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A. Introduction

(1) Background

The history of German energy networks is replete with examples of cross-share-
holdings and the limitations that this created for new entry, both up- and down-
stream. Other Member States, including the UK, had a monolithic, vertically
integrated structure through which energy supplies were provided, and typically
one which was State-owned. In the UK in the 1980s and 1990s, the experience
of the liberalization of various utilities (particularly in telecommunications' but
alse in the energy field) led it to promote unbundling in general, and ownership
unbundling (OU) in particular, whilst encouraging various actors in the energy

' For a critical cornparative survey of unbundling in this sector, see JA Hausman and JG Sidak,
‘Did Mandatory Unbundling Achieve its Purpose? Empirical Evidence from Five Countries’ (2005)
1(1) Journal of Competition Law and Econvomics 173
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sector to campaign in favour of (increasingly stringent) unbundling requirements
in EU legislation. Furthermore, a competition law-type analysis of vertical integra-
tion and cross-subsidies, building upon areas like refusals to supply and essential
facilities under what is now Article 102 TFEU has often shown suspicion of the
ability of a vertically integrated undertaking to leverage its power at one level of
the value chain into other levels, thus distorting competition on linked or closely
related markets.?

Tt is clear that the Commission’s use of EU competition law in the energy sec-
tor is on the increase in general, and recent investigations and settlements have
addressed the ownership of energy transmission nerworks directly (E.ON, RWE,
ENTI). The Commission’s Energy Sector Inquiry garnered extensive information
for the Commission about the energy sector, its structure, contracts, and opera-
tion. Both this and its monitoring of the implementation of the Second Package led
it to pursue the parallel tracks of: the Third Package legislative proposals (aimingat
full ownership unbundling, but trying to offer a model which would address some
ongoing vertical integration: discussed in derail in this chapter); and competition
law enforcement aimed, in part at least, at securing divestment of network assets
by the vertically integrated perpetrators of various infringements of the EU com-
petition rules.

As will become clear from the discussion below of unbundling under the Third
Package Directives, there is also a clear link between stronger unbundling provi-
sions and the growing powers of national regulatory authorities (NR As) (seeking
to ensure transparency, easing regulatory oversight, checking respect for the often
detailed rules laid down where some degree of vertical integration is allowed to
remain, etc). The general provisions on NRAs and their role and powers are dis-
cussed later in this work (in Chapter 5).

Finally, it cannot be overlooked thar unbundling measures have been subject to
legal challenges. EU and national law constitutional constraints have been raised
against far-reaching ownership unbundling proposals: strong objections have been
raised by industry and government in Germany, while Dutch moves towards dis-
tribution system operator (DSO) unbundling were later successfully challenged on
free movement of capital grounds in June 2010. These issues will be treated briefly
at the end of our discussion on unbundling, examining possible moves to full OU

(see paras 3.117 ff).

2 See, eg, Joined Cases 6 and 7/73 ICI and Commercial Solvents v Commission [1974] ECR 223
and Case C-333/94 P Tetra Pak International v Commission [1996] ECR 1-5951 and Commission
Decisions such as Sealink/BesT Holybead (1V/34.174) [1992] 5 CMLR 255 and Sea Containers v
Stena Sealink [1993] O L15/8.

A, Introduction

(2) Development of unbundling through the first and second generations of
the EU Energy Directives

The First and Second Energy Packages developed a regime which required the func-
rional, accounting, and eventually, legal separation of the legal entities engaged
in the activities of generation, transmission, distribution, and supply. These were
minimum harmonization provisions, however, which allowed some Member
States to go further than the Directives required (eg the UK introduced full OU
for both electricity and gas transmission system Operators (TSOs).

Regularbenchmarkingand monitoringreportswere published by the Commission
on progress in creating the Internal Energy Market, and it consistently complained
of Member State delays in implementation of, inter alia, the unbundling require-
ments, as well as the inadequacy of those unbundling rules in securing a liberal-
ized and competitive energy market (or series of markets) within the EU.3 This led
to far-reaching proposals in the Third Package for full ownership unbundling of
TSOs, and increased regulatory scrutiny of the activity of TSOs and DSOs; these
proposals were subjected to intense negotiation during the legislative process, with
strong views expressed by stakeholders, the Commission, the Member States in
Council, and by the various committees of the European Parliament.*

(3) Basic position reached under Third Package

Ultimately, the default positjon for TSOs is full ownership unbundling (while
DSOs are only required to go so far as legal unbundling, although some Member
States have sought to go further), with the other options with regard to the TSO
styled as alternatives, perhaps even derogations. De facto, however, these options
are not treated as some kind of hierarchy, but rather as equally valid options on the
menu, as will be discussed in what follows.

In spite of the relative setback suffered by the Commission with regard to its
proposals for full OU as zhe approach under the Third Package, its Competition
Directorate General has continued to pursue energy companies under the EU’s
competition rules, and in some cases has secured commitments from infringing
undertakings which have resulted and/or will result in the sale of various necwork
businesses. This point will also be addressed briefly at paras 3.125 ff.

3 See, eg. Commission Communication, ‘An Energy Policy for Europe’, COM(2007) 1 (10
January 2007), 4: ‘legal and functional unbundling do not solve the fundamental conflict of inter-
est within integrated companies, whereby the supply and production interests aim to maximize
their sales and market share while the nerwork operator is obliged to offer non-discriminatory access
to competitors,

4 For the various stages of the negoriation, see <ht:p://ec,eumpa!eulpreiex/apcnet.cfm?CL;ema
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B. Unbundling in the Electricity and Gas Directives After the
Third Package

(1) Introduction

The electricity and gas internal market Directives, both in the Second and the
Third Package legislation, require network operations to be legally and function-
ally separated from supply and generation or production activities. Member States
have complied with this requirement by applying different organizational struc-
tures. The requirements of legal and functional unbundling have made a positive
contribution to the emergence of competitive electricity and gas markets in several
Member States.

The European Commission has noted that ‘[sleveral Member States have created a
totally separate company for network operation, while others have created a legal
entity within an integrated company’. The European Commission added that, not-
withstanding the implementation that has occurred:

experience has shown that where the transmission system operator is a legal entity
within an integrated company, three types of problems arise. First, the transmis-
sion system operator may trear its affiliated companies better than competing
third parties. In fact, integrated companies may use network assets to make entry
more difficult for competitors. Second, under the current unbundling rules, non-
discriminatory access to information cannot be guaranteed as there is no effec-
tive means of preventing transmission system operators releasing market sensitive
information to the generation or supply branch of the integrated company. Third,
investment incentives within an integrated company are distorted.’

Most of the ex-incumbent electricity and gas companies were typically vertically
integrated, which created difficulties for liberalizing these markets. As one text has
neatly summarized the point, (tthey have an inherent interest in retaining their
customers, market share, and thus profitability. When competition is introduced,
the ex-monopolists hold a 100 per cent market share. Thus, any gain in market
share by new competitors means a loss in marker share by the ex-incumbent. It is
perfectly natural that the ex-incumbent will endeavour to prevent any loss of mar-
ket share. Where the ex-incumbent owns the network, it has a natural incentive to
make third party access to it as difficult as possible’.t

The solution to this problem is to require the effective separation of the nerwork
business, both ar transmission and distribution level, from generation and supply

> Proposal for a Directive of the European Parliament and of the Council amending Directive
2003/54/EC concerning common rules for the internal market in electricity (presented by the
Commission), Brussels, 19 September 2007, COM(2007), final, 2007/0195 (COD), 4.

8 C Jones (gen ed), EU Energy Law~—Volume I: The Internal Energy Marker—The Third
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 10.
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activities. More effective unbundling of transmission system operators has been
regarded as a necessity. Different degrees of unbundling can be envisaged, as has been
seen in the development over time of the internal market directives in this area.

The Third Package electricity and gas internal market Directives reinforce these
unbundling requirements, requiring the use of one of the three following models:

(1) the ownership unbundling model (which is the basic principle and the default
model from the EU Commission’s perspective);

(2) the independent system operator (ISO); and

(3) the independent transmission operator (ITO).

From the preparatory works of the Third Package Directives, it is clear that the pre-
ferred option of the Commission was, and remains, ownership unbundling.” The
second option was the ISO: here, ownership of the network could still be held by
the vertically integrated entity, but the transmission nerwork itself must be man-
aged by an independent system operator, which must be entirely separate from the
vertically integrated company and which is to perform all network operator func-
tions. Third, and developed only during the negotiations which led up to the final
adoption of the Third Package, was the ITO: under this arrangement, separation
of the transmission activities must be achieved through the establishment of an
I'TO, which must be responsible for the maintenance, development, and operation
of the networks, even though those networks remain the property of the vertically
integrated companies.

The 1SO and I'TO models allowed by the Directives ate optional, must fulfil serict
requirements, and are applicable in both gas and in electricity. The models are
also applicable to various jurisdictions: Member States are likely to implement the
Directives and Regulations in different ways, insofar as those measures’ provisions
allow them to do so.

(2) Ownership unbundling of the transmission system operator

In various Member States, many networks are, or historically have been, owned by
vertically integrated companies, responsible for generation, transmission, distribu-
tion, and supply.

It has been asserted that, ‘at the time of the Second Package of Directives, there
was already a general recognition that ownership unbundling was the best way to
preventany discrimination, to minimise the need for regulation, and to ensure that
the network is operated in a manner likely to promote a competitive marker’® But,

7 Proposal for a Directive of the European Pasliament and of the Council amending Directive
2003/54/EC concerning common rules for the internal marker in electricity (presented by the
Commission), Brussels, 19 Seprember 2007, COM(2007), final, 2007/0195 (COD), 5. ‘

8 C Jones (gen ed), EU Energy Law-—Volume I: The Internal Energy Maf'kerjw%e .]79';57.:{
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 90. Certainly, the Commission
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taking into account the situation of the vertically integrated companies in vari-
ous Member States, and the political resistance which this generated from certain
Member States in the Council as a result, ownership unbundling was considered
too drastic a requirement to be imposed across the board. Doubts were also raised
as to whether it would satisfy tests of subsidiarity (under what is now Article 5(3)
TEU) and proportionality (a general principle of EU law and also an important
consideration in many national legal systems).? Nevertheless, some Member States
(eg the Netherlands and the UK) decided to go beyond the minimum require-
ments of those Directives and introduced ownership unbundling in their national
law.

In the discussions which led to the Third Package, the first option was ownership
unbundling. This was clearly the Commission’s preference, making a clear owner-

ship separation between TSOs and any supply undertakings. The preamble to the
Third Package Directives states that:

Only the removal of the incentive for vertically integrated undertakings to dis-
ctitninate against competitors as regards network access and investment can ensure
effective unbundling. Ownership unbundling, which implies the appointment of
the network owner as the system operator and its independence from any supply

-and production interests, is cleatly an effective and stable way to solve the inherent
conflict of interests and to ensure security of supply.'

In what follows, this model will be called ‘ownership unbundling’ (OU).

First, Article 9(1) of the Third Electricity and Gas Directives provides for owner-
ship unbundling;

Member States shall ensure that . . . :

(a) each undertaking which owns a transmission system acts as a transmission
system operator;

(b) the same person or persons are entitled neither:

(i) directly or indirectdy to exercise control over an undertaking per-
forming any of the functions of generation or supply, and directly or
indirectly to exercise control or exercise any right over a transmission
system operator or over a transmission system; nor

(ii) directly or indirectly to exercise control over a transmission system
operator or over a transmission system, and directly or indirectly to

firmly believed this to be the case; various Member States, incumbent vertically integrated under-
takings, and others often disagreed.

® For discussion, see J-C Pielow, G Brunckreeft, and F Bhlers, ‘Legal and Economic Aspects
of Ownership Unbundling in the EU’ (2009) Journal of Worid Energy Law ¢& Business 96, and the
response by K Talus and A Johnston ar 117, See further, A Johnston, ‘Ownership Unbundling:
Prolegomenon to a Legal Analysis’, in MK Bultermann, H Sevenster, L. Hancher, and A McDonnell
(eds), Views of European Law from the Mountain—Liber Amicorum Piet Jan Slot (Alphen aan den
Rijn: Kluwer Law International, 2009), ch 23.

0 Recitals 11 to the Third Electriciry and 8 of the Third Gas IEM Directive.
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exercise control or exercise an right over an undertaking performing
any of the functions of generation ot supply."!

Under OU, therefore, the same person may not exercise control over an under- 3.21
taking performing generation or supply activities, while coterminou?&ﬁy exercis-
ing control or any right over a TSO or a ti‘aﬂSl‘lﬁSSiOﬁ systemn (Article 9{1),{23)
(i)). Article 9(3)" of each Directive clarifies that the OU requirements of Article
9(1)(b) also apply across the electricity and gas sectoss, in order to prevent influ-
ence via verrical integration being exercised by virtue of linkages between gas
and electriciry markets (eg given natural gas’s highly significant role in electricity
generation).

Indeed, the preamble to the Third Electricity IEM Directive asserts that OU is 3.22
‘the most effective toal by which to promote investments in infrastructure in a
non-discriminatory way, fair access to the nerwork for new entrants, and trans-
parency in the market. Under ownership unbundling, Member States -shouid
therefore be required to ensure that the same person ot persons are nat entitled to
exercise control over a generation or supply undertaking and, at the same .tir.ne,
exercise control or any right over a transmission system Operator or transmission

system’.'?

The same restriction applies in the inverse situation {(Article 9(1)(b)(iD): ;t is 3.2%
possible for an undertaking to exercise control or rights over an undfirtakmg
performing generation or supply functions, or one fulfilling the functions of a
transmission system, but not over both at the same time.

Second, Article 9(1) in each of the Third Package IEM Directives provides further 3.24
that:
(c) the same person or persons are not entitled to appoint members of the supervi-
sory board, the administrative board or bodies legally representing the liﬂdéﬂ‘tﬁkﬂ
ing, of a transmission system operator or a transmission system, %md dzrectly’ or
indirectly to exercise control or exercise any right over an undertaking performing
any of the functions of generation or supply; and
(d) the same person is not entitled to be a member of the supervisory bfvard, the
administrative board or bodies legally representing the undertaking, of both an
undertaking performing any of the functions of generation or supply and a trans-
mission system operator or a transmission system.™

In the OU model, there is thus a prohibition on persons being members of the 3.25
board of directors of the TSO and also exercising any functions of generation or

supply.

Art 9 of the Third Electricity and Third Gas ITEM Directives. ‘
Recitals 14 to the Third Electricicy and 11 to the Third Gas [EM Directive.
Recital 11 to the Third Electricity 1EM Disective,

Art 9 of the Third Electricity and Third Gas [EM Directives.

vl ]
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3.26 Third, Member States shall ensure that neither commerciall
held by a TSO which was part of a vertical ly
of such a TSO, is transferred to undertakin
generation and supply.

y sensitive information
integrated undertaking, nor the staff
gs performing any of the functions of

3.27 Further, the vertically integrated undertaking has the obligation to divest its con-

trolling shares in the TSO, so that it does not maintain control over it and in fact
has no influence over it.

3.28 'Therefore, the same company cannot ar th

undertaking and also have control or influence overa TSO or transmission system,
whether through a majoricy shareholding, voting rights, or the right to appoint
key personnel.’s However, it is possible for the vertically integrated undertaking to
retain or acquire a minority shareholding in a TSO and/or receive dividends there-
from, although such shareholdings may not be used to control or influence the
TSO in any way, lest the TSO’s independence and autonomy be compromised,

3.29 To preserve fully the interests of the shareholders of verticalt
Member States should have the option of implementing
ture or by splitting the shares of the integrated undertaking into shares of the network
undertaking and shares of the remaining supply and generation undertakings, pro-

> vided that compliance with the requirements resulting from OU is secured. 6

1e same time hold control over a supply

y integrated undertakings,
OU cither by direct divesti-

3.30  Since OU requires, in some instances, the restructuring of undertakings, Member

States that decide to implement OU should be granted additional time to apply the
relevant provisions. Figure 1 shows how OU can be implemented: the supplier and
TSO owning the network are partof two different groups.

A. Grid Operator
GRIDCO

B. SALESCO Generation —l

and supply
Conditions to be respected: 7

- same person{s) cannot directly or indirectly exercise
control over an undertaking performing generation or
supply, and directly or indirectly exercise control or
any right over a transmission system operator or over

a transmission system {and vice-versa);

- same person(s) cannot appoint members of the execu-
tive bodies of a transmission system operator or a
transmission system and exercise direct or indirect

control or any right over an undertaking performing
generation or supply;

Transport -
property of
the grid

Generation-

- same person(s) cannot be member of the executive supply

bodies of both a transmission system operator or a
transmission system and an undartaking performing‘J

generation or supply.

Figure 1 Ownership Unbundling

5 C Jones (gen ed), FL/ Energy Law—Volume I+ The Intern
Liberalisation Lackage (3rd edn, Leuven: Claeys & Casteels, 2010), 96.
16 Recital 18 to the Third Electricity and 15 to the Third Gas IEM Directive.
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Finally, the NRA is charged under Article 10 of each Directive with the respon-
%ibilii y,af approving and éiesignatiﬁg an undertaking Which“ owns a transmisswin
\systémy as a TSO. The certification procedure applies to the TSO under all models
and so will be discussed separately at paras 3.99 ff.

(3) Independent system operator

0 o 1] i T
(a) Description: In the independent system operator (ISO) model, the augl;pl €
s ok car ‘ work operator must be an
and network can remain in the same group, but the network cpfxatm mu tU an
V i twork is leased to the network operator, Un
i al entity: the network is leased
entirely separate legal en : > the netwo or Under
this model, therefore, the vertically integrated company may stxlill zzvn th.ﬁ zd o
Jssets itself epend-
assets; however, the transmission network itself must be manage ){; anin ! P n
. ‘ i ) crion ¢ oly inter-
ent system operator, whose full independence from production and supply

ests must be preserved.

- . . on. the
Whilst the Commission considered that OU remains the prcfermds opuon,h ‘fhh
| i i i r States whic

Directives do, however, provide this alternative option for Msem‘bm t?t .

h .ose not to introduce OU., The European Commission insisted mag. t 1f
ope ' . e rding inds ce o

i me guaras rding independen
i jer. ide the same guarantees rega :
option must, however, prov ; s ree of
aftion of the network in question and the same level of 111(36:"11(1‘/{”3 on the netw
v fncen
to invest in new infrastructure that may benefit competitors’.

Articles 13 and 14 of the Third Electricity IEM Directive and Artic%es 14 an;i iﬁ
of the Third Gas IEM Directive make provision for this model. Article 13 of the
E iectricity Directive and Article 14 of the Gas Directive provide that:

Where the transmission system belongs to a vertically integr;%ted 1.1nder£;illés?g (lnri
September 2009, Member States may decide not to apply Article 9(1) and designat

i ransmission system
an independent system operator upon a proposal from the transmission sy

owner '8

i i i sell all net-

In the OU model, the vertically integrated company is o’bhg.ed }tlo sell 1 net
work assets so thar it is controlled by shareholders not active in t j gi?eia on,
tricity or mber State may decide not to

' cti d sale of electricity or gas. A Me
e o i 1SO, so that the ISO does
' d instead designate an , :

apply the rules on OU an de o th 150 docs
tfoiz become the owner of the transmission system, ;Ib mammml t:;ze m?i pg ¢

‘ ‘ { 3 its viral funcrions, a

ensure that it can perform i

ence of the network and ro ' unctions
i Commit a variety of topics

: cific requirements and commitments on L
1SO must respect specific requir niem 1y of coples

(Articles 13 of the Third Electricity and 14 of the Third Gas IEM Directive). |

H Parli “ouncil amending Directive
! irecrive of the Buropean Parliament and of tl}e Council ng |
) 17 })rzfpﬂ(zal fﬁiﬁ;g?gxn;f ru‘le; };@r the internal market in clcctrgcxty \(pr{c;sc?u,‘qt:gl ;X;«i
Z* {)?iriissi;r;)cémssels 19 Seprember 2007, COMQ2007), final, 2007/0195 (COD) (availab
0 , , . ‘
*:http://cc.eumpa.eu/preiex/apcnct.cfm?CI,:m.n:_»)! 5and 6.
8 Are 13 of the Third Flectricity ITEM Directive.
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particular, the relationship of the ISO with the transmission system owner in
the context of investments is a key priority (see, eg, Article 13(5) of the Third
Electricity IEM Directive).

For a Member State to be permitted to choose this ISO model, the transmis-
sion system must have been owned by a vertically integrated undertaking at
the time of the entry into force of the Directives. The Directives require legal,
functional, and personal unbundling. Functional unbundling rules must ensure
that the ISO is independent of the network owner. In this way, Article 14 of the
Third Electricity IEM Directive and Article 15 of the Third Gas IEM Directive

provide:

(1) A transmission system owner, where an independent system operator has been
appointed, which is part of a vertically integrated undertaking shall be inde-
pendent at least in terms of its legal form, organisation and decision making
from other activities not relating to transmission.

(2) Inorder to ensure the independence of the transmission system owner referred
to in paragraph 1, the following minimum criteria shall apply:

(a) persons responsible for the management of the transmission system
owner shall not participate in company structures of the integrated
electricity undertaking responsible, directly or indirectly, for the
day-to-day operation of the generation, distribution and supply of
electricity;

(b) appropriate measures shall be taken to ensure that the professional inter-
ests of persons responsible for the management of the transmission sys-
tem owner are taken into account in a manner that ensures that they are
capable of acting independently; and

(c) the transmission system owner shall establish a compliance programme,
which sets out measures taken to ensure that discriminatory conducr is
excluded, and ensure that observance of it is adequately monitored. The
compliance programme shall set out the specific obligations of employ-
ees to meet those objectives. An annual report, setting out the measures
taken, shall be submitted by the person or body responsible for moniror-
ing the compliance programme to the regulatory authority and shall be
published.

