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Introduction 

In this thesis I will analyze the Dutch energy market. The development of the energy market has always been widely discussed as multiple interests; durable energy, certainty of energy supply, competitive prices and more factors tend to conflict each other. Due to the recent liberalization it was expected that the market would become more competitive and an international European energy market would be created. Practice has proven that the realization is harder as expected due to the constant arising of new barriers which makes fair competition harder and slows down the internalization process. A main barrier for internalization of the European energy market concerns the transport net. Although it is agreed upon that the transport net should be controlled by independent firms, in reality this is not always the case. Some transport nets are still owned by national firms. This allows them to restrain foreign firms and local entrants from access to the transport network which distorts competition.
Currently the Dutch energy market is subject to remarkable changes. With the acquisition of NUON by Vattenfall and the takeover of Essent by RWE the market is in motion. Some inhabitants claim to fear the loss of such large enterprises. With an eye of future European integration it is expected that only a few large international players will survive. Therefore, a strong Dutch international player appears attractive to multiple inhabitants. The expected advantages of having a strong energy supplier in your own country are that one is more likely to be able to safeguard the existence of energy supply and stimulate the incentive for firms to produce durable energy. We had the opportunity to create a large Dutch international player by the proposed merger between NUON and Essent. However, this merger was only allowed under certain conditions restricted by the NMa. As a result NUON and Essent decided not to merge. Therefore, it appears interesting to have a profound look in the reasoning by the NMa on why they imposed conditions on this merger. I will examine why they decided not to allow it without conditions because with an eye on the future European integration this could be a successful merger leading to a strong Dutch international player. 

Research Question

In this thesis I will answer the question whether the decision to impose conditions on the merger between NUON and Essent by the NMa can be justified. I will answer this question by analyzing various aspects relating to this question. The sub-questions I will answer are:

· What is the current situation of the Dutch energy market?

· What are the effects of previous mergers and acquisitions in the energy market?
· What would be justified as ‘the right decision’?
The thesis is constructed of three chapters. In the first chapter I will analyze the current market situation, its entry barriers and its recent developments among which the liberalization. In the second chapter I will examine previous mergers and acquisitions in the energy sector. I will investigate the judgments of the NMa concerning whether concentrations need a license and if they receive approval. In the third chapter I will take a look at the right decision concerning a concentration according to different viewpoints and look at the future expectations of the market. Finally, I will conclude with providing an answer to the research question. 
Ch. 1 Analysis of the Dutch Energy market
Before the liberalization the energy market was controlled and owned by the Dutch government. Currently the market is fully liberalized with 26 electricity suppliers and 19 gas suppliers. In this chapter we will take a look at previous developments in the energy market and provide a short overview of the current situation. 

1.1 History










 Since the first of July ‘04 it is possible for small energy users to choose their own energy supplier. For large users this was already attainable since 1999 and for middle users since 2002. The idea behind the liberalization of the energy market is to stimulate competition in order to yield benefits for consumers and total welfare. The expected benefits are higher service levels, better quality, lower prices and the freedom to choose the supplier to your liking. The green energy market was already liberalized in 2001 which created room for green entrants.
 Care for the environment and using green energy increased in popularity during the previous years, this combined with the increased subsidizing of the use of green energy by the government caused multiple consumers to switch to a green energy supplier.
The ‘Energiekamer’, previously known as the DTe, has been appointed as supervisor in this market. Their main task is to protect consumers from unfair prices and control the implementation of the gas- and electricity law originated in 1998. They are allowed to set a maximum price if unfair pricing is detected. Particularly users who are not likely to switch will be protected due to the supervision.

1.2 Companies & Market description

The liberalization resulted in an increase in the number of energy suppliers. Subsequently, suppliers started to differentiate themselves in producing either green or gray energy
 and offering different prices at different moments; low prices during off-peak hours and high prices during on-peak hours. This resulted in a higher utility level for the consumers as it is now more likely that he/she can find a supplier which meets (most of ) its preferences.
Currently there are 26 electricity suppliers and 19 gas suppliers who have a license to distribute electricity and/or gas in the Dutch energy market.
 Among the energy companies are old incumbents and young entrants. The biggest suppliers (both electricity and gas) are Essent, Nuon & Eneco. In July 2008 they had a combined market share of 81% in the electricity market and 78% in the gas market.
 The market is in a situation where three large distributors almost supply the entire market and there exist many small suppliers with little market share.
Nevertheless, there are some successful entrants which have obtained a considerable share of the market. By July 2004 approximately 9% of the consumers switched to a different supplier. The majority of the 9% switched to one of the new green entrants such as Greenchoice and Oxxio. Oxxio, RWE and Greenchoice have been relatively successful so far by achieving a joined market share of 10-20%

The prices in the energy market are determined by the suppliers. The suppliers offer multiple types of pricing; for example one can choose between fixed and variable costs. With fixed costs one can choose the duration of the contract in years, with variable costs one can choose a contract with either fixed or flexible duration. The customers can also select a tariff independent on the time being consumed or a tariff where prices of consumption differ between on-peak and off-peak hours. 
The prices set by the suppliers are mainly based on the prices of their suppliers which are determined on the oil prices. However, other factors play important roles too such as the costs of other natural resources for the production of electricity and gas, the exchange rates, inflation and more. Therefore, the changes in oil prices are not completely similar to the changes in electricity and gas prices. It is also claimed by the NMa that it takes six months for the change in oil price to affect the consumer prices. This will be elaborated later on. In order to maintain little price fluctuation, the suppliers purchase large amounts ahead. Multiple purchases ahead allow the suppliers to keep the price relatively stable and adapt the price only a few times throughout the year. 








