The share of natural gas in the national energy balance
varies considerably from country to country in the EEC.
The organization of production, imporls, fransport and
distribution also differs greatly. Some countries have a state
monopoly, while others allow a certain degree of competition
among private or semi-private companies. Despite such
differences, cooperation among EEC gasenterprises already
exists. The Single European Act could upset the existing
equilibrivm if it were tolead to the adoption of the “common
carrier” principle. While one can envision free transit of
natural gas within the EEC and an abolition of the import
wionopoly where that exists, third party transport is likely
fo upset the economics of the present system, which is based
on two principles: long-term contracts and the general
acceptance of the net-back principle,

La part du gaz naturel dans le bilan énérgetique est trés
différente d’un pays & Uautre au sein de la CEE.
L’organization de la production, del'importation, du trans-
portet deladistribution de ce gaz est également trés variable
suivant les pays: dans certains cas ce sont des monopoles
publics, dans d'auires des entreprises privées ou semi-
publiques en situation de velative concurrence. Mais la
coopération entre entreprises gazidres est déjd une véalité,
malgré ces disparités. L'entrée en vigueur del’ Acte Unigue
en 1993 risque de remettre en cause V'éguilibre actuel si le
principe du “common carrier” est adopté. On peut con-
cevoir une abolition du monopole d'importation lorsque
celui-ciexiste et un “libre transit” du gaz au sein de la CEE,
wiais Vadoption du "transport pour le compte de tiers”
visquerait de compromettre I'économie du systéme actuel,
lequel répose sur deux principes: la signature de contrats 4
long terme, d'une part, la généralisation de la logique du
net-back, d'autre pari.

Jacques Percebois is Professor of Economics at the
University of Montpellier and a Research Associate
at [EPE. )
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Natural Gas and the
Opening of the Single
European Market

JACQUES PERCEBOIS

How will the Single European Act affect nat-
ural gas markets when it comes into force
on January 1, 19932 At present the European gas
sector is very different from ifts North American
or Far Eastern counterparts. The North Ameri-
can market is highly competitive and a
substantial amount of gas (more than 40%) is
traded through the spot market. Furthermore,
gas consumption in North America amounted to
545 billion cubic metres in 1987, compared with
261 billion m? for the whole of Western Europe
(including Norway and Austria) and 115 billion
m® in the Far East (not including China).! The
Asianmarket, on the other hand, ischaracterized
by the presence of a small number of buyers and
a diversity of actual or potential suppliers.Itisa
highly “regulated” market in which Japan has a
quasi-monopsony. The European market is
more of an oligopoly -— in inter-country trade a
small number of large-scale buyers trade with a
small number of suppliers. Within each Euro-
pean country, however, the situation is different;
unlike the North American market, the public

1/ Unless otherwise noted, statistical data in this article are
drawn from Cédigaz (1489) and Enerdata. The reader who
wishes to find more detail in relation to other descriptive
material is directed to the following useful sources: Giraud
and Boy de la Tour (1987), Golombek et af (1987), Lesourd
et al (1987), Mabro {19856} and Percebois (1986).
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authorities are often directly involved in one
area or another of the gas industry. This state
presence in markets that are soon to be made
more open and the de facio pipeline transport
monopoly are problematic.

Itisimportant at the outset to review the place
of natural gas in the European energy system
and to highlight the extent to which the industry
in each European country is monopolistic, before
going on to attempt an analysis of the likely
consequences of the Single Market on the struc-
ture of gas trade. Our conclusion will be that, in
the present state of affairs, the introduction of a
“common carrier system” for natural gas is
bound to run into a great many obstacles.

1. The Role of Gas in Europe

The rate of penetration of natural gas in the
primary energy balance of the European Com-
munity is lower (at 19%) than in the United States
(25%). Moreover, it varies substantially from one
country to another: although high in the Nether-
lands, in the UK and even in Italy, it is lower in
France, and almost non-existent in Spain (see
Table 1), The importance of natural gas at the
primary level is usually related to a country’s
domestic gas resources. Belgium alone is an ex-
ception to this rule, although this can be ex-
plained by the fact that the Dutch deposits are
nearby.

As is evident from Table 1, gas consumed in
Europe is in largest part used in the residential
and tertiary sector (48% of total gas sales). Indus-
try comes next {with 35% of sales) and a small
share (7%) goes to electricity production, except
in the Netherlands, The rest (10%) is used for
non-energy purposes in the chemicals industry.
An instruction from the EEC Council of Minis-
ters in 1975 limits the use of gas in electric power
plants, with special dispensations for technical,
economic or environmental reasons.

Taken as a whole, the EEC imports 34.6% of
the gas it consumes. If we exclude Libya de facto,?
the Soviet Union provides 38.4% of its imports,
Norway 32.3% and Algeria 29.3% (quantities are
shown in Table 2). If we assurne that Norway is
a “politically” safe supplier, since it belongs to

the Western bloc, then the rate of gas depen-
dency of the twelve EEC countries is relatively
low (23.4% of their requirements). This situation
should not change much between now and the
year 2000, since the fall in imports fromthe Neth-
erlands should be offset by a rise in Norwegian
sales, and this has been confirmed by the latest
production and export forecasts elaborated by
the Dutch authorities.

The role of intra-community trade in the Eu-
ropean natural gas market as a whole is not
insignificant (30.4% of trade, which represents
14.7% of the Community’s total gas consump-
tion) (see Table 2).

