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Please provide the Ministry with your full contact details so that we can contact you, should any question arise in connection with your replies: 
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Phone and e-mail:

Name and address of the company/organization represented by you: 

Please specify the category of your company/organization: 
a. Trader: 

b. End user:

c. Producer: 

d. Distribution system operator:
e. Universal service provider:
f. Domestic association, organization:

g. International organization: 

h. Other (e.g. power exchange, storage facility operator, TSO), please specify:……

If you wish us to treat your reply confidentially, please justify your request or indicate the confidential part of your reply
.

1. Background
1.1. The gas market in Hungary has seen continuous development since the market opening of 2004. However, the long-term (TOP) agreement made with the Russian party in 1996 has always been instrumental in Hungary’s gas supply and a major component of the market models. Due to its position on the supply side, the contracting domestic market player (MOL followed by E.ON) has always enjoyed a dominant position. The gas market model was adjusted to this situation by establishing the segment of public utility trade and then, since 2009, the segment of universal service providers. 

1.2. Hungary’s TOP agreement will expire in 2015, opening up new possibilities in the domestic wholesale arena to create a less concentrated and more competitive multi-player wholesale gas market.
1.3. The purpose of this document is to provide a basis for the technical consultation on Hungary’s post-2015 wholesale gas model alternatives.

1.4. This document reviews the key issues of the gas market business model and briefly describes three business model alternatives. 

1.5. Hungary’s post-2015 gas market business model should meet the following criteria:

1.5.1. the model should guarantee safe domestic gas supply;

1.5.2. the model should encourage the best possible gas prices for end users, while ensuring profitable operation also for industry players; 

1.5.3. the model should support the reinforcement of Hungary’s role played as a regional gas distribution hub.

1.6. By specifying domestic gas infrastructure development and resource diversification as a priority target and treating the Hungary-Slovakia gas interconnector as a priority project, the ’National Energy Strategy 2030’ (NES 2030) adopted in 2011 has taken the first steps to lay down the foundations for the future market structure. Allowing for the involvement of alternative resources, the construction of large international transmission lines and the LNG terminals planned in our region, and the future growth of non-conventional natural gas production may further widen the range of options available for Hungary’s gas market. In view of the NES 2030 targets, this document discusses the options available after 2015.

· Do you agree with the statement that the Hungarian government has a wide margin for manoeuvre in the development of the post-2015 wholesale gas trading market?

· How do you evaluate the chances for the realization of the large international investment projects (LNG terminals in Poland and Croatia, South Stream, Nabucco, South-North Corridor) and how do you think these projects can possibly contribute to the goals of diversification of sources and supply routes?  
· How would you rank these projects according to their ability to create a better functioning natural gas market?
· Apart from the above ones, what factors do you consider decisive for the establishment of the post-2015 model?

2. Domestic prerequisites for model change
2.1. Due to a drop in household consumption and the stagnation of industrial production, Hungary’s gas consumption has shown a decreasing trend in the past 5 years. The gas demand of power producers represents a major factor in the forecast of gas demand, whereby the gas market events (prices) have a substantial impact also on the supply side of the electricity market (competitiveness of gas-fired power plants). Based on the consumption and domestic production trends – in view of the energy efficiency improvements in line with NES 2030 – the gas import demand is expected to account for some 10 000 million m3 per year until 2030.  

2.2. The gas market in Hungary has seen continuous development since the market opening of 2004. In 2011, some 60% of total domestic consumption was supplied under free market contracts. 

2.3. By generating an import competition, the HAG pipeline – allowing for the transportation of natural gas from the oversupplied Western markets – has been a major component in the strengthened competition during the past three years. As a result of the favourable prices of Western European gas, the share of Western imports within total gas imports rose above 50% in 2011. HAG is a gas pipeline with one of the highest rates of utilisation in Europe. 

2.4. A main and positive factor for the future competition in wholesale gas trading is that, in addition to MOL and MVM, five of the European market players with the most significant gas resources are present in Hungary (E.ON, RWE, ENI, GDF-Suez, Gazprom), several of them with vertically integrated businesses. There are 42 gas trading license holders, including several gas traders with substantial portfolios.

