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 Preface 

 Energy law and policy in several developed and emerging economics evolved while addressing questions about whether a state-owned or controlled vertically-integrated corporation with monopoly and in some cases monopsony features will provide a fairer or more secure development in the supply of energy resources compared to a private-sector led liberalised and competition-based framework. The paradigms of economic restructuring and regulation of gas supply markets which developed in the United States (US) in the 1980s–1990s and later in the UK are gradually being implemented globally. The consequential competition-based frameworks constitute part of the primary drivers of an increasingly global and commoditised gas supply industry over the past two decades. Recent trends following the US shale gas production boom, Liquefied Natural Gas (LNG) export projects in Australia and significant discoveries in East Africa and other frontier regions portends greater competition for global market share and capital investments in the medium to long-term. Thus, going forward resource-rich countries and import-dependent ones will need to create the enabling regulatory and institutional environment that will promote competitiveness and security of energy supply. 

 Natural gas is vital energy resource for the twenty-first century economy which is poised to play a major role in the medium to long-term outlook of energy systems of developed, emerging and developing economies. Its supply to power markets for electricity generation through the stages of exploration, production, gathering, processing, transmission and distribution has been a key driver in gas commercialisation over the past two to three decades. It could be in the form of supplying a power generation facility in the electricity market of the same country where the gas was produced or in another importing country. 

 The doctoral project that led to this book examined the experiences and approaches to the law and regulation of gas-to-power markets in Nigeria and the EU while drawing relevant inferences from the US and UK as pioneers of the transnational paradigms of economic regulation aimed at fostering competitiveness, security and reliability in energy supply, among other objectives. In a similar vein, this book is written to: 

  (a) Foster a more incisive understanding of the various institutional, regulatory and organisational aspects of the international gas-to-power supply chain amongst concerned academics, students, lawyers, policymakers, private and public stakeholders. 

 (b) Identify the characteristic and peculiar experiences and approaches to institutional efficiency and effectiveness in regulation within the considered jurisdictions, i.e., US, UK, EU and Nigeria. Such peculiarities and commonalities will provide relevant reference points to several resource-rich and energy-poor countries, as well as the increasing array of import-dependent developed or emerging economies currently implementing gas and energy market reforms. 

 (c) Highlight the role and significance of international best practice principles for good quality regulation and governance such as accountability, legitimacy and independent economic regulation in enhancing competitive, secure and sustainable gas supply to power markets. 

 

 This book was written following a ‘law-in-context’ and applied legal research approach while adopting insights from the economic analysis of law approaches to contracts, regulation and organisational institutions. It highlights the increasingly transnational paradigms of economic regulation and restructuring of energy supply markets and explores the modern law and policy approaches to competitiveness and security of supply. The text adopts a broad concept of ‘regulation’ which includes the process of legislation, creating relevant governance institutions, rule-making, judicial and quasi-judicial activities as well as a thorough understanding and engagement with the particular economic or industrial activity, which in this context is gas-to-power. The economic regulation of energy supply also involves the contractual and competition-based forms of guidance and standard-setting, which does not necessarily imply the intrusive traditional command-based approaches. Rather, it encompasses the smart, responsive, incentive-based, consensual or communication-based models etc. this monograph contends that for laws and regulation for energy supply to be effective, it must enhance competitiveness, efficiency in resource allocation and pricing. In addition, it should create a framework which exemplifies the tenets of good quality governance systems such as clarity of roles, independence of institution(s) responsible for economic regulation and certainty in applicable rules and principles, legitimacy and due process, accountability and transparency, regular stakeholder engagement, security and adequacy of investments. 

 This book recognises the categories of centralised and decentralised markets in view of the identified paradigms in the governance and organisation of gas supply to power markets. The primary aim is to identify the approach or a matrix of approaches that enhance the effectiveness of gas-to-power market regulation in an instrumental sense. In other words, applicable legal, institutional and regulatory framework should enhance and lead to the realisation of defined policy objectives which informed their establishment in the first place. Thus, in the context of gas supply to power markets, it is not enough to merely announce a privatisation or deregulation scheme or new policies, roadmaps, plans, laws and regulations etc. which the extant political, socio-economic, organisational and institutional framework of the country in question may simply render inefficient or ineffective. It is extremely crucial to ensure the relevant institutions and framework for the supply chain and investments therein has the necessary tenets for good governance and efficiency. 

 Dr Tade Oyewunmi
 
January 2018 

 



 Abbreviations and Key Definitions 

   
 
 
   	Term 


 	Definition 


 

  	2017 Gas Supply Regulation 


 	Regulation (EU) 2017/1938 of the European Parliament and of the Council of 25 October 2017 concerning measures to safeguard the security of gas supply and repealing Regulation (EU) No 994/2010 (OJ L 280, 28.10.2017, p. 1) 


 

  	ACER 


 	Agency for the Cooperation of Energy Regulators 


 

  	ACER Regulation 


 	Regulation (EC) No 713/2009 of the European Parliament and of the Council of 13 July 2009 establishing an Agency for the Cooperation of Energy Regulators (OJ L 211, 14.8.2009, p. 1) 


 

  	AfDB 


 	African Development Bank 


 

  	Bcm/Bcf 


 	Billion cubic metres / Billion cubic feet 


 

  	Ch or CAP 


 	Chapter 


 

  	Commission 


 	European Commission 


 

  	CEER 


 	Council of European Energy Regulators 


 

  	CJEU 


 	Court of Justice of the European Union 


 

  	CUP 


 	Cambridge University Press 


 

  	CCGT 


 	Combined Cycle Gas Turbine 


 

  	Capacity Allocation Regulation 


 	Regulation (EU) No 984/2013 establishing a Network Code on Capacity Allocation Mechanisms in Gas Transmission Systems and supplementing Regulation (EC) No 715/2009 of the European Parliament and of the Council (OJ L 273, 15.10.2013, p. 5) 


 

  	DPR 


 	Department of Petroleum Resources (Nigeria). The Nigerian oil and gas industry regulator and a department within the Ministry of Petroleum Resources. 


 

  	DoG 


 	Department of Gas (Nigeria). Presumably, the Nigerian gas industry regulator established within a proposed Ministry of Energy under the National Domestic Gas Supply and Pricing Regulations 2008. 


 

  	E&P 


 	Upstream petroleum exploration and production 


 

  	EPSR Act 


 	Electric Power Sector Reform Act 2005 (Nigeria) 


 

  	ELPS 


 	Escravos to Lagos Pipeline System 


 

  	Economic Regulator 


 	An institution or body that is authorised by law to exercise regulatory powers over a sector by setting prices and improving the operation of the market so that consumers have access to secure services and service providers receive a reasonable rate of return. Regulators that deal only with health, safety or environmental issues are not considered economic regulators, but are engaged in the process of social regulation. 


 

  	EU 


 	The European Union 


 

  	Electricity Network Regulation 


 	Regulation (EC) No 714/2009 of the European Parliament and of the Council of 13 July 2009 on conditions for access to the network for cross-border exchanges in electricity and repealing Regulation (EC) No 1228/2003 (OJ L 211, 14.8.2009, p. 15) 


 

  	ENTSO-E 


 	European Network for Transmission System Operators for Electricity 


 

  	ENTSO-G 


 	European Network of Transmission System Operators for Gas 


 

  	ESMAP 


 	World Bank’s Energy Sector Management Assistance Programme 


 

  	ed/eds 


 	editor/editors 


 

  	Et al 


 	Means ‘and others’ 


 

  	FGN 


 	The Federal Government of Nigeria 


 

  	FERC 


 	The Federal Energy Regulatory Commission (US) 


 

  	FIRS 


 	Federal Inland Revenue Service (Nigeria) 


 

  	First Electricity 


 	Directive 96/92/EC of the European Parliament and of the 


 

  	Directive 


 	Council of 19 December 1996 concerning common rules for the internal market in electricity (OJ L 27, 30.1.1997, p. 20) 


 

  	First Gas Directive 


 	Directive 98/30/EC of the European Parliament and of the Council of 22 June 1998 concerning common rules for the internal market in natural gas (OJ L 204, 21.7.1998, p. 1) 


 

  	First Energy Package 


 	Comprises the First Electricity Directive and the First Gas Directive 


 

  	Gas-to-Power 


 	One of the main approaches to the monetisation and commercialisation of natural gas which involves the stages of exploration, production, gathering, processing and supply of gas to a power generation plant in the electricity market and value chain. 


 

  	Gas Gathering System 


 	A network of pipelines from some fields, collecting gas and bringing it to a central point typically for processing or the inlet to a major transportation pipeline. Sometimes built where individual fields are not big enough to justify investment in separate pipelines and a processing plant. 


 

  	Gas Balancing 


 	Regulation (EU) No 312/2014 of 26 March 2014 establishing a 


 

  	Regulation 


 	Network Code on Gas Balancing of Transmission Networks (OJ L 91, 27.3.2014, p. 15) 


 

  	Gas Grid 


 	A connected set of pipelines for the transmission and distribution of gas in a region or country to industrial, commercial and domestic users 


 

  	Gas Processing 


 	The separation of oil and gas, and the removal of impurities and natural gas liquids from natural gas to meet the delivery Specification of a gas transportation pipeline 


 

  	GSPA 


 	Gas Sales and Purchase Agreement 


 

  	GTA 


 	Gas Transportation Agreement 


 

  	GSA 


 	Gas Sales Agreement 


 

  	GSAA 


 	Gas Sales and Aggregation Agreement 


 

  	Gas Supply Regulation 


 	Regulation (EU) No 994/2010 of the European Parliament and of the Council of 20 October 2010 concerning measures to safeguard security of gas supply and repealing Council Directive 2004/67/EC (OJ L 295, 12.11.2010, p. 1) 


 

  	Gas Transit Directive 


 	Council Directive 91/296/EEC of 31 May 1991 on the transit of natural gas through grids (OJ L 147, 12.6.1991, p. 37) 


 

  	Government Take 


 	The total amount of revenue that a host government receives from upstream oil and gas production. This amount can include taxes, royalties and government participation 


 

  	Hydrocarbon Directive 


 	Directive 94/22/EC of the European Parliament and the Council of 30 May 1994 on the conditions for granting and using authorisations for the prospection, exploration and production of hydrocarbons (OJ L 164, 30.6.1994, p. 3) 


 

  	IEM 


 	The EU’s internal energy market 


 

  	IEA 


 	International Energy Agency 


 

  	IAEE 


 	International Association for Energy Economics 


 

  	IOC 


 	International Oil Company 


 

  	IPP 


 	Independent Power Producers 


 

  	JV/JVA/JOA 


 	Joint Venture / Joint Venture Agreement / Joint Operating Agreement 


 

  	LFN 


 	Laws of the Federation of Nigeria 


 

  	LNG 


 	Liquefied Natural Gas 


 

  	MMBtu or MBTU 


 	One million British thermal units (BTU). A BTU is a measure of the energy content in fuel and is used in power and steam generation, heating and air conditioning industries. One BTU is equivalent to 1.06 joules. Natural gas is usually measured in BTUs. 


 

  	Mtpa 


 	million tonnes/year 


 

  	MMscf/d 


 	Million standard cubic feet per day 


 

  	MW 


 	Megawatt 


 

  	MWh/h or kWh 


 	Watt-hours (or kilowatt-hours or megawatt-hours) a way of measuring energy. A kWh is one kW of power flowing for one hour, which is 1000 joules going by every second for one hour. Since there are 3600 seconds in an hour, 1 kWh is, therefore, the same as 3.6 MJ. An electricity grid deals with huge power levels and large energy transfers. Thus, energy is often described in MWh and kWh because that is more directly relevant to how it is stored or transmitted. 


 

  	NIE 


 	New Institutional Economics 


 

  	NEPA 


 	National Electric Power Authority (Nigeria) 


 

  	NEPP 


 	National Electric Power Policy 2001 (Nigeria) 


 

  	NGC 


 	Nigerian Gas Company Limited. The NGC was created in 1988 as the NNPC’s subsidiary responsible for gathering, treatment, transmission and marketing in Nigeria’s natural gas and its byproducts domestically and to neighbouring countries. NGC was renamed in 2016 as the Nigerian Gas Processing & Transportation Company (NGPTC), while the Nigerian Gas Marketing Company (NGMC) is also expected to be established. 


 

  	NNPC 


 	Nigerian National Petroleum Corporation 


 

  	NLNG 


 	Nigerian Liquefied Natural Gas Company Limited 


 

  	NGL 


 	Natural Gas Liquid 


 

  	NOC 


 	National Oil Company 


 

  	OECD 


 	Organisation for Economic Co-operation and Development 


 

  	OEL 


 	Oil Exploration Licence 


 

  	OML 


 	Oil Mining Lease 


 

  	Ors 


 	Others 


 

  	OJ 


 	Official Journal of the European Communities 


 

  	OPEC 


 	Organisation of the Petroleum Exporting Countries 


 

  	OPL 


 	Oil Prospecting Licence 


 

  	OUP 


 	Oxford University Press 


 

  	OIES 


 	Oxford Institute for Energy Studies 


 

  	OGEL 


 	Oil, Gas & Energy Law Intelligence (OGEL, ISSN 1875-418X) Journal 


 

  	OFGEM 


 	The Office of Gas and Electricity Markets. The regulator for the gas and electricity industries in the UK. 


 

  	Proved reserves (of natural gas) 


 	Refers to gas quantities that geological and engineering information indicates with reasonable certainty can be recovered in the future from known reservoirs under existing economic and operating conditions. 


 

  	Reserves-to-production (R/P) ratio 


 	Means that if the reserves remaining at the end of any year are divided by the production in that year, the result is the length of time that those remaining reserves would last if production were to continue at that rate. 


 

  	PSC 


 	Production Sharing Contract 


 

  	Para 


 	Paragraph 


 

  	Petroleum Act 


 	Nigerian Petroleum Act CAP P10 Laws of the Federation of Nigeria 2004 


 

  	Pipelines Act 


 	Oil Pipelines Act CAP P13 Laws of the Federation of Nigeria 2004 


 

  	Power market 


 	This term is used interchangeably with ‘electricity market’ or the electricity supply industry and includes electricity generation, transmission and distribution as well as the operations, assets and transactions in the industry. 


 

  	RES Directive 


 	Directive 2009/28/EC of the European Parliament and of the Council of 23 April 2009 on the promotion of the use of energy from renewable sources and amending and subsequently repealing Directives 2001/77/EC and 2003/30/EC (OJ L 140, 5.6.2009, p. 16) 


 

  	REMIT Regulation 


 	Regulation (EU) No 1227/2011 of the European Parliament and of the Council of 25 October 2011 on wholesale energy market integrity and transparency (OJ L 326, 8.12.2011, p. 1) 


 

  	RSC 


 	Risk Service Contract 


 

  	Second Electricity 


 	Directive 2003/54/EC of the European Parliament and of the 


 

  	Directive 


 	Council of 26 June 2003 concerning common rules for the internal market in electricity and repealing Directive 96/92/EC, (OJ L 176, 15.7.2003, p. 37) 


 

  	SPA 


 	Sales and Purchase Agreement 


 

  	Second Gas Directive 


 	Directive 2003/55/EC of the European Parliament and of the Council of 26 June 2003 concerning common rules for the internal market in natural gas and repealing Directive 98/30/EC (OJ L 176, 15.7.2003, p. 57) 


 

  	Second Energy 


 	Comprises the Second Electricity Directive and the Second Gas 


 

  	Package 


 	Directive 


 

  	Tcf 


 	Trillion cubic feet 


 

  	Tcm 


 	Trillion cubic metres 


 

  	TPA 


 	Third-Party Access 


 

  	TFEU 


 	Consolidated versions of the Treaty on the European Union and the Treaty on the Functioning of the European Union (OJ C 326, 26.10.2012, p. 0001 – 0390) 


 

  	Third Electricity 


 	Directive 2009/72/EC of the European Parliament and of the 


 

  	Directive 


 	Council of 13 July 2009 concerning common rules for the internal market in electricity and repealing Directive 2003/54/EC (OJ L 211, 14.8.2009, p. 55) 


 

  	Third Gas Directive 


 	Directive 2009/73/EC of the European Parliament and of the Council of 13 July 2009 concerning common rules for the internal market in natural gas and repealing Directive 2003/55/EC (OJ L 211, 14.8.2009, p. 94) 


 

  	Third Energy Package 


 	Comprises the Third Electricity Directive, the Third Gas Directive, the ACER Regulation, Electricity Network Regulation and the 2009 Gas Network Regulation 


 

  	  


 	  


 

  	Transmission Tariff Regulation 


 	Regulation (EU) 2017/460 of 16 March 2017 establishing a network code on harmonised transmission tariff structures for gas (OJ L 72, 17.3.2017, p. 29) 


 

  	TSO 


 	Transmission system operator. Acting as a TSO under the EU’s Third Energy Package means that the entity is responsible, among other things, for granting and managing third-party access on a non-discriminatory basis to system users, collecting access charges, congestion charges and payments under the inter-TSO compensation mechanism, and maintaining and developing the network system. As regards investments, the owner of the transmission system is responsible for ensuring the long-term ability of the system to meet reasonable demand through investment planning 


 

  	TCE 


 	Transaction Cost Economics 


 

  	UKCS 


 	United Kingdom Continental Shelf 


 

  	Upstream Activities 


 	Refers to prospecting, exploring for and producing hydrocarbons, i.e., primarily oil and natural gas 


 

  	UK 


 	The United Kingdom 


 

  	US 


 	The United States 


 

  	US EIA 


 	The US Energy Information Administration 


 

  	VIU 


 	Means a Vertically Integrated Undertaking as defined under the Third Energy Package. A VIU under the Third Energy Package refers to electricity or a natural gas undertaking or a group of electricity or natural gas undertakings where the same person or the same persons are entitled, directly or indirectly, to exercise control, and where the undertaking or group of undertakings perform at least one of the functions of transmission or distribution, and/or LNG or storage, and at least one of the functions of generation or supply of electricity or of production or supply of natural gas. 


 

  	2009 Gas Network Regulation 


 	Regulation (EC) No 715/2009 of the European Parliament and of the Council of 13 July 2009 on conditions for access to the natural gas transmission networks and repealing Regulation (EC) No 1775/2005 (OJ L 211, 14.8.2009, p. 36) 
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 “There is a contradiction at the heart of capitalist democracy, one that government regulation attempts to manage. We want an economy that incentivizes innovation and offers the social benefits of efficiency, and a polity that protects us from the various harms associated with market failure. In energy markets, those harms include sudden price spikes, harmful pollution, and the undersupply of energy infrastructure…. Certainly, regulation sometimes produces distributions that economists suspect are suboptimal. When voters and policymakers choose these policies anyway, it is tempting to ascribe to them a misunderstanding of markets, or of what is best for society. But it may be that voters and policymakers believe they are choosing between two imperfect systems, and reject the pure forms of both; it may be that regulation is an informed choice” 

 David B. Spence, ‘Naive Energy Markets’ (2016–2017) 92
 
Notre Dame Law Review 973–1030. 

 “Even a few ‘legal loopholes’ or outright acts of cheating can ruin a market, especially an emergent market created in a newly deregulated sector.” 

 Jacqueline L. Weaver, ‘Can Energy Markets be Trusted?
 
The Effect of the Rise and Fall of Enron on Energy Markets’ (2004)
 
4 Houston Business and Tax Law Journal 1–151. 

 



 Acknowledgements 

 Firstly, I will like to thank God and warmly appreciate my family for the kind support received during the doctoral project that led to writing this book. I also appreciate and say thank you to my doctoral project supervisors, Prof. Kim Talus, Law School UEF (now James McCulloch Chair in Energy Law at the Tulane University Law School, New Orleans, Louisiana, USA) and Prof. Oluyinka Omorogbe, Nigerian Institute of Advanced Legal Studies (now Attorney-General and Commissioner of Justice, Edo State, Nigeria). Their excellent supervision and counsel during the project and in writing this book was extraordinary. I am grateful to the faculty, staff, colleagues and members of the doctoral programme at the UEF Law School, including Prof. Tapio Määttä, Prof. Toomas Kotkas, Prof. Katja Lindroos, as well as Prof. Kati Kulovesi (co-director of the UEF’s Center for Climate Change, Energy and Environmental Law (CCEEL), for their characteristically kind and inspiring support during the research project. 

 After an interesting International Association for Energy Economics (IAEE) Electricity Markets and Regulation Summer School at Bogaziçi University, Istanbul Turkey in May 2015, I had the privilege of co-authoring a paper titled ‘Gas Supply to Power Markets in Nigeria: A Regulatory and Economic Assessment’, together with Prof. Akin Iwayemi (Department of Economics and the Centre for Petroleum Economics & Energy Law, University of Ibadan, Nigeria). The paper was presented at the 9th NAEE/IAEE Conference in 2016, and I will like to thank Prof. Iwayemi for his encouraging support ever since. I am also grateful to Professor of Law (emerita) Jacqueline L. Weaver for the inspiring thoughts and comments regarding my research work and project while visiting the University of Houston Law Centre (UHLC), Houston TX, USA in 2015/2016 as a Fortum Foundation Scholar. I appreciate Professor Emeka Duruigbo, Thurgood Marshall School of Law, Texas Southern University, Houston, Texas, USA and Dr Laura Huomo of Roschier, Helsinki, Finland for their candid advice and comments during my doctoral project and while examining my doctoral thesis, all of which have been an essential part of the work that led to this book. 

 



 Introduction 

 The exploration, production and supply of natural gas to power markets is inherently an interdisciplinary and multidimensional venture, which can be viewed from the purview of economics, engineering, international relations, political science, etc. Thus, the development law and policy frameworks to outline the fundamental rules bordering on property rights, investments and operations of the industry would generally need to adapt and reflect such interdisciplinary and multidimensional nature. Most existing law and policy focused literature in this regard mainly consider the two interrelated and interconnected industries as separate and distinct sectors of modern economy and society. For instance, examining issues such as the legal and contractual dynamics of the upstream gas sector or downstream gas supply contracts, or electricity industry regulation and policy issues. In comparison to the scholarly work on oil industry law and policy issues, the natural gas industry has received less scholarly attention and when it does, it is often in the context of a wider petroleum industry and petroleum resources. Consequently, the research project that led to this monograph aimed at fostering a comprehensive understanding of the modern paradigms of law, regulation and institutional frameworks for gas supply to power markets in the context of developed economies like in the EU and an emerging economy like Nigeria currently in the path towards competitiveness, security and reliability of energy supply markets. 

 This monograph, therefore, adopts a law-in-context approach as well as a consideration of relevant law and economics principles in examining the regulatory and institutional dynamics of gas supply for power and energy purposes as an increasingly international, interrelated and interconnected value chain. In a novel manner, the book critically explores the instrumental role of regulation and institutions in the restructuring and development of competitive and commercially secure gas supply markets in the considered jurisdictions. From the US and Mexico in North and Central America to the EU in Europe, China and Japan in Asia, Australia in the Pacific region, Nigeria and Tanzania in Sub-Saharan Africa etc. the evolving trends in gas supply industry development portends a general shift towards reforms or developing more efficient frameworks for economic regulation, pricing and industry governance. In a recent survey covering the period of 2006–2016,1 the IGU report on commercial contracting patterns, markets and pricing developments in the international gas industry reveal that: 

  (a) In 2016, the adoption of gas-on-gas competition (GOG) in pricing constituted the largest share of total world gas supply and consumption at 45%. Predominantly in North America, Europe, the Former Soviet Union and Latin America. The percentage of oil price escalation (OPE) pricing was about 20%. The regulated pricing categories – regulated cost of service (RCS), regulated social and political (RSP) and regulated below cost (RBC) – accounted for about 31%. 

 (b) The fundamental changes have been the continuous move away from OPE to GOG in Europe, from RBC to RCS, RSP and GOG in Russia, from RSP to RCS and OPE in China and from RBC to RSP in Iran and from RBC to RCS in Egypt and Nigeria. GOG and OPE have also recently benefitted from pricing reforms in India and China respectively. 

 

 The highlighted trends signify a general move towards reforms and developing more competitive price regulation and market governance structures globally. Furthermore, there is a race for market share in internationally by the incumbent and upcoming producers and suppliers. It portends keen competition for scarce investment capital by relevant operators and international firms, including National Oil Companies. The market changing trends is also boosted by growing demand for local energy supplies to be fuelled by the more environmentally friendly and less-carbon intensive natural gas compared to other hydrocarbons like coal and diesel oil. In the decarbonised economies that are evolving in the medium to long term, natural gas is poised to play a critical role in the primary energy mix, so long as the markets and industry remain competitive and guarantees energy supply reliability and security. In view of these developments, training and educational centres, lawyers, public and corporate energy advisors are becoming more concerned about similar questions which this monograph seeks to address, which includes: 

  (a) Is there a single and ‘ideal’ model or approach for ensuring effectiveness in the restructuring and regulation of gas supply to power markets? If not, then what constitutes the matrix of models and approaches? 

 (b) What are the underlying principles, assumptions, institutional structures that will enhance the modern approaches to developing competitive, secure and sustainable gas supply and energy markets? 

 

  (c) What are the factors that determine or affect the effectiveness and efficiency of such approaches and regulatory frameworks? 

 

 The main features of this timely book include: 

  (a) It adopts a supply chain approach in discussing the various legal, contractual and policy dynamics of the interrelated and interconnected segments of upstream, midstream and downstream gas and energy industry. 

 (b) It follows an applied ‘law-in-context’ approach to studying and highlighting the relevant economic, law and policy principles in the development of viable gas markets. 

 (c) It promotes an instrumental and facilitative understanding of law and regulation in energy markets. 

 (d) It emphasises the role of legitimate and accountable organisational institutions in the process of liberalisation, deregulation and re-regulation of energy markets. 

 (e) Given that natural gas has historically been underutilised and subject to arbitrary or opaque governance institutions in several countries, compared to oil, this monograph highlights the potentials of competitive and secure gas supply markets. It also elucidates the idea that the energy policy objectives of competitiveness via liberalisation, security of supply or sustainability are not mutually exclusive as long as the fundamental requirements of good quality and effective legal and organisational institutions are established. 

 

 The style and approach of the book is adapted to help the reader: (i) understand the legal and organisational aspects of an increasingly international and interconnected gas supply, and electricity value chain; (ii) develop more efficient and effective policies towards gas and energy market development, especially in relation to the introduction of competition to regulated network-bound indsutries such as gas and electricity; and (iii) appreciate that the concepts of regulation, liberalisation or deregulation of energy supply industries are not ends by themselves, but a means to realise ends and objectives such as competitiveness and security of supply. They are processes through which better and more efficient institutions can be established. 

 

 1. International Gas Union (IGU). ‘IGU Releases 2017 Wholesale Gas Price Survey’ <www.igu.org/news/igu-releases-2017-wholesale-gas-price-survey> accessed on 8 July 2017. The categories of OPE, GOG, Bilateral Monopoly and Netback from Final Product can be broadly described as ‘market-based’ pricing, while the categories of RCS, RSP and RBC can be classified as ‘regulated’ pricing. 

 



 CHAPTER 1 

 Gas Supply to Power Markets: Legal, Regulatory and Institutional Considerations 

 §1.01 INTRODUCTION 

 Natural gas or ‘gas’ comprises of a mixture of hydrocarbon gases consisting mainly of methane, and to a lesser extent ethane, propane, butane and pentane, as well as some impurities which are removed in the process of commercialisation and utilisation for energy purposes. In the petroleum industry reference to natural gas includes ‘nonassociated’ gas originating from fields producing hydrocarbons only in gaseous form, and ‘associated gas’ occuring in reserviors with crude oil as well as methane recovered from coal mines (i.e., ‘colliery gas’), while gas produced from shale reservoirs is known as shale gas. Unlike oil, produced gas is difficult and expensive to store or transport to demand centres due to its physical properties and technicalities involved. Thus, significant ex ante investments in processing facilities, supply networks, as well as identifying predetermined creditworthy buyers are often required for efficient gas commercialisation and utilisation. The typical gas supply value chain involves the upstream, midstream and downstream segments. In the upstream, the operators hold a licence to explore and produce oil and natural gas, following which the gas is gathered through small diameter pipelines (gathering lines) from oil and gas fields.2 The gas molecules then go through the processing facilities to remove water and impurities, and the gas is compressed to boost its pressure to enable it to flow into large transmission pipelines owned and operated by gas pipeline and supply firms in the midstream segment. The gas molecules are then transported to storage, distribution or marketing centres downstream to be taken up by end users like residential and commercial buildings to meet various energy needs such as heating and cooking. Wholesale buyers of gas often include power generation plants that use gas to produce electricity as well as industries that also use gas in the production of other goods and services.3 

  Figure 1 The Typical Gas and Energy Supply Value Chain 

 [image: ]

 Source: Author’s chart. 

 

 The network-bound segments of: (i) gas transmission from the wellhead, i.e., upstream to local distributors or wholesale buyers; or (ii) distribution from local distribution centres to final consumers constitutes a natural monopoly because of the large economies of scale involved.4 The electricity supply industry also comprises the generation, transmission and distribution segments, while the electricity transmission and distribution networks also have natural monopoly features.5 

 Security of supply in the natural gas industry and energy context, among other things, involve the legal, institutional and contractual arrangements for safeguarding adequate and timely investments in critical processing and supply infrastructure.6 In this regard, the role of effective regulation through formal legal institutions (such as laws, judicial or quasi-judicial decisions, regulatory guidelines and instruments) as well as organisational institutions (such as contracts and public agencies) is pivotal (see Tables 5 and 6 highlights on relevant EU and Nigerian gas and power sector institutions respectively). The notion of ‘security of supply’ as an aspect of energy security is essential to the socio-economic and industrial growth of both developed and developing economies. It also constitutes a major factor in the realisation of other mainstream energy policy objectives such as competitiveness and sustainability or vice versa. As the efficiency enhancing gas-fired power technology evolved and a better understanding of the relative environmental benefits of gas compared to other hydrocarbons such as coal gained traction, coal, there was a corresponding growth in demand and utilisation of gas for power generation and other industrial and domestic uses.7 

 Over the years, the interdependence and interconnectedness of the gas supply industry to the power sectors have increased globally. For instance, in the EU (although in a supranational context) and in Nigeria (a forward-looking developing economy) the role of gas supply in the respective energy mixes has been critical to competitiveness and energy security over the past ten to fifteen years.8 Notably, power generation has been a major driving force for the commercialisation and consumption of gas reserves over the past couple of decades. Thus, ineffectiveness in the regulatory and institutional framework for gas supply to power markets will typically have significant cross-sectoral and socio-economic implications, given the vital role electricity plays in maintaining modern standards of living.9 

 §1.02 WHY CONSIDER THE US, UK, NIGERIA AND THE EU? 

 For countries like Nigeria, the regulation and allocation of gas for export in the form of Liquefied natural gas (LNG) as well as for domestic purposes (especially a highly gas-dependent power sector) involves significant economic, regulatory and policy trade-offs.10 Such trade-offs include striking an adequate balance between (i) providing adequate incentives for upstream producers and suppliers, (ii) securing appropriate ‘Government Take’ and (iii) sufficient domestic gas supplies while reasonably reducing pass-through costs for final consumers in the domestic energy value chain. In addition, it entails matching the gains of reforms or restructuring via privatisation and liberalisation of the electricity supply industry with an effective regulatory framework for domestic gas supply, while also managing risks to the external security of demand for exported gas in the international gas markets.11 On the other hand, policy and decision-makers in the more developed economies of the EU and its Member States (predominantly net gas importers) are also contending with the paradigmatically similar issues and trade-offs for policies and regulations aiming at enhancing energy market competitiveness through liberalisation while implementing parallel policy objectives of security of supply and sustainability as will be further discussed in Chapter 5.12 Just as developments in the United Kingdom (UK) inspired the reforms and restructuring initiatives in the post-1999 Nigerian context, the EU’s IEM liberalisation objectives pursued from the early 1990s were also inspired in the same vein, ultimately leading to the application of economic regulation principles and procompetition regulatory paradigms that primarily evolved in the US in the earlier parts of the twentieth century.13 

 Nigeria has had a longstanding need to efficiently monetise its enormous proven gas reserves by developing a viable and secure domestic gas supply chain, stop or as far as possible reduce gas flaring, finalise and consolidate uncompleted petroleum industry reforms and restructuring policies, while at the same time liberalising the privatised power sector.14 In the EU, there have been ongoing attempts to implement the US and UK-style gas and electricity market restructuring.15 This objective and the EU’s energy market integration drive have been considerably impacted by the parallel adoption of public-centred environmental protection and security of supply objectives.16 Consequently, there is a constant need for assessment and evaluation of necessary trade-offs in both national and supranational (EU level) contexts. Such trade-offs also entail the implementation of identified principles of economic regulation and the effectiveness of the overarching governance framework in respect of the gas supply to the power market. 

 §1.03 DEFINING REGULATION AND ORGANISATIONAL INSTITUTIONS 

 As posited by Black,17 the definitions of law and regulation could easily amount to descriptions of one another. Over the years, contentions have been raised as to whether ‘law’ is so much different and superior to ‘regulation’ in a functional and instrumental sense. Some pundits have argued that ‘regulation’ is less than ‘law’ to the extent that it is simply a category in the field of ‘law’.18 Others contend that ‘regulation’ is part of or an adjunct to law or a legal framework that is instrumentalist in orientation. In the latter sense, regulation comprises the mass of technical statutes, judicial and quasijudicial decisions, statutory instruments and other secondary and tertiary rules and guidelines containing prescriptive and descriptive standards of social or economic conduct.19 This book adopts a conception of law and regulation that adheres to the latter functional and instrumental approach as elements in the same institutional framework cycle and in the context of the gas supply industry. 

 In a functional or instrumental sense, the process of regulation includes the enactment of law (relating to a social or economic activity) as well as a thorough understanding of and engagement with the intended regulatory activity on the part of specialised governance institutions. Such institutions engage in fact-finding, sometimes in a quasi-judicial manner, and have rule-making and law-implementation responsibilities.20 The regulatory framework would also include contractual forms of behavioural and industrial guidance and standard-setting. ‘Regulation’ in this regard does not necessarily take a conventional, command-based, seemingly intrusive form. Rather, it encompasses the risk-based, responsive, incentive-based, consensual or market-based models.21 While law and regulation is part of the critical social and economic infrastructure that links the state to the energy market (gas-to-power industry in this instance) and society;22 the relevant institutions as agents of sectoral reform and structural changes, facilitate transactions, create stability and (mutual) trust among market actors, reduce transaction costs, mitigate information asymmetry and costs, reduce monitoring and enforcement costs, etc (see Annex A, Tables 5 and 6 for highlights of relevant EU and Nigerian gas and power sector institutions respectively).23 

 Institutional paradigms such as liberalisation, deregulation and decarbonisation are not ends in themselves but means by which to implement defined policy objectives such as competitiveness, security of supply and sustainability. It is not enough to declare (in some cases for political or opportunistic reasons) a scheme or roadmap for liberalisation and deregulation without actually establishing a functional and instrumental framework comprising informed regulatory agencies and strong organisational structures that foster competitiveness, security or sustainability of supply. The governance framework of laws, regulations and institutions through which such concepts are initiated and pursued can only be deemed effective by reference to the extent to which the underlying objectives are realised. An effective regulatory and institutional framework, or what Williamson (1979)24 refers to as specialised governance structures, is necessary for dealing with market failures and the abuse of public or private economic powers often present in energy markets, due to the customary natural monopoly, monopsony and oligopolistic features of these markets.25 Also, some experiences in the most advanced deregulated energy markets underscore the relevance of appropriate levels of regulation and oversight by accountable institutions with the staffing, expertise, independence and budgetary resources to restructure a network-bound gas supply industry. Such institutions contend with the trilemma of opportunism, bounded rationality and asset-specificity issues often found in these network-bound markets and industrial environments.26 

 §1.04 RESTRUCTURING AND REGULATING ENERGY MARKETS 

 From the US to the UK, the EU and countries such as Nigeria, the impulse to restructure the governance of gas and electricity supply had both an economic and political undertone coupled with law and policy implications. Its economic rationale was part of the move in mainstream economic thinking of the 1970s and 1980s, which saw increased faith in the ability of markets to achieve efficient outcomes through competition and reduced confidence in the capacity of governments to achieve efficient outcomes through regulation or production of services.27 In other to promote the development of competitive supply markets, these restructuring initiatives typically require e.g., the privatisation and unbundling of vertically-integrated state-controlled networks for gas-to-power by (i) disentangling the ‘potentially competitive’ segments like production and supply from the natural monopolistic segments like pipelines and transmission, (ii) followed by the liberalisation or deregulation of the unbundled competitive segments, and (iii) application of the TPA framework on the transmission segment to curb the ills of market power, discriminatory pricing and entry foreclosures.28 Implementing these objectives involve risks and losses across the value chain, therefore there is a critical need for an effective framework upon which all stakeholders are properly guided through the transitional period. 

 In all capital-intensive industrial contexts such as gas-to-power supply which require substantial ex ante investments and long payback periods (depending on the contractual framework and market structures), the rational private investors tend to value the ‘risk of losses’ more highly than the equivalent ‘risk to gains’. Thus where environments are characterised by regulatory uncertainties and institutional inefficiencies, the typical response is to ‘to freeze’, divest or to preserve the status quo with the hope of acquiring more information to support future commercial investment decisions.29 Even though seemingly ‘rational’, such investor responses affect the timeliness and adequacy of investments in essential infrastructure and by implications the security and reliability of energy supply. Thus, whether in the context of a developing country like Nigeria or mostly developed but import-dependent EU Member States, formal and organisational institutions that are relevant in managing the risks of ‘losses’ and ‘uncertainties’ or ‘information asymmetry’ play a central role in the realisation of underlying objectives of competitiveness and security of supply. Energy industry restructuring initiatives have had diverse results in different contexts and jurisdictions.30 Some of the experiences have also been similar, considering the significant initial opposition from incumbent network operators or requests for exemptions from the application of open-access rules for new major infrastructural investments in the EU or counteracting opposition to protracted institutional and regulatory reforms in Nigeria.31 

 The effectiveness of prescriptive standards of energy liberalisation such as unbundling and TPA to centralised network-bound supply industries and the reforms aimed at: (i) facilitating competition and market-led pricing and governance; or (ii) security of supply; or (iii) restraining rent-seeking and market power by natural monopolist, largely depend on the applicable institutional design and regulatory framework.32 Generally, such market or competition-based paradigms or organisational restructuring aimed at correcting perceived investment challenges and market failures by seeking to ensure ex ante allocative efficiency and ex post productive and dynamic efficiency.33 The objective of such economic restructuring policies includes fostering competitiveness by incentivising private-sector-led investments and market development while establishing necessary institutions to protect end-users (consumers) from commercial rent-seeking and opportunism as well as empower end-users with the option of being able to choose suppliers on a willing-to-pay basis.34 The timeliness and efficiency of such investments are also crucial to the development of essential infrastructure needed for accessing the all-important gas reserves and securing reliable supplies of energy across the value chain. 

 To be considered effective, the applicable legal, institutional and regulatory framework should enhance and lead to the realisation of the defined policy objectives which informed their establishment in the first place. In this regard, the notion of ‘instrumental effectiveness’ explicate by this book entails (i) the theory that laws, regulations and institutions are instruments or agencies adopted in relation to a particular regulatory paradigm and framework (e.g., liberalisation for competitiveness) as a means to an end; (ii) the effectiveness of such laws, regulatory or institutiional framework is best measured in terms of the actual realisation of that end and the underlying policy objectives; and (iii) institutions enabled to address challenges like opportunism, information asymmetry, rent-seeking by private and public operators and bounded rationality in energy supply markets (liberalised, deregulated or reregulated) have a pivotal role in ensuring an effective and functional regulatory framework.35 

 §1.05 ORGANISING GAS SUPPLY TO POWER MARKETS 

 Before discussing the dynamics of a typical centralised or decentralised gas supply value chain, it is pertinent to highlight the key features of the contractual and licensing framework through which industry operators obtain the legal rights to find, produce, take away and sell oil and gas resources (i.e., upstream licensing and contracts). Understanding the contractual and property rights issues and institutional dynamics created via upstream licensing and contracts as they relate to natural gas is essential to gaining a value chain perspective adopted in this book. It is also important in appreciating the economic regulation and resource allocation dynamics of natural gas and energy supply.36 The value chain entails the (i) upstream gas commercialisation; (ii) the midstream gas; and (iii) wholesale gas-to-power market context (see Figure 1 above). An essential part of the gas supply to power chain is the upstream E&P subsector which involves a mix of multinational corporations and national organisational structures relating to investments, participation, costs and competitiveness. The governance framework upon which the pricing, resource allocation and cost recovery plus profits in the upstream segment is based is significant in determining whether these resources will be efficiently developed and to which market or demand centre the energy produced will be sold.37 Due to the relative preference for oil and liquid hydrocarbons, countries with substantial oil and gas reserves and a mature petroleum industry have traditionally developed a single suite of regulations and upstream contracts dealing with both oil and gas and typically classified together as ‘petroleum’. In such contexts, gas has often been treated as a by-product at best or at worst as a nuisance to be flared. However, such disposition changed over the past several decades with more regulatory and institutional attention being given to gas commercialisation as it becomes increasingly more essential to energy supply across the globe. 

 [A] International Upstream Petroleum Licensing and Contracts 

 In the US, there is an established system of qualified and absolute private ownership and property in oil and gas resources in situ, although generally subject to the rule of capture.38 In other countries however, there is mostly a system of state ownership and control of land territory and oil and gas resources in situ, which are managed by governments based on relevant constitutional and legal provisions.39 As a result of the high-risk profile and capital-intensive nature of upstream petroleum operations, governments often engage private investors and companies (including IOCs and local private firms) to explore and produce petroleum from a designated area of the country’s territory. This is understandable given the strength of the financial and technical capabilities of these private companies and due to the need to spread or share attendant risks. 

 Laws, regulations and upstream contracts are formulated to guide the relationship between the host State and the E&P companies. Such legal and organisational institutions would ordinarily constitute part of the State’s public and administrative law regime. These upstream licensing and contracting instruments also have a transnational element as IOCs (i.e., the international vertically and horizontally integrated petroleum E&P and supply companies) operate and trade across countries and regions based on transactions recognised and protected by local and international law institutions.40 Furthermore, several petroleum-rich countries now have NOCs which also invest and operate in their respective national jurisdictions and internationally, e.g., StatoilHydro ASA of Norway, Petronas of Malaysia, Petrobras of Brazil and Gazprom of Russia.41 

 For most host governments in resource-rich countries, the primary objective of supporting or participating in development oil and gas resources is to maximise Government Take and socio-economic and political benefits from E&P operations, while private investors mainly seek to maximise profits and returns on investments and isolate or mitigate investment risks. These divergent interests often create considerable conflicts around two issues, which are (i) the allocation of risks and balancing of conflicting interests between the private investors, often a foreign company or a local independent, and resource-rich host government; and (ii) the adequacy of incentives offered to private companies to help in meeting the host government’s objectives, while guaranteeing reasonable returns on investments.42 It is worth noting that (i) the technical and financial capacities of the State; (ii) the level of competition amongst IOCs and other companies for E&P rights; (iii) the scale of the risks involved at each stage of operations; as well as (iv) the relevant constitutional provisions, are some of the key factors that determine the type of contractual regime under which the host government engages the private companies. By and large, the host country’s upstream licensing and contractual arrangements can be classified as (i) licences and concessions; (ii) PSCs; and (iii) RSCs and pure service contracts.43 

 [1] Licences and Concessions 

 Early and traditional forms of concessions comprised the State’s transfer of absolute control and ownership of land and hydrocarbons within vast areas of the State’s territory to a private oil company (usually an IOC) for a lengthy duration, such as seventy to ninety years.44 Furthermore, the IOC obtained title to all hydrocarbons in situ and produced, while paying some stipulated royalty and rent to the State. Typically, the IOCs bore all attendant risks and rewards under the old concession arrangements. Most of the old concessions did not accord any managerial or commercial rights and interests in the petroleum resources to host governments other than receipt of stipulated royalties or rents, while they also excluded the IOCs from paying any taxes apart from those specified in the respective contracts.45 

 Following the formation of OPEC in 1960, and international events such as the UN Declaration of Permanent Sovereignty over Natural Resources, 1962 (resolution 1803 (XVII)),46 OPEC resolution XVI. 90 1968, and the New International Economic Order, UN Resolution 3201 of 1974,47 the major petroleum-producing countries developed the legal, regulatory and institutional arrangements to take ownership of their petroleum resources and maximise commercial and economic benefits from E&P activities.48 Consequently, newer forms of licensing and concession arrangements such as OPLs and OMLs under the Petroleum Act in Nigeria were introduced.49 In this regard, the State maintains ownership and sovereignty over its land territory and petroleum resources in situ, but grants the IOCs the licence and non-possessory interests (i.e., profit-à-prendre or right-of-taking) to find, produce and takeaway discovered petroleum. Depending on the terms and conditions of the granting instrument, the licensee or lessee obtains the exclusive right to carry out petroleum operations in a defined area and within a definite period, usually for twenty to thirty years. Such modern forms of licensing typically confer on the licensee or lessee ‘the exclusive right to take and dispose of produced hydrocarbon’ at the wellhead and to make a ‘profit’ as a result. 

 For instance, the Nigerian OML confers on the holder the exclusive right within the leased area to conduct exploration and prospecting operations and to win, get, work, store, carry away, transport, export or otherwise treat petroleum (including natural gas) discovered in or under the leased area for a maximum duration of twenty years subject to renewals.50 However, ten years after the grant of an OML, one-half of the area of the lease must be relinquished.51 It is worth noting that the relinquished areas could include any undeveloped non-associated gas fields and reservoirs. By entering into a JVA and JOA, the State directly becomes a participant in the E&P operations and share with the IOC the attendant risks and benefits based on agreed participating interests and JOA terms. The JVA often comprises the participation agreement, which defines the relationship and participating interests of the parties, and the JOA, which defines the legal and operational relationship of the joint venturers by providing for issues such as the operator of the lease or concession, the operating committee, work programme and budget, disposition of production, relinquishment, decommissioning, allocation of costs and profit hydrocarbon, transfer of participating interests and rights etc.52 Under such a JV/JOA framework, the host State, through the NOC, holds a participating interest in the concession or lease. Thus, the State, through the NOC, must bear some of the risks (especially financial) and rewards of the operations to the extent of its participating interest under the JVA/JOA. The State also earns taxes, royalties, and rents from the concession.53 

 [2] Production Sharing Contracts 

 While a concession or licence can be described as official permission to find, produce, take away and dispose of petroleum, a PSC is essentially an agreement in which the State holds the licence or lease and appoints the IOC or private independent firm as a contractor to carry out E&P operations. Under the PSC arrangement, the parties agree to share produced petroleum from the defined contract area in predetermined percentages.54 The portions due to the contractor and State party are also typically subject to the payment of taxes, bonuses and other charges. Ownership of petroleum produced and in situ remains vested in the State. The NOC is often designated as the holder of the underlying prospecting license or mining lease. When production takes place, the contractor is entitled to a share of volumes – in order to recover costs (i.e., cost oil) subject to any agreed periodical cost-recovery ceilings – and the predetermined share of profit oil, after royalty or income tax is deducted and paid (in kind with quantities of oil) to the State or NOC as agreed.55 The contractor bears all the exploration and production risks and is usually in charge of operations and the management of the contract area unless the State party agrees to participate in the venture directly. If no oil is found, the contractor typically receives no compensation.56 This is perhaps the reason why PSCs are preferred by most host countries where probable reserves are high, and costs are relatively low, or at a medium level, while licences or concessions are often adopted where reserves are relatively low and production costs are high. Furthermore, under a PSC arrangement, the host State typically seeks to avoid the burden of ‘cash call obligations’ that arises because of participating interests held under a JVA/JOA framework. 

 Depending on the agreement between the parties and especially the term of the underlying licence or lease, PSCs are usually designed to have a lifespan of thirty years comprising ten years for exploration and twenty years for production.57 The duration of the exploration and production period and the time frame for the announcement of a commercial discovery, completion of utilisation project feasibility and the issue of which party is responsible for marketing and commercialising gas discoveries (if any) are critical parameters in the development of either associated or non-associated gas fields, which should be unequivocally guided by provisions of law and contract.58 Likewise, the PSC may also be negotiated to cover subjects like health and safety, decommissioning, environmental issues, taxation, and where required by law, issues such as domestic gas supply obligation (DGSO). As with a concession or JVA, a PSC can be used to cover perceived gaps in the applicable legal framework, especially when this framework is not very advanced or effective. 

 [3] Service Contracts59 

 This category of upstream contract is typically utilised in countries with a history of deep-rooted political considerations in their relationship with foreign and private investors, and which also have a strong sense of nationalism backed by constitutional provisions that prevent the use of PSCs and concessions.60 Petroleum development in such countries is managed by petroleum ministries or state-owned and controlled NOCs with entrenched monopolies over all segments of the value chain, while the IOCs are considered to be simply contractors. The E&P service contracts are either RSCs61 or pure service contracts.62 There is also a category known as technical assistance agreements (TAAs),63 based on which the IOC or private company is simply engaged by the host government to provide technical services and technology transfer.64 

 Under an RSC, the contractor bears the entire E&P capital and investment risk, while the State retains title to and ownership of the acreage and hydrocarbon produced in situ. Where the contractor fails to make a commercial discovery, the contract is terminated, with no obligation on either side and where a commercial discovery is made, the contractor is paid in cash or kind and entitled to recoup expenses made as may be agreed inter vivos.65 There are similarities between the PSC and the RSC framework; however, in making a distinction between the two contracting models, one key factor is that under an RSC, the IOC’s service fees are sometimes converted into oil, while in a PSC the cost oil is often converted to money for cost-recovery accounting purposes. Furthermore, unlike PSCs, the NOC in an RSC is usually designated as an ‘operator’. Therefore, an RSC is usually adopted in cases where the NOC has considerable E&P experience and expertise.66 On the other hand, a pure service contract is essentially a contract under which the capital and investment risks are borne primarily by the State, while the contractor is paid a flat fee for its technical services and work carried out in respect of E&P operations.67 In this regard, the contractor is merely a technical service provider working under the State’s supervision and has no legal or beneficial interest in the oil and gas resources or E&P venture. 

 It is worth noting that most traditional upstream contracts can be categorised under one of the above headings, which also signify different levels of resource ownership and control rights over the oil and gas resources within a country’s territorial jurisdiction. Over the years, various hybrids and model forms of upstream contract have emerged in the international oil and gas industry.68 For example, in some jurisdictions, PSC-type arrangements like profit oil and cost oil allocations have been inserted in JOAs and concessions. In other instances, PSCs have been awarded and arranged with a consortium of IOCs or private oil companies which have themselves entered into a JOA to guide their upstream operations. Furthermore, model upstream contracts, such as the model exploration and production concession contract (EPCC) used in Mozambique, have been developed by some host states.69 In Tanzania for instance, Article 15 of the 2013 Model production sharing agreement adopted by the Tanzania Petroleum Development Corporation (TPDC) enjoins a contractor who has informed TPDC of potential commercial interest in discovered natural gas to submit proposals for an appraisal programme within thirty days. Following an approved appraisal programme, the TPDC and contractor shall execute other agreements on the development, production, processing and sale of such gas. Such further agreements shall be negotiated in good faith and ensure recovery of all expenses and costs incurred as well as a reasonable return on investments. In several other countries, upstream and midstream operators now resort to using models developed by industry organisations like the AIPN, as a starting point in negotiations or renegotiations. Notably, specific petroleum or hydrocarbon legislation, regulations, guidelines and accepted practices help to guide and influence the content and performance of upstream contracts across the international energy industry. 

 [B] Centralised and Decentralised Gas Supply Markets 

 The intrinsic nature of gas means that its processing, transmission and in some cases, storage depends heavily on its pressure levels and on the use of an efficient networkbalancing system.70 The nature of electricity also means that it cannot be stored, and therefore power supply and demand flows must be balanced in real time from generation to consumption points.71 Generally, the method of accurately matching the level of supply with demand ‘in real time’ is regarded as the conventional operating principle for the gas and power supply markets, because amongst other things: (i) the energy provided is essential to societal and economic well-being, which means that periodic shortages are unacceptable from a socio-economic perspective; and (ii) imbalances in gas and power supply and demand are harmful to the network infrastructure used to deliver them.72 The technical interdependence and interconnectedness of gas production, transmission and supply to the power generation units in a gas-based power system and value chain cannot be overemphasised. It is, therefore, typical for both upstream producers and midstream operators, or in the case of a vertically integrated firm operating both upstream to downstream, to seek specific levels of regulatory certainty, stability and guarantees for a reasonable return on investments before committing to infrastructural investments. These operators would also naturally strive to agree on relevant supply contract terms like pricing formulae and take-or-pay clauses before committing to any final investment decisions (FID) which also often depend on third-party financing. Such commercial and regulatory issues are crucial for ensuring project viability for gas commercialisation and receiving the necessary support from financial institutions.73 

 Transactions and arrangements between upstream producers and midstream pipeline companies on one hand and the pipeline companies and buyers downstream, on the other hand, are based on established regulatory and institutional frameworks which include laws, regulations, GSPAs, Gas Transmission Agreements (GTAs), tariffs, rates, etc.74 The network-bound features of the gas transmission segment from the wellhead to final consumers or large-scale buyers (such as gas-based electricity generators) often leads to the emergence of vertically-integrated gas pipeline and transmission network companies. Apart from the US, such companies (sometimes referred to as ‘utilities’ or ‘undertakings’) are mostly state-owned or controlled in most jurisdictions such as Nigeria or in the EU Member States before the advent of IEM liberalisation initiatives in the 1990s.75 The organisation and institutional set-up of the typical gas supply industry can be described as centralised or decentralised. Peng and Poudineh provide an illustrative description of these centralised and decentralised archetypes and market organisational design of gas supply value chain as respectively shown in Figures 2 and 3 below.76 

  Figure 2 Centralised Archetype for the Gas Supply Value Chain 

 [image: ]

 Source: Permission obtained from the Oxford Institute for Energy Studies. Figure 8 in ‘A holistic framework for the study of interdependence between electricity and gas sectors’ (OIES, EL 16, November 2015) written by Donna Peng and Rahmat Poudineh. 

 

 However, it is important to note that the actual market structures that exist in particular countries are more or less hybrids of the centralised and decentralised archetypes mentioned above. In a centralised gas supply market, the state-owned verticallyintegrated utility, which is often a subsidiary of the NOC, owns and operates the national gas supply infrastructure. Furthermore, NOCs are established to manage the State’s commercial interests upstream (production and export).77 Such commercial interests are based on upstream contracts like the JV/JOAs and PSCs with IOCs or other private indigenous E&P firms.78 The infrastructure and network(s) for midstream gas processing and transmission to downstream segments are typically owned and operated by the transmission and marketing subsidiary of the NOC. Examples of such relationships and organisation include the National Iranian Oil Company and National Iranian Gas Company, the Egyptian General Petroleum Corporation and Egyptian Natural Gas Company, as well as the NNPC and NGC/NGPTC. The NGC/NGPTC is the NNPC’s subsidiary and controls and owns the bulk of the transmission and marketing pipeline network in Nigeria.79 Furthermore, most of the gas markets in the EU Member States were largely centralised pre-reform and before the introduction of EU-level liberalisation and integration policies, as discussed in Chapter 5.80 

 Before 1986, British Gas was UK’s state-owned monopoly for the sale and distribution of natural gas to end-users. The corporation controlled the supply of gas from landfall to the entirety of the industrial and domestic gas markets. Its several upstream investments meant that its exploration affiliate acquired gas production interests in the UKCS.81 In France, Law No 46-628 of 1946 nationalised all activities concerning the generation, transmission, distribution, import and export of electricity and gas. These activities were entrusted exclusively to nationalised undertakings run by public companies Électricité de France (EDF) and Gaz de France (GDF). While EDF handles imports, exports and the transmission of electricity; GDF deals with imports and exports of gas.82 In the Netherlands, private producers developed gas fields upstream under various licences and JVA arrangements in which the State held a participating interest. Thus, NV Nederlandse Gasunie (‘Gasunie’) which was owned by the State and the holders of the Groningen Concession had a monopoly over the purchase and transport of gas, gas marketing, conditions and tariffs of supply, export prices and purchasing contracts.83 

 The centralised supply industry is mainly state-coordinated, and arrangements are consolidated following the execution of agreements such as a GSPA and GTA. A GSPA (which is also referred to as a gas sales agreement in some jurisdictions) between the upstream producer and the supply utility or pipeline network company typically aims at securing the former’s commitment to sell and the latter’s commitment to buy designated quantities of gas to be produced, subject to a predetermined pricing and/or rate-of-return framework.84 In some cases, the purchaser, i.e., the pipeline network company, could the end-user of the gas where such company also engages in gas-fired power generation. In other cases, the gas purchased is meant for another end-user, e.g., for export via LNG facilities and cross-border pipelines or to gas-fired power generators, industrial users and the downstream market. A GTA, on the other hand, is typically concluded between a pipeline utility company and a downstream buyer who could be a power generator, industrial user or local distribution firm seeking gas for residential or commercial users. A GTA is executed to clarify the relevant terms for transporting the gas, such as transportation tariffs and ancillary service obligations. 

 These contractual arrangements are all expected to be made before the upstream producers, and transmission firms commit to investing huge sums in gas production, transport and processing infrastructure.85 Traditionally, they were also designed to have long-term duration, e.g., twenty to thirty years, with designated sellers and ‘creditworthy’ buyers and transmission service users. The typical international supply arrangements, such as an SPA for LNG also have similar contracting paradigms as well as provisions such as netback pricing and international oil-price linkages, and destination clauses, which mean that the gas can only be delivered to pre-designated buyers or markets.86 

 In an energy value chain context, a key argument in support of adopting a long-term contractual framework for ensuring ‘security of demand’ and ‘security of supply’ is that without such arrangements investments in capital-intensive large-scale pipelines and LNG infrastructure will be commercially unfeasible for upstream producers and suppliers. Such producers would ordinarily have to bear significant ex ante financing costs and volume risks, while firms buying at the wellhead as midstream suppliers also need to invest adequately in supply network and storage and processing facilities as well as bear commensurate price volatility risks attributable to an otherwise short-term contracting pattern. Nevertheless, the adoption of new risk-sharing and mitigation contracting tools and market formations spurred by policies such as liberalisation and short-term hub market pricing in the main international demand centres and markets like the US, Japan and Western Europe have shown that such risk perceptions can be mitigated, so long as functional and efficient institutions are established to provide the required investment safeguards. Such mitigation is, however, without prejudice to the peculiarities of gas projects requiring long payback periods and real-time demand and supply balancing considerations in national energy market contexts.87 

 Pro-liberalisation policies requiring mandatory or negotiated TPA to monopoly controlled pipelines and supply networks, as well as the evolution of hub markets such as the Henry Hub in the US and the National Balancing Point (NBP) in the UK, led to the emergence of more decentralised gas supply markets.88 Consequently, a gas producer could, for example, execute a purchase and supply agreement with an end-user such as the operator of a Combined cycle gas turbine (CCGT) power facility and agree on transportation terms with the ‘unbundled’ pipeline owner or network operating firm, subject to the relevant open-access or TPA framework. Depending on the national gas policy and regulatory framework at hand, a decentralised archetype involves multiple private interest-holders and corporate participants engaged in nonnetwork segments like gas production, import and export, gas storage, sales and marketing, as depicted in Figure 3. The typical decentralised context comprises transmission and distribution networks which are owned or operated by regulated monopolies or so-called independent transmission system operators. 

  Figure 3 Decentralised Archetype for the Gas Supply Value Chain89 
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 Source: Permission obtained from the Oxford Institute for Energy Studies. Figure 9 in ‘A holistic framework for the study of interdependence between electricity and gas sectors’ (OIES, EL 16, November 2015) written by Donna Peng and Rahmat Poudineh. 

 

 Liberalisation policies aimed at fostering competitiveness and market-led supply arrangements involves the organisational and economic restructuring of the networkbound transmission and distribution segment of the energy value chain. Such initiatives aim to ensure non-discriminatory TPA to these networks, and the operators and network owners are typically required to provide ‘unbundled’ services. This means that network operating firms handle their production (if any), transportation and sales services separately. In this regard, unbundling entails separating competitive segments like production and downstream sales from the natural monopoly transmission segment.90 Thus, entry, pricing and resource allocation in the competitive segments are progressively deregulated, and where monopoly or monopsony bottlenecks exist, e.g., in transmission or distribution networks, their owners are mandated to make their assets available to competitors on non-discriminatory, just and reasonable terms.91 The relevant theoretical and underlying rationale for and against the open-access and ‘unbundling’ paradigm is discussed further in Chapter 2.92 

 In both the centralised and decentralised archetypes, the role of regulation via formal and organisational institutions is pivotal and can be considered as providing the facilitative means towards the realisation of designated policy objectives. The UK’s gas supply market, depicted in Figure 4 and discussed in Chapter 3, offers an example of a decentralised national gas supply industry which has evolved over the years from a predominantly centralised structure. However, it should be noted that the UK’s gas supply industry is still largely dominated by six main energy firms, albeit with an increasing array of private interest holders and operators.93 Undeniably, the resort to regulation to enhance competitiveness and liberalisation has led to more decentralised and hub-trading supply market arrangements in the US, UK and increasingly in the EU. As Roberts and Maalouf opine: 

  No contracts are made in a vacuum: gas [supply and trade] agreements are affected by changing regulatory environments… Gas importation tends to favour the emergence of monopolistic national markets. The reasons can be found in the costs of infrastructure, energy security and social policy concerns… Deregulation involves the intervention of the regulator. Liberalisation of a gas importer’s market requires the realisation of a number of conditions: competitive supplies of gas must be available; customers must be free to choose among suppliers; a transmission system must be open to competitors, and pipeline access must not be discriminatory. In the USA, liberalisation of the gas market started in 1984 and was completed in the 1990s. A NYMEX futures market was established using the Henry Hub price. Other US gas pricing hubs have come to exist. In the UK, liberalisation of the gas market started in the 1990s, and in 1996, the National Balancing Point (NBP) became the national price marker…. In continental Europe, the European Union legislated over several years to create a more competitive and liberalised gas market. In each case, liberalisation allowed the development of trading hubs which in turn allowed gas price indexes to emerge.94 

 

  Figure 4 Operators and Firms in the UK Gas Supply Value Chain (as at 2015) 
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 Source: Author’s chart. 

 

 §1.06 SUPPLYING GAS TO POWER MARKETS: REGULATION AND INSTITUTIONAL FRAMEWORK 

 Notwithstanding the ‘public service’ dimension of gas and electricity supply and the role of the State, there are concerns about the efficiency and competitiveness of centralised and state-owned or controlled supply networks. Such concerns mainly centre around the ability of government or public authorities to provide timely and adequate investment, as well as depoliticised management and resource allocation in energy supply. In most cases, revenues derived from such state-owned and managed entities are applied to pursue multiple counteracting objectives, some of which may just be socio-political rather than relating to reinvestment in infrastructural maintenance and development. Furthermore, in countries with opaque and poor accountability mechanisms, the problem of corruption is also typically endemic, thereby creating a scenario characterised by locked-in inefficiencies and mismanagement. Among other factors, these concerns led to a wave of sectoral restructuring and economic reforms in the form liberalisation and deregulation in several countries from the 1990s and 2000s. Primarily based on principles of economic regulation, such initiatives primarily aimed at introducing concepts like corporatisation, privatisation, TPA and unbundling of vertically-integrated public utilities, as well as the reorganisation or restructuring of public regulatory commissions, relevant state-controlled corporations and agencies. 

