,” although it is the first in terms of non-associated gas. It has
the potential to become South America's natural gas hub, and could be a
major exporter of LNG to the United States and Mexico, although not without
greater political stability. At present, Bolivia exports natural gas to Brazil and
Argentina, and also has plans to export natural gas to Paraguay and to
increase existing exports to Brazil and Argentina in the future. However, the
plan to increase natural gas exports to Brazil could be negatively affected
by large new natural gas reserve discoveries in this country, which were
confirmed in 2003.

In September 2003, major protests erupted in opposition to the government's
plan to export gas to the United States and Mexico through Chile. A general
perception that economic liberalisation had not helped reduce poverty
contributed to the public revolt. The protests forced President Sanchez de
Lozada from power in October 2003.

36. World Energy Council, op. cit. note 29, pp. 43-45.
37. World Energy Council, op. cit. note 29, pp. 129-130.
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The new administration called for a referendum on the country's hydrocarbon
policy, including the revivification of the formerly state-owned company
Yacimientos Petroliferos Fiscales Bolivianos (YPFB). The referendum, which
took place on 18 July 2004, supported the proposals, although some time will
be needed before the outcome of the new measures comprised in Bolivia's
energy policy can be assessed. At present, it is very likely that Bolivia will
export its natural gas through a port in Peru, as a letter of intent on this
matter was signed by the leaders of both countries days after the referendum.
Under this document, Peru would create a special economic zone in order to
facilitate Bolivian natural gas exports. A final agreement is expected after the
approval of the New Hydrocarbons Bill by the second week of October 2004.
This bill would go further than the referendum proposals owing to pressure
from the opposition. Thus, it would renationalise upstream companies Andina
and Chaco and transport company Transredes, increase royalties and taxes on
hydrocarbon production to 50 %, and create a new oil regulator. As a result,
the State would own all hydrocarbons at the well-head, and exploration,
production, transport and trading would only be carried out by state
companies or fixed-length concessions. The private sector is opposed to this
bill, and considers that it puts future investment in Bolivia's hydrocarbon
sector at risk, and, hence, its development.

Most of the oil production in Bolivia is for domestic consumption. However,
during 1992-2002 it imported diesel to cover its demand for the product.
Thus, in order to decrease this diesel dependence, Bolivia is considering the
construction of two natural gas-to-liquids plants to produce diesel from gas.

The electricity sector in Bolivia is 53% hydro-dependent and 45% thermo-
dependent; the remainder is sourced by combustible renewables and waste.
The unbundling and privatisation of Bolivia's electricity sector began in 1994.

RUSSIA

In President Vladimir Putin's State of the Nation Address in 2003 and again
in 2004, he stressed the political goal to double the nation's GDP over the
next decade. In this context, energy sector reforms are increasingly essential
for Russia to match increasing domestic energy demand and export
obligations during a period of strong GDP growth without significant new
improvements in energy efficiency. GDP has been growing by an average of
6.7% per year during the period 1999 to 2003, much faster and more
sustained than most observers believed possible after the 1998 financial
crisis. Total investment requirements in the energy sector to 2020 are
estimated by the Russian government between $660 billion and
$770 billion** compared to the IEA's World Energy Investment Outlook

38. Russian Energy Strategy investment estimates include $70 billion for the heat sector and between
$50 to $70 billion directed to energy efficiency.
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2003 estimates of $660 billion. Whether Russia continues to play a
significant role in the future as a key oil and gas exporter depends on the
political will to continue the implementation of difficult reforms over the next
decade in order to attract the needed investment - domestic and foreign - to
sustain and increase current production for domestic needs (including
electricity generation) as well as export capacity.

ENERGY MARKET REFORM

The challenge of creating a more competitive gas sector will have to take as
its point of departure the existing structure of Gazprom, the state gas
monopoly. Increasing gas production from Russian oil companies and the
emergence of independent gas producers argue for sector reform, and this
reform will need to reflect the enormous investment challenges ahead.
A legacy of the Soviet system is the pricing structure where households (and
other customers such as district heating plants and services) hardly pay cost-
recovery prices. Changes here will have to be carefully implemented
to mitigate the social implications of higher prices. Another problem inherent
to the extreme distances from supplies to markets is the existence of large
price differentials between the Russian borders with Central Asian suppliers
and the countries of the EU-25 where market-based pricing predominates.
Finally, the reordering and reform of Soviet trading relationships and practices
with former Warsaw Pact partners, which include problems of non-payment,
barter, vestigial preferential relations and other non-market practices, make
market reform all the more difficult and retard the development of an
effective Eurasian gas market.

The Ministry of Economic Development and Trade (MEDT) has been drafting
various concepts for restructuring the gas sector over the past few years. As
expected, Gazprom has been quite open in its aversion to these concepts which
envision the eventual break-up of Gazprom, emphasising the threat these
plans pose to security of gas supply and to the whole economic and social
framework of the country. Given the company's central importance to the
economy, President Putin has been careful with Gazprom, holding off reformers
while at the same time pushing Gazprom to become more transparent and
open. The most recent reform plans of the MEDT call for the separation of
Gazprom's gas transportation business and Central Dispatching Unit into
100%-owned subsidiaries, gradual liberalisation of domestic gas prices by
2008-2010 and the basis for gas-on-gas competition within Russia. The
Russian government has promised to review the concept of gas sector reform
over summer/autumn 2004. The abrupt aboutface, in mid-March 2004, of
Gazprom's CEO Alexei Miller could reflect a growing consensus between the
MEDT and Gazprom. Miller stated that by the beginning of 2005, Gazprom
would financially unbundle its accounts according to activities - production,
transportation, gas processing, storage and distribution. Financial unbundling
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will allow for transparency in transportation tariffsetting - key for third-party
access - and will also clarify areas where efficiency and cost-cutting can be
enhanced. As experience in IEA countries has shown, financial unbundling is
a positive first step in liberalising the sector. Successful implementation and
further development of the government's restructuring plans are critical if
Russia is to sustain its economic growth while continuing to meet domestic
and export obligations. In this respect, the long-term contracts and alliances
Russia has formed with Central Asian countries allow Gazprom to delay its own
restructuring by controlling domestic non-Gazprom production while at the
same time effectively removing Central Asian gas as a potential competitor on
the export market. This is an increasing concern from a longerterm security of
supply perspective.

Until recently, government regulation of domestic gas prices, which are
thought to be below full-cost, is a critical uncertainty for the financial health
of the gas industry and its capacity to finance capital spending. Domestic
prices also affect prospects for Russian gas demand and, therefore, incentives
for energy efficiency, heightened competitiveness and the amount of gas that
will be available for export. The outlook to raise domestic gas prices to cost-
reflective levels (including investment costs, i.e. rate of return on investment)
over the next five years® is an essential factor in the reform of the gas sector
and the Russian economy as a whole. This commitment has been
institutionalised within the EU-Russia agreement signed on 21 May 2004,
where the EU gave its support for Russia's accession to the World Trade
Organization (WTO). An increase in gas prices will not only encourage
production by Gazprom, oil companies and independent gas producers but
will also discourage consumption and favour efficiency.

In the past, the pace of reform has depended to a large degree on future
international oil prices. When oil prices remained high, there was little
motivation to make difficult reform decisions. Market liberalisation was slow.
Little changes were made to the fiscal, legal and/or regulatory regimes and
foreign investment was not considered especially necessary. In this
environment, Gazprom, for example, can more easily retain its monopoly
power given that healthy export revenues limit the need to raise domestic gas
prices. This in turn provides little incentive for energy efficiency. If this were to
continue, Russia could run the risk of facing an energy security risk as energy
production would be hard pressed to match growing consumption. This
situation changes dramatically if oil prices drop over the medium term. Russia
would then consider it more urgent to reform its fiscal regime, to increase

39. The latest outlook proposed by the Ministry of Economic Development and Trade (MEDT) provides
for a 20% growth in natural gas tariffs in 2005, along with a 10% increase in electricity prices and 9%
increase in rail rates. The MEDT proposal tapers off after 2005, providing for an increase of 11% in 2006
and 8% in 2007, just slightly higher than their outlook for inflation. In terms of prices, this translates into
an average industrial wholesale price of $US 36/trillion cubic metres in 2006 (with VAT).
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domestic gas prices (to match the lost export revenues from lower gas export
prices), to follow through with plans to restructure the natural gas sector, to
stimulate energy efficiency and to attract foreign investment. Enhanced co-
operation with the IEA and the OECD at a time when Russia is implementing
various key energy sector reforms could encourage Russia to take difficult decisions
and not make the same mistakes as IEA countries have made in the past.

