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Executive Summary

In April 2006 ERGEG launched the Gas Regional Initiative which created 3 gas Regional Energy Markets (REMs) in Europe.  An initial analysis of secondary markets for capacity in ERGEG’s North-West (NW) gas Regional Energy Market (REM)
 shows that there are no liquid secondary markets
 for transmission capacity at North West (NW) European cross-border interconnection points. This assessment is backed up by findings of the Sector Inquiry of the European Commission, published on 10 January 2007 – which covered the whole EU.
The results of this initial analysis for the NW gas region was supplemented by a qualitative analysis (based on interviews with multiple stakeholders in the NW gas REM)
. This analysis identifies four main issues at the core of the liquidity problem; 

· key market parties don’t have any interest in the trade of capacity rights;

· the long term legacy contracts by which capacity has been allocated on the primary market results in a situation in which most (current and future) primary capacity rights are owned by these key parties; 

· there is a lack of strong positive
 or negative
 incentives for these shippers to trade on the secondary market;

· the shippers that do want to make use of the secondary market (mostly as buyers) experience problems with the current design of the secondary market.

The findings of the European Commission’s Sector Inquiry and the regulators’ study for the North - West gas region confirm that a number of European interconnection points are subject to contractual congestion. Secondary markets can address the congestion problems when combined with other ‘positive’ and ‘negative’ incentives – for example possible adaptations in the design of secondary markets seems a good way forward.

Furthermore stakeholders expressed the wish that in order to incite primary capacity right holders to offer their un-needed capacity rights on the secondary market, positive incentives (such as a better facilitation of the secondary market) are preferable to negative incentives (such as a stricter application of the firm UIOLI mechanism). 

This ERGEG paper suggests two solutions for improving secondary market liquidity: 

(1)
the establishment of a platform for the trade in secondary capacity rights which facilitates auctions of secondary capacity rights (e.g. pilot project at the Bunde and Ellund interconnection points)
(2) stricter application of firm Use It or Loose It (UIOLI) on the primary market for all contracts including legacy contracts.
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1 Introduction 

1.1 Purpose of this ERGEG public consultation paper

The objective of this ERGEG public consultation paper is to invite the views of stakeholders on:
(a) whether the findings of the study for the North-West gas Regional Energy Market of the Gas Regional Initiative (GRI)
 with regard to the performance of the secondary market could or should reflect the performance of secondary markets in the rest of Europe

(b) If yes, whether the recommendations provided in this paper are applicable to the Europe Union
1.2 Recap of Study on the North West gas region of the Gas Regional Initiative

In the North-West gas region of the Gas Regional Initiative, the performance of the secondary market and the reasons behind this performance were examined. This research was undertaken through questionnaires and through an overall dialogue with stakeholders in the region. This ERGEG Public Consultation paper presents the outcomes of the study on the performance of the secondary markets in the North-West gas region.  ERGEG invites feedback from stakeholders in the European gas market on their experiences with, and views on, the current secondary markets for transmission capacity on European interconnection points. 

1.3 Invitation to Interested Parties to Comment

This ERGEG public consultation paper deals with the problems experienced with the secondary market for transmission capacity and congestion management procedures in general in Europe. 
ERGEG invites stakeholders to comment on issues raised in this paper and in particular on the issues for consultation pointed out in chapter 4 as questions for consultation.  Responses should be received by 4th July 2007 and sent by email to: secondarymarkets@ergeg.org. 

Any questions relating to this document should, in the first instance, be directed to: 
	         Mrs Fay Geitona
         Email: fay.geitona@ceer-eu.org
         Tel. +32 2 788 73 30
         Fax +32 2 788 73 50 


	


Unless marked as confidential, all responses will be published by placing them on the ERGEG website.

2 Recap on the Report on the Performance of the Secondary Markets in the North-West region of the Gas Regional Initiative

2.1 Report on the North West gas Regional Energy Market
2.1.1 Context

This ERGEG public consultation paper builds upon a study on the secondary market for transmission capacity at North West European interconnection points, hereafter referred to as the “report for the North West gas region”.
. The report for the North West gas region signals that: “the factual situation in 2006 is that the secondary market doesn’t yet appear to solve apparent congestion at border point by means of creating (additional) network access”. The report presents a study on the performance of the secondary markets in the North West European region and on the reasons behind this performance.  The outcomes of this study form the basis of the recommendations for a way forward in a European wide (and not just North West regional) context.
2.1.2 Objective 

The report for the North West gas region:
· quantitatively assesses the performance of the secondary market;

· presents an overview of the reasons behind this performance of the secondary market;

2.1.3 Methodology

The report for the North West gas region comprises an analysis part and a design part.

The analysis is based on the responses
 to the questionnaire “Primary and Secondary Markets on Interconnection Points” sent out to all the members of the Implementation Group of the North West REM in November 2006. Furthermore a broad range of stakeholders
 were interviewed in order to perform a qualitative analysis. Outcomes of the quantitative and the qualitative analysis were discussed with and validated by national regulators.