 Notwithstanding the gains or benefits of such restructuring and reformative initiatives, a remarkable trend in several countries, including developed markets like the US and the EU or UK has been the inclination towards ‘re-regulation’ or regulation through specialised state-guided, but presumably market-friendly institutions. Even though the path towards economic restructuring and liberalisation is aimed at minimising misguided government interference to achieve greater market efficiency and competitiveness, the State still generally holds on to varying degrees of regulatory, policymaking, oversight and governance roles.95 This is particularly the case in the context of energy production and supply due to the peculiar features and strategic economic and social importance of the industry as well as concerns over the trustworthiness of completely free market paradigms in an industry given to market power and natural monopoly features. Notwithstanding this fact, competition among rent-seeking private investors, while imperfect, may offer a better means of achieving pricing and resource allocation in an energy market context than regulation by rent-seeking politicised government officials in an opaque regulatory and business environment. Competing suppliers and firms in a market-led organisational context will expectedly strive to achieve greater efficiency, service delivery and pricing in a bid to gain market share and customers, all to the benefit of the latter; while a government-owned or controlled monopoly in a typical centralised context has less economic motivation or incentive to invest and operate efficiently in the absence of any political factors or were the consumers are truly empowered. In both contexts, law and regulation have a pivotal role to promote certainty, accountability, protection of property rights, fairness and non-discrimination, trust and other tenets of good quality governance systems which would be discussed further in Chapter 2. 

 There are no perfectly efficient and competitive markets in reality.96 Incidents such as the California energy crisis of 2000 to 2001 and the collapse of Enron in 2001 in the US,97 blackouts in North America and Europe in 2003, and the security of energy supply and adequacy concerns recently witnessed in the EU’s IEM98 gives credence to the point that the liberalisation or economic restructuring of energy supply markets should not be approached merely as an ‘end’ or an event but rather as a ‘means to an end’ or at best ‘a process’ for developing greater regulatory effectiveness. There is an essential need for pragmatic and responsive regulatory institutions that are enabled to control the occurrence or implications of market imperfections, uncertainties, bounded rationality and opportunism, as well as the rent-seeking behaviour of public or private-sector operators. Such regulatory institutions and governance structures will enable the relevant State(s) to deal with the necessary policy and economic trade-offs, particularly since gas production and supply become more international and interconnected with regional and domestic power markets. 

 [A] Global Trends, Outlook and Developments in Gas Supply and Utilisation 

 The international petroleum industry historically treated natural gas as the unwanted by-product of crude oil exploration and production.99 Most upstream contractual and regulatory frameworks also paid very little attention to the commercialisation of gas reserves, compared to oil, largely because it was more difficult to store and expensive to transport than oil. Furthermore, oil had more potential uses through the refining process, e.g., in by-products such as jet fuel, kerosene and diesel oil. However, from 2000 onwards, countries such as Saudi Arabia, Iraq, Peru and Venezuela entered into upstream contracts primarily dedicated to gas exploration and production.100 The surge in demand for energy and gas-fired electricity following the innovation of more efficient generation systems like combined heat and power (CHP)101 or combined-cycle power plants (CCPP),102 and the use of specialised processing and transport vehicles like LNG tankers and liquefaction units, gas processing and long-distance pipeline technologies were the key elements behind the drive for greater utilisation of gas.103 

 As mentioned above, long-term gas supply contracts are traditionally considered essential elements of the safeguarding investment and trade in natural gas, both internationally and domestically.104 It is arguable that without long-term contracts natural gas producers are typically unwilling to shoulder the risks associated with multi-billion dollar investments with long payback periods and a large amount of risk.105 Furthermore, traditional supply arrangements including contractual mechanisms such as destination clauses limited the supply of gas to predesignated national and regional markets. Also, take-or-pay and deliver-or-pay clauses, and price adjustments provisions were specifically designed as risk mitigation and allocation mechanisms.106 The recent International Energy Agencies (IEA’s) survey of international gas supply contract and trade arrangements points to the evolution of a short-term, spot-market-oriented, open and less rigid international gas market.107 

 Apart from the potential oversupply of gas globally in the medium to long-term, the IEA’s ‘Global Gas Security Review 2016’ also reveals the emergence of a wide range of contractual structures and changing attitudes of producers towards allowing gas supplies to be redirected. Thus, increasing demand for flexible LNG supplies can now be met by (i) LNG production volumes that are uncontracted; (ii) volumes that are contracted to a specific destination but redirected; or (iii) contracted volumes open to multiple destinations (which enable gas to flow to demand centres). Figure 5 points to the significant role of pipelines and LNG in international gas market development. Europe (especially Eastern Europe) is still connected mainly to pipelines from Russia. Likewise, pipeline networks between Canada and the US on the one hand and US and Mexico, on the other hand, has been very crucial to the delivery of gas supplies. Regarding cross-border pipelines in sub-saharan Africa, there is the West African Gas Pipeline connecting Nigeria, Benin, Togo and Ghana. Over the past ten years, developments in LNG liquefaction, regasification, shipping and contracting patterns has enhanced the growing role of LNG, thereby enhancing the cost-efficiency and deliverability of gas to power markets globally (especially from the Atlantic basin and Middle East to the Asia-Pacific region) and by implication creating a more international and interconnected gas and energy markets. 

  Figure 5 Major Global Gas Trade Movements 2016 (Billion Cubic Metres)108 
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 Following a comparison of international supply contracts signed before and after 2009, three significant trends were reported by the IEA, namely: (i) volume per contract has become smaller, reflecting more open markets, more buyers and sellers, and the growing participation of smaller LNG importers in emerging markets; (ii) reliance on oil indexation as the pricing mechanism has been diminishing, with more gas-based pricing as a commodity; and (iii) the share of contracts with flexible destinations has steadily increased. Furthermore, the increasing use of destination flexibility provisions also appears to correlate with the use of contracts with longer durations compared to contracts with rigid destinations.109 The EU’s opposition to destination clauses and territorial resale restrictions as well as the perception that such clauses are incompatible with the growth of a competitive IEM is evident in the renegotiation of NLNG supplies from Nigeria in 2002.110 

 Another key trend in the evolving dynamics of the international gas supply industry is the use of power generation assets with fuel switching capabilities (e.g., from coal to gas) as well as the use of expensive gas storage sites in North America and Europe.111 Given the international gas industry and market trends noted above, three major implications and issues can be inferred regarding regulatory and institutional frameworks for gas utilisation: 

  (i) Developing the requisite processing and transportation infrastructure is vital to efficient gas utilisation and monetisation. For countries with limited and inadequate infrastructure, such developments require substantial capital investments which in turn require a legitimate and viable regulatory and commercial framework to guarantee reasonable returns on ex ante investments. 

 (ii) Countries with inefficient and uncompetitive energy markets or industries are at risk of hampering the realisation of security of energy supply objectives if timely and adequate investment decisions in critical infrastructure are mothballed.112 

 (iii) Gas-rich and producing countries like Nigeria risk losing significant international export market share, if the domestic investment environment remains hampered by regulatory uncertainties and institutional inefficiencies. 

 

 These highlighted issues underscore the need for an instrumentally effective regulatory and institutional framework for gas and energy supply in both the EU (a predominantly ‘consuming’ market) and Nigeria (a predominantly producing country with growing need utilise more gas for its domestic electricity market). 

 Even though global GDP is expected to double in the medium to long-term, recent energy efficiency and decarbonisation policies suggest that not as much hydrocarbonbased energy will be required or utilised in relation to the expected levels of economic growth.113 Nevertheless, hydrocarbons are still projected to remain the dominant primary energy sources, despite the increase in environmental concerns and use of more renewable energy sources like solar and wind. According to BP’s 2016 Energy Outlook to 2035, fossil fuels will provide about 60% of the additional energy and account for almost 80% of total energy supplies by 2035.114 Moreover, the outlook for gas signifies a pivotal role, and it remains the fastest growing fossil fuel globally. This is mainly due to strong supply growth, particularly in US shale gas and an evolving international LNG market. 

 The IEA’s World Energy Outlook 2016 reports that: ‘a 30% rise in global energy demand to 2040 means an increase in consumption for all modern fuels, but the global aggregates mask a multitude of diverse trends and significant switching between fuels. Moreover, hundreds of millions of people are still left in 2040 without basic energy services. Globally, renewable energy… sees by far the fastest growth. Natural gas fares best among the fossil fuels, with consumption rising by 50% ….’115 Furthermore, it is noted that about USD 44 trillion in investment is needed in global energy supply projections, 60% of which goes to oil, gas and coal extraction and supply, including power plants using these fuels, and nearly 20% to renewable energies, according to the IEA. The IEA further reports that structural changes to the design and operation of the power system are needed to ensure adequate incentives for investment and to integrate growing shares of variable wind and solar power to existing energy systems. Thus, a more flexible global market, linked by a doubling of trade in LNG, supports an expanded role for gas in the evolving global energy mix.116 

 The IEA’s Natural Gas Information (2016 edition) reported record high global gas production in 2015. The share of natural gas production from countries that do not belong either to the OECD or non-OECD Europe and Eurasia has almost doubled since 1994,117 rising from 20.3% to about 40%. The US, Iran and Qatar were amongst the top five natural-gas-producing countries and together represented 53.4% of the world’s production. OECD member countries, accounted for 36.3% of global natural gas production, while the members of the Gas Exporting Countries Forum (GECF), which includes Nigeria and Russia, accounted for 36.9%.118 A vital driving force behind the role of gas in global energy dynamics is the understanding that it is less-carbon intensive and more environmentally friendly and efficient fuel for power generation compared to other hydrocarbons in the context of a sustainable and low-carbon economy. Thus, the development of viable gas markets and institutions that support efficient and timely investments in the gas supply value chain is ipso facto in consonance with sustainability objectives for energy supply so long as informed decisions can be made with due cognisance of applicable costs and benefits and in the context of good quality regulatory and institutional framework. 

 Following the highlighted global production trends and outlook, there is a high probability that an oversupplied and increasingly international (pricing and trade movements) gas market will emerge in the mid- to long term. Furthermore, the increasing commoditisation of gas in the three main international markets, i.e., North America, Europe and to a lesser extent Asia, underscores the importance of an effective institutional and regulatory framework for gas-to-power supply chains in countries like Nigeria. Such countries, which have abundant yet underutilised gas resources, were ten to twenty years ago primarily concerned with meeting security of demand outwardly and earning foreign exchange revenues from exports.119 However, the dynamics of the evolving international gas industry coupled with the internal bottlenecks to efficient gas utilisation mean that both the outward security of demand and inward security of supply have become fraught with challenges.120 In its 2008 Natural Gas Market Review the IEA stated as follows: 

  [R]egional gas markets are on their way to globalisation. This trend seems irreversible, and impacts even the remotest and the most independent markets, at least marginally. More producing and consuming countries, growing dependence on external imports in OECD Europe, tighter balances, increasing volumes of spot and short-term LNG, and higher prices encourage global interactions. In the tight market context of 2007 and the beginning of 2008, spot and short-term LNG trade played a greater role in inter-regional market balancing, aligning prices for some regions at higher levels. To benefit from this globalising trend, more transparency on prices and flows, and more competitive internal markets are needed. Interregional competition will then improve global gas security in the long term.121 

 

 As highlighted in the IGU’s global price formation and wholesale market survey (2017),122 the GOG and other market-based pricing and contracting paradigms is or increasingly becoming the norm in major gas supply markets such as North America, Europe, the Former Soviet Union, Asia-Pacific and Latin America, while the cluster of regulated pricing models accounted for about 31% of wholesale gas supplies in 2016.123 

 The trends signify a general move towards reforms and developing more competitive price regulation and market governance structures globally. Furthermore, there is a race for market share in global markets by the incumbent and upcoming producers and suppliers. It portends keen competition for scarce investment capital by relevant operators and international firms, including NOCs. Thus, countries like Nigeria which depend heavily on export revenues must develop the necessary capacities and responsiveness to address necessary trade-offs and risks arising from demandside shocks in the global markets (Figure 6 below shows how global trends could change drastically in the context of US-Nigeria LNG trade between 2000–2017). 

  Figure 6 US LNG Imports from Nigeria – 2000–2017 (US Energy Information Administration) 
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 Source: US Energy Information Administration data at <www.eia.gov/dnav/ng/hist/n9103ng2a.htm>. 

 

 In an environment where the NOC and its subsidiary (e.g., Nigeria’s NNPC and NGC/NGPTC) are expected to be the primary drivers of investments and infrastructural growth in the domestic market; export revenue losses and non-viable or insecure local market can lead to significant energy security implications. The conclusion of lingering reforms and enhancing the viability and creditworthiness of operators across the gas-to-power value chain will be essential to the nation’s energy security going forward. To further illustrate the evolving trends bordering on the transnational application of economic restructuring and regulation of gas supply to power paradigms, the following subsection discusses the Nigerian and EU contexts briefly. 

 [1] Nigeria: An Overview of Key Trends and Outlook 

 With over 180 Tcf of proven natural gas reserves, Nigeria has an abundance of both associated and non-associated gas, which is also currently the largest in Africa.124 Despite the huge gas reserves, however, the nation has often been traditionally considered as a major crude oil producer rather than being renowned for its potential as a gas-rich territory and producer. As far back as 2004, the World Bank commissioned a study titled ‘Nigeria Strategic Gas Plan’ and rightly noted that ‘compared to countries with similar or even smaller gas resources, Nigeria is only consuming a fraction of what it reasonably could, especially to meet its internal demand for energy’.125 For instance, despite holding about 180 Tcf of proven reserves, Nigeria produced 1.55 Tcf of dry natural gas in 2014. Most of the production is typically either exported as LNG, reinjected as part of enhanced oil recovery processes or flared. Figure 7 below shows that despite laudable plans to utilise gas, only a small fraction relative to production was consumed locally or supplied for power generation between 1973 and 2015. Remarkably, Nigeria is also amongst the top five LNG exporters globally with about 8.3% of the international LNG market share in 2015.126 

  Figure 7 Gas Production and Utilisation Trends in Nigeria 1973–2015127 
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 Both the Nigerian Constitution and the Petroleum Act 1969 vest the entire ownership and control of all petroleum (including natural gas) in, under or upon any lands within Nigeria in the State.128 Furthermore, following the grant of a relevant OPL or OML, the FGN participates in the commercial and technical operations of the petroleum industry, through the NNPC, primarily based on two types of upstream contractual arrangements, i.e., JVs/JOAs and PSCs.129 The NGC/NGPTC is the NNPC’s subsidiary responsible for gas transmission, distribution and marketing. It maintains and operates the NNPC’s domestic gas supply infrastructure and network, which is about 90% of the existing domestic supply infrastructure (see Figure 8). 

  Figure 8 Existing and Proposed Nigerian Gas Supply Infrastructure 
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 Source: Author’s compilations/documents. 

 Following the commencement of Nigeria’s fourth democratic dispensation in 1999, the FGN initiated a series of structural reforms in key sectors of the economy such as telecommunications, power and petroleum (oil and gas).130 Interestingly, the Nigerian telecommunications industry, which was also traditionally monopolistic and statecentred, was liberalised following the enactment of the Nigerian Communications Act No 62 of 2003131 and the subsequent reconstitution of the Nigerian Communications Commission (NCC) as the independent regulator for the telecommunications industry in Nigeria.132 The public utility corporation called the Nigerian Telecommunications Limited (NITEL) was also privatised, while other foreign and local private investors like South African MTN and Nigerian Globacom also invested heavily in the industry. Consequently, within the last ten years, the telecommunications industry, combined with other ‘non-oil’ sectors (e.g., financial services, trade and agriculture) have been the main drivers of GDP growth, even though the petroleum industry has always been the nation’s main foreign exchange earner.133 

 The economic reforms and policy initiatives were primarily aimed at introducing extensive privatisation and liberalisation to address entrenched state-centred investment and managerial inefficiencies. There has also been a paradigm shift towards the commercialisation and monetisation of gas, especially as regards LNG export projects and now, increasingly, for the benefit of the power sector and the Nigerian economy. In earlier days, the abundant gas resources were mostly flared or reinjected to enhance oil production as depicted in Figure 12 in Chapter 4. 

 The Nigerian LNG project is the major gas monetisation and export project that was established pursuant to a military decree, i.e., the Nigerian LNG (Fiscal Incentives, Guarantees and Assurances) Decree No 39 of 1990 and amended by Decree No 113 of 1993 (the ‘NLNG Act’).134 The development of the NLNG project had been under consideration since 1976, and it appears that no firm investment decision(s) were made to go ahead with the project until the NLNG Act provided for certain fiscal incentives and governmental assurances. Some provisions of the NLNG Act prohibiting any future legislation that might affect the assurances and guarantees granted as a means of ‘investment stability’ for the project have been extremely contentious and undeniably controversial.135 The first shipments from the NLNG facility took place in 1999 to destinations in Europe such as Italy, Spain and Portugal.136 

 The IEA’s 2016 Global Gas Security Review notes that the original idea behind developing LNG export facilities in Nigeria was to ship LNG to the US and Europe. Early interests of companies such as Cove Point Trading of Maryland US, Cabot of Boston, Snam of Italy and Enagas of Spain is led to SPA negotiations. However, the political instability in Nigeria, lack of host government support for the project and financing difficulties prompted some of the initial offtakers to abandon the venture. While others joined in, such as British Gas and Enel, sales negotiations did not proceed smoothly and it took several years for SPAs to be agreed. The IEA further reports that: 

  the first NLNG long-term contracts were signed with GdF (France), Enel (Italy) and Enagas (Spain) as offtakers, later joined by Botas (Turkey) on a DES basis… [F]inancing closure occurred only at the end of 2002. Unlike most LNG projects, which are paid for through project finance, Nigeria LNG was financed through the balance sheet of the shareholders sponsoring it – ENI, Shell, Total and the Nigerian state oil company. Moreover, after the first three trains were completed, financing of the additional three trains was done by giving lenders security for the loan over the whole liquefaction project without asset segregation, with a financing structure that is understood to have an unusually high equity share (around 50%).137 

 

 The contractual, financing and equity arrangements meant that a considerable amount of NLNG’s volumes were contracted to offtakers not linked to any specific destination and also including some of the project sponsors themselves. Thus, even though about one-fourth of the overall NLNG volumes were sold under contracts intended to serve Spain and the US, there was considerable destination flexibility which permitted easier diversions to other demand centres in the wake of a shale gas production boom in the US that meant demand for Nigerian LNG was no longer necessary (see Figure 6 on US LNG imports from Nigeria between 2000–2017). The prime issues that determined the viability of an eventual FID in the NLNG project centred around the stability of the regulatory environment and the provision of contractual ‘safeguards’ in respect of incentives and guarantees. The ability to conclude investment and supply negotiations efficiently or otherwise as well as government support was also undeniably critical. 

 Other gas commercialisation projects including the Oso Condensate Project,138 the Escravos Gas Project and the West African Gas Pipeline (WAGP) Project were developed.139 The Oso Condensate Project was designed to support Nigerian hydrocarbon exports and foreign exchange earnings from the production of natural gas liquids. The project consists of the commercial development of the Oso condensate field within an OML held by the NNPC/Mobil Producing Nigeria (MPN) JV and operated by MPN. Although it was discovered in 1967, it remained undeveloped for over twenty-four years. Compared to other fields held by the operator, it was relatively more costly to develop. The FGN’s push for more gas utilisation and curbing of gas flaring triggered plans for developing the condensate project. The financing comprised both equity and debt, while the development arrangements were concluded between 1988 and 1990–1992.140 Likewise, the WAGP was developed to convey associated gas being flared in Nigeria to Benin, Togo and Ghana for gas-to-power generation purposes in those countries.141 The other projects that have been considered in the recent past have also been export-related and focused on enhancing foreign exchange earnings rather than the domestic security of supply, which is now increasingly becoming a critical issue for the Nigerian economy. These other projects include the proposed Trans-Sahara Gas Pipeline, being carried out by Algeria’s Sonatrach, Russia’s Gazprom and the NNPC.142 Apart from the NLNG project, other LNG ventures that have been considered in the recent past include Brass LNG and Olokola LNG (OKLNG).143 These proposed projects have been awaiting an FID for several years largely due to questions about the availability of feed-in gas and divestments by the IOCs. For instance, ConocoPhillips withdrew from Brass LNG, while Chevron and BG withdrew from OKLNG amongst other fairly recent divestments from Nigeria.144 Arguably, the risks relating to the uncertainties and over-politicisation of the future investment climate in the Nigerian oil and gas industry following the protracted process of legal and regulatory reform were also considered too high. 

 The current legal, regulatory and policy framework for the Nigerian gas industry comprises of the Petroleum Act 1969, the Petroleum (Drilling and Production) Regulations 1969 (‘D&P Regulations’), the Oil Pipeline Act 1959 (‘Pipeline Act’)145 and the Oil Pipeline Regulation 1995 (‘Pipeline Regulation’), as well as various sectoral policies, strategic plans and subsidiary regulations made within the last ten to fifteen years.146 The Petroleum Act and the Pipeline Act are largely designed for oil operations rather than gas commercialisation. Furthermore, the D&P Regulations made under the Petroleum Act require, for example, the OPL to submit a feasibility study programme or proposal for the utilisation of associated or non-associated gas that it ‘may’ have within five years of commencement of crude oil production. The unreformed legal framework currently in place also includes the right of the FGN to take produced gas free of charge or at a price without payment of royalty. 

 The FGN is also empowered to approve the price at which produced gas is to be sold domestically. It may also be noted that the Associated Gas Re-Injection Act 1979 (‘Associated Gas Act’)147 and the Associated Gas Reinjection (Continued Flaring of Gas) Regulations 1984 provided for exemptions to a general legal ban on gas flaring and applicable penalties. Unfortunately, the general ban on gas flaring and the approach of imposing penalties and announcing flare-out dates has been mostly ineffective over the years.148 In reality, most fields were exempted from anti-gas flaring provisions, and the remaining fields were often subject to insignificant penalties which made flaring more economical than building utilisation infrastructure or carrying out gas reinjection. 

 In its current structure, the Nigerian domestic gas supply industry could be classified as oligopolistic and state controlled to the extent that the NGC/NGPTC, a subsidiary of the NNPC, owns and operates the bulk of the transmission and marketing pipeline network. On the other hand, the Nigerian Electricity Supply Industry (NESI) has progressed along the path of privatisation and liberalisation.149 In relation to the power sector, the NEPA was a vertically integrated public utility with a monopoly over the generation, transmission and distribution of electricity for several decades before it was corporatised and unbundled into six generation companies (Gencos), eleven distribution companies (Discos) and a national transmission company.150 The Gencos and Discos were eventually privatised in 2013 as recommended in the NEPP and provided for under the Electric Power Sector Reform Act 2005 (EPSR Act).151 It is worth noting that four out of the six Gencos are gas-fired thermal power producers. Furthermore, the National Integrated Power Project (NIPP)152 plants, which are also an integral part of the projected developments in the NESI, comprise gas-fired power generators. Consequently, power generation fuelled by gas is projected to grow to over 20,000 MW by 2020 and to contribute over 75% of national grid capacity.153 These projections have, however, proven to be unrealistic to the extent that the challenges to domestic (midstream and downstream) gas access and supply have not been effectively resolved. 

  Figure 9 The Unintegrated Gas-to-Power Pipeline Network in Nigeria (as at 2014) 
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 Source: Author’s compilations/documents. 

 

 The frequent system collapses, blackouts, shutdowns and electricity supply shortage can be attributed to the inadequacy of investment in new power generation, transmission and distribution infrastructure, as well as questions as to the affordability and deliverability of the gas supply to gas-fired power plants and frequent instances of damage (sabotage)154 to existing gas pipelines. As shown in Figures 8 and 9 above, these existing networks are largely unintegrated and would require concerted effort from both private and public-sector operators to ensure the timely investments in and completion of various infrastructure development projects aimed at connecting major demand centres in Western and Eastern Nigeria to gas reserves mostly located in the historically volatile South-South region or Niger-Delta. It was recently reported that Nigeria would be able to readily generate 6,143 MW/day with its available facilities if the gas supply was adequate and reliable.155 For instance, in the first week of January 2014 alone, about 94% of the unutilised power generation capacity in Nigeria was due to the inadequacy of gas supply.156 

 The major challenges facing the gas-to-power value chain in Nigeria mostly relate to the security and reliability of domestic gas supply infrastructure, as well as the ineffectiveness of the institutional and regulatory framework in securing an affordable supply of gas for power generation. The infrastructural deficit is mostly due to several years of inconclusive investment plans by the NNPC/NGC as well as the private-sector operators, namely the IOCs and local independents. The inconclusiveness of such plans and developments can be traced to (i) the opacity and haphazardness of the regulatory framework dealing with pricing and allocation of gas resources; and (ii) the difficulties of managing the insecurities and constant threats to the physical and operational integrity of existing infrastructure.157 In this regard, the pricing and allocation of gas for power generation, as well as the governance framework of the gas and electric power markets in Nigeria, has been somewhat inefficient and misaligned. Furthermore, while there are incentives for gas utilisation in the national petroleum taxation law framework, these incentives inter alia (i) do not explicitly and effectively address domestic utilisation in a gas-to-power context, and (ii) counterproductively allows for gas expenditure to oil revenue ‘cost-deduction’ gaming by some opportunistic upstream producers, thereby leading to loss of revenue to the FGN. As such, most of the projects enabled by the fiscal framework were export-related, while the FGN continues to operate and manage the domestic infrastructure and market arrangements inefficiently. 

 Upstream gas producers typically favour supplying gas for export, e.g., as LNG or through pipelines to markets, where there are preferable contract terms and appropriate levels of regulatory certainties and guaranteed reasonable returns on investments. The required trade-offs and institutional reforms would, therefore, need to ensure that Nigeria can meet the growing demand for reliable and affordable energy locally in the medium to long term, while it manages the emerging risks to security of demand in the international gas market. As posited above, this entails matching the gains of the privatisation and liberalisation of the electricity supply industry with a responsive and instrumentally effective regulatory framework for domestic gas supply.158 

 [2] The EU: An Overview of Key Trends and Outlook 

 The EU comprises Member States, which are also largely dependent on gas supply for power generation, domestic heating and other industrial or non-industrial uses. The EU is estimated to hold about 1.4 Tcm of proven gas (conventional) reserves, in particular in Germany, Italy, the Netherlands, Poland, Romania and the UK.159 This equals three years of EU gas demand and represents 0.8% of the world’s total proven gas reserves.160 Production in the major producing countries has fallen sharply within the last ten years. The UK has experienced the largest decline (by 45.9%), followed by Denmark (37.1%), Germany (35.3%) and Italy (11.3%).161 The smallest producers (Slovenia, Greece, Spain, Ireland and France) have also experienced large declines.162 

 The steep decline in domestic gas production in Member States and the relatively steady growth in demand within the past two or three decades has led to more reliance on imported gas through cross-border pipelines and LNG.163 Also, the EU’s gas and electricity markets have become highly interconnected and interdependent, notwithstanding the growth in the use of renewables and environmental protection concerns. The IEM’s investments and growth patterns, together with policy and regulatory developments, have been directed towards meeting the threefold energy policy objectives of competitiveness, security of supply and environmental sustainability. In 2008, sustainability – i.e., environmental protection and mitigating climate change risks – was apparently the key driver for EU energy regulation and policies. However, the context and underlying paradigms are quite dynamic and revolve around the three core objectives.164 Currently, concerns relating to ‘security of supply’ and the IEM’s medium to long-term competitiveness have become more pressing. This study finds that the objective of ensuring security of energy supply plays a pivotal role in all contexts and dimensions of EU energy policy and institutional dynamics. 

 In most Member States, the natural gas and electricity markets were dominated by state-owned VIUs with long-term gas supply contracts with external (non-EU) suppliers like Russia’s Gazprom and Norway’s Statoil. In practice, the details of such contractual arrangements had the effect of preventing third-party participants from entering the market.165 The liberalisation or regulation-for-competition drive and its underlying economic regulation rationale were greatly influenced by restructuring and liberalisation initiatives in the UK, which were in turn primarily influenced by earlier developments in the US.166 Following the introduction of concepts like TPA and unbundling (functional, legal and ownership) based on the First Energy Package, the Second Energy Package and the Third Energy Package of directives and regulations, Member States were required to change the institutional and organisational structure of their respective gas and power markets. From the 1990s to the mid-2000s, there was a major paradigm shift, resulting in the pro-liberalisation drive and, after that, there was growing concern about the environmental sustainability of energy developments in tune with global concerns for climate change. Several policies and regulations were issued favouring decarbonisation (e.g., the Emissions Trading Scheme (ETS))167 and renewable energy deployment support schemes.168 The regulatory complications that ensued from the parallel quest for competitiveness through liberalisation and environmental sustainability through state interventions while also seeking to ensure security of supply are discussed further in Chapter 5.169 

 The dynamics of the internal and external dimensions of the EU’s energy supply objective and overarching regulatory and institutional framework means that security of supply plays a relatively more central role in achieving the other two objectives. As mentioned above in the context of the natural gas industry and energy markets generally, the attainment of ‘security of supply’ involves the legal, institutional and contractual arrangements for safeguarding adequate and timely investments in essential infrastructure. It also denotes conditions under which all or most operators in the energy value chain, as well as other stakeholders, businesses and citizens have reliable access to a sufficient energy supply at reasonable prices for the foreseeable future, in respect of which the risk of major disruptions has been eliminated or effectively mitigated.170 

 As shown in Figure 10, security of supply remains a major factor in the achievement of other mainstream energy policy objectives such as competitiveness and sustainability. There has been a cyclical paradigm shift in the overarching policy and regulatory framework of the EU’s IEM. Energy policy development in the EU has moved from a predominately state-centred ‘public service’ security of supply orientation towards a focus on competitiveness and the integration of well-functioning markets as well as ensuring security of supply, and then back to a more state-centred pro-environmental sustainability of security of supply paradigm. 

  Figure 10 Central Objectives ofEU Energy Policy 
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 Efforts to overhaul and strengthen the EU internal energy market’s institutional framework is currently inclined to focusing on security of supply, enhancing cooperation and solidarity amongst Member States and addressing challenges with external energy supply dimensions.171 The 2017 Gas Supply Regulations hinges on the principles of solidarity amongst Member States, regional cooperation, Union-level assessment of emergency supply pathways, risk-based approach to security of supply assessments and preventive or mitigating measures, and a preference for market-based measures in responding to disruptions. Before introducing non-market-based measures in response any supply disruptions or security of supply challenges, such measures should be accompanied by a description of their economic impact. Article 3 of the 2017 Gas Supply Regulation places the responsibility for the security of gas supply on natural gas undertakings, Member States (mainly through their designated competent authorities), and the Commission, within their respective areas of activity and competence. 

 The developments pertaining to the EU’s IEM and the quest to striking an adequate balance between competitiveness via liberalisation vis-à-vis security of supply and sustainability measures raise concerns about the notion of perfectly functioning ‘free markets’ in an energy context. While efficiency may have improved through increased competition and market opening; EU’s energy-related climate change mitigation objectives may not be realisable without significant and direct public funding and interventions via regulation. As a result, public power and control over the functioning of the markets have also been increased. Talus opines that this does not necessarily mean that Europe is shifting back to the monopolistic system it once had, but the shift is somewhat towards greater public control over competition.172 Such state control is effected through regulatory decisions concerning licensing and permitting new networks and major infrastructure as discussed later in Chapter 5. 
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 CHAPTER 2 

 Principles and Rationales for Competitive and Secure Gas Markets 

 §2.01 INTRODUCTION 

 A significant proportion of academic research and studies focusing on regulation reportedly began with the activities of regulatory agencies in the US, especially in relation to the emergence of antitrust measures that emerged in the 1920s and 1930s. Consequently, some studies were taken up from the various relevant fields of social science, including law and economics.173 The trend followed the application of ‘economic theory’ to explain and analyse such regulatory developments. Several theoretical responses followed, which included self-interest and public interest theories of regulation, new institutional economics (NIE), transaction cost economics (TCE), economic analysis of law, etc.174 Morgan and Yeung opine that theories of regulation can be classified as follows: (i) public interest theories; (ii) private interest theories; and (iii) institutionalist theories.175 Public interest theories attribute to legislators, judges and those responsible for the design and implementation of regulation a desire to pursue collective goals with the aim of promoting the general welfare of the community. Private interest theories, on the other hand, are sceptical of the ‘public interestedness’ of legislators and policymakers, recognising that regulation often benefits private and individual groups in society and not always those it was ostensibly intended to benefit such as the general public. Institutionalist theories, on the other hand, tend to emphasise the interdependence of state and non-state actors in the pursuit of both public and private benefits within the regulatory space. 

 These theoretical classifications highlight the various and often interrelated propositions about ‘why’ and ‘how’ regulation emerges, which actors contribute to its emergence and typical patterns of interaction between relevant regulatory institutions within a social and economic environment. An underlying theme in the classifications of legal and regulatory theory is the instrumentalist depiction of law and regulation as a facilitating umpire amongst relevant institutions and stakeholders within a regulated space, industry or socio-economic context. The clarity as to ‘why’ and ‘how’ law and regulation emerge provided by these theoretical and methodological ideas help to better understand ‘what’ regulatory mechanisms, instruments or decisions to apply in specific cases and ‘when’. Economic analysis of law or TCE principles, for instance, are not binding precedents, rules or laws in a doctrinal or legal sense, but can provide a scientific basis in understanding or explaining the actions of social and economic actors in response to existing or proposed laws, regulation and policy.176 

 §2.02 ECONOMIC INSIGHTS ON CONTRACTS, REGULATION AND INSTITUTIONS 

 Coase opined that the allocation of legal entitlements between market players through regulation is irrelevant for efficiency when the parties can transact these entitlements without costs.177 The Coase theorem stipulates that in a frictionless world, people bear no costs for finding, meeting, relying on and concluding agreements with each other. In such a ‘costless’ scenario, the role for ‘law’ is to establish a framework of property rights.178 In the same vein, where there are no transaction costs, people are expected to trade these entitlements until they are allocated to their best use, and no further gains from trade are possible.179 In reality, especially in an industry with natural monopoly features, such as energy supply, which is prone to market power and abuse, there are typically no developments without friction or costs. Thus, there is usually a need for an effective level of regulation and law to enhance certainty of applicable rules, define property rights and rights of access, guarantee fairness, legitimacy and justiciability, establish appropriate fora for settlement of disputes, etc. Legal economists who champion the cause of ‘free markets’ argue that the presence of market failures is not a sufficient ground for regulation by the state or public authorities, especially in relation to pricing and resource allocation, which should follow the dictates of demand and supply and/or willingness-to-pay market-based paradigms. In other words, under certain conditions, markets are self-correcting and, even when they are not, regulation provides no guarantee of a more efficient outcome.180 In the restructuring and liberalisation of the EU’s IEM for the gas market, for example, opponents of the reform attribute malfunctions in the sector to the introduction of competition, while those arguing in favour of free and competitive markets through liberalisation and economic reform claim that unfavourable economic performance in terms of investments in infrastructure and security of supply occurred because the regulation-backed reform was not far-reaching enough.181 

 Williamson and other NIE and TCE proponents helped to direct the evaluation of economic and industrial organisations towards understanding institutions, specialised governance structures, contracts and transactions, as opposed to just private corporations and firms.182 As pointed out by Joskow, some of the primary objectives of TCE is to study organisational arrangements that govern trade in a capitalist economy such as (i) the internal organisation of firms; (ii) determinants of the boundaries between firms and markets, and the structure of market transactions; and (iii) understanding the organisation of economic activity within firms and across markets.183 Notably, Williamson focuses more on market ‘transactions’ and ‘institutions’ and contends that governance is chosen cost-effectively to ensure order, thereby mitigating conflicts and enhancing mutual gain between relevant parties.184 In this regard, a ‘transaction’ occurs when goods and services are transferred across a technologically separable interface. Such an interface can be depicted as the medium through which goods and services are transferred at a price within a given industry such as gas and electricity supply markets. An efficient interface allows for smooth transfers, while an ‘economic’ friction or transaction cost is said to have arisen where there are non-harmonious relations and communications between relevant parties, or conflicts and misunderstandings, which lead to delays or breakdown in the expected transfers or transactions and ultimately in the transfer of the expected benefits for one or either party. In an energy market context, delay in investment decisions and non-harmonious relations between regulators, suppliers, operators and consumers which, directly or indirectly impacts on competitiveness and security of gas supply could be attributed to cost aggravating factors such as regulatory uncertainties, information asymmetry, unrealistic policy proposals, weak and corrupt governance institutions, uninformed decisionmaking processes by operators and regulatory institutions as well as geopolitical or sociopolitical upheaval. These issues and how they underscore the need for good quality and effective regulatory and institutional frameworks will become more evident in the subsequent chapters dealing gas supply market developments in the considered jurisdictions. 

 In an organisational or industrial sense, transaction costs analysis of ‘efficiency’ considers the comparative costs of planning, adapting and monitoring under the relevant governance structures or regulatory framework.185 As explained by Joskow,186 in the TCE purview, the driving force affecting the choice among alternative contractual and organisational arrangements is the desire to minimise (or to “economise on”) the total costs of producing goods and services, i.e., to produce goods and services efficiently in the least costly manner or framework. Note that such costs can also be considered from the purview of the regulatory institutions and firms operating in an industry such as gas-to-power which is network-bound and subject to pricing and entry regulation and policies.187 In this regard, ex ante transaction costs comprise the costs of drafting, negotiating, and safeguarding an agreement made by operators in an industry on an arm’s length basis. Note also that ex post transaction costs include: (i) the adaptation costs incurred when transactions drift out of alignment with regulatory and restructuring requirements; (ii) the avoidable costs incurred if bilateral contracting efforts are made to correct ex post institutional misalignments; (iii) set-up and running costs associated with the governance structures (like regulators and quasi-judicial or judicial institutions) to which the disputes are referred; and (iv) the bonding costs of effecting secure contractual commitments.188 

 Williamson points out that the existence of transaction costs depends on three factors, i.e., bounded rationality, opportunism, and asset specificity. Opportunism entails ‘self-interest seeking with guile’ by market participants, while ‘asset specificity’ refers to the degree to which human or physical assets are locked into a particular trading relationship via contracts, and hence the extent to which they place value on preceding alternative activities. Bounded rationality, on the other hand, refers to the cognitive limits of rational actors’ knowledge of the available information about goods and services, which may arise due to complexities or uncertainties arising from long-term contract-based relationships and the incompleteness of the information at hand.189 Hence, transaction costs arise due to the implications and existence of bounded rationality, opportunism and asset specificity. Having identified these three issues, TCE proponents seek to postulate specialised governance structures that can efficiently manage economic activity in any situation. For instance, in respect of non-specific assets (e.g., in a relatively short-term contractual or spot market scenario), it is claimed that ‘free markets’ can efficiently govern resource allocation no matter how regular the transactions, while litigation or judicial institutions can help resolve eventual disputes. Such scenarios can be said to prevail in deregulated and fully liberalised markets like the US gas supply market discussed in Chapter 3. A problem arises, however, when the necessary institutional and administrative capacities are lacking, opaque or not efficiently aligned as discussed in the Nigerian context in Chapter 4 below. 

 As opined by Dietrich, when investments become more specific, for example under traditional long-term gas supply contracts, additional safeguards are required to control the dangers of opportunism. Thus, if a particular transaction is regularly undertaken such as gas supply within a highly specific investment environment, specialised governance structures will be required involving reorganisation within a firm, while bilateral contracts or arrangements could be developed in the less specific investments. Bilateral governance, otherwise known as relational contracting, involves trading partners remaining independent but committing themselves to long-term relationships. In situations where a transaction is only undertaken occasionally such as in the context of emerging short-term hub-trading and gas supply markets, it may not be cost-effective to devote resources to the creation of specialised governance structures. Hence, trilateral governance structures will emerge. These involve resolution of disputes through third-party institutions, e.g., arbitration, or the use of independent experts.190 When regulatory or commercial uncertainty arises, Dietrich posits that the only real change is to increase the importance of protective, long-term governance structures when idiosyncratic investments are undertaken. In a critique of TCE ideas, Dietrich contends that the assumptions of TCE relating to the possibilities of marketbased resource allocation are not always in accord with reality. Additionally, he points out that the central role of ‘opportunism’ in Williamson’s TCE framework introduces logical problems because not all transactions or information complexities arise due to the opportunism of market actors. 

 Reflecting on the TCE and NIE insights on market organisation, contracts and regulation, this book also notes that, ordinarily, industries with long asset lives and a high proportion of sunk costs (such as gas and power supply) need to reduce risk either through vertical integration or by concluding long-term supply and capacity contracts. It seems agreeable to contend that security of investments and supply require longterm contracts in the context of markets with long payback periods and huge ex ante investments. However, the emergence of decentralised organisation, short-term transactions and flexible arrangements following paradigms of liberalisation from the US, UK or the EU in a bid to enhance competitiveness and the consumers ability to choose from a range of suppliers based on willingness to pay principle, suggests that newer forms of investment protection and financial risk management mechanisms can and should develop. 

 It is also posited that considering the various experiences in the more advanced decentralised or competitive markets, like the US, a legitimate, accountable, well-equipped and informed independent economic regulator appears to be the most rational solution in guiding such arrangements and managing the costs and risks involved in transitioning from a centralised value chain to a decentralised one. Arguments in favour of vertical integration in energy supply markets reveal that such organisations can be effective in the sense that they may offer an means of efficiently internalising transaction costs which would otherwise be incurred by contracting on the open market. Furthermore, and in line with mainstream TCE notions, high transaction costs and contract-related uncertainties associated with open markets can be efficiently internalised in such a capital-intensive industry by vertical integration in which the firm builds, owns and manages its production and distribution infrastructure. Thus, from a classical economics perspective, as discussed below, it is not explicitly clear whether unbundling vertically-integrated utilities through liberalisation and regulation leads ipso facto to greater efficiency in resource allocation and investment compared to vertical integration.191 Despite the implementation and enforcement of the unbundling policy in the US for instance, the Federal Energy Regulatory Commission (FERC) still struggles to regulate the marketing affiliates of unbundled pipeline companies effectively.192 

 In countries like Nigeria with institutionalised state-controlled and relatively centralised gas supply industry, the transaction costs and locked-in inefficiencies generated by a vertically-integrated government managed firms like the NGC/NGTPC, with monopoly and, in some cases, monopsony attributes may be more severe than the cost of monitoring a liberalised and deregulated energy supply market. Another significant argument against vertical integration, despite its economic pros, is the fact that a vertically-integrated monopoly that owns the supply network and engages in trading activity has less incentive to invest in infrastructure expansion than an unbundled infrastructure network operator.193 Notably, Von Hirschhausen opines that an integrated provider has what it needs in existing infrastructure and market share demand to bring its gas volumes to the consumer market. Thus, network expansion and letting-out to a third party would weaken the integrated provider’s position downstream, and thus potentially decrease its overall profit. In contrast, an unbundled network-only company has an incentive to expand its supply network capacity once the demand exists, because every molecule, electron, m3 or bit transported increases its profits.194 

 It is also worth noting that in the US, the development of gas supply hub-trading and spot markets went hand in hand with the creation of a viable natural gas futures market on the New York Mercantile Exchange (NYMEX) which enabled gas buyers and sellers to efficiently hedge their price risks and reduce exposure to price volatility of short-term trading markets. The availability of such financial instruments helped large gas users insure their operations against losses from price volatility. However, as exemplified in the California energy crisis of 2000–2001 and the Enron Collapse of 2001, severe security of supply problems could arise in the absence of adequate independent economic regulation or monitoring which enhances accountability and the rule of law. Such deregulated markets are equally susceptible to manipulation, opportunism and rent-seeking. Note also that the development of the competitive gas market in the US in the 1980s–1990s was gradual. The process benefited from an existing and vast network of infrastructure, as well as strong financial, judicial and quasi-judicial institutions and a functional independent regulator, i.e., the FERC. Thus, developing countries like Nigeria seeking to restructure and develop such competitive and secure markets should note the relevance of underlying institutional and economic factors. 

 In considering the impact that the interlocking relationship between infrastructural investment and regulation carried out to achieve competitiveness or bring about market restructuring (liberalisation and deregulation) has on investment efficiency in the US, Von Hirschhausen states that: 

  [I]t is noted that ‘economic theories’ do not provide clear indications of the conditions under which ‘efficient’ levels of investments can be achieved and what factors lead to over and under-investment. Institutional and transaction cost approaches insist on the need for appropriate institutional settings to assure [adequate] long-term investment [essential for security of supply and sustainability objectives]… We have provided empirical evidence using a case study on infrastructure investments in the US natural gas industry. There is a consensus that events during the last thirty years transformed the largest natural gas industry in the world into the most competitive as well… [W]e observe that restructuring and vertical unbundling went hand-in-hand with significant infrastructure investments. In fact, the greatest (political) obstacle to ensuring resource adequacy and supply security in the US is most likely to be the issue of siting. The approach and the results cannot be easily transferred to other sectors or countries, but they provide working hypotheses for similar work. Thus, it appears that unbundling can support competitive markets if the infrastructure really becomes a natural monopoly. Opening the upstream and downstream markets to competition favours infrastructure investments. Access regulation does alter the investment behaviour of both, the incumbents and the new entrants.195 

 

 §2.03 LAW AND REGULATION AS INSTRUMENTS OF PRAGMATISM 

 In his book examinig ‘Law as a Means to an End’, Tamanaha highlights the three minimum conditions necessary for the effectiveness of an instrumental approach to law, which are: (i) legislators must be genuinely oriented towards enacting laws that are for the common good and public interest; (ii) government officials must see it as a solemn duty to abide by the law in good faith, which is not satisfied merely by manipulating the law and processes to achieve arbitrary objectives; (iii) in making decisions, judges must find the strongest and most appropriate legal answer, without succumbing to the power which allows them to exploit the vagueness of the law for private or arbitrary ends.196 Such approaches do not derogate from the idea of regulatory instrumentalism which some argue may lead to harm the rule of law and promote arbitrariness, since different stakeholders have different interests and values. Rather it highlights the ability of the relevant institutions to strike the necessary balance between the competing values and objectives inherent in the energy supply industry, which is complex and multidimensional. Considering the broad and functional definition of regulation expounded in this book, especially in the context of gas and energy industry or market, it is often not enough for lawmakers to make seemingly good and public-interested laws or governments announce policies or roadmaps for enhancing competitiveness and security of supply. It is equally essential to have established and informed regulatory institutions who are able to ensure effective implementation of the law and policy as well as understand the ‘why’ and ‘how’ or ‘when’ to regulate. This is especially important in other not to jeopardise the competitiveness of a liberalised energy market or one tending towards market-led paradigms and security of supply. 

 The various instruments of regulation can be classified under one or more of the following groupings: (i) command-based; (ii) competition-based or market-based; (iii) consensus-driven; and (iv) communication-based.197 The traditional command-based instruments are the promulgated legal rules and prescriptive standards prohibiting specified conduct and supported by coercive sanctions (either civil or criminal in nature) in cases of violation. The main drawbacks of command-based instruments include haphazard enforcement mechanisms, relatively higher monitoring and compliance costs, as well as legislative costs. There is also the problem of uncertainty or lack of reliable information before setting the standards or rules that are designed to modify certain behaviour.198 In several developed market economies,199 there is a general disenchantment with the interventionist and seeming highhandedness of traditional command-based regulatory mechanisms. Consequently, in such economic systems, a preference may be detected for greater deregulation and the adoption of alternative regulatory approaches that encourage the desired behaviour through economic and financial incentives rather than by legal compulsion or the threat of sanctions.200 Such economic incentives may be: (i) negative, i.e., the conduct is legally unconstrained unless a firm chooses to act undesirably, following which it must pay a charge (e.g., carbon price or tax imposed on carbon emissions from power generation plants or gas flaring from upstream E&P developments); or (ii) positive, i.e., if a firm chooses to act in the desired way it is awarded a subsidy or allowed a more cost-efficient tariff such as feed-in tariffs for renewables or energy conservation. 

 The flexibility of market-based instruments should incentivise innovation and efficiency in technological development in consonance with the desired market behaviour. However, it does not ipso facto guarantee accountability and trust unless such factors are built into the market structure and institutional framework. While the conventional command-based regulatory approaches may lead to greater uncertainty about the apprehension, prosecution, and level of sanctions; market-based economic instruments, on the other hand, may provide a more definite and predictable level of compliance-motivating charges and payments.201 Market-oriented mechanisms or competition-based mechanisms seek to harness the competitive forces or markets and competitors as a means of regulating social and economic behaviour. In this context, the law continues to play a facilitative role by ensuring a stable and secure institutional framework through which transactions are carried out, despite the primary reliance on market principles and forces as the means of regulation. 

 Depending on the wider institutional or social contexts and scenarios in which they are to be applied, some market or competition-based mechanisms still have to rely on obligations and sanctions created by enforceable legal and regulatory ‘rules’ as a secondary level framework for behavioural modification and control, especially when this is necessary to protect the public and consumers from rent-seeking and opportunistic private-sector firms and operators in a free market setting. The use of market or competition-based instruments is thought to be less burdensome in informational and administrative terms for both regulators and operating firms while placing greater responsibility for accountability as well as self-regulating obligations on industry operators. In an economic sense, the efficient allocation of resources only occurs with the use of market-based instruments like charges, trading permits, taxes and subsidies. This results in payments or behavioural changes that reflect the actual marginal cost of eliminating unwanted externalities such as gas flaring by upstream gas producers or transmission losses in electricity markets.202 Advocates of market-based mechanisms like the ETS and carbon tax contend that placing a strong and predictable price or charge on carbon emissions is the most cost-effective and efficient path to sustainability and GHG emissions reductions.203 In this regard, the IEA notes as follows: 

  In the power sector, carbon prices can influence the economic choices of investors, technology developers and consumers. They can moderate energy demand, deter new high-carbon investment and encourage low-carbon instead, and curtail the operation of existing high-emitting assets. Carbon pricing also plays a role in shifting corporate behaviour: by making climate change a financial rather than environmental reporting issue, it directly engages top management. Alongside measures to address market barriers (particularly in energy efficiency), and to support low-carbon innovation and infrastructure, carbon pricing is one of the three ‘pillars’ of climate policy packages…. [A]fter more than a decade of using carbon markets globally, however, carbon pricing policies are not delivering their theoretical potential. Realistically achievable carbon prices in the short to medium term do not appear high enough to drive the investment and operational changes needed to decarbonise electricity systems and limit average global temperature rise to 2°C, or the more ambitious ‘well below 2°C’, the goal established under the United Nations Framework Convention on Climate Change (UNFCCC) Paris Agreement in December 2015. In many jurisdictions, policies to guide low-carbon investment [sustainability] are in place either alongside or instead of carbon pricing.204 

 

 The ETS framework seems to have come in for stronger criticism, while carbon tax proponents seem to be gathering more support.205 Arguably, there are justifiable concerns about the instrumental effectiveness of the ETS and its ‘cap and trade’ mechanism.206 Such concerns relate to whether it actually limits GHG emissions or whether it is simply a theoretical economic construct which depends on assumptions of perfect markets, the rationality of industry operators and stakeholders, viable institutions and operational balancing of demand and supply of trading allowances and permits.207 Another problem with carbon pricing, especially carbon tax is the sociopolitical challenge of reducing pass-through costs along the gas-to-power or energy value chain to the final energy consumers. Hence the question of who pays the price of carbon emissions in an increasingly international gas supply and energy context will continue to puzzle the minds of policymakers tasked with enhancing competitiveness and ensuring security of supply while keeping the energy system sustainable. 

 Subsidy schemes, as another form of market-based instrument, may also create perverse incentives since firms can increase externalities to attract more subsidies without necessarily providing more goods or better services. Thus, the question arises as to whether the market or competition-based instruments often utilised in liberalised energy markets can be effective without being cast in the form of law with a sanctioning element (in the extreme sense) or in the absence of an oversight-bearing accountability mechanism (in an instrumentally and responsive regulatory sense)? In relation to the market-based instruments recently used in the US to curtail CO2 emissions from hydrocarbons like coal and gas, Pierce Jr. (2011) argues as follows: 

  A carbon tax is superior to subsidies for carbon-free energy sources in two important respects. First, it has the opposite effect on the budget deficit. While subsidies increase the deficit, a carbon tax would decrease the deficit. Second, it is much easier to design and to implement. To be effective, a carbon tax need only deter consumption of hydrocarbons. Consumers are left with complete discretion with respect to the ways in which they reduce their consumption of hydrocarbons. For example, by increasing the efficiency of their use of energy or by substituting for hydrocarbons some mix of carbon-free fuels like wind power, solar power, or nuclear power.208 

 

 Other variants of market or industry-friendly regulatory instruments rely on ‘consensus’ and ‘cooperation’ as a means of controlling or modifying economic and social behaviour.209 These consensus-based instruments depend on the law’s capacity to foster a stable institutional framework in which commercial agreements are guaranteed and secure. Such mechanisms play a pivotal role in an environment like the energy markets, in which capital-intensive ventures are typically carried out based on a series of interrelated long-term contracts and memorandum of understanding amongst relevant stakeholders. As discussed in Chapter 4, such consensual approaches seem prevalent in Nigeria and in other countries in which the State has significant interest in the industry in question, coupled with inefficient traditional judicial institutions in some cases. Under these consensual approaches, the mechanism through which behaviour is regulated, influenced and constrained primarily depends on the consent of stakeholders and participants, as well as their trustworthiness and the ability to self-regulate. The consensual basis of these type of instruments means that their force mostly derives from the law of contract or from social consensus in which the community rather than legal sanctions and coercive institutions provide the primary mechanism through which control is exerted, and behavioural modification is achieved.210 

 Furthermore, contract-based dispute resolution provisions are particularly prevalent in the capital-intensive energy industry as a result of the time-saving aspect of this approach, as well as relationship and cost-saving benefits. Information and administrative costs in relation to the formulation and interpretation of standards are also generally lower in this regard, as compared to other regulatory mechanisms. However, such consensus-based tools often require a definite and higher level of expertise, technical know-how and trust. Administrative costs are largely internalised within the regulated activity under a contract-based mechanism, while taxpayers bear the administrative cost of independent regulatory agencies.211 It is worth noting that consensusbased tools may lead to abuse by opportunistic market operators and public officials who have sufficient power and control over information, thereby manipulating a deregulated market and system where legitimacy, transparency and accountability are lacking. 

 Communication-based techniques include the use of tools such as mandatory and voluntary disclosure regimes, public information campaigns, guidelines and guidance notes, and are essentially used to persuade and educate the regulated community or those affected by the regulated activity. The key objective here is to encourage the regulatees to act in line with defined policy objectives.212 While communication-based techniques appeal to rationality in order to bring about behavioural change, the creation of regulatory ‘codes’ and guidelines as a subtle mechanism of behavioural control and modification seeks to eliminate undesirable conduct by precluding the possibility of its occurrence as a result of codifying the relevant rules and principles.213 

 The above-mentioned regulatory instruments are not mutually exclusive. Modern economies and markets (especially in the energy industry) typically resort to a variety of instruments and mechanisms as may be necessary, in the form of what is regarded as better regulation, smart regulation, responsive regulation or enforced self-regulation and risk-based regulation, etc.214 Each of the regulatory mechanisms and instruments has their particular pros and cons. Thus, the essential issue is to ensure that the institutional and regulatory framework through which they are implemented has legitimacy, efficiency, and accountability and that it remains instrumentally effective in achieving identified policy objectives. 

 §2.04 REGULATING NETWORK-BOUND INDUSTRIES: ENERGY AND GAS SUPPLY 

 Questions and concerns about energy regulation and its effectiveness arise largely as a response to market failures and challenges related to the opportunistic behaviours and market power accumulation of monopolies and vertically-integrated utilities operating or controlling limited supply infrastructure and networks. Such concerns enhanced the development of competition and antitrust laws, economic regulation paradigms as well as the establishment of public utility agencies and commissions. In a liberalised market scenario, such commissions and agencies are usually designed to take the form of apolitical and independent regulators, often with quasi-judicial powers as stipulated by law. Apart from dealing with the implications of market power exercised by natural monopolies and vertically-integrated firms, regulatory agencies or public commissions in the gas supply sector typically sought to manage market failures and various challenges arising from the monopolistic nature of the industry by (among other things) setting tariffs and rates.215 The aim of such ‘economic’ regulation approaches is to achieve the level of efficiency that would arise in an ideal (perfectly competitive) market environment. Consequently, the regulator(s) engage in rate-making and tariff-setting processes based on cost-of-service or rate-of-return and/or incentive-based principles through, e.g., ex ante price caps, taxes or ex post cost approvals.216 

 [A] Traditional Cost-Based and Rate-of-Return Regulation 

 Traditional cost-of-service regulation is adopted to enable the energy utility recover sunk costs and guarantee a predetermined rate of return on capital investments in infrastructure.217 The formula on the basis of which the cost-of-service rates are calculated is typically prescribed by law, subsidiary legislation, regulation or contract depending on the jurisdiction. It typically provides as follows: R= B*r + O, where R is the utility’s revenue requirement or the total amount needed to be recovered to cover costs, B is the rate base,218 ‘r’ represents the rate-of-return which regulators allow the utility to earn on its ‘rate base’ to enable the utility to compensate investors, while ‘O’ stands for operating expenses such as fuel and labour.219 

 In following such a mechanism, the energy utility subjects itself to regulation and ensures that the rates it charges consumers are reasonable. However, what is ‘reasonable’ has been subject to varying degrees of judicial interpretation, especially in the US. The US Supreme Court once held that a reasonable rate of return on the public utility’s invested capital should be ‘sufficient’ to guarantee confidence in the financial soundness of the utility as well as ‘adequate’ to safeguard its credit based on efficient and economical management of its resources and its ability to raise the capital required to support any designated public duty.220 Furthermore, by applying the ‘end result’ test for the evaluation of ‘reasonableness’, it was held in Federal Power Commission v. Hope Natural Gas Co. (1944)221 that a ‘fair’ rate of return should be sufficient to (i) maintain the financial integrity of the utility; (ii) compensate the utility’s investors for the risk assumed; and (iii) enable the utility to attract needed capital. In the Permian Basin Case (1968)222 in which the Supreme Court considered the regional rate-setting orders for gas producers issued by the Federal Power Commission (FPC), it was held, among other things, that a presumption of validity attaches to each exercise of the FPC’s expertise, and those who would overturn its judgment or decision must establish that it is invalid due to being ‘unjust and unreasonable in its consequences’. The USSupreme Court affirmed that the FPC had constitutional and statutory authority to adopt a system of area regulation and to impose supplementary requirements or area maximum rates, determined in conformity with the Natural Gas Act (NGA), and intended to balance investor and consumer interests, which are also in accordance with the constitution. In a decision that reflects the rate-setting and instrumental role of both the FPC and the guiding role of the US Supreme Court it was further held that: 

  [T]he two-price rate structure, which is permissible under the Act, will provide a useful incentive to exploration and prevent excessive producer profits, and thus protect both present and future consumer interests … [T]he FPC may employ ‘any formula or combination of formulas’ it wishes, and is free ‘to make the pragmatic adjustments which may be called for by particular circumstances,’ as long as the consequences are not arbitrary or unreasonable … [T]he computation of the rate base by determining an average net production investment to which the FPC applied a constant rate of return was within the FPC’s discretion and was not arbitrary or unreasonable … [t]he selection of 12% as the proper rate of return for gas of pipeline quality was supported by substantial evidence that the rate will be likely to ‘maintain financial integrity, to attract capital, and to compensate investors for the risks assumed’.223 

 

 Eisen et al., opines that regulated firms can use the following methods to maximise returns to investors and shareholders: (i) seek to achieve a rate of return which is higher than actual cost of the capital invested; and (ii) overinvest in capital, leading to a rate base (representing the capital invested in plants and other assets) and rate of return greater than the actual cost of capital used.224 Notably, the capital structure of operating firms comprises of debt and equity capital. Thus, an unregulated firm has an incentive to adopt a debt-equity ratio that minimises its risk-adjusted cost of capital often leading to inadequate or inefficient investments. As a result of such inclinations, the cost-of-service regulation mechanisms are developed to intervene by guaranteeing a minimum rate of return to the utility. The vital question, therefore, is whether the regulator can effectively determine a firm’s correct capital structure, i.e., the most efficient mix of debt and equity. 

 The regulator’s rate-making process often commences with the regulated utility’s proposal to increase its rates based on pre-collated and calculated data, and figures often backed up by expert analysis or opinion. The regulator may also initiate the process in its role as monitor of previously approved rates.225 It could be argued here that while reviewing the applicable rates ordered by the regulator, the courts are expected to ensure the instrumental effectiveness of the regulator’s decisions by considering whether or not the end result of a rate-making decision fairly balances the utility’s need for reasonable returns on investments and the consumers’ interest in not being charged exploitative rates.226 The application of these principles is also key to ensuring adequate social and consumer protection while developing market-based energy supply institutions, especially since rates and pricing in supply contracts typically pass through the energy value chain as ‘costs’ from producers to suppliers and eventually to consumers. 

 The main criticisms of the traditional cost-based, i.e., cost-of-service, rate regulation approach include: (i) placing excessive reliance on firm-specific case-by-case determinations rather than evaluating industry-wide conditions; (ii) invovles an information-intensive and costly regulation process; (iii) susceptibility to mistakes and incompleteness of information in ex ante cost and rates calculations (especially where regulators lack technical expertise); (iv) the fact that regulated rates are sometimes insensitive to adjustments in ex post fuel (e.g., gas in a gas-fired power utility) costs and other economic variables like interest rates and rates of inflation; and (v) involves the ongoing probability of exaggeration of costs and manipulation of information by firms in rate determination or evaluation cases.227 

 [B] Alternatives to Conventional Cost-Based Rate and Price Regulation 

 Challenges to and criticisms of the more conventional cost-based mechanism of rate regulation has led to the emergence of other models. The newer models include mechanisms that focus on providing incentives to bring about specific desired behaviour (incentive-based), risk mitigation (risk-based),228 as well as profit and price ceilings (price-cap regulation) being imposed on operators.229 Under incentive-based mechanisms, the regulator seeks to achieve its objectives by incorporating incentives (such as rewarding energy network operators for conservation and efficiency gains) into the rate-making processes without very much direct interference in costs and pricing.230 The incentive-based and price-cap regulation models were reportedly pioneered in the UK. The main form of incentive-based regulation adopted in the UK is the price-cap regulation model known by the regulatory formula RPI-X, which was initially proposed for the regulation of the privatised telecommunication sector in 1984.231 It was then adopted for the privatised gas and electricity utilities. Thus, when the British wholesale and retail markets were liberalised, price regulation was limited to the natural monopoly segments of transmission and distribution of gas and electricity markets.232 As discussed in Chapter 3, the RPI-X model was revised in 2010 and replaced by a new incentive-based model known as RIIO (Revenue = Incentives + Innovation + Outputs).233 

 Theoretically, price-cap regulation aims at limiting the rate at which prices may rise (usually by reference to average prices or a basket of prices) to inflation (RPI = retail price index) minus an efficiency factor (X) sometimes with provision for pass-through costs (Y) which are beyond a company’s control.234 Price caps are usually fixed to apply in designated phases referred to as the ‘price-control period’ (e.g., five years), and the company has an incentive to ‘beat the cap’ ex post by making better efficiency savings that were assumed by the regulator ex ante. The company is allowed to keep the accrued profits until the next revision, at which point consumers can share the benefits of its efficiency efforts through price reductions and tighter caps.235 In this regard, additional incentives for being more efficient and acting in the desired manner may also be applied in the framework by the regulator, e.g., to encourage energy conservation. Price-cap regulation models such as RPI-X are presumably more efficient than cost-based rate-of-return regulation, since the former sets the price ex ante, while the latter adjusts the price ex post based on the costs reported as incurred by the operator to prevent the firm from making excess profits.236 

 McHarg opines that there is little practical difference between price-cap regulation and the traditional cost-based rate-of-return regulation mechanism.237 In that sense, the difference in efficiency gains and incentives can be one of degree rather than kind, especially since the regulated firms can request price-cap reviews during a price-control period in some jurisdictions. In the UK, for example, OFGEM has the discretion to revise prices if costs and prices move too far out of line. Likewise, in Nigeria, a price regulation methodology and framework called the Multi-Year Tariff Order (MYTO), provides for periodical reviews, as discussed in Chapter 3. The MYTO is a hybrid of a cost-based, price-cap and the incentive-based regime which provides a fifteen-year tariff path for the electricity industry with minor biannual reviews for inflation, exchange rates and gas price variations, while the major reviews every five years are for all other assumptions and variables. 

