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Abstract

Traditionally, in the city of Milan, energy servicavere supplied by the AEM,
the in-house energy enterprise that was establighd®10. While being part of
Milan' city administration, the AEM was an exampleefficient management
and dynamic entrepreneurship in the public secBince the beginning of the
1990s, as in other large cities of Northern Itathanges in the regulatory
framework for the provision of local public serns¢cealong with opening to
competition of the energy sectors, favoured thelvament of private capital in
the AEM that went through an accelerated processarporatization and
ultimately privatization. Presently, the AEM, noarpof the A2A Group, the
largest Italian multi-utility, operates in differemetwork industries, including
energy, water and waste. By looking at the A2A téstery, this paper seeks to
understand to what extent the original objectivek privatisation and
liberalisation of local public services and enemarkets have been achieved. It
explores the underlying reasons of the public owsngr and how this
materializes in the enterprise's business choiaed laow this conflicts with
commercial interests.

Keywords: Local public services, public enterprise, privdi@a, energy,
liberalization



Introduction, research context and rationale

Traditionally, in Northern Italy, electricity andcag services were supplied by
municipal enterprises. Changes in the regulat@mnéwork for the provision of
local public services, along with opening to contpmt of the energy sectors,
favoured the involvement of private capital in thempanies and led to an
accelerated process of corporatization and ultimatevatization.

The opening of the energy markets was seen asess@y step to offer users
better services at a lower price, as liberalizatwas expected to eliminate
subsidies and monopoly rents. The reformed marlsttacture resulted from
different combinations of competitive and admirasitre mechanisms. These
arrangements aimed at setting minimum standardghé&qguality of the service
delivered and at ensuring universal access toghe&ce, while introducing some
degree of competition in specific segments of a@adustry (Glachant, 2002).
The removal of entry barriers in the competitivgreents of the two industries
opened up several opportunities for the former wipal energy companies that
consolidated their position along the energy vatbhain while expanding in
other network services.

The most dynamic once public enterprises modifibeirt ownership,
governance structure and business models. In tteespanies the restructuring
process followed a similar path. Structural sepamatvas first achieved by
establishing joint-stock companies as independegall entity governed by
private law. The largest municipal energy entegwisvere then listed and
partially privatized while being kept under pubtiantrol because of their public
service mission (Bognetti, Robotti, 2007). In pkalathese enterprises engaged
in sectorial and geographical diversification tp tato scale economies that
arose from by putting together network servicesaally, most of these
enterprises engaged in different forms of inter-oipal cooperation that ended
up into broader industrial projects and the esthbtient of multi-utility groups
with a larger geographical base and a diversifiaetiarship structure (Grossi,
2007).

As a result of these transformations, in the larg#ses of northern and
central Italy, the provision of network servicescluding energy, water and
environmental services, is currently provided byeatricted number of semi
privatised multi-utility enterprises, such as A2Milgan and Brescia), IREN
(Genoa and Turin), HERA (Bologna and Modena) andEAGRome), along
with the two former national monopolists, the ENldaENEL Group and
number of new private operators.

In the city of Milan, prior to liberalization of €11990s, energy services were
supplied by the AEM, the in-house energy enterptisg was established in
1910. While being part of Milan’ city administratipthe AEM was an example
of efficient management and dynamic entrepreneprghithe public sector.
Following the removal of legislative constraintsdathe gradual opening to



competition of network industries, the AEM undeka@m impressive process of
business growth, where vertical and horizontalruestiring were pursued as a
way to adapt to changing regulatory environmentsiaaoreased competition. At
the same time the enterprise was partially priedtiand listed. As a way to
strengthen the AEM’s market position in Italy amdBurope, the A2A Group
was established in 2008 out of the merger betwhenAEM Milan and the
ASM Brescia, another former municipal utility of inbbardy region.

Presently, the A2A Group is the largest Italian tutility that operates in
different network industries, including energy, ama@and waste. In spite of
having being partially privatized, the A2A remaiosder public control and
ended up having a hybrid ownership structure thatllted in various conflict
between public and commercial interests. The ctroemporate governance
structure and arrangements protect the public csiangrbut do not insulate the
enterprise’s management from political interferendbat often clash with
competitive market rules. Despite being publiclyn@d and controlled the A2A
cannot any more define its public mission, buather pursue the general public
interest within a less transparent framework tediased upon the influence the
mayors of the cities of Milan and Brescia exertlosm company.

By looking at the A2A case history, this paper setk understand to what
extent the original objectives of privatisation dizkralisation of local public
services and energy markets have been achievezkplores the underlying
reasons of the public ownership and how this maltees in the enterprise’s
business choices and conflicts with commerciakedts. The study also looks at
the sustainability of this hybrid model that pushieel enterprise towards riskier
industrial operations and an increased exposurteointernational financial
markets, while keeping the commitment to providquality public services in
the local jurisdictions in which it has traditiohabperated.

This study draws on an extensive review of the A2éent and past corporate
documents and of the relevant literature conceraargpus liberalization issues
of energy services in Europe and of local publicvises in Italy. Interviews
with the enterprise and municipal representativesevalso organized to bring
into the study the perspective of the key stakedrsldA press review of articles
concerning the A2A and other similar utilities walso performed to report
about important events that affect the enterpripeidormance and behavior in
terms of its relationship with the public owner,lafi's citizens and the market.

The paper is organized as follows. Sections 1 abde?ly present the A2A
from its origins to its current structures. Sectiand 3 addresses issues related
to the A2A public mission and corporate governaagangements. Section 4
describes the enterprise’s economic and finanaafopmance following the
structural separation from Milan city’s administosit Section 5 and 6 focus on
systemic changes in the Italian energy marketudiol regulatory and pricing
issues, to identify the relations between the ARA the market environment in
which it operates. Section 7 concludes.



1. The largest Italian multi-utility enterprise

The AEM has been for over a century the electrictynpany of Milan’s
municipality. Today, the AEM’s legacy has been takeer by the A2A Group,
the ltalian largest multi-utility company estabkshin 2008 out of the merger
between Milan’s energy (AEM) and waste (AMSA) comgsg with the multi-
utility of city of Brescia (ASM). Both the AEM anthe ASM are two former
public local enterprises, supplying energy seryicegh a history stretching
back more than 100 years and strong local roots.

The A2A is a listed joint stock company and its tcolling shareholders are
the Municipality of Milan and of Brescia, while @hminority shares are in the
hands of the municipality of Varese and Bergama, dther important cities of
Lombardy’s region.

The A2A Group is mainly present in the followingcs®s: i) production, sale
and distribution of electricity, ii) sale and dibttion of gas, iii) production,
distribution and sale of heat through district mpihetworks, iv) management
of waste, and v) management of integrated watde ¢fagure 1).

Figure 1 - A2A’s sectors of activity

Environment Heat and services  Networks Other serices

and corporate

Thermoelectric an [Collection and Cogeneration Electricity Other services
hydroelectric street sweeping  |plants networks

plants

Energy Treatment District heating  |Gas networks Corporate servigs
management networks

Sale of electricity |Disposal and Sales of heatand |Integrated water

and gas energy recovery  |other services cycle

Source: A2A Interim report on operations 2013.

The current A2A Group’s structure is rather compéed resulted from a
twenty year long process of acquisitions, mergenggstures and restructuring
operations. As long as the enterprise grew in newatoss, the company’s
structure had to adapt to integrate new businessdscomply with changing
regulations. Presently, thirty-two enterprises ttune the A2A Group.
Fourteen operate in the energy business, fourdretivironmental services, two
in the district heating business, eight in the meknservices and four provide
various corporate services (Chart 1). The energyniess, and especially power
generation, has remained the A2A’s core businespite of various attempts to
diversify in other network industries.



Chart 1 — A2A Group’s structure (2012)
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Source: A2A Report on Operations 2012.

Amongst the Italian once public utility enterprisése A2A Group is the
largest multi-utility company in terms of revenuasd market capitalization
(Table 1). However, the A2A Group can be considaaadedium size energy
company as compared to the largest European ermrtgrprises, such as
ENEL (ltaly), RWE (Germany) or EdF (France). As example, the ENEL
group, the second electric company in Europe imgeof installed capacity, in
2011 reached revenue of 79,514 million euros thatyifar higher than the sum
of the revenues of the four largest Italian multiiities.

Table 1 — Comparing the A2A’s key figures
with those of other Italian local multi-utilities (2011)

Indicators A2A | HERK | ACEA® | IREN?
Market capitalization (million €) 2,274 1,349 1,041 552
Revenues (million €) 6,198 | 4,105 3,464 3,254
Gross operating income (million €) 942 644 655 591
Net operating income (million €) 301 334 222 308
Profit (million €) (420) | 104 86 (107.9
Employees (units) 11,886 6,484 5,114 4,655

ZMunicipality of Bologna and other cities of EmilRomagna.
® Municipality of Rome.
* Municipality of Turin, Genoa and Reggio Emilia.
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Electricity portfolio (GWh) 48,843| 9,996 16,539 &B36
Gas portfolio (million mc) 5,567 | 3,321 96 3,108
Heat sold (GWht) 2,874 499.3 n.a 2,572
Water distributed (million mc) 69 254 774 181
Waste treated (tons) 2,626 5,107 579 1,017

Sources: author’'s elaboration from A2A, HERA, ACE&d IREN web sites and
Annual Reports.

The A2A’s customer base is rooted in the Lombaetyian, where the A2A
sells 85% and 92% of its volume of electricity agab respectively. However,
the enterprise pursued a geographical market divatson strategy that
resulted in asset investments in other Italian Emepean regions.

2. The history of a successful public enterprise
2.1. A public response to a private monopoly in #lectricity sector

The official foundation of the AEM took place in 1I® following a
referendum which saw nearly 91% of favorable vaigdilan’s citizens for
establishing a municipal electric company. In temhanaterial and financial
assets, it was the largest Italian municipal compan

At that time, the city of Milan was laying the fadation to become the most
relevant Italian industrial and financial centerowsion of reliable and low-cost
source of horse power was perceived by the localiradtrators as a major
impediment toward the industrial development of thity. Electricity was
supplied by the Edison, a local Italian private pamy that succeeded in
establishing a dominant position in both power gathen and electricity
distribution. This allowed the company to benefdanh a substantial rent that
came from charging users with prices that were altbg national average.

The electricity produced by Edison’s pioneering estvnent in power
generation was promptly absorbed by the developratiihe city’'s tramway
lines, and by the increased electrification of ¢iig’'s productive activities. The
municipality of Milan was Edison’s major client, #uat the City’s Council was
looking for alternatives to purchasing electriditgm Edison. The opportunity
came in 1903, when the State passed a new dawncerning the provision of
local public services through municipal companies.

®The Giolitti law of 1903 shaped the provision o€ab public services in Italy for almost a
century and set a number of legal and operatiomastcaints that accompanied the
development of these municipal companies. For me&tamunicipal companies couldn’t be
established as independent legal entities, weredrals public administration bodies, and
couldn’t operate outside the city boundaries. lditah, the administrative procedure for
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Given the urgent need to break Edison’s monopolyaivs City Council
undertook the acquisition of hydraulic power siteshe nearby Alpine valleys
of Valtellina, and the in-house building of a theetectric (Piazzale Trento) and
a hydroelectric (Grosotto) power generation plaifitse official foundation of
the AEM took place some years later, when the cermplreaucratic process
foreseen by the Giolitti Law was completed.