2.5. The spectacular growth of Hungary’s gas infrastructure seen between 2008 and 2010 is also beneficial for the competition in wholesale gas trading. The capacity of piped gas imports increased by 72%, while the mobile gas capacity of underground storage facilities rose by 65% during the said period. Following the construction of the Hungary-Slovakia gas interconnector, Hungary’s import demand can be fully satisfied from the East or from the West, respectively.  

2.6.  Industrial consumers show a relatively high share of and propensity for trader change; in fact, the same trend is valid for the universal service providers protected through officially regulated prices.

· Do you agree with the abovementioned statements?
· What investment criteria will be applicable to gas-fired power plants in the electricity market after 2015?
· How do you assess the pace of development in the retail market since the market opening? What prerequisites do you deem necessary to allow for further development?

· Apart from the ones discussed above, what other developments concerning the domestic market do you deem significant regarding the creation of the most 2015 model? 
3. Regional prerequisites for model change
3.1.  Gas users in Western Europe pay five or six times higher gas wholesale prices than the gas users in the USA/Canada.
3.2. The growth in the non-conventional gas production and the resulting drop in the LNG demand of the USA seen in the past decade have led to major LNG surpluses in the LNG enabled countries of Western Europe.

3.3. As the LNG market facilitates the interconnection of regional gas markets, the supply/demand movements in certain regions have an increased impact on other regions.
3.4. The monetary and economic crisis has led to a drop in demand all over Europe.

3.5. As a result of the above factors, the European gas markets have been exposed to major oversupplies during the past three years. Accordingly, spot prices in Western Europe have extensively and permanently plummeted below the oil-indexed gas prices.

3.6. The gas prices in the countries of our region are some 30-40% higher than the spot prices in Western Europe.
3.7. Nevertheless, the European gas market has shown dynamic development and great growth rates even during the crisis years. Oil-indexed gas pricing has been gradually losing ground in European gas trade since 2006. The share of market-priced contracts rose to almost 40% of the consumption by 2010.

3.8. As a result of the growing competitive pressure on Russia and its European contractual partners, Russia has renegotiated a part of its existing TOP agreements (E.ON, RWE) and introduced smaller contracts ( 1 000 to 3 000 billion m3) in several markets. 

3.9. Customers tend to manage the major gas market changes of the past few years and the resulting price risks through a reduction of the term of the new contracts. Even the large European gas companies decrease the share of long-term contracts in their portfolios.

3.10. The gas trade of our region is still dominated by our dependence on Russian gas imports and by the oil-indexed gas pricing of the TOP agreements. Several countries in our region (Poland, Czech Republic, Slovakia, Slovenia and Romania) have recently renewed their TOP contracts with Russia for another 20-25 years. The currently negotiated TOP agreements of Bulgaria and Serbia are expected to have a term of 5-10 years. The committed volume per year reaches 60-100% of the current consumption of these countries. It means that our neighbours have strongly committed themselves to the Russian supplier.

3.11. Due to the increased share of market-priced gas and the regulatory pricing decisions, the gas trading divisions of the regional companies governed by such unfavourable TOP agreements are making loss (Bulgaria, Poland, Slovakia, Hungary). 

· Do you agree with the abovementioned statements?

· What do you think about the supply/demand conditions of the European gas market in the medium term? How will these influence the gas market model alternatives in the future?

· In view of the current contractual practice and market events, what conditions would you think realistic for an eventual TOP agreement made in the future (volume, term, pricing)?
· What is your opinion on the applicability of the Gas Target Model in Central Eastern Europe? What prerequisites of the Target Model do you consider important? What are the barriers to the creation of a regional gas market? 
· Apart from the above ones, what other factors of the global, European and regional markets do you consider decisive for the development of the post-2015 model?

4. European regulatory framework

4.1. The provisions of the Gas Directive and the regulation governing access to transmission lines (together: third package) as well as the provisions of the decree on (gas) supply security and the decree on the monitoring of wholesale trading markets will fully materialise on the domestic gas market after 2015.