The West European natural gas market brings
together a small number of companies which,
with the exception of those in Federal Germany
and the United Kingdom, are partly or predom-
inantly under public control. On the demand
side, five companies play an active role as im-
porters: Ruhrgas, Gaz de France, British Gas,
SNAM (in Italy) and Distri gaz (in Belgium). On
the export side, four companies share the market
between them: Gasunie (Netherlands), Statoil
(Norway), Soyuzgazexport (Soviet Union) and
Sonatrach (Algeria). On both sides of the market
there is a leader: Ruhrgas for the buyers and
Gasunie for the sellers. The buyers sometimes
deal separately with potential suppliers (this is
the case for contracts with Algeria, although the
idea that the Europeans could form a common
purchasing agency is now beginning to make
some headway), and sometimes they present a
comumon front (this has occurred in negotiations
with the Soviet Union and especially in the case
of a consortium formed for the purchase of Nor-
wegian gas from Troll-Sleipner). The fact that
certain operators are state-controlled explains
why pressure from the public authorities has
always played a determining role in price nego-
tiations, on both the supply and the demand
side. Political considerations (in terms of obtain-
ing financial or industrial “compensation”) are
never totally absent from these discussions, al-
though over the last two or three years closer

2/ Which supplied Spain with a very small amount of
LNG (0.8 billion r®) in 1987 (Cédigaz, 1989).
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Table 1: Penetration Rates! for Natural Gas in Europe (EEC) in 1987 (%)

Federal Germany
Belglum /Luxemburg
France

Italy

Netherlands

United Kingdom

EEC

Residential Industrial Hlectric Consumption Share of domestic

& tertiary sector power of primary natural gas production

sector generaton energy in total natural gas
consumption

22 24 6 17 27

32 17 5 16 0

25 22 1 12 13

33 26 12 2 46

75 44 60 46 95

48 31 1 24 78

30 22 7 19 65

Sources: Cédigaz (Institut Frangais du Pétrole, Paris); Enerdata data bank (IEPE, Grenoble); Eurostat,

Notes;

1/ The penetration rate represents the share of natural gas in the total energy consumption of the sector.

Table 2: Trade in Natural Gas in the EEC in 1987 (billions of cubic metres)

Consumption Domestic Trade Imports from areas outside the FEC  Imports from
of natural natural pas - exports areas outside the
gas production3 +imports  Total Algeria Norway Soviet EEC as% of total
- Union gas consumption

Federal Germany 61.3 17.7 43.6 240 01 7.2 16.6 391

Belgium/

Luxemburg 9.9 - 9.9 46 29 1.8 - 46.7

Spain 32 07 2.5 25 17 - - 776

France 30.7 38 26,9 227 94 5.0 84 741

lialy 39.6 16.3 23.3 188 104 - 84 47.4

Netherlands 42.2 75.3 331 18 - 18 - 43

United Kingdom 5.9 47.6 12.3 123 - 12.3 - 20,5

EEC! 250.1 166.5 866 244 281 334 LN

Western Europe®  261.0 196.5

World 18915 1891.5

Source: Cédigaz (IFP, Paris).

MNaotes:

1/ Including Denmark, Ireland and Greece.
2/ EEC + Austria, Finland, Switzerland, Sweden, Turkey and Norway.

3/ Marketed output.

4/ Including 0.80 from Libya.

economic calcalations (more precisely, those in-
volving “net-backs”} definitely seem to have

taken over.?

State Involvement in the European

2,
Gas Industry

Roughly speaking, we can say that in the 12 EEC
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countries there are three categories of state inter-
vention in the production, importation, trans-
portand distribution of natural gas: countries in

3/ Consider the recent negotiations between France and
Algeria. Aid from the French stale is no longer conveyed

thraugh payment of a higher purchasing price for Algerian
gas.



which control by the state is almost total (France

and Italy); countries in which theindustry isonly

partly under state control (the Netherlands and
still to a certain extent in the UK); and countries
where there is no state control (Federal Ger-
many). When the state plays a significant role its
monopoly has been the object of public criticism,
in particular from certain oil companies. When
the state is absent, the regional and local author-
ities often exercise a real degree of control, at
least in regard to distribution.

2.1 Restrictive State Control

FRANCE

The Act passed by the French parliament on 8
April 1946 stipulated the nationalization of
transport, distribution, importation and expor-
tation of gas for fuel use. However, it also stipu-
lated that nationalization did not cover the
transport of natural gas produced in France. As
a result of this Act, Gaz de France (GDF) took
over 615 of the 724 synthesis gas plants which
existed at that time in France. The only plants
which did not fall under its control were those
few owned by Charbonnages de France {the na-
tional coal company) and by some local councils.
From the very outset GDF's transport monopoly
was breached by the oil companies. In 1947 the
Régie Autonome des Pétroles (RAP), a state-
owned company with legal status and financial
autonomy, and engaged in industrial and com-
mercial activities, opposed the transfer of the
Toulouse-Bordeaux gas pipeline to GDF. The
RAP had been set up in 1939 to exploit the natu-
ral gas discovered at Saint Marcet and it had built
a pipeline to supply the Toulouse region, The
Société Nationale des Pétroles d’Aquitaine
(SNPA), which had been created in 1941 by the
Vichy government in order to explore the
Aquitaine basin, also set out to show that the
Nationalization Act did not apply to natural gas.
Alier 1949 the SNPA was controlled by the Bu-
reau de Recherches Pétrolidres, a state-owned
company whose functions were to establish a
national oil research programme and to obtain
state shareholdings in various companies. With
51% of the capital the French state had a majority

holding in SNPA, whereas the rest was shared
outamong private interests and with Total CFP,
which itself was under partial state control.

It was in order to resolve this conflict that the
Armengaud Amendment was passed (on 2 Au-
gust 1949) confirming the exclusion of natural
gas from GDF's monopoly. Although the trans-
port of natural gas was no longer covered by the
Nationalization Act, it did not escape state con-
trol, since the amendment made it quite clear
that this activity should be carried out by a “pub-
lic enterprise or a national company in which the
majority shareholding belonged to the state or to
other public enterprises.” RAP and SNPA could
therefore carry on with their activities.

The discovery of the Lacq gas deposit by
SNPA on 18 December 1951 was to modify this
situation. Gaz de France took a 30% share of the
Société Nationale des Gaz du Sud-OQuest
(SNGS0), which was in charge of transporting
and distributing the gas from Meillon, Saint
Marcet and now Lacq in the Toulouse area.t
Moreover, under pressure from GDF, it was de-
cided that transport and marketing of the Lacq
gas outside the South-West region of France
would be handled by the Compagnie Francaise
du Méthane (CEFEM), set up in 1956 with equal
holdings by GDF and SNPA.