OIL SECTOR

Since 1999 Russia has steadily increased oil production from 6.1 mb/d to
8.5 mb/d in 2003. Most of this growth has been from enhancing production
at existing fields. Experts continue to question how long Russian oil
companies will be able to sustain growth rates based on “low-hanging fruit".
In June 2004, the Ministry of Economic Development and Trade forecast a
sharp slow-down in Russia’s oil output growth over 2003-2007, saying that
the year-on-year increase could grind to an almost complete halt at 9.5 mb/d
in 2007. The problems identified by the MEDT reinforce the concerns IEA has
raised over the last few years in terms of the need for more emphasis on
exploration and production (as opposed to enhancing existing production)
and the need for regulatory and fiscal reform in terms of a more performance-
based licensing regime and progressive taxation on resource production to
enhance the investment environment. In a high oil price environment, the
shortcomings of the Russian fiscal structure are not evident. Until recently, the
united stance by international majors that investments in Russia can be
undertaken only with Production Sharing Agreement (PSA) terms reinforced
the view that the Russian fiscal and legal regime was not attractive and stable
enough to warrant long-term investments. The equity investment by BP in
2003 to form a new Russian oil company - TNK-BP - followed by Shell stating
its willingness to work without a PSA, should bring new impetus to reform the
generic fiscal regime along with Russia’s legal and regulatory regime. In the
short to medium term, export capacity constraints are the key problems
hampering expansion of Russian oil production. President Putin, in his State
of the Nation Address in May 2004, stressed the need for quicker government
decision-making on export pipelines and the need to expand export capacity
infrastructure. Investments here face the added problem of Transneft's
monopoly power and the lack of transparency in the transportation system,
tariffsetting methodology and quality banks.

July 2004 saw an escalation in the battle for control of Russia's largest
producer, Yukos. In mid-2004 the company accounted for almost one-fifth of
Russia's 9.35 mb/d oil production and held 1.0 mb/d of total Russian
refining capacity of 5.5 mb/d. It accounted for 20% of Russian crude exports.
Yukos not only faces a $3.4 billion backtax demand for 2000 and reportedly
similar arrears for 2001, but its 2002 fiscal affairs are also under scrutiny.
There is much speculation over the fundamental reason - beyond the issue of
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tax evasion or minimisation schemes - for the government's targeted focus
on Yukos and its former CEO, Mr. Khordokovsky. The September 2004
announcement by the Russian government that it supported the concept of
merging the state-owned oil company, Rosneft, into Gazprom lends credence
to the view that the Russian government is interested in clawing back interest
and control in the oil sector. As it stands, the government's share of Russia's
production is 7%. This would increase to almost 20% were Yukos or its assets
somehow folded back in.

The Yukos situation is troubling in and of itself, but particularly in the context
of an oil market whose spare capacity is already stretched. However, sustained
disruption to production and exports is in the interest of neither the Russian
government nor Yukos. The company could be forced into bankruptcy in the
near future, but even then, maintaining operations and revenue flow under
administration is likely to be a priority. A more regime-friendly Yukos look-alike
may emerge at the end of the day. Foreign companies may defer further forays
into the Russian upstream until the dust settles, although both Shell and BP
have recently reiterated their confidence in Russia as a partner and place to
do business. All in all, despite adding to speculative fears and concerns about
shortterm market tightness, the Yukos affair seems unlikely to undermine
Russia's role as the key driver of non-OPEC supply growth in the short term.

NATURAL GAS SECTOR

An estimated one-third of the world's natural gas reserves remain in Russia's
super-giant fields and in smaller fields adjacent to the supergiants. At a
high-level Gazprom meeting in Sochi in April 2004, Gazprom's development
strategy was discussed. Gazprom officials stressed that to maintain its
position as a key gas supplier, it will need to focus increasingly on reserve
replacement and exploration. For Gazprom to be able to achieve the targets
set in its more ambitious outlook, and increase production levels to
590 bcm/year by 2020 and to 630 bcm/year by 2030, it will need to
increase annual reserve replacement on the order of 700 bcm/year to 2015
and 750-800 bcm/year for the period 2016-2030. This is 36% more than
2002 reserve replacement levels, the first year in almost a decade when
reserve replacement was anywhere near production in the same year.

Although Gazprom management points to a reversal in trends in terms of
efficiency of exploration and development drilling, reserve replacement and a
more bullish outlook for production, the three jewels in its current production
portfolio - the Medvezhe, Urengoye (Cenoman) and Yamburg (Cenoman)
fields with more than 75%, 65% and 54%* respectively, of their reserves
depleted - are experiencing significant production declines. The latest Gazprom
outlook projects reserves at Urengoye and Yamburg to be significantly

40.

Russian Energy Strategy, approved by the Russian government in August 2003.
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exhausted by 2020 and that by 2030 the recoverable reserves of Medvezhe
and Yubilenoye as well as other important fields will be completely exhausted.
Fields at Medvezhe, Yamburg and Urengoye, which produced 80% of
Gazprom's production in 2001, had dropped to account for only 70% in 2003.
The depletion of these three giants has produced a decline in Russia's average
daily gas well flow rates of almost 30%, from 400 trillion cubic metres/day
in 1990 to 287 tcm/d in 2003.

Production from these three fields is expected to decline at a rate of 7 to 8%
over the next five years. The Zapolyarnoye field alone, starting up in 2001 and
reaching full production in 2008, will not be able to continue to sustain
Gazprom's production levels in the face of the decline at its three major
producers. Zapolyarnoye is expected to compensate depletion at other main
producing fields for only another five years. In order to compensate for the
decline in production at existing fields, Gazprom estimates it will need to start
up new gas fields with a total production in the order of 350 bcm,//year over
the next 20 years.

Clearly Gazprom is facing a steep rise in production costs if it is to develop
new fields in deeper strata and/or in the Arctic and other difficult to develop
regions. Zapolyarnoye is considered the last relatively cheap gas in Russia.
Much of Gazprom's production is currently from Cenomanian reserves with
production costs estimated at about $10/tcm. The Russian Energy Strategy
presents estimates for development of the Yamal fields in the order of
$30/tcm and this does not include investments needed for the related new
transportation infrastructure this project will demand. The economics of
Gazprom's yet untapped fields are nowhere near as attractive as those of the
handful of giant fields already being tapped or those lying beyond Russia's
borders in Central Asia - especially if one factors in the geopolitical premium.
Were it not for the reserves in Turkmenistan, and to a lesser extent in
Uzbekistan and Kazakhstan, there would surely be a more receptive ear from
both Gazprom and the Russian government to the growing lobby of Russian
independent gas producers and oil companies for more transparent and
reliable access to Gazprom pipelines. But because there is gas in Central Asian
republics, we are witnessing Russia’s rush to conclude agreement after
agreement for economic and energy co-operation with them, forming what
Russia has called the “gas alliance”.® Clearly, this relieves pressure on
Gazprom to invest in difficult areas to ensure supplies for the domestic and
export market. More importantly, this also dampens any momentum for
reforming and restructuring the gas sector and providing transparent and
stable terms for third-party access for oil companies and independent gas
producers. This clearly raises security of gas supply concerns for the future.

41. On 10 April 2003, Gazprom signed a long-term agreement with Turkmenistan for gas purchases of
5-6 bcm in 2004 increasing to 70-80 bcm//year by 2009 out to 2028. Prices are set at $44,/tcm until

2006 at which time they will be renegotiated.
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ELECTRICITY SECTOR

Russia is the fourth-largest generator of electricity in the world, behind the
United States, China and Japan. In 2003 it generated 916 TWh, an 11%
increase over the level in 1998, the year which marked the economic
turnaround of Russia since the break-up of the Soviet Union in 1991. Thermal
generation accounted for about 65% of total production in 2003, with the
balance provided by hydro (20%) and nuclear (15%).

Electricity market reform was introduced in Russia through the Government
Resolution “On Restructuring the Electric Power Industry of the RF" (No. 526
of 11 July 2001), which set out a three-staged restructuring plan for the sector.
The main thrust of reform was set in motion in April 2003 through the
adoption of the laws "on Electricity” (FZ No. 35) and “on the Functioning of
the Electricity Sector over the Transition Period” (FZ No. 36) and a succession
of related laws, amendments to existing laws and regulations. The main
objectives of reform were to promote efficient electricity generation, increase
price transparency and improve the attractiveness of Russian generation and
supply sectors to strategic investors. The legislation envisages a break-up of
vertically integrated structures into competitive generation and supply sectors
and regulated transmission and distribution.

Effective implementation of the electricity industry restructuring plan is
essential for the sector to meet increasing electricity and heat demand. The six
laws passed by the Duma and signed by the President in April 2003 are in
line with the approach of many OECD countries in unbundling the electricity
sector. It is expected to facilitate trade among regions and to form a sound
basis on which competition and an open electricity market can build. Effective
implementation of these laws over a vague time-frame set to 2009 will
depend to a large extent on the strength and independence of federal and
regional regulatory bodies to ensure a competitive “level playing field" for
competition in all natural resource sectors and the electricity and heat
industries. Regulatory bodies will need to ensure fair third-party access to the
grid, transparent tariffsetting based on full costs, as well as clear licensing
rules for new players in the markets. The large share of gasfired electricity
generation also raises the importance of Russia realising its commitment to
increasing gas prices to cost-reflective levels, especially during this period of
gas-fired capacity.