 Due to the ex ante nature of price-cap regulation, the information demands placed on the regulator may be more challenging than under the traditional cost-based/rate-of-return regulation and may lead to more information asymmetry problems and regulatory gaming by opportunistic operators.238 The price-cap regulation approach is essentially designed to enable regulators to counteract the effects of inflation and save the regulatory costs associated with calculating revenue requirements, by setting a limit on the charges utilities can pass on to individual consumers. It allows utilities to make their own decisions without the interference or oversight associated with traditional cost-based regulation. 

 As will be seen in relation to the US experience discussed in Chapter 3, the adjustment mechanisms adopted in a price-cap model should be capable of reflecting either major changes in actual demand and supply or the consequential changes in a firm’s costs (e.g., due to inflation and international energy pricing) in the medium and long term.239 In this regard, Pierce Jr., points out the social costs of profit-level regulation while criticising price-cap regulation by analysing the empirical implications of applying such models in respect of the US energy and utility industry.240 As opined by Pierce Jr., better alternatives to these models with greater probability of enhancing the respective allocative and productive efficiencies include: (i) plain deregulation; (ii) deregulation of sales markets combined with mandatory equal access to significant sunk costs facilities; (iii) deregulation combined with relational contracts; and (iv) flexible pricing with boundaries.241 It is worth noting that mere ‘deregulation’ or ‘liberalisation’ as an ‘end’ rather than a ‘process of achieving competitive and secure energy’ and without institutionalising critical factors like accountability, transparency and regulatory certainties may prove inadequate in protecting and balancing the interests/objectives of all stakeholders in the energy value chain. 

 In the earlier attempts at price and profit-level regulation reforms in the US, the negative implications and public pressure arising from the inaccurate fixing of price caps and excess profits made by firms due to this have often caused regulators to fall back on traditional cost-based regulation in some cases. Additionally, if firms are making too little profit due to actual market dynamics and the need to mitigate unforeseen events, they may pressurise the regulators to increase the price caps. A price cap may limit the retail or wholesale price which a supplier can charge. A price fixed in this way is often designed to automatically change over time in line with the stipulated formula that incorporates expected future changes, e.g., those resulting from inflation in costs and changes in productivity. Thus, changes in regulated prices may not exactly reflect actual changes in a firm’s costs or profits in reality.242 

 The US is often regarded as having the most competitive and market-led energy supply industry globally. Hence, there seems to be significant deference to arrangements and pricing determined on an arm’s length basis by contracting parties. Such pricing arrangements are considered as representing a fair bargain and resource allocation between parties involved, unless it is established that the bargain is ab initio defective or found to be unjust, unreasonable or discriminatory by the courts or by quasi-judicial regulatory institutions.243 In several cases, the US Supreme Court has held that wholesale rates determined based on negotiated gas and electricity supply contracts are presumed to reflect a fair bargain. Thus, the FERC cannot change such contract-based rates unless it determines that the rate is unjust, unreasonable, unduly discriminatory or preferential.244 In San Diego Electric & Gas Co. v. FERC (1990)245 the U.S. Court of Appeals for the D.C. Circuit reiterated the FERC’s approach to contractually agreed rates and stated, among other things, that ‘the certainty and stability which stems from contract performance and enforcement is essential to an orderly bulk power market. If the integrity of contracts is undermined, business would be transacted without legally binding or enforceable assurances, and we believe that the market, the industry and ultimately the consumer would suffer.’ 

 Undoubtedly, there are information and cost challenges relating to monitoring the implications of approving the rate-of-return or price caps ex ante. The long duration of energy projects means that technological change and other unforeseen events (e.g., changes in law and of governments) which often occur during the lifespan of a project, heightens the risk of non-recovery of sunk capital invested thereby creating the ‘stranded costs’ challenge for utility investors. There is also the ‘hold-up’ problem in which industry operators are reluctant to invest in large-scale essential infrastructural projects due to regulatory uncertainty and a lack of adequate incentives as highlighted in several instances and experiences from the jurisdictions considered in the subsequent chapters. Furthermore, a vertically-integrated firm with control over information and market power could opportunistically seek to achieve a rate of return higher than the actual costs of capital invested. Such a firm could also overinvest in ‘capital’ leading to a rate base (representing the capital invested in plants and other assets) and rate of return greater than the actual cost of capital used.246 Thus, the calculation of each variable in the adopted regulatory mechanisms typically calls for difficult economic and policy judgments. Such decisions and judgments are generally based on economic and technical assumptions, as well as efficient real-time information-sharing between regulators, the regulated and consumers.247 The regulator in this regard acts as an umpire and must strike an effective balance in addressing a range of social, economic and financial considerations. 

 [C] Economic Regulation and Liberalisation of Gas Supply Markets 

 Over the course of the twentieth and twenty-first centuries, there has been a systematic development of energy law and policy around the theme of monopoly versus market-based competition and investments as the most efficient means of resource allocation and governance in the energy industry.248 The pro-market and liberalisation paradigm primarily evolved in the US and was gradually adopted in other developed economies such as the UK and EU as well as forward-looking emerging economies like Nigeria. Thus, various international and national institutions tasked with energy policy formulation increasingly emphasised privatisation, liberalisation, deregulation, competition, and the introduction of markets to drive investment in, and allocation and pricing of, energy resources. These issues are also interrelated with subjects like the law of contract, administrative law, competition and antitrust law.249 In most jurisdictions with a centralised gas value chain, the vertically-integrated utilities and firms were subject to the traditional cost-based rate regulation or public service approaches. There was also the notion that such energy utilities were providing a public service rather than engaging in the supply of commodities or goods.250 An underlying assumption in support of liberalisation and competitive market-enhancing concepts like TPA and the unbundling of monopolistic vertically-integrated energy utilities is that such firms may well charge unreasonable prices and discriminate against consumers because of their significant market power and control.251 

 Thus, economic regulation in a liberalised market context is applied to, among other things, mandate TPA to pipelines or transmission networks and unbundling (functional, legal or full ownership) of vertically-integrated firms. Negotiated or regulated TPA is regarded as an essential tool in administering competition and competitiveness in an industry that is naturally disposed to monopoly, oligopoly and market foreclosures.252 In Citiworks AG (20 08),253 the ECJ held that the TPA to transmission and distribution systems is fundamental to the liberalisation agenda of the EU’s IEM. Furthermore, it was held that the aim of ensuring the functionality of competition in network-bound sectors implies that non-discriminatory, transparent and fairly priced network access should be guaranteed.254 It is noteworthy that the TPA framework is primarily a legal norm that requires network owners and operators to allow third parties and potential competitors to have access to their networks. It is adopted to enable gas producers’ access to pipelines networks in the gas market to ship gas molecules to consumers like gas-fired power generators, industries or local distributors (and vice versa), while power generators can access transmission networks in the electricity market in order to convey electricity to distribution firms (and vice versa) that are willing to pay and offer the best price.255 

 As shown in Figure 2 depicting the centralised gas supply value chain, the traditional organisational structures entail the bundling together of potentially competitive segments, such as upstream interests and downstream gas sales, with the natural monopolistic segment and network-bound transportation subsectors in an operating utility often subject to state control or ownership. The application of the same model of price regulation to a bundled or vertically-integrated firm regardless of the peculiar features of each segment of the value chain has, in most cases, led to inefficiencies and had an adverse effect on resource allocation and investment decisions. This ‘bundled’ approach to domestic market regulation seemingly creates a hold-up problem and disincentives for upstream development of gas reserves or finding alternative means of disposing of the gas, for example by means of flaring or through sales to more competitive export markets. Such developments ultimately threaten security of supply to the domestic energy market, and its competitiveness, as witnessed at some points in the history of the US interstate gas market discussed in Chapter 3 and arguably in the case of Nigeria, as discussed in Chapter 4.256 

 In an ideal scenario, the presence of competing and multiple upstream producers would mean that consumers as ‘rational’ participants would eventually go for the cheaper and more affordable gas because (i) producers would be allowed to charge reasonable market-based prices (i.e., deregulated or at least cost-reflective plus a reasonable profit) for gas at the wellhead, and (ii) consumers would be able to freely access demonopolised transmission pipelines and processing facilities on nondiscriminatory basis. Over a period of time, this should result in competing producers finding rational and efficient ways to be more profitable and innovative in their production and supply operations. However, in a realistic scenario, the supply chain looks more like the centralised or partially decentralised value chain described above, in which there are powerful, vertically-integrated and often state-controlled incumbents operating under various long-term supply arrangements. 

 Note that multiple upstream operators compete for licences or concessions and are subject to different costs and market outlooks (depending on the host country or territory) compared to network-bound pipeline transport and supply ventures. Thus, it is essential for regulatory and policy-making decisions to take due cognisance of these peculiarities. As pointed out by Pierce Jr., unlike the business of gas transportation of gas, the production of gas is not a natural monopoly, and it is characterised by low economies of scale and low barriers to entry. Upstream gas E&P involves numerous firms who compete to produce gas and to make wellhead sales. These producers were among the victims of interstate pipelines that used their monopsony power in the producing fields to depress the wellhead price of gas, just as they used their monopoly power to sell gas to LDCs at excessive prices.257 

 The modern and pro-liberalisation approach to economic regulation and restructuring of gas market towards competitiveness typically involves the following initiatives: 

  (i) Breaking up or unbundling vertically-integrated entities (which traditionally have interests upstream, midstream and downstream) by separating and distinguishing their potentially competitive segments (i.e., upstream, marketing and trading) from the monopolistic (i.e., transmission and distribution networks). The main forms of unbundling include: 

 (a) Accounting and functional unbundling: the vertically-integrated company or utility remains integrated, but is required to reorganise its book-keeping so that the costs of the network services can be identified. 

 (b) Legal unbundling: the network services such as transportation and/or management are provided by a separate corporate entity which remains connected with the production and/or trade activities of the previously integrated organisation via a holding structure. 

 (c) Ownership unbundling: in addition to legal unbundling, the holding company is required to sell its supply network or both its production and trade arm. Thus, the company that owns and operates the transmission assets is fully separated from the rest of the system and is no longer affiliated with, or has an interest in, the retail and supply of production undertakings. 

 (ii) Ensuring gas pricing at and entry into the competitive activities is effectively deregulated, without jeopardising justifiable public and consumer interests. 

 (iii) Implementing open access or TPA framework where there are monopoly bottlenecks (e.g., in transmission and distribution networks) by ensuring reasonably priced and non-discriminatory access to networks. Additionally, network owners should be incentivised to make their assets available to other suppliers via efficiently negotiated or regulated agreements. 

 (iv) Enabling a regulator to responsively decide what model of regulation will be applied to the different unbundled segments, e.g., incentive-based models, traditional cost-based / rate of return models, or an effective hybrid.258 

 

 Based on an underlying objective to promote non-discriminatory open access to available networks and foster competitiveness in gas supply it is noted that the recently approved National Gas Policy (2017) in Nigeria signifies a preference for legal unbundling by the policymakers, while the challenges encountered in the implementation of functional and legal unbundling in the EU’s first and second IEM gas directives led to a prescription of full ownership unbundling under the Third Gas Directive. In other words, the objectives of effective competition and non-discriminatory open access under the functional and legal unbundling framework of the EU’s First Gas Directive and Second Gas Directive were largely unrealised due to structural and institutional reasons such as contracting patterns that lead to de facto foreclosure of competitors to network capacity controlled by incumbent operators. This issue, as well as the Nigerian scenario, is examined further in Chapters 5 and 4 respectively. 

 The functionality and quality of applicable institutional and regulatory framework play a major role in the effectiveness of the particular liberalisation, unbundling or pro-competition framework adopted. Thus, without prejudice to the pros and cons of ‘legal unbundling’ as a plausible means to such underlying policy objectives, it is noted that the Third Gas Directive requires full separation in terms of ‘ownership’ of supply and production or generation activities from transmission or network operations. Preamble 12–20 of the Third Gas Directive among other things provide that (a) the framework for ownership unbundling must ensure full independence of network operation from supply and production interests; (b) prevent exchanges of any confidential ‘market’ information amongst separated entities; and (c) the same person should not be a member of the managing boards or entitled to appoint members of the managing boards of both a TSO or a transmission system and an undertaking performing any of the functions of production or supply. 

 The EU’s Third Gas Directive’s framework rightly highlights the role of relevant organisational institutions and a rules-based system in which fair competition, sufficient investment, access for new market entrants and the integration of IEM for gas is guaranteed. It also recognises the need to ensure a framework that effectively facilitates investments, connection of new production capacities to the network and market integration through regional cooperation. It is also noted that in appropriate cases (especially in the context of developing major new infrastructure) exemptions or derogations are permitted to the provisions of TPA, unbundling and liberalisation on the grounds of enhancing competitiveness, public service obligations and security of supply. 

 §2.05 ASSESSING THE QUALITY AND EFFECTIVENESS OF REGULATION 

 Several countries have a mixed economy ethos (i.e., an economic system combining private and state enterprise).259 Such jurisdictions are typically inclined towards state ownership and control in respect of the production and supply of essential goods and services of a ‘public interest’ kind, such as electricity, gas and telecommunications. In such contexts, it is typical to find that the government has an institutionalised role as ‘protector’ of the public interest. Thus, ideals such as privatisation, liberalisation, deregulation or promoting the efficient allocation of scarce resources and benefits through ‘free-market’ principles are often met with scepticism and perhaps vehemently opposed. 

 In the Nigerian context, the lack of regulatory efficiency and institutional accountability and transparency has over the years led to the deterioration of supporting infrastructure, while new production and supply capacity has not been added, despite increasing ‘public’ demand and economic dependency. Furthermore, the funding gaps and management deficiencies attributed to state-centred institutions typically led to inadequate and unreliable supply, especially of electricity and petroleum products, insecurity of the energy supply system and loss of productivity across the economy. Likewise, experiences in the more developed countries such as the UK during the 1980s–1990s, such issues led to calls for promotion of reforms through privatisation and liberalisation in a bid to enhance competitiveness as well as allocative and productive efficiency, and consequently boost the reliability of previously state-centred or public utility modelled supply of essential services.260 

 The development of competition in a network-bound industry like gas and electricity and the central objective of achieving security of supply has increasingly meant having reliable access to sufficient energy resources at reasonable prices for the foreseeable future, in which risk(s) of major disruptions are eliminated or effectively mitigated. It is opined here that the energy policy objectives of competitiveness and security of supply are not necessarily mutually exclusive. Rather, the missing link is often the establishment of an effective, instrumental and responsive regulatory and institutional framework. The reliance on a seemingly ‘free-market’ or mainstream economic efficiency paradigms in the development of competitive and secure energy supply value chain has its limitations. Such limitations become more apparent when considering the demands of equally essential objectives such as fair and just allocation of risks, costs and benefits, willingness-to-pay versus affordability of supply by consumers and the public, as well as the socio-political dimensions of externalities attributed to the production and supply of energy resources. These other factors, as well as the legitimacy and quality of relevant institutional framework, often determines how functional the application of market-based or restructuring paradigms are in respective jurisdictions. 

 Under the OECD’s ‘Guiding Principles for Regulatory Quality and Performance’,261 the implementation of ‘good regulation’ and institutions should: (i) serve clearly identified policy goals, and be effective in achieving those goals; (ii) have a sound legal and empirical basis; (iii) produce benefits that justify the costs, considering the distribution of effects across society and taking economic, environmental and social effects into account; (iv) minimise costs and market distortions; (v) promote innovation through market incentives and goal-based approaches; (vi) be clear, simple, and practical for users; (vii) be consistent with other regulations and policies; and (viii) be compatible as far as possible with competition, trade and investment-facilitating principles at domestic and international levels. Thus, the major challenge for countries and jurisdictions seeking to develop viable and secure energy supply markets is to decide what the required ‘good regulation’ entails, as well as what institutional qualities and principles need to be established and how to establish them within the context of their peculiar socioeconomic, political and legal systems. Notwithstanding such peculiarities, the following seven key principles of ‘good quality’ regulation in Table 1 below can be considered as international best standards: 

 Table 1 Principles and Highlights of Good Quality Regulation262 

    
 
 
   	Principles 


 	Highlights and comment 


 

  	(1) Adopt at the political level broad programmes of regulatory reform that establish clear objectives and frameworks for implementation 


 	• Endorsement of regulatory and structural reforms at the highest political level
 
• Conduct holistic consideration of key elements of regulatory policy – policies, institutions and tools
 
• Articulate reform goals, strategies and benefits clearly to the public 


 

  	(2) Assess impacts and review regulations systematically to ensure objectives are met efficiently and effectively 


 	• Review regulations following the principles of good regulation and from the point of view of those affected
 
• Carry out regular updates of regulation, regulatory impact assessments (RIA)
 
• Consider alternatives to regulation as appropriate, e.g., self-regulation. Consider their costs, benefits, distributional effects, impact on competition and market openness, and administrative requirements
 
• Carry out performance-based assessments of regulatory tools and institutions 


 

  	(3) Ensure implementation, and regulatory processes are transparent and non-discriminatory 


 	• Ensure the public interest is not subordinated to that of regulated entities and stakeholders
 
• Ensure that regulated firms are not subject to firm-specific benefits or costs unless such benefits or costs are necessary to benefit the public or to prevent the exercise of market power
 
• Ensure that regulatory procedures and decisions are transparent and non-discriminatory, and subject to appeal and judicial review
 
• Ensure that regulatory institutions are accountable and transparent, and include measures to promote integrity 


 

  	(4) Review and strengthen where necessary the scope, effectiveness and enforcement of competition policy 


 	• Vigorously enforce competition law – curtail collusive behaviour, abuse of dominant position, monopolisation or anticompetitive mergers
 
• Impose sanctions against anticompetitive conduct that are sufficient to deter violations; that is, they should be proportionate to the expected gain of violators, the risk of detection and the risk of public harm
 
• Provide competition authorities with the authority and capacity to advocate reform, and support public awareness of the role and benefits of competition 


 

  	(5) Design economic regulation to stimulate competition and efficiency and be consistent with ‘public interest’ concerns 


 	• Ensure that regulatory restrictions on competition are limited and proportionate to the public interests they serve
 
• Periodically review those aspects of economic regulations that restrict entry, access, exit, pricing, output, normal commercial practices, and forms of business organisation to ensure that the benefits of the regulation outweigh the costs and that alternative arrangements cannot equally meet the objectives of the regulation with less effect on competition
 
• Promote efficiency and the transition to effective competition where economic regulations continue to be needed because of potential for abuse of market power
 
• Promote choice by consumers of the firm with which they deal so that they can switch firms at efficient cost and without undue restrictions
 
• Periodically review the state ownership stake or financial interest in undertakings with market power and whether they unduly impair competition or impede pro-competitive reforms
 
• Periodically review the need for universal service obligations, their effectiveness and the need to maintain restrictions on entry and prices 


 

  	(6) Eliminate unnecessary regulatory barriers to trade and investment through continued liberalisation. Strengthen economic efficiency and competitiveness. 


 	• Consider market openness principles within the design and implementation of regulations and the conduct of RIAs 


 

  	(7) Identify important linkages with other policy objectives and develop policies to achieve those objectives in ways that support reform 


 	Apply principles of ‘good regulation’ when reviewing and adopting policies in areas such as reliability, safety, health, consumer protection, and energy security so that they remain effective, and as efficient as possible within competitive market environments; pursue liberalisation when the benefits of competition and market openness are consistent with the achievement of other key policy objectives; broaden the scope for regulatory quality to include public services 


 

 
 

 

 The above principles of ‘good regulation’ provide an instructive set of guidelines on the relevant factors to consider when developing or evaluating such regulatory schemes, especially in the path towards effectiveness in the regulation of networkbound industries as considered in this study. It is also noted that the goal of regulatory reform is to improve national economies and enhance their ability to adapt to change and support the creation of institutions which enhance the attainment of defined policy objectives. Thus, the implementation of restructuring and regulatory paradigms like privatisation and liberalisation is also not a one-off event, but a dynamic, multidimensional process, especially when carried out in relation to a constantly evolving and growing industry like energy supply.263 

 Generally, effective levels of regulation are necessary to shape market conditions and meet the public interest when policies like deregulation and competitive markets are being institutionalised. This is especially the case where it is necessary to help the government to provide essential ‘public-interested’ goods and services like energy, which requires private-sector led investments and allocation of property rights. The OECD’s ‘Best Practice Principles for the Governance of Regulators’ also provides an instructive framework for the development of a good quality system of ‘economic regulation’. These principles include the following: clarifying the role of the regulator;264 preventing undue influence and maintaining trust;265 efficient decision-making and independence of the regulator; accountability and transparency;266 regular stakeholder engagement; adequate funding; and regular objective performance evaluations.267 

 The ‘law and economics’ or ‘efficiency’ enhancement principles discussed in this chapter primarily border on how notions of ‘costs’ and ‘benefits’ or ‘utility maximisation by market operators and consumers relate to energy supply regulation. Insights from TCE, NIE and other notions on energy supply regulation discussed in this chapter helps in understanding ‘why’ or ‘how’ and ‘when’ to regulate in other to realise underlying objectives such as competitiveness and security of supply. The discussion of gas supply for power and energy purposes in subsequent chapters will focus on the role of legal and organisational institutions in realising such objectives. 
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 266. Regulators are generally accountable to three groups of stakeholders: (i) ministers and the legislature; (ii) regulated entities; and (iii) the public. A system of accountability in which, what the regulator is to be held accountable for, how it is to conduct itself and how this will be assessed is clearly defines by law and regulation. The UK’s DBIS, supra n. 251 similarly maintains that, ‘Accountability is vital for ensuring an effective regulatory framework that delivers the desired outcome for consumers. It plays an extremely important role in establishing the legitimacy of decision makers. While regulators are independent of Government departments, they must, of course, exercise their discretion within the limits of the law and under the supervision of the relevant bodies such as Parliament and the National Audit Office (NAO). Effective accountability of a regulatory framework therefore depends on transparency, a requirement to explain decision making, exposure to scrutiny and the right to challenge decisions.’ See the DBIS, supra n. 251, at 9. 
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 CHAPTER 3 

 Gas Market Restructuring and Development in the US and UK 

 §3.01 INTRODUCTION 

 The US and the UK are widely regarded as prime examples with regard to natural gas market liberalisation, economic restructuring and competitiveness. While the US is often considered as the jurisdiction where the concept of independent ‘economic regulation’ of energy markets evolved and is most advanced, the UK is considered as a leading jurisdiction regarding the application of market-based regulatory mechanisms, such as incentive-based and price-cap regulation.268 The privatisation of UK’s British Gas in 1986, its subsequent unbundling in 1995, and the liberalisation of the UK gas market in 1996269 were largely inspired by strategically similar developments in the US that took place in the 1980s.270 This market development trend was introduced at EU level in the form of the IEM liberalisation and integration initiatives, while the post-1999 energy industry reform agenda in Nigeria was also substantially influenced by the British example. Thus, in examining the instrumental role of the legal and institutional framework for the supply of gas to the electricity markets in jurisdictions like the EU and Nigeria, especially in the context of regulation for competitiveness and security of supply, it is instructive to consider how the US and UK market development paradigms evolved and worked thus far. Accordingly, this chapter seeks to highlight the role of regulation and organisational institutions in the restructuring and development of a competitive gas supply market in the US and the approaches adopted in respect of the economic regulation of the supply of gas in the UK. 

 §3.02 ECONOMIC REGULATION AND RESTRUCTURING IN THE US GAS SUPPLY INDUSTRY 

 Currently, the US natural gas industry continues to play an essential role in meeting energy demand in the US, and this would continue to be the case even in a futuristic decarbonised scenario.271 The US is the world’s largest gas consumer and as a sign of the viability and competitiveness gas production and utilisation in its domestic market, it is noted that between 2008 and 2013, US natural gas production increased by 20.7%, i.e. US gas production gained 118 bcm over 2009–2013, an amount greater than the production of Norway which is the largest European producer.272 Despite the decline in the share of gas in the total primary energy supply mix since the 1970s, technological advances in, and the relative cost-efficiency of, shale gas production led to a revolutionary change in the fortunes of the industry and its stakeholders over the past decade. Proven gas reserves are reported to have increased by almost three-quarters since 2000, up to 9.1 Tcm (or 323 Tcf) by the end of 2012 (i.e., the equivalent of more than 100 years of production at 2012 consumption rates).273 Figure 11 also reveals the increasing trend of gas supply for power generation from 1985 onwards, which arguably signifies an increasingly competitive and commercially secure gas-to-power market fostered by the regulatory and institutional developments from this period. Natural gas production is projected to continue to increase over the period to 2040. The US natural gas pipeline network is a highly integrated transmission and distribution grid comprising both interstate and intrastate networks.274 With approximately 210 natural gas pipeline systems covering over 305,000 miles, gas is transported to and from nearly any location in the lower forty-eight states.275 

  Figure 11 Natural Gas Supply in the US by Sector, 1973–2012276 
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 Note: TPES by consuming sector.
 
* Other transformations include refining and energy sector consumption.
 
** Industry includes non-energy use.
 
*** Commercial includes commercial and public servces. 

 

 A vast network of infrastructure was developed over the years, even as the appropriate institutional and regulatory capacities became more efficient following several years of conceiving, implementing and resolving legal and contractual disputes. These disputes mostly involved finding the most efficient approach to resource allocation and governance through the tedious process of regulation, restructuring and deregulation.277 Currently, the US natural gas market can be described as dynamic and highly competitive, with a very active hub-trading spot and futures market, including, for example, the Henry Hub. Additionally, there is a significant level of private ownership and activity by operating companies with only a limited degree of vertical integration.278 Production, transmission and distribution are typically carried out by separate entities, while few firms have any form of upstream and downstream integration, and a few sizeable downstream gas distributors own transmission pipelines. The IEA’s US 2014 review indicates that gas distribution systems are both publicly owned and private-investor-owned.279 The FERC is responsible for the regulation of the interstate gas industry, including LNG import and export terminals, while the economic regulation of intrastate gas undertakings is carried out by various state regulatory commissions. The US Coast Guard and the states are responsible for the planning and safety regulation of LNG terminals and their connection points onshore.280 Acquisitions and mergers are overseen by the FERC, the Department of Justice, the Federal Trade Commission and the Internal Revenue Service. State public utility commissions, or their equivalent, also have responsibility for oversight in relation to mergers and acquisitions of pipeline companies. The regulatory framework for the gas industry in the US entails multi-agency coordination and engagement with private and public stakeholders across the value chain. As pointed out by Eisen et al., notwithstanding the fact that the primary gas industry statute – i.e., the NGA 1938 – is decades old and remains unchanged, it is clothed with years of case-law interpretations and FERC applications and decisions.281 

 The traditional ‘merchant’ pipeline model that used to hold sway in the US was one in which pipeline owners: (i) bought gas from producers and sold directly to end-users through long-term arrangements at relatively fixed prices (usually under take-or-pay obligations); (ii) owned all the gas and transmission pipeline; and (iii) were subject to conventional public utility regulation and monopoly controls. From the 1970s to the 1990s, this model was gradually replaced by the open-access marketoriented model currently in use, in which the relevant financial and gas trading dynamics involve new players and risk management tools created in response to market forces.282 The development of the US gas supply industry over the years can be divided into three distinct stages: (i) an era dominated by state regulation (from 1889 to 1937); (ii) the era of increasing federal regulation (from 1938 to 1983); and (iii) the era of restructuring, deregulation and a limited amount of re-regulation (from 1985 onwards).283 The regulatory and institutional framework of laws, rules, judicial decisions etc. as well as organisational institutions established based on firm contracts, agencies tasked with economic regulation and private corporations played a key pivotal role in the emergence of a competitive and secure domestic gas supply chain. 

 At one point or another, almost all aspects of the US natural gas industry were regulated. At some point, advancements in new technologies and the development of long-distance pipelines for transportation of natural gas across states (interstate), e.g., from Texas to Chicago, created new regulatory hurdles, because the institutional framework at the time primarily focused on states and districts. Therefore, municipal governments were unable to regulate natural gas distribution that extended beyond their areas of jurisdiction, while state governments were unable to regulate interstate natural gas pipelines.284 Between 1911 and 1928, several states attempted to assert regulatory oversight over these interstate pipelines. However, in a series of decisions, the US Supreme Court held that such state oversight of interstate pipelines violated the ‘interstate commerce clause’ of the US Constitution. These cases, known as the ‘Supreme Court Commerce Clause’ cases, essentially stated that interstate pipeline companies were beyond the regulatory power of state governments.285 Consequently, there was a need to enact a federal law to cover the growing interstate dimensions of the industry. Due to growing concerns regarding the monopoly power of pipeline companies, as well as the growing vertical integration trend within the industry, the FGN saw fit to step in to fill the regulatory void.286 

 The emergence of monopolies and vertically-integrated firms led to the development of antitrust laws as well as the establishment of public utility agencies and regulators to administer the delivery of energy and ensure the protection of consumer interests. The idea of regulation in this regard was to address market failures and various challenges arising from the monopolistic nature of the network-bound industries by, among other things, setting tariffs and rates. The challenges to be addressed included the belief that an unregulated monopoly will charge a higher price and produce less or deliver less than efficient services, compared to firms operating in a competitive environment. Therefore, the task of the regulator is to achieve the level of efficiency that would arise in an ideal competitive market by setting rates based on principles such as cost-of-service and directing the utilities to serve only designated areas.287 As a consumer protection tool, price regulation was therefore designed to serve as a check on the monopolist’s tendencies to charge excessive prices and discriminate against consumers. In economic terms, price regulation seeks to produce prices, outputs and profits approximating to those obtainable in an ‘ideal’, perfectly competitive market.288 However, it is important to note that there are no perfectly competitive markets. Consequently, regulators consider the reasonably incurred costs of the monopolistic firm in providing its services and set a price which guarantees a fair rate of return on invested capital. The rate normally seeks to cover the costs a firm needs to recover to stay in business for the foreseeable future, including both fixed and variable costs.289 

 [A] The Rise of Federal Regulation of the Gas and Energy Supply 

 Following the ‘commerce clause cases’, the US Supreme Court decided to make the supply of gas via interstate pipeline networks a matter of ‘interstate commerce’ which could not be regulated by the individual states.290 In Pennsylvania Gas Co. v. PublicService Commission (1920)291 it was decided that the business of supplying natural gas via pipelines from one state to another and selling it not to consumers but to independent distribution companies which then sold it locally to consumers is ‘interstate commerce’. Thus, such interstate gas sales should be free from state-level interference and regulation. Additionally, state-level regulation of the rates chargeable in such interstate business violated the interstate commerce clause of the US Constitution, even in the absence of any regulation of it by Congress. Thus, the enactment of the NGA signified the beginning of direct federal regulation of gas supply markets in the US. The NGA gave broad powers to the FPC (the predecessor of the FERC). It also provided for ‘just and reasonable’ cost-based pricing and rates for natural gas companies, which the NGA defines as ‘a person engaged in the transportation of natural gas in interstate commerce, or the sale in interstate commerce of such gas for resale’. The NGA had the effect of allowing pipeline companies to keep their monopoly over gas sales and transportation via interstate pipelines, seemingly to the detriment of producers and local distribution companies. 

 Following the US Supreme Court’s 1954 decision in Phillips Petroleum Co. v. Wisconsin,292 the FPC’s natural gas market regulatory powers were extended to cover price regulation for gas sold by independent upstream producers at the wellhead to interstate pipelines. Remarkably, the adoption of a traditional public utility and cost-of-service model in the regulation of gas pipeline networks under the NGA and the 1954 Supreme Court decision in the Phillips Petroleum Co. case was widely perceived to be antithetical to the development of a competitive and efficient natural gas supply market in the US. The Supreme Court’s decision, in that case, meant that the FPC was empowered to regulate the prices at which upstream producers in the US sold natural gas to interstate gas pipeline companies at the wellhead and the prices at which interstate pipeline companies resold their gas midstream and downstream. Furthermore, the decision was also apparently misleading to the extent that it classified upstream gas producers that sold natural gas via interstate pipelines as ‘natural gas companies’ within the meaning of the NGA thus making them subject to the same model of ‘economic regulation’ and oversight as interstate pipeline companies. Note that the NGA defines natural gas companies as entities engaged in the ‘transportation of natural gas in interstate commerce, or the sale in interstate commerce of such gas for resale’ rather than persons engaged in the exploration and production of natural gas. The former NGA definition relates to midstream pipeline gas transmission or transportation firms which are typically subject to the economies of scale and network bound paradigms, while the latter relates to independent upstream petroleum companies who engaged the business finding and producing oil and gas, an upstream activity involving multiple and competing operators. It is worth noting also that some upstream producers do have affiliates engaged in the midstream gas transmission business, akin to the scenarios found in other jurisdictions with a more centralised gas supply organisational framework. 

 One implication of Phillips Petroleum Co. decision was that the traditional ‘cost-of-service’ rate regulation model would apply to multiple upstream producers as well as monopolistic interstate pipeline firms. Such producers and firms were expected to charge prices high enough to cover the actual costs plus a ‘fair’ and ‘reasonable’ return on investments as well as profit.293 Apart from the economic anomaly created in applying such a cost-based (rather than market-based) price regulation model to an inherently competitive segment like upstream gas production, the decision also burdened the FPC with considerable administrative, information-gathering and monitoring costs. On its implication for pipeline network operators, the author of ‘Natural Gas Regulation and Market Disorder’ opines that: ‘[t]his rate design [the cost-of-service/rate-of-return] …[l]ed to serious distortions in the burner-tip [final consumers] price of gas’ by generally permitting pipelines to operate in what is essentially a cost-plus environment. In return for having a relatively low ceiling placed on profits, pipelines are virtually assured of passing all service costs on to ratepayers. Pipelines, therefore, have little incentive to minimise these costs, particularly since purchased gas adjustment clauses in their tariffs ensure that increased energy costs will be promptly picked up by consumers.’294 

 Additionally, the fixing of price ceilings for gas producers for sales to interstate pipeline suppliers mainly in a bid to protect consumers from pass-through costs led to imposing prices below market (i.e., note ‘cost-efficient’) levels on producers, which by implication meant that there was very little incentive for those producers to develop and commercialise gas for the interstate market. Accordingly, while there were gas shortages in the interstate market, which was largely designed to supply gas to consumers in non-gas-producing states, the unaffected intrastate market in gasproducing states apparently had enough gas. It could, therefore, be argued that the fact that producers declined to supply gas to the seemingly cost-inefficient interstate market represented economically ‘rational’ behaviour. It is also important to point out that the regulatory model applied by the FPC in relation to the regulation of upstream wellhead gas sales to interstate pipeline owners was instrumentally ineffective for three main reasons. First, the resulting gas shortages in the interstate market meant security of supply was hampered. Second, the evolving national gas market became uncompetitive to the extent that unsustainable regulated pricing was imposed on producers in relation to sales of gas at the wellhead to interstate pipeline suppliers. Third, the consumers that the FPC sought to protect through economic regulation suffered from resulting supply shortages and pricing controversies. 

 The enactment of the Natural Gas Policy Act 1978 (NGPA), the Public Utility Regulatory Policies Act 1978, and the Natural Gas Wellhead Decontrol Act 1989 (NWDA) was followed by subsequent regulatory orders and judicial decisions over the years.295 Taken together, these were instrumental in the process of restructuring and deregulation of the gas supply market. The distinction between interstate and intrastate sales laid down in the NGA, as well as its cost-based price regulation approach, was discarded following the enactment of the NGPA. Furthermore, pricing incentives were used in respect of new and high-cost gas to support an increase in production. The enactment of the NGPA also led to the partial deregulation of the wellhead (upstream) gas supply, while a price-cap regulation model was introduced midstream. In this regard, Pierce Jr. noted as follows: 

  [T]he NGPA regulatory regime… divided gas supplies into over a score of different categories, each subject to different rules and statutory price ceilings… In one sense, NGPA was a major breakthrough. It was designed ultimately to deregulate the wellhead gas market, and it did create the conditions in which FERC ultimately was able to accomplish that task. In another sense, however, NGPA was a catastrophe. Congress drafted NGPA based on the assumption that market forces are relatively weak and require many years to yield beneficial results. Congress assumed that the quantity of gas demanded and supplied would change slowly in response to changes in the price of gas.296 

 

 By and large, the commentary on the price-cap regulatory mechanism prescribed under the NGPA reflects a general opinion that the US Congress underestimated the rate of change in gas ceiling price dynamics required to create an ‘efficient’ market in the following years.297 In line with the provisions of the NGPA, the price-cap regulation model adopted caused prices to be higher than would have been the case in the event of the unrestrained exercise of natural monopoly power by gas pipeline companies and distributors. Such developments were inimical to some of the core arguments and reasoning behind the liberalisation and regulation-for-competition approach, which included the expectation of greater consumer choice and lower prices. In particular, Pierce Jr. opined as follows: 

  [The NGPA] divided gas supplies into twenty-three categories, each subject to a different price ceiling. NGPA created a combination of conditions that most economists previously believed to be impossible – a surplus of gas combined with above-market prices for many types of gas. The NGPA also created a situation in which the artificially low regulated price of ‘old’ domestic gas cross-subsidised ‘high-cost gas’ and imported gas. Gas in those categories sold for prices two to four times the market price of gas.298 

 

 [B] The Restructuring and Deregulation of the US Gas Supply Markets 

 Between 1985 and 1992 the FERC came up with several market correction policies, orders and regulatory decisions.299 The FERC’s Order 436 of 1985, also referred to as the ‘Open Access Order’, sought to incentivise interstate pipeline owners to accept the ‘equal access’ common carrier rules and TPA.300 It created a voluntary framework under which interstate pipelines were to operate as ‘network-only’ gas transporters, rather than providing ‘bundled’ natural gas merchant supply and sales services. Among other things, the Open Access Order also arguably had the following long-term effects: 

  (i) it enhanced the development of various gas purchasing and transportation patterns, such as spot markets and trading hubs, as well as giving end users more gas supplier choices; 

 (ii) it led to the emergence of natural gas marketers; and 

 (iii) it enabled pipeline firms to offer transportation services to all customers that could afford ‘spot market prices’, which were often preferable to the increasingly high-priced gas offered in preexisting ‘old’ long-term contracts with take-or-pay obligations under the previous framework.301 

 

 The ensuing events also led to the development of newer pricing models such as ‘netback’ pricing. This model allowed for the setting of a ‘reasonable price’ at the point of consumption, from which the cost of distribution and transportation was deducted, resulting in the payment of a ‘netback’ price to the producer at the wellhead. Going further with the restructuring and deregulation objectives, the FERC’s Order 451 introduced ‘price control’ flexibility and allowed producers and pipeline owners to review and adjust prices as required by supply and demand indicators, i.e., market-based pricing. It also led to the development of incentive-based regulation to encourage new entrants and competition. In the unfolding contexts, security of supply is designed to be competition-based and market-led rather than hinged on public-centred regulated pricing which may or may not take due cognisance of what it commercially or economically efficient depending on the overarching regulatory and institutional framework. 

 In Mobil Oil Exploration & Producing Southeast Inc., et al., v. United Distribution Companies et al., (1991)302 the US Supreme Court reversed a previous Fifth Circuit Court of Appeal ruling which had vacated Order 451. The Court of Appeal had ruled that the FERC had exceeded its statutory authority under the NGA, NGPA and Administrative Procedures Act by issuing Order 451. The Order had the effect of enabling gas producers and pipelines to renegotiate ‘old’ long-term gas contracts, remove price caps for such old gas volumes and allow a higher price to be set through a good faith negotiation procedure. Furthermore, if producers and pipelines could not agree on a price, the rule allowed automatic abandonment and required the pipeline to transport the gas to the producer and another buyer.303 In overturning the Court of Appeal’s decision, the Supreme Court also reaffirmed the ‘rule-making’ and ‘rate-making’ powers of the FERC within the ‘zone of reasonableness’. The Natural Gas Supply Association reacted to the US Supreme Court’s decision as follows: ‘[T]he Supreme Court is to be congratulated for its ruling and for its wisdom in deferring to the reasoned decision-making that went into the formulation of Order 451. This decision promises to give consumers the most competitive price possible for the natural gas covered by Order 451. The order has been instrumental in facilitating the transition from a highly regulated to a more competitive natural gas marketplace.’304 

 The enactment of the NWDA essentially ratified the de facto deregulation of gas sales market and the formal removal of the ineffective wellhead price ceilings applicable under the NGPA framework. The NWDA, among other things, sought to correct the imbalances in the gas market that had developed during the 1980s because of the price regulation framework adopted under the NGPA.305 In 1992, the FERC’s Order 636 provided for the full deregulation of the US gas supply industry. It required interstate pipelines to provide unbundled services, i.e., sell their gas transportation services, storage services and sales services separately.306 The US EIA commented as follows: ‘whereas previous orders had encouraged pipeline companies to provide transportation service on a non-discriminatory basis, without favouring their own source of supply, Order 636 required interstate pipeline companies to unbundle, or separate, their sales and transportation services. The purpose of the unbundling provision was to ensure that the gas of other suppliers could receive the same quality of transportation services previously enjoyed by a pipeline company’s own gas sales. In effect, unbundling increased competition among gas suppliers and diminished the market power wielded by pipeline companies.’307 

 Some of the main provisions of the FERC’s Order 636 include the following: (i) functional unbundling to be achieved; (ii) access to the pipeline owners’ storage fields to be granted to all third-party gas shippers on non-discriminatory terms; (iii) non-discriminatory access to transport capacity to be granted to third-party shippers; (iv) pipeline owners and operators to be required to provide timely electronic notifications of prices and conditions of transport to all customers via electronic bulletin boards; (v) a capacity release programme through which shippers are obliged to release unneeded pipeline capacity to be put in place; and (vi) the creation of hubs and market centres at pipeline intersection points.308 As reasonably expected, such institutional and market restructuring rules burdened pipeline operators and other industry stakeholders with significant costs. However, this was perhaps deemed necessary following an informed cost-benefit analysis of its implications vis-à-vis the objectives of ensuring competitiveness and the effective curtailment of natural monopoly powers in the gas supply industry. The FERC reportedly noted that the restructuring rule would impose the following categories of costs on pipeline firms: 

  (i) gas supply realignment costs resulting from pipeline companies reforming or buying out existing gas supply contracts or continuing to perform under certain contracts; 

 (ii) unrecovered gas costs remaining when a pipeline company closes out unpaid balances on gas supplies that it previously sold to its customers; 

 (iii) stranded costs representing assets previously used to provide bundled sales service (such as the pipeline company’s own facilities, gas in storage, and capacity on upstream pipeline companies) that cannot be directly assigned to customers of the pipeline company’s unbundled services; and 

 (iv) costs incurred to purchase new equipment, such as gas metering and electronic bulletin boards.309 

 

 Notwithstanding the development of a dynamic and largely competitive gas supply market in the US, the fact that some operating firms exercised market power and showed rent-seeking manipulative tendencies points to the plausible imperfections of a deregulated market-based gas and energy supply framework. Furthermore, the question of whether rent-seeking ‘competing firms’ and free markets can be trusted to provide the fairest and most efficient means of providing for price regulation and resource allocation has yet to receive a definitive answer. Events involving the leveraging of market power and manipulation by opportunistic and rent-seeking firms that occurred before and after the Enron collapse in 2001 and the California energy crisis of 2000/2001 in the US have highlighted the trust and accountability challenges that may arise in relation to deregulated and liberalised market approaches in the context of gas and electricity supply.310 

 [1] The ENRON Saga and the Trust or Accountability Issues 

 Following the economic restructuring and deregulation strides in the US, gas began to be traded as a commodity on spot markets. The use of fixed regulated-prices and long-term contracts were no longer the norm. Thus, both sellers and buyers needed new hedging tools to manage volatile prices.311 Enron innovatively came up with the Gas Bank concept among other things. As the demand for gas supply for power surged, the Gas Bank was available to match the new supplies with the new demand. Regardless of the wider deregulated and hub-trading environment, the gas producers, deposited gas in the Gas Bank under long-term purchase contracts with Enron, which guaranteed the producers a steady cash flow. Such arrangements were equally important to secure financing for the upstream producers. Furthermore, buyers entered into multi-year contracts with the Gas Bank, paying a premium for guaranteed gas supply of large volumes, while Enron remained the middleman and the counterparty to both sides of the trade and made money on the spread.312 Of course, Enron was then exposed to the risk of holding gas contracts which includes an obligation to deliver at a fixed price even when prices may fluctuate or swing upwards in a shortage. Price stability was arranged through Wall Street’s techniques of swaps and options.313 Enron Risk Management Services was created to form a hedging platform for attendant risks, while Enron Gas Services became Enron Capital and Trade Resources. Given the FERC’s open-access pipeline policies and Enron’s own pipeline ownership, it meant that Enron could transport gas over a wide grid to assure gas-fired power producers of reliable deliveries. In such a liberalised market scenario, it is important to ensure that an effective institutional framework is established in other not to leave consumers worse off than they would have been under a traditional public utility (as opposed to market-led) regulatory paradigm. As discussed by Weaver: 

  [W]ith NYMEX, a trader who agrees to supply a large volume of gas at a fixed price but has no offsetting deal to buy gas at a guaranteed lower price can buy gas futures to hedge against the risk… Enron had inserted a clause in its derivatives contracts with gas producers assuring that if its counterparty suffered a ‘material adverse change,’ then Enron could demand that its counterparty put up collateral to protect Enron against a default by the contracting party. The clause worked both ways, although no one expected it to ever work against Enron, the stronger party. But, once Enron’s accounting shams began to surface, and its real debt burden was exposed, its counterparties pulled the trigger under these clauses and demanded that Enron post more cash as collateral to support its contracts. Enron had no cash and could not borrow it. The $ 77-billion-dollar company collapsed quickly in December 2001[…]. 

 

 The issues that led to the Enron collapse and the more complex problems that caused the California energy crisis in 2000/2001314 underscore the point that the deregulated and market-led approach to a network-bound industry such as gas and electricity requires the appropriate use of instruments capable of fostering accountability, transparency and trust enhancing institutions. Notwithstanding the merits in the arguments of neoclassical economics regarding the plausibility of a world of ‘zero-transaction costs’ or ‘perfectly competitive markets’ which are self-correcting in the event of market failure; it seems unrealistic that such ‘profit-motivated’ and ‘selfinterested’ markets would shun wrongful behaviour in the absence of appropriate levels of regulatory oversight and accountability enhancing rules. 

 In network-bound industries, such as gas-to-power, which tend to create natural monopolies and sometimes monopsonies, the presence of allocative and productive efficiency as witnessed in the earlier successes of Enron does not automatically lead to just and reasonable allocation of costs and risks for all stakeholders in the value chain, especially for consumers. Thus, the bounded rationality, opportunism and asset-specificity issues discussed in Chapter 2 may lead to failures in a deregulated or liberalised energy market and the imposition of higher transaction costs, which creates more losers than winners.315 However, in such a market failure scenario, regulatory intervention can also be ineffective due to: (i) regulation being too costly and incoherent, and its administrative costs exceeding the benefits of correcting market failures; (ii) an erroneous set or item of regulation being applied in cases where the regulators themselves lack the required technical know-how or have less information than market players; and (iii) the fact that regulators are in principle as self-interested as market players (especially in cases where the State has vested commercial and political interests in the industry), so they might be more concerned to maximise their private, commercial or political utility than to promote the welfare of society.316 Thus, as opined by Weaver, ‘[t]he only institutions capable of restoring trust in “deregulated” markets in the United States [also applicable to other jurisdictions in the course of implementing such paradigms] at this time are governmental agencies that are themselves trustworthy because they have the staffing, expertise, and budgetary resources to restructure and police the markets effectively.’317 

 The notion of ‘effectiveness’ espoused in this book does not rest on the threat of sanctions being imposed as a consequence of strong regulation, nor on the allure of the free economic rationality of market-based instruments and liberalisation, but rather on the instrumental realisation of the underlying energy policy objectives for which ‘regulation’ or ‘liberalised’ markets were created in the first place. As opined above, the objective of establishing liberalised and competitive energy markets and core objectives such as security of supply and sustainability are not mutually exclusive, provided that the appropriate market, industry structure, market design (structure), and regulatory institutions are developed and implemented.318 The gaps and concerns relating to the deregulated energy market in the US that prompted the accountability and security of supply problems of 2000 and 2001 seemingly led to the enactment of the Energy Policy Act (EPA) 2005. The EPA strengthened the FERC’s regulatory authority over the gas and electricity markets, as well as its oversight in relation to price information and manipulation. It also apparently informed the somewhat ‘guided’ and controlled’ approach to energy market liberalisation taken in jurisdictions like the UK and the EU.319 Such regulatory responses clearly resonate with the idea of ‘good quality regulation’ prescribed by the OECD and are indicative of a framework in which legitimacy, accountability and effectiveness have not been not jettisoned. 

 In depicting the current state of infrastructural and market development in the US gas industry, the IEA US Review 2014 reports as follows: 

  [T]he natural gas pipeline network is a highly integrated transmission and distribution grid that can transport natural gas to and from nearly any location in the lower 48 states. There are approximately 210 natural gas pipeline systems and over 305 000 miles of pipeline … There are 49 entry/exit points in all: 33 active entry/exit points for pipeline imports/exports and eight active entry/exit points for LNG imports/exports. Natural gas may, and sometimes does, flow in both directions [bi-directional or reverse flow technology]; however, at each of these sites, the flow is either primarily import or export… While US natural gas production has increased dramatically over the past few years, pipelines have failed to keep up with these new supplies in some areas. This was especially the case in New England and New York, where prices surged to 20 times the Henry Hub level (above USD 100/MMBtu) during the cold spell in early 2014… 

 [T]here are about 1.2 million miles of distribution pipeline and 1 200 natural gas distribution companies in the United States. While many of these companies enjoy a monopoly their distribution region, many states are developing proposals for supply competition with respect to their natural gas distribution…. At low prices, there is little incentive to market the associated gas or build and upgrade the necessary infrastructure needed to transport the gas. Significant volumes of gas are being flared at the source rather than being captured and fed into the gas network or used as a feedstock. In North Dakota, for example, natural gas production has more than quadrupled since 2005, largely as a result of associated natural gas from growing oil production in the Bakken shale formation. As a consequence of insufficient natural gas pipeline capacity and processing facilities, much of North Dakota’s natural gas has been flared or otherwise unmarketed (31% of production in 2012). Similar problems, albeit on a lesser scale, exist in onshore Texas and Wyoming. Concerns arise because not all producing states (it is worth noting that Texas and North Dakota, where new rules on natural gas flaring are to be implemented in June 2014, are among the exceptions) have effective laws in place to limit the practice of flaring, or where laws are in place, have the resources to enforce them… The lack of infrastructure to evacuate the gas needs to be addressed at state government level in co-operation with market participants and regulatory institutions… There are examples of companies active in oil and gas production that have diversified their portfolio into gas-fired electricity generation to overcome the problem of lack of pipeline infrastructure to evacuate the gas and transport the energy produced over wires rather than by pipeline… [R]esource efficiency management questions arise in some locations, for example where there is already sufficient electricity on the network, particularly in areas where there is an abundance of hydro and/or renewables… On the other hand, there is the example of New England, where pipeline access is constrained; the region is increasingly vulnerable to interruptions in gas supply as a result of market design and interruptible contract arrangements which do not take account of wider energy supply concerns.320 

 

 The above quotation from the IEA US Review 2014 arguably resonates with the Nigerian and EU experience in many respects, such as the following: 

  (i) First, the FERC’s economic regulation role in addressing the challenges as well as the costs and benefits arising in the path towards a competitive gas supply market in the US without jeopardising the need for efficient and adequate investments or security of supply was apparently instrumental in nature. This is true, for instance, of the issuance of Order 636 and later 636-A to ensure a market-friendly reallocation of cost and benefits imposed by the restructuring requirements of FERC’s orders and decisions. 

 (ii) Second, the previous application of inefficient regulated wellhead pricing, as well as the eventual development of lower prices that emerged in the context of deregulated competitive markets had some effect on the incentive to invest. Thus, as increasing production and supply met demand in the competitively deregulated market context, the resultant lower prices created little incentive to commercialise associated gas or build and upgrade the necessary infrastructure to transport gas even in a US market context. 

 (iii) Third, upstream companies were required by regulation to curb gas flaring and enhance commercial utilisation, thus creating a need for a market response in developing gas-fired electricity generation capacities and securing investment to overcome the problem of inadequate pipeline transport capacities and creating the option to evacuate gas through the power market. 

 (iv) Fourth, when pipeline access is legally, economically or politically constrained there are increased risks of supply disruptions if the market’s institutional framework imposes more inefficiencies and costs than benefits. Thus, even though the sort of market restructuring and development implemented in the US cannot (and should not) be copied and pasted directly in other jurisdictions without taking due cognisance of the relevant and peculiar institutional or socio-political contexts of such jurisdictions, developments in the US provide an instructive signpost, which reveals certain underlying principles and approaches that might help other jurisdictions avoid costly mistakes and complexities that may arise in the process of restructuring to achieve the liberalisation, privatisation and security of the energy supply. 

 

 Currently, in the US, natural gas is mostly purchased through spot-market contracts and are therefore mainly short-term and interruptible contracts. Historically, the spot markets for gas developed side-by-side with the creation of a natural gas futures market on the New York Mercantile Exchange (NYMEX) as a result of which gas buyers and sellers could hedge their price risks on a clearinghouse exchange thereby reducing their exposure to price volatility attributed to the short-term nature of spot-market arrangements.321 The mix of financial products created after restructuring apparently helped large users of natural gas protect their operations against losses from rapid price fluctuations, although as experienced during the California energy crisis of 2000–2001, serious problems arose pertaining to connections between the physical flow of natural gas and these financial markets. By and large, the switch to competitive gas market was more plausible mostly because by the 1980s when the restructuring and market development initiatives commenced for the interstate market, there was already a robust network of pipeline and supply infrastructure, while most market areas had good access to more than one pipeline. In other words, pipeline capacity had caught up with demand and few pipelines had monopoly positions, while there was less need for singnificant new capital investments unlike the scenarios in countries in Eastern Europe or Nigeria for example.322 

 §3.03 GAS SUPPLY INDUSTRY PRIVATISATION, LIBERALISATION AND REGULATION IN THE UK 

 Up until 1986 in the UK, the state-owned company British Gas had the monopoly for the sale and distribution of natural gas to end-users. It also had upstream investments and interests especially in the UKCS in the North Sea.323 Likewise, the electricity sector relied mainly on coal, while the electricity supply network was also managed by the Central Electricity Generating Board (CEGB).324 Before the reforms, ‘strong’ independent regulators were a novelty in Britain’s constitutional system. Thus, there was a relatively weak framework for formal checks and balances because most institutions were subject to direct ministerial control.325 The regulatory system established in the late 1980s involved the Gas Act 1986 and the Electricity Act 1989, based on which separate regulators were established for the gas and power sectors respectively. There was a Director General of Gas Supply and a Director General of Electricity Supply, appointed by ministers and accountable to Parliament, but with substantial independence.326 Each Director General was supported by a (non-statutory) regulatory office, the Office of Gas Supply (Ofgas) and the Office of Electricity Regulation (Offer). The Acts provided for the creation of consumer representative bodies, the Gas Consumer Council, which was wholly independent of Ofgas, and the Electricity Consumer Committees, which were appointed and funded by Offer.327 McHarg discusses the issues as follows: 

  [C]entral to both regimes was a system of individual licensing of gas and electricity operators. The key licence provisions were the price caps imposed on monopoly aspects of the businesses, which were periodically revised either by agreement between licensee and regulator or by reference to the Monopolies and Mergers Commission (MMC). However, the Acts themselves imposed a number of duties on licensees, either directly or via secondary legislation, and gave the regulators enforcement and dispute resolution functions. Both regulators also had concurrent powers with the Director General of Fair Trading under competition legislation to trigger MMC investigations into suspected monopoly abuses or anti-competitive practices. Initially, Offer had stronger powers than Ofgas to regulate the quality of service and promote competition. However, the consumer protection powers of the two regimes were strengthened and equalised by the Competition and Service (Utilities) Act 1992, while the Gas Act 1995 gave Ofgas enhanced powers to liberalise the gas industry. Nevertheless, differences remained in the precise powers, objectives, and configuration of the two regimes. All British utility regimes were underpinned by a philosophy of light-handed regulation, but this was particularly associated with the first electricity regulator… [it was] believed that regulation should be a limited and technical exercise, and that competition was the best means of protecting consumer interests – the outcomes of which regulators could not, and should not try to, second-guess. In reality, though, the statutory regimes reflected a broader range of regulatory objectives, including ensuring public safety, maintaining security of supply, environmental protection, and energy efficiency, promotion of renewable technologies, and protection of vulnerable consumers. In addition, ministers retained significant residual powers, under both sectoral and general competition legislation, as well as via ‘golden shares’, either to determine particular issues or to direct or override regulatory decisions.328 

 

 The initial privatisation of British Gas as a bundled vertically-integrated utility failed to create more competition as it only led to a privatised vertically-integrated monopoly.329 Thus, the regulator appointed under the UK Gas Act 1986 played a central role, alongside the Monopolies and Mergers Commission, in the gradual introduction of effective competition and the liberalisation of the sector.330 Accordingly, British Gas went through a significant restructuring process which involved the following: 

  (i) Its separation into five new divisions, i.e., Public Gas Supply (for the domestic market); Contract Trading (later named Business Supply); Transportation and Storage (later named Transco); Service and Installation (later named Services); and Retail (later named Energy Centres). 

 (ii) The development of standard contracts for the transportation of third-party gas and for TPA agreements. Where amounts greater than 25,000 therms were involved, end-users could buy directly from the producers.331 

 

 In Webber’s view,332 despite these measures, new entrants into the gas market continued to face many barriers. This fact led to calls for more extensive reforms in order to achieve effective liberalisation of the gas supply market. The new Labour government elected in 1997 introduced some further reforms, leading to the merger of the gas and electricity regulation by Ofgas and Offer to create OFGEM in June 1999 and the enactment of the Utilities Act 2000.333 Also, institutional changes have resulted from reform of UK competition law, wider constitutional reforms, and the increasing adoption and implementation of EU energy law as required.334 The requirements of the Third Gas Directive were transposed into UK national law in September 2011.335 Other relevant laws for gas development and utilisation include: (i) the Petroleum Act 1998, which provides a licensing regime for onshore and offshore gas production development and a consent regime for offshore pipelines; (ii) the Planning Act 2008, which was introduced to create a more efficient planning system for nationally significant infrastructure, including gas supply infrastructure, which is located mostly in England; and (iii) the Energy Act 2008, which establishes the regulatory framework for offshore gas storage developments and gas unloading platforms.336 It is worth noting that notwithstanding the restructuring effects of the Utilities Act, OFGEM’s powers and duties remain rooted in the Gas and Electricity Acts as amended. Certain differences between these acts reflect the unique and distinctive characteristics of the gas and electricity industries. The establishment of OFGEM led to a significant degree alignment in the regulation and institutional set-up for the gas and electricity supply industries. 

 Notably, OFGEM has powers under the Competition Act to investigate potential anticompetition activity in the natural gas and electricity sectors. Furthermore, OF-GEM’s price-control rules are stipulated in the operating licences rather than primary legislation and as such can be revised periodically.337 Previously, licence amendment was carried out by agreement between OFGEM and the relevant licence-holder subject to a reference to the Competition Commission. Following the Third Energy Package, the licence amendment process was altered to give greater independence to OFGEM in making the required changes and a right of appeal for affected licensees and third parties to the Competition Commission.338 

 The corresponding liberalisation of the electricity industry following the privatisation of the CEGB created a period of increase in gas utilisation during the 1990s. Gas was the cheapest fuel source, available locally from the UKCS, neighbouring Norway and the Netherlands. This fact created a rational business case scenario for gas-fired power generation and technological advances in more efficient CCGT technology. In addition, gas was also reportedly cleaner than coal in terms of its carbon emissions footprint. The evolving TPA regulation for transmission meant suppliers could gain access to consumers ranging from power plants to domestic end-users, while large-volume consumers could also access and deal directly with upstream producers and arrange for shipping with unbundled network operators.339 

 [A] Economic Regulation for Gas Supply and Energy 

 Two of the main highlights in the liberalisation of the UK gas supply industry are the effective unbundling of British Gas and the creation of an independent regulatory agency with jurisdiction over both the gas supply and electricity markets, i.e., OFGEM.340 The implication of these regulatory initiatives can be seen in respect of the diversified portfolio of operators and firms in the UK gas and electricity markets.341 As pointed out by the UK’s DBIS, ‘in the UK, economic regulation has aimed to promote effective competition where this is possible, and to provide a proxy for competition, with protection of consumers’ interests at its heart, where it is not meant to introduce competition. Regulation has typically capped the prices that dominant companies can charge to promote efficiency and fairness while providing them with a return on their assets and investments.’342 

 The steep decline in reserves and in the production of gas from the 2000s led to greater import dependency and thus significant concerns over security of supply as a factor in energy policy and regulation. The UK government’s security of supply policy hinged on the following five pillars: 

  (i) maximising economic production from indigenous resources; 

 (ii) reducing demand for energy by promoting energy efficiency measures; 

 (iii) utilising well-functioning commodity and capital markets to deliver a high-quality service to consumers and to provide necessary levels of investment across the system; 

 (iv) complementing and strengthening the operation of the market through regulation; and 

 (v) promoting strong and diverse markets, both within the EU and internationally.343 

 

 Akin to the paradigms of economic restructuring and FERC reform initiatives that become increasingly entrenched in the US; a strong reliance on the liberalised market to maintain security of supply became a defining objective in the UK. In this regard, suppliers and shippers are responsible for contracting gas volumes and network capacity to meet consumer demand, while the TSO (i.e., the National Grid), is responsible for ensuring the availability of network capacity for transportation requirements and balancing the market (for both gas and electricity).344 If the shippers and suppliers fail to balance their positions, they will be subject to ‘system buy’ and ‘system sell’ imbalance prices, i.e., marginal prices in the system. If disruptive prices lead to an emergency in the system, regulation-backed, market-friendly measures, such as interruptible gas supply contracts used for commercial and industrial users and fuelswitching from gas to coal in power generation, and storage, are available.345 The idea of fuel switching capabilities in the power generation units also underscores the importance of technological development and innovation in maintaining security of supply as well as the role of informed regulation and institutional frameworks which enhances the dynamic and allocative efficiency of such systems along the energy value chain. 

 [1] A Responsive Approach to Incentive-Based Economic Regulation 

 An incentive-based price-cap regulation model known as the RPI-X was primarily pioneered and adopted in the UK.346 It was initially proposed for the regulation of the privatised telecommunications sector and later adopted for the economic regulation of the privatised gas and electricity utilities.347 Price regulation was limited to the network-bound natural monopoly segments (i.e., transmission and distribution) of both the gas and the electricity market. The RPI-X model represented a philosophy of regulation which is pro-competition and focused more on economic than social or sustainability goals. Theoretically, the adopted price-cap model aims at limiting the rate at which prices may rise (usually by reference to average prices or a basket of prices) subject to inflation.348 The price cap is usually fixed for about five years, and the company has an incentive to ‘beat the cap’ by making greater efficiency savings than was assumed by the regulator ex ante.349 Consequently, the company is allowed to keep the accrued profits until the next revision when consumers can share in the benefits of its efficiency efforts through price reductions and tighter caps. 