In less than two years, electricity prices decrdadeabout 35%-50% and in
1910 the lightening prices were the lowest amorngsdian cities. However,
given that at that time the municipality’'s genesatfacilities were less efficient
that those of Edison because of their less faver&gation, the municipality
soon came to sign agreements with its competitotaaiffs and allocation of
users’ connection. The agreement also includegbaidised tariff for housing
projects and small shops.

The first fifteen years of the AEM operations weagher difficult. First, the
outbreak of the First World War temporarily intgsted the company’s growth.
Secondly, the rise to power of Fascism in the e&f%20s created a hostile
political environment for municipal companies. Ateanpt to divest the AEM
and the newly established municipal transportattmmpany (ATM) was
deemed so unpopular that the fascist regime hackuwew its position and
opportunistically proceeded to use the AEM as al two build political
consensus.

In the aftermath of World Warl, the Italian electy system was
characterized by vertically integrated and regilydlahsed private monopolies,
the so-called Edison system. Seven private compdrad a regional dominant
positiorf, whereas municipal electricity companies were hdistaed in the
largest cities to cope with an increasing demamdnidustrial and domestic use.
Between 1917 and 1931, Milan’s population grewrataerage annual rate of
3%, while medium and large size industrial companpospered in the
mechanical, chemical and steel sectors. The AEMétrcity generation
capacity was undersized as compared to the cigésism and urged the company
to expand further, given that all new capacity wiobhve been absorbed by the
market. Investments were geared towards increabi®@gAEM’s hydroelectric
generation capacity up to 211 MW.

Investments were self-financed through the use rafsually high annual
depreciation charges that allowed the AEM to kéggarning that would have
had otherwise been transferred almost entirel\éocity of Milan. In parallel
with financing its investments, the AEM was alsopding a stable stream of
revenues to Milan’s municipality in the form of emést rates on the enterprise’s
endowment capital. Specifically, between 1915 a8d0lthe recorded annual

creating a municipal company was long and difficatd had to be finalised through a
municipal consultation.

®These were: Edison (Lombardy), SME (Naples), SADEnjce), SIP (Piedmont), Centrale
(Tuscany), UNES (Central Italy), and SES (Sardirs®3ES (Sicily).
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return of the AEM was in the range of 5-7%, whitemh 1925 to 1940, the
AEM’s endowment capital grew almost six times immaal value, increasing
thus the revenues provided to Milan’s municipality.

2.2. Backing Milan’s economic miracle

The AEM growth continued in the immediate post-wenonstruction. During
the years of the Italian economic miracle, Milarcdrme the most important
national industrial hub and the city populationwgreonsiderably. These two
factors led to a continuous increase in electricagsumption for domestic and
industrial uses that the AEM met through the immatation of three four-year
plans aiming at doubling its electricity generat@apacity. Between 1951 and a
1962 the AEM’s sales grew up to an impressive 12IB&. highest share of the
AEM'’s revenue finally came from private users amd allowed the company to
sell electricity for public uses at production cost

In the same years, at the national level, theaitaparliament was elaborating
a project for nationalizing the electricity sectdhe proposal was underpinned
by several arguments, including the strategic amee of electricity supply, and
the need to better pursue the collective intetesteduce regional unbalances
and overcome the existing fragmentation of theamai networks, and to limit
the high rents and lobbying power of the privagceicity companies. In 1962,
a national law established the ENEL, the nationadlip monopolist for the
generation and provision of electric services.

The nationalization achieved the development of aional electricity
production and transmission system and the unilreasian of the service. It
also shifted the electricity generation technolagyavour of fuel-based power
generation. The nationalisation had a heavy impaanunicipal companies that
were left with the option to operate as concessienaith no autonomy for
setting tariffs.

In 1964 Milan’s City Council unanimously establish&o keep the AEM
concession from ENEL. As a matter of fact, therigiag agreement was more
profitable for the city’s administration given tHBNEL would have provided a
12 billion liras compensation for 10 years, wher&asl964 the AEM was
already providing 8 billion liras of annual revent® the municipality. In
addition, the electricity supplied by the AEM tcetimunicipality allowed the
city to save up to 1.5 billion liras each year. Twehavior of the ENEL was
initially hostile and the two companies had to camen agreement to allocate
the distribution of electricity in the differentdtiiicts of the city.

The oil shocks of the 1970s had a negative impacthe AEM’s balance
sheets. In 1975, for the first time, the AEM hadise its reserve fund to meet its
payment obligations with the city of Milan. Despitee AEM was less exposed
to the oil shock because of the predominance ofdigdsed energy sources, the
introduction of a national compensation for therg@herated electricity
reduced its revenues as compared to other produceexdition, the cost of
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labour rose quickly, as a result of national autien&age adjustments, whereas
increases of public services' tariffs were blockeml control inflationary
pressures. At the same time, electricity demaridiian was increasing at lower
rates, as a result of a gradual decrease in thanupgmpulation and the
resettlement of most industrial activities outdide city boundaries.

At the beginning of the 1980s many municipal congsnincluding the
AEM, undertook a diversification strategy in otheetwork industries and
became multi-utility companies. The AEM was tramsfed in Milan’s energy
company by taking over the municipal gas servicesnfthe Edison and by
initiating experimental investments in district heg. Investments were geared
towards laying down an extensive network of natges pipelines in the city of
Milan, where, in 1981, nearly 97% of house heatiaghe from the burning of
more pollutant petroleum products.

In this decade, the company’s profitability wasisattory. The financial
contributions to the municipality of Milan grew fro37 billion liras in 1981 to
200 billion liras in 1989. The gross operating niargf the electricity business
grew from 29.32% in 1985 to 32-33% in the followiggars, while the gross
operating margin of the gas business was nearly. 26%

2.3. Seizing the opportunities of reformed locallgic service provision and
liberalized energy markets

In the 1990s the combined effect of a reform inghavision of local public
services and the progressive liberalization of éhectricity and natural gas
markets, spurred an unprecedented process of gamvadhransformation of the
largest municipal companies in northern Italy. ot decades the AEM
significantly modified its business model, ownepshnd corporate governance
structure and the relationship with Milan’s munadipy and its citizens.

Amongst the many legislative changes that occuimethis period, two
played a key role for the municipal energy compsanik€irst, the national
law 142 of 1990 transferred the model of state-alwvereterprises to local public
services by allowing the establishment of spectahganies as separate legal
entity. The law aimed at opening local market smwi to competition,
separating managerial and control functions, argrawing the cost and quality
of services. In addition, it opened new growth apyoaties for municipal
companies by removing the restriction to operat@iwithe city boundaries.

Secondly, following a number of European Directiviggmt aimed at creating
an integrated European market for energy servitesgelectricity and natural
gas markets were gradually open to competition,levthe national public

"For more details see the chapter on Regulation.

8These were: for the internal electricity market: rddtive 96/92/CE of 1996,
Directive 03/54/CE of 2003, and Directive 2009/72/f 2009; for the internal market in
natural gas: Directive 98/30/EC of 1998, Directda@®3/55/EC of 2003, and
Directive 2009/73/EC of 2009.

12



monopolist, ENEL and ENI, were partially privatizeDespite the two national
incumbents maintained a dominant position, a nurob@ew operators entered
in previously protected market segments. Takingaathge of their dominant
positions in the local markets of the largest arehlthiest cities of northern
Italy, most municipal companies, including the AENUickly expanded their
business activities beyond their traditional gepgreal jurisdiction.

In 1996 the AEM transformed in a joint stock compdmat was a necessary
step towards privatization of the enterprise thas iormally achieved in 1998
through the enterprise’s listing in Milan’s stockchange. In 1999, following
the transposition of the EU energy Directives, &M restructured into an
industrial group with operative companies in eaebta of activity. At the
beginning of the liberalization, the expansion lué tAEM business followed a
path similar to other European energy utilitiesstéemata, 2009). In particular,
the AEM’s strategy aimed at vertical integratiooray the electricity value
chain, horizontal investments in adjacent utilitydustries, including
telecommunication, and geographical market divieedibn. At the same time
the AEM started expanding its operations in thempsong sectors of district
heating and environmental services that will bafaeced in the following years
(see appendix 1).

The AEM strengthened its leading position in Lonalyaregion through the
acquisition of stakes in other local utilities gmivate companies. In parallel, it
undertook a large industrial investment in therimated generation facilities by
purchasing a quota of the largest power plantsstiaeeby the ENEL group that
led to the establishment of Edipower. Internaticaion was pursued through
technological partnerships with other European gynecompanies and
participation in several international bids for tpeovision of local public
services.

Overall, these years were marked by an impressowtf of the company’s
generation capacity, investments, sales and turnoMee AEM'’s electricity
generation capacity increased from 3,086 GWh in7199 to a maximum of
36,293 GWh in 2007. Between 1997 and 2008, the A&dde than tripled its
net profits, increased by nine times the investgultal, by five times its equity,
and by twelve times its revenues, while employeesrehsed from 2,959 to
2,503 units. At the same time, Milan municipatillected annual dividends in
the range of 38 and 75 million euros (see appedix

Following a series of mergers and acquisitions uroBean and lItalian
utilities (The Economist, Nov. 30th 2006), the AEl40 intended to consolidate
its market position in Italy and launched a mengerect with ASM, Brescia’s
municipality multi-utility company that led to thestablishment of the A2A
Group in 2008.

The challenges posed by the global financial cisi2008 and the persisting
national economic downturn, along with structurablpems of the Italian
energy markets, abruptly interrupted this periodadelerated growth. In 2011,
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for the first time in its history, the A2A regisesl high losses up to 420 million
euros. These were due, amongst other factors,ttacedinary events, such as
the write-down of assets and investments relatetheéoreorganization of the
shareholdings in Edison and EdipoWwend the losses registered by the
Montenegrin subsidiary EPCE

At the end, the rapid expansion in the domesticketaralong with the
integration with new companies, had a cost thatdcoat be compensated in the
context of a falling national demand for gas andceicity. The recent
deterioration of the enterprise’s capitalizatiowl @bt structure, together with a
reduced profitability, have induced the A2A managatrto put in place a more
caution corporate strategy that is based on futbasolidation in core business
areas and deleveraging. An example of this newnlessiorientation, that is also
common to other European energy utilities, suckMEL or RWE, is provided
by the divesture of all assets in the telecommuimcaector.

3. Towards a large number of loosely defined publimissions
3.1. The A2A public missions: the enterprise’s peestive

When it was established over a century ago, the Alalll a clear public goal
which consisted of providing the municipality of l&h with a low-cost and
reliable source of horse power. In 1910o¢rriere della Sera a national
newspaper, wrote “Special attention was devotatidalesign of low electricity
tariffs for small retailers, private customers aficubsidized flat rate for social
housing. By doing this the AEM achieved the mainjeotive of the
municipalisation program that consisted of lowerthg price of electricity”.
Electricity supplied by the AEM was used for thghliening of streets and
municipal buildings, but was also instrumental te tdevelopment of the
municipal transportation system that was basedaonways and metro lines.

