Gas prices – what’s inflating them?

In the past, Britain has been self-sufficient in gas with all its supplies coming from the gas fields of the North Sea. However, as stocks have declined, so Britain has had to start importing increasing amounts of gas from overseas. This has exposed the country increasingly to the vagaries of the international gas markets, and 2005 and the start of 2006 saw some unstable times on these markets.

Gas users in the UK have seen price rise after price rise over the past 18 months, with the result that gas prices in December 2005 were nearly 40% higher than in the previous year.

One of the largest gas suppliers in the UK is Centrica, which supplies gas under the British Gas name. It has 17 million customers and they have faced three price increases in two years. In January 2004, prices rose 5.9% and nine months later a further 12.4%. This resulted in 1.1 million customers deserting British Gas in 2004 – what does this tell us about the price elasticity of gas? Or perhaps the cross elasticity of demand of alternative energy sources? In 2005, prices were increased by a further 14.2%, compounding the misery of the remaining customers.
So where does Britain's gas now come from? The days of self-sufficiency are long gone and the country now imports around 10% of its gas needs. It relies to a significant extent on a large pipeline, called the interconnector, running from Zeebrugge in Belgium to Bacton in Norfolk. This pipeline has the capacity to handle around 8% of national requirements. Some gas also comes in to the Isle of Grain in Kent as liquefied natural gas (LNG), but this is a relatively small amount. 

However, all this is set to change as gas from the North Sea declines. It is estimated that by 2010 half of Britain’s gas will be imported and by 2020 that will have risen to 90%, with the North Sea gas field providing only 10% of demand. This dramatic change in supply is likely to have a significant impact. Unless capacity is improved, there are likely to be further gas price rises (as the supply curve for gas shifts to the left). Some of this new capacity will come from an upgrade of the Norfolk pipeline so that it can handle 15% of demand, but further capacity will come from a new pipeline called the Langeled pipeline from Norway to the UK. This is due to be finished late in 2006 and will be able to handle around 16% of demand when fully operational. The LNG capacity will also be increased with new terminals at Milford Haven in South Wales. These are expected to start taking deliveries from the Middle East (in particular Qatar) in 2007 and, once at full capacity, will be able to handle 20% of demand. There are clearly significant economies of scale when it comes to importing gas!

A dispute between Russia and Ukraine over gas supplies in January 2006 brought many of these issues into sharp focus. Russia increased gas prices significantly for the Ukraine and when the Ukraine refused to pay the higher prices, Russia cut off their supplies. This sounds like a minor localised dispute, but in fact gas from this pipeline supplies a significant portion of Europe and countries as far away as Italy were affected by this move as gas pressure fell progressively. Concerns were raised about the sources of UK gas and the extent to which the UK relies on countries which may not be regarded as politically stable. In the end, the dispute was resolved without affecting the security of gas supplies, but the issues raised will reverberate around the corridors of power for some time.

So what has caused gas prices to rise in the past 18 months? One factor has been a surge in demand. Gas is used increasingly for generating power, and increased demand for power leads to increased demand for gas: a derived demand. As economic growth continues, demand can be expected to grow further and put further pressures on prices. Demand for gas cannot easily be changed in the short-to-medium term, as a switch to alternative energy sources requires investment in new infrastructure and this is likely to take time.

However, demand changes alone are not entirely to blame and, as we have implied above, much of the change in gas prices is due to changes on the supply-side. The decline in North Sea gas production has left a hole in supply that has yet to be properly filled. While the new Norfolk pipleine has the capacity to provide a considerable proportion of Britain's needs, gas has not been flowing through the pipleine to the extent that the government expected. It blames the fact that the gas market is Europe is not fully liberalised and the European national monopolies have been supplying their own needs, rather than responding to market forces. As a result, the government has been lobbying the EU for further reform and liberalisation of the market.

The UK holds relatively small gas reserves: on average just 13 days' worth, compared to around 60 in most other countries. This has also been a factor in rising prices. Perhaps some LNG coudl have been used instead, through the new terminal in Kent, but even this has been handling just a small proportion of its potential capacity as higher gas prices in Spain and the USA have led to shipments going those countries.

If there is one thing that is certain in the gas market over the next few years, it is uncertainty. Why not keep an eye on gas prices and try to model the changes taking place using demand and supply analysis. It won’t be easy, but it could teach you a lot about demand and supply and the volatitlity of markets.

Want to find out more?
For more information on the economics of supply and demand see Chapter 2 in Economics (5th and 6th eds), Chapter 1 in Essentials of Economics (3rd ed), Chapters 4 and 5 in Economics for Business (3rd ed) and Chapter 2 in The Economic Environment of Business.

For articles related to demand and supply and commodity prices see News Item 5 in the November/December 2005 edition, News Item 3 in the September 2005 edition and News Item 3 in the April 2005 edition.
