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Introduction

More than two years after the second Gas Directive, the European Commission DG TREN Benchmarking Report
 and DG Competition’s preliminary report on its energy sector inquiry
 found that the European gas market still suffers from lack of liquidity, low customer switching rates, and limited price convergence. Despite the fact that nearly 60 % of natural gas that is used in the EU crosses at least one national border, markets are still mostly national in scope and hardly integrated. Most of them are highly concentrated, and little competitive pressure arises from foreign suppliers. 

The European Commission has insisted that full compliance and practical implementation of the Directives – and from 1 July 2006, also of the new Regulation 2005/1775 – is the key to the development of competition. The current picture of the European gas market is however still far from being sufficiently in line with these requirements. Monitoring of market participants´ behaviour
, indicates a considerable lack of transparent access rules in gas transit, leading to significant differences between national systems – which may have an impact on the efficient flow of gas within the Union. 

In November 2005 the Energy Regulatory Group for Electricity and Gas (ERGEG) published the “Roadmap for a competitive single gas market in Europe”, an ERGEG Discussion Paper for Public Consultation Paper” (henceforth: the Roadmap). It set out a number of priorities to be tackled if the goal of a single competitive European market in gas is to be realised:

· regulatory co-operation;

· unbundling;

· transparency and information handling;

· availability of gas;

· effective access to network capacity;

· gas quality.

Furthermore, remarkable discrepancies have emerged in the implementation of the Directive between Member countries. Uneven implementation and lack of reciprocity are often advocated by Member States as the reason for limiting the implementation of Directives to a minimum, to the strictly necessary to comply with the requirements rather than the spirit of its provisions.

Along the whole natural gas chain between production or entry into the territories of the European Union, and the consumption market, harmonised, transparent, and effective access and tariff rules should be implemented to overcome practical difficulties,. 

An in-depth, internationally harmonised and continuous monitoring analysis may however be hard to implement for such a large economic and geographical space as the whole European Union, where very different situations exist. Therefore, the development of a functioning internal gas market may effectively start from ensuring that gas transport across borders is organised efficiently on a regional level. Better results may arise, at first, from a closer cooperation between Member States, regulators, system operators and stakeholders involved in gas transport across neighbouring countries. In particular, cooperation between transmission system operators is a way of improving and streamlining TPA arrangements, removing several practical difficulties. In return, this may require a strengthened harmonisation of certain regulatory aspects between neighbouring gas systems on a regional level. 

Therefore, the Roadmap proposed creating Gas Regional Initiatives (GRI), made up of a small number of national energy market projects, to push forward the development of competition in the region as a stepping-stone to a single competitive European gas market. 

The final goal of the GRI is the development of liquid trading at, and between, gas hubs as the basis upon which regional markets will develop, and their eventual integration and convergence into a single European market. Enhanced cooperation between a limited number of participants, as it happens on a regional basis, would ensure a higher degree of collaboration than could be found at an EU-wide level, and would help removing obstacles to the development of a more liquid market.

Responses received to the Consultation Paper from a wide range of interested parties including network operators, suppliers, consumers (and their representatives) and other market participants broadly agreed on the need to tackle the above identified priority issues. Therefore, on 25 April 2006 ERGEG launched the Gas Regional Initiative (GRI). 

The GRI is entirely consistent with the European Commission’s policies on competition and security of supply and ERGEG welcomes the support, in particular, of DG Tren and DG Comp. 

The GRI will bring together regulators, companies, Member States, the European Commission and other interested parties, overseen by ERGEG, which will monitor the process to ensure smooth progress towards a single energy market. While the goal remains the establishment of a single EU market, it will start from the development of four Regional Energy Markets. 

In each region regulators set up a Regional Coordination Committee (RCC), and established a Stakeholder Group (SG) where all legitimate interests are represented, and a more restricted Implementation Group (IG) consisting of those stakeholders from which action is expected to improve market efficiency, mostly transmission, storage and LNG system operators. Representatives of the European Commission are also invited to meetings of all groups. Representatives of the National Ministries will be informed about the process by National Regulators and they are invited to SG.

In the first phase of the GRI, expected to end in October 2006, the RCCs will outline an Action Plan, after consultation of all stakeholders concerned, to be implemented over 3-5 years. 

