Journal of International Scientific Publications:
Economy & Business, Volume 5, Part 3
ISSN 1313-2555, Published at: http://www.science-journals.eu

LIBERALIZATION OF THE ELECTRICITY SECTOR OF THE REPUBLIC OF CROATIA:
COULD MISTAKES IN THE REFORM OF ELECTRICITY SECTOR OF GERMANY BE
AVOIDED IN CROATIA?1
Ljerka Cerovic1, Mateja Lekavski1, Dario Maradin1
1

University of Rijeka, Faculty of Economics Rijeka, 51000 Rijeka, Croatia
E-mail: cerovic@efri.hr

Abstract
The paper researches the reasons, assumptions, expectations and consequences of the electricity
market liberalization. It compares the opening of electricity markets of the Federal Republic of
Germany and the Republic of Croatia, presents short-term positive and long-term negative
implications of this process in FR Germany, and provides suggestions and guidelines for successful
opening of the electricity market in the Republic of Croatia.
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1. INTRODUCTION
The problem of research in this paper is an inefficient operation of the electricity sector under
conditions of monopoly and state regulation. In this sense, the subject of research of this paper is
researching the impact of liberalization on the competitiveness of electricity sector. The object of
research of this paper encloses producers, consumers and other participants enclosed by activities of
the electricity sector, as well as processes through which the electricity sector is going on its way of
developing into a competitive market.
From the problem, subject and object of research, result the purpose and objectives of research: to
analyze the impact of liberalization on the electricity market of the Federal Republic of Germany and,
from mentioned, propose guidelines for the opening of electricity market of the Republic of Croatia.
Finally is setting up the working hypothesis of this paper: By the basic knowledge on the reasons and
consequences of liberalization, it is possible to research the impact of liberalization on the
competitiveness of electricity sector of the Federal Republic of Germany and the Republic of Croatia.
Working hypothesis set on this way implies three auxiliary hypotheses (A.H.):
A.H.1.: By objective knowledge on the beneficial effect of competition on the electricity market, it is
possible to determine the impact of reforms of Government of the Federal Republic of Germany and
Government of the Republic of Croatia on the process of opening the electricity market.
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A.H.2.: By systematic research of the electricity sector of the Federal Republic of Germany and the
Republic of Croatia, it is possible to point out the consequences of opening the electricity market for
all participants involved in this process, and establish the reality of expectations of consumers,
producers and the entire community from the liberalization of electricity sector.
A.H.3.: By understandings on consequences of the electricity sector reform of the Federal Republic of
Germany, it is possible to propose effective steps in the process of opening the electricity market of
the Republic of Croatia, by which mistakes of the liberalization of electricity sector of FR Germany
could be avoided.

2. LIBERALIZATION
EXPECTATIONS

OF

ELECTRICITY SECTOR:

REASONS,

ASSUMPTIONS,

In the continuation of this paper, the reasons are exhibited for the liberalization of electricity sector,
assumptions and steps of its implementation, and expectations and perceptions of the outcome of this
process.
2.1. Reasons for the liberalization of electricity sector: inefficiency of the organization model of
electricity market
Electricity sectors were developing according to specific conditions of individual countries, which led
to significant differences among them, for example, in the structure and construction of capacity, in
structure and level of electricity prices, and in the organization and ownership. Especially they were
big differences between electricity sectors of developed western countries and electricity sectors of
eastern European countries or countries in transition.
Electricity sector had been for a long time organized as natural vertically integrated monopoly, owned
by state. In fact, until the beginning of nineties of the last century, in most countries worldwide,
vertically integrated electric utilities had a monopoly over all electricity supply industry: production,
transmission, distribution and supply. Electricity sector was mostly controlled by a single four-phase
vertically integrated company, and its operation was strictly regulated by state agencies which through
the energy sector had been performed their social policy.
Monopoly, as the organization model of electricity market, proved ineffective, particularly in the area
of ensuring the real price of electricity. Because of that lack, as well as technological progress in
production and transmission of electricity, it became necessary to restructure the organization and
operation of electricity sector, in other words to perform the reform in a direction of deregulation and
liberalization of electricity market (Tominov, 2008; Osmanbegović and Kokorović, 2009).
The process of deregulation has led to the development of more sophisticated structural models of
electricity market with different degrees of competition. These models represent phases in the
liberalization of electricity market and are certain way that all countries must go through in the process
of development of electricity market from monopoly to a competitive market. There are four basic
models of organization of electricity sector (Jakovac, 2010; Osmanbegović and Kokorović, 2009):


Model 1: a vertically integrated monopoly - monopoly on all levels



Model 2: single buyer - is allowed or required the existence of one buyer/wholesaler
(purchasing agency) who may purchase electricity from multiple manufacturers in order to
encourage competition in the market
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Model 3: wholesale competition - competition in the production and choice of distributors and
large consumers



Model 4: retail competition - each customer is allowed to select his own supplier, which
means full competition.