In case of a fixed contract, the supplier is not allowed to change the prices during the contract period. However, in case of an unexpected increase in purchase prices which would, if no actions are taken further, lead to bankruptcy the supplier is allowed to dissolve the fixed contract.
 One can find the constitution of the energy bill of an average household in the attachment in Figure 1. The main costs are the distribution of gas, taxes and distribution of electricity. Therefore changes in taxes and distribution costs of electricity and supply can lead to relatively large price differences for the consumers. 
Price development
 








 Figure 2 shows the development in the electricity prices (2000kWH single & double tariff in pink and yellow) and the development of the gas prices for 2000m3 (in blue). 
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As you can see overall prices of electricity with both tariffs have increased. Compared with the increase in electricity prices, the increase in the gas price was more powerful. One of the main causes of the price increase is the increase in purchase prices from producers, which in turn has increased due to higher oil prices. Between the development of the oil prices and the increase in the wholesale price is a delay of six months. The increase in wholesale prices is passed on to the prices of the consumers. However, according to the NMa this increase is not completely passed on. Additionally, it has been analyzed that the difference in prices between the suppliers is increasing. This shows that switching is becoming more beneficial for the consumers
. 











The fact that the increase in the wholesale price is not completely passed on to the consumers tells us that prices are above marginal costs. This can be explained as follows; when P = MC, the change in P also reflects the exact change in MC. If price tends to be more towards the monopoly price less of the change is passed on. Therefore this price difference gives an incentive to believe that prices are not equal to marginal costs and firms have some level of monopoly power.
 
1.3 Entry barriers 

High entry barriers can result in a low level of entry which leads to reduced competition and can ultimately make the liberalization unsuccessful. There are multiple possible entry barriers. I analyzed the barriers of the energy market according to the following list used in a previous investigation in discovering entry barriers by the ministry of economic affairs. 
 
· Advantages of scale

· Sunk costs

· Reputation and brand awareness

· Switching costs for the consumers

· Access to essential facilities

· Network effects

· Government regulation

· Price- and turnover strategy by the incumbent firms. 

Advantages of scale

Possible advantages of scale for the incumbent firm are:

· Lower purchase prices due to higher bargaining power.
· More information due to more staff and larger network.  

· Relatively small investment costs due to the implementation of altered laws. 
Lower purchase prices 
This especially applies for suppliers who not only supply but also produce energy (vertically integrated). Entrants who purchase energy from these vertically integrated firms are not likely to obtain the purchases for the same price the firm itself does. Next to this barrier another barrier for purchase prices exists which specifically applies for the purchase of gas. High caloric gas is hard to access by many suppliers due to restricted access to import and conversion capacity. Low caloric gas is easier to access but this market is dominated by one party which imposes very hard to meet conditions. The minimum purchase amount and the specific bank guarantees the firm demanded were appointed as barriers by small entrants.   Government has started to reduce this barrier by putting a maximum on the height of the bank guarantees. Structural solutions for this barrier in the gas market are to be found in the accessibility of alternative purchase channels, allowing small suppliers to diversify their purchases in gas. Government has made several steps towards this solution by planning to alter specific laws and it is expected that in the near future this barrier will be significantly reduced. 

Difficulties also exist with the purchase of electricity. The number of producers where entrants can buy their electricity is limited. The electricity production market is highly concentrated and in order to keep prices stable one has to make large purchases ahead otherwise one can be highly dependent on their electricity supplier. Therefore, the entrant needs to possess the necessary capital to make large purchases ahead or try to become vertically integrated to keep prices low and stable. 

More information
Small suppliers with just a few employees might obtain less information compared with a large firm with numerous employees. Firms continuously have to be aware of all developments in order to keep up. For example, large suppliers might find it easier to delegate employees to meeting than small players. This barrier is not very problematic. 
Small investment costs

Small changes in laws and regulation concerning the energy market are expected to occur in the near future in order to improve the communication and administration of suppliers. The necessary investment costs which accompany the alterations in laws and regulations are relatively more expensive for a small supplier compared to a large supplier. Since the alterations are expected in the near future they still apply as expected entry barriers.
 
All these advantages for the incumbent result in a disadvantage for a new entrant; obtaining a substantial customer-base and ultimately economies of scale takes time and until that moment the entrant could be faced with several losses.

Sunk costs & Reputation and brand awareness

Sunk costs are costs that are necessary for production in the long-run, once incurred they can not (completely) be recovered. Entrants’ sunk costs contain of investments in fixed capital, branding/reputation building and training staff. Due to increased competition in the previous years it is important to establish a good reputation in order to continuously attract new customers. If the entrant obtains the reputation that he provides the product with high service at relatively low price, this can attract new consumers. The main reason why sunk costs can form a barrier is that the investments costs have to be recovered with after entry profits. Due to the high investments costs in this market (which requires high after entry profits) entry is less attractive compared with a market which requires low investments costs. 

Switching costs for the consumers

‘Switching costs are the costs incurred when a consumer changes from one supplier or marketplace to another.’
 Switching costs do not have to be tangible costs like transaction costs, administrative costs and fees charged by firms. They can also contain of learning costs incurred when using the new product and costs in terms of time and accompanying trouble to switch to a different supplier. In this market switching costs are mainly the costs incurred when a contract is terminated prematurely and the perceived search costs; time and difficulty to find a new supplier. The main reason for a consumer to switch would be the reduction in price. However, according to a study conducted by the NMa consumers think that switching does not reduce you monthly bill significantly, is a lot of trouble, obtaining trustworthy information takes too much time and the chance for administrative mistakes is too big in order to make the switch worth it.

A study conducted by M. Pomp and V. Shestalova tries to reveal the effects of switching costs on the success of liberalization and what this implicates for total welfare. It is argued that is of key essence to reduce the (perceived) switching costs. In their analysis they use two scenarios; an optimistic and a pessimistic scenario. In the optimistic scenario it is expected that the switching costs will fall in the years after liberalization. In the pessimistic scenario it is expected that the switching costs and willingness to change remain at the current level (data from three months after liberalization). In the optimistic scenario the study shows that both switchers and non-switchers benefit from the liberalization due to price decreases. Contrary, the pessimistic scenario shows that if the incumbent is aware of the high switching costs, the incumbent firm is likely to profitably raise its price. As a result the consumer is now worse off compared with the situation before.
 This indicates that in the situation before the study was conducted in 2007 prices were below monopoly prices. It also stresses the importance to decrease the perceived switching costs and increase the willingness to change. If efficient policies will reduce the perceived switching costs, consumers are more likely to benefit from the lower prices and total welfare will increase as well. The policies that are perceived to be efficient and necessary in order the make the liberalization successful are reducing switching fees, reducing choice complexity and educating the public. 
 
