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Fundamental questions for gas liberalisation ‘ 2“;2'5;?“2{5;?,?

In energy and other markets, the question of liberalisation has been high on the
agenda over recent decades.

Different sectors and regions have experienced varying degrees of success
and a number of models have emerged.

However, there are a few fundamental questions that apply to all
liberalisation programmes:

® How to identify and separate natural monopoly activities from those open to
competition?

® How to regulate natural monopoly activities?

® How to allow competition to develop in areas open to competition where a
dominant incumbent (s present?



Identification and separation of natural monopoly activities ofgem 2’*;3'5{3“2{::?,“3

> In energy, ownership and operation of the networks is widely recognized as a
natural monopoly.
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} Natural monopoly means competition is likely to be absent or at least inefficient and
regulation is required.
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> Where vertically integrated incumbents are present, separation of network activities
from other activities (e.g. production, supply) is essential.

} [In Europe, there are a range of models including full ownership unbundling and ]

independent transmission operation.




Regulation of monopoly activities ‘

Monopoly activities require economic regulation to protect customers/consumers
from the adverse effects of companies having significant market power.

Key principlesinclude:

® Third Party Access (TPA) to the networks based on transparent, non-
discriminatory capacity allocation mechanisms and charging methodologies.

® Obligations to develop networks in an efficient and economic manner.

® Incentive based regime (e.qg. price control) with rewards for outperformance
and penalties for failure to meet required standards.

® Appropriate allocation of risk between companies and customers/consumers.

There may be scope to introduce competition/contestability to some aspects of energy
networks.



Development of competition (1/2)

In areas of the industry that are open to competition, steps must be taken to
promote the development of competition, especially where dominant

incumbents are present.

TPA to the network is a necessary condition for competition to develop. TPA
should also be considered for storage, LNG and cross-border pipelines.

} [ Clears roles and responsibilities for different players are essential. ]




Development of competition (2/2) z:;';sfnzi:;z:m“

Incremental measures may be necessary to break the control of incumbents:
® Capacity and commodity release programmes.

® Development of balancing and trading markets and liquidity.

® Gradual introduction of competition, e.g. industrial consumers before domestic

consumers; incremental removal of price regulation while managing consumer
protection.
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Roles and responsibilities - UK example ofgem

Wordwide imports of

Imports from Europe

Production from the UK

Liquid Natural Gas (LNG)

through interconnectors

Continental Shelf (UKCS)

v v

Transportation on high pressure National Transmission
System (NTS) by National Grid Gas (NGG)

Shippers
* arrange for
delivery of
Transportation of gas on medium gas on the

pressure distribution networks S

system and
from
distribution
companies to
suppliers

Gas Storage
(not possible in electricity)

Transport of gas via Independent
Gas Networks (IGTs)

Metering Transport of gas to consumers by suppliers

Key: -= Competitive = Monopoly
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Phases of market opening ofgem

Non-competitive Deregulated/Developing market Competitive
market market
. Pipeline -to- - Wholesale Full retail

' pipeline market competition
competition competition
- nMonopoly rights - Possibility for - Third-party access - Third-party access
on gas competitors to - Unbundling of - Full unbundling
transmission and build transport and - Competition in
distribution transmission marketing functions gas supply to all
- Supply pipelines - Competition in gas end users
obligation - Direct sales to supply to large end - Mo price controls
- Regulation of gas large end users users and local on gas sales
prices E'f'*d |_°CE|| distributors . Regulation of
distributors - Mo price controls on access including
- Regulation of gas sales use-of-system
[bu!'u:lled! gas - Regulation of charge
selling prices access including
use-of-system
charge

Increasing competition



UK example ofgem ¥4

Evolution of the natural gas market in Great Britain (1986-2000)

Competition 2000 =
deregulation

1999 @& New trading
market

1996-98 » Domestic competition roll out
1997 @ British Gas demerger - storage and E&P
1996 * Network Code - single contract

1995 & Transportation (TransCo) separated

British Gas | 1220 _« Industrial/commercial competition

privatisation
1986 » >

Monopoly Time Ofgem




Important lessons learnt and principles (1/2) ofgem

} Development of an independent transmission system and introduction of competition
was an incremental process.

4 )
} Change was driven by policy intervention and primary legislation.

Government policy is key. A clear legal framework and regulatory certainty are critical
for the development of competition and market-driven investment.
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Important lessons learnt and principles (2/2) ofgem

} (Independent regulation is critical for regulation of monopolies and market rules. R
* Roles and responsibilities for the requlator/government and other agencies must be
clearly set out
N Industry engagement is key with consultation and appeals processes. Y

} Transparency and non-discrimination are fundamental principles.

» Network codes should set out a level playing field for all market participants.
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USA

1985 Order 436

manufacturers, encouraging the provision
of pipeline services to third parties

Allowing users to sign contacts directly with

1978

Natural gas policy
encouraging pipelines
to provide access to
their transport services

1992 Order 636
Completely removed
the “bundling” of
natural gas sales with

2000 Order 637
Further removal of
“bundling” between
natural gas sales and
pipeline transport

C

pipeline transport

(
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The first Gas Directive required non-discriminatory
access to 20% of the market in transport services,
introducing the concept of “unbundling” without
being obligatory

2003

The second Gas Directive
made it obligatory to
“unbundle”, and launched

the proposal that households
should be free to choose their
natural gas supplier

2009

The third Gas Directive was
responsible for pipeline
transport services becoming
independent, giving customers
the freedom o choose or
change supplier




