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The Commission will present its second strategic energy review in November;
the (little) progress made so far is as follows:

B With respect to a common foreign energy policy, an ‘energy dialogue’ has
been established with Russia, an ‘energy charter’ is in place between the EU
and the former Soviet republics in the Caucasus, and an ‘energy community’
now formally exists between the EU and South Eastern Europe. However,
these all fall well short of a common foreign energy policy, and all
commercial and legally binding ‘political umbrella’ dealings with foreign
entities, including gas delivery and pipeline issues, are done at the national
level. This has resulted in sharp disagreements among member states,
particularly over bilateral deals with Russia on pipeline issues, the most
prominent being the Russian-German ‘North Stream’ pipeline currently
being built to connect St Petersburg in Russia with Greifwald in Germany
via the Baltic Sea, circumventing Poland and the Baltic countries’.

B The objective of creating an internal competitive market for energy has also
been met with only limited success, and what success has been achieved,
came through the back door. Since the early 1990s, the European
Commission has aggressively used its ‘Single Market’ competences to force
through trans-European electricity grids and gas infrastructures, but
significant differences in regional retail electricity and gas prices suggest a
continued profound lack of competition. In addition, the Commission has
repeatedly called for a separation of ownership of energy production and
distribution facilities to enhance competition, but these calls have so far been
opposed by, in particular, France and Germany.

B Lastly, the promotion of renewable energy and research remains an agreed
objective only (in the case of the use of renewable energy: 20% by 2020).
Policy measures and decisions on allocation of funds are left to national
governments, and the EU no means to hold anyone accountable.

The Lisbon Treaty includes an attempt to create a more viable common energy
policy by transferring national competencies for energy security, efficiency and
renewables to a common forum. However, with the Lisbon Treaty now driven
off track by the Irish rejection, the future increasingly looks like a continuation
of recent years’ uncoordinated grid of national policies.

That said, the conflict in Georgia has clearly highlighted the urgency of a
coordinated EU energy policy. But, as we argue below, the urgency is not only
with respect to foreign supply, but also for the related issues of taxation,
internal competitive markets and environmental issues.

4. The issue of foreign dependency on energy

The long-standing call for greater diversity of Europe’s energy sources rests on
estimates of a further sharp decline in the EU’s domestic energy production in
coming years unless policies are changed. (See the box on page 6 for a
summary of domestic EU energy production.) By implication, the need for
energy imports will increase significantly — again, unless policies are changed
to accelerate domestic production and gains in energy efficiency, as discussed
further below. For example, the European Commission estimates that by 2030,
on present policies, 90% of the EU’s oil consumption, 80% of its gas
consumption and 66% of its coal consumption will need to be imported.

In a stable, well-functioning and competitive market place, such increased
energy import needs would be of no concern — apart from their tendency to
push prices higher. However, energy markets are not without restrictions. First,

Several attempts to coordinate
a European energy policy
have mostly failed.

3. The North Stream gas pipeline, scheduled to be completed in 2011, will have the capacity to transport up to 55bn cubic metres of gas per year.
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Box 1: EU Energy Production

Nuclear energy is the single biggest type of EU energy
production. Together, fossil fuel output is bigger but
the share is declining.

Chart 7 : EU energy production by type
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Coal output has fallen in the EU with most production
now from New Member States. But the latest forecasts
from the EC sees a slowdown the rate of decline.

Mioe Chart 9: EU Coal production by country
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It is a similar story for oil, with North sea output de-
clining sharply.

Mtoe Chart 11: EU Oil production by country
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France is the continent’s leader in nuclear energy but
the UK is set to embark on a major expansion. Other
countries are cooler on nuclear power however.

Mtoe Chart 8: EU nuclear energy production
by country
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Gas production looks to have peaked, as the UK's (the
largest producer) reserves dry up. The EC predicts an-
other 60% fall in output from 2006 levels by 2030.

Mioe Chart 10: EU Gas Production by Country
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Renewable energy is expanding fast, however, with
green conscious Germany leading the way. But it is
still only a small fraction of output.

