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Introduction

In the electricity industries of some west European countries, we are witnessing

changes which are far faster and extensive than ever imagined. In Germany, for

example, we are observing (Fig. 1)

price reductions of 30 % and more under new electricity supply contracts with

major customers;

until now, some 1,500 offers and over 500 cases of transmission by electricity

utilities to customers in the traditional service area of another utility;

multi-site supply contracts, i.e. delivery of electricity to a customer at various

sites on equivalent economic conditions;

bundling of demand;

participation by electricity utilities in distribution companies;

establishment of one or more electricity exchanges.

These developments are not stopping at Germany's borders.

By contrast, we are not witnessing - at least until now -

multi-energy sales and

multi-energy mergers.

Against this background, the obvious question is whether the gas industry will evolve

in a similar way. Today, we certainly do not regard ourselves as guardians of

stagnation or defenders of the status quo. On the contrary, we are preparing

ourselves to exploit the opportunities afforded by change. Nonetheless, we are

unable to detect a similar development for gas as for electricity. I shall try to illustrate

where the differences lie. Yet I am certainly not able to tell you exactly where we are

heading for in the gas sector. There are too many uncertainties about the long-term

trend, not least outside the actual competitive environment of the gas industry. Here I

have in mind above all energy taxation. A very important factor for developments in

western Europe will be how the main producers - Russia, Norway and the



Netherlands - position themselves. I will also look in more detail at this matter.

Notwithstanding all the uncertainties, there are unchanging actions and modes of

behaviour which are justified in different market scenarios. I would also like to look at

this issue.

Demand Trends

Natural gas will indubitably be - even though this is a well-worn observation - the

fastest growing energy in Europe. What is uncertain is the extent of growth in

individual sectors. This chart (Fig. 2) shows the Ruhrgas estimates for western

Europe. Actual developments will depend not only on general economic growth but

also to a large degree on the relative price trend of individual energy sources. Given

today's low energy prices, significantly higher demand for gas in the power

generation sector is not unrealistic. In such a case, the development might be

restricted by insufficient favourably priced gas, once the present surplus capacity has

been absorbed by increased demand. If gas prices rise steeply in the wake of a

corresponding oil price trend, the sales prospects in the power generation sector in

particular would be impaired.

Developments will vary greatly from one country to another, especially because of

the relative taxation of individual energy sources. This chart (Fig. 3) shows the tax

difference in eurocents per kWh between the chief competing energies by sales

sectors in specific countries. Here we can already observe major differences in

western Europe, which have until now scarcely had an impact on import price levels.

We must reckon with future energy tax rises serving mainly fiscal purposes instead of

efficiently stimulating energy conservation and environmental protection. But even if

energy tax is differentiated in ecological terms - as is already the case in Denmark,

Sweden and The Netherlands, for instance - it remains to be seen how far the

increased market value of gas is absorbed by producers and thus does not lead to a

competitive edge for gas on other energy sources.
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Differences Between Gas and Electricity

At first glance one tends to view developments in the gas and electricity industries

being very similar (Fig. 4). This is prompted by the fact that they are both energies

transported via grids. Yet the historical development of electricity is marked by the

fact that this energy source did not face any interfuel competition or electricity-to-

electricity competition in almost all sales sectors. The electricity industry was thus

largely able to evolve in splendid isolation, generally with substantial margins and

revenues as a result. In the case of gas, there was no gas-to-gas competition for a

long time, but from the outset gas faced interfuel competition in nearly all sectors. In

other words, gas had to be sufficiently attractive to induce consumers to switch from

another energy to gas.

This genuine interfuel competition determined prices because old and new

customers receive supplies at the same price level. Moreover, there has always been

- at least over lengthy phases - gas-to-gas competition at the import level. Finally,

the marketing of gas involves margins that are only a fraction of those connected with

the marketing of electricity (Fig. 5). These differences are basically justified by the

different cost structures. Today, for gas this essentially means intensified

competition, whereas for electricity it means the very entry into competition. For this

reason alone, it is clear that the changes for electricity have to be far more radical

than for gas.

