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EU energy policy facing increasing demands
If proof were needed that the EU’s energy and environmental policy
is one of the main political issues of the moment, recent events have
come right on cue. Here are two examples:

— There has been a dramatic increase in the price of the world’s
no. 1 fuel, crude oil. From just under USD 10 per barrel at the
end of 1998 the price had risen to more than USD 50 per barrel
by the start of 2007 – this represents a price explosion of over
400%. And following the lead of the benchmark fuel, the prices of
natural gas and other fuels rise. The days of cheap energy thus
seem to be well and truly over.

— Many new reports show that the earth’s climate is in serious
danger, due in no small part to the way that humans currently live
and work. What were once classified as “risks” have already
become realities in many places – ranging from widescale
desertification, soil erosion, and extremes of weather such as
hurricanes and tornadoes through to the melting of glaciers and
rising sea levels.

Sustainability and competitiveness not achieved

In its communication to the European Council and the European
Parliament, “An energy policy for Europe”, at the start of January
2007 the European Commission came to the disturbing conclusion
that current EU energy policy is unsustainable. According to the
Commission, persisting with existing energy and transport policies
would drive up CO2 emissions by 5% in the EU and by 55%
worldwide by 2030. To tackle this problem the Commission
advocates reducing greenhouse gas emissions by enough to stop
the global temperature from rising more than 2°C higher than pre-
industrial levels. A key factor in achieving this will be energy policy,
since the energy business gives rise to 80% of all EU greenhouse
gas emissions.

Reliance on imported energy underestimated

The Commission forecasts that continuing with current policy will
increase the EU’s reliance on energy imports from 50% of total
energy consumed at present to 65% by 2030. The already heavy
dependence on imports for supplies of oil (currently 82%) and also
natural gas (57%) will rise significantly to 93% and 84% respectively
by 2030.

The Commission sees the danger of an energy supply gap, citing
International Energy Agency (IEA) forecasts that global demand for
oil will rise by 41% by 2030. The Commission doubts whether the oil
and gas producers will even be able to make the large capital
expenditures required to satisfy demand in future. The Commission
therefore regards it as a problem that there are no mechanisms in
place to ensure solidarity between member states in the case of
supply crises – and this is in spite of the fact that some countries are
largely or even completely dependent on a single gas supplier.

In the EU’s electricity sector alone capex of EUR 900 billion by 2030
is needed to satisfy the 1.5% p.a. rise in demand for electricity
expected according to the business-as-usual scenario – despite the
assumed “effective energy efficiency policy”. Such spending
presupposes the functionality of the EU’s internal power and gas
markets, though. This has, however, still not become a reality.

Triangle of objectives
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More EU action instead of member states going it alone
The environmental problems and energy market developments
illustrate that the challenges facing EU energy policy are
intensifying. This means that an overhaul of the triangle of objectives
is not only vital but also overdue. The increasingly supranational
challenges require greater responsibility at EU level for achieving
environmental, supply and competition objectives. Piecemeal efforts
by individual member states, as often pursued in the past, are not
appropriate. Now that there are 27 member states isolated attempts
to implement national solutions will merely make the mountain of red
tape even more insurmountable.

The deregulation of the energy market since the 1990s illustrates
how rocky the road can be. Where would Europe be today if years
ago the European Commission had not conceived the idea of a
single market for energy and vigorously promoted the deregulation
of the electricity and gas markets – despite all the opposition it faced
from many member states? The opposition to the most recent cross-
border corporate mergers starkly illustrates the flimsiness of the
foundations for a single European market for energy.

The EU would be well advised to set very ambitious targets for its
energy policy as the evident risks to the climate call for greater
sustainability and environmental protection in the production of
primary and secondary energies, as well as in the usage and
consumption of energy. Intensifying global competition must boost
the efficiency of our energy supply structures. Increased competition
is the only way to moderate price rises for industrial and household
customers. The increasing reliance on energy imports going
forward, political instability and relative scarcity trends mean that
more resources must be devoted to security issues. These need to
be integrated into a modern strategic energy policy, a kind of EU
foreign energy policy.

