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Non-paper on gas market design and security of supply


Natural gas, as a low-carbon fuel, has a crucial role to play in the future European energy mix as it has been clearly stated in the 2050 road map[footnoteRef:1]. But, recent and past events in Ukraine and their aftermath have led to concerns about Europe’s security of energy supply, more specifically in those Eastern countries that are highly dependent on the same supplier. In particular gas is seen by some politicians as a non-reliable fuel, even if, for instance, we are more dependent on Russian oil than on gas. Debates have also occurred on the importance to reduce the dependency to some gas imports. But these debates are not the right ones.  [1:  Path to a low carbon energy mix will not happen without gas] 


CEOs have identified four key steps that need to be taken now to bolster energy security on the basis of a well-developed and competitive gas market:
1. Achieving a more liquid, transparent and interconnected internal market by strictly enforcing the swift implementation of all existing legislation to enable the free and fair trade of gas throughout Member States. In parallel, a new model for transport capacities should be developed, also considering the opportunity to introduce a reset of the existing long term capacity, in order in parallel to ensure a level playing field among market participants.
2. Diversifying the European gas supply portfolio by supporting companies politically as they look to develop the most economically viable options to bring gas into the EU, and
3. Setting an appropriate EU framework for security of supply, ensuring a both economic-effective and harmonised protection of end-users and a level playing field to shippers ;
4. Developing the full potential of gas in all sectors through a joint effort from producers, suppliers and policy makers.

Achieving a more liquid, transparent and interconnected internal market - A well-functioning unified internal energy market, with infrastructures and networks matching the demand, will also support security of supply. A new market design to overcome regulatory barriers is a prerequisite. This should include: 
· a swift and consistent implementation of Network Codes related to the Third energy package in all Member States; 
· the review of the model to manage transportation capacities (e.g. the issue of capacity tarification to ensure a level playing field for all shipers and other tools to further promote cross-border trade) to achieve the objectives of a well-functioning EU single market consistent with the gas target model. 

Indeed, the aim of this long term design should be to foster and encourage long term investments with reasonable returns for cost efficient infrastructure. One of the elements of this reform could be relinquishing existing long term capacity (“reset mechanism[footnoteRef:2]”), thus promoting contractual decongestion and paving the way to further EU-wide harmonization. In any case, if regulatory measures lead to the discrimination of network users, the option to release capacity contracts should be recognized.  [2:  The main objective of the reset option is to restore a level playing field among network users by providing them a one-off right to reset their existing capacity contracts, and to avoid a long transition period with historic contracts being kept in a new regulatory environment, impeding a normal functioning of markets] 


In addition, EU coordination needs strong governance in order to avoid a European fragmentation. Europe holds the key to turn 28 natural gas markets into a single market through the development of key interconnections and reverse flow mechanisms that would also allow optimizing existing infrastructure. These focused investments, if developed according to sound principles of economic efficiency and backed by sufficient capacity bookings, would provide greater market integration, hub liquidity and further supply security.

Diversification of supply routes and sources - Europe improved its security of supply and diversification through investments made by energy companies in interconnections, gas storage facilities, and LNG regasification terminals. It enhances supply security even further in the near future through new volumes coming from new or additional indigenous production (such as conventional, shale gas or East Mediterranean discoveries), new sources and new routes (Southern Corridor and Caspian Sea countries) and LNG. Energy companies have also promoted policies for improving energy efficiency and developing renewable energies in a cost effective way. 

The main target should be to make efficient use of the already existing infrastructure and expand it only where long term market signals and security of supply requirements raise a real need. This might especially apply to cross border-interconnections which are essential for a well-functioning internal market. In general, any energy infrastructure project should be economically benchmarked via cost-benefit analyses and ranked compared to alternative potential projects, with the highest benefits to the attached markets and making sure that investment costs can be recovered.

Some infrastructure projects (e.g. LNG Terminals, storage etc.), may be necessary due to security of supply reasons, even if they are not market based. Such investments should be considered (still taking into account the cost-benefit analysis and developing only the economically most efficient projects) even if they might not be fully backed by significant long term capacity bookings, provided they are not detrimental to existing infrastructure or market based projects. It is essential to avoid market distortion. Interconnection capacity will help some EU member states to make a greater use of gas in their energy mix thus contributing to achieve the EU’s climate and energy policies.
 
The key to ensure we attract the necessary investments is for Europe to have a stable regulatory environment that inspires long-term confidence.

Reducing Europe’s import dependency should not be an aim in itself – Europe should not ignore comparative advantages of third countries in producing cost-efficient energy and undermine the value of free international trade. However it is clear that excessive dependency on one single supplier has created security of supply issues in some European regions. Therefore the already ongoing diversification of gas supply resources and import routes should be properly accelerated to ensure competition and subsequent price competitiveness in all parts of the EU.  It is also clear that the only way to overcome dependency in Eastern Europe is to create viable alternatives for the supply of gas to Eastern European markets by achieving physical interconnections to Western EU markets[footnoteRef:3]. [3:   in particular through carefully selected infrastructure investments and strict compliance with European Network Codes and by applying the most efficient allocation for the intra-EU capacity on a short term basis with a market based approach.] 