ENERGY EFFICIENCY AND THE ENVIRONMENT

With the current outlook for stronger economic growth, more effective
implementation and funding for environmental protection will become
possible. This is critical if the country is to limit the environmental damage
inherent in meeting increased energy demand. As party to the Annex | group
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within the framework of the UNFCCC, Russia has committed itself to
implement policies to limit GHG emissions and to enhance sinks and
reservoirs. If it were to ratify the Kyoto Protocol, the Protocol would come into
force and Russia would be committed to stabilising emissions of six
greenhouse gases at 1990 levels by 2008-2012. In July 2003, during the
UNFCCC Review of Russia's Third National Communication,? the Russian
government was considering the ratification of the Kyoto Protocol and the
possible implications of climate change policy on President Putin's goal to
double Russia's GDP within a decade. There is a concern that ratification
would limit Russia's ability to meet the ambitious economic target. In the
framework of May 2004 EU-Russia meetings on accession to the WTO,
President Putin promised to accelerate examination of the issue of Russian
ratification. On 30 September 2004, the Cabinet of the government decided
to approve the Protocol and submit it to the Parliament (State Duma) for
ratification. It reflects the recognition that the Protocol could provide added
investments through its mechanisms to aid Russia in its goal to enhance
energy efficiency, reduce energy intensity and ensure its energy security
during this period of expected rapid economic growth. The fate of the Kyoto
Protocol now hinges upon its ratification by the State Duma, which remains
to be seen.

CASPIAN AND CENTRAL ASIA

Central Asia and the Caspian Sea region is rapidly becoming an important
new oil-producing province. Situated at the crossroads of major oil producers
Russia and the Middle East, the region looks to European and Asian markets
that are eager to diversify supply. Even though Caspian and Central Asian oil
and gas export volumes are only marginal compared to the dominant export
potential of neighbouring oil and gas producers, unrestricted exports to world
markets is of critical importance to:

« Spur economic development and regional co-operation.

Diversify supply to import-dependent markets.

» Rationalise production transport and consumption by stimulating competition
and market disciplines.

Offset decline rates in mature production provinces.

Increase efficiency of capital and technology.

For these reasons, the once landlocked republics of the former Soviet Union,
now independent states of Central Asia and the Caspian Sea, are gradually
becoming key players on the international oil and gas scene.

42. See http;,//unfccc.int/resource/docs/idr/rus03.pdf
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The independent states of the Caspian Sea and Central Asia offer new
strategic opportunities. During the first decade of their independence,
Kazakhstan and Azerbaijan have made successful policy choices which have
enabled international oil and gas companies to invest in their vast upstream
resources. Today, these successful investment promotion and market reform
policies offer a model for other Central Asian and Caspian states to follow.

The strategic oil potential is beneficial for the Caspian region and importing
countries alike. Caspian and Central Asian states have successfully capitalised
on the upstream hydrocarbon potential and their new-found sovereignty,
achieving rapid economic growth. Equally, it has provided both [EA member
countries and international oil and gas companies with an opportunity to
diversify supply sources and ensure stable flows of oil and gas to world
markets, offsetting import dependence on mature oil and gas provinces and
adding resources to their reserve base. The stability of these strategic
contracts will be a determinant factor that will shape the conditions for next
generation investment.

Establishing transparent and fair terms for access and transit as well as new
cross-border infrastructure facilities to transport oil and gas to international
market outlets on competitive terms remains an important factor in mobilising
next generation investment. It will also provide the rationale for ongoing
economic integration both among countries of the Caspian Sea and Central
Asia as well as with key adjacent states. Transport options to international
markets remain the key driver for assessing the value of upstream assets in
Central Asia.

Much progress has been made. The construction of the Baku-Tbilisi Ceyhan oil
pipeline that may ultimately carry Central Asian oil and of the Baku Thbilisi
Erzerum gas pipeline stimulates more competitive terms for westbound
transport of oil and gas via dominant transport routes. Plans to access Eastern
demand markets through a Trans-Kazakhstan oil pipeline that links Northwest
Kazakhstan to China or through a Trans-Afghan gas pipeline that links the
vast gas reserves of Turkmenistan with demand markets of Pakistan and
India may further instil market disciplines and economic integration along
eastbound transport and trade options. Ultimately, this will serve the
economic prosperity and political stability of Caspian and Central Asian states
and underpins sustainable oil and gas export to world markets.

Ten years down the road, rapid developments in Kazakhstan alone have seen
a threefold increase in oil production. As a consequence of this success,
perceptions of the balance of risks and rewards between new foreign investors
and host governments of Caspian and Central Asia are shifting.
Macroeconomic considerations appear to influence conditions proposed for
second-generation investment and may come to prevail over the fairly
straightforward investment promotion policies that characterised the success
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of the first-generation investment. Kazakhstan, which boasts a positive
investment grade rating various investor services, is testing its international
market value by adjusting the balance of benefits for new potential investors,
notably in the framework of the State Programme for the Development of the
Kazakhstan Sector of the Caspian Sea. In this sense, it is in competition with
newly emerging independent production provinces in north-west Africa and
Latin America. In a volatile international oil and gas market, potential
investors will be studying these newly proposed terms carefully when making
their investment decisions.

Kazakhstan is enforcing market regulation with more rigour to avoid alleged
abuse of its dominant market power, allowing for more transparent and
accommodating access to transport infrastructure, including rail and port
facilities. It protects national interests, through, for instance, tightening of
transfer pricing, local content requirements and environmental rules. Other
Caspian and Central Asian states have slow-tracked market and democratic
reforms. As a consequence, disparities among Caspian and Central Asian
states may adversely affect investment decisions by international oil and gas
companies that assess the region in its entirety.

Finally, there is an increasing awareness among the vast majority of the
region's government and corporate officials that new policies need to
maintain a macroeconomic balance between the pace of growth in the oil and
gas sector and that of other economic sectors. This would alleviate boom and
bust cycles and other adverse economic effects of specialisation on petroleum
sector development such as “Dutch Disease”.

International oil and gas companies as well as home and host governments
are subject to ever more stringent public and private accountability standards.
Scrutiny by electorates, shareholders and the media, along with the
engagement of interest groups from civil society that is driven by
unprecedented access to information networks, means that good public and
corporate governance disciplines, ranging from transparent revenue
management to environmental standards will by themselves determine share
value and host-country attractiveness to investors. As a consequence of market
liberalisation, economic integration, democratisation and globalisation
processes, good public and corporate governance disciplines will be more
universally applied. In turn, productive Trans-Caspian and Central Asian co-
operation will become of increasing importance. The Central Asian Economic
Co-operation Organisation and the Shanghai Co-operation Organisation are
important complements to policies directed at accession to the World Trade
Organization to help integrate Caspian and Central Asian states into the
global economy. While Armenia, Kyrgyzstan and Georgia have completed their
accession to the WTO and Kazakhstan, Russia, Azerbaijan, Uzbekistan and
Tajikistan are in their accession phase, Turkmenistan has yet to apply for

membership.
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CENTRAL AND SOUTH-EASTERN EUROPE

Membership in the European Union (EU) and preparation for membership
largely influence the energy scene in the region.

On 1 May 2004, ten countries* became effective members of the EU, with the
following implications on their energy scene:

o Effective implementation of transposed directives and participation in the
EU legislative and executive process.

« Progressive integration of their markets into the EU internal energy market
(all trade restrictions were lifted).

o Possible co-funding of investment, including for energy efficiency and
renewables projects by the EU structural regional funds.

 Enforcement of competition rules, including for mergers and acquisitions.

o Direct EU monitoring of nuclear safety and planned decommissioning of
least safe nuclear plants (Ignalina in Lithuania by 2009, Bohumice 1 and 2
in the Slovak Republic by 2006,/2008).

With the enlargement, the EU-25 incorporates a greater energy transit
dimension, as the new members transit 25% of its natural gas and about
10% of its crude oil supplies.

The new member states depend largely on Russian oil and gas supplies but
have diversified energy import sources and routes, as well as the fuel mix, and
have reduced their energy intensity. However, non-IEA countries' oil security
systems (storage and emergency plans) do not yet comply with EU and IEA
standards.*

The potential for energy efficiency remains high, and offers multiple
economic, environmental and social benefits at low cost. Voluntary energy
efficiency governmental policies with adequate resources are required to
stimulate awareness, initiatives and investment in co-ordination with EU
energy efficiency and climate change policies, regulation and programmes.

Regulatory reforms aim to align with the EU directives, in particular for the
internal electricity and gas markets which need costreflective pricing of
transmission and final products, and transparency. The opening of the
electricity markets to competition has been initiated but has remained
constrained by the dominance of vertically integrated companies (in some
cases privatised), long-term contracts, baseload overcapacity and persistent
price distortions.

43. The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, Slovenia, Malta and
Cyprus.
44. Links to EPPD and EU DG TREN web pages.
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In Poland, the restructuring of state-owned energy companies has focused on
the legal unbundling of electricity and natural gas transmission companies
and regional consolidation of electricity distribution companies. The
privatisation process is expected to continue in the oil sector (Lotos Group-
owned Gdansk refinery), power and heat generation, and the gas holding
(POGC Group).