Given the current tendency of replacing state monopolies by private monopolies, and "conquering" the
market through the partially permitted mergers or acquisitions, one can conclude that there are still no
significant shifts in the organizational structure of electric industry from monopoly to a true
competition.
2.2. Assumptions of the liberalization of electricity sector: steps in the implementation of reform
Since the beginning of nineties of the last century until present, the electricity sector worldwide has
been subjected to major reforms, which result in restructuring of vertically integrated monopoly
organization to competitive companies, opening of markets in the production and supply, and
privatization of state property. The process described indicates the liberalization of electricity market.
Restructuring implies the preparation for the process of liberalization of electricity sector, and
privatization i.e. the reorganization and rationalization aim at increasing of business efficiency. The
opening of this market means deregulation and demonopolization, i.e. introducing competition in
activities of production and supply of electricity.
To achieve competition in the electricity market, it is necessary to comply with so-called standard
conditions (Kwoka and Madjarov, 2007):


each market participant must be sufficiently small so that could not affect the market prices



all market participants must have full information about prices, and current and future
conditions



it must be a free entry for new producers



products and production factors have to be agreed freely and without any transaction costs



and, as most important, every market participant has to be economically rational.

It is noteworthy that in the real world all conditions will never be satisfied, but in many cases a
majority still will be (Wangensteen, 2006).
Furthermore, for competition to be created, it is necessary to deregulate market conditions, and ensure
the conversion of state into private ownership. However, there are opinions (Sioshansi, 2006) that
there is no electricity market, which already is or could be completely deregulated, because even well
established competitive markets should have a regulator, or at least, an organized market monitoring,
as well as administration for a fight against cartels, i.e. for prevention of monopoly and opportunity
activity.
Privatization of state ownership is among the last and most rare steps in electricity reforms, because
countries are trying to retain portion of a power, or portion of a share in ownership of electricity
companies. This suggests that privatization is not necessarily associated with the process of
liberalization, although the international financial institutions, mainly the World Bank and
International Monetary Fund, in the nineties of the last century required from developing countries to
privatize their electricity sector (Zhang et al., 2005). However, in those years it became clear that
changes in ownership are not sufficient to improve the sector efficiency (Jakovac, 2010).
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Technological progress in the production and transmission of electricity is affecting a lot on the
liberalization of electricity market, in which a monopoly as a model of electricity market is
abandoning, and it moves to a competitive market, in order to create a positive environment for all
participants in market competition, not only for a single electricity supplier. Because of the progress of
technology development, liberalization and development of electricity market become objective
processes (Lewington and Weisheimer, 1998).
Liberalization of electricity sector requires the implementation of several interrelated steps
(Osmanbegović and Kokorović, 2009):
1. sector restructuring
2. introduction of competition in the wholesale and retail market
3. regulation of transmission and distribution networks
4. establishing an independent system regulator
5. privatization.
The following are the basic steps of electricity sector reform (Table 1).

Restructuring
Competition
and markets

- Vertical separation (unbundling) of production, transmission, distribution and supply
- Horizontal separation of production from supply
- Wholesale and retail competition
- Allowing entry for new producers and distributors
- Establishing an independent regulator

Regulation

- Allowing entry for a third party to the network
- Incentive for the regulation of transmission and distribution network
- Allowing access for participants in private ownership

Property

- The privatization of existing companies in state ownership

Table 1: Basic steps of electricity sector reform
Source: Pollitt, M., Jamasb, T. (2005)
It is indisputably that the basis of electricity sector reform, aimed at the liberalization of electricity
market, is exactly the restructuring of electricity utilities and electricity sector as a whole.
2.3. Expectations from the liberalization of electricity sector: motivations and objectives
Motivation for the reform of electricity industry and related regulatory regime vary from country to
country, but generally, it is supposed to improve the efficiency of electricity sector. In this context, it
is important to emphasize that the main motive for the electricity industry reform, or the liberalization
of electricity market, was and currently is the raising efficiency of electricity sector, in other words
achieving technically reliable and economically efficient electricity industry with the market-based
price of products and services (Tominov, 2008).
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By the liberalization of electricity market was expected the decreasing of electricity prices, raising the
quality of service, reducing price differences among countries, a possibility of selection of a supplier
for each customer, increasing the sector efficiency through a reduced need for construction and
maintenance of spare capacities, and other.
Based on estimates of the costs-benefits relation of the liberalization of electricity market, it can be
argued that liberalization has not achieved the basic objective for which it was initiated, and that is
lowering the electricity price. That happened only at the beginning of this process in some countries of
the European Union and lasted until was a surplus of cheap electricity in the East European countries,
and that was since 1998 until 2002. Since 2003, electricity prices in Europe have been ascending, and
everyone becomes clear that lower electricity prices are an illusion.
These findings of research confirm that the basic objective of the liberalization of electricity market is
not achieved, so can be concluded that the liberalization of electricity sector has not met expectations.
On the contrary, according to the present state of reform and trends in these processes, these
objectives, the way they were initially conceived and planned in the beginning of reform, are not even
achievable (ibid).