Europe should be in the vanguard of shaping a new
model for the environment
The latest information contained in the global climate statistics and
projections should prompt the adoption of a new approach to energy
and environmental policy in Europe and the world. Europe should
lead the way. The declaration of the environment ministers of the 27
member states on February 20, 2007 – that EU greenhouse gas
emissions are to be cut to at least 20% below the 1990 level by
2020 – is therefore to be welcomed. If other industrial nations follow
suit, the output of greenhouse gases such as CO2 or methane could
be reduced by no less than 30%. What is new is that emission
trading will continue even if Kyoto II fails to materialise. Until the EU
Summit in Brussels in March, all there had been was the EU’s
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Emissions trading to continue

commitment to reduce emissions by 8% by 2012. At the EU summit
an agreement was reached on the principles for climate protection
policy along with a CO2 reduction target of 20 % by 2020.The
burden-sharing process suggests that certain countries such as
Germany will have to do more on account of their greater economic
clout.
Effective instruments for achieving the targets are the extension of
CO2 emissions trading, the expansion of alternative energies,
boosting energy efficiency and attempts to save energy all along the
energy chain.

Expanding EU emissions trading
The start of EU emissions trading in early 2005 was basically
positive. This is despite the fact that many countries are still a long
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way from hitting their Kyoto targets, power generation companies
have made sizeable windfall profits, price volatility has been high
and ultimately the oversupply of emission allowances forced down
prices.1 Instead of allocating allowances free of charge a sensible
move would be to gradually increase the share allocated by auction
over the coming years. One advantage of an auction is that the
market mechanism already generates its positive impact during the
allocation process. Furthermore, it will accelerate the changeover to
low-carbon energy sources and energy technologies. Expanding the
EU Emission Trading Scheme to other sectors (such as aviation and
other industrial sectors) would be a positive step. The looming new
time horizon until 2020 means it makes sense to quickly cure
emission trading’s existing teething troubles and tune up the
instrument for the coming decade. If Europe can show it has a
successful emissions trading system, other countries that have
hitherto been onlookers will rapidly follow suit by imitating or joining
the innovative model for improving the earth’s climate.

Promote alternative energies and technologies in the
EU
Up until the EU summit in March the Energy Council and the
Environment Council had been unable to agree to the binding 20%
target for renewable energies proposed by the Commission. The
new EU commitment will not only be noted in other parts of the
world but should also prompt many countries to rethink their own
energy strategies. There is still no basic consensus shared
throughout the world that renewable energies are the ideal
instruments for improving the energy mix going forward. One
example is the US, where only recently has there been
consolidation of the new credo favouring alternative energies and
energy saving.2

The issues of funding models, the level of start-up subsidies and the
selection of preferred energy sources and technologies certainly
provide plenty of opportunity for discussion.3 All the same, there
does seem to be some justification for expecting that we will not
have to wait until the distant future to see new energies making a
valuable contribution to the security of supply, reducing dependency
on imports and improving the environmental balance and the global
climate. And given the current prices for the world’s most important
energy source by volume, crude oil, alternative energies are already
price competitive in several countries – e.g. hydropower and
biofuels in Brazil.

The renewables share of the EU total energy mix is currently about
7%. In 1997 the EU set itself the target of boosting this figure to 12%
by 2010. But, in fact, the share will probably not have reached 10%
by 2010. The new EU commitment reflects the Commission’s
initiatives for renewables with biofuels, electricity generation and
heating and cooling. European companies especially could benefit
from growth in the global market for renewables thanks to their
technological edge.

1 See Heymann, Eric (2007). EU emission trading: Allocation battles intensifying
Deutsche Bank Research. Current Issues, March 6, 2007. Frankfurt am Main.

2 See Auer, Josef (2005). The US’s new energy policy – barely a start. Deutsche
Bank Research. Current Issues. December 14, 2005. Frankfurt am Main.

3 See Auer, Josef (2005). Boom Industry Solar Energy. Deutsche Bank Research.
Current Issues. May 24, 2005. Frankfurt am Main. Auer, Josef (2005). Bioenergies
after the petroleum age. Deutsche Bank Research. Current Issues. August 15,
2005. Frankfurt am Main.
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The Commission will unveil a European strategy plan for innovative
energy technologies in 2007. At present around 50% of EU
electricity is generated from coal and natural gas. It is to be hoped
that the changeover to a low-carbon energy system is successfully
implemented by 2050 – as expected by the Commission. We
certainly do see a future for low-carbon fossil fuels. The prerequisite,
though, is that advanced energy and environmental technologies
clean up coal for this low-carbon era. Coal does have great potential
as a substitute for oil and gas, but it is a multi-talented and
underestimated resource.4 The Commission stresses that it is up to
each individual member state to decide about generating electricity
from nuclear power – we share that opinion.