(3) The Commission may adopt Guidelines to ensure full and effective com-
pliance of the transmission system owner with paragraph 2 of this Article.
Those measures, designed to amend non-essential elements of this Directive
by supplementing it, shall be adopted in accordance with the regulatory pro-
cedure with scrutiny referred to in Article 46(2).19

9 Are 14 of the Third Electricity IEM Directive,
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These rules are illustrated in Figure 2.
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S & /" Generation and Ty
Shareholders Holding Company \ supply A
A. Designation subject to the €.‘ )
independent L approval .| Transmission
System wT of the European Comrnission System
Operator {150} Owner

Figure 2 Independent System Operator

3.37

In addition, to ensure that the operator remains independent from, and acts truly  3.38

independently of, the vertically integrated company, a regulatory regime and per-
manent regulatory monitoring must be put in place.

(b) Specific duties of the national regulatory authority: When an ISO is desig-
nated, Article 37(3) applies. According to Article 37(3):

Tn addition o the duties conferred upon it under paragraph 1 of this {Xrticie,
when an independent system operator has been designated under Article 13,
the regulatory authority shall:

(a) monitor the transmission system owner’s and the indepe.xldent system
operator’s compliance with their obligations under this Arricle, and issue
penalties for non-compliance in accordance with paragraph f&(d);

(b) monitor the relations and communications berween the independent
system operator and the transmission system owner so as to ensure com-
pliance of the independent system operator with its obligations, and in
particular approve contracts and act as a dispute settlemefnt‘ authority
between the independent system operator and the transmission system
owner in respect of any complaint submitted by either party pursuant to

aragraph 11;

(c) f;/ith%)uf) prejudice to the procedure under Article 13(2)(c), for the f%rsr
ten-year network development plan, approve the invescments planning
and the multi-annual network development plan presented annually by
the independent system operator;

(d) ensure that network access tariffs collected by the independent system
operator include remuneration for the network owner or network own-
ers, which provides for adequate remuneration of the network assets and
of any new investments made therein, provided they are economically
and efficiently incurred;
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(e) have the powers to carry out inspections, including unannounced inspec-
tions, at the premises of transmission system owner and independent
system operator; and

(f) monitor the use of congestion charges collected by the independent sys-
tem operator in accordance with Article 16(6) of Regulation (EC) No
714/2009.%0

These provisions endow the NRAs with specific regulatory competences, which
they must exercise in addition to their general functions and powers laid down in
the two internal market Directives (discussed in Chapter 5). Those NRA compe-
tences will be an important tool to oversee and check the relationship between the
ISO and the network owner: eg approving the contracts between them, monitoring
their communications inter se and their relations, supervising the tariffs applied
between the ISO and the network owner, etc. The NRAs role here includes certain
powers to approve particular ISO plans, including chose relaring to network devel-
opment and investment (Articles 37(3)(c) (Electricity) and 41(3)(c) (Gas)).

(4) Independent transmission operator

(a) Description: In the independent transmission operator (ITO) model, the verti-
cally integrated company retains ownership of the network; the network, however,
is operated by another undertaking, and one which may have no connection with
the integrated holding company. The roles of the vertically integrated company
are thus: lessor of the transmission assets to that independent ITO; and financial
investor in the network business, while the ITO is to take all operational decisions
concerning network.?!

Again, it is possible for the supplier and network operator to remain in the same
corporate group; but both the owner of the network and the network operator
must respect the detailed rules under the Third Package, which are designed to
ensure the independence of the ITO from the network’s owner. This structure
thus allows for the retention of vertically integrated ownership, but tries to ensure
the autonomy and managerial independence of the I'TO.22 After all, the point of
these alternarives to full QU is to secure the competitive benefits of clear separation
between the different levels of the value chain, while allowing the maintenance of
the pre-existing ownership structure.

As is also the case for the ISO model, the ITO option may only be chosen by
an implementing Member State if, at the time of the entry into force of these
Directives, the relevant sector contained a vertically integrated undertaking.

20 Art 37(3) of the Third Electricity IEM Directive.

21 C Jones {gen ed), EU Energy Law-—Volume I The Internal Energy Market—The Third
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 11.

2 C Jones (gen ed), EU Energy Law—Volume I+ The Internal Energy Market—The Third
Liberalisation Package (3td edn, Leuven: Claeys & Casteels, 2010), 98.
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The ITO model allows the TSO to remain part of an integrated undertaking. 3.44
However, the Directives have provided rules which aim to preserve effective
unbundling. These rules are set in Arricles 17 to 23 (Chaprer V) of the Third
Electricity Directive and in Articles 17 to 23 (Chapter IV) of the Third Gas

Directive.

Concerning the assets, equipment, staff, and identity of the nerwork operator, 3.45
Article 17(1) of the Third Electricity Directive provides that:
Transmission system operators shall be equipped with all human, technical, physi-

cal and financial resources necessary for fulfilling their obligations under this
* L " s @ . + 23
Directive and carrying out the activity of electriciry transmission . . .

The activities, services, and systems which will have to be carried out and ownedby 3.46
che ITO are also listed in this provision. Under Article 17(4):

The transmission system operator shall not, in its corporate identity, communica-

tion, branding and premises, create confusion in respect of the separate identity of
. : . croof 24

the vertically integrated undertaking or any patt thereof.

The ITO’s full autonomy requires that it has the financial, human, and material 3.47
resources and assets which it needs to operate and develop the network independ-

ently from the vertically integrated entity. The rules concerning this independence

of the ITO are set in Article 18:

(1) The rransmission system operaior shall have:

(a) effective decision-making rights, independent from the vertically intfz»
grated undertaking, with respect to assets necessary to operate, maintai
or develop the transmission system; and

(b) the power to raise money on the capital market in particular through bor-
rowing and capital increase.

(2) The transmission system operator shall at all times act so as to ensure it has the
resources it needs in order to carry out the activity of transmission properly

and efficiently . . .

Asticle 19 of the Third Electricicy IEM Directive contains specific rules on the 3.48
independence of the staff and the management of the TSO. The ITO should also

have the ability to pursue network development and the powers to make invest-

ment decisions (Article 22 of the Third Electricity IEM Directive). To ensure the
independent management of the ITO, managing personnel should comply with

the appropriate ‘cooling off period’, ranging from six months to four years in dura-

tion (see paras 3.54 ff).

2 Are 17(1) of the Third Electricity IEM Directive.
2 A 17(4) of the Third Electricity TEM Directive.
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3.49 The Commission will adopt a ‘specific detailed report’ on the ITO option and its
functioning by 3 March 2013, which should assess whether in practice it leads to
effective unbundling.?s

3.50  (b) Specific duties of the national regulatory authority: Under the ITO model, a
Supervisory Body must be appointed by the vertically integrated undertaking. The
financial independence of the ITO must be safeguarded:

- - - without prejudice to the decisions of the Supervisory Body under Article 20,
appropriate financial resources for future investment projects and/or for the replace-
ment of existing assets shall be made available to the transmission system opera-
tor in due time by the vertically integrated undertaking following an appropriate
request from the transmission system operator,26

3.51 So, the structural dependence which may exist between the I'TO and the vertically
integrated undertaking is to be counteracted by significant control over the ITO’s
investments and the role of the vertically integrated undertaking therein. The ITO
should submit a ten-year network development plan (Arricle 22 of the Electricity
IEM Directive). The ITO should also make the necessary network investments:
if these should not be carried out, then important powers are granted to the NRA
according to Article 22, in order to ensure ‘that the investment in question is
made’.

3.52 A compliance officer must also be appointed by the ITO to ensure non-
discrimination:

The overall management structure and the corporate statutes of the transmission
system operator shall ensure effective independence of the transmission system
operator in compliance with this Chaprer. The vertically integrated undertaking
shall not determine, directly or indirectly, the compertitive behaviour of the trans-
mission system operator in relation to the day to day activities of the transmission
system operator.?”

3.53 The NRA also has specific competences related to the ITO. For instance, if the
vertically integrated undertaking does not invest in the network, the regulator can
force the ITO to invest, for example by imposing a capiral decrease or third party
investment (for further possibilities, see Article 22(7) of the Third Electricity IEM
Directive). Figure 3 provides a summary of the conditions which an ITO must
respect in order to comply with the Directives.

> Art 47(3) of the Third Electricity IEM Directive.
26 Are 17(1)(d) of the Third Electricity JTEM Directive.
27 Art 18(4) of the Third Electricity IEM Directive,
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A, Independent

t
]
. i
Transmission B. Holding |! Generation
Operator Company || and supply
{limited { //
liability e -
company)

Supervisory

ignati - MNa share of IT system of eguipment,™, " “~~.__
Designation Comphiance K % gquip R

physical premises, security access
systems and consultants, or external

Body Officer

contractors for those

Conditions 1o be respected by the ITO:

- owner of the necessary assets, including the grid;

employs the necessary staff {including for legal, accountancy, and IT services);

i

+

no confusion with the Holding Company or its entities;

no leasing of personnel and rendering of services to and from any other
parts of the Holding

i

Company, except if: {i) no discrimination between system users; and (i) with the
approval of the Regulator;

accounts audited by an auditor different from the one auditing the Holding
Company or any part of it;

'

s

effactive decision-making rights;

power 1o borrow money on the capital market;

1

%

no shareholding in holding subsidiaries performing supply and/or generations and
vice versa;

anteriority clause for the appeintment of the persons rewonsibie for the
management and/or members of the administrative bodies of the [TO
{majority: three years/minority: six months);

no position, or responsibility, interest or business relationship with any part of the
Holding Company or with its controlling shareholder.

Figure 3 Independent Transmission Operator

{0} Rules concerning ITO independence and particular issues: Article 17 of the 3,54
Third Electricity Directive imposes rules of independence on the assets, equip-
ment, and staff of the I'TO. It provides:

(1) Transmission system operators shall be equipped with all human, techni-

cal, physical, and financial resources necessary for fulfilling their obligations
under this Directive and carrying out the activity of electricity transmission,
in particular:




Unbundling B. Unbundling in the Electricity and Gas Directives After the Third Package

(@) assets that are necessary for the activity of electricity transmission, includ- In the same way, the Third Electricity and Gas IEM Directives provide that:

ing the transmission system, shall be owned by the transmission system , a e .
operator; ; [tthe persons responsible for the management and/or members of the administra-
H

tive bodies of the transmission system operator who are not subject to paragraph 3
shall have exercised no management or other relevane activity in the vertically inte-
grated undertaking for a period of at least six months before their appointment.?

(b) personnel, necessary for the activity of electricity transmission, including
the performance of all corporate tasks, shall be employed by the transmis-
sion system operator;
leasing of personnel and rendering of services, to and from any other parts With regard to the requirement of independence of the persons in charge of the
of the vertically integrated undertaking shall be prohibited. A transmis- ‘ management and/or members of the administrative bodies of the manager of the
sion system operator may, however, render services to the vertically inte- ; T8O for the period of three years (Article 19(3)) and the period of six months
grated undertaking as long as: {Article 19(8)), a key question is whether these periods apply retroactively before

{i) the provision of those services does not discriminate between system the date of entry into force of the Third Pa{;kage Directives,

users, is available to all system users on the same terms and condi-
tions and does not restrict, distort or prevent competition in genera- ‘ Articles 19(3) and 19(4) of the Directives require a strict independence of the
tion or supply; and management and/or members of the administrative bodies of the transmis-
(i) the terms and conditions of the provision of those services are k sion system operator, so holding that role can never be compatible with any activ-
approved by the regulatory authority; ity in the vertically integrated company. The Commission’s Interpretative Note
without prejudice to the decisions of the Supervisory Body under Article ; on this topic mentions that the persons in charge of the ITO’s management
20, appropriate financial resources for future investment projects and/or cannot hold any commercial relation, activity or professional responsibility

for the replacement of existing assets shall be made available to the trans- . . . . : ;
L P OUing ass . . with the vertically integrated undertaking or part of it, for a three-year period
mission system operator in due time by the vertically integrated under-

taking following an appropriate request from the transmission system before their nomination. A-s these provisions m&lsle no reference to the entry
operator. into force of the Directives, it is submitted that this rule also applies to peri-
ods before the Directives had entered into force: the key date, rather, is that of

3.55 The ITO has to be autonomous in these different aspects: financial, human, and nomination

technical. These resources should be available for the management of the electricity
or gas nerwork. Some of the issues raised by Article 17 are analysed in the following Indeed, the draft of the Commission’s Interpretative Note specified that an exemp-
paragraphs. tion from this rule existed with regard to the persons responsible for the manage-

fthe k ieself:
(i) Requirement of independence of the TSO towards the vertically integrated com- ment of the network ftse

pany: With regard to personnel, both Directives require the independence of the ~ A derogation to this rule mia‘f‘?‘f to the TSO itself: the management of ?he TSO
staffand the management of the TSO. The Third Directives make it clear that the already in place before the setting up of the ITO can stay In function (Article 19(3)

N anag LT . of the Electricity and Gas Directive).®
personnel necessary for the managing of the network should be employed directly ;
by the TSO. According to the draft Interpretative Note, the persons in charge of the manage-
ment who were already named before the installation of the ITO may remain

Moreover, the overall management structure of the ITO shall be independent from , , . o ) . L
’ 8 ! € eindependen in their functions. Those persons could thus remain in their functions even if

the vertically integrated undertaking. Arricle 19(3) in both the Third Electricity . ol e . .
hey ssional bility within the vertically integrated company.
IEM Directive and Third Gas IEM Directive therefore provide: they had a professional responsibility within the vertically integrated company.

[nJo professional position or responsibility, interest or business relationship,
directly or indirectly, with the vertically integrated undertaking or any part of it )
or its controlling shareholders other than the transmission system operator shall # Arts 19(8) of the Third Electricicy and 19(5) "{f the Thivd G’?‘f" IEM Directive, ) )
be exercised for a period of three years before the appointment of the persons 30 Commission Staff Working Paper, ‘imerp@t‘we Nocé?n mecuw«: 2:00?/7\2/1:(3 concerning
responsible for the management and/or members of the administrative bodies of Common Rules for the Internal Marker in Electricity and Inmarwf.: 2009/ {3/ }*( concerning com-
mon rules for the Internal Market in Matural Gas; The Unbundling Regime’ (22 January 2010)
(hereafter, “Interpretive Note: Unbundling), 18.

# Commission Staff Working Paper, ‘Draft Interpretative Note on directive 2009/72/EC con-
cerning common rules for the internal market in electricity and Directive 2009/73/EC concerning
common rules for the internal market in natural gas: the unbundling regime’ (22 January 2010)
8 Arts 19(3) of the Third Electricity and 19(3) of the Third Gas IEM Directive. ‘ (hereafter, “Draft of the Interpretive Note'), 14,

the transmission system operator who are subject to this paragraph.?8
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Thus, if one wanted to maintain a director within 2
work, it was enough that he or she was alread

company managing the net- Leasing of personnel isalso prohibited under Article 17(1)(c) of the Third Directives:

3.69
: : Y in post before the creation of the ‘feasing of personnel and rendering of services, to and from any other parts of the
§i§é§iﬁ:{f§:§g f:n’ however, no longer appears expressly in the final text of the yerticjiy iitegrated undertaking shall be prohibited’,
According to the Directives, and taking into account the requirement of independ-  3.70
ence of the management of network, owing to the fact that the personnel must be
o los ) employed by the TSO (Arricle 17(1)(b)) and that the leasing of personnel is prohib-
future, the vertically izfg“rlagt.eﬁzgz;:;;i t}z\; n::y lbfe a'ﬁced is T’Vherhe"’ in the ite‘:cf (g‘ticlz 17(1)(c)), it thus appears clear thar, within t:hgm ﬁimewmk,‘ it Wouldi
the transmission syastemn operacon & may ltselt still recruit personnel for _ beunacceprable that the personnel of the manager of the grid system be &ngaged
by another part of the vertically integrated company. Moreover, the draft of the
364 Article 19(1) of the Third Electr icity and Gas IEM Directives deals with the ind Commission’s Interprerative Note specified that the personnel ‘shall be employed
pendence of the TSO’s personnel, and provides that: € e by the ITO’,* which assumes that the contract of employment is signed by the
r[i];zli:(;:; g;gardciing thc.: ap{mintment and renewal, working conditions including 1o,
the managem; ;‘?antg; éf;l;zfgl;sf é?f} 1I:c:rm of office of the persons responsible for  Thelnterpretative Note also clarifies that the ITO mustem ployasufficient number 371
¢ administrative bodies of the transmission ‘

system operator shall be taken by the Supervisory Bod of qualified employees: !

operator appointed in accordance wich Article 20,
3.65 Moreover, Article 19(4) of the Third Direct;
have no other professional position or responsibility,

shi;?, directly or indirectly, with any other part of th
taking or with its control ling shareholders.

v of the transmission system ;
As regards corporate services, including legal services, accountancy and I'l" services,
which are considered to constitute part of the activity of electricity or gas transmis-
sion as defined in Articles 12 and 17(2) Electricity Directive and Articles 13 and
interest or business relation- 17(2) Gas Directive, the ITO must employ a sufficient number of qualified scaff
e vertically integrated under- ‘ members to handle day-to-day core activities. Only if the I?O has en}p}{)yed a SL{f-—
ficient number of staff members for day-to-day handling of these activities may it,
3.66 The. . in specific circumft&nc:c:ﬁ and by way of exception, CQK]CIL‘Idﬁ contracts with t.hird~
1€ persons responsible for the m ‘ party service providers for legal, I'T, or accountancy services. The same applies to
tive bodi G ‘ specific services relating to, for example, the development and repair of the net-
uperyisory Bo dy of the "TS O. The situation is thus recrr s ‘ work: The ITO shouifi fztngu%oy a ’sufﬁcicf}t number of qualified staff mcﬁmb'ers to
for the people responsible for che roanagement and/og i : us 1estuct‘1ve handle day-to-day activities in this area, in (?fd&i?l‘ to be autonomous. Only }f thlls
istrative bodies of the TSO rtne members of the admin- ‘ condition is fulfilled can it, by way of exception, conclude contracts for services in

’ this area with third-party service providers.3s

ves provides that those persons shall

3.67 With regard to other personnel,

oo Article 17(1)(b) of each of the Third Directives

personnel by the vertically integrared undertaking;
Transmission system operators shall be equipped wich al

cal and financial resources necessary for fulfilling th

I human, technical, physi-
Directive and carrying out the activity of electricity ¢

eir obligations under this
ransmission, in particular:

A specific regime concerns the leasing of personnel and contracting of services
between any part of the vertically integrated undertaking and the ITO. As the
ITO should be autonomous and not dependent on other parts of the vertically
integrated undertaking, leasing of personnel and contracting of services to the I'TO
including the ; by othc:'r parts of t.h‘? vertical.ly int@grated unde‘rt'aking, i?cludi.ng b'_y the DSO, are
smission system categorically prohibited (Article 17(1)(c) Electricity and Gas Directives) . . |
‘ Furthermore, the ITO is not allowed to share I'T systems or equipment, physical
hat the personnel ofa T . . premises and security access systems with any other part of the vertically integrated
bersonnel ofa TSO which was part undertaking, The ITO is also not allowed to use the same consultants or external
garenot transferred to undertakin

on and supply.3?

(b) personnel, necessary
performance of all corpo
operator . . .

tor the activity of electricity transmission,
rate tasks, shall be employed by the tran

3.68 Moreover, M ember States shall ensure t

ofavertically integrated undertakin

: ' s perform-
Ing any of the functions of generati =r

—— 3 Draft of the Interpretative Note, 1.
%2 Ast9(7) of the Third EI

TS S — 3 Interpretive Note: Unbundling, 16.
ectricity IEM Direc ¥ £
Y frective. % Interpretive Note: Unbundling, 16,

The Interpretative Note also addresses in more derail the question of the leasing of 3.72



Unbundling

contractors for I'T systems or equipment, security access systems or auditing, in
accordance with Article 17(5) and (6) Electricity and Gas Directives.38

3.73 'The Interpretative Note thus suggests that the Directives prohibic categorically

the loan of personnel. Because the ITO must not be dependent upon the vertically
integrated undertaking, leasing of personnel and subcontracting of services are
fully prohibited from the vertically integrated undertakin g or from any part of it

3.74 'The Interpretative Note specifies that it is the Supervisory Body of the ITO which

3.7%

3.76

3.77

3.78

is in charge of the appointment and of the renewal of the work contracts of the
members of the management and the persons responsible for the management:;

The Supervisory Body of the ITO is in charge of taking all decisions regarding the
appointment and renewal, working conditions including remuneration, and termi-
nation of the term of the management of the IT(),37

The Interpretative Note also males clear that the employees cannot hold interests
or receive financial benefirs, directly or indirectly, from the vertically integrared
undertaking, any part of it or an undertaki ng other than the ITO:

The management and the employees of the ITO cannot hold an interest in or
receive any financial benefit, directly or indirectly, from any part of the verrically
integrared undertaking other than the ITO. In addition, remuneration of the man-
agement and employees cannot depend on activities or results of any part of the
vertically integrated undertaking other than the ITO. This last rule prevents for

In conclusion, taking into account the above-mentioned provisions of the new
Directives and the Commission’s Interpretative Note, the members of the man-
agement, the persons responsible for the management, and/or the members of the

administrative bodies of an ITO must be appointed by the Supervisory Body of
the TSO.

With regard to the other members of the ITO’s personnel, taking into account the
various provisions of the Directive, the requirement of the independence of the
TSO and owing to the fact thar they must be ‘employed’ by the ITO, a ecruit-
ment’ or ‘appointment’ by the holding company or the vertically integrated com-
pany will not be compatible with the requirements of the Directives,

(i1) Common services: The question can be asked whether the TSO carrying on the
network activity independently of the vertically integrated undertaking may, on
basis of contracts, within some limits and with some controls and constraints, ben-
efit from the support of the IT, legal, and accounting departments of the vertically

% Tnterpretive Note: Unbundling, 16.
7 Interpretive Note: Unbundling, 18,
38 Interpretive Note: Unbundling, 19.
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integrated company. In short, will the ITO be able to benefit, subject to safeguards,
from the support of such ‘group services’?