3. COMPARISON OF THE ELECTRICITY SECTOR LIBERALIZATION IN THE
FEDERAL REPUBLIC OF GERMANY AND THE REPUBLIC OF CROATIA
In the continuation of paper are presented the effects of electricity sector liberalization in FR Germany
and the Republic of Croatia. Pointed out are consequences of opening the electricity market and the
reasons for failure of electricity sector liberalization in FR Germany. Finally is described the situation
and possible consequences which the liberalization of electricity sector could have for the Republic of
Croatia.
3.1. Electricity sector liberalization in FR Germany
The following is a review on the consequences and reasons of failure of the electricity sector
liberalization in FR Germany.
3.1.1. The consequences of the electricity sector liberalization in FR Germany
The electricity market of FR Germany was liberalized in 1998. Precisely, on 29th April 1998 the
Federal Republic of Germany had opened its electricity market entirely, 100%
(http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html). That the privatization
in Germany was part of the liberalization process have shown tendencies of western and eastern power
plants. Although only parts were largely privatized, the total potential had been significant. Two-thirds
of electric utilities were in public ownership, and country, states or municipalities, depending on the
public owner of the electric utility, had a 95% stake in capital (Lewington and Weisheimer, 1998).
The example of the FR Germany proves that the opening of electricity market had led to significant
changes in behavior of, primarily, electricity producers. With liberalization, existing companies were
forced to offer for its customers more competitive services in order to prevent or minimize their
departure, and transition to competition. In addition to lowering of electricity prices, small electric
suppliers were trying to tie up, and keep their customers through better post-sale services. Reacting to
this process, strong and big producers were merging in even bigger companies in order to survive in a
competitive contest. They profited through growing market shares and increased their impact in the
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electricity market, which had reduced competition in the same market. For consumer, this meant more
rising, than falling prices (Kemfert, 2003).
Although at first it seemed that the electricity market is "big" and that in it could establish and those
electricity providers who do not have their own power plants, and although the electricity prices at
first began to descend rapidly, unfortunately, the liberalization of electricity sector at the finish had a
result of concentration of companies. These large concerns still rule the market. In support to this
thesis is the fact that electric companies Eon, RWE, Vattenfall Europe and EnBW together produce
even
80-85%
of
total
electricity
generation
in
FR
Germany
(http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html), and because of that,
this market could be described primarily as an oligopoly, than as a competitive market. Consequently,
electricity prices in recent years have been increasing steadily and are often beyond the level at which
they were before liberalization.
In the German electricity market is currently "state from dreams", but only for big energy concerns.
Through the lack of competition in the electricity market, it is possible to achieve a tremendous return
on equity (ROE). Despite the crisis, German companies in the electricity sector are earning record
profits, which are far from common in this branch. Three largest concerns Eon, RWE and EnBW
record huge profits, with profit only in 2009 amounted to 23 billion Euros. High profits are primarily
the result of selling the electricity at too high prices, especially during recent years. Since 2002, these
companies have generated profit of more than 100 billion Euros, so it can be noticed that in the period
from 2002-2009 their profit increased sevenfold. Return on equity (ROE) of each of these three
concerns is approximately 25%. In markets where competition rule and by comparison with other
DAX companies, it is recorded a profitability of 9%, and it can be concluded that high return on equity
in comparison with the low risk of these companies is inappropriate (http://www.fr-online.de
/wirtschaft/strom-oligopol-scheffelt-geld/-/1472780/4757782/-/index.html).
It is undisputed that consumers and companies which use industrial electricity bear the negative
consequences of liberalization, paying too high prices of electricity (ibid), as shown in the following
tables (Table 2 and Table 3).
1999.

2000.

2001.

2002.

2003.

2004.

2005.

2006.

2007.

2008.

2009.

2010.

0,1277

0,1191

0,1220

0,1261

0,1267

0,1259

0,1334

0,1374

0,1433

0,1299

0,1401

0,1381

Table 2: Average price of electricity for households (€/kWh)
Source:http://epp.eurostat.ec.europa.eu/tgm/table.do?tab=table&init=1&language=de&pcode=ten0011
5&plugin=1

1999.

2000.

2001.

2002.

2003.

2004.

2005.

2006.

2007.

2008.

2009.

2010.

