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NATURAL GAS LIBERALISATION AND DEREGULATION

- THE GERMAN GAS INDUSTRY'S VIEW -

Abstract

In Europe, the process of creating a single energy market is under way. The 1998 Gas
Directive established an important date for the European gas industry. On 10 August
1998, "Directive 98/30/EC of the European Parliament and of the Council of 22 June
1998 concerning common rules for the internal market in natural gas" came into force. It
had to be transposed into national law by the EU member states within two years, i.e. by
10 August 2000.

The Directive is a cornerstone in establishing a competitive gas market in the European
Union. It is the outcome of several years of negotiations and can be regarded as a
compromise between the various interests. On the whole, it leaves EU member states
with sufficient scope for adequately taking account of national characteristics in keeping
with the principle of subsidiarity.

The process of transposing the Gas Directive into the national law of individual EU
member states is being closely followed by the European Commission. While
acknowledging all the progress made in the single market process, the Commission still
detects shortcomings in the implementation of the Gas Directive on the road to an actual
single market. This is seen as a justification for new initiatives and intervention, even
though the new political framework for the gas industry has not yet been tested in practice
and been able to prove itself on a broad scale for any length of time.

In the debate on liberalisation, tried-and-tested instruments of secure and market-oriented
gas supply on the European continent - long-term supply contracts with take-or-pay
clauses and competitive oil-indexed gas prices - have also come under scrutiny.
However, even under the conditions of liberalisation, security of supply has to be
achieved mainly by a balanced mix of supply sources and by long-term supply contracts,
including competitive pricing as ensured by so-called oil indexing. In the further
liberalisation of west European gas industries, it will be essential to ensure that
liberalisation steps are practicable, the considerable distortion caused by uneven market
opening in EU countries is swiftly eliminated, the gas industry remains able to invest and
security of supply continues to be safeguarded. In addition, it is important to prevent the
emergence of insurmountable obstacles for countries, not least in central Europe,
acceding to the EU. All in all, it is absolutely essential to pursue the liberalisation of gas
markets with foresight and circumspection. Only like this can an effective single European
market evolve, and only like this can gas fulfil the expectations pinned on it as an energy
source.
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LIBERALIZACIJA I DEREGULACIJA PRIRODNOG PLINA

- POGLED SA STAJALIŠTA NJEMAČKOG PLINSKOG SEKTORA -

Sažetak

U Europi se upravo odvija proces stvaranja Europskog unutarnjeg tržišta za energiju. S
odredbom o unutarnjem tržištu za plin, plinskom gospodarstvu je 1998. godine određen
važan datum. "Odredba 98/30/EG" Europskog parlamenta i Savjeta od 22. lipnja 1998.
godine odnosi se na zajedničke propise za unutarnje tržište prirodnog plina, a stupila je
na snagu 10. kolovoza 1998. godine. Kod država članice EU ona se u roku od 2 godine
trebala pretvoriti u nacionalno pravo.

Ta odredba je važan dio pri realiziranju tržišta prirodnog plina, koje je orijentirano k
natjecanju unutar Europske unije a rezultat je dugogodišnjih rasprava i može se smatrati
kao kompromis između različitih interesa. Sveukupno gledano, ona pruža državama
članicama Europske unije mogućnost, da u smislu subsidijariteta zadrže dovoljno
slobodnog prostora za djelovanje, kako bi se u dovoljnoj mjeri moglo voditi računa o
nacionalnim karakteristikama.

Europska komisija brižno prati proces pretvaranja te odredbe o plinu u nacionalno pravo
u pojedinim državama-članicama. Međutim, komisija vidi - i pored svih napredaka u
procesu unutarnjeg tržišta, koje doduše priznaje, - bitne deficite prilikom pretvaranja
Odredbe o plinu na putu k stvarnom unutarnjem tržištu. Zato je to uzela za povod da
pokrene nove inicijative i mjere, iako još i dalje nedostaje praktična proba i istodobno
opravdavanje očekivanih novih, političko zadanih okvirnih uvjeta na širokom polju.

U okviru diskusije o liberaliziranju došlo je i do ispitivanja valjanosti instrumenata koji su
se već dulje vrijeme dokazali u sigurnoj opskrbi plinom, koje je na europskom kontinentu
orijentirano ka tržištu - dugotrajnosti ugovora o isporuci s tzv. take-or-pay regulativom i
povezanosti cijene nafte i plina, koja je također orijentirana na konkurentnost. Ali, i pod
uvjetima liberalizacije traži se sigurnost pri opskrbi u bitnom opsegu i to na osnovi
izbalansirane diverzifikacije izvora za kupovinu i dugoročnih ugovora o nabavci,
uključujući i oblikovanje cijene, orijentiranih na natjecanje, kako je to tzv. povezivanje s
cijenom za lož-ulje garantiralo. U daljnjem procesu liberalizacije plinskog gospodarstva
Zapadne Europe biti će važno da se ti koraci učine izvedivim, da bi se znatna nesimetrija
na osnovi neravnomjernog otvaranja tržišta u pojedinim državama-članicama Europske
unije brzo otklonila, a plinsko tržište održalo sposobno za investicije i time i nadalje
garantirala sigurnost opskrbe. Pri tome se mora voditi također računa da se ne stvore
nepremostive prepreke za one države, primjerice radi u Srednjoj Europi, koje pristupaju
članstvu Europske unije. Samo tako se može razviti jedno aktivno, europsko tržište koje
će ispuniti sve ono što se od prirodnog plina i očekuje.
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INTRODUCTION