The South Gas Regional Initiative

1.1. Context

The South Region plays an important role for European gas supply. It is both a significant gas market in itself with a consumption of nearly 80 billion cubic meters/year
 (17% of the EU25), and it contributes to the security of supply by the means of diversification, acting as one of the main entries for the natural gas coming from the north of Africa, and for the LNG coming from a variety of origins (87% of LNG supplied to EU25 enters by this region). 

The three markets have, at present, very different degrees of development. France can be considered as a mature market that has experienced around 3% per year demand increase during the last years. More than half of the consumption is due to the residential and commercial sector, while the rest is addressed to the industrial sector. The share of natural gas used for power generation in France is currently small but expected to increase. 

The Spanish market is experiencing a significant expansion during the last years, with rates of increase of the consumption above 15%; this situation is not expected to change shortly. 54% of the gas consumption is due to the industrial sector, around 1/3 for the electricity sector and the rest, 15%, is used for residential and commercial uses. It is important to remark the strong increase of the gas consumed by the electricity sector during the past years, expected to be maintained during the next years, because of the construction of numerous new CCGT plants in the country. 

Portugal has introduced the natural gas in the energy mix ten years ago. Consequently, Portugal is one of the countries considered by the European Commission as emergent under the previous Gas Directive. Only 7% of the consumption is due to the residential-commercial market, while the majority of the natural gas supplies are addressed to the industrial and electricity sector in a similar proportion (around 47% each). 

	
	Residential and Commercial 
	Industrial
	Power plants
	Others
	Total gas

Consumption

(bcm)
	% of natural gas/primary energy

	France 
	56%
	42%
	
	2%
	48,0
	15%

	Portugal (*)
	6%
	46%
	48%
	
	3,7
	12%

	Spain
	15%
	54%
	30%
	1%
	32,3
	20%


Source: CNE, CRE and EUROGAS Annual report 2004-2005.

(*) The source used for Portugal is the Eurogas report, whose data refer to 2004. 

1.2. Liberalization level

From a regulatory point of view, there are significant differences (regulators’ powers, liberalization process, implementation of EU legislation). Concerning the liberalization level, the Spanish market is fully opened, the French market is not open for the household sector, which represents 30% of the national market (it will be fully open as of July 2007), and the liberalization process in Portugal will not start until 2007, when the consumption of power generation plants will be opened to competition. 

1.3. Access system and tariffs

The access system in Spain is based on a first come first served principle and the TPA tariffs structure is postage stamp (although the capacity allocation process follows an entry exit model), except for the transit, for which an entry exit system has been defined. In the case of France, there is an entry-exit tariff system with also a first come first served allocation procedure for capacity. In both markets use it or lose it provisions are applied to the booked capacity. According to what is said in the Decreto Lei 140/2006, Portugal will publish a regulation of access to transmission infrastructures and interconnections. 

1.4. Supply structure and interconnections

The three markets are characterized by a small number of indigenous resources, so they have to be supplied by external sources. All of them have LNG terminals that represent a significant part of their national supplies, varying from ¼ of the national supplies in France to around 2/3 of the supplies in Spain. There are a significant number of gas import sources that enhance the security of supply by means of diversification. It can be considered that Portugal and Spain are well integrated, from a physical point of view, but that is not the case for France and Spain, where interconnection level is rather limited.

1.5. Degree of competition

Taking into account the indicators used by the Commission in the benchmarking reports (see chart below), it can be said that there are different degrees of competition in the three markets. As said before, in the case of Portugal, competition hasn’t still started but that is expected to change in 2007, when the electricity sector customers will become eligible. 

	
	% of gas  from imports (Nº of  major sources)
	% of LNG / total supplies
	Number of active alternative suppliers (mid 2006)
	Alternative suppliers’ market share within eligible market (in energy) (mid 2006)
	% of eligible sites which exercised their eligibility (not regulated tariffs) in energy 
(mid 2006)

	France
	97% (6)
	23%
	13
	10%
	50%

	Portugal
	100%
	36%
	0 
	No eligible market
	0 

	Spain
	99% (11)
	63%
	16
	47% 
	89%


Source: EUROGAS Annual report 2004-2005, DG Tren Benchmarking Report 2005 and National Regulators

2. Identification of obstacles, priorities and definition of the action plan

It is a key task for this GRI, at a first stage, to identify the potential and real obstacles to the creation of a Regional Market. The obstacles have to be assessed, establishing a priority ranking for them. And finally, the action plan will define the steps to be followed in the next years to overcome possible current difficulties to gain a liquid and competitive gas market in the region. 