Till the AEM was part of the city’s public adminiation its public mandate
was determined by the local politics and orientedards anticipating the
development needs of a growing city with expandimdystrial activities. As a
result, its original public mission was added witlwrious mandates over the
years for the purpose of providing an efficient lpubesponse to specific city’
needs. For instances, in the 1970s malcontents twerfunctioning of the
municipal traffic lightening system led the AEM tmke up this new

°In 2005, together with the EDF Group, the AEM gdiromntrol over Edison Spa, the old
private rival that shared with the AEM the contoser Milan’s electricity market. In 2012,
following a controversial reorganization that lastmost a year, Electricité de France has
acquired sole control of Edison. The selling of &8A shareholding in Edison was followed
by a consolidation of the A2A position in Edipovaard a loss of 627 million euros.

%1n 2009 the A2A Group decided to participate inimternational bid for acquiring control
over Montenegro state-owned electric company (EPC&iy operation pursued two business
objectives: to acquire new capacity from renewabtrirces in view of the planned
interconnection between Italy and Montenegro withO80 MW undersea cable, and to spot
new business areas in energy and environmentatesm these markets.
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responsibility. In the 1980s the AEM changed itdge to include gas services
and became Milan’s Energy Enterprise (Azienda Eetezg Milano) and was
subsequently assigned with the important mandatéeg€loping Milan’s gas
distribution network. In spite of these changes, gilnblic missions of the AEM
remained limited to the provision of energy sersia@nd oriented towards
producing well-defined and tangible outputs.

Although it was not formally stated, another nomliggble contribution of
the AEM to Milan’s municipality was its ability tgenerate profits out of the
sale of electricity to private clients and its caipato cross-subsidize other less
profitable municipal services, including Milan’slgic transportation services.

When structural separation from the city’s publicrenistration was pursued
at the beginning of the 1990s, the AEM’s public stos was subject to radical
change. A separation between a formal and a nuaétitaf informal public
missions emerged. While the formal enterprise’ssiais is established in the
A2A’s corporate documents and has to fulfill theenests of both its public and
private owners, the A2A public mission is relatedtihe public nature of the
services provided and the relationship between ethierprise and the local
jurisdictions in which the company has its histalimots.

When in 1996 the AEM was transformed in a publiotjgtock enterprise,
the AEM’s chairman recalls that this was “an enanm@hange (...) because
from that moment the link between politics and simial activity was less
strong” (AEM President Zuccoli's speech at the apgrof the new Canale
Viola, 2004). The creation of a joint-stock compaepresented the end of “a
municipal phase” and made it necessary “to begin developing outside the
city’s walls, moving in the direction of the opesasof the markets” (letter to the
AEM’s shareholders, 1996).

Since the enterprise’s listing in 1998, followinget example of private
corporates’ communication strategies, the AEM’snfar mission became
simply that of “creating value for its shareholde(®2A web site). This
statement oversimplified the enterprise’s missiowards achieving financial
targets, but it also spelt out clearly that prgineration had to be a relevant
objective both for the private and the public oveneiMore specific corporate
objectives were geared towards seizing the oppivieanof liberalised energy
markets and becoming an industrial group of natioekevance (letter to the
AEM’s shareholders, 1999). As the AEM increasedeiisctricity production
capacity by purchasing generation plants on theomat scale, the enterprise
became more interested into national and intemakioenergy market
developments expressing the willingness to becameportant national player
(letter to the AEM’s shareholders 2004 and 2006 &nterprise’s management
set increasing growth targets, which were basedhenassumption that in
liberalized energy markets only a limited numberarsfje players would have
survived to competition (the AEM Group’s Report@perations 2005).
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These strategic objectives were successfully aediegiven that at the end of
this expansionary phase of the business cycle tB®l Avas an established
national industrial group. Interestingly, despitee tAEM’s growth has been
driven by investments outside its traditional regibojurisdiction, the corporate
documents still attach great importance to thellomats of the enterprise and to
the peculiar relationships between the AEM, Milardagministration and
citizens, and the mountain communities of the a@pialleys of Valtellina,
where the AEM first developed its hydroelectric getion facilities. By
contrast, there are no references to the originhlip mission of the enterprise
that was based on controlling the price of eleityria the city of Milan (Pavese,
2011).

It was on the basis of this growth path that in2@% AEM approached the
merger with the ASM, Brescia’s former public multitity company. The main
industrial goals of the merger were set out a©vat i) expand sufficiently to
be able to compete with other national and intesnat competitors;
i) strengthen integration both upstream and doseash in the value chain of its
activities; 1iii) exploit opportunities deriving fro economies of scale; and
Iv) strengthen the local roots of the new compdhg A2A web site).

From the private investor's perspective, the mewas expected to provide
higher returns for the A2A’s shareholders by “exjohg the advantages and
benefits that derive from reaching an adequate izerder to successfully
compete in the local public services’ markets tlaa¢ undergoing rapid
deregulation” (letter to the A2A’s shareholdersp2pand was also considered
instrumental to “establish A2A not only as one bé tleaders in the Italian
energy market but also seeks to play a leading irolEurope” (letter to the
AEM’s shareholders, 2007).

As for the AEM, the A2A’s corporate documents fall@ business rhetoric
that does not explicitly address the issue of thidip functions of the enterprise
and overemphasises the profit goals. The A2A’'schesi of Association do not
include any reference to the company’s public roissi

The A2A’s annual reports attach great importanceéhto local roots of the
newly established enterprise that, according tomasagement, would have been
reinforced by the merger. Given the ownership simecof the A2A, the annual
letters to its shareholders are full of referentmeshe advantages of the local
public ownership and to the existence of a prietgelationship with the local
administrations that would guarantee that the @stsrof the local communities
are pursued.

"Examples of this commitment are the following stagets: “in these Municipalities, the
heart of Lombardy, the A2A, having made major asifjons and purchased new
shareholdings in local utility companies, works sdly with local authorities for the
development of projects that can guarantee a higinlity of life in these cities” (letter to the
A2A’s shareholders, 2007) or “the presence of thenidipalities in the A2A shareholding
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As the A2A keeps expanding beyond the regional batias, a humber of
new public missions of national relevance emergdthese were not
conceptualised or formalised, but are rather docwedk by the enterprise’s
actions. Within this context, can be explained ®@07 acquisition of a
significant shareholding in EPCC, the Montenegtatesenergy company. “It is
primarily an economic operation of national intér@s which the A2A is
participating together with Terna (...), creatiag, per the intention of the two
Governments, an energy bridge between lItaly andtdf@mgro” (letter to the
A2A’s shareholders, 2007). Another business opamaitn Southern Italy was
also pursued as a public national interest as th& Rresident wrote “taking
responsibility for the management of the Acerratesis-energy plant, we have
been able to provide the Italian Government witharete support in order to
resolve the rubbish problem in Campania” (lettertite A2A’s shareholders,
2007).

In spite of the business rhetoric of the officiacdmentation, an analysis of
the operations of the A2A reveals how the entegpirgerprets and carries out
its public mission, providing thus tangible berefib the local communities.
This is well documented in the A2A’s Annual Sus#diility Reports that
provide detailed information about a number of @ctg that promote energy
efficiency, reduction of pollution and better netwanfrastructures. In this
respect, it is worth mentioning the A2A’'s commitrheéa further developing
district heating projects for the city of Milan, éacia and Bergamo that are
expected to contribute to lowering households’ £dst heating and to reduce
emissions of air pollutants. Other relevant enuinental targets refer to
improving the energy efficiency of municipal andbpa buildings and to
increasing the separate collection of waste.

3.2. The A2A public missions: the municipality’s ppective

The public mandate of the enterprises controlledMign’s City Council is
defined by a specific department (Settore Entidegpate). However, this does
not apply to the listed enterprises. Supply of lqmablic services is regulated
through service contracts (Contratto di Servizibatt set a number of
guantitative and qualitative targets to be satisfley the tenderer. These
contracts define the public functions of specifigblic services, but are not
enterprise specific and cannot thus be associatdtiet public mission of an
enterprise.

Beyond the service contract, there are no otherdigpuibcuments that
formally set the public goals of the A2A. This dasst mean that the public
owner ignores the public functions of the A2A, fus rather a consequence of
the legal status of the enterprise. Because thermrge is listed and has to
compete in open markets it cannot have public mssithat would dislike

composition are an additional protection for theeiests of the communities in the areas
served by the A2A” (letter to the A2A’s sharehokle2009).
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private investors. However, although it is not fahlzed, the public owner
exercises its property rights through specific aodtextualized interventions
that are intended to preserve the public intergéet. instance, this emerged
prominently when in 2012 the mayor of Milan repéaiess commitment to

safeguard jobs of waste collector workers in the @i Milan and undertook to

establish a dialogue with the A2A’s managementteaie unions.

An analysis of the minutes of Milan’'s Council megs between 2007 and
May 2013, reveals the existence of diversified tpmal interests with regard to
the A2A’s activities and the lack of a clear pahti orientation. At the time of
the establishment of the A2A, at least three dontimaublic missions were
noticed. Specifically:

a) maintaining the public investment in the utilégctors during the troubled
phase linked to the deregulation process “defendigginst the aggressive
policies of competitors and creating new professioand technological
development opportunities” (Deliberazioni del Cgisi Comunale 45/07);

b) the production of “growing economic resources tioe city of Milan”
(Deliberazioni del Consiglio Comunale 44/07) thrbughe “increase of
dividends which can be used in the developmentciesliof the Municipality”
(Deliberazioni del Consiglio Comunale 45/07);

c) maximising network services, for example “deypatg and implementing
— also thanks to the availability of greater finahaesources — innovative
energy diversification projects in the area of Muenicipality of Milan, such as
the extension of the network and district heatirgvises” (Deliberazioni del
Consiglio Comunale 45/07).

In spite of so many different approaches towar@sABA, it is clear that the
enterprise is considered a strategic asset foptiéic owner, both in terms of
its capacity to generate profits that support otbeal services and investments,
but also for its ability to operate in strategictses and to provide the city of
Milan and Brescia with high quality infrastructuaed innovative environmental
technologies.

As compared to the past, when affordability of &leity supply for Milan’s
citizens was a key issue, social themes, suchergepoverty, appear to be less
prominent in the local political debate. It is mthperceived that the (semi)
private nature of the enterprise doesn't allowtf@ explicit set of social targets
that could come at the expense of profits. In limgh private corporate
practices, social objectives are pursued by cldetand corporate and social
responsibility initiatives. To this end, the A2A d@p supports through
sponsorships cultural and social initiatives, esdlgcin the territories in which
it operates.

3.3. Openissues in the A2A’s public mission

An understanding of the A2A’s public mandate reegsiirto investigate
underneath the surface of the corporate’s rhetbat strives to strike a balance
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between private and public interests. Generallg, $tudy highlights an atrophy
of the public debate about the public mission amsigto the A2A, and a
structural weakness in clearly delineating whatusthobe the enterprise’s
priorities with respect to its public owners.

As the enterprise grew, diversified its businessaarand modified its
ownership and governance structure, its public iomssbecome more complex
and multi-faceted. Whereas profitability is firnégtablished as the overarching
enterprise’s goal, a number of social and envirartaletargets that affect the
guality of living of citizens are also includedthme enterprise’s mission.

A number of contradictions are due to the publicurea of the service
supplied and the private corporate form adoptethbyenterprise. For instance,
there is an intrinsic contradiction between promptenergy saving practices
and making profits out of gas and electricity saldés a publicly controlled
enterprise, the A2A cannot disregard environmeata social issues that are
relevant for its customers and ultimate owners. elmv, these targets have to
be pursued with a private corporate approach thatifizes profits.

