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Introduction

My name is Paul Domjan and I’d like to welcome you all to the Amigo Society which organises conferences here in Brussels on a monthly basis. Tonight is our second anniversary and our 20th conference, and we celebrate with a very timely topic. Reading the Financial Times on my way from London, we have in the first section alone the Stern report discussing the economic impact on climate change and how to solve it, continuing problems with Turkey (a potential major energy supplier and transport option for Europe), tensions around gas between Poland and Germany, and not least a possible major reorganisation muted in some  personal comments from DG Competition. Clearly, energy has gone from being about companies to becoming a much broader political issue, especially at the present moment.

Is there a tension between internal competition in the EU and European energy security? Is there a conflict between what is good for industry and what is good for consumers? Between what is good for EU as a whole and individual countries? Is there a tension between economic growth and environmental stewardship? I have views on all this, but I don’t need to write a speech for tonight, as we have two renowned experts on the subject: Dr. Herbert Ungerer, Director at DG Competition, with extensive experience in the area, notably as a policy lead for EU-wide liberalisation of telecommunications.

Jeremy Nicholson, Director of  the Energy Intensive Users Group which campaigns for secure competitive energy supplies for the UK industry. He trained as a civil engineer but went on to become an economic advisor, before becoming Director of the EIUG. He is also a member of the environmental advisory panel for the OFGEM.

Herbert Ungerer:

Thank you very much for the invitation from the Stockholm Network which has won a reputation in the meantime as a think-tank, so congratulations on this and on the second anniversary of the Amigo Society. 

I’d like to take you through the main dynamics of this topic currently debated in Brussels, but I will not touch so much on the Stern report and the Kyoto problematic which deserves a debate of its own.

We have had three stages of market liberalisation of energy in Europe. The first came in 1996-1998 (gas came after electricity). The real breakthrough package intervened in 2003. Across Europe, we now have full liberalisation, i.e. also for private households. The dates vary and there are derogations for emerging markets (e.g. Portugal, 2010) but they have no major impact. This is the mandate, and the issue is no longer about the basics of liberalisation, but to turn the paper privatisation into a market reality which increases the choice for consumers.

We have experienced a number of problems; there has been application of competition law throughout the period, and we have been quite successful, notably in the cases against Gazprom which had partitioned its gas contracts on our markets. We have had a number of cases in the field of access which are precursors of the so-called third party access which is now implemented under the regulation. What is perhaps less well-known is that we have successfully attacked the first major supply cartel in the gas supply which lined up Statoil with the other major Norwegian producers. 

It was decided last year to end the piecemeal approach in favour of a global investigation under EU antitrust powers. The results have been published and are well-known. I will not go into details, but give you one example. We have found five major issues within the context of a factual liberalisation of the marketplace. One is market concentration, since producers come out of a national monopoly markets; this is clearly the major stumbling block and characteristic of energy markets in Europe. A second major issue is vertical foreclosure which in antitrust terms means that companies do not let in competitors, through a number of means, reaching from vertical integration between network and supply, down to long-term contracts. A third issue arises from market integration: we cannot at the moment realize the efficiencies of Europe-wide liberalisation. This can only come from an integrated European market, i.e. gas and electricity crossing borders. The major stumbling block is that our incumbents which dominate the scene have no incentive to develop transborder connectors. Why should they, if this means bringing in competitors? Fourth, there is the problem of transparency: no monopoly likes to show its books. When a power or gas exchange becomes too small, it is no longer a market; it becomes an instrument of coordination between monopolists, taking price references very high which then go into the indexes in a number of instances of user contracts. Finally, resulting from all of this is the issue of price formation. There is also the oil/gas price link and we haven’t quite made up our mind on this. These are examples which show that prices are not really shaped by markets at present.

I’d like to explain these price deficiencies in the competitive market and give you another example, before summarising even more to give you the major issues.