2.1. List of potential obstacles of distortion. Definition of priorities 

I. Interconnection capacity

I.1 Further infrastructures developments and investments

I.2 Congestion management procedures

Interconnections are essential for the integration of the national markets and they are a major step for the final objective of creating a well-functioning internal energy market. In addition, they increase the security of supply and make possible the development of energy trade between countries, promoting competition. In line with the European Commission considerations, “the pull of the EU internal market will also be strengthened if interconnection is improved and competition rules are fully respected.”

In general, at present, technical interconnection capacity among some countries is not sufficient because the networks were formerly designed in a context of national monopolies to supply gas to their own markets. In order to foster competition between gas producers, increase the liquidity of the market and provide diversification and security of supply there is a need for new capacity: to develop or enhance infrastructures capacity there will be a need of TSO’s investments, provide there is the right framework to invest.

Investment in new gas infrastructures (transmission, transit, LNG and storage) is characterised by very high initial investments and long payback periods. The existence of  an stable and predictable regulatory framework should contribute to the creation of proper conditions for investment, providing with an appropriated balance between risk and reward. 

The lack of interconnection capacity has been identified as one of the main obstacles to create a Gas Regional Market in the South Region, especially between Spain and France. The existence of sufficient accessible interconnection capacity between countries is a prerequisite to the market emergence. For this purpose it is necessary, both, to enhance investments in new interconnection capacity and to maximize the use of the existing interconnection facilities. 

In line with the first measure, an appropriated coordination between TSO’s concerning the investments in infrastructures in both sides would be necessary, in order to synchronize their plans. Regulatory coordination is also crucial for investment in the European gas infrastructure, because all major investments that are necessary have a regional implication: pipelines crossing many countries with different regulatory regimes. 

And with regard to the second measure, congestion management procedures need also to be implemented and coordinated so that trade and competition are not distorted.

For this purpose, the Group has considered necessary to assess the existing interconnection level between countries: capacities, experience of use, possibility of backhauls, new projects: capacities, starting dates, etc, and the congestion management procedures applied to these infrastructures. 

In any case, it has to be taken into account that the increase of the interconnection capacity has to be accompanied by the reinforcement of the transmission networks in both sides of the borders, in order to allow the transmission and distribution of the gas to the final customers, avoiding physical congestion. 
The work undertaken in order to address this priority should provide, among other things, a specification of the capacity needed, the capacity required by the market in the near future to develop the regional gas market. 

The specification should identify the concrete projects needed, including a description of the new associated infrastructures to be built and / or the extension of existing infrastructures associated. The interconnection capacities should be upgraded progressively, starting with the most efficient investments, based on a cost-benefit analysis, and having taken into account market needs. Input from shippers can provide with valuable information on this subject. 

Spanish and French transmission system operators have informed that they had already started bilateral contacts, on their own initiative, with the aim to address this issue. They could be in conditions to present some results in six months. In any case, it could be advisable to extend this laudable initiative to any concerned transmission, storage and or LNG operator. 

II. Interoperability and regulatory arrangements

II.1 Capacity allocation mechanisms

II.2 Balancing rules (Operational Balancing Agreements)

II.3 TSO’s coordination

II.4 Tariffs

II.5 Gas quality (to be dealt by DGTREN)

It is important that the interoperability issues and the regulatory arrangements do not create a barrier for trade and competition. The S-GRI will look at the appropriate frameworks to ensure that capacity allocation mechanisms, balancing rules and/or other operational agreements, tariff structure and gas quality specifications do not impede the creation of a regional market. 

Capacity allocation rules, booking rules/procedures, capacity services, nomination and matching procedures should be harmonized or at least made compatible at each cross-border point so that trade and competition are not distorted. With the same aim balancing arrangements and tariffs must be compatible at both sides of the border. It would be necessary to develop IT systems that would allow to deal with these processes in an automatically way on a daily basis, in order to make possible the development of a well functioning market.