The current ownership structure of the A2A alsogsosome challenges in
terms of the assigned public mission, given themmsgtry between the two
public owners. In 2012 the two municipalities pnegeh provisional accounts
with respectively 8.4 billion (Milan) and 476 mdl (Brescia) euros of
revenues. This large difference resulted in a uhfie approach towards the
A2A’s dividend policy. While for the municipality foBrescia the A2A’s
dividends are essential to finalize the municipatidet, the municipality of
Milan is less dependent on these transfers. Thésrhaulted in a permanent
debate about the amount of annual dividends tretABA has to distribute,
regardless of the enterprise’s performance (Sc2qiR).

Although it can be generally concluded that the Afdfnains loyal to its
customer base in spite of the diversified geogiagmature of its business, the
enterprise’s growth beyond the regional jurisdict@iso proved to affect the
enterprise’s public mission. As a consequence, | Igeiblic debates arise
whenever there is the perception that nationalréists are pursued at the
expense of the local interests. It also appeaitsthiearole of the City Council is
marginalized when decisions of national interestgelto be taken.

4. Keeping public control through corporate governace arrangements
4.1. From public to mixed ownership

For nearly a century the AEM has been a municipatgany entirely owned
by Milan’s municipality. Functional separation wast enough to ensure that
there was not confusion between the powers andhanty of the AEM with
respect to the city’s political orientations. Ino® generating companies, such
as the AEM, were often forced to contribute to thenicipal budget beyond
their statutory obligations. Political interferesosere reported to be pervasive,
especially with respect to the enterprise’s reoraiit and investment policies.
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Furthermore, the complex system of administratind formal controls posed
several limits to the company’s operations and @eammed unfit to support the
enterprise’s growth in the energy market.

In the early Nineties, new public management ppies (Pollitt, 1990; Stewart

and Walsh, 1992) were gradually introduced in ttedidn context. These

principles were oriented towards improving effiagnand effectiveness of
public interventions, improving relationships withtizens, ensure financial

sustainability of public services, adopting bussesented practices and
reducing political interferences. The means fori@ghg these objectives were
identified in deregulation, privatization, decetigation and a shift from a

bureaucratic model based on norms to a manageriadleimbased on

performance. A number of important judicial scasdaklated to episodes of
pervasive corruption and mismanagement of pubhd$ualso urged to separate
politics from business administration.

The national reform of local public services at theginning of the 1990s,
allowed for a structural separation of municipampanies from administrative
bodies and triggered a process of corporatizatioloaal utilities (see Galanti
and Moro, 2013). Partial privatization was alsosped to allow access to
international capital markets and attract privaieestors. The municipality of
Milan initially held a 51% majority share that wsisbsequently lowered below
the absolute majority. However, public control wiag fenced by shareholder’s
agreements that limited individual shareholding hwid 5% ceiling and
constrained the voting rights of minority shareleotdbelow the 5% threshold.

The merger with ASM Brescia brought about anothdrstantial change in
the enterprise’s ownership structure. As laid dawrthe A2A’s Articles of
Association, the fundamental principles concerrilmg ownership structure and
control of A2A are based on a number of princigkedt guarantee public control
and a perfect balance of power. In particular, éh@sclude: i) an equal
distribution of shares between the two municipadit(approximately 27.5%),
i) limitations on ownership of shares with votinghts, iii) the same roles and
identical powers for the two municipalities, angl a/public majority constraint.

The AEM and the A2A have never had a strong incalshareholder, but the
floating has been rather distributed amongst unsdmal investors including
Italian and foreign banks. At the end of 2011, iretevestors had about 17.6%
of the share capital. Interestingly, nearly 57%spfall shareholders are from
Lombardy region where the enterprise has its hegbroots.

4.2. From atraditional to a two-tier corporate gernance model

At the time the AEM became an independent municypdérprise, it adopted
a traditional corporate governance model which ased on three entities,
including the Shareholders Meeting, the Board ake€ibrs and the Board of
Statutory Auditors. Following the establishmenttioé A2A, a change in the
corporate governance structure was needed. Theemesgsed important

20



political issues related to the choice of the goaece arrangements, the
renewal of the management positions and the lo#sedfistorical local roots for
the respective enterprises.

Unlike other Italian multi-utilities that were ebtshed through integration of
different local utilities, the A2A decided on a dluaoard structure. This
governance structure originated in Germany and haracterized by the
interposition of a body (the supervisory board)westn the shareholders'
meeting and the management board. Diffusion of riiwslel has taken place in
Italy thanks to an increased number of corporategers, both in the private and
public sector, given that the dual system allowse#ter integration between
different enterprises’ cultures (Oriolo, 2008).dublicly controlled enterprises,
the use of the dual model is justified by the neeseparate the political and the
managerial sphere by creating a filter betweenphlelic ownership and the
leadership of the enterprise (Mele, 2009).

In the current corporate governance structure (Ei@), the Supervisory
Board is composed of 15 members, including a ctairand a vice-chairman,
who are appointed by the shareholder’'s meetindnemasis of a voting list.

Figure 2 — The A2A governance structure
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Twelve out of fiteen members are appointed by thve majority public
shareholders. The right to appoint the officeshef ¢thairman and vice-chairman
Is attributed in rotation to the municipality of léin and Brescia. Members of
the Supervisory Board must meet the requirements hohesty and
professionalism, as well as the requirements otpeddence. At least two

21



members of the Supervisory Board must be chosen $tatutory auditors. The
lists presented must be made available to the pabtording to the procedures
for listed companies and must provide full inforraatregarding the personal
and professional characteristics of the candidates.

Unlike the German dual board model, within theidtallegislative context the
supervisory board carries out many other importdumties besides general
supervisory activities. In particular, upon the Mgament Board’s proposal, the
Supervisory Board defines the general planning siretegic guidelines of the
enterprise. In relation to this, it approves theAARulti-year strategic, industrial
and financial plans and the A2A strategic transast.

The Management Board is composed of eight memimaisiding a chairman
and a vice-chairman. Four members are appointdtidoynunicipality of Milan
and Brescia, out of lists prepared by the Superyiddoard. As for the
chairmanship of the Supervisory Board a mechanisaiternation of the power
of appointment between Milan and Brescia is fores@éde Management Board
appoints up to two managing directors in chargefimdncial and technical
functions respectively. One more time, this meckmniensures the perfect
balance of power between the two public majoritgreholders.

4.3. How the public owner controls the A2A

The four main ways in which the Municipality of Mil controls the A2A are
the following: i) the appointment of representasivin the shareholders’
meeting, ii) the control activities of the departheof the municipal
shareholdings (Settore Enti Partecipate), iii) $eevice contracts, and iv) the
control activities of the City’s Council.

The Municipality of Milan’s primary source of inkunce over the enterprise
materialises into its right to appoint represer&siin the shareholders’ meeting
and, through them, to appoint representatives enAA’s Supervisory Board
and Management Board. By appointing top managéses, mayor indirectly
exerts its influence over the enterprise. This fafcontrol mainly takes place
at the informal level, in the trusting relationshptween the mayor and the
appointee, given that neither the representativéisa shareholders’ meeting nor
the A2A’s top-managers receive any formal mandatderms of pursuing
specific strategic goals. According to Milan’s Maipiality’s Statute (art. 57),
appointments in municipally controlled enterprises/e to be assessed by a
committee of experts that control compliance widhnnfal requirements. The
Committee is appointed by the Local Council by gamty of three fifths of its
members. Candidacies can be submitted by local acdous, professional
association, local universities, trade unions, gteged local or national
associations and a group of at least one hundteers. It is also stated that at

2These include capital transactions, investments aomdpanies’ operations exceeding the
value of 100 million euro, establishment of joimures, allocation of profits and dividend
policies.
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least 25% of the directors of corporation, spec@hpanies, and institutions,
organizations owned or controlled by the municiyafiave to be chosen from
candidates proposed by civil society.

A second form of control is exercised through Miapublic administration
and its Settore Enti Partecipate, which is assigmedriety of objectives with
reference to the enterprises in which the munitipablds a stake. Despite its
highly complex assignments, which spread over mitv@n one hundred
shareholdings, the Settore Enti Partecipate onlpleys fourteen staff. With
reference to the A2A, the department’'s activities &mited to providing
technical documentation for the representatives tleg mayor for their
participation in the annual shareholders’ meeting.

A third control tool is the service contract thagulates the procurement
arrangements between the enterprise and the MaiitgipThe design of the
service contract gives Milan’s municipality an mshent for determining and
regulating the supply of the service. Because efdize of the city, the local
authority has significant negotiating power whetaklshing the details of the
service. As for the relevance of this control instent for the A2A, it has to be
noted that it is limited to activities related toet provision of local public
services, whereas energy production, where thepmige has its core business,
Is not included.

A fourth and final instrument of control is reprated by the activities of the
Local Council and its thematic committees. HoweW@mn this study it appears
that this body is oriented towards debating isshatattract media attention and
that might have a political impact on the shortrtewhile the A2A strategic
plans are not questioned before being implemented.

Citizens have also their instruments to control peeformance of the A2A.
These include the service charter for service dgfivthat establishes
homogeneous quality standards. Although citizens ec@te with their
consumption choices, by selecting a different mewiof energy services, they
do not have this alternative for other protectedises, such as waste collection
and disposal. Local political elections appear ¢otlee ultimate instrument to
express citizens ‘satisfaction for the serviceg treceive. However, electoral
outcomes are influenced by a number of heterogentaiors that are hardly
entirely attributable to the performance of the AZ&pecially considering that
other important public services such as water mamagt and local
transportation are provided by different enterise

4.4. Unresolved issues

Although the dual governance structure is useditthér separate ownership
from management, this model, along with ring-fenqaeblic control, has
introduced a number of inefficiency in the A2A coragte governance
functioning. First, separation is weakened giveat the Supervisor Board has
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some strategic direction functions and minority rehalders are
underrepresented in this body.

Secondly, independency of the Supervisory Boardanesn questionable.
Although formal selection requirements are metjtigal affiliation still plays
an important role. Despite the mechanism in placklilan’s municipality can
be generally considered a national good practiR&,(2009), it is still based on
political designation given the prominent role @fdl councilors in submitting a
candidacy and considering that the three fifth mjaeflects the balance of
power in the Local Council. For instance, recens@ges showed that changes
in the composition of the A2A governance bodiesofeed changes in local
political majorities along a spoil system logic.

Thirdly, in spite of recent talks about a possibleange of the existing
governance system, the two municipalities seem linwito redress the
inefficiencies generated by the duplication of so#ad powers. As a matter of
fact, the existing model seems to be the best gordtion to ensure a perfect
balance of power between Milan and Brescia muniitips, also in view of a
possible merger with other similar utility entegas”.

Fourthly, formal control mechanisms in place in &fils municipality are
weak and undersized with respect to the numbentafrprises in which the city
has a shareholding. The role of control and stratggidance of the Local
Council is also reduced as compared to the pastremls more powers are
attributed to the city’s major. Within this contgxccountability of the A2A
managers and public officers is sometimes hardigentengle. The chain of
transmission of public mandates and decisions bfipunterest is based upon
informal and personal relations between the magdrthe representatives of the
municipality in the shareholders’ meeting. Thisoatseates a fertile ground for
opportunistic behaviours in local politicians wharapopular decisions, that
include layoff of employees or incinerators’ siteadtion, can be passed on to
the corporate level, whereas local politics canefiefrom the business success
of the enterprise.