The main issue is access to pipelines. For the next ten years, these are booked by the incumbents. To that extent, liberalisation in the gas market remains a relatively theoretical concept, if they have to rely on upstream gas sources. There is of course also the North-South access (Statoil) and the South-North (Algeria). (slide)

There are three main deficiencies behind these barriers. A first structural deficiency on the continental market is the systemic conflict of interest for insufficient unbundling of supply and networks (in the UK, this has largely been eliminated over the past decade). This sounds innocent, but it means that our supply companies have no interest in building an infrastructure which would enable competitors to enter their market. I could then go into many details about the various tricks used to undermine the legal separation, mandated by the directive.

This is not only blocking the present, but also the future since investment incentives are completely flawed: the suppliers are investing for their own supply interest, not to get competition into the market. I hope there will be some debate on this. 

Second, there is the regulatory deficiency, what we call the regulatory gap when borders are crossed. It’s a bit like after the Second World War on the continent; when you approached the border, the road simply stopped because the investment dried up. This is what is happening in gas pipes and electricity networks, because markets have developed within national frameworks. We need to close the gap. We do have substantial coordination mechanisms between national regulators (Council of European Regulators, the Florence Forum, the Madrid Forum, etc). What we are really missing is that nobody is in charge of developing the international framework, failing which investments will not flow. This is behind our investment gap.

Third, deficiency in liquidity. These markets are dried up. This is why we get a rating price set which damages industrial clients. If the first two problems were resolved, we would have a lot more liquidity in the markets (cross-border supply).

If we are unable to address these problems in the next six months, we will not have a substantial change of the European situation.

What are the instruments? We will apply competition law to investigate everything which is tying downstream customers and everything which blocks access to pipes and interconnectors, and everything which is using upstream position to strangle the market downstream. Final results will be published on 10 January 2007. This must be forward looking, especially in terms of mergers. Mergers, currently at the centre of the attention, will make the situation much clearer. Take the case of EON (Germany) buying the Hungarian wholesale gas provider. We have requested a constant line, a structured solution downstream, and addressing the liquidity problem upstream. We have prohibited the merger of the electricity and gas incumbent in Portugal; but we have authorised the reverse merger in Denmark (gas buying electricity), because remedies were offered in this case.

We are moving towards a coherent application of competition law, and we will do the same in the antitrust context. But of course we have to see the larger context: there is the Green Paper and the Strategic Energy Paper coming along, and regulatory reform. This will be very much influenced by the results of the sector inquiry. This package will be negotiated in the Commission, considering the three problems I mentioned.

On the global level, we see the trilogy made up by open markets, security of supply and Kyoto. I know that some think there must be trade-offs between the three. We see it in the exact opposite way; they have to go together. An example: security of supply in Europe means that we need a larger market; no single member state is large enough to guarantee long-term energy futures. For this, we need open markets; it is a simple must. We saw this in the gas crisis in the UK this winter; this was a market adjustment. But the flexibility on the continent simply was not sufficient to balance this adjustment problem, and price hikes ensued. Had we had a working market in an open environment, these price hikes would have been substantially dampened, although not eliminated because the sector has not reacted to investment signals.

Kyoto is very often seen as an antidote to an open market; it is not at all. We have problems currently with the ETS system, because there is not a competitive downstream market, we are not in a fully commercial system. In other sectors which are open to global competition, the value of these certificates is given free but then accounted for in the balance sheet. They are not passed through to the users because the market wouldn’t take it. In the energy market, they could simply pass it through, which would not have been possible in a fully competitive market. This is what users are complaining about. 

Thus, we will not sacrifice one of the principles in order to serve the others. We will not accept that, under the label of security of supply, we kill off competition and return to a monopoly situation. This would be the best way of  driving us into permanent dependence on outside producers, such as Gazprom and the like. We will not allow a re-nationalisation of the European energy system from the outside. 