In addition, there is - and this is a decisive aspect - competition at the production

level. In Germany, we have over 2,700 power generation sites (Fig. 6) whose

electricity is being marketed despite generally high surplus capacity. There are major

cost differences between these power producers. This surplus capacity and the high

cost differences result in intensive competition at the production level, with power

generators being prepared to go even below full cost pricing in their new contracts

and in short-term contracts. Moreover, the large number of suppliers and the extent

of surplus capacity prompt customers not to worry about the availability of electricity

and thus to favour signing only short-term contracts at present, at least ones with

short-term opening clauses for the prices sought.

In the case of gas, the situation is completely different, at least in continental Europe.

Supplies are mainly based on long-term import contracts with a limited number of

major producers. Due to the reserves situation, additional volumes for continental

Europe can - apart from marginal supplies from the UK - be obtained only from

Norway and Russia for north-western Europe and from Libya and Algeria for

- 3 -



southern Europe. In the long run, further quantities can be procured from the Middle

East and central Asia, though at generally rising energy prices. Yet Norway and

Russia, who are able to supply additional volumes on account of their resource base,

are the very producers with relatively high production and transportation costs. They

therefore presumably want to avoid prices falling even further than they already have

done due to interfuel competition, mainly vis-a-vis oil. They thus have a

straightforward economic interest in not jeopardising the price level of their overall

supplies by selling small additional volumes at lower prices. All in all, the potential for

price movement at the gas import level is far smaller than the price movements that

we are witnessing at the electricity production level, for instance in Germany.

Even though there are many signs that changes in the competitive structures for gas

will not be as fast and violent as for electricity, a significant intensification of

competition in the gas industry started even before national implementation of the EU

Gas Directive. This is particularly true in Germany and the Netherlands. In the UK,

there is already complete liberalisation, albeit highly regulated. Furthermore,

Germany is traditionally characterised by transportation competition, which is at

present still largely confined to a few companies. In the long run competition is likely

to become more owing to the absence of a single national grid.

The introduction of third-party access, whether negotiated or regulated, will further

intensify competition. In contrast to electricity, gas transmission involves genuine

physical transportation which, in terms of costs, must lead to distance-linked fees.

With gas there is also the concrete problem of reconciling different gas qualities and

diverse transmission parameters, such as delivery and redelivery pressures.

Furthermore, TPA tariffs for gas are only a fraction of those for electricity per unit of

energy transported (Fig. 7).

Nonetheless, there will be increased TPA in the gas sector. The decisive factor will

therefore be how major producers position themselves in the liberalised environment.

If they draw each other into cut-throat competition, the changes will be faster and

more serious than expected at present. However, this is scarcely likely in view of the

cost structure of major producers and their interest in price stability. Yet major

producers must not succumb to the illusion that they can keep long-term supply

contracts stable, whilst simultaneously seeking outlets, possibly spot markets, for

smaller quantities at lower prices. Large gas import companies would not accept a

situation where their long-term contracts involving high take-or-pay commitments

create the economic basis for third-party use of the infrastructure built for those long-
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term take-or-pay commitments, thus jeopardising their own fulfilment of the

commitments.

Integration in the Gas Industry?

How is the gas industry in countries with liberal structures reacting to increasing

competition? For one thing, we have efforts towards horizontal and vertical

integration. Between producers and importers, there is already advanced vertical

integration, albeit not on an equity basis but on a contractual basis. This has the

advantage of high economies of scale and scope because gas volumes from several

producers can be combined by means of the gas importer's transmission and

marketing system. However, the producer is not able to directly influence the

structure of deliveries to the consumer; conversely, the importer benefits only to a

very limited extent from higher revenues in the event of rising energy prices. All in all,

vertical integration has proved highly valuable until now via long-term contracts. This

does not mean that it cannot be supplemented by midstream involvement on the part

of producers and upstream involvement by gas merchant companies. However, the

potential synergy is limited in this respect. Advantages lie in the balancing of risks

and rewards. On the whole, we feel that there is more potential for upstream

involvement by gas companies than the other way round, at least as far as the

midstream sector is concerned. This is due not least to the far larger number of

upstream projects and increasingly new upstream projects compared with the much

lower number of lastingly stable midstream structures.

Ruhrgas's participation in Gazprom, as agreed at the end of 1998, is special: it

constitutes upstream integration in equity and contract because it was simultaneously

agreed that Gazprom will flexibly meet about a third of Ruhrgas's gas requirements at

least until 2030. Ruhrgas thus achieved upstream integration with both qualities:

equity and supply contracts. We are convinced that this combination is a very viable

basis for long-term cooperation.