 It can be argued that a price-cap regulation model such as RPI-X provides a seemingly more efficient or less burdensome framework in an administrative sense compared to the traditional cost-based rate-of-return regulation for several reasons. First, chargeable prices are set ex ante, while the cost-based rate-of-return regulation adjusts the price ex post in accordance with the costs incurred (as declared by the operator) in order to prevent the firm from making exploitative profits. Thus, the cost-based approach is considered to increase the role of the regulator in approving sunk costs and ex post value of invested capital, and it also creates more information-gathering and asymmetry problems. Second, the rate-of-return model can be ineffective in protecting consumers from abuse of monopoly power since suppliers operate in a cost-plus environment and often transfer all the guaranteed recoverable ‘costs’ to consumers, while it also imposes a greater monitoring and administrative burden on regulators. In a gas-to-power context where major new investments often require long-term contracts, long-payback periods and guaranteed return on investments in other to obtain financing, it may be more efficient to have a responsive ‘caped’ allowable price within a defined period rather than guaranteed chargeable/recoverable costs plus profit/rate of return since inputs such as labour or steel for pipelines or gas price are often bound to fluctuate or be affected by various externalities during the life-cycle of the project. Third, in order to prevent unfair inflation of costs by gas suppliers and abuse of market power when a firm seeks to raise its prices under a cost-based rate-of-return model, the regulator must get more involved by second-guessing managerial decisions such as determining allowable expenses and appropriate depreciation, as well as approving capital and fair returns. As a result, price-setting can be time-consuming, calls for a good understanding of the industry and technical know-how, and may also be expensive and susceptible to information failure. All of these factors expose regulators to lobbying and capture.350 

 It should be noted, however, that the price-cap model still faces challenges. These include those posed by incomplete information and ex ante speculation before the actual price-control period begins. In particular, fixing an efficient price level that guarantees a reasonable return on investments during the price-control period calls for significant knowledge and understanding of the industry on the part of the regulator. Inadequacies in such know-how and efficiency requirements may lead to the kind of challenges witnessed in the implementation of the NGPA framework in the US. McHarg opines that in practice price-cap regulation has not proven to be radically different from the cost-based rate-of-return model, for the following reasons: 

  (i) The difference in efficiency gains and incentives tends to be one of degree rather than kind. Since OFGEM has a great deal of discretion, it may be pressured to revise prices if ex ante capped costs and prices become uneconomic during a price-control period. 

 (ii) Due to the ex ante nature of price-cap regulation, the information demands placed on the regulator may in some cases be greater than those required under the rate-of-return regulation. This may result in greater information asymmetry problems and regulatory gaming.351 

 

 In view of the challenges highlighted above in respect of both models and the fact that different jurisdictions and markets are subject to different socio-political and economic environments and risk and cost-bearing appetites, the most ‘rational’ and ‘responsive’ approach may be to allow the legitimate and accountable independent regulator to determine which model or hybrid of models to adopt rather than carrying out transnational copying of approaches or allowing politicians to prescribe, in the relevant legislation, particular models that may prove difficult to amend at a later date, as in the Nigerian context discussed in the next chapter. 

 Following a two-year review, OFGEM decided that the RPI-X model was no longer fit for purpose in 2010 mainly because of the changing economic, technical and policy context in which it was adopted. Even though the RPI-X model was reported to have enhanced cost and price reductions as well as economic efficiencies; improvements in quality of service, network capacity and investment levels, the enactment of the Climate Change Act 2008 signalled a new policy direction for the UK government. It also mirrored developments at EU level in relation to sustainability and climate change mitigation.352 Thus, there were increasing concerns as to the achievement of security of supply and sustainability objectives, which were also gaining momentum alongside the predominantly pro-competition agenda. The 2010 OFGEM report notes that ‘[i]f Britain’s energy network companies are to deliver the networks needed for a sustainable energy sector, the way we regulate them needs to change. In July 2010, we published our Recommendations consultation on a new regulatory framework, known as the RIIO model, which we would use to develop future price controls for electricity and gas transmission and distribution network companies.’353 The regulatory system had hitherto been focused on cost-reduction (i.e., economic efficiency) more than on long-term investment. Hence, OFGEM decided that the regulatory system needed to be responsive to changes and developments so as not to lock operators and utilities into an ineffective development path. 

 The following was also noted: ‘The … “RPI-X” regulatory framework has served consumers well, delivering lower prices, better quality of service and more than £35bn in network investment since privatisation twenty years ago. But RPI-X was designed for a very different environment to the one we will face in the future. The regulatory framework needs to change to encourage network companies to deliver a sustainable energy sector and provide value for money.’354 OFGEM accordingly established a new model known as the ‘Sustainable Network Regulation’ or RIIO model.355 The RIIO model aims at ensuring operators deliver outputs that reflect what consumers want. These include meeting the needs of a sustainable energy sector; earlier completion of price-control reviews for companies that innovate, deliver good service and produce well-evidenced long-term plans; and higher returns for companies that deliver at a lower cost. The RIIO model continues to be an incentive-based, performance-based and inflation-linked price-control system. It is based on a similar building blocks approach to the RPI-X, i.e., the expected efficiency costs of delivery plus an allowed return on invested capital.356 The key components of the RIIO model are as follows: 

  (i) the development of sustainable energy networks for the future; 

 (ii) the implementation of the framework under the current industry structure; 

 (iii) the enhancement of stakeholder engagement about decision-making by OFGEM and network companies; 

 (iv) the use of third-party modification requests where price-control determinations may operate against the public interest; 

 (v) the application of outputs-led price-control reviews to determine expectations from the network companies relating to safe and reliable services, non-discriminatory and timely connection and access terms, customer satisfaction, limited impact on the environment and the meeting of social obligations; 

 (vi) the setting of an ex ante price control that incorporates a return on the regulatory asset value and inflation indexation, in respect of which the model retains the RPI as the inflation index for fifth transmission price-control review and the second gas distribution price-control review but will keep the case for moving to the CPI under review; 

 (vii) the price control mentioned above will be set for eight years, subject to mid-period reviews of the outputs that network companies are required to deliver; 

 (viii) the taking of a transparent and proportionate approach to the assessment of the price-control package; 

 (ix) the availability of an option to give third parties a greater role in delivery; 

 (x) the provision of incentives entailing transparent rewards or penalties on output delivery, and of the necessary powers to take enforcement action and potentially revoke licences in cases of persistent non-delivery; 

 (xi) the establishment of principles to ensure that efficient delivery is financeable; and 

 (xii) the provision of an innovation stimulus package. 

 

 It is also important to note that the RIIO model requires operators to carry out ‘constructive engagement’ with a wide range of stakeholders in drawing up their business plans, while OFGEM will also undertake enhanced stakeholder engagement when assessing corporate plans and developing price controls. The government’s role in the stakeholder engagement process will include providing guidance on policy objectives to inform the choice between primary and secondary outputs.357 OFGEM’s proportionate approach to regulation echoes the ideas of responsive regulation, which recommends tailoring enforcement strategies to the level of compliance by firms, thereby saving the regulator’s enforcement instruments for use only when necessary.358 Furthermore, the role of business planning, constructive engagement and reputational incentives suggest the influence of theories of reflexive regulation which attempt to address informational, cognitive and other resource constraints by decentralising standard-setting and compliance.359 The evolving model of regulation highlights the regulator’s role as driving a positive policy agenda which sometimes entails the balancing of a range of sometimes conflicting goals and values. The OFGEM’s new stakeholder engagement model for regulatory accountability and legitimacy through a process of transparency and participation lends credence to this point. 

 In the context of the EU’s IEM for gas regulation and development, it is clear that the push for liberalisation and private-sector led growth in the UK has significantly influenced the EU’s IEM law and policy, while subsequent EU-level advances have also influenced institutions and regulatory approaches in the UK gas-to-power markets. Undeniably, the UK’s increasing interconnectivity with continental Europe will require cooperation with the EU’s internal energy market in any Brexit scenario.360 If the UK can retain its legal and institutional linkages with the EU’s IEM and Energy Union post-Brexit, it is likely to need to negotiate the necessary agreements with the EU as well as adopt and/or comply with necessary EU law and policy on energy, subject to the specifics of the ongoing Brexit arrangements. Unless expressly agreed post-Brexit, the UK may not have any tangible or formal input in the formulation and interpretation of the rules unless it manages to negotiate to remain part of the institutions that coordinate EU energy regulation, such as the ACER, the ENTSO-E and the ENTSO-G.361 

 In relation to Nigeria, the experiences in the US and the UK highlighted above provide a picture of the fundamental requirements of instrumentally effective or ineffective institutional and regulatory framework for gas-to-power. It also highlights the relevant costs and benefits scenarios that play out in the path towards restructuring and development of competitive and privatised power industry largely driven gas supply markets. The discussion underscores the need to approach such market developments in accordance with international best practices by enhancing the development of responsive independent economic regulation, institutional legitimacy and accountability based on clearly defined provisions of law and regulation as opposed to merely declaring national plans and roadmaps for political reasons rather than enhancing socio-economic growth, competitiveness and security of energy supply. 
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 CHAPTER 4 

 Competitiveness and Security of Supply in the Nigerian Gas-to-Power Industry 

 §4.01 INTRODUCTION 

 Nigeria currently holds the largest proven gas reserves in Africa and the ninth largest in the world.362 However, the nation’s domestic gas production to utilisation ratio is remarkably below plausible and expected levels (even in comparison to other African countries like Algeria and Egypt).363 Although Nigeria is apparently ‘rich in energy resource’ and also classified as one of the two largest economies in Africa (in GDP terms), Nigerians generally remain energy-poor with little or no access to reliable supply.364 The US EIA (2016)365 estimates that Nigeria’s electrification rate is about 45%, while traditional biomass and waste (mainly in rural areas) account for 74% of the country’s total primary energy consumption (TPEC).366 Furthermore, oil, natural gas and hydropower account for 13%, 12% and 1% of the country’s TPEC respectively. Between January and August 2015, Nigeria’s power generation firms sent out an average 3,317 MWh/h of electricity daily from 25 grid-connected generators with a total installed capacity of 12,522 MW.367 These generation plants include the recently privatised Gencos, the NIPP generators and independent power producers (IPPs). Currently, gas-fired thermal power plants generate about 85% of electricity from the installed capacity, while hydroelectric power plants generate the remaining 15%.368 

 Since 1956, when oil was discovered in commercial quantities in Nigeria, most non-associated gas fields have not been developed, while associated gas was largely flared, reinjected for enhanced oil recovery or exported as LNG and NGLs, as shown in Figure 7 and Figure 12. Before the 1990s, the first significant attempt to utilise gas for domestic purposes occurred with the construction of Nigeria’s first gas turbine power station, known as Afam 1, in 1963.369 Subsequently, pipelines were constructed to supply gas to the Delta Steel Company, the Ajaokuta Steel Complex and the NAFCON fertiliser complex in Onne Rivers State in the 1980s. In the same vein, a succession of gas turbine electric power plants was commissioned, for example, Sapele in 1979, Afam II in 1983, Egbin in 1986, and Delta in 1991.370 

  Figure 12 Nigerian Seven-Year Gas Production and Utilisation Outlook from 2008 to 2014 (Mscf)371 
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 The existing gas transmission and distribution infrastructure as at 1998 were estimated at 1900 kilometres with the capacity to handle about 2.5 bscf/d.372 Note that most of the gas being consumed during this period were produced by entities owned by the FGN. The power generation assets mentioned were owned and operated by the pre-reform NEPA. Similarly, the entire gas transmission and distribution infrastructure were owned by the FGN through the NNPC/NGC corporate structure as mentioned above. 

 A command-based approach of penalising gas flaring by means of legislation and regulation was introduced in the 1980s and 1990s to curtail the flaring of associated gas.373 Later, in the 1990s and early 2000s, export-oriented monetisation projects like the NLNG, the Oso Condensate Project, the Escravos Gas Project and the WAGP were developed. Other similar projects planned with the objective of commercialising and monetising flared gas have stalled. As shown in Figure 12, the rate of gas which is either reinjected in furtherance of oil production or flared is often higher than gas taken up and transmitted by NGC (recently renamed the NGPTC) to the domestic market. This is primarily due to inadequate infrastructure, insecurity and sabotage, as well as fundamental market governance issues relating to the pricing, incentivising and allocation of gas resources for the domestic market.374 This chapter focuses on discussing and examining these and other related issues from a law and policy perspective. 

 Currently, about 55% of Nigerians do not have access to grid-based electricity supply, while power generation falls far short of demand. The necessary infrastructure to guarantee needed access is inadequate and has been poorly maintained due to years of locked-in state-centred institutional and managerial inefficiencies. Consequently, a great deal of load shedding and blackouts occur, and households and businesses rely to a large extent on private petrol and diesel generators.375 Although the annual total consumption of electricity has risen very rapidly over the last three decades due to the increase in rural-urban migration, there remains a very high level of suppressed demand. In 2015, power supply in Nigeria averaged 3.1 GW, which is estimated to be only a third of the country’s minimum demand.376 As aptly stated by CPCS Transcom, electricity demand in Nigeria far outstrips supply, and furthermore: 

  [C]ompared to smaller economies such as Algeria with 11,000 MW of capacity or comparably sized economies such as Egypt with 24,000 MW of capacity, Nigeria trails far behind, with estimates of available generation capacity of between 3,000 to 4,000 MW; and about 7,500 MW of installed grid capacity. Nigeria’s electricity consumption on a per capita basis is among the lowest in the world. A Nigerian citizen consumes 7% of the electricity of that of a Brazilian and 3% of that of a South African. More than half of the population has no connection to the grid whatsoever… Generation of electricity from individual [private] diesel and petrol generators is estimated at 6,000 MW, approximately twice the capacity of gridconnected generators. It is estimated that individual generators cost NGN 50 – 70/kWh; compared to the regulated price of NGN 8.5/kWh price for grid-supplied power Nigerians spend between 5 and ten times as much on self-generated light and power as they do on grid-supplied electricity.377 

 

 A plausible conclusion to make from the above facts and figures is that most Nigerians in the urban areas which have become accustomed to private generators can afford a ‘reliable, reasonable and fairly priced’ energy supply. Given that the willingness and desire to pay does not always ipso facto imply the ‘ability to pay’ thus, liberalisation and deregulation of energy supply in other to enhance competitiveness and market-led security of supply should be a well-guided transitional process and take due cognisance of affordability issues and the existence of low-income consumers and the rural communities. must always take 

 Achieving the goal of a gas-fired power generation capacity of over 20,000 MW by 2020 set the immediate past federal government administration’s power sector reform roadmap appears unrealistic, considering the amount of investments, institutional efficiency and infrastructural development required to provide and guarantee the required additional capacities by the set date.378 Recent studies show that attaining such an ambitious target will require the current daily domestic gas supply to be more than doubled.379 Additionally, developing the required 30 Tcf (estimated) of reserves for such an increase in domestic supply will require considerable and timely capital investments of about USD 20 billion or more.380 Therefore, the need for an efficient institutional framework that enables the necessary policy and regulatory trade-offs, especially relating to the pricing, investments and allocation of gas resources between the export and domestic markets is essential in realising such strategic plans. The framework should work to reduce the transaction and administrative costs involved in developing and supplying gas to the domestic market, and make it more cost-efficient for producers and suppliers to build or operate the required network of infrastructure or at least gain access to such a network based on fair, reasonable and non-discriminatory terms, with due regard for end-user interests. In other words, an effective governance framework is one that guarantees the competitiveness of the domestic market while ensuring that security of supply is not jeopardised. 

 There are still significant challenges relating to the pricing and governance of the gas-to-power value chain. As pointed out by Iwayemi, one critical factor in the Nigerian energy crisis is the improper identification of several economic and non-economic objectives, coupled with non-implementation the necessary trade-offs between divergent or counterintuitive goals.381 Moreover, the institutional and regulatory failures (such as sabotage of essential facilities and inconclusive oil and gas sector reforms) that induced gross distortions and inefficiency in the supply chain and investment choices, as well as high costs in respect of operations, low returns on investments and expensive delays, need to be resolved.382 The 2013 Roadmap for Power Sector Reform rightly highlighted that the unfinished process of reforming the oil and gas sector is a considerable obstacle in the growth path of the power sector. It also recognises the reported challenges posed by the following: (i) an insufficient supply of fuel/gas to power plants or inadequate gas pipeline infrastructure; (ii) increasing debts to upstream and downstream operatives in the gas-to-power chain; and (iii) unresolved inadequacies in the commerciality of the gas-to-power business. 

 Developing a viable and liquid domestic gas industry depends significantly on the efficiency of economic regulation of domestic supplies and profitability signals received by a gas producer from the consumers,383 while the willingness and ability of consumers to pay and affordability of supplies is also essential. In a gas-to-power value chain, the primary consumer is the power producer in the electricity supply market, while the end-users of gas-fired electricity can be regarded as secondary energy consumers. Thus, any charges and costs the power producers bear, including fuelling costs represented by the ‘gross’ price of gas, will typically be passed on through to the end users and consumers of electricity (see Figure 1). 

 The longstanding perception of a highly indebted or non-paying pre-reform NEPA (now unbundled and privatised as Gencos and Discos),384 coupled with the dysfunction mostly attributed to government-ownership, investments in and management of the industrial complexes mentioned above, and the NNPC/NGC/NGPTC corporate structure in relation to its ownership and operation of the limited and unintegrated gas processing and supply infrastructure, have been some of the main challenges to developing a viable domestic gas supply industry. Likewise, the costs and implications of frequent vandalism and sabotage for the already limited domestic pipeline network also make the investment outlook more complicated for the economically minded and ‘rational’ gas producer. All these factors appear to have contributed to the noncompletion of several planned projects for domestic gas supply. Arguably, the approach and model for price regulation, resource allocation and institutional governance of the gas supply to the power market is critical to realising economic and policy objectives in Nigeria. While the highlighted factors are undeniably daunting, there are several developments that point to the positive drive amongst relevant stakeholders to overcome the challenges in the mid to long term. 

 §4.02 THE EVOLVING REGULATORY AND INSTITUTIONAL FRAMEWORK FOR GAS-TO-POWER 

 The advent of the current Nigerian democratic dispensation in 1999 led to the promulgation of a new federal constitution, which institutionalised a presidential system of government.385 The system of government established by the Constitution comprises of- (i) the Presidency as the executive arm; (ii) the National Assembly (i.e., Senate and House of Representatives) as the legislative arm; and (iii) the Supreme Court and other courts of law established for the thirty-six states, the Federal Capital Territory, Abuja and the federation, making up the judicial arm. Table 6 in Annex A below outlines the respective roles and powers of the overarching governance institutions and the judiciary which is created in accordance with the tenets of the English common-law legal system and tradition. The post-1999 democratic dispensation also prompted a significant paradigm shift towards more private-sector-led economic growth and restructuring initiatives across key sectors of the economy such as telecommunications and energy. 

 The Nigerian Constitution together with the legal framework for petroleum law vests ownership and control of all petroleum (including oil and natural gas) in the FGN headed by the President.386 The framework essential creates a state-centred and managed framework for the development, supply and utilisation of petroleum resources, especially gas. That said, a considerable number of local and foreign private companies operate in the Nigerian petroleum industry, mostly in partnership with the state-owned NNPC or other local private companies. 

 Mainly due to the desire for ending gas flaring and develop the necessary framework to commercialise and utilise the abundant gas resources, the FGN sought international advice on developing a realistic strategy and a plan of action to meet this goal.387 The move led to the 2008 Nigerian Gas Master Plan (NGMP).388 While the NGMP was being developed, a broader national oil and gas law and policy review, also commissioned by the Presidency, was already ongoing. Consequently, the Oil and Gas Sector Reform Implementation Committee (OGIC)389 was commissioned in 2000, thereby leading to the National Oil and Gas Policy 2004 (NOGP). Amongst other things, the Strategic Gas Plan or NGMP was adopted by the OGIC, thus setting the stage for more comprehensive and all-inclusive petroleum industry reforms, as well as institutional restructuring. Based on the NOGP, the reforms and restructuring objectives were to be consolidated following the enactment of a comprehensive law. Unfortunately, attempts to transform the reform proposals into an enacted law or laws have thus far been unsuccessful.390 

 In the midst of the subsequent legal and regulatory uncertainties, the industry has continued to evolve and struggle, while being seemingly guided by various national ‘plans’, ‘policy statements’ and ‘guidelines’ issued by the Presidency and Minister of Petroleum (‘Minister’).391 Based on the NOGP, the initial draft of the reformative Petroleum Industry Bill (PIB) 2008 which was submitted to the National Assembly in 2008 provided, among other things, for the following: 

  (i) the legal separation of the State’s policy, regulation and commercial roles in relation to the petroleum industry; 

 (ii) the creation of the requisite semi-autonomous agencies and institutions; 

 (iii) the establishment of a viable and privatised NNPC as the national oil company together with unbundling of the NGC; and 

 (iv) the enhancement of transparency and accountability in the industry. 

 

 However, while the National Assembly failed to pass and enact the 2008 PIB, a new FGN administration submitted a redraft in 2012 which also failed to pass through the required legislative processes at the National Assembly. The non-passage of the PIB could be due to the length and comprehensiveness of its proposals (i.e., 222 pages and 362 sections). The proposals were undeniably far-reaching, cutting-across the fiscal, governance, commercial and regulatory elements of the entire petroleum industry.392 Consequently, the current FGN administration decided to split the PIB into four bills, as follows: the Petroleum Industry Governance Bill (PIGB) 2015 (now PIGB 2017), the Fiscal Regime Bill, the Upstream and Midstream Administration Bill, and the Petroleum Revenue Bill. 

 Following a review of the current institutional issues, particularly, in view of recent trends in the international oil and gas sector, the FGN recently approved two policy instruments in the context of a National Economic Recovery & Growth Plan (ERGP 2017–2020). These are (i) National Gas Policy 2017 (‘Gas Policy’) and (ii) National Petroleum Policy 2017 (‘Oil Policy’). There is also an ongoing consideration of the draft National Petroleum Fiscal Policy 2016 (‘Fiscal Policy’).393 It is noted that while both the Petroleum Policy and Gas Policy points to the introduction of a separate Petroleum Industry Reform Bill (PIRB), the policy documents make no reference to the PIGB 2017 which has been in circulation and recently passed by the Senate and the House of Representatives. As at the time of completing this book the PIGB 2017 is still yet to be presented to the President for final assent as required by section 58 of the Nigerian Constitution for the bill to become law. 

 In essence, the PIGB 2017 is drafted to provide the legal framework upon which the proposals of the Oil Policy and Gas Policy on industry governance and institutional reforms will be based and implemented. The new policy initiatives fundamentally reflect the reformative ideas of the 2004 NOGP, while going a step further to articulate necessary policy revisions for the oil and gas sectors. The Oil Policy reiterates the need for less dependence on oil export revenues and enhancement of economic value from energy resources, primarily, by promoting gas-based industrialisation. It proposes the development of a private-sector-led and market-driven industry. Both the Oil Policy and Gas Policy provide guidelines for the separation of governments supervisory, regulatory and commercial roles within the industry. They prescribe the creation of a single, industry-wide regulatory agency, i.e., the Nigerian Petroleum Regulatory Commission (‘NPRC’ or the ‘Commission’), while the Ministry of Petroleum (‘Ministry’) remains responsible for policy directives and supervision. The NNPC is earmarked for restructuring and privatisation once the required laws are enacted, while the administration of the sector is expected to become more transparent and efficient. 

 Considering the history and haphazard nature of policies, rules and regulation governing the gas industry over the years, the new Gas Policy is arguably the first fully publicised and coherent policy framework for the promotion of gas-based industrialisation and domestic market requirements in Nigeria. It emphasises the need for maintaining a significant presence in international markets while developing the domestic market structures and institutions. Regarding the organisational structure for the industry, the Gas Policy inter alia recommends (a) a mix of public-private participation; (b) restructuring of NGC into separate transport and gas marketing companies; (c) strategic partnerships to support the operations of the NGPTC; (d) developing wholesale market competition; (e) implementation of the DGSO. On pricing reforms, the Gas Policy stipulates that the upstream gas price for domestic sales will be set by netback from export parity prices. In other words, the price an upstream producer will receive for supplying gas to the domestic market will be set to be at par with the average of prices received by producers for exporting gas volumes less the cost of transportation or delivery to such export destinations. For example, LNG related netback prices may be determined by the given market price at respective export destinations less the cost of pipeline transportation, regasification, shipping and liquefaction, depending on the context and specifics of the particular buyers’ market. While such a pricing principle may encourage producers to supply gas locally or indifferent to the often more favourable export market prices, it is important to note that there are other crucial factors that are relevant in navigating the export vis-à-vis domestic market supply trade-offs. For instance, how reliable or adequate is the capacity the domestic supply infrastructure and who determines or what are the terms of access in case of multiple suppliers and producers in a competitive setting (e.g., contract-based or politicians and government functionaries)? Is there sufficient liquidity in the domestic gas-to-power market to create effective guarantees that offtakers will pay for delivered gas as at when due? Will the ‘netback price’ be affordable to both primary and secondary consumers along the Nigerian gas-to-power value chain? what is the correlation between the power market’s tariff and rate-making structure (i.e., MYTO) with the yet to be determined netback pricing? and given the provisions of the existing petroleum industry laws and regulations, who or which institution(s) or regulatory agency is primarily responsible for assessing and determining the netback price and its application to the gas-to-power value chain? These and other relevant issues will be considered as the discussion unfolds in this chapter and later in this book. 

 The Gas Policy proposes a transitional period after which a market-led wholesale gas pricing will be the norm. In consonance with the Fiscal Policy, the gas industry operators should also expect a fiscal framework which recognises gas as a stand-alone commodity and industry, separate from oil. Even though these new policy statements signify a considerable level of government commitment to revise and address the lapses in the extant institutional framework, it should be noted that approving national policies or roadmaps does not automatically replace the need for properly enacted laws and regulations which would be required to ensure legitimacy and justiciability while implementing necessary reforms and restructuring existing rights and commercial interests. Thus, to adequately curtail the effects or perceptions of regulatory uncertainties, it is important to ensure the speedy conclusion of the legislative process and thereon move to the necessary implementation stages. Given the uncertainties and ambiguities caused by the inconclusive reforms and constant revisions of policy statements and plans, this book focuses more on the existing overarching legal and institutional framework for the gas supply industry in Nigeria. It examines the existing framework pertaining to domestic gas utilisation for power generation, rather than the flip-flopping policy and legislative proposals. It also highlights the relevant provisions of the PIGB and the Gas Policy to the extent that they reflect the thinking and approach of the current administration. 

 While the NOGP was being prepared and approved between 2000 and 2004, the energy industry policies outlined below had already been issued based on similar reformative paradigms. These include the following. 

 [A] The National Energy Policy 2003 

 The National Energy Policy 2003 (NEP) was the first coherent policy framework on ‘energy’ in Nigeria. It aimed at providing a comprehensive policy framework for the optimal utilisation of all viable energy resources in Nigeria. The NEP was sought to provide a policy framework for the optimal, adequate, reliable and secure supply of energy to, and its effective utilisation in the country. It outlined a ‘blueprint for the sustainable development, supply and utilisation of energy resources within the economy, and for the use of such resources in international trade and co-operation’.394 As stated in the NEP, with the exception of the upstream oil and gas subsectors, and to a smaller extent the electricity subsector, the Nigerian government has been largely responsible for the ownership and operation of the energy sector industries. Thus, investment capital had been primarily sourced from public funds, while most industries had a public utility or public interest paradigm. 

 Due to growing demand for government-sourced investments in other areas of the economy such as transport, health, education and security, the government has been unable to provide the funds needed by the energy sector. The trend, coupled with inefficiency and lack of transparency in management, led to gradual deterioration of essential facilities, while the demand for energy also grew. There was also rising inadequacy and unreliability of energy networks. The NEP noted the growing belief that increased private-sector participation in the energy sector would attract new investments to the sector, while the profit motive will assist in solving much of the management problems experienced under public ownership. It, therefore, recommended the restructuring of the sector via a process of deregulation and privatisation.395 

 [B] The National Electric Power Policy 2001 and the EPSR Act 2005 

 The primary objective of the NEPP is the introduction of liberalisation, competition and private-sector-led growth in the Nigerian electricity industry. It prioritises the creation of well-organised market structures, a clear regulatory framework and competition in respect of the generation and sale of electricity while promoting the sound development of the transmission network. The NEPP laid the foundation for the privatisation and unbundling of the NEPA. Since the 1970s, the NEPA had been a vertically-integrated public utility that has a monopoly over the generation, transmission and distribution of electricity in Nigeria. The NEPA was subsequently corporatised as the Power Holding Company of Nigeria (PHCN) and unbundled into six generation companies, eleven distribution companies and a national transmission company.396 The privatisation of the successor generation and distribution companies of the PHCN was completed in 2013. The process was based on the provisions of the NEPP and the ‘EPSR Act’ 2005. 

 The EPSR Act provides the regulatory framework for the reformed Nigerian electricity industry and establishes the Nigerian Electricity Regulatory Commission (NERC) as an independent regulatory agency. Its role is mainly to monitor and regulate the NESI, i.e., generation, transmission and distribution of electricity.397 Thus, the NERC regulates and grants licences for electricity generation, transmission, trading and distribution. The EPSR Act empowers the NERC to establish one or more electricity tariff methodologies. Accordingly, the NERC has adopted the MYTO framework which represents a hybrid approach to economic regulation and combines incentive-based, cost-reflective and price-cap tariff-setting features. The MYTO framework is designed to ensure operators realise higher returns on investments when they gain more allocative and productive efficiency.398 Notably, the NERC issued a Regulation on Feed-In Tariff for Renewable Energy Sourced Electricity in Nigeria in 2015. There are other NERC regulations dealing with matters such as mini-grid development, regulatory enforcement and tariff review processes.399 Sections 31–61 of the EPSR Act deals with the NERC’s establishment and independence issues like appointments of Commissioners and remuneration, the objectives and functions of the NERC, as well as its decisions and orders, funding and accounts, etc. The Act provides that the NERC’s seven Commissioners are to be appointed by the President, on the confirmation of the Nigerian Senate, for a fixed term of five years in respect of the Chairman and four years in respect of the Vice Chairman and other Commissioners. The President may specify the selection criteria for the Commissioners and may remove them for reasons prescribed in the EPSR Act. 

 The EPSR Act not only empowers the NERC to regulate and make decisions, orders, etc. but also outlines a scheme for ensuring the NERC remains accountable to the relevant stakeholders in the power sector. In this regard, note that section 47 empowers the NERC to hold public hearings on issues and matters within the scope of its regulatory functions, especially on matters of significant public interest. Section 49 also stipulates that the NERC may refer any questions of law arising from any of its orders or decisions to the High Court.400 In such instance, the Federal High Court would be the court of competent jurisdiction to deal with questions coming from the NERC (as an agency of the FGN) either on its own volition or on the application of persons directly affected by its regulatory decisions and in cases bordering on judicial review. The NERC may initiate such referral on its own or on the application of anyone affected by any of its decisions or regulatory orders. Section 50 provides that anyone aggrieved by the NERC’s regulatory decisions, especially pertaining to licensing, the outcome of the NERC’s mediation or arbitration in disputes between licensees, or decisions relating to pricing and tariffs, may apply to the NERC for review of such decision, order or refusal. In Lagos State Government of Nigeria v. Power Holding Company of Nigeria & 3 others the NERC dismissed an objection to its jurisdiction to hear disputes concerning an alleged breach of contractual obligations to supply electricity under the BPPA and held inter alia that the alleged breach does not amount to an executive or administrative action by a Federal government agency which could have meant the Federal High Court had jurisdiction to hear the dispute as provided under the Constitution to the exclusion of the NERC. Rather, the breach and dispute are contractual in nature and falls under the regulatory and quasi-judicial oversight of the NERC as provided under the EPSR Act. In rightly assuming jurisdiction to entertain the petition, the NERC also noted that, as with every other inferior administrative or quasi-judicial body in Nigeria created pursuant to the Constitution, the NERC is subject to the supervisory jurisdiction of the Federal High Court. 

 Given the policy developments between 2000 and 2005, it seems apparent that several plans have been made and objectives set to bring about a more private-sector-led and competitive energy supply market. However, the oil and gas industry’s institutional and regulatory inefficiencies and its peculiar history of inconclusive reforms continue to generate regulatory uncertainties and investment risks across the gas-to-power value chain. These risks, in tandem with negative costs perceptions, have seemingly led to shirking by investors and operators, while turning towards plausibly more cost-efficient and viable export markets, where the prospect of achieving reasonable returns appears more secure. The trend has obviously hampered the instrumental and functional effectiveness of the mechanisms designed to usher in a liberalised and private-sector-led power market, to the extent that over 85% of projected and current generation capacities depend on reliable gas supplies.401 Additionally, there are paradigmatic and institutional misalignments between the two sectors, which arguably increases the costs (both transactional and administrative or regulatory) and risks of investing in gas supply to the power market.402 

 As opined by Smith et al., the development of a viable domestic gas market typically entails (among other things), a substantial ex ante demand for uses such as heating, electricity, industrial processes like fertiliser and iron/aluminium production.403 Additionally, natural gas must be transported in its gaseous state through pipelines or in liquefied forms via specially built tankers.404 Such infrastructure and facilities require substantial ex ante investments,405 capital and security of demand, which if inadequate will, in turn, affect ex post security of supply, since the relevant firm may be unable to earn a just and reasonable return or reinvest in a timely and efficient manner. Also, Smith et al., opine that most developing countries face problems associated with having inadequate infrastructure as well as inadequate financial capabilities to make the required investments and commitments. They also point out that in most cases there is insufficient demand on the market. Likewise, in most developing economies, gas was simply unavailable, and its development for domestic use in resource-rich countries was slow mainly due to the following factors: (i) the requirement for expensive infrastructure coupled with the unaffordability of establishing such infrastructure together with other financial constraints; and (ii) in some countries, many foreign IOCs were reluctant to develop gas for domestic use because of lack of convertibility of the domestic currency, despite favourable project economics.406 However, in the Nigerian context, there has been growing demand for gas domestically over the last two decades. Furthermore, there is no question as to the convertibility of the domestic currency in Nigeria. There is no gainsaying that most international oil and gas transactions in Nigeria are carried out in US dollars. Moreover, the country already has a robust regime for foreign direct investment protection and the repatriation of profits/dividends to the home country in any convertible currency.407 

 [C] Legal, Regulatory and Institutional Dynamics 

 Unlike the more developed energy markets in the US or UK with well-tested legal and formal institutions that have evolved through several years of law-making, regulation and judicial dispute settlements; the Nigerian gas industry is still comparatively in the early stages of its law and institutional evolution. Following the Coasian and TCE principles discussed in Chapter 2 above, in an industry such as gas and energy supply in which there is (i) a tendency towards natural monopolies and oligopolies; (ii) inefficient state control due to rent-seeking public officials and private-sector cronies; and (iii) accounting for costs incurred while determining prices, or negotiating, concluding and performing contracts on an arm’s length basis; the role of the law and organisational institutions in defining and allocating property, social and investment rights becomes crucial for realising allocative and productive efficiency. In other words, such an industry requires clearly defined and coherent framework of policy and law(s) as well as knowledgeable and efficient regulatory institutions to lay down fundamental and applicable rules such as who has a right to explore and produce as well as process or convey gas-to-power for instance or the scheme for investing in or accessing limited infrastructure in the liberalised market context as well as establishing a legitimate and rational framework for dispute settlements and guaranteeing reasonable returns on investments. Unfortunately, over the years both private and public/government stakeholders in the Nigerian oil and gas industry have seemingly become accustomed to a paradigm of announcing and executing critical investment plans and infrastructural development blueprint(s) without first addressing the legal and institutional loopholes that impacts on transaction costs, hinders accountability and enhances arbitrariness or uncertainties in law and regulation. 

 The application and development of Nigerian energy law and policy are still mostly state-oriented and government driven, while disputes are often settled by negotiation, renegotiation, mediation, arbitration, rather than conventional litigation or independent regulatory decision-making. Generally, these alternative dispute resolution options are prescribed in the relevant contracts or may also be in the form of political or administrative-level solutions. Unlike jurisdictions such as the US, UK and EU, with more developed energy markets, through local adjudication and judicial consideration of several complex issues regarding Nigeria’s gas supply industry has been limited to only a few cases and mostly related to taxation and payment of gas flaring fees.408 There are several understandable reasons for this trend, such as the fact that litigation and the national judicial system is considered as time-consuming, highly bureaucratic and costly compared to the more conciliatory and consensus-based alternative dispute resolution approaches. The international and multidimensional (political, economic and social) nature of the petroleum industry is also crucial in this regard. The centralised nature of the domestic gas supply industry and the fact that restructuring of the value chain has been affected by inconclusive legislative processes and policy reviews are also important considerations. Litigation through the national judicial system is often regarded by industry operators as an option of last resort, especially since the other party is typically the presidency or its agencies, e.g., in the form of the NNPC, or the pre-reform NEPA, MPR, DPR or NGC. Thus, legal and policy issues often take on a political and public policy dimension, to the extent the State and the NNPC/NGC/NGPTC are involved. 

 With regard to the power sector aspect of the gas-to-power value chain in Nigeria, there have been a few reported cases recently bordering on the NERC’s role as the regulator, Although, most of such NERC decisions and cases pertain to electricity distribution tariff reviews.409 The NERC is entrusted with designated quasi-judicial responsibilities and decision-making or rule-making authority akin to the US’ FERC and the UK’s OFGEM,410 even though it had no jurisdiction over the economic regulation of the supply of gas to the power market, which is one of the main issues highlighted and examined in this book. In the case between A&P Food and Exusia, CASE NO: NERC/14/0001, for example, the NERC decided on a petition by A&P Foods Ltd against Exusia Power and Gas challenging the validity of a power purchase agreement (PPA) executed in April 2013 between the parties for the generation and supply of 7.3 MW aggregate over a period of ten years. 

 [D] A State-Centred Framework and Economic Restructuring 

 The Ministry of Petroleum Resources (‘Ministry’), headed by the Minister of Petroleum (‘Minister’) is the industry’s main policy and regulatory institution. Pursuant to the Petroleum Act, the Minister is empowered to grant OELs, OPLs and OMLs.411 The DPR is a department in the Ministry and functions as the main industry regulator, while the NNPC, created under the Nigerian National Petroleum Corporation Act 1977 (NNPC Act),412 is the public corporation through which the FGN invests and participates in the industry’s operations. By section 1(3) of the NNPC Act, the Minister is designated as the chairman of NNPC’s board of director’s, while section 3(1) of same provides for the appointment of the Managing Director of the corporation as the chief executive officer(CEO) responsible for policy execution and day-to-day running of NNPC.413 It is important to note that the DPR was not created by any law or regulation, but rather by means of an administrative reorganisation that led to the merger of the NNPC’s Petroleum Inspectorate with the regulatory arm of the Ministry of Petroleum Resources in 1988.414 

 The NNPC (Projects) Act415 confers on the NNPC the character of a ‘company’ and removes any pre-existing statutory or regulatory restrictions hindering the corporation from undertaking projects. It allows the NNPC to borrow money in any currency, subject to terms and conditions imposed by its board for the execution of approved projects. To obtain such loans, the NNPC may pledge any of its money, revenue or assets and may create escrow accounts outside Nigeria for the repayment of the capital and interest elements of any such facility. The Act seeks to give the NNPC flexibility to operate commercially when undertaking projects. 

 In 2016, the FGN announced the ‘restructuring’ of the NNPC without necessarily waiting for the completion of the ongoing law-making process of the PIGB or PIRB. The said corporate rearrangement or restructuring of the NNPC entails the creation of new NNPC subsidiaries including the NGPTC and a Nigerian Gas Marketing Company (NGMC), as well as a gas and power investment division.416 Hence, the NGC has been split into two, i.e., the NGPTC and the NGMC.417 It should be pointed out that these recent ‘restructuring’ initiatives reflect previous restructuring exercises carried out under prior administrations relating to the creation and commercialisation of the NNPC and its subsidiaries.418 The first reorganisation of the NNPC took place in the early 1980s, the second was in 1988, and the third took place around 1995 when NNPC was restructured into six directorates.419 There have been other reorganisations, and like this recent one, it appears to be based on section 5(2) and section 6(1)(d) of the NNPC Act which allows the NNPC to create subsidiaries and reorganise itself. According to the NNPC Act, the objective of such reorganisation should be to facilitate the ‘efficient’ discharge of its numerous functions. 

 The recent reorganisation or restructuring are mostly administrative and thus should not be misconstrued as the recommended comprehensive legal and structural reforms of the NOGP, Gas Policy and Petroleum Policy, which is expected to follow the enactment of relevant reform-initiating laws. The NOGP’s recommendations require consolidation and implementation through an enabling law or laws that repeal or appropriately amend earlier obsolete and inefficient laws and regulatory framework. Such laws include the Petroleum Act, the Pipelines Act, the NNPC Act and associated regulations. It is worth reiterating that one administration’s plans, policies, and strategic departmental guidelines can be replaced and changed by the next administration or even by the same administration. Thus, such plans and policies should not be a substitute for appropriately enacted laws and issued regulations, which would work to create justiciable legal, property and investment rights and institutions. It is essential to follow through on the legal aspects of the restructuring process or at least make necessary reviews and amendments to extant laws and regulations. Despite the fact that such reformative processes may and has indeed proven to be highly cumbersome and costly for the FGN as seen in the case of the PIB, the opportunity costs of inconclusive reforms and regulatory uncertainties in terms of lost or mothballed investment decisions, host community disenchantment or domestic energy supply inadequacies may be actually be higher in the medium to long term. 

 Some of the primary objectives of the reform proposals of the NOGP and now mirrored under the 2017 Gas Policy is to enhance the development of a viable, competitive and liberalised domestic gas market. The crucial steps towards such objective(s) would entail the establishment of an effective independent economic regulator, the implementation of an effective pricing and resource allocation mechanism for gas to the domestic market and more importantly the unbundling and restructuring of NNPC/NGC to curtail the corporation’s market power and domineering effects, as well as the enhancement fair, reasonable and non-discriminatory access for innovative and efficient private-sector led investments across the value chain. Thus, the next section will briefly highlight what such ‘unbundling’ and ‘non-discriminatory access’ connotes in the Nigerian context. 

 [1] Unbundling NGC and Non-discriminatory Network Access 

 Amongst other things, the objectives of the NOGP include: (i) the corporatisation of the NNPC and the unbundling of the NGC into a privatised transmission company, a national oil and gas transport network company and/or facility management companies; (ii) the establishment and implementation of a comprehensive NGMP; (iii) the introduction of liberalisation and TPA to the downstream gas sector; (iv) the creation of appropriate gas pricing especially to facilitate efficiency in the supply of gas to the power market; (v) the maintenance of a balance between domestic growth and gas export revenue earnings; and (vi) the enactment of a law to consolidate these plans. Similarly, the 2017 Gas Policy signifies the development of a new commercial framework which includes (a) rules for access to pipelines and gas networks; and (b) pricing principles and regulations. 

 Concerning access to gas networks, the Gas Policy provides that, ‘there will be a full legal separation of gas infrastructure ownership and operations, and trading, such that separate companies will carry out the different activities. These companies may be affiliated as long as they are operated under consistent [Federal Inland Revenue Service (FIRS)] rules for transfer pricing and are subject to regulatory supervision. Gas transportation companies will not be allowed to engage directly in the purchase and/or sale of gas, and vice versa for trading companies, except through separate corporate vehicles.’420 Furthermore, asset owners may be permitted to own and operate assets in either segment of the gas supply value chain, although under different legal entities, which presupposes a sort of holding structure and functional or legal unbundling framework. As pointed out in earlier discussions in both Chapters two and three regarding the rationale, objectives and implications of unbundling vertically-integrated network bound operators, especially from a TCE and NIE purview, it is crucial to take due cognisance of the costs and benefits of prescribing such legal or functional unbundling provisions in the context of the Nigerian gas-to-power industry’s institutional, socio-political and economic contexts. As witnessed in the US, UK (in Chapter 3) and the EU (in the next chapter), improper implementation and mitigation of costs or infectiveness in fostering competitiveness, fair and non-discriminatory access or lack of trust and accountability building mechanisms, may live consumers worse off than what would have been if such restructuring prescriptions were not adopted. Thus, the ‘devil is in the details’ of the actual prevailing institutional and regulatory framework and how it indeed facilitates competitiveness and security of supply. It is not just about declaring some form of unbundling or liberalisation without really curtailing opportunism, opacity, market manipulation, state-centred arbitrariness and hindrances to private-sector-led competition and efficient investments. 

 According to the Gas Policy, access to all midstream facilities will be on an open-access basis, while a network code is currently being developed by the industry and Ministry or officials from the regulatory bodies. In this regard, it is expected that ‘there will be open access to all pipelines and other essential midstream infrastructure, whether located offshore or onshore … [T]he intention is for the Network Code to be simple, easily implementable and designed in a modular fashion so that additional elements can be added as the market develops … [P]ending the completion of the Network Code, effective point-to-point gas transportation agreements, with flexibility for third-party access, shall be the thrust of the policy. Government and the gas industry will continue to update and implement the network code through constant stakeholder engagement to enhance market development.’ In a strictly legal sense, note that this policy statements cannot automatically, or ipso facto amend and replace existing laws and regulations as may be necessary. Thus, notwithstanding the stated intention to ensure the participation of all industry operators and relevant stakeholders in the planned open-access framework, it is difficult to see how transparent, non-discriminatory access and fair competition can be secured in the prevailing state-centred and controlled value chain in which the NNPC or any of its newly created gas transportation or marketing subsidiaries will still function and operate under relatively the same legal, political and institutional framework that fostered opacity and inefficiencies. 

 [2] Unbundling Monopolies or Vertically-Integrated Network Utilities 

 As shown in the contexts of the US and the EU IEM’s restructuring and liberalisation, the unbundling of vertically-integrated entities by separating competitive from monopolistic segments is arguably the modern approach towards utility regulation.421 In this approach, entry into competitive activities is liberalised, and where monopoly bottlenecks exist, e.g., in distribution networks, their owners are mandated to make the assets available to competitors.422 Without effective unbundling and access regulation, there is a risk of market power accumulation by a vertically-integrated operator, thereby leading to issues like unjustifiable pricing, as well as discrimination against potential competitors in using limited infrastructure, and lack of incentives for vertically-integrated undertakings (VIUs) (such as the NNPC and its subsidiaries) to invest adequately in their networks or to have enough funds to make the necessary investments.423 Hence, there is an economic and regulatory efficiency argument in support of unbundling such utilities and facilitating non-discriminatory access and competitive, but reasonable pricing for gas supply. 

 Furthermore, removing the incentive for VIUs to discriminate against competitors for network access and investments is essential to effective unbundling and the creation of a liberalised market. The removal of the discriminatory tendencies, as well as potential for unjustifiable pricing and costs to the detriment of final consumers, is essential in the context of restructuring a state-centred vertically-integrated corporation like NNPC/NGPTC/NGMC which holds considerable monopsony powers over gas producers as well as a monopoly over gas supply to domestic power generators. Such market controls allow the vertically-integrated state-owned monopsony to dictate and often depress wellhead pricing of gas sold by upstream producers, which leads to a regime that is untenable and does not reflect the actual cost of production plus the reasonable return on investments required by investors. This issue resonates with the scenarios that followed the Phillips v. Wisconsin Case decision in the US and with the comment of Pierce Jr. highlighted in Chapter 3, that, ‘[u]nlike transportation of gas, production of gas is not a natural monopoly. It is an activity characterised by low economies of scale and low barriers to entry. [several] firms compete to produce gas and to make wellhead sales… [I]ndeed, producers were among the victims of interstate pipelines-pipelines used their monopsony power in the producing fields to depress the wellhead price of gas.’ 

 Following a successful unbundling exercise, it is noteworthy that the setting-up of a system operator or a transmission operator that is independent of marketing, supply and production interests should enable a VIU to maintain its ownership of network assets while ensuring an efficient separation of interests. In such a restructured situation, the independent system operator or independent transmission operator will perform all the functions of a system operator to the extent that specific regulatory and institutional provisions are outlined to foster the necessary levels of efficiency, non-discriminatory and fair access, accountability and transparency. The peculiarities of and experiences pertaining to the existing commercial and pricing framework for the supply of gas to the power market in Nigeria are considered in the next section. 

 §4.03 LAW AND POLICY FRAMEWORK FOR GAS COMMERCIALISATION AND SUPPLY 

 The FGN participates in upstream petroleum operations in accordance with the relevant provisions of the Petroleum Act, the D&P Regulations and the NNPC Act. The NNPC and FGN’s upstream contractual and commercial arrangements are primarily through the JV/JOAs and PSCs. The Nigerian upstream petroleum subsector, however, comprises several foreign and local private firms and operators that engage in E&P activities through other contractual and licensing arrangements such as sole risk concessions, marginal field licences, farmout agreements and RSCs.424 Until 1992/1993, almost all of Nigeria’s upstream operations were carried out under the JV/JOA arrangements between the NNPC and IOCs or other Nigerian-owned or foreign independents.425 For example, Chevron Corporation (USA) through its subsidiary in Nigeria, i.e., Chevron Nigeria Ltd currently operates and holds a 40% participating interest in eight concessions under a JV/JOA arrangement with the NNPC.426 Other major Nigerian JV/JOA arrangements include the Shell Petroleum Development Company of Nigeria Limited (SPDC)/NNPC JVA,427 MPN/NNPC JV,428 and the NNPC/Total JV.429 

 Following the 1992/1993 bid rounds and later, in 2005, the FGN introduced PSCs, mainly as a means of reducing its exposure to E&P financing risks and difficulties in meeting up with cash call obligations under the JVA/JOAs. The PSCs were awarded in relation to the more capital-intensive and risky shallow, and deep offshore, acreages which were mostly under-explored at the time.430 This move apparently paid off since a significant portion of Nigeria’s current petroleum production comes from the offshore and deep-offshore areas covered by the PSC arrangements. Exploration and production activities in the onshore areas have been severely affected by host community sabotage, insurgencies and security risks that intensified from 2009 onwards. The spate of sabotage and vandalism in the Niger Delta, however, seems to have reduced under the current administration following several attempts at constructive dialogue and engagement with the host communities. 

 The legal and regulatory framework for upstream petroleum operations is primarily laid down in the Petroleum Act 1969 and the D&P Regulations, while petroleum operations under PSCs in deep-offshore fields, inland basins and shallow waters is regulated by the Deep Offshore and Inland Basin Production Sharing Contracts Decree No 9 of 1999 as amended (the ‘PSC Act’).431 The Petroleum Profits Tax Act (PPTA) 1959432 stipulates the applicable fiscal regime for companies engaged in upstream petroleum operations. While the Companies Income Tax Act (CITA)433 (which applies to all companies registered in Nigeria) applies in respect of the taxation of natural gas, especially gas utilisation, midstream gas operations and downstream distribution and supply of gas. 

 The legal and regulatory framework for gas pipeline ownership, construction and access are mainly stipulated in the Oil Pipelines Act 1956 (the ‘Pipelines Act’)434 and the Oil Pipelines Regulations 1995 (the ‘Pipelines Regulation’). Both the Pipelines Act and Pipelines Regulation are more in consonance with the ‘oil’ industry rather than for ‘gas’ supply operations.435 Additionally, both instruments are not only decades old, but also do not sufficiently provide for the expected standards and norms required for a liberalised and/or commercialised gas supply market, such as an independent economic regulator, non-discriminatory TPA, accountability and ‘are not only decades old, but do not sufficiently provide’ the enhancement of competition, efficient investments and market-led cost-reflective pricing.436 The subsequent subsections will discuss the relevant provisions of the highlighted statutes and regulatory framework. 

 [A] The Petroleum Act and the D&P Regulations 1969 

 The Petroleum Act provides that an OML may be granted by the Minister of Petroleum only to the holder of an OPL who has (i) satisfied all the conditions imposed on the licence, and (ii) discovered oil in commercial quantities.437 The Petroleum Act does not provide for the relevance of gas discoveries and reserves to the grant of OMLs. Although, it stipulates among other things that the Minister may in the ‘public interest’ impose special terms regarding any natural gas discovered by a licensee or lessee. Such special terms may include: 

  (i) the FGN’s right to take natural gas produced with crude oil by the licensee or lessee free of cost at the flare or at an agreed cost and without payment of royalty; 

 (ii) the obligation of the licensee or lessee to obtain the approval of the FGN as to the price at which natural gas produced by the licensee or lessee (which is not taken by the FGN) is sold; and 

 (iii) a requirement for the payment of a royalty on natural gas produced and sold by the licensee or lessee.438 

 

 The D&P Regulations provides that a licensee or lessee ‘may’ submit a feasibility study programme or proposal for the utilisation of associated or non-associated gas within five years of commencement of crude oil production.439 Such a provision has seemingly led, over the years, to an upstream petroleum operational paradigm in which the exploitation of gas reserves are not prioritised. There is also a significant public interest element in the scheme of things, which while socio-politically reasonable, may not be best protected by an opaque and inefficient public corporation and institutional framework given the enormity of financial and technical resources needed for developing a viable and secure gas market. In addition, the State’s interest in the industry also exposes it to the danger that resources will be allocated for noncommercial and arbitrary purposes, rather than timely investment in infrastructure and to improve efficiency. In such a context, a framework fraught with opacity and loopholes for opportunism and rent-seeking by unscrupulous public officials and private cronies, coupled with the absence of an accountable and responsive independent regulation, is likely to worsen the problems of inefficient resource allocation and mismanagement. 

 Furthermore, licensees and lessees are often concerned about arbitrary government-determined prices for domestic supplies, which are in most cases lower than the fair market price or not cost-reflective, to the extent that the regulated or state-determined prices are mostly fixed in furtherance of social and political considerations rather than a market-led ‘cost-reflective’ commercial prognosis.440 Notably, the IGU ten-year global wholesale market survey highlights the move from the predominantly ‘RBC’ to ‘RCS’ supply pricing framework in Nigeria. Thus FGN, still has the task of regulating the industry through the Minister’s office and DPR and in some cases, NNPC, while on the other hand also having to fund NNPC’s commercial interests under the JV/JOAs as well as oversee operations and resource allocation under the relevant PSCs.441 Under JVs and JOAs, the inability of the FGN to efficiently fund the NNPC’s cash call obligations and participating interests have hindered the feasibility of gas development projects. This is perhaps a major reason why anti-gas flaring penalty against lessees and operators (who are also partners with the NNPC) have been largely ineffective, because the ‘regulator’ often finds itself as one of the entities being regulated or that it is in a commercial partnership with other regulated entities in the industry.442 

 The PIB 2008 proposed a framework for the restructuring and unbundling of the NNPC by, among other things, carving out a privatised NOC, while also forming incorporated joint venture (IJV) companies to take over the governments participating interests in JV/JOA’s. The IJV scheme was proposed as a means of relieving the FGN of the challenging financial burden of upstream cash call obligations attached to the respective JV/JOA participating interests.443 However, the IJV concept was abandoned in PIB 2012, although it has now been revived in recent policy statements issued by the government and draft NPP. 

 Another factor in determining the commerciality and feasibility of gas projects is the duration over which the lessee has exploration and production rights over the acreage concerned. As mentioned earlier, the duration of an OML is twenty years (subject to renewal), and the lessee is obliged to relinquish one-half of the lease area after ten years, including any rights to take and produce gas from the relinquished area. Even though such a relinquishment provision represents a legitimate exercise of state control over its resources, it potentially creates some volume-related risks and concerns from a gas producer or supplier perspective. 

 [B] Nigerian PSCs and the PSC Act 

 The first Nigerian PSC was between the NNPC and Ashland Oil (Addax Petroleum later acquired Ashland’s interests)444 in 1973. The PSC’s terms and arrangements were heavily criticised locally because its fiscal framework was considered unfavourable to the State and unfairly skewed in favour of the IOC.445 The next set of PSCs was negotiated following the 1992/1993 rounds and another set following the 2005 bid rounds. The 1993 PSCs have a duration of thirty years (ten years for exploration and twenty years for production) with provisions for relinquishing parts of the contract area. They typically provide for the allocation of tax oil and royalty oil to the NNPC, while the contractor takes cost oil.446 The production split varies between different contracts and is typically based on a sliding scale of cumulative production rates in respect of each contract area. In addition, cost oil is allocated to the contractor for the full recovery of operating costs in the year of expenditure and capital costs recoverable in equal instalments over a period of five years. Allocations of crude oil production are carried out in the following order of priority: royalty oil, cost oil, tax oil, and profit oil.447 

 The 1993 PSCs have been criticised over the years largely on the basis of the following: (i) paradoxically, ‘government take’ reduces even when international oil prices and profitability increased for contractors; (ii) the production split ratio was graduated based on production levels, rather than being profit-based as would seem more pragmatic; (iii) the ring-fencing of PSC cost-recovery and petroleum profits tax (PPT) calculations is considered to favour contractors; (iii) the applicable royalty rates and deductible expenditure for PPT in relation to PSC operations; (iv) issues regarding capital allowances and investment tax credit applications; and (v) the management of lifting allocation and scheduling, which is made more complicated due to the need to calculate and determine costs, taxes, royalties and profits in kind rather than cash.448 As a result of some of the contentious provisions, there have been recurring calls by the Nigerian government for renegotiation and review of certain terms as provided by the PSC Act and respective contracts, especially in periods of high oil prices or when the State is in dire need of extra revenue to fund its budgetary responsibilities.449 

 Notably, the PSC Act provides for a 50% PPT rate (giving up to a 35% difference from other operating locations where the JV/JOA arrangements apply),450 a 50% investment tax credit on qualifying capital expenditure in relation to PSCs executed prior to 1 July 1998 and a 50% investment tax allowance applicable to PSCs executed after 1 July 1998.451 Furthermore, the PSC Act also stipulates a 10% royalty rate payable under PSCs in the inland basin, while a sliding scale of royalty rates based on water depth applies to PSCs in shallow and deep-offshore fields. The approach to the graduation of royalty rates is mainly due to the high-risk and capital-intensive nature of operations in such areas offshore areas. As a result, there is a 0% royalty rate for production in areas more than 1,000 metres in depth. Section 5 of the PSC Act provides as follows: 

  (1) The payment of royalty in respect of the Deep Offshore production sharing contracts shall be graduated as follows, that is:
 
Area Rate 

  (a) In areas from 201 to 500 metres water depth…………………………12 percent 

 (b) From 501 to 800 metres water depth…………………………8 percent 

 (c) From 801 to 1000 metres water depth…………………………4 percent 

 (d) In areas in excess of 1000 metres depth…………………………0 percent 

 

 (2) The royalty rate payable under the production sharing contracts in the Inland Basin shall be 10 percent. 

 

 As stated in the PSC Act, the duration of an OPL relating to the deep offshore and the inland basin shall be determined by the Minister and shall be for a minimum period of five years and an aggregate period of ten years.452 The 2005 bid rounds saw the introduction of the Nigerian model production sharing contract 2005 (‘Model PSC’) which provided, among other things, for a cost-recovery ceiling of 80% of available crude oil less deduction of royalty oil in any accounting period,453 unlike previous PSCs with no cost-recovery ceiling. Concerning the commercialisation and development of natural gas, clause 23 of the Model PSC provides as follows: 

  23.1 If the CONTRACTOR discovers sufficient volumes of Natural Gas not associated with Crude Oil that could justify commercial development, the CONTRACTOR shall report the volume of potentially recoverable Natural Gas to the CORPORATION and shall upon CORPORATION’s request, investigate and submit proposals to the CORPORATION for the commercial development of said Natural Gas taking into consideration local strategic needs as may be identified by the CORPORATION. Any cost in respect of such proposals or investigation after the final investment decision has been achieved presented by the CONTRACTOR to the CORPORATION shall be included in operating costs for the commercialisation of the Natural Gas. 

 23.2 For the commercial development of Natural Gas, the CORPORATION, and CONTRACTOR, shall enter into a gas development agreement. Such agreement shall recognise that the CONTRACTOR has the right to participate in such development project, with the right to recover the costs and share in the profits. 

 23.3 … the CONTRACTOR may utilize, at no cost any proportion of the produced Natural Gas required as fuel for production operations; gas recycling, gas injection, gas lift, or any other Crude Oil enhancing recovery schemes, stimulation of wells necessary for maximum Crude Oil recovery in the field discovered and developed by the CONTRACTOR…. 

 23.5 The sequence of establishing Discovery of commercially viable quantity of Natural Gas shall be as follows: 

  a) CONTRACTOR shall have a period of three (3) months (unless otherwise mutually agreed by the Parties) commencing from the date of Discovery of Natural Gas to declare whether the Discovery could justify commercial development; 

 b) CONTRACTOR shall have eighteen (18) months period commencing from the date of Discovery to appraise the Discovery; 

 c) CONTRACTOR shall within a period of one (1) year from completion of the appraisal of a Discovery declare whether the appraised Discovery is commercial; 

 d) CONTRACTOR shall within twenty seven (27) months from the date of the declaration of a commerciality submit a Field Development Programme to the CORPORATION for approval and thereafter diligently commence the development of the commercial Discovery […]. 

 

 

 Based on the above provisions of the 2005 Model PSC, it is opined that gas development and commercialisation has received more attention and priority, compared to previous upstream contractual arrangements. However, these provisions only apply in relation to post-2005 PSCs and if the PSCs eventually executed by the corporation (i.e., the NNPC) and the various contractors following the bid rounds retain the same or similar provisions. The attention given to gas development is perhaps understandable since by 2005 there was already a booming global gas industry, and projects like NLNG were showing great promise as foreign exchange revenue earners. There was also the desire of the FGN to utilise associated gas that was being flared and increase domestic gas supply for power generation and industrialisation based on the NOGP and the NGMP.454 

 The 2005 Model PSC also specifically clarifies how both non-associated and associated gas is to be treated and utilised. Where non-associated gas discoveries are deemed sufficient for commercial development, the corporation, i.e., the NNPC (which is the licensee/lessee) must be informed. The final investment decision for gas development and whether an export-oriented project (like LNG) or a domestic supply project (e.g., a pipeline network for gas-to-power) is to be developed depends on the NNPC’s ‘consideration’ of local strategic needs. The absence of requisite independent (apolitical) regulatory institution or law to define the economic and commercial criteria the NNPC should consider in evaluating such decisions may give rise to a degree of arbitrariness and certain bureaucratic bottlenecks. Such lack of clarity may also lead to favouritism in relation to project development evaluations in which ‘friends’ and ‘benefactors’ of the relevant state officials receive preferential treatment and consideration. 

 Furthermore, NNPC (whose chairman is also the Minister and in some cases in the past the President, when no Minister was appointed) appears to be playing a dual role, as both a business partner of the PSC contractors and a regulator to the extent that it approves investment decisions and development plans. It is also important to note that clause 23.3 of the Model PSC, which pertains to associated gas utilisation, only provides that the contractor ‘may’ utilise same, thus leaving room for discretion in relation to gas flaring, reinjection or processing for domestic supply. In other words, the contract is silent about when and within what parameters the contractor and the NNPC may decide to flare associated gas, and about the relevant justifications or preconditions that should precede such activity. It is opined that a contract-based anti-gas flaring bond based on terms and conditions mutually agreed by the parties involved may be an effective option since penalties imposed by law have been largely ineffective. Such a contract-based approach should be supported by adequate incentives to efficiently utilise the gas for domestic, operational and export purposes. 