In conclusion, we must never forget our neighbours, to the East and to the South. We will not allow, because of their market power as they move into the EU market, our neighbours to partition our markets and re-introduce anti-competitive principles. This is a very important consideration which we have followed in the Gazprom case and with the Algerians. But this is of course also a political issue: we will have to rely on the wisdom of our leaders, that we would sacrifice our long-term future if we would now for short-term benefits make substantial concessions on the competitive structures in the European market. So we will have to apply the same rules to any acquisition coming from the outside, as we do on our own market actors. This means that we have to look upstream and downstream; if somebody is in a very important position upstream, we have to take this into consideration when we look at acquisitions downstream, because it can have a substantial impact on the entry conditions for others.

We consider the structural separation as the main issue for breaking up the European market. It is a kind of Gordian knot; I’m not saying that the Commission should do as Alexander, but Ms. Kroes has made it very clear that a clear separation would be by far the best solution. Anything less would be a political compromise, and we would pay the price for that

A few words on the users: we are offering a much better solution to the consumers in the medium to long term future, but users are worried that they will not live to see that. We are basically jumping but we have gone half way; we have to do the whole jump. This is a difficult problem which we acknowledge;  intensive users need to deal with their current, short-term solutions. Any long-term contract has the potential of foreclosing market entry for new competitors; hence our intensive users run the risk of locking themselves into an eternal dependence on the incumbent. If we understand that, I believe we can find solutions which allow flexibility.

Jeremy Nicholson:

The Energy Intensive Users Group is a UK lobbying group, representing a dozen trade sectors: aluminium, steel, industrial gases, cement, glass, paper etc, all the sectors which depend on secure, internationally competitive energy supplies to remain in business. Unsurprisingly, for an aluminium smelter, 40 per cent of production costs may be energy-related, and 70 per cent for industrial gases, and 25 per cent typically for steel producers. For these businesses, energy competitiveness and security is critical in a way which doesn’t apply to other manufacturers. To a greater or lesser degree, these industries are exposed to international competition, so it is competition both outside the EU and having a level playing field within Europe which matters to them.

My remarks will be personal, and may not adhere 100 per cent to the EIUG policy, but I will assume that 99 per cent of what I say is representative of our members.

We are very much in favour of deregulation in principle for energy markets, and indeed anywhere else where it may prove practical, but we are not dogmatic enough to assume that there is no such thing as a natural monopoly. This is obviously an area where electricity and gas transportation and distribution come in as well, possibly even storage. Those are areas where the natural monopoly pertains, not just now, but also likely will in the future.  The scope for contestable services there is not the same as for electricity and gas production or the retailing end of the business. And we think that we have largely gotten the UK model approximately right. It has a lot to commend itself, and so it should since it took more than a decade to put together and there were a number of fairly big mistakes made. There are lessons for Europe, both from what we did wrong and what we did right. We do believe in tough regulation of the natural monopolies, preferably independent regulation as far away from politics as possible. Wherever possible, the market should be left to solve the problems; this is true both as regards providing value for money to consumers generally, and what is traditionally regarded as policy areas such as the energy mix itself. Although we favour market solutions for energy and also for environmental measures, we very much oppose botched pseudo-market solutions dressed up as market solutions, but which are in fact almost totally politically driven. This is a description which may be accurately applied to the EU emissions trading scheme in its current form, but which hopefully will be reformed. Herbert Ungerer gave an excellent presentation, although he was somewhat constrained in his remarks because of the ongoing sectoral inquiries. But the worst situation of all for consumers is to be in a hybrid regulatory system. This is true for the energy companies themselves; you may be able to operate in a regulated system and there are certain arguments in favour of this. It is not my preference, but it is a coherent system that can work, albeit at a cost. Or you can have a market-based system. But the worst of all worlds is to have something which is neither completely liberalised, nor properly regulated. This is unsatisfactory both for the producers operating in this market and for the consumers; and this is what we have right now in Europe.

