               [image: image1.wmf]   

Paris La Défense, 31 May 2007

Uprigaz
 recommendations concerning the European Union's action priorities in connection with gas 
After publication by the European Commission of the "Energy Pack" and its review in March 2007 by Heads of State and Governments, Uprigaz restates its wish to see the natural gas market deregulation process accelerate to allow consumers to benefit fully from the effects of competition.

1/. Uprigaz shares the Commission's constant analysis to the effect that liberalisation of the energy market will guarantee supply security for consumers in the medium and long terms, and will assure them of a supply of gas under the best possible market conditions, while contributing to observance of the Kyoto commitments.

· Supply security cannot be decreed. It is developed by diversification of sources of gas and of LNG and by multiplication of the number of suppliers so as to limit energy dependence. It implies a development of the infrastructures, whether they be transit lines, LNG terminals, or transport networks and storage, so as to be able to cover all needs of the European Union's consumers, even in case of a deficiency in the supplies from one of the most important suppliers. The fact is that a temporary cut-off of supply may be the consequence of a technical incident affecting a major transport network or a liquefaction or regasification facility.

· Uprigaz also shares the European Union's objective of supplying all consumers with competitive energy; that is reflecting, at any given time, the best economic conditions offered by the world gas market. In the same way as for supply security, this implies having, at all times, not only an import capacity at the Union's borders that is in sufficient surplus by comparison with the absolute needs, but also sufficient flexibility in the intra-European networks and in the storage facilities to allow fluid routing of the gas liquidities to all consumers. This presupposes a concerted development of the interconnections between the gas networks. As an example, the investment programmes contemplated by the operators in Spain and in France are in the order of 1.5 billion euros per year, a very marked increase by comparison with the investments made in the past.
But supplying consumers with competitive energy does not mean keeping prices artificially low, discouraging actions aimed at saving energy, whether it be a question of encouraging changes in consumers’ behaviour or of promoting innovative investments in energy efficiency. By allowing the continued applicability, in several member States of regulated sales tariffs that are below market prices, the E.U. authorities contribute neither to eliminating the distortions of competition at the expense of the substitute energies, nor to observance of the Kyoto commitments. Maintaining such tariffs cannot be justified by the concern of consumer protection since there already exist social pricing mechanisms that aim at providing assistance to persons in difficulty, and do so in a  better targeted and more effective manner.


Uprigaz is expecting initiatives by the European Union aimed at the extinction of regulated sales tariffs in accordance with a precise and binding schedule. The maintenance of such tariffs constitutes one of the major causes for the insufficiency of the market opening noted by the Commission.  It also deprives consumers of the benefits of healthy competition.

The development of a universal euro-compatible fuel poverty scheme could make it possible to protect the most fragile consumers through special regulated sales tariffs, as provided for in the directives of 2003, with respect to both gas 
and electricity.

2. The Union's main goal should be to encourage the development of the major supply infrastructures (LNG terminals and intra-European transit lines), facilitating the entry on the European market of diversified gas resources. Two measures could contribute to reaching this target :

· The generalisation of the exception regarding third party access to such infrastructures, as provided for in article 22 of directive 2003/55/EC. Moreover the said mechanism is systematically used in the United Kingdom to develop the LNG terminals (Isle of Grain, South Hook, Dragon LNG, Teeside) and the transit lines (Interconnector UK, BBL) by agreement with Ofgem and the European Commission. In the United States, the FERC in the last few years has authorised the construction of LNG terminals not submitted to third party access.
· In case these investments are subject to regulation, it is vital for the regulators to set conditions ensuring an attractive and stable remuneration that could not be reconsidered after the investment decision regarding the infrastructures has been taken. Thus, for instance, the profitability of the investments should be guaranteed for a standard use rate of the infrastructure (70% to 80%), which would facilitate launching more risky investments.