Finally, external controls based upon market meisimas; and regulatory
institutions have brought about some progress agpaced to past practices.
This includes an increased quantity and qualitinédrmation available for the
general public on the once public utilities’ opeyas and performance.
However, these mechanisms have several limitatwits reference to the
corporate governance structure and arrangementsatbaruled by the Italian
Civil Code and enterprises statue.

¥The media reported several times about possiblgenewith IREN or HERA. This process
is supported by the government as a way to eskablistronger energy company following
the model of the German RWE.
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5. A mixed economic performance
5.1. Beefing up Milan’s city budget

Prior to becoming a joint stock company, the AEMswadoubtedly the cash
cow enterprise of the city of Milan and did notuegq transfers from the city’s
administration. Time series of the enterprise’seraie show that the AEM was
profitable and capable to self-finance its invesiteeThe enterprise had a low
level of indebtedness, which was constrained byallegquirements, and
adequate cash reserves that were invested imltagasury bonds.

Previous reports and economic data show that theeps of corporatization
and restructuring was already in place in the pebefore the enterprise went
public. An evidence of this trend can be foundhe enterprise’s profitability
and productivity data. In particular, the ratioualadded to turnover increased
from 52.92% in 1990 to 53.91% in 1995. In the sgmeiod the Ebitda to
turnover raised from 23.19% to 28.85% and the na¢ibincome to total assets
increased from 1.85% to 2.73%

Following the enterprise’s listing, the economiadmancial strategy of the
AEM adapted to the new competitive context. Dividenwere used to
remunerate the public and private shareholdersgsiments were supported
through capital markets financing, turnover andfitgancreased at stunning
rates as a result of several acquisitions and bssiexpansion. At the same
time, at the end of the expansion phase of thenbssicycle, the enterprise’s
indebtedness grew and reached critical levels vasepofitability gradually
decreased. As a result, the A2A is currently ptimng debt reduction and
business rationalization, whereas future investmarg expected to focus in the
waste and district heating business areas, in viean unfavorable evolution of
the macroeconomic scenario for the electricity ayab markets (Kepler
Cheuvreux, May 2013).

5.2. Profits, losses and debt structure: two sidéshe same coin

For the purpose of assessing the A2A’'s performames,use the most
common ratio applied in financial and economic wgsial Given that the
enterprise changed several times the perimeteow$didation of its balance
sheets, as a result of major mergers and acquisjtthe use of ratios reduces
problems of data comparability of nominal valuesas time. Information and
data for the following analysis are from the compsiconsolidated annual
reports, the Amadeus Bureau Van Dijk databank,Zatdstream.

Profitability is measured by the Return on Equatio (ROE), defined as net
income divided by total equity. This analysis hights a stable fall in A2A’s
profitability after 2007. The ratio shows a progige drop from 10.04% in
2007 to -25% in 2011. The strong decrease in 2@lInainly due to a

“A similar trend was also observed in other Italmblic enterprises prior to privatization
(see Florio, 2000).
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deterioration in the operating margin caused byeloweturns from sales of
electricity, to capital losses from the sale to EdB0% of Transalpina, and to
impairment charges in Edipower and EPCG. The ursgde negative

performance of 2011, was reversed the followingr wglaen profits bounced
back to 260 million euros. Before the decline, R@E was fairly stable around
10%, with a positive peak in 2003 (+21.79%) dueatpositive effect on net
income of extraordinary events, i.e. capital gdnosn the sale of the stake in
Fastweb SpA.

In order to further investigate such a negativadreie break down the ROE
into various factors influencing the company's pemiance, according to
practices widely discussed in the literature. Tghhght the contribution of the
different management areas to the company’s phifitta we use the Miller-
Modigliani equatiof. Two main trends emerge from this analysis: a cédn
in the operating profitability and the growing lévef financial debt. The
analysis also highlights the volatility of non-regng items, such as mergers
and acquisitions, disposals of business units.

As for the operating performance, there has bedno@in the ROI ratio from
6.27% in 2008 to 2.64% in 2011. This drop in thefipability of the company’s
operations is due to macroeconomic and firm-leaekdrs. In one hand, the
economic downturn brought about a slowdown in itlis dynamics and
reduced demand for electricity and gas consumpbtonthe other hand, some
investments delivered unexpected low performange EEPCG in Montenegro).

We further investigate the operating performancedigulating the Return on
Sales ratio (ROS), defined as Earning before istsrand taxes divided by
turnover. The A2A’s ROS confirms the above mentibirend: the percentage
of sales revenue still available after coveringagérational costs has strongly
decreased due to increasing competition and shgnikiargins, especially from
the sales of electricity, one of the main busireddbe company.

The financial structure of the enterprise has $icamtly changed over time.
Particularly, there has been a strong increase tower in the level of leverage
that can be measured by the debt to equity ratmmRhe A2A listing in 1998,
the leverage has risen from 44.60% to 211.93% il 2With a peak in 2005
when the level of debt was almost three times éwellof capital. Similarly,
other Italian once public utilities saw a worsenioiytheir debt exposure as

*ROE = [(ROI- I/D)*D/E+ROI*NI/GI.

The operating performance is measured by the Returimvestments ratio (ROI), defined as
earnings before interests and taxes divided by &sisets. ROI is a synthetic indicator of the
effectiveness and efficiency with which the compaayndles its operations. The contribution
of the financial area is measured by two indicattie interest burden, defined as interests
divided by debt (I/D), and the debt ratio, definasl debt divided by equity (D/E). The
contribution of the non-current area is given bg tiatio of net income (NI) and earnings
before tax and extraordinary items (Gl).
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compared to their capital. From 2004 to 2010, évedage of ACEA and HERA
increased up to approximately 300% and 150% reispe®c(IFEL, 2012).

The A2A’s debt began to grow significantly in 2002.consists mostly of
medium and long-term debt aimed to finance the iagdqn and development of
new investments. In particular, in 2005 the growtheverage is due to the
acquisition of control of Edison and the resultidgbt consolidation of the
group, while in 2009 the increase in debt is maattyibutable to the acquisition
of the Montenegrin company EPCG. Over time, the-cument to current
liabilities ratio has grown, while the liquidity tra, measured by current assets
divided by current liabilities, highlights mountingnbalances as current
liabilities start to become far superior to currassets.

The problem of excessive exposure to debt has beeoserious issue also in
other regulated network industries. In the UK, 828urvey by the Department
of Trade and Industry (DTI) has shown a considerabtrease of the debt by
the British utilities operating in the telecommuations, energy and water
sectors. Similarly, in Italy, a Court of Auditorgvaluation study about the
processes of privatization of public enterpriseswadd that the evolution of the
debt of Italian utilities is critical. Specificallyt appears that in the case of some
regulated utilities the level of debt could havesibententionally increased to
strengthen enterprises’ negotiating power vis-ahasregulator, that might have
granted tariff increases in order to contain thek f insolvency (Corte dei
Conti, 2010).

At the same time, the company faced increased geecast of debt that
reaches the highest levels in 2010 and 2011, 483%3.29% respectively. This
IS a consequence of the financial crisis that etlaih 2008 and that made
financing of Italian companies more costly, bualso due to a downgrade of the
A2A’s credit ratings. The revision of the compansgsing was mainly driven by
its electricity generation activities that expokse A2A to instability of margins
in the electricity industry.

5.3. Subject to market scrutiny

The Italian Court of Auditors (Corte dei Conti 2010reckons that
privatization of utility enterprises has broughdubstantial increase in the Italian
stock exchange capitalization. In particular, thelsares worked as a substitute
of more traditional investments in Italian Treas@gynds and the initial public
offering were generally successful. Given that oaniof some of these
enterprises remained in public hand, investorsgreed a lower level of risk as
compared to other fully private enterprises. Publimership was also seen as a
guarantee for getting a generous annual divideadalrse of the severe budget
constraints of public finances.

We analyse the share price of the A2A and compavéth a benchmark
company, Acea, a multi-utility operating in centitally, the utility market index
measured by the Italian FTSE Utilities and the raaikdex measured by the
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FTSE-MIB. Share prices are daily observations fralanuary 2000 to

March 2013 and, for easy of comparison, each sexiesrmalized and set equal
to 100 on January 3, 2000 (Figure 3). Visual in8pacof the plot reveals, as
expected, that the two share price series tendoteertogether over time and to
follow the market trends. Although the trend is itam the performance of the
A2A is below the sector level, the market level #mel competitor for almost all

the time considered.

Figure 3 - Stock price trends (2000-2013)
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As the stock’s prices of other listed utilitieseth2A’s stock performance
shows a high volatility. In 2003, all listed utiéis in Milan’s Stock Exchange,
with the exception of HERA, were below their initjpublic offering (IPO)
price, and in the case of ACEA and AEM Torino th&tues almost halved. In
2006 this negative trend was reversed and utilisiesk prices went above their
IPO levels. One more time, the financial crisi@08 pushed down stock prices
of utilities below their IPO levels.

While in 2003 the A2A stock prices were 23% beldwit IPO levels, in
2007 they were nearly 60% above the same values daodped again
significantly in 2008. However, as compared to atiety market index (FTSE
IT Utility) the drop was steeper for the A2A. Sdexlly, the share price of the
A2A lost 87% of its value between January 2000 ®tadch 2013, while for
ACEA and the market index the reduction was fas,l@sspectively 65% and
64%. Noticeably, for the utility sector index, theduction was much smaller,
less than 34%. It appears that the A2A’s stockegriare greatly exposed to
stock market fluctuations as compared to othergeer

Generally, dividend pay-out ratios from utility erprises have been higher
than the market average, reflecting the lower w$koperating in protected
markets. The dividend policy of the Italian formeublic utilities has been
influenced by the critical conditions of the logalblic finances. Many articles
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in the Italian local media report how these revenbave become necessary
even to keep running essential local services. F2008 to 2011, the city of
Brescia financed up to 36% of its current annuapeexiitures from the
dividends paid by the A2A.

From 2002 to 2008 the dividend grew at an averageia rate of 11%. In
2011 the enterprise distributed its dividends irtespf a negative economic
performance and the dividend pay-out ratio remaeigave 95% between 2009
and 201¢°. In the A2A’s Business Plan 2013-2015 there isference to an
average dividend pay-out of 68% While a more cautious use of the
enterprise’s earnings is appreciated by the marketmains an open question
whether such targets are compatible with the firdnmeeds of the two public
owners, especially the municipality of Brescia.

