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Thank you for the honour of giving a speech on utility markets for this Institute. Well established research institutes look at long term perspectives, although it is hardly possible to predict the state of affairs in Europe in, say, 2010. The future always harbours events and developments nobody has thought of before. Who could have imagined  that the World Trade Centre in New York, the symbol of market oriented progress, would collapse after a terrorist attack? The war against terrorism rightly dominates the international agenda but one should not loose sight of long term developments beneath the surface.

The Internal Market

At the moment the European Union is a global trading power ensuring a respectable degree of wealth and prosperity for its citizens. By the end of this year, it has been a decade since Europe’s Internal Market without borders was launched. The Internal Market is one of the Union proudest achievement. Its success was based on a liberal market economy. European integration is the most liberal project for which liberals were never credited. 

Some people seem to believe that the Internal Market has long been finished and consider it yesterday’s issue. Some may take the fruits of the Internal Market for granted. But I am sure that UK citizens whose cars have been seized by British Customs because they had purchased too many goods on the Continent realise that the Internal Market is unfinished. The effort to improve the performance of the Internal Market is a process, not an event. Ten years after the magical ‘1992 deadline’ there are still holes to be plugged and barriers to be removed, for example in the area of services and taxation. A single and open market – backed up by a strong single currency – provides the essential basis for future economic growth in the Community. Therefore we must be adamant that agreements which underpin the strength of the Euro are adhered to. A dilution of commitments will inevitably undermine confidence in the single currency, generate inflation and thus erode the pension claims of the elderly, an ever growing segment of the electorate. 

At the European Council in Lisbon, in March 2000, the Heads of State and Governments formulated the ambitious political and economic aim of becoming the most competitive, dynamic and knowledge-based economy in the world. The Lisbon summit urged the European Union to accelerate the liberalisation of major parts of the utility markets like the transport sector, the domains of electricity and gas and postal services. Although the Lisbon agenda makes slow progress, this ambition ought to be set in stone because if realised it will ensure much economic growth.

Energy

In particular the security of energy supply is of strategic importance. The European economy is a notorious energy consumer but its own supply of energy is limited. As a result, external dependence on energy is constantly increasing. Currently 50 percent of European energy requirements are imported; 45 percent of oil imports come from the Middle East and 40 percent of natural gas from Russia. If no measures are taken dependence will increase from 50 to 70 percent in 2030.

Dependence may be witnessed in all sectors of the economy. Transport, the domestic sector  and the electricity industry largely rely on oil and gas and are at the mercy of international prices. Enlargement will exacerbate these trends. A rise in oil prices as a result of political events in the Middle East would cast gloom over the European economy which is already in difficulties with volatile financial markets. Energy dependence is the weakest point of the European economy now and for decades to come.

At the moment Europe can rely on a strong, competitive energy sector which has received the impetus of the liberalisation process. Member States have started opening up their gas- and electricity sector on the basis of European legislation. Some have gone faster than prescribed. The progressive opening of the gas- and electricity markets has shown interesting results because it has gained its own dynamic. The European electricity market is currently open to competition for around 70 percent. This will rise to 82 percent by 2005. For gas 80 percent on average of European demand is open to competition. All Member States except France and Luxembourg envisage a full market opening by 2005. At the moment all Member States except Germany have a system of access for electricity involving an independent regulator. All but Germany and France have that for gas. Liberalisation of the energy markets has thus gained momentum but it is still incomplete because two big players, Germany and France, lag behind.

Liberalisation

Liberalisation of the energy markets has generated benefits for industry as well as citizens. Prices of electricity have fallen and the service has become more affordable for consumers with low and average incomes, even though households have not gained as much as large consumers. In gas prices have shown a similar pattern. But there still remains a lot to be done in order to improve the performance of the internal energy market. There are still significant price differences across the European Union, highlighting the need for more integration. Markets are segmented by physical bottlenecks and inadequate domestic deregulation.

In spite of these benefits a polar wind now blows across the concept of this liberalisation. It is often depicted as a recipe for disaster, i.e. a failure to supply essential services to citizens. The fear of liberalisation and privatisation is fuelled by the energy failure in California, a high profile state. In size California is the 6th economy of the world. If in Siberia a state owned electricity company breaks down it will remain largely unnoticed. But in California a similar event is noticed by the whole world. 

California

In 1996 California decided to privatise electricity but something went wrong. The true reason for the electricity breakdown was not the transfer of legal property from the state to shareholders. No, the real causes were three others: the environmental movement, smooth-talking politicians and ill-organised deregulation.

1. During the 1990’s electricity demand in California increased by 30 percent, mainly as a result of robust economic growth but supply only rose by 6 percent. So California was confronted with a huge gap between demand and supply. Electricity companies wanted to construct new power stations but failed to obtain licences from the authorities. Environmental groups protested at all possible construction sites. Even in Silicon Valley, the most notorious energy consumer, no additional  capacity could be generated. The environmentally led resistance was labelled:  Banana. It stands for: build absolutely nothing anywhere near anybody. The conclusion was evident: California went bananas! Banana resulted in an increasing electricity shortage in a booming market.