 [C] Fiscal Incentives for Gas Commercialisation and Utilisation 

 The PPTA provides for the assessment and collection of PPT in relation to upstream petroleum operations. Under the PPTA, ‘petroleum’ is defined to include ‘natural gas’ existing in its natural condition but does not include LNG, coal, bituminous shales or other stratified deposits from which oil can be extracted by destructive distillation. Furthermore, sections 11 and 12 of the PPTA provide incentives for the upstream utilisation of associated and non-associated gas.455 

 The Nigerian FGN (then a military government) introduced some fiscal incentives initially through the Associated Gas Framework Agreement (AGFA) with the IOCs and operators in 1992 aimed at boosting the utilisation of gas and curb gas flaring. This was followed by the seemingly ‘extra-legal’ approach of national budget announcements in 1997 and 1998 to introduce ‘law amending’ incentives for gas supply and downstream projects. The AGFA, as well as the budget announcements, were ‘military administration-style’ attempts to amend the existing law by agreement with private operators or simply reading the budget. From both a democratic and a legal perspective, the validity of such an autocratic approach can and has been questioned in the past.456 These incentives were later incorporated into sections 11 and 12 of the PPTA, while section 39 of the CITA provides for incentives relating to downstream gas operations and utilisation. In this regard, the CITA defines ‘gas utilisation’ as ‘the marketing and distribution of natural gas for commercial purposes and includes power plant, liquefied natural gas, and gas to liquid plant, fertiliser plant, gas transmission, and distribution pipelines’. The CITA incentives can be construed as applicable to the marketing and distribution gas for power generation ‘plants’ as well as LNG projects. Notably, the CITA incentives include the following:457 

  (i) an initial tax-free period of three years, which may be extended for a further two years’ subject to satisfactory performance, and, alternatively, an additional investment allowance of 35%, which does not reduce the value of the asset; 

 (ii) an annual allowance of 90% with 10% retention, for investment in plant and machinery; 

 (iii) an additional investment allowance of 15%, which does not reduce the value of the asset; 

 (iv) tax-free dividends during the tax-free period where investment in the business was in foreign currency or the plant and machinery imported during the period was not less than 30% of the company’s equity share capital; and 

 (v) interest payable on loans obtained with the prior approval of the Minister is tax deductible. 

 

 In a gas-to-power context, which encompasses the midstream or transmission networks from a wellhead (upstream) to a large buyer in the power sector or the wholesale gas market, it is not sufficiently clear whether the CITA incentives apply to (i) an upstream producer’s development, processing and sales of gas at the wellhead to a power generation firm in the power market; or (ii) rather to the owner and operator of the pipeline transmission network (e.g., NGC/NGPTC and others) who may or may not be affilaited with the producer or the producers subsidiary; or (iii) to the private/independent upstream producer utilising gas for its own power generation plant downstream, whether or not in the domestic power market. Given the peculiarities of the gas-to-power value chain, as discussed earlier in Chapters 1 and 2, such clarifications would have been very useful and perhaps more effective in fostering the desired objectives for timely investment in domestic gas-to-power as well as its transition into a more competitive sector, similar to the trend witnessed in export-oriented LNG. On the other hand, it is important to emphasise that, among other things, the PPTA (sections 11 and 12) incentives imply that: (i) upstream investments required to separate crude oil and gas into usable products are considered as part of the ‘oil’ field development; (ii) upstream capital investments in facilities required for the delivery of associated gas in a usable form to transfer points shall be treated for tax purposes as part of the capital investment for ‘oil’ development; and (iii) only companies that invest in natural gas liquid extraction facilities to supply gas in a usable form to downstream projects, including aluminium smelter and methanol, methyl tertiary butyl ether and other associated gas utilisation projects, shall benefit from the incentives. These provisions in effect mean that upstream operators can recover gas utilisation capital expenditure as deductibles from oil income derived through crude oil operations.458 

 Furthermore, while the PPTA incentives may have helped spur upstream investment in associated gas utilisation projects, albeit export-related and NGL or LPG projects as mentioned earlier, they have also led to a degree of unintended consequences. This fact was pointed out in the recent 2017 Gas Policy, which noted that the existing fiscal framework and incentives have the following distortionary effects: 

  (i) undue discrimination against investors or potential gas producers without taxable oil production and related profits; 

 (ii) Oil companies are primarily incentivised to build gas infrastructure (in some cases unnecessarily oversized gas infrastructure) for fiscal reasons (to include in their cost oil base for offset against their profit oil, which ultimately is paid for by the Nigerian government); 

 (iii) Most of the gas supply infrastructure not built for fiscal ‘tax capital expenditure deduction’ purposes are being built by the Nigerian government, via NNPC; and 

 (iv) When the international price of oil is low, as it currently is, overall Government Tax and ability to collect tax on profit oil declines.459 

 

 Given the peculiar dynamics of gas-to-power discussed in Chapter 1, the PPTA provisions can be considered inadequate to the extent that they do not explicitly highlight the incentives applicable to companies seeking to engage solely in the development of non-associated gas fields or to acquire, gather and process associated gas which would have been flared by licensees or lessees for the primary purpose of gas-to-power supply. Such upstream developments could either be for (a) wellhead sales to domestic power generators and other downstream energy users; or (b) for direct utilisation in their own power plants in the domestic power market (i.e., for companies with such power sector assets, interests or plans). The companies may not be interested in oil but rather in gas production, processing and supply. Additionally, the fact that oil companies can deduct gas-related expenditure for oil taxation purposes means, in effect, that such expenditure is funded from income that should otherwise have accrued to the FGN as a tax. It enables existing oil producers to set off capital expenditure for gas utilisation against their oil revenue. The scenario also clearly favours incumbent upstream operators, who mostly hold OMLs and OPLs primarily for the purpose of oil E&P operations. While a new Fiscal Policy framework (including a revised fiscal framework for gas) is still being finalised, it interesting to note that the Gas Policy provides among other things that, ‘the [main] purpose of the fiscal framework is to make gas standalone, separate from oil. Hence, gas projects will be developed based on their economics and not dependent on or consolidated against oil taxation’. 

 An opportunistic incumbent may indeed seek to take advantage of the opacity, gaps or arbitrariness of the overarching institutional framework for gas supply. Furthermore, the fiscal incentives stipulated under sections 11 and 12 of the PPTA does not proactively prevent gas flaring. Neither does it promote a fair balance and allocation of costs and benefits amongst all stakeholders in the value chain. Instead, the provisions seem to provide an avenue for justifying the payment of penalties when it becomes a more ‘affordable’ or ‘economically rational’ option for the companies, while the country and host communities could be left to bear the enormous environmental and social costs of unabated flaring.460 Notably, on 17 March 2015, the Nigerian Tax Appeal Tribunal (TAT)461 sitting in Lagos held (amongst other things) in Mobil Producing Nigeria Unlimited v. Federal Inland Revenue Service462 that the payment made by an oil producing company to flare gas in the course of crude oil production is not ipso facto a fine that the FIRS may disallow from being classified as part of deductible expenses in calculating taxable ‘oil’ revenues. In this case, Mobil argued that the charges paid to the DPR/Ministry for gas flaring between 2006–2008 were expenses incurred ‘wholly, exclusively and necessarily in the course of crude oil production’ at the time when gas reinjection and utilisation was unfeasible. Mobil also rightly claimed that the expenses were charges imposed by law following the Associated Gas Act and regulations permitting the continued flaring of gas with the option of paying a fine levied by the Minister. The TAT agreed with Mobil and also held that there was no need to produce an actual certificate which permits gas flaring by the Minister, because Mobil evidently applied for such permission to flare gas and paid requisite charges, while the Minister did not expressly consider the flaring nor the said payments as wrongful during the period in question.463 

 Going forward on the issue of providing fiscal incentives and efficient promotion of gas utilisation, while seeking to prohibit of gas flaring as revealed in the Mobil v. FIRS case, one could easily blame the regulatory ineffectiveness or lag on the Minister’s countenance in allowing gas flaring subject to the payment of stipulated penalties, while the same charges are also deductible for oil revenue taxation purposes without necessarily leading to actual reduction in gas flaring. Another issue that indirectly arises in this context is if the Minister had proscribed gas flaring and not allowed the charges to be paid, a plausible question is whether NNPC as co-venturers and majority participating interest holders in respective JV/JOAs could afford to contribute the proportionate amount of capital to any gas utilisation or reinjection project that would have been mandated? While further consideration of this project ‘finance’ and ‘economics’ related question is beyond the scope of this book, the answer is probably ‘NO’. 

 Even though the provision of fiscal incentives and incentive-based mechanisms has somewhat encouraged the utilisation of associated gas, it has not necessarily led to the development of competitive domestic gas market for energy and industrial purposes, and neither has it enhanced the proactive development of non-associated gas fields as would be required considering the nation’s ambitious economic and industrial growth objectives. As mentioned above, most of the projects developed in the 1990s and 2000s, following the application of these incentives, were export-related LNG and NGL projects, while gas reinjection also increased (see Figures 7 and 12). Thus, it is apparently more prudent to have a coherent and holistic framework that efficiently incentivises incumbents, take due cognisance of reasonable costs and benefits to all stakeholders (especially local host communities and end-users), while also providing fair and non-discriminatory access to potential new entrants. 

 It is also important to note that factors like the imposition of ‘uncompetitive’ regulated prices and unresponsive ‘rate-of-return’ percentages on sales of gas from upstream producers to NGC or other domestic market operators have been a serious problem for the ‘rational’ incumbent producer, coupled with the lack of adequate transparency and arbitrariness that pervades the framework for midstream pipeline regulation, as well as the NNPC/NGC monopsony and monopoly factors. As discussed in Chapter 3 by reference to the US experience following the decision in Phillips Petroleum v. Wisconsin (1954), the treatment of competing multiple upstream producers under the same regulated cost-based rate-of-return economic regulation model applicable to gas-transporting network-bound companies that operate in a natural monopoly context (and are thus justifiably subject to regulated cost-based price regulation) often leads to inefficiency and causes upstream producers to refrain from developing gas for sale to the designated market in which the ‘regulated’ wellhead price is considered uneconomic. 

 Furthermore, the existing fiscal and regulatory regime also tend to encourage profligacy on the part of the oil companies as they have no incentive to cut oil-revenue-deductible gas utilisation costs. The net effect is that the FGN unduly loses revenue that should otherwise have accrued to it. It should be noted that, in the context of a ‘corrupt’ and opaque institutional design, such permitted cost deductions for tax purposes may be reasonable, especially because if such funds had not been invested in a gas utilisation scheme by the private operators and paid as ‘oil revenue tax’ to the Government, they may have been unaccounted for and not necessarily invested in essential gas supply infrastructure via the NNPC/NGC/NGPTC coporate superstructure. As a result, of the FGN’s other competing socio-political objectives, oil and gas revenues have often been applied to other non-commercial or non-industry objectives. As argued in Chapter 1, resource allocation and investment fostered by competing rent-seeking private investors have, while imperfect, often proved more effective than resource allocation and investment by rent-seeking politicised government officials within an opaque regulatory and business environment dominated by state-controlled vertically-integrated entities. 

 It appears that the opacity, over-politicisation and arbitrariness in the administration of gas development and utilisation became entrenched following decades of autocratic military rule pre-1999. Thus, there is a need to establish more democratic-style accountability and transparency in the industry’s dealings. It is also essential to create a level playing field between the established operators and new entrants, especially those seeking to develop non-associated gas for the domestic energy market. The prevention of anticompetitive or market foreclosure tendencies by the oligopolistic incumbents is also crucial in the scheme of things. 

 [D] The Pipelines Act and the Pipelines Regulations 

 The framework for licensing and regulating the gas pipeline networks is based on the Pipelines Act and primarily designed for oil pipeline operations. The Pipelines Act was initially enacted in 1959, and the Pipelines Regulations were issued in 1995 to provide a framework for the licensing and permitting processes for construction, operation and maintenance of oil and gas pipelines, ancillary infrastructure and facilities.464 The Pipelines Act stipulates that the Minister may grant permits to survey routes for oil (including gas) pipelines and licences to construct, maintain and operate such networks. Such a licence shall be issued in respect of and shall authorise the construction, maintenance and operation of, one pipeline only.465 As stipulated in section 7 of the Pipelines Act, the holder of a permit to survey who has completed the required route survey may make an application to the Minister for the grant of an oil pipeline licence. Furthermore, the Minister may (a) grant the licence on payment of the prescribed fees; or (b) refuse to grant the licence for reasons which the Minister considers sufficient. Notably, section 7(4) clearly states that only the holder of a licence shall construct, maintain or operate an oil pipeline, while section 17(1) provides that such a licence may be granted for a maximum of twenty years as the Minister may direct. Clearly, these provisions give the Minister a wide latitude to determine who gets a right to survey a route for a gas pipeline as well as obtaining the required license to construct, maintain and operate such pipeline and other ancillary facilities. Additionally, such broad latitude and discretion increase the risks of regulatory arbitrariness to the extent that there are no clearly defined conditions or criteria of commercial and economic rationality attached to the determination of what would be ‘sufficient to the Minister’ as reasons for refusing or granting a permit or license application. Although such broad administrative discretion may be appropriate in specific contexts, e.g., for energy security or public interest protection purposes, it should be the exception rather than the rule. 

 Furthermore, according to section 18 of the Pipelines Act, any person who requires access to any pipeline may make an application to the Minister who will consider the application in consultation with the owner of the pipeline. It is noted that the act contains some counterintuitive provisions, especially in relation to what can be regarded as TPA to existing pipelines. For example, (i) when anyone makes an application for required access to existing pipelines, the Minister will consider the application in consultation with the owner of the pipeline. Note that the owner is typically the NNPC/NGC (now NGPTC/NGMC) (the board of which is chaired by the Minister). Furthermore, (ii) such an application will be granted ‘only’ if the Minister is satisfied that the pipeline can conveniently convey the substance; and (iii) where the parties fail to agree on the terms and conditions of access, the Minister may impose such terms and conditions that the Minister ‘deems expedient’ to such access rights.466 The Minister is also empowered to regulate access charges and other ancillary rights.467 These provisions appear to give the Minister – who has in some cases in the past been the President himself, when no one else has been appointed – a broad discretion to determine what may be transported via a pipeline in Nigeria, and when it may be transported. 

 There is also the potential risk of arbitrary terms and conditions being imposed on prospective new entrants. The likelihood of taking undue advantage of other stakeholders, market power and foreclosure is also high, to the extent that the principal negotiating party is the NNPC or its gas transmission and marketing subsidiary.468 The risks and discretionary nature of the highlighted pipeline licensing regime can easily serve as a disincentive to invest in new major pipelines and ancillary processing infrastructure, without some additional guarantees and security regarding a reasonable return on investments, as well as regulatory clarity on plausible terms and conditions of access and/or investments in new pipeline construction, maintenance and operations. As mentioned earlier, the broad regulatory discretion provided may be justified in some instances such as for national security or public service reasons. However, international best practise and conceptions of good regulation suggest that the grounds for invoking such national security or public service justifications need to be objectively defined within the ambit of an enabling law or regulation to avoid arbitrariness. 

 There is continued over-reliance on the safety, reliability and operability of existing, yet inadequate pipeline network. For example, in the first week of January 2014 alone about 94% of total power generation capability was left unutilised due to gas supply shortages.469 Such shortages are often caused by technical and commercial problems or vandalism and sabotage by militants in the Niger Delta region.470 These challenges become more complicated where there is a seemingly corrupt and opaque regulatory environment in which rent-seeking government officials invariably favour political cronies or benefactors in respect of the granting of licences and access to existing networks. As stated by Omorogbe,471 the main symptoms of the lack of transparency and good governance structures include pervasive corruption and stagnated economic development and are apparent in most developing resource-rich countries. 

 §4.04 REGULATING DOMESTIC GAS SUPPLY TO POWER 

 The National Domestic Gas Supply and Pricing Policy 2008 (the ‘Supply Policy’) and the National Domestic Gas Supply and Pricing Regulations 2008 (the ‘Supply Regulations’) and the Gas Policy were made pursuant to the Petroleum Act. The recently approved 2017 Gas Policy reflects the provisions of the Supply Policy and Supply Regulations. It is important to note that the Gas Policy is not in the category of, neither does it amount to a ‘law’ or ‘regulation’. Among other things, it actually states that the gas pricing framework will be clarified by a revised ‘National Domestic Gas Supply & Pricing Regulation’ which is yet to be done as at the time of completing this book. However, the Gas Policy could be regarded as providing an updated ‘policy level guide’ to the erstwhile Supply Policy and to such extent, its relevant provisions have already been or will be highlighted. 

 To some extent, the Supply Policy and the Supply Regulations have provided a regulatory basis and legitimacy for developments in the implementation of the NGMP. The Supply Policy focuses on the three strategic demand sectors of the economy identified under the NGMP: (i) the strategic domestic sector, which includes the power sector (residential and light commercial users only); (ii) the strategic industrial sector, which comprises industries that utilise gas as feedstock in the production of value-added products mainly for export, such as methanol, GTLs and fertiliser; and (iii) the commercial sector, which comprises industries that use gas as fuel instead of low pour fuel oil (LPFO) or coal, as opposed to feedstock, such as manufacturers of cement or steel, domestic manufacturers and industrial power. Each demand sector has a dedicated pricing regime in accordance with the Supply Policy. The commercial sector’s pricing regime is to be on a market-led basis with prices indexed to alternative fuels such as LPFO. 

 [A] The NGMP and Evolving Policy Framework 

 The NGMP consists of: (i) the Gas Pricing Policy, which provides a framework for establishing the ‘minimum gas price’ that any category of gas buyer can be charged in the respective identified strategic sectors (including power); (ii) the DGSO, through which upstream petroleum operators are mandated to supply gas to the domestic market to ensure gas availability for critical domestic gas utilisation projects; and (iii) the Gas Infrastructure Blueprint, which provides for the establishment of three gas-gathering and processing facilities, together with a network of gas transmission lines, which should result in reducing the cost of supplying gas. Even though commercial obligations and practices were established following the approval of the NGMP, it should be emphasised that the NGMP itself as a government ‘plan’ does not amount to law, and neither does it create enforceable or justiciable legal obligations and rights in itself. 

 The Supply Policy anticipated a gradual transition into a liberalised and fully competitive gas market in the mid- to long term. Over the years, domestic gas supply prices have been fixed and regulated by the Ministry. In relation to gas supplied for power generation, a revised transitional pricing structure was established by the Ministry/NNPC in 2010 as shown in Figure 13. 

  Figure 13 2010–2013 Transitional Pricing Outlook for Gas-to-Power472 
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 In announcing the transitional pricing outlook, State officials opined that as the liberalised market develops pricing is expected to be based on a ‘willing-buyer willing-seller’ model.473 This analysis signifies an anticipated transition from a regulated and government-determined pricing approach to a market-oriented (contract-based) pricing approach in respect of gas-to-power arrangements. It also underscores the need for a business-minded, responsive and independent regulator, with the appropriate technical capacity to manage issues like information asymmetry, accountability, bounded rationality, opportunism, dispute resolution and consumer protection that will come into play along with the emerging liberalised gas supply markets. 

 The expected price developments did not materialise as envisaged under the 2010–2013 transitional pricing framework, mostly due to longstanding institutional issues. In addition, producers were simply not willing to bear the ‘costs’ of supplying a domestic market which is still fraught with a multiplicity of regulatory, liquidity, socio-political and security problems. During this period, knotty debates about comprehensive legal and institutional reforms were ongoing. The irrational prolongation and frustration of the reforms by both public and private stakeholders who benefited from the status quo led to more regulatory uncertainties and unwillingness to commit on the part of some incumbents and prospective investors. Additionally, insecurity and insurgencies in the Niger Delta, where most of the gas reserves are to be found, reached a crescendo during this period. Even though the power sector was being privatised and gradually being liberalised, there were still reasonable concerns about the unpaid debts owed by the old NEPA/PHCN to the NGC and gas producers/suppliers, coupled with other affordability and deliverability constraints along the energy value chain. Thus, the international market seemingly provided a more reliable and cost-efficient alternative, and as shown in Figure 7, the bulk of gas produced in Nigeria between 2008 and 2014 was either reinjected for enhanced oil production, sold as LNG and exported by NLNG or flared. However, as Figure 12 also reveal, gas flaring started to reduce significantly from 2013, probably due to the completion of the privatisation of the power sector in that year and the enhanced government attention given to DGSO policy. Likewise, the rate at which gas was taken by NLNG (whose share in the international market continues to shrink due to the shale gas revolution and an increasingly oversupplied global market) remained almost the same from 2010 to 2014, while gas reinjection also increased significantly from 2013. 

 As with the recent 2017 Gas Policy, the Supply Policy also stipulated that a strategic objective is to facilitate and ensure low-cost access to gas to spur rapid economic growth.474 A relvant question arising from the stated objective is that of what will happen if ‘low cost’ gas is undeliverable or unavailable? For example, ‘low cost’ gas may become unavailable to the domestic market due to the following issues: (i) the increasingly interconnected and global gas market in which trade movements and supplies are becoming less rigid and spot market-oriented; (ii) the increasing commoditisation of gas in major foreign consuming markets, e.g., the EU market and now the Asian markets of Japan and South Korea; (iii) escalating domestic transaction and administrative costs as well as security of supply issues; and (iv) considerable loss of global market share on the part of ‘Nigerian’ gas due to increased supply from other jurisdictions like the US and Australia, which may also lead to reductions in export and international gas market prices. In a scenario where issues in (iii) are insignificant or sufficiently curtailed, and the trend of a well-supplied and increasingly interconnected global market continues, export market prices could continue to fall thereby making the rational domestic producers to supply more gas to accessible domestic users, which in an ideal market scenario will create more competitiveness, market-led arrangements and eventually lower prices for domestic users. It is argued here that a responsive economic and price regulation model which provides sufficient incentives for the efficient producer to invest and profitably remain in business while supporting innovative ways to reduce pass-through costs ought to be adopted.475 

 According to the Supply Policy, the pricing framework is to be monitored in real-time by the Minister of Energy for Gas,476 who shall also determine the point at which the domestic market is fully developed, and an alternative pricing approach is required. One challenge that should be highlighted in respect of this provision is that there is currently no designated ‘Minister of Energy for Gas’, but only a Minister for Petroleum as provided for under the Petroleum Act and the NNPC Act. However, one might reasonably assume that the function will be carried out by the Minister of Petroleum as envisaged under the 2017 Gas Policy. Another significant issue is that of how the Minister will efficiently monitor the environment concerning a strategic domestic sector like ‘power’ when there is already a separate Ministry and Minister of Power (currently referred to as the Ministry of Power, Works & Housing) as well as a designated ‘independent’ regulator (i.e., the NERC) for power generation, transmission and distribution. Such institutional and policy misalignments will perhaps lead to higher transaction and administrative costs, coordination problems, the prioritisation of politics over economics and commerciality, as well as time-wasting and information-gathering or sharing gaps.477 

 [B] Contracting and Commercial Issues 

 The 2008 Supply Policy prescribed a cost of supply or regulated pricing model for the gas supply to power value chain. In this regard, the floor price is to be determined primarily by establishing the lowest cost of supply that allows a 15% rate of return to the supplier. This was stipulated as USD 0.1/MMBtu for a limited volume of gas reserves. Furthermore, the final adopted price will be based on an indexation formula that will be agreed between supplier and purchaser during the process of negotiating the relevant GTA, GSA or and GSPAs.478 Additionally, the Supply Policy prescribed a floor price of USD 0.40/MMBtu at power plants based on a wellhead price of USD 0.10/MMBtu and a transmission charge of USD 0.30/MMBtu. As mentioned earlier, the Supply Policy and Supply Regulations were issued in 2008 based on projections, cost calculations and the trends in the gas markets (both local and international) that were current at that time and that they were not necessarily established in collaboration with power sector institutions. It is, therefore, reasonable to expect that unforeseen events, such as developments in the international gas market, changes of law through reforms or new security threats in the Niger Delta, will have made the stated prices, cost scenarios and figures that were accurate at the time of drafting the supply policy and regulations obsolete or commercially inefficient during the course of what are often long-term supply arrangements. 

 In providing some relevant update, the 2017 Gas Policy provides that, ‘the transitional pricing framework will be retained, albeit for a short period, until sufficient gas supply volumes are built up, and a sufficient gas market has been established. The policy objective is that wholesale gas pricing will ultimately be market-led, without gas price regulation, except for monopoly infrastructure.’ Furthermore, during the transition period, the wholesale domestic gas price is expected to be subject to the Export Parity Netback Gas Price (EPP) which is generally considered as competitive considering the recent globalisation and commoditisation trend for international gas supplies via LNG. Thus, the average export market price less the costs of regasification, shipping and liquefaction will be taken as the price to be adopted for the domestic market. The rationale behind the new proposal is that it is expected to make gas producers indifferent to export market prices and therefore be incentivised to supply the domestic market, although subject to the DGSO regulation. 

 By and large, it should be pointed out that rather than fixing or stipulating specific rates, charges, penalties or royalties in the texts of statutes, regulations and fluid policy statements, it is becoming increasingly necessary to establish a responsive regulatory institution with the required expertise and capacity to determine such specific rates and figures, as well as applicable regulatory models such as cost or incentive-based, in a methodological and transparent manner. Such a regulator will be expected to play an instrumental or mediating role in price review scenarios in a liberalised and competitive market context. In particular, it would be counterintuitive to have the NNPC, the DPR (or the Minister) as presently constituted playing such roles, assuming the market remains as oligopolistic as it is at present, while the NNPC/NGC or the new subsidiaries remain the owner and operator of the major pipelines and network infrastructure. 

 A typical gas pricing clause used in a recent Nigerian GSA executed between a gas producer and power generator is provided in Annex B below. It exemplifies the pricing and price review scenarios that often arise in making contractual arrangements for the supply of gas to the power market. In the GSA excerpt in Annex B, the pricing framework provides for the price to be paid for delivered gas volumes comprising, among other things, a baseline gas price as included in the following formula: 

  ‘The Gas Price for each successive Contract Year shall be adjusted as follows: BGP x (CPIn ÷ CPISD)’479 

 

  where: 

 P = the Gas Price payable during a Contract Year in USD per MMBtu; 

 BGP = the Base Gas Price; 

 CPISD = CPI as at the Start Date; 

 CPIn = CPI at the beginning of the Contract Year 

 provided that in no event shall the Gas Price in any Contract Year be less than the 

 Gas Price in the immediately preceding Contract Year. 

 

 According to the Supply Policy, the price for the supply of gas to non-power consumers is expected to cross-subsidise the price of gas supplied to power plants, resulting in a pooled price of USD 0.80/MMBtu for gas producers.480 This arrangement for a ‘pooled price’ is expected to be managed through the proposed ‘Strategic Gas Aggregator’ (Aggregator) established further to the Supply Regulations.481 Following the provisions of the Supply Regulations, the Gas Aggregation Company of Nigeria Limited (GACN) was incorporated in 2010 as the ‘Aggregator’. According to the Supply Policy and Regulations, the GACN is also responsible for processing requests from domestic gas buyers, managing the allocation of gas to domestic buyers, facilitating negotiations of GSAAs, managing escrow account on behalf of domestic gas sellers, and ensuring gas is supplied at an aggregate price vis-à-vis all demand sectors.482 Note that the GACN was a signatory and party to the GSAAs adopted as part of the series of transactional industry agreements concluded during the privatisation of the NEPA’s power sector assets which was finalised in 2013, as mentioned earlier. 

 Hitherto, gas was primarily supplied to the power sector through NGC, which meant that there was very little or no direct contractual relationship between the consuming power producer and private independent gas producers. Consequently, regarding the pricing and allocation of resources, the NNPC/NGC (with all its political and financing handicaps) exhibits monopsony control over arrangements with producers, while serving as the monopoly pipeline and transmission network operator and offering a bundled service to the power generator. There was also a lack of bankable contracts since gas was supplied on a ‘reasonable endeavours’ basis (i.e., an obligation which requires a party to act only in a commercially reasonable manner, and does not constitute a firm obligation on that party to perform) because the NGC had limited de facto control over the actual availability of gas from private or independent upstream producers. Consequently, new arrangements were reportedly made as part of a reform process that involved the revision of the contractual framework. This involved the drafting of model GSPAs, the GSAA between the gas supplier, the Aggregator and the purchaser, and a GTA between the NGC and the power generator.483 A gas transmission network code was also developed and issued to complement the GTA with the aim of managing access and transmission through the gas pipeline network. These agreements were adopted as part of the reform of the power sector and of the NESI’s commercial framework, which comprises various fuel supply and offtake agreements for electricity.484 Under these arrangements, the contracted price of gas designed was to be determined by reference to the National Domestic Gas Pricing Framework established further to the Supply Policy’s power sector pricing. Based on the supply pricing framework for gas-to-power, the schedule of fixed prices for gas supply for 2010 to 2014 was stipulated as follows in Table 2 below:485 

 Table 2 Schedule of Gas-to-Power Prices for 2010–2014 

    
 
 
 
 
 
 
   	Year 


 	2010 


 	2011 


 	2012 


 	2013 


 	2014 


 

  	Price USD/MMBtu 


 	USD 0.60 


 	USD 1.00 


 	USD 1.50 


 	USD 1.50 


 	USD 2.00 


 

 
 

 

 The prognosis at the time these arrangements were made was that by 2015 the contracted gas price would be calculated and adjusted in accordance with the following formula:486 

 CP = PP x CPIp/ CPIp-1 

 Where: 

 CP = current applicable Contract Price 

 PP = Contract Price for the immediately preceding Contract Year 

 CPIp = OECD Consumer Price Index – Total. All items, in effect for the six-month 

 period ending three months before the start of the current Contract Year. 

 CPIp-1 = OECD Consumer Price Index – Total. All items, in effect for the six-month period ending three months before the start of the previous Contract Year. 

 Regarding a typical price review process, Clause 13.2.4 of the 2012 version of the Model GSAA provides as follows: ‘Where the Buyer and the Sellers fail to agree on a new Contract Price… either the Buyer or the Sellers may refer the price review for determination in accordance with Article 27 and the National Domestic Gas Supply and Pricing Regulations, 2008, such referral by the Sellers to be made through the Administrator.’487 

 Additionally, the draft 2012 GSAA provided for the buyers’ take-or-pay obligations, while requiring the seller to make available all quantities of gas nominated for delivery by the buyer at the delivery point. It was anticipated that the actual agreements signed by the parties would also include effective ‘deliver-or-pay’ or ‘supply or pay’ obligations. If this is not the case, then the buyer (i.e., the power generator) will be unfairly exposed to significant supply and volume risks. This is because the supplier may not have to pay in case of failure to deliver due to the ‘reasonable endeavours’ rule. In such a scenario, it is important to note that the supplier often has the upper hand since it has control over the gas reserves (depending on upstream interests held under the relevant contract and license) and all information about availability and costs of production, while the NNPC/NGC controls deliverability and affordability or pricing issues. Thus, the buyer may have to seek alternative suppliers and may be entitled to recover the difference between the cost of the alternative fuel and the contract price for the shortfall quantity. If these negotiations are not efficiently handled, the arrangements could lead to undelivered gas quantities and loss of production capacity by the power generator in real time with attendant implications for energy end-users along the NESI and power supply value chain. Such has been the trend in recent times and, as mentioned above, in January 2014 about 94% of total power-generation capability in Nigeria was left unutilised due to gas supply shortages. 

 Note that under the first 2014 MYTO-2 minor review (‘revised MYTO-2’)488 issued by the NERC it was recognised that the revised gas price was expected to increase from USD 1.80/MMscf in 2013 to USD 2.30/MMscf in June 2014 based on an understanding reached between the NERC and the Ministry in 2010. It was also confirmed that due to the NNPC/NGC’s inability to deliver the agreed quantities of gas, the Gencos would continue to pay the current price of USD 1.80/MMscf for gas supplied based on the agreement relating to price increases if inadequate quantities are delivered. Consequently, the NERC in agreement with the Ministry maintained a gas price of USD 1.80/MMscf for the time being. The agreed fixed price was clearly a haphazard, ad hoc and perhaps political solution to a more complex problem caused by fundamental institutional issues. The agreed gas price obviously did not reflect the true total or reasonably incurred cost of supply for the gas producers and suppliers, even based on 2010 projections. The implications of this include continued shortages and an inadequate supply of gas to the power market. In the light of gas producers and suppliers continuing to avoid carrying out such supply, further deliberations between the Ministry, NERC and other government institutions like the Central Bank of Nigeria (CBN) led to a 38.9% upward review in the price of gas to USD 2.50/MMBtu from USD 1.80, effective as of 1 January 2015.489 Similarly, the payment of a higher amount for transportation costs at a rate of USD 0.80/MMBtu was approved, while the CBN established a Nigerian Electricity Market Stabilisation Facility (NEMSF) in October 2014 to mitigate the funding and price regulation challenges facing the gas-to-power market.490 

 [C] Domestic Supply Obligations and LNG Export Pricing Trade-Offs 

 The 2017 Gas Policy’s statement that private operators must view the DGSO framework as their own contribution to national development and doing business in Nigeria seem understandable from a government perspective. However, it should be noted that the idea of basing the grant or renewal of upstream licences or leases on compliance with the DGSO may be unrealistic and counterintuitive. note that the NNPC and IOCs hold the most resourceful E&P licenses and OMLs under various arrangements such as JV/JOA or PSCs. Under PSCs, NNPC is the license holder or leaseholder while the corporation is also a leaseholder to the extent of participating interests held in JV/JOAs. Thus, it is unrealistic to suggest that NNPC will be denied the renewal or issuance of a license or OML, neither is it prudent from an international investment law perspective to inequitably or unfairly deal with a validly held participating interest(s) in the exploration and production of gas held by an IOC or independent operator in an OML as defiend under the respective JV/JOAs. It is also questionable whether an IOC’s contract under a PSC framework can be justifiably cancelled on the grounds of failing to comply with a DGSO in which pricing does not cover the cost of exploration and production while NNPC keeps its own share of Profit oil and gas or if NNPC also retains the underlying license or lease etc. Such a scenario is apparently discriminatory or potentially a case of creeping expropriation of cost oil and gas that would ordinarily have been recovered by the IOC/contractor to cover its costs and profits from a proerty law and investment law pespective. Notwithstanding the trite principles of permanent sovereignty over natural resources which empowers host governments to act in their own national interests in relation to the development of resources such as oil and gas, it is worth noting that the failure to treat IOCs and NNPC equally without discrimination in this regard may have international law and investment protection implications. 

 The current realities relating to the DGSO framework, especially from the NGMP’s approval in 2008 till date is reflected in Figure 14. There has been a dismal compliance record of the relevant operators to the DGSO framework.491 Such rampant non-compliance occurs even though section 7 of the Supply Regulations provides as follows: 

  (a) Operators who default in meeting their DGSOs as specified by the Department of Gas (DoG) pay for the volumes not supplied based on the relevant take or pay provisions of the relevant GSPA or at the rate of USD 3.50/Mscf (whichever is higher); and (b) Such operators shall not supply gas to any export project in addition to any other penalties imposed by the Minister. 

 

  Figure 14 Industry Compliance with DGSO 2008–2014 

 [image: ]

 Source: Department of Petroleum Resources (DPR) 2014 Oil & Gas Industry Annual Report, pp. 1–65 at 43 available at <https://dpr.gov.ng/oil-gas-industry-annual-reports-ogiar/> (accessed 12 February 2016). 

 

 If not properly considered and established, the DGSO framework could easily amount to a coercive price-regulating mechanism which in the long run will serve as a disincentive to producers and investors.492 This is perhaps a major reason for the high-level of non-compliance with the required supply obligations. As discussed above, it is seemingly unfair to impose rates and prices that are commercially unsustainable on suppliers and gas producers simply for political reasons, without providing adequate incentives or at least the required infrastructural capacities and fairly priced, non-discriminatory access to the available domestic network or sufficient enablers for new supply infrastructure investments. The inadequacy of critical infrastructure poses considerable risk to security of supply for the domestic gas-to-power market. This point also resonates with earlier arguments about the linkages between competitive markets and security of supply. In other words, non-competitive markets in which inefficient costs and pricing thrive will (all things being equal, e.g., rationality and desire for profits and utility maximisation) not provide adequate incentives for timely infrastructural investments required to guaranty security and reliability of supply. 

 The failure of the relevant institutions such as the NNPC/NGC to efficiently and promptly develop essential gas processing and transportation infrastructure creates significant risks for the viability and productive efficiency of the power generation assets and thus for the NESI as a whole. The NGMP and the subsequent reviews of the commercial framework were intended to contain and mitigate these risks. However, in reality, the available facts and figures show that the necessary investments decisions and infrastructural support for the development of a viable domestic market are still lacking. Understandably, the necessary infrastructure and networks are capitalintensive and requires considerable technical and operational know-how to develop. The root of the problem is by and large traceable to the various unresolved institutional and regulatory bottlenecks and complications. 

 Furthermore, Santley, Schlotterer and Eberhard opine that the imposition of the DGSO at the domestic price level of about USD 1.50 (at the time) when the LNG netback parity price was at about USD 4 to USD 6/MMBTU was essentially an additional tax on LNG production and export.493 They also contend that the planned increase in the gas price to USD 2.50/MMBtu could incentivise investors in gas development (especially domestic independent producers), even though the improbability of an increase in the LNG netback price level means that gas producers with access to significant and viable international LNG markets are likely to prefer export over domestic supply.494 It is argued here that unless the required structural reforms are carried out, the institutional and regulatory environment within which the pricing and allocation of gas supply to power is determined may remain inefficient, lacking some of the key attributes of good quality governance frameworks. Therefore, in the current regulatory environment, ad hoc increases or decreases in the gas price will at best fix the effects and symptoms rather than the root causes of the institutional and regulatory problems.495 

 Also, uncertainties created in the medium to long-term by fixing specific rates, charges and penalties in the main body of laws and regulations (which are, in reality, hardly ever amended or repealed) is a major disincentive. Such uncertainties, whether brought about by design or by default, are antithetical to the establishment of a responsive regulatory and institutional framework for such a dynamic energy supply chain. In modern energy markets, such rates and charges or penalties are fixed by independent or semi-autonomous and responsive regulatory agencies in accordance with explicit and clearly defined laws, regulations, rules and guidelines. Such independent or at least semi-independent economic regulator working in an environment characterised by legitimacy, accountability and transparency would be in accordance with international best practices for the development of a competitive network-bound energy supply industry. 

 [D] Duplication of Roles, Clarity and Regulatory Efficiency 

 International best practice and the conceptions of good quality regulation and regulatory system suggest that the roles played by the numerous governmental agencies and stakeholders should be clearly defined, not overlapping and promote regulatory efficiency. In the Nigerian context, this endeavour is complicated by the fact that the relevant organisational institutions and agencies have overlapping and, in some cases, ambiguous functions, which increases inefficiency, creates misalignments, and added transactional and administrative costs across the energy value chain. For instance, despite the already established roles of institutions such as DPR and NERC in the gas-to-power industry, the Aggregator (i.e., the GACN) is a key stakeholder in the existing commercial framework.496 As the Aggregator, the GACN is noted as responsible, among other things, for providing coordination services to sellers and buyers on the sale and purchase of gas under the relevant domestic gas supply contracts. The Aggregator is also expected to plan for the balancing and allocation of gas at the delivery points.497 As pointed out above, the Aggregator has a role of arranging with third parties on a ‘reasonable endeavours’ basis for the delivery of alternative quantities of gas to the buyers whenever a shortfall in gas supplies from the predesignated sellers arise. The draft 2012 GSAA (which seeks to clarify the role of the Aggregator in the value chain) provides for other seeming ‘regulatory’ functions in the following terms:498 

  (i) provide coordination services to the Sellers and the Buyer in respect of the sale and purchase of Gas under this Agreement; 

 (ii) coordinate with the Buyer, Sellers and Transporter the arrangements for the balancing and allocation of Gas at the Delivery Point; 

 (iii) determine the Aggregate Price to be paid to the Sellers in accordance with the Aggregate Price Formula; 

 (iv) issue instructions to the Escrow Agent, in accordance with the Aggregation Rules, in respect of disbursements from the Escrow Account; and 

 (v) keep the Minister of Finance, the Minister of Petroleum Resources, the National Planning Commission, any agency established for the regulation of gas matters, and the Sellers informed of the status respectively of the demand and supply of gas in Nigeria. 

 

 Functions (iii) to (v) above apparently creates conflicting role-plays between the Aggregator and the Department of Gas (DoG). Note that the DoG is also expectedly created by the Supply Regulations within the proposed Ministry of Energy, as the gas sector regulator in accordance with the NGMP and the Supply Policy.499 Further to the Supply Regulations, the DoG should, among other things, determine the aggregate gas price, monitor gas pricing and the DGSO, establish guidelines/codes of conduct for domestic gas operators, and ensure transparent access to supply networks.500 Thus, given the apparent overlapping designation of roles regarding domestic pricing, coordination between buyers and sellers, allocation and network access monitoring and balancing, it becomes increasingly necessary to review and clarify responsibilities of the DoG and the Aggregator. Clearly, the current and future legal status and operational independence of the DoG remains unclear. There is currently no Nigerian government ministry in existence by the name of the ‘Ministry of Energy’, while the DoG is currently reported to be located within the DPR, which is a department under the Ministry and headed by the Minister.501 Also note that the DPR itself is not a creation of any law or statute, but rather the product of an administrative reorganisation between the Ministry of Petroleum and the NNPC’s Petroleum Inspectorate, as mentioned above. Additionally, the Regulation was made pursuant to the Petroleum Act, which only recognises a Minister of Petroleum and not a ‘Minister of Energy’.502 

 It is important to reiterate that the Supply Regulations entrust the DoG with the responsibility of ensuring equitable and transparent access to the downstream gas transportation network,503 a role that somewhat overlaps with the Aggregator’s function of coordinating gas buyers, sellers and transporters for the balancing and allocation of gas at delivery points. There is, therefore, no gainsaying that the current institutional framework for domestic gas supply is clearly inconsistent with international best practices for a good quality regulation criterion as discussed in Chapter 2. On the strength of the foregoing, it is also quintessential to review and clarify the role the NERC vis-à-vis the gas-to-power market regulation given the designated functions and powers of the GACN and DoG. Such clarifications are essential to prevent overlaps and unnecessary duplication of roles, avoid unnecessary administrative costs and to ensure regulatory efficiency and certainty. Notably, the Gas Policy provides as follows: 

  [T]he development of a competitive market for gas supply inevitably means that Nigeria will ultimately move away from the concept of gas aggregation. The Gas Aggregation Company of Nigeria (GACN) was initially licenced as a vehicle for the industry to operate the aggregation process for a transitional period of five years only. In the years since this model was established, GACN has been largely unsuccessful in meeting its objective of growing the domestic gas industry to maturity. The government will review the licence of GACN and will determine what role it can usefully play in the new industry structure as laid out in this gas policy.504 

 

 Given the NERC’s strategic statutory role and experience in the power market, it could be argued that its jurisdiction should be extended to the pricing and economic regulation of the gas supply to the power market. Such a role would be akin to the role of the FERC505 or OFGEM,506 as discussed below. Note also that in South Africa the National Energy Regulator (NERSA) is mandated to regulate the electricity, natural gas pipeline and petroleum pipelines industries.507 Another option would be to extend the role of the proposed Commission under the PIGB to include the pricing and regulation of domestic gas supply. It could, however, be contended that the latter option would make the already over-politicised regulatory environment more complicated. Further consideration of this issue which delves into the political and non-legal factors is beyond the scope of this book. 

 The new Gas Policy provides for the creation of a National Gas Focal Point and dedicated project desks within the Ministry. The Gas Focal Point has oversight and functional implementation roles for overcoming any obstacles and ensuring consensus and a coordinated development among all industry the participants. The ‘Project Desks’ will serve as Interface between project developers and government agencies. Clearly, creating such offices and roles within a Ministry which is expected to focus on policy and industry supervision going forward as opposed to ‘regulation’ could lead to overlaps and administrative bottlenecks vis-à-vis to role of the proposed DoG, DPR, NPRC or power sector’s NERC, if the designated roles, functions and scope of authority is not clearly defined by an amendment to existing laws or the proposed reform laws and regulations. As discussed earlier best practice principles for ‘good quality regulation’ require clarity of roles and the creation of a functionally independent regulator with economic and quasi-judicial roles.508 

 [E] Establishing a Sole Regulator 

 The PIGB proposes the establishment of a Commission as a one-stop-shop industry regulator responsible for licensing, monitoring, and supervising petroleum operations, as well as enforcing industry laws, regulations and standards.509 The Commission will be vested with the roles, rights, assets, liabilities and obligations of the Petroleum Inspectorate (PI), the DPR, and the Petroleum Products Pricing and Regulatory Agency (PPPRA) under any subsisting contract, instrument, law or equitable principle. Furthermore, it will have the task of working with environmental regulators to achieve effective environmental management. As such, the Commission will expectedly continue to administer the laws and regulations relating to the DPR, PI and PPPRA.510 Some of the functions of the Commission that directly or indirectly pertain to the gas sector are as follows: 

  (i) regulating and coordinating the activities of the industry in a non-discriminatory and transparent manner; 

 (ii) establishing the methodology for determining appropriate tariffs for gas processing, gas transportation/transmission and transportation of crude oil and bulk storage of oil and gas; 

 (iii) developing cost benchmarks for key elements of midstream and downstream petroleum operations; 

 (iv) promoting competition and private-sector participation; 

 (v) ensuring that all economic and strategic demands for gas in the domestic economy are met; monitoring and enforcing the actual application of tariffs and pricing frameworks; 

 (vi) monitoring market behaviour including the development and maintenance of competitive markets; 

 (vii) arresting situations of abuse of dominant power and restrictive business practices; and 

 (viii) developing market rules for trading in wholesale gas supplies to downstream gas distributors. 

 

 The other functions which the PIGB proposes to be carried out by the Commission include: (i) the regulation and issuance of leases, licences, authorisations and permits in the industry; (ii) the administration of unallocated acreages and upstream data; and (iii) the conduct of bid rounds or other processes for the award of any licence/lease for petroleum exploration or production. The regulatory functions of the Minister under the Petroleum Act and the Pipelines Act will also be transferred to the Commission. It appears the Commission is being created to cover the entire spectrum of the oil and gas industry, which may be beneficial in terms of reducing informational and administrative or monitoring costs. However, there is a risk that the result will be the creation of a huge and enormously bureaucratic regulatory agency which will end up resembling the extant Ministry of Petroleum which the PIGB is meant to reform. Furthermore, care should be taken to create an effective and efficient unit which understands and can perform the multidimensional task and function of gas industry regulation in an economic and social sense. 

 The PIGB also aims to make the Commission an autonomous and accountable decision-making body. This is a step in the right direction, as the efficacy of the DPR as a regulator will remain in question until it is properly separated from the Ministry. The Commission is to be governed by a nine-person board with a fixed tenure whose composition shall include one representative from each of the Ministries of Petroleum Resources, Finance, and Environment. The Commission is vested with the power to make regulations, as was the Minister of Petroleum Resources under the Petroleum Act. If the limits of these regulation-making powers are not well defined, this may lead to conflicts and overlaps with the powers of the Minister. Ordinarily, such regulatory bodies have powers to make rules and guidelines and issue case-specific decisions in a quasi-judicial setting. Such decisions may perhaps relate to rates, or constitute pricing reviews in accordance with statutes or regulations made by the government, and would be subject to judicial review.511 However, the proposals under the PIGB include an opportunity for the public and for industry stakeholders to provide feedback on any such regulations, which the Commission may take into account in its decision-making process. Interestingly, the Commission must provide written reasons for its decisions to the public. 

 Although the proposed Commission has broad powers to streamline the wide discretionary powers of the Minister, the current draft of the PIGB enables the Minister to retain certain powers to ‘do all such other things as are incidental and necessary’ for the performance of his or her ministerial functions. In this regard, I would suggest that the legislative review of the PIGB should, before its enactment, stipulate the specific circumstances in which such ministerial discretion may be exercised based on the principles of taken fairness, legality, and reasonableness, and why this is necessary, in order to avoid the arbitrary exercise of powers by the Minister. The PIGB seeks to make the Commission financially independent by empowering it to establish a fund into which it shall pay a percentage of the monies it generates for the FGN as may be determined by the National Assembly, as well as fees, penalties, earnings from the sale of data and publications, and grants/loans. The Commission is also empowered to accept gifts if such gifts are not accepted from persons/entities that are regulated by the Commission. This may raise questions concerning procedural transparency and the level of genuine objectivity in the Commission’s regulatory functions. As such, it is advisable for this provision either to provide more specificity as to its implication or to be deleted. 

 At this point, it is pertinent to note that merely stating in legislation that a proposed regulator is to be independent does not guarantee that the regulator’s behaviour and decisions will be functionally independent or effective in practice.512 A culture of independence, accountability, transparency, strong leadership and an appropriate working relationship with government and stakeholders across the value chain are essential to independent regulatory behaviour and regulatory effectiveness. The OECD’s ‘Best Practice Principles for Regulatory Policy’ (2014) provides useful guidance on this issue:513 

  [A] regulator’s ‘independence’ from government can never be absolute but is a matter of degree and nature. However, a regulator’s level of autonomy will ultimately assist to maintain the perceived trust by the regulated entities of the regulatory decisions made. A regulator’s powers (including the power to raise funds) are always derived from the legislature and are to a greater or lesser extent subject to the direction of ministers… [A]ccording to the OECD 2012 Recommendation of the Council on Regulatory Policy and Governance, independent regulatory agencies should be considered in situations where: 

 1. there is a need for the regulator to be seen as independent, to maintain public confidence in the objectivity and impartiality of decisions; 

 2. both government and non-government entities are regulated under the same framework, and competitive neutrality is therefore required, or 

 3. the decisions of the regulator can have a significant impact on particular interests, and there is a need to protect its impartiality. 

 In these three cases, regulatory integrity is very important, and there is likely to be a high level of risk (or perceived risk) to the independent regulator’s integrity. Therefore, a substantial degree of independence and distance from executive government is generally warranted.514 

 

 The three instances highlighted as scenarios where regulatory independence and impartiality are generally expected in the international best practice sense clearly resonates with the current and proposed scheme for the Nigerian gas supply industry, as discussed above. This is particularly the case because the NNPC and its transmission and marketing subsidiaries and therefore the FGN are key stakeholders and have always maintained the stance of being at once policymaker, regulator and a commercially interested party in the value chain. Thus, while reviewing the proposed legislation and the future set of reform laws to be presented, it would be prudent to maintain the formal and unassailable framework for regulatory independence, transparency and impartially as a means of removing any perception that the make-up of the Nigerian gas-to-power industry’s business and regulatory environment continues to pose significant risk for investments. 

 [F] Establishing Proposed Restructured Commercial Entities 

 The PIGB proposes a reorganisation of the NNPC’s portfolio through the establishment of three principal commercial entities – namely, the Ministry of Petroleum Incorporated (MOPI), the National Petroleum Company (NPC) and the Nigerian Petroleum Assets Management Company (NPAMC).515 The MOPI is to be a corporation sole established to hold the FGN’s shares in the successor commercial entities which will be incorporated under the PIGB. The Minister may, by order, vest the MOPI’s property in any other authority or company.516 This suggests that the FGN may transfer any of its assets (held through the MOPI) from the MOPI to any other authority or company. 

 The Minister shall, within six months from the enactment of the PIGB, incorporate the NPAMC under Nigerian law as a company limited by shares. Following its incorporation, the NPAMC shall be vested with the twenty-five oil and gas licences/leases that are specifically listed in the Fourth Schedule to the PIGB and shall be required to operate such licences and leases fully. I understand that the majority (and perhaps all) of these listed assets are already held by the Nigerian Petroleum Development Corporation (NPDC) – a fully owned subsidiary of the NNPC – under various arrangements with private entities. For example, OPL 244 is jointly held by the NPDC and Agip, and OPL 256 is jointly operated by NPDC and Devon Energy. Accordingly, the assignment or novation of the underlying legal contracts governing such assets as are already the subjects of contracts will have to be properly managed to prevent cases of direct or indirect expropriation and to ensure that other disputes can be avoided or mitigated.517 

 As regards the equity composition of both the NPAMC and NPC, the MOPI will hold 51%, and the Bureau of Public Enterprises (BPE) will, on behalf of the FGN, hold 49%. All dividends accruable in respect of the FGN’s shares in the NPAMC and the NPC shall be paid into the Federation Account established under the Nigerian Constitution. Stamp duty shall not be payable during the incorporation of the NPC or either the NPAMC or its successor entities, or for the transfer of assets to the NPC/NPAMC from the NNPC, and neither shall fees be paid to the Corporate Affairs Commission for the incorporation or capitalisation of the NPAMC/NPC prior to the transfer of interest to private investors. However, neither the NPAMC nor NPC shall be exempted from liability for any other tax, duty, rate, levy or charge applicable to other companies engaged in similar activities as the NPAMC/NPC. 

 Interestingly, the PIGB proposes that the FGN is to privatise 40% of the NPC’s shareholding within ten years of the NPC’s incorporation, through the FGN’s divestment of at least 10% of its shares in the NPC within the first five years and a subsequent divestment of an additional 30% of its shares within a further five years (after the first divestment) – thereby reducing the FGN’s shares in the NPC to 60%.518 The divestment is required to be conducted in a transparent manner and may include the sale/transfer of the divested shares to institutional or strategic investors. It is expected that this will position the NPC as a viable entity that will be poised to generate optimum revenue for the FGN and other shareholders. It also implies, more importantly, that members of the public can potentially own a stake in the NOC, subject to any terms put forward for the privatisation exercise. This is an interesting development and traceable to the previous versions of the PIB in 2008 and 2012. It has also been vehemently argued that such divestment and public shareholding, especially concerning host community groups may be an effective way to gain the support of these communities and give them a sense of ownership in respect of the industry. It may be noted that the general perception of marginalisation and inequitable distribution of benefits in the interests of local host communities has served as fuel for insurgents and militancy in the petroleum-rich areas of Nigeria, i.e., in the Niger Delta. Thus, such opportunities for the public to own a ‘fiscal’ stake or interests in the NOC could be an incentive and effectual means of stemming the socio-economic frustrations that the industry has generated over the years. In a similar vein, Duruigbo opines that:519 

  [f]or natural gas development to follow a different path from its predecessor, oil, and become a blessing for the average Nigerian citizen, the government of Nigeria should initiate or support policy initiatives that contain a combination of stake-holding and shareholding in natural gas infrastructure projects by people in communities in which the projects are located. The introduction of stakeholding and shareholding will establish the vital link between the government and the governed. The conspicuous absence of this connection and the accountability that flows therefrom has been identified by political science scholars and institutional economists as a core factor in the existence and persistence of the paradox of plenty that has plagued many resource-rich countries. This combination should be engineered through the introduction of equity participation in oil and gas enterprises by host communities.520 

 

 The FGN is required to provide initial funding for the NPC, following which the company is expected to operate as a self-funding entity. Consequently, the PIGB exempts the NPC from compliance with the Nigerian Fiscal Responsibility Act 2007. It is also noted that the PIGB as drafted will not repeal the extant petroleum legislation upon its enactment. However, if any existing legal provision is in conflict with the enacted PIGB, the PIGB will prevail in respect of the inconsistency in question. Furthermore, in a bid to provide some stability during the transitional period, existing licences, leases, certificates, authority or permits which were issued by the DPR will continue to be valid for the remainder of the period for which they were granted as if they had been issued by the Commission under the PIGB, if enacted. 

 §4.05 REGULATORY APPROACHES FOR THE POWER MARKET 

 The NERC was established under the EPSR Act as an independent agency tasked with monitoring and regulating the electricity supply industry.521 It is, among other things, responsible for the following: electricity market licensing; ensuring competition and the development of efficient market structures; ensuring the security and reliability of power generation and supply; ensuring fair and balanced regulation as between licensees and consumers and investors, and providing a pricing framework that is fair to consumers and guarantees reasonable earnings and financial viability for an efficient licensee.522 The NERC is, therefore, responsible for developing the necessary market rules, guidelines and regulations for all stakeholders, including IPPs, embedded generation, captive power generation, renewable energy based generation and independent electricity distribution network operators.523 

 In relation to tariffs, pricing and economic regulation in the NESI, the EPSR Act provides that the NERC shall adopt one or more methodologies which: (i) allow a licensee that operates efficiently to recover the full costs of its business activities, including a reasonable return on the capital invested; (ii) incentivise continued improvement in quality of service as well as in the technical and economic efficiency of licensees; (iii) give consumers efficient signals on costs and consumption patterns; (iv) prevent undue discrimination amongst consumers; and (v) eliminate or substantially reduce cross-subsidies.524 In furtherance of these provisions, the NERC has adopted the MYTO framework which entails a cost-based and price-cap tariff-setting approach and also aims at securing the ability of operators to realise higher returns on investments as they gain more efficiency as mentioned above. The MYTO provides a fifteen-year tariff path with provision for minor annual reviews (for inflation, exchange rates and gas price variations) and major reviews every five years (for all other assumptions and variables). It uses the building block approach to determine the cost of providing the service and reasonable return to capital invested.525 While the pricing and economic regulation approach for the power sector is essentially an incentive-based model managed by the NERC in accordance with the MYTO, the gas supply industry is still subject to a traditional cost-based/rate of return regulation model. As highlighted above, the Minister manages the model through the DPR or perhaps the DoG or the Aggregator. The counterintuitive nature and lack of convergence in pricing and allocation of gas resources in the gas-to-power value chain, therefore, becomes more apparent. Furthermore, the task of the NERC in relation to administering reasonable social and economic projections vis-à-vis the MYTO variables and assumptions becomes more cumbersome and at best theoretical to the extent that it relies on external sources (from the state-centred petroleum sector) for information relating to its tariff-setting and price regulation roles.526 

 Undoubtedly, incentive-based regulatory models, such as price-cap regulation, have their challenges, as discussed in Chapter 2 and relating to the US and UK experiences highlighted in Chapter 3. However, it is opined here that the adoption of a cost-based regulatory pricing approach within an institutional set-up marked by arbitrariness, vagueness and unnecessary duplication of regulatory roles and administrative costs may be much less efficient. Note also that since the Minister currently chairs the board of the NNPC, and by implication, controls the NGPTC and NGMC as it did the NGC; it is arguable that the NNPC is simultaneously playing the role of industry supervisor, regulator and vertically-integrated state-controlled utility with controlling market power. Such a scenario is antithetical to the petroleum industry reform objectives of the NOGP, the 2017 Gas Supply Policy, as well as the liberalised energy supply framework objectives of NEP. 

 [A] Highlighted Commercial Considerations 

 The implementation of Nigeria’s power sector reforms was planned to take place through three market development stages, comprising (i) the transitional market stage, characterised by competition for the market; (ii) the medium-term market stage, characterised by full wholesale competition for the market and in the market; and (iii) the final market stage, entailing the market being open to full wholesale and retail competition.527 Following the issuance of NERC Order 136 directing the commencement of the Transitional Electricity Market (TEM Order) in January 2015, the power market reform is seemingly on course and well ahead of the inextricably linked and interdependent gas supply industry. During the TEM stage, it is expected, among other things, that (i) market rules issued by NERC will formally go into effect, and (ii) the provisions of contracts executed during the privatisation process will remain enforceable both de facto and de jure.528 

 Notably, the NGC and GACN participated in the execution of the GSAAs and GTAs as part of the NESI’s privatisation process. Likewise, some upstream oil and gas producers and independents recently negotiated and executed GSPAs with investors in the NESI for the supply of gas to power plants. Such commercial developments continue to spring up notwithstanding the lingering uncertainties created by the protracted reforms and institutional challenges for gas-to-power value chain already highlighted above. The regulatory uncertainties undeniably heighten the country’s regulatory and political risk profile, and the FGN is therefore obliged to keep on appeasing the sceptics. Investors’ concerns over the lack of a good quality regulatory and institutional framework cannot be allayed simply by offering ad hoc and haphazard responses to the fundamental issues at stake discussed above. 

 To a significant extent, some of the investment and commercial risks seem to have been curtailed by reliance on contracting mechanisms as well as through the support offered by multinational finance institutions like the World Bank. Facilities such as the World Bank’s Partial Risk Guarantees (PRGs), as well as the support available via the International Bank for Reconstruction and Development (IBRD) and the Nigeria Electricity and Gas Improvement Project (NEGIP) financed by the International Development Association (IDA), have become relevant in the scheme of things.529 According to the NEGIP’s January 2017 update, as at December 2016, ‘no gas is being supplied to public power plants under the PRG Framework as no IDA Guarantees for gas supply agreements have yet been executed’.530 Amongst the risks identified under the NEGIP’s ‘risk-rating’ tool, the overall risk profile of the Nigerian domestic gas supply and power sector remains substantial. In this regard, political and governance risk is ‘high’, while risks related to sector strategies and policies which were deemed ‘substantial’ are now rated ‘high’, and risks related to the institutional capacity for implementation and sustainability are rated as ‘moderate’.531 These ratings are clearly not surprising considering the discussion above of the unresolved institutional and regulatory challenges to gas commercialisation, supply and utilisation for power. 

 There is also the Political Risk Insurance (PRI) package offered through the Multilateral Investment Guarantee Agency (MIGA).532 In April 2013, the World Bank provided its first PRG for the sum of USD 145 million in support of a GSAA involving the PHCN, Egbin Power Plc., Chevron Nigeria Ltd, and Deutsche Bank.533 The PRGs generally cover risks associated with changes in law and the regulatory/tariff framework and failure to meet contractual payment obligations by the FGN-owned entity, while the PRI covers risks such as transfer and convertibility, expropriation, war and civil disturbance, non-honouring of sovereign financial obligations and breach of contract. Apparently, following these financial and investment risk mitigation mechanisms, a few independent gas producers and other private investors have recently ventured into gas-fired power projects. For example, SEPLAT (a Nigerian independent that acquired JV/JOA operatorship and upstream participating interests previously held by the NNPC/Shell JV in 2010) recently concluded a GSPA with the Azura-Edo 450 MW IPP.534 The project is said to be located close to a secure and reliable source of gas and is about one kilometre away from the path of Nigeria’s main gas pipeline (i.e., ELPS). After the FGN’s recent approval of a sovereign guarantee waiver, the project is now reportedly benefiting from the World Bank PRG financing programme and the MIGA for PRI.535 Other upcoming gas-based projects include the Exxon Mobil Qua-Iboe IPP, the Century Power Okija IPP, and the Geometric OMA IPP.536 

 §4.06 ASSESSING THE REGULATORY AND INSTITUTIONAL ISSUES 

 The pricing and allocation of energy resources in the context of a monopolistic versus competition-based framework and the public governance of energy markets are two central themes in the development of modern energy law and regulation.537 From an economic regulation perspective, any governance structure or regulatory framework adopted for a liberalised energy market or industry that is undergoing a process of transition from being monopoly-structured and state-centred to being pro-competition and private-sector-led should enhance cost-efficiency, competitiveness and market-led security of supply. Such a framework should be instrumentally effective in the sense that it enhances market developments which are in accordance with the defined policy objectives that informed such move and with due regard for the specificities of the society in question. Such effectiveness and efficiency help to mitigate inherent conflicts of interest and promote the realisation of mutual gain and cost-mitigating benefits among all stakeholders. 

 Nigerian energy policy post-1999 has been centred on structural reforms of a highly state-centred and state-ownership paradigm towards a competition-based, privatised and ultimately deregulated industry, as pointed out above. Among other things, this study finds that the approach adopted has not taken due cognisance of the need to ensure security of supply as a central or critical policy objective. Achieving such security of supply objective calls for the establishment of an institutional and regulatory environment that enhances competitiveness and assures a reliable supply of affordable and reasonably priced gas-to-power or energy. The country’s vast primary energy resources have mostly been developed as a foreign exchange earner for the FGN via export projects rather than for domestic energy utility purposes. As mentioned above, privatisation and regulation for competitiveness are not mutually exclusive to security of supply in this regard as long as the appropriate and instrumentally effective market institutions and structures are established. Policymakers ought to note that privatisation or liberalisation is not an end, but a means to be employed in the realisation of a secure and reliable energy supply for all stakeholders, i.e., both for consumers and for supplying firms. 

 Most of the post-1999 reform strategy was borrowed from the UK approach (as mentioned above and highlighted in Chapter 3), given the longstanding relationship between the two countries. Thus, it is instructive to note that, in clarifying the relevant principles of ‘Economic Regulation in the UK’, the UK’s Department for Business Innovation & Skills (DBIS)538 pointed out that the aim of economic regulation is to create a system of incentives and penalties that aim to replicate the outcomes of competition in terms of consumer prices, quality and investment and puts the protection of consumers’ interests at its heart. To achieve these objectives, it is important to establish a clear division of responsibilities between the Government and economic regulators. In addition, the availability and accessibility to a reliable and efficient network of infrastructure play a vital role in supporting a competitive and growing economy by providing services on which all businesses and citizens depend. 