Current computations show that a switch from a one-year contract at the most expensive supplier to the cheapest can result in annual savings of 200 euro. Therefore the consumers (at the most expensive suppliers) have a relatively high incentive to switch which causes the barrier to switch to decrease. Additionally, it seams that the view where switching takes too much time and has a high chance of administrative problems is declining. However, the view that trustworthy information is very hard to obtain still exists. Consumers find it hard to compare the energy companies on price and quality of service and obtain specific information about the energy companies. The NMa has already improved on this aspect by introducing ‘ConsuWijzer’ an internet tool where consumers can easily compare the offers of energy suppliers. 

Access to essential facilities

An essential facility is an input that is necessary for production and which is not easy to reproduce.
 In the Energy market every company has equal access to the electricity grid which is an essential facility. The electricity grid is owned by TenneT a semi-state owned company that is the administrator for the national electricity grid. Entrance to the national network forms therefore no obstacle for new entrants. However, it has been claimed that competing suppliers with a (local) grid-administrator operating within same holding provide faster service and encounter fewer problems. As entrants do not have a grid-administrator in their holding this can form an obstacle. A second problem arises due to the fact that this grid-administrator operates under the (almost) same name as the holding and their logos are considered as free advertisement. Measures have been taken in order to eliminate these barriers. By introducing the law of independent grid-control and ultimately economical separation between the supplier and grid-administrator, the first barrier is eliminated. Additionally, by introducing new names for some of the grid-administrators the second barrier is removed as well.

Network effects

Positive network effects occur when more people use the same product, the more the consumers benefit. In the energy market this is not applicable; the energy consumption of one consumer does not lead to a benefit for the other consumer. 

Government regulation

In order to enter the energy market one has to obtain a license. In order to attain this license one has to meet the following conditions determined by government policy
:

· The supplier possesses a good administrative organization. 
· The supplier is not in state of bankruptcy.

· The supplier has not applied for a suspension of payment.

· The supplier offers clear proposals and contracts.

· The supplier utilizes transparent and fair payment arrangements.

· The supplier utilizes transparent and fair arrangement for resolving the contract. 

· The supplier is able to handle complaints adequately.

These conditions are necessary for consumer protection and in most cases will not be an actual obstacle for entry. Changes in laws and regulation however can form a barrier for entry as explained already in ‘advantages of scale’.
Price- and turnover strategy by the incumbent firms

A pricing strategy which could deter entry is discriminatory pricing. According to article 82c of the EC Treaty, discriminatory pricing means ‘applying dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive disadvantage’.
 If an entrant in the retail market expects that the incumbent producers of energy handle discriminatory prices this could form a barrier. 

In the energy market there is a potential for discriminatory pricing. The vertically integrated firms in the market could use the profits upstream to lower prices downstream as there is less competition upstream compared with the downstream market. Another potential is second-degree price discrimination which means that a consumer can select a deal from a menu of options.
 When multiple consumers sign a contract for a fixed period, entry can become less attractive. The entrant’s potential customer base decreases due to the fact that many customers are ‘locked in’ with their current supplier. This means that the entrant would have to employ significantly lower prices in order to become attractive for these consumers. In practice one can see that there is second-degree price discrimination as most suppliers offer consumers a menu of options; fixed/variable costs, various tariffs and more. Therefore, the threat of discriminatory prices is existent and can form a barrier for entry.

Alternative barriers for entry

Another entry barrier which is relevant in this market is the existence of vertically integrated companies (already briefly mentioned at ‘advantages of scale’). In this market large players like Essent en Nuon are vertically integrated meaning they not only supply but also produce energy. This gives them competitive advantages as they will find a lower optimal price combined, compared with when they operate separately. These lower prices form a disadvantage for the entrant as it decreases its expected profits after the merger.


What additionally could form a barrier is when an entrant only provides either gas or electricity. Many consumers prefer to have ‘dual fuel’; both gas and electricity supplied by the same company. Being active in both markets is more expensive so this can result in a barrier regarding financial constraints.  
Exit barriers

When deciding to enter a market or not, one looks at after entry profits. It is important to include a worst-case-scenario in the analysis to see if things go wrong you are still able to exit the market without incurring too many losses. If the entrant enters the energy market and quickly wants to exit again due to unexpected events, it is of main importance to sell its fixed assets quickly. Fixed assets and investments will not be completely recovered (decay); therefore exiting the market will always be accompanied with costs. On the other hand, there are probably several possibilities to resell you fixed assets as it is often found an inexpensive way to enlarge a firm’s capacity. Therefore, there is a potential to recover a part of the sunk costs.
To conclude the entry barriers discussed above can lead to cause for concern for the entrant, especially entering the gas market can be highly complicated. However, measures for eliminating barriers are being taken and it is expected that entry will become easier in the near future. Green entry is more attractive as it is increasing in popularity and subsidized by the government. One can expect that with reducing the barriers, the market will become more competitive in the future which is promising for consumers and total welfare.
Ch. 2 Mergers and Acquisitions

Before the liberalization the energy market was in control of the Dutch government. Energy was produced by four large regional companies: EPZ, UNA, EZH and EPON. They joined forces together in an organization called ‘Samenwerkende Electriciteit Producenten (SEP) where they determined the production of energy. Distribution was organized by 23 regionally and locally owned companies where each company distributed their own territory.
 In this chapter we will analyze the previous mergers and acquisitions since the foundation of the DTe in 1998. 
2.1 Electricity law 1998


Achieving more competition by providing more consumer choice was the main end of the Electricity law of 1998. However, more competition should not decrease the efficiency in production and the safety of supply. The key changes the market would have to go through were determined in the new law:

