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1 Introduction
Europe’s energy system faces extraordinary physical and institutional stress not seen since 

the 1970s oil shocks. �e current crisis looks set to leave behind it a radically di�erent system, 

but what that system will look like remains an open question. We argue that despite the most 

recent measures adopted at European Union level, the response so far has been too nationally 

https://www.iea.org/data-and-statistics/charts/global-investments-in-oil-and-gas-upstream-in-nominal-terms-and-percentage-change-from-previous-year-2010-2020
https://www.iea.org/data-and-statistics/charts/global-investments-in-oil-and-gas-upstream-in-nominal-terms-and-percentage-change-from-previous-year-2010-2020
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32022R1369
https://ec.europa.eu/commission/presscorner/detail/en/IP_22_4622
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Europe to cope with the current crisis. Additionally, trust in Europe’s energy markets will be 

eroded, weakening the investment case for renewables and increasing the cumulative cost and 

di�culty of the net-zero transition. Instead, coordinated, European-level policies are needed 

urgently to address the crisis in the short-term. 

We outline a number of areas in which nationally-focused approaches could undermine 

European energy security. We also identify areas where increased cooperation between EU 

countries can reduce substantially the cost of managing the energy crisis. Based on this assess-

ment, we propose a grand energy bargain that will involve pooling the energy resources of EU 

countries and removing dependence on Russia, while preparing for a substantial acceleration of 

the transition to cost-e�cient green energy
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However, the market is now stretched to breaking point and faces four major coordination 

problems: re�lling of storage; gas use reductions; new supply; and ensuring continued gas �ow 

to where it is most needed. All four areas require national government intervention, with coor-

dination failures leading to a less secure, sustainable and a�ordable system.

Box 1: The role of markets in allocating scarce energy supply

Cross-border electricity exchanges help smooth regional demand �uctuations and renew-

able energy supply, thus increasing security of supply and allowing variable renewables to 

displace more costly and dirty fossil fuels. Cross-border electricity trading in the EU deliv-

ered an estimated €34 billion in bene�ts in 2021, compared to a scenario of isolated national 

markets (ACER, 2022). One third of these bene�ts corresponded to the last quarter of 2021 

when prices were at their highest, suggesting that cross-border trade is providing further 

savings into 2022 as energy prices continue to increase.

France’s ability to switch from exporting more than 19 percent of the electricity it pro-

duced in July 2021 to importing 12 percent of its electricity needs in July 2022 illustrates how 

important interconnections are to ensure supply security for a major European economy 

amid a drastic domestic power generation crisis. 

Similarly, integration of the gas market at European level (and globally through LNG5) acts 

as a bu�er against external shocks. �e recon�guration of gas �ows amid the shortfall of gas 

imports from Russia demonstrates this. An example is Belgium’s role in north-west Europe. 

Prior to the crisis, Belgium imported moderate volumes of LNG, steady volumes of gas from 

the Netherlands and Russian gas via Germany in winter months to meet peak demand. Trade 

with the United Kingdom �uctuated depending on demand. As the crisis has developed, Bel-

gium has increased its LNG imports to maximum capacity and has boosted pipeline imports 

from the UK. As a result Belgium has become a signi�cant net exporter to Germany, a vital aid 

as Russian gas �ows are cut. 

2.1 Coordinating storage refilling
Gas storage facilities are normally �lled by private companies and traders who maximise the 

expected pro�ts from summer-winter gas price di�erentials. When gas prices are low in sum-

mer, they try to buy as much gas as they expect to sell at high winter prices. But the extremely 

high and volatile prices currently and the high uncertainty about future gas prices, have made 

this arbitrage more risky and very capital-intensive. Accordingly, national governments have 

https://www.consilium.europa.eu/en/press/press-releases/2022/06/27/council-adopts-regulation-gas-storage/
https://www.consilium.europa.eu/en/press/press-releases/2022/06/27/council-adopts-regulation-gas-storage/
https://agsi.gie.eu/#/
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such risks in the absence of an EU-wide solution, which would be preferable but has been too 

slow to materialise (Boltz et al, 2022).