Actually, the development costs of those investments are not borne by end users. The fact is that we should keep in mind that the gas is marketed by the producers on the basis of the « net-back pricing » principle, in the absence of a market place pricing reference for natural gas, that is, by setting the selling price at the export point in the producing country in such a way that the price of the gas sold to the end user is competitive with the energies of substitution. In other words, when they form part of a supply chain, the said investments are financed by producers, either directly, when they themselves invest in the downstream infrastructures, or indirectly by way of an appropriate reduction of their upstream rent. 
3. New infrastructures will make it possible to ensure both supply security and liquidity of the markets. But they are insufficient to enable all European consumers to benefit from the market opening.

This is because, for years now, the European gas networks have been designed and operated by the historical operators solely in terms of the needs of each State and with a view to accommodating dedicated supply flows over the long term. This model no longer matches up with the needs of the European consumers, who want to have access at any time to the liquidities available in each of the major balancing zones.

Thus for instance, the development of the import infrastructures in the United Kingdom (LNG terminals and a new line from the Norwegian fields) and the increase in the interconnection capacities between Great Britain and the Continent (BBL and Interconnector) offer all consumers in North-Western Europe an opportunity to benefit from the new liquidities insofar as new interconnections will be installed on the Continent. 

Measures to strengthen the H gas transport capacities between Belgium and France are under consideration, but the corresponding investments cannot be completed until November 2011.
Several points have to be addressed in considering this situation 

· A loss of visibility of the transport operators of the long-term gas flows, preventing them from anticipating the traders' transport needs. The legal and managerial separations have accelerated this phenomenon.

· Transport System Operators (TSOs) must ensure the intrinsic profitability of each of their investment, and hedge the risk of under-use of their networks by looking for long-term subscriptions. But subscribing to capacity reservations over a period of 10 years for a new supplier, which cannot be requested to have long-term visibility both on its supplies and on its customer portfolio, constitutes an excessively risky commitment. For the new entrants, only the secondary market can perhaps provide the capacities that they need.

· To avoid the difficulties indicated above, such investments should be incorporated into the regulated assets base of the TSOs. But here a difficulty emerges: any national regulator will hesitate to make consumers of the country concerned bear the cost of an investment assigned mainly to satisfaction of an adjacent market. A solution for resolving this difficulty would consist in entrusting a European entity with the power to take initiatives for the development of the transit investment required for fluidity of the EU market, including the financing procedure, and a fair allocation of the charges between the TSOs concerned.

· The congestion problems experienced in North-Western Europe could have been avoided if such an entity, enjoying a wide-angle view over the new infrastructures, through the exceptions requested under article 22 of directive 2003/55/EC and also through information of consumption trends, had taken into account as of 2002, the short- and long-term problems involved in transit of gas downstream of Zeebrugge. 
· It is all the more important to take early decisions on investments since the administrative procedures relating to construction of new infrastructures are increasingly long and complex everywhere in Europe.

4/. In the face of this situation we should point out that the Commission has not yet taken concrete decisions so as to phase-out the regulated sales tariffs nor to revamp the regulatory framework.

A reform should be carried out along three very pragmatic lines:
· effective harmonisation of the regulatory conditions in Europe, 

· stability of the regulatory rules;

· granting sufficiently attractive remuneration conditions for investments, that is, corresponding to the risk born by the investor and to the requirements of the capital markets.

Uprigaz considers that this would be greatly facilitated by the creation of a European entity that would have global visibility over the gas system as a whole and could, anticipating its predictable changes, give rise to the required adaptations in infrastructures and consider, case by case, the question of their financing, including by allocation of EU funds.

The national regulators will have to act in a way fully consistent with the rules laid down by that entity within the framework of a European regulatory code.
Without waiting for the creation of that entity, the ERGEG, in liaison with the operators and the shippers, should be entrusted by the Commission with a mandate to survey the congestion points, including within the member States specifying the investments needed to make them more fluid and the schedule for doing this. The ERGEG's regional initiatives that have been implemented in the last few months constitute a beginning to this process.