The government has continued its efforts to develop a plan to phase out long-
term electricity contracts (60% of sales), which largely prevent an effective
market opening.

Gazprom's decision to suspend gas delivery and transit to Belarus and by
extension to Poland on 19-20 February 2004 prompted the Polish government
to increase Norwegian import volumes from the current level of 0.5 bcm//year
to 1-2 bcm/year by 2006 and to increase gas storage capacities.

In 2004, the Slovak government continued its ambitious energy reform plan.
Efforts have focused on price reforms, unbundling of electricity transmission
and distribution as a preparation for market opening. Most of the state-owned
companies have been either fully privatised (oil refiner Slovnaft to MOL) or
partially (gas monopoly SPP to Gaz de France-Ruhrgas consortium,* three
electricity distributors to Western utilities, oil pipeline company Transpetrol to
Yukos). The privatisation of SE, the power generation company, is continuing,
though the issue of stranded costs and nuclear assets remains. The threshold
of 49% for privatisation has been increased to 67%.

To establish its major role for gas transit, Slovakia is also developing its
electricity and oil transit. Oil projects using the Transpetrol-operated Druzbha
pipeline include the DruzhbAdria pipeline (Russian exports to Croatian Sea
terminal), Bratislava-Swchewat OMV refinery and the Odessa-Brody,//Czech
Republic. However, the persistent turmoil surrounding Yukos, a 49%
shareholder of Transpetrol, and the uncertainties around the commercial use
of Odessa-Brody have raised questions on the implementation and timing of
these projects.

The four Visegrad countries® have developed a regional co-operation
organisation” and envisage further electricity and gas market openings to
develop a regional market, including through a regional power exchange in
the context of the EU-25. Nevertheless, the recent appearance and rapid
extension of off-shore electricity and gas trading companies in the region and
beyond have raised issues of transparency and fair competition.

In south-east Europe, Bulgaria, Romania and, since June 2004, Croatia, are
currently EU candidate countries.

45. Gazprom extended its option to join the consortium by the end of 2005.
46. Czech Republic, Hungary, Poland and Slovakia.
47. Visegrad Energy Group: www.visegrad.org and TSO Regional Association CENTREL: www.centrel.org
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The Bulgarian government has continued its ambitious energy reforms that
are guided by the 2002 energy strategy. Projects include continuous price
adjustment, new efficiency strategy and legislation, restructuring and
modernisation of energy companies. Privatisation of the three regional
electricity distributors attracted large interest from international investors*
despite a depressed international investment environment.

Similarly, Croatia bases its reforms on the 2002 energy strategy and has
focused on regulatory reforms and restructuring of the vertically integrated
electricity and gas companies. The sale of 25% of INA, the national oil
company, was awarded to MOL.

Romania, the second-largest country in the region, has consolidated the
restructuring and unbundling of its electricity and gas companies as well as
establishing the conditions for market opening prior to the privatisation of
electricity and gas regional distributors. OMV acquired Petrom, the major
domestic oil refinery. The government chose Ruhrgas and Gaz de France to
purchase the two natural gas distribution companies, Distrigaz Nord and
Distrigaz Sud, respectively.

Western Balkan countries have still to catch up with other countries in the
region in designing coherent energy strategies, reliable energy data systems
and solid institutional structures to implement thorough and sustained
reforms. These national efforts, together with the support of donors within the
Regional Energy Market/Athens process, should contribute to attaining the
market conditions required to effectively and transparently open the electricity
markets at domestic and then at the regional levels.

Progress has been made on the possible development of gas diversification for
Europe from the important gas reserves in the Caspian and the Gulf. The
commercially supported projects of the Turkey-Greece-Italy interconnector and
Nabucco (Turkey-Austria) have progressed well and should increase medium-
term additional supply security, market efficiency and transparency in South-
East, Central and Western European gas markets.

MIDDLE EAST AND NORTH AFRICA

LIBYA

Libya's current proven oil reserves of 36 billion barrels make it the holder of
Africa’s largest petroleum resource base. With 14 oil fields holding reserves of
up to 1 billion barrels each, and only around 25% of the country covered by
oil companies, Libya is considered to be largely unexplored. Despite the fact

48. Potential winners include Austrian EVN, German EoN, Italian ENEL and Czech CEZ.
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that oil exploration in Libya began in 1955, the underdevelopment of the
resource base is generally attributed to the combination of United Nations
and United States sanctions and inflexible fiscal terms for international oil
companies.

The lifting of UN sanctions in September 2003, the phased lifting of US
economic sanctions, completed in September 2004 following Libyan steps
to eliminate weapons of mass destruction, and planned changes to Libya's
1955 hydrocarbon legislation to allow the introduction of advanced
technology and foreign capital could, however, be conducive to increasing the
country's oil output which averaged 1.48 mb/d in 2003. Stringent fiscal terms
imposed on international oil companies in 1970 led to a significant decrease
of Libya's oil field investment and oil production, sliding from 3.3 mb/d in
1970 to 1.5 mb/d five years later. Although oil production rose to 2.1 mb/d
in 1979, production averaged a mere 1.2 mb/d throughout the 1980s, rising
to 1.4 mb/d in the 1990s. Libya's current objective of increasing oil production
capacity from just under 1.5 mb/d to 2 mb/d by 2010 is estimated to require
$30 billion in foreign investment. On 16 August 2004 Libya's National Oil
Company (NOC) announced "EPSA IV", a new round of bidding for the award
of exploration and production sharing agreements under revised terms. Fifteen
areas are on offer: one in Cyrenaica, two in the Ghadames basin, three each in
the Murzug and Sirte basins, and six offshore. The announced schedule
contemplates the submission and opening of sealed bids on 10 January 2005,
and the signing of agreements during the second half of January. In an effort
to shore up production levels, Libya plans to attract the majors, independent oil
companies as well as oil field service companies that can help improve the
recovery of its oil from wells that are already producing. In view of the country's
dependence on oil revenues, accounting for over 95% of its hard currency
earnings, the shift towards encouraging further foreign firm access to the oil
sector, thus spurring production and the transfer of technology, is not
surprising. Considering the lack of spare capacity among member countries of
OPEC, access to Libyan resources, even if slow and gradual, could be a
significant development. Libya may follow the example of its neighbour and
fellow OPEC member Algeria, which has gradually positioned itself as an
important player in the energy scene by opening its sector to international
investment and diversifying into natural gas exports both in piped and LNG
form. Political stability and good governance remain, however, prerequisites for
such a major development.
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PART 2.1
IN-DEPTH REVIEWS: SUMMARIES

This chapter contains summaries of the findings and full list of
recommendations of the 2003/2004 in-depth reviews for the following
countries. The summary of Luxembourg is not included here as the report
will only be reviewed in the October 2004 SLT meeting. The findings and
recommendations reflect the situation when the report was drafted and
finalised. The full reviews have been published separately.

CANADA

Team visit: November 2003; approval at the Standing Group on Long-Term
Co-operation (SLT): March 2004.

FINLAND

Team visit: March 2003; approval at the Standing Group on Long-Term
Co-operation (SLT): October 2003.

FRANCE
Team visit: January 2004; approval at the SLT: June 2004.

LUXEMBOURG
Team visit: April 2004; to be approved at the SLT: October 2004.

NETHERLANDS
Team visit: November 2003; approval at the SLT: March 2004.

PORTUGAL
Team visit: January 2004; approval at the SLT: June 2004.

SWEDEN
Team visit: October 2003; approval at the SLT: February 2004.






CANADA

Endowed with large reserves of conventional and non-conventional oil and gas,
coal, uranium and hydro, Canada is among the world largest producers of most
types of energy and one of the IEA's largest energy exporters, principally to its
neighbour, the United States. Marked differences among provinces and
territories in terms of climate conditions and primary energy endowments,
combined with a fast growing population and a strong and dynamic market
economy, have impacts on energy demand and supply and raise a number of
challenges for energy policy formulation and implementation.

Canada's constitution limits responsibilities of the federal government with
regard to energy to international matters and inter-provincial issues and the
management of uranium resources. The federal government is responsible for
promoting the overall economic development of Canada. It is also responsible
for preserving national interests such as environmental protection or the
reduction of provincial economic disparities. Provinces have more jurisdictions
over energy than the sub-national governments of other federal countries in
the IEA. The only viable approach in addressing the most important energy
policy challenges seems to be a process of intensive dialogue and consultation
to achieve a national consensus on the goals and means of energy policies,
but this process takes time. Such a process should cover areas such as climate
change mitigation, streamlining regulatory regimes for new investment of
energy production and transport, expansion of inter-provincial electricity
interconnections, and research and development (R&D).