4.2. Third party access rules for existing infrastructure, with particular regard to interconnectors, will be based on European Network Codes to be adopted by then. 
4.3. Access rules regarding domestic gas storage facilities will be determined based on inspections on significant market power (SMP). A price cap will be set by the Hungarian Regulatory Authority on the access of actors possessing SMP. 
· Apart from the abovementioned, what other issues concerning the access to infrastructure do you consider necessary to discuss in view of the realization of the post 2015 natural gas wholesale market model? 
5. Key issues of the gas market business model
5.1. The business model describing the operational framework of future gas market should specify the main actors, their market and regulatory environment, and the types of their permitted business transactions. Therefore the model addresses the following questions (also serving as a basis for the topics of the oral consultations to be held in November):
5.1.1.  What should be the contractual structure of the future wholesale gas trading market (share of TOP agreements, power exchange and other bilateral agreements) and the  level of market concentration (number of market players)? What wholesale price level could be determined? 
5.1.2.  What should be the place of the Universal Service (US) and of the royalties arising on the production in the model?

5.1.3.  What system of access and pricing conform to EU legislation should be used for the domestic gas infrastructure including, in particular, the commercial and strategic storage facilities, the capacities of cross-border pipelines and the supplier capacities? 

5.1.4.  What will be the impact of the individual models the current level of supply security? 

5.1.5.  What market and legal institutions, regulatory environment in each version should be put in place to guarantee the efficient operation of wholesale gas trading in Hungary?

6. Business model alternatives
Three potential business model alternatives are described on the following pages. They mainly differ in such factors as the level of concentration of the wholesale trading market, the nature and supply method of the universal services (US), and the nature of US-related (TOP) agreements and the management of US deficit/surplus.
A common element to all models is that market players are granted access to their import sources through international interconnectors, non-discriminatory and market based capacity booking. 
Furthermore, the feasibility of the first two models is subject to the full operability of the Hungary-Slovakia gas interconnector by late 2015.  

Wholesale trading competition model
6.1. Following the expiry of the current TOP agreement, this model does not envisage the conclusion of a new TOP agreement tailored to the Hungarian market through a main domestic market player. The domestic market will be supplied by the existing players – operating under Hungarian or international ownership – and by eventual new entrants from their own (international) portfolios.

6.2.  Thanks to the extended international interconnectors, gas import capacities available for market players Hungary’s import demand can be fully satisfied separately from the East and from the West. 

6.3.  The domestic production will be freely marketable both in Hungary and abroad. The fate of the royalties arising on the domestic production should be decided.
6.4. The operation of the domestic gas exchange – CEEGEX – will improve, through its transactions emerging as a result of the multi-player market, the price transparency of the domestic and regional markets.
6.5. The US and the related system of regulated prices will be eliminated. Even household gas customers will receive offers and purchase services from traders on the free market.

6.6. Supply security will be guaranteed by trustworthy and predictable market institutions and regulations free from market price interventions as well as by the operation of supplier system administrator(s) and underground storage facilities regulated according to the best European practice, and through an efficient gas balancing market. 

6.7. The key elements of trustworthy market institutions include the market of interconnection capacities, the liquid OTC market and gas exchange, the domestic market of gas storage facilities and the gas balancing market.

6.8. The key elements of trustworthy regulation include the non-discriminatory nature of access rules (connection, capacity commitment, congestion management, pricing) and the use of market-based solutions. Furthermore, the regulation will guarantee that no retail or wholesale price interventions are made unless required on the basis of regulatory market analyses or competition authority inspections conducted strictly in line with SMP rules.

6.9. The advantage of this model is that, through the creation of a competitive multi-player market, it would probably lead to competitive prices, a substantial diversification of supply sources and contractual arrangements and, as a result, a high level of supply security in the region. Hungary’s role as a regional gas distribution hub and the use of its infrastructure (storage and transit facilities) would be strengthened through active and intensive trader participation. The risk of this model is that there are no explicit volume guarantees for the fulfilment of market demands. Apart from the availability of physical infrastructure, the trustworthy, transparent and predictable market operation and regulation would be the key component of supply security. The ‘market maker’ commitment shown by large market players towards this model may be interpreted as a promising sign.
· Please evaluate the wholesale trading competition model on the basis of the criteria listed under the Key issues of the gas market business model.
· How feasible is the above model? What factors would be required for a real competition between the players of the wholesale trading market in Hungary?

· What risks do you see for the wholesale trading competition model?

· Would it be possible to manage these risks? In what manner?

· What are the main obstacles of the current regulation for the implementation of the above model?