Security of supply concerns have moved up on the agenda, and I would argue that in a properly regulated system where it is necessary and where the market framework is right, security of supply ought to be enhanced through market mechanisms, not decreased. But in our supposedly single market of gas and electricity, we have massive differences in wholesale prices, quite apart from the downstream retail prices which are affected by taxation etc. To give you an indication, if you were buying gas on the forward market for 12 months ahead in the UK this summer (which is largely self-sufficient, although it has become less so in winter), the gas price was 50 per cent higher in the summer than the equivalent oil-indexed price, typically used to supply the industry. How did this come about? This was not because of capacity constraints; new pipelines and facilities have been built, although not as much as needed. Different contractual arrangements were in place on either side of the links. There were public service obligations which prevented gas from coming out of storage when it was required. Perhaps the same will happen this winter, although the weather looks more benign and maybe we won’t see the infrastructure failures of last year.

This proves that you can have all the capacities in the market linked together; but this is not sufficient for a single market to form. You need similar contractual arrangements, similar hub based training on either side of the links, and we don’t have that. You also need sufficient capacity to transfer the electricity and gas around, and we all know that there are physical bottlenecks, in the case of gas there are quality constraints as well which need to be addressed. But in our view they will never be addressed. The vertically integrated producers which we have heard about, have a conflict of interest: they control access to the pipes and wires, and they are not going to give it up voluntarily. They are not going to let competitors in when they have national monopolies, or cosy oligopolies. Even if we took their word, and they would accord capacity on a commercial and competitive basis, there is such a lack of transparency in some of these markets, that a regulator probably would not know what is going on. This is exacerbated by the addiction to national champions in certain markets which are less enthusiastic about adopting the Anglo-Saxon model (e.g. France).

Our view, like DG Competition’s, we would like to see as much freedom for capital and energy goods and services to flow across borders as necessary, to iron out competitive differences and create a level playing field within Europe, and a market which is most likely to be competitive in the long run vis-à-vis the rest of the world. This is particularly important if other environmental costs are going to be lumped on, which our competitors may not do. There is a moral case for doing it, and the Stern report tries to do it; it’s not clear whether the rest of the world will sign up for it, but we can agree that somebody has to be in the lead. If we are going to do that, for heaven’s sake let’s have the base costs on which the additional costs will be lumped as competitive as they can be.

I mentioned the significant differences between electricity and gas prices for large users within Europe. Don’t forget that these create considerable distortions in the trade in electricity and gas, but also a distortion in the trade and manufacturing of goods as well. This is something which the Commission is keen to see addressed.

Concerning the emissions trading scheme, the allocations to the power-generating sector (the one sector which is able to pass these costs on) are driven by the political process and depend on the success of lobbying and political priorities. Quite different approaches are taken in the member states. The UK, who wants to lead the world as we know, has let the generation sector go short; no need to shed any tears over this, it just means that it will reap slightly lower windfall profits than would otherwise be the case. Germany, who is quite happy to criticise the rest of the world for not cutting emissions, is giving all the allocations that generators need for coal and lignite power stations between now and 2020, assuming that the Commission will let it do so. How this squares with its environmental ambitions, let alone a level playing field in Europe, I do not know. Nor does it allow the proper price incentive (which the emissions trading is supposed to deliver) to invest in low-carbon generation, whether nuclear, carbon capture and storage, or renewables or whatever. So there is a major issue here, even if we had a long-term price signal for where carbon is going. I don’t know what the perspectives for reform are, but if you judge European states by their actions, rather than by their words, prospects don’t look too good in the short term.

There has been conflicting evidence about the extent to which carbon prices have been passed through, and there are certainly differences between markets. The report for the DTI has concluded that from 2004 to 2005 (when emissions trading kicked in) there has been approximately a 25 per cent uplift in wholesale prices just attributable to emissions trading, at an average of 14-15 euros per tonne of CO2. This is a material impact, given that not all markets have passed that degree of price rise on even within Europe; and of course outside, there is no equivalent at all.