The federal government is to be commended for its efforts and achievements
in formulating the National Climate Change Plan for Canada in November
2002. However, living up to Canada's commitment to the Kyoto Protocol,
moving to a less emission-intensive economy and at the same time ensuring
continued growth is the biggest single economic and political challenge for
Canadian energy policy in the coming years. Curbing greenhouse gas (GHG)
emissions is challenging because of the rapid expansion of energy
production and exports. Since some provinces are clearly more emission-
intensive than others, their support for the ratification of the Kyoto Protocol
in December 2002 was not unanimous. Co-operation between the federal
and provincial stakeholders is essential if Canada is to move forward with
climate change policy implementation. While Canada has a large range of
policies and measures to address climate change, the federal government’s
approach is largely based on fiscal and regulatory measures. Reflecting the
concerns of the industrial sector competing with US industry not bound by
the Kyoto Protocol, the carbon price to Large Final Emitters under the
covenant and trading scheme is capped. This could weaken the incentives for
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companies to invest in GHG emissions mitigation measures. Linking the
emissions trading system with another region is being explored with a view
to reducing carbon cost.

While Canada is highly energy-intensive owing to various structural factors, it
has made significant improvements in increasing both the visibility of its
energy efficiency policies and the systematic efforts to seek efficiency
improvements in all sectors. Canada holds an excellent record in measuring,
reporting and monitoring energy efficiency. Most importantly, measures are in
place to constrain the growth of Canada's energy intensity. Nevertheless,
Canada has at present the capacity to set more ambitious and sectoral energy
efficiency goals and the ability to achieve them. Market-based measures,
including fiscal incentives to increase more fuel-efficient vehicles could be
explored in this direction. Close consultation between the federal and
provincial governments is essential.

Although the old oil fields display a rather high decline rate, higher levels of
exploration and production drilling of bitumen and synthetic crude oil from oil
sands and east coast offshore have managed to keep production levels
growing. To tap the potential of domestic resources further, exploration of areas
under moratorium could be evaluated, taking relevant measures to maintain
an adequate protection of the environment. There seems to be sufficient
pipeline capacity to carry the current oil production to the refineries and the
markets, but there may be concerns in the near future unless sufficient capacity
is added. The production of unconventional oil from oil sands, which is growing
rapidly, offers significant potential with a good economic margin. However, the
huge forecast expansion in oil sands output will have local environmental
impacts and contribute significantly to growth in Canada's greenhouse gas
emissions because of the high energy input (from gas) to produce synthetic
crude. Development of technologies to reduce emissions and the need for local
natural resources such as gas and water is essential.

The Canadian gas sector is driven by competition upstream and is tightly
integrated with the US market, with large volumes of Canadian gas exported
to the US and Canadian gas prices determined in the larger North American
market. The drilling level is high and the resulting increase in production,
while disappointing, is sufficient to maintain supplies for domestic
consumption and significant levels of exports over the long run, but not
sufficient to allow for long-run export growth. Large and yet unexploited
resources exist, but additional efforts are required in the future to stimulate
production. Beyond possible external gas supply in the form of liquefied
natural gas (LNG), possibilities to open the areas under moratorium should be
considered. Resources of coal-bed methane (a form of non-conventional
natural gas) have begun to be explored. The tax regime applied to coal-bed
methane exploitation could be reviewed to facilitate its development.
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Well-developed infrastructures within Canada and between Canada and the
US create an integrated North American market for natural gas. Competition
is well advanced. The regulatory environment in Canada has been stable,
thereby creating trust by investors. However, within the regulated pipeline
sector, different rates of return and risk between Canada and the US affect
competition for investment between the two countries. In addition, setting up
long pipelines requires numerous authorisations as these projects overlap
jurisdictions. These factors could deter investors. Where jurisdictions overlap,
the National Energy Board is working with provincial and territorial requlatory
agencies to ensure that environmental assessment and regulatory issues are
dealt with in a co-ordinated manner. Close co-operation with other regulatory
agencies, wherever possible, and streamlining regulatory processes by using a
single location for all administrative approvals should be pursued.

Although hydro remains the largest potential for renewable energy in Canada,
large hydroelectricity projects (beyond 10 MW) are increasingly difficult to set
up because of local environmental opposition. Given Canada's large potential,
hydroelectricity should receive more attention. Recent years have witnessed a
development of new and emerging renewable energy from wind or biomass.
The main measures taken to support and guide the development of renewable
energy in Canada are subsidies under various programmes. However, care
should be taken to build in incentives for cost reduction in these subsidy
programmes to ensure better cost-effectiveness than a flat subsidy scheme.
Government efforts to maximise economic efficiency of the support scheme
and to consider the advantage of market mechanisms are commendable. An
ad hoc Federal-Provincial-Territorial Renewable Energy Working Group is now
considering new measures to promote renewable energy, including the
introduction of a renewable portfolio standard. It is also noteworthy that
several provincial governments are also assessing the potential benefits of
introducing portfolio standards.

Electricity in Canada is under provincial jurisdiction, except inter-provincial
trade and international trade with the US. Nevertheless, with a view to
improving overall competitiveness of the Canadian electricity industry and
hence the Canadian economy, the federal government has to play an
important role in several key policy issues. One of them is a growing
interconnection between Canada and the US electricity markets. The grid
failure of August 2003 demonstrates the need for more co-ordination and
joint actions between the federal governments, provinces and their
counterparts in the US with a view to ensuring reliability of electricity supply.
Another issue is the development of Canadian domestic electricity markets
through increased interprovincial transmission networks. When limited to
provinces' boundaries, the supply-demand balance assessment cannot lead to
cost-effective investment decisions. The federal authorities have to play their
role to avoid this difficulty. While an east-west high-voltage link has yet to be
proven economic, a larger integration of regional power systems is worth
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investigating. Further development of inter-provincial and international
electricity trade could ensure effective competition. Close co-operation
between the federal and provincial governments is the prerequisite.

The provinces have been taking the lead role in electricity market reform. They
generally consider reform of the electricity sector to be necessary and are
addressing the issues. However, reform progress differs among provinces
according to their specific circumstances, such as the potential for
competition, potential stranded assets and interconnections with other
jurisdictions. Alberta and Ontario have competitive wholesale electricity
markets and have introduced some amount of retail competition. Québec,
Manitoba and British Columbia introduced wholesale competition while other
provinces and territories continue to be supplied by one utility.

Electricity market liberalisation has sometimes been accompanied by
increased price volatility. Measures taken in Ontario and Alberta to cope with
electricity price hikes provide useful insights, in particular in terms of price
volatility, investment and government intervention. To reduce the impact of a
price hike on consumers after the market opening in 2002, the Ontario
government capped retail prices for about half of the market at a price well
below the cost of power and the entry cost of new plant. This has resulted in
higher government subsidies and reluctance of investors to move into the
Ontario market. The Alberta government, on the other hand, established a
price cap at a relatively high level to preserve the signal for new investments
to cope with price volatility. Investment in new generating capacity, which had
been keeping pace with growth in peak load, is continuing. Such experiences
could be shared in the federal and provincial co-operation process, and a
consensus on effective mechanisms to mitigate the price volatility for
households could be explored. While depending on provincial decisions, the
federal government could also play a role in improvement of demand-side
response with a view to reducing the extreme price volatility.

Canada's nuclear power programme is at a critical point in its history.
While newer plants are performing satisfactorily, some of the old plants
are experiencing significant problems in refurbishment. For example, the
refurbishment of Pickering A Unit 4 resulted in significant cost and schedule
overruns. An official review has identified many problems related to project
management. Canada should not forgo potentially attractive nuclear generation
and the federal government should explore barriers to the attainment of
maximum economic generation from the existing shut down plants and help
overcome the obstacles, consistent with safety considerations. At the same time,
noting that Canada has a wide range of energy sources at its disposal for the
generation of electricity, it seems appropriate for the federal government to
evaluate the costs and benefits of deploying new nuclear plants in the future,
in particular with regard to the environment and the benefit of further
diversification of power generation in Canada.
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The federal and provincial governments are making commendable efforts to
pursue energy R&D. Since 1999, the federal government R&D budget has
been increasing, which is in line with the policy goals to make Canada a
strong knowledge economy. The announcement by the federal government on
multi-year R&D programmes to cope with GHG emissions is also a positive
development. Under the complexity of the funding structure, the federal
government is establishing a comprehensive priority-setting process involving
key stakeholders. Appropriate transparency in the decision-making process has
been sought, supported by information exchange on activities and results
achieved. Such efforts should be further enhanced.

RECOMMENDATIONS

The government of Canada should:

General Energy Policy

» Take a more active role in initiating co-operation between federal, provincial
and territorial governments with a view to formulating national consensus
on the goals and implementation of energy policies, where mutually
beneficial, e.qg. through the Council of Energy Ministers and bilateral and
regional meetings of ministers and high officials. Where applicable, the
utilisation of the fiscal and requlatory instruments within federal jurisdiction
could be explored to this end.

» Continue to ensure that the fiscal and regulatory environment is sufficiently
competitive on an international basis to bring forward the necessary
investment in the energy sector.

» Review energy data-reporting mechanisms to enable timely and
comprehensive supply of data to policy-makers, analysts and international
organisations.