0,0791

0,0675

0,0669

0,0685

0,0697

0,0740

0,0780

0,0871

0,0946

0,0929

0,975

0,0921

Table 3: Average price of electricity for industrial users (€/kWh)
Source:http://epp.eurostat.ec.europa.eu/tgm/table.do?tab=table&init=1&language=de&pcode=ten0011
4&plugin=1
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If we observe the dynamics of prices since 1999 until 2010, there is no doubt that prices are rising. At
the beginning, by liberalization is achieved desired effect, the lowering of electricity prices
(http://www.kwh-preis.de/strom/ratgeber/strompreisentwicklung). Industrial consumers were able to
get discounts up to 50%, while individual consumers through the free choice of electricity suppliers
could achieve saving up to 20% (http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-inDeutschland.html). However, that only lasted for a year or two. Since 2001, electricity prices were
increasing steadily again. Currently, electricity prices in FR Germany are at the level of upper third of
European prices, both for household and industrial consumers. If we compare electricity prices for
households and industrial consumers, it is possible to observe that households pay almost twice as
much than industrial consumers.
Besides being a major reason for increasing of electricity price and unacceptable for consumers,
exactly a lack of competition in the electricity, in consideration should be taken following objective
factors influencing the raising of electricity price. These are the costs of producing electricity, costs of
maintenance of distribution networks, and transport costs, which are mainly transferred to the final
consumer (http://www.kwh-preis.de/strom/ratgeber/strompreisentwicklung). Furthermore, the cost of
raw material directly affects the electricity price. Crude oil, as the most widely used source for
electricity production, is mostly affecting the electricity price. Furthermore, the raw energy sources are
available with limitations, which in a future will mean their lesser offer and, consequently, increase of
oil price as well as electricity price. Exploitation costs also play an important role, because there is no
use of raw materials, which getting is more expensive than the cost of a raw material by itself (ibid).
Next factor that affects the electricity price is the EUR-USD exchange rate. Favorable EUR-USD
exchange rate was significantly mitigated the rising of oil price 2008, which is also reinforced the
value of Euro. However, because of large debts of Europe, the Euro has depreciated against the Dollar,
so the expected further increase of the crude oil price in exporting countries will result in a progressive
increase of crude oil prices in countries that import this energy source
(http://www.strompreisvergleich-24.de/).
Unfortunately, it should be noted that the consumers themselves are partly guilty for the rising of
electricity price. Although by opening of the electricity market they are enabled to change electricity
supplier, only a small percentage actually decided for change. The consequence is that the four already
mentioned concerns have become even stronger and more secure in their market shares
(http://www.kwh-preis.de/strom/ratgeber/strompreisentwicklung).
Although the current situation in the electricity market of FR Germany is not the best, especially in
determining the real market prices, the German government has at disposal several measures by which
can affect the reduction of levels of electricity pricesOne way of reducing electricity prices is increasing competition in the electricity sector. In this sense,
the current problem could be alleviated in a way that giants Eon, RWE, Vattenfall and EnBW are
forced to sell portions of companies in order to create a greater number of strong companies. Such
horizontal separation has been a need for years. Also should be vertically separated the production,
transmission, distribution and supply of electricity (http://www.hausbautipps24.de/energie/energiesparen/zerschlagung-des-oligopols-der-stromerzeugung-senkt-strompreise.html).
Second way is that by taking control over distribution networks by the agency for networks
monitoring, reduce prices of using networks for small companies. Thus, the isolation of new suppliers
of electricity, which do not have their own distribution networks, would be solved or controlled, the
prices of using distribution networks would be reduced, and finally electricity prices would be
reduced.
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Third way would be that consumers make use of already mentioned the newly acquired right to choose
a supplier of electric energy which could, depending on individual consumption of electricity and
alternative offers, result in annual savings of several hundred Euros at the household level
(http://www.strompreisvergleich-24.de/).
So far, only 25% of users changed electricity supplier, i.e. only 15% of industry consumers, 6% of
craft workshops and 4% of households have so far changed their electricity supplier
http://www.zeit.de/2003/18/E-Strom). Mentioned followed when existing electricity suppliers reduced
prices in order to prevent competition in obtaining new customers. With the accumulated capital from
the period of their monopoly, some of big players were able to reduce electricity prices for some time,
even below production cost, in order to have an advantage over new competitors. That finally was
successful, and resulted in exit of competition from the branch.
New contracts with alternative suppliers of electricity provide more favorable electricity prices. The
consequence is more considering about changing provider. Moreover, every second consumer is
considering about changing provider (53%). Changing of electricity supplier is particularly prone user
group from 18-30 years (http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html).
Fourth and the simplest way to reduce the monthly rate of electricity would be that consumers through
a more efficient, more cautious and more aware use of electricity reduce, or rationalize its
consumption (http://www.strompreisvergleich-24.de/).
Regarding further movement of prices, it must be observed, inter alia, how the disaster in Japan will
affect the future progress of electricity prices. It could also be expected that in future, justifications for
a possible reduction of prices will be less, but quickly will be found reasons for an increase. In any
case, until the market is ruled by a small number of big participants, there is no large likelihood that in
respect of lowering prices of electrical energy will change anything. If it is additionally considered that
concerns since 2009 belong to EEX (European Energy Exchange), which as of 2009 operates without
a controlling administration, then it can be said almost with certainty, that hopes directed towards
lowering the prices of electricity are illusion
(http://www.kwh-preis.de/strom/ratgeber/strompreisentwicklung).
3.1.2. The failure of liberalization of the electricity sector in FR Germany
Free competition in 1999 first led to strong competition in prices. Electricity suppliers have reduced
their excess capacities, restructured and rationalized their companies. The consequence of this was a
process of concentration of electricity in the German market. About 80 medium-sized companies
merged
or
joined,
depending
on
the
strength
of
an
individual
company
(http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html), which led to 20 major
companies (http://www.zeit.de/2003/18/E-Strom), and of 900 small companies, even 500 merged in
corporate or strategic alliances in order to ensure market shares. After liberalization, there was a yet
another phenomenon: the strategy of a merging of big electric concerns based on the cost criteria of
smaller companies which operated locally and which were able to compete even after the opening of
electricity market (Kemfert, 2003). The number of large companies thus reduced from eight to four.
Preussen-Elektra and Bayernwerken formed Eon. RWE merged with VEW. By Bewag, HEW, Laubag
and VEAG originated Vattenfall Europe (http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-inDeutschland.html). Mentioned giants have expanded their strategic shares in other smaller power
plants.