On this subject, each of the Directives pra?vida‘s that ‘t%w ltx‘ans:r?lssférz. g};sszif
operator shall not share IT systems or equipment, ph?fSlC;i pgmlsi;;’; ‘znm o
rity access systems with any part of the vertically integrated un extai mf%m e
the same consultants or external cmxtrm:to,rs’for IT systems o equdg h 6; and
security access systems’.? The Commission’s Interpretative Note un erd i 1}; Qi@,i
the Directives are clear and that the I'TO must e:mp?o‘y a%l hurrhm'n anf phys igﬁ
resources necessary to fulfil its obligations zmi:{ to continue 1353 aic:tr:nty C{ . ti:;zs?:nd
sion of gas and electricity. These rules of appointment do not relate to cleaning a:
safety services, however: 40 N
This requirement concerning autonomy of the IIO does’ not ;ﬁiﬁ;&jiﬁigﬁ:
e claning sericen o afic eeuity evices A5 rogaeis the aneloy st
aning services or office security services, As re b
iicgecrl;i?ggg c;ﬁg rcxf)t necessarily hans 0 be emplayaf:i by t‘}f)ITOhand i?ngicx:
for services can be concluded with third-party service providers whenev
considered appropriate.!

As discussed at para 3.71, the Interpretative Note clarifies ‘thaxz, gox;;:eming p‘ars;;z
nel, the ITO should employ a sufficient number of q.u’fﬂ'xﬁééd staff mem f-tiymﬂ
only if these are sufficient to cover its day—to«day activities may it {??{CSP i : Lmyx
enter into contracts with third-party service pfOVld(%l‘S! forlegal, IT, or SleCO%lfl ;ij ty
services, or for network developrentand repair.® Sim xlzfrly, th'e:' I.nterp1ztam f oke
makes it clear that the TSO may not call upon the V@ftlQally integrate ) underta t«
ing for its services (including the sharing or Ieasingh ‘_)f IT 3?2;122 ;r;?:i??;g’;
physical premises, and security access systems), as this woul g
autonomous and independent operation.*?
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3.80

With regard to the services which could be rendered by the ITO to the vertically 3.81

i H 1w, " s H > g e H e
integrated undertaking, this is allowed in specific circumstances in accordanc
with Article 17(1)(c) of the Third Directives:

leasing of personnel and rendering of sm‘vices,‘ to and frc?nx aty ‘a;:lgeqr S;rr:; g}}f ;it

vertically integrated undertaking shall be pro%nbxtcac'i. A nari;ms:den;i };dﬂg e

tor may, however, render services to the vertically integrated un

s iscrimi between system users, is

(i) the provision of those services does not discriminate ")ctvdv.m:n s < d;:;e«; ;mt
available to all system users on the same rerms e}nd con 1t101?5 ad :
restrict, distort or prevent competition in generation or supply; an

39 Art 17(5) of the Third Electricity and Third Gas IEM Directives.
0 Interpretive Note: Unbundling, 15, ;
4 Interpretive Note: Unbundling, 15 and 16,
9 Interpretive Note: Unbundling, 15.
4 Interpretive Note: Unbundling, 16,




3.82 @) Supervisory B@ijf’dﬁd compliance officer” First, according to Articles 20 and
21 of each of the Third Directives, the TSO under the ITO model should have
a Supervisory Body and ‘compliance officer’ Article 20 in both of the Third

3.83 The establishment of 4 Supervisory Body is

3.84

Unbundfing

(iD) the terms and conditions of the provision of those services are approved by the
regulatory authoriry, %

Directives provides that:

ave a Supervisory Body which shall be in

ve asignificant impact on the valye of the

transmission system operator, i i

is of d : » in particular

decisions regarding the approval of the annual and longer-term financial plans
® = 7

nh};lsswn System operator and the amount of

- The decisions falling under the remj

! : emit of the

Supervisory Body shall exclude those rhat are related to the day-to-day activities of

management of the network, and ; i

ans : : ) n relation
to activities necessary for the preparation of the ten-year nerwork development plan
developed pursuant to Article 22, ’

The Supervisory Body shall be composed of members fepresenting the vertically

inteor: : . .

htegr}ated unde.rtalfmg, members fepresenting third party shareholders and, where
the relevant legislation of a Member State so provides 2 oth
. . 3 L
interested parties such as employees of the tran

charge of taking decisions which may ha

members representing other
Smission system operator,

. a key element of the ITO o tion,
The Supervisory Body will be in charge of the decisions concerning the apgoim-

mer . . .
nt of the management (including femuneration, term of office, renewal, etc)

and all decisions which may ; fl
] . ¥ intiuence the value of the assers of the ITO. B
the Supervisory Body shall not intervene in decisio emit

ns falling under the remj
of the day-to-day activities of the TSO and the ma  thcer the remic

The Supervisory Body, once established, will then designate a ‘compliance officer’

or an officer charged with ensuring thar the obligatio ]
- . ns of the I'TO ar
Article 21 of each of the Third Directives providei: ) Herepeced

1 Member States shall ensure that transmission system operators establish and
implement a compliance program which sets out the measures taken in ord
o ensure'thar chscriminatory conduct is excluded, and ensure that the c:orrff
pliance with that program is adequately monitored. The compliance pro
shall set out the specific obligations of employees to meet those Ob'egti‘vim;
shall be subject to approval by the tegulatory auchority. Without pge'udice't
.the powers of the nationa] regularor, compliance with the rogra } hall bo
independently monitored by a compliance officer. o proerem shall be

e,
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(2)  The compliance officer shall be appointed by the Supervisory Body, subject
to the approval by the regulatory authority, The regulatory authority may
refuse the approval of the compliance officer only for reasons of lack of inde-
pendence or professional capacity. The compliance officer may be a natural
or legal person. Article 19(2) to (8) shall apply to the compliance officer.

(3) 'The compliance officer shall be in charge of:

() monitoring the implementation of the compliance program;

(b) elaborating an annual report, setting out the measures taken in order to
implement the compliance program and submitting it to the regulatory
authority;

(€) reporting to the Supervisory Body and issuing recommendations on the
compliance program and its implementation;

(d) notifying the regulatory authority on any substantial breaches with regard
to the implementation of the compliance program; and

() reporting to the regulatory authority on any commercial and financial
relations between the vertically integrated undertaking and the transmis-
sion system opetator,

4) The compliance officer shall submit the proposed decisions on the invest-
ment plan or on individual investments in the network to the regulatory

authority. 45

A compliance programme against discriminatory conduct should be established,
and the compliance programme and the compliance officer are subject to the
detailed rules of Article 21 of the Third Electricity and Gas IEM Directives.

The Interpretative Note does not clarify whether, in the case of a cross-border grid
system, it is necessary to appoint a compliance officer for each of the two countries
nor, indeed, whether this could be the same person. Insofar as the compliance
officer is the privileged bond between the TSO and his regulator, it seems prefer-
able to appoint two compliance officers, each one in charge of the relationships
with its NRA. This structure would have to be validated and approved by the
European Commission but it seems that, precisely within the framework of 2
cross-border merger and a combined TSO, this solution would be at the same time
advisable and pragmatic. Indeed, it could be less easy for an operaror to develop
and maintain optimal and privileged relations with the NR A of another Member
State, with whose regulation the TSO is likely to be far less familiar, and vice
versa. The approach suggested here would also allow us o avoid questioning the
TSO's knowledge and competence vis-2-vis another Member State’s regulatory
regime.

(v) The management of combined grids: Articles 29 and 26(2) of each of the Third
Directives* refer to the possibility of a combined operator: ie an operator for the

5 Art 21 of the Third Electricity and Third Gas [EM Direcrives,
46 Seealso Arr 28 of the Third Gas TEM Directive.
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transmission and for the distribution networks. The ITO model al]

mula (}f Cgmbined .d a A
provides i gtid operators.4” Article 29 of the Third Direc

ows this for-
tives, indeed,

C.Ie 26 ] p p s a3
([) \h&H O O (f combin d tfansnllbsl@n d d
AHE 8hz not revent t}le cration o a ]) e 4l 18

tribution system operator i
provided thar oper ies wi i
and 14, or Chapter V or falls under Artiglze/iz[(%r) Fomplics with Aticle hor 3

2 s g A t1 i 3 P 3
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- .‘dg ment the TSO* ryjges certain difficulties.® Artic] 26 i
tird Directives provides: . 76t cach of the
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In the same way, the Interpretative Note refers to the activities of ‘production or 3,91

supply”

[the ilndependence of the persons responsible for the network management may be
put into jeopardy by their salary structure, notably if their salary is based on the
performance of the holding company or of the production or supply company, as
this may create conflicts of interest. Also the transfer of managers from the DSO to
other parts of the company and vice versa may entail a risk of conflicts of interest
and requires rules and measures safeguarding independence. Conflicts of interest
for the network management may also arise if the DSO directly or indirectly holds
shares in the related supply or production company and obtains a financial interest

in its performance.”?

On the question as to whether a combined nerwork operator may manage the 3.92
transmission and the distribution network, and use common services for these two
activities, the Interpretative Note answers as follows:

An important question in the context of separation of management is to what

extent it is permissible to have common services, L.e. services which are shared

between transmission/distribution, supply and perhaps other businesses within the

vertically integrated company. Such services could include personnel and finance,

I'T services, accommodation and transport. It might be argued thar a requirement

to systematically duplicate such common services would significantly increase costs

without bringing corresponding additional benefits.

However, it is appropriate to look ar this issue carefully on a case-by-case basis,
requiring in any event that conditions are fulfilled to reduce competition concerns

and to exclude conflicts of interests,®

The discussion in the Interpretative Note concerning the use of common services 3.93
suggests, in principle, that the use of combined services by a combined TSO and
D8O may be possible, subject to evaluation on a case-by-case basis.

Avoiding the creation of a completely new undertaking and instead using the pos- 3.94

sibility of a combined grid operator (TSO and DSO) would make it possible to
avoid problems which might arise from the transfer of licences or agreements. It is
indeed much easiers, if there are regroupings of concessions or licences within the
same company, to make transfers rather than to lodge a new request for licences
or concessions in order to have the right, in the relevant Member State, to actasa
TSO oraDSO. Thus, maintaining the same legal personality while still respecting
the conditions related to the designation and the granting of the concessions must
make it possible to maintain the rights acquired by concessions, licences, or agree-
ments. Indeed, financial contracts, public obligations, and other concessions are
linked with the nomination of a TSO or a DSO. In such regroupings, therefore, it
will be necessary to take care not to call into question the designation or the certi-
fication of the TSO or the DSO (on certification, see paras 3.99 ff).

2 Interpretive Note: Unbundling, 24.
33 Interpretive Note: Unbundling, 20.
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C. Certification of the Transmission System Operator

(5) Conclusion

Commission: the latter is empowered by Article 3 of the Electricity® and Gas®
The three unbundling options apply in the same manner to both the electricity and k Regulations to assess whether that certification does indeed comply with the rules
the gas sectors. In principle, subject to the caveat about pre-existing vertically inte- ' laid down in Articles 9 and 10 of the Directives. Further, NR As are to continue to
grated undertakings, any of the three options can be chosen by the Member Statés. monitor a TSO's respect for the OU conditions and have the power to open a new
From a legal standpoint, both the SO and ITO model certification procedure if a nefw decision should l?e required (Article 10(4)).
from the principle of ownership unbundlin
Article 9 in each Directive. This could, in par
tion of their scope of application.

s are therefore derogarions
g: this is clear from the wording of

> L (2) Certification for TSOs controlled by a person from a
ticular, justify a restrictive interpreta-

non-EU Member State

According to Article 11 in each Directive, any third country undertaking which
wishes 1o acquire a substantial participation in, or control over, a transmission
grid located within the EU will be subject to the same unbundling requirements
as EU-based undertakings. The Commission’s original proposal for the Third
Package Directives emphasized that:

Second, it is not possible to revert from ownership unbundling back to an ITO: the
IS0 and ITO options can only be chosen for a TSO ina

O system which currently
still involves a measure of vertical ownership integration.

The implementation, in due time, of the Third Energy P

ﬂlfi Th’lld Package Directives and Regulations lay down a deadline of implemen- it is imperative—without prejudice to the international obligarions of the [EUJ—to
tamo.n.mto Member State law of 11 March 2011, but it should be noted that the ensure that all economic operators active on European energy markers respect and
provisions under Article 9 concerning ownership unbundlin g have been applic act in accordance with markert investor principles . . . The aim is to guarantee that
ble only from 3 March 2012, ppHica- companies from third countries respect the same rules that apply to EU-based
undertakings in both letter and spirit—not to discriminate against them,5

ackage is also important.

] _ ; While the far-reaching nature of the original proposal was watered down some-
C. Certification of the Transmission System Operator ; what, Article 11(1) requires the NRA to notify the Commission of any request

The Thi ] » for TSO certification by a non-EU applicant or any change in circumstances that
6‘ 1rci11 Energy Package has mtroduca} an innovation with regard to the desig- ‘ might lead to such an applicant securing control of an EU TSO. Under Article
nationand appointment of a TSO: henceforth, a TSO is to be subject to prior certi- 11(3), the NRA has four months in which to adopr a draft decision on such certi-

fication by its NRA. Such certificarion aims to guarantee that the TSO respects its ; fication and notify it to the Commission (Article 11(4)). The NRA is required to

obligati i iviti P s
d/g tions to Iunbm};ie its activities from production and/or supply of electricity refuse if it has not been demonstrated that:
and/or natural gas. The certificati : .
models analysedg b certification process applies to cach of the unbundling (@) the entity concerned complies with the requirements of Article 95 and
above. ‘ erne { le 9; and
(b) to the regulatory authority or to another competent authority® designated by
provided by the Third Electricity and Gas IEM the Member State that granting certification will not put at risk the security

of energy supply of the Member State and the [EU].5

Two types of procedure are
Directives.

The Commission has two months to deliver its opinion (unless an extension of
) ; two months is sought to elicit the views of ACER, the notifying Member States,
Article 10 of each Directive lays down a procedure which intends to ensure that no and interested parties) on the notification from the NRA (Article 11(6)) and then
supply or production undertaking or, in the case of a vertically integrated under- 'k the NRA has a further two months within which to deliver its final certification
taking (under the ISO or ITO models), no supply or production subsidiary any- decision (Article 11(8)).

where in the EU, can own or operate a transm

sher : nission system in any Member State of
the EU, except in accordance with the unbundling provisions laid out above

The NRA’s approval is only to be granted where th
ments have been satisfied (Article 10(
planned transaction which may requ

9 (see Article 10(3)). An NRA’s cer

(1) Certification for the designation and appointment of TSOs: general

) 5% Regulation 714/2009/EC [2009] Of L211/15,
eArticle 9 unbundling require- ; 55 Regularion 715/2009/EC (20091 O] L211/36.
2)), and TSOs must notify the NRA of any ‘  COM(2007) 528 and 529 final (containing COT? (2007) 195 and 196) (19 Seprember 2007),

ire reassessment i ; . . o '
fcari én.r of compliance with Article ~ On security of supply and the competent authority, see paras 10,44 ff.

tification decision must be notified to the ‘ 8 In answering the question under Arr 11(3)(b), the relevant national authority must consider:

(i) therightsand obligations of the [EU] with respectto that third countryarisingunder international
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(3) Re-certification for current TSOs?

One practical issue which may arise in this regard is whether, on the entry into
force of the Third Package Directives, the NR A is required (or indeed even empow-
ered) to take all such certification decisions again, or whether the previous certifi-
cation of TSO undertakings may subsist (provided, of course, that they continue
to respect the conditions of the new Directives). It is submitted that such a fresh
decision is not necessary as a matter of course. The purpose of the certification
provisions is to apply the unbundling rules to new TSOs and to monitor whether a
breach of the unbundling rules has been committed by those entities already prop-
erly designated and appointed as TSOs prior to the Third Package, Accordingly,
the larter category of TSOs should continue to be treated as validly certified, unless
one of the triggers for reassessment (i.e. failure to respect unbundling or control by
a third-country entity) is met. This approach respects the acquired rights of those
TSOs already validly designated and appointed in accordance with Article 1 of the
First Protocol to the European Convention for the protection of Human Rights
and Fundamental Freedoms (ECHR): uncertainty in this regard is to be avoided
ifatall possible. The Commission’s Interpretative Note on the unbundling regime
mentions nothing about any need to take such approval decisions again and would
thus seem to accept the position taken here.5?

D. Unbundling Derogations

(1) Specific derogations

3.106 (a) Derogations requested by acceding Member States: The development and
adoption of the Second Package ook place at the same time as negotiations for
the accession of a number of new EU Member States. As part of that accession,
some of the new Member States requested derogations from particular provisions
of the legislation. The Slovenian derogation® from the old Electricity Regulation
1228/03/EC expired in 2007 and need no longer concern us. Estonia, meanwhile,

law, including any agreement concluded with one or more third countries to which the [EU] is party
and which addresses the issues of security of energy supply; (ii) the rights and obligations of the
Member Sate with respect to that third country arising under agreements concluded with it, insofar
as they are in compliance with {EUT law; and (iii) other specific facts and circumstances of the case
and the third country concerned’.

*® Viz: “The regulatory authorities are under the obligation to open a certification procedure
upon notification by a potential TSO, or upon reasoned request from the Commission. Apart from
that, regulatory authorities must monitor compliance of TSOs with the rules on unbundling on a
continuous basis, and must open a new certification procedure on their own initiative where accord-
ing to their knowledge a planned change in rights or influence over transmission system owners or
TSOs made lead 1o an infringement of unbundling rules, or when they have reason to believe that
such infringement may have occurred’ (Interpretive Note: Unbundling, 22).

8 Regulation 1223/2004/EC [2004] O] 1.233/3,
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under Directive 2004/85/EC, secured a temporary derogation from the applica-
tion of what is now Article 33(1)(b) and {¢) of the Third Electricity IEM Directive,
thus delaying full market opening until 1 January 2013, and this remains applica-
ble in the Third Directive.®!

Slovakia’s application to derogate from the requirement for unbundling of
TSOs under Article 9(1) of Directive 2003/55, meanwhile, was rejected by the

Commission.®?

(b) Small isolated systems or markets: Article 44(1) of the Third Electricity
Directive and Article 49(1) of the Gas Directive provide the possibility of deroga-
tion for small isolated systems or markets. Thus:

Member States which can demonstrate, after this Directive has been broughi into
force, that there are substantial problems for the operation of their small 1501;1&&
systems, may apply for derogations from the relevant pr0v151?xls of Chapters 1V, V1,
V11, and VIIL, as well as Chaprer 111, in the case of micro isolated systems, as 'ﬁu'
as refurbishing, upgrading and expanding exist}ng c:zj.pacit}-f are concerfl{:d, which
may be granted to them by the Commission. The Commission j;:halll inform the
Member States of those applications before taking a d&CiSiOi"l, taking into account
respect for confidentiality. That decision shall be published in the Official Journal

of the European Union %

Small isolated systems are defined in Article 2(26) of the Third Electricity Directive
as ‘any system with consumption of less than 3000 GWh in the year 1996, whlere
less than 5 per cent of annual consumption is obtained through intercwmecgon
with other systems’. Micro isolated systems, meanwhile, are defined in Article
2(27) as ‘any system with consumption less than 500 GWhin the year 1996, where
there is no connection with other systems’.

An exemption for small isolated systems was included in the First Electricicy IEM
Directive.®* As stated by one group of commentators:

[iln a small isclated system, which in fa;:.t means an island not ccn.mecmd to the
main grid of a country, the economies of scale of electricity pr?dtxctz,on at present
means no meaningful competition is possible, It is likely thar, in SUC‘}'l systern, the
level of demand means that there is room for very few generation facihti‘czé, and pos-
sibly no more than one, In such circumsrances the creation of a competitive market
is not possible and to ‘liberalise’ it would do more harm thm; good . .. This would
most likely lead to higher prices than a regulated monopoly.$®

61 C Jones (gen ed), EU Energy Law—Volume I: The Internal Energy Market—The Third
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 444,

62 Decision C/2004/3148. ] )

83 Art 44(1) of the Third Electricity IEM L)ircfgzt;v:-:/.z .

54 Art 24(3) of Directive 96/92/EC {1997) O] L27/20, ) x ,

65 Cr}onés)(gen ed), EU Energy Law-—Volume I: The Internal Energy Marker—The Third

Liberalisation Package (3vd edn, Leaven: Claeys & Casteels, 2010), 446,
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Member States must apply to the Commission for such a derogation: they do not
apply automatically under the Directives. If it agrees, the Commission will make
such a grant in a formal decision and publish it in the Official Journal.

A number of applications for derogations for small isolared electricity systems such
as the Azores, Cyprus, Malta, Corsica, and Madeira have already been made and
considered by the Commission. The Azores was granted an extensive derogation,
effectively resulting in the non-application of the electricity Directive on that rerri-
tory.® In the case of Cyprus, certain derogations were requested and granted under
the Second Package.5” In 2006, Malta applied for and was granted a full deroga-
tion from market opening®® because, due to the size and structure of its electriciry
market it was not feasible that effective competition could develop. These are now
enshrined as an auromatic derogation in Arricle 44(2) of the Third Electricity IEM
Directive,® by virtue of which Article 9 shall not apply to Cyprus, Luxembourg,
and/or Malta. In addition, Articles 26, 32, and 33 shall not apply to Malra.