2.2 Coordinating efficient reduction of gas usage
Despite the recent diversi�cation e�orts, the EU may not have enough natural gas to meet 

typical winter demand. A complete stop to Russian supplies will require EU demand to drop 

by 15 percent over winter 2022/2023 even if record-high LNG imports continue. To minimise 

https://ec.europa.eu/eurostat/databrowser/view/NRG_CB_GASM__custom_3287279/default/table?lang=en
https://ec.europa.eu/eurostat/databrowser/view/NRG_CB_GASM__custom_3287279/default/table?lang=en
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building substantial gas overcapacity. �is would be an ine�cient use of resources and would 

risk entrenching new interest groups opposed to a speedy phase-out of natural gas. Instead, 

strategies for energy-infrastructure development must be based on European energy and 

climate targets. To make this happen, European level system planning and coordination needs 

to play a stronger role. While some import infrastructure investments are necessary, a focus 

on better connecting European gas, and more importantly power grids10, would create a more 

resilient system and better facilitate a cost-e�cient transition.

Figure 2 compares expected EU gas supply (stacked bars) and demand (lines) up to 2030. 

Expected supply was calculated on the basis of all announced investment in additional pipe-

line and LNG infrastructure, and new contracts for gas through existing pipelines. We assume 

existing infrastructure will continue to be utilised as the same rate as in the �rst half of 2022. 

We thus do not show total capacity (which would be much larger) but implied actual supply 

based on realistic utilisation rates. Achievement of the EU’s climate targets implies a sharp 

reduction in gas use. �e most recent and ambitious reduction plan – the RePowerEU pack-

age (European Commission, 2022) – would see a gas demand reduction of 41 percent by 2030 

compared to today. Figure 2 shows that while balances will remain tight for a couple of years, 

current policies and necessary demand reductions imply that the EU would build substantial 

natural gas overcapacity by 2030. 

https://www.icis.com/explore/resources/news/2022/05/03/10760415/europe-s-lng-capacity-boom-could-lead-to-step-change-in-regas-volumes/
https://www.icis.com/explore/resources/news/2022/05/03/10760415/europe-s-lng-capacity-boom-could-lead-to-step-change-in-regas-volumes/
https://globalenergymonitor.org/projects/europe-gas-tracker/european-gas-crisis-2022/
https://globalenergymonitor.org/projects/europe-gas-tracker/european-gas-crisis-2022/
https://www.consilium.europa.eu/en/policies/green-deal/fit-for-55-the-eu-plan-for-a-green-transition/
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around a quarter of the overall LNG capacity in the EU resides in the Iberian Peninsula, and 

is e�ectively disconnected from the wider European market. Previous attempts to construct a 

 https://www.euractiv.com/section/energy/news/france-keeps-blocking-midcat-gas-interconnection-with-spain/
 https://www.euractiv.com/section/energy/news/france-keeps-blocking-midcat-gas-interconnection-with-spain/
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3 Power markets 
Together with the internal market design, cross-border electricity exchanges are the centre-

pieces of Europe’s energy system, with 700 TWh exchanged each year (ENTSO-E, 2020). Mak-

ing low-cost electricity available to neighbouring countries in times of abundance reduces the 

need to run more polluting and expensive power plants while raising overall welfare. �e ben-

e�ts of a geographically interconnected grid will increase as more renewables are deployed 

and electricity generation becomes increasingly variable.

�e market arrangements that make this possible are very sophisticated. But fundamen-

tally the whole system relies on creditworthiness, liquidity and trust: trust that electricity that 

has been contracted for is delivered, trust that cross-border �ows are not politically overruled, 

and trust that prices on both sides of a border re�ect true demand and supply conditions. �e 

currently unplanned generation shortfall in individual EU countries (eg nuclear in France) 

and the very high fuel prices have placed massive stress on cross-border exchanges, leading 

to wildly diverging prices. Countries that used to import electricity at modest prices (such 

as Spain) now see neighbours (such as France) bidding up prices to extremely high levels. 

Futures markets indicate that this is not a temporary problem but rather could last for years14. 

�e consequences are uncomfortably high prices for households and a loss of competitive-

ness in energy-intensive sectors. As a result, discussions on reducing exports in order to 

manage domestic prices are gaining momentum in di�erent countries15.  

EU countries have a number of technical, regulatory or political tools that can substan-

tially constrain export capacities.