Energy and the Environment

» Increase co-operation with provinces and territories to implement the
National Climate Change Plan, and in particular to develop the range of
market incentives based on climate change policies. Promote the integration
of energy and greenhouse policy objectives across federal and provincial
governments.

» Undertake emissions projections and analyses for existing climate change
measures as a matter of priority to allow adequate time for the identification
of necessary further policies and measures.
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» Investigate the possibility of strengthening and broadening the price signal
for GHG emissions to ensure that new energy investment decisions reflect
environmental considerations.

v Investigate further the potential of low emissions technology, and in particular
CO, capture and storage, and the possibility of providing appropriate
economic signals to encourage their development.

Energy Efficiency

Oil

» Continue to assess the potential for energy efficiency improvements in all
Canadian energy producing and consuming sectors.

» Consider developing a new set of sectoral efficiency goals associated with
the introduction of market-based incentives to increase the uptake of
efficient practices and enable structural change across sectofs.

» Investigate and implement stronger measures to accelerate the shift towards
more efficient motor vehicles.

» Enhance the consultation process between the levels of the federal government
and provinces and territories in order to develop a comprehensive strategy
for energy efficiency.

» Evaluate the possibility of opening areas now closed for exploration and
production, taking relevant measures to maintain an adequate protection of
the environment (e.g. offshore British Columbia).

» Continue to facilitate the increase of oil sands production through fostering
research and development on processing technology and environmental
issues such as water treatment and CO, emissions reduction.

» Actively pursue the process to reduce the inconsistencies in regulations
between the Atlantic provinces for offshore activity.

Natural Gas

» Consider reviewing the tax regime to ensure the level playing field between
conventional and unconventional gas to facilitate the exploitation of coal-
bed methane.

» Continue reviewing the possibility of opening areas now closed for
exploration and production, taking relevant measures to maintain an
adequate protection of the environment (e.g. British Columbia).
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» Investigate whether it is possible to streamline the pipeline approval process
so that all the stakeholders are taken into consideration in a more efficient
way. Promote the concept of a one-stop shop for requlatory approvals.

» Explore, in co-operation with the provincial regulatory authorities, the
possibility of offering household customers an option to automatically be
hedged against price volatility.

Renewable Energy Sources

» Investigate further advancement of hydroelectricity.
» Consider new market-oriented incentives to promote renewable energy.

» Continue to facilitate production and use of renewable energy and
concentrate its development and deployment on niche markets and high-
value applications (e.g. energy supply to remote areas).

Electricity and Nuclear
Electricity

» Work together with the provinces to ensure reliability of electricity supply,
addressing the implications of increased physical and trade links with the
US and the effects of ongoing market reform on grid design, operation and
information flow between North American system operators and between
other market participants.

Analyse, in collaboration with the provinces, the costs/benefits of increased
electricity links between different Canadian provinces with regard to
improving reliability of electricity supply and creating larger electricity
markets. Analyse what instruments would best promote such benefits.

Set up a process of consultation with the provincial administrations and
requlators, and the electricity supply industry to promote a consensus on the
further advancement of electricity market reform compatible with US and
Canadian electricity market developments. Co-ordinate with other policy
objectives, such as environmental and industrial objectives, in order to ensure
timely investment in new generating capacity.

Foster the simplification of requlatory processes required for the
authorisation of new power capacity and power lines.

Address ways to improve demand-side response by all market participants.
Analyse the effects of market opening on household consumers and find
ways to protect households from electricity price volatility for those who do
not wish to participate in the market.
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Nuclear

v Explore barriers for the attainment of maximum economic generation from
existing nuclear plants, including the return of plants currently shut down,
consistent with safety considerations. To this end, consider promoting more
competition in the Canada Deuterium Uranium reactor (CANDU) plant
operation and refurbishment.

» Evaluate the costs and benefits of adding new nuclear capacity with
particular regard to the environment and diversification of power generation.

» Maintain under critical review the potential for the deployment of the
Advanced CANDU Reactor (ACR).

» Maintain the option to deploy nuclear power plants in the future, irrespective of
the success of the Atomic Energy of Canada Ltd. (AECL) in marketing ACR.

» Continue plans and intentions to identify and pursue the optimum means
for the long-term management of irradiated CANDU fuel in Canada.

v Increase third-party liability of nuclear operators to reflect the kind of
liabilities already established in other developed Western countries.

Energy Research and Development

v If possible, avoid the kind of budget cuts in energy R&D that occurred in the
late 1990s and maintain recent upward nominal trend.

v Increase further the profile of government R&D support by stronger
prioritisation and concentration on a comprehensive view on key
technologies.



FINLAND

Finnish energy policy is characterised by three commendable traits. One,
Finland employs a holistic approach to energy. Its energy policy strives to
simultaneously pursue the three E's - Energy security, Economic development
and Environmental sustainability. This approach is apparent in the effective
communication on energy policy issues between the various ministries and energy
programmes which pursue numerous policy goals in tandem and act in concert
rather than in conflict with one another.

Two, Finnish energy policy successfully employs international trade to lower
energy costs and enhance energy security. Finland's lack of substantial domestic
energy resources requires significant imports. Efforts to import fuels and
electricity from a variety of countries provide Finland with a diverse energy
supply, which lowers costs and enhances energy security. As part of the Nordic
Power Market (Nordpool), Finland has successfully integrated its electricity
market with those of the Scandinavian countries.

Three, Finland applies a light-handed approach to energy regulation. Its electricity
sector is one of the least regulated in the world, with companies free to build
power plants as they wish and all customers free to choose their supplier. Most
of the regulation is done ex post, meaning that companies that own and
operate assets still considered to fall under regulatory review, such as electricity
networks and district heating suppliers, have significant leeway to set their
own tariff structures. While this approach has been successful overall for
Finland, this in-depth review identifies a few selected areas where regulatory
authority could be expanded.

The most important energy development since the last in-depth review four
years ago is the development of a new nuclear power plant, scheduled to
come on line in 2009. While Finland already has two such facilities - providing
30% of the country's power generation with four reactors - the new plant
would be the first nuclear facility built in a liberalised electricity sector. In May
2002, the Parliament ratified the government's earlier decision-in-principle in
favour of the plant. While this decision implied neither state guarantees for
the plant nor a specific endorsement of the project, it did allow the development
of the project to proceed.

This new nuclear facility could help Finland meet its need for new generating
capacity without producing new greenhouse gases (GHG). However, nuclear
facilities worldwide have in the past faced cost overruns and delays, so the
government is encouraged to closely monitor the progress of the plant and be
prepared to provide alternatives for both electricity capacity and GHG mitigation
should delays or other obstacles arise.
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Under the Kyoto Protocol, Finland has agreed to keep its GHG emissions at
1990 levels during the 2008-2012 target period. Initial assessments indicate
that emissions were 9% above 1990 levels in 2002. This anomalously high
figure could be the consequence of low availability of hydroelectricity during
the year. Nevertheless, measures will have to be implemented to address this
issue given that business-as-usual projections by the government indicate
further increases in GHG, reaching 15% above 1990 levels during the first
target window.

In June 2001, the Parliament passed the National Climate Strategy (NCS) to
curb GHG emissions. The NCS focuses on domestic measures as the best
way to reduce Finland's GHG emissions, and includes an impressive array
of programmes in all emission-producing sectors. While domestic emissions
cutting measures do present a number of advantages, Finland should also
rigorously explore the use of international mechanisms, especially emissions
trading. This is particularly true given the high variability of Finland's emissions
owing to climatic reasons, such as hydro availability and heating needs in the
winter. If emissions are higher than predicted during the Kyoto window, it will
be too late to employ domestic measures, which take years to implement.
Consequently, international mechanisms will be essential and their optimal
utilisation should be implemented in a timely manner. Large emissions cuts
are expected to come from the proposed nuclear plant coming on line in
2009. However, if the plant is delayed, Finland will need to rapidly cut
substantial emissions, and international mechanisms are well suited for this
purpose. International mechanisms may also provide Finland with a lower-cost
alternative to cutting emissions than the exclusive use of domestic measures.

Energy security is particularly important for Finland. On the supply side, the
country lacks substantial domestic fossil fuels and its geographical position
limits the amount of energy interconnections it can feasibly construct. While
imported fuels do not necessarily imply greater risk than domestic fuels, high
import levels do require monitoring. On the demand side, the country's cold
climate and the significance of its energy-intensive industry make the reliable
supply of energy particularly important.

Finland has responded well to its energy security challenges. It has emergency
stocks of imported fuels corresponding to five months' average consumption
(or import) based on the Security of Supply Act, which is far beyond the IEA
stock obligation in terms of volume and coverage. Finland has a diverse mix
of primary energy supplies, with five different fuels contributing at least 10%
to the country's total primary energy supply (TPES). Finland relies on market
mechanisms to ensure that sufficient electrluty capacity is available. The
electricity market will be tested in the coming years as new capacity will be
required. The government should monitor this situation and respond if the
market is incapable of adding the needed plant. The extensive use of fuel-
switching for natural gas also enhances energy security. While all natural gas
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is imported from just one source (Russia), extensive fuel-switching capabilities
and the compulsory oil stocks to replace natural gas in the event of disruption
help to mitigate this exposure.