In Europe, the process of creating a single energy market is under way. Gas markets are
undergoing profound change. It is characterised by privatisation, deregulation and
intensified competition with pressure on margins and prices, and by the emergence of
new market players. Companies are tackling the task of adapting to a changed business
environment. The changed market and competitive conditions call for new strategies.

EUROPEAN UNION DIRECTIVE CONCERNING COMMON RULES FOR THE
INTERNAL MARKET IN NATURAL GAS

The 1998 Gas Directive established an important date for the European gas industry. It
had to be transposed into national law by the EU member states within two years, i.e. by
10 August 2000. The Directive is a cornerstone in establishing a competitive gas market
in the European Union which - according to the Directive's preamble - is an important
element of the completion of the internal energy market, the latter being defined as an
area without internal frontiers in which the free movement of goods, persons, services
and capital is ensured.

Central elements of the Directive are third-party access to systems and market opening,
i.e. free choice of suppliers by consumers.

For third-party access (TPA), the Directive gives member states two basic options:

• Regulated TPA on the basis of fixed published tariffs and terms and conditions for
system access and use

• Negotiated TPA on the basis of commercial agreements between the parties and
publication of the main commercial conditions.

A combination of negotiated and regulated TPA is also possible.

As regards the opening of each national market, the Directive lays down minimum
requirements for phased opening according to quantitative and qualitative criteria,
allowing exemptions and derogations. Implementation of the Directive's provisions varies
greatly from one member state to another. This applies, inter alia, to the choice of TPA
model and the extent of market opening.

The Gas Directive, which came into force in August 1998, has triggered developments
whose pace and scope go far beyond what the EU Commission had anticipated at the
time. Nonetheless, it is certainly not yet possible to speak of a level playing field, as
becomes clear when looking at the still highly different degrees of market opening (Figure
1).
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Figure I

Diversity of Market Opening in EU Member
States

2000

*) min. requirements

Figure 1. Diversity of Market Opening in EU Member States

IMPLEMENTATION OF THE GAS DIRECTIVE IN GERMANY

Transposition of the European Gas Directive into German law has taken place not by
means of a single legislative measure but in several steps. The Energy Act, as amended
in April 1998, and the Act Against Restraints of Competition, as amended on 1 January
1999, have transposed the main elements of the Gas Directive into national law.

The new or amended legal provisions abolished long-standing elements, such as
demarcation agreements and exclusive rights of way, for the pipeline-based energy
industry in Germany. This further enhanced the competitive orientation of the pluralistic
and decentralised German gas industry with over 700 companies, which was already
highly competitive due to such factors as the freedom to import or export gas and the
freedom to build pipelines. Implementation of the Gas Directive in Germany is also
distinguished by the fact that, for the sake of customers and consumers, transitional
periods and thresholds permitted by the Directive were deliberately dispensed with. The
market is 100 percent open.
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To implement the remaining aspects, the German government agreed a bill in December
2000 and submitted it to parliament. The main legal amendments concern a modification
of the right of access by means of negotiated TPA with a corresponding network definition
(the specific reasons for refusing access listed in the EU Gas Directive have been
incorporated), provisions on network operation, rules regarding publication of the main
commercial conditions for TPA, unbundling of accounts and arrangements for ensuring
equal opportunities for German companies in cross-border supply (reciprocity clause).

These provisions supplement the opening of energy markets by the abolition of
demarcation agreements and exclusive rights of way and by freedom of pipeline
construction, thus meeting the demands of the EU Commission. The amendment of
energy law as achieved in Germany ensures minimum legislative interference.

In the case of TPA, Germany has - as for electricity - opted for negotiated TPA in the gas
sector. The government's express policy is to allow the market players themselves to
determine the rules as far as possible in this respect. This is prompted not least by the
view that in a market economy it is preferable to give precedence to voluntary
commitments on the part of market actors over government regulation. The model
"negotiated TPA plus voluntary industry associations agreement", i.e. the effective and
expedient interaction of state and private-sector rules for competition, is considered to be
preferable to a regulated solution and a regulatory authority set up specifically for this
purpose.

The framework has thus been created for effective gas-to-gas competition in Germany.
Everyday practice shows that, on the basis of this model, increasing competition is being
generated. Negotiated TPA does not amount to second-class competition in the EU.
Germany can boast the largest number of players and cases of TPA, apart from the UK
(which has, however, been following the path of regulated TPA for about 10 years now).
In particular, negotiated TPA cannot be rated as less efficient than regulated TPA in the
absence of adequate market experience serving as evidence.