 As highlighted in the above discussions this study also agrees with the DBIS’ statement that: 

  [C]ompetitive markets are the best way in the long run to deliver these [essential] services to consumers and provide incentives to invest and improve efficiency and service quality…. [I]n certain sectors network effects and/or economies of scale create circumstances, such as natural monopolies, which, under current technological patterns, limit the prospects for effective competition. Investment in infrastructure is often capital-intensive, long-term and with significant sunk costs. However, the utilities and transport sectors provide services on which every business and every citizen relies and this confers on them a high political profile. Given these features, investors will price any risk of political intervention and demand higher returns for their investment or, in the most extreme cases, might even decline to invest.539 

 

 It is also instructive to reiterate the following principles for effective economic regulation of network-bound industries which bear similarities to the OECD’s principles of good regulation discussed in Chapter 2 above: 

  (1) Accountability. Independent regulation needs to take place within a framework of duties and policies set by a democratically accountable parliament and government. Roles and responsibilities should be allocated between the government and economic regulators in such a way as to ensure that regulatory decisions are taken by the body that has the legitimacy, expertise and capability to arbitrate between the required trade-offs. The decisionmaking powers of regulators should be, within the constraints imposed by the need to preserve commercial confidentiality, exercised transparently and subjected to appropriate scrutiny and rights to challenge. 

 (2) Focus. The role played by economic regulators should focus on protecting the interests of end users of infrastructure services. It should have clearly defined, articulated and prioritised statutory responsibilities directed towards the achievement of certain outcomes, rather than towards the use of specified inputs or tools. This should be done by ensuring the operation of wellfunctioning and contestable markets where appropriate or by designing a system of incentives and penalties that replicate as far as possible the outcomes of competitive markets. Economic regulators should have adequate discretion to choose the tools that best achieve these outcomes. 

 (3) Predictability. The framework for economic regulation should provide a stable and objective environment enabling all those affected to anticipate the context for future decisions and to make long-term investment decisions with confidence. The framework of economic regulation should not unreasonably unwind past decisions and should allow efficient and necessary investments to receive a reasonable return, subject to the normal risks inherent in markets. 

 (4) Coherence. Regulatory frameworks should form a logical part of the government’s broader policy context, consistent with established priorities. Regulatory frameworks should enable cross-sector delivery of policy goals where appropriate. 

 (5) Adaptability. The framework of economic regulation needs the capacity to evolve and respond to changing circumstances and continue to be relevant and effective over time. 

 (6) Efficiency. Policy interventions must be proportionate and cost-effective while decision-making should be timely and robust. 

 

 In addition, this study notes that a set of five instructive benchmarks, as posited by Baldwin, Cave and Lodge, and in a similar vein as the OECD and UK DBIS principles highlighted above, were considered in the 2014 review of the legal and regulatory framework for domestic gas utilisation and power generation in Nigeria.540 As noted in the 2014 review, these benchmarks are as follows: 

  (i) legitimacy for the framework or regulatory action; (ii) accountability; (iii) procedural equity and transparency; (iv) expertise of the regulator; and (v) efficiency of the regulatory framework.541 Regulatory efficiency in this regard does not only depend on the presence of one or more of the identified benchmarks but also on the instrumental value of the framework and its ability to serve as a means towards realising sustainable economic and policy objectives. Nigeria has some of the most experienced and well-trained energy professionals; therefore, the ‘expertise of a regulator’ has not always been an issue. The challenge has been with benchmarks (i) – (iii) and especially (v) i.e., regulatory efficiency. 

 

 Given the above remarks, it is posited that lack of adequate accountability and transparency and the ‘ad hoc’ approach to resolving fundamental institutional problems, especially in relation to the role of the NNPC/NGC vis-à-vis GACN and the DoG, remain significant issues affecting the competitiveness and security of supply in Nigeria’s gas-to-power industry. Moreover, the inconclusive and protracted reform process has also created regulatory uncertainties and policy flip-flops across the gas supply value chain, with negative implications for the power market as well. 

 Note that the concept of ‘good regulation’ expounded in this book suggests that a regulatory and institutional framework is deemed inefficient when it fails to produce (at reasonable cost) the underlying policy objectives for which it was established as well as when such frameworks produces unwanted side effects or unmitigated costs.542 As outlined in the discussions contained in this chapter, especially those relating to the trends depicted in Figures 7 and 12, it is clear that concerning the Nigerian gas-to-power industry, such unwanted externalities and side effects have been problematic issues. The following issues clearly continue to pose significant challenges to the realisation of the objectives of developing a competitive industry and achieving security of supply: (i) inadequate infrastructure in respect of the supply of gas-to=power plants; (ii) increasing debts owed to upstream and downstream operatives in the gas-to-power chain; and (iii) unresolved inadequacies in the commerciality of the gas-to-power business. 

 Regarding upstream gas developments, it is reiterated that the legal and contractual framework is still largely lopsided in favour of oil production and gas exports. Additionally, the State’s control and monopsony power over the pricing and allocation of gas resources through the NNPC/NGC/NGPTC and Ministry structures, as discussed above, also amplify the investment risk perceptions that curtails the industry’s growth potentials. The progress made thus far in relation to policy-level discussions and attempts at restructuring has been undermined by: (i) the lack of a legitimate (created by law or statute) and transparently accountable regulatory institution to provide independent, efficient and effective economic regulation; and (ii) misalignment between the institutional framework of the NESI and the gas industry, creating additional informational asymmetry and administrative costs across the value chain. The oil and gas fiscal framework, which to some extent allows for tax gaming, rent-seeking and opportunism by some operators, thereby leading to unnecessary loss of revenue accruable to the FGN, also needs due and comprehensive consideration, as highlighted above. 

 Another major challenge for the Nigerian gas-to-power market, which especially affects infrastructural development, is the lack of creditworthiness of gas purchasers in the power sector. Pre-reform electricity generation tariffs, as well as the tariffs charged during the early transitional stage, were far below efficient market levels. This led to insufficient revenues being realised from power generation over the years and to the NEPA, and later the PHCN having an increasing debt profile, which was inherited by the newly privatised Gencos. The debt overhang and liquidity issues in the power market discourages gas supply to power plants by upstream gas producers, as well as further investment in crucial gas processing and supply infrastructure. In relation to this, the NERC apparently initiated the Nigerian electricity market stabilisation fund in conjunction with the CBN and the Ministries of Power and Petroleum to create a fund to pay off the old debt in a structured manner without public funding, as mentioned above. Only time will tell how effective this arrangement will be. Another major commercial issue is the provisions of the relevant contracts relating to gas supply to power generators. In this regard, most gas suppliers’ contractual commitments are based on the ‘reasonable endeavours’ rule, meaning that suppliers are only required to fulfil their contractual commitments when it is commercially reasonable to do so. Unfortunately, the question of what is ‘commercially reasonable’ is highly subjective and therefore not usually objectively defined in the relevant contracts. 

 It is clear from the above that the challenges faced in relation to the supply of gas for the purpose of power generation persist, and the direct or indirect implications of regulatory inefficiencies remain largely unresolved regarding the gas-to-power market in Nigeria. That said, progress is being made at the policy level, and a couple of model contracts have been developed. There is still significant disequilibrium between the gas and electricity market which has largely arisen due to the weakness of the applicable regulatory and institutional system over the years. The over-reliance on ‘roadmaps’ and ‘plans’ rather than defined laws and regulations, including regulatory uncertainties caused by the protracted process of legislative reform, has led to an unhealthy level of under-regulation, problematic choices of regulatory instruments, enforcement failures and damage to regulatory and institutional credibility.543 These trends have had negative effects on investments in existing and new gas supply infrastructure over the years. Furthermore, ad hoc ministerial or government committees, directives, plans or roadmaps tend to become out of date quickly due to the dynamic nature of the energy industry. If the main policy direction is to create a private-sector-led liberalised gas market in the medium or long term, the continued dominance, ownership and control of the NNPC and its gas transmission and marketing subsidiaries as government-owned entities in commercial and transport activities on the gas market may prove to be inherently dysfunctional. Such dysfunction arises from continuous political intervention in price-setting and in the staffing of institutions (to please political constituencies), and due to the constraints experienced in raising needed finance for investments in existing and new infrastructure. 

 Power generation inadequacies due to gas supply shortfalls remain prevalent, despite the recent development of some greenfield projects. The dismal level of compliance with DGSO by upstream producers is also a source of concern and, as discussed above, an obligation to supply can only work if an efficient price is fixed in respect of the supplied volumes or if other significant incentives are provided. Comments relating to the challenges with the existing framework, unfortunately, underplay the role of the NNPC (and NGC as transmission network manager) as the majority stakeholder in most commercial upstream and midstream arrangements, with attendant capital/infrastructural funding challenges. The concern pertaining to upstream production from JV/JOA fields may have been resolved by the recently announced arrangements relieving the FGN of its erstwhile JV/JOA cash call obligations as mentioned above. 

 According to a former NERC Chairman, ‘[Gas] supply inadequacy is itself a result of structured disconnection between power generation and gas business… Additionally, there has been manifest project failure with regards to gas transport facilities. Project failure results from both corruption and lack of managerial competence. Both corruption in the award of contract and the lack of integrity in project funding has resulted in delayed completion of the East-West gas pipelines causing low generation from power plants in the western axis…’544 The absence of a convergence or strong congruence between these two sectors renders projections concerning generation capacity growth by the NERC largely theoretical and not based on actual real-time costs or demand and supply dynamics. 

 Price regulation and governance of energy markets are expected to serve as a check on the negative implications of monopolistic or oligopolistic developments. As discussed above, such implications may involve charging excessive prices that do not necessarily correlate with investments or improvement in service delivery. The calculation of relevant variables that goes into pricing and resource allocation under the traditional cost-based or rate-of-return model or under incentive-based price-cap models requires the making of difficult economic and policy judgments. Such judgments are often based on efficient real-time information-sharing between the regulator, the regulated and other relevant stakeholders (like consumers).545 Thus, dysfunction, inefficiencies and misalignments occur when critical segments of the same or interconnected value chain (e.g., gas-to-power) adopt fundamentally different approaches to pricing, rate-setting and resource allocation. In this regard, the use of an often arbitrary, opaque, state-centred regulated pricing approach, which is still generally applicable in the gas supply industry, further complicates the position in respect of the gains expected from adopting the incentive-based price-cap-related model in the power sector through the MYTO. 

 By and large, it may be posited that fair competition among rent-seeking private investors controlled by a resourceful, independent regulator – while imperfect – may offer more efficient means of pricing and resource allocation than state-centred regulation by rent-seeking and politicised government officials and lawmakers.546 To the extent that gas supply remains a critical lifeline to power generation in Nigeria, the pricing and rate-setting for the power market should not be determined haphazardly without appropriate regard for the value chain nature of gas-to-power. Holistic consideration of investments and the cost outlook for gas supply as fuel for energy and power generation is required. Following the current governance and regulatory structures for gas supply in Nigeria, any disconnection in pricing between the power and gas sectors will ultimately hurt both industries and perhaps maintain the status quo, which is characterised by uncertainty and underinvestment in necessary infrastructure.547 
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 CHAPTER 5 

 The EU’s Internal Energy Market and Gas Supply Regulation 

 §5.01 INTRODUCTION 

 The controlled introduction of liberalisation and concepts such as TPA, network ownership unbundling and competition in the EU’s IEM following the First Energy Package, the Second Energy Package and the Third Energy Package have, inter alia, required Member States to significantly alter the regulatory and institutional structures of their energy markets, including traditional ways of promoting energy supply security.548 Consequently, state-owned or controlled vertically-integrated operators have to meet the demands of open access and competition. There is also a gradual shift away from traditional long-term gas supply contracts characterised by mechanisms such as take-or-pay clauses and oil-price indexed, cost-plus pricing formulas, towards more short-term spot-market and hub-trading arrangements.549 

 The regulation and development of the EU’s internal market for energy (i.e., gas and electricity) have revolved around the threefold objectives of competitiveness through liberalisation and integration, sustainability and security of supply as depicted in Figure 10 above. While sustainability and climate change were the key policy drivers in the late 2000s. Before then, the most pertinent objective was developing a competitive IEM for gas and electricity in consonance with similar paradigms of the UK and US. The security and reliability of supply has increasingly become very essential, both as a result of pursuing sustainability and climate change mitigation through state-backed regulatory interventions in an IEM which is ‘liberalised’, as well as enhancing competitiveness through pro-liberalisation paradigms of shorter-term contracts, open access and unbundling of incumbent VIU’s, all of which has considerable implications in financing and developing major new gas supply infrastructure. In this regard, the diversification of external sources of gas supply and institutionalisation of market-based measures to counter disruptions to IEM gas supplies has been vital to EU’s energy policy. A considerable factor in this context includes the perennial disputes and seeming distrust between the EU/Ukraine and Russia. Russia is the single biggest supplier of gas to the IEM through a vast network of pipelines mostly passing through Ukraine from Russia to the EU. There are also developments in the international oil and gas markets which have had consequential effects on the competitiveness of gas utilisation and security of supply in the IEM.550 Arguably, the objectives of competitiveness and security of supply are not necessarily mutually exclusive, as long as an established, instrumentally effective, regulatory and institutional framework is in place. 

  Figure 15 Electricity Generation in the European Union by Source, 1990–2012 – IEA 2014 
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 Source: The IEA, Energy Policies of IEA Countries: The European Union 2014 Review (OECD/IEA Publications, France, 2014) at 102. 

 Developments in the EU gas market are significantly interconnected with investment in, and the growth of, its internal electricity and energy markets.551 Natural gas accounts for about 23.9% of the EU’s total primary energy supply, while oil accounts for 32%. Power generation constitutes about 30% of total demand, mainly due to increased investment in gas-fired power generation over the years (see Figure 15) and its perceived comparative advantages over other hydrocarbons.552 Currently, most of the EU’s gas supplies are delivered via pipelines and to a lesser extent through LNG regasification plants, with gas being mostly supplied from Russia, Norway, North Africa and to some extent countries like Qatar and Nigeria.553 Thus, any significant disruption, delays in investment, cancellation of existing and projected supply arrangements, or mothballing of operations in gas-fired power generators (as significant offtakers of gas supplies) automatically raise concerns about security of supply and the reliability of the overall energy portfolio in the IEM. This chapter examines the role of regulation in relation to the restructuring of the EU’s gas supply markets to bring about a competitive, liberalised and integrated internal market in which the objective of security of energy supply plays a cardinal role. It considers the dynamics involved in securing a reliable supply of gas for electricity generation from a legal and regulatory perspective. 

 §5.02 GAS SUPPLY AND UTILISATION IN THE INTERNAL ENERGY MARKET 

 Although faced with declining production and maturing fields in the North Sea, the Netherlands and the UK are the EU’s largest producers of gas, while the largest consumers are Germany and the UK. Domestic production of gas covers only 30% of consumption, Thus, the gap between demand and supply is mainly met by imports.554 Natural gas is the second largest fuel in the EU’s energy mix, although its role has continued to decline over the past decade, in line with the general decline in energy demand in Europe.555 The years of steady gas demand witnessed a surge in investments in new gas-fired power plants and import infrastructure. The decline in demand since 2010 is mostly attributed to the economic and financial crisis, sweeping state-supported growth for renewables in power generation, and the relative non-competitiveness of gas-fired power plants compared to coal-fired generators following developments in North American unconventional hydrocarbons (shale) 

 revolution.556 

 Before the initiation of the liberalisation and restructuring agenda in the mid-1990s, the gas markets in most EU Member States were mostly centralised with state-owned or controlled monopolies and oligopolies. The Member States had vertically-integrated gas merchant transmission and supply undertakings, mostly established in the aftermath of the gas discoveries in Groningen, Netherlands and the North Sea.557 These undertakings had exclusive or preferential rights to import or export, supply and distribute electricity and gas, including exclusive rights to own, operate and use national transmission networks and pipelines. In this regard, the Gas Transit Directive provides, among other things, that ‘[c]ontracts involving transit of natural gas between grids shall be negotiated between the entities responsible for those grids and for the quality of service provided and, where appropriate, with the entities responsible in the Member States for importing and exporting natural gas’.558 This provision presupposes a centralised supply chain for gas in which a designated entity or entities in Member States were responsible for concluding import or export arrangements as well as operating relevant supply grids. It also points to the old paradigm of direct or indirect state control, vertical integration and long-term contractual arrangements which were generally designed to ensure the affordability and reliability of supplies. 

 In the Netherlands, for instance, private producers developed gas fields upstream under a licence or concession and a JV arrangement in which the State held about 40% or 50% of participating interest.559 Upstream producers preferentially sold gas to the national gas transmission company NV Nederlandse Gasunie (‘Gasunie’), which was owned by the State, and to the holders of the Groningen Concession, namely Shell and Exxon.560 By virtue of the Hydrocarbon Directive, the obligation for producers to exclusively sell all their gas production or give a right of first refusal to undertakings like Gasuine was eventually abolished in 1996.561 In Germany, there was no state-owned utility or designated statutory corporation for gas transmission, unlike in other EU Member States. Instead, there was a monopoly-based contractual framework for gas and electricity market operators due to the network bound nature of the industry.562 The contract-based framework comprised: (i) exclusive concession agreements between municipalities and utilities; and (ii) agreements between utilities to refrain from business activities in the service territories of other utilities.563 The underlying rationale in the highlighted German context was that the creation of competition in such network-bound industries could hinder overall regulatory and public policy objectives of affordability, efficiency and security of energy supply.564 

 The EU Member States generally relied on imports from external producers such as the former Soviet Union, Algeria and Norway. Furthermore, arrangements for imports and wholesale gas supply required large, creditworthy buyers to commit to long-term contracts with volume-based take-or-pay clauses, which were also indexed to international oil prices, including a pricing mechanism that guaranteed a reasonable rate of return, the recovery of ex ante costs and an acceptable profit margin.565 Special legally binding arrangements were also made for storage and transportation of contracted gas via pipelines to designated consumers.566 As the gas markets developed, the cost and competitive advantages of gas utilisation for domestic heating and power generation led, among other things, to more consumption of gas and eventually to a significant degree of displacement of coal and other oil products in the energy mix as shown in Figure 15. 

 Following the restructuring trends and developments in the US and later in the UK, the energy market liberalisation agenda was adopted by the EU from the 1990s onwards. The enhancement of competitiveness and improvement of the security of the energy supply were two of the primary objectives of the liberalisation and IEM integration agenda. From the 2000s, parallel objectives such as achieving sustainability through national regulation were also increasingly being pursued.567 As one of the first significant steps taken to enhance transparency and the use of non-discriminatory processes in the award of hydrocarbon exploration and production rights in Member States, the Hydrocarbon Directive was issued in May 1994. In an upstream exploration and production context, it may be noted that while countries like Nigeria and the US had multiple participants and private operators, most of the EU Member States had a peculiarly distinct upstream environment. In this regard, upstream commercial participation in the EU Member States tends to be limited to just a few companies and perhaps certain state-owned, state-controlled or ‘state-favoured’ firms.568 Furthermore, the fact that domestic reserves are in decline also means that Member States have to rely on external non-EU producers, as mentioned above. Thus, to create more competition, transparency and non-discriminatory access to exploration and production rights, the EU institutions have often resorted to regulatory instruments such as the Hydrocarbon Directive. 

 In Commission v. Poland (2013)569 the Court of Justice of the European Union (CJEU) granted the Commission’s application for a declaration that Poland had failed to comply with its obligation under the Hydrocarbon Directive ‘not to discriminate’ between entities seeking to pursue the prospection, exploration and extraction of hydrocarbons. The Commission had contended that (i) the granting of an exclusive right to an entity which has carried out geological work to use the acquired geological information free of charge, as provided for in Poland’s Geological and Mining Law, together with (ii) a requirement laid down in the same law for applicants for an extraction concession to demonstrate the right to use the geological documentation, amounted to breach of the principle of non-discriminatory access to activities relating to the extraction of hydrocarbons for all interested entities. 

 Under the extant EU legal framework, the TPA principles are applied following: (i) the provisions of the IEM energy law directives which require Member States to implement a non-discriminatory and transparent access regime in respect of energy supply networks (including grounds for exemptions);570 (ii) regulations dealing with access to energy networks and prescription of non-discriminatory market-based tariffs; and (iii) provisions for EU-wide framework guidelines and network codes made pursuant to the network access regulations.571 In setting out the common rules for the internal energy market, the IEM liberalisation and integration directives also require the separation of network activities from supply, generation or production activities, i. e., unbundling. The central idea in this regard is to ensure that transmission system operators become ‘network-only’ firms and can make the necessary decisions in an independent, transparent and non-discriminatory manner.572 

 According to the IEA’s EU 2014 Review, the EU gas markets have become more liquid, with increased trading in hubs and by way of short-term flexible supply arrangements via contracts, lowering the link to oil prices over time and moving towards hub-indexed pricing as a result of the drive towards liberalisation and market opening.573 This study also finds that the growing shift away from traditional long-term gas supply contracts (which are typically linked to oil prices and include take-or-pay clauses as well as cost-plus pricing formulas), towards more short-term spot-market and hub-trading arrangements, is a signpost to a decentralised and progressively international gas supply value chain. Several gas trading hubs within the EU have emerged, including the following: (i) the Zeebrugge Hub in Belgium where the UK and Norwegian interconnector meets; (ii) NBP based in the UK; (iii) Gaspool in Germany; and (iv) the Central European Gas Hub in Austria.574 The extant regulatory framework and Gas Target Model (GTM) requires the creation of entry-exit systems with virtual trading points by the TSOs. It is important to note that the transition towards full entry-exit regimes and replacement of the point-to-point gas supply model has proceeded relatively quicker in Central and Western Europe but more slowly in Eastern Europe. In particular, there is less gas trade activity and diversification of supply sources in Eastern and Southern Europe, mainly due to longstanding reliance on Russian gas supply contracts and other arrangements, together with limited infrastructure, all of which date back to the Soviet era. Furthermore, most of the countries in the eastern part of the EU were formerly part of the USSR (which was dissolved in 1991). Thus, these countries have been gradually transitioning into the socio-political and economic culture and infrastructural realities of the post-USSR paradigm. 

 In discussing the ‘Institutional Constraints in the path towards the EU Single Market for Electricity’, which are also relevant in the context of a single market for gas supply, Hauteclocque and Perez opine as follows:575 

  (i) The ability of Member States as reformers largely depends on the domestic legal framework’s capacity to ensure efficient alteration of the property rights of private and public parties as well as the economic and socio-political implications of the reallocation of such rights. 

 

  (ii) The opposition to reform from parties that might potentially lose from it, such as the labour unions, has limited the scope for reform as much as other socio-political factors. Member States’ national politics are therefore a key issue in explaining the different patterns of restructuring. 

 (iii) Competitive [market development] reforms may also have contradicted other policies, pursued at Member State or EU levels, such as environmental, employment, technology or regional development policies. Other factors, such as divergent views regarding market ideology and institutional stability, were also prevalent in the earlier phase of the liberalisation and single market agenda. 

 (iv) These constraints defined the extent of restructuring, corporatisation and privatisation carried out at Member State level, which in turn defined the behaviour of companies as well as their ability to lobby the State. The decisions taken by Member States were indeed first influenced by different interest groups (e.g., environmentalists, trade unions, consumer interest groups) as such interests interacted with the business strategies of market players (e.g., mergers, acquisitions and joint ventures). 

 (v) The political economy of each Member State has thus defined the outcome of restructuring. The temptation to create national champions to protect national interests and take the opportunity to control foreign companies in the liberalised environment also appears to have played a role within the EU. 

 (vi) Member States, mostly in Western Europe, which followed the ‘textbook’ restructuring and liberalisation model became somewhat threatened by countries, mostly in Central and Eastern Europe, which had ‘national champions’ and naturally sought more favourable integration of markets. From fear of foreign domination, these countries have exhibited a tendency to limit market opening and oppose foreign takeovers, mostly as a national security or security of supply issue. 

 (vii) Interconnecting markets also meant making prices converge, which revealed winners and losers in the different price areas. This explains the reluctance to develop interconnections, often supported by the activities of local lobby groups, which often oppose projects due to the social and environmental externalities involved. 

 Furthermore, Hauteclocque and Perez also contend as follows: 

 

  Overall, the political commitment for reform has been uneven at best among Member States. Therefore, some of the key prescriptions of the ‘textbook’ model such as horizontal and vertical de-integration [or ‘decentralisation’, as discussed in Chapter 1 of this book have not been fully and effectively implemented by all Member States]. This resulted, as predicted, in problems of market power in the wholesale market and an ineffective investment framework for cross-border interconnections, among others. The different technological and institutional parameters have resulted in concentrated market structures and a low development of interconnections.576 

 

 The need for a broad-based and firm political commitment as well as the uniform implementation of the liberalisation and integration policy clearly resonate with the requirements and principles of a good quality regulatory and institutional system, as discussed in Chapter 2 and expounded by the OECD. Furthermore, to the extent that there is a common objective for a competitive and secure EU IEM, there is also a clear need for an EU-level institutional set-up to effectively coordinate, inform, and guide the processes of liberalisation and integration. In revising the GTM, the ACER recently noted that: 

  [T]he core principles that underpin our vision for European gas markets will remain the same today as when the GTM was first published. This vision is of a competitive European gas market, comprising entry-exit zones with liquid virtual trading points, where market integration is served by appropriate levels of infrastructure, which is utilised efficiently and enables gas to move freely between market areas to the locations where it is most highly valued by gas market participants… [T]he Network Codes will bring Europe closer to this vision. Implementing them in full and on schedule is the right priority and the focus for regulators and other stakeholders today. However, the Network Codes alone are unlikely to deliver a ‘well-functioning transparent [wholesale gas market]’ that benefits consumers across Europe, as required by Regulation (EC) No 715/2009. Consequently, this revised GTM not only guides the coherent development and implementation of the Network Codes but also specifies the steps required to realise liquid and dynamic gas markets thereby enabling all European consumers to benefit from secure gas supplies and effective retail competition. Our 2014 Market Monitoring Report estimated that insufficient interconnection of wholesale gas markets led to a gross-welfare loss of approximately EUR 7 billion in 2013. The implication is that functioning European gas markets which meet the needs of EU gas consumers are the exception rather than the rule in 2014 when the internal energy market was due to be completed. Security of gas supplies is again the focus for policymakers across the EU, and the costs of dependence on a single supplier have again been made clear.577 

 

 As mentioned above, there is an ongoing argument that the shift towards short-term arrangements increases the risks inherent in the financing of, and investment in, large-scale gas supply and utilisation projects to the extent that such arrangements implicitly shift the burden of risk mitigation and costs to the producer.578 This is an essential factor in the development of the EU’s energy policy because most of the gas supplies come from external (non-EU) producers, especially, Russia and potentially the US via increasing supplies of LNG in the near future. The longstanding major suppliers like Russia’s Gazprom are operating based on long-term contracts with EU buyers and now increasingly need to evaluate the costs of complying with EU pro-liberalisation regulations vis-à-vis the total benefits of retaining their EU market share (if possible). Such external suppliers also need to consider the implications of increasing the internationalisation and commoditisation of gas supply markets vis-à-vis the cost of complying with increasing EU pro-liberalisation and competition-based regulation.579 

 Arguably, the gradual institutionalisation of the liberalisation and competition-based paradigm in the gas supply markets and the evolving approach to market regulation and organisation creates new risks, cost and benefits for all stakeholders in the gas supply value chain. The development of more short-term hub-trading and gas-to-gas competition, as opposed to long-term oil-linked pricing, means that the traditional incumbents face a new type of gas demand and volume risk.580 However, one argument in favour of non-discriminatory TPA and unbundled supply framework offered by liberalisation is that gas purchased through traditional long-term arrangements may become less competitive compared to hub-traded gas due to the fact that downstream buyers will be empowered to choose between different suppliers and the increasing commoditisation and availability of uncommitted LNG could make it cheaper than the oil-indexed, long-term contract volumes held by incumbents and traditional external producers. However, this may not necessarily prove to be the case if parties already locked into long-term arrangements (e.g., Russia and its EU customers)581 are willing to be flexible and adopt a win-win, good faith approach in synch with the demands of the times. 

 §5.03 THE EVOLVING EU ENERGY SUPPLY POLICY AND REGULATORY FRAMEWORK 

 From the outset, debates on EU energy market regulation and law have centred on introducing TPA to gas and electricity transmission networks as well as the unbundling of vertically-integrated networks regarding their owners and operators. The cardinal objective was to establish an economic area without internal frontiers where the free movement of goods, persons, capital and services are guaranteed, including effective competition and open access. The introduction of Article 4(2) and Article 194 TFEU marked an important point in the development of EU energy law and policy. Before this, actions and developments on energy matters at EU level were based on Article 95 of the EC Treaty (now Article 114 TFEU) which, amongst other things, provided that: ‘…[T]he European Parliament and the Council shall, acting in accordance with the ordinary legislative procedure and after consulting the Economic and Social Committee, adopt the measures for the approximation of the provisions laid down by law, regulation or administrative action in Member States which have as their object the establishment and functioning of the internal market….’582 

 Article 4(2)(i) TFEU stipulates that shared competence between the EU and the Member States extends to energy, while Article 194 essentially formalises EU-level energy regulatory and policy developments. According to Article 194(1), the EU’s energy policy shall aim to: (i) ensure the functioning of the energy market; (ii) ensure security of energy supply in the Union; (iii) promote energy efficiency and energy saving and the development of new and renewable energy forms; and (iv) promote the interconnection of energy networks. It is worth noting that although Article 194(2) empowers the European Parliament and the Council to establish legislative measures for achieving the energy policy objectives highlighted in Article 194(1), however, such measures should not affect a Member State’s right to determine the conditions for exploiting its energy resources, its choice between different energy sources and the general structure of its energy supply.583 It is argued here that the proviso which makes the rights of Member States ‘without prejudice’ to the powers of the Council under Article 192(2)(c) makes it difficult to constructively delineate the limits and extent of Member States’ rights vis-à-vis the powers of the EU on energy regulation. Thus, in reality, there may be contentions relating to the protection of national interest versus regional or supranational EU interests. Likewise, it has been argued that this issue may cause difficulties in establishing EU external energy policy and models of regulation.584 Hauteclocque and Perez (2011) have also pointed out the following: 

  [T]he ten-year negotiation process which led to the enactment of the first liberalisation directive already evidenced the difficulties of getting a consensus and many of the problems which would impair the reform process in the next period, in particular, the lack of a clear legal basis for energy in the old EC Treaty. This has, for instance, resulted in the absence of a true EU-wide regulator in charge of developing interconnectors. It also did not give to the European Commission the power to alter property rights in the different Member States and thus to carry an aggressive policy of horizontal de-integration which would probably deliver better and faster results… [A]s a result, some elements of market design were devised at the Community level, others at the Member States level and the restructuring of ownership and industrial structures as well as changes in the energy mix were pursued, or not, by Member States.585 

 

 [A] Fostering Competitiveness and Security of Supply 

 The First Gas Directive provided the initial steps towards the restructuring of the gas supply market and the establishment of specific conditions for access to the networks by introducing functional unbundling,586 a negotiated and regulated TPA regime, etc.587 This was repealed by the Second Gas Directive, which sought to enhance the TPA framework and provide a presumably more effective framework for legal unbundling requirements, including provisions for establishing NRAs.588 Recital 2 of the Second Gas Directive indicates, among other things, that there was a need to create a level playing field and to reduce the risks of market dominance and predatory behaviour by incumbents while ensuring non-discriminatory transmission and distribution tariffs and the protection of the rights of small and vulnerable customers. Recital 7 indicates that realisation of the competition objective required efficient non-discriminatory, transparent and reasonably priced network access, and recital 8 refers to TSOs and distribution system operators (DSOs).589 Some of the key provisions of the Second Gas Directive relating to market development and restructuring can be summarised as follows: 

  (i) Market access:590 The Directive provided for the right of third parties to non-discriminatory access to transmission and distribution systems and to LNG facilities. Consequently, new suppliers could enter the market and consumers were free to choose their gas supplier. Fair competition conditions were to be put in place to prevent traditional operators taking dominant positions on the market and to prevent predatory behaviour. A gradual approach was required in order that companies could adapt while guaranteeing the protection of consumers’ interests. 

 (ii) System operation and system operators:591 In each Member State, system operators are appointed in respect of the transmission system, storage, LNG and the distribution system. Their mission is the operation, maintenance and development of transmission and distribution, storage and LNG facilities. They are obliged to ensure the safety, reliability, efficiency and interconnection of facilities with due regard for the environment. Furthermore, system operators must guarantee non-discriminatory and transparent access to the system for all users. Access must, therefore, be based on fair tariffs that are applied objectively. System operators may not favour certain companies, especially those which they are associated. To avoid any discrimination relating to network access and enable equal access for new entrants, when companies are vertically-integrated, transmission and distribution activities must be legally and functionally separate from other activities such as production and supply. This separation does not, however, mean ownership unbundling. 

 (iii) NRAs: The Directive highlighted the need for independent regulators appointed in each Member State to be responsible for, among other things, monitoring the non-discrimination principle, the level of transparency and competition achieved, the applicable tariffs and the methods used to calculate them. These regulatory authorities also act as dispute settlement authorities.592 

 (iv) Derogations:593 The Directive provided for derogations from the general TPA and access rules, as well as guiding Member States and designated competent authorities on the conditions and factors to be considered. Thus, derogations can be considered in the following contexts: 

  – for isolated markets, i.e., when a Member State is not directly connected to the interconnected system of another Member State and has only one main external supplier; 

 – for emergent markets, i.e., a Member State in which the first commercial supply of its first long-term natural gas supply contract was made not more than ten years earlier; 

 – for geographically limited areas in Member States, for example depending on the size and maturity of the gas system in the area concerned, as well as the pay-back prospects of investments required for application of the Directive; 

 – in the event of a lack of capacity; 

 – during development of the infrastructure capacity or new infrastructures; 

 – if access to the system prevents delivery of PSOs; 

 – due to serious economic difficulties of a gas company, due to its ‘take-or-pay’ commitments (i.e., clauses in a gas purchase contract that oblige the supplier to make defined quantities of gas available and the customer to pay for such quantity whether it takes it or not). 

 

 

 To enhance security of supply, the Second Gas Directive rightly recognised the importance of: (i) effective ‘monitoring of the balance of supply and demand’ in individual Member States; (ii) the construction and maintenance of the necessary network infrastructure and interconnection capacities; (iii) the right of Member States to impose PSOs on gas undertakings in the general economic interest; and (iv) the compatibility of EU competition rules with long-term gas supply contracts and energy security.594 While the Second Gas Directive was expected to usher in far-reaching organisational changes and implications, the extent to which this occurred was significantly limited by the fact that it accorded special recognition to long-term contracts, which were the main commercial instrument through which gas was supplied to Member States. For example, TPA for new entrants could be refused based on PSOs imposed pursuant to Article 3(2) of the Second Gas Directive,595 or based on lack of capacity or severe economic and financial difficulties resulting from existing take-or-pay obligations in supply contracts.596 

 In furtherance of the market development and restructuring strides initiated following the Second Gas Directive; it is noted that Regulation (EC) No 1775/2005 was issued and provided further guidelines for the evolving TPA framework, as well as principles for capacity allocation mechanisms, congestion management procedures and transparency requirements.597 Recital 14 of the Regulation states as follows: 

  Non-discriminatory and transparent balancing systems for gas, operated by transmission system operators, are important mechanisms, particularly for new market entrants which may have more difficulty balancing their overall sales portfolio than companies already established within a relevant market. It is, therefore, necessary to lay down rules to ensure that transmission system operators operate such mechanisms in a manner compatible with non-discriminatory, transparent and effective access conditions to the network. 

 

 The broad objective of establishing a functioning EU internal market has been fundamentally influenced and enhanced by competition law and principles, espcially in promoting efficient competition, reliable and non-discriminatory access to goods and services for consumers. With regard to the energy market, the EU principally made use of the competition (antitrust) law framework and the evolving IEM bundle of directives and regulations to ensure an efficient TPA, unbundling and competitive energy supply to the IEM.598 Articles 101 and 102 TFEU provide some of the cardinal rules and principles for prohibiting anticompetitive agreements and establishment of dominant market positions by relevant undertakings and firms. As further exmplified in cases discussed in sections (B) and (C) below, the anticompetitive trend or practises that are of particular interest in a security of supply and liberalised market development context includes, those (a) directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions; (b) limiting production, markets or technical development to the prejudice of consumers; (c) applying dissimilar conditions to equivalent transactions with other trading parties. The relevant competition law provisions confirm, among other things, that agreements or decisions made contrary are automatically void, while also highlighting the contexts within which the corresponding provisions do not apply.599 

 While competition law rules are applied ex post and treat TPA and unbundling as an exception to the general rule that market operators are not required to proactively aid their competitors, the IEM regulatory package is applied ex ante and treats TPA and unbundling requirements as the general principle with a limited number of exemptions to TPA and variations in respect of unbundling, especially in relation to approving new major infrastructure projects. 

 Notwithstanding the more extensive pro-liberalisation provisions contained in the Second Gas Directive, as compared to the First Gas Directive, the monopolistic or oligopolistic incumbents in Member States still wielded significant market power, especially in the period preceding the launch of the Commission’s Energy Sector Inquiry in 2007 (‘Sector Inquiry’).600 Consequently development of EU gas supply markets witnessed a ‘monopoly-oligopolistic era’ with strong opposition to TPA and ownership unbundling rules of liberalisation, while the period after the inquiry led to a period of more institutionalisation of the ‘pro-liberalisation’ rules subject to provisions of exemptions and variations.601 The Sector Inquiry was launched to examine: (i) the effectiveness of regulation of the policy drive towards competition; and (ii) the state of the wholesale gas and electricity markets.602 

 Before and during the transitional period, most Member States had gas-to-power markets comprising: 

  – upstream gas producers (a few of these were internal, e.g., the UK and the Netherlands; while most were external, e.g., Russia, Norway, etc.); 

 – midstream gas transmission companies and vertically-integrated suppliers; 

 – downstream local gas distribution companies (LDCs); and 

 – large industrial or power generation customers. 

 

 The commercial arrangements included upstream producers (mostly outside the EU) selling to the merchant transmission company of a Member State,603 which would then resell to LDCs and industrial and power generation customers for electricity and/or energy production.604 Therefore, any risk or disruption to the supply of gas from upstream and midstream gas subsectors would have multiplier effects across the value chain to the extent that the ‘cost of gas as fuel for energy’ or the risk of shortfalls would often be passed on to the final consumers. Furthermore, the network-bound and monopolistic nature of gas production and transmission meant that there was naturally little or no competition or price risk at the transmission level.605 

 Additionally, organisational and commercial features of the industry (its network-bound nature, large economies of scale, and long-term supply contracts with creditworthy buyers to support large-scale infrastructure investments) also prompted a series of mergers across the value chain between gas merchant suppliers and power utilities. Gas and electricity companies considered such mergers and acquisitions as a means by which to extend their operations and optimise market positions, especially due to the favourable nature of the cost-benefit analysis applicable to such vertical integration and the network-bound nature of the ventures. In particular, the 2002/2003 merger between E.ON AG and Ruhrgas AG raised questions about its effect within the context of the evolving EU liberalisation and ‘pro-competition’ objectives. Arguments made in support of the merger included that it strengthens Germany’s energy security, being a merger between a large electric utility and the largest gas utility in Germany at the time. The merger was also expected to strengthen Ruhrgas’ dominant position in the gas distribution market, while the integration of electricity and gas assets was aimed at further strengthening E.ON’s dominance in the electricity market. The merger was authorised in 2002 under section 42 of the German Antitrust Act, subject to certain conditions.606 

 Between February and December 2009, the German Federal Cartel Office carried out a study which found that about half and three-quarters of technically available firm capacity was tied up in long-term contracts. Most of these contracts, often relating to cross-border and market area interconnection points, were found to have been concluded between network operators and companies that were affiliates of the relevant network operator. As reported by the IEA Germany 2013 Review: 

  The enquiry focused on the extent and effect of the long-term booking of firm entry and exit capacities. The principal findings of the enquiry were that many crossborder interconnection points were operating in the long term (i.e. contract durations of more than two years) at full capacity and were being used largely by affiliated distributors, thereby making market foreclosure likely on the downstream gas supply markets. Demand for capacity, often from new suppliers, was sometimes refused. The authority came to the view that such long-term bookings can only be justified on grounds of security of supply if they do not exceed the minimum take obligation in the gas supply contracts.607 

 

 [B] EU-Level Gas Supply Market Restructuring and Economic Regulation 

 In dealing with antitrust cases at EU level, it is important to note that the Commission relied on principles such as the ‘essential facilities doctrine’. Such underlying principles comprised a key rationale for the application of TPA rules and antitrust enforcement investigations by the Commission. The application of the essential facilities doctrine to promotion of competition in energy markets has its roots in the US.608 The central thrust of the essential facilities doctrine is that facilities – such as harbours and ports for shipping lines, computer reservation systems for airlines, and high voltage electricity transmission lines and gas transmission pipelines for energy companies – must be made available for use by competitors where those competitors cannot, or can only by incurring very high costs, build their own ‘version’ of such facilities.609 The main factor that triggers the application of the essential facility doctrine is- whether the owner of an essential facility can be ‘rationally’ and reasonably compelled to offer access to competing or neighbouring undertakings based on competition law.610 Intriguing questions obviously arise in applying the doctrine to particular cases, especially in a network-bound energy supply context. This is particularly so when one considers the unique nature of gas supply arrangements and infrastructural investments, as well as the natural monopoly/economies of scale features involved. Such features ordinarily make it more prudent to have one pipeline supplying an increasingly large demand centre or wholesale buyer, as long as there is room to increase volumes and capacity as required, rather than having several pipelines supplying the same centre or buyer. Thus, some of the intriguing questions that arise in this context relate to the scope of the essential facilities doctrine and determination of whether a decision to ‘refuse to deal’ or allow TPA (especially to a firm that is not affiliated with a vertically-integrated network owner) is due to anticompetitive motives instead of normal and acceptable business strategies.611 

 In Talus’ view,612 GDF Suez and E.ON are examples of competition law cases initiated by the Commission to facilitate TPA to transportation capacity and curb the entry foreclosures that were reportedly being perpetrated by GDF and E.ON respectively as vertically-integrated market-dominating incumbents at the time.613 These cases highlight the instrumental role played by the Commission in engineering open access and new market structures which were seemingly more difficult to achieve through sector-specific regulation.614 Both the GDF and E.ON cases primarily relate to anticompetitive effects resulting from long-term capacity booking practices and were important in clarifying the permissible limits of the extent to which dominant companies can reserve capacities on a long-term basis in their own network infrastructure, especially when such infrastructure qualifies as ‘essential facilities’.615 

 Regarding the GDF case, it is noted that the Commission issued a press release on 22 May 2008 to confirm ‘the initiation of proceedings against GDF [relating to] potential infringement [consisting] of behaviour that might prevent or reduce competition on downstream supply markets for natural gas in France through, in particular, a combination of long-term reservation of transport capacity and a network of import agreements, as well as through underinvestment in import infrastructure capacity. These suspected practices…are allegedly engaged in by Gaz de France SA, its subsidiaries and companies under its control.’616 The Commission was essentially concerned that almost the entire capacity of GDF’s gas networks was booked, on a long-term basis, by GDF’s own supply businesses, leaving virtually no room for third-party transport. Ricardo Cardoso et al., have commented as follows: 

  [T]he Commission’s investigation concerning GDF, the leading gas supplier in France and owner of the largest gas transmission networks in France via its subsidiary GRT Gaz, showed that the vast majority of the available capacities at the main entry points into the French gas transmission network had been booked on a long-term basis by a single customer – the sales business of GDF, the dominant gas supplier in France. Since these capacities were essentially reserved until 2019 by GDF, competitors had very few chances to acquire the transport capacities necessary for successful [competitive] market entry, and there were no prospects for this situation to change in the foreseeable future.617 

 

 A similar structure and paradigm existed in Germany, as reported via the E.ON Gas case. E.ON (a leading European energy company active in the production, transport and supply of electricity and gas) was the largest supplier of natural gas and operated the largest German gas transmission network. As aptly discussed by Ricardo Cardoso et al.: 

  In both cases, the Commission found that the incumbents’ gas networks could be classed as essential facilities. An essential facility is a network or other type of infrastructure to which access is indispensable to compete on a given market. Although undertakings normally have the right to choose their trading partners freely, it is a well-established concept under EU law that holders of an ‘essential facility’ can be required under competition law in certain circumstances to grant access to this facility. In line with the approach taken by the Commission in previous decisions, a refusal to grant access to an essential facility is likely to constitute an abuse under Article 102 TFEU if (i) access is objectively necessary to be able to compete effectively on a downstream market, (ii) the refusal is likely to lead to the elimination of effective competition on the downstream market and (iii) the refusal is likely to lead to consumer harm. In cases where regulation already imposes an obligation to supply on the dominant undertaking and/or where the incumbents erected their gas transmission networks in a period during which their market position was largely protected by a regional monopoly granted by the State (as with gas pipelines), such detailed analysis may not be necessary. The Commission took the view that the gas transmission networks of GDF and E.ON could be classed as an essential facility since access to them was objectively necessary to carry on business in the gas supply markets within the respective grid areas.618 

 

 To assuage the Commission’s antitrust concerns, both GDF and E.ON decided to offer commitments to the Commission under Article 9 of Regulation (EC) No 1/2003.619 The market test of the commitment proposals confirmed that they were suitable to resolve the identified anticompetition issues.620 Notably, GDF committed to releasing a large share of its long-term reservations of gas import capacity into France, and to continue to reduce its share to below 50% of these reservations. The Commission anticipated that these commitments should have a major structural impact on the possibility for other companies to compete on the French market, to the benefit of domestic and industrial gas consumers.621 Similarly, E.ON committed to releasing large capacity volumes at the entry points to its gas networks by October 2010.622 The capacities released at different entry points by October 2010 corresponded to around 15% of the pipeline capacity. Additionally, E.ON agreed to further reduction of its bookings of entry capacity in the NetConnect Germany grid to 50% and in E.ON’s grid for low-calorific gas to 64% of pipeline capacity from October 2015.623 The Commission and the parties involved apparently understood the relevant transaction costs and drastic structural changes required to comply with the commitments undertaken. Therefore, the antitrust remedy was carried out gradually in two steps, involving (i) immediate release at the most important entry points; and (ii) final reductions.624 As mentioned earlier, the Commission issued a press release on 26 July 2016 announcing that it had released E.ON from commitments to reduce long-term bookings on the German gas grid almost five years ahead of schedule because of E.ON’s successful implementation of the commitments, and that competition on the market had increased significantly.625 

 The following points highlight the instrumental role played by the Commission – in collaboration with the NRAs in terms of addressing information asymmetry gaps and providing rational justifications – in the implementation of EU competition law to effect pro-liberalisation structural changes following the E.ON and GDF cases: 

  (i) The issues largely pertain to capacity reservations of transport capacity by vertically-integrated firms in respect of their own transmission infrastructure, which was deemed to be ‘essential facilities’. Thus, there was a need to re-examine the foreclosure and anticompetition implications of long-term capacity contracts concluded within the same company, i.e., the TSO and the gas supply branch of GDF and E.ON. 

 (ii) The Commission considered gas transmission networks to be natural monopolies. Thus access to transport capacity on a gas transmission grid was regarded as essential for gas suppliers to transport gas to their (potential) customers. The natural monopoly factor meant that competing gas suppliers that intend to supply customers in the grids of the domineering gas incumbents had no alternative but to use the ‘monopolised’ gas networks’ entry points to reach customers within the range of these networks. The Commission rejected all claims that competitors, among other things, could reproduce the transport infrastructure, because of the high investment costs, planning risk and the length of time it takes to construct high-pressure gas transmission pipelines.626 

 (iii) In both cases the Commission found that GDF and E.ON not only controlled and literally ‘monopolised’ the markets for gas transport (via their affiliated TSOs), but that both companies also held a dominant position on various national gas import and supply markets supplied by their grids, which they could maintain or reinforce by foreclosing access to the transmission grid.627 

 (iv) GDF and E.ON’s long-term capacity bookings and GDF’s behaviour relating to its two LNG terminals at Fos Cavaou and Montoir de Bretagne were in all cases found to be likely to eliminate competition. Thus, given the importance of the transmission pipelines, such long-term capacity bookings were responsible for the underdevelopment of supply competition. It also created potential risks of discrimination that could harm consumers.628 Thus, the decisions included a finding that there was no obvious objective justification for maintaining the ‘anticompetitive’ behaviour in question. 

 

 [C] Competing for Access: Dominant Incumbents Versus New Entrants 

 Other significant cases exemplify the role played by the Commission and relevant institutions in managing some of the earlier conflicts of interests in the evolving IEM, as well as restructuring and transaction costs arising from initiating pro-liberalisation and regulation-for-competition paradigms, include the antitrust investigations into Distrigas in Belgium and Marathon (a Norwegian gas-producing subsidiary of a US international oil and gas company) in Norway.629 

 [1] The Distrigas Case 

 Between 2004 and 2006, the Commission issued three different Statements of Objections concerning Distrigas’ gas supply contracts with various customers (industrial users, electricity producers, resellers) in Belgium. Distrigas had the exclusive right to transport and store gas underground in Belgium and was the only supplier of gas to large customers before the First Gas Directive and the liberalisation of the gas market in 2000.630 In its assessments, the Commission observed that most customers had only one gas supplier, i.e., Distrigas. Thus the use of long-term gas supply contracts would limit TPA and competition. According to the Commission, Distrigas exhibited ‘market dominance’ within the meaning of Article 82 of the EC Treaty, especially because of its very high market share even after over five years of gas market liberalisation. There were also concerns over the existence of significant barriers to entry and over the vertical integration of Distrigas within the Suez group, which strengthened the company’s position in the Belgian market. Following the investigative assessments, Distrigas made significant commitments which the Commission considered were sufficient to address the identified antitrust and competition concerns.631 

 [2] The Marathon Corp. Case 

 The issues arising from the case between Marathon and certain incumbent European gas undertakings between the 1990s to 2004 also illustrate the challenges faced in the early stages of the process of the liberalisation of the EU energy market. It also exemplifies the approach taken by the Commission in facilitating the required settlements in accordance with EU competition law and the emerging IEM acquis.632 The disputes revolved around Marathon’s repeated request for access to the supply network of the following European incumbents: (i) the three German companies Ruhrgas, BEB (a JV between ExxonMobil and Shell) and Thyssengas (today a full subsidiary of RWE); (ii) the Dutch gas company Gasunie (owned by the Dutch State, ExxonMobil and Shell); and (iii) the French company GDF. These companies firmly refused the access requests and, eventually, Marathon decided to sell the gas volumes to the European gas companies. Subsequently, Marathon brought a complaint before the Commission, and also initiated separate arbitration proceedings against two of the European companies. Marathon’s main contention was that the gas companies had violated EU competition law, especially Articles 81 and 82 of the EC Treaty (now Articles 101 and 102 TFEU).633 The parties eventually opted to settle their dispute and agreed on relevant commitments in accordance with the dictates of the IEM liberalisation regulations and framework at the time. Ruhrgas agreed, among other things, to accomplish the following: 

  (i) abolition of the earlier framework in which capacity reservations were designed to adhere to contractual paths between the point where the gas is entered into the system and the point where the gas is withdrawn from the system (i.e., the point-to-point system), thus allowing customers to book gas pipeline transport capacities separately at entry and exit points without booking any capacity between the two points; 

 (ii) establishment of new balancing areas to allow third-party shippers in Ruhrgas’ transmission area; 

 (iii) enhancement of transparency and the handling of requests for network access and bottleneck management; 

 (iv) introduction of the ‘use-it-or-lose-it’ principle into all its transport contracts, including contracts with its trading branch, thus obliging the capacity holder to make the booked pipeline capacity available to the market if the capacity remains unused.634 

 

 In these cases, the Commission’s stance of pursuing the establishment of a competitive internal gas market in which dominant vertically-integrated incumbents are required to grant non-discriminatory access to third parties clearly led to structural changes in contracting and resource allocation decisions in the affected markets. For instance, the Distrigas case led to commitments including the following: (i) contracts with industrial users and electricity producers cannot be longer than five years, although contracts relating to new power plants with a capacity exceeding 10 MW are not subject to this commitment; (ii) an undertaking may not conclude gas supply agreements with resellers of a duration of over two years; and (iii) supply contracts may not include use restrictions. The transparency enhancement factor in respect of handling requests for network access and the introduction of the ‘use-it-or-lose-it’ principle in relation to all its transport contracts, as mentioned above, are two key developments introduced in the Marathon case. Given the discussions in this case, together with the E.ON and GDF cases above, it is opined that liberalisation and regulation-for-competition are not ends in themselves but means of ensuring the emergence of competitive and viable supply chains for gas or energy while balancing the various competing interests of stakeholders involved. They reveal how difficult or ‘costly’ it is to unravel institutionalised paradigms and locked-in commercial arrangements with inherent political, social, economic and security of supply implications. 

 The highlighted cases and issues can be considered regarding the points discussed in Chapter 2 pertaining to (i) TCE, vertical integration and efficient investments in infrastructure for security of supply; and (ii) the internalisation of costs by means of vertical-integration and long-term gas supply contracts.635 It remains, however, an open question as to whether the public is better served, in terms of security of supply, by competitive markets that offer freedom from potentially exploitative rates and the power to choose between several suppliers (as promised under a liberalised market scenario), or by a scenario in which suppliers manage risks and internalise costs through traditional vertical integration and long-term supply contracts. These issues are mainly economic in nature and thus call for further empirical study which is beyond the scope of this work. However as mentioned in Chapter 2.02 (note 192) above, it is instructive to reiterate that energy market reform at the wholesale level should be evidenced by wholesale price movements that indicate cost reductions in generation. Such cost reductions include the cost of supplying gas to power, i.e., as fuel cost for power generation. Additionally, retail market reform, which impacts public consumers the most, should be evidenced by retail price movements that indicate cost reductions in the delivery of energy services to the end-users. 

 It is noted that vertical integration and the consolidation of market positions, such as in the German E.ON/Ruhrgas case mentioned above, could be cost-efficient to the extent that it helps to internalise costs and overcome risks to sunk capital associated with the network-bound nature of the industry as well as the long payback periods under traditional arrangements, which otherwise would be subject to volatility and plausible mitigating events in the business and contractual environments. However, it is also relevant to emphasise that such traditional long-term arrangements coupled with the vertical integration of firms in the gas-to-power value chain breed discriminatory practices and the accumulation of anticompetitive market power. Such market power and domination often lead to consumer exploitation since the public is left with little or no option regarding its source of supply. As discussed above, there is also a security of supply risk involved in locking in inefficient investments in infrastructure over a long duration, especially since the network owner and supplier have little incentive to invest more in infrastructure as compared to an unbundled ‘network-only’ company operating in a market with effective and independent economic regulation for TPA. An unbundled network-only company, subject to efficient and effective access regulation, has an incentive to invest rationally and expand its supply network capacity once demand exists because every molecule and electron transported increases its profits. 

 There is generally no inherent conflict as between the liberalisation and security of supply in the electricity and interconnected gas sector, as long as the appropriate industry structure, market design, and effective independent regulatory institutions are established and implemented.636 In the EU context, the efficacy of the liberalised markets for gas-to-power seem to have been curbed by the parallel introduction of state intervention in the electricity and capacity markets through renewable energy subsidy schemes to promote sustainability.637 Operators of energy utilities argue that while tougher pollution regulations are hitting coal-fired plants due to the climate change agenda, the economics of gas-fired producers are also being impacted by a combination of factors such as high restructuring and transaction costs, as discussed above, including the over-subsidisation of renewable energy sources and the relatively high price of wholesale gas when compared with cheap coal supplies exported from the US. As a result, most of the gas and power utilities, like RWE and E.ON have considered freezing investment and taking existing power generation capacity offline in the past couple of years.638 

 A review of the Commission’s case-law as it relates to the curtailment of market dominance and the antitrust implications of traditional gas supply market arrangements reveals the complex nature of, and challenges involved in applying the essential facilities doctrine and a liberalisation policy.639 However, the Commission and NRAs have continued to apply these rules and principles in cases concerning refusals of access to various sections of the natural gas pipeline network and the Commission has also relied on Article 102 TFEU as a regulatory instrument to force through improvements in fairness, transparency and even capacity extensions in relation to conditions of access.640 In an examination of ‘New Market Designs and their Effect on Economic Performance in European Union’s Natural Gas Markets’, Haase and Bressers opine that: 

  Natural gas prices remain oil-indexed, and new investment projects are in practice exempted from competition measures. Assuming that a positive impact is a matter of fact is thus premature. A hold-up problem (where industry is reluctant to invest due to regulatory uncertainty and a lack of incentives) is difficult to quantify empirically. However, the industry’s strong opposition to ownership unbundling coupled with the popularity of exemptions from TPA while still allowing long-term contracts does indicate that the general argument in favour of a hold-up problem has empirical relevance… [I]n electricity and natural gas research, the occurrence or danger of underinvestment in a liberalised but regulated energy market is predominantly interpreted as a hold-up problem … [A]n insufficient level of regulatory stability may result in the holding back of investments, meaning that investments are delayed or even never made.641 

 

 Given the above issues, there is an understandable need for, and role of, an instrumentally effective regulatory framework and a ‘good quality’ institutional framework for economic regulation in the network-bound gas supply market. This point also clearly applies in both a liberalised or decentralised context and in the traditional centralised context, subject to the unique socio-economic and/or political character of the jurisdictions in question. In the US for example, even though restructuring and vertical unbundling were accompanied by with significant infrastructure investments, it is clear that this approach and the results obtained from it cannot easily be transferred to other countries, economies or sectors,642 without setting up the requisite sectoral- or country-specific institutional and regulatory structure to promote effectiveness and efficiency. Arguably, the TPA and unbundling framework promoted through liberalisation can enhance competitive markets if the network infrastructure is indeed a natural monopoly.643 Additionally, opening the upstream and downstream markets to competition favours network-bound infrastructure investments, at least in jurisdictions like the US, albeit subject to the relevant legal provisions.644 

 The traditional reliance on ‘long-term gas supply contracts’ as supply-side instruments for guaranteeing energy security has direct and indirect implications for the efficacy and scope of the EU legislation that seeks to promote internal market competition. Such supply-side instruments aim to ensure long-term supplies of gas for energy. Therefore, they can be classified as ‘non-economic and non-quantifiable gain’ in view of Article 101(3) and Article 102 TFEU and are as such a defence against the application of competition rules.645 

 §5.04 BEYOND THE SECTOR INQUIRY: REGULATION FOR LIBERALISATION AND COMPETITIVENESS 

 The 2007 Sector Inquiry confirmed that the Second Gas Directive was not as effective in fostering a competitive and transparent IEM for gas and electricity as originally intended. One of the main findings of the Sector Inquiry was that the lack of transport capacity, mainly caused by the incumbents’ own bookings, prevented competitors from gaining access to the pipelines necessary to reach their gas customers.646 The Sector Inquiry Report focused on areas where competition remained unrealised as well as aspects of the liberalisation agenda that was fostering ineffectiveness: 

  (i) market concentration and market power in the wholesale gas and electricity markets. These markets remained national in scope, with significant concentration of market power in incumbents; 

 (ii) vertical foreclosure due to inadequate unbundling of network and supply undertakings. This had negative implications on market functioning and on incentives to invest in networks, thus threatening security of supply; 

 (iii) lack of market integration, including lack of regulatory oversight for cross-border issues; 

 (iv) lack of transparency as well as reliable and timely information on the markets; 

 (v) price formation was still largely opaque in some Member States, coupled with inefficiency in pricing, regulated supply tariffs and below market prices that discourage new entrants; 

 (vi) downstream marketing issues in some Member States; 

 (vii) Balancing demand and supply volumes which often favoured incumbents, thereby creating obstacles for newcomers; and 

 (viii) developments in the LNG sector, which were considered essential for upstream competition and diversification of supply sources to the Union. 

 

 The Sector Inquiry Report highlighted that the noted shortcomings in the listed areas called for urgent action and priority should be given to four main challenges: (1) achieving effective unbundling of network and supply activities, (2) removing the regulatory gaps (in particular for cross-border issues), (3) addressing market concentration and barriers to entry, and (4) increasing transparency in market operations.647 

 The EU initiated antitrust cases, and the ineffectiveness of the Second Energy Package and gas market framework eventually led to the Third Gas Directive and the 2009 Gas Network Regulation.648 The recitals to the Third Gas Directive state, among other things, that: ‘only the removal of the incentive for VIUs to discriminate against competitors as regards network access and investment can ensure effective unbundling. Ownership unbundling, which implies the appointment of the network owner as the system operator and its independence from any supply and production interests, is clearly an effective and stable way to solve the inherent conflict of interests and to ensure security of supply.’649 Consequently, the Third Gas Directive aimed at strengthening security of supply by ensuring competitiveness following more effective ownership unbundling of TSOs and incumbent network owners while incentivising investments in infrastructure, efficient competition and TPA to gas markets. It also recognised the need for the independence of NRAs to ensure regulatory effectiveness. In this regard, energy regulators should be able to act and take regulatory decisions without undue interference from the State as well as avoiding regulatory capture by industry operators.650 

 The 2009 Gas Network Regulation provided for the mandatory certification of TSOs who have complied with the unbundling requirements of the Third Gas Directive.651 Furthermore, to enhance competition and wholesale gas market liquidity, it established entry-exit points of access to transmission system networks. As such, entry capacity must be booked independently from exit capacity, while the practice of setting tariffs on the basis of contract paths was replaced by one based on transport through zones.652 The Regulation further required the development of twelve binding pan-European network codes on cross-border rules for: (i) capacity allocation and congestion management; (ii) balancing; (iii) tariffs; (iv) interoperability; (v) network security and reliability; (vi) network connection; (vii) TPA; (viii) data exchange and settlement; (ix) operational procedures for emergencies (x) trading; (xi) transparency; and (xii) energy efficiency for gas networks.653 These network codes (within overarching framework guidelines) are being developed by the EU agencies, namely the ACER and the ENTSO-G, in consultation with the Commission.654 

 [A] The EU-Level Institutional Framework 

 By co-operating closely with the ACER, regulatory authorities of the other Member States and the Commission, one of the central objectives of the NRAs, as defined under Third Gas Directive is to facilitate and enhance ‘a competitive, secure and environmentally sustainable internal market in natural gas within the Community, and effective market opening for all customers and suppliers in the Community, and ensuring appropriate conditions for the effective and reliable operation of gas networks, taking into account long-term objectives’.655 In highlighting the role of the NRAs vis-à-vis the implementation of EU energy law and regulations, Johnston and Block state as follows: 

  As the details of EU-level legislation on the energy sector has grown, so has the realisation that the effective application and enforcement of such rules are dependent upon strong, well-resourced and independent national regulatory energy regulators in Member States. At the same time, the impact of the crossborder relations between such regulators, both within the EU and with third countries, has become clearer, as [with] the need for a degree of greater coordination at [the] European level between regulatory initiatives and activities (particularly where market liberalisation and integration has faced conflicting national regimes and demands, causing delays, cost increases and creating disincentives to invest in important new generation, transmission and [supply infrastructure or] capacity.656 

 

 The Third Gas Directive provides that the NRAs of Member States are entrusted with the following essential duties, amongst others: (i) monitoring the occurrence of restrictive contractual practices; (ii) respecting contractual freedom, especially inter-ruptible supply contracts and long-term contracts, provided such contracts are compatible with EU law and consistent with EU policies; (iii) fixing or approving, in accordance with transparent criteria, transmission or distribution tariffs or their methodologies; (iv) cooperating in regard to cross-border issues with the regulatory authority or authorities of the Member States concerned and with the ACER; and (v) implementing and ensuring compliance with legally binding decisions of the ACER and the Commission.657 The highlighted duties coupled with the central objective mentioned above seem to set a clear path for the instrumental role to be played by the NRAs in close collaboration with the ACER and relevant EU institutions in ensuring the realisation of the EU’s threefold energy policy objectives and especially in managing the intricacies of restructuring at national level. 