2.2 Description of the Current Situation 

2.2.1 Problem 

A free flow of gas through the NW European region is a prerequisite for the successful implementation of a single, unified market for gas in the NW European region. Discussions with participants in the gas market show that there is a need for more cross-border transmission capacity. At the same time multiple Transmission System Operators (TSOs) indicate that most interconnection points are subject to contractual congestion. Contractual congestion is defined as a shortage of capacity rights on the primary market, even though there is no physical congestion on the interconnection point (so the physical pipeline capacity is not utilized 100%). This contractual congestion is an obstacle for achieving a single (NW) European (wholesale) market for gas.
2.2.2 Allocation method

In general
 the allocation method for transmission capacity consists of a primary allocation method (also referred to as the primary market) and congestion management procedures. The primary allocation method implemented by the majority of the networks in the NW European region is the ‘first-come-first-served’ (FCFS) method. The figure below (figure 2.1) presents an overview of the way in which the primary allocation method and the congestion management procedures interact. 
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Figure 2.1. Interaction primary allocation method and the congestion management procedures

2.2.3 Congestion management procedures

European and national regulation provides a number of congestion management procedures to deal with the contractual congestion. EU Gas Regulation 1775/2005/EC distinguishes between three main types of (ex-post) congestion management procedures
:

· Firm (long term) UIOLI (EU Regulation 1775/2005/EC Art 5.3.a); firm UIOLI provides the TSO with the option to take the capacity rights back from a capacity right holder that has been possibly hoarding capacity for anti-competitive reasons. The reclaimed capacity rights are reoffered on the primary market as firm capacity rights. The capacity right holder is not compensated for the reclaimed capacity rights. 

· Interruptible (short term) UIOLI (EU Regulation 1775/2005/EC Art 5.3.a
); interruptible UIOLI provides the TSO with the option to re-offer capacity on the primary market before the actual utilization of this capacity by the primary capacity right holder. The TSO looks at the historical flow pattern of a capacity right holder and on the basis of this estimates the firm capacity that this capacity right holder will not use during the contracted period. The TSO re-offers this capacity on the primary market as interruptible capacity. If the primary firm capacity right holder decides to use all firm capacity rights the flow of the holder of the interruptible right is interrupted.
· Secondary market for transmission capacity (EU Regulation 1775/2005/EC Art 5. 3.b); a secondary market enables primary capacity right holders to sell their unneeded
 primary capacity rights (firm or interruptible) to other interested shippers.
The figure (figure 2.2) below shows the interaction between the primary allocation method and the congestion management procedures (as presented in figure 2.1) in more detail.

The focus of this report is on the secondary market as a congestion management procedure (circled in red in this figure). The rest of the report therefore primarily deals with this congestion management procedure, although it refers to the firm UIOLI and the interruptible UIOLI mechanisms as well, since both will have an effect on the performance of the secondary market

2.2.4 Tasks of the secondary market

A secondary market for transmission capacity fulfils two important tasks:

· A secondary market needs to reduce (or even completely eliminate) contractual congestion; by allowing shippers with primary capacity rights to sell unneeded capacity rights to other shippers, the contractual congestion should be reduced;

· A secondary market needs to enable market players to optimize their position; even in the event of no contractual congestion shippers should be able to buy or sell capacity rights, in order to adjust their position on the gas market. 
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Figure 2.2. Detailed overview interaction primary allocation method and the congestion management procedures 

2.2.5 Description current design of the secondary market

The responses to the questionnaire “Primary and Secondary Markets on Interconnection Points” of the North West REM (November 2006) provided an overview of the current design of the secondary markets at the North West European interconnection points. The responses to the questionnaire show that in general the designs of the secondary markets in the North West European transmission networks are similar to each other. The table (table 2.1.) below shows this general design of the secondary market (exceptions to the general design are specified)
.  
Table 2.1. General Secondary Market Design
	Secondary Market
	Current situation

	Market mechanism
	Bilateral trade*

	Facilitating party
	Single TSO (*)

	Method of facilitation
	Central (national) bulletin board(*) 

	Capacity products tradable on secondary market
	All capacity products (interruptible or firm) offered on the primary market are allowed to be traded on the secondary market

	Capacity rights tradable on secondary market
	· Capacity rights 

· Usage rights

	Coordination between secondary markets
	None(**)

	Method of facilitation
	Central (national) bulletin board* 

	Level of transparency 
	Centralized information on buying and selling parties, specific information on capacities and price of capacity products offered and demanded.

	Regularity of trade
	Trade is irregular; transactions take place after a shipper offers or requests capacity (either by informal ways or on the bulletin board) and finds a counterparty for a transaction. 

	Procedures
	1. shippers find each other on bulletin board or by networking (***);

2. shippers agree on volume and price;

3. shippers notify TSO by online form or by paper form (fax);

4. after an implementation lead time the TSO will ratify the transaction and capacity rights are officially transferred.

	Ratification of transaction by TSO

	· Capacity rights: max. of 10 days (average duration shorter)
· Usage rights: no information obligation towards the TSO (the selling shipper still has the obligation to nominate and has balancing risk as well as billing obligations towards the TSO)


* The German website Trac-x offers selling shippers the possibility to auction their capacity in an ascending, anonymous auction (by a bulletin board).

**The German TSOs offer the possibility of trading on a central bulletin board: Trac-x (www.trac-x.de), however this site does not offer the possibility to buy a joint entry-exit product.

*** Some national TSOs also offer to actively search for secondary capacity on an interconnection point, at the request of a shipper.