2. The second cause for disaster consisted of wobbly politicians who were more interested in votes than in good policies. California wanted to please citizens by keeping energy prices low. The instrument for this was a price cap which only remained feasible as long as feedstock prices stayed low. But in 2000 oil- and gas prices increased steadily. Electricity companies, not being allowed to build additional capacity, were forced to buy electricity on the spot market at a high cost but to sell it at a low price. As a result electricity companies were loaded with debt while industry and citizens lavishly consumed energy because prices stayed low. Politicians and citizens only realised what had happened when electricity companies went bankrupt. 

3. Thirdly, the Californian energy market did not let competition take place. Newcomers on the market were forced to contribute to the costs incumbent companies had already incurred in order to build power stations. Having to share the cost of the existing infrastructure resulted in a high entry ticket. The threshold to enter the market was made even higher by the price caps. The Californian market became simply unattractive for newcomers.

The experiment was bound to fail: there was no supply, there was no system of prices geared to costs and there was no competition. Despite some claims to the contrary a ‘Californian situation’ can not easily emerge on the European market because conditions here are different. In the European Union there is an adequate supply of electricity, prices reflect real costs and competition increases. There is no evidence to support the thesis that liberalisation has a negative impact on the energy market. On the contrary, the gradual process of increasing competition has made markets stronger, companies fitter and prices more affordable. Universal service is guaranteed at a high quality level.

Those who point at liberalisation and privatisation as dangers to a reliable energy supply are barking up the wrong tree. The real danger is rising energy dependence and the European Union’s exposure to the volatility of international oil- and gas prices. This issue has been acknowledged by the Founding Fathers of the European Community. The aim of the Euratom Treaty,  signed in 1957, was to provide the European Community with an alternative source of indigenous energy in order to bring a halt to its growing dependence on oil from the Middle East. The Treaty was meant to enable Europe to develop its know-how and obtain the means of exploiting nuclear energy for civil purposes. The Euratom treaty has not lost its strategic significance.

Nuclear Energy

I am aware that the issue of nuclear energy is contentious. But nuclear energy is not an aim in itself. It serves two important objectives of Community policy.

Firstly, nuclear energy provides the technical capacity to increase energy diversification which is needed to reduce external dependence. Currently energy demand is covered for 41 percent by oil, 22 percent by gas, 16 percent by hard coal, 15 percent by nuclear and 6 percent by renewable energy sources. If nothing is done the pattern of energy consumption will change to 38 percent oil, 29 percent gas, 19 percent solid fuels, 8 percent renewable energy (wind, solar, bio-fuels) and only 6 percent nuclear by 2030.

The second aim is the environmental challenge, in particular the issue of climate change and the commitments made in the Kyoto protocol. With the current pattern of energy consumption - which emphasises the role of oil, gas and coal -  the Kyoto requirements remain beyond grasp. The current use of nuclear energy avoids 312 Mt of CO2 per year which is 7 percent of all greenhouse gases emitted in the Union or the equivalent of the CO2 emissions of some 75 million cars.

Nuclear energy is a crucial contributor to a long term European energy policy. An increased use of nuclear energy would reduce the external dependence of the European Union. It would also increase diversification which would enable the European Union to cope with volatile oil and gas prices. And finally nuclear energy is an excellent contribution to the Kyoto requirements.

The paradox of current policies is that nuclear energy does not attract the political priority it deserves. Instead it is debated on the moral high ground and on the basis of often unjustified emotions. 

As a result an increasing number of Member States is either freezing the current use of nuclear energy or leaving the field altogether. Five (Sweden, Spain, Netherlands, Germany and Belgium) out of eight Member States  with nuclear power have adopted or announced a moratorium. Italy renounced nuclear energy following a referendum in 1987. Only France and the United Kingdom remain active in this field. Germany, traditionally a strong supporter of nuclear energy, has announced the shut down of its last reactors in 2021. Belgium will do the same in 2025. Both countries will have to import much energy. Germany will rely strongly on gas from Russia. The Russian government has announced the construction of an additional 30 nuclear plants to satisfy its own needs because oil and gas are mainly exported in order to acquire foreign currency. 

Furthermore, the European Union will remain vulnerable to external events, like political crises in the Middle East. The price of oil and gas can only rise because of limited availability in the long run and higher costs of exploitation in less accessible areas. 

There are still problems in the field of nuclear energy which remain to be solved. But the difficulties are being reduced and they do not justify the total phasing out of nuclear energy now carried out by a number of Member States. We have arrived at a crossroads in energy policy. Decisions taken today will affect many future generations.

The goals of Lisbon highlight transport, gas, electricity and postal services. Liberalisation of the transport sector has produced tangible results for consumers, in particular in the area of civil aviation. Flying has become affordable for nearly everyone. Market opening in the telecommunication sector has produced benefits which were unthinkable ten years ago. Liberalisation of the energy markets is well under way and in the postal sector it is gaining momentum.