Getting more out of energy saving and energy
efficiency
Saving more energy and boosting energy efficiency could
considerably improve the energy and environmental balance of the
EU. Implementing the Energy Efficiency Action Plan (from 2006)
would represent a major success. According to the Commission: “If
the Action Plan is successful, this would mean that by 2020 the EU
would be using around 13% less energy than today, equivalent to a
saving of EUR 100 bn and a reduction in CO2 emissions of about
780 million tonnes per year.”5

The Commission is to be supported in its efforts to draw up a “new
international energy efficiency treaty” that could incorporate the
OECD and important emerging markets (such as China and India).
Energy saving and energy efficiency hold great potential for
improving the environmental balance, according to an IEA forecast
which states that greater energy efficiency today would already cut
global CO2 emissions by some 20%.6

More competition needed for gas and electricity
According to the Commission, EU member states have suffered the
effects of increased price volatility and rising international energy
prices for years. The absence of a genuine internal energy market
results in underinvestment and supply crunches. Moreover, there
are barriers to market entry for newcomers, such as those from the
renewable energies segment. Since pricing is not the product of
functioning markets, price signals harbour risks and can lead to
misguided developments and investments.

In January the Commission’s Action Plan proposed two core
therapies that are designed to ultimately result in more competition,
Action Plan: More competition thanks
to unbundling
The European Commission’s main
energy-saving proposals include:

Swifter introduction of vehicles with higher fuel
efficiency for the transport segment, greater
use of public transport and passing-on of
actual transportation costs to consumers.

Stricter standards and better appliance
labelling.

Rapid improvement in the energy balance of
existing buildings in the EU and assumption of
a leading role by seeking to make low-energy
homes the norm for new residential properties.

Coherent application of tax rules to ensure
more efficient energy use.

Boosting the efficiency of thermal heat and
power generation, transmission and
distribution.

Signing of a new international energy efficiency
treaty to underpin joint initiatives.
6 April 17, 2007

reduced wastage and less discrimination. They tackle the funda-
mental problem that individual companies have control over both the
power networks and power generation or sales.

For the European Commission ownership unbundling is the “most
effective means” of promoting more competition (option 1). Network
operators would be separated completely from the generating
companies/suppliers of electricity and gas. The Commission expects
this unbundling to generate positive developments such as the
stimulation of investment and greater choice for energy customers.

The more cautious concept of the independent network operator
(option 2), however, is less effective and requires more extensive

4 See Auer, Josef (2007). Technology to clean up coal for the post-oil era. Deutsche
Bank Research. Current Issues. February 6, 2007. Frankfurt am Main.

5 European Commission (2007). An Energy Policy for Europe. Brussels. p. 13.
6 European Commission (2007). An Energy Policy for Europe. Brussels. p. 14.
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and costly regulation, according to the Commission. The vertically
integrated company would retain the network assets but would not
be responsible for operating, maintaining or expanding the network.
In return it would receive a fixed return on these assets.

Mixed response from EU energy ministers
The Commission’s proposals did not receive a universal response in
mid-February. Although almost all member states recognise the
need for action, their governments have avoided making a clear
decision. The main opposition has come from France (but also
France defends itself

supported by Germany) with its rejection not only of the Com-
mission’s preferred tough option of ownership unbundling – of
companies like E.ON, RWE, Electricité de France (EdF) and Gaz de
France (GDF). France even found the “light” option of an accounting
separation unacceptable, since it was also “dangerous” and
jeopardised the “strategic energy interests of the Union”. France
therefore argued in favour of maintaining the status quo (i.e. similar
to option 3) – probably primarily to protect its energy structures that
are not so amenable to competition.

EU conflict merely delayed, not resolved
The outcome of the meeting of the 27 member states thus turns out
to have been a minimalist consensus. For the only thing that the
energy and economics ministers agreed was that at the energy
ministers’ meeting in June the Commission should demonstrate how
an “effective separation” of the supply networks from energy
generation can be implemented. According to the German camp, it
ought to be considered a success that France had not managed to
completely rule out one Commission option or to entrench the status
quo. This means that all existing options remain on the table for the
All options still on the table

Commission. And energy commissioner Andris Piebalgs indicated
that although he would continue to pursue an unbundling of
ownership he would also be flexible if another way of achieving an
“effective separation” were to be demonstrated.