Mtoe Chart 12: EU renewable energy production
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a considerable part of the market — particularly for natural gas — is traded on
long-term (non-public) contracts, partly a reflection of the fact that some 75%
of gas deliveries take place through pipelines. Indeed, there is no free spot
market for natural gas. Second, as discussed above, even within the EU, energy
is not traded freely in markets, but is restricted by infrastructure bottle-necks
and lack-of-competition issues. Third, energy is part of national security; the
Russian government explicitly considers energy part of its foreign policy.

The issues of security of external energy supply relate to the exporting
countries’ ability and willingness to produce and export their energy. In the
case of Russia, oil production has declined slightly this year, following a
stabilisation in output since 1999, while gas production has been relatively
stable for 10-15 years (Chart 13). The IEA forecasts that Russia will be able to
increase its oil and gas exports by around 10% by 2030. However, the IEA
points out that investment remains below the level needed to match this
forecast, and that what investment does exist is often focused on foreign
acquisitions and downstream assets rather than on improving infrastructure
upstream to boost production. For illustration, if instead we assume that Russia
will be unable to increase its energy production over the coming few years and
if domestic energy consumption were to grow in line with GDP, based on our
BRICs forecasts (i.e. an extreme case where energy intensity remains constant,
in spite of policy measures to the contrary), then domestic Russian energy
consumption would broadly match its production of gas by 2012, and of oil by
2031.

While this an extreme and rather unrealistic scenario, it does highlight the
likely increased future competition between domestic Russian and foreign
demand for scarce resources. In a perfect world, this would simply be reflected
in higher prices. However, with the monopolistic — and state-controlled — nature
of Russian energy production and distribution, the EU should consider whether
the price mechanism will be allowed to clear markets at that time, or whether
domestic Russian consumers might continue to receive preferential treatment
over foreign consumers in times of scarce resources. At present Gazprom
enjoys a legislated gas export monopoly with export volumes constrained by
export tariffs.

Security of supplies also relates to the mode of transportation from the source to
the end user. The EU’s oil imports are predominantly shipped in (75%), while
some 20% arrives via pipelines. The reverse holds true for gas imports, where
three-quarters arrives via pipelines and the rest is predominantly shipped in.
Clearly, the EU’s potential energy vulnerability relates predominantly to pipeline
deliveries, but limited port facilities, particularly for gas, also play a role.

1000 BoE per Chart 13: Russian Energy

Dependency on foreign energy
supply would not be an issue
in a free and competitive
world, but reality might be
different.
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European Gas Pipelines
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With respect to the reliability of continued Russian supply, common wisdom,
as often heard particularly in Germany, would suggest two fundamental points:
(1) that the issue is one of inter-dependency, namely that Russia is about as
dependent on the EU actually buying its energy as the EU is on Russia
supplying it; and (2) that all the way back from Soviet times, Russia has proven
itself to be an impeccably reliable provider of energy.

Both points need to be considered with some shades and nuances, however:

Common wisdom of Russia

being a reliable supplier of

B The issue of inter-dependence is true in theory, but it critically relies on a energy needs to be considered
degree of trust rarely seen in international relations. Hence, if Russia can be with some shades and
sure that the EU will always be there to buy its energy at the prevailing nuances: Disruptions have
market price, and the EU can be equally sure that Russia will always be indeed occurred.

there to deliver at that price (in both cases, come rain, come storm, in terms

of disagreements and tensions in other areas of relations), then fine. But
when Russia sees the EU diversify its sources, and the EU sees Russia
diversify its markets, then it becomes a prisoners’ dilemma, which is
inherently unstable. Also, with the concentration of ownership around very
few companies in both production and transportation of energy in Russia, the
risk of accidental — or politically-motivated — disruption is higher than in a
competitive environment.

B The claim that Russia’s record for delivering on its promises is impeccable is
only true with some caveats. For example, in January 2006 (and again
briefly this year) and in January 2007, Russia stopped the flow of gas into
Ukraine and Belarus, respectively, and since both countries are transit states
for EU countries, energy shortages occurred in the EU as a result. In both
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cases, Russia explained that its action was due to disputes over pricing and
payments, and unrelated to political matters. In terms of oil, Russian
deliveries were significantly curtailed to Estonia last year and to the Czech
Republic this summer. According to the Russian pipeline monopoly,
Transneft, this was due to technical problems and not related to political
issues, although the cut-backs did coincide with loud political disagreements
over the removal of a Soviet war monument and the location of US radars,
respectively. However, whatever the explanation, the effects of supply
disruptions are the same. Furthermore, while Russia may abide strictly by its
contractual obligations, as articulated by PM Putin in late August, such
contracts are not perpetual.