A quick word on market regulation. Conceptually, it is a difficult to imagine a single energy market without a single regulator. In the real world however, we are not going to get there in one leap. ERGEG plays a prominent role, and has come up with a sensible roadmap towards a single market. This is moving by regional markets, the idea that hubs can develop for trading. And even if you cannot merge 25 markets in one go (for reasons of transmission and transport constraints), it seems reasonable to get these hubs up and running, and move towards more regionally based markets in the first instance. If this throws up big price differences, this will provide the necessary impetus to complete the project. As an aspiration, a single market and a single regulator is a good thing but the practical suggestion of levelling up regulatory competence in all these markets, improving transparency first is a sensible way of progressing.

We all wholeheartedly support the team of the formidable Commissioner Neelie Kroes, accepting the case of full ownership unbundling of transmission and transportation systems. Our group and the international federation of which we are members always felt that this would be necessary. We would have loved to be proven wrong. Nobody wants regulation for its own sake, but the practical reality is demonstrating that we are not going to break this market open in Europe any more than we did in the UK when the monopoly was privatised. It wasn’t until we separated out the pipes and wires that we got the market going.

Gas release schemes and the issue of contracts are more complicated, and it is important not to be dogmatic about this. In any healthy market, there is a place for short-term trading and a place for long-term contracting; there is nothing wrong per se with either. Arguably in the UK, we have gone too far down the route of short-term trading, to the extent that 75 per cent of industrial gas is contracted no more than a month ahead in terms of pricing. This is an unstable situation for customers and probably an unsustainable buying strategy, even if it is cheaper on average. But then, you win on Russian roulette on average, it’s just that once in six the consequences are fatal. A number of our members were affected last winter when the price of gas reached unprecedented levels, the highest in the world, and even that price wasn’t sufficient to get spare gas to move through the pipes when needed. So there is a problem with having too much done on a short-term basis. Some of our members were looking enviously to other countries in Europe, wondering if it wouldn’t be a good idea to have some of our gas available on long-term contracts. On the other hand, a market solely tied up in long-term contracts which leaves no gas or electricity for liquid trading, has other problems as we have heard, and facilitates vertical foreclosure. There is a balance to be struck here. There is nothing wrong in having oil-index contracts or banana-index contracts or whatever, if consumers and producers are willing to strike a deal on that basis. But why on earth should the gas market be driven by the price of a six-month lagged heavy fuel oil? Where is the price driver reflecting the supply and demand of the commodity being sold, i.e. natural gas? Of course there will be times when world markets for different fuels coincide, but that is no reason why those fuels should track each other artificially. To us, this is a sign of a dysfunctional market. And isn’t it strange that the very same companies which will only sell oil-index contracts in continental Europe will not sell these contracts to our consumers in the UK? We didn’t worry about this when the oil-index price was high, but when it was lower, a number of  them said to these suppliers:  “You won’t sell anything else on the continent, and we know you have got the gas and you can get import capacities, so why won’t you sell it?” Mysteriously, they refused to do so, and we advised the Commission about this. 

A few words on the Stern report: one of the good things which came out of it is the pointlessness of taking unilateral action which is unlikely to be followed, as opposed to taking sensible precautionary action which might be, on the environment. This is at last declared upfront and for all to see. There are analytical weaknesses in the report though: some of its figures (chapter 11 on competitiveness) are frankly wrong, concerning the energy intensivity in a number of sectors. I don’t know where the figures come from, but I suspect the UK Environment department which is not always robust in its analysis. Similarly, one has to worry about a report suggesting that the global impact on GDP will be 1 per cent on average, assuming that everyone follows the same agenda. This supposes that 45 per cent of the emissions reduction will come from energy efficiencies. The whole history of energy efficiencies (reducing the real cost of this good) is that this tends to increase the consumption at the macro level. In air transport, this has been doubled in the last 30 years and it has been accompanied by an unprecedented increase in demand for this good. The idea that energy efficiencies (which is a good thing, economically and environmentally) will bring about a long term reduction in emissions is something of a gamble and cannot be relied upon.