The evident discord was the reason why the summit of European
heads of state and government in Brussels on March 8-9, 2007
failed to reach the planned very important agreement on European
energy policy.

Complete separation of generation from the networks
would be ideal
In our opinion the creation of functioning internal European
electricity and gas markets is still a long way from being completed.
Especially in the electricity market, the full separation of the pro-
Gas and electricity network
monopolies keep competitors small

and prices high
April 17, 2007 7

duction level from the networks would be the ideal way to increase
competition in national energy markets and in the European market.
Power groups have so far used their network monopolies to restrict
the growth of new entrants and keep prices at high levels. It was
foreseeable that the Commission’s radical proposal would fail as a
result of opposition from France and Germany since monopolistic
and oligopolistic structures are still to be found there. In Germany’s
case these findings have been made repeatedly by the Monopolies
Commission and the Antitrust Authority.

It has certainly benefited Germany that its government took on a
broker-type role in mid-February when it assumed the presidency of
the Council. The welter of protests by the French tended to mask the
opposition of the German utilities.
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The German camp has for many years repeatedly asserted that
splitting ownership from operation of the grid would be tantamount to
confiscating the property of the incumbent power companies. One
thing that is certain is that this option does impinge on ownership
rights. However, it is also true that the accumulation of capital – also
for expanding the networks – occurred over a number of decades in
no small measure due to the absence of competition in the
Monopoly profits used to be made

electricity and gas markets in Germany, thus enabling “monopoly
profits” to be earned. This casts the ownership issue, which was
initially a conclusive argument, in a different light.

It is also often argued that a separation of the grid from
generation/selling of electricity would jeopardise the security of
Separation has long been reality in
many countries
energy supply and that this necessarily makes vertically integrated
groups technically superior. This argument is, however, equally
unconvincing. According to the European Commission’s findings,
there are many countries in Europe where the separation of
generation from transmission has long been reality. This is the case
in the electricity sectors of 11 of the EU’s 27 member states and in
the gas sectors of at least seven countries.7 The security of supply
has not, however, suffered in these countries.

Accounting separation on its way – network expansion
necessary
The lack of support from the large nations – France and Germany –
means that it is at best the “light” version, i.e. accounting separation,
which has a chance of being implemented in the near term. This
would mean the power groups holding on to the networks. However,
an accounting separation of generation from transmission – in
conjunction with improved regulation – is also a good way to make it
more difficult to commit abuses.

Also, more competition could be promoted, in the electricity sector
More competition possible

for example, by the speeded-up expansion of the electricity grids,
cross-border transmission capacities and interconnectors. A less
timid link-up with Ukraine, a non-EU member, whose large (and
cheap) electricity generating capacities are currently not fully
utilised, would also be helpful; the capacity utilisation of electricity
production in Ukraine is currently a mere 36%.8

More action necessary at national level
In the Europe of the mid-1990s the regional monopolies in the
energy sector were identified as holding back growth. This led to
action at the European level with the Internal Market Directives for
electricity and natural gas coming into force in 1997 and 1998
respectively. Both directives were transposed into national law within
two years.

The German example is particularly interesting as Germany blazed
Germany went its own way
8 April 17, 2007

a unique trail in opening up its electricity market. It can be divided
into three distinct stages. In the first stage Germany was the only
country in Europe to rely primarily on a voluntary Association
Agreement (Verbändevereinbarung) in addition to the abolition of
exclusive supply areas and the introduction of the freedom of choice
of supplier. By the end of 2000 industrial electricity prices had

7 Electricity sector: Denmark, Finland, Italy, Netherlands, Portugal, Romania,
Slovakia, Slovenia, Spain, Sweden, United Kingdom. Gas sector: Denmark,
Netherlands, Portugal, Romania, Spain, Sweden, United Kingdom. See European
Commission (2007). An Energy Policy for Europe. Brussels.

8 See Foyil Securities (2007). Investment Research Daily. Electricity market reforms
are coming. February 19, 2007. Kiev.
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dropped by more than 25%. Germany, which was previously a high-
price country, thus finally achieved a mid-table European ranking. At
9%, the deregulation dividend for households was lower. If,
however, the costs of statutory taxes and subsidies are deducted,
these electricity prices have also fallen by around 20%. But by 2005
prices were higher than at the start of deregulation.