In June 2022, Spain and Portugal intervened in their wholesale electricity markets by plac-

ing a cap on the price of natural gas used in electricity generation. In the following months, 

the average transfer capacity between Spain and France was 30 percent lower than the same 

period in the previous year. While this reduction in transfer capacity could be coincidental, it 

points to the potential fragmentation of the European electricity markets if electricity is subsi-

dised unevenly across the EU. It is possible that countries could reduce the transfer capacities 

made available to the markets to reduce the export of subsidised power.

While such policies might appear to be easy vote winners, they will raise the aggregate 

14 Forward prices imply that traders are at time of writing willing to pay more than €200/MWh for power in winter 

2024/25, while prices in the pre-COVID-19 winter were about €60/MWh. See Kuik 

 https://www.bloomberg.com/news/articles/2022-04-22/norway-seeks-talks-with-eu-on-power-exports-as-prices-surge
https://www.bloomberg.com/news/articles/2022-04-22/norway-seeks-talks-with-eu-on-power-exports-as-prices-surge
https://www.bloomberg.com/news/articles/2022-04-22/norway-seeks-talks-with-eu-on-power-exports-as-prices-surge
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price of electricity, erode trust in Europe’s electricity market, weaken the case for investment 

in new renewables and increase the cumulative net-zero transition cost. �e result would be 

that each member state would feel under pressure to install enough capacity to manage each 

conceivable situation of high demand and low supply as islands, like Japan or South Korea, 

are forced to do. �is will be particularly detrimental for systems with high shares of volatile 

renewables that bene�t from geographic averaging. Furthermore, isolated power systems 

tend to result in higher prices for consumers who cannot bene�t from cheap electricity from 

their neighbours. Ireland, where the power system has limited interconnection with the 

https://www.lesechos.fr/industrie-services/energie-environnement/la-hausse-des-prix-de-lelectricite-devrait-atteindre-environ-12-debut-2022-1350746
https://www.lesechos.fr/industrie-services/energie-environnement/la-hausse-des-prix-de-lelectricite-devrait-atteindre-environ-12-debut-2022-1350746


10 Policy Contribution | Issue n˚14/22 | September 2022

 https://struja.mk/en/greek-state-owned-electricity-company-dei-ppc-increases-its-share-of-the-greek-retail-market-by-3-to-66-3-in-november/
 https://struja.mk/en/greek-state-owned-electricity-company-dei-ppc-increases-its-share-of-the-greek-retail-market-by-3-to-66-3-in-november/
https://www.ft.com/content/59cad679-6c6f-42ec-840b-4e5387e9f1f9
https://www.brnodaily.com/2021/10/13/news/bohemia-energy-goes-bankrupt-leaving-almost-one-million-czech-customers-without-a-supplier/
https://www.brnodaily.com/2021/10/13/news/bohemia-energy-goes-bankrupt-leaving-almost-one-million-czech-customers-without-a-supplier/
https://www.hopenergie.com/comparateur-energie/faillite-fournisseur-energie
https://www.hopenergie.com/comparateur-energie/faillite-fournisseur-energie
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delivery dates), market infrastructures called central counterparties (CCPs) come into play. 

CCPs stand between the two counterparties of a derivative contract (eg futures), acting as a 

buyer to the seller and as a seller to the buyer. To perform this function, CCPs impose margin 

requirements to be deposited, which is normally done by banks on behalf of energy companies. 

As uncertainty around future prices increase, so do the margin requirements. In May 2022, the 

European Central Bank’s Financial Stability Report (ECB, 2022) showed that for natural gas and 

electricity some of these initial margin requirements have reached up to 80 percent of the con-

tract price, meaning that hedgers are faced with larger liquidity needs (Figure 5).

Figure 5: Natural gas futures applied margin

Source: Bruegel based on ECB (2022).

Increases in volatility thus lead to a need for more credit in the commodity sector for a given 

level of activity. Abrupt increases in capital requirements are normally met by banks, wwho in 

the current scenario have raised their risk premia, making hedging more expensive. If the situ-

ation worsens further, banks could even consider the operations too risky to �nance, creating a 

liquidity problem. 