At the same time, the European Commission should institute a regulatory framework: 
· that would lay down the transparency rules binding on the TSOs, 

· that would facilitate establishment of a single electronic platform, where all of the shippers would have access, day by day, to capacities available over the entire European network, 
· that would specify the rates and the transit conditions for gas crossing at least one national border.

The Commission, and then the European entity to be installed, should define a priority investment programme paired with an execution schedule.

5/. The priority expressed by the Commission aimed at imposing a separation of assets on the transport operators, subsidiaries of integrated groups, does not seem to us to constitute a response to the challenges of market liberalisation and of developing investments going beyond the trans-European networks.

Above all, we should say that the challenges involved in total separation between the network managers and the suppliers, in the light of the proper operation of the markets and a healthy competition between suppliers, are very different in the case of electricity from what they are with respect to gas.

The fact is that in the case of electricity, the transmission grid operators have the job of continuously balancing, on an hourly basis, supply and demand in the network, which gives them the privilege of calling on the various production means to overcome differences - on the basis of preset and rather precise criteria, to be sure, but while maintaining a very substantial amount of room for manoeuvring in deciding on the order in which the various power plants are to be called on, that is, making a choice as concerns the priorities for calling on one producer or another for offsetting differences the imbalances on the grid.

But in the case of gas, on the contrary, the TSOs have no influence on the suppliers, which are completely free in their commercial behaviour, as long as, within each balancing zone, they remain within the envelope of the transport capacities to which they have subscribed, and ensure, by means of their imports and of their own storage facilities, the balance of their gas movements.

Thus in the case of gas, separating the assets of the TSOS would lead to further reducing their visibility on supplies and on market changes.

The British example supports this assertion: TPA exemptions, as we have emphasised, were approved, by Ofgem and the EU Commission, for the new methane terminals (4) and the new storage capacities in Great Britain (about 5) as well as for the BBL and the Interconnector UK transit lines.

All of these investments, with the exception of the Isle of Grain terminal (belonging to the National Grid), have been decided by operators holding supply authorisations in Great Britain, that is, trading operators.

The UK example clearly brings out that, :

· initiatives for making new structuring investments are taken by the market operators, which will hence, in this way or another, become "vertically integrated" operators to various degrees;

· a TSO, having been subject to a separation of its assets, has seen its ability to take initiatives decline sharply in the last few years, to the point of losing interest in the country's biggest supply infrastructure projects;

· the fear of being made subject later in the day to the obligation to separate assets and supply activities may discourage new investors.

Thus it appears that the asset separation had the effect not only of limiting the National Grid's capacity for initiative in connection with investments, but also of leading to the emergence of a dual system in which the former integrated operator has lost its viewpoint on new assets, without providing any response to the future challenges, while the emergence of a set of supply and storage infrastructures free of third party access is observed.

If the European Union continues along the line of requesting asset separation for the TSOs, the same logic could lead it tomorrow to requiring asset separation for distribution, storage and LNG terminals. There is indeed no justification for differentiating the status of each of the links in the logistical gas chain.

Thus a decision to move on to the stage of separate ownership in the transport sector could result in a loss of interest among the major gas producers worldwide for logistical activities within the European space, together with a redeployment of their strategic investments toward the upstream sector.

In conclusion, Uprigaz considers that the Commission's priorities should focus on phasing-out the regulated sales tariffs and on enhancing the profile of the European regulatory system. In the short run, the ERGEG could receive a mandate to survey the congestion points, and indicate the investments required to make them more fluid and the schedule for reaching that goal.
With respect to changes in the transport operators' structure, Uprigaz thinks that it is up to the Commission and to the national regulators to ensure a strict implementation of the 2nd directive by laying down transparent and non-discriminatory rules regarding access to the networks as well as rules concerning managerial independence for the subsidiaries of integrated businesses.
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