There were in fact two options open to the
public authorities concerning the development
of Lacq gas?®
(1) they could develop the deposit slowly, keep-
ing the gas for the industrialization of the South-
West of France (this was the position defended
by the local elected representatives, who be-
lieved that Lacq could become a growth centre
for the area as a whole); or
(2) they could develop the deposit rapidly, distrib-
uting the gas outside the Aquitaine basin, which in
practice meant towards Paris (this was the position
of the SNPA, GDF and the national authorities).

4/ The rest of the capital was owned by RAP (35%) and
SNPA (35%). At present, SNEA owns 70% of this capital.

5/ The production of this gas was particularly problematic
because of the high sulphur content. It should however be
noted that the subsequent export of this sulphur, via
Bayanne, proved to be a profitable operation for the SNPA.
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The latter solution was adopted, since, among
other factors, GDF wished to replace synthesis
gas with natural gas in Paris to avoid having to
modernize its old gas plants.

To reduce competition with French coal (in
particular from the Loire basin) it was decided to
maintain the well-head price of gas at a fairly
high level, thus providing substantial profits for
the SNPA. The gas was intended for industry
and the service sector, though it was also to be
used for electricity production. In order to en-
sure a rapid rise in sales, EDF (the national elec-
tricity company) undertook to purchase one-
third of available output and to withdraw
gradually as demand grew. After a few years,
output from Lacq was too low to meet a rapidly
increasing demand and it became necessary to
look for new sources of supply. The discovery of
the Groningen deposit in the Netherlands in
1959 gave GDT the opportunity to sign anumber
of substantial import contracts. By 1967 Dutch
gas had entered France, to be followed by Alge-
rian gas in the form of LNG in 1973, Soviet gas
in 1976 and Norwegian gas in 1977, France in
1987 was the only country in the European Com-
munity to be supplied by the Netherlands, Alge-
ria, the Soviet Union and Norway together (leav-
ing aside the peak-shaving contract signed by
Federal Germany and Algeria, which involved
only a very small quantity (see Table 2)). In 1971
Total CFP obtained a 10% share of the Com-
pagnie Francaise du Méthane (CEFEM) and the
field of action of the latter was extended {in
practice part of the GDF network is leased to the
CEFEM).

The creation of the Société Nationale Eif
Aquitaine (SNEA) in 1976 (the result of a merger
between the Entreprise de Recherches et
d’ Activités Pétrolieres (ERAP)® and SNPA) now
means that this company exploits some 97% of
the natural gas produced in France (the rest
being associated gas produced by Esso at Paren-
tis) and transports a considerable amount of the
£as which is consumed. It does so by means of
its direct sales in the Lacq area and its sales
through SNG50 or CEFEM in the South-West
and Central regions of France. EIf Aquitaine, in
which the state has a 56% shareholding (down
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from 67% before partial privatization in 1986),
holdssome 70% of the capital of SNGSO and 40%
of CEFEM. GDF has a monopoly in public distri-
bution, except in areas where this is under local
council control (22 municipal distribution com-
panies exist at the present time). This monopoly
also applies to those regions where the gas is
transported by SNGSO,

Although the conflict between oil and gas
companies concerning transport has dimin-
ished, it may well reappear as production from
the Lacq deposit runs out. (Lacq produced some
3 billion m? in 1987, compared with 4 billion in
1960 and nearly 8 billion in 1967.) This time it is
the import monopoly which is the source of
troubile. In 1987, SNEA would have preferred to
import Norwegian gas directly in order to sup-
ply its South-West network, butitran up against
opposition from GDF and, therefore, from the
public authorities.

ITALY

ENI (Ente Nazionale Idrocarburi), whichis 100%
state-owned, controls the exploration for and the
production of gas in the Po valley through its
subsidiary AGIP. Through its subsidiary SNAM
{Societa Nazionale Metanodotti), it confrols the
transport and distribution of gas in Italy, SNAM
directly supplies the major consumers and the
local distribution companies (1300 private com-
panies and another forty or so under municipal
control, these latter being grouped together in
the CISPEL (Confederazione Italiana dei Servizi
Publici degli Enti Locali)). SNAM also has a mo-
nopoly over the importation of natural gas in
Italy. From this point of view, the Italian situa-
tion is much simpler than that of the French, The
state is omnipresent and roles are clearly de-
fined.

2.2 Partial State Control

THENETHERLANDS

Production is carried out jointly by a private
company, NAM (Nederlandse Aardolie

6/ ERAP was itself the product of the merging of RAP and
BRP.



Maatschappij) in which Shell and Esso have
equal shares, and the national mining company
DSM (Dulch State Mines, formerly the Limburg
State Mines). The Dutch government modified
the terms of the concession granted to NAM in
1947 after the latter had discovered the deposit
in Groningen in 1959. According to the initial
terms of the concession contract, NAM was
obliged to sell the gas it discovered to the Dutch
National Gas Board, which held the monopoly
for the sale of gas in the Netherlands. The gov-
ernment preferred to give more freedom of ac-
tion to NAM, while preserving the right of
inspection through the Staatsmijnen (DSM). In
reality, DSM controlled 40% of the capital of this
joint company, whereas Shell and Esso both held
30%.

Gas transport and distribution have been as-
signed to another company, set up in 1963,
Nederlandse Gasunie, which has taken over the
transport system belonging to the now defunct
Gas Board. The ownership structure of Gasunie
is as follows: DSM holds 40% of the shares, Shell
25%, Esso 25% and the Dutch state 10%. Thus in
reality, with 50% of the shares, the public holds
amajority of the company. Gasunie sells directly
to major consumers {electric power plants and
industrial buyers) as well as to some 130 provin-
cial and municipal distribution companies. The
local distribution companies are themselves
grouped into an association called VEGIN (Ver-
eniging Van Exploitanten Van Gasbrijven).