In this sense, appropriated inter-TSO’s coordination would be necessary, agreeing between themselves on technical and operational conditions that would enable the easy flow and interchange of natural gas. Operational Balancing Agreement has already been identified as one of the quick wins of the initiative regarding the French-Spanish border, as the implicate TSO’s are finishing the drafting of the procedure. 

Some work has already been developed at European level that could be used as valuables inputs, for instance, the common business practices for the exchange of information between parties in the European gas market or for the harmonization of nomination and matching process developed by EASEE-GAS. 

Taking into account that one of the country members of this South Gas Regional Initiative, France, is also participating in the North GRI, this has been regarded as an opportunity to properly coordinate interoperability issues among regions, in order to move forward in the creation of a European Internal Market, avoiding interoperability obstacles between regions in the future. 

In any case, transparent operational procedures should be in place, when the new interconnections will come on stream. 

The RCC will consult the IG on its opinion about the most important issues to tackle regarding interoperability

III. Transparency

The main objective would be to identify what information is needed by the market players to operate efficiently and effectively, how this information should be provided by TSOs (and by other stakeholders where appropriate) on a fair and non-discriminatory basis and what regulatory arrangements are necessary to ensure proper monitoring and enforcement. It is important to assess whether both information provision and management and actualization of this information is adequate to support the functioning of an effective gas market.  

The European Regulation on conditions for access to the natural gas transmission networks contains appropriate transparency requirements, to be accomplished by all the transmission operators, and its implementation has to be monitored by regulators. It applies to the transmission infrastructures but not to LNG terminals nor to the storages facilities. Nevertheless, in the case of storage the Guidelines of Good Practice for Storage System Operators should be taken into account as a reference, as they have been agreed among all the European storage operators. In any case, the existence of a similar degree of transparency for any infrastructure, transmission, LNG and storage facilities is considered crucial. 

From the users point of view, being able to have access to the information needed, when operating in markets with more than one TSO’s means not only having the information available, but being able to reach it easily and to understand it in all the networks. To facilitate this task, especially regarding borders, it could be analysed the possibility to establish a sole contractual map of services and products offered by all TSO’s within the Region in a homogeneous way. 

The views of all the stakeholders will be a crucial input to assess this point.

IV. Implementation of Directive. Market opening

It will be necessary to monitor the practical implementation of the Directives provisions and the enforcement of the Regulation on conditions for access to the gas transmission networks, 1775/2005, after 1st July 2006, not only in a formal way but with the spirit of the European liberalization context. It should be assessed if there is any article that hasn’t still been transposed into national regulation or accomplished, if that could be identified as a barrier to the emergence of a regional market. Regulators and other agents will assess whether any modifications of legislation and system operation rules and procedures are needed to meet the requirements of the Directives or the Regulation.

Concerning the market opening schedule, it is necessary to take into account the potential impact, on the creation of this regional market, of the different market opening dates. 

In principle, different opening degree of the French and Spanish market wouldn’t represent an obstacle for the creation of an internal market. Nevertheless, this priority will be carefully assessed in the future  regarding the Portuguese and Spanish market integration.

V. Hubs development and operation

According to the ERGEG views, liquid gas hubs will be at the centre of a competitive European gas market.  It is clear that a lack of hub development could be currently deterring the development of more competition in the Region. In fact the Gas Regional Initiatives are designed to focus on the practical issues that are constraining the development of hubs and regional markets. 

The GRI are not about identifying regulatory solutions to impose on the market – gas hubs should be developed in response to demand and should be based in market solutions. It is important, however, that there are no barriers to the development of gas hubs and if they exist they should be identified and removed. This is the underlying objective of the GRI: facilitating the development of gas hubs rather than identifying where new hubs should exist. Hubs should be the natural result from the market operation, once the previous conditions to the emergence of a real market would be put in place.

It was pointed out in the meetings that the current degree of OTC markets in Spain and France, could lead, once created the conditions for gaining liquidity in the Region, to the automatic development of a gas hub.
2.2. Action plan

After the acquisition of more detailed information and the discussion with all the relevant agents participating in the South Gas Regional Initiative, obstacles to the creation of a regional market have been identified and a list of priorities has been established. Taking this into account, the aim of this section is to set the action plan, defining the steps to be followed in the next years to overcome possible current difficulties and to gain a liquid and competitive gas market in the region.