Regulated US + competitive market
6.10. The main difference between this model and the wholesale trading competition model is that here the legislator appoints a US wholesaler to supply the US customers. Such US wholesaler should have a contract (for a maximum of 3 years) for a volume corresponding to the US market volume (approximately 3 000 billion m3). The contract should be awarded to the winning bidder of a public tender invitation. 
6.11. An alternative solution for the selection of the US wholesaler when the Hungarian Energy Office puts out the volume necessary to the supply of US consumers to a tender, where the winning bidder would be awarded the supply of US consumers for a year. The winning bidder could be any trader possessing a valid licence. The US supply price would be the sum of the winning bid price and the US supply margin. 
6.12. The fate of the royalties arising on the domestic production should be decided. 
6.13. The US wholesaler will have an obligation to supply the universal service providers.
6.14. In order to supply US customers, the universal service providers will purchase gas from the US wholesaler. The universal service providers will have an obligation to contract with the US wholesaler. The US pricing will be determined by the US wholesaler’s purchase price emerging as a result of the said tender.
6.15. The US wholesaler will assume most or all of the US-related volume risk (arising from the right of US customers to leave the system of universal services. 

6.16. The US wholesaler will have to sell / purchase any surplus over US consumption / deficit only through the gas exchange. As a matter of fact, the direct sale of any surplus to customers on the free market would distort the competition on the market of non-US customers. 

6.17. The advantage of this model is that – if the contractual portfolio of the US wholesaler is limited and the market development is carried out as described above for the wholesale trading competition model – it will both maintain a competitive multi-player gas market in Hungary and guarantee a predictable US pricing in the medium term. However, the US wholesaler (and its owner) will face major financial (volume and price) risks, while the appointment and mandatory contracting may raise legal concerns.

· Please evaluate the regulated US + competitive market model on the basis of the criteria listed under the Key issues of the gas market business model.
· How feasible is the above model? Would you like to be a US wholesaler?

· What time frame would be suitable for the appointment of the US wholesaler? 

· What risks do you see for the regulated US + competitive market model?

· Would it be possible to manage these risks? In what manner?
Dominant wholesaler model 

6.18. The dominant wholesaler model is the direct continuation of the current market model. In this case the legislator will appoint a wholesaler for the conclusion of a major TOP agreement (up to an annual volume of 8 000 million m3) with the Russian party. As a result of the large contractual volume, this wholesaler will enjoy substantial dominance on the domestic market after 2015. 

6.19. The fate of the royalties arising on the domestic production should be decided. 
6.20. The dominant wholesaler will have an obligation to supply the US customers. This will result in an obligation of the dominant wholesaler to offer natural gas quantities to the US suppliers, to the extent of the US consumption. 
6.20.1. Furthermore, universal service providers will have an obligation to contract with the US wholesaler. At the same times this solution may bring up legal problems.
6.21. The dominant wholesaler will take most or all of the volume risks of the US supply and the financial risks of the new TOP agreement (resulting from the fact that TOP may not be as competitive as the offers made by competing traders). 
6.22. The dominant wholesaler will be free to choose the manner of selling any surplus above the US consumption. 

6.23. The advantage of this model is that it will continue the current market model and provide explicit guarantees for the fulfilment of domestic demands. However, the risks inherent in the large TOP volumes can only be managed if the relevant pricing formula uses mostly market indexation (i.e. the oil price indexation is limited). The model might not be beneficial to the emergence of a competitive multi-player gas market in Hungary, acts against the diversification efforts and weakens Hungary’s role of an eventual gas distribution hub. 

· Please evaluate the dominant wholesaler model on the basis of criteria listed under the Key issues of the gas market business model.
· How feasible is the above model? 

· What risks do you see for the dominant wholesaler model?

· Would it be possible to manage these risks? In what manner?
· Which model do you or the company you represent prefer? Why?

· Apart from the above models, what wholesale trading models should be established after 2015?
This document is the first discussion material for the public consultation initiated by the Ministry of National Development to request the participation of industry players in the development of Hungary’s post-2015 gas market model. Please send your replies to this e-mail address 
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by 30 November 2012. 





The replies will be posted by the Ministry on its website. Please indicate if you request the confidential treatment of your replies or any part thereof, or send also a public version of your replies. 
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