6. Coping with a changing regulatory environment
6.1. Halfway on liberalizing local public service@vision

The current regulatory framework for the provisafriocal public services is
the result of gradual and fragmented reforms, rathen the outcome of a well-
defined strategy for liberalizing these servicebe Tprocess went through a
number of reforms of the reform that created a &lemof regulatory uncertainty
and allowed municipalities to choose amongst varigptions (Bognetti, 2007).
The general principles for licensing supply of pabservices of industrial
interests were set in the financial law of 2002 #énstablished public tendering
as the standard arrangement. While the legisldtowed a marked preference
for the systematic use of public tenders, a nunlbsector-specific exemptions
to compulsory public tendering increased the dismmary powers of
municipality, limited competition and the particijom of the private secttt

Norms for the assignment of local public servicp@y were combined with
norms concerning the ownership structure of thenkee. In 1990, the
‘Regulation of the local authorities’ law alloweaint stock mixed enterprises to
provide local public services. The initial congtitadn the public majority of the
enterprise was removed two years later, whereasegulent laws simplified the
process for the transformation of the former myaticompanies into joint-
stock companies. These rules favored the estaldishraf institutionalized
public-private partnerships that materialized ttouthe creation of mixed
enterprises. These enterprises have several adesntar municipalities given

' Similar circumstances were faced by the IREN Gralp,muti-utility controlled by the city
of Turin, Genoa and Reggio Emilia.

" The negative prospects of the electricity genemakiusiness in the EU market are already
pushing energy enterprises to more cautious diddeolicies. For instance, the German
utility RWE announced that for the next years il Wwave a dividend pay-out between 40%
and 50%.

¥ As an example, recent legislative developmenwalmunicipalities to adopt the in-house
modalities whenever the local authority deems twhpetitive tendering is not useful or
efficacy (Bortolotti, 2011).
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that they can avoid or limit competition at homéile having the opportunity to
compete in other geographical areas (Bognetti, 2007

Overall, empirical evidence shows that the effe¢these reforms have been
so far mixed with respect to the intended objecti/éhe policy reformers (e.g.
reduce customers’ prices or renovate an ageinggtrfrcture). As a matter of
fact, the mechanism of license allocation throughlip bids has not resulted in
fierce competitive pressures. A limited number ofegprises apply to tender
calls which are often awarded to the local incumilm®mpany. This is probably
due to a series of elements including the duratiothe license contract, which
is of 30 years in the case of electricity distribntat the local level, or the
design of tender requirements that favors the ifmnts (Asquer, 2011). In
addition to this, there is an evident conflict nferests for the local authorities
that, while launching a call for the supply of acdb public service, also
participates in the tender procedures with thein aw controlled enterprises.
Obviously, this is a relevant issue for the A2Attisacurrently providing energy
and environmental services to the city of Milan &mndscia.

6.2. Operating in increasingly competitive energyrkets

Before liberalization of energy services took plattee two industries of
natural gas and electricity had a similar markeicstire. They were organized
in vertically integrated state monopolies, whereasnicipal companies had
small market shares and were bound to operate lypoaspecially in the
distribution and retail segments.

At the national level, changes of the institutioaatl operational frameworks
of the two industries were inspired by the Britigtivatization experience and
driven by the European Commission’s plan for esthblg a European market
for electricity and natural gas. Specifically, amher of EU directives set the
general rules and principles for reforming natiomarkets. These were: i) the
unbundling of potentially competitive segments lo¢ tindustry upstream and
downstream of the network infrastructure, ii) tlegulation of the access to the
transportation facilities, iii) the organization afwholesale market, iv) and the
gradual access of retail customers to wholesal&etmaithrough the notion of
eligible customers (Florio, 2013).

Besides compliance with EU requirements, reformghentwo sectors were
also driven by two national constraints related ato insufficient national
generation capacity (electricity) and to publicafite concerns. Privatization
was given priority and anticipated the liberalieatiof the two industries.
Liberalization of the power sectors started whea tWwo main power state-
owned operators ENEL and ENI were partially prixati and the sectors fell
under of the jurisdiction of the AEEG. The conflmdtween a heavily indebted
state, and a state that set itself the goal olbbsteng a competitive national
energy market, became soon apparent and influetteecarrangements and
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modalities that were used to restructure the gasedectricity sectors (Lanza,
2006).

The reduction of the market power of the incumbems pursued through
diversified measures, including divesture of asaats setting of market quotas
in the new competitive market segments. Wholesakets were developed in
both industries and the retail segment was graguatien to competition
allowing small end-users the free choice of theiserprovider.

The establishment of an independent national régylaagency was
necessary to coordinate previously integrated nisuded create a level playing
field for new entrants. The AEEG (Regulatory Auihofor Electricity and Gas)
was established as an independent agency. Howgeeernmental decisions
have sometimes reduced the autonomy of the AEHS&cedly in terms of tariff
setting (Lanza, 2008}

A number of new private operators entered the markbereas the most
dynamic energy municipal companies increased thwrket shares in the
competitive market segments. Although the ele¢yriand gas sectors formally
ended up with a mixed ownership structure, they atially dominated by
publicly controlled enterprises, including the goweent-controlled ENI and
ENEL Groups and a large number of municipally-colted compani€d. As in
other continental Europe countries, the state bgained control over the gas
and electricity sectors following an initial predece towards privatization
(Ranci, 2010).

6.2.1. Current issues for the A2A’s operationshia ¢lectricity sector

Since the creation of ENEL in 1962, the Italianctieity market was
characterized by a vertically integrated public wpoly where ENEL kept an
absolute dominant position in all market's segmerE®lEL’'s generation
capacity covered 73% of the national productionergas municipal companies
had a meagre 4% quota. Transmission was 100% ihahd of ENEL, while
distribution was left to local municipal companigbat owned 7% of the
national distribution network (Zorzoli, 2007).

Since the beginning of the liberalization procdsSlEL’s share in national
generation capacity has been constantly decreasiegertheless, in 2012
ENEL was still the largest electricity producer @%), followed by the ENI
Group (9.5%) and Edison (7.2%). The Herfindahl ehrean Index (HHI),
which measures market concentration, further desese&rom 1,240 in 2009 to
884 in 2012 thanks to the contribution of severaldie-size producers (AEEG,
2013).

“In September 2002 the Government decreed to bloekptice dynamics decided by the
Authority, also deciding that the Government haalrilght to set principles that the Authority
had to follow in deciding future price adjustme(R®slo, 2002).

2 Similarly, in other EU countries, the liberalizaticof the energy markets was finally
characterized by a high degree of public owner@bgd Bo, Florio, 2012).
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The A2A timely sized the opportunities opened bg #ectricity sector’s
liberalization by substantially increasing its gextn capacity and boosting its
sales of electricity (Annex 2). In 2001 the A2A'tase in the national
production was about 1.7%, while it reached 3.292042 plus an additional
3.9% supplied by the Edipower Group now controlledthe A2A. (AEEG
data).

The current A2A’s power generation mix is well-badad. It consists of 41%
natural gas, 37% renewable sources (hydroeleutaste to energy, biomasses),
15% coal, 6% non-renewable fraction of waste, a¥d dil products, (A2A,
2012 Sustainability Report). It resulted from a teomation of firm-specific
specialization pattern (e.g. hydroelectricity ftwetAEM Milan and waste to
energy for the ASM Brescia), and adaptation to leguy and legislative
changes.

Whereas some of the problems experienced at thenrbeg of the
liberalization of the electricity markét were fixed, new issues arose in
connection to the rapid changes in the internatiara domestic energy
markets and expose the A2A to a moderately highlaggry risk.

At the outset of the liberalization, from the supgide, the national electricity
sector was characterized by the prevalence of dgedal-based power plants,
insufficient generating capacity and the risks lecticity shortage. At present,
thanks to the entrance of new operators in powereigdion, including an
increasing share of renewable energy producers, thadre-powering and
conversion to gas of the existing power plants dibvestic production can meet
the internal demand. This intensive investment @oygled to considerable
improvement in the average efficiency of the nalothermoelectric power
plants, which is currently one of the highest ie tBuropean Union (IEFE,
2010). From the demand side, the effects of theeatiand prolonged economic
downturn have reduced electricity consumption. Adcw to the 2012 AEEG's
annual report, energy consumption in 2011 was badke 1999 levels, while
approximately 10% of families were late in theiypent of energy bills.

The security and quality of the national supplyn@avadays undermined by
congestion in some part of the network and insigfficpower grid development.
The lack of coordination between the developmeniadditional generation
capacity and the electricity transport infrastruetuwhich in the past was
ensured by a vertically integrated enterprise, hais found yet a structured
solution. Some inefficiency have been also intosiliby incentivized forms of
electricity production, the energy trading (ETSYldlne green certificate systems
that artificially increased the production costsnadbre efficient thermoelectric
plants. For instance, these distortions materializéhe inefficient use of co-

“These include the excessive weight of the dominapérator and the incomplete
development of the markets for the dispatchingamdllary services.
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generation plants where priority is given to eledly rather than heating
production.

According to the 2012 AEEG’s annual report, strumituchanges in the
electricity industry have made the current framdwafrrules unsuitable to meet
the future developments. Unresolved issues incltlte need to increase
responsibility of renewable energy producers irgpionming their access to the
grid, the need to revise the current dispatchingstuand the need to keep
environmental charges and the related incentivesustiainable levels. Within
this context, and in the absence of a nationalggnstrategy, the regulatory risk
for electricity producers is considered high. Indiéidn to this, investment
decisions are deemed to be greatly influenced tfipehoices, especially in
relation to the need to pursue environmental targeterms of carbon emission
as stated in international commitments (IEFE, 2010)

The A2A reckons that structural changes in the ggnemarkets, and
especially the issue of environmental obligationsld be either the source of
competitive advantages or disadvantages for thergmie. For instance,
changes in the remuneration mechanisms for renewstlrces of energy is
likely to impact the enterprise’s profitability, @n that the A2A is the largest
Italian contributor to the CIP6 incentivized souofeenergy with a 26% share of
the market. In the same line, the A2A’s investmienthe national electricity
producer of Montenegro was justified by the needntoease the enterprise’s
power generation capacity from renewable resourcesw of a revision of the
domestic hydroelectric license systems.

6.2.2. Current issues for the A2A’s operationshie gas sector

In the European national markets, including Itébygralization of the natural
gas industry has progressed more slowly as comparda electricity industry
(Florio, 2013). This is due to the structural diffieces of the two sectors. First
of all, in most EU markets gas availability depemasn imports from distant
countries, including Algeria, Russia and Norwayc@wlly, the gas sector is
characterized by scale economy both in the netvan#t in the production
component. Thirdly, whereas in the electricity iatty technological progresses
have allowed to generate electricity with lowerasiments, development of gas
fields, gas extraction and preparation for longrtedistance transport still
require substantial investments. Finally, unlikecticity that is produced and
consumed in real time, gas storage is possible canadhtries generally have
organized storage facilities (e.g. in depleted fgadds) to ensure the security of
supplies.

In spite of these differences, liberalization of tias sector was based on the
same principles applied in the electricity markatt.the date of the reform the
gas market was dominated by the ENI group in alk#ggments. Yet, in 2010,
the AEEG reported that the situation in the natugak market remained
unsatisfactory, given that the supply chain wa# dominated by the ENI
Group.
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In particular, 92% of the import infrastructure aajpy was still in the hands
of the ENI Group which accounted for about 65% op@y once its sales
abroad for the domestic market were included. Tlwev sdevelopment of
alternative import infrastructure has hampered operators from entering the
market given the difficulties to arrange importghout ENI's permission. As a
result, the amount of gas available to operatongrothan ENI has remained
low. The ownership unbundling model for the SNAMgp was implemented
with severe delay in 2012 in compliance with theere EU Third Energy
Package and is expected to provide the Italianrabgias market with a neutral
transport and storage operator along the Terna Inmotlee electricity industry.