Political leaders must support this task by improving the energy dialogue between the EU and existing and new suppliers and transit countries. Indeed if addressed properly, dependence does not mean less security. The external dimension of the European policy must support the engagement and investments of the industry by improving the energy dialogues between the European Union and producing, transit and consuming countries. 

It remains the companies’ responsibility to conduct commercial relations with suppliers - Ideas on grouped gas purchasing for security of supply reasons have recently emerged during the discussions on the Energy Union. CEOs would particularly like to warn against this kind of approach. EU internal energy market legislation and competition law seeks to create a secure and competitive market by enabling companies to buy and sell energy freely as separate entities, using their market expertise and responding to business opportunities and customers’ needs quickly as they occur. Energy purchasing should therefore continue to follow established commercial practices, respecting the requirements of the EU internal market rules and competition law. Although, in some specific occasions, joint purchasing of energy on a voluntary basis could be an opportunity to enhance benefits by creating economies of scale, any concept of mandatory grouped purchasing would distort the market and make the system less efficient. The real issue affecting most of Eastern Europe is a concrete lack of supply alternative that can be solved by interconnecting the market. Common gas purchasing is only likely to add complexity, challenge key internal market and competition principles and, potentially, send a negative message to energy suppliers, which in turn could lead to lower diversification and reduced security of supply.

Setting an appropriate EU framework for security of supply - A better management of supply disruption risks should be implemented. To that extent, lessons should be learned from the stress tests analysis and the current gas security of supply regulation has to be reviewed :
· More solidarity is needed with more cooperation between neighboring and remote countries, on both gas and electricity facilities.
· Need for developing regional (i.e. at relevant technical zone level) approaches and not exclusively national ones.
· Regional consistency of emergency plans of countries have to be checked, in particular concerning the cross-border flows. To that extent, coordinated load shedding plans have to be performed at regional level, taking into account collateral effects on the power sector.  
· Taking into account the different role of gas in the various EU Member States, there is a need of progressive convergence of security of supply criteria.

Market based flexibility instruments are the most appropriate way to address security of supply shortfalls. The European Commission also strongly recognises the value of market based management for the whole EU and the Energy Community in resolving disputes[footnoteRef:4] [4:  Commission Communication on the short term resilience of the European gas system: Preparedness for a possible disruption of supplies from the East during the fall and winter of 2014/2015. COM(2014) 654 final
] 

As an example, natural gas storage offers a high level of flexibility and an effective solution to address local imbalances.  Member States should avoid the introduction of interventionist measures which eventually run counter to long term security of supply. In particular, a market-based model for the allocation of storage capacity should be developed to guarantee that storages are filled up according to the security requirements of the system and to their market value. Under this proposed approach, modulation storage capacity can be auctioned through auctions. The least distortive and most proportionate non-market measures should only apply if the market fails. 

Exploitation of the EU’s domestic energy potential - Whilst not neglecting the opportunities for gas imports, the use of competitive indigenous and low carbon energy sources in Europe should be promoted. Domestic sources can play a significant stabilizing role for the gas price level and supply in Europe. Whilst always taking into account environmental concerns, rules must be clear and adapted to attract, rather than discourage, these investments.
EU and Member States should agree on an integrated strategy to support the exploitation of the EU’s indigenous energy resources. Such a strategy will have to harmonize the regulatory framework and environmental rules applying to the upstream sector. It can build on action plan that have to be further developed in national/regional targets for exploration and production. 

Investing in innovation and technology. R&D should help the entire energy and industry sector to contribute towards reaching a low carbon economy system notably in engaging Europe in concrete projects such as in smart technologies, carbon capture and storage, energy storage, demand-side response, power to gas, distribution grid modernization, shale gas (in Europe), alternative fuels infrastructure for transport, and not yet mature renewable energy sources. Increasing investments in disruptive technologies such as energy storage or power-to-gas, could improve the prospects for finding efficient and competitive solutions to addressing the sustainability of the energy system and give Europe a leading role in innovation. Therefore, Europe should seek for a gradual phasing out of subsidies for new facilities of deployed technologies and explore new technologies that could lead to a major breakthrough in the energy transition, e.g. via development of energy storage and demand-side management tools. 

Europe’s renewed commitment to energy policy is a positive development- The new proposal for an “Energy Union” will drive decision makers to push for greater harmonisation of the markets and a better investment climate. The Energy Union concept has great potential to deliver better on the three original objectives of the EU’s energy strategy: sustainability, security of supply and competitiveness. In order to live up to its expectations, the Energy Union will have to be capable of integrating the 28 energy markets, while unleashing the necessary long-term investments in infrastructure, indigenous resources and technologies. 
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