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GEODE Position paper on ERGEG Public Consultation Paper of 18 April 2007

Secondary Markets: the way to deal with contractual congestion on interconnection points

The European Regulatory Group for Electricity and Gas (ERGEG) has initiated a Public Consultation Paper on Secondary Markets: the way to deal with contractual congestion on interconnection points. GEODE welcomes the opportunity to give feedback on the issue of secondary markets in general and on the ERGEG consultation questions in particular.
I. Introduction

With regard to the implementation of a single, unified market for natural gas, GEODE has repeatedly emphasized that a system of well-functioning congestion management procedures is a prerequisite for the free flow of gas through the European Union. In that respect, ERGEG’s initiative to bring forward the issue of secondary markets is very welcomed. GEODE is convinced that secondary markets are a fair congestion management procedure for all market participants. They allow shippers with primary capacity rights to sell unneeded capacity rights to other shippers, thereby reducing contractual congestion. Additionally, secondary markets enable all market players to optimize their market position by buying or selling capacity rights. This is of particular importance for new entrants and small gas companies. Unfortunately, trade on secondary markets remains weak or – most of the times – does not even take place due to the lack of incentives for shippers to make use of the secondary markets and the shortcomings in their design. Therefore, GEODE in general supports measures to improve the concept and framework of secondary markets.
II. ERGEG Consultation Questions

In the following part, GEODE would like to comment on some of the consultation questions raised by ERGEG:
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.
GEODE shares the view that the results of the study on the performance of the secondary market in the North-West gas region reflect the ineffectiveness of the congestion management procedure in the whole of Europe. Although the lack of primary transmission capacity should make congestion management procedures even more important, well-functioning mechanisms are neither established in the North-West region nor in the other regions of the European Union. This in particular applies for the concept of secondary markets. The experiences of GEODE members from different EU-Member States go very much hand in hand with the findings of the European Commission’s Energy Sector Inquiry of 10 January 2007. One of the most important issues discussed within GEODE is the lack of liquidity and transparency on the secondary market. Unneeded capacity is rarely offered on the secondary market. If so, capacity is usually bought by established companies, dominant market players and affiliated undertakings. Even though new entrants could stimulate competition on the European gas markets, the current design of secondary markets does not allow them to get commercially meaningful capacity rights. 
All in all, GEODE is convinced that the problem of contractual congestion and the analysis of the secondary market situation in the North-West gas regions apply similarly for the whole of Europe. There might be differences with regard to the numerous cross-border interconnection points. However, those differences are rather of quantitative than of qualitative nature. Given that cross-border interconnection points in the North-West gas region are in a more advanced state than elsewhere in Europe, GEODE assumes that the market situation in other gas regions is even worse. To present a final proof of the general weakness of European secondary markets, GEODE suggests that the South-South East Region and the South Region carry out similar studies on the performance of their congestion management procedures.
Consultation question B:
Please advice on how you suggest to improve the secondary market design for transportation capacity products (e.g. week/month/season/year(s)).
As already expressed, GEODE believes that secondary markets for transmission capacity are a fair congestion management procedure for all market participants. Given that trade and liquidity remains unsatisfactory, a better design for secondary markets must be established. Despite the fact that the concept of secondary markets can generally be regarded as an effective tool to deal with contractual congestion, GEODE would also like to emphasize that trading of transmission capacity rights on the secondary market bears the risk of discrimination and market distortion. Consequently, the secondary market has to be organized in the maximum transparent manner possible in order to give small companies and new market entrants a real chance to secure transmission capacity. GEODE is convinced that the best way to guarantee transparency and non-discrimination would be the implementation of a single internet-based platform for the trade in secondary capacity rights. This platform should facilitate the trade of day-ahead capacity products as well as the trade of other transportation products (week/month/season/year(s)). On this platform, relevant data such as the available capacities, prices and capacity products has to be made public. It is also worth thinking about standardized contracts in order to facilitate trading. The TSO should operate the platform under supervision of the national regulator and has to be obliged to update the relevant information on a regular basis.
GEODE is convinced that the implementation of an internet-based trade platform would significantly contribute to the improvement of the secondary market design for transmission capacity. It would strengthen secondary markets by providing positive incentives for shippers and interested parties to make use of the markets. In the long run, the enhanced trade of transportation capacity products will reduce contractual congestion. Finally, GEODE would like to express its support for the pilot projects for day-ahead capacity auctions on the North-West-European interconnection points Bunde and Ellund. The pilot projects could provide a role model for the improvement of secondary markets. 
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?
GEODE believes that strong positive and negative incentives for shippers to trade on the secondary market must be established. Only a combination of both positive and negative incentives ensures that the concept of secondary markets is an effective tool to cope with contractual congestion. The enhanced facilitation of secondary markets as described above would already provide a positive incentive. In fact, the improvement of secondary market design is the most effective positive incentive. Only if the secondary market functions in a transparent and non-discriminatory way, parties interested in buying capacity rights will trust the market and make use of it. GEODE shares ERGEG’s view that other positive incentives such as an extreme price increase on the primary market of the transportation capacity are unfeasible in practice.
Although positive incentives are generally preferred above negative incentives, GEODE believes that rules need to be established ensuring that capacity is offered on the secondary market. This is of particular importance given that a relatively large share of capacity rights is in the hands of a small number of wholesale parties under long term bi-lateral legacy contracts. A well-functioning secondary market can only be established if unused capacity becomes accessible to third parties. Therefore, holders of unused capacity have to be obliged to use the secondary market for trading. The stricter application of firm UIOLI mechanisms on primary markets for all contracts including legacy contracts must be considered as an appropriate negative incentive. GEODE also believes that stricter unbundling rules on transmission level would enhance the existing UIOLI provisions.
III. Final Remarks
GEODE is convinced that the improvement and facilitation of secondary markets would significantly contribute to the creation of a single European gas market. However, GEODE would also like to point out that competition problems on primary markets still exist, e.g. the lack of cross-border transmission capacities. In that respect, improving secondary markets can only be considered as one cornerstone of more competition on the gas market.
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