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2 July 2007
Attention: Mrs Fay Geitona
Secondary Markets: the way to deal with contractual congestion on interconnection points – An ERGEG Public Consultation Paper
Thank you for the opportunity to respond on the issue of secondary market capacity in European gas markets.  Merrill Lynch Commodities (Europe) Trading Limited (MLCE) is an active participant in all of the liquid gas trading markets in Europe, and considers that solving capacity constraints is essential for the further development of these, and other emerging markets.

In this response, MLCE considers a number of issues in general, before turning to the specific questions.  MLCE believes that in order to create appropriate policies to stimulate the development of the secondary market, due consideration should be given to the role of primary allocation approaches and the existing level of transparency: both of which impact on shipper risk assessments and appetite to trade.

Primary Allocations

MLCE would like to see more consideration given to the role and structure of primary market capacity allocation methods, and in particular how these may be adding to contractual congestion.  The allocation methods used to date have suited the pre-liberalised market, but are less valid for markets requiring more flexible TSO services in order to promote gas on gas competition.  New thinking is required, including the need for more explicit ex-ante economic models for investment decisions that can be agreed between network operators and Regulators.
In a liberalised market, inflexible open season processes, and first come first served approaches to allocation are not fit for purpose.  Poorly designed primary allocation rules do not allow shippers to properly assess and achieve capacity needs.  This can result in some shippers buying too much capacity, and others not being able to meet the onerous contractual terms or having any shorter term opportunity to express demand for capacity.  In such a market, the risks of being short of capacity are significantly higher than the risks of being long, so there is encouragement to buy and hold capacity on a long term basis where this is possible.  This may entrench elements of the current market failure, and place an unreasonable burden on the secondary market to deliver efficient allocations closer to delivery.
An example of such problems may emerge where poorly designed open season process operate.  Open seasons are best used when there is significant uncertainty over demand for capacity but they may not be optimal for incremental capacity allocation.  An open season process may simply result in plans to invest from one level of congestion to another, as the investment often lags demand.  The option value of holding capacity in this environment increases mainly because the costs of selling capacity into the secondary market must also include the view that there is little opportunity to obtain any replacement capacity should business plans change.
A further example would be the impact on storage users.  European policy is being directed at the commercialisation of storage services so that flexibility is made available on a market basis.  This brings benefits of better market pricing and signals for further developments.  In order to reap the full benefits of commercialisation, storage users will need access to the market, but may not necessarily be seeking long term storage positions to match long term capacity purchases.  In general, within a competitive market, shippers will require the ability to obtain capacity for a variety of periods in both the long and short term.

MLCE accepts that the primary markets can not provide significant capacity immediately and therefore some focus on the secondary market is warranted.  However, a plan to deal with the current primary capacity problems must be implemented as soon as possible in order to reduce the need to rely on second best policy developments on an ongoing basis.  The secondary market will not provide a sufficient basis for new entrants to build credible business positions and therefore the impact on competition in emerging markets will be less than desired.

Priority Actions
Given the current level of contractual congestion, we believe that a number of steps towards resolution are necessary immediately.  And our order of preference for actions would be:
Improved Transparency –market participants can’t value capacity without understanding the fundamental supply and demand conditions and the (changing) physical capabilities of the system.  The existence of contractual or physical capacity constraints is not easily understood with the current level of information from network operators.  We consider that information transparency is the first and easiest step to implement, and that national Regulators should encourage publication of relevant data as soon as possible.  It would be pleasing to see some Member States seeking to improve information transparency without the need for more European legislation, particularly as consumers are the early winners from such improvements.
A Secondary market platform that is suitable to the market – we would prefer to avoid developments that do little more than meet minimum requirements or compliance objectives (i.e. bulletin boards).  Shippers’ requirements must be considered for the development of a secondary market platform.  With a transfer basis
 for trading, the role of the TSOs should be relatively limited, but still important for ensuring that transfers are completed within a couple of hours.  Transfers will not require credit assessments by the TSOs as the payment obligation remains with the original capacity buyer.
Resolution of contractual and legal barriers to the secondary market - the North West Europe gas regional initiative has been examining the creation of a day-ahead capacity market.  During this process, it has become apparent that some legal and contractual hurdles may exist, that either prevent or delay the implementation of secondary trading of capacity on a transfer basis.  Some of these issues relate to specific national legislation, which may not accord with policy makers desires to increase secondary market actions and to bring markets together.  In particular, the possible German restrictions on the use of a single platform and the unspecified price cap for capacity noted in the consultation will only act to deter shipper activity.  We would prefer these provisions to be assessed in an EU law context, and struck out wherever possible.
Stronger and more consistent UIOLI rules - there is a need for a proper assessment of nominations and a minimum release of interruptible capacity against the non-nominated firm rights.  Such capacity should only be interrupted when the primary firm rights are reasserted, and it should be sold in a clearing auction.  If this is not the case, then the UIOLI rules are undermined, because the main threat for not selling your un-needed capacity in the secondary market is the risk that your competitors will get it for use at a far cheaper price.  This interruptible capacity should not be impacted by any other TSO offered products, and in particular should not be of a lower quality which would also undermine the value of this anti-hoarding tool.
Proper implementation of UIOLI – this can not happen until there a full consideration of the way in which interruptible capacity is sold and managed by TSOs.  This assessment should consider how the risk of interruption is assessed, the quality of different products, and the incentives on TSOs to promote the secondary market which is a competitor to interruptible sales. (It may be expected that an effective secondary market would increase the efficiency of firm capacity use, and therefore reduce the availability and/or quality of interruptible capacity).
Assessment and audit of capacity usage for large capacity holders - this is required before any competition based remedies should be considered.  If capacity is held, but not offered on a secondary market platform then there is a far stronger case for advocating the release of firm secondary capacity, or any other versions of confiscation.  While it may not be expected that large capacity holders will be able to shape all needs many months in advance of possible use, day ahead and other near term sales should be possible as these shippers will have a better understanding on whether the capacity will be needed or not.  Increased transparency will aid the market understanding of what capacity should be coming to market.
Caution Required

