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The OECD Competition Committee debated energy security and competition policy in
February 2007. This document includes a background note by Ms. Sally Van Siclen for the
OECD, written submissions from Brazil, the Czech Republic, France, Germany, Italy,
Japan, Korea, Lithuania, the Netherlands, Norway, Portugal, the Russian Federation, Spain,
Sweden, Switzerland, the United Kingdom, the United States, the European Commission,
as well as papers by MM. lan Cronshaw (IEA) and von Hirschhausen, and summaries of
discussions.

This roundtable examined the links between competition policy and energy security, with a focus on natural
gas. The discussion began by addressing the questions of the meaning and importance of energy security;
and the determinants of energy security, particularly as they relate to competition policy.

It continued in dealing with gas supply, transportation, and distribution, addressing five aspects that relate to
different aspects of energy security: (1) the role of substitutes for natural gas in fostering competitive gas
supply; the role of regulation in promoting or inhibiting infrastructure investment; (2) how to promote an
adequate level of infrastructure investment; (3) the role of unbundling in fostering competition and promoting
energy security; (4) the role of storage capacity in system efficiency and buyer bargaining position; (5) and the
determinants of entry into merchant sales of natural gas.

Issues relating to competition law enforcement involving horizontal and vertical mergers as well as abuses of
dominant positions were also discussed.
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FOREWORD

This document comprises proceedings in the original languages of a Roundtable on Energy
Security and Competition Policy, held by the Competition Committee in February 2007.

It is published under the responsibility of the Secretary General of the OECD to bring
information on this topic to the attention of a wider audience.

This compilation is one of a series of publications entitled "Competition Policy Roundtables".

PREFACE

Ce document rassemble la documentation dans la langue d'origine dans laquelle elle a été
soumise, relative a une table ronde sur la sécurité de 1’énergie et la politique de la concurrence, qui s'est
tenue en février 2007 dans le cadre du Comité de la concurrence.

Il est publié sous la responsabilité du Secrétaire général de 'OCDE, afin de porter a la
connaissance d'un large public les éléments d'information qui ont été réunis a cette occasion.

Cette compilation fait partic de la série intitulée "Les tables rondes sur la politique de la
concurrence".

Visit our Internet Site -- Consultez notre site Internet

http://www.oecd.org/competition
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The restrictions on resale and the flexibility of volumes taken in these long term supply contracts
reduce liquidity in the secondary gas market. And this limits the entry of new gas resellers because they
cannot provide reliable supplies to their customers. But one can argue that upstream gas producers have a
choice as to whom they deal with, including with whom they enter into long term supply contracts, unless
they are found to be dominant.

Regarding the main reason provided for long term contracts, one question is why financial innovation,
which has been so prominent in many markets, has not developed a substitute for long term supply
contracts? As gas markets become more liquid—recall that only a very small fraction of LNG is sold in a
true “spot market” and only a fraction of gas in Europe is not sold under long term contracts—perhaps
financial instruments will be developed.

There are also long term contracts between gas resellers and gas consumers. In some cases, these
facilitate the building of, e.g., gas-fired power generators. The long term contracts provide some guarantee
as to supply terms over several years, reducing some of the project risk. But in other cases there does not
appear to be a related infrastructure. Such long term contracts exclude new gas resellers. They do so
because gas resellers have economies of scale and the long term contracts remove, usually large, customers
from the market for several years. The result is that the scale economies are less likely to be realised and
entry is more likely to be uneconomic. This exclusion of entrants extends dominance into a period when
competition was envisaged.

Longterm contracts can, conversely, facilitate entry. For example, long term contracts for access to
essential facilities combined with secondary market liquidity can make entry economic.