In the field of gas, Article 7(3) of the Third Gas Directive deals with ‘isolated sys-
tems forming gas islands’. With a view to creating an internal market in natural
gas, Member States should foster the integration of their national markets and the
cooperation of system operators at EU and regional level, also incorporating the
isolated systems forming gas islands that persist in the EU. Article 49 of the Third
Gas IEM Directive, meanwhile, addresses isolated and emergent’® gas markets
in more detail. For our purposes here, it contains certain derogations from (inter
alia) the unbundling provisions. First, Cyprus, asan isolated (Article 49(1)) and an
emergent (Article 49(2)) gas marker, has now been granted the EXpIess power to
derogate from the requirements of Articles 4, 9, 37, and/or 38 (under Article 49(1))
and Articles 4, 9, 13(1) and (3), 14, 24, 25(5), 26, 31, 32, 37(1), and/or 38. The
derogation does not require notification to and approval by the Commission, and
any such derogarion(s) are to end from the moment when Cyprus no longer quali-
fies as an isolated and/or (as the case may be) emergent market, Second, the special
position of natural gas in Estonia, Latvia, and Finland js acknowledged under

8 Decision 2004/920/EC £ 20 December 2004 concerning the derogation from certain dispo-
sitions of Directive 2003/54/CE to the Azores archipelago [2004] O] L389/31.

% C Jones (gen ed), EU Energy Law—Volume I+ The Internal Energy Marker—The Third
Liberalisation Package (3rd edn, Leaven: Claeys & Casteels, 2010), 449,

58 Decision 2006/859/EC [2006] O] L.332/32 (30 November 2006).

5% Note the second paragraph of Arc 44(2) clarifies thar: ‘Iflor the purposes of Article 9(1)(b), the
notion “undertaking performing any of the functions of generation or supply” shall not include final
customers who perform any of the functions of generation and/or supply of electricity, either directly
or via undertakings over which they exercise control, either individually or jointly, provided that the
final customers including their shares of the electricity produced in controlled undertakings are, on
anannual average, net consumers of electricity and provided that the economic value of the electric-
ity they sell to third parties is insignificant in proportion to their orher business operations.”

7% Which means, a Member State in which the first commercial supply of its first long-term

natural gas supply contract was made not more than 10 years earlier” (Art 2(31) of the Third Gas
IEM Directive),

E. Towards Full Ownership Unbundling?

Article 49(1), third sub-paragraph, according to which Articles 4, 9, 37, and/or 38

shall not apply to those Member States until any of them is directly connected to
’ -
the interconnected system of any other Member State apart from each other and

Lithuania.

These specific provisions reflect the more general statement in A'rricle 49(1) of the
Third Gas IEM Directive, under which any Member State not directly connected
to the interconnected system of any other Member State and having only one exter-
nal supplier may derogate from Articles 4, 9, 37, and/or 38: at present, the particu-
lar cases listed in the later paragraphs of Article 49 cover all of those Member Ststtses
which might otherwise fall under the first paragraph, a].thoug}1 future acceding
Member States might yet wish to take advantage of Article 49(1).

(c) Extension of time for implementation: Article 9(4) of the "Ihird Electrifzity
Directive provides that ‘Member States may allow for d@rogatmm. ﬁ*‘om points
(b) and (c) of paragraph 1 until 3 March 2013, provided.thz?t ::ransm ission system
operators are not part of a vertically integrated undertaking’?

(2) “Closed systems’ under Article 28

The specific provisions concerning ‘closed distribution sysuemis’ may be understgf
as derogations from the standard rules on unbundling and third parcy access. This
area has become topical after the ECJ's judgment in the citiworks case,{and the issue
is given full discussion in the chapter on third party access (Chapter 4).

E. Towards Full Ownership Unbundling?”

(1) Why pursue full ownership unbundling?

It might be asked, given the fap-reaching unbundling provisions’ already aont'ainecé
in the Second Package (requiring legal, accounting, an4 ﬁ:mcnona-l separation o

the key stages in the value chain): why does the Commission continue o pursue
full QU?72 Eminent authors have argued that, before gathering experience on the
operation over time of the legal unbundling regime, to move furth?r o fullv ?U
would be premature and a breach of subsidiarity and/or proportionalicy principles,
whether under EU or national (constitutional) law.”® It is thus worth exploring

71 Arc 9(4) Third Electricity IEM Directive. o

[ Sffc, g<e1)1m~ally, E Ehlers, Electricity and Gas Supply Network Uﬂéuﬁdﬁ%g in Cv’fmumy,~ Grejczt
Britain and The Netherlands andthe Law ofthe European Union: A Comparison (Amvs{e:fp: Ifuexsenua,
2009) and A Johaston, ‘Ownership Unbundling: Prolegomenon to a Legal Anal:ym {n i‘)f‘U

73 Both in its proposals for the Third Package (as discussed at para 3.18) and its use of EU com-

stition law (see the discussion at paras 3.125 ff). ' o
Ptgf’“ggc, eg, Pielow, Brunekreeft, and Ehlers (n 9) for derailed argument in this vein.
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what might be gained from full OU. Pollitt has summarized the key arguments in
favour of QU8

(i) increased promotion of competition, by reducing discrimination against non-
vertically integrared undertakings across a range of areas (prices, terms and
conditions, access to information). This should encourage new markert entry,
by removing the fear that incumbents’ power in their home markets may be
exploited to the detriment of new compertitors;’®

(i) improving the ability of NRAs to perform their tasks effectively, by encour-
aging greater (cost) transparency in network and commercial businesses;

(i) allowing a better focus on, and increase in, investment in transmission net-
works, especially with regard to interconnections and the concomitant
benefits to inter-Member State trade and marker integration. This aims: to
address currently distorted incentives, which are not to invest in the interests
of the system as a whole but rather in the overall interests of the vertically
integrated undertaking; and to reduce the future risks of (arbitrary) govern-
ment intervention in the market and its scructure, ensuring a stability regula-
tory regime going forward.

It should be noted that, at national level, there may be other policies and priorities
influencing such decisions to pursue OU: some countries may be keen to pave the
way to the privatization of the unbundled assets (eg DSO ownership unbundling
in the Netherlands); others may be committed to reraining a clear ‘public utility’
role for TSOs and/or DSOs, leading them to delay or oppose such unbundling
and privatization. Further, there may be fears that full OU will facilitate foreign
takeovers of domestic energy businesses. Various devices in narional law, such as
‘Golden Shares’, have been employed in arrempts to prevent such foreign acquisi-
tions, largely unsuccessfully when used vis-2-vis undertakings established in other
EU Member States due to the TFEU’s rules concerning free movement of capi-
tal.” The Commission v Belgium case provides a framework for analysing possible

7 M Pollitt, “The Arguments For and Against Ownership Unbundling of Energy Transmission
Networks’ (2008) 36 Energy Policy 704; see also H Cremer, ] Cremer, and P de Donder, ‘Legal vs.
Ownership Unbundling in Nerwork Industries’ (CEPR, Discussion Paper No 5767, August 2006;
available at <http://www.cepr.org/pubs/dps/DP5767.asp.asp> and <huup://papers.ssen.com/sol3/
papers.cfm?abstract_id=931500>).

78 See also Comumission, ‘Proposal for a Directive amending Directive 2003/54/EC concerning
common rules for the internal market in electricity’, COM(2007) 528 (19 September 2007), 4.

77 SeeCases C-367/98 Commissionv Portugal 20021 ECR1-4731, C-483/99 Commission v France
[2002] ECR1-4781, C-503/99 Commission v Belgium [2002] ECR 1-4809, discussed by H Fleischer,
‘Annotation’ (2003) 40 CMLRev 493; more recent cases include Cases C-174/04 Commission v Traly
[2005] ECR 1-4933, C-274/06 Commission v Spain [2008] ECR1-165, and C-326/07 Commission
v Italy [2009] ECR 1-2291. See, further, M Hunt, ‘Ownership Unbundling: The Main Legal Issue
in a Controversial Debate’, in B Delvaux, M Hunt, and K Talus (eds), £U/ Energy Law and Policy
Issues: the ELRF Collection (Rixensart (Belgium): Euroconfidentiel, 2008), sec 2, ch 2 and K Talus,
Vertical Narural Gas Transportation Capacity, Upstream Commodity Contracss and EU Competition
Law (Alphen aan den Rijn: Kluwer Law International, 2011), 55-58.
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justifications for such national law golden shares on the basis of security mf suppiﬁ}f
(discussed furcher at paras 9.30 f), emphasizing the limited extent to V:rhu:h't]{ns
justification could be invoked, Furcher, Article 11 of both the Third Electricity
and Gas IEM Directives responds to the concern that undertakings from non-EU
Member States might acquire TSOs in the EU, undermining thé‘:‘ impact «:}f the
unbundling provisions and/or threarening security of supply (on whxf:h see Recitals
25 (Electricity) and 22 (Gasg)). This provision requires a foreign TSO mﬂ fpﬂaw a
special certification procedure (in place of the ordinary one applied o E,waas.ed
TSO owners under Article 10 of each Directive), and NRAs must refuse to certify
such a TSO if either the relevant Directive’s unbundling rules are not met by thatﬁ
TSO (even if the other assets in the value chain are located outside the terrirory of
the EU) or if EU security of supply would be th reatened (Article 11(3)).78

In practice, of course, such goals may only partly be achieved by OU, and criticisms
have been made that some of these goals may posirively be hindered by OU:‘ eg
raising the vastamounts of capital necessary to invest in upgrading and ex‘pandmg
transmission nerworks may prove more difficult where the TSO undertaking laclrjs
the deeper range of assets held by a vertically integm?ﬁd undertaking and vs{hex‘e it
does not have the opportunity to develop revenues from other relzm?d ‘buS{nesses
(like generation or supply) which will be generated by such transmission invest-
ments. Also, the costs of replacing relations within a vertically int?grated under-
taking with a series of arm’s length contracts under a regulated regime are argued
by some to outweigh the benefits listed above of moving to full QU8

(2) ‘Constitutional’ dimensions of ownership unbundling

Alongside these economic arguments concerning the costs and benefits of OU, a
; 7 5,80
range of legal arguments has also been raised to challenge OU measures.

(a) Free movement law: The rules of the TFEU concerning free movement have
been raised as a potential objection to national measures pursuing ful% OU. They
are treated here under the loose heading of ‘constitutional dimensions’ due to the
directly effective and hierarchically superior nature of such Treaty rules under EU

78 For discussion of the Commission’s original, and more far-reaching, pmposxal a,{ui the Pocen.nal
implications of WTO law for such EU measures, sce V van Hoorn, “Unbundling”, R.em%)rcsc;}y
and the European Internal Energy Marker: WTO (,Icmsisr'e:ncy and Broader ‘Imphcamons a og
Burope’ [2009] European Energy and Emfira:tzmmm! Law R‘ewew,ﬁl‘ }for the Russxz;n O;Qnte'xt, see
deJong and ] Wouters, ‘European Energy Security (;‘oyfmanaei Key Challenges an : Fpon%gmté;s
in EU-Russia Energy Relations’ (Leuven Centre for Global Cxovc:rnarnmc?,g\‘z(/orklng Paper No 65,
June 2011) (available a <http://ssm.com/abstmmml898:676>)i, esp. at 23»;23. diseib
" 79 See, eg, M Mulder, V Shestalova, and M Lijesen, Vertical separation of thc energy- zgfn u«l
tion industry’ (CPB No 84, 2005) and B Baarsma et al, ‘I,Di,xiide %.nd I:{ule. lhc{ Economicand Lega
Implicarions of the Proposed Ownership Uﬂbl}pﬂ?liﬂig7%f; Distribution and Supply Companies in

he Clectricity Sector” (2007) 35 Energy Policy 1763, )
th‘;g);;i};gr{:—"i’hircf Package tdisc:ussion, see %D Cameron, Competition in Energy Markets: Law and
Regularion in the European Unipn (2nd edn, Ouford: OUP, 2007), 126,
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law. In the Netherlands, objections have been raised at various stages to OU pro- _ common constitutional traditions of the EU’s 'Member Srzaxtff:sﬁ‘5 O{lﬁ of the ‘Ee\'z\;
posals on the basis of their restrictive effect upon the free movement of capital clearly consistent elements in those traditions is the membership g‘f ;]ixg %0;{1;@
protected by Article 63 TFEU.®" The measures adopted to secure full OU of DSOs of Europe and its ECHR: as a result, thﬁ? case law de‘veloped byt e t1 R as
were eventually challenged in court by three Dutch generating companies, and become an important source of inspiration for th‘e ECJ and the (Jginera Lour;
in June 2010 the Court of Appeal in The Hague ruled that the Dutch legislation (formerly the Court of First Instance (CFD)) in their development of fuixd.exment?
amounted to a potentially justifiable, but ultimarely disproportionate restriction rights protection within the EU. Second, all EU Memb‘er States are also asx.gnatoz‘y
upon the free movement of capital within the EU.82 Prima facie, full OU for DSOs 10 the ECHR and thus are also responsible for ensuring that its provisions are
does indeed restrict capital movement because those engaged in generation, trade,  respected within their national legal order.

or supply activities would be prevented from acquiring a significant interest in a
discribution company. The Appeal Court refused to allow the promotion of pure
economic interests® as a justification for such a restriction, in part because the
ECT'’s case law does not allow this (see, eg, the Campus Oil judgment)®® and in
part because the pre-existing EU-level legislation in the Third Package had already -
addressed such concerns in a manner less restrictive than the Dutch rules (ie to go
further was, in the circumstances, disproportionate). Clearly, full OU for TSOs
is also a prima facie restriction upon the free movement of capital for similar rea-
sons, but justifying that such a restriction is necessary and proportionate is more
straightforward, given the existence of the rules in the Third Package on the subject . | lso raised  3.124
(as has previously been discussed in detail) and the relatively wide discretion likely (c) National constitutional law: Various authors and St'akeholdﬁrs m.ive a 1so raised - 3.

to be afforded to the EU legislator by the ECJ in any challenge to those rules. arguments under national constitutional law, suggesting that EU eglslation or
decisions which would positively require full ownership unbundling would not b.e
enforced with their national legal order. While strictly a matter of national law, it

is important to highlight that such arguments exist and have been strongly sup-

ported by a number of governments and eminent cemmentators.:ﬂ}@ tend to raise
arguments very similar to those which might arise under the ECHR anid/or the

EU’s Charter of Fundamental Rights with regard to property rights; as with those

For our purposes, the key fundamental right in question is likely to be the right 3.123
to property laid down in Article 1 of the First Protocel to the ECHR’ gand the
corresponding terms of Article 17 of the EU Charter of Pundamegﬁai Rights). A
fuller discussion of the structure of reasoning required by the ECtHR case law in
this area can be found elsewhere:® in short, provided thar the transmission assets
are sold off, thus ensuring that their current owners receive some compensation in
return for their inability any longer to own such assets, it seems t:ﬂhatjthxs shoul.d
amply sacisfy the proportionality requirements imposed by the ECHR under this

pmvisian.37

(b) EU fundamental rights law: At the EU level, the fundamental rights and prin-
ciples developed under the European Convention for the protection of Human
Rights and Fundamental Freedoms (ECHR) by the European Court of Human
Rights (ECtHR) in Strasbourg are of significance. This is for two reasons. First,
the ECJ has developed its jurisprudence on this question over the years (arguably
largely in response to concerns at national level that the process of scrutiny and
judicial review of the legislative competence of the EC did not take sufficient care .

in respect of fundamental rights arguments). It has created a linkage between the - The foundational cases are Case 11/70 Inzernationale Hzmdfkgfsellsdjdj? v El"if ubr und
ECHR and its case law, on the one hand, and the EC legal order, on the other, Vorratsseelle fiir Getreide und Futtermittel (1970] F%CR 1;}25, esp}par?;;} @;d. 4{;1 i";;ﬁ? tif{ F/)% %{? }g
i ‘ rinci aw’ - inspi  Commission [1974) ECR 491, esp para 13; Case 44/79, Hauer v Land Rheiniand-Ifalz |3 -
b}’ the device of general Pr mClplf?S of EU law, drawn from and mspsred by the ‘ 3%@?:2;?0 ga[ra& 14 and 15 and subsequent discussion, with clear references to the‘: right to property
sinder Art 1 of the First Prorocol to the BCHR, The right to property was also afI n%p%ﬁanc@ in the
. ~ oo Minister ¢ LCR 3953,

81 Although it should be noted that the freedom of establishment under Art 49 TFEU may also ECT's judgment in (‘35@:’{:‘“84/ 95 BG‘?P'Z’?’”W v M"gmtg of Tm{z;f’;” ;\ [i )zi]af ;{f\a f European Legal
be engaged: for discussion on the interaction berween the capital and establishment rules, see Hunt 8 See A Johnston, “Take-or-pay Contracts or nenewabes; / ‘ Y AP [.’ Tssues—The
(n77), 7389, Tssues’, sec. 4, ch. 4 in B Delvaux, M Hunt, and K Talus (e:’ds), EUEnergy {aﬂfw ef{ﬂl 2((’} (;)Cg) e

82 Essent, Delta and Eneco v Dusch State (22 June 2010). For discussion, see HHB Vedder, ‘Een ‘ Energy Law Research Ffi’_f‘“m Collection (Rixﬁcmlsal“ t %B; l%ﬁimzi 5 ui?ﬁliiid}fggéiaéﬁ and i)ifl;eersﬁip
streep door de splitsingswet? Het Hof Den Haag over de Won’ (2010) 9(3/4) Nederlands Thjdschrift for discussion; see 315? § Praduroux and K F alus, 1ne | ﬁl h QgD e O 008) 9 Competition
voar Energierecht 177 (the “Won' being the “Wet onafhankelijk netbeheer’ or Dutch Unbundling ~ Utjoundl}ng in thffhght;; tj}c Ef‘m%pﬁm Fundamental Rights Discou ¢
Act). An appeal against this judgment is pending before the Dutch Supreme Court; meanwhile, and Regulation in Network Industries 5. , R i : “HR.
uncertainty reigns, especially given that Nuon and Essent had already sold all of their non-DSOs 8 Itcanbenoted th at the rationale u.nderlym‘g t%'e fundal\me?t:%l “gi‘ti ‘i;ﬁi;lscﬁ:ﬁsi tf;e i:sjm
assets to other undertakings, raising the prospect of possible damages claims against the Dutch ; (mirrored in many national systems) is very similar to 1‘ 1€d Jmii fl} E?Cl b Stare aids field.
Government should the Appeal Court’s judgment be confirmed. stranded costs have been de‘{do}? ed and sfubsequentiy 3?1‘& 2{5? un{ o I a:;;; ; State aid linked o

8 Specifically, (i) preventing cross-subsidies becween regulated distribution activities and other See Commission Cemmumcatxon'rdﬂfmg ‘fl’ g;“ met | N ?/?g} or agig/fail erition/state. aid/
competitive parts of the business; (if) securing greater transparency, so as to protect customers of stranded costs (26 July 2001), which is available at <neEpi w'emo{i\l‘l'b . P hé c Qmmis;_ion’s
DSOs; and (jii) to guarantee security of supply. legislation/stranded _costs_en.pdf>. See further the brief amdf:‘by B . lh?r]g in th ¢ «Jmken N

¥ Case 72/83 Campus Oil v Minister for Industry and Energy [1984] ECR 2727; see our discus- ' Competition Policy New.slet'ter, No 3, Oq:obgr %0()1, 2{5;1275\;11?&3?;15: e Decisions y
sion of security of supply as a justification for restrictions upon free movement at paras 9.24 ff. Commission on the applications by Austria, § pain, and the Netnerands.
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European fundamental rights instruments, in practice the success of such argu-
ments will turn on questions of the proportionality of any such prima facie restric-
tions upon those protected rights. It may be the case at national level that courts
may grant rather less leeway to the national legislator than might be available under
the ECHR and the EU Charter, although this remains to be seen in practice. Even
if the proportionality test were more tightly operated, however, the Constitutional
Courts of some EU Member States would still not refuse to enforce such EU law
rules unless they found that the EU’s activities showed systemic and persistent dis-
regard for the need to safeguard such fundamental rights on the EU level .88

(3) Competition law and ownership unbundling

It has long been clear that, as a general matter, merger law could make a significant
contribution to such market structure questions. Where it is thought thac allowing
a merger involving such an undertaking might lead to competition difficulties,
it is open to the Commission to prohibit it from being implemented under the
EU’s Merger Control Regulation 139/2004/EC (MCR).# Instead of prohibition,
conditions may be attached to the Commission’s approval of such mergers, includ-
ing requiring the merging parties to divest themselves of certain assets. A good
illuseration of this phenomenon is the Electricité de France (EDF)/Energie Baden-
Wiirttemburg (EnBW) merger,? in which the Commission required that EDF
sell off Compagnie Nationale de Rhéne (including ics electricity generation assets
on the Rhéne river barrage system) as a condition of EDF being allowed to acquire
the stake in EnBW.

National merger control law may also be relevant, particularly where the relevant
merger control thresholds for the application of the MCR are not met, or where
the Commission refers a merger down to the national merger control authorities
(Article 9 MCR). This point is underlined by national merger laws which contain
provisions allowing intervention on public interest grounds: while such provi-
sions in the UK have rarely been used,”" if important infrastructural questions are

8 See, inter alia, Brunner v European Union Treaty [1994] 1 CMLR 57 and, most recently, The
Lisbon Treaty Judgment, BVerfG, 2 BvE 2/08, 30 June 2009 (available in English at <http:/fwww.
bverfg.de/entscheidungen/es20090630_2bve000208en. himl>). From a voluminous literature,
see the following useful discussions in English of the developing German position: M Herdegen,
‘Maastricht and the German Constitutional Court: Constitutional Restraints for an “Bver Closer
Union”’ (1994) 31 CMLRev 235, U Bverling, “Will Europe Slip on Bananas? The Bananas Judgment
of the Court of Justice and Nartional Courts’ (1996) 33 CML Rev 401, and A Steinbach, “The Lisbon
Judgment of the German Federal Constitutional Court—New Guidance on the Limits of European
Integration?” (2010) 11 German Law Journal 367 (available atr <htepi//www.germanlawjournal,
com/index.php?pagel D=118&artID=1246>),

8 [2004] O] L24/1.