Ultimately the voluntary association agreement has failed. The
second stage began with the creation of the Federal Grid Agency
(Bundesnetzagentur) in 2005, that is 7 years after the electricity
market was deregulated. Its core component is the introduction of
unbundling, in which the Federal Grid Agency supervises the
accounting separation of the power companies’ transmission
business from their own electricity generation and marketing
operations. This is designed to prevent network owners from
granting their own generation and marketing operations preferential
treatment compared to third parties (such as newcomers). Moreover,
a preauthorisation (ex-ante regulation) of charges was established
and thus of the designated costs of third-party access. Finally, all
third-party access charges are closely examined and along with cost
controlling benchmarking is carried out. Large differences between
grid access charges, that had hitherto amounted to as much as
100%, should no longer be possible. Essentially this is designed to
“catch” the outliers at the upper end and bring them down to a lower
tariff level. Grid access charges are not completely smoothed (for
technical reasons), but are reduced only by inefficiency-related
differences.

Incentivised regulation aimed at reducing access
charges
At the heart of the third stage starting in 2009 (originally scheduled
for 2008) is the introduction of market-oriented incentivised
regulation. The aim is not only to correct extreme cases. The
objective is to improve the overall structure of the electricity and gas
markets in such a way that costs and prices also fall considerably on
average. The core component of this incentive regulation is a
yardstick model. A price cut is designated that is tied to the expected
productivity gain in a sector. This means all network companies
have to drop their prices regardless of their own cost situation. For
consumers the advantage of this is that companies can no longer
keep charging high prices by suggesting that their own (unfortunate)
cost situation is the reason. The incentive regulation currently
foresees benchmarking based on the so-called frontier company.
This means that the reference point is the respective (structurally
comparable) most efficient network operator (that is the best in
class). The Association of Municipal Companies (VKU), by contrast,
advocates using “the company with average efficiency” as the
benchmark, since it believes this should increase the chances of the
target being achieved or outdone.9

Playing catch-up, Germany can learn from the initial positive
experiences in other countries (e.g. Britain and the Netherlands).
British electricity grid operators have managed to cut their costs by
50% (adjusted for inflation) in the last 14 years. A report by the
consultancy Frontier Economics found that British and Scandinavian
companies no longer want to return to the old world of negotiated
third-party access fees. This is because ultimately regulation using

9 See Hinkel, Klaus (2007). Netzentgeltregulierung zieht zahlreiche Klagen nach
sich. DowJones. Energy Weekly. No. 6. February 9, 2007. p. 3.
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the yardstick model has been shown to allow higher margins to be
earned.

Modern incentive regulation consists of both price and quality
considerations. Only if both sides of the coin are taken into account
can several birds be killed with one stone: the margins of the utilities
will be stabilised or even widened – despite competition – thanks to
falling costs, while household and industrial consumers receive
smaller (inflation-adjusted) electricity bills, even though the security
and quality of supply rise over time. Consumers thus profit not only
from the (inflation-adjusted) network access charge reductions but
also from the investments made in maintaining and expanding the
network infrastructure. Following the major power outages in the
recent past in North America and Europe this is a promising
prospect.

It is indeed doubtful whether the low-double-digit declines in third-
party access fees, which have already occurred in some cases,
really can be said to herald a turnaround in consumer prices, as
often claimed in media reports. After all network access fees make
up only one-third of electricity prices and the costs for some fuels
are set to continue rising in future. The price of natural gas is still
tied to the oil price, for instance. We expect the oil price to rise to
USD 100 per barrel by 2020. Other cost drivers are the large
amounts of capital expenditure required to bring the grid up to the
standard required to cope with the expansion of offshore wind parks.
Additional factors are the rising charges for the expansion of other
renewables and the growing burden from the greater internalisation
of CO2 costs.

Consolidation creating European champions
At the company level consolidation in Europe continues apace. In
1999 the five biggest utilities in the EU-15 accounted for 58% of
electricity sales. By 2005 their share had risen to nearly 70%.10 The
age of “national champions” is over. The completion of the single
European market is leading to the emergence of “European
champions”. In the EU-27 there will be roughly 5-10 big players in
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the medium term. The current example of E.ON/Endesa and other
companies shows how broadly based super-utilities will be going
forward. Such companies will not be focused exclusively on gas or
electricity, they will operate in both businesses at the same time.
The consolidation trend will – sooner or later – reach the municipal
utilities. Although their resistance to change is heavily entrenched,
they are likely to adapt to the new market structures. However, the
wave of consolidation is being offset by the trend towards more
decentralised generation and usage structures. One only needs to
consider the plethora of new producers of renewable energies or the
hitherto only incomplete usage of combined heat and power, which
still offers potential for new companies. Equally, the market clout of
the big players will increase. This makes market-oriented regulation
all the more important.