Renewable resources give Finland substantial emission-free domestic energy
sources. Biomass and hydroelectricity account for 20% and 3% respectively of
the country's TPES. The government is using a number of support programmes
with the objective to increase the use of renewable energy by 30% by 2010.
While this can benefit Finland, the support schemes could be rendered more
effective, and perhaps less costly, through a more market-based approach. This
is particularly the case for the investment subsidies the government spends to
encourage specific types of renewable energy.

RECOMMENDATIONS

The government of Finland should:

Energy Market and Energy Policy

» Continue the country’s holistic approach to energy policy, including the strategy
of pursuing numerous goals in tandem and with successful co-ordination
between relevant ministries.

» Continue to expand the international approach to reaching energy policy
goals, particularly regarding interconnections and the most cost-effective
means of meeting climate change obligations.

» Enhance the energy requlator’s role through expansion of staff and budget,
especially for electricity transmission and distribution and for district heating,
in order to further improve the efficiencies of these sectors.

» Continue to augment the country’s enerqy security of supply through emergency
preparedness, market mechanisms in the electricity sector, fuel diversity and
fuel-switching capabilities.

Energy and the Environment

» Proceed with the implementation of the energy efficiency and renewable
energy elements of the NCS in order to effect the needed changes by the time
of the first Kyoto commitment window.
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Continue to undertake energy supply-demand and CO, emissions projections,
evaluate the progress of the NCS and update it as required to achieve the
Kyoto target in the most cost-effective manner.

Closely follow the development of the fifth nuclear power reactor and consider
alternative emissions reduction plans in the event that the planned nuclear
facility does not come on line in the expected time frame.

Review the package of measures on the supplementary role that emissions
trading can play, particularly regarding potential overlaps with domestic
measures.

Determine a framework for allocation of emissions allowances in the relevant
sectors as soon as possible.

Assess the advantages, particularly in terms of cost-effectiveness, of the
application of joint implementation and clean development mechanisms.

Energy Efficiency

» Study the issue of cross-subsidies between district heating and electricity
operations, and evaluate possibilities to improve transparency and competition
in the district heating sector, starting with large heating networks. Consider
the possibility of extending Energy Market Authority jurisdiction over the
district heating sector.

Expand the analysis of the enerqgy efficiency aspects of heating choices in
new residences.

Examine the legal, economic and technical possibilities for developing heat
metering in individual apartments that are currently billed according to
static indicators on consumption, often with a flat fee.

Review the use of voluntary agreements for industry in light of the European
Union directive on emissions trading. Consider more stringent energy conservation
targets in the agreements.

Consider introducing more sophisticated economic signals that would favour
a more fuel-efficient private car fleet, for example through an annual circulation
tax or taxes on acquisition.

Continue to encourage combined heat and power (CHP) production and
new investment, especially for plants fuelled with renewable energy.

Renewable Energy

v Evaluate the existing support scheme for renewables with the aim of developing
a market-based system that will achieve emissions reductions at a minimal
cost and give incentives to reduce production costs from renewables.



The Country Reports In-depth Reviews: FINLAND

» Take measures to simplify and accelerate licensing and appeal procedures of
wind and small hydropower plants.

» Explore measures to increase the economic supply of biomass.

Fossil Fuels and Peat

» Continue to value peat for its energy security advantages, while taking into
account its costs and environmental implications.

» Continue the policy of non-interference in the oil markets, combined with
effective anti-trust oversight.

» Explore the use of different methodologies to establish natural gas tariffs.

» Examine opportunities to expand the unregulated secondary gas market
as a means of gaining more experience with competition in the sector and
promoting, where possible, greater efficiency in gas use by customers.

» Continue to examine additional international gas connections, working with
multi-country partnerships to find and develop economically feasible options
that can increase security of supply and possibilities for competition.

Electricity

» Make greater efforts to harmonise rules in the Nordic electricity market,
particularly common approaches to enhancing security of supply and market
oversight.

» In order to ensure more efficient development of transmission infrastructure,
adopt a common Nordic approach to mechanisms for financing transmission
investment.

» Make greater use of ex ante regulation, particularly to encourage more efficient
pricing of transmission and the disposition of transmission congestion rents.

» Proceed with the legal separation of distribution from retailing. Evaluate the
minimum size of companies to be separated.

» Examine further measures to increase customer choice, including supplier of
last resort policies.

Nuclear Power

» Ensure that the licensing process for the new plant is completed without
unnecessary delay within the current requlatory framework.
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» Pursue active regulatory support for the implementation of the high-level
waste repository.

Energy Research and Development

» Develop an indicator or set of indicators that manages to better assess the
effectiveness of government-funded energy research and development (R&D)
efforts.

» Monitor and support the industry R&D effort to ensure that the existing and
future nuclear power plants continue to improve their technical and safety
performances and that radioactive waste is managed and disposed of safely.



FRANCE

French energy policy over the past decades has been characterised by a
centralised, nation-based approach with strong government involvement. This
philosophy has been largely successful: French consumers of all classes enjoy
some of the cheapest energy prices in the OECD, security of supply for all energy
sources is sound and the country has one of the lowest levels of greenhouse gas
emissions (GHG) per unit of GDP in the world. Nonetheless, the context in which
French energy policy historically operated has changed dramatically in recent
years, driven by two main forces: the introduction of competition into the
electricity and natural gas sectors, and the growing internationalisation of the
energy sector in Europe as it moves towards a single market. The present objective
for French energy policy-makers is to adapt to and benefit from these changes.
The two sectorspecific areas currently receiving considerable attention are the
liberalisation of the electricity sector and the efforts to reduce GHG emissions.

Regarding electricity, France has taken a number of important steps to establish
a sound legal and regulatory framework for a liberalised market. It has created
a largely independent transmission system operator (TSO), introduced non-
discriminatory third-party access to the network for all eligible players, and
developed a regulator with adequate resources, experienced personnel and
significant independence although the government has the final authority in
tariff-setting based on the advice from the regulator. A promising French
electricity exchange, Powernext, has opened. France has now transposed the
European Union directive on the internal market, giving it a current market
opening of 37% (by volume) to be expanded to all commercial customers in July
2004 and all customers regardless of size in July 2007. The incumbent vertically
integrated, state-owned Electricité de France (EDF) will be transformed from an
établissement public industriel et commercial (EPIC) into a société anonyme (SA)
in 2004, pending a Parliament vote. This would put it on a more equal footing
with new entrants.

These are all commendable steps in line with a successful liberalised market. By
addressing some of the still remaining issues, the country will be able to more
fully enjoy the benefits of competition. Two significant remaining issues are the
continued market power of EDF and the government's potential role in
influencing the timing of capacity additions. EDF currently generates over 90%
of the electricity for the French market, which could act as an impediment to true
competition. Among the various options available for addressing this issue, the
most promising solution would be to develop stronger interconnections with
neighbouring countries and thus expand the market, effectively reducing EDF

market share in the process.
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The second issue to be addressed is the government's potential
involvement in influencing the magnitude and timing of additions to the
generating portfolio. As part of its responsibility to provide for energy
security, the government has instituted the Long-term Investment
Programme for Electricity Production. The government is to be commended
for its focus on energy security, especially during the transitional phase
towards competition. The short, medium- and long-term projections of
supply adequacy are instrumental for policy-makers to assess security.
Under the Long-Term Investment Programme, the government establishes
ranges of capacity for different technologies that it would like to see built
by certain dates. If investors attempt to build more than the allotted
amount of a given technology, the government has the option of denying
the permits for the plants. If insufficient capacity is built, the government
has the option of launching tender offers and guaranteeing acceptable
rates of return for the winning bidder. While renewable energy and
combined heat and power (CHP) policy will influence the generating mix,
care should be taken that government policies beyond that result in
minimal market distortion which could decrease the economic efficiency of
the system as a whole. The government is advised to continue with its
security of supply measures while monitoring and minimising any such
market distortions.

Under the EU burden-sharing agreement, France is obliged to keep its GHG
emissions at 1990 levels by the Kyoto Protocol's 2008-2012 commitment
period. While France's total GHG emissions in 2001 were roughly equal to
1990 levels, energy-related carbon dioxide (CO,) emissions rose by 9.1%
between 1990 and 2001 and are expected to rise further to 2010 and
especially in the longer term (e.g. to 2030). This is primarily due to
continuing emission increases in the transport and residential sectors, as
well as to assumed greater penetration of natural gas in France's electricity
generation mix. Reversing the course of GHG emissions is one of the
greatest challenges for the French energy policy, especially given the limited
scope of emissions reduction potential in the power sector resulting from the
current large share of GHG-free power generation (mainly nuclear). The
measures in the first climate change mitigation strategy in 2000 are not
sufficient to meet the target. Another Climate Plan which was supposed to
come out in 2003 has not been released as of mid-May. In addition, France
(along with a number of other EU countries) is late in releasing its National
Allocation Plan for the coming EU emission trading system scheduled to
start in 2005. The government needs to make this issue a greater priority by
deciding upon and releasing these documents as soon as possible. The new
Climate Plan should provide clear signals for market players and be backed
with thorough cost-benefit analysis.