Natural gas is an attractive energy source, partly for environmental reasons, and
its share in total European energy consumption has increased dramatically in
recent years. However, with the predominant share of the EU’s gas import
arriving via pipelines, European consumers are exposed to political and
technical problems in both the countries of origin and transit. The remaining
share of gas imports arrives in tankers in the form of liquefied natural gas
(LNG), a more expensive means of transportation for shorter distances, but at
the same time a mean of transportation that adds to flexibility and hence
security of supply. Currently, the EU’s LNG imports are constrained by
capacity; there are only 13 port terminals for LNG in the EU, five of which are
in Spain.

5. An outline for a comprehensive EU energy policy

While the conflict in Georgia has highlighted Europe’s energy dependency on
Russia and has therefore sharpened the calls for a coordinated diversification of
supply, we suggest that such diversification is only one element of a desirable
energy policy — and without its other components, it is unlikely to deliver much
benefit to European businesses and consumers.

A desirable European energy policy ought to stand on four legs, namely
taxation to dampen energy demand, diversification of supply, including by
boosting domestic production, liberalisation of domestic energy markets and
environmental concerns. We summarise them in turn:

bA. Taxation of energy

Given that the future is unlikely to be characterised by secure, abundant and
non-polluting energy, there is a strong case for targeted taxation of energy
usage in order to limit consumption and encourage greater efficiency. Higher
energy prices due to demand outstripping supply, as we have witnessed since
the late 1990s, will of course serve this purpose, but the fundamental question
for European (and other energy importing) governments is whether — over the
longer term — high prices will be a windfall for the energy producing countries,
or whether energy taxation should be put in place with the specific aim of
curtailing energy demand and re-directing some of the windfall from energy
exporters to energy importers.

Put differently, when oil prices increased five-fold during the last ten years, this
represented a tax on the OECD economies — payable to foreign producers — of
about 1.1% of GDP on average. As a rule of thumb, every $10 increase in crude
oil prices implies an additional $100 million transfer from Europe to Russia. If
— for the purpose of illustration — the G7 had imposed a gradually increasing
tax on energy consumption (and the major developing countries had eliminated
their energy subsidies) during the 1990s when oil prices were declining in real
terms, they could have gradually driven retail energy prices up to, say, 75% of
present levels. In that case, surely, (a) energy demand would have been
gradually lowered by efficiency gains; (b) crude oil prices would have

The EU needs a coordinated
and comprehensive energy
strategy consisting of four

elements

Tougher taxation to limit
consumption, to help capture
some of the price windfall,
and to support environmental

issues.
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increased less than we have seen in the last five years, (¢c) G7 and EM fiscal
revenues would have been boosted by the energy taxes, creating room for lower
payroll, profit and/or income taxes; and (d) pollution would have been less.

Given the current high level of oil prices, we are not arguing for an immediate
increase in energy taxation, but if — or when — oil prices decline, a gradual
increase in taxation of the use of energy — maybe explicitly linked to its
greenhouse gas emission — would indeed be desirable as part of a long-term
strategy to encourage relatively lower and less polluting energy consumption
via greater energy efficiency, to capture part of the energy windfall for other
domestic fiscal priorities, and to supplement other environmental measures.

5B. Diversification of supply

While energy demand can — and should — be curtailed via taxation, a strategy is
also needed to diversify the sources of energy. For security reasons, domestic
production and storage of energy would always be desirable’. In the EU, the
domestic potential is mostly limited to the further development of renewable
sources, nuclear power, coal and — possibly — shale gas. Present policy aims at
doubling the share of renewable energy by 2020, which is feasible, but requires
significant policy initiatives to be implemented. On present policies, the share
of nuclear power stands to decline significantly, partly as Germany is in the
process of phasing out its remaining 17 nuclear power plants by 2020. The
political debate over the expansion of nuclear power has just reopened. With
present technology, it is the domestic energy source with the greatest potential,
although safety and environmental issues need to be considered. Greater coal
production is also a possibility, subject to a satisfactory answer to the
environmental concerns associated with the production and burning of coal’.
Finally, shale gas may hold great prospects. Using recently developed drilling
technology, US natural gas production is now increasing very rapidly, and large
shale beds on the European continent are also thought to contain gas, although
assessment is still at an early stage in Europe.