· Dissolution of the SEP

· Gradual opening up of the market

· Electricity grid controlled by TenneT

· Establishment of the DTe (Dienst Toezicht Energie, later Energiekamer)

· Foundation of the Energy-exchange 

These changes were ought to be necessary for the success of the liberalization of the energy market. All changes are currently realized and the market is fully open. Besides new entrants due to market liberalization there was another development; a sequence of takeovers and a few mergers.
2.2 Previous mergers & acquisitions

The four regional companies EPZ, UNA, EZH and EPON are currently non-existent. Nevertheless, EPON was bought by Elactrabel, EZH was bought by E.ON, UNA was bought by Reliant and EPZ is taken over by Delta and Essent who both possess 50%.There have been multiple mergers and acquisitions since the eighties; the total amount of distributors went down from 134 in 1987 to 36 in 1996. 
  The NMa the ‘Nederlandse Mededingingsautoriteit’ was founded in 1998 with purpose to maintain the prohibition on abuse of economic power and creating cartels. It is also their responsibility to approve or disapprove of mergers and acquisitions. 
In my analysis I will take a look all mergers and acquisitions in the energy sector. As decisions about mergers and acquisitions are made by the NMa, I analyzed their decisions regarding ‘decisions concerning a concentration in the reporting phase’ and ‘decision concerning a concentration in the license phase’. A concentration can consist of three alternatives: merger, acquisition or a structural joint-venture. Not all concentrations have to be reported to the NMa. Only concentrations with annual global sales exceeding €113.450.000 and where at least two firms of the concentration have annual national sales exceeding €30.000.000. 

 
First of all, the companies who want to concentrate need to report this to the NMa. The NMa decides whether to allow the concentration straight away or whether it is necessary to obtain a license. If the NMa allows the merger straight away there is no (or very limited) possible harm for the consumers and welfare in the proposed concentration. Therefore, I will not pay considerable attention to these concentrations. On the other hand, if the NMa discovers relevant information about the concentration potentially leading to the creation or enhancement of market power, they may demand a license for the concentration. These concentrations will be analyzed. 
Mergers accepted without a license: 

Nutsbedrijf Amstelland Holding N.V.- Energie Delfland N.V.- GMK Holding N.V.- N.V. Holding Gasbedrijf Noord-Oost Friesland - Nutsbedrijven Weert Holding N.V. - N.V. Energiebedrijf ZuidKennermerland Holding with N.V. Eneco. 2000.

Mergers who needed a license can be blocked, approved or approved under certain conditions.

Blocked mergers: 

None.
Approved mergers:










 NUON-ENW-EWR-Gamog. 1999.
Approved mergers under certain conditions:






 PNEM/MEGA- EDON. 1999.







 NUON – Essent.2007.

The NUON-ENW-EWR-Gamog merger (later NUON)




     The merger of NUON-ENW-EWR-Gamog was approved by the NMa in March 1999. They claimed that the merged entity would not to obtain a degree of market power which can significantly hurt competition in the Dutch energy market. The combined market share of the merged entity on both gas- and electricity market is below 30% and with an eye on future liberalization this appears to be no reason for concern. New entrants on both the gas market and the electricity market will intensify competition; therefore there is no need to fear for a dominant position of the merged entity.






         Welfare implications after the merger






  After the merger NUON was listed in the top 10 European Utility firms with annual sales of 3.45 billion (including sales of activities in other markets). Their combined customer base for electricity consumption went up to 2.5 million. Additionally, their customer base for gas consumption reached an approximate 1.78 million.
 According to NUON, the post-merger situation resulted in above average results. Table 1 shows how the profits (in EBIT; operational profit before taxes and rent) of NUON have evolved in the years after the merger. 
 











     Table 1: NUON results EBIT 1999-2003. Source: NUON annual reports.
	Year
	1999
	2000
	2001
	2002
	2003

	EBIT (in million)
	407
	423
	489
	350
	536


As you can see the net profits have increased in the post merger years with regard to the profit made in 1999, except in 2002. According to NUON this was due to a change in portfolio and increased competition in the energy sector. Not only had their profit increased, their net turnover increased as well as you can see in Figure 3. 
Figure 3: Net turnover NUON per year. Source: annual reports NUON.
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The figures indicate that NUON has achieved positive results after the merger. However, NUON also faced some trouble with the enlargement. They revealed that linking the different automatic systems regarding administrative processes went badly wrong. Multiple investments were necessary in order to restore the quality level of administration.
 However, overall it appears that the merger has been beneficial for NUON.




The effect of a horizontal merger without efficiency gains is that it tends to be bad for consumers and total welfare. It is claimed that the merger increases the market power of the combined firm as they face less competition after the merger. Therefore, it is found optimal to reduce output and increase prices. Rival firms benefit from this as they face less competition as well. Therefore, all firms have more market power which results in higher optimal prices which hurts consumers and total welfare. However, if there are significant efficiency gains, the merged entity might acquire lower marginal costs and could lower its prices. This would be beneficial for consumers and for total welfare.

 





To see whether this merger has been beneficial for the consumers we can look at post-merger prices of all firms. The average gas prices for the small user segment increased from 1999 to 2000 with 5,4% (from 254.9 to 268.6; +13.7) and the average electricity prices with 12,5% (from 107.9 to 121.4; +13.5) as the figures measured by the CBS show (can also been seen in Figure 2 above). The increase in price was also due to the increase in the oil price, the development of the oil price is shown in Figure 4 in the attachment. The average oil price in euro increased in from 1999 to 2000 from 16.06 to 29.43(+13.37).
 I expect that this increase of 13.37 is mainly responsible for the increase in gas price of 13.7 and electricity price of 13.5. However, the increase is expected to be smaller due to the lag of six months as the increase in oil prices was smaller from 1998 to 1999(approximately 7.03). However, if we include the annual inflation of 2% (gas price would become already 259.99 and electricity price 110.06), we can conclude that prices did not increase or decrease significantly. Therefore, the merger did not cause the general prices to significantly increase, which could hurt consumers and total welfare. However, prices also did not decrease significantly so the merger was not (significantly) beneficial for the consumers and total welfare as well.    