This is also borne out by the first study on the development of national gas markets
following the entry into force of the Gas Directive. It was commissioned by the
Commission's directorate-general for energy and transport and was conducted by WEFA,
an internationally active consultancy firm with wide-ranging experience in the gas sector.

Competitive momentum in Germany is determined by a number of factors which exist in
this combination in Germany alone:

• substantial competition between pipelines, which is increasing further;
• a large number of gas supply companies;
• private-enterprise structures and in some cases mixed structures.
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FURTHER EVOLUTION OF THE SINGLE MARKET

The process of transposing the Gas Directive into the national law of individual EU
member states is being closely monitored by the European Commission. To this end, it is
engaged in a close, institutionalised exchange of views with the respective national
regulatory authorities in the Regulatory Forum, the so-called Madrid process. While
acknowledging all the progress made in the single market process, the Commission still
detects shortcomings in the implementation of the Gas Directive on the road to an actual
single market. This is seen as a justification for new initiatives and intervention.

The Commission now envisages complete market opening being achieved by 2005,
contrary to the intentions of the existing Directive. Against this background, the
Commission's new ideas are directed towards corporate unbundling of production, trade
and transmission, the introduction of uniform and simplified tariffs in cross-border
transportation and the establishment of independent national regulatory authorities in all
member states, on which a European regulatory authority is to be superimposed.

At the end of March 2001, the European Council in Stockholm dealt with the
Commission's proposals and, in preparation for further liberalisation steps, instructed the
Commission to prepare a report on the situation in the gas (and electricity) markets,
which is to be submitted to the European Council in spring 2002. A specific target date for
complete market opening was not fixed in Stockholm. The timetable is to be reviewed.

The new political framework for the gas industry has not yet been tested in practice and
been able to prove itself on a broad scale for any length of time. The question therefore
arises of whether and how, so soon after expiry of the implementation deadline, there is
any justifiable need for new, basic initiatives shaping the process of liberalisation.

It cannot be right to make further changes so soon after the introduction of the Gas
Directive without having gained sufficient market experience with the existing provisions
that would justify such a course of action.

All in all, one gains the impression that the EU Commission wants to achieve a uniform
gas market ultimately controlled and regulated by it instead of the harmonisation of
individual markets with their respective national features.

LIBERALISATION AND DEREGULATION VS. SECURITY OF SUPPLY

In the debate on liberalisation, tried-and-tested instruments of secure and market-oriented
gas supply on the European continent - long-term supply contracts with take-or-pay
clauses and competitive oil-indexed gas prices - have also come under scrutiny.

Both instruments must be seen not least against the backdrop of the tight international
purchasing market, on which liberalisation and market opening in consumer countries
have not had any fundamental impact.
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When procuring gas on international markets, long-term contracts remain vitally
important. They ensure secure volumes for importing countries and give them the
certainty of receiving gas at competitive prices. But this certainty of volumes and pricing
conditions for the sake of long-term supply also requires that producers in turn be given
the certainty that they will at all times receive the market value for their gas, not least
when prices rise. Conversely, they bear the main burden when prices fall in line with the
general development of energy prices, i.e. have to be lowered to safeguard the
competitiveness of gas in the heat energy market of the respective importing country.

An abandonment of oil-indexed gas prices would only be feasible for importing countries
if gas could be purchased on a long-term basis in sufficient quantities from a large
number of producers at prices below that of oil. Yet such conditions are unlikely to
materialise given the existing supply situation involving a limited number of gas-producing
countries (Figure 2).
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Figure 2. Development of Natural Gas Supplies in Western Europe

In view of the existing situation in both gas purchasing and sales, both aforementioned
instruments - long-term contracts and competitive pricing - are indispensable. The spot
market currently emerging, which is certainly to be regarded as a positive element in the
development of the gas market, will supplement long-term gas supply contracts but
cannot replace them.
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Security of supply has to be achieved, not least under the conditions of liberalisation,
mainly by a balanced mix of supply sources and by long-term supply contracts. It is
imperative to base gas purchasing on long-term contracts even under the new market
conditions. However, it is becoming evident that the ability and willingness of importers
and exporters to conclude such contracts in liberalised markets is impaired under the
conditions being sought.

OUTLOOK

The process of liberalisation of west European gas industries has triggered significant
changes and is irreversible. It will be important to ensure that liberalisation steps are
practicable, the considerable distortion caused by uneven market opening in EU countries
is swiftly eliminated, the gas industry remains able to invest and security of supply
continues to be safeguarded.

In addition, it has to be seen that no insurmountable barriers are erected for countries, not
least those in central Europe, seeking to join the EU.

All in all, it is absolutely essential to pursue the liberalisation of gas markets with foresight
and circumspection. The task will be to reconcile the divergent forces of subsidiarity,
reciprocity and harmonisation, thus achieving "unity in diversity" by means of a practical
and pragmatic compromise. It is also crucial to ensure maximum latitude for industry
through minimum regulation and red tape so that market forces are strengthened and
competition is not impeded, but instead the groundwork is laid for fair competition with
equal opportunities throughout Europe.

138