2.3 The performance of the secondary market – Analysis and Conclusions
2.3.1 The performance of the secondary market: quantitative analysis 

2.3.1.1 Introduction

The responses to the questionnaire “Primary and Secondary Markets on Interconnection Points” of the North West REM (November 2006) provided representative
 quantitative data on the performance of the secondary markets for transmission capacity in 2005 and 2006 in North-West gas region. The results for each year are illustrated, using graphs, followed by a brief conclusion of the main findings. 

A preliminary remark concerning the data used for this analysis is that it only concerns capacity right transactions. In the case of a transaction of usage rights the parties involved do not need to inform the TSO of this transaction; instead the selling party is only obliged to nominate the amount of capacity that the buying party will use. This means that the TSOs do not have any data on this type of transaction. However, TSOs have indicated that they believe that the trade of usage rights is also very illiquid which was also confirmed by interviews with stakeholders.

The distinction is made between entry and exit capacity, and these two capacity products are discussed separately for each year. In order to make a valid analysis of the performance of the secondary market at an interconnection point the respondent needed to provide (a) information on the contractual congestion and (b) sufficient information on the transaction made at the interconnection point. 

2.3.1.2 The performance of the secondary market in 2005

In line with the criteria mentioned in the previous paragraph, the number of interconnection points suitable for analysis is 21. For this analysis it is important to distinguish between the different levels of congestion on an interconnection point. The figures (see figures 3.1 and 3.2) below show the level of contractual congestion on both entry and exit points.  
The figures show that in 2005, 5 out of the 7 analyzed exit interconnection points were contractually congested 100% of the time as were 9 out of the 14 analyzed entry interconnection points. The analysis of the performance of the secondary market is limited to the interconnection point which were 100% congested. For interconnection points that were not contractually congested 100% of the time, a lack of liquidity on the secondary market might be explained by the fact that shippers were still able to buy capacity rights on the primary market.

The table below presents an overview of the three highest numbers of active parties per month on the NW European interconnection points with 100% contractual congestion, the three highest numbers of transactions made and three greatest amounts of capacity (traded relative to the total amount of unused capacity.  The different top 3 can refer to different interconnection points (so number 1 in the top 3 on the number of parties may not be the same interconnection point as the number 1 in the top 3 on the number of transactions on the secondary market in a month).
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Figure 3.1.Level of contractual (entry) congestion in 2005
Figure 3.2 Level of contractual (exit) congestion in 2005

Table 3.1. Overview of the performance of the secondary markets in 2005
	2005
	Entry Capacity
	Exit Capacity

	Number of interconnection points on which actual transactions in capacity rights took place
	3
	1

	Three highest numbers of parties active on the secondary market in a month 
	1. 3 parties

2. 2 parties

3. 2 parties
	1. 2 parties

2. 0

3. 0

	Three highest of numbers of transactions on the secondary market in one month 
	1. 3 transactions

2. 1 transaction

3. 1 transaction
	1. 1 transaction

2. 0

3. 0

	Three greatest amounts of capacity traded relative to the total amount of unused capacity in a month 
	1. 2,2 %

2. < 1%

3. <1%
	1. < 1%

2. 0

3. 0


2.3.1.3 Performance of the secondary market in 2006

An analysis of the secondary market in 2006 shows the following results:
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Figure 3.3 Level of contractual (entry) congestion in 2006
Figure 3.4 Level of contractual (exit) congestion in 2006

The figures show that in 2006, 4 of the 7 analyzed exit interconnection points were congested for 100% as well as 11 out of the 15 analyzed entry interconnection points.

The table below presents an overview of the three highest numbers of active parties per month in 2006 on the NW European interconnection points with 100% contractual congestion, three highest numbers of transactions made and three greatest amounts of capacity traded relative to the total amount of unused capacity.  

Table 3.2. Overview of the performance of the secondary markets in 2006
	2006
	Entry Capacity
	Exit Capacity

	Number of interconnection points on which actual transactions in capacity rights took place
	4
	0

	Three highest of numbers of parties active on the secondary market in a month 
	1. 10 parties

2. 2 parties

3. 2 parties
	1. 0

2. 0

3. 0

	Three highest of numbers of transactions on the secondary market in one month 
	4. 6 transactions

5. 1 transaction

6. 1 transaction
	1. 0

2. 0

3. 0

	Three greatest amounts of capacity traded relative to the total amount of unused capacity in a month
	1. > 8%

2. > 3,6%

3. < 1%
	1. < 1%

2. 0

3. 0


2.3.1.4 Conclusion

The responses to the questionnaire for the North-West gas region showed that the there is no trade in secondary capacity rights on the majority of interconnection points in the region. On the secondary markets on which trade does occur, the secondary markets are not liquid. On a positive note: trade on some interconnection points has increased in 2006 compared to 2005.