It is frequently pointed out by those with certain interests that midstream and

downstream margins have risen and that therefore vertical downstream integration is

desirable for the producer. This is not correct, as the following example (Fig. 8)

illustrates: Midstream and downstream margins of the German gas industry have

been constant in nominal terms for more than 10 years, after allowing - as is needed

for a proper comparison - for structural changes, such as the growing share of gas in

the residential sector where a higher margin is naturally needed than for supplies to

industry and power stations.
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Gas production in western Europe undoubtedly allows higher earnings expectations

in the long run than there are according to our analysis in the midstream and

downstream sectors, when new independent grassroots investments are concerned.

This is particularly true where a well-developed gas infrastructure with high

economies of scale is already in existence. Safeguarding sales outlets via an

independent downstream investment is thus costly in this respect. It makes even less

sense, the more the relevant markets are liberalised. The degree of market opening

is inevitably contingent on reciprocity. Late market opening will probably prove to be

double-edged. On the on hand, this allows one's own companies to be protected. But

there is simultaneously a danger of not gaining access to other markets because of

the reciprocity clause. Thus protection of one's own market may quickly prove to be

an obstacle to entrepreneurial action and should not be sought by a competitively

oriented industry.

When looking further down the value chain and considering integration between

midstream and downstream, one discovers in countries like Germany that midstream

companies are allowed only to a very limited extent to become involved in

downstream companies in the same country. There are very narrow limits imposed

by competition law, which is outdated in this respect, in my view. As competition

increases, it is not possible - when considering whether a market-dominating position

exists or is being reinforced - to confine the relevant market to the traditional

geographical supply area. In this respect, the German Cartel Office fails to take

account of the changes in competition that have occurred.

Horizontal integration can be seen at all levels of the gas chain. Against the backdrop

of low energy prices at present, gigantic upstream mergers are taking place which

are justified by conditions not only in the oil sector but also in the gas sector.

In the midstream area, we have until now seen little horizontal integration, if one

leaves aside the engagement of west European midstream gas companies in central

Europe. This generally does not lead to integration because the west European

companies frequently acquire only minority shareholdings in central European

companies.

In the downstream sector, new forms of cooperation are occurring between

distributors in such countries as Germany. The success achieved varies greatly and

depends largely on the degree of integration and on the relative geographical

location. In the case of a merger between two distribution companies that lie far apart
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geographically, merging only their accounting and materials management activities

naturally does not achieve all that much. Of course, the situation may be completely

different if distributors in two neighbouring cities merge in every respect.

The processes of vertical and horizontal integration of the gas industry are greatly

determined by the actual structure of the industry (level of pluralism) and by

competition law prevailing in each country and are accordingly not treated uniformly

at the European level. While integration is more or less promoted in some countries

as a means of strengthening national capabilities, we in Germany are experiencing a

narrow-minded attitude in competition law wherever equity participations and

company mergers in the gas sector are involved.

It is essential to ensure a level playing field for the future market structure in Europe

and for the creation of fair competition. In other words, all European companies must

equally be able to seize the opportunities and meet the challenges arising from the

new framework. This is, however, quite unlikely. On the one hand, markets are

opening up at different speeds (Figs. 9, 10), on the other hand there are big

differences in integration and ownership structures.

Multi-Energy Integration

It is often claimed that the customer wants one-stop shopping for gas and electricity.

At least for major consumers, this is probably not true. If the gas industry is forced in

the direction of unbundling for the purpose of increased competition, the merging of

different energy services for the consumer is surely scarcely conducive to

competition. A wise customer will seek offers for the different types of energy supply

and thus expose any cross-subsidies behind bundled offers.

Thus we do not believe that there is a tendency among major consumers towards

obtaining multi-energy supplies from a single source. The situation may be different

for small end users where considerable synergy can be achieved in respect of gas

marketing, metering and accounting.