Longterm contracts, however, do not guarantee supply. First, during the term of the contract
governments may change the rules on which contract terms are acceptable, including the term of the
contract. Second, parties to the contracts may negotiate their way out of the contracts when it suits them.
Third, even when gas supply has uninterrupted, as supply from Russia to Western Europe during the Cold
War, this was not necessarily due to the long term nature of the contract. [Skinner, pp. 7-8] Rather, if
security of supply rests on diversity, resilience, recognition of interdependence and timely information,
then long term contracts facilitate security only if they increase diversity of supply or if they facilitate
investments that promote resiliency.

3.24 Secondary Trading

Impeding secondary trading can also be seen as abusive of dominance. The European Commission
has brought cases on gas destination clauses in sales agreements that impede secondary trading.

Secondary markets have competition roles. First, liquidity in the secondary market can help the entry
of new gas resellers, as noted above. But, second, they can limit the extent of feasible price discrimination
among consumers.

In terms of security of supply, secondary markets provide part of the resilience during a supply
emergency. In the short run, secondary markets help to reduce price spikes and problems of non-
availability. But over the longer term, the regular practice of secondary trading helps to fund spare capacity
in transport network in and among consuming countries.

3.2.5 Pricing
A notable aspect of the gas markets in Europe and in the Pacific is the link of gas prices to oil prices.

In contracts, gas prices are indexed on oil prices, smoothed over some months. Oil price indexation is
widespread in the gas market. The IEA estimates the global share at “probably one-third and maybe as
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much as half of gas that is traded,” “almost all” of long-term gas contracts in continental Europe and
“virtually all” long-term LNG contracts. But, in North America and the United Kingdom, most gas is
priced against spot or forward gas-price indices. [IEA 2006, p. 63]

Generally, one expects gas prices to be constrained by oil prices since oil products are substitutes to
gas in the long run. Where there is competition among gas suppliers, maximum and minimum market
prices are constrained by the prices of substitute fuels—one for summer (alternative fuel for electricity
generation for cooling) and another for winter (alternative fuel for heating).

Oil price-indexed pricing makes gas consumption less responsive to supply in the gas market. In a
market where price is responsive to demand and supply conditions in that market, then price changes signal
to users and to producers whether to increase or decrease their consumption or production. But in gas, price
does not perform that function. If there is a supply disruption, price will not give incentives to consumers
to cut back.

In other words, oil-index pricing reduces security of supply. First, the shortfall resulting from a supply
disruption will not be borne by those consumers most able to cut back but by other consumers. This
follows the same reasoning as provided in the discussion on increasing price-responsiveness of demand.
Second, during non-emergency periods when gas demand follows a seasonal pattern, the price of gas does
rise and fall with demand. This reduces incentives to invest in gas storage, which itself reduces resilience
and hence security of supply.

One argument made in favour of oil price-indexed gas prices is that it smoothes gas prices. But,
financial instruments could also do so, and the premium for such risk-reduction in highly competitive
financial markets is likely to be lower than in the relatively concentrated gas market."'

In sum, oil-price indexing reduces demand responsiveness to supply disruptions and reduces
incentives to invest in seasonal storage. There is not yet sufficient evidence as to its effects on competition.

3.3 Cartelisation

As noted in the above discussion on information exchange, information can also help competitors
reach an understanding or even to form an anticompetitive cartel. One jurisdiction that has weighed the
benefits of international policy coordination via the IEA during a supply emergency has granted a limited
antitrust exemption, but the government can stop transfers of information to the IEA if it would lead to
anticompetitive effects or antitrust violations.

Cartelisation by governments or by entities acting under the direction of governments is addressed in
the section below on limits to what competition law can do.

3.4 Improving the competitive environment

Competition and security of supply are complementary policies, a finding in the EC’s Energy Sector
Enquiry. Thus improving the competitive environment can help supply security. The earlier sections on
vertical and horizontal mergers dealt with many competitive environment issues. But barriers to entry has
been scattered in a number of discussions and is brought together here. In addition, demand responsiveness
improves the competitive environment.