90 Case No COMP/M.1853, EDF/EnBW (7 February 2001).

# Indeed, even when the formal test referred to the ‘public interest, successive Secretaries of
State instead took a firm and consistent policy line that this was to be interprered as a test based
solely upon comperition criteria: see, eg, B Rodger, ‘Reinforcing the Scottish “Ring-Fence™ A
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involved in a merger, this might be one of those rare occasions where such powers
were called into action.”? Similarly, these questions may be sufficient to encourage
the national authorities to request thar the Commission should refer a case ‘down’
{under Article 22(3) MCR) to the national merger control body, even where the
merger’s size has ensured that it had met the thresholds for the application of the
EU regime. ‘

Lately, however, the other provisions of EU competition law have come to the fore
in the energy sector in general, and with particular force when applied to network
assets. Most recently, the Commission has accepted commitments from E.ON,%
RWE,2* and ENI® to sell (some of) their transmission networks as part of the set-
tlement of proceedings for breach of the EU competition rules. These underakings
had been guilty of various practices in breach of what is now Article 102 TFEU.

This strategy of the parallel usage by Commission of ex post competition law en-
forcement and legislative proposals in Third Package to achieve ownership unbun-
dling goals is interesting, and it is perhaps ironic that more ‘progress’ was achieved
by the Commission vis-3-vis the German transmission grids using competition
law than in the EU’s legislative process, where the German Government put up a
staunch defence of the legal status of German TSOs, only to see the sale of E.ON
and RWE’s grids agreed in a deal to avoid (even heftier) competition law fines. This
strategy is not uncontroversial: some commentators® see this as a reflection of the
weakness of ex ante regulatory tools and processes, but also as the development of
a strange ‘quasi-ex ante regulatory approach through antitrust’, leading to negotia-
tions between the Commission and energy companies in an ongoing and iterative
process, rather than the traditional ex posr application of antitrust law. Achieving
structural remedies through only partly public decision-making processes lead-
ing to commitments®’ by energy undertakings creates unpredicrability and may

Critique of UK Merger Policy vis-i-vis the Scottish Economy’ [1996] BCLR 104, who criricized
UK merger policy (under the previous regime of the Fair Trading Act 1973) for its failure to take
into account important regional economic considerations, instead subsuming them in the overall
competition-based analysis.

92 Inthe current UK regime, the Secrerary of Srate can add ro the range of relevant public interest
considerations by making an Order (approved by both Houses of Parliament), while the legislature
can also add 1o the list of public interest marters by starute. Just such an exception currently seems
to be planned to deal with the current financial instabilicy, with the intention of allowing Lloyds
TSR ple to acquire Halifax-Bank of Scotland: for discussion sce, eg, <hutp://news.bbe.co.uk/1/hi/
business/7622380. stm>.

93 12009] OJ C36/8 (13 February 2009): the Dutch TS0, TenneT duly acquired E.ON’s TSO
business on 10 November 2009,

54 [2008] O] C310/23 (5 December 2008).

95 [2010] O] €55/13 (5 March 2010).

% 1, Hancher and A de Hauteclocque, ‘Manufacturing the EU Energy Markets: The Current
Dynamics of Regulatory Practice’ (TILEC Discussion Paper 2010-003, January 2010).

¥ The BCJ has recemly (Case C-441/07 P, Alrosa v Commission [2010] ECR 1-5949) over-
turned the CFDs judgment (Case T-170/06, [2007] ECR 11-2601) in the Alrosa case: the CFl had
required the Commission more clearly to explain the competition problem involved and to justify
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damage the legitimacy of both the application of competition law and, indeed,
of the EU’ legislative processes which led to the Third Package (by creating the
impression that such finely balanced legislative compromises can simply be upset
by the Commission’s application of the EU’s competition rules)

| : 4

THIRD PARTY ACCESS

A. Introduction 4.01 (3) Emergent markets/regions 471
B. Third Party Access in EU Energy (4) Gas take-or-pay contracts 482
Legi slation 4.06 (8) New interconnectors/infrastructure and
significant increases of capacities of

(1), Regulated third party access 4.07 S ”
existing interconnectors/infrastruceures 4.98

(2} Possibility of negotiated third parcy

access to certajn specified facilities 4.31 © Dire.ct M“ﬁ? o 4.113

c. D . d Swecific C 456 (7) Public service obligations 4121

e ero%(ﬂt}()ns a_‘? pecine Lases /}' (8) Closed distribution systems 4,125
(1) Lack of capacity 37 (9) Position of long-term contracts:

(2) Smallisolated systems/markets 4.65 pre-liberalization long-term contracts  4.136

A, Introduction

Third party access (TPA) is the cornerstone of the liberalization of the electricity
and energy market in Europe. This was recently addressed by the ECJ in Case
C-439/06 citiworks AG (22 May 2008)." The ECJ underlined that ‘for competition
to function, non-discriminatory, transparent and fairly priced network access is of
paramount importance in bringing about the internal electricity marker'™ and that
‘open third-party access to transmission and distribution systems constitutes one
of the essential measures which the Member States are required to implement in
order to bring about the internal market in electricity’?

The starting point of third party access to the EU energy markets was the access to
grids for the transit of electricity and gas. The Transit Directives—ie for electricity,
Council Directive 90/547/EEC of 29 October 1990 on the transit of electricity

' Case C-439/06 citiworks AG v Flughafen LeipsigiHalle GmbH [2008] ECR 2008 13913, here-

" . . after, ‘ciziworks case’. This case is further analysed in the present chapter, in the context of ‘closed
the proportionality of the commitments required, as well as to protect the procedural rights of the distr’ibution systems’s see pa‘ras 4125 . ’ } e

dc-fendants and third parties. But the ECJ found that the Commission’s discretion under the com- . 2 citiworks case 40
mitments Procedure (Art9 of Regulation 1/2003/EC, [2003] OJ L1/1) was broad: no positive find- 3 Ctl'”‘wm,éf cr&sc, par.a 4 4'
ing Of infringement is required of the Commission and ¢ judicial review . . . relates solely to whether k oty s par R
the Commission’s assessment is manifestly incorrect’ (at para 42). i
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through transmission grids* and, for gas, Council Directive 91/296/EEC of 31 _ provisions guaranteeing third party access are examined first (paras 4.06 ff) before
May 1991 of the transit of natural gas through gridsS—organized negotiated access gurning to the derogations and specific cases (paras 4.56 ff).

to grids for transit purposes on the basis of non-discriminatory conditions, fair for

all the parties concerned, exclusive of unfair clauses or unjustified restrictions, and

respecting security of supply and quality of services.$ ‘ ‘ B. Third Party Access in EU Energy Legislation

Third party access was then extended to the electricity and natural gas transmis-
sion and distribution systems by the First Energy Package. Member States had
the choice between negotiated and regulated access. While the former was based
on voluntary commercial agreements between suppliers and eligible customers,”
the latter was based on published tariffs (and/or published terms and conditions
for the gas market) for the use of transmission and distribution systems.® On the Regulated tariffs are the cornerstone of regulated third party access (paras 4.08 ff). 4.07
electricity market, Member States could also opt for a ‘single buyer’ responsible for Transmission system operators (TSOs) and distribution system operators (DSOs),

the purchase of the electricity contracted by an eligible customer from a producer as well as national regulatory authorities (NRAs), are guarantors of this third party

‘at a price equal to the sale price offered by the single buyer to eligible customer access (paras 4.26 ff).

minus the price of published tariffs’® In practice, this procedure has not been
implemented.

Third party access in the Third Energy Package is based on regulated access (paras  4.06
4,07 ff). However, negotiated access still may apply for specific facilivies (paras 4.31 ff).

(1) Regulated third party access

(a) Regulated tariffs: In accordance with Article 32(1) of the Third Electricity and  4.08
; Gas Directives, access to the transmission and distribution systems as well as LNG

In the Second Energy Package, only the model of regulated access to electricity facilities has to be ‘based on published tariffs, applicable to all eligible customers,

and natural gas transmission and distribution was retained. This system was also ~ including supply undertakings and applied objectively and without discrimination
extended to include access to liquefied natural gas (LNG) facilities.” On the gas between system users’. '

market, access to storage facilities, linepack, and ancillary services as well as to
upstream pipeline networks was also addressed. For the former, it could be negoti-

ated or regulated' while, for the latter, Member States had to take the necessary
measures to allow negotiarions.™

The articulation of regulated third party access on such tariffs was underlined by 4.09
the ECJ in its recent judgment in _julius Subatauskas.”® The EC] underlined in this
judgment that the concept of access was generally used in the context of regulated
tariffs, independent of the connection modalities to the grid.'

Third party access to the EU energy markets evolved further in the Third Energy
Package. The application of regulated rtariffs to balancing services besides trans-

mission and distribution tariffs was clarified.” The access to storage facilities and 5 Case C-239/07 Julius Sabarauskas [2008] BECR1-7523, hereafter ‘Sabatauskay’,

linepack was also reinforced.' This chapter analyses the law concerning third ; 16 The FCJ was questioned about the possibilicy of Interpreting the third party access provisions
party access, as it stands after the entry into force of the Third Energy Package. The of the Second Blectricicy IEM Directive as ‘obliging Member States to establish legal rules whereby

’ any third party has the right, ac his discretion, provided thar the electricity system has “the neces-
sary capacity”, o choose the system—electricity transmission system or electricity distribution
system—to which he wishes to be connected and the operator of thar system has an obligation to
grant access to the network’, It decided tha

40. The terms “access” and “connecrion” appear in the Directive [2003/54/EC] with different
* [1990] OJ 1.313/30, 13 November 1990, hereafrer ‘Blectricicy Transit D rective’ meanings. The term “access” Is linked to the supply of elecrricity, including inter alia the
5 [1991] O] L147/37, 12 June 1991, hereafter ‘Gas Transic Direyctiv s e ‘ ; quality, regularity and cost of the service, It Is often used in the context of guaranteeing non-
& Art 3(1) and (2) of the Electricity and Gas Transit Directives € discriminatory tariffs. Thus, it is stated in recitals 2 and 13 of the preamble to the Direcrive
7 Art 17(1) to (3) of the First Electricity Directive and Art 15 of the First Gas Directive, [2003/54/EC) that access to the nerwork on the basis of tariffs published prior to their entry

8 Art 17(4) of the First Electricity Directive and Art 16 of the First Gas Di into force guarantees non-discriminatory transmission and distribution variffs, in recital 6
! ) /e 3 1t 16 of the First Gas Directive . i feerimni Fransps 1 fairly pri i its
- irst B - et : S8 I ~dis L transparent and fairly priced, in r ]
9 Art 18 of the First Electricity Directive. that access must be non-discriminatory, transparent and faitly priced, in recital 15 that the

10 . . . . , intervention of regularory authorities guarantees non-discriminatory access to the network

1 ﬁ;tt ‘;’3 E)liz t?gg:i?ggﬁf‘g‘;ﬁé Li‘lt‘};IEM Directive and At 18(1) of the Second Gas Directive. : and in reciral 17 tﬁac non-discf*iminat(%‘y and cost-reflective balancing mechanisms are nec-

12 Are 20 of the Second Gas Dirc‘ctive' essary in .:irde,r to er.xsugereﬁemvg markf?t aceess for all ms.u'kec players. .

13 Are 37(6) of the Third Electrici ) L ) 41.The term “connection” is used, in particular, in a technical context and relates to physical

: ol the nird Electricity [EM Directive and Art 41(6) of the Third Gas IEM connection to the system . .,

46, It is one of the objectives of the Directive [2003/54/EC] chat access to the system should be
open—which . . . constitutes an essential measure for bringing about the completion of the
inrernal market in electricity—and that it should be based on objective, non-discriminatory

Directive.

" Art33(1) of the Third Gas IEM Directive.
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The scope and criteria of regulated tariffs are analysed (paras 4.11 ff), before turn- both short and long term, ‘to increase efficiencies, foster market integration and
ing to the procedure applicable for the adoption and publication of those tariffs security of supply and support the relared research activiries.??

ras 4.20 ). . .
(paras ) For the natural gas market, a further criterion applies for interruprible capacity: the  4.15

(i) Scope and Criteria of Regulated Tariffi: Regulated tariffs cover three probability of interruption has to be reflected in the price.3

ts: . .
components Finally, and still only for the natural gas market, ‘third party access services may be  4.16

(1) the connection and access to national transmission and distribution system gramed subject to appropriate guarantees from network users with respect to the
as well as the access to LNG facilities; ‘  credirworthiness of such users. Such guarantees shall not constitute undue market-
(2) balancing services; and entry barriers and shall be non-discriminatory, transparent and proportionate’.?*

{3) the access to cross-border infrastructures. o
Turning ro balancing services, this component fell within the scope of regulated 4.17

Regarding the connection and access to national transmission and distribution cariffs following the adoption of the Third Energy Package. Indeed, it has been
systems as well as LNG facilities, several criteria have to be met by those tariffs.  larified that the terms and conditions of balancing services, ‘including the rules
Firstof all, they have to be objective and non-discriminatory.'” This does not imply and tariffs, for the provisions of such services” by TSO and DSOs shall be adopred
standardized tariffs; differentiated tariffs may be applied for different services,  according to the same methodology as for regulated tariffs for the connection and
quantities, requirements, nominations, etc, as long as they are adopted in linewith  access to transmission and distribution networks.? As for tariffs for access and
the procedure hereafter examined.™ _ connection to transmission and distribution systems as well as for access to LNG
_ fadilities, balancing services tariffs should be non-discriminatory and cost-reflec-
tive.26 This criterion has been clarified for the gas market in Regulation 715/2009:
‘imbalance charges shall be cost-reflective to the exrent possible, whilst providing
appropriate incentives on network users to balance their input and off-take of gas.
They shall avoid cross-subsidisation between network users and shall not hamper
the entry of new entrants’?’ Such tariffs should also provide incentives to network
users ‘to balance their input and off-takes® as well as, both over the shortand long

term, ‘to increase efficiencies, foster market integration and security of supply and
29
s

The second criterion is the one of ‘cost-reflectiviry™s? the tariffs or their methodolo-
gies ‘shall allow the necessary investments in the networks to be carried out in a
manner allowing those investments to ensure the viability of the networks’. 20 For
the internal natural gas market, it is furthermore specified that tariffs applied by
TSOs should ‘take into account the need for system integrity and its improvement
and reflect the actual costs incurred, insofar as such costs correspond to those of an
efficient and structurally comparable network operator and are transparent, whilst
including an appropriate return on investment, and, where appropriate, taking

. . t the related research activitie
account of the benchmarking of tariffs by the regulatory authorities’.?! support the related rese

‘A thlrd criterion i()r ACCLSS and connection tarif’f issi a4 i i H ) 1 St ) i g
T8 tO transmiss y . ; s ive e ’! h* j irec ives are
1011 Iid dlstubutlon ¢ }.S 1 }5 1 1 t] f'n H i E P : Dl tives. th hir Dll crives )

systems, as well as for access to LNG facilities, is the existence of incentiv iteri i i
’ nieentives, over however, silent regarding the scope and criteria of this component. Some clarifi-

cations may be found for the electricity market in Regulation 714/2009, which

and transparent criteria and on tariffs published prior to their entry into force, and not that it
should be at the customer’s discrerion. ' 2 App 37(8) of the Third Electricity 1EM Directive and Are 41(8) of the Third Gas IEM
47. 1t follows from this that Member States retain a certain flexibility in steering system users Disective.
towards one or another type of system, provided, however, rhat they do so for non-discrimi- 22 Are 14(1) para 2 of Regulation 715/2005.
natory reasons and in accordance with objective considerations. System users thus have a right . 24 Args 14(3) and 15(4) of Regulation 1775/2009.
of access to the electricity system but Member States may decide that the connection is to be ; 2 Ares 15(7), 25(6), and 37(G) of the Third Electricity IEM Directive and Arts 13(3), 25(5), and
made on one or another type of system.” (ECJ, Sabatauskas, paras 41, 42, 46, and 47.) ~ 41(6) of the Third Gas IEM Directive. The need to address balancing variffs was addressed in Recital
V7' Recital (36) and Art 32(1) of the Third Electricity IEM Directive and Recital (32) and Art ‘ (35) of the Third Electricity IEM Directive and in Recital 31) of the Third Gas IEM Directive.
32(1) of the Third Gas IEM Direcrive. ; % Ares 15(7), 25(6), and 37(6) of the Third Electricity IEM Directive and Arts 13(3), 25(5), and
'8 See paras 4.20 f. Differentiated tariffs are expressly envisaged for the natural gas sector by ; 41(6) of the Third Gas ITEM Directive, The need to address balancing tariffs was addressed in Recital
Regulation 715/2009 for the distinction between firm and interruptible capacity. ’ (35) of the Third Electricity IEM Directive and in Recital (31) of the "Third Gas TEM Directive.
19 Recital (36) and Art 37(6)(a) of the Third Electricity ITEM Directive and Recital (32) and Art k 27 Art 21(3) of Regulation 715/2009.
41(6)(a) of the Third Gas IEM Directive. 28 Are 37(6)(b) of the Third Electricity IEM Directive and Art 41(6)(b) of the Third Gas IEM
20 Article 37(6)() of the Third Electricicy IEM Directive and Art 41(6)(a) of the Third Gas IEM 1 Directive. .
Directive, . 29 Art 37(8) of the Third Electricity IEM Directive and Art 41 (8) of the Third Gas IEM

21 Art 13(1), para 1 of Regulation 715/2009, Directive.
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‘ ; g ion of nari eoulatory authorities in the adoption
aims at ‘setting fair rules for cross-border exchange in electricity’ and providing ; four options for the xmer\{enmm of ri jtimxai regulatory P
‘for mechanisms to harmonise the rules for cross-border exchanges in electric- of regulated tariffs, The NRAs may:
ity’.% Article 14 of Regulation 714/2009 provides guidel

access to networks’. Such charges shall be ‘transparent, take into account the need g) gi zﬁz z:ii dology for the adoption of the tariffs;
for network security and reflect actual costs incurred insofar as they correspond to 3 approve the tariffs; or

those of an efficient and structurally comparable network operaror and are applied (4) approve the methodology.

in a non-discriminatory manner. Those charges shall not be distance-related’ 3" If ; ‘

possible, rariffs applied to producers and/or consumers should ‘provide locational
signals at [EUJ level, and take into account the amount of network losses and

congestion caused, and investment caused for infrastructure’.3 The foll
ments should aj

ines regarding ‘charges for

The scope of the competences of NR As in the 3doptfiozz of ;egulfated tariffshasbeen 4,22
recently analysed by the ECJ in C&?’f‘émﬁs&if’ﬂ v Beégzw?z,a‘s Inhrhis cascz, thi n"f:thod;
owing ele- ology applicable to ciepreciati(‘ms and f‘zqufcable marg;{n in 1:? e}c,;?scz 01 eﬁitini:n;;
so be taken into account: ‘payments and receipts resulting from existing installations or nsw.msmﬂatmﬂﬁ recag;uze as o n‘f’m‘:’m{li ) f‘::‘e Ii de
the inter-transmission system operator compensation mechanism’ and ‘actual pay- interest was fixed by the Eelgaa}n G()xf@rnmerﬁta Ia te‘r‘ r?‘;@"lf;% &QI: UP‘(("‘:'%% BG). The
ments made and received as well as payments expected for future period of time, NRA (the Commission 'de Reg&a%at1aﬁ de ] Fl ecméflf; ff:ri fu Jafh ofh‘er r;aarh—
estimated on the basis of past periods’.® Finally, no specific charges may be set up ~ procedure for the adoption of this methodo OBy ¢ ‘1 e;sz. Bﬁ;m el ticity and
for individual transactions for declared eransits of electricity.34 odologies applicable to the access .aﬂd, connection fo the Be gmie;i ' C Y o
natural gas transmission and distribution systems: there, the methodo ngef v:'w;
As for the natural gas market, Regulation 715/2009 provides that tariffs for net- adopted by the Belgian Government following a proposal from the CREG. I?na
work users have to be set separately for each point of entry or exit of the trans-  ECJ considered that a procedure where the CREG was only given the opportunity
mission system. A transitional period was granted until 3 September 2011, with m provide an ‘opinion’ on the methodology infringed the competences of NRAs
network charges having o be calculared irrespective of the contractual regarding regulated tariffs.? The ECJ also underlined that the intervention of the
on the basis of different entry and exic points.* CREG at a later stage in the approval of the ‘cariﬁ“is proposed by system operators
for certain types of investment (for the extension of existir}g installations or in new
installations recognized as having a Belgian or European interest) was not relevant
in curing this defect of the Belgian rules, since the grant of: the i‘elevant comge»
atory authority shall have the following tences to the Belgian Government had the effect of reducing the comperences

- o iier i specific rules
in accordance with transparent criteria, transmis- ¢ granted to the CREG, so that the CREG was accordingly bound by sp
sion or distribution tariffs or their methodologies ...". It follows from Arricle 37(6)

of the Third Electricity TEM Directive and from Article 41(6) of the Third Gas Besides this judgment, it worth underlining that, contrary to the Second Package 4.23
IEM Ditrective that ‘the regulatory authorities shall be responsible for fixing or

Directives, Member States may no longer make the decision of the NRA regard?ng
approving sufficiently in advance of their entry into force at least the methodolo- ; cariffs (setting or approval of tariffs, or secting or approval of the method()k)gx,cés)
eie e 0 calcula o cstablih” chose crif or methodologes. conditional upon the formal approval of another relevant designated bod}.f .01‘. a
Member State.! Following the adoption of the Third Energy Pz}ckz?ge, de'cisxons
of NRAs regarding tariffs are to be autonomous and diref:cly b{ﬂdg}g; ’Member
States may, however, still intervene through ‘general policy guidelines’. As the

paths but

(#) Procedure for adoption of requlased rriffs: The adoption of regulated tariffs is one
of the core duties of national regulatory authorities (NR As). Tt is cited as their firse
duty by Article 37(1)(a) of the Third Electricity IEM Directive and Article 41()()
of the Third Gas IEM Directive: ‘the regul

duties: (a) fixing or approving,

in its approval of the tariffs. 4

As underlined by the Commission in its Interpretative Note of 22 January 2010
concerning regulatory authorities, 3 those dispositions leave Member States with

30 Art 1(a) and (b) of Regulation 714/2009,
3 Art 14(1) of Regulation 714/2009.
32 Arc14(2) of Regulation 714/2009,
3 Arc14(3) of Regulation 714/2009,

. . ; s 2729,
3 Art 14(5) of Regulation 714/2009, o Commission Belgiurn Eﬁ 22?, §Z‘;§2§) ”
% Arc 13(1) para 4 of Regulation 1775/20009. Commissian v Belgiu > -

S ibility was provi 23(3) of the Second Electricity IEM Directive and by
3% Commission Staff Working Paper, Interpretative Note on Directive 2009/72/EC Concerning ‘ ! Such a possibility was provided by Art 23(3) of the

Directive, 2 Id result in referral 1o another regulatory body such
Common Rules for the Internal Marker in Electricity and Directive 2009/73/EC Concerning ‘ Art 25(3) of the Second Gas Directive, and could resu e g

; v i in Germany, the Bundeskartellame) or to a government office,
Common Rules for the Internal Market in Natural Gas: The Regulatory Authorities, 22 January ; ‘ asthe nauona? cf;mpet;“gctn Oﬁ:;: fc(zgﬁﬁ;gumm}’ the Bundesks ) &
2010 (hereafrer, ‘Interpretative Note: Regulatory Authorities’). such as the Ministry of Econo. AR

Y erative Note: Regulatory Authorities (0 36), 14, o .
3 If?;z%?’;/tzgéi ?Jommz‘iz’m v Belgium [2009] BCR1-175* (summary publication only, judg-
ment of 19 December 2009).
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Ission’ ' iti i i ities: ntor of the third 4.26
Commission’s Interpretive Note on regulatory authorities under the Third Package _ (b) TSOs/DSOs and national reguia‘t’m:yo z‘guthgnne@ guaranto
states: arty access: Several duties and responsibilities are entrusted to TSOs and DSOs
|  aswell as to NRAs to ensure third party access to the transmission systems, dis-
eribution systems, and LNG facilities. Those tasks are examined briefly in the fol-

lowing paragraphs.