2.3.2 European Commission’s Sector Inquiry, secondary market status quo

The results of the European Commission’s Energy Sector Inquiry (10 January 2007) could suggest that the findings of the NW gas regions may similarly apply for the whole EU
. 
· Need for an effective secondary market

The European Commission acknowledges the lack of primary transmission capacity and underlines the importance of the secondary market as a congestion management procedure:

Referring to the Benelux-Italy axis, it found that primary capacity is booked until 2022  It states “In practical terms, this implies that any company wanting to flow gas on these pipelines will have to request capacity from the incumbent players for at least the next decade in order to obtain capacity on the secondary market. Only after 2015 will some of the primary capacity on certain pipelines become available.” (Chapter II.3.3, 214, p. 73);
The European Commission in its Sector Inquiry report identified a need for short-term secondary market capacity in order to provide shippers with access to transmission capacity:

“Suppliers also need to have transparent and non-discriminatory access to the transportation network on terms matching customer needs (this can include, for example, short-term capacity on the secondary market, reasonable liabilities, etc)”. (Chapter II.1.4, 102, p. 44);
In its conclusions to the Sector Inquiry the European Commission identified a clear need for well functioning secondary market as a tool to make transmission capacity available to shippers: “These findings point to the need for more investments in cross-border networks and to the importance of establishing transparent and well-functioning secondary markets. In addition, they also illustrate the relevance of congestion management as regards new infrastructures such as LNG terminals.” (Conclusion on current issues in the European gas market, Chapter II, p. 89).
· Performance of the secondary market in general

The Final Report on the Sector Inquiry by the European Commission (DG COMPETITION) confirms the fact that congestion management procedures and in particular the secondary market are not effectively dealing with contractual congestion: 

“This lack of market integration is reinforced by ineffective congestion management mechanisms, which make it difficult to secure even small volumes of short-term, interruptible capacity on the secondary market.” (executive summary, §3, p. 8)

The Sector Inquiry report acknowledges that shippers experience a lack of liquidity and of transparency on the secondary market:

“In addition, several respondents complain about the lack of liquidity and transparency on the secondary market, which make commercially meaningful capacity reservations very difficult”  (Chapter II.2.2, 169, p. 61).
· Performance of the secondary market Benelux/ Italy axis

The Sector Inquiry report shows how the secondary capacity that is available is rarely made available to new entrants on the Benelux/Italy axis:

“When capacity is allocated on the secondary market (see Figure 23), roughly half of it is bought by affiliates of the primary capacity owners. An important part of the secondary allocation also goes to other incumbents (typically an historic player from a neighbouring country) and to gas producers. Only approximately 5% of longer term capacity allocation goes to new entrants” (Chapter II.3.3., 215, p. 74).
· Performance of secondary market East/West axis

The same goes for capacity rights on the East/West axis. (Chapter II,figure 25, p. 76).
2.3.3 The performance of the secondary market: qualitative analysis 

Besides the information acquired from the responses to the regulators’ questionnaire “Primary and Secondary Markets on Interconnection Points” of the North West REM (November 2006).and the results of the DG COMP sector inquiry, informal interviews were organized with a broad selection of stakeholders. Their experiences and opinions on the secondary market are presented, in a general, in this paragraph.

2.3.3.1 Tasks of the secondary market as experienced by shippers

The tasks of secondary market, as foreseen by the national regulators, are as follows:

· A secondary market needs to reduce (or even completely solve) contractual congestion; by allowing shippers with primary capacity rights to sell unneeded capacity rights to other shippers the contractual congestion should be reduced;

· A secondary market needs to enable market players to optimize their position; even in case of no contractual congestion shippers should be able to buy or sell capacity rights, in order to adjust their position on the gas market. 

Multiple shippers, that categorize themselves as buyers on the secondary market, indicated that the secondary market should serve two purposes:

· To get access to long term firm capacity products in order to enter a national consumer market;

· To get access to short term firm capacity products for portfolio optimizing, i.e. for trading on and between commodity hubs.

It appears that, at least on the demand side, the vision of the national regulators and multiple shippers on the tasks of a secondary market for transmission capacity are compatible.
In practice, however, it appears that there are few parties offering unneeded capacity on the secondary market. Their motivation for withholding unneeded capacity form the secondary market is reflected in the next paragraph.

2.3.3.2 Motives for not selling or buying capacity on the secondary market

During the interviews with multiple primary capacity right holders it became clear that they distinguish two types of unused capacity rights: needed unused capacity rights and unneeded capacity rights. Needed unused capacity rights are unutilized capacity rights for which the owner of these rights still has a purpose. Unneeded capacity rights are rights that a shipper has no further need for; it is this type of capacity rights a primary capacity rights holder will offer on the secondary market. In practice it appears that little or no unneeded capacity is offered on the secondary market. 

Multiple shippers (both buyers and sellers) agree there are three main motives for primary capacity right holders to regard unused capacity rights as needed unused capacity rights:

· To avoid extra risks; primary interconnection capacity right holders might feel that the risks of not being able to follow up on contractual obligations due to a sudden increase in demand are greater than the financial losses made on unused capacity rights. Another way to state this is that the benefits of selling capacity on the secondary market are smaller than the risks of not being able to follow up on contractual obligations.

· To retain the flexibility to optimize the gas portfolio; primary interconnection capacity right holders might feel that the benefits than can be gained from having excess capacity available for the optimization of their portfolio (for example by trading between hubs in the event of price differences) are greater than the financial losses of not using capacity. 
· Possible hoarding for anti-competitive reasons
; primary interconnection capacity right holders might feel that the benefits of not providing competing shippers with capacity to enter a certain market are greater than the financial losses of not using capacity.
Many shippers agree that it is hard to indicate what the main motive is for not offering unneeded capacity on the secondary market. Some shippers even feel that the possible hoarding for anti-competitive reasons is a non existing motive, since a primary capacity right holder knows that the capacity it does not use will be made available to potential competitors in the form of interruptible capacity. They argue that this makes it pointless to hold back capacity rights from possible competitors. However, multiple shippers have indicated that they do not experience the security that interruptible capacity offers to be equal to that of firm capacity. Therefore interruptible capacity is indicated by most shippers as less desired and valued (inferior to firm) product.