 In performing the tariff and methodology-setting functions, the NRAs must ensure that TSOs and DSOs receive appropriate incentives to increase efficiencies, enhance market integration and security of supply, as well as carry out appropriate market research activities.658 Such provisions call for the implementation of an incentive-based tariff and price regulation framework by Member States. Thus, regulatory and policy level coordination at EU level becomes essential for the development of sound, effective and interconnected IEM. Such EU-level cooperation is often facilitated through the ACER, the ENTSO-E and the ENTSO-G.659 There is also the CEER, which complements the ACER’s role in the creation of a single, competitive, efficient and sustainable EU IEM.660 The ACER’s focus is on what is required under EU law, while the CEER does everything else regarding energy regulation. The ACER is empowered to issue binding decisions on some issues bordering on the role of NRAs, such as regulating access to and the operational security of cross-border infrastructure, where the relevant NRA is unable to reach an agreement with relevant parties or following a joint request from the NRAs in question.661 Thus, the ACER fills an essential gap as the EU-level coordinating and de facto regulatory institution.662 The IEA has noted as follows: ‘the Third Package strengthened the independence of NRAs from the governments and promotes their co-operation at EU level through ACER. ACER is far from being a European regulator (Meroni doctrine), as it essentially creates a framework for the co-operation and participation of the NRAs at EU level. ACER provides for the uniform application of the internal market rules in the European Union and deals with cross-border decisions involving at least two member states.’663 

 In evaluating the role of the ACER in the EU’s IEM institutional framework Hauteclocque and Perez (2011)664 opine that the ACER will not dispose of any true decision or veto powers on the action of TSOs and NRAs. Rather it is created as an institutional forum for cooperation on cross-border issues and will be vested only with a limited degree of discretionary power which will essentially limit its action to ‘sunshine’ regulation, while it may also gain ‘soft regulatory’ influence if the Commission generally complies with its opinions. The writers further point out that: 

  [Following the Meroni doctrine] the Commission cannot delegate to an agency the powers it does not possess. The powers delegated can be neither greater nor different than those granted in the first place by primary or secondary EC law. Delegation thus cannot lead to the creation of new powers since this would upset the so-called ‘institutional balance’. Only strictly defined executive powers can be delegated, but not political or decision-making powers. This implies that the delegating entity must conserve the ultimate decision power and strictly monitor implementation by the agency. The problem then becomes differentiating between technical and truly political powers. The Meroni doctrine finally requires that a decision of such an agency can only be case-specific and must not have a more general value on which firms could rely in other contexts. From a legal point of view, the current powers of the ACER reflect a strict application of the Meroni doctrine, as interpreted above. Its powers to define the terms and conditions for access and operational security of cross-border infrastructure are inherently technical and case-specific, and its few decision powers are subject to approval by the Commission and Member States themselves. A breach of the institutional balance could indeed probably be invoked only when the ACER is not politically and legally accountable to the same extent as the delegating entity. However, the self-interest of the different actors involved seems to explain the limitations of the ACER better.665 

 

 In carrying out its tasks, such as the development of framework guidelines and network codes, the ACER is required to conduct extensive consultations with market participants (usually through direct consultations), TSOs, consumers, end-users and, where relevant, competition authorities, in an open and transparent manner.666 Ordinarily, such consultations should include external (non-EU) suppliers (such as Russia’s Gazprom or Norway’s Statoil), which constitute the upstream segment of the gas and energy value chain.667 It is argued here that information received from market participants can enhance the responsiveness and instrumental effectiveness of the regulatory framework. However, it is also important to maintain the ‘independence’ of the ACER and the NRAs to prevent the development and effects of regulatory capture and opportunism by market players.668 The role of the NRAs and the EU-level institutional framework in carrying out coordination and cooperation appears to have been bolstered under the Third Energy Package. 

 [B] Regulatory Transparency, Accountability and Independence 

 In 2011, the EU-level legal framework for ensuring transparency, reporting and oversight functions in the wholesale energy market was established under the REMIT Regulation.669 This Regulation lays down rules concerning the prohibition of abusive and market manipulation practices in the wholesale energy markets. The ACER is expected to play a key role in this regard, as well as in monitoring the wholesale energy markets in close collaboration with the NRAs. It will also consider the interactions between the ETS in furtherance of the sustainability objectives and the objective of fostering the competitiveness of the wholesale energy markets.670 Additionally, under the REMIT Regulation, reporting obligations should be carried out cost-efficiently and not place unnecessary ‘costs’ or ‘administrative burdens’ on market participants. The REMIT Regulation also prohibits the use of insider information for trading and other forms of manipulative behaviours and market abuse. It is argued here that this development appears consistent with the OECD’s ‘Best Practice Principles for the Governance of Regulators’ discussed in Chapter 2. In this regard, international best practice for good quality regulation, especially economic regulation, entails the following: clarifying the role of the regulator; preventing undue influence and maintaining trust; efficient decision-making and independence of the regulator; institutionalising accountability and transparency; regular stakeholder engagement; adequate funding; and regular objective performance evaluations. 

 Significantly, Member States are also enjoined to ensure that NRAs are legally distinct and functionally independent in the performance of their responsibilities under the Third Energy Package.671 This provision for legal and functional independence is also undoubtedly essential to and interrelated with, the requirements to ensure non-discrimination, efficient decision-making, transparency and accountability under the existing EU regulatory and institutional framework.672 Article 39(4) and (5) provide as follows: 

  4. Member States shall guarantee the independence of the regulatory authority and shall ensure that it exercises its powers impartially and transparently. For this purpose, Member States shall ensure that, when carrying out the regulatory tasks conferred upon it by this Directive and related legislation, the regulatory authority: (a) is legally distinct and functionally independent from any other public or private entity; (b) ensures that its staff and the persons responsible for its management: 

  (i) act independently from any market interest; and 

 (ii) Do not seek or take direct instructions from any government or other public or private entity when carrying out the regulatory tasks. That requirement is without prejudice to close cooperation, as appropriate, with other relevant national authorities or to general policy guidelines issued by the government not related to the regulatory powers and duties under Article 41. 

 

 5. In order to protect the independence of the regulatory authority, Member States shall in particular ensure that: (a) the regulatory authority can take autonomous decisions, independently from any political body, and has separate annual budget allocations, with autonomy in the implementation of the allocated budget, and adequate human and financial resources to carry out its duties; and (b) the members of the board of the regulatory authority or, in the absence of a board, the regulatory authority’s top management are appointed for a fixed term of five up to seven years, renewable once. Regarding point (b) of the first subparagraph, Member States shall ensure an appropriate rotation scheme for the board or the top management. The members of the board or, in the absence of a board, members of the top management may be relieved from office during their term only if they no longer fulfil the conditions set out in this Article or have been guilty of misconduct under national law. 

 

 [C] The TSOs and Other Institutional Issues 

 The role of and cooperation between the TSOs within the EU have also been reinforced, to the extent that TSOs are responsible for the network rules and EU-wide network planning.673 In general, there are now stricter and more prescriptive rules on structural and ownership unbundling of incumbent suppliers and undertakings in relation to the control and management of gas supplies and energy (power) generation, transmission and distribution within the EU. Currently, it seems that renewed efforts are being made to overhaul and strengthen the EU-level institutional framework for the IEM with the principal focus being on security of supply, enhancing regional-level coordination, cooperation and solidarity amongst Member States and addressing challenges that have external energy supply dimensions.674 

 At the EU level, the early legal framework for protecting and safeguarding gas supply was provided by Council Directive 2004/67/EC which, among other things, established the Gas Coordination Group (GCG),675 a body which is essential to facilitating information exchanges and defining joint actions between Member States, the Commission, the gas industry and consumers regarding security of gas supply.676 The GCG comprise of representatives of the Member States (especially their competent authorities), ACER, ENTSOG, as well as representative bodies of relevant industry operators and customers. While the Gas Supply Regulation has been repealed by the 2017 Gas Supply Regulation, it is noted that both regulations explicitly recognise the role of the GCG with regard to security of supply measures, risk assessments and coordination of effective responses and actions plans. In view of the solidarity principle and ‘risk-based’ regulatory approach adopted under the 2017 Gas Supply Regulation, coordination amongst relevant institutions such as ACER, ENTSOG, ENTSO-E, NRAs and the GCG is key to dealing with emergencies and supply disruptions. 

 Primarily, security of gas supply to the IEM is the shared responsibility of natural gas undertakings, Member States (through their competent authorities) and the Commission within their respective areas of competence.677 Given the importance of reliable gas supplies to the functioning of the IEM, it is also noted that gas-fired power generators along the gas-to-power supply chain and industrial users are also expected to take on some of the shared responsibility of managing supply disruptions and emergency situations. Such significant gas users are required to have the contractual, operational and technical capacities to take necessary demand-side measures such as interruptible contracts and fuel switching, which have an immediate impact on the balance of demand and supply across the IEM networks. The measures are expected to be carried out in close coordination with the relevant NRAs and EU level institutions such as the GCG. The Gas Supply Regulation requires the preparation of Emergency Plans at the national level in consultation with the gas undertakings to ensure adequate preparedness in the event of supply disruptions. It also requires the preparation of Joint Emergency Plans at regional level where possible and necessary.678 Member States must also ensure that all necessary steps are taken to ensure that in the event of major disruptions of the single largest infrastructure, the remaining infrastructure has sufficient capacity to meet demand, based on the N-1 formula.679 Without prejudice to plans already in place, recital 63 of the 2017 Gas Supply Regulation provides that, in order to avoid legal uncertainty, the preventive action plans and the emergency plans drawn up pursuant to the Gas Supply Regulation will remain in force until the plans drawn up pursuant to the 2017 regulation and adopted accordingly, 

 §5.05 FACILITATING INTERNAL GAS MARKET OBJECTIVES AT THE EU LEVEL 

 The notion of welfare economics and the idea of an efficient market as the appropriate goal of regulation gained considerable influence in the development and implementation of the EU’s energy law and policy.680 As stated above, the following objectives have been simultaneously pursued through regulation and through the evolving institutional framework: (i) sustainability through environmental protection and climate change mitigation; (ii) competitiveness through liberalisation; and (iii) security of energy supply. The judicial element of the EU-level institutional framework is embodied in the fact that the CJEU interprets EU law to make sure it is applied in the same way in all EU countries and settles legal disputes between national governments and EU institutions.681 In certain circumstances, individuals, companies and organisations may apply to the CJEU for review of action taken by an EU institution, if they can demonstrate that they are affected to a sufficient degree by that action.682 The CJEU is currently divided into two courts: (i) the European Court of Justice (ECJ), which deals with requests for preliminary rulings from national courts, and certain actions for annulment and appeals; and (ii) the General Court, which rules on actions for annulment brought by individuals, companies and, in some cases, national governments. In practice, this means that the General Court deals mainly with competition law, State aid, trade, agriculture, trademarks.683 The ECJ typically adopts a teleological approach to the interpretation and application of EU law and policy.684 Consequently, it is expected that the threefold energy policy objectives will be essential in terms of informing its decisions, even though some argue that these are often inherently contradictory. Examples of this can be seen in scenarios in which institutional restructuring aims at developing effective markets and competitiveness, while at the same time being faced with the challenge posed by state intervention to support sustainability and achieve environmental protection. 

 Without competitive, efficient markets and effective economic regulation, pricing and resource allocation, there is a significant risk of locked-in inefficiencies and prolongation of underinvestment in critical infrastructure, which will ultimately have a negative impact on the realisation of security of supply objectives. Furthermore, while the pursuit of sustainability objectives through renewables gains traction, it typically requires state support and intervention which, if not properly implemented with due regard for attendant costs and benefits, can have serious market-distorting implications, as well as prompting energy network reliability and supply inadequacy concerns.685 For example, between 2013 to 2015 it was often reported that the lack of a holistic approach in the drive towards state-centred subsidisation of renewables had led to power prices being depressed along with erosion of the profitability of longstanding gas-fired and coal-based power generators. This was thought to have led to a marked tendency for such utilities to cut costs, reduce capital spending and sell assets.686 As recently reported by Bloomberg, Germany’s radical and unprecedented state-supported shift towards renewables created a glut and squeezed earnings from traditional electricity sources. Accordingly, these developments have led to huge asset write-downs, cancellation of shareholder dividends and mothballing of proposed infrastructural investments by large, conventional, gas-reliant utilities like RWE and E.ON.687 

 [A] Highlighting the CJEU’s Role 

 In its role as the EU’s judicial institution, the CJEU ensures that EU law is interpreted uniformly across Member States, pursuant to Article 267 TFEU, which provides for the preliminary ruling procedure mechanism.688 This procedure enables the CJEU and the relevant EU institutions to play a facilitative and instrumental role in resolving emerging disputes relating to questions pending before courts in Member States.689 Article 267 TFEU provides as follows: 

  The Court of Justice of the European Union shall have jurisdiction to give preliminary rulings concerning: (a) the interpretation of the Treaties; (b) the validity and interpretation of acts of the institutions, bodies, offices or agencies of the Union; Where such a question is raised before any court or tribunal of a Member State, that court or tribunal may, if it considers that a decision on the question is necessary to enable it to give judgment, request the Court to give a ruling thereon. Where any such question is raised in a case pending before a court or tribunal of a Member State against whose decisions there is no judicial remedy under national law, that court or tribunal shall bring the matter before the Court. If such a question is raised in a case pending before a court or tribunal of a Member State with regard to a person in custody, the Court of Justice of the European Union shall act with the minimum of delay. 

 

 Apart from the preliminary ruling procedure, the CJEU is also empowered under Article 263 TFEU to review the legality of legislative acts, and actions of the Council, the Commission and of the European Central Bank, other than recommendations and opinions, and of acts of the European Parliament and of the European Council intended to produce legal effects vis-à-vis third parties. It, therefore, has jurisdiction to adjudicate on matters relating to actions brought by a Member State, the European Parliament, the Council or the Commission on grounds of lack of competence, infringement of an essential procedural requirement, infringement of the Treaties or of any rule of law relating to their application, or misuse of powers.690 It is opined here that the provisions of Article 263 may accordingly be considered as enabling ‘judicial review’ in such a way as to allow the CJEU to provide a judicial balance and undertake consideration of the actions of the executive and legislative institutions of the EU. This is essential given the considerable and often far-reaching discretion wielded by institutions like the Commission in informing and directing policy and regulatory developments in Member States, as already highlighted above. 

 The Commission is also empowered to bring actions against Member States that fail to comply with EU law and regulations.691 For example, between 1994 and 1997, such actions were initiated by the Commission against individual Member States that had granted exclusive rights to designated utilities and undertakings to import or export natural gas and electricity. As rightly pointed out by Penttinen, while EU law required free movement of goods and non-discrimination amongst Member States regarding trade and procurement, several States contended that public safety and policy justified such exclusive rights.692 The Member States concerned included the Netherlands,693 Italy,694 France,695 and Spain.696 Proceedings were instituted by the Commission697 for a declaration that the grant of exclusive import and export rights by the relevant Member States violated their obligations under the relevant provisions of the EC Treaty which, amongst other things, related to the free movement, trade and procurement of goods in the evolving internal market.698 The CJEU held that the Commission may take action to prohibit the grant of exclusive rights to national monopolies. However, it is subject to a higher burden of proof to establish that the existence of the exclusive rights was not essential to meeting PSOs.699 Significantly, in 2011 the Commission brought infringement proceedings against nineteen Member States under Article 258 TFEU for non-transposition of the Third Energy Package, while the Commission’s legal opinion was sent to sixteen ‘non-compliant’ States in 2012 and early 2013.700 

 In the case of Commission v. Germany,701 the ECJ held that by failing to implement the First Gas Directive in national law as required, Germany had failed to fulfil its obligations. Clearly, the ECJ played an instrumental role in this case by reviewing Germany’s actions as a Member State in relation to its obligations to implement EU IEM directives. However, the EU regulatory packages have now been implemented into German law in the form of the Law on Electricity and Gas Supply (Energiewirtschaftsgesetz, EnWG) and corresponding regulations on network access.702 Furthermore, the formal political institutions have also changed: to wit, the Ministry of Economics (BMWI) together with the German Federal Network Agency (‘BNetzA’ or ‘Bundesnetzagentur’) now coordinate the functioning of the gas system (as well as other network-bound sectors like electricity, post, railway and telecommunications) with the market actors.703 

 The Citiworks AG case involving Germany, as well as the Federutility case involving Italy, further demonstrate the pivotal role of the CJEU and the EU judicial apparatus in clarifying the applicable EU energy law and policy objectives as well as guiding Member State courts about the task of balancing the often competing interests and claims that arise at national level. The Citiworks AG case shows the role of the courts in applying the rules relating to TPA both to generic energy supply systems and to those with unusual features, as well as the applicable exemptions to the rule. The Federutility case, on the other hand, exemplifies the role of the CJEU in balancing the need for State intervention in the pricing of domestic gas supply on PSO and public or consumer protection grounds vis-à-vis the expectation of market-based pricing for gas supply in a ‘pre-sector inquiry’ and pro-liberalisation era.704 

 [1] Citiworks AG (2008) 

 The Citiworks case involved a reference for a preliminary ruling on the interpretation of Article 20(1) of the Second Electricity Directive relating to its TPA provisions. Citiworks is an electricity supply undertaking incorporated under German law that supplies electricity to FLH, a state-owned undertaking in charge of air traffic control at the Leipzig/Halle Airport in Germany. The FLH also maintains an energy supply network system by which it meets its own electricity requirements and those of ninety-three other undertakings established on the airport site (the system at issue in the main proceedings). The relevant law (i.e., the EnWG) was adopted to implement the Second Electricity Directive.705 Thus, FLH applied for the system at issue in the main proceedings to be classified as a site network within the meaning of paragraph 110 of the EnWG, which, by implication, mean that the supply system would be excluded from the TPA provisions of the Second Electricity Directive. Even though Citiworks argued that paragraph 110 of the EnWG was incompatible with Article 20 of the Second Electricity Directive, the regulatory authority granted FLH’s application in July 2006. Citiworks appealed against that decision.706 Following the appeal, the preliminary reference procedure was initiated to refer the following question to the ECJ: 

  Is the first point of Paragraph 110(1) of the [EnWG] compatible with Article 20(1) of Directive 2003/54/EC… inasmuch as, in accordance with the conditions laid down in the first point of Paragraph 110(1) of the EnWG, a so-called ‘operation network’ is exempted from the general provisions on system access (Paragraphs 20 to 28a of the EnWG) even where such system access would not impose an unreasonable burden? 

 

 By its question, the national court essentially asked whether Article 20(1) of the Second Electricity Directive is to be interpreted as excluding a provision such as the first point of paragraph 110(1) of the EnWG. The EnWG provision exempts certain operators of energy supply systems from the obligation to provide TPA because they are deemed to be located in a geographically connected operation zone and to predominantly supply the energy needs of the undertaking itself or of connected undertakings (where it is not established that open TPA to those systems would impose an unreasonable burden).707 FLH, the regulatory authority, and the German and UK governments took the view that the system at issue in the main proceedings was neither a transmission system nor a distribution system and, accordingly, did not come within the scope of the Second Electricity Directive. Such a system, they argued, is an internal system created by undertakings for their own energy supplies, which has a low consumption rate and does not affect competition. The ECJ, however, noted the Commission’s opinion in that, ‘[t]he system at issue in the main proceedings is, a distribution system within the meaning of the Second Electricity Directive and open access to that system must, therefore, be guaranteed’.708 Furthermore, the ECJ held that: 

  [In] answering the question referred, it is necessary to interpret Article 20 of Directive 2003/54 [the Second Electricity Directive] in the light of the objectives of that Directive and of its provisions in order to determine whether the system at issue in the main proceedings comes within the scope of that directive and whether Article 20 thereof precludes a provision such as the first point of Paragraph 110(1) of the EnWG, which dispenses with the obligation to provide third parties with open access to certain energy supply systems.709 

 

 The ECJ decided that the supply system in issue was an electricity distribution system within the meaning of Article 2 of the Second Electricity Directive. While Article 20(1) of that Directive leaves the Member States free to take the measures necessary to establish a TPA framework providing for access to transmission or distribution systems, the fundamental nature of the open-access rule under the Directive means that the margin of discretion does not permit them to depart from that principle except in cases where the Directive lays down exceptions or derogations.710 Accordingly, the Second Electricity Directive permits derogations to the TPA principle in the following circumstances: 

  (i) where the system operator lacks the necessary capacity; 

 (ii) when TPA obstructs the performance of obligations imposed on electricity undertakings for the general economic interest and the development of trade would not be affected or contrary to the interests of the community; and 

 (iii) where a Member State can demonstrate that substantial problems exist in relation to the operation of small isolated systems. 

 

 Following these highlighted derogations and exemptions from the TPA principle, the ECJ ultimately held that since the provisions of paragraph 110(1) of the EnWG do not fall under any of the exceptions or derogations laid down in the Second Electricity Directive, Article 20(1) of the Directive must be interpreted as excluding the EnWG provision.711 Note that the provisions of EnWG in question aimed at exempting certain operators of energy supply systems from the TPA rule because: (i) they are located within a geographically connected operation zone; and (ii) they predominantly supply the energy needs of the undertaking itself and connected undertakings. Thus, the ECJ was able to determine and provide clarity on the context in which the exemption from TPA rules will or will not apply, especially considering the technicalities and the peculiar features of the energy supply system in question, which also seem not to have been specifically covered by the provisions of the Second Electricity Directive on TPA applicability and derogations. 

 The ECJ’s decision in this case also reveals its teleological approach to deciding questions relating to the interpretation and application of EU law and its instrumental role in providing juridical guidance to the relevant institutions in Member States. Following a ‘preliminary ruling’ request and decision, the Member State’s court is obliged to adhere to the ECJ’s interpretation of the EU law applicable to the main proceedings in that Member State. As rightly argued by Penttinen, the obligation of the national court to apply the ECJ’s interpretation following a preliminary ruling procedure is a key part of the EU legal system, which also resonates with the fact that the principle of state liability applies to violations of EU law by national courts.712 

 [2] Federutility Case (2010) 

 In the Federutility case,713 a reference for a preliminary ruling was made on the interpretation of the Second Gas Directive in the context of disputes between Federutility et al., (as undertakings and associations of undertakings operating in the Italian gas market) and the NRA, i.e., Autorità per l’energia elettrica e il gas (AEEG). These disputes concerned measures adopted by AEEG in defining ‘reference prices’ for the supply of natural gas, which undertakings are required to specify in their commercial offers to customers. The questions referred to the ECJ related to whether Article 3(2) and (3) and Article 23 of the Second Gas Directive precluded national legislation that empowers state authorities such as the AEEG to determine gas supply prices by defining ‘reference prices’ in the context of a fully liberalised market, which was expected to commence after 1 July 2007 according to the Directive.714 Note that the Directive also recognises that such measures could be taken based on PSOs and the grounds of the protection of general economic interests.715 

 In the main proceedings in Italy, Federutility et al., argued that based on the Second Gas Directive and the intended liberalisation of the gas market as from 1 July 2007, the sale price of gas must be determined solely by the interplay of supply and demand. They argued that the definition of ‘reference prices’ by the AAEG for gas supply to be specified in supply contracts the second quarter of 2007 infringed EU law.716 The Italian authorities contended that the purpose of defining ‘reference prices’ for the supply of gas was to limit the impact the increase in international oil prices would have on the final consumer price downstream if there were no such intervention. According to the authorities the absence of effective competition in the Italian gas market, especially the wholesale market, warranted such state intervention in the interest of the general public to protect the final consumer from the pass-through impact of surging international oil market prices. 

 Thus, in the main proceedings, questions arose concerning the AEEG’s determination of costs connected with the wholesale marketing of natural gas and price regulation via ‘reference prices’, which are based on the PSO rationale rather than on contract-based pricing following a supply and demand or market-based willing-buyer to willing-seller paradigm (as would be expected in a liberalisation environment). By the definition of ‘reference prices’, the AEEG was essentially determining the price level for the supply of natural gas to certain customers, which was, in reality, lower than it would have been in a supply and demand market-based context. 

 In addressing the questions raised in the preliminary ruling procedure, the ECJ held that Articles 3(2) and 23(1) of the Second Gas Directive did not preclude national legislation, such as that at issue in the main proceedings, which permitted determination of the price level for the supply of natural gas by the definition of ‘reference prices’ after 1 July 2007, provided that such intervention: 

  (i) pursues a general economic interest consisting in maintaining the price of the supply of natural gas to final consumers at a reasonable level having regard to the reconciliation which Member States must make, taking account of the situation in the natural gas sector, between the objective of liberalisation and that of the necessary protection of final consumers pursued by the Second Gas Directive; 

 (ii) compromises the free determination of prices for the supply of natural gas after 1 July 2007 only in so far as is necessary to achieve such an objective in the general economic interest and, consequently, for a period that is necessarily limited in time; and 

 (iii) is clearly defined, transparent, non-discriminatory and verifiable, and guarantees equal access for EU gas companies to consumers. 

 

 Amongst other things, the ECJ evaluated the principles and preconditions for state intervention and the proportionality of such measures in a liberalised market context as envisaged under EU law. Generally, under the Second Gas Directive, Member States must ensure that all customers are free to buy natural gas from the supplier of their choice as from 1 July 2007. However, the Directive also implies a progressive transition to achieve total liberalisation and competitive gas markets.717 According to the ECJ, the general scheme of the Directive requires that even in the liberalised context, high standards of public service must be maintained and the final consumer is protected through PSOs and supply pricing measures in a proportional way and to the necessary extent. Such measures must, however, be adopted in the general economic interest and be clearly defined, transparent, non-discriminatory and verifiable, and guarantee equality of access for EU gas companies to national consumers.718 

 Accordingly, the ECJ recognised the legitimacy of some level of State intervention in gas supply pricing, due to the absence of effective competition in the Italian gas market and rising international oil prices which affected the costs and utilisation of gas. Akin to the role it played in the Citiworks AG case above, the ECJ also sought to provide necessary clarity and guidance in the interpretation and application of EU law in respect of national market scenarios. Such scenarios required the balancing of competing interests and objectives, which in most cases were informed by developments at EU level such as the move towards liberalisation, organisational restructuring and competition enhancements measures vis-à-vis the need to ensure PSOs, security of supply and justified public interest concerns. The ECJ reiterated that the adoption of measures in furtherance of PSOs imposed on undertakings must be done in compliance with the principle of proportionality.719 This means that in a liberalised market context measures that impact on the freedom to determine the price of gas supply should only be permitted insofar as necessary to achieve the objective in the general economic interest which they pursue and only for so long as may be necessary. 

 Given the risks and potential for opportunism and rent-seeking related exposures that consumers ordinarily face in a typical gas and electricity value chain, which has strong natural monopolistic features and a tendency towards vertical integration and market power concentration, the inclusion of PSOs and consumer protection objectives in the IEM regulatory framework is clearly understandable. As posited by Johnston and Block, the increasing focus on consumer protection and PSO issues that emerged in the Second Energy Package has been strengthened in the Third Energy Package, while Member States are also obliged to take the necessary measures to achieve economic and social cohesion, environmental protection, and security of energy supply objectives.720 

 Clearly, it can be said that regulation through formal institutions such as laws, rules and directives, as well as public and private organisational institutions such as contracts, NRAs and courts, play a vital instrumental role in managing the frictions, costs and risks that arise in the restructuring and reform of energy supply value chains. While the pursuit of perfect competition through liberalisation was previously unquestioned as being as the most efficient means of governance and resource allocation in respect of energy supply, the paradigmatic dispositions seem to have evolved into allowing greater responsiveness to divergent ‘non-market’ or public-related interests and stakeholders involved as the industry moves from a centralised model to a decentralised paradigm. However, the effectiveness of the applicable framework lies in its clarity and transparency, in the non-discriminatory application of rules and standards and, most importantly, in the capacity of the relevant institutions to engage with the interests involved and ensure an effective balance. 

 There has arguably been more State involvement in the development of an effectively liberalised market, especially relating to EU-level regulation-for-competition, which can be seen through decisions relating to licensing and permitting new network infrastructure.721 The trend towards more State involvement is perhaps due to increasing concerns over security of energy supply at national level and how this issue interacts with other EU-level objectives like competitiveness and sustainability. As mentioned in Chapter 1, the objective of security of energy supply now plays a central role in the dynamics of realising the threefold policy objectives of the EU’s IEM. Accordingly, the following sections of this chapter focus more on the evolving IEM regulation and institutional framework for securing gas supply within the EU. 

 [B] Security of Gas Supply and IEM Regulation 

 The adoption of the Gas Supply Regulation was a significant step in consolidating the evolving legal and regulatory framework for enhancing the EU’s energy security.722 It provides that measures taken to safeguard the security of gas supply should not unduly distort competition or the efficient functioning of the internal gas market.723 Furthermore, the Regulation stipulates as follows: 

  [T]he diversification of gas routes and of sources of supply for the Union is essential for improving the security of supply of the Union as a whole and its Member States individually. Security of supply will depend in the future on the evolution of the fuel mix, the development of production in the Union and in third countries supplying the Union, investments in storage facilities and in the diversification of gas routes and of sources of supply within and outside the Union including Liquefied Natural Gas (LNG) facilities. In this context particular attention should be given to priority infrastructure actions as identified in the Commission communication of 13 November 2008 entitled ‘Second Strategic Energy Review – An EU energy security and solidarity action plan’, e.g. the southern gas corridor (Nabucco and Interconnector Turkey Greece Italy), a diversified and adequate LNG supply for Europe, effective interconnection of the Baltic region, the Mediterranean Energy Ring and adequate north-south gas interconnections within central and south-east Europe […].724 

 

 Two key points from the above provisions of the Gas Supply Regulation that pertain to the EU’s security of supply concerns are (i) the diversification of gas supply sources and routes to the EU, and (ii) the evolution of the fuel mix and the development of production in the EU and in third countries supplying the EU. The ‘evolution of the fuel mix’ factor largely relates to the role of renewables in the total primary energy supply mix and how far the relevant institutions are willing to go in providing state support to renewable energy sources, much to the chagrin of conventional, e.g., gas-based, energy producers. Over the years the lopsided state support for RES has led to energy adequacy and security of supply concerns, and debates over capacity remuneration mechanisms.725 Another issue pertains to the efficient diversification of supply routes and sources and largely concerns the role Russian gas supplies and infrastructure play in EU’s energy security and Russia’s preparedness to bear the costs involved in complying with the legal provisions giving effect to the EU’s liberalisation and regulation-for-competition objectives.726 Some of these issues are largely sociopolitical and economic in nature and also relate to the external dimensions of the EU’s energy security, and are therefore outside the scope of this book. 

 Notwithstanding the repeal of the Gas Supply Regulation, the diversification of supply sources remains an integral part of the overall framework for security of gas supplies under the 2017 gas supply regulations. One of the major commercial, market or financial factors to be considered by the respective competent authorities in assessing transnational risks to security of supply according to Article 7(2) and Annex IV of the 2017 gas supply regulation is the ‘control of infrastructure relevant for the security of gas supply by third-country entities, which may imply, among others, risks of underinvestment, undermining diversification or non-respect of Union law’. In this regard, competent authorities are enjoined to carry out extensive common and national risk assessments ‘including disruption of gas supply from the single largest supplier’ which in effect currently implies Russia, at least for the time being. In addition, regional risk groups are also established to facilitate cooperation and coordination and listed under Annex I of the 2017 Regulations as follows: 

  (1) Eastern gas supply risk groups: 

  (a) Ukraine, Bulgaria, Czech Republic, Germany, Greece, Croatia, Italy, Luxembourg, Hungary, Austria, Poland, Romania, Slovenia, Slovakia. 

 (b) Belarus, Belgium, Czech Republic, Germany, Estonia, Latvia, Lithuania, Luxembourg, Netherlands, Poland, Slovakia. 

 (c) Baltic Sea: Belgium, Czech Republic, Denmark, Germany, France, Luxembourg, Netherlands, Austria, Slovakia, Sweden. 

 (d) North-Eastern: Estonia, Latvia, Lithuania, Finland. 

 (e) Trans-Balkan: Bulgaria, Greece, Romania. 

 

 (2) North Sea gas supply risk groups: 

  (a) Norway, Belgium, Denmark, Germany, Ireland, Spain, France, Italy, Luxembourg, Netherlands, Portugal, Sweden, United Kingdom. 

 (b) Low-calorific gas: Belgium, Germany, France, Netherlands. 

 (c) Denmark, Denmark, Germany, Luxembourg, Netherlands, Sweden. 

 (d) United Kingdom, Belgium, Germany, Ireland, Luxembourg, Netherlands, United Kingdom. 

 

 (3) North African gas supply risk groups: 

  (a) Algeria, Greece, Spain, France, Croatia, Italy, Malta, Austria, Portugal, Slovenia. 

 (b) Libya, Croatia, Italy, Malta, Austria, Slovenia. 

 

 (4) South-East gas supply risk groups: 

  (a) Southern Gas Corridor – Caspian: Bulgaria, Greece, Croatia, Italy, Hungary, Malta, Austria, Romania, Slovenia, Slovakia. 

 (b) Eastern Mediterranean: Greece, Italy, Cyprus, Malta. 

 

 

 In furtherance of the new regional approach to dealing with the challenges and risks to security of supply, recital 16 of the 2017 Gas Supply directive points out that risk factors identified during the process of assessments should be met by appropriate cross-border measures to be included in the regional chapters of the respective preventive action plans and the emergency plans. 

 [1] External Suppliers and the IEM’s Gas Supply Regulation 

 EU law relating to competition, TPA and unbundling applies to incumbents and prospective suppliers operating within the IEM and/or domiciled in Member States.727 It is, however, unclear to what extent these legal and regulatory developments effectively determine changes to longstanding organisational and commercial structures in non-EU supplying countries and firms upstream. In reality, not all external suppliers are willing to unconditionally accept such obligations as TPA and full ownership unbundling as stipulated under the Third Energy Package, especially considering the cost and risk implications from a producers’ security of demand perspective.728 Consequently, the interplay of geopolitics and economic or sociopolitical objectives goes a long way in determining the effectiveness and success of the liberalisation drive.729 

 For example, Russia as a major oil and gas producer and exporter will (all things being equal) ordinarily address energy security from a ‘security of demand’ perspective. Also, losing a perceived competitive position in international energy markets or reduction of derivable benefits from Russia’s activities in external markets can be classified as threats to its energy and economic security.730 This automatically pitches Russia’s ‘energy security interests’ against an increasingly more liberalised European market in which incumbents are expected to give up market share for the sake of fostering competition and non-discriminatory access to the market. It is worth noting that the Commission opened an antitrust investigation into Russia’s Gazprom in 2012, alleging that the latter abused its dominant position as the main or sole gas supplier in some countries of Central and Eastern Europe.731 There were questions on whether Gazprom had divided gas markets by preventing the free flow of gas among EU countries and whether it had imposed conditions relating to the use of infrastructure that prevents the diversification of sources of gas supply in accordance with EU law. In April 2015, the Commission sent a Statement of Objections expressing its preliminary view that Gazprom had been breaking EU antitrust rules by pursuing an overall strategy to partition the Central and Eastern European gas markets.732 On the other hand, it was later reported that Russia is considering a gradual introduction of third parties into the country’s pipeline export portfolio, essentially to sustain the international competitiveness of Russian gas and also to keep some of its already substantial market share.733 More recently, it was reported that Gazprom had agreed to a set of commitments to settle the EU antitrust investigations.734 The EU Commissioner in charge of competition policy stated as follows: ‘We believe that Gazprom’s commitments will enable the free flow of gas in Central and Eastern Europe at competitive prices. They address our competition concerns and provide a forward-looking solution in line with EU rules. In fact, they help to better integrate gas markets in the region.’735 Some of these commitments reportedly include ensuring that: 

  – restrictions on reselling gas cross-border are removed once and for all to facilitate cross-border flows of gas in the Central and Eastern European gas markets; 

 – gas prices in Central and Eastern Europe reflect competitive price benchmarks; and 

 – Gazprom cannot act on any advantages concerning gas infrastructure, which it obtained from customers by having leveraged its market position in gas supply. 

 

 Following a satisfactory review and public engagements in the EU regarding the commitments, the Commission may adopt a decision to make the commitments legally binding on Gazprom under Article 9 of Regulation (EC) No 1/2003 (which concerns antitrust issues). It is worth noting that if a company breaks such commitments, the Commission can impose a fine of up to 10% of the company’s worldwide turnover without having to prove an infringement of the EU’s antitrust rules.736 

 [2] Securing the IEM’s Gas Supply 

 Building gas infrastructure to connect isolated systems and establishing common minimum criteria on security of gas supply to create a level playing field are also essential factors in tackling gas supply interruptions.737 Among other things, the Gas Supply Regulation provides for market-based and non-market based security of supply measures to be taken in exceptional circumstances.738 It defines the responsibilities among natural gas undertakings, the Member States and the EU regarding both preventive action and the reaction to supply disruptions. The obligations imposed by the Gas Supply Regulation require gas undertakings to ensure supplies to protected customers, while it is up to the competent national authorities to decide what proof they accept from undertakings to demonstrate their ability to satisfy demand. Table 3 below itemises the measures to be considered by authorities in developing the Preventive Action Plan and the Emergency Plan as stated in Annexes II and III of the Gas Supply Regulation. 

 Note that Annex VIII of the 2017 Gas Supply Regulations specifies a similar indicative non-exhaustive list of non-market-based measures as in Table 3 below. Since there is no list of market-based measures specified under the 2017 Gas Supply Regulations as it was in Annex II of the Gas Supply Regulation, it can be reasonably inferred that relevant authorities and institutions can develop such measures inline with the cardinal rule stipulated under Article 8(1) of the 2017 Gas Supply Regulation that ‘[t]he measures to ensure the security of gas supply contained in a preventive action plan and an emergency plan shall be clearly defined, transparent, proportionate, non-discriminatory and verifiable, shall not unduly distort competition or the effective functioning of the internal market in gas and shall not endanger the security of gas supply of other Member States or of the Union.’ 

 Table 3   Annexes II and III: Measures to Be Considered by Authorities in Developing the Preventive Action Plan and the Emergency Plan 

    
 
 
 
   	Form of measures 


 	Supply side 


 	Demand-side 


 

  	Market-based security of gas supply measures 

 Non-market based security of gas supply measures (In developing the Preventive Action Plan and the Emergency Plan the competent authority shall consider the contribution of the following indicative and non-exhaustive list of measures only in the event of an emergency) 


 	Increased production flexibility Increased import flexibility Facilitation of the integration of gas from renewable energy sources into the gas network infrastructure Commercial gas storage – withdrawal capacity and volume of gas in storage LNG terminal capacity and maximal send-out capacity Diversification of gas supplies and gas routes Reverse flows Coordinated dispatching by transmission system operators Use of long-term and short-term contracts Investment in infrastructure, including bi-directional capacity Contractual arrangements to ensure security of gas supply Enforced use of electricity generated from sources other than gas Enforced increase of gas production levels Enforced storage withdrawal Use of strategic gas storage Enforced use of stocks of alternative fuels (e.g., in accordance with Council Directive 2009/119/EC of 14 September 2009 imposing an obligation on Member States to maintain minimum stocks of crude oil and petroleum products) 


 	Use of interruptible contracts Fuel switch possibilities including use of alternative backup fuels in industrial and power generation plants Voluntary firm load shedding Increased efficiency Increased use of renewable energy sources 

 Various steps of compulsory demand reduction including: enforced fuel switching enforced utilisation of interruptible contracts were not fully utilised as part of market measures, enforced firm load shedding 


 

 
 

 

 Pipelines, LNG infrastructure and transmission networks are integral parts of the gas supply value chain. Furthermore, considerations in relation to security of gas supply include issues relating to guaranteeing timely investments, the integrity and capacity of supply infrastructure, contractual arrangements for adequate and reliable supplies, cost and pricing of production and supply, etc. Gas supply security issues for a power producer may include issues like the availability and cost of alternative fuels about the gas supplier’s ability to continue deliveries, as well as assessing how to achieve the most efficient and commercially feasible balance between competitiveness, affordability and sustainability.739 These issues may be less obvious and easier to internalise where the energy market is controlled by VIUs with interests in both the upstream and midstream segments of the energy value chain. However, there is also a major risk of inadequate investment in essential infrastructure and market power challenges when energy markets are managed by state-controlled monopolies or vertically-integrated oligopolies. Market development and the evolution of gas supply industries often arrive at a point at which the monopoly-based market organisational style gives way and becomes less efficient, or unsustainable (economically and politically), as compared to a competitive and liberalised market organisational structure.740 

 On the issue of securing the availability and reliability of the supply of gas to the IEM, it is essential to note that gas production within the EU has continued to decline after reaching a peak in 1997.741 The recurring crises between Russia (a major external supplier) and Ukraine (a crucial transit state for pipeline gas to the EU) have considerably increased the risks to the EU’s energy security.742 In highlighting the risks involved in excessive import dependency and the vulnerability of the EU to gas supply shocks, the recent ‘Energy Union’ strategy identifies five core interrelated energy issues, the first of which is ‘energy security, solidarity and trust’.743 The Energy Union strategy emphasises the need to address the risks involved in import dependency and supply shocks by taking the following steps towards diversification of gas supply sources: 

  (i) the Commission will propose a resilience and diversification package for gas in 2015–2016 by revising the existing security of gas supply regulation; 

 (ii) the Commission will prepare a comprehensive strategy for LNG and its storage; and 

 (iii) the Commission will work with Member States to develop access to alternative suppliers, to decrease existing dependencies on individual suppliers.744 

 

 It is possible to achieve diversification of supply sources by building new pipelines connected to other sources or more LNG regasification facilities. If pipeline investments do not proceed as expected, there will be greater pressure on LNG markets and suppliers, many of who may be tied to long-term supply contracts or have reached the limits of their supply capabilities. However, such concerns may be better addressed in the context of the increasing commoditisation of gas supplies in the major national and regional consuming markets, which are also becoming increasingly interconnected. The IEA Global Gas Security Review 2016 addressed this topic in the following terms: 

  [f] rom a security of supply standpoint, therefore, the degree of destination flexibility of existing and future supplies is an important determinant of the resiliency of the global gas system. The possibility to redirect LNG as needed according to price signals would allow for an efficient, low-cost allocation of available supplies. In the event of a supply disruption or a demand shock, LNG trade flows would rapidly shift so that gas can reach the regions that need it most… [D]emand for flexible LNG supplies can be met via one of three ways: LNG production volumes that are uncontracted; volumes that are contracted to a specific destination but redirected; or contracted volumes open to multiple destinations (which enable gas to flow to demand). These three ways of delivering flexible volumes – to those who require them – have played a similarly important role over the past five years. From a producer perspective, Qatar has accounted for more than half of overall uncontracted supplies while Nigeria, Trinidad and Tobago, and Equatorial Guinea – alongside Qatar – have provided most of the flexible volumes delivered via diversions or through open destinations.745 

 

 In the EU security of gas supply context, improving the interconnectivity and interoperability of the networks to allow for more reverse flows between Member States is apparently a necessary means of reducing the EU’s susceptibility to external supply disruptions.746 The increasing global demand for LNG implies that there is more competition for excess uncontracted shipments. More international competition for gas due to growing demand for energy in Asia and the threat of Russia increasing its supplies to China, Turkey and India, following perennial geopolitical tension with the EU and Ukraine, are some the main issues relating to securing external gas supplies.747 

 [3] Infrastructure Development and Interconnectedness 

 The Trans-European Networks (TENs) framework was created to promote the development of the Trans-European energy networks based on Articles 170–172 TFEU. It provides for the functioning and linking of EU markets and regions, including the connection of Europe with other parts of the world. In essence, the TENs framework aims to interconnect national infrastructure networks and ensure their interoperability by setting standards that remove technical barriers.748 Article 170(2) TFEU provides as follows: ‘[w]ithin the framework of a system of open and competitive markets, action by the Union shall aim at promoting the interconnection and interoperability of national networks as well as access to such networks. It shall take account in particular of the need to Link Island, landlocked and peripheral regions with the central regions of the Union.’ To achieve the objectives set out in Article 107 TFEU, among other things, regarding network interconnectivity and interoperability, Article 171 TFEU provides as follows: 

  1. …[t]he Union: – shall establish a series of guidelines covering the objectives, priorities and broad lines of measures envisaged in the sphere of trans-European networks; these guidelines shall identify projects of common interest; – shall implement any measures that may prove necessary to ensure the interoperability of the networks, in particular in the field of technical standardisation, – may support projects of common interest supported by Member States, which are identified in the framework of the guidelines referred to in the first indent, particularly through feasibility studies, loan guarantees or interest-rate subsidies; the Union may also contribute, through the Cohesion Fund set up pursuant to Article 177, to the financing of specific projects in Member States in the area of transport infrastructure. The Union’s activities shall take into account the potential economic viability of the projects. 

 2. Member States shall, in liaison with the Commission, coordinate among themselves the policies pursued at national level which may have a significant impact on the achievement of the objectives referred to in Article 170. The Commission may, in close cooperation with the Member State, take any useful initiative to promote such coordination. 

 3. The Union may decide to cooperate with third countries to promote projects of mutual interest and to ensure the interoperability of networks. 

 

 Thus, under the TENs framework, the process identifying projects of common interest (PCI) is carried out by the EU and Member States.749 Table 4 below highlights the EU TENs Framework Priority Corridors for Gas and Electricity Markets. In November 2015, the Commission adopted a list of 195 significant energy infrastructure projects as PCIs in furtherance of the integration of the IEM and security of supply objectives.750 

 The Commission’s press release notes that even though energy infrastructure should be financed by the market and through tariffs paid by users, to meet the huge investment challenge the EU has set up funds like the CEF and the European Fund for Strategic Investment (EFSI) which will help leverage the investment needed.751 

 Table 4 EU TENs Framework Priority Corridors for the Gas and Electricity Markets752 

    
 
 
   	EU priority corridors for the electricity market 


 	EU priority corridors for the gas market 


 

  	• An offshore grid in the Northern Seas and transmission lines to Northern and Central Europe to transport power produced by offshore wind to consumers and energy storage centres 

 • Transmission lines in South Western Europe such as between Spain and France to transport power between EU countries 

 • Transmission lines in Central Eastern and South Eastern Europe to strengthen the regional network 

 • Integration of the Baltic electricity market – Lithuania, Latvia, and Estonia – with the rest of the EU 


 	• The Southern Corridor to deliver gas directly from the Caspian Sea to Europe 

 • Integration of the Baltic gas market and connecting it to Central and Southeast Europe 

 • North-South gas pipelines in Western Europe to remove internal bottlenecks and enable the best use of possible external supplies 

 • North-South gas pipelines in Central Eastern and South Eastern Europe including regional connections in the Baltic Sea region, the Adriatic and Aegean Seas, the Eastern Mediterranean Sea, and the Black Sea, to help diversify gas sources and increase security of supply 


 

 
 

 

 [C] Deciding on Projects of Common Interest and Gas Pipeline Projects 

 The Nord Stream Pipeline Project, which transports gas from Russia to Germany, remains a major feature in gas supplies to the EU.753 The South Stream Project (SSP) was originally thought to be another major gas supply venture and was conceived in 2006 when Gazprom (Russia) and ENI (Italy) announced the establishment of a JV for the project.754 The SSP also involved intergovernmental agreements amongst seven European States but was eventually cancelled by Russia in December 2014.755 On the other hand, the EU was also reported to have deemed that the SSP did not qualify as a PCI because it did not provide access to any ‘new’ gas sources or increase the competitiveness of the IEM.756 Other projects aimed at diversifying the sources of the EU’s gas supply include the Nabucco Pipeline Project (the ‘Nabucco Project’) and the Trans Adriatic Pipeline (the ‘TAP Project’). 

 The Nabucco Project was initially planned to cover 3,900 kilometres, but this was later reduced to 1,300 kilometres. The eastern section was to run from Azerbaijan across Georgia and Turkey to the Bulgarian border, but this plan was abandoned in favour of the Trans-Anatolian Pipeline. Nabucco-West, which was to have carried gas from Turkey to Austria, through Bulgaria, Romania and Hungary, was the only remaining part of the original project and was cancelled by Azerbaijan despite the Commission’s formal endorsement of the project.757 Likewise, the TAP Project was expected to export gas from the Caspian Sea to Europe.758 The cancellations of the SSP, the Nabucco Project, etc. demonstrate the following points:759 

  (i) Arrangements with external suppliers will only succeed if a win-win situation is created for both suppliers and purchasers in good faith, depending on the divergence or convergence of the interests at play. 

 (ii) The successful diversification of supply sources should be approached largely on a case-by-case basis and must be based on a comprehensive assessment of the geopolitical and external economic interests impacting potential projects. 

 

  (iii) Capital-intensive infrastructure projects designed to serve competitive and private-sector-led markets will not succeed if they are primarily based on political will rather than on the basis of commercial feasibility and the choices of core interested parties.760 It is also essential to effectively facilitate communication and foster trust in such a way as to limit information asymmetry between parties to future projects and their sponsors. Such trust-building, communication-based approaches and informational linkages resonate with the OECD’s ‘Best Practice Principles for the Governance of Regulators’ highlighted in Chapter 2. 

 

 §5.06 LARGE-SCALE INFRASTRUCTURAL DEVELOPMENTS FOR GAS SUPPLY 

 The reliability of internal gas infrastructure and the effectiveness of the regulatory framework in facilitating investment is essential for the IEM’s supply security. Furthermore, the long-term predictability of cash flows and returns is also an essential requirement in obtaining finance for energy infrastructure projects.761 This point has significant implications for the development of gas utilisation projects. Project financing and commercial arrangements for large-scale, capital-intensive supply networks or infrastructure usually entail long-term contractual commitments with take-or-pay clauses and/or preemptive rights or quasi-monopoly entitlements and preferences for sponsors. Such long-term potential hindrances to TPA for gas supply infrastructure may be in practice inconsistent with EU law and policy on competition and developing competitive internal markets, as discussed above. 

 The international gas industry has been gradually moving away from long-term contractual arrangements usually indexed to oil prices towards more short-term spot-market and hub-trading arrangements. The drive towards liberalisation has led to the emergence of several gas trading hubs within the EU. It has been argued that the shift towards short-term arrangements increases the risks involved in financing large-scale gas utilisation investments and generally shifts the burden of risk mitigation and costs to the producer. Furthermore, recent technological advancements in LNG shipping and higher gas prices in the downstream markets have made LNG competitive over long distances. Thus, EU gas markets must compete for supplies over both the long and the short term with other gas markets, which also rely on different price mechanisms, e.g., hub-based pricing (North America) or Japanese Crude Cocktail pricing (Asia).762 

 Based on the EU’s IEM regulatory framework (especially the TPA regime) EU Member States must in principle ensure non-discriminatory access to liquefaction and regasification terminals as well as to transmission and distribution systems. The TPA rules applicable to regasification facilities include granting access to ancillary facilities and temporary storage facilities necessary for the regasification process and subsequent delivery to the transmission system.763 Specific legal and regulatory measures have been adopted by the EU to contain the risk of insecurity arising from contractual and internal market structures, such as the TENs framework and the exemptions to TPA requirements. These measures aim to strike a balance between the promotion of IEM objectives and the objective of free competition in respect of TPA to new and major infrastructure.764 Although the capacity reservations and preemption rights created by most contractual arrangements are necessary from the perspectives of both producers and financiers, they can only be relied upon to the extent permitted under EU law. 

 Generally, under EU IEM regulation and law, there are several scenarios and grounds in which TPA access may be either refused or adjusted.765 These include situations in which the following apply or are present: lack of capacity;766 small isolated systems and markets;767 emerging markets and regions;768 existing gas supply take-or-pay obligations;769 new interconnectors/infrastructure/and significant capacity increases;770 direct lines;771 PSOs;772 closed distribution systems;773 and long-term contracts concluded before the liberalisation of energy markets.774 Amongst these scenarios and grounds, the implementation and application of the provisions for TPA derogations in relation to new and major infrastructure and capacity additions have been of central importance in the pursuit of the EU’s security of supply objectives. In relation to investment and the development of ‘major new gas infrastructure’ – i.e., interconnectors, LNG and storage facilities – Article 36 of the Third Gas Directive provides for the grounds upon which exemptions may be granted for a defined period to the Directive’s provisions on the following: (i) unbundling of transmission systems and transmission system operators; (ii) TPA as well as access to storage facilities; (iii) access to upstream pipeline networks; and (iv) the fixing, approving and/or determination of tariffs and tariff methodologies by NRAs.775 The relevant grounds in this regard are as follows: 

  (a) the investment must enhance competition in gas supply and enhance security of supply; 

 (b) the level of risk attached to the investment must be such that the investment would not take place unless an exemption was granted; 

 (c) the infrastructure must be owned by a natural or legal person that is separate at least regarding its legal form from the system operators in whose systems that infrastructure will be built; 

 (d) charges must be levied on users of that infrastructure; and 

 (e) the exemption must not be detrimental to competition or the effective functioning of the internal market in natural gas, or the efficient functioning of the regulated system to which the infrastructure is connected. 

 

 These provisions for derogations apply to projects that provide significant increases of capacity in existing infrastructure and to modifications of such infrastructure which enable the development of new sources of gas supply. The procedure for obtaining such a derogation begins with the NRA at the national level, and the rules are applied on a case-by-case basis.776 The ACER is enjoined to submit an advisory opinion to the NRA while considering the request for exemption in cases where the infrastructure straddles more than one Member State. The exemption decision, including any conditions referred to in the Third Gas Directive, shall be duly reasoned and published. Once the NRA decides on a request for exemption, it is required to notify the ACER and the Commission. The Commission then gives final approval or may require some amendment or review by the NRA.777 

 [A] Exempting New Major Infrastructure from TPA, Tariffs and Unbundling 

 As of December 2016, the Commission had made fifteen pipeline decisions, fourteen LNG terminal decisions and one gas storage facility decision.778 The following four cases discussed in order to highlight the Commission’s role and approach in reviewing the NRAs’ decisions on exemptions for major new gas supply infrastructure in the EU. 

 [1] BBL (UK/NL): CAB D (2005) 674, Decided on 12 July 2005779 

 On 12 April 2005, the UK’s NRA submitted a decision to the Commission to exempt the BBL pipeline (UK to the Netherlands) from TPA rules under the Second Gas Directive. The BBL project had been developed mainly at the initiative of the Dutch gas transmission company Gasunie Transport Services (GTS). The Commission observed that the project corresponded to major new infrastructure as envisaged under Article 22 of the Second Gas Directive since no significant work had taken place on the project concerned as at the date when the Directive entered into force. Furthermore, the decision to exempt the project was required to fulfil the criteria set out in Article 22 (now Article 36 of the Third Gas Directive) as follows: 

  (a) the investment must enhance competition in gas supply and enhance security of supply; 

 (b) the level of risk attached to the investment is such that the investment would not take place unless an exemption were granted; 

 (c) the infrastructure must be owned by a natural or legal person, which is separate, at least regarding its legal form, from the system operators in whose systems that infrastructure will be built; 

 (d) charges are levied on users of that infrastructure; 

 (e) the exemption is not detrimental to competition or the effective functioning of the internal gas market, or the efficient functioning of the regulated [access] system to which the infrastructure is connected. 

 

 The Commission identified that the draft decision by the UK’s NRA fulfilled criteria (c) and (d), i.e., the legal unbundling requirement as between the owner company and operator of the pipeline, while the use of the infrastructure would be subject to specific charges. Concerning criteria (a), the Commission observed that the project would improve security of supply, particularly for the UK.780 It also had the potential to enhance competition in the UK, although the UK’s NRA intended to keep the UK retail market under review until suitable remedies became available, with respect to the natural gas imported using the exempt infrastructure, to deal with potential abuses of market power.781 For the Dutch market, the requirement pertaining to competition would only be fulfilled if the project enhanced fair and non-discriminatory TPA for reverse flow nominations from the UK to the Netherlands.782 This could only be assured through the application of regulated TPA. On criteria (b) the Commission emphasised that the duration of the exemption should not go beyond the term of the initial contract, being the period necessary to ensure that the project progressed. 

 Regarding criterion (e), the Commission considered that, if the exemption were to be applied for flows from UK to the Netherlands, this would mean that tariffs and conditions for use of the infrastructure would be at the discretion of the pipeline owners and capacity holders. Accordingly, there remained the possibility that access to this interruptible reverse flow capacity could be offered on unreasonable terms which could represent a barrier to the integrity of the European gas market and therefore detrimental to the functioning of the internal gas market.783 In conclusion, the Commission found that the exemption provisions, as formulated, did not fully fulfil criteria (a), (b) and (e) of Article 22 of the Second Gas Directive and thus should be amended accordingly. 

 [2] Poseidon (HE/IT): SG-GreffeD (2007) 203046, Decided on 22 May 2007784 

 This case concerned Italy’s request for exemption of the Poseidon pipeline (Italy and Greece) from the TPA rules under the Second Gas Directive. The Greek and Italian NRAs argued, among other things, that without an exemption for 100% of the initial nominal capacity and for twenty-five years the investment would not be realised. The Commission decided that the positive effects on competition and security of supply did not seem fully proportional to the extent of the exemption granted. Thus, it required the imposition of certain additional obligations on developers relating, for example, to capacity upgrades, transportation through Greece and the extent of the derogation. Thus, the Commission requested that Italian and Greek NRAs should amend the exemption decision accordingly. 

 [3] Trans-Adriatic Pipeline: C (2013) 2949, Decided on 16 May 2013785 

 The Trans-Adriatic Pipeline (TAP) project is one of two potential large-scale crossborder projects to access gas from the Caspian region (i.e., from Azerbaijan) for delivery to Europe along the Southern Corridor.786 This decision followed a request for the TAP project to be exempted from the requirements on TPA, tariff regulation and ownership unbundling laid down in Articles 9 and 32, and Articles 41(6), 41(8) and 41(10) of the Third Gas Directive. Sometime in 2013, exemption decisions were issued for TAP AG by the Italian and Greek NRAs, followed by a ‘Joint Opinion of the Energy Regulators on TAP AG’s Exemption Application’ which also involved the Albanian NRA. In its assessment of the exemption provisions and requirements as applicable to the TAP application, the Commission reiterated the content of Article 36(1) of the Third Gas Directive. 

 The Commission concluded that the TAP constituted an interconnector within the meaning of Article 2(17) of the Directive and therefore qualified as a major new gas infrastructure under Article 36(1).787 It noted further that, ‘in general, an investment which provides a new route to the relevant market and connects new upstream sources of gas from new suppliers to the market will typically increase the security of supply of that market. This has to be assessed on a case-by-case basis.’ The TAP is one of the projects of the Southern Corridor and is designed to connect the EU to the new sources of gas from Central Asia. Subject to the commitments imposed on TAP AG both in the Greek and Italian exemption decisions (e.g., building additional bi-directional pipeline connecting the gas grid of Greece) and in the Commission’s decision, in each of the countries concerned the investment will enhance possibilities for diversification of supply sources (due to either initial or forward expansion capacity and reverse flows) and will accordingly provide new connections that will enhance the interconnection capacity between the countries. The Commission noted that ‘the provisions imposed by the Authorities to ensure sufficient physical reverse flows, to incentivise building of the Expansion Capacity, to provide for new entry and exit points and connect the markets, would lead to enhanced security of supply in each of the countries concerned’. Furthermore, by among other things creating new sources and routes for importing gas to, e.g., Italy, the TAP is deemed to have a positive and enhancing effect on competition. 

 In considering whether the level of risk attached to the investment must be such that the investment would not take place unless an exemption was granted, the Commission noted that the investment project would not otherwise be realised, considering the Italian and Greek regulatory regimes. The TAP entails investment in infrastructure that is associated with sizeable risks of a financial, regulatory, political and legal nature as well as market risks related to competing infrastructures transporting gas to the EU from the Caspian region. Additionally, the Commission noted as follows: 

  TAP is, however, a commercial initiative of its shareholders, not incorporated or imposed by any national development plan of any of the three countries involved. Shareholders and lenders invest in a project of this scale only after they have been assured that the potential risks have been covered to a maximum degree and that future. Revenues have a high degree of predictability. In the case of TAP, the project involves, except from standard risks, also capacity utilisation risk and risks of changes in any of the three regulatory regimes of the countries that the TAP will cross… [T]he Commission, therefore, takes the view that the size of the TAP project is such that due to its volume and construction risks, the costs cannot be borne by the users of the Greek and Italian regulated gas transmission system under a regulated TPA regime without undermining the viability… Consequently, in order for the investment to be made, an exemption is required as the investment will not be made under a regulated network regime by national transmission system operators [as dictated by EU law].788 

 

 The Commission also noted that the ‘unbundling’ requirement was satisfied since TAP AG is a separate and independent legal entity from the relevant and existing system operators, SNAM Rete Gas S.p.A (Italy), DESFA SA (Greece) and Albpetrol sh.a. (new gas TSO in Albania).789 Access to transmission capacity was to be subject to the tariff proposed by TAP AG following the NRAs’ approval and in line with additional commitments imposed in the Joint Opinion. No charges relating to the project were to be imposed on final consumers in any of the host countries of the TAP. It was also expected that the TAP would improve the functioning of the internal gas market by increasing its liquidity due to the additional gas imports and some short-term capacity. The pipeline was considered as complementary to other infrastructure projects, thereby supporting a more robust gas network and much-needed gas infrastructure development in Southern Europe. 

 [4] National Grid Grain LNG (UK): C (2013) 3443, Decided on 4 June 2013790 

 This decision involved the exemption of the UK’s LNG terminal on the Isle of Grain from the internal market rules on TPA and tariff provisions laid down in Article 36 of the Third Gas Directive. On 8 March 2013, the UK’s OFGEM adopted an exemption decision granting the National Grid Grain LNG Ltd (NGGL) company, wholly owned by National Grid plc (the UK’s gas transmission network owner and operator), a temporary exemption from the obligation to provide regulated TPA (including tariffs). The decision entailed a 100% capacity exemption (subject to some conditions) about a planned fourth phase expansion of the LNG terminal. The exemption decision was adopted under the Gas Act 1986, as amended, together with the Electricity and Gas (Internal Markets) Regulations 2011 (SI 2011 No 2704), which are, respectively, the national legislation and statutory instrument that implement the Third Gas Directive. The main LNG facility was originally commissioned in 2005. The NGGL sought to reserve the primary capacity of Grain LNG Phase 4 to the primary capacity holders under long-term agreements (between thirteen and twenty-five years) with pre-agreed revenue streams. NGGL argued that without an exemption from regulated TPA in respect of the entire extended capacity, the Grain LNG Phase 4 project would not be economically viable. The Commission noted that the planned Grain LNG Phase 4 qualifies as a major new gas facility within the meaning of Article 36(1) and (2) of the Third Gas Directive, since an additional 8.4 bcm of import capacity represents a significant increase in yearly regasification capacity in existing infrastructure which enables the development of new sources of gas supply to the UK. 