Other weaknesses of the Italian natural gas mari@tde the excessive
fragmentation of the gas distribution system, #tdk relies on more than 200
operators, many of which are of very small dimensand unjustified delays in
storage, transport and re-gasification infrastmectunvestments. The vast
majority of Italy’s gas imports originates in notJEEountries, (Algeria, Russia
and Libya) and arrives through pipelines, wherbasRovigo LNG terminal just
meets a residual part of the domestic demand.dmihter season the national
system of gas supply is exposed to several weaksdbat can undermine the
security of supply in severe meteorological coods. Under this scenario the
AEEG recognizes that other operators have not beabled to act as effective
competitors of the ENI Group.

In 2010, only three groups (ENI, Edison and ENEb)dha market share
greater than 5% of the total gas supplied with mdative quota of 73.4% of
the total. Of the ten gas storage facilities cutyeactive in Italy, eight are run
by the ENI Group and two by Edison, which is nowtpa the French EdF
Group. The gas transport sector is dominated by NRete Gas that owns
31,680 km of the 33,768 km of the domestic inftastire. The volume of gas
sold on the wholesale and retail market is gragiusicoming less concentrated
with five operators, including the A2A Group, hayia share above 5%. In
particular the respective market shares in 2010eweni (23.1%), Edison
(10.2%), Enel (9.0%), GdF Suez (7.1%) and A2A (6.4%&EG, 2011).

In spite of these constraints, the A2A increasedjferations in the natural
gas market and become a relevant national playdreirmarket segments open
to competition. More precisely, between 1997 and12the volume of gas
distributed almost doubled, while the volume of gaks more than tripled. To
address the supply constraints, in 2008 the A2Aesigan agreement with
Gazprom (Russia) and Iride, another large multitytiof northern Italy, to
establish a joint venture (Premiumgas) for suppgjythe natural gas retall
market with a volume of 900 million cubic meters gear. In 2012, the A2A’s
Trading company was among the top ten operatotsrins of gas sold to the
wholesale market with a 3% share, while the EN#, dominant operator, hold
13.2% of the market. Premiumgas had a 1.2% shatieeohational imports in
front a 44.6% and 19.2% shares of the ENI and EBdisoups.
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For historical reasons, natural gas distributionhes market segment where
well-established multi-utility of northern Italy @ more significant market
shares albeit following Snam (former ENI group) &l Reti Italia (ENEL
group). In particular, Hera in 2012 held 6.5% o€ thational distribution
network, and the A2A and the Iren groups had amlef9% market share.

Nevertheless, despite regionally-based multi-iggit have increased their
market shares, only industrial groups with an offeat covers the entire
domestic market, managed to have significant masketres especially for
imports and wholesale market activities. The owmerainbundling of Snam
rete gas from the ENI group is expected to furtmempetition goals, in terms of
reduced market concentration, whereas price chaogdsal users are linked
to other factors, including re-negotiation of thaséng take-or-pay contracts,
increased fiscal burden and availability of newunatgas import infrastructure.

7. Energy prices for end users in (semi)competitivenarkets

7.1. Changes in the administered tariff since liladization of gas and
electricity industries began

Changes in the regulatory environment of the gasedectricity markets have
also modified past tariff systems and had a rentdekeffect on the energy bills
of end-users that are now free to choose theirtreditg and gas supplier
(section 7.2) or to keep an administered tariff irdef by the AEEG
(section 7.1).

The electricity tariff system operating before tteform introduced by the
AEEG was based on administered tariffs determinednimisterial decree and
included a very high number of tariff categoriebeTgradual opening up of the
electricity market required the adoption of a netem for electricity price
setting that allows reflecting the costs of thev®er and limits the potential for
price discrimination. Activities regulated in theamchised supply market
include: 1) the electricity sold by generatorshe single buyer, ii) the electricity
sold by the single buyer to distributors, iii) ts@ort of electricity to distributors
by the transmission system operator, iv) rent amghteanance of the national
grid provided for operators by the grid owners, ahdlistribution and sales to
franchised customers. In the current system, treaséom and distribution are
being regulated by price caps while the cost okeotnergy policy costs is
explicitly funded by users. Similarly, tariffs foratural gas were revised to
adequate cost coverage and improve price transparen

The main component of the energy bills paid by comers are as follows
(Figure 4): i) tariffs, fixed by the AEEG for secas provided by technical
monopolies (e.g. transport and distribution) andtesy charges that are
determined by governmental decisions; ii) energypby with wholesale and
retail market prices competitively determined; @ndaxes, that are established
by law.
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Figure 4 - Component of the energy bills paid by sall consumers
in the protected market (2013)
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In 2012, electricity prices for the Italian consumeavere below the EU
average for the first two classes of consumptiaa @nnual consumption up to
2,500 kWh), both net and gross of taxes and chavgate were higher for the
remaining classes of consumption. Particularly, ftre first-class of
consumption (below 1,000 kWh/year) prices, netaxes were 12% and 8%
lower excluding and including taxes. For the secaategory of domestic
consumers (1,000-2,500 kWh/year), where most hdkanilies are, the pre-tax
price was still lower than the EU average, whereasg, taxes were included
the lItalian price is approximately 6% above the BlWerage. For others
categories of domestic consumers, electricity grigge higher in Italy,
especially when taxes are included. For industt@hsumers, the price of
electricity is well-above the EU average in allegairies of consumption. For
instance, for the class of consumption between &@ 2,000 MW, prices are
37% and 47% above the EU average net and groaged tespectively.

Similarly, the prices of natural gas for domestangumers in 2012 were
higher than the EU average in all categories osaamption. As for the price of
electricity, the incidence of taxes is higher thanother EU countries and
contributes to inflate the price paid by final com®rs. Unlike electricity, prices
for industrial users are more aligned with the Btgrage in spite of the high
fiscal wedge.

It appears that the Italian energy bills are hegawurdened by system
charge¥ and taxes. Moreover, the mechanism currently aeelfor extracting

#|n particular, the electricity price is burdenedayincreasing number of charges including:
incentives for renewable and assimilated sourcg$abthe largest component; promotion of
energy efficiency; charges for the safety of nuclpawer and territorial compensation;
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system charges takes the form of an administrégwe that is further burdened
by the VAT applied in the final bill.

The AEEG reported that the existing system presgmisblems of
distributional equity given that the taxes appled not proportional to personal
income, but rather determined by consumption leviadsmitigate the regressive
structure of energy bills, in 2009 the Italian gaweent introduced an electricity
and gas bonus that allows low-income families, dafi@milies, and sick people
who use electro-medical equipment to obtain a disten their energy bills.
The scheme is administered by municipalities asdcdsts are passed on to
other final energy users as system charges.

The AEEG considers that these costs, along witlerotiharges and taxes,
should be better transferred, in full or in pad,the more equitable general
taxation system. Besides distributive issues, tB@ noted that the existing
high fiscal wedge also holds back the competitigsnef the national energy
system.

Since 2004, the electricity bill for the domestansumer increased by nearly
35%, that is above the inflation rate (Figure )eBystem charges component
registered the highest increase (72%), followedth®y wholesale and energy
supply services (39%) and taxes (23%). Differentigiwork service prices
decreased by approximately 15%. This is due to mbawation of factors,
including the low level of past tariffs for somet@gories of users, the incidence
of the generous schemes incentivizing productiemfrenewable source, the
increased international prices of hydrocarbons andon-optimal use of the
domestic “generation fleet”. In particular, strongeitput from Italy’s rapidly
expanding renewables sector has crowded out a $@ye of the more efficient
gas-fired generation plants. The decline in natuak’ consumption for
electricity generation almost doubled from 20111%) to 2012 (11%) (AEEG,
2013). A similar problem has emerged in Germanyerehrising prices of
electricity, that are linked to the country’s energolicy in favour of
renewables, is bringing about a number of distidnal issues (Der Spiegel,
4 September 2013). This issue is also currenthatbebin the UK where higher
prices are deemed necessary to respond to seotistypply and environmental
concerns, but would be detrimental in terms of ra@bility (Del Bo, Florio,
2012).

special tariff schemes for the company Ferrovidod&itato (national railway company);
compensation for small electricity producers; reseaupport; coverage of electricity bonus
for poor households.
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Figure 5 - Electricity price trend for a domestic onsumer (less than 2,700 KWh
per year) in the protected market
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Source: author’s elaboration of the AEEG's trimaistiata.

As for electricity prices in the free market, a lpntnary investigation
conducted by the AEEG in 2011 reveals that unitgziare higher than the
regulated tariff in a variety of cases. The lowtsivng rate have sometimes
resulted in aggressive marketing campaigns thassocally reached fraudulent
behaviors from retailers that induced clients fgnstontracts under unclear or
false information. These episodes are reportedetadunterproductive for the
consolidation of the retail market, given that themdermine consumer’s
confidence in new energy sellers and favor thebésteed brands.

In the natural gas sector, a similar price patteas occurred (Figure 6). The
natural gas bill for domestic consumers increase@3%o since 2009, and by a
further 24% between 2004 and 2009. The largestasa has been for the price
of natural gas (45%) and taxes (12%). Italy hagya bnderlying gas price that
Is exposed to oil's price fluctuations. The neecemnsure the security of supply
has led to a rather rigid market structure thatb&sed on large import
infrastructure and take-or-pay contracts that gaherhave worse price
conditions as compared to the European spot markats Italian take or pay
clauses shows a significant price difference witbpect to other EU countries,
that is due to conditions negotiated before thermagg of the liberalization
process (CDP, 2013).
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Figure 6 - Natural gas price trend for a domestic ansumer (household with
a centralized heating system and annual consumptioof 1,400 m3)
in the protected market
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Source: author’s elaboration of the AEEG's trimaistiata.

Italy is also more exposed to unrest in the Middéest being the largest EU
imported of piped gas from Algeria and Libya. A giressive diversification of
sources of supply, along with an increase of thHame traded in the wholesale
market, is seen as a necessary step towards nwanke¢rgence with other EU
countries and increased competitiveness. For thessons, since many years,
the AEEG has urged the beginning of relevant imaest in LNG
infrastructures that would accelerate decouplimgnfthe oil price, allow other
energy companies to purchase significant volumaattiral gas without ENI
support, and make available other lower cost soofroatural gas.

7.2. The A2A electricity supply in the free market

Since the retail markets for electricity and ndtuigas were liberalized, a
number of providers have entered these market sggmeéet, switching rates
remain low. National data provided by the AEEG shbat in 2011 only 13%
of households were supplied with natural gas atketaconditions. The same
figure is 18% for the electricity consumption. TARA's retail market data also
confirm this trend, given that the vast majoritytoé A2A customers, both for
the gas (94.6%) and the electricity (88.6%) sesjice still subject to the
regulated tariffs.

#As an example in 2012 the US gas had a price dtielfiwer than the European border
price.
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From the enterprises’ perspective, competitionhia tetail market required
the elaboration of a pricing and marketing stratdmpt aims at consolidating
and increasing market shares. Generally, the alégtretailers’ commercial
strategies have focused on promoting two typedfefs a flat rate and a one or
two year freezing of the unit price of electricitizlat monthly rate are
particularly convenient for suppliers, given thaers have a limited control on
the quantity of energy purchased and that energytsumption is subject to
seasonal fluctuations. To provide incentives fagntk to switch their providers,
suppliers offer discounted tariffs for the firstagehat are subsequently subject
to market price conditions. Generally, these conecmaéroffers have better
conditions than the regulated tariffs, but futureice differences are
unpredictable.