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Mentioned suggests the conclusion that the competition in the electricity market in FR Germany is in
fact farce. Electricity concerns have more market power than before liberalization - ten years ago.
RWE, Eon, Vattenfall Europe and EnBW hold the German electricity market firmly in its grip and
make practically the oligopoly. Market events are especially ruled by giants RWE and Eon. Together
with Vattenfall Europe and EnBW, these giants have a market share of even 80-85%.
(http://www.stern.de/wirtschaft/news/unternehmen/energie-oligopol-vier-konzerne-teilen-sich-denmarkt-562360.html). Mentioned four electricity concerns are working as regional companies (Jakovac,
2010). Specifically, each concern has its own regional focus that corresponds to one of the four zones.
Therefore they are able, due to the lack of competition in certain zones, even additionally express their
power. RWE concern has its focus in Nordrhein-Westfalen, Rheinland-Pfalz, Saarland and parts of
Bavaria. Eon is the most active in Schleswig-Holstein, Niedersachsen, Hessen and Bavaria. EnBW has
its
power
in
Baden-Württemberg,
and
Vattenfall
in
new
federal
states.
(http://www.stern.de/wirtschaft/news/unternehmen/energie-oligopol-vier-konzerne-teilen-sich-denmarkt-562360.html). Geographically viewed, RWE is in the West, EnBW operates in the South and
Southwest, Vattenfall is the strongest in the East, and Eon rules from the North to the South of
Germany (http://www.strompreisvergleich-24.de/).
One of the reasons for a dominant position of these four concerns is that the same actors have most of
the network for distribution of electricity, which has the result that small power plants, which do not
have
their
own
distribution
networks,
are
exposed
to
their
mercy.
(http://www.stern.de/wirtschaft/news/unternehmen/energie-oligopol-vier-konzerne-teilen-sich-denmarkt-562360.html). In other words, the electricity distribution network is almost entirely owned by
the former monopolists, or oligopolists who would prefer that even after liberalization, flow only their
electricity through their networks, but considering that "on paper" rules the competition, they are
forced that without high prices of using networks, allow small power plants to use their electricity
distribution networks. Now is the question, what is meant by low prices of using distribution
networks? Specifically, smaller companies are still complaining on the too high prices of using the
electricity distribution network. By 5 to 8 cents per kWh spent, these fees are too high and the highest
expense in monthly installments of electricity for consumers, and a major obstacle to effective
competition in the electricity market. Moreover, even 18 billion Euros former monopolists are earning
just based on allowing the use of their electricity distribution networks. Under such circumstances, to
the new or potentially new companies, profitable entry into the market is barely possible. The main
culprit for this state is the German Government, which is due to its absence in the area of regulation of
using the distribution network, helped "big four" to increase their already great power over small
suppliers of electricity ( http://www.zeit.de/2003/18/E-Strom). Noticing the mistake of the German
Government, the European Union requested that until the summer of 2004 induct the administration
that will regulate market conditions, in order to achieve real competition in the electricity market. It
should be noted that these efforts did not yield the expected success.
Besides the four mentioned concerns, there is number of smaller suppliers of electricity, but few of
them possess power plants of higher capacity. Therefore, small companies have to buy electricity on
the electricity exchange from the "big four" in order to be able to supply their customers with
electricity (http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html). Five years
after liberalization, it was clear that smaller electricity suppliers have not been able to survive in the
electricity market. Lichtman, Nordstrom, Europower, Vossnet, Kawatt, Zeus, Riva, Die Deutsche
Strom AG and Ares are just some of the companies that collapsed after liberalization
(http://www.zeit.de/2003/18/E-Strom).
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Although the liberalization of electricity sector clearly did not positive acted on increasing of
electricity suppliers, numerous small electricity suppliers, which do not have their own distribution
networks, still managed to establish themselves at the local level because they are legally allowed to
use networks of ruling electricity concerns. Thus, consumers do not need to worry that by change of
electricity supplier would be changed the quality of electricity supply, because the distribution remains
the same. The only thing they can happen is benefit for paying lower electricity price. Small regional
suppliers of electricity have and after the liberalization a duty to supply consumers with electricity
within their region of operation. That way each household must be connected to the high-voltage
electricity network and be constantly supplied with electricity. Consumers who have concluded
contracts with alternative suppliers of electricity, or who after the liberalization changed the supplier,
are ensured in the event of termination or absence of a selected supplier, because their regional
supplier of electricity is required to ensure them electricity supply. That way there is no risk in
changing electricity supplier.
Future events in the electricity market do not have positive signs. Demand for electricity per year on
average is increasing by a modest 0.5%. Current reduction of demand is the result of economic crisis,
but it will not last long, and then will begin to grow again. Possibility for organic growth of electricity
companies is limited, because almost 100% of consumers have their electricity supplier. The
consequence is that in the market rule the suppression of competitors, where some suppliers like
GGEW, Stadtwerke Flensburg, UEWG or Yello are trying to recruit consumers from the competition
(http://www.stromtip.de/rubrik2/15742/1/Stromanbieter-in-Deutschland.html). They are partly
succeeding in that due to expensive marketing campaigns and lower electricity prices. Large suppliers
of electricity will be focused on the acquisition of other market participants, while local and regional
suppliers of electricity will try to maintain their market share and possibly achieve additional profit
through additional services.
3.2. Liberalization of the electricity sector in the Republic of Croatia
The following is the review of the state, expectations and possible consequences of the liberalization
of electricity sector in the Republic of Croatia.
3.2.1. State of the electricity sector in Croatia
In the Republic of Croatia, the transmission, distribution and supply of electricity in its entirety, and
the majority of electricity production is organized and controlled within the HEP Group, which
consists of HEP plc as leading company and several subsidiaries, and are wholly owned by the
Republic of Croatia (Jakovac, 2010).
Regarding the future Croatian membership in the European Union, in parallel with the adjustment of
Croatian energy legislation with European norms, as part of the general reform of electricity market,
started the restructuring process of HEP. This process is enclosed, on the one hand, by legal and
institutional requirements, which arise from the package of Croatian energy legislation and, on the
other hand, specifics of the historical heritage and the current state of development of the electricity
market in Croatia. Since 1st July 2002 HEP was formally reformed into HEP Group (Tominov, 2008).
Strategically observed, it was selected such a model of restructuring that should allow the optimization
of economic flows, but also the interests of all stakeholders. It is satisfied the EU directive 2003/54/EC
that requires a separation of activities, but not a separation of ownership.
With respect to given objective of increasing the business efficiency, with decentralization of decision
making, as a logical solution imposed the need for an organization of HEP Group towards the model