For domestic marketing NAM therefore nego-
tiates directly with Gasunie. For foreign sales,
NAM has set up two subsidiaries: NAM-GAS-
Export which negotiates the contracts; and Inter-
national Gas Transport Maatschapij, which
builds and operates the pipelines that take the
gas to the rest of Europe.

The Dultch government gives considerable
freedom of action to the NAM as well as to
Gasunie, but the fact that it has a majority
shareholding in thelatter and sufficient shares to
block any adverse decision in the former enables
it to intervene if necessary, Present legislation
requires NAM-GAS-Export to return its profits
to the state.

UNITED KINGDOM

The Gas Act of 1948 created a two-tier system in
the United Kingdom: Area Boards were in
charge of gas production and distribution at a
local level and a Gas Council coordinated activ-
ities at a national level, Legislation in 1965 ex-
tended the jurisdiction of the Gas Council, which
could henceforth buy gas throughout the UK
and import gas freely in order to supply the Area
Boards.

A 1972 Act created the British Gas Corpora-
tion, which was given a monopoly over the pro-
duction, importation, transport and distribution
of gas throughout the country. An Act passed in
1976 stipulated that all the gas produced by the
oil companies in the British sector of the North
Sea should be offered for sale to the BGC at a
“reasonable price.”

In 1982 another Act put cerlain limits on the
BGC monopoly: major customers can be sup-
plied directly without going through the Corpo-
ration and private suppliers can have access to
the BGC transport system “within the limits of
the availability of the latter.” This constitutes a
recognition of the common carrier principle.
However, in practice, this opportunity does not
seem to have been used to any large extent.

The privatization of the BGC in 1986 has not
called into question the de facto quasi-monopoly
that the ex-public corporation holds over gas
sales and purchases in the United Kingdom; nei-
ther has it affected the application of the com-
mon carrier principle. The direct consequence of
privatization is likely to be the relative disper-
sion of share-ownership, since the state, throu gh
the “golden share” system, prevents any share-
holder from owning more than 15% of total cap-
ital. Although the British government no longer
has a majority share in the Corporation, it has
nonetheless kept enough shares to block any
decision, thus enabling it to uphold the national
interest whenever this may prove necessary. It
should be noted that the British market isspecial
in that it is not interconnected with the rest of
Europe.
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BELGIUM

Belgium does not produce any natural gas. The
state holds 50% of the capital of the Distrigaz

company, which has a monopoly over the trans--

port and distribution of imported gas. (Theoret-
ically the Belgian government holds only 15% of
the company’s shares, but its shareholding is
higher because of the 20% held by the National
Investment Corporation and the 15% held by the
National Transport Corporation.) The rest of the
capital is held by Shell (17%) and others in the
private sector (33%). The state therefore plays a
substantial but not a determining role. A large
share of local gas distribution (50%) is carried out
directly by local authorities.

2.3 The Absence of State Control: the Case of
Federal Germany

While the very liberal German system is highly
complex, the state is almost completely absent
from the production and transport of natural
gas. Local authorities are, however, involved at
the distribution level.

The domestic production of natural gas satis-
fied about 28% of home demand in 1987. It is
supplied by four big companies, which are in
turn controlled by three oil multinationals (Shell,
Esso and Mobil). There are 12 companies in-
volved in gas production, but the following four
produce more than 90% of domestic output:

e Gewerkschaft Brigitta — owned equally by
Shell and Esso and accounting for 44% of
domestic gas production;

* Gewerkschaft Elwerath - also owned in
equal sharesby Shell and Esso, itsupplies 13%
of domestic production;

* Mobil Oil AG — accounts for 24% of produc-
tion;

* Wintershall AG — accounts for 10% of pro-
duction.

The remaining domestic preduction (9.3%) is

shared out among eight much smaller-scale

companies (including Texaco AG). These com-
panies sell their production directly to industrial
customers or pipeline transport companies.

Transport companies buy the gas either from
local firms or from abroad. They play a key role
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because of the strategic position of Germany in
the interconnection of gas networks. All the gas
pipelines between East and West, and some of
those between North and South, go through Ger-
many because it is in the centre of Europe. These
pipeline operators are:

* private firms that have been developed by the
big coal or steel corporations (Ruhrgas,
Brigitta und Elwerath Betriebsfuhrung (BEB)
and Thyssengas);

* commonly-owned firms set up by gas pro-
ducers wanting to market their own outputs;
or,

* companies that have been set up by state-
owned distribution services, using regional
public or private funds, with a view to obtain-
ing supplies on reasonable terms (Bayerngas,
Salzgitter Ferngras).

Among these transport companies, Ruhrgas

holds a dominant position, not only because of

the size of its transport network and the volume
ofitssales (74% of total gas salesin 1987), butalso
because it plays the leading role in gas importa-
tion. Ruhrgas negotiates with foreign producers,
on behalf of all the German gas importers, in
order to obtain the best possible conditions of
supply. Some small transport companies do
nonetheless act as intermediaries between

Ruhrgas, which provides bulk transport, and

certain local public distribution services.

Eight companies are involved in gas import-
ing (which covers 72% of consumption), but the
relative importance of Ruhrgas, which alone ac-
counts for 58% of the imports, gives it a deter-
mining role at this level. Thirty-five percent of
the capital of the Ruhrgas company is controlled
by Bergeman KG (which itself is controlled by
the coalindustry, since Ruhrkohle AG holds52%
of its capital). The rest of the capital of Ruhrgas
is distributed as follows: 25% is held by
Gelsenberg AG (which is owned completely by
BP); 25% is held by Gewerkschaft Brigitta (in
which Shell and Esso each have a 50% sharehold-
ing); and 15% is held by the Schubert group
which is dominated by the Veba company.