Parallel market for natural gas in Germany and Europe
Regulation is unlikely to result in a turnaround in the price of natural
gas in the medium term because it is tied to the oil price. Never-
theless, the establishment of a spot market for natural gas could

10 See Figlhuber, Klemens and Haslauer, Florian (2007). Auswirkungen der
Strommarktliberalisierung in Deutschland: Wer gewinnt, wer verliert? DowJones.
Energy Weekly. No. 6. February 9, 2007. p. 6.
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stoke competition, which would allow the pricing of natural gas to
develop independently, i.e. based on short-term supply and demand
criteria. In the UK, where such a market has already become
established, double-digit reductions in gas prices have been
achieved in some cases. Overall, a spot market for natural gas
could lower the price level as a result of competition – admittedly
combined with greater price volatility. It is therefore to be welcomed
that the EEX in Leipzig will commence gas trading in spot and
futures contracts by October 1, 2007 at the latest.

Also, the creation of an efficient LNG (liquefied natural gas) market
would bring the promise of increased competition and enhanced
security of supply in Germany and Europe. This would require major
infrastructure investment, though. The establishment of a parallel
market would, however, bring many benefits: there would finally be
“real” competition in the gas market. The beneficiaries could be
industrial customers, small and medium-sized businesses and
domestic consumers. The major energy benefit for Germany and the
EU would be that gas could also be supplied from far-flung countries
– such as Iran, Qatar, Nigeria and Trinidad. Because the oil era is
coming to a close this approach will become more important going
forward.

Abolish exemption clause at gas transport level
At the gas transport level the German system operators are
exempted from cost controls and thus network regulation, if they
have to face competition from an alternative transport system
operator. This is the case when, for example, a municipal utility can
be supplied via more than one gas pipeline. Experts agree, how-
ever, that this is the exception. That is why the exemption clause is
coming under increasing fire. The clause already allows excessive
third-party access charges to be levied as they are not monitored.

In addition, the exemption clause can also restrict or prevent cross-
border competition. Since gas pipelines are typically used for gas
imports as well, the clause can lead to excessive transmission costs.
The higher transmission fees rise, however, the less incentive there
is for foreign providers to supply gas to the German market. The
artificially low liquidity maintained in the market in turn leads to
higher gas prices that benefit only the established gas suppliers.
Competition would be enhanced if the Federal Grid Agency could
fully incorporate the gas transport level into regulation. Parliament
needs to abolish the exemption clause for this to happen. Europe-
wide convergence of the gas market would also benefit from this.

Boosting energy security – key role for Russia
Looking at the fossil fuels, it is the dependence on imported natural
gas that will be of particular relevance in the future. Hard coal can
conceivably be imported from many countries and its availability is
also assured in future. The import share will admittedly be higher for
petroleum than for natural gas in 2030, but there is a functioning
world market for petroleum and supply problems can be more easily
offset at least in the medium term. Natural gas, by contrast, will still
largely be supplied via pipeline in 2030 and this will make it difficult
to implement adjustments flexibly. Because of the very large and
therefore attractive Russian deposits of natural gas – and other fuels
– energy relations with Russia will remain a special challenge for EU
energy policy.

In future Russia will retain a key role in supplying energy to Europe.
Recently doubts have emerged about Russia’s reliability. There
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have been supply problems affecting natural gas and oil. Energy
conflicts with Ukraine and Belarus have caused unease in Western
Europe. Of course Russia must be allowed to charge world market
prices for its energy supplies – just as all other energy-exporting
countries are entitled to do. The way it chooses to do so and the
manner in which it treats its former “brother states”, however,
provide ample material for discussion.

Russia is the “lesser evil” – relative share to decline
To date, Russia has been a reliable supplier compared to many
alternatives. The relationship has been based on a certain mutual
dependency between the EU and Russia. This dependency will
barely have changed by 2030, in purely quantitative terms at least.
Around 70% of Russian oil and natural gas will then still be exported
to Europe. An absolute increase in Russian energy supplies to
Europe can be expected, whereas its share of Europe’s total energy
imports is set to fall.