13

Publishing by Info Invest, Bulgaria, www.sciencebg.net

Journal of International Scientific Publications:
Economy & Business, Volume 5, Part 3
ISSN 1313-2555, Published at: http://www.science-journals.eu
of responsibility centers. The purpose of these centers is more effective control of costs, revenues and
profits, developing market behavior at the lower levels of management, with the ultimate objective of
increasing the economic efficiency of HEP Group. It means decentralization of right on decisionmaking, decentralization of informing and responsibilities. Responsibility centers thus are becoming
both objects and subjects of the control process of management.
Organization of HEP Group towards the model of responsibility centers is based on establishing the
economic relationship between responsibility centers. These relationships have certain characteristics
of market behavior, but are coordinated and controlled by the governing joint-stock company (ibid).
Responsibilities centers of electricity production in the Croatia make in the vast majority the HEP
Proizvodnja Ltd. Despite the majority of production by the HEP Proizvodnja, yet two companies in
the Croatia are licensed for electricity production, which are TE Plomin Ltd. and INA plc. The largest
of them, HEP Proizvodnja Ltd. (a subsidiary within the HEP plc) has permission to perform two
energy activities: the production of electricity for tariff consumers and electricity production for
market (from eventually disengaged existing production and new capacities). However, under the Law
on Electricity Market its key activity is electricity production for tariff customers and services
provision of system. Furthermore, the transmission is under the jurisdiction of HEP - Operator
prijenosnog sustava Ltd., the distribution is under the jurisdiction of HEP ODS Ltd., while the supply
by beginning of opening on 1st July 2006 and with the full opening on 1st July 2008 has undergone
certain changes. By the Croatian Energy Regulatory Agency (HERA), which gives a legal right to all
customers to choose their electricity supplier, four companies are licensed to carry out energy activity
of electricity supply: HEP Opskrba Ltd., KORLEA Ltd., HEP - Operator distribucijskog sustava Ltd.
and HEP Toplinarstvo Ltd.
(http://powerlab.fsb.hr/osnoveenergetike/wiki/index.php?title=ENERGETSKA_TR%C5%BDI%C5%
A0TA). That way are created the assumptions for the organizational structure of HEP to become
adaptive on demands of environment, and design and innovation oriented (Tominov, 2008).
Despite the opening of electricity market, it can be said that HEP still has a monopoly position in the
area of its business i.e. that is the privileged monopolist in the operating region. Consequently, in the
Republic of Croatia customers mainly can be supplied with electricity only from the HEP group. It
should be noted that due to relatively small electricity market in Croatia, there is little space for the socalled independent producers. Therefore, HEP group is a typical so-called natural monopolist whose
average costs, due to the economy of scale, are strongly decreasing with the increasing of production
and consequently, as the sole supplier of electricity can supply the entire demand, or the entire market
at the lower cost than several smaller companies can together.
Unlike the competitive market, where there is a clear link between price and quantity supplied, in the
monopoly market there is no such direct inter-connection. Decisions of a monopolist, in this case HEP,
do not depend only on the marginal cost, but also on the form of demand curve. For consumers of
electricity, such a state in the market results in a number of undesirable effects. Firstly, the monopoly
provides a lower equilibrium quantity of output and higher electricity prices than would be the case in
a competitive market. The next issue of this market condition is price discrimination, which implies
different prices (tariffs) for the same electricity to different consumers (households, industrial
customers) in the same market. As already mentioned, the HEP group completely controls the market
events, because it essentially makes the entire market. Mentioned comes from the fact that HEP Group
is the only vendor, offers a unique product without substitutes, prevents market entry of other
suppliers of electricity, although by various regulations are tried to influence the mentioned, and fully
controls the amount of electricity produced which offers for sale.
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The following tables show the average price of electricity in the Republic of Croatia for households
and for industrial users in the period since 2005 until 2010 (Tables 4 and 5).