Foreign sources of energy also need to be diversified to a still greater extent. In
addition to the further development of pipelines from Russia, the Caucasus, the
Middle East and North Africa, as well as possibly Nigeria, such diversification
will also require a rapid expansion of LNG terminals and associated
infrastructures. A significant expansion of LNG facilities would not only
increase flexibility, and thus security of supply, it might also help facilitate the
development (from its present infant stage) of a tradable market for LNG,
which in itself would further help liberalise the overall traded energy market.

However, attractive as gas is, it has its limitations in terms of supply security.
Major suppliers remain restricted to Russia, Iran and Qatar. Furthermore,
additional suppliers like Libya and Algeria are in talks with Russia about
various forms of co-operation, ranging from a gas-OPEC all the way to long
term purchasing contracts.

5C. Liberalisation of domestic energy markets

While all the attention on the issue of security of supply is appropriate, it is
worthwhile keeping in mind that energy is only useful if it is delivered to the
end-user, as opposed to being stuck at a storage or terminal facility on the
border. In the same vein, much has been made of the bilateral arrangements
made between Russia and individual EU member states. The two most
conspicuous examples of such bilateral deals are the two pipelines currently
being built to deliver gas into Northern and Southern Europe, respectively. In

Supply needs to be diversified
via a revival of domestic
production, more pipelines
and LNG terminals.

4. The German government announced in early September that it is considering building a strategic national gas reserve as a supplement to its existing

oil reserve to guard against temporary cuts in energy supplies.

5. Germany opened the world’s first oxy-coal power plant in September, which involves the efficient combustion of coal in a mixture of oxygen and

re-circulated flue gas with reported great environmental gains.
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the north, the North Stream pipeline project will connect Russia with Germany
via the Baltic Sea, a project chosen in preference to the ‘cross-country’ Amber
or Jamal-Europe-2 projects. In the South, support was given to the Russian
initiative of a South Stream pipeline connecting Russia with Austria and
Hungary, rivalling the planned European Nabucco project, which — by 2013 —
might link Azerbaijan with Austria via Georgia and Turkey, bypassing Russia.
If later on, the proposed Trans/Caspian pipeline is built, the Nabucco could
connect Europe with Turkmenistan.

However, grievances by other EU countries over such bilateral projects seem
justified only because of the lack of free energy markets inside the EU. If,
indeed, energy were freely traded in a competitive and integrated market, then
— once it has arrived in the EU — the energy would presumably flow to its
destinations as determined by relative prices, which in turn would reflect the
demand pattern.

As discussed above, the Commission has made some progress in promoting
competition in energy by applying its ‘internal market’ competences to the
sector. But much remains to be done, as illustrated by the fact that energy retail
prices exclusive of taxes in some regions are at times nearly double the level of
other regions. Specifically, government concerns about vertical integration in
the energy sector — including if foreign-controlled, and there is no reciprocity—
is understandable because of the implied mistrust in competition and regulation
agencies’ ability to secure competitive markets with such integration. In
addition to multiple competing actors on all levels, governments also need to
secure a contemporary set of facilitating infrastructures, so that energy can be
moved freely around the EU and sold to end-users on a level playing field.

5D. Environmental concerns

Of the major economies, the EU has been at the forefront in addressing
environmental concerns as they relate to energy usage. This applies to taxation
policies, quantitative standards and to international cooperation for future
targets. While some environmental issues, such as global warming and acid
rain, are truly trans-national, the EU may still want to lead the way by example,
rather than wait for global consensus, which often ends up as the lowest
common denominator.

A comprehensive energy policy will have to include environmental
considerations, including with respect to taxation, as well as domestic energy
production and transportation. Ideally, competencies would be transferred to a
common forum, much as envisaged in the Lisbon Treaty, but as a temporary
compromise, fully enforceable agreements on common actions might be useful,
given the urgency of the matter.

Erik F. Nielsen

The EU's internal energy
markets need to be liberalised
to encourage competition.

The EU should continue to
lead the way in the global
environmental debate.
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