The core duties of the NRA as regards nerwork tariffs do not deprive the Member
State of the possibility to issue gencral policy guidelines which ultimately will have
to be translated by the NRA into the tariff structure and methodology. However,
these guidelines should not encroach on the NRA’s competences or infringe any of
the requirements of the Electricity and Gas Directives and Regularions. Although
a Member State could eg issue a general policy guideline with regard to attracting
investments in renewables, the Commission’s services would consider a rule set-

ting the profit margin in the cost-plus tariff as a prohibited direct instruction to the
NRA4?

(i) Duties and rvesponsibilities of TSOs and DSOs in third party access: TSOs a‘nf;i 4.27
DSOs have the responsibility to provide third party access to the system and facili-

ties they manage.*6 Besides this general responsibility, several duties of TSOs and
DSOs are relevant for third party access:

an information and rransparency duty: TSOs and DSOs have to °pmv.ide
system users with the informarion they need for efficient access o '[lnc'h'xdmg
use of] the systern’.#” Such information notably relates to the avaxlabzhtyx of
the capacities, in relation to capacity-allocation mechanisms and congestion

4.24 'The position taken by France in transposing the Third Energy Package into
national law is worthy of note here: while entrusting the NRA, the Commission
de Régulation de ’Energie (CRE), with the competence to fix the relevant tariff
methodologies, various guidelines were laid down in the Decree n°2011/504
of 9 May 2011.% Notably, it is provided rhat tariffs have to be calculated in a
transparent and non-discriminatory way, in order to cover the whole of the costs
borne by the system operators, to the extent that such costs correspond to those
of an efficient system operator.* It is also provided that the costs borne by the
system operators and to be covered in the tariffs should, in particular, include
the costs resulting from the execution of public service obligations, the costs
linked to the necessary research and development for the increase of the grid
capacities (especially interconnections with neighbouring countries), and the

costs for connection to the grids and the services operated exclusively by system
operators. >

management procedures;*®

while providing information, TSOs and DSOs should be careful to preserve
the confidentiality of the commercially sensitive information obtained in the
course of their business.®® TSOs should particularly not misuse to the advan-
tage of related undertakings the information obtained from third parties in
the context of their access to the system;> '
a non-discrimination duty: TSOs and DSOs have to ensure that no ciiscrixr{1~
nation occurs ‘between system users or classes of system users, particularly in
favour of [their] related undertakings’;! y

a duty to operate, maintain, and develop, under economic cogdmons and
with due regard to the environment, secure, reliable, and efficient systems

A final step to be analysed in the procedure of adoption of regulated tariffs is
their publication: regulated tariffs have to be published prior to their entry into
force. In case a national regulatory authority is entrusted with the mere task of

and/or facilities (such as LNG facilities).’? TSOs on the electricity market are

entrusted in this context with the task to ensure the ‘availability of all neces-
, . . .53

sary ancillary services, including those provided by demand response’;

fixing or approving a methodology, the tariffs adopted on its basis should also be

published.

46 Are 12(h) of the Third Electricity IEM Directive and Art 14(1)(a)~(b) and 15(1)(a) of Regula-
don 715/2009, ,
7 Are 12(g) and 25(3) of the Third Electricity [EM Directive and Are 13(d) and 25(3) of the
42 Interpretative Note: Regulatory Authorities (n 36), 14. Third Gas [EM Directive. g o : ion of avail-
* Ordonnance n°2011/504 du 9 mai 2011 portant codification de la partie législative du Code % Art 15(3) and (4) and Annex 1, Guidelines on ti}e management an d 2”?; am?na;:veni of
de PEnergic able transfer capacity of interconnections berween national s;zsmms; point 5, Transp _yyed
) . : e - isions 2 mir
4 Arc L 341-2, first subsection of the French Energy Code: ‘Les tarifs dutilisation du réseau ?egﬁlation 714/42225&3&(1 Art 14 to 17 of Regulation 715/2009, Those provisions are exa
public de transport et des réseaux publics de distribution sont caleulés de maniére transpatente rineratparas 2.0/ . L s icity IEM Directive and Arts 16(1) and (3) and 27
et non discriminatoire, afin de couvrir Pensemble des cofits supportés par les gestionnaires de ces “ A”f 16(1) and (3) an d 2_7 of th_c %}llfiﬁieit‘il:ifg i&ﬁg:fg;iinﬂg/‘zggy
réseaux dans la mesure ol ces cofits correspondent & ceux d'un gestionnaire de réseau efficace’, of the Third Gas IEM Dir cetive as well as s Directiv dg Art 16(2) “of the Third Gas IEM
* Art L 341-2, first subsection of the French Energy Code: ‘1° Les cofits résultant de Uexéeution ; D‘QG A'r: 16(2) of the Third Electricity IEM Directive an
des missions et des contrats de service public; 2° Les surcofits de recherche et de développement Hectve, S . irective and Arts 13(D)(b) and 25(2) of the
nécessaires a l'accroissement des capacités de transport des lignes électriques, en particulier de celles ’11:‘1 dlbgts 1{%4(1% ’gld 25@) of the Third Electricity IEM Directive and Ares 13(1)
destinées & interconnexion avec les pays voisins ec 2 'amélioration de leur insertion esthétique dans ird Laas LML Llrective, . A Tleprriciry T irecti 5 42501
Venvironnement; 3° Une partie des fogts de raccordement & ces réseaux et une partie des c?oﬁts des ¥ Ares12(a) a;xd @ an d 2’.‘5(1) of the Third Blecricity [EM Discerive and Arts 13(1)(a) and 2501
of the Third Gas IEM Directive.

prestations annexes réalisées A titre exclusif par les gestionnaires de ces réseaux, Iautre partie pou- t gy . R
. s . i , . . 53 ' | tricity IEM Directive,
vant faire objet d’une contribution dans les conditions fixées aux articles L. 342-6 et suivants’, Art 12(d) of the Third Electricity
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~ aduty to procure the energy used for their activities on the basis of transparent,
non-discriminatory, and market-based procedures;** and

~ a duty to complete balancing tasks on the basis of objective, transparent, and
non-discriminatory rules.

TSOs and DSOs on the electricity markert also have specific duties regarding
access to, and dispatching of electricity on, their systems. TSOs are responsible
for dispatching rhe generating installation in their areas and for determining the
use of interconnectors with others systems.*¢ In this frame, TSOs have to respect
certain priority criteria. They first have to give priority to generating installations
using renewable energy sources or generating installations producing combined
heatand power. Such priority relates both to access to, and the dispatching of the
electricity on, the transmission system.”” TSOs may also, if allowed by Member
States for reasons for security of supply, give priority in the dispatching to gener-
ating installations using indigenous primary energy fuel sources. Such priority is
capped at, in a calendar year, 15 per cent of the overall primary energy necessary
to produce the electricity consumed in the Member States concerned. 58

As for DSOs, they are required o dispatch generating installations with a priority

to installation using renewable energy sources or waste or producing combined
heat and power.®®

(1) Duties and responsibilities of national regulatory authorities in third party access:
Besides their core duties in the adoption of regulated tariffs, as examined in the
preceding paragraphs, the following responsibilities and duties of NRAs are also
relevant for third party access:

— NRAs are required to promote, in close cooperation with the Agency for the
Co-operation of Energy Regulators (ACER), other regulatory authorities and
the Commission, a competitive, secure, and environmentally sustainable inter-
nal market in electricity and natural gas within the EU, and effective market
opening for all customers and suppliers in the EU;50

— NRAs have to facilitate the access to the network for new generation capac-
ity, in particular removing barriers that could prevent access for new market
entrants and of electricity/gas for renewable energy sources;®'

% Arts 15(6) and 25(5) of the Third Electricity IEM Directive and Art 13(5) of the Third Gas
1EM Directive.

3% Arts 15(7) and 25(6) of the Third Electricity IEM Directive and Arts 13(3) and 25(5) of the
Third Gas IEM Directive as well as Art 21 of Regulation 715/2009.

8 Art 15(1) of the Third of Electricity Directive.

37 Arc15(3) of the Third Electriciry IEM Directive and Art 16(2)(b) and (¢) of Directive 2009/28/
EC, this later Directive is hereafter examined in Ch 12 on Renewable Energy Sources.

58 Arc 15(4) of the Third Electricivy IEM Directive.

59 Art25(4) of the Third Electricity IEM Directive.

86 Art 36(a) of the Third Electricity IEM Directive and Art 40(1) of the Third Gas ITEM Directive.

& Art 36(c) of the Third Electricity IEM Directive and Art 40{¢) of the Third Gas IEM Directive.
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— NRAs must monitor the level and effectiveness of market opening and compe-
tition at both wholesale and retail levels. Any relevant case or information is to
be brought by the national regulatory authorities to the competent competition
authorities;®?

_. NRAs also have to monitor ‘the occurrence of restrictive contractual practices,
including exclusivity clauses which may prevent large non-household custom-
ers from contracting simultaneously with more than one supplier or restrict
their choice to do so’. Where appropriate, national regulatory authorities have
to inform the national competition authorities of such pracrices;*® and

— NRAs must ensure access to customer consurnption dara, on the basis of an
easily understandable harmonized format, and are to guarantee a prompt access
for all customers to such data in order to allow them to exercise third party
access,®

(2) Possibility of negotiated third party access to certain specified facilities

Ashasalready been underlined, access to certain, specified facilities may be granted
on a negotiated basis. The facilities concerned are: storage facilities, linepack, and
ancillary services, as well as upstream pipelines.

(a) Gas storage facilities and linepack: The regime applicable for the access to stor-
age facilities and linepack has been reinforced by the Third Energy Package.® To
ahalyse this regime and reinforcement, we will: (i) first recall the scope of storage
facilitiesand linepack (paras4.33 f); then (ii) examine the designation, unbundling
and tasks of storage system operators (paras 4.38 fF); before finally (iif) reviewing
the possible access regimes (paras 4.40 ff),

62 Art 37() of the Third Electricity IEM Directive and Art 41() of the Third Gas [EM
Directive,

63 Art 37(k) of the Third Elecrriciry IEM Directive and Art 41(k) of the Third Gas IEM
Directive.

84 Are 37{(p) of the Third Electricity TEM Directive and Ast 41(q) of the Third Guas IEM
Directive,

65 Such reinforcements were highlighted by Recital 24 of the Third Gas TEM Directive, accord-
ing to which: ‘[ijt is necessary to ensure the independence of storage system operators in order w
improve third-party access to storage facilities that are technically and/or econom ically necessary
for providing efficient access to the system for the supply of customers. It is therefore appropriate
that storage facilities are operated through legally separate entities that have effective decision-
making rights with respect to assets necessary to maintain, operate and develop storage facilities.
Tt is also necessary to increase transparency in respect of the storage capacity that is offered to third
parties, by obliging Member States to define and publish a non-discriminatory, clear framework
that determines the appropriate regulatory regime applicable to storage facilities. That obligation
should not require a new decision on access regimes but should improve the transparency regarding
the access regime to storage. Confidentiality requirements for commercially sensitive information
are particularly important where data of straregic nature are concerned or where there is onlyasingle
user of a storage facility’,

83
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4.33 (i) Scope of the regime applicable to gas storage furcilities and linepack: A storage facility
is defined by Article 2(9) of the Third Gas IEM Directive as a facility used for the
stocking of natural gas and owned and/or operated by a natural gas undertaking,
including the part of LNG facilities used for storage but excluding the portion

used for production operations, and excluding facilities 1"€s?rved exclusively for The rasks of storage system operators are identical to those of transmission system
transmission system operators in carrying out their functions’. ,

operators. The reader is accordingly referred to the above analysis of the relevant
k' . : = efa » -t s . o 70
duties and responsibilities of gas TSOs regarding third party access.

kc}rganizaticn, and decision-making—from other activitieis not relating to trans-
mission, distribution, and storage. This unbundling obligation only apph?s. 0
storage facilities that are technically and/or economically necessary for providing
efficient access o the system for the supply of customers’. 9

It follows from this definition that the portions of storage used for production
e ey encluded: Such exchusion is justified by the nced to allow pro” (ii1) Access 1o storage facilities and linepack: Access to storage facilities and linepack
e e use of some of the sorage portions to smoorh any production. | is organized by Article 33 of the Third Gas IEM Directive, Such access is limited
repularies” to the cases where it is ‘technically and/or economically necessary for providing
efficient access to the system for supply of customers’.”" Several criteria have been
provided by the Commission to assess the technical and/or economical necessity
_ ofaccess to storage facilities and linepack:”

Storage for the use of TSOs is also excluded from the definition of storage facili-
ties’. Unlike the exception for production purposes, it follows from the word ‘exclu-
sively” in the definition of storage facilities of Article 2(9) of the Third Gas IEM

. " . &7 Lo
Directive that part of a storage facility may not be reserved by TSOs. — according to the type of storage, it should be analysed whether other instruments

The inclusion of LNG facilities in the definition of ‘storage facilities’ is clarified are ‘available for suppliers to obtain the same level of technical and economic
by Article 33(2) of the Third Gas IEM Directive. This Article states that the third ~ flexibiliry as through a storage facility’. Elements to takc? ifu:c: account relate to;
party access regime applicable to storage facilities ‘shall not apply to . . . temporary ~ the availability and price of transport capacity, the liquidity of hubs and other
storage that are related to LNG facilities and are necessary for the re-gasification traded markets, as well as any need for short-term or seasonal storage; '
process and subsequent delivery to the transmission system’. — depending upon the storage facility, it could be considered t.ha't access is
i o . e - N required for only a part of the storage facilities. Such a consideration should be
As to linepack, this is defined by Article 2(15) of the Third Gas IEM Directive as analysed regularly in the light of any marker development that may render a
‘the storage of gas by compression in gas transmission and distribution systems, bigger portion of the storage facilities necessary;
but not including facilities reserved for transmission system operators carrying out — the technical and/or economic necessity of the access to a storage facility or
their functions’ linepack should not be assessed on the basis of the portfolic of customers; and
(#) Designation, unbundling, and tasks of storage system operarors: In the applica- ~ equally, the possibility of investing in new storage faciiit:ie:.s as well as geoh)gn:z'ﬂ
tion of Article 12 of the Third Gas IEM Directive, Member States have to desig- potentials should not be taken into account. The tsi:hn.tcai a'nd/sr economic
nate storage system operatorsﬁa Such operators are bound by the rule Oflegal and ﬁﬁCﬂSSity 0o provide access to storage facilities and ]mepack 18 ?0 ?’)ﬁ assessed
functional unbundling. Where an independent system operator is appointed or a on the basis of existing installations. However, should new facilities be con-

storage system operator is part of a vertically integrated undertaking, the trans- structed, the applicable regime would need to be reassessed.
mission system owner has to be independent—at least in terms of its legal form, Once the technical and/or economic necessity to grant access to a storage facilities

and linepack is recognized, Member States have the choice berween negotiated and
66 Commission Staff Working Paper, Interpretative Note on Directive 2009/73/EC Concerning reguiated access.
Common Rules for the Internal Market in Natural Gas: Third-Party Access to Storage Facilities = . .- ided, the national
' the d so provided, the nationa
(22 January 2010), 4 (hereafter, ‘Interpretive Note: TPA to Storage Facilities): ‘iln light of the EU’s In the case of negotiated access, Member States or, if so p ;

general policy goal of stimularing domestic production, such exclusive use of storage for production regulatory authorities, have to take necessary measures to allow natural gas under-

operations is therefore justified if it enables or improves the production process. It is the responsi- takin gs and eli gibl e customers either inside or outside the territory covered by the
bility of the Member State in which the production is located to ensure that the use of storage for

production operations is not abused by producers, through the creation of de facto priority access
to storages” § 5 Third Gas IF irective, The criteria in res f these unbundling obliga-
67 Interpretive Note: TPA to Storage Facilities, 4. % Art 15(1) of the Third Gas TEM Directive, The criteria in vespect of the ] g
%8 Arv12 of the Third Gas [EM Directive: ‘Member States shall designare, or shall require natu- tions are analysed above in Ch3. . 27
ral gas underrakings which own storage facilities to designate, for a period of time to be determined ® Arc13(1) of the j{hfrd (.::as IEM Dfrect}ve: see paras 4,27 f,
by Member states, having regard to considerations or efficiency and economic balance, one or more 7" Arc 33(1) of the Third Gas [EM Directive.

storage. . . system operators’. 72 Interpretive Note: TPA 1o Storage Facilities, 10.

84 85

4.39

4.40

4.41

4.42



Third Party Access B. Third Party Access in EU Energy Legislation

interconnected system to negotiate access to storage facilities and linepack. The services as well as LNG faciliries, all criteria have to be pubilé‘:hﬁid prior todthe eméy
parties shall be obliged to negotiate access in good faith. The contracts are to be into force. They have to be easily un.der?tafndabkz ’ﬁ;}r any third ?a}i\:}f an musri =
negotiated with either the relevant storage system operator or natural gas under- cechnically justified. Finally, ‘nmndasc’;mmnj;atc?ry access m&:anf, t, at Systerirx Qsjers
taking. Storage system operators and natural gas undertakings had to publish the must be treated according to the same objectives anc} ffosordlng to equal terms
main commercial conditions for the use of storage facilities and linepack by 1 fegarding, in particular, pricing and other access conditions.

January 20057 and must continue to do so on an annual basis every year thereaf:

ter. System users shall be consulted in the frame of the development of the main
commercial conditions.”*

Finally, it should be highlighred that the provisions of Regulation 715/2009/ EC
apply to both negotiated and regulated access.”’

(b) Ancillary services: Ancillary services are defined by Article 2(14) ‘,Df the Third
Gas IEM Directive as ‘all services necessary foraccess to and the operation of ja}{afls~
ﬁ;ission networks, distribution networks, LNG facilities, and/or smrage.faahtfes,
including load balancing, blending and injection of inert gases, but not mcludm.g
facilities reserved exclusively for transmission system operators carrying out their

functions.