In terms of regulation, a quick word on the emerging EU energy policy. There is a number of sensible things in the Green Paper, although some terms are so nebulous that it is difficult to disagree. Renewable subsidies are a big problem: in the UK, we are spending £ 1 billion per year, in addition to the benefits these get from being low-carbon sources and therefore not attracting taxation, receiving state subsidies and not being exposed to emissions trading. I have never understood how national and European parliamentarians can say with a straight face that they favour market-based solutions, but that they want x per cent of our supplies to come from renewables. How does that work? If you get the incentives right for low-carbon generation and security of supply, the market will supply this anyway. If you want to provide seed-capital for R & D, then by all means do so, and heaven knows that renewables have been underrepresented compared to other sources in the past. But it is highly questionable whether the current support mechanisms give value for money, either in terms of energy supplied or carbon reduction emissions. The OFGEM has determined that the implied cost of carbon through the renewable subsidies is £ 198 to £ 515 per tonne of carbon saved. By any rational analysis, this is a huge waste of money which could be better spent on the environment, apart from anything else. 

The antinuclear stance of a number of EU states should bear in mind that 30 per cent of Europe’s energy comes from nuclear power, by all measures a low-carbon source and one which we can hardly do without in a carbon-constrained future. How do they justify this, and at the same time claim that the greatest threat to mankind is climate change? I don’t know if this is a reasonable prediction or just hyperbole. But if it’s true, where is the moral responsibility of those who prefer to maintain their adolescent antagonism towards nuclear power, in preference to accepting that this technology is not THE solution but one of a number of solutions which will have to be on the table for the EU to meet its Kyoto obligations.

I despair when I hear what comes out of the European parliament: 20 per cent energy reduction by 2020, a 30 per cent reduction in C02 by the end of the next decade, whereas 7 of  the EU 15 won’t hit their Kyoto targets. The environmentalists who claim that emissions trading is just an excuse for inaction are unfortunately being proved right in this respect. Where does this leave our international credibility, given where renewables are now compared to the target, i.e. 50 per cent renewables by 2040? Does anybody think this is a credible and realistic target which is going to engage China, India, Australia and America into thinking that we are behaving rationally? So for heaven’s sake, get the framework right on carbon and let the market determine the fuel mix, and not governments.

What is the consequence of getting all this wrong? I can give you some tangible examples from the UK where energy prices tripled: we went from being the most competitive to the least competitive in the EU for large users in the last 18 months. According to the Office of National Statistics, 100,000 manufacturing jobs disappeared in the last 12 months, citing energy costs in most cases. 6,000 jobs have vanished in the glass industry alone. There is no more china clay production in the UK. In other sectors, it would be alarmist to say that the destruction is permanent, as we don’t know what the long-term consequences will be. Ammonia-based fertilizer production shut down too for the best part of three months, because the gas price was uncompetitive and there was no option to move to another fuel. In other cases, there was deferral or abandonment of investment. In one steel forge in Sheffield, £ 1 million of energy efficiency investment had to be deferred until after the winter because they didn’t know if they would stay in business at those energy prices. This is how bad it got, so if energy supplies remain internally distorted in Europe, this is unsustainable for large users.

I remain sympathetic to the view that security of supply requires security of demand, and there is therefore scope for doing deals to secure new gas supply and gas storage, and especially on electricity generation. If large users want access to a low-carbon (and therefore insulated from carbon prices) low-fossile fuel generating base, they have options in Finland and France to secure that. Such deals should be available elsewhere in Europe as well. And let’s not forget that it’s not just the market which has problems in financing the nuclear ; there are barriers in the form of government policy and planning regimes which stop this, and deregulation there would do a world of good, as for certain renewables too.

So, on balance, does the EU energy market need more deregulation? I would respond by an emphatic yes. Those who give the Commission a bad press in the UK should be attentive to what goes on in DG Competition and DG Trade. It is a good contrast to the interventionist tack traditionally taken in DG Environment, and a good example of what Europe can do best when it gets its act together. As far as consumers go, these reforms are essential and they cannot come fast enough.