Projections up until 2030 indicate that the relatively constant oil
consumption in Europe (as defined by the OECD) will boost import
demand as domestic production will decline.11 Russia’s share of
European oil consumption will remain relatively stable at about 25%,
whereas Russia’s share of European oil imports will decline form
nearly 50% to about 33%. The gap will largely be closed by rising
imports from the Caspian Sea region.

According to the EIA, European consumption of natural gas will rise
80% to 900 bn m3 in 2030. The demand for imported natural gas in
Europe is forecast to triple to 600 bn m3 due in part to a decline of
some 33% in European production Russia will only be able to
maintain its 30% share of Europe’s sharply increasing gas
consumption if the following very ambitious assumptions materialise:
rapid extraction of deposits on Jamal and in the Barents Sea, rising
imports from central Asia and a reduction in Russia’s domestic
consumption. To achieve this, Russian gas deliveries will need to
nearly double. All the same, Russia’s share of Europe’s gas imports
will contract from about 70% to less than 50%. To close that gap,
Europe will rely on north Africa and deposits in Iran and Qatar over
the medium term.

“Gas OPEC” undermines Nabucco and EU strategy
In early February 2007 it became known that discussions had taken
place between Russia, Iran and other gas-exporting nations aimed
at closer cooperation in the gas sector. Although the Russians
claimed that the objective of this closer cooperation was not to form
a cartel along the lines of OPEC, the Iranians put forward the
proposition of a “gas OPEC”, which the Russian president Vladimir
Putin pronounced an “interesting idea”.

The formation of a gas OPEC would have far-reaching ramifications
for the EU – especially for those member states with a high pro-
portion of gas imports. Since natural gas is much more demanding
to transport than oil or coal, it is particularly pertinent for the EU and
the individual countries to take action now to develop and implement
a strategy to reduce their dependence on imports and their sus-
ceptibility to supply disruptions. The EU advocates, on the one hand,
the use of the widest range of fuels, and, on the other, greater

11 See Energy Information Administration (2006). International Energy Outlook. Götz,
Roland (2006). Energy transport from Russia via Ukraine and Belarus. SWP
report. Berlin. pp. 5-10.
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geographical diversification by integrating other (also more distant)
gas supply countries. Hopes for boosting supply security are being
pinned on the installation and expansion of an effective LNG
infrastructure and new major pipeline projects. With its “Trans-
European Energy Networks” (TEN-E) strategy the EU wants on the
one hand to reduce its dependence on traditional transit countries
for Russian gas (like Ukraine and Belarus); the Baltic Sea pipeline
(Nord Stream) is intended to assist in this. On the other, greater
diversification away from Russian gas sources is a key objective.
The “Nabucco” pipeline is tangible evidence of the EU’s quest for
fundamentally greater independence from Russia.

The Nabucco project is one of the most important energy projects
for boosting the security of natural gas supplies to Europe. The
3,300 km-long pipeline is intended to facilitate the future trans-
portation of natural gas from the Caspian Sea region via Turkey,
Bulgaria, Romania and Hungary to Austria – and thereby reduce the
reliance on Russian natural gas and the traditional transit countries.
Since the pipeline ends in Austria, the country will become a major
“hub” in the European grid. The target capacity of the 1.42 m
diameter pipeline is some 30 billion m3 p.a.

Construction of the pipeline, which will cost around USD 45 bn by
2020, could commence next year. The first deliveries – which will
probably come from Azerbaijan – would be possible from 2011. The
controversial aspect of a potential gas OPEC is the fact that the
pipeline is targeted to a not inconsiderable degree at the abundant
deposits in Iran, one of the countries with the most important gas
reserves. So if Iran and Russia were to seal a gas alliance, there
could be no question of the project enhancing the security of gas
supply.

Moreover, the danger exists that also potential LNG supply countries
like Qatar, Algeria or Indonesia, whose current responses are still
reserved, could develop an interest in a gas cartel going forward.
This would however also raise a question mark over the success of
an alternative strategy for tapping sources in far-away countries via
LNG tankers.

However, it should not be forgotten that the gas business, too, is not
a zero-sum game. The idea that a gas OPEC could “blackmail”
European gas importers at will is unrealistic. In fact the relationship
is one of mutual dependency. If the rules are broken repeatedly,
then everyone loses out. The example of OPEC demonstrates that
countries are regularly prevented from exercising their market clout
by economic adjustment mechanisms (ranging from energy-saving,
diversification and development of alternatives through to the
expansion of nuclear power). Cooperation, exchanging information
and cultivating an energy partnership are probably the better
alternatives for the EU.