1 Interestingly, the EC writes, “We suspect that, on a volume-weighted basis, there was not clear commercial

advantage either way [oil-indexed versus gas-indexed price contracts],” but notes that the period examined
was short relative to the contract durations so the situation may have changed. [EC 2007, p. 108]
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There are significant barriers to entry in the downstream gas sector. Essential facilities are often in the
hands of rivals and independent regulators may be unable to ensure fair and non-discriminatory access. It is
time consuming and costly to build infrastructure. In part this is due to neighbours blocking proposed
infrastructure despite its value to all gas users.'> Much gas is sold under long term contract to incumbent
intermediaries. One result, depending on the terms of those contracts, is that markets in some locations,
such as continental Europe, are illiquid. This makes it is significantly more difficult for small scale
suppliers—which entrants often are—to deal with varying demand than for large suppliers. Longterm
contracts with large users can foreclose, for a significant time, significant fractions of total demand.

Barriers to entry upstream were mentioned above in connection with the gas producers needing fair
and non-discriminatory access to pipelines.

Increased price responsiveness of demand promotes competition. More responsive demand makes
raising price less profitable, or unprofitable. This gives suppliers incentives to compete more strongly.
Promoting the use of interruptible contracts for large users and the use of market-clearing pricing would
help to increase responsiveness of demand. Gas meters with real-time prices could also encourage
consumption cutbacks during high price periods like supply emergencies, or indeed promote fuel switching
when new investments are made. The political difficulty of gas price spikes can perhaps be examined more
closely: Given the short duration of spikes (by definition), perhaps only the poorest members of society
need to be shielded. If there is sufficient demand from users to reduce exposure to price risk, financial
instruments may well emerge that transfer price risk as they have in other markets.

In general increasing competition increases energy security by diversifying supply.
4. Limits on what competition law can do

The involvement of states in the gas and oil industries may restrict the application of competition law.
States can engage in two types of behaviour that might ordinarily offend competition laws. First, states can
take actions and make agreements that harm competition. Second, states can direct enterprises to take
actions and make agreements that harm competition. Because the actions of many national gas and oil
companies are bound up in the governance of their respective states, it can be difficult to distinguish these
two types of behaviour. The important point is that state involvement of either type may trigger defences
that shield the conduct in question from competition laws. =~ When non-economic factors prevail in
determining supply conditions, there may still be an important role for competition and markets in
minimising the adverse effects in both the short- and long-terms.

The applicability of US antitrust law, for example, against foreign sovereigns is governed by the
Foreign Sovereign Immunities Act (FSIA). Foreign sovereigns are presumptively immune to American
laws unless a specified exception to immunity applies. One of the exceptions is that the foreign sovereign
is engaged in a commercial activity having a certain nexus to the US. Whether an activity is commercial is
determined by its nature, rather than its purpose. The Supreme Court held in Republic of Argentina v.
Weltover, Inc. that “[T]he issue is whether the particular actions that the foreign state performs (whatever
the motive behind them) are the type of actions by which a private party engages in ‘trade and traffic or
commerce.”” [504 U.S. 607, 614 (1992) (emphasis in original); for additional exemptions, see ABA, II
Antitrust Law Developments (Fifth) (hereafter “ALD”) 1136-1144 (2002).]

The NIMBY attitude is rational, as neighbours of proposed facilities will bear most of the risk of accidents,
however small. But many more gas users will benefit from the gain in energy security. In principle,
monetary transfers can be used to internalise the externalities, but it can be difficult to set the level of
compensation as neighbours have incentives to exaggerate their cost.
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Does foreign sovereign immunity extend to intermediate subsidiaries of foreign states? US courts are
divided. The factors they use to determine whether the FSIA applies include: “(1) whether the foreign state
created the entity for a national purpose; (2) whether the foreign state actively supervises the entity; (3)
whether the foreign state requires the hiring of public employees and compensates them; (4) whether the
entity holds exclusive rights in the country; and (5) whether the entity is treated as a part of the government
under the laws of the foreign state.” [ALD 1143 n.171.]