7/ These companies are sometimes referred to jointly as
the “Brigitta und Elwerath Betriebsfuhrung (BEB).”



Alongside Ruhrgas there are other smaller com-
panies, which nevertheless have some impact:
Thyssengas (which accounts for 11% of imports);
Brigitta und Elwerath (12.2% of imporis); and
Deutsche Erdgas-Transport-Gesellschaft (3.1%

of imports). All three companies are controlled -

by Shell and Esso. Finally, a number of electricity
companies are involved in gas importing (Ver-
einigte Elektrizititswerke Westfalen (VEW), En-
ergie Vorversorgung Weser-EMS, Rheinisch-
Westfilisches Elektrizititswerke (RWE)).

Gas distribution is carried out by more than
500-local companies, either directly under mu-
nicipal control or as limited companies in which
the local authorities have a shareholding,.

Though it does not have a legal monopoly,
Ruhrgas plays a determining role in the trans-
port and importation of gas. As in France, there
has been some friction between transporters and
gas distributors or consumers: thus Ruhrgas un-
dermined direct negotiations between
Bayerngas (20% of which is owned by the state
of Bavaria and 40% by the city of Munich) and
the Algerian Sonatrach in 1988, even though
Bayerngas is by far the biggest customer of
Ruhrgas (buying 10% of its gas). Similarly,
Ruhrgas impeded direct negotiations between
Gelsenberg and Soyuzgazexport in 1984. The
Federal State generally plays a passive role in
regard to gas transportand distribution; the local
councils on the other hand are more important
in this respect than their French counterparts,
since they intervene not only in local gas distri-
bution but also in regional transport.

The above account indicates that the European
gasindustry, takenas a whole, is heterogencous,
though there are some similarities between
countries.

The companies which transport or distribute
domestic or imported gas are absent from pro-
duction. Gasunieis not the same sort of company
asNAM in the Netherlands, even though both of
these companies are partly controlled (40%) by
the national mining company DSM; SNAM dif-
fers from AGIP, even though both are entirely

controlled by ENI; Ruhrgasisnotinvolved in gas

production in Germany, but that does not pre-

vent Esso and Shell from holding shares in the
company as well as in the main production com-
panies, in particular in Brigitta und Elwerath

(BEB); Gaz de France is not involved in French

gas production, although the French state has a

sharein SNEA; the British Gas Corporationisnot

involved in British gas production in the North

Sea; and so on.

Oil companies play a determining part in gas
production, whether it be in Germany, France,
Italy, the Netherlands or the UK. They intervene
in the transport and even the distribution of gas
in Germany and the Netherlands, but only on a
very modest scale in Belgium and the Nether-
lands (with the exception of the SNGSO network
and the CEFEM network in France). It must also
be added that, in the French case, a state corpo-
ration is involved, whereas in the three other
countries it is the subsidiaries of multinational
companies {mainly Shell and Esso).® In certain
countries the relative weight of the coal compa-
nies is quite substantial: DSM in the Netherlands
and Ruhrkohle in Federal Germany.

With the exception of the UK and, to a large
extent, France (where a single company is in
charge of imports, transport and distribution)
the European countries have a two-tier structure:
¢ {ransportcompanies buy the gas frommndomes-

tic or foreign producers and then sell it to

industrial customers and state-owned distri-
bution companies;

* publicly-owned distribution companies are in
charge of selling the gas to final industrial,
commercial or domestic users.

Undoubtedly it is in gas transport that there is

the greatestlikelihood of real or potential conflict

between the various actors on the gas scene. In
regard to the selling of imported or domestic gas,
the transport companies have opposed attempts
by certain local distributors or consumers to con-
clude direct purchase agreements with the pro-
ducers (in France and Germany, in particular),
This has been the case even when the transport

8/ Of course, account should be taken of the presence of
Essoin the Parentis deposit in France.
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companies do not enjoy a legal monopoly (in
Germany). Several factors may help to explain
why these transport companies are reluctant to
see their customers bypassing them and negoti-
ating directly, but it may be that the application
of the Single European Act in 1993 will modify
this situation, all the more so since European
cooperation in this field is already a reality.

3. European Cooperation Already
Under Way

The European natural gas market is a “club”
made up of a few companies whose managers
know each other well as they have been in con-
tact for years, either on opposite sides of the
negotiating table (the Dutch against the others,
for example) or on the same side (the Europeans
against the Norwegians or the Soviets). Together
they have managed to ensure overall security of
supply by means of a network of largely inter-
connected transnational gas pipelines, and they
have succeeded in introducing the logic of the
“net-back” in long-term purchase contracts.

3.1 A Largely Interconnected Network®

The development of international gas transport
in Europe dates back to the exploitation of the
Groningen deposit in the Netherlands. Gasunie
extended its network to the borders with Bel-
gium and Germany; Distrigaz transported the
gas intended for French consumption as far as
Taisniéres on the French border and was remu-
nerated for doing so. An international transport
network was set up in order to supply Italy with
Dutch gas through Germany and Switzerland.
The German part of this pipeline is run by the
Trans-Europa Natural Gas Pipeline Company
(TENP), a subsidiary of Ruhrgas (51%) and
SNAM (49%), and the Swiss part by Transitgas,
which is a subsidiary of Swissgas (51%), SNAM
{46%) and Ruhrgas (3%). It takes Dutch gasas far
as Milan.

Soviet gas, on the other hand, is transported
into Western Germany by means of the East-
West Waidhaus-Gernsheim pipeline, which is
runby Ruhrgas;itisalso sold to Austriaand Italy
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by way of the Trans Austria Gasleitung (TAG),
which crosses Southern Austria from
Baumgarten to the Italian border town of Tar-
visio and links up with the Netherlands-Italy
pipeline in the Milan area. A new gas pipeline
network has been set up in order to bring Soviet
gas from Urengoy into Western Europe. This
consists of two parts: (1) the Baumgarten-Obe-
rkappel pipeline, which was built by the West
Austrian Gasleitung company (WAG), a joint
subsidiary of the Austrian company OMV (51%),
Gaz de France (44%) and Ruhrgas (5%), and is
run by OMV; and (2) the network built by the
MEGAL company (Mittel Europaische Gas-
leitungesellschaft), a subsidiary of Ruhrgas
(50%), Gas de France (43%), OMV (5%) and
Stiching Megal (2%), and operated by Ruhrgas.