The PNEM/MEGA – EDON merger
(later Essent)





    The merger of PNEM/MEGA – EDON was approved under certain conditions by the NMa in October 1999. The conditions are that the new entity sells their interest in EDON and a part of its activities in composting vegetable-, fruit- and garden waste. In analyzing the companies they looked at the activities of PNEM/MEGA-EDON concerning the production and distribution of electricity and composting vegetable- fruit- and garden waste. In production of electricity the companies are active via EPZ and EPON. EDON owns 50% of EPON and NUON the other 50%. After the merger PNEM/MEGA – EDON combined will have 40-50% market share. This is a much higher percentage compared competing companies have. Due to relatively high entry barriers, little import of electricity and limited possibilities for increasing electricity import in the near future, the NMa concluded that the merger can lead to a dominant position on the production market. The potential distorted competition led the NMa to obligate PNEM/MEGA-EDON to sell its market share in EPON in order to obtain the license necessary to merge.
   






           PNEM/MEGA-EDONs market share in the distribution market of electricity has already decreased after market liberalization for large users due to foreign entrants. Analyses also showed that NUON and PNEM/MEGA-EDON are already actively competing against each other. This makes the threat, that NUON and the merged entity combined will control the complete distribution market, incredible. Therefore the NMa imposed no conditions for the merged entity to fulfill on the distribution market.





Another activity by PNEM/MEGA-EDON which concerned the NMa was the market of composting vegetable-, fruit and garden waste. In order to solve possible competition problems the NMa obligated PNEM/MEGA-EDON to sell a part of their activities in the composting market.









           Welfare implications Essent 








        It is claimed that the merged entity obtains 32% of the Dutch energy market, turning it in to the market leader. They also became listed in the top 10 European Utility firms just above NUON with annual sales of 3.6 billion (including sales made in different markets). Their customer base for electricity consumption expanded to 2.26 million and their customer base for gas consumption to 1.58 million.
 . Table 2 shows how the operating profit of Essent has evolved in the years after the merger 

Table 2: Essent operating profit 1999 – 2003. Source: annual reports Essent.
	Year
	1999
	2000
	2001
	2002
	2003

	Operating profit (in million)
	423
	465
	600
	665
	679


Table 2 shows that the profit in the post-merger years increased with respect to the profit made in 1999. Overall Essent has grown over the last few years as their operating profit of 2008 resulted in over 1069 million.








Just as the post-merger firm NUON, Essent also appears to benefit from this merger. As the merger took place in 1999 just like NUON, we can look at the same results concerning the general price levels found at the NUON merger. Here we see a clear increase in prices; 5,4% for average gas prices and 12,5% for average electricity prices. However, due to the increase in oil prices, the effect of the exchange rates and the rate of inflation the general prices did not increase or decrease significantly. Therefore, the merger did not cause the general prices to rise significantly which could hurt the consumers and total welfare. However, prices also did not decrease significantly so the merger was not (significantly) beneficial for the consumers and total welfare as well.    
Acquisitions accepted by the NMa without a license
	Company
	Decision date
	By

	Westland
	13-03-2007
	Essent N.V.

	Ons Energie (inlc.daugther Company Echte Energie)
	04-01-2007
	Eneco N.V.

	Rendo Energielevering B.V.
	21-08-2006
	Electrabel B.V.

	Intergas Levering B.V.
	05-08-2005
	DONG Naturgas

	NRE Energie
	14-07-2005
	E.ON N.V.

	Remu
	12-03-2003
	Eneco N.V.

	Obragas
	16-05-2002
	RWE gas N.V.

	EMH
	09-11-2000
	Eneco N.V.

	Nutsbedrijven Maastricht
	06-11-2000
	Essent N.V.

	Gasdistributie Zeist en Omstreken
	02-11-2000
	Eneco N.V.

	Gasvoorziening Gelders Rivierengebied
	31-05-2000
	NUON N.V.

	Nutsbedrijf Haarlemmermeer 
	31-01-2000
	WGVB


Acquisitions which needed a license

	Company
	Decision date
	By

	Reliant
	11-09-2003
	NUON N.V.




The NUON & Reliant acquisition

In 2003 the NMa decided that the acquisition of Reliant by NUON needed a license. The combined capacity of the firms would make NUON the largest generator of electricity. According to the NMa there was a concern that after the acquisition there would be an oligopoly situation in the retail market leading to higher consumer prices. Therefore, two investigations were started to see if the acquisition indeed could lead to higher prices. 

One research was conducted by Frontier Economics, an economic consultancy office. Frontier based its analysis on a supply function equilibrium model named SPARK.
 This model will help to reveal the incentives players have in order to ask prices above the competitive level. In this model they look at presence of strategic players. A strategic player is a firm which is due to the utilization of its market capacity able to influence the market price. It is assumed that before the acquisition Essent, Electrabel and Reliant are able to play strategically. After the acquisition this would be NUON, Essent and Electrabel. The model shows a range of minimum, maximum and median estimates of equilibrium prices. Median estimates generally correspond to price levels present at the Amsterdam Power Exchange (APX). The model analyses various scenarios. The most realistic scenario according to the NMa is where The Netherlands imports from Belgium and when Electrabel connects the gas- and electricity grid between the two countries. In the analysis it is shown that an average price increase of 13% is expected when comparing price levels before and after the acquisition with the median variant. The maximum average price increase is estimated at almost 55% while the minimum average price is expected to decrease with approximately 1%.


Another research which was conducted on request by the NMa was the research by the Energy research Centre of the Netherlands (ECN). ECN used a different model for their analysis named COMPETES. This model simulates competition in the North-West European energy market in order to estimate the effects of strategic players. Their model includes information about production divisions in Belgium, France, Germany, and Luxemburg and of course the Netherlands. ECN also compare different seasons in their analysis; summer, winter, and fall/spring. The results show, when comparing the situation between before and after the acquisition, that prices do increase. However, it is dependent on the elasticity used how much the average prices increase. For example, if we use an elasticity of -0.2 in our analysis, the increase in price is approximately 5.9%. However, if we use an elasticity of -0.1 the increase is 10.4%.
 