2005.

2006.

2007.

2008.

2009.

2010.

0,0702

0,0759

0,0760

0,0798

0,0935

0,0934

Table 4: Average price of electricity for households (€/kWh)
Source:http://epp.eurostat.ec.europa.eu/tgm/table.do?tab=table&init=1&language=de&pcode=ten0011
5&plugin=1
2005.

2006.

2007.

2008.

2009.

2010.

0,0556

0,0596

0,0597

0,0743

0,0853

0,0932

Table 5: Average price of electricity for industrial users (€/kWh)
Source:http://epp.eurostat.ec.europa.eu/tgm/table.do?tab=table&init=1&language=de&pcode=ten0011
4&plugin=1
From tables is apparent that electricity prices were until 2007/2008 almost constant. In 2008, HEP
Group asked from the Government RH, which monitors the level of electricity prices, the permission
to increase electricity prices for both household and industrial consumers. Upon approval of this
request, prices were for both ones and other users, from 2008 to 2009 rapidly increased, which trend
had continued into 2010 especially for the category of industrial consumers.
3.2.2. Expectations and possible consequences of the liberalization of electricity sector in Croatia
Based on the Energy Law and the Law on Electricity Market were created the fundamental conditions
for the operation of electricity market in Croatia. By preparing and adopting Rules of Electricity
Market Organization and other secondary legislative acts, were created conditions for the operation
and gradual opening of the electricity market. Although in Croatia there is single electricity market,
the law provides gradual dynamics of opening the electricity market. Thus, the market is formally
fully opened on 1st July 2008.
(http://powerlab.fsb.hr/osnoveenergetike/wiki/index.php?title=ENERGETSKA_TR%C5%BDI%C5%
A0TA).
For perceiving the possible consequences of opening the electricity market in Croatia, should be taken
into account all participants in this process: public and private suppliers of electricity, household,
industrial and other users, fuel suppliers, investors, financial and regulatory institutions, and other
participants of economy development of a country (Lewington and Weisheimer, 1998). In the table
can be seen participants of liberalization and consequences that the same could have for them (Table
6).
The most important consequence of monopoly in the electricity sector is the forming of unrealistic
prices of electricity. By replacing an inefficient monopoly and bad government regulations, can be
established a competitive electricity market. Competition in the electricity sector could ensure real
prices of electricity, and the choice to customer of his supplier (producer or distributor) of electricity
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(Osmanbegović and Kokorović, 2009). Moreover, liberalization should result in more efficient act of
all participants in the electricity sector.

Electricity suppliers and their
internal consequences

Consumers and direct suppliers
and their external consequences

Other participants enclosed of
the liberalization process

Changing and adapting
philosophy of company

the

Changes in prices and other
market conditions

Change of state regulations

profit,

Changes in services and security
of supply

Economic
consequences
on
growth of economy, employment
and investments

Foreign investments

Impulses for changes in the
structure of industries of other
energy sources

Changes to the environment

Changes in the structure of branch
and in the structure of company

Impulses
for
investments

Changes
in
costs,
technology, employment

changes

in

Table 6: Participants of liberalization
Source: Lewington, I., Weisheimer, M. (1998)