For achieving this purpose, a highly degree of involvement and commitment from all parts (Regulators, TSOs, stakeholders, etc.) is completely necessary and will be the key for having success in developing this Regional initiative. 

I. Interconnection capacity

TSO’s of countries involved in this Regional Initiative should coordinate in order to establish the map of capacity for the next years. They will undertake actions 1 and 2, assisted, where necessary, by SG members. The results of their work will provide RCC with valuable information in order to decide on further measures (action 3) to make possible the development of new infrastructure and to maximize the use of the capacity. 

ACTIONS: 

1. Analysis by the TSO’s of the current status of the interconnection infrastructures (France-Spain): 

a. Infrastructures description including approved investment plans.

b. Capacities in both directions.

c. Contracted and available capacities for the next twenty years period.

d. Congestions and utilization rates.

2. Analysis by the TSO’s of the future interconnection infrastructures needed(France-Spain)  For this purpose, TSO’s should take into account the shippers view, through the Stakeholders Group.

A questionnaire is going to be sent to shippers to assess the need of interconnection between the two countries

a. Infrastructures description.

b. Capacities in both directions.

c. Chronogram of the projects.

d. Justification of the needs for new and / or extension of the existing infrastructures. Cost-benefit analysis. 

e. Capacity allocation mechanisms suggested for the allocation of the new capacities.

3. Analysis by the RCC Group of the results from points 1 and 2 and decision on  the way forward. 

a. Further infrastructure developments and investments. Based on the results derived from the analysis undertaken by IG members on existing and needed infrastructures, the RCC will decide on the best way and make possible the development of new interconnection capacities in both sides, in a coordinated way between countries taking into account the functions and powers of each regulator.

b. Congestion management procedures. Taking into consideration also the results derived from the previous actions, the RCC will analyse currently congestion management procedures in the different area of the Region. Based on the experience gained the RCC could decide to make recommendations on best practices to avoid contractual congestions or in ways of harmonization of existing congestion management procedures. 

Note: Further actions in this section subject to the incorporation of Portugal to the S-GRI

AGENDA:

Action 1. To be delivered by November 2006.




A meeting of the IG group will be held on the 11th December 2006 to present and discuss the results 
Action 2. To be delivered by end April 2007.
The shippers will be consulted along January and a meeting with the SG group will be held in January 2007 to present and discuss the needs and opportunities

Action 3. RCC decides on the way forward 
II. Interoperability

The RCC members will develop an initial analysis of the possible interoperability problems, by the means of the study of practical cases of transit among the three countries France – Spain, Portugal – Spain, with the support of SG and IG. This should reveal the main interoperability problems that may hamper the efficient trade between countries. From the information gathered from the previous action, IG members should elaborate an action plan to solve the concrete interoperability obstacles identified. 

ACTIONS:

4. Study to be realised by SG members with strong support from RCC members on practical cases of transit, with the aim to identify possible interoperability problems:

4.1 France – Spain (in both directions)

4.2 Portugal – Spain (in both directions)

5 IG members will elaborate a study and an action plan to solve interoperability problems, taking into account the result of the previous action. At least, their study should cover the following aspects:

5.1 Operational Balancing Agreements

5.2 Capacity allocation mechanisms 

5.3 Nominations, renominations, and other operational procedures 

5.4  Exchange of information 

5.5 Tariffs at interconnection points 

5.6 Gas quality (depending on the result of the current analysis by DGTREN. The outcome of this process is expected to provide a definite solution on this matter)

AGENDA:

Action 4. 

4.1. In the January SG meeting, volunteers will be asked to develop the study which will be  delivered by end March 2007. Publication of the document on ERGEG website for comments
 Comments from stakeholders in  May 2007
4.2. To be decided

Action 5. 
Action plan to solve interoperability problems agreed with regulators by June 2007
III. Transparency

Taking advantage of the work undertaken by ERGEG Transparency TF and shippers point of view, regulators will identify main transparency requirements in transport, LNG and storages.