Various shippers also agree on three motives that influence shippers in not using the secondary market to buy secondary capacity:

· Lack of trust in the secondary market; shippers in need of interconnection capacity might feel that the chance of getting access to the firm capacity product they need is too small on the secondary market and will therefore look at other options to get access to commodity on a network (or might even decide not to deploy any activities on a certain network).
· Competing congestion management tools; interruptible capacity; shippers in need of interconnection capacity might also turn to the interruptible capacity product offered on the primary market by the TSO.

· Other, non pipe-line infrastructure bound, sources of commodity; shippers in need of commodity on a certain network might turn to other sources of commodity, such as LNG, gas storage facilities or (virtual) commodity hubs.

2.3.3.3 Issues behind shipper motives

The motives for shippers not to sell or buy capacity on the secondary market are the result of four main issues:

· A lack of an ‘appetite for trade’ by market parties; it appears some market participants don’t have any appetite for the trade in capacity rights. These parties are not likely to use the secondary market, for buying or offering, on a regular basis. They either do not have the expertise or the manpower to actively trade on the secondary market, 

· Impact of the primary market; it appears that the way in which interconnection capacity has historically been allocated on the primary market results in a situation in which most primary capacity rights are owned by parties that can be categorized as the parties with the least appetite for trade.

· A lack of strong positive or negative incentives for shippers to offer capacity on secondary market; it appears that with relatively low prices on the primary market (in relation to price of commodity) shippers have little (positive) incentive to sell capacity in order to get a return on unused capacity rights. Furthermore the fact that the firm UIOLI mechanism has never been applied (status January 2007, North West gas REM of the Gas Regional Initiative) provides no (negative) incentives for primary capacity right owners to sell unneeded capacity on the secondary market.

· Shortcomings in the design of the secondary market; multiple shippers that do (try to) use the secondary market indicate that they experience the design of the secondary market (presented in table 2.1.) to be flawed. Shippers bring forward the following main shortcomings in the facilitation of the secondary market: 

· non-transparency on available capacities, prices and capacity products; 

· coordination between markets on the same interconnection points (lack of a joint entry-exit product); 

· irregular trade (no concentration of supply and demand on fixed times); 

· lack of standardized contracts;

· a relatively long ratification time of a transaction by the TSOs  (average around 4/5 days, maximum of 10);

· trade is non-anonymous on most markets (presents an opportunity for possible hoarding for anti-competitive reasons). 

· Some shippers also indicate that they experience (perhaps perceive) legal bottlenecks for transactions on the secondary market
.

2.3.3.4 Findings of the report for the North West gas Regional Energy Market
The results of the qualitative analysis of the report for the North West gas region, as presented in this paragraph, confirm the results of the quantitative analyses. A majority of the shippers interviewed agree that the secondary market is not performing as they expect it to do. It appears that the parties that own a majority of the primary capacity rights ((pre-liberalisation) legacy contracts allocated this way by the FCFS) lack an appetite for trade. This in combination with a lack of positive or negative incentives to offer capacity on the secondary markets results in illiquid secondary markets. Furthermore it appears that the shippers that do want to make use of the secondary market (mostly as buyers) experience problems with the design of the secondary market (presented in table 2.1 above). 

3 Public Consultation Questions

3.1 Introduction

ERGEG is particularly interested in getting feedback on four areas:

· the generalization of the findings of the study on the performance of the secondary markets of the North West gas REM (of the Gas Regional Initiative) for whole of Europe;

· the shortcomings (as identified for the North West gas REM) of the secondary market design;

· the shortcomings of other congestion management procedures (as identified for the North West gas REM);

· the way forward on secondary markets for the European Union.
Each of these areas, and the subsequent consultation questions, are elaborated below.

3.2 Generalization outcomes study performance secondary markets in the North West gas Regional Energy Market (REM)  

The findings presented in the preceding chapter were made during a study in the North West gas Regional Energy Market (REM) of the Gas Regional Initiative. However, we assume that they are also relevant for a large number of other European cross-border interconnection points for transmission capacity given that secondary markets for transmission capacity are in a more advanced state at interconnection points in the NW-European region than elsewhere in Europe. Thus, shortcomings identified in the NW-European region are at least equally of relevance for other European interconnection points. Further, as outlined in chapter 2.3.2, the quantitative analysis on the performance of the secondary market in the North-West region seems to be confirmed for the whole of Europe by the findings from the European Commission’s Sector Inquiry (January 2007).
However, it might be that the stakeholders experience the performance of the secondary markets on the interconnection points they are active on in a different differently.  
Consultation question A:

Please comment whether you feel the outcomes of the qualitative and quantitative study on the performance of the secondary market in the North-West gas Regional Energy Market of the Gas Regional Initiative reflect the performance of the secondary markets in the whole of Europe.
3.3 Improving secondary market design for transmission capacity

