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Overview
The EU commission published, back to January 2007, a sector Inquiry concerning both gas and electricity markets
. The aim of this Inquiry is to analyze the development of these two sectors as ten years have passed since the first EU Directive on this subject was published.  As for the gas sector, the Inquiry lays emphasis on some critical issues that could undermine the growth of an efficient and competitive European market. From a general point of view, a lot of things still need to be done, as the degree of implementation of the Directives is considered insufficient in most of the Member States; at the same time, the Inquiry recognizes that the Directives adopted cannot properly solve what appears to be the most urgent problem: bottlenecks due to vertical foreclosure. In particular, the Inquiry stresses that: “it is essential to resolve the systemic conflict of interest inherent in the vertical integration of supply and network activities, which has resulted in a lack of investment in infrastructures and in discrimination”. So, vertical integration seems to be the key aspect. In particular, the EU commission believes that it can no longer be tolerated that companies operating in the gas sector can control an essential facility, namely transportation networks and distribution ones. Moreover, it pinpoints that: “economic evidence shows that full ownership unbundling is the most effective means to ensure choice for energy users and encourage investment. So, the EU Commission clearly admits that the gas market suffers from vertical foreclosure and states that legal unbundling (as required by EU directive 55/03) is not the right solution, as it cannot completely avoid any discrimination or any underinvestment problem, unless a very complex and costly regulation is put into practice. Among all possible vertical foreclosures, the EU sees the non-ownership separation of the transport system operator to be the crucial one: this vertical foreclosure is considered to be the main responsible for the malfunctioning seen both in the market and in the competition mechanisms. The Inquiry follows a precautionary principle: since only an integrated company would have the incentive to distort competition, it is essential to completely separate the network from other gas businesses.   
That is why the Inquiry leaves no room for doubts: ownership separation is urgent and its effect beneficial. Anyway, reality is not so straightforward and economic evidence is not one way. In fact this emphasis on ownership separation lays on some questionable assumptions, which are never specified:

· Regulation is not effective in eliminating discrimination;

· Transportation networks play a key role in the natural gas market liberalisation.

As for the first point, it can be said that a well designed regulation can prevent from access discrimination to the network, no matter the ownership structure. Besides, transportation is a natural monopoly and this requires full regulation, even if the system operator is independent. In fact, independence from other segments of the industry is not enough to counterbalance the incentives to distort competition given by the monopolization of an essential facility.  As for the second point, if we take a look at the gas value chain, it is possible to see that production
 is the most valuable step, accounting for more than half of the final price; on the other hand, national transportation has a marginal impact on what the consumer is charged (AEEG 2007). Considering that almost 60% of the gas consumed in the EU 30 comes from outside the Union, a figure that will grow up to 85% by 2030 (Dorigoni and Pontoni 2007), it can be easily demonstrated that ownership separation will be no panacea. 

Methods
This article analyzes the pros and cons of ownership separation of the gas transportation network. This analysis is made with a specific test that confronts two pairs of different theoretical approaches on vertical integration. The reference goes here to Riordan’s taxonomy (Riordan 2005). His classification of different theories concerning vertical relations is both a summary of the literature and can become a useful test in assessing vertical integration effects. According to Riordan, there exist two theories in favour of vertical integration and two against. The two in favour are:

· Single Monopoly Profit (SMP);
· Eliminating Double Marginalization (EDM);
On the other hand, we have two alternative theories against vertical integration which can be described as follows:

· Restoring Monopoly Power (RMP);

· Raising Rivals’ Costs (RRC);

This taxonomy, even though it is not exhaustive, is extremely interesting since it gives a proper tool for analyzing vertical integrations. Two tests can be imagined:    

· RRC vs. EDM: this analysis has the objective to discover if the efficiency gains can offset possible increases in industry costs (for competitors).

· RMP vs. SMP: it is necessary to consider the bargaining power of all the players in the market, in order to understand whether the vertical integration would change the equilibrium in an inefficient way.

It is worth specifying that in these tests the strict contents of the presented theories are relaxed insofar as their objective consists in stating the opportunity of vertical integration according to the balance between costs and efficiency gains associated with vertical integration, or the balance between the monopolist’s and the competitors’ bargaining power. 

Moving from this theoretical scheme, this paper analyzes the pros and cons of ownership separation, by classfing all the arguments in favour or against ownership separation according to the theory recalled. This tool is aimed at bringing together theory and practical issue that were common to many analysis and research projects (Dorigoni 2007). This scheme, though, tries to analyze from a concrete point of view what are the real causes that could lead to ownership separation and the arguments that, instead, seem to discourage it. 
Results
The result of this test shows that no uncontroversial solution can be offered to this problem, since all arguments (be them in favour or against) can be comfortably contrasted by a counterargument. There are theoretical arguments both in favour and against vertical disintegration. The tests suggested in the article call for a case by case analysis, since there is not an uncontroversial solution. By analysing all the pros and cons of ownership separation, it is evident that arguments in favour are as much numerous as arguments in disfavour of ownership unbundling. Moreover, every issue (be it positive or negative) can be easily contrasted. This means that there are no uncontroversial arguments in favour (nor in disfavour) of OS, making it difficult to get a stand on this point, even under an empirical point of view. Moreover, it is possible to claim that effective regulation managed by an empowered authority can be enough to solve any possible vertical foreclosure. Furthermore, theory does not consider all the costs associated to disintegration and it does not take into account the first segment of the gas industry, namely production. This can bring misleading results, since it can be argued that barriers to competition come from this segment in the first place. The reasons of this are clear: production is held by an extra UE oligopoly, which captures the most relevant part of the value chain. Theory does not help when it comes to answer this question. Moreover, it remembers that, no matter the property structure, the essential facility has to be fully regulated in order to avoid any discrimination. 

Conclusions

The main point in analysing the lack of competition on the European gas market is definitely represented by the natural gas market structure: the latter is in fact characterised by the absence of plurality on the supply side (competition among non-European producers). So, there are other reasons for market foreclosure that receive less attention, but are much more important than ownership separation. It is the case of long term take or pay contracts (another type of vertical integration) that cause networks and final markets pre-emption as well as restrictions in the access to international grids (transit pipelines). All this issues should be carefully analysed, evaluating the possibility of implementing tools capable of increasing competition among producers (and not among importers), since producers capture the most part of the scarcity rent.

In other words, the success in opening the networks to third parties depends upon the existence of third parties and the latter cannot exist if they are not granted access to new natural gas (CEER 2006). It is obvious that there is an ample scope for further research. From a theoretical point of view, it would be essential to analyze the industry as a three-segment one, in order to better assess the role of production. Furthermore, it would be useful to concentrate on the costs associated to the disintegration of an integrated company. Empirical studies should instead try to assess the impact of production on the final price and should evaluate the real bargaining power of producers and the concrete way to reduce it.                        


































� Energy Sector Inquiry 2007.


� Together with international transportation to which ownership separation cannot be applied. 