A special form of multi-energy integration would be involvement by gas utilities in

power generation. This issue has been made more significant by the fact that new

power-generating capacity is largely gas-fired. There can be no doubt that major

advantages exist for gas utilities if they can operate such plants very flexibly in a

liberalised electricity market. Such a gas utility could at all times seek optimisation

through either direct gas marketing or indirect gas marketing via electricity
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production. But - similar to the relationship between upstream and midstream - the

traditional alternative of contractual cooperation between the gas industry and

electricity utilities must not be underrated. With the right approach, this may even

give rise to more opportunities than does direct involvement by gas utilities in power

generation. To my mind, we will in this respect witness interesting developments in

the years ahead, which will certainly not be uniform throughout Europe.

Indispensable Activities

I have examined the various opportunities for integration. There are, however, a

number of activities which are expedient at all times, regardless of the European gas

industry's particular stage of development. In fact, I consider them indispensable for

any kind of integration if one wants to achieve the best value for the shareholder.

These activities include measures aimed at cutting costs and improving efficiency as

a permanent process. Customer focus in all facets must be central to them. As gas-

to-gas competition intensifies further, pressure on prices and thus on margins will

increase. In response, companies are stepping up their efforts to optimise and

restructure processes, achieve greater efficiency in all operations and implement

consistent cost management. The reactions of companies thus far show that these

permanent tasks have become a focal point. But in this setting there is also the

opportunity of achieving innovative value creation.

This chart (Fig. 11) shows the cost reductions and efficiency enhancements

achieved by Ruhrgas since the early 1980s. This process will continue. The efforts

even have to be stepped up because the easy measures have been completed,

while some of the more difficult ones lie ahead. Above all, we need the right people

to promote such processes.

Future of Long-Term Import Contracts

In continental Europe, which is heavily dependent on imports, long-term gas supply

contracts with high take-or-pay commitments will remain very important despite

increasing liberalisation of gas markets. Such contracts are the cornerstone of supply

security, which will become even more significant as gas penetrates energy markets

further. Needless to say, these contracts will be developed further in order to take

account of changed competitive conditions.

- 8 -



We will need more frequent price reviews with fast decisions. As competition

intensifies, midstream and downstream margins fall. Import price formulae must

therefore match actual market conditions even more precisely than before.

Furthermore, we are looking for some price differentials dependent on contract

volumes. In practically ail industries, larger contract volumes allow somewhat lower

prices than smaller contracts, at least where these volumes can be delivered and

handled at lower cost and risk. This is not yet reflected in the gas chain at the import

level, whereas it is fairly pronounced at the end-user level. We will also have to

examine whether lengthy arbitration proceedings are still appropriate and acceptable

in a market environment or whether we should opt for faster decisions by experts or

even baseball arbitration. Price differentiation according to market sectors could

decrease at the import level, with gas being regarded more as a commodity. As

market uncertainties are increasing, importers require suitable offtake flexibility. On

the other hand, producers will also need certain additional flexibility. Maybe we will

see a revival of depletion-type contracts.

Conclusion

A great deal is happening in the European gas industry, which undoubtedly has a

bright future in many respects. Nonetheless, we must not overlook the fact that there

are uncertainties connected with the diverse structural changes in the gas industry

and its framework. In this context, it is essential to ensure that policy-makers allow

sufficient latitude for market forces and leave the final decision to the consumer.
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Changes in the Electricity Industry
Fig.1
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Examples from Germany:

• substantial price reductions for industrial customers

many cases of third party access to the electricity grid

multi-site supply contracts

bundling of individual demand

downstream integration

establishment of electricity exchanges
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Energy Taxes in Western Europe
Competing Energy (+) versus Natural Gas (-)

Fig. 3
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Differences between Gas and Electricity ruhrgas

Characteristics of the Gas Industry:

• genuine interfuel competition at the consumer level

tradition of intrafuel competition at the import level

relatively low margins in the downstream sector of the gas industry

comparatively low marketing costs

far lower competition at the production and import level
with few producers



Power Stations in Germany in 1997
Fig. 6
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Range
inMWT*

<1 MW

1 to 10MW

>10MWto100MW

100 to 200 MW

200 to 500 MW

> 500 MW

TOTAL

Number

2 000

440

181
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46

61

59
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2 787

Net power
production

in billion kVWi

4.4
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32.4

15.3

150

351

416.3

448.7

I" numberof power stations < 10 Megawatt (MW) partly estanated

Source: VDEW1939 - vwvw.strom.de
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Diversity of Market Opening in
EU Member States

Fig. 9
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Ruhrgas AG Highlights
Fig. 11
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