Regarding regulated access to storage facilities and linepack, this is to be based on
published tariffs and/or other terms and obligations for use of those storage facili-
ties and linepack. When developing such tariffs (or the methodologies for their
calculation), Member States or, if so provided, the regulatory authorities, shall
consult system users. This access may also cover supply contracts with competing
natural gas undertakings other than the owner and/or operator of the system or a ; ' Ny evtforth lated LNG
related undertaking.”s Access to ancillary services on the na*cua:gi gas market, except for those relared L
facilities and necessary for the re-gasification process and subsequent delivery to
the transmission system,’® is organized according to t‘he same rules :»‘xs forthe access
to storage facilities and linepack, examined above, with two exceptions,

Several guidelines for Member States were provided by the Commission, to assist
in making the choice between negotiated and regulated access to storage facilities
and linepack. The following indicative principles may be taken into account: ' o X ;
The first exception is that access to ancillary services is not bound by the need to
demonstrate a technical and/or economic necessity to provide efficient access to the
system for the supply of customers.” The second exception is ti’fm: no criteria have
to be defined and published to determine which regime (negotiated or regulated)
is applicable to ancillary services.®

~ the existence of a flexibility market: it should be questioned whether there is
effective competition berween facilities or between facilities and other flex-
ibility services in the market. It should also be questioned whether there is
competitive pressure berween storage facilities or berween facilities and other
flexibility services, which will allow the marker mechanism to ensure efficient ' eline I is defined by Article
tariffs, products, product variety, and access to the services offered; () Upstream gas pipelines: An upstream pipeiae network lsk ef " I v -

— effective access to storage: it should be determined whether a high proportion 2(2) of the Third Gas IEM Directive as any pipeline ‘:’r’nﬁtw"’i ot pipe 1365 Oi ¢ )
of the storage capacity has already been booked on a long-term basis, leaving ated and/or constructed as part of an oil or gas produ‘at{on Pxo;ﬁ;:t, or u8€q to i 1 2;«
only a small proportion of the storage capacity on the market each year; and vey natural gas from one or more such projects to a processing plant or terminal or

~ the degree of dispersal of storage clients: it should be assessed whether most of final coastal landing terminal’
the capacity is booked by one or only a few large undertakings, and the effects
of such concentration on the storage pricing and the efficiency of the use of the
storage facilities should be examined.”s

Access to such networks is governed by Article 34 of the Third Gas [EM Direcive.
According to this provision, Member States must ‘take the necessary measures to
ensure that natural gas undertakings and eligible “cusmmers, Wl‘lerevelf they ?ﬁe
Whichever access system is chosen (negotiated or regulated), it must be objective, located, are able to obrtain access 1o upstream ptpelme’networks, 111c1?d'm§ faci ;
transparent and non-discriminatory. ‘Objective’ implies that the access system has ties supplying technical services svntfsdental to such acx;elss . d exc'?pt of t e pa,rat
to correspond to the factual characteristics of the storage facilities and linepack. for such networks and facilities which are }u;ied for local production operations 2
“Transparent’ means that, as for regulated access to transmission and distribution ; the site of a field where the gas is produced”.

77 Art 1(4), of Regulation 715/2009/EC: “This regulanicm; w.irh thc; e:‘wepgr?? of i&mcl}f 353(4),
73 'This date corresponds to the six months following the entry into force of the Second Gas shall apply only to storage fac;ilitie% fallix?g under Article 33(3) or (4) of Directive 2009/73/EC.
Directive, in accordance with the regime previously provided by Art 19(3) of this Directive. ~ 8 Are33(2) of the 'T}l'lfd (333 UEM Dx rf:um’
7 Art 33(3) of the Third Gas IEM Directive. 7 At 33(1) of the Third Gas TEM D{f&usﬁ;
75 Art 33(4) of the Third Gas IEM Directive. 80 Art 33(1) of the Third Gas IEM D%mﬁf\;ﬂ'
8 Interpretive Note: TPA to Storage Facilities, 12. ‘ 81 Arc 34(1) of the Third Gas TEM Direcrive.
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4,52 Measures adoPted by Member St.iat.es for the access to upstream pipeline network C. Derogations and Speci fic Cases
have to be norified to the Commission.8?

4.53 The modalities of the access to upstream pipeline networks are left to subsidiarity There are several grounds on the basis of which third party access may be exfhex‘ 4.56
and thus are for Member States to decide. Such modalities should, however, be in refused or adjusted. The following derogations a{ld specific cases may be hxgi}w
accordance with the relevant legal instruments. The objectives of “fair and open  lighted: lack of capacity (paras 4.57 ff); small isolated systems andkmarkets'
access, achieving a competitive market in natural gas and avoiding any abuse of a (paras 4.65 ff); emergent markets and regimes (_pafas 4.71 ff); gas rate-or-pay
dominant position, taking into account security and regulariry of supplies, capac- contracts (paras 4.82 ff); new iﬂterconnectors/mfrastrucm{res and S%gmﬁa?ant
ity which is or can reasonably be made available, and environmental protection’ increases of existing interconnectors/infrastructures (paras 4.98 ff); ifllfﬁ.cf hfleg
should be applied. 83 (paras 4.113 ff); public service obligations (paras 4.121 ff); e:los.ed dxsmbu%m“i

systems (paras 4.125 ff); and long-term contracts concluded prior to the liber-

Some guidelines are given in the Third Gas IEM Directive regarding various mat- alization of the energy markets (paras 4136 fF).

ters which could be taken into account by Member States when adopting upstream
access regimes:

(1) Lack of capacity

According to Article 32(2) of the Third Electricity IEM Directiveand Article 35(1)  4.57
of the Third Gas IEM Directive, access to the system may be refused where there

(a) the need to refuse access where there is a incompatibility of technical specifi-
cations which cannot reasonably be overcome;
(b) the need ro avoid difficulties which cannot reasonably be overcome and could . .
s . . \ is a lack of capacity.
prejudice the efficient, current and planned future production of hydrocar-

bons, including that from fields of marginal economic viability; _ Dulysubstantiated reasons have to be provided for su:%l refusals:. In thﬁ,ﬁnal report 4.58
(©) the need to respect the duly substantiated reasonable needs of the owner or _ of its Energy Sector Inquiry, the Commission underlined the insufficiency of the

operator of the upstream pipeline network for the transport and processing . dara relating to network availability:®

of gas and the interests of all other users of the upstream pipeline network or

relevant processing or handling facilities who may be affected; and requirements set by BU legislation, Of particular importan?e is data relating
(d) the need to apply their laws and administrative procedures, in conformity ; to network availability, especially for electricity interconnections and gas tl‘*sir‘x»

with [EU] law, for the grant of authorization for production or upstream ~ sit pipelines. Data on the Oﬁemﬁon of génef'aflﬂl{ capacity ;md’ gas ;t::gi;%s ?hii

development.84 needs to be more widely available. For elcct“rm't?f, in particular, it wa pored that
‘ rules on proper market conduct and supervision differ significantly €t. €
Settlement arrangements have to be set up to address disputes relating to access to Member States, as there is lirtle harmonization at EU level of the transparency
upstream pipeline networks. The authorities which have competence to deal with requirements.
such disputes have to be independent of the parries, and must be given access to
all relevant information. Disputes have to be settled expeditiously and the relevant
sectlement authority is required take into account rthe above-mentioned criteria

as well as the number of parties which may be involved in negotiating access to information asymmetry between the vertically integrated incumbents and their
the relevant upstream gas pipeline.®s Cross-border disputes shall be settled by the competitors. Improved transparency would minimise risks for new marl;ct piay(;l
. e ) ; ; /e trust in the csale markets an
dispute settlement arrangement of the Member State having jurisdiction over the ers and so reduce entry barriers and improve (;ru&r 1; the wh:;lgsgle mar cl s and
.t . H 3 o iously i >(s 1o be ensured that no collus
upstream pipeline network which refuses access. Should more than one Member confidence in price 31?%“‘51?' Ob"mu}]}’ iit .neft s 1o be 4 although commercial
State cover the network concerned, both Member States shall consult each other to takes place on the basis of the ?ubhsm tntormation and, a d B o fFective
, . : . confidentiality is important, this should not be allowed to undermine effec
ensure a consistent application of the access regime to upstream pipeline networks transparency by being given too wide an interpretation.
provided by Article 34 of the Third Gas IEM Directive. 26 ;

[nJetwork users require more transparency going beyond the current minimum

Paragraph 26 of its Final Report thus recommended tha:®® 4.59

[tlo ensure a level playing field, all market participants require information to be
made available on an equal footing and in a timely manner. At present there is an

zj irt 32%) O?ie %xri (éas Iéﬁ g{recvae. ‘ ¥ Communication from the Commission, Inquiry pursuant to Are 17 of Regulation (EC) No
84 Alt g 4§2§(0) ' 5 fnh T? S 4G ‘fgﬁ%ﬁ' . ‘ 1/2003 into the European Gas and Electricity Sectors (final report), COM(2006) 851 final (10
a5 Ar.t 4 af—}(; ,Qh.t de e Laas o rective. ~ _ January 2007), 7, para 25 (hereafter, ‘Energy Sector Inquiry: Final Report’),

1t 34(3) of ¢ e’I ir C%as IEM D{lcctfve. 8 Fnorey S - Inquiry: Pinal Repors, 7, para 26.
86 Art 34(4) of the Third Gas IEM Directive. nergy Secror Inquiry P
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4.60 Beyond the general obligation of TSOs and DSOs to provide system users wich the to publish ex @nte and ex post ‘supply and demand mﬁmfﬁmm’ based on gominaﬂ
information they need for efficient access to the system,® several provisions aiming _ tions, forecasts and realised flow in and out of the system’. ..As to LN G an st?xggé
at the transparency of network availability were reinforced or added by the Third system operators, they have to publisi;x ‘the amount of gas m»em;lbl storage }cl»r ,}A \
Energy Package. facility, or group of storage facilities if that corresponds to the way in which the

, access is offered to system users, inflows and outflows, and the available storage
For the electricity marker, Article 15(2) of the Third Electricity IEM Directive pro- and LNG facility capacities, including those facilities exempred from third-party
vides that ‘the dispatching of generating installations and the use of interconnec- gcceés’.% Such information must also be communicated to the TSOs for publica-
tors shall be determined on the basis of criteria which shall be approved by narional tion on an aggregated level per system or subsystem defined by the relevant points.
regulatory authorities where competent and which must be objective, published ‘ "(Ihis type of information is to be updated at least on a daily basis.?’
and applied in a non-discriminatory manner, ensuring the :
the internal market in electricity’. The level of infor
TSOs was reinforced by Regulation 714/2009:

roper functioning of .
matiin fo b; pmvid;dggy ‘Theincidence of an access refusal on the basis ofa ?ack Of: ;a;pagii}f is handif:f;l dlf?ﬁi’w
ently in the Third Electricity IEM Directive and in the Third Gas IEM Directive.

On the electricity market, the Member State or their NRA (if so provided by the
— TSOs have to publish an ‘estimate of available transfer capacity for each day,  national implementing rules) must ensure that the system user who has been
indicating any available transfer capacity already reserved’. Such publications j rsfuse d access can bring his claim to a dispute sertlement procedure, The NRA
have to cover at least week ahead and month ahead estimares. Quantitative 5&3"}1 also ensure that relevant informarion on the measures that would be neces-
indications of the expected reliability of the available capacity must also be saty 1o reinforce the network is provided by the TSO or DSO concerned.%
provided;®’

f o : o Third GasIEM Directive
— TSOs must also publish ‘relevant data on aggregated forecast and actual For the gas marker, Member States are empowered bj,fthe1 ird {:st TPI;A.D ::} v
. . R ral eas underrakin i
demand, on availability and actual use of generation and load assets, on avail- to take the necessary measures to ensure that a If‘atl;lla gas unde 1‘;1 ‘ C%:m&ms
i . ) . ~ ‘ acle aci the necessary enhancen
ability and use of the nerworks and interconnections, and on balancing power refuses access because of a lack of capacity must make the necessary )

and reserve capacity’;®? and as long as it is economic to make them ora potential customer is xv%lling }:o Pay fos
~ the guidelines on the management and allocation of available transfer capacity them. In this case, a natural gas undertaking could not refuse access on the groun
of interconnections between national systems annexed to Regulation 714/2009 of lack of capacity.®®
was completed by a point entitled “Transparency’, which specifies the duties of
TSOs regarding the publication of ‘all relevant d
ability, network access and network use,
congestion exists, the methods appl
plans for its future management’,%3

ata related to network avail- {(2) Small isolated systems/markets
including a report on where and why

Member States may apply for derogarion to third party access on the electricity
ied for managing the congestion and the

market in case of substantial problems for the operation of the small or micro-

\ isolated systems. 100
4.62 Regarding the gas market, the transparency requirements were reinforced by

Small isolated systems are defined by the Third Electricity [EM Directive as ‘any
Regulation 715/2009. TSOs, LNG and storage system operators have to publish system with consumption of less than 3,000 GWh in the year 1996, where less
information on the technical contracted and available capacities on a numerical,
regular, and rolling basis, as well as in a user-friendly, standardized manner.9 For
the capacity on the transmission system, information has to be provided for all
relevant points including entry and exit points. Beside this obligation, TSOs have

% Art 18(6) of Regulation 715/2009/EC,

% Are 19(4) of Regulation 715/2009/EC,

97 Arc 19(4) of Regulation 715/2009/EC,

98 Art 32(2) of the Third Electriciey IEM DirﬁzctivN@. . . . . ]

e B S ~ 9 Arr 35(2) of the Third Gas IEM Direcrive, ‘%cc 3159 LommtssmnFSrag ?mGmlgl\};ﬁlt‘;
8 Ares 12(g) and 25(3) of the Third Electricity IEM Directive and Arts 13(1)(d) and 25(4) of the Interprerative Nore on Directive 2009/33/8C (,‘,c,m_c::—:t‘w«‘xmg ijmm«?n Iélildea 1(;1[ tne Internal Marke

Third Gas IEM Directive, ~inNatural Gas: Third-Party Access to Smrage}?ciht'ws (221311}131}’2 )f > d micro-isolated
9 Art 15(2) of the Third Electricity IEM Directive, 190 Art 44(1) of the Third Electricity IEM Directive. Smai.l ,1sclat§d syéwms o n‘l%tmﬁh-asiei)
*" Art 15(3) of Regulation 714/2009/EC, systems may also apply for derogations to the relevant provisions rdaff dling and cransparency
%2 Art 15(4) of Regulation 714/2009/EC.  operation (Ch V), to disuribution system operation (Ch VI), and to te from the sclevant provisions
% Annex I of Regulation 714/2009, Guidelines on the management and allocations of available ~ of accounts (Ch VII), Micro-isolared systems may also seek to derogate from the relevant p :

transfer capacity of interconnections berwees national s

ystems, para 5, “Transparency’, related to generation (Ch I11) ‘as far as refusbishing, upgrading and expanding existing capaciry are
% Arts 18(3) and 19(2) of Regulation 715/2009/EC. concerned’,
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than 5 per cent of annual consumption is obtained through interconnection with

‘a Member State, qualifying as an emergent market, which, because of the imple-
other systems’.'0!

mentation of this Directive, would experience substantial problems may derogeg@
ort i i watically expire from the
i i i : Article] . .. 32 ... Such derogation shall automatic
A micro-isolated system is defined as ‘any system with consumption less than 500 from [ bon the Mormber Srate no engen aualifics s an srnerpems arker
GWh in the year 1996, where there is no connection with other systems’.102 ~ _moment when the iviember Jtate g

An emergent market is understood as ‘a Member State in which the first com-
The reference to 1996 in the eligibility chreshold is justified by the fact that the mercial supply of its first long-term narural gas supply contract was made not more
derogation for small isolated systems was already granted by the First Electricity Lan 10 vears earlier’ 110
IEM Directive.'® The derogation for micro-isolated systems was introduced by fanity

the Second Electricity Directive and it logically also adopted 1996 as the reference

The purpose of the derogation for emergent markets is to support the transition
year for eligibiliry. 104

from emergent market to a normal market in which competition will 'function.
L . . . Such derogation is to expire as soon as a Member State no longer qual{ﬁes as an
Any small and micro-isolated system derogations are subject to a decision from the mergent market in the light of the definition of ‘emergent market’, which leaves
Commission. Member States have to 2pply o the Commission for a derogation, . ;{emier States with a maximum of a ten-year derogation period. Ten years after
demonstrating that, after the Third Electricity IEM Directive has been brought tﬁe “first commercial supply of the first long-term natural gas supply contract’,'" the
into force, there would be substantial problems for the operation of their small/ market of the Member State concerned shall be opened to competition. A gradual
micro-isolated systems. Before taking its decision, the Commission has to inform ~ market opening is provided by Article 49(3) of the Third Gas TEM Directive. After
every Member State so as to allow all of them to submit any remarks that they the expiry of the ten-year delay, the market has to be opened to eligible customers
may have. Once the decision is raken it is published in the Official Journal of the mfrespon ding to at least 33 per cent of the total annual gas consumption of the
European Union.' An automaric derogation from third party access has, how- national gas market. During this time, the Member State may decide not to apply
ever, been granted to Malea, 06 thnd party access to: ancillary services; and temporary storage for the degasifica-

No similar derogation from third tion process, and its subsequent delivery to the transmission system.

party access is provided on the gas market.
Where an isolated gas market is

permitted to derogate from certain provisions of Two years after the expiry of the ten-year delay, all non-household customers have
the Third Gas IEM Directive, the provisions related to third party access are not ‘ to be eligibleand third party access must be extended to both ancillary servicesand
involved.” te:ﬁporary storage for the degasification process and its subsequent delivery to the
. transmission system. Three years thereafter, all customers have to be eligible.

(3) Emergent markets/regions

. ; . ‘Theapplication of this derogation is not subject to any decision of the Commissior}:

g mather, Member e may cerogate fiom third party access in caseof this derogation merely has to be notified. The possibility for Cyprus to apply this
emergent markets. According to Arricle 49(2) of the Third Gas IEM Directive,108 derogation from third party access to its market was expressly provided in the
‘ Third Gas IEM Directive."? Any derogation for an emergent market has to be

' : i - : Furopean Union.M®
1" Art 2(26) of the Third Electricity IEM Directive. published in the Official Journal of the Furop
102 Are 2(27) of the Third Electricity IEM Directive.

93 Arr 24(3) of the First Electricity Directive and Art 2(23) of this Directive for the definition
of ‘small isolated system’.

104 Art 26(1) of the Second Electricity IEM Directive for the derogation regime and Art 2(27) of
this Directive for the definition of micro-isolated systems.

195 Art 44(1) of the Third Electricity IEM Directive.

196 Art 44(2) of the Third Electricity IEM Directive.

07 Are 49(1) of the Third Gas IEM Directive:

interconnected system of any other Member State and having only one main external supplier may
derogate from Articles 4 lauthorization procedure], 9 [unbundling of transmission systems and
transmission system operators]

109 States qualifying as emergent markets may also derogate from the mquireme.nts of
the Th?fjr?}l;?[g;\td D?rectiwiz rf:’ga.rding:g the authorization proﬁec%u re {(Arc 4), the unbundlmg of
transmission systems and TSO (Art 9), some of the tasks of transmission, storage, and/or LNG slys/»
tem operators (Art 13(1) and (3)), from independent system operators {Art 14), Fmr,n the demgnar;?n
of DSOs (Art 24), from some of the tasks of DSOs (Are 25(1), fmn? the unbun.dhng' ‘of" gSO%(( 1)1;:
l, 37 Imarket opening and reciprocity) and/or 38 [direct lines]. A 26), from the unbundling of accounts (Art 31), from marker opening and reciprocity (Art 37(1)),
supply undertaking having a market share of more than 75 per cent shall be considered to be 2 main and/or from direct line:? (Art %8). o
supplier. Any such derogation shall automatically expire where at least one of the conditions referred : M0 Art2(31) of the Third Gas IEM Directive.

to in this paragraph no longer applies. Any such derogation shall be norified to the Cormnmission. ~ ~ " Art 2(31) of the Third Gf‘f‘ .IEM D irécti\g-‘ .
08 This Article reiterates without modifications the detogation already provided in Art 28(2) of "' Art49(2), para 2 of the Third Gas IEM Directive.
the Second Gas Directive, ‘

Y13 Are 49(7) of the Third Gas IEM Directive,

‘Member States not directly connected to the

92 93
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4.76 Besides emergent markets, a possibility to derogate from third party access is also concessions in the Third Gas IEM Directive. This derogation was also already
provided for emergent regions. Such a derogation is governed by Article 49(4) gmni@d by the Second Gas IEM Directive.!
and (5) of the Third Gas IEM Directive, which are unchanged from the previous

regime of Article 28(4) and (5) of the Second Gas IEM Directive. (4) Gas take-or-pay contracts

The derogation for emergent regions is temporary and may be granted where the Prior to the liberalization of the gas market, most of the EU’s' gas supply w:as con-
implementation of the Third Gas IEM Directive would cause ‘substantial prob- tracted under long-term take-or-pay (TOP) contracts,"® aimed at sharl.ng tl‘xe
lems in geographically limited area of 2 Member State, in particular concerning price and volume risks berween producers and bt,lj?wm, given the Ic?ng lead times in
the development of the transmission and major distribution infrastructure, and invesrment planning and capital intensive operations.™? At t'he time of the adpp—
with a view to encouraging investment’."™ The scope of the derogations that may _ tion of the First Gas IEM Directive, it was considered tha’t incumbent operators
be granted is similar to that available for an emergent market, as examined above. bound by TOP contracts might have an excess of gas following loss of mar?«:t share
However, in this case, contrary to emergent markets, Member States have to apply _ and no acquisition of new clients.'”" The opportunity to derogate from th;r.d pal"ty'
to the Commission. access in case of TOP clauses was accordingly provided in Article 25 of Directive

. . . . 8/30/EC.,
In its assessment of the application, the Commission has to take into account the ?

L. o X 123 L4123 recti
following criteria: This possibility was retained in the Second'?? and Third"?® Gas IEM Directives,

i . TOP clauses being recognized as ‘funding instruments for exploiting gas fields

- the need for infrastructure investments, which would not be economic to oper _ and constructing pipelines’'?* No similar possibility is provided for the electricity
ate in a competitive market environment;
, , sector.