Another defence to antitrust liability that is available to foreign states is the “act of state” doctrine.
Unlike foreign sovereign immunity, which exempts the sovereign itself from liability, the act of state
doctrine exempts particular acts by sovereigns. Specifically, it exempts acts of foreign sovereigns that
were taken within their own jurisdictions. [ALD 1144.]

Finally, if a private party is compelled by a foreign sovereign to engage in conduct that would violate
the antitrust law, then generally the acts “become effectively acts of the sovereign” and courts do not
impose antitrust liability. But if the compelled conduct takes place in the United States, then the US
antitrust enforcement agencies will not recognise either the foreign sovereign compulsion defence or the
act of state doctrine. [ALD 1156.]

In contrast to the United States, the EC does not have an explicit legislative act dealing with the
immunity of foreign sovereigns. However, a sovereign immunity defence in antitrust cases was implicitly
recognised by the European Commission in Aluminium Imports of 1984 [Commission case 1V/26.870, OJ
1985 L 92/1] even though the defence was ultimately unsuccessful in that case. It concerned restrictive
agreements between western European aluminium producers on the one hand and foreign trade
organisations dealing with aluminium in the ex-socialist states of Poland, Hungary, Czechoslovakia, the
German Democratic Republic and the USSR on the other. The agreements restricted the sales of primary
aluminium by these foreign trade organisations to the involved group of Western producers, who
undertook not to sell the product to other prospective purchasers in the western world. The foreign trade
organisations had argued that they could not be qualified as “undertakings” within the meaning of Art. 81
EC due to the international law doctrine of sovereign immunity, as under socialist law they had no separate
status from the State. The Commission recognised that such a defence may defeat the applicability of Art.
81 EC. However, it held that claims of sovereign immunity “are properly confined to acts which are those
of government and not of trade.” [Decision section 9.2.] The Commission argued that each of the foreign
trade organisations had been specifically established for and was engaged in selling aluminium. “Entities
which engage in the activity of trade are to be regarded as undertakings for the purposes of Article [81],
whatever their precise status may be under domestic law and even where they are given no separate status
from the State . . .. Even if the foreign trade organisations were indistinguishable under Socialist law from
the State, no sovereign immunity would attach to their participation in the . . . agreements since this was an
exclusively commercial activity.” [Decision section 9.2.] The Commission further relied on the fact that
the governments of the States were not signatories to the agreements nor did they oblige the undertakings
to enter into the agreements in order to reject the argument that the agreements were acts of the
undertakings’ governments. The enforcement action in this case was limited to declaring that the relevant
parts of the agreements infringed Art. 81 (1) EC and rejecting an exemption under Art. 81(3).

Aluminium Imports suggests a rather narrow application of the sovereign immunity defence. This
question arose in several other cases concerning EU entities in which the European Court of Justice
recognised that a distinction has to be drawn “between a situation where the State acts in the exercise of
official authority and that where it carries on economic activities of an industrial or commercial nature by
offering goods or services on the market.” [Case C-343/95 Diego Cali, [1997] ECR 1-547, para. 16]. To
qualify as the former and consequently fall outside the scope of the competition rules, the Court required
that the activity in question “forms part of the essential functions of the State” and that “by its nature, aim
and the rules to which it is subject it is typically that of a public authority.” [Case Diego Cali, para. 23;
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Case C-364/92 Eurocontrol, [1994] ECR 1-43, para.30]. This “state act defence” so far has been applied by
the courts to areas outside the energy sector (anti-pollution services, control of air space).