Small �rms may not have the internal expertise and capacity to hedge and are thus more 

exposed to price volatility. On the other hand, hedging may also become less and less appealing 

for �rms that actively engage in risk management: as existing derivative contracts settle, new 

contracts need to be entered into at prevailing market prices.

As demand for capital increases, especially if the crisis is prolonged, there is risk of contagion 

to other sectors of the economy that rely on banks for their own credit needs. Moreover, if one 

big player fails, the strong interconnections between the commodity market and the �nancial 

sector could generate a negative feedback loop, leading to a string of bankruptcies21.

It is unclear if utilities would have the capacity to step in in case of the insolvency of one big 

player. If the failure of an important counterparty leaves the energy market exposed, the lack 

of liquidity might push up prices by more than the posted margin would allow. Counterparties 

might remain exposed. Moreover, it will be an unprecedented challenge for the energy sector 

to resolve the complex web of contracts between all companies a�ected by the failure of a big 

player. In 2021 alone, 2.7 billion energy-related transactions were reported in the EU22. Trans-

action data gaps and dispersion of data among di�erent authorities and jurisdictions, which 

hinder monitoring, further contribute to uncertainty in the market.  

21 See for example Bank of England (2022): “should commodity market disruption result in insolvencies among 

https://www.acer.europa.eu/remit/about-remit
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Some governments in Europe have been taxing the windfall pro�ts of energy companies, 

while others are considering bailing out major domestic energy providers (Sgaravatti et al, 

2022), so not everyone is making the same pro�ts. For example, the German government is 

preparing to bail out its major utility company, Uniper, with a rescue package worth €15 billion; 

the Élysée has announced a €10 billion package to �nalise the nationalisation of Electricité de 

France (EDF); and in early July CEZ, Czechia’s biggest utility, signed a credit agreement with the 

country’s �nance ministry for up to €3 billion, providing liquidity to the company. 

Because national governments might ultimately have to stabilise domestic energy compa-

nies, a situation might arise in which energy companies in �scally weaker EU countries �nd it 

harder to access �nance and to buy energy under longer-term contracts or sell energy to 

customers under longer-term contracts. �is might spiral into a full fragmentation of the 

European energy market.

5 National energy consumption subsidies
�e dramatic price increases on European energy wholesale markets have put retail prices for 

industrial and household consumers under immense upward pressure. �e consequences of 

this di�er substantially between EU countries and consumer groups because of di�erences 

in contract structures, national retail markets and how they are regulated. Moreover, many 

governments are devising new policies, including tax breaks, retail price caps and reductions 

in levies, to mitigate the pass-through of high wholesale prices to �nal consumers. 

Such policies are rational when viewed nationally but risk undoing the incentives to reduce 

energy demand (Figure 6).

Figure 6: Price increases for households and gas-demand changes in EU countries

Source: Bruegel based on Eurostat and on the Household Energy Price Index (HEPI). Note: the HEPI collects price data in capital cities, 
these were taken as a proxy for the retail prices of the respective countries in July 2022.

Tackling fragilities in the European system of energy providers: recommendations

• Allocate su�cient public resources to monitoring energy trading activities;

• Ensure supervisors have a su�cient understanding of systemic risk in the 

energy-�nance nexus;

• Be prepared to appropriately address liquidity events.
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�ey could also undermine e�cient cross-border energy trade. Subsidising scarce energy for 

consumers might also prop up suppliers’ windfall pro�ts: in situations of scarcity, suppliers can 

increase prices in line with tax cuts because consumers will not �nd cheaper o�ers. �erefore, 

following o�cuts to energy taxes in one part of the internal market, suppliers have the incentive 

to sell more where taxes are lowest, leading other countries to adopt the same type of price-dis-

torting policy. In this scenario, virtuous demand-reducing behaviours will not be su�cient, and 

government support will become ine�ective and unsustainable in the medium run. 

Energy subsidies to businesses have also been very di�erent across countries. Some coun-

tries have made ample use of such subsidies, while others have preferred to focus on house-

holds. �is represents a risk for the EU single market, as a subsidy race undermines the integrity 

of the internal market for industrial products.