 Furthermore, the Commission emphasised that the investment must enhance competition in gas supply. In determining this condition in the grant of an exemption, the positive effects of the investment must outweigh the negative effects. Accordingly, the Commission stated that it ‘considers that the construction of the additional capacity at Grain LNG Phase 4 has the potential to increase the supply sources to the UK and increase the number of primary LNG capacity holders from 11 to 13. This has the potential to enhance competition in the UK wholesale gas market. Also, considered from a Northwest European viewpoint (i.e., including the UK, the Netherlands, Belgium, Germany and France), the Grain LNG Phase 4 import capacity also has the potential to increase both supply route competition and hub-to-hub competition. Moreover, insofar as the new capacity will be allocated to two (or more) potential new entrants, the ability of any individual market participant to influence market prices by withdrawing its capacity from the market is reduced.’791 The Commission accepted that there was a positive impact on competition based on the capacity being allocated in accordance with the outcomes of the Open Season process agreed to by the parties.792 

 It was also decided that the Phase 4 project met the requirement for the enhancement of security of supply in the UK because: (i) it increased LNG import capacity by approximately 8.4 bcm/y and contributed to the diversification of sources of LNG imports; (ii) it contributed to the improvement of the UK supply-demand balance by increasing the potential availability of non-domestic supplies of gas; and (iii) the technical capacity of the Phase 4 project would increase the ability of the UK system to withstand outages in either UK or Norwegian production or operational difficulties in interconnectors.793 The Commission also understood the risk that without the exemption, it would be difficult to ensure optimal use of the full infrastructure capacity, thus causing investment and financing risks and stranded costs issues. In conclusion, the Commission adopted OFGEM’s exemption decision. 

 The cases considered above clearly show that the NRAs and the Commission take a case-by-case approach to balancing pro-liberalisation objectives against security of supply implications and that they also take into account the effect of an application for exemption from the general IEM rules on the overall viability of potential for approval of major new infrastructure. Clearly, there is often a need to support credible and timely investments in infrastructure projects even in an evolving liberalised market context. In some justifiable cases, such investments require rational and pragmatic protection from potential risks to ex ante sunk costs and reasonable returns, without which the projects will not proceed. The decisions and the approach adopted by the Commission and NRAs in providing reasoned opinions reflect a growing appreciation and understanding of the workings of the gas supply industry (compared to the earlier days of liberalisation when the NRAs and Member States often seemed to be at odds with the integration and liberalisation programme driven by the Commission). Such evolving ‘meeting of minds’ and understanding of the limitations and delineated roles of the national authorities and the EU institutions is unquestionably a less ‘costly’ and acrimonious path towards realising the three overarching objectives of EU energy policy. It is also important to emphasise the fact that the enabling regulatory framework explicitly provided for such reasoned opinions and decisions must have also provided a clearer path for the decision-making process in terms of rationality and non-arbitrariness. The regulatory and institutional roles played at EU level in this context are crucial to ensuring a uniform understanding and implementation of EU law and policy for the IEM. 

 Additionally, one essential trend is the reliance on the effectiveness of NRAs to provide ‘informed’ decisions and clarity on a case-by-case basis and in dealing with exemption requests. From an EU perspective, this trend underscores the need for vigilance and for a well-informed independent EU regulator or coordinating institution such as the ACER. However, such EU-level regulation may lead to more antifederalisation of EU law and policy as it affects the functioning and independence of NRAs and state-level (national) institutions. Thus, the new proposals for stronger regional level consolidation and coordination under the proposed new gas supply regulation may prove to be more instrumentally effective in the days ahead. 

 In a liberalised energy market, the realisation of energy security objectives often requires a trade-off between profit maximisation and the socio-economic significance of the energy sector. The nature of this trade-off and distrust of pure market-based mechanisms can be seen in the provisions relating to the EU concept of energy security and PSOs. Article 3(2) of the Third Gas Directive provides that, in the general economic interest, Member States may impose PSOs on gas undertakings. Such PSOs may relate to security, including security of supply, regularity, quality and price of supplies, environmental protection, energy efficiency, energy from renewable sources and climate protection. It further provides that such PSOs must be imposed in an explicit, transparent, non-discriminatory and verifiable manner to ensure equality of access to consumers for natural gas undertakings. Member States may also introduce long-term planning in relation to security of supply, energy efficiency and demand-side management, taking into account the possibility of third parties seeking access to the supply system. The regulatory framework calls for a balance between the need to promote open access and competition and the need to maintain a reliable and secure energy supply. 

 §5.07 ASSESSING THE INSECURITIES AND RISKS FACING GAS SUPPLY 

 Scenarios leading to regulatory failure generally has one or more of the following features: (i) over-regulation, i.e., overly stringent and prescriptive regimes that may reduce the possibility to innovate; (ii) excessive formalism and punitive enforcement styles, which may reduce the possibility to enter into cooperative relationships and healthy regulatory communication and may in addition produce self-defeating outcomes; and (iii) incorrect choices of regulatory instrument and enforcement failures, leading to ‘creative compliance’ and box-ticking by regulated undertakings through the side-stepping of applicable rules or the negation of the effect of regulations without formally breaking them.794 Adopting these concepts in the light of the discussions on the regulatory and institutional framework of the EU’s IEM for gas, it could be argued that there are elements of over-regulation and over-formalism in play, including some instances in which the choice of policy and corresponding regulatory approaches directly or indirectly leads to counterproductive outcomes in the IEM. For instance, the timing and effects of the provision of State support for renewable energy in Member States while the IEM is supposedly undergoing a transition from centrally administered national energy industries to a liberalised or decentralised paradigm coupled with the expected integration of divergent regional energy markets can be said to have had counterproductive and counteracting effects. Such effects may be seen in the loss of competitiveness of gas-fired utilities, loss of operating times and profits, including mothballing of investment decisions by incumbent gas-to-power operators.795 

 Another issue is the extent to which competition and liberalisation objectives can be maintained without jeopardising the real-time security of supply objectives, considering the prevailing internal and external market arrangements. To a considerable extent, the use of over-politicised regulatory and policy communications, without fostering sustainable avenues for trust and cooperation across the value chain, appears to have adversely affected relationships with external suppliers such as Russia, as discussed above. The new regional approach to risk assessment, cooperation and coordination under the 2017 Gas Supply Regulation may, however, solve some of the issues bordering on communication gaps and ‘trust’ or ‘geopolitical’ related challenges. Especially considering the fact the different risk groups, including external suppliers, can now be better identified, with peculiar solutions proffered to peculiar problems across the IEM. Additionally, the role of designated NRAs or competent national authorities in planning and risk identification and response has been seemingly strengthened. 

 On another note, it can be argued that EU energy law, together with the policy and regulatory framework for energy, is still in transition. Thus, the IEM itself is still transiting from a ‘centralised’ monopolistic or oligopolistic paradigm for gas and energy supply to a more private-sector driven, fully liberalised and integrated value chain. Therefore, regulators have the herculean task of managing vested interests and coordinating emerging market structures and the activities of firms towards very complex interrelated objectives, which are also sometimes incompatible in practice. Thus, a more responsive and pragmatic approach to regulation and policy implementation is required, rather than over-regulation or over-formalism. 

 The IEA points out that the EU gas market has benefited from infrastructure investment, the creation of gas hubs and more integrated cross-border trade in Western Europe.796 Indeed, the gas network in Central Europe has become more flexible regarding the ability to transport gas from the West to the East.797 However, there are still some bottlenecks, which limit the European gas market’s capacity to effectively respond to a supply crisis, notably in Central East and Southeast Europe, the Iberian Peninsula and the Baltic region. In the aftermath of the 2009 gas crisis, EU support for investment in new gas infrastructure was prioritised and supported by the European Energy Programme for Recovery and the TEN-E as well as its successor policy framework for PCIs.798 The EU Energy Security Strategy of May 2014 identified twenty-seven gas projects which are essential to Europe’s security of supply.799 These projects include new LNG terminals in Poland and Lithuania, Croatia and Greece as well as in the Baltic region, reverse flows and some gas interconnectors, including projects in the Southern Gas Corridor. Additionally, the measures identified in the Gas Supply Regulation appear to be comprehensive enough to enhance the resilience of the EU gas and electricity markets. 

 In reviewing the resilience and capacities of Member States to deal with supply disruptions, the Commission’s preliminary assessment of the Preventive Action Plans (PAPs) and Emergency Plans revealed that (i) most of the preventive actions taken by Member States are market-based supply-side measures, and (ii) non-market-based initiatives make up just over 10% of the total, whereas demand-side measures constitute 14%.800 In general, increased storage capacity is noted to be the most commonly adopted risk-reducing measure, followed by increase in import flexibility either through pipeline interconnectors or LNG terminals. Domestic upgrades to the transmission system and revised contractual arrangements are also frequently employed measures. Applicable regulatory measures include ensuring proper monitoring and accurate forecasting of demand or implementing bilateral agreements to guarantee stand-by capacity/flows in contingency situations. 

 As the transition to a fully liberalised, competitive and sustainable IEM progresses, the objective of maintaining secure and reliable energy supply remains essential. An efficient, interconnected and effectively regulated gas and electricity market where investments are adequately supported remains critical to the achievement of these objectives. Furthermore, the development of gas supply infrastructure (interconnectors, reverse flows and storage) are – in general terms – improving resilience, even though short-term supply disruptions (due to weather or geopolitics) or potential diversion of supplies, international competition and energy market arrangements may call the reliability and security of supplies into question. The EU’s increasing import dependency also poses a great challenge and increases the risks to the security of the energy supply. Thus, trust and efficient communication lines with external suppliers should be established to forestall any misalignment of objectives and interests. The drive towards ensuring that operators in the EU IEM can reliably and sustainably provide their services to high standards and at reasonable cost in a competitive fully liberalised energy market should be supported. 
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 CHAPTER 6 

 Conclusion 

 §6.01 A PATH TO REGULATORY AND INSTITUTIONAL EFFECTIVENESS 

 The idea of energy law and regulation expounded in this book comprises the body of technical industry focused statutes, judicial and quasi-judicial decisions, statutory instruments and other secondary and tertiary rules and guidelines containing prescriptive and descriptive standards of social or economic conduct. In a functional sense, regulation is considered as involving the process of setting rules and standards by organisational institutions, which directly or indirectly informs policymaking and legislation bordering on the supply of gas for the generation of electricity, i.e., the exploration, production and supply of gas to power markets. Developing effective regulatory and legal framework in this regard entails the thorough understanding of underlying policy objectives and engagement with such activities by relevant governance and organisational institutions. Such institutions play a pivotal role in terms of market or industrial organisation via contracts and regulatory agencies; rule-making and standard-setting based on laws, judicial precedents and regulatory guidelines; as well as fact-finding or quasi-judicial inquiries. In the network-bound context of gas and energy supply markets, there is a general tendency towards the development of vertical integration, natural monopolies or oligopolies, and cost exacerbating interference from political or government functionaries, especially in countries with centralised State control and vested interests. These tendencies have implications on who can or will invest in developing gas resources for energy purposes or at least gain access to supply networks and at what price or costs, which in turn affects the industry’s competitiveness and security of energy supply. Accordingly, institutions created to mitigate the challenges such as opportunism, information asymmetry, rent-seeking by private and public operators and bounded rationality in energy supply markets (liberalised, deregulated or re-regulated) have an essential role in safeguarding reliable supplies and the realisation of competitiveness as energy policy objectives. When properly established and designed such institutions and regulatory framework can help promote accountability, trust, legitimacy and other elements of good quality regulation, which are all relevent in the pursuit of these energy policy objectives. 

 Countries such as Nigeria and the EU as a supranational union of Member States are at different stages in the process of implementing strategically similar regulatory paradigms in the restructuring and liberalisation of their respective gas supply markets. The approaches adopted in these contexts essentially follow similar restructuring and reform paradigms in the US in the 1980s and the UK in the late 1980s and 1990s. In 2016, for instance, the government of Tanzania, an emerging gas-rich country, even though still a developing economy, issued the Petroleum (Natural Gas Pricing) Regulations, Natural Gas Utilisation Master Plan, Electricity Market Re-Organization and Promotion of Competition Regulations and Power Systems Master Plan, etc. 

 In most jurisdictions that have a centralised gas and energy value chain, vertically-integrated utilities are subject to the traditional public utility or public service regulatory approaches. There is also the underlying rationale that such energy utilities provide a public service rather than being engaged in the supply of commodities or ‘goods’. The concerns about inefficient resource allocation and economic governance of access and investments in essential network facilities which were owned and managed by these government-owned or controlled utilities became increasingly pronounced during the 1980s and 1990s. Such concerns relate to the propensity of such centralised vertically-integrated utilities with monopoly, and in some cases, monopsony market power to (i) charge unreasonable prices and discriminate against consumers; (ii) underinvest, fail to maintain, or not invest in a timely basis in essential infrastructure; (iii) be unable to make timely rational or apolitical, commercial decisions; and (iii) create locked-in inefficiencies as a result of their typical reliance on long-term gas purchase and supply contracts and centralised ‘public-oriented’ planning without due regard for commercial realities and efficient resource allocation. The consequential restructuring initiatives, which is now increasingly being adopted globally to foster competitiveness, efficient pricing and industry governance involves a process of privatisation and/or liberalisation, including: 

  (a) breaking up or unbundling vertically-integrated entities (often with interests upstream, midstream and downstream) by separating and distinguishing their potentially competitive segments (i.e., upstream and sales/trading) from the monopolistic segments (i.e., transmission and distribution networks); 

 (b) ensuring entry into the competitive activities is effectively deregulated, without jeopardising justifiable public and consumer interests; 

 (c) implementing an open-access or TPA framework where there are monopoly bottlenecks (e.g., in transmission and distribution networks) by ensuring reasonably priced and non-discriminatory access to networks, and incentivising network owners to make their assets available to other suppliers via efficiently negotiated or regulated agreements; and 

 (d) enabling an independent, apolitical regulator to decide in a responsive manner which model of regulation will be applied to the different unbundled segments, e.g., incentive-based models or traditional cost-based / rate of return models, or an effective hybrid. 

 

 In realising the underlying objectives of these restructuring objectives, legal and organisational institutions play a pivotal and facilitative role. However, such cost-bearing changes create winners and losers, and must, therefore, be carried out in a most efficient manner that is responsive to ideals of protecting a completive, secure and reliable energy supply value chain as well as the society at large. The social, economic, political and institutional realities in different countries and jurisdictions make it difficult to approach liberalisation in all countries and jurisdictions in the same way and achieve the same results which was achieved in the US via open access to essential facilities and unbundling of vertically-integrated network-bound gas suppliers without encountering unforeseen costs and benefits. However, such increasingly transnational restructuring paradigms and economic regulation principles provide an appropriate framework for developing competitive energy markets, which is expected to lead to a more efficient path to security of supply. This is especially the case because challenges like opportunism, bounded rationality, asset specificity, rent-seeking between private and public stakeholders, the need for accountability and legitimacy or trust is universal and feature in all economic and industrial environments. Such issues are therefore also arguably applicable in the context of an increasingly international gas supply value chain and an industry in which the unique nature of ‘gas’ and ‘electricity’ as energy resources are the same in all countries and jurisdictions. It is however noted that there are different classes of consumers in all countries and all with different degrees of capacity to afford or appreciate the liberalisation process. Thus, any transnational application must take due cognisance to such differences and peculiarities, especially in the context of developing or emerging economies where relevant institutions such as for consumer protection, are still relatively week. 

 In the US context, while Hirschhausen opines that restructuring and vertical unbundling went hand in hand with significant infrastructure investments, Weaver rightly questions whether fully deregulated markets can be trusted to carry out efficient resource allocation and governance following the California energy crisis of 2000/2001 and the collapse of Enron in 2001.801 Furthermore, Eisen et al., point out that ‘the switch to competitive gas market became possible [in the US] because so many new pipelines had been built [and] most market areas had reasonably good access to more than one pipeline and because pipeline capacity had caught up with demand. Thus, few pipelines had monopoly positions, and there was less need for major new capital facilities that could be financed only on the basis of long-term contracts [or in essence the centralised vertically-integrated paradigms] … ’.802 Thus, it is opined that the boost in US gas-to-power investments as well as other benefits that followed the emergence of a competitive gas supply market in the US from 1985, is not solely due to ‘liberalisation’ or ‘deregulation’ by themselves, but rather a matrix of factors. In this regard, the responsiveness of the applicable regulatory and institutional framework facilitates the realisation of the various policy objectives during the transitional period, such as the FERC’s response to the contentions against the restructuring and costs effects of Order 636 and the issuance of Order 636-A.803 Note also that the initial introduction of privatisation in the UK led to the emergence of a privatised British Gas monopoly, while the subsequent liberalisation drive has left the industry with about six major firms controlling the bulk of the market. However, it is observed that the UK’s OFGEM continues to play an instrumental role in matching the demands of evolving policy objectives with the application of regulatory approaches to oversee the market. 

 Hence, the idea of restructuring for competitiveness and security of supply is clearly a process and not an end in itself. Given the above discussions in the preceding chapters, it is posited that there is no ‘single’ and ‘ideal’ model or approach for attaining effectiveness in the restructuring and regulation of the supply of gas to the power market, especially considering the fact that different countries or regions have peculiar needs and are at different stages of economic growth. Thus, it is arguably more pragmatic consider what is or would be the matrix of models and approaches that suites the respective environment and jurisdiction, without prejudice to international standards of good quality regulation and institutional designs for energy supply markets. 

 §6.02 HIGHLIGHTS OF THE EU AND NIGERIAN CASE STUDIES 

 The EU is a supranational economic union comprising numerous Member States, all of which have their own unique political, social and economic experiences and levels of development. Regarding the development and economic regulation of the gas and electricity supply, most of these Member States traditionally had a public service, state-controlled and largely centralised approach. However, the decision to create an integrated European single market from the mid-1980s804 led to an increasing need to create an enabling environment to support much-needed investment to establish competitive supply chains for gas and electricity in the 1990s.805 Alongside this development apparently came the need to introduce modern approaches to energy supply resource allocation and governance paradigms such as TPA, unbundling and EU-level economic regulation. However, political and institutional commitment to the decentralisation of the gas and electricity markets has been of varying intensity in the different Member States, thus leading to uneven development and to the inconclusiveness of the integration plan in relation to interconnected and interoperable networks and supply systems across all the regions of the EU. Here is a summary of the key issues which is worth highlighting: 

  (1) The application of antitrust law and the IEM package of regulations and directives to prescribe the standards for TPA to essential facilities and gas supply networks, the unbundling of network owners and operators, as well as non-discriminatory access to proposed and existing energy supply networks (including grounds for exemptions) have been instrumental in the evolution of a considerable decentralised internal market for gas supply. Going forward, the importance of consistent and uniform implementation of the regulatory and institutional framework for access to energy networks, non-discriminatory market-based tariffs and EU-wide framework guidelines and network codes made under the network access regulations cannot be overemphasised. 

 (2) The transition towards a fully competitive and secure internal market for gas has proceeded at a much faster pace in Central and Western Europe than in Eastern Europe. Essentially, the level of gas trading and diversification of supply sources is much lower in Eastern and Southern Europe, mainly due to longstanding reliance on Russian gas supply contracts and other arrangements and limited infrastructure, all of which were developed in the Soviet era. Thus, the effectiveness of provisions relating to approval of, and investment in, major new infrastructure, such as under Article 36 of the Third Gas Directive is essential. 

 (3) External suppliers and gas producers seeking to do business, operate and/or invest in the EU should consider the plausible risks and benefits of such objectives, taking into account the increasing potential implications the shift to short-term trading arrangements and supply contracts may have in terms of securing financing for large-scale projects. In this regard, developments and experiences in pioneering jurisdictions like the US and UK provide an instructive working model. 

 (4) Energy supply regulation at EU level appears to have become increasingly responsive to the divergent interests and stakeholders at national level, considering the increasing role and engagement of the NRAs in permitting and approval processes. Institutions like the ACER, the ENTSO-G and the ENTSO-E also provide the necessary platform for coordination and information-gathering. As the internal market becomes more integrated and moves from a centralised paradigm to a decentralised value chain, the effectiveness of the applicable framework appears to lie in its clarity and transparency, and in the non-discriminatory application of rules and standards. The capacity of the relevant institutions to engage with the various stakeholder interests and facilitate a more effective realisation of the core policy objectives is also of key significance. 

 (5) Arguably, there has been more State involvement in the development of an effectively liberalised IEM, especially relating to EU-level regulation-for-competition, which is reflected in decisions relating to licensing and permitting in relation to new network infrastructure.806 The trend towards more State involvement is perhaps attributable to increasing concerns over security of energy supply at national level and how these concerns interact with other EU-level objectives like competitiveness and sustainability. 

 

 Nigeria, on the other hand, has been engaged in restructuring and reforming its oil and gas industries for over thirteen years. The realisation of the various plans and projections established in order to achieve more efficient gas utilisation for power generation has been hampered. This has mostly been the result of the inconclusive reforms that have been carried out, which have created uncertainties and a hold-up problem against investments in domestic supplies – particularly when contrasted with the resilient and thriving export projects that have been established – as well as institutional misalignments between the domestic gas and power sectors, incoherence, haphazard policies and a flawed regulatory framework. The multifaceted security of supply challenges created by the inadequacy of essential supply infrastructure coupled with frequent sabotage by restive gangs from host communities cannot be overemphasised. Reportedly, the current FGN has launched several reconciliatory and mediatory initiatives by directly visiting and engaging host communities in the Niger Delta. The longstanding grouse of these communities has been the perception of a thriving petroleum industry supported by the State and rent-seeking government officials in collaboration with opportunistic private firms at the expense of the communities that deal with the menace of gas flaring and environmental pollution externalities posed by the industry daily. 

 Following the discussions in Chapter 4 the following points can be highlighted, which pertain to the development of the institutional and regulatory framework for a competitive and secure supply of gas to the power market in Nigeria: 

  (1) The gas supply value chain in Nigeria remains considerably centralised, while the government-owned and managed NNPC maintains its monopsony and monopoly control over commercial and economic decisions pertaining to domestic gas utilisation and supply and infrastructural development via its midstream and downstream subsidiary, the NGC/NGPTC. Notwithstanding this NNPC/NGC/NGPTC state-centred control, several international and local private companies also operate in the upstream sector. It is worth noting that infrastructural constraints, security of supply challenges, the arbitrariness and opacity of regulation, coupled with challenges to the viability and liquidity of the domestic wholesale market seem to impose constraints on the ‘rational’ upstream producer in taking firm decisions to produce, process and supply gas for domestic energy purposes. More importantly, akin to the developments that followed the 1954 Phillips Petroleum Co. v. Wisconsin decision of the US Supreme Court, and the treatment of ‘gas producers’ like gas transportation companies subject to the same scheme of cost-of-service regulation as pipeline network companies, Nigerian upstream producers also seem to approach investment in and developing gas for domestic supply to power with considerable caution over the years. 

 (2) Over the last few decades, the realisation of growth projections for domestic gas utilisation in Nigeria has been hindered largely due to inadequate infrastructure, insecurity and sabotage, as well as fundamental market governance issues relating to pricing, resource allocation and the lack of specific and responsive incentive-based regulation for gas-to-power. It appears that some of these issues are being addressed in the recent policy reviews and announcements relating to the reorganisation of the NNPC and its subsidiaries. However, it is worth reiterating that such ad hoc or reactionary reorganisations are similar to earlier NNPC reorganisations of the 1980s for instance, albeit in line with some of the reform objectives which failed to be enacted through the highly politicised legislature. Furthermore, it is also noted that national plans and policies cannot replace the justiciability and legitimacy of definite reformative laws followed by instrumentally responsive regulations made by a well-resourced, knowledgeable independent regulator. 

 (3) Leaving the regulatory and institutional gaps in the gas supply framework highlighted in Chapter 4 unfilled in the names of ‘liberalisation’, ‘reorganisation’ or ‘restructuring’, and failing to address the fundamental problems could lead to the emergence of a ‘Nigerian Enron’. Restructuring and regulatory reform plans, policies and paradigms are not ends in themselves, but a means to an end which includes the effective transition to a competitively secure and sustainable value chain for gas supply. 

 (4) It is argued here that a responsive economic and price regulation model that provides sufficient incentives for the efficient producer to invest and profitably remain in business while supporting innovative ways to reduce passthrough costs ought to be adopted. Thus, rather than attempting to fix or stipulate rates, charges, penalties or royalties in the texts of statutes and regulations, there is a quintessential need for a responsive regulatory institution with the required expertise and capacities to determine such specific rates and figures in a methodological and transparent manner. Such a regulator would be expected to play an instrumental or mediating role in price review scenarios in a liberalised and competitive market context. It is worth noting that it would be counterintuitive to have the NNPC, the DPR, the GACN, the DoG or the Minister as presently constituted playing such roles, assuming the market remains as oligopolistic as it is at present, while the NNPC/NGC is owner and operator of the major pipelines and network infrastructure. 

 (5) It is becoming increasingly necessary to clarify the roles of the GACN as Aggregator, the DoG (if it actually exists in reality) and the NERC vis-à-vis gas-to-power market regulation. Such clarification is important in order to prevent overlaps and unnecessary duplication of roles, avoid unnecessary administrative costs and ensure regulatory efficiency and certainty. 

 

 §6.03 QUALITIES AND IDEALS FOR EFFECTIVE RESTRUCTURING AND REGULATION 

 Ensuring a reliable and secure energy supply is essential to the socio-economic development of all societies. In a scenario where natural gas supply is increasingly expected to play a key role as a source of fuel for electricity, the effectiveness of applicable institutional and regulatory dynamics in respect of its supply becomes critical. In addition, establishing an instrumentally effective regulatory framework that efficiently enhances the achievement of identified energy policy objectives is equally essential. The discussions and exposition contained in this book have sought to make it clear that there is not one single factor or approach to achieve the effective restructuring of a centralised value chain for gas to power towards a competitive, secure and sustainably decentralised one. Rather, there is a matrix of factors, hybrid of paradigms and models that should take due cognisance of the environment and socio-economic context in which the value chain is being developed. 

 Either in the context of a fully liberalised market-based approach or in the context of a centralised state-controlled approach to resource allocation and governance of gas supply, ‘regulation’, plays an instrumental role. However, to be effectively instrumental, certain uniform factors and features should be incorporated in the regulatory and institutional scheme. The main point to emphasise here is that the applicable framework for regulation should be instrumentally effective in the realisation of the objectives that informed its establishment in the first place. Baldwin, Cave and Lodge807 highlight five instructive benchmarks for measuring the quality of a regulatory framework. These are as follows:808 (i) a legislative mandate; (ii) the accountability and responsiveness of regulatory institutions; (iii) due process as well as fair, accessible and open procedures; (iv) expertise and specialised knowledge of the regulatory institutions; and (v) efficiency, in the sense that laws and regulations are being implemented in a manner that requires the least amount of inputs and costs vis-à-vis its productivity and dynamism. 

 In a similar vein, the OECD’s ‘Guiding Principles for Regulatory Quality and Performance’ (2005) is also worth noting, and provides that ‘good regulation’ should: (i) serve clearly identified policy goals, and be effective in achieving those goals; (ii) have a sound legal and empirical basis; (iii) produce benefits that justify costs, considering the distribution of effects across society and taking economic, environmental and social effects into account; (iv) minimise costs and market distortions; (v) promote innovation through market incentives and goal-based approaches; (vi) be clear, simple, and practical for users; (vii) be consistent with other regulations and policies; and (viii) be compatible as far as possible with competition, trade and investment-facilitating principles at domestic and international levels.809 

 Such highlighted factors, guiding principles and benchmarks are undeniably useful in making judgments on the legitimacy or justification for public support for introducing restructuring or reformative laws and regulations. However, over-reliance on such benchmarks may become problematic due to challenges such as determining the acceptable trade-offs between the various issues and benchmarks considered, as well as their applicability in different jurisdictions and socio-political contexts.810 As Baldwin, Cave and Lodge rightly conclude, what is perhaps more important is the ability to deal more rigorously with the trade-offs between objectives and values, as well as establishing concepts and processes that enable the assessment of the performance of both the regulatory regimes and regulatory improvement tools, policies and institutions.811 Therefore, it is argued here that as far as energy supply laws and regulation are concerned, it is relevant to focus more on the concept of ‘instrumental regulation’ or the instrumental effectiveness of the relevant law and regulation. Such a concept considers laws, regulations and institutions that deal with the governance and allocation of energy resources as means by which to achieve defined policy and socio-economic objectives. 

 §6.04 CONCLUDING STATEMENTS 

  ‘It is not that humans have become any more greedy than in generations past. It is that the avenues to express greed [have] grown so enormously.’ 

 

 Alan Greenspan ex-US Federal Reserve Chairman812 

  [C]hallenges relating the legal and institutional inefficiencies, inconclusive structural reforms and consequential legal uncertainties, insecurity and conflict, limited regional cooperation and cross-border resource and infrastructural development have significantly hindered the economic utility potential of… hydrocarbon resources. These challenges directly or indirectly limit the development of domestic energy markets and regional integration which is required for reliable and affordable energy supply and consequently enhancement of economic growth and standard of living. As a worthwhile policy thrust in the development and utilisation of petroleum resources…. security of supply implies an understanding of the importance of energy resources because they are vital for the functioning of the economy and the development and well-being of the people. It implies the understanding that energy security is important because the inability of a state to have access to all the energy required must be avoided as much as possible. It implies an understanding of the fact that the primary importance of an energy resource lies in that fact, and secondarily in its monetary factor as a commodity from which revenue may be derived… there is often the temptation to treat oil and natural gas primarily as foreign exchange earners, with inadequate attention being given to domestic energy [access and supply] needs.813 

 

 The introduction of liberalisation and modern regulatory paradigms to enhance competitiveness and restructure gas supply markets can support competitive markets if the infrastructure really becomes a natural monopoly. As discussed above, opening the upstream and downstream markets (assuming they are not already genuinely open) to competition favours infrastructure investments. Additionally, access regulation apparently alters the investment behaviour of both incumbents and new entrants, whether from the public or the private sector. Therefore, offering adequate incentives and applying an adequate level of regulation as and when necessary appears rational. The development of competitive markets or industries in network-bound sectors like gas and electricity is not mutually exclusive to the central objective of achieving security of supply in the sense of having reliable access to sufficient energy resources at reasonable prices for a foreseeable future, in which risk(s) of major disruptions are eliminated or effectively mitigated. Often the missing link has been the establishment of an effective, instrumental and responsive regulatory and institutional framework. 

 In a gas-to-power value chain context, there are obvious arguments for and against both centralisation based on the traditional paradigms and decentralisation based on the modern paradigms of restructuring and regulation. Experiences in the US and UK as to the perceived costs and risks imposed by full liberalisation and, in the case of the US, deregulation, as discussed herein, suggest that there are avenues available to mitigate and instrumentally reallocate such costs and risks in a just and reasonable manner. The more cardinal issues border on the presence or absence of efficient institutions and good quality framework of laws and regulation. The fact that restructuring initiatives in developed economies like the US, UK and the EU reveal an evolving inclination towards ‘re-regulation’ or regulation through specialised state-guided yet market-friendly institutions is an obvious trend. Even though the path towards economic restructuring and liberalisation is aimed at minimising misguided government interference in order to achieve greater market efficiency and competitiveness, the State still generally holds on to regulatory, policymaking, oversight and governance roles to varying degrees. This is especially true in the context of energy production and supply due to the peculiar features and strategic economic and social importance of the industry.814 Given the highlighted issues and above discussion it could be posited that competition among rent-seeking private investors, while imperfect, may offer a better means of pricing and resource allocation in an energy market context than regulation by rent-seeking politicised government officials in an opaque regulatory and business environment. Liberalisation or economic restructuring of energy supply markets should not be approached merely as an end or an event but rather as a means to an end or, at best, a process for developing greater regulatory effectiveness. 

 

 801. Weaver, supra n. 26, at 17–20. 

 802. Eisen et al., supra n. 4, at 559–560. 

 803. The US EIA, Restructuring Rule, supra n. 299, points out that following issuance of Order 636 interstate pipeline companies had to unbundle, or separate, their sales and transportation services: ‘Initially, Order 636 specified that the pipeline companies would be permitted recovery of 100 percent of their “prudently incurred” transition costs in the form of reservation surcharges to customers, or from an exit fee charged to firm-service customers. However, many LDCs, state commissions, and consumer advocates contended that the 100-percent passthrough of realignment costs would place undue burdens on captive customers of the LDCs, whereas pipeline companies, producers, marketers, and industrial consumers would not pay their share. Partly in response to such objections, FERC issued Order 636-A on August 3,1992, which required pipeline companies to recover 10 percent of the cost of changing supply contracts through their rates for interruptible transportation ….’ 

 804. See Johnston and Block, supra n. 13, at 13–29, on the development of the EU’s IEM agenda from the early days of creating an agenda for a common EU market without frontiers and borders to limit free movement of goods and trade. 

 805. Figure 14 also reveals the increasing role of natural gas in the electricity fuel mix of the EU from 1992 to 2008. A downturn in the role of gas (as with other fuel sources) occurred began in 2008, apparently due to the 2008 financial/economic crisis and the overall reduction in energy demand. It is interesting to note that regardless of the push for the overall sustainability of the IEM and climate change mitigation objectives, the electricity industry used more coal from 2010 – perhaps due to its affordability compared to gas – as well as more solar, wind and geothermal sources, perhaps due to the state support and subsidy schemes available in countries like Germany, as discussed above. 

 806. See Kim Talus, ‘Decades of EU Energy Policy: Towards Politically Driven Markets’ 10 Journal of World Energy Law and Business 380–388 (2017). 

 807. Baldwin et al., supra n. 4, at 25–39; Eisen et al., supra n. 4, at 543–548. 

 808. Although all five elements have their limitations as benchmarks of an effective and good regulatory framework, they constitute an instructive and useful set of criteria for evaluating the quality and legitimacy of law and regulation. See Baldwin et al., supra n. 4. 

 809. See also the Principles of Good Regulation in Table 1 and the UK’s DBIS, supra n. 251 on principles of ‘Economic Regulation’ discussed above. 

 810. Baldwin et al., supra n. 4, at 34–38. 

 811. Ibid. 

 812. Emphasis added. See Weaver, supra n. 26, at 28; Bill Goldstein, ‘When Greed Was a Virtue and Regulation the Enemy’, New York Times, 21 July 2002. 

 813. Emphasis added. See Omorogbe and Oyewunmi, supra n. 119. 

 814. Talus, supra n. 15, at 269–285. See also Oyewunmi, supra n. 5. 
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 ANNEX A 

 EU and Nigerian Institutions 

 Table 5 Key EU Gas Supply to Power Institutions1 

    
 
 
 
   	General Classifications 


 	Titles/Names 


 	Function and Role 


 

  	Overarching institutions (legislative, executive and judicial) 


 	The European Parliament 


 	Directly elected EU body with legislative, supervisory, and budgetary responsibilities. Political supervision of EU’s activities and legislative processes. 

 Passes EU laws, together with the Council of the EU, based on the Commission’s proposals. Energy matters are dealt with in committees.2 


 

  	  


 	European Council 


 	Defines the EU’s general political direction and priorities. It is not one of the EU’s legislative institutions, so does not negotiate or adopt EU laws. Sets the EU’s policy agenda, traditionally by adopting ‘conclusions’ during European Council meetings. 


 

  	  


 	The Council of the European Union (i.e., the Council of Ministers) 


 	Together with the European Parliament, the Council of Ministers is the EU’s main legislative body, including on EU energy policy. 

 Speaks for EU Member States governments adopts EU laws and coordinates EU policies. 


 

  	  


 	The Commission 


 	Promotes the general interest of the EU by proposing and enforcing legislation as well as by implementing policies and preparing the EU’s budget. 

 The EU’s politically independent executive arm. 

 Proposes new EU legislation and implements the decisions of the European Parliament and the Council of the EU. 

 Together with the ECJ, it ensures that EU law is properly applied in all the Member States. 


 

  	  


 	Court of Justice of the European Union (CJEU)3 


 	Ensures uniform interpretation and application of EU law in Member States and by institutions. 

 Settles legal disputes between national governments and EU institutions. 


 

  	  


 	  


 	Comprises two judicial bodies: Court of Justice or ECJ – deals with requests for preliminary rulings from national courts and certain actions for annulment and appeals.
 
General Court – rules on actions for annulment brought by individuals, companies and, in some cases, EU governments. In practice, this means that the General Court deals mainly with competition law, State aid, trade, agriculture, and trademarks. 


 

  	Energy policy and competence institutions 


 	DG Energy4 


 	One of the thirty-three policy-specific Commission departments.
 
Develops and implements the EU’s energy policy – secure, sustainable, and competitive energy for Europe.
 
Develops the general energy policy strategy, the regulatory framework for the IEM (gas and electricity), energy networks, including TENs, security of supply, the legal framework for renewable energies and energy efficiency as well as ensuring safe and sustainable use of nuclear energy across Europe. 


 

  	  


 	DG Competition 


 	Primarily responsible for the direct enforcement powers of EU competition policy and law.
 
The Commission, together with the national competition authorities, directly enforces EU competition rules (Articles 101–109 TFEU).
 
For more market efficiency, ensuring that all companies compete equally and fairly, for the benefit of consumers, businesses and the European economy.5
 
State Aid – an advantage in any form whatsoever conferred on a selective basis to undertakings by national public authorities. Does not include subsidies granted to individuals or general measures open to all enterprises.6
 
Generally prohibited unless justified by reasons of general economic development.
 
The Commission oversees and ensures that State aid complies with EU rules. 


 

  	  


 	  


 	Three Commission Directorates are responsible for State aid control: Fisheries (for the production, processing and marketing of fisheries and aquaculture products), Agriculture (for the production, processing and marketing of agricultural products), and DG Competition for all other sectors, e.g., energy.
 
New transparency requirements were issued on 1 July 2016, to ensure, e.g., access to data on individual awards of state aid provided by Member States. 

 The purpose of the transparency requirements is to promote the accountability of granting authorities and to reduce asymmetries on the market for state aid. 


 

  	  


 	Other policy departments relevant to energy markets7 


 	DG Health and Consumers (DG SANCO) deals with consumer-related aspects of EU energy and climate policies. Evaluates the energy market’s performance in relation to consumer satisfaction through annual scoreboards and initiatives for transparency and consumer awareness programmes.
 
DG Taxation and Customs Union is responsible for the EU’s framework for taxation of energy products and electricity. 


 

  	  


 	  


 	DG Enterprise and Industry coordinates industry policies and product legislation. It has a keen focus on economic growth and the role of small and medium-sized enterprises. It also oversees the free movement of goods in the internal market. DG Environment ensures the application of EU environmental law and represents the EU on environmental matters at international level. It also supports environmental action through EU funding programmes.
 
Other departments providing research, scientific and technical support to the EU include DG Research and Innovation, the Innovation and Networks Executive Agency and DG Joint Research Centre. 


 

  	EU (gas and electricity) regulatory and policy institutions 


 	The European Environment Agency (EEA) 


 	Provides environmental information and data and helps the EC – DG Energy, DG Environment, DG Climate Action – policymakers and the public to make informed decisions. Coordinates the European Environment Information and Observation Network and produces the State of the Environment Report every five years along with a range of environmental, impact assessment, technical and strategy reports.
 
Evaluates progress on meeting the EU 20-20-20 climate and energy objectives, compiles the Union’s inventory and report to the UN Framework Convention on Climate Change. 


 

  	  


 	The Energy Union and Climate
 
Europe has a policy framework for energy and climate for 2030, as well as an energy security strategy, in addition to pursuing the integrated energy market objective8 


 	Comprises five related and mutually reinforcing dimensions:
 
Security, solidarity and trust: diversification of Europe’s sources of energy and ensuring energy security through solidarity and cooperation between Member States.
 
A fully-integrated internal energy market: enabling a free flow of energy throughout the EU through adequate infrastructure and without any technical or regulatory barriers – an efficient way to secure supply and give consumers the best energy deal.
 
Energy efficiency: energy efficiency first – improved energy efficiency will reduce our dependence on energy imports, reduce emissions and drive jobs and growth.
 
Climate action – decarbonising the economy: an ambitious climate policy is integral to creating the Energy Union. Actions include the EU Emissions Trading System (EU ETS), strong but fair national targets for sectors outside the ETS to cut greenhouse gas emissions, a roadmap towards low-emission mobility and an energy policy which makes the EU world leader in renewables. 


 

  	  


 	  


 	The EU is committed to a quick ratification of the Paris Agreement, an ambitious new global climate change agreement approved in Paris in December 2015.
 
Research, innovation and competitiveness: supporting breakthroughs in low-carbon and clean energy technologies by prioritising research and innovation to drive the transition of the energy system and improve competitiveness. 


 

  	  


 	The ACER9 


 	Created under the Third Energy Package by the ACER Regulation.
 
Ensures effective cooperation between NRAs and takes decisions on cross-border issues. Establishes a framework for the cooperation and participation of the NRAs at EU level.
 
Works with the ENTSO-G and the ENTSO-E to develop the EU-wide network codes for gas and electricity respectively.10 


 

  	  


 	The CEER 


 	Works to facilitate the creation of a single, competitive, efficient and sustainable EU IEM.
 
Acts as a platform for cooperation, information exchange and assistance between the NRAs of EU Member States. Serves as the regulators’ interface between the EU and international levels. Works closely with the ACER. While the ACER focuses on what is required in the EU’s legislation, the CEER does everything else in energy regulation.
 
The CEER’s motto is fostering energy markets, empowering customers. 


 

  	  


 	The Gas Coordination Group 


 	Established under the Gas Supply Regulation.
 
Comprises the NRAs, the ACER, the ENTSO-G, the Energy Community, and representatives of industry and consumer associations.
 
The Gas Coordination Group coordinates security of supply measures amongst EU Member States.
 
Facilitates information exchanges on security of supply with supplier, consumer and transit countries. 


 

  	  


 	  


 	  


 

 
 

 

 Table 6 Key Nigerian Gas Supply to Power Markets Institutions 

    
 
 
 
   	General Classifications 


 	Titles/Names 


 	Function and Role 


 

  	Overarching constitutional institutions (legislative, executive and judicial)11 


 	The Presidency or FGN 


 	Executive powers of the Federation are vested in the President. This includes powers to govern through Ministers and government departments.12
 
Executive powers are subject to the Constitution and laws of the National Assembly. 


 

  	  


 	The National Assembly 


 	Power to make laws for the peace, order and good government of the Federation or any part thereof with respect to any matter included in the Exclusive Legislative List.
 
The Exclusive Legislative List includes, among other things, mines and minerals, including oil fields, oil mining, geological surveys and natural gas.
 
Oversight functions over public institutions and regulatory agencies or organisations involved in implementing and enforcing the relevant laws.13 


 

  	  


 	  


 	The power of the National Assembly to make laws is be exercised by means of bills passed by both the Senate and the House of Representatives.14 Legislates on electricity generation and transmission. This role is shared concurrently with the State House of Assembly.15 


 

  	  


 	The judiciary16 


 	The judicial powers of the Federation and of the States are vested in the courts established for the Federation and of the States respectively.17 Judicial powers refer here to powers to hear and decide cases and to make binding judgments on them, together with the power to construe and apply the law when controversies arise as to what has been done or not done under it.18 They also include the power conferred on a public officer or institution or regulator involving the exercise of judgment and discretion in deciding questions of right and appropriate conduct. Judicial review, i.e., the powers of a court to review the actions of other branches or levels of government. It includes the power to invalidate legislative and executive actions as unconstitutional. For instance, factual or legal findings or decisions of administrative bodies and regulatory agencies with quasi-judicial functions may be invalidated.19 


 

  	Gas to power sector policies, laws and regulations 


 	The Petroleum Act 196920 


 	Provides for the exploration of petroleum in the territorial waters and the continental shelf of Nigeria.21 Vests the ownership of, and all onshore and offshore revenue from, petroleum resources derivable therefrom in the FGN.
 
Empowers the Minister of Petroleum (MPR) to grant OELs, OPLs and OMLs.22
 
Defines ‘petroleum’ to mean ‘mineral oil (or any related hydrocarbon) or natural gas as it exists in its natural state in strata, and does not include coal or bituminous shales or other stratified deposits from which oil can be extracted by destructive distillation’. 


 

  	  


 	  


 	The MPR is granted general supervisory powers over all operations carried on under licences and leases.
 
Section 9 empowers the Minister to make necessary regulations. Establishes the Minister’s general powers relating to the pricing and allocation of oil and gas resources and products. 


 

  	  


 	The Petroleum (Drilling and Production) Regulations 1969 


 	Made pursuant to section 9 of the Petroleum Act.
 
Stipulates the regulatory framework for petroleum (including natural gas) exploration and production operations. 


 

  	  


 	The Oil Pipelines Act 195623 and the Oil Pipelines Regulations 1995 


 	Provides for the MPR’s powers in relation to the governance, licensing and permitting processes for the construction, operation and maintenance of gas pipelines and ancillary infrastructure and facilities. 


 

  	  


 	NOGP, 2004 


 	A comprehensive policy framework for oil and gas industry reforms and restructuring. 


 

  	  


 	National Petroleum Policy 2017 


 	Approved by the Federal Executive 19 July 2017. The strategic policy objectives for the petroleum industry outlined by the Petroleum Policy are to:
 
create a market-driven oil and gas industry;
 
maximise production and processing of hydrocarbons;
 
move away from oil as a source of income to oil as a fuel for economic growth; ensure cost-efficient storage, transportation and distribution for petroleum products;
 
minimise the environmental footprint of oil exploration and production;
 
and
 
manage the balance between depleting oil resources versus the use of renewable energy. 


 

  	  


 	National Gas Policy 2017. 


 	Approved by the Federal Executive Council 28 June 2017. To define the 


 

  	  


 	  


 	policy of the Federal Government in respect of Nigeria’s natural gas resources and establish its medium to long-term targets for gas reserves growth and utilisation. The main aims are as follows: review the current policy and regulatory framework; unbundling and liberalisation; development of an attractive gas-based industrial nation, giving primary attention to meeting local gas demand requirements, and the development of a significant presence in international markets. 


 

  	  


 	NGMP, 2008 


 	A national strategic plan for gas utilisation and industry development: National infrastructure blueprint Domestic supply obligation Transitional pricing framework 


 

  	  


 	National Domestic Gas Supply and Pricing Policy 2008 (Supply Policy) National Domestic Gas Supply and Pricing Regulations 2008 (Supply Regulation) 


 	Policy and regulatory framework issued by the MPR following the approval of the NGMP.
 
The Supply and Pricing Policy outlines the framework for NGMP implementation
 
The Supply & Pricing Regulation provides for the DoG and the establishment of a Gas Aggregator etc. 


 

  	  


 	Other legislative proposals for petroleum industry reform 


 	Downstream Gas Bill 2005
 
PIB 2008
 
PIB 2012
 
PIGB 201724
 
The Fiscal Regime Bill
 
The Upstream and Midstream
 
Administration Bill
 
The Petroleum Revenue Bill
 
PIRB 


 

  	  


 	NEPP 


 	Outlines a comprehensive policy framework for the liberalisation and privatisation of the Nigerian power supply industry. 


 

  	  


 	EPSR Act 


 	Provides for the reform, restructuring, privatisation and liberalisation of the power sector. Establishes a semi-autonomous regulator, i.e., the NERC. 


 

  	Administrative institutions, regulators, public and private corporations 


 	Petroleum (Oil & Gas) sector administration, regulation and state investment management 


 	The MPR
 
DPR25
 
DoG26
 
GACN27
 
NNNPC (national petroleum company)28
 
NGC manages national gas transmission, distribution and sales assets and investments. 


 

  	  


 	Power sector administration, regulation and state investment management 


 	The Ministry of Power, Works & Housing
 
The NERC
 
Licensing;29 regulation of power generation, transmission and distribution; tariff-setting;30 regulatory decisions and orders;31 refer questions of law to the High Court32
 
NEMSA33 


 

 
 

 

 

 1. Information in this table was last updated on 20 March 2017. 

 2. See the European Parliament Committees at www.europarl.europa.eu/committees/en/parliamentary-committees.html as at 20 March 2017 on committees such as Environment, Public Health and Food Safety (ENVI); Industry, Research and Energy (ITRE); Internal Market and Consumer Protection (IMCO). 

 3. The Court gives rulings on cases brought before it. The most common types of case are as follows. (i) Interpretation of the law (preliminary rulings) – national courts of EU Member States are required to ensure EU law is properly applied, but courts in different Member States might interpret it differently. If a national court is in doubt about the interpretation or validity of an EU law, it can ask the Court for clarification. The same mechanism can be used to determine whether a national law or practice is compatible with EU law. (ii) Enforcement of the law (infringement proceedings) – this type of case is taken against a national government for failing to comply with EU law, may be initiated by the Commission or by a Member State. If the defendant is found to be at fault, it must put things right at once, or risk a second case being brought, which may result in a fine. (iii) Annulment of EU legal acts (actions for annulment) – if an EU act is believed to violate EU treaties or fundamental rights, the Court can be asked to annul it – by an EU government, the Council of the EU, the European Commission or (in some cases) the European Parliament – and private individuals can also ask the Court to annul an EU act that directly concerns them. (iv) Ensuring the EU takes action (actions for failure to act) – the Parliament, Council and Commission must make certain decisions under certain circumstances, in default of which Member States, other EU institutions or (under certain conditions) individuals or companies can complain to the Court. (v) Sanctioning EU institutions (actions for damages) – any person or company who has had their interests harmed as a result of the action or inaction of the EU or its staff can take action against them through the Court. See ‘EU institutions and other bodies’ (last updated 17 September 2016), available at <https://europa.eu/european-union/about-eu/institutions-bodies_en#eu-institutions-in-brief> (accessed 25 November 2016). 

 4. Develops and implements innovative policies aimed at: (i) contributing to setting up an energy market providing citizens and business with affordable energy, competitive prices and technologically advanced energy services; (ii) promoting sustainable energy production, transport and consumption in line with the EU 2020 targets and with a view to the 2050 decarbonisation objective; (iii) enhancing the conditions for safe and secure energy supply, in a spirit of solidarity between EU Member States, to ensure a high degree of protection for European citizens. It is aided by expert input from agencies like the ACER and the Euratom Supply Agency. 

 5. The aim of EU competition and antitrust law and regulation is to create a set of well-developed and effective competition rules, to help ensure that the European internal market functions properly and provide consumers with the benefits of a free market system. Competition policy is about applying rules to make sure companies compete fairly with each other. This encourages enterprise and efficiency, creates a wider choice for consumers and helps reduce prices and improve quality. These are the reasons why the EU fights anticompetitive behaviour, reviews mergers and state aid and encourages liberalisation. See Europa, ‘Competition Making markets work better’, available at <http://bookshop.europa.eu/en/competition-pbNA0614035/?CatalogCategoryID=sciep2OwkgkAAAE.xjhtLxJz> (accessed 20 December 2016). 

 6. See the Commission on State Aid Control, available at <http://ec.europa.eu/competition/state_aid/overview/index_en.html> (accessed 20 March 2017). To amount to State aid, a measure needs to have these features: (i) there has been an intervention by the State or through State resources which can take a variety of forms (e.g., grants, interest and tax reliefs, guarantees, government holdings of all or part of a company, or providing goods and services on preferential terms, etc.); (ii) the intervention gives the recipient an advantage on a selective basis, for example to specific companies or industry sectors, or to companies located in specific regions where competition has been or may be distorted; and (iii) the intervention is likely to affect trade between Member States. Despite the general prohibition on State aid, in some circumstances government interventions is necessary to achieve a well-functioning and equitable economy. Therefore, the Treaty leaves room for some policy objectives for which State aid can be considered compatible. The legislation stipulates these exemptions. The laws are regularly reviewed to improve their efficiency and to respond to the European Council’s calls for less but better targeted State aid to boost the European economy. The Commission adopts new legislation in close cooperation with the Member States. 

 7. IEA (n 160) European Union 2014 Review, pp. 30–32. 

 8. See the Commission Priorities, Energy Union and Climate, available at <https://ec.europa.eu/commission/priorities/energy-union-and-climate_en> (accessed 1 February 2016). 

 9. The competences and powers of the ACER were designed in accordance with the Meroni doctrine. In the 1958 Meroni case, the European Court of Justice set out the conditions to be met for the admissibility of delegations of power from EU institutions to delegated bodies (including those not yet established under the Treaty). The delegation of discretionary power, implying a wide margin of discretion, is to be excluded in all cases. This case guides the delegation of regulatory powers from the EU to its agencies. 

 10. Within the ENTSO-G, TSOs cooperate on the establishment of an EU-wide grid plan, through the EU-wide ten-year network development plan, based on gas regional investment plans and national ten-year network development plans. 

 11. The Constitution of the Federal Republic of Nigeria 1999 as amended, available at <www.nigeria-law.org/ConstitutionOfTheFederalRepublicOfNigeria.htm> (the ‘Nigerian Constitution’) is the supreme and fundamental law of the country, which establishes a presidential system of government, with an executive arm referred to as the FGN, a legislative arm referred to as the ‘National Assembly’, and the judiciary which comprises a common-law type judicial system of courts, the apex of which is the Supreme Court of Nigeria. The Country comprises thirty-six states and a Federal Capital Territory. Each state has a Governor, a House of Assembly and judicial institutions (the highest court for a State is the State High Court, appeals from which go to the Federal Court of Appeal and finally to the Supreme Court). 

 12. Section 5 of the Nigerian Constitution. Section 147 empowers the President to appoint Ministers of the Government of the Federation (including the Minister of Petroleum Resources), following the confirmation of the Senate. Section 148(1) provides that the President has a discretion to assign any responsibility for any business of the FGN, including the administration of any department of government to the Vice President or any Minister. 

 13. Section 88 of the Nigerian Constitution, inter alia, empowers the National Assembly to investigate: (a) any matter or thing over which it has power to make laws; and (b) the conduct of affairs of any person, authority, ministry or government department charged, or intended to be charged, with the duty of or responsibility for (i) executing or administering laws enacted by National Assembly; and (ii) disbursing or administering moneys appropriated or to be appropriated by the National Assembly. This oversight and investigative powers are only for enabling it to: (a) make laws with respect to any matter within its legislative competence and correct any defects in existing laws; and (b) expose corruption, inefficiency or waste in the execution or administration of laws within its legislative competence and in the disbursement or administration of funds appropriated by it. 

 14. Section 58 of the Nigerian Constitution. 

 15. Under the Concurrent Legislative List, the State Houses of Assembly are empowered to make laws for their respective States in relation to: (a) electricity and the establishment in that State of electric power stations; (b) the generation, transmission and distribution of electricity to areas not covered by a national grid system within that State; and (c) the establishment within that State of any authority for the promotion and management of electric power stations established by the State. Section 4(5) provides as follows: ‘If any Law enacted by the House of Assembly of a State is inconsistent with any law validly made by the National Assembly, the law made by the National Assembly shall prevail, and that other Law shall, to the extent of the inconsistency, be void… .’ 

 16. Section 4(8) of the Nigerian Constitution provides that unless otherwise provided by the Constitution, ‘the exercise of legislative powers by the National Assembly or by a House of Assembly shall be subject to the jurisdiction of courts of law and of judicial tribunals established by law, and accordingly, the National Assembly or a House of Assembly shall not enact any law, that ousts or purports to oust the jurisdiction of a court of law or of a judicial tribunal established by law’. 

 17. The superior courts of record created under section 6(5) of the Nigerian Constitution are as follows: (a) the Supreme Court of Nigeria; (b) the Court of Appeal; (c) the Federal High Court; (d) the High Court of the Federal Capital Territory, Abuja; (e) a High Court of a State; (f) the Sharia Court of Appeal of the Federal Capital Territory, Abuja; (g) a Sharia Court of Appeal of a State; (h) the Customary Court of Appeal of the Federal Capital Territory, Abuja; (i) a Customary Court of Appeal of a State; and any other courts created by law. 

 18. Black’s Law Dictionary (tenth edition, 2014). 

 19. See Clarke and Cummins (n 511). 

 20. CAP P10 Laws of the Federation of Nigeria 2004. 

 21. Section 15 defines ‘petroleum’ as ‘mineral oil (or any related hydrocarbon) or natural gas as it exists in its natural state in strata, and does not include coal or bituminous shales or other stratified deposits from which oil can be extracted by destructive distillation’. 

 22. Section 2 of the Petroleum Act. The OEL is a non-exclusive right to explore for petroleum; the OPL is an exclusive right to explore and prospect for petroleum; and the OML is an exclusive right to search for, win, work, carry away and dispose of petroleum. 

 23. CAP O7 Laws of the Federation of Nigeria 2004. 

 24. See Tade Oyewunmi, ‘Nigerian Energy Law and Policy- (Sub-Saharan Africa – Energy Policy Section)’ in Günter Tiess, Tapan Majumder and Peter Cameron (eds), Encyclopaedia of Mineral and Energy Policy (Springer, forthcoming November 2017). 

 25. The DPR is the department under the Ministry of Petroleum Resources (although initially created as the Petroleum Inspectorate by section 10 of the NNPC Act 1977) responsible for technical regulation in the petroleum industry. 

 26. Created de jure under the Gas Supply and Pricing Regulation. 

 27. Created de jure pursuant to the Gas Supply and Pricing Regulations as the Strategic Aggregator primarily responsible for processing requests from domestic gas buyers, managing allocation of gas to domestic buyers, facilitate the negotiations of GSAAs and managing escrow account on behalf of domestic gas sellers. 

 28. The NNPC Act. 

 29. Sections 62–75 of the EPSRA Act. 

 30. Section 76 of the EPSRA Act. 

 31. Section 46 of the EPSRA Act. 

 32. Section 49 of the EPSRA Act. 

 33. Created further to the Nigerian Electricity Management Services Agency (NEMSA) Act No. 6 of 2015 to regulate technical aspects of the electricity supply industry as well as monitor compliance with regulations, standards and specifications. See O.A. Aladeitan et al., (n 397). 

 



 ANNEX B 

 Excerpts from a Nigerian Gas Sales Agreement 

 Between 

 GAS CO. a company incorporated in Nigeria whose registered office is 

 at………………, Lagos Nigeria (hereinafter known as the ‘Seller’); 

 and 

 Power Co, a company incorporated in Nigeria whose registered office is at [•] 

 (hereinafter known as the ‘Buyer’). 

 Background 

 The Seller owns, or is entitled to, reserves of Natural Gas which are available for sale and delivery to the Buyer, on and subject to the terms and conditions of this agreement. 

 The Buyer intends to own and operate the [XYZ] power station in ABC, Rivers State, Nigeria (the ‘Power Station’). 

 The Seller agrees to sell and deliver, and the Buyer agrees to purchase and accept, a quantity of Gas on the terms set out in this agreement. 

 12 Gas Price and charges 

 12.1 Buyer to pay for Delivered Gas 

 Except as provided in this agreement the Buyer shall pay to the Seller for Delivered Gas the amount due as shown in the Monthly Statement. 

 12.2 Gas Price applicable from Start Date 

 The Gas Price for the first Contract Year during the Term shall be USD [•] / MMBtu (Base Gas Price). 

 The Gas Price for each successive Contract Year shall be adjusted as follows: 

 P = BGP x (CPIn ÷ CPISD) where: 

 P = the Gas Price payable during a Contract Year in USD per MMBtu; 

 BGP = the Base Gas Price; 

 CPISD = CPI as at the Start Date; 

 CPIn = CPI at the beginning of the Contract Year 

 provided that in no event shall the Gas Price in any Contract Year be less than the Gas Price in the immediately preceding Contract Year. 

 12.3 Temporary unavailability of Indicator or error in Indicator 

 If, at the date when a value for an Indicator is required to be used in the calculation of the Gas Price in accordance with Clause 12.2(b), such value, in the opinion of both of the parties: 

 is temporarily not available from the relevant publication or source, but is likely to be available at a later date, then the parties will jointly try to obtain and agree upon the relevant value from some other source; or 

 has been computed or published in an erroneous form, then, the Parties will jointly try to agree upon a corrected value. 

 If, in either of the circumstances set out in Clause 12.3(a)(i) or Clause 12.3(a)(ii), the parties have been unable to obtain or agree upon any value for the Indicator, then the last available value not needing correction, or such other value as the Parties are jointly able to agree, shall be used in the calculation under Clause 12.2(b) to obtain a provisional Gas Price. 

 Where a provisional Gas Price has been adopted under Clause 12.2(b), when the correct Indicator value becomes available from the specified publication or source, the Gas Price shall be recalculated using the correct value, and the amount of any resulting adjustment, together with interest at the Agreed Interest Rate, shall be included in the next Monthly Statement. 

 12.4 Permanent Unavailability of Indicator 

 If, at the date when a value for an Indicator is required to be used in the calculation of the Gas Price in accordance with Clause 12.2(b), either party is of the opinion that: any required value for such Indicator is permanently not available (or the parties are unable to agree whether it is just temporarily unavailable); or 

 any required value or values for such Indicator have been computed or published in an erroneous form more than three (3) times during the Contract Year; or 

 the basis of calculation (including, for the avoidance of doubt, the introduction of VAT or other taxes in the relevant Indicator, where at the time of this agreement they were not so included, or any change in the rates of VAT or other taxes included in the relevant Indicator) of or the quality or type of commodity included in such Indicator is changed so as to affect materially the validity of the Indicator comparison over time, then the party holding such opinion shall give notice to the other party of such circumstances (Indicator Notice). The parties will promptly meet following delivery of the Indicator Notice and try to agree whether such opinion is valid and, if so, upon an appropriate replacement of such Indicator. 

 If, within three (3) Months from the date of the Indicator Notice, no such agreement has been reached, then, at the request of either party, the matter shall be referred to an Expert for determination in accordance with Clause 27.1 of this agreement. The Expert shall determine a replacement Indicator which will thereafter serve as the Indicator. In making a determination in accordance with the provisions of Clause 27.1, the Expert shall select a replacement Indicator that will reflect as closely as possible the price behaviour of the Indicator which it replaces. 

 Until the date when the parties have reached agreement of a replacement Indicator in accordance with Clause 12.4(a) or the Expert has determined the replacement Indicator in accordance with Clause 12.4(b) (Replacement Indicator Date), the Gas Price shall be calculated, and Monthly Statements shall be issued, using the last available value not needing correction for the then current Indicator. Once the replacement Indicator has been determined, the Gas Price for the period from the date of the Indicator Notice until the Replacement Indicator Date shall be recalculated, and the amount of any resulting adjustment, together with interest at the Agreed Interest Rate, shall be included in the next Monthly Statement. 

 12.5 Market and Price review 

 The Gas Price may be reviewed: 

 as at each Market Review Date and if determined to be more than [•] % lower than the fair market price (the Price Review Threshold), varied to the fair market price for gas as at the Market Review Date, fully inclusive of all Taxes (other than VAT) directly referable to the supply of Gas at the Market Review Date, in accordance with the procedure set out in this clause; and/or 

 on the occurrence of a Change in Law and, if such Change in Law has a material adverse effect on the economic sustainability and competitiveness of this agreement, varied accordingly. 

 If: 

 the Seller reasonably considers the prevailing Gas Price is lower than the fair market price (as determined by the Seller having made reasonable enquiries and conducted reasonable analysis) by an amount equal to or exceeding the Price Review Threshold, the Seller may notify the Buyer within six (6) Months prior to a Market Review Date of the Seller’s proposed Gas Price to apply with effect from the Market Review Date; or 

 the Buyer or the Seller reasonably considers that a Change in Law has had or will have a material adverse effect on the economic sustainability and competitiveness of this agreement, the Buyer or the Seller (as applicable) may notify the other party within one (1) Month of such Change in Law coming into effect of its proposed Gas Price with effect from the date of such Change in Law, 

 each being a Price Review Notice. 

 Within thirty (30) Days of the date of service of a Price Review Notice, the parties shall meet to discuss and attempt to agree the Gas Price to apply with effect from the Market Review Date or the date of the relevant Change in Law (as applicable). 

 If the parties fail to reach agreement on the Gas Price to apply with effect from the Market Review Date or the date of the relevant Change in Law (as applicable) within ninety (90) Days of the date of the Price Review Notice, then either party may refer the matter to the dispute resolution procedure in accordance with Clauses 26 and 27 of this agreement. 

 If, and for as long as, no agreement has been reached between the parties in respect of a reviewed Gas Price and no final arbitral or Expert determination has been made or taken effect, the rights and obligations of the parties, including the prevailing Gas Price under this Agreement continue in full force and effect. 

 Following agreement between the parties or determination by an arbitrator or Expert, any adjustment of the Gas Price is effective from the Market Review Date or the date of the relevant Change in Law (as applicable) in respect of which the Price Review Notice was served. 
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