Water

But one segment of the utility market is permanently omitted: the water sector. We should also look at market forces here. In The Netherlands the water sector is not following the trend towards liberalisation. Worse still, some people want to have nothing whatsoever to do with it. 

We have to bear in mind that liberalisation is not a dogma; it is a practical instrument for establishing the correct relationship between price, quality and the standard of the service provided. Water will be a scarce commodity in the future. The demand for water is rising as a result of an increase in population and economic growth, while the amounts of relatively clean and cheap groundwater are decreasing. And there is the problem of desiccation, resulting particularly from the large amounts of water used in agriculture. This is already serious in Spain. Drinking water is used for everything nowadays, including washing cars and flushing toilets. From an ecological point of view one may wonder whether the water sector does not need to be more subjected to market forces if supply and demand are to be better matched. The question is logical and legitimate.

Some may say that the British experience in the water sector has not been very positive. But here there is a lesson to be learned. In 1989, Britain started to privatise the water companies but not to liberalise the market. That was putting the cart before the horse. One should begin by opening up the market and giving consumers a choice, only then letting government and companies decide on the structure they wish to adopt for operating on this market. In a nutshell: first liberalise and then, if you want, privatise. The privatisation of the British water sector did not come out of the blue; the sector was in a state of severe neglect - and in government hands. The people of Britain had long assumed that water supplies and water purification were not a problem. It turned out that they were wrong. 

During the privatisation process, a major investment project was launched with a view to improving the quality of drinking water and the purification facilities. Many British water companies both produce drinking water and treat waste. The price of water in the United Kingdom went up because the country had to meet the EU's environmental standards. The high costs of treating waste were taken on in the price of drinking water. Privatisation was seen as a way of restoring the strength of the entire sector. The market had to make up for the Government's negligence. But market forces had no influence at that time. When presenting the budget in 1999, the British government proposed greater competition in the water sector. It was thinking in particular of cross‑border competition. On the Continent one often hears the argument that the water sector in Britain is in a bad state because of privatisation,  this  being a danger for public health or the environment. This is tub‑thumping. The sector was neglected when it was in government hands!

In the water sector some steps towards market opening are feasible. Diversification is an important factor, since consumers - and particularly businesses - increasingly want given amounts of a given quality. Major consumers in new sectors of industry are starting to install double pipelines in order to differentiate between water products. They simply want to be more economical with water because prices go up. After all, there is a big difference between drinking water, rinsing water and cooling water. You can use rainwater for watering plants. Nowadays high‑quality drinking water is used for too many purposes and the groundwater level is falling as a result.

Another possibility is cross‑border competition. Supplies of drinking water are at present regional, so companies depend on a regional supplier. It is possible, however, for a water company to connect a pipeline to a neighbouring distribution network in order to supply a given customer or group of customers. This means the consumer has a choice. It also means that an inefficient water‑supplier would run the risk of losing customers to another regional distributor. This would be an incentive for providing good service. The British government is particularly keen on stepping up cross‑border competition with a view to improving the performance of privatised water companies.

We must also consider technological developments. Time does not stand still. In telecommunications, technology did much to open up markets. In the water sector, membrane technology is making decentralised and small‑scale water production possible. With the aid of a fairly simple installation, a company can purify and use water itself, thus reducing dependence on water companies. The water sector is not stagnant, therefore, and it will become better if it makes preparations for new developments rather than entirely depending on government support.

Another possibility would be a form of competition based on concessions along French lines. With this approach, the government issues a public invitation to tender for the production and distribution of water and the company offering the best terms gets the contract for a given period. All the essential agreements are made within a legal context and the private concession‑holder has access to the capital market and may form partnerships. The World Bank vigorously promotes the concession model.

The market presses on, also in the water sector. The water sector has been 77% privatised in France and 87% in Great Britain. In Spain, privatisation is well under way and Portugal and Italy are moving in that direction. It is also interesting that in Germany, which has a large number of water companies, the government is dismantling the drinking‑water monopoly. The water company serving the capital, Berliner Wasserwerke, has been privatised to a considerable extent. The City of Berlin holds 51% of the shares and market operators 49%.  The Ministry of Economic Affairs considers that German water companies are inadequately prepared to act as international operators and that the water sector is too fragmented. Liberalisation should provide German water companies with an incentive to modernise and increase the scale of their operations. We can therefore expect a wave of mergers and alliances between German and foreign water companies.

The current trend  will also take on a European dimension one day. As far as water is concerned, the Commission has hitherto concentrated on quality. In September 2000, the European Parliament and the Council of Ministers adopted the Framework Directive on Water, which should be implemented in national legislation within three years. As soon as this has been done, we shall be better placed to look at water as a cross‑border product. The Framework Directive provides for cross‑border trade in water if certain ecological standards are observed. 

General De Gaulle is supposed to have once said that the economy is like the train of an army: it follows. The opposite is true. In utility markets economic developments and free markets show the way. The legislator will follow, sooner rather than later. 
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