EC law establishes state liability for genuine state acts restricting competition. Art. 86 EC requires the
states to refrain from measures contrary to the Treaty’s competition rules in the case of public undertakings
and undertakings to which they grant special or exclusive rights, and submits undertakings entrusted with
the operation of services of general economic interest or having the character of a revenue-producing
monopoly to the competition Articles. In addition, the European Courts established that a state is liable
under the Competition Articles if it requires or favours the adoption of acts contrary to the competition
rules, reinforces their effects or deprives its own legislation of its official character by delegating to private
traders responsibility for taking economic decisions affecting the economic sphere. [Case 267/86 Van
Eycke v ASPA [1988] ECR 4769, para.16; case C-2/91 Meng, [1993] ECR 1-5797, para.14]. However,
these obligations are binding on EC Member States only, given that they are derived from provisions of the
EC Treaty. Consequently, any such acts performed by non-Member States fall outside EU antitrust
liability.

Anti-competitive acts by undertakings having an “immediate, substantial and foreseeable” effect in
the Community are subject to antitrust liability, even if the undertakings are situated and the acts have been
committed outside the EU territory [Case T-102/96 Gencor v Commission, [1999] ECR-II 753, para.90; C-
89/85 Woodpulp [1988] ECR 5193, para.16, 17]. But as in US law, the EC legal system recognises a “state
compulsion defence” in cases where the anti-competitive act in question cannot be qualified as an
autonomous decision by the undertaking. The Commission and courts defined a rather narrow scope of
application of this defence and require that the conduct has been made compulsory in a legal provision by
the state and that there remains no latitude for individual choice for the undertakings as to the
implementation of the state policy; mere support or encouragement by the government is not sufficient to
trigger the exemption. [Commission case 1V/32.450 French-West African shipowners’ committees, OJ
1992 L 134/1 para.38; ECJ case 240/82 SSI v Commission [1985] ECR 3831 para.38].

In conclusion, many obstacles exist in both Europe and the U.S. that hamper the full application of
competition law in the energy sector in cases of state involvement.

5. Concluding remarks
Main points

Energy security is about vulnerability to disruption. It means different things to different people at
different times. The risk of supply disruptions and associated price spikes are surely part of the definition,
but there is no consensus on whether the price level during non-emergency periods is relevant, and there is
also likely a psychological aspect. Energy security may prove to be impossible to define precisely.

The corporate governance of many national gas and oil companies and the role of gas and oil sales in
national GDP may mean that these companies may not have entirely commercial objectives, but at the
same time they prefer reliable revenues which are associated with reliable supplies.

The keys to energy security, however defined, are diversity of supply and investment. Investment can
provide increase resilience, e.g., through spare capacity, surge capacity and emergency stocks. Other keys
are to recognise the interdependence of markets and market participants and ensure timely information
exchange.

Regarding the application of competition policy, horizontal mergers do not in general increase energy

security, though they may in some instances where a merger is the only way to be able to enter contracts
with other producers or invest in new infrastructure. Horizontal mergers of gas intermediaries, given their
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current low level of competition, are unlikely to increase bargaining power vis-a-vis gas producers.
Vertical mergers that integrate potentially competitive activities with essential facilities can hinder non-
discriminatory access to essential facilities, which may harm resilience and thus energy security. To the
extent that competitive markets promote diversity and resilience, anticompetitive mergers would harm
these elements of energy security.

Various types of abuses of dominance can discourage investment that increases spare capacity or
surge capacity and thus resilience. Further, denial of access to pipelines can discourage diversity of supply
by discouraging small gas producers from participating in the market. However, it may be complex and
difficult to require incumbents to build larger capacity infrastructure, but competition to provide such
expansion may be feasible if the regulator can determine how much at what price and impose a scheme for
payment by consumers. Longterm contracts can facilitate infrastructure investment, which promotes
security, but can also exclude entrants, and do not obviously directly promote security of supply.

In general, improving the competitive environment improves energy security by diversifying supply
sources. The principle that multiple suppliers make it more difficult for any single firm to exercise market
power or induce enough others to withhold output in order to exercise market power, applies equally well
to markets supplied by firms or by governments.

But there are limits to what competition law can do. State involvement either by directly taking
actions and making agreements that harm competition, or by directing enterprises to take actions and make
agreements that harm competition, may trigger defences that shield the conduct in question from
competition laws.
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