The Transmed pipeline links the Algerian de-
posit of Hassi R"Mel with Italy through Tunisia
and Sicily. It was jointly constructed by
Sonatrach and SNAM.

The exploitation of gas deposits in Norway
has also led to the development of a set of pipe-
lines: the Frigg System, made up of Norwegian
and British pipes which link the Frigg field to the
Scottish mainland; and the Norpipe, built by a
subsidiary of North Sea producers and which
links the Ekofisk field to Emden in Federal Ger-
many. This pipeline carries gas for Federal Ger-
many, the Netherlands and Belgium as well as
France: in Belgium the gas is transported by the
Société Européenne de Gazoduc Est-Quest
(SEGEO), a subsidiary of Distrigaz (75%) and
Gaz de France (25%). There is a third network,
the Statpipe, which collects gas from the deposits
at Statfjord, Heimdal and Gulfaks and takesit to
an interconnection platform where it is fed into
the Norpipe. This pipeline is also run by a sub-
sidiary of the North Sea producers, and the gas
is sold to various European buyers.

The development of the Troll and Sleipner
fields is likely to involve the construction of an-
other network of pipelines: to Zeebrugge, via the
Zeepipe for the gas intended for the French and
Belgian markets; and to Emden, via a main pipe

9/ Sources on this subject include La Technique Moderne
(1987) and Davis {1984).
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linked to the Statpipe-Norpipe network for the
gasintended for the German and Dutch markets.

This relatively dense network has not, how-
ever, resulted in the interconnection of all the
European markets — the United Kingdom, Ire-
land, Spain, Portugal and Greece are not yet
linked to the rest of continental Europe. More-
over, there isno direct gas link between Belgium
and Federal Germany. A link across the Channel
is being studied, which would eventually allow
the UK to buy Soviet gas. The interconnection of
the French and Spanish networks is also being
examined. This would be carried out by means
of a pipeline linking the Lacq and Serrablo de-
posits. This should allow Spain to import Nor-
wegian and/or Soviet gas after it has been trans-
ported through Belgium and France in the first
case, and Germany and Francein the second. The
interconnection should also allow Portugal to be

connected to the European network. Negotia-
tions have been undertaken to persuade Portu-
gal to participate in the funding of the Franco-
Spanish project. In the longer term it is possible
that the Union of Arab nations of the Maghreb
will decide to construct a trans-Maghreb gas
pipeline, serving Morocco and suitable for exten-
sioninto Spain and Portugal. Nigerian gas, in the
even longer term, could be brought to Europe by
means of a pipeline through Morocco and Spain
or in the form of LNG.

As we can see, Europe is already a reality in
regard to gas and the existing network already
enables certain gas companies to compensate
one another through barter. From the viewpoint
of these companies this is the best way to obtain
secure supplies. In the future, France and Ger-
many are likely to become the centrepins of this
vast network.
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3.2 The Consensus Over Net-back™®

The companies involved in the transport, impor-
tationand distribution of gas have together man-
aged to impose a net-back logic on the setting of
the price of gas purchased from the producer.
This was a long-term battle, but it remains the
best guarantee that gas will be able to compete
in the future with its substitutes.

Since gas has no captive uses, it must be able
to compete with the cheapest of the energies for
which it is a substitute. These are low-sulphur
heavy fuel oil in industry and coal in thermal
power plants. Producers, on the other hand, tend
to believe that gas enjoys a “quality bonus”
(since it is easy to use and less polluting) and
therefore warrants high selling prices. Ulti-
mately, from this point of view, the FOB price of
gas should be brought into line, on a calorific
basis, with the FOB price of crude oil; all the more
so since upstream investmentin the gas industry
is particularly costly for the exporter. According
to the exporters, if the selling prices are loo low
to be worthwhile, they are likely to hold up the
development of new deposits, which would be
detrimental to the consumer in the long run.

This approach represents the underlying logic
of a producer looking downstream. It is opposed
by the importers, who look upstream and prefer
to work back from the final market price. They
argue that natural gas is not a substitute for
crude petroleum, but rather for certain petro-
leum products (heavy fuel oil, light heating oil)
as well as coal and even electricity. If it is to hold
on to or increase its market share, gas must be
sold at a price comparable o that of its rivals,
especially in the manufacturing sector. All the
more so since the natural gas market needs the
industrial sector if it wishes to expand. Industrial
demand is much more stable than demand from
the domestic sector; the latter involves peaks
which generate storage or modulation costs.
From this standpoint, parity between gas and oil
prices should be sought at the level of the final
user. It is, therefore, up to the producer to cover
all the extra costs of iransporting gas to the con-
sumer market in comparison with the reference
case (petroloum).
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Thus the net-back approach abandons up-
stream parity and imposes it at the downstream
level. If the constraint of downstream parity is
ignored, gas prices will soar, preventing substi-
tution, and the market will collapse.

Despite their current opposition to it, there is
an advantage for the producer-exporters in net-
back pricing, When the price of crude oil rises,
they will obtain rents from their gas and it is
indeed quite justifiable that those who take the
risks should be rewarded when profits are avail-
able. European importers have argued along
these lines and have obtained agreemient that the
ex-border price should differ from one contract
to another depending on differences in transport
costs, so that the price of gas remains more or less
identical for the final user. The farther the sup-
plier is from the place of consumption the lower
the field price will be.

Such an argument is valid for a fuel whose
price is not the “marker price,” but it was ac-
cepted only because a buyers” market prevailed.
It is now a view widely shared by all the opera-
tors on the European gas market, This approach
may, however, be called into question if certain
measures advocated by the Brussels Commis-
sion are actually implemented.