ACTIONS: 

6 Study by RCC (with the support or IG and SG members) of the existing level of transparency and future or further capacity needs by the market:

6.1 Input from the ERGEG Transparency TF on transport

6.2 Analysis of transparency needs in transport, LNG and storages

7 Publication of information by TSO’s, LNG operators and storage operators. 

7.1 Agreement on transparency needs

7.2 Publication of the information with the appropriated level of detail and in due time

AGENDA:

Action 6. State of play delivered by regulators in February 2007
Consultation of shippers on market needs in March 2007
Action 7. Regulators should agree an action plan with Infrastructure operators by April 2007. 
A meeting of the SG group will be held at end June-July  2007 to present and discuss the results of all the actions overtaken until that date.

IV. Implementation of Directive. Market opening

Regulators should monitor the practical implementation of the Directives provisions and the enforcement of the Regulation on conditions for access to the gas transmission networks, not only in a formal way but bearing in mind the implications that different levels of implementation or dissimilar interpretations of certain provisions could have in the accessibility of the markets. 

ACTIONS: 

8 Regulators and  IG and SG members will assess whether any modifications of legislation and system operation rules and procedures are needed to meet the requirements of the Directives or the Regulation.

8.1 Status of implementation of the Directives and Regulation

8.2 Transposition into national legislation (if needed) and elimination of possible regulatory incompatibilities

8.3 Assessment of different market opening degrees on the creation of a Regional Market. 

AGENDA:

Action 8. The review should be made by December 2007.
If necessary, measures to be taken along 2008

A meeting of the IG group will be held on the 12th December 2007 to present and discuss the results of all the actions.

V. Hubs development and operation

Gas hubs should be developed in response to demand and should be based in market solutions, but it is important to ensure that there are no barriers to the development of gas hubs. 

As it was pointed out in the meetings the current degree of OTC markets in Spain and France, could lead, once created the conditions for gaining liquidity in the Region, to the automatic development of a gas hub. The initial work to be done by the GRI is to monitor if the actions done to gain liquidity and increase competition in the region tend to lead to the natural development of a gas hub. If in the medium term, these measures fail, further steps could be needed.
ACTIONS: 

9 Identification of possible barriers to the development of gas hubs.

9.1 Monitoring the development and evolution of spot gas markets.

9.2 Facilitate the development of gas hubs. Cooperation with other agents. Input from existing hubs in Europe would be valuable.  

AGENDA:

Action 9. Monitoring along 2007 and 2008



If necessary, measures to be taken along 2008
Milestones

	Action
	Responsible
	Tentative deadline

	1. Interconnection capacity

	Action 1. Analysis of the current status of the interconnection infrastructures. (France-Spain)
	TSO’s
	November 2006

IG meeting 11th December 2006

	Action 2. Analysis of the future interconnection infrastructures need.(France-Spain)
	TSO’s, with the support of SG. 
	April 2007

Shippers questionnaire along January

SG meeting 31th January 2007

	Action 3. Decision on further actions to make possible new infrastructure projects develop in practice and on further actions to manage possible congestions, taking into account the functions and powers of each regulator


	RCC in close coordination with IG
	To be determined

	2. Interoperability

	Action 4. Study of practical cases of transit, with the aim to identify possible interoperability problems.

4.1. France-Spain

4.2  Portugal-Spain
	SG members with support from RCC
	4.1. March 2007

 SG meeting 31th January 2007 

May 2007 comments from SG

4.2. To be determined

	Action 5. Study and action plan to solve interoperability problems, taking into account the result of the previous action
	IG
	June 2007 (agreement on action plan France- Spain)

 

	3. Transparency

	Action 6. Study of the existing level of transparency and future or further capacity needs by the market
	RCC (with the support or IG and SG members)
	February 2007

Consultation with shippers along March 2007

	Action 7. Action plan for the publication of information by TSO’s, LNG operators and storage operators
	IG
	April 2007 (action plan)

SG meeting: June- July 2007 



	4. Implementation of the Directive. Market opening

	Action 8. Analysis of possible barriers derived from the lack of implementation of the Directives and the Regulation on transmission.
	RCC
	December 2007: Review

Measures to be taken along 2008

IG meeting: 12th December 2007

	5. Development of hubs

	Action 9. Facilitating the development of gas hubs. 
	RCC
	Monitoring along 2007 and 2008

Measures to be taken along 2008
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