Coordination at EU level is important to make sure subsidies are targeted as much as 

possible at vulnerable households and businesses. Such an approach is required to stop those 

energy subsidies from becoming unsustainable from an energy-security perspective, as well as 

from �scal and EU playing �eld perspectives.

6 Fiscal consequences
When energy prices started to increase in summer 2021, European governments rushed to 

put in place measures to partially shield households and businesses. Initially designed as a 

temporary response to what was supposed to be a temporary problem, these measures have 

ballooned and become structural. EU governments have already spent more than €230 bil-

lion, and this number is set to increase as energy prices remain elevated.

European governments granted these energy subsidies in an uncoordinated manner. 

While common trends can be identi�ed – such as, the use of tax breaks and support for vul-

nerable consumers – the measures rolled out have been di�erent from both quantitative and 

qualitative perspectives.

From a quantitative perspective, since September 2021, governmental interventions have 

spanned between 0.1 and 3.6 percent of GDP (Figure 7).

National energy consumption subsidies: recommendations

• Harmonise the policies of EU countries;

• Prioritise income policies (some form of monetary compensation paid to consumers) 

over price policies (directly targeting the �nal energy price);

• Coordinate business subsidies so the single market is not hampered.
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Figure 7: Support provided by selected EU countries to their citizens and firms 
(Sept 2021 – Jul 2022)

Source: Bruegel, see Sgaravatti et al (2022).

�e energy crisis is clearly having a macroeconomic impact. �e value of gas and electricity 

traded in the EU has jumped from about 1 percent of GDP in 2020 to over 10 percent of GDP 

based on August 2022 price levels23. If there are allowed to, governments with more �scal space 

will inevitably better manage the energy crisis by outcompeting their neighbours for limited 

energy resources over winter months. �is has the potential to further deepen economic 

divergences in the EU.
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sumption directly and should instead subsidise energy reduction. Rules such as lower speed 

limits or reduced minimum temperatures in buildings will help. 

Defend market-based allocation of energy across borders 
�e more supply can be increased and demand reduced, the lower energy prices will be. �is 

will make it easier for governments to accept market based-allocation of energy across bor-

ders. To prevent drastic misallocation of resources in the European energy system, now and in 

the future, EU countries should commit to not intervene politically/regulatorily in cross-bor-

der energy �ows in order to protect domestic consumers at the expense of foreign ones.

Compensate the most vulnerable
Governments will need to have the �scal room to support households that can neither adapt 

easily nor a�ord skyrocketing energy prices. Otherwise, there will be not only massive social 

and political problems, but the disposable income of signi�cant parts of society will shrink 

with an impact on aggregate demand and thus macroeconomic risk. National governments 

should provide lump-sum transfers or other social aid that to the greatest degree possible 

does not weaken price signals for reducing energy consumption. 

Enabling pareto improvements
�e starting point for the bargain will be that e�orts are equalised around the continent, as all 

countries agree together to take di�cult decisions. However, in many cases the e�orts will not 

be equally distributed. Relatively well-supplied countries will have to take action largely for 

the bene�ts of their neighbours. In this case, a joint European fund might be considered. �is 

would, for example, compensate citizens in Groningen, the Netherlands, for the increased 

tremor risk associated with greater gas production. An EU-level agreement to redistribute 

funds must be accompanied by a political commitment to maintain a well-functioning energy 

https://www.imf.org/-/media/Files/Publications/WP/2022/English/wpiea2022143-print-pdf.ashx
https://www.imf.org/-/media/Files/Publications/WP/2022/English/wpiea2022143-print-pdf.ashx
https://www.bankofengland.co.uk/-/media/boe/files/financial-stability-report/2022/financial-stability-report-july-2022.pdf
https://www.bankofengland.co.uk/-/media/boe/files/financial-stability-report/2022/financial-stability-report-july-2022.pdf
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 https://www.ecb.europa.eu/pub/financial-stability/fsr/html/ecb.fsr202205~f207f46ea0.en.html#toc31
https://eepublicdownloads.entsoe.eu/tyndp-documents/IoSN2020/200810_IoSN2020mainreport_beforeconsultation.pdf
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 https://www.cez.cz/webpublic/file/edee/2020/04/sp_cez_mar-31-2020.pdf
https://publications.jrc.ec.europa.eu/repository/handle/JRC130253%20