4. The Consequences of the Single
Act in 1993 '

When the Single European Act comes into force
on 1 January 1993, consumers should theoreti-
cally have free access to the suppliers of their
choice. In practice, this will certainly not affect
the consumer in the domestic sector, but it will
concern the large industrial consumer, the local
gas distributor or the electricity company which
supplies kWh by burning gas,

This freedom will immediately come up
against a legal obstacle — the import and/or
transport monopoly enjoyed by certain gas com-
panies. Moreover, it will have two important
consequences:

(1) Openness concerning tariffs: In Europe the
conditions of sale or purchase of natural gas, at

10/ See Percebois (1989), Chapter 7.



least in international contracts, are theoretically
confidential. The establishment of an authenti-
cally single market will involve these conditions
being made public; the same applies to the tariffs
granted to industrial users.

(2) Recognition of the common carrier principle:
In practice this will mean that transporters will
be obliged to make their extra capacity available
to any gas buyer, including former customers
who prefer to negotiate their gas purchases di-
rectly with a domestic or foreign.producer with
whom the transporter has no arrangements. The
common carrier system involves a fortiori the
“free transit” of gas through national territories
linking producers to importers.

Major gas users are generally in favour of such
a system which, in their view, has the advantage
of introducing real competition, perhaps leading
to lower prices and moreover making it possible
to share out the risks. The gas transporters, on
the other hand, are not generally attracted by
such a system, which would call into question
their relative or absolute monopoly position.
Measures taken over the last few years in France
and Federal Germany, in order to prevent direct
agreements between foreign suppliers and local
distribution companies, indicate clearly their op-
position. Their argument against the common
carrier system is developed around two main
ideas.

First, it is very difficult, if not impossible, to
liberalize trans-border purchases of gas com-
pletely (meaning, in practice, that a local gas
distribution company could buy gas directly
from the foreign producer of its choice) in a
context in which security of supply is a major
constraint. This is all the more 50 in regard to
international gas contracts in which the trans-
port companies imporling the gas are bound by
long-term coniracts with particularly tight take-
or-pay clauses. Rigidities within the gas pur-
chase-and-delivery system lead to precise re-
quirements from both the buyer and the seller:
for instance, from the seller’s standpoint, the
high cost of a liquefaction plant is ample justifi-
cation of the need to guarantee regular sales of
their gas; for the purchasers, the cost of setting
up a transnational network of gas pipelines is a

sufficient reason for gas supplies not to be inter-
rupted. This explains why in the gas market,
unlike the oil market, contracts are long-term
(20-25 years), with take-or-pay clauses and rela-
tively rigid prices.

Secondly, obliging gas transporters to open up
their networks to outsiders in fact amounts to
penalizing farsighted investors who, in order to
avoid future shortcomings, have developed
their transport capacity beyond what is strictly
necessaty under present market conditions.
They would then be forced to market products
in competition with their own through their own
networks. This may be acceptable if the contract
is freely entered into by both parties, but it would
seem difficult to impose it, even if the outsider
pays for the service. One can well imagine that
transporters would not make any great effort to
inform potential users of available capacity, and
would only very reluctantly provide assistance
to users who are not among their regular
customers. What guarantees would the user in
question then have?

For the most part, the argument that the sys-
tem already exists in the United States, and that
it could therefore be transposed into Europe, is
hardly relevant here. The structure of the Amer-
ican gas market is very different. In the US 85%
of demand is covered by domestic production,
whereas in Europe half of the gas consumed has
to cross a border. There are many gas producers
in the United States, including small-scale pro-
ducers, so that the large number of transport
companies (operating both within state bound-
aries and between states) act as intermediaries in
balancing supply and demand. The American
gasindustry is not vertically integrated. Produc-
tionis spread across several hundred companies.
Transport is controlled by powerful indepen-
dent firms operating mainly with long-term con-
tracts (although, of late, they arenolongerbound
by take-or-pay commitments). These companies
are willing to transport gas for a third party and
they supply numerous distributors of various
sizes. The pipelines are, moreover, bound by a
statutory obligation to serve the distribution
companies, in particular in the case of interstate
supplies.
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Unlike the American situation, where the
large number of operators and the juxtaposition
of local and federal regulations have created a
vast and decentralized market, the fact that only
a small number of companies operate in the
European market has led to a certain uniformity
in contract conditions. At present the standard
arrangement for an importer-transporter is a
supply contract which stipulates an annual take-
or-pay obligation within a margin of 80-110% of
the annual contracted quantity, over a long pe-
riod and at a price which reflects market condi-
tions, not only at the time of the negotiation but
also throughout the contract period (viaanindex
of the prices of gas substitutes). In Norwegian
contracts prices are only partially indexed to oil
product prices in order to take into account the
growing competition from electricity in certain
segments of the market {in particular in the resi-
dential-tertiary sectors).

Theaimof the Single Europe Actis to suppress
the physical, technical and economic {especially
fiscal)! obstacles to competition in order to im-
prove competitiveness at all levels of industrial
activity. If transporiers were to be obliged to
open up their networks, then this would in fact
give a right of access to an infrastructure which
had been built and financed by somebody else,
thus raising three types of relevant objections.

In the first place, the common carrier principle
is incompatible with the logic of existing long-
term contracts. One cannot oblige the trans-
porter to buy stipulated quantities of gas and to
supply the public distribution companies with-
out fail over a period of 20 years, and at the same
time allow certain operators to use the same
trangport network on a short-term contract basis

(2 or 3 years), the network owner being only .