Extending the energy partnership with Russia
The (continued) development and cultivation of a robust energy
partnership with Russia is advisable from an energy policy point of
view. In so doing it should be noted that energy-rich Russia has an
array of alternative markets; these include China, India, Japan and
the US, too. The EU and Russia can both benefit from a stronger
partnership: the EU’s security of supply increases, particularly when
the supply situation is critical. Russia in turn is attracted by the
political stability and the solvency of European customers.
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The energy partnership can and should be intensified and cultivated
at several levels.

— Joint projects and investments bring both sides closer together.

The more Russia is integrated into the funding of energy
infrastructure (e.g. in constructing power lines, pipelines or gas
storage tanks) to supply the European market, the greater the
Russian interest in the utilisation of the plant. And the higher the
barriers to exit are for the energy suppliers.

— Another option is cross-shareholdings, which increase the
interest in the well-being of the business partner. One example is
the partnership between Gazprom and BASF: Gazprom first
gained access to the gas retailing market via its subsidiary
Gazprom Germania (previously called Zarubezhgaz/Berlin) and
its stake in Wingas. In return, BASF then gained access to
Russian energy deposits via Wintershall.

A successful partnership does of course mean that the countries
involved do, to a certain extent, have to be prepared to give up
some or all of the control and management of national assets to
third parties. The prerequisites for this are trust and reliability.

An important role for the further development of Europe’s energy
Russia should ratify Energy Charter

relations with Russia accrues to the Energy Charter declared in the
early 1990s, which Russia has signed but still not ratified.
Ratification of the Energy Charter would markedly improve the
conditions for foreign investment in Russia. And it is precisely in the
energy sector that foreign capital and expertise could considerably
speed up the pace of plant and infrastructure modernisation (in the
electricity market, for example).

Europe cannot afford to miss the boat in Africa
For many years large parts of Africa were uncharted territory as far
Battle for Africa’s energy resources

as energy deposits were concerned. A number of European
countries do, however, have good relations with the region that have
developed over time. Against the background of the raw material
boom of recent years and the growing uncertainty in traditional
target areas of investors, the Dark Continent is currently being re-
discovered. US companies, primarily from the oil sector, have
already been scouting around for a long time in order to diversify
their sources of supply. What is new is that the energy-poor
countries of Asia are also displaying growing interest in the region.
This applies not only to China. Representatives from India, South
Korea and even Arab oil nations are being spotted with increasing
regularity across the continent of Africa.

In Africa, Asia’s thirst for energy coincides with North America’s
appetite for energy that has known virtually no bounds to date.
Africa is interesting for both parties since there is less risk of
religiously motivated opposition (as in Arab countries) or politically
motivated expropriation (as has recently taken place in Russia and
South America).

The experts are speculating whether the Gulf of Guinea has the
New “North Sea boom”?
1

Strive for partnership at all levels
4 April 17, 2007

potential to replicate the North Sea oil boom of the 1970s and
1980s. Angola has just displaced Saudi Arabia to become China’s
biggest oil supplier. China, the world’s biggest oil importer since
2003, already obtains one-third of its oil imports from Africa. China
declared 2006 the year of Africa. In November 2006 Beijing hosted
the “China-Africa Cooperation Forum”, which was attended by 3,500
delegates and 40 heads of state and government. All this shows
how much potential China believes the continent of Africa holds.
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Not only “strategic ellipse”
important, but also Africa

It is high time for Europe to not only think about a new Africa policy,
but also to enunciate it and put it into action. If the European Com-
mission proposes “a comprehensive energy partnership between
Africa and Europe” and an “intensive dialogue”, then this will be
welcome.

The target area of a strategic EU energy policy should therefore not
only be the so-called “strategic ellipse” that extends from the Middle
East via the Caspian Sea region to Northwest Siberia. On account
of the above-mentioned uncertainties in the ellipse, North Africa and
the resource-rich remainder of the African continent – not least the
Gulf of Guinea – deserve more attention and greater engagement.
There are encouraging initiatives currently being undertaken by
European companies like Total, which is conducting offshore
exploration in Nigeria and has high hopes for newly found deposits
off the coast of Angola.
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