The NMa concluded that the takeover would lead to the creation or enlargement of a monopoly situation which could significantly hurt competition. Therefore they demanded that NUON would divest 900MW of capacity through an auction where Electrabel, NUON and Essent are not allowed to participate in. NUON appealed to this decision as it was according to them unfair. Finally, NUON reached an agreement that a new contract of 800MW would go to Eneco. Therefore, NUON requested to divest only 200MW at an auction which was accepted by the NMa.
 As you can see in Figure 3 above, the annual net turnover increased after the takeover of Reliant. It appears that the takeover has been beneficial for NUON. 
From 2003 to 2004 the general oil price increased from 24.03 to 27.85 (+3.82), the general electricity prices increase from 167.5 to 175.25 (+7.75) and the general gas prices from 400.63 to 413.75(+13.12). However, the increase in oil prices is expected to be slightly smaller due to the lag of six months as the oil prices changed from 24.79 to 24.03(-0.76) in 2002 to 2003.
 However, if we include the annual inflation of 2%, gas prices would increase to 408.64 and electricity prices to 170.85. When we include the increase in oil prices as well we can conclude that prices increased slightly but not significantly. Therefore, the acquisition does not appear to hurt the consumers or distort competition significantly.  
2.3 Merger between Nuon & Essent


Introduction










     The idea behind the merger of Nuon and Essent is to create a strong energy company which is also able to compete in the evolving European energy market while producing durable energy. This merger would not only include strategic advantages with an eye on future developments, it would also lead to lower purchase prices as the combined firms have more purchase-power. It is claimed that if the Netherlands wants to play an active role on the European energy market, they need a large, stable entity. Nuon and Essent combined could be this entity. A few advantages of a Dutch distributor of energy over a foreign distributor are: maintaining crucial knowledge, innovative developments and employment among the Dutch population.
 

According to the NMa a merger between Nuon and Essent would lead to a combined market share of 60% supplying over 5 million people. This would give Nuon and Essent too much market power which could lead to an increase in price. The argument that a market share of 60% itself would lead to too much market power is not convincing. However, because of the lack of competition on European level, high entry barriers and the low switching percentage it is likely to assume that this firm can profitably raise its price. Therefore this figure gives an incentive to believe that the merged entity would obtain too much market power and can profitably increase its price. This was also concluded by a scientific research conducted by the Brattle Group which will be elaborated below. The NMa only accepted the merger if the combined companies dissociated a part of the electricity generating plant and decreased their customer base with one million consumers. Even though the Energy market is becoming more and more international, the NMa is convinced that the international competition is still too low rate in order to prevent the combined firms from asking too high prices. 
Study Brattle Group
The NMa based their conclusion on a study performed by The Brattle Group; a consulting office. They analyzed the effects of a potential merger and a potential acquisition on the Dutch Electricity market in two distinct analyses; a merger between two large Dutch energy corporations and an acquisition of a Dutch corporation by a German acquisition. In their analysis of the merger between two Dutch corporations they chose for NUON and Essent. The reason they chose NUON and Essent is that these corporations are the largest energy corporations who are mainly active in the Dutch market. Other large players such as E.ON and Electrabel are mainly active outside the Netherlands. 




In the analysis of the acquisition they looked at a potential acquisition of Essent by RWE. RWE appeared as a good candidate because it is not a large current player on the Dutch energy market such as E.ON & Electrabel. An acquisition of Essent by E.ON or Electrabel would significantly reduce competition similar to the merger between NUON & Essent, while an acquisition of Essent by RWE would not. Additionally, RWE is a large corporation in the German market which could expand the geographic market from just the Netherlands to the Netherlands and Germany. 

  An important finding was that the expected market share of the merged entity would increase to about 60% (Table 1 in the attachment) which could create or strengthen a position of dominance. It has been showed that the potential merger of NUON and Essent will lead to higher prices for the consumers as you can see in Figure 5 (attachment). However, the potential alterations in market share due to the increase in prices are not included in computation of the post-merger market share. This could mean that the increase in market share is not as severe as expected by the Brattle Group.





 Another measure to indicate the level of market concentration is the Herfindahl-Hirschman Index (HHI). The study expects an increase from pre-merger level of 1328 to a post-merger level of 1983 (Table 2 in attachment). The increase shows that in the post-merger situation is very concentrated. As potential changes in prices due to the merger are not included in the post-merger level, it could be that the actual number is different. The increase in market share and HHI show that the effects of the merger are quite large; even though it could be that the results are somewhat overstated. The results of the indexes show that the merger could lead to the creation or strengthening of market power. Therefore, the merger should only be allowed if these effects will be decreased. 

The potential acquisition of Essent by RWE is less reason for concern with respect to market share and concentration levels. The market share of RWE in the Netherlands is only 0-10%; the market share of the merged entity is expected to be approximately 30%. The concentration level is expected to increase from 841 to 963 (table 2 in the attachment). This is not a significant increase and therefore this acquisition is not expected to (significantly) reduce competition. A takeover by a foreign firm can be accompanied with several negative effects. For example missing out on innovative developments and employment (headquarters will most likely be located abroad). A concern people worry about with a take over by a foreign firm is that the foreign firm can be less influenced by the government on for example producing durable energy and stimulating necessary investments for production and supply. However, this concern turns out to be unfounded as after the liberalization there is no evidence that the government has more influence on Dutch firms than on foreign firms. However, it is true that measures should be taken in order to safeguard the certainty of production and supply of energy. These necessary investments might not be beneficial for the firms and both national and foreign firms might therefore not make such investments. Therefore, it is important to make so called ‘investment agreements’ which helps to stimulate investments that ought to be essential by the government.
 According to a research conducted by CapGemini the increased competition results in energy suppliers cutting down their costs. Previously, there was a lot of overcapacity in energy but due to the increased competition firms are now not expanding as much. They prefer a situation of scarcity which allows the price of energy to increase. In the long run this can lead to shortages of energy. Therefore it is important for the government to safeguard investments of all energy firms.