The low switching rate observed is due to the gvedmplexity of the
different price options. Although energy companies/e been committed to
designing clearer and more transparent bills, cospa remains difficult, as
there is no common standard to be applied. Theaitalegulator has made
available on its web site a relatively easy to tosé for comparing the offers of
different providers in the energy market. Neverhs| comparing the offers of
different suppliers, and understanding whether sypeatkages are more
convenient than the regulated tariffs, remains #icdit exercise. The
alternatives offered depend on too many variabletuding the possibility to
lock the energy bill at a flat price for one or tyears, the availability of gas and
electricity services under the same provider, tlasscof consumption and the
home category, the home location, the existencendfi-tier tariffs, and the
availability of discounts for first time buyers @r buyers that activate their
contract through the Internet.

As an example of the barriers that users face wbemparing different supply
offers, we use the price comparator tool develdpethe AEEG. We consider
the case of electricity consumption of a standanahekstic consumer, typically a
family of four people (less than 2,700 KWh per yelaring in Milan’s city
center. The consumer faces a variety of contradt supplier alternatives.
Electricity can be purchased from private groupschs as Edison or
Greenetwork, the former public monopolists, ENI &NEL, or past municipal
enterprises, including the A2A, ACEA and IREN.

For this type of user, the A2A offers two possibfgions: a “web contract”
(Prezzo Sicuro Web+) and a “green contract” (Pr&zaro Verde). The former
Is based on a fixed price scheme for one-yearishestimated to provide up to
35 euros of savings compared to the regulated.tbitiwever, the magnitude of
the saving depends on the user’'s consumption pattgven that the A2A’s
supply offer is not based on a two-part tariff mshie case of the regulated tariff.
The offer is also coupled with another scheme basedccumulation of bonus
(Programma Chiara2a) that offers up to 100 euroshwpping vouchers. The
green option is based on a two year fixed priceesehand the guarantee that
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the energy used is produced through renewables. i$lsomehow misleading,
as retailers do not have control on the sourcelaftrecity that is supplied in
real-time to consumers unless the generation fiacslidirectly connected to the
end user. Under this supply contract the estimaedual electricity bill is
slightly higher than in the protected market, [a#,in the previous scheme, the
difference depends on the consumers’ daily consompiattern.

If the A2A’s electricity supply offers are relatiyeeasy to understand and
compare, other operators have a much complex awersified commercial
strategy. As an example, the ENEL, the largesialtabperator, has structured,
for the same class of consumer, four categorieonsumption, from small to
extra-large, to which different flat monthly ratepdy. A similar scheme is also
used by two other large retailers, the ENI Grough Bdison. Similar varieties of
commercial offers, and the same assessment proplamsobserved in the
natural gas retail market, and especially whengte and the electricity supply
are bundled together.

The analysis of the various electricity suppliesBers reveals that there is no
relevant difference between private and semi-peivgiterators. Private operators
tend to offer larger discounts for first-time buyels they have to capture
consumers’ loyalty from the established local beansks other private or semi-
private operators, the A2A does not apply substtieaergy tariffs for poor
household$ and there is no evidence of its past public missioterms of
offering Milan’s citizens and public services a lowst source of electricity.

Conclusion

During the 1990s and 2000s various reforms of ndtwalustries have been
made in Italy for introducing competition and pagation of private investors
in local public service supply. As in other Europesountries, the reformers’
effort run more or less in parallel in three direcs: i) liberalization of markets,
i) changes in the regulatory systems, and iiiyatization of the incumbent
national or local monopolists (Joskow, 1996). Theskcal changes of network
industries were deemed necessary to improve sedabeery, achieve higher
efficiency and increase the amount of investmemts rfew or renovated
infrastructures. They also responded to the neextdate an integrated market
for network services within the European Union.

In Italy, the combined effect of reformed local palservice provision and
liberalization of network industries, led to thetaddishment of large multi-
utility enterprises with a mixed ownership struetufhis process brought about
many changes at the firm and market level, butdbt&omes, in terms of
improved efficiency and profitability, reduced f&sifor consumers and limited
political interferences are mixed (Asquer, 2011).

*Electricity and gas bonus are structured at theomal level and administered by ltalian
municipalities.
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This study, which is focused on the evolution @& &RA from 1990s to 2012,
shows that the key objectives of privatizing théegprise, including increased
managerial autonomy and efficiency and reinforcegdital structure, haven’t
been achieved. More importantly, the hybrid natfrthe enterprise has brought
about a number of contradictions that underminddhg-term sustainability of
the A2A.

The existing corporate governance’s arrangemems,are set to establish a
dominant public ownership and control over the gaitee, seem to disguise past
forms of direct public interventions into the lo@tonomy, but are unable to
express a clear public mandate in terms of incrbagelfare outcomes for
Milan’s and Brescia’s citizens. The public owrtbgt in the past was able to set
a model of successful entrepreneurship for deingeenergy services within the
public administration, is jeopardizing the entespis businesses in several
ways.

In the context of increasingly constrained locahafices, the need to
contribute to the municipal budgets of the citieddan and Brescia has come
to the detriment of the financial strength of tlmpany. A further sell of the
A2A shares, that would however keep unchanged ¢imairthnt position of the
public shareholders, is currently debated by the ¢ity’s mayors as a mean to
temporarily relieve local budget constraints. Ilerms that decisions about
changing A2A’s shareholding structure are deterdhity current financial
needs rather than being based on a long-term imaluasion.

The establishment of the A2A generated too largasctor integrating the
two enterprises of Milan and Brescia, especiallgadose these are mainly
justified by parochial interests. The current cogte governance arrangements,
that are based on a perfect balance of powers batite two public owners,
are unsuitable for running a private businessfimsachanging environment and
proved to be unappreciated by the market.

Political affiliation, that was supposed to be gabsally reduced in the
privatized enterprise, still plays a determinané i@ appointing and dismissing
the enterprise’s managers. At the same time, MpalidcCouncils seems to have
reduced their capacity to control the enterpriseen@as the role of mayors has
become more prominent. This has led to a loss ahsparency and
accountability, along with a poor capacity to elabe a consensual vision about
the advantages of the public ownership and the@ubtsion of the enterprise.

The current financial situation of the A2A reacladunsustainable level and
forced the enterprise to re-focus on its core lassnand undertake a
deleveraging strategy. Such a high level of debthes result of substantial
investments for expanding in new business areasramdasing outputs, even
when industrial considerations would have pointed more prudent investment
strategy. While the national macroeconomic scenfimoenergy consumption
remains negative, the enterprise devises expantginthe more protected
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markets of waste services and district heating,reviiike public owner has a
higher degree of autonomy for tariff setting.

Finally, the national politics has also played & kele in delineating the
current scenario. The limitation of the existing n@sship and governance
arrangements of the ltalian local multi-utilitieseawnell-known. Current talks
about creating a larger industrial group by aggiiagahe largest multi-utility of
Northern Italy, including the A2A, are based oneduced power of the local
public shareholders that could be replaced by teivavestors or by the Italian
government through the Cassa Depositi e Prestiliearly, this would move
again the electricity and gas markets towards aenomncentrated structure
where the supposed gains from increased competiiahhave not materialized
yet for the end-users, would be further uncertain.

> See Luca Pagni iba Repubblicaof 28th May 2012 or Del Barba MassimilianoQurriere
Delle Sereaof 18th Spetember 2013.
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Appendix 1 - Timeline of A2A major events

Year Description

1905 The first thermoelectric generation plant toiril house by the municipality ¢
Milan starts operating in Piazzale Trento (Milan)

1907 Milan municipality starts building the firstydroelectric power plant in the
Alpine valleys of Valtellina (Grosotto 13,500 KW)

1910 Following a public consultation, Milan muniaiply establishes the Milan
Electric Company (AEM)

1915-18 | First World War

1922 Fascism takes power and is initially hostlenunicipal companies, including the
AEM. However, any attempt to privatize the AEM pesvto be highly unpopula
and is soon dropped out

1931 Milan municipality municipalises the city’satrsport system which is based |on
tramways. Since then, the AEM provided the cityansportation system with
low cost electricity

1940-45 | Second World War

1950 Following the incentives provided under thetRWar Reconstruction Plan, AEM
undertakes important investments in thermoelecpiants (Tavazzano and
Cassano D’Adda)

1962 Following the nationalization of the ltaliafe@ric market, the AEM kept it
concession for distributing electricity in the calMilan

1982 By taking over gas services from Edison, thEMAbecame Milan Energy
Company and undertakes important investments fovexsion of natural gas |
building heating systems.

1990 National reform of local public services (law. 142) which allows municipalit
to set up independently managed municipal compaeyating under private lav
The law paved the way to private shareholdings umigipal enterprises.

1993 Milan Municipal Council approved the privatipa plan of AEM

1996 AEM is transformed in a joint stock company.

1998 Listing on Milan stock exchange with a floapital of 49%

1999 Following the Bersani decree that transposésliEective 96/92/EC into nationa
legislation, AEM is restructured as an industriedugp with operative companies
in each sector of activity and became a multi-serciompany.

2000 Following the example of other electric uglt, AEM diversifies its business
areas in the telecommunication sector (Metroweb)
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2002

The Edipower consortium (AEM 13,4%) purchaSesogen, the largest Gen.C

from ENEL. AEM also becomes the sole distributor®lectricity in the city of
Milan and Rozzano after having taken over ENEL%rithution network

2004

The city of Milan sells part of its majorityake and went below the 51
ownership

Do

2005

Together with the French group EdF, AEM aczgigontrol of Edison Spa. AE
also took over 30% of Ecodeco an industrial gropprating on the waste
energy sector

(0]

2007

In view of the merge with ASM Brescia, AEM mes with AMSA (Aziend3
Milanese Servizi Ambientali). By purchasing the sning 70% of Ecodecd
AEM becomes the second largest national operatorwfste collection an
treatment and waste to energy.

=N

2008

Merger with ASM Brescia and establishment 8AAThe Municipality of Milan
and Brescia have a majority of share capital (54,8@bally distributed betwee
the two municipalities. A2A becomes the largeslidtalocal utility in terms of
turnover, gross profits and capitalization

n

2011

Preliminary agreement with EdF, Delmi, Edisand Iren for ownershi
restructuring of Edison and Edipower

2012

At the end of a turbulent financial affair,FEbok over from Delmi a 50% stak
in Transalpina that holds 61,3% of Edison. As ailteSdison is fully controlleg
by EdF. In return, Delmi took over Edison (50%) aflpiq (20%) shares if
Edipower. As a consequence, Edipower is fully owbgda consortia of locg
utilities: Delmi (70%), A2a (20%) and Iren (10%)hdre are speculation abou
possible merge between A2A and Iren.

e

[ a

Source: author’s elaboration from the A2A reports.
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Appendix 2 - Statistical data about AEM/A2A devetopnt 1997 to 2011
AEM and A2A, electricity produced and electricifes
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AEM and A2A, number of clients by business lines
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praticiens et des scientifiques des informations
concernant ces différents domaines, de leur fournir
des occasions d’enrichissement mutuel et de
promouvoir une action et une réflexion
internationales. Il développe des activités qui
intéressent tant les gestionnaires que les
chercheurs scientifiques.
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