In section 2.3.3.3 of this report  the four main issues which explain the behaviour of shippers on the secondary market were discussed. The following issues are suggested as the basis for an European approach towards improving the performance of the secondary market:
Problem: Shortcomings in the design of the secondary market; The study of the North-West gas region identifies a number of shortcomings in the current design of the secondary market. During a workshop on the secondary market with stakeholders in Bonn, held the 8th and 9th of February 2007, these a number of adaptations in this design were discussed with market parties. This discussion was continued in a workshop on a possible pilot for day-ahead capacity auctions on two important NW-European interconnection points (Bunde/Oude Statenzijl (D-NL) and Ellund (D-DK)) held on the 9th of February and 2nd of March in Hague. In these workshops it was decided by the stakeholders that a platform for the trade in secondary capacity rights needed to be established which facilitates auctions of secondary capacity rights
. In this pilot, bundled day–ahead entry-exit capacity products on both sides of the interconnection points are planned to be offered
. This pilot at the moment shows that design variables can at least be improved by more cross-border approach in design of secondary market and more concentration of anonymous supply & demand of transportation capacity at cross-border internet-based platform. What this pilot doesn’t address is how to facilitate trading of other transportation capacity products (e.g. week/month/season/year(s)).  
Consultation question B:
Please advise on how you suggest to improve the secondary market design for transportation capacity products (e.g. week/month/season/year(s)).
3.4 Contractual congestion management procedures

In parallel to the work on the secondary market we also suggest to analyze and improve the other contractual congestion management procedures. Shippers indicate they experience the interruptible capacity product as useful but they do feel the need for some improvements. These improvements mainly involve more transparency on the utilization rate on an interconnection point and the exact procedures and criteria for interruption, so that shippers will be able to make a better assessment of the chance of being interrupted. 
Problem: Impact of the primary market; A relatively large share of capacity rights is in the hands of a limited number of wholesale parties under long term bi-lateral legacy contracts. For a well functioning secondary market it will be important that unused capacity contracted under long term legacy contracts becomes accessible to third parties on secondary markets. A well functioning platform allowing for secondary trading as outlined in 4.2 could provide an incentive to sell this unused capacity.
In general, at present, there is a lack of strong positive or negative incentives for all shippers (including legacy contract holders) to offer capacity on secondary market; the lack of strong incentives for shippers to offer capacity on the secondary market is a difficult issue to tackle. The creation of a stronger positive incentive, e.g. an extreme price increase on the primary market of the transportation capacity, does not seem feasible and therefore what seems to remain is the creation of stronger negative incentives, i.e. stricter application of firm UIOLI for all contracts including legacy contracts. 
Consultation question C:

Please comment on the possible ideas to enhance UIOLI provisions. Which possible (positive) incentives are there for shippers to offer capacity on the secondary market?
3.5 Further thoughts on way forward 

The European Commission’s Sector Inquiry and the regulators’ study for the North-West gas region confirmed that a number of European interconnection points are subject to contractual congestion. Secondary market is part of the solution to this congestion, but only combined with other ‘positive’ and ‘negative’ incentives. 
Concerning the secondary market, possible adaptations in the design of the secondary market seems a good way forward. 
Furthermore, stakeholders expressed the wish that in order to incite primary capacity right holders to offer their unneeded capacity rights on the secondary market, positive incentives (such as a better facilitation of the secondary market) are to be preferred above negative incentives (such as a stricter application of the firm UIOLI mechanism). 
The way forward should focus on two subjects: improvement of the secondary market design (e.g. the day-ahead auction pilot at the interconnection points Bunde and Ellund
 and secondly on the improvement of existing and development of new positive (improve the current interruptible UIOLI mechanism; studying alternative congestion management procedures) and negative incentives for the primary market (improve firm UIOLI). 
Consultation question D:

Please comment on the further thoughts on the way forward

Consultation question E:

Please feel free to provide us with additional comments
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Appendix I: Definitions

Allocation method: procedures surrounding the distribution of transmission capacity among interested shippers; the allocation method consists of a primary allocation method and the congestion management procedures. 

Capacity product: the capacity product refers to the contract duration of the capacity right available on the primary market . An example of a capacity product is daily capacity. 

Capacity right: capacity rights provide the owner of this right with the right to flow commodity through an entry or exit point in the transmission network. The right obligates the owner with the responsibility to nominate (and renominate) the exact volume of commodity it plans to flow through this point (in coherence with the right it has reserved through the capacity right). The capacity right is distributed by the TSO on the primary market and is tradable on the secondary market.

Capacity type: the capacity type refers to the security of flow the TSO provides with the distribution of a capacity product on the primary market. The two possible capacity types are interruptible and firm capacity.

Contractual congestion: congestion (i.e. the all available capacity has been allocated) on an entry point or exit point where there is no physical congestion. Contractual congestion implicates that capacity right holders aren’t utilizing all of the allocated capacity. 

Cross-border point: transfer point between two national transmission networks. An interconnection point consist of an exit point of a national transmission network and the entry point of the neighbouring transmission network. Also referred to as an interconnection point.

Entry point: node in the transmission network where a physical gas flow is injected into the transmission network. Entry points are either interconnection points with neighbouring networks or connection with domestic production facilities and LNG terminals. The right to flow gas into an entry point is allocated by the TSO by an allocation method. The amount of gas flowed into the network has to be in balance with the amount of gas extracted from an exit point.