'y

“marginally” remunerated for the service so
supplied. The transport of Soviet gas across Ger-
man territory led Gaz de France to participate in
the company which was set up for that purpose
— buyers must be in a position to commit them-
selves over a long period and participate with a
degree of certainty in the funding of installa-
tions. As the Director of Supply in GDF has
pointed out (Cousin, 1987), “our job is to sell to
customers, who are not obliged to buy from us,
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gas which we buy from suppliers who are not
obliged to sell to us.” Obliging the pipeline com-
panies to transport gas for third parties who
have arranged direct purchases calls into ques-
tion the type of long-term supply contracts that
have been used in the European system. Who is
likely to embark on the development of costly
delivery systemsassociated with new gas depos-
its if there is no secure outlet for the gas so
procured?

Secondly, the companies which transport the
gas they import (Ruhrgas, Gaz de France, SNAM
and Distrigaz, i.e., almost all of the European gas
companies, with the exception of Gasunie and,
to a lesser extent, British Gas} are sure to be able
tomarket it under the net-back system. Introduc-
tion of the common carrier principle would un-
dermine the economics of the system, since the
formation of the price of gas would tend to
change. The inevitable scrapping of long-term
contracts and the inevitable development of spot
sales would lead to the emergence of a single
FOB price on the European market. The ex-field
prices of all imported gas would tend towards
uniformity because of the greater competition
between sellers and this would result in the im-
porters who are far from production sites being
penalized, as would be the buyers with the high-
est transport costs. France, which has the disad-
vantage of being farther away than most of its
partners from the main production sites (Nor-
way, Netherlands and the Soviet Union) would
be particularly badly hit. To preserve its share of
the market, Gaz de France would have to cut its
transport costs so as to guarantee competitive

11/ It should be noted that at present (1989 data) VAT
rates applied to gas sales (as a percentage of the pre-tax
price) vary greatly from one country to another: 14% in
West Germany, 18.6% in France, 9% in the domestic sector
but 18% in the industrial sector in Italy, 20% in the
Netherlands (with the exception of the horticultural sector,
which enjoys a preferential rate of 6%), 17% in Belginm, 6%
in Luxemburg, 10% in Ireland, 22% in Denmark, 12% in
Spain and 8% in Portugal. Thereis no VAT on gas sales in
the United Kingdom. Moreaver, France has been using,
since 1 January 1986, an internal tax on the consumption of
natural gas (TICGN) which is applied to the industrial
sales of fuel gas when these are in excess of 5 million kWh
{the rate is 0.56 centime /kWh).



final delivered prices to its industrial customers.
If not, GDF would be likely to lose customers to
rival forms of energy.

Finally, a distinction must be made between
freedom to import, free transit and the common
carrier principle. These are three separate princi-
ples and not all of the European natural gas
companies will be concerned by all three of
them. Moreover, the third principle implies the
two others, but this is not reciprocal. It is feasible
to put an end to an import monopoly and to
accept free transit without necessarily accepting
the common carrier principle.

The principle of free importation can be envis-
aged inisplation, though its effect is constrained
by the availability of transport arrangements. If
SNEA wishes to import Norwegian gas, it cando
s0; but nothing can make GDF transport the gas.
Thus the importing company will either have to
develop its own transport network or else make
an agreement with an existing transporter. All
things considered, however, when the net-back
systemis the rule and common purchasing agen-
cies are current practice, a statutory import mo-
nopoly is no longer justifiable. It is no longer
necessary to put pressure on the sellers, who will
adapt to the final market by themselves; and
security of supply is no longer threatened, since
contracts are signed for long periods of time.

Following the same logic, one may also accept
the principle of free transit: any country that
wishes to buy gas from abroad, involving trans-
port across another national territory, should be
able to do so without necessarily having to set up
a joint subsidiary, as is the case at present. With
the free transit principle in effect, it would be
sufficient to sign a contract with a foreign trans-
porter, who for a given price will transport the
gas through his network. Free transit can be
characterized as a common carrier system re-
stricted to gas pipeline companies. Some see this
as the first step towards a generalized common
carrier system; others view it as a substitute for
a fully open system.

The question of common carriage is far from
being resolved; all the more so since it concerns
not only natural gas but also other products
using networks or grids (electricity, communica-

tions, etc.). The maintenance of an import mo-
nopoly and the refusal of free transit are much
weaker lines of defence than the refusal to intro-
duce common carriage. In theory, it is possible
to envisage a common carrier system which is
restricted to certain operators (electricity compa-
nies using gas or the nitrogen industry), but in
such a case certain users would undoubtedly
turn to the European courts to contest what
could be construed as unequal treatment. The
negotiations between ENEL and SNAM — in
order to allow ENEL to use part of the SNAM
network to import Norwegian gas — constitute
the first example of this type of agreement
(Pétrostratégies, 1989). One can reasonably argue
that the relatively united opposition of all the
European gas transport companies to the com-
mon carrier principle is in itself sufficient to
make the system unworkable. On the other
hand, they will have to yield ground on other
issues, such as the openness of contract condi-
tions, free importation and perhaps even free
transit,

The development of a community energy pol-
icy is no easy thing when the UK is an oil-pro-
ducer, Holland a gas-producer, Germany a coal-
producer and France a producer of nuclear
power, while Italy is dependent on its energy
imports. On the other hand, natural gasis more
of a common factor encouraging cooperation
than a cause of dissension within Europe.”? No
doubt the introduction of commen carriage
would call into question the fragile equilibrium
that has been achieved and would undermine
the two pillars that hold up the European gas
edifice: the acceptance of long-term contracts
and the logic of net-back. The abolition of the
import monopoly and the freedom of transit
(statutorily restricted to gas companies) would
doubtless constitute another step towards a Eu-
ropean gas system, since such changes would
not affect these two pillars. Attention is likely to
be focused on these issues in the coming months.
Other concerns should also have high priority:

12/ On the history of gas in Europe and the political
dimensions of gas negotiations, see the excellent book by
1. Estrada et ol (1988).
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the abolition of certain privileges in regard to
prices, more public information about the condi-
tions contained in industrial contracts and the
development of the gas network in Southern
Europe. Is not the introduction of the common
carriage system merely a threat brandished by
the Brussels Commission in order to achieve
easier victory on these less ambitious but more
realistic issues?
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