4. FUTURE OF THE ELECTRICITY SECTOR OF THE REPUBLIC OF CROATIA
Hereafter, paper describes the process of reform of electricity market of the Republic of Croatia
marked by conditions of accession to the European Union, and specific characteristics of developing
countries to which Croatia belongs. Finally, the question is could Croatia avoid mistakes and errors in
the electricity sector reform of FR Germany? Could it derive lessons from negative experiences of
opening the electricity market of FR Germany? Moreover, which are those steps and measures to
avoid such errors?
4.1. The reform of electricity sector of the Republic of Croatia in conditions of accession to the EU
The need for the real price of electricity, then technological progress in production and transmission of
electricity, and resulted need for liberalization, i.e. opening the electricity market, induced a series of
reforms worldwide, including the RH. The Republic of Croatia on 10th June 2011 received "green
light" to enter the European Union, and in such position have to align its legislation and market with
the community acquis and the market structure of electricity sector of the Union
(http://www.hrt.hr/index.php?id=48&tx_ttnews[tt_news]=119258&cHash=c8060cb9fa).
Change of the market structure of electricity sector encourages reforms of electric-power activity to
create an efficient, cost-effective, open and competitive electricity sector, which, as previously
mentioned, resulted in liberalization of electricity sector in the area of the European Union. Certainly
that reform of electricity market cannot bypass the Republic of Croatia, which as a future member of
the European Union, in that supranational creation, as the signatory of the Stabilisation and
Association Agreement, required to align its legislation with the EU legislation, including the
electricity market, taking primarily own interests and own development strategies (Udovičić, 2004).
This implies a gradual adjustment of the state monopoly to conditions that match those on the common
EU market.
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For developing countries, according to survey of the World Bank, electricity sector reform must be
carried out through the following six steps, so-called standard recipe (Jamasb et. al., 2004):
1. corporatization or commercialization of core activity
2. enactment of the Energy Law
3. establishment of an independent regulatory body
4. restructuring of core activity
5. private Greenfield investments
6. privatization.
Reform of electricity market in Croatia formally started in late June 2000 when the Croatian
Government adopted the Program of electricity sector reform. In consideration were taken the possible
consequences of global processes, conditions and restrictions which may result from the EU energy
policy, and specifics of the Croatian electricity market. By the Program of electricity sector reform
were established the separation of core activities, separation of secondary activities, formation of
energy sources market and privatization of energy companies, because the Croatian energy market is
characterized by state ownership. A year later, in July 2001 was enacted a package of five energy acts
in line with at that time valid European directives on the energy sources market (Udovičić, 2004;
Tominov, 2008). Three of these five acts define the planned changes in the electricity sector; Energy
Law, Law on electricity market and Law on regulation of energy activities. Law enforcement is
divided in three groups of activities (Tominov, 2008):
1. restructuring of energy companies
2. enactment of sub-acts and other acts planned by law
3. building of necessary institutions for market opening.
Rounding up the first phase of defining standards, as assumptions of reform of electricity market, was
completed in March 2002 by the adoption of the Law on privatization of HEP and INA (ibid). In April
of the same year was adopted the Energy Development Strategy of the Republic of Croatia that in the
area of electricity sector aims to create a competitive and sustainable electricity system with high
security of electricity supply. In doing so, it starts from the fact that independent, regulated and open
electricity market is the most efficient and cost-effective way to meet the placed objectives.
In recent years, electricity market reform, particularly the implementation of mentioned acts has
progressed slowly, and knowledge about the reform and opening of energy market was limited. The
reform has placed the energy entities, state administration and electricity consumers in a new situation
for which majority were still not ready, and law enforcement had obstructed conceptual differences
that emerged among energy entities, and are associated with the realization of market and positioning,
and authorities of a regulatory body. The reform was therefore perceived as a burden and contrary to
the interests of energy entities (ibid). The opening of the electricity market was also slowed due to
disagreements about the concept of restructuring of HEP Group, in particular the organization of
activities of system operator.
In Croatia since 2002 until 2004, a series of regulations were enacted for implement of law by which
are regulated particular energy activities, while the European Union was adopted a series of new
guidelines and documents, which regulate the energy sector and in which appear new requirements
and guidelines (Jakovac, 2010). All enacted regulations jointly define the organization of electricity
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sector, the position of certain parts of sector, the model and organization of electricity market, rules of
operation and behavior, and relationships among actors. By new acts are harmonized legal solutions
from 2001 with the Directive 2003/54/EC, removed certain shortcomings and inaccuracies, and is
provided their reality and applicability in the context of restructuring of HEP Group and opening of
the electricity market in Croatia (Tominov, 2008).
4.2. Could errors in the electricity sector reform of FR Germany be avoided in the Republic of
Croatia?
Too fast deregulation and uncontrolled liberalization, with the lack of long-term development strategy,
are returning like a boomerang with severe and long-term consequences (ibid), as it proved the case of
the liberalization of electricity sector of the FR Germany. Croatia needs to access the reform process
on its own individual way, taking into account the specific characteristics of the electricity sector of
country, i.e. availability of resources, size, available technologies, historical development, which
factors directly define the initial market structure and determine the starting points of the reform
process and its results (Osmanbegović and Kokorović, 2009). By transparent business operation with
the controlled liberalization and effective management, and based on acceptance of propositions from
the European Union directives, it is possible to ensure the achievement of national strategy of
development of electricity market of the Republic of Croatia, without the threat of hostile takeovers.
Croatian electric-power industry in that way would remain a key player in the production and
distribution, while in the transfer of electricity could be converted into a stronger regional player. By
the construction of new production capacities for meeting the growing demand for electricity by
consumers, replacing the existing wearied facilities, development of transmission network that
facilitates the positioning of Croatia as a transit country for electricity, modernization of distribution
network, taking advantage of the natural resource of country in renewable energy sources,
encouraging of distributed production and encouraging the efficient use of electricity, the Republic of
Croatia would create the effectively liberalized electricity market.
5. CONCLUSION
Liberalization of electricity market of analyzed countries the FR Germany and the Republic of Croatia
implied numerous consequences for all parties involved in this process, for electricity suppliers and
their customers, for governments of these countries and wider community.
Opening the electricity market to Germany had brought anything but a competitive market and real
market prices. Four large concerns of electricity have become even stronger, and monopoly power has
become even more pronounced than it was ten years ago. The current market structure is more like an
oligopoly than a competitive market, to which hoped participants of the process of liberalization.
Mentioned has caused the rise in electricity prices, and objective reasons suggest that this trend will
continue in the future. It is undisputed that the liberalization of electricity sector of Germany has
failed. Large companies now are earning more than ever and far more than would earn in a
competitive market, which consequently results in dissatisfaction for the other participants on the
supply side, as well as participants on the demand side whose expectations are not fulfilled.
In order to Croatia could avoid a similar failure of opening the electricity sector, it is necessary to
adapt elements and steps of the liberalization process to specific characteristics and national solutions
of the country, and take into consideration the size, availability of resources, available technologies, as
well as the historical, legal and institutional framework of the country. Only then it can be expected
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that Croatia will successfully implement this very complex process of opening the electricity market,
to the satisfaction of all participants in this process.
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