 The relevant market

An important aspect of finding market power en market concentration is assessing the relevant market. Here the study by the Brattle Group looked at the change in profits when analyzing a price increase (5-10%) in the peak market by a monopolist. The SSNIP test resulted that ‘for the purpose of merger control, the Netherlands defines a separate geographic market for peak wholesale electricity in 2008’. This means that the relevant market just concerns the Netherlands. International competition is not likely to enhance competition in the Dutch market and therefore the Dutch firms have more market power compared to if the relevant market also for example included Germany.

On the other hand, the off-peak market is not the relevant market for a Dutch monopolist. Empirical evidence shows that a (5-10%) raise in the price would lead to negative results for the Dutch monopolist as it would lead to higher imports resulting in more competition on both production and supply level. Where at the on-peak market the interconnector would seem congested, in the off-peak market this is not the case. An approximate 85% of the extra imports would be obtained from Germany. It is logical that Germany would be included in the relevant off-peak market although empirically this is hard to measure. However we can conclude that the off-peak market is more competitive as the relevant market is not limited to the Netherlands. More care should therefore be taken on the analysis of the peak market as it is less competitive. 

The Brattle Group also analyzed the results when the interconnector would not be congested in the on-peak market. Results show that with an expansion of the interconnector in either Germany and Holland or Belgium and Holland would lead to a larger relevant market where the interconnector capacity has expanded. This would allow the relevant market to become larger and more competition would decrease the market power of the Dutch firms. Mergers between two Dutch firms which could lead to high market power would, with the expansion of the interconnector, be less reason for concern.
Overall we can conclude from the analysis of previous mergers and acquisitions that one should take great cause when analyzing the potential concentration. As we can see, the European market is not as integrated as one might expect. Especially the congestion of the interconnector in the peak market leads to the conclusion that this market is not international at all as the relevant market is limited to the Netherlands. Another important finding is that a takeover by a foreign firm is often less reason for concern as it does not significantly affect the level of concentration and competition in the market. Nevertheless, due to the importance of safeguarding the certainty of the production and supply of energy, government should make investment agreements with these firms.
Ch. 3 The right decision 
In this chapter we will discuss potential concentrations from various perspectives. I will examine the legal and political perspective of a concentration and next to that I will take a look at the economical perspective. Additionally, I will examine the future developments of the market and what this could implicate for potential concentrations.
3.1 Different viewpoints & Legal perspective
European
One of the main ends of the European Union is to stimulate the use of green energy and prevent energy waste. In their energy policy they aim to achieve an economy which is depending on a durable and continuous energy supply with competitive prices while keeping a strict eye on the quantity of energy use. By giving energy a more central role in their policy they try to realize their goals.

 
One goal which relates to the NUON- Essent decision is the establishment of a European internal energy market. The internal energy market is expected to give consumers more choice and lower competitive prices. Currently, the transgressing of energy is not optimal due to dissimilarities in technical conditions and different density of the networks. In order to stimulate an efficient European network, political and financial attention should be given in order to improve the construction of the infrastructure which is an essential facility in order to establish an international market.

National
The main end of the Energiekamer is optimizing the efficiency level of the functioning of the energy market. Their sub-goals are:

· Facilitating and maintaining the access to the electricity grids.
· Guarantee enough transparency in the market.
· Protect consumer against potential abuse of market power of the suppliers. 
They try to realize these goals by creating conditions which allow the market to work efficiently and effective. 
 The decision to block the merger between NUON and Essent is an example of the goal ‘Protect consumer against potential abuse of market power of the suppliers’.   

European law on approving and disapproving mergers and acquisitions can be found under competition law due to the fact that it is closely related to competition. A merger or acquisition should be blocked or approved under conditions if due to the development the new entity obtains a sufficient degree of market power where consumers and welfare could potentially be hurt. EU law necessitates that the firms that wish to concentrate ask permission in form of an approval from the European Commission. Not just approval but also examination is necessary when a merged entity would exceed some level of national turnover (250 million) or international turnover (5000 million). The main examination of the merged entity is whether the increase or creation of a dominant position could significantly obstruct effective competition. 


As can be concluded, the proposed concentration should not obstruct European integration and fair competition. It should also tend ascertain the use of durable energy and the certainty of production and supply. Most important the concentration should not lead to the creation or enlargement of market power which can distort competition.  

3.2 Economical perspective

It is no surprise that the economical perspective highly resembles the political and legal -perspective as their interests are quite similar. From an economical point of view the main concern with a potential concentration is that is should not significantly reduce competition as reduced competition will hurt the consumer surplus and total welfare. When analyzing the level of competition in the market, there are numerous relevant factors such as entry, switching, integration and more. As entry is currently not very attractive due to various barriers and the European market is not fully integrated yet, it is wise to impose restrictions on a concentration which is likely to distort competition such as the NOUN-Essent merger. Even though it is expected that market will open up in the near future, analyzing the relevant market is still of key essence. I expect that the market will be fully integrated in the future but there is still a long way to go. Allowing a concentration of the level of Essent and NUON now, with switching being below the desirable level, it can be expected that prices will increase. Even though the Energiekamer is allowed to impose a maximum tariff on the price, I expect that they find it hard to calculate a fair maximum as there are numerous variables in the determination of the energy price. 