The government has already announced several highly ambitious goals that
would reduce emissions. Among these are the desire to maintain final energy
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consumption at 2003 levels by 2015, building up to 10 000 MW of wind
power by 2010 and reducing CO, emissions by 75% by 2050. The government
is to be commended for the long-term scope and vision these objectives
represent. At the same time, the difficulties and expenses of reaching these
goals pose huge challenges and need to be better explored. More cost-benefit
studies examining the positive and negative aspects of these goals for the
energy sector and the overall economy are needed with their results
disseminated widely to the public.

The primary new measure to be introduced to help reach the energy
consumption stabilisation goal by 2015 is the energy efficiency white
certificate system. Under this system, consumers or suppliers that use
energy more efficiently will receive certificates equal to their level of
savings. Certain energy suppliers will be obliged to obtain a pre-determined
number of certificates, thus creating a market that values them and
encourages energy-efficient behaviour among all energy users. The
government is to be commended for launching this innovative system and
is encouraged to proceed with its implementation. A number of
administrative questions remain to be answered, such as how savings will
be measured and who will issue certificates and administer the system. It
will be important to keep administrative costs low, so as to not outweigh
the system's benefits. France is encouraged to pursue this promising
programme, seeking to simplify and standardise procedures wherever
possible. More emphasis should be placed on the transport sector where
energy use per GDP, as well as CO, emissions, are continuously rising.

France has the most renewable energy production of any EU country, helping
it lower emissions and augment energy security; 98% of French renewable
energy comes from hydropower and biomass, sources developed for their cost
advantages rather than as a result of government support. Policy-driven
support for non-hydro renewables has thus far not resulted in substantial
renewable capacity, at least in relation to other countries. This may change in
the future as the government has announced a number of ambitious goals to
expand the use of renewables. Installations below 12 MW can receive above-
market feed-in tariffs and those above 12 MW can bid for long-term electricity
sales contracts. The government is encouraged to look at the experience
of other countries that used the bidding system to support renewables
(e.g. Ireland and the UK) where the proffered contracts often failed to lead
to sufficient installed capacity. Plant siting is key to the future of renewables
in France, particularly for wind plants. The government must respect the
desires of local communities but effectively weigh them against the national
benefits that renewable energy technologies can bring.

The government is taking commendable steps to liberalise the natural

gas sector. Currently, all customers with an annual consumption above
283 000 million British thermal units (MBtu) - around 600 customers
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representing 37% of the market by volume - are eligible to choose their
supplier. In July 2004, all commercial customers will be eligible to change
suppliers and all customers regardless of size will be free to do so in July
2007. A sound regulatory framework has been put in place, including rules
for third-party access and a gas regulator. The primary concern at this point
is providing new entrants non-discriminatory access to the network, at the
entry points into France and internally in the southern part of the country.
The government should continue to promote development of the gas
infrastructure to eliminate physical bottlenecks. Legal unbundling of network
transport operator should be implemented as mandated by the EU directive.
In addition, the dominant position of the incumbent, Gaz de France (GDF), in
gas storage facilities should be closely monitored.

France has the second-largest integrated system of nuclear power plants in the
world, with 58 production units accounting (in 2001) for 41% of total primary
energy supply and 77% of electricity generation. Nuclear power has served
France well and while a decision on longterm storage for the radioactive
waste has not yet been taken, the government is expected to rule on this issue
in 2006. France has developed a substantial technological resource in the
abilities of companies and individuals to build, operate and maintain nuclear
facilities. It is prudent to ensure this capability is preserved in order to
maintain the nuclear option.

This nuclear capability can be maintained in a number of ways. For example,
the leading French nuclear company, AREVA, has recently sold a 1.6 GW,
€3 billion plant with European pressurised water reactor technology in
Finland to come on line in 2009. In addition, according to IEA data, the
French government has spent an average of €455 million per year from 1992
to 2001 on research and development (R&D) in nuclear fission technology.
The government has recently proposed a "demonstration” unit for the
European pressurised water reactor (EPR) technology to be completed around
2012. Maintaining the nuclear option by sustaining the country's
technological resources is sound policy. Regarding the “demonstration unit",
the government should ensure that any such plant would be built under
market conditions whereby companies invest in the plant solely as a
profitable venture in a liberalised market.

France has a tradition of contributing substantially to energy R&D and in
2001, spent more than any other European country in this area. However,
funding has dropped in recent years, with 2001 expenditures nearly 30%
below 1999 levels, and it is hoped that this decrease does not represent a
long-term downward trend. France is encouraged to develop a clear energy
R&D policy with priorities and allocations integrated into the overall energy
policy goals. For example, despite the ambitious efficiency targets for
renewable energy and energy efficiency, a relatively small portion of
government R&D funding went to these areas in 2001.
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RECOMMENDATIONS

The government of France should:

Energy Market and Energy Policy

Explore the benefits of adopting a more regional approach to energy security
within the context of the evolving European policy framework. While
maintaining the option for the government of influencing fuel mix (e.g.
renewable energy), take into account the increasingly open European market
where players make their own fuel choices, and thus any given energy mix
cannot be guaranteed by government.

Continue to monitor the supply-demand balance and investment trends of
the energy supply sectors. Ensure that the manner of implementing the
system of tendering for power plants will not send perverse incentives to
market players.

Further improve the design of market reform by completing full legal
unbundling at both the transmission and distribution levels (in electricity
and gas) and further strengthen the powers of the requlator by allowing it
to fix the regulated tariffs.

Move as quickly as possible to change the legal status of EDF and GDF to
ordinary companies and, after this step has been taken, consider allowing
“opening up” of their capital which is important to strengthen domestic
competition in both the electricity and gas markets.

Increase transparency in the energy field, especially by defining the different
roles (and their limits) played by the government: as shareholder, law maker,
regulator and financier of public research.

Undertake additional economic studies on the feasibility of farreaching
climate change and efficiency targets and examine the cost-effectiveness of
measures to reach them.

Energy and the Environment

Finalise and publish, as soon as possible, the government's plan to meet the
GHG stabilisation target, including the contribution sought by different
actors of the economy, to send clear signals for investments by market
players.

Seek to maximise cost-effectiveness and flexibility in the development of the
government's strategy to meet GHG objectives. Carefully assess and reqularly
monitor the costs and impacts of the climate change policies and measures.
Share the results with the stakeholders.
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» Undertake additional economic studies on the cost-effectiveness of climate
change mitigation policies and measures, particularly with respect to
meeting France’s GHG target for 2050. Disseminate the results as widely as
possible, with a focus on benefits of such a strategy and the possible
implications for the energy and energy-intensive sectors.

Carefully monitor the emissions market and develop its strategy with respect
to purchases in order to take advantage of periods of low emission prices to
avoid the potential risk of needing to buy during a price spike.

Expedite discussions on the national allocation plan for installations covered
by Phase | (2005-2007) of the European Union Emission Trading Scheme
(EU-ETS), with the objective of ensuring that a timely, appropriate and clear
signal is sent to the market, while also looking forward to Phase Il (2008-
2012) of the EU-ETS. Work with other EU countries to ensure a level playing
field in the EU-ETS.

Energy Efficiency

» Continue to make efficiency activities in the transport sector a priority.

» Evaluate the feasibility and economic costs of stabilising energy
consumption at 2003 levels by 2015.

» Develop the administrative framework of the “white certificates” programme,
including standardised and clear methods for the issuance of energy
efficiency certificates and a follow-up function to monitor the results.

Renewable Energy

» Assess the most effective policies for achieving renewable energy goals,
evaluating and disseminating information on the costs and benefits
involved in meeting such ambitious targets. Draw upon experiences of other
countries.

v Ensure that the tender offer system results in substantial timely installed
renewable capacity; while allowing significant time for the system to work
and to give investors confidence, do not exclude the possibility of other
market-based options if results are not satisfactory.

» Co-ordinate between the relevant authorities to ensure that the siting of
wind plants and associated transmission lines can proceed without undue
delay to achieve national objectives while still taking into account local
concerns.

» Resolve the pending debate on water rights and hydroelectric plants to
determine how much, if any, hydroelectric capacity will be lost and make
plans accordingly.
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» Adopt a unified approach to the renewable energy programme (both
electricity and thermal) and those other programmes that could confer
similar advantages, notably energy efficiency.

Fossil Fuels

» Promote the development of cost-effective gas transport infrastructure, to
better accommodate competition in the gas sector through appropriate tariff
structures.

» Maintain regulatory oversight of GDF's and Total's dominant gas storage
position until sufficient alternative capacity becomes available.

» Implement the EU directive to expedite legal unbundling of a network
transport operator with strong regulatory oversight to ensure equal access to
the gas market f