Exit point: node in the transmission network where a physical gas flow is extracted from the transmission network. Exit point are connections interconnection points with neighbouring networks, exits to regional networks or exits to large consumers. The right extract gas form the network using an exit point is allocated by the TSO using  an allocation method. The amount of gas extracted from the network has to be in balance with the amount of gas flowed into an entry point.

Firm capacity rights: capacity rights offered by a TSO on the primary market with a 100%  guarantee of availability at the time of flow.   

Firm (long term) ‘use-it-or-lose-it’ (UIOLI): firm UIOLI provides the TSO with the option to take the capacity rights back from a capacity right holder that has been possible hoarding capacity for anti-competitive reasons. The reclaimed capacity rights are reoffered on the primary market as firm capacity rights. The capacity right holder is not compensated with a refund for the reclaimed capacity rights. Example: a capacity right holder has been allocated 1000 MW on a certain entry point for a period of 1 year. If the TSO or the regulatory agency determine that during (for example) a period of 6 months this capacity right holder has utilized a maximum of 60% of its capacity, the formal UIOLI tool provides the TSO or regulator with possibility of reclaiming 40% of the capacity right holders capacity for the remaining 6 months and to re-offer this 40% on the primary market as firm capacity. 

First-come-first-served (FCFS): type of allocation method. FCFS distributes capacity at fixed tariffs at the sequence of applying for this capacity to the shippers. 

Interruptible (short term) ‘use-it-or-lose-it’ (UIOLI): interruptible UIOLI provides the TSO with the option to re-offer capacity on the primary market before the actual utilization of this capacity by the primary capacity right holder. The TSO looks at the historical flow pattern of a capacity right holder and on the basis of this estimates the firm capacity that this capacity right holder will not use during the contracted period. The TSO re-offers this capacity on the primary market as interruptible capacity. If a capacity right holder uses more than the estimated amount the holder of the interruptible capacity right is interrupted. 

Interruptible capacity: capacity offered by a TSO on the primary market at a reduced tariff, with a chance of interruption at the time of flow. Interruptible capacity is the result of the interruptible UIOLI mechanism.

Interconnection point: see cross-border point

Physical congestion: congestion on an entry point or exit point because the full technically available physical capacity has been utilized.

Primary allocation method: the primary allocation method allocates the available capacity on an entry point or exit point to interested parties. 

Primary market: see primary allocation method.

Secondary market: a secondary market enables primary capacity right holder to sell their unneeded primary capacity rights (firm or interruptible) to other interested shippers.

TSO: Transmission System Operator, party responsible for the exploitation and maintenance of the network is in often also the owner of the network, this is however not a prerequisite.

Unneeded capacity: capacity rights which are not utilized by a capacity right holder and for which the capacity right had no purpose. This is are the capacity rights which a shipper will offer on the 
secondary market.

Unused capacity: capacity rights which are not utilized by the capacity right holder; unused capacity is not necessarily the same as unneeded capacity. Although a shipper might decide not to utilize capacity rights, these rights might still have a benefit as risk hedging tool or as a flexibility option.

Usage right: a usage right is a tradable right on the secondary market. A usage right provides the buying party with the right to use a part of the capacity rights  of the selling shipper. The selling shipper remains responsible for the nomination of the commodity the buying shipper plans to flow. Since the selling shipper remains the responsible party the TSO needs not to be informed about a transaction of usage rights
Appendix II : List of respondents of the questionnaire on “primary and secondary Markets on interconnection points”, 
North West gas Regional Energy Market (REM)of the Gas Regional Initiative.
Status as of19 January 2007.

Respondents with complete data:

· GRTgaz (F);

· BEB Transport(D);

· RWE (D);

· EWE Netz(D)

· Wingas (D)

· (E.ON Gastransport (D)
)
· GdF Deutschland (D)

Responsed with data missing
:

· Bord Gais (IRL);

· Energinet.tk (DK);

· GTS (NL);

· National Grid (UK)

· Nova Naturegas (S);

· ONTRAS – VNG Gastransport GmbH (D);
· Svenska Kraftnät (S)
No response (most important parties):

· Fluxys (B)
· Gassco (N)
· Interconnector (UK): questionnaire was sent later to this respondent, their deadline was the 19th of december, expected time of return unknown.

Appendix III :
List of parties interviewed 
in the North West gas Regional Energy Market of the Gas Regional Initiative
October – December 2006
Regulatory agencies:

· CRE (F)

· CREG (B)

· Ofgem (UK)

· DTe (NL)

TSOs:

· BEB (D)

· Eon Gas Transport (D)

Shippers:

· Centrica (UK)

· Enel (I)

· EDF trading

· Gasterra (NL)

Other parties:

· APX group (NL) 

· 4 more active stakeholders did not wish to be disclosed.

Disclaimer

This paper focuses on the performance of the secondary market for transmission capacity and recommends adaptations in the design of the secondary market. The analysis and recommendations included in this report are based on an assessment carried out in the North West gas Regional Energy Market of the Gas Regional Initiative. 
We would like to make a number of remarks concerning the results of this study:

· ERGEG acknowledges that it is impossible to 100% generalize the performance of secondary markets on all NW European cross-border interconnection points. Each point has its own unique technical characteristics, unique role in the transmission network and different players with different objectives;

· ERGEG realizes that the behaviour and opinions of the stakeholders involved in the historic development and performance of the secondary market is a result of historical decisions. TSOs facilitating the secondary market do this in coherence with current regulation and the actions of shippers can be explained by their historical background. 