Firm UIOLI measures should only follow an assessment of a competition weakness in the market.  Policies that confiscate property rights will raise risks for shippers that may want certainty when booking firm capacity rights.  These tougher measures, are a double edged sword as they may result in increased recycling of capacity, but do so at a cost of the effective firmness of the original contract.  If this policy is promoted as a priority measure, it should only be applied in markets that are failing in terms of capacity.
There are a number of other policy approaches we believe will be counter productive for secondary market capacity.

1. Restrictions that force the use of particular platforms – this should be a competitive business as for commodity trading.  Total market liquidity is unlikely to suffer from such competition, and there is the further risk of developing another monopoly service in the industry.
2. Restrictions on the way in which capacity can be traded – shippers should be allowed the full range of options in the secondary market, so that transfers, assignment and usage/sub-let approaches are facilitated on a speedy basis.

3. UIOSI policies that mirror approaches in power – these should be avoided in gas because it undermines the incentive to trade, may encourage gaming when buying back capacity, and is inappropriate for entry-exit markets requiring competitive within‑day responses.  Reducing shippers’ ability to respond within‑day will require an enhanced primary balancing role for the TSO.
Specific questions

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.

We are not able to comment fully, given the lack of real markets outside of NWE.  However, the assertion is most probably correct, but this is as much a function of the lack of liquid trading in many European markets which will reduce the demand for capacity and the visibility of issues related to contractual congestion.

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)).

See the above discussion for some general points, but the table below ‘updates’ the current market design.

	Secondary Market
	Possible approach

	Market mechanism
	Bilateral trade via transfer, assignment or usage/sub-let

	Facilitating party
	Competitive service, with TSO involvement for registration and issues such as credit only where necessary.

	Method of facilitation
	OTC, exchange etc, with no national restrictions. Platform may provide notifications to TSO.

	Tradable capacity products
	Market driven, but expect day ahead and near term to match liquid commodity products.  Products may be bundled or not, depending on user demand.

	Tradable capacity rights
	Capacity rights + no TSO payment obligations+ nomination rights = transfer
Capacity rights + TSO payment obligations + nomination rights = assignment
Capacity rights + no TSO payment obligations + no TSO nomination rights = Sublet/Usage

	Co-ordination between secondary markets
	Could be achieved as products are visible against commodity prices.  Co-ordinated primary allocations would help secondary market development in terms of price and demand discovery.

	Level of transparency
	Requires understanding of physical system capabilities, available and sold capacity, usage, system condition.

	Procedures and ratification
	Depends on product.  Shippers will have obligations to sign network codes, but exchanges could do trade notifications, and TSO checks for credit etc will depend on the type of traded product.  TSO procedures need to meet the market trading requirements in terms of timeliness.


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?

As stated earlier in the response, there is a need to improve the standard UIOLI application in many markets in order to make it an effective anti-hoarding tool.  This requires an assessment of existing interruptible sales, sorting out interruptible quality for UIOLI capacity (i.e. make it more attractive), having a platform for trading, and contractual certainty.

We believe that knee jerk policy responses to the current system failures should be avoided as some policies may only add risk to shippers in terms of lower levels of firmness.  Increased Regulatory monitoring (audit usage) should be pursued as a way to encourage trading of ‘low value’ products such as capacity.

Consultation question D: Please comment on the further thoughts on the way forward.

In terms of the way forward, we would urge caution on placing too much emphasis on the secondary market as a panacea for the on-going capacity problems in Europe.  While the work underway may provide some impetus for improvements, the current timelines being discussed are being hindered by legal uncertainties and a lack of prioritisation of system issues to deliver the services shippers’ desire.
We believe that positive incentives to trade can already be asserted by the proper implementation of UIOLI rules before there is a need to resort to more draconian policies that will further raise shipper risks.

Consultation question E: Please feel free to provide us with additional comments.

Our additional comments have been provided in the introduction to this response.
Thank you again for the opportunity to comment.  If you have any questions about the content of this response, I can be contacted on +44 2079959021 or by e-mail at adam_cooper@ml.com. 

Yours sincerely

Adam Cooper

Regulatory Affairs

Merrill Lynch Commodities (Europe) Trading Limited
� MLCE uses the definition of transfers the same way as described in the EFET position paper of 29 March ‘Position on gas secondary market’.
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