As the mergers before the liberalization led to slight price increases, results now show that this effect changed due to the liberalization. It is claimed that due to the increased competition since the liberalization the energy prices are decreasing. A study conducted by the firm Kema confirmed that the current high prices are mainly due to the high oil prices. The high amount of power plants used on gas increases this effect as the gas price is closely correlated to the oil price with, according to the NMa, a lag of six months. Another effect is the increase in taxes imposed by the government. If the price increasing effect of energy is corrected for these increases one finds that energy prices have in fact decreased over the past few years.
 This gives the incentive to believe that the liberalization has been successful and competition has increased. However, there are still various improvements that can be made to increase competition even further. 
3.3 Future developments 
One of the best ways to improve competition is to stimulate the integration from national market to a European market. This is the reason why many European countries pay a lot of attention to this subject nowadays and tend to cooperate more on this subject. The activities scheduled do not only concern further integration but also measures to remove several obstacles for establishing a competitive market. The internationally agreed upon trend is that the administrators for the electricity grids and high pressure networks for gas need to be more cooperative. Additionally, national supervision should be completely independent and a European supervisor should be appointed. Furthermore, the network needs to be disconnected from vertically integrated companies and the transparency among suppliers improved in order to attract more entrants and decrease perceived switching costs.
 

As discussed before it is very important to have a competitive market where entry is attractive. More firms in the energy market will result in more competition with competitive (lower) prices. If the developments scheduled by the authorities will be realized, the market will be more competitive which benefits consumers and total welfare. It is expected that first there will be a North-European energy market which later evolves in an entire European market. The Netherlands can, with our harbors and extensive infrastructure, play a central role in the integrating process. 

Overall analyzing a concentration in the energy market from various points of view leads to quite similar results due to similar interests. As future developments show, the market is becoming more competitive in the future which will benefit consumers and total welfare. 

Conclusion
The main conclusion to the question whether the NMa was right to impose restrictions on the merger is yes. Due to the lack of interconnector capacity in the peak market between the Netherlands and Belgium and the Netherlands and Germany, it has been shown that the relevant market is limited to the Netherlands. The merger would lead to a change in market concentration from 1328 to 1983 in the peak market.
 According to the HHI guidelines this shows that the market is highly concentrated. The post-merger HHI exceeds 1800 with an increase of over 100 points. This indicates that the merger is likely to create or strengthen market power.
 However, because this figure does not include the potential post-merger changes in price of the merged entity and its competitors, the actual level might be different in practice. As the merged entity will raise its price, rival firms might lower their price and this could change the concentration level. However, I expect that the post-merger HHI will still increase by over 100 points due to the fact that the price raise will probably only lead several consumers to switch. 
              Another important aspect to bear in mind is that there are some large entry barriers in this market. Switching is still unattractive for a large share of the consumers as the perceived benefits do not outweigh the perceived costs. Additionally, in order to enter one needs a lot of capital which will continue to form a barrier. Due to the fact that a large consumer group prefers dual fuel and the obstacles for entry on the gas market make are quite severe, entry becomes less attractive. Previous mergers and acquisitions overall have proved to be beneficial for the entity and did not hurt the consumers and total welfare significantly. Overall prices in the gas and electricity market increased after the analyzed mergers and acquisitions. However, when the increase is corrected for increase for oil prices, exchange rates and annual inflation the increase/decrease appears to be minimal. Additionally, studies have indicated that after the liberalization prices have decreased due to increased competition. 

Although prices have decreased the market is not competitive enough to allow the merger between NUON and Essent without conditions. It is clearly proven in results by the Brattle Group that this merger would lead to higher prices if no conditions were set. This result of higher prices is less concerning when the large energy corporations are taken over by foreign firms. Here the competition and concentration stays (almost) the same and therefore should have no negative effect on the price. The argument that having a big international player is important for the Netherlands is not very strong. Not much will change due to the takeovers. I expect that besides missing out on several new developments and some employment (headquarters will probably be located abroad) a foreign takeover will not damage the Dutch economy like the NUON-Essent merger. However, it is important to safeguard the supply of energy by making sure that enough investments are made. As the study of CapGemini showed that shortage of investments could in the long run be negative for consumers due to lack of supply or potential drop-outs of energy. Therefore government has to maintain the capacity at a sufficient level. 

It is important for future competition that entry barriers will be decreased. The NMa is currently working on this matter as they are trying to reduce the perceived switching costs and resolve the obstacles in the gas market. If entry is attractive and switching is perceived easy and beneficial, the market will be more competitive which results in more benefits for consumers and total welfare. Finally, the Netherlands should try to play an active role in the process towards European integration as this will intensify competition in the energy market.
Attachment Figures:
[image: image3.emf]Constition Energy bill

Transport Gas

Taxes

Periodical payment for

connection

Meter rental for gas

Meter rental for electricity

Electricity supply

Gas supply

Transport and payment for

connection Electricity


Figure 1. Source: NMa: Constitution of the energy bill of an average household.
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Figure 4. Source: Energy Information Administration. http://tonto.eia.doe.gov/dnav/pet/pet_pri_wco_k_w.htm 
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Figure 5. Source: Mossele, Boaz, David Newberry and Dan Harris. 2006. Factors affecting the geographic definition and merger control for the Dutch electricity sector. The Brattle Group, Brussels

Attachment Tables

Table 1: Dutch Retail Market Shares post Nuon/Essent merger

Firm 



Market Share

Eneco



 [20-30%]

Nuon 



[30-40%]

Oxxio



 [0-10%]

RWE



[0-10%]

Essent 



[20-30%]

Others



 [0-10%]

Nuon/Essent post-merger 
[50-60%]
Source: Mossele, Boaz, David Newberry and Dan Harris. 2006. Factors affecting the geographic definition and merger control for the Dutch electricity sector. The Brattle Group, Brussels
Table 2: The effect of mergers on the peak market HHI
	Geographic market


	HHI with no

merger


	HHI post Nuon-

Essent merger


	Increase in HHI post

Nuon-Essent merger


	HHI post RWE-Essent

merger


	Increase in HHI

post RWE-Essent

merger



	Dutch market
	1328
	1983
	655
	1328
	-

	Dutch-German market
	841
	876
	35
	963
	122

	Dutch-Belgian market
	2059
	2301
	242
	2059
	-


Source: Mossele, Boaz, David Newberry and Dan Harris. 2006. Factors affecting the geographic definition and merger control for the Dutch electricity sector. The Brattle Group, Brussels
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