ERGEG acknowledges that a liquid secondary market should be a means and not an objective in itself. The motivation behind this study on secondary markets is to provide shippers with an opportunity to gain access to cross-border transmission capacity. It is important to offer shippers multiple options to get access to transmission capacity. Therefore any suggestions for improvements to the other existing congestion management procedures  or even suggestions for entirely new congestion management procedures are welcomed.
� The report for the North West region entitled “Secondary Markets: The way to deal with contractual congestion on interconnection points? A study for the North West region of the Gas Regional Initiatives” (February 2007) is based on the responses to a questionnaire “Primary and Secondary Markets on Interconnection Points” conducted in the North West gas region of the Gas Regional Initiative (November 2006).


� See Annex I for a list of the frequently used terms.


� See Annex III for a list of the stakeholders who were interviewed. 


� Prices on the primary market are low, so there are no incentives to cut costs by selling unused capacity.


� The firm Use It or Loose It (UIOLI) mechanism is never applied.


� In April 2006, ERGEG launched the Gas Regional Initiative which created three gas Regional Energy Markets in Europe, as an initial step to the creation of a single EU gas market.


  For further information on the North West gas region (referred to throughout this paper) visit: http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West


�� HYPERLINK "http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Meetings/Workshops%20Bonn/Report%20on%20secondary%20markets%20on%20interconnection%20points.pdf" ��http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Meetings/Workshops%20Bonn/Report%20on%20secondary%20markets%20on%20interconnection%20points.pdf�


� For a list of respondents to the questionnaire see Annex II.


� For a list of the parties that were interviewed see Annex III.


� This report has taken the entry-exit access system as a starting point. Note that the Belgium access system has two transmission systems: a entry-exit system for domestic transmission and a transit system. 


� One could view open seasons as an ex-ante tool of congestion management.


� Article 5.3.a of the Gas Regulation 1775/2005/EC states “in the event of contractual congestion, the transmission system operator shall offer unused capacity on the primary market at least on a day-ahead and interruptible basis”.





� It is important to distinguish between un-needed and unused.


� The table provides a summary analysis of the regulatory framework and is based on information from questionnaires and interviews with market parties.   


� Also referred to as “implementation lead time”.


� The responses used for the analysis present results that appear to be representative of all researched interconnection points. For the year 2005, 21 (entry and exit capacity combined) interconnection points out of the 38 covered by questionnaires, and for 2006, 22 out of the 39 questionnaires were suitable for analysis (i.e. have been submitted on time and fully completed, see Appendix II). The analysis of the responses used confirm the results for all interconnections from interviews with stakeholders. Furthermore the TSOs that were informed of missing data in their response qualitatively confirmed that there had been no transactions on the secondary market on their interconnection points. The results of the Sector Inquiry of the DG Competition (10 January 2007) further confirm the analysis for North West gas region.





� http://ec.europa.eu/comm/competition/sectors/energy/inquiry/index.html#final


� During discussion within the Implementation Group meeting of the North-West gas Regional Energy Market it appeared that this is without prejudice and there is no legal proof of such behaviour. They are assumptions of shippers on behalf of other shippers.


� An example of a perceived legal bottleneck is the statement made in §14.4. of the Gasnetzzugangsverordnung (GasNZV, Germany) which states that the price of capacity rights sold on the secondary market is not allowed to substantially exceed (“wesentlich überschreiten”) the price for which it was initially bought on the primary market.  However an exact (quantitative) definition of what is meant by ‘substantially exceed’ is not included in the GasNZV, so this article leaves room for interpretation.  


� In parallel it was acknowledged that secondary firm capacity should only be offered next to primary interruptible capacity product. In order to offer primary interruptible capacity, the information on the probability of interruption needs to be improved on at least day-ahead basis.


� See the secondary markets pilot plan on the ERGEG website : � HYPERLINK "http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Key%20Achievements/Interconnections%20Secondary%20market" ��http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Key%20Achievements/Interconnections%20Secondary%20market�


For updates please check the North West REM folder of the Regional Initiatives section of the ERGEG website � HYPERLINK "http://www.ergeg.org" ��www.ergeg.org� or become an online subscriber to ERGEG News for automatic e-mail notification of news from the regions of the Regional Initiatives.  


� See the link to the Bonn Workshop where day-ahead capacity auctions were discussed.  � HYPERLINK "http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Meetings/Workshops%20Bonn" ��http://www.ergeg.org/portal/page/portal/ERGEG_HOME/ERGEG_RI/Gas_Regional_Initiative/North-West/Meetings/Workshops%20Bonn�


� E.ON Gastransport submitted their response on the 19th of January 2007.  However this was to late to process their response into the final results of the quantitative analysis. However E.ON Gastransport has confirmed the general conclusion of the quantitative analysis.


� In previous version there was a typemistake stating that no response was received. On the contrary response was received on the 12th of January 2007.


� Data may be missing for several reasons; stakeholders might not want to disclose confidential data, might not have access to certain data (in the case of a shipper) or might not have any data on available (for TSOs).
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