~ the level and payback prospects of investment required; TOP d i th
~ the size and maturity of the gas system in the area concerned; The possibility to derogate from third party access in case of TOP ¢ ausii in ti e
~ the prospects for the gas market concerned; and internal market for natural gas is to remain the exception, rather than the ru.,lf;i

C 1 - . . dertaking ‘ence - considers it wo
— the geographical size and characteristics of the area or region concerned, and It may apply where a natural gas undertaking ‘encounters, or considers it wou

. . . P : el 2 g P G its take-or-
socio-economic and demographic factors,'’s encounter serious economic and financial difficulties because of its take-or-pay

X ; s contracts’ 125
: - g ~ commitments accepted in one or more gas-purchase contracts’,
The scope of any derogation for gas infrastructure other than distribution infra-

structures is limited. A derogation may only be granted where no other gas infra- To benefit from a temporary derogation, a natural gas unciertaizng has go a.pp(lff to
. . . . he designa atory aut . ] nding
structure has been established in the area or has been established for less than a the Member State concerned or the designated regulatory authority. Depending

ten-year period. The derogation cannot exceed ten years from the first supply of upon the option chosen by the Member Stare, the application may be presented
gas in the area '

Derogations for distribution infrastructure are limired only in their possible dura- 18 Are 49(8) of the Third Gas IEM Directive (which is unchanged from Art 28(8) of the Second

. . - . Gas Directive) states thar: *Greece may derogate from Art 4 [authorization pmcﬂ;cdu’re], 24 [de§ignaa
o Th.ey cannot be g.l anted fora Pel.md longer f;an 20years from the firse supply ti;n of distribution system operators] ,YES [tazl{s of distribution system operator], 26’ [unh.uml,lmg of
of gas via the relevant infrastructure in the area. : distribution system operators}, 32 [third parry access], 37 [market opening and reciprocity] ‘andlar
38 [direct lines] of this Directive for the geographical areas and time perjods Specihed in thelicences
issued by it, prior to 15 March 2002 and in accordance with Directive 98/ 30/ EC, for t’he develop-
ment and exclusive exploitation of distribution nerworks in cerrain geogmghical areas.

"9 The characteristics of such TOP contracys are examined at paras 8,159 £, i )
120 DGXVINA3ZIB3, Directive 98/30/EC, ‘Meeting of Follow-up Group, Take-or-Pay Contracts
22 QOcrober 1998), 3. .

( %2‘ (i _}anf:j )(gZ:n ed). EU Energy Law—Volume I: The Internal Energy Market—The Third
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 459.

22 Arts 21(1) and 27 of Directive 2003/58/EC.

123 Ares 32(1) and 48 of Directive 2009/73/EC. ‘ o

1?4 Report of the European Parliament of 1 March 2002 on the Proposal fora Dxregs;wfs of the
European Parliament and of the Council amending Directives 96/92/EC and 98/30/EC concern-
ing common rules for the internal market in electricity and natural gas—Committee on Industry,
External Trade, Research and Energy (2001/0077/(CODY)), 78.

25 Arg A8(1) of Directive 2009/73/EC.

Before taking any decision on the application for derogation, the Commission must
inform all Member States so as to allow them to submir their remarks and com-
ments. Once the decision is taken, it has to be published in the Official Journal of
the European Union. Greece has an express derogation for its existing distribution

14 Art49(4) of the Third Gas IEM Directive,

15 Arc 49(5), para 1 of the Third Gas IEM Directive,
116 Art 49(5), para 2 of the Third Gas IEM Directive.
"7 Art 49(5), para 3 of the Third Gas TEM Directive.
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before or after the refusal of access. In the latter case, the application is to be pre- outlined the fact thar the demgamon‘ should be{pisp{)ﬁ itlenata tgeﬁ;i ?;f;;tfg
sented without delay. Duly substantiated reasons regarding the nature and extent _encountered: ‘depending on the seriousness of the {;)KOD err;, }1; - duradion and
of the difficulties, as well as efforts undertaken to solve them, have to be provided. scope of the derogation and access‘ refusal (0:100 pef cent of t i‘ q o h 1 )
 yolumes) should be tailored’. The Follow-up Group did not specify any tl ;e; o ;
for the grant of a derogation, considering that .it was not precisely quan;ziﬁg an

4 case-by-case analysis was necessary. The triggering threshf}i:‘i shou be one
that ‘renders a derogation indispensable for the continued activity of a given gas

2
_company .

In the absence of reasonable alternative solutions, the Member State concerned
or the designated regulatory authority may grant a derogation from third party
access. Such a decision must be notified without delay ro the Commission, which
decides in the last resort whether to approve, amend or withdraw the derogation.

Several criteria have to be taken into account by the relevant Member State or ics
designated regulatory authority and the Commission when deciding whether
to grant a derogation from third party access in the case of TOP clauses. The

(¢) The date of signature and the terms of the concerned contracts: This crite-
rien allows a distinction to be drawn between existing and future contracts. As

highlighmd by the Fol.low-_up Group, this criterion requires char market operatoz:s
scope of those criteria was outlined by the Follow-up Group devoted to TOP should ‘take account of the changing marker circumstances and ensure that futux'e
contracts which met on 22 October 1998, pursuant to the adoption of Directive contractual terms would beteer allow for changes resulting fromﬂ a more competi-
IBISO/EC. ¢ tive gas market’. In the application of this criterion, dei‘ogatif)ns i’c;r{f(}ﬁlcolntraits
(a) The objective of the Directive: Clearly, the goal is to achieve a competitive gas concluded after the entry imf) {Q?ce of Du*ac:thLf 200?;;3/?(? arg 87333% /géybmt}:
market. From the Follow-up Group’s work, it is clear that this criterion should be accepted. This was already highlighted at the time of Directive e
considered as having primacy. It highlighred that ‘any decision on refusing access Follow-up Group:
should . . . be balanced and justified against the main objective of the directive

. i . , oas directive
in any case, for contracts entered into after the entry into force of the gas directiv,
which is the opposite, namely providing access to the system’.

(ic 10 August 1998), the Commission will scrutinise with particular thorouzf;hnefzs
the impact on competition and market developments of a take«)rfpay coniidct's in
difficulties including possible alternative contractual oprtions ‘flva;lable at the time
of signature of the contract and the reasonableness and necessity of a derogation.

() The efforts undertaken to address the difficulries: As highhghf@dpb); the
g i ; i TOP clause
Follow-up Group, the grant of a derogation from TPf:‘; in the case ofa’l % 1(:
should be the last available solution after the exhaustion and failure of all alterna-
tive solutions. Accordingly, efforts to find alternative solutions must be assessec;i
: ighli g - roup, may include ‘attempts to sell
[dlhe position of the gas company would include aspects such as size of the company  Such efforts, as highlighted by the I*ol.low ;lp Gmr ;;,t’ i f?:;m; ude aren Sompany
(area of operation; balance sheet; assets; market share; tu rnover; etc); the role of the the gas elsewhere; attempts to renegotiate the co ;
company in international gas trade; the supply and sales portfolio of the company;
the extent of the gas infrastructure owned by the company including storage; own- . '  soning ch
P | ’ ight ich di i oreseeable at the time of signing the
ership in other gasfenergy companies (up-stream and down-stream); rights and ~{g) The extent to which difﬁf:ultles were ' o me wn%luﬁon e
obligations of the company (including public service obligations, if any), etc. ‘ TOP clause: This criterion reiterates the prudence necessary

: . . ; e of Directive 2009/73/EC.

As to the level of comperition on the gas market, reference was made to ‘the market TOP contracts after the entry into force of Directive 2009/73

in which the company operates, which could be regional, national or wider’, It was ; . : h d their degree of
i e i ih ion of the system with other systems an g

also highlighted that the competitive analyses should not be limited to the natural (h) The level of connection 4

. N , : i . is criterion was clarified by the Follow-up Group
gas market but could ‘also assess the general level of competition in the market’. interoperability: The scope of this criterion w ¥ p

(b) The constraints over public service obligations (PSOs) and security of supply:
As highlighted by the Follow-up Group, PSOs—including those related to secu-
rity of supply—are to be respected where a derogation is to be granted.

(c) The position of the natural gas undertaking on the gas market and the level of
competition on that market: The notion of ‘position of the natural gas undertak-
ing on the gas market’ was clarified by the Follow-up Group as follows:

efficiency, etc’.

. as follows:
4.91 (d) The seriousness of the difficulties encountered: The Follow-up Group also

i i well integrated into the
insisted on the need to consider the financial and economical implications for gﬁt all regional 'iim}r}namlnil- %?Zongzvssﬁz 1225}: :g;ilgwmh e giper e
ied i : i - [ uropean gas grid. lhere may als n , wper i
Fustomes whose access méy be denied if che dexogamon were granted. It also ability with other systems . . . These issues may hamper the pQSélblllt%nS of ga?
companies in such areas to sell gas outside their traditional supply area in case o
serious take-or-pay problems.

126 DGXVII/A3/B3, ‘Directive 98/30/EC, Mee

ting of Follow-up Group, Take-or-Pay
Contracts’, 22 Ocrober 1998, 6-8,

96 k‘ 97
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4.96 Thelastcriterion covers theeffects o ‘

fthe possible derogation upon the cory i
- erion pon the correct applj.
camog crf Directive 2009/73/EC regarding the smooth functioning of the inteiiafl ~
marketin natural gas. Ag highlighted by the Follow-up Group, this criterion recallg “

that : o o

] the derogation should be applied in a restrictive manner considering its nega.

tive effect on the smooth market in natural g .
: ] al gas,

or the electricity marker, the new infrastructures potentially covered by the 4.100
rogation are ‘new direct current interconnectors’, Alternating current intercon-
ectors may also be granted a derogarion in exceptional cases, provided ‘that the
costs and risks of the investments in question are particularly high when cormn-
ared with the costs and risks normally incurred when connecting two neighbour-
ncluded before the entry into ‘ ing natiena‘l transmission sy‘stei?ns b?f :?,n Zfitzernating current interconnector’,'?
4 August 2003, For such con: Significant increases of capacity in existing interconnectors may also be granted a

s 130
on should ensure economically gerogetion.

functioning of the internal

The derogation regime is less strict for contracts e}

force of the Second Gas IEM Directive, ie before

tracts, the decision on an application for derogati
viable outlets,

For the gas market, the derogation s limited to ‘major new gas infrastructure, 4.101
(5) New interconnectors/inﬁastmcture and significant i £ - - interconnectorsn, L.NG .an:d Srorage facilicics' ijects' emp;l@ying signifﬁcant
of existing interconnectors/; nfras tructuresg ficreases of capacities _ increases of capa'cxty in existing mfrastri;cture& and modifications of such infra-
structures enabling the development of new sources of gas supply, may also be
eligible for a third party access derogation. ™

Several conditions have to be met for the grant of the derogation.”® A first condi- 4.102
tion relates to the enhancement of competition. The investment must enhance
competition in electricity/gas supply' and, should a derogation be granted, this
ly by Article 7 of Rugula.i should not be detrimental to C(}f'r%_pﬁtizion,m These two requirements ‘imp%y that

o T Regulation 1 the project must be pro-competitive and rhus create benefits for consumers’ 125 In
Dll‘&ctlve., @ regime which ha assessing this condition, the Commission is particularly attentive to the market
Hierpretative notes. power of the operators applying for the derogation.™s Where a dominant under-
taking would be a direct or indirect beneficiary of a derogation, conditions would
have to be atrached to the derogation to address competition concerns. The invess-
ment has to increase the opportunities for non-dominant competitors 1o enter
xpensive and risky. The reconcily. the cm.lcerned f'narket or to expand thkﬁiff market pasition.“ Cgpacity c:aps‘g? may
ated tariff may be difficult; while opetators accordingly be imposed upon the beneficiary of the derogation in the allocation of
its new infrastructures capacity.

already provided respective;
22 of the Second Gas IEM
Commission in 2 couple of §

d been clarified by the

stments are, by

: their nature, highly e
ation of such costs and ris

ks in regul

29 At 171 and ) of Regulation 714/2009/EC,
130 Are 17(3) of Regulation 714/2009/EC,
31 Arc 36(1) and (2) of the Third Gas IEM Direcrive,
132 "Those conditions are identical for the electricity and gas sectors, except for two conditions,
B3 Are 17(1)(a) of Regulation 714/2009/FC and Art 36(D(a) of the Third Gas TEM Directive,
3 A 17(D(F) of Regulation 714/2009/BC and Art 36(13(e) of the Third Cas 1EM Direcrive.
" Working Document: New Infrastructure Exemptions (n 127), para 30,
~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ ~ B8 Working Document: New Infrastructure Exemptions (n 127), para 33: ‘Exemption requests
n Directive 2003/55 /;ig NNNNNNNNN R by dominant undertakings in markets served by the new infrastructure are likely to have the great
ncerning by o and Reg.ulauon‘ 1228/2003 in the est potential for harming competition and therefore require particularly careful scrutiny, However,
Par gime (30 January 2004), g ] Cg emptions from Ce'rtam Provisions of the Third exemption requests introduced by non-dominant undertakings may also in certain circumsrances
of Directive 2003/55/5¢ Concerning ) Ommlsslol} Staff Working Document on Article 22 have a negative effect on competition, This may be the case, in parcicular, where the undertakings
Article 7 of Regulation (EC) No 127 3/2003 on Copfin the Internal Market in N arural Gas and requesting the exemprion—individually or callectively—have a significant degree of market power
border Exchanges i on “onditions for Access to the Networlk for Cross- or where the exemption might favour the market position of third parties that are either dominant
{hereafter, * 9) 642 (6 May 2009) or have a significant degree of market power. This could be the case, for example, where the exemp-
'8 C Jones (gen ed , FU . tion is requested by a company that has no su oply interests, but capacity in the exempred infrastruc-
Liberalisation Pzzf/mgg (;rdid(/nﬁinz;%}; L‘?T“ V”ll‘”f" L The Internal Energy Marker—The Third rure is or could be contracted on a long term Lbasis by dominant suppliers,
»eiven: Ulaeys & Casreels, 2010), 466, paras 11.70--11.72, 37 Working Document: New Infrastructure Exemprions (n 127), para 34,
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4.103 A second condition to be assessed for the grant ofa TPA derogation in such cases is
the level of risks: [is] the level of risks atrached to the investments
investment would not take place unless an exemption is granted[?]."3® Two risks
may be raken into account: the first is the risk thar the investment is not used. This
may be caused by the absence of capacity users for ¢
downstream demand. A risk of non-use could al
following other changes in the system. A secon

revenues will change in the furure, This may occ
in the mark

For the electricity sector, an additional condition relates to the absence of coverage

the electricity market following the adoption of the First Electric‘ity ?ire«}:civ;: 'm)
part of the capital or operating cost of the interconnector :applymg or dt j?" e;()—
he upstream supply or for the gation must have been ‘recwerf.zd. from any ‘campog:eni (}f: chaz'gfﬁzig,; 1 :)Gry n::
s0 be caused by a change in flows use of transmission or distribution systems hnifed y the mt:ercc:: >ctor’, min.
d risk is the risk that costs and/or effect of this condition is to prevent the granting of any derogation to existing
ur foﬂowing anon-useora change interconnectors, 47

o o contact o acces termsand conditions. % The conclu- Finally, for the gas market only, an additional condition relates to the enhance-
sion of long-term contracts is often considered to mitigate those risks. 0 Where the

ment of security of supply."8 Several criteria are considered to assess whether a new
investment in the new infrastructure is likely to lead to a monopoly situation, the

infrastructure or an increase of capacity in an existing infrastructure enhances the
second type of risk would then be considerably reduced, as well as making it neces-

urity of supply:
sary to derogate from third partyaccess (albeit raising questions about whether the fecurlty PPy

; a rversifiear] relevant market through,
fizst or the fifth conditions, concerning competition, could be met). ~ the contribution to a diversification of supply to the rele g

; for instance, new sources of supply or new routes of supply from an existing
Athird condition for third party access derogation in cases of new infrastructure o  source of supply;

° . o o » - ® - § ’ b -
significant increase of the capacity of an existing infrastructure relates to the own- _  the contribution to the achievement of security of supply standards foﬁr house
ership structure: ‘the interconnector/infrastructure must be owned by a natural hold customers in the supply markets in accordance with the legislation con-

ich i - ; " £ T ' . ,149
or legal person which is separate at least in terms of its legal cerning measures to safeguard security of natural gas supply;
operators in whose systems that interconnector/infrastr ~ the flexibility of supply of the infrastructure project;™® and
This condition aims w ensure that the costs of infrastructure falling outside of the _ the size of the planned project.'s!
scope of regulated tariffs are not underwritten through such tariffs, so as to guar-
antee the ring-fencing of the non-regulated activities of TSOs. 142

form from the system
ucture would be buile, ¥

Asto the procedure for the grantof a derogation to third party .acvcess‘to anew infra-
structure or to the significant increases of the capacity of an existing infrastructure,
A fourth condition relates to the levying of charges: ‘charges must be levied on it is the following. The exemption is decided in a first stage by the relevant NRAW
users of that interconnector/infrastructure’ 3 This condition ;311 a case-by-case basis. Such exemption may cover all or part of the capac?ty of
fencing the non-regulated activities of TSOs. &18 new interconnector or infrastructure, or of the existing infras'trifcturﬁ or inter-
A fifth condition is the fact that the exemption should not be detrimental to com- connector whose capacity is signiﬁca‘ml}f increased, ?Vhe? xdﬁcii;zg 'foxglzltlitoifsl
petition or the effective functioning of the internal market or the efficient function- exemption, consideration mL%St' be given to ,the negésswy ; 1?1?1“ amg IV access 1o
ing of the regulated system to which the infrastructure is connected."* Contrary on the duration of the exemption and the issue o ;um(; i'S:iilm van thg nﬂes ond
to the condition related to the enhancement of competition, this condition focuses the interconnector/infrastructure. The NRA must also decide up
on the possibl

l i ‘ : i capacity of the infrastructure or
e negative effects of the exemption irself. It implies the assessment of mechanisms for management and allocation of capacity
the repercussions of the exemption on other projects. 45

also aims at ring-

~ 146 D(e) of Regulation 714/2009/EC. )
: - ) P . 147 é}(;;:l;glé(lgocumint; New Infrastructure Exemptions (n 127), para 59.
gulation 714/2009/EC and Art 36(1)(b) of the Third Gas [EM Directive. 148 A e 36(1)(a) of the Third Gas ITEM Directive. ] .
39 Working Document: New Infrastrucrure Exemptions (n 127), para 41, ‘ 148 ,I}Ilt 2L cent instrument is Regulation 994/2010/EU [2010] O] 1.295/1: see the discussion
"% Such long-term contracts are examined furcher, first, at paras 4,136 £, with attention to those in Ch 10 ¢ mgr o m,i:  of Supply (paras 10.31 ff).
concluded prior to the liberalization of the energy market and then, at paras 8.121-8.171, with n 1(;0 WD.I;{- ﬁag yumenf-ngew Infrastructure Exemptions (n 127), para 26. Amongst t‘he (?15:"
regard to the conclusion of new long-term contracts. F(g lil)g.l. ] Och ce om.tributien to LNG terminals may be favoured compared to contr ibution
" Arc 17(1)() of Regulation 174/2009 and Art 36(1)(c) of the Third Gas ITEM Directive, ;iei:: Gi eleif:e: ‘::Z;Z LNG terminals allow a wider choice of location for the import of gas. Another
ele%nestif flexibility could be related 1o the existgnce of an afzti»i);%rd;f;rg;:l;ighgglSm‘
51 Working ent: Infrastructure Exemptions (a ; D=2l )
20d Art 360) of the Third Gas IEM Directive. 152 X‘E’%;?i)rﬁfﬁgﬁa?ozwé12/2009/}1(: and Art 36(3) and (6) of the Third Gas TEM
e Exemptions (n 127), paras 60~63. Directive

4 Are 170000 of Regulation 714/2009/EC
145 Working Document: New Infrastrucrar
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: ; , . ‘ e coible o 2159 For the :
interconnector in question. Congestion management rules must notably include cheir own premises, subsidiaries and eligible customers’™ For the gas market,
the obligation to offer unused capacity on the secondary marker,153 direct lines are understood as ‘a natural gas pipeline complementary to the inter-

L
. v . P . o E en,
4.110 ACER is competent to provide an advisory opinion prior to the decision of the connected syste

relevant NRA. This possibility is automatic for new interconnectors or significant While not clear from the definition in the Third Electricity IEM D irectix‘fe, lt 4115
increases of the capacity of existing interconnectors on the electricity market, On ppears from the Third Gas IEM Directive that direct lines are part O.f the distri-

the gas market, ACER may provide an advisory opinion in cases where the infra- bution or transmission network, depending upon the network to which they are
structure in question is located in the territory of more than one Member State, interconnected.

Moreover, on the gas market the Agency can exercise the decision-
conferred upon the relevant NR As in cases where the NRA(s) were u

an agreement within a certain period of time or up
NRAs concerned. '

making task
nable to reach
on a joint request from the

 Member States have to enable the supply of electricity through c%ix:{»:ct lines, Tvivo 4916
cases are targeted for the electricity market: the supplyéf eif:c:t,mc;;lty by elea:’tm»
ity producers and electricity supply undertakings f::;j;abhshed‘ w‘ith'm the tcm:lcfn;y
o the concerned Member State to their own premises, subsidiaries, ancﬁi elbxgxb e
AT nbed decision has been reached, the NRA() must ransmit e o the Agencyand  customers. The second case is the possibility of all eligible customers wst'hm the
% the Commission, and the Commission takes the final decision. ' | térritory of the concerned Member State to be supplied thmudg? a c}ilrect line ii:y ta
ings. T ar geted for the gas market,
4112 Contrary to the regime previously provided in the Second Gas IEM Directive poducer and iﬁiffﬁﬁ?ﬁgfliiﬁiieéﬁ cases ﬁliii?ﬁ;gié forthe gas martet
oo the.Fl.rSt g R'egulan‘cn, ion is limi S ij;gé to be able to supply the eligible customer through a direct line. Any such
the Commission to grant a third party access derogation is limited in time: the ot e iehin the rertitors of the concerned Member State has to be able
Commission’s approval shall lose its effect rwo years after its adoption in the event eligible customer 'W‘t }iﬁ td'? “':“ ‘1“‘_ o Zi) - a ' 1inder.takings,151
thar the construction of the interconnector/infrastructure has not yet started, and to be supplied through a direct line by nz &

under the new regime the decision of

five years from its adoption in the event thar the interconnector/infrastructure has The criteria for granting authorization for the construction of direct lines have o 4.117

not become operational. A time exrension may be granted by the Commission be laid down by the Member Srates. They should be objective, transparent, and
where the delay is due to major obstacles beyond the control of the person to whom non-discriminarory.®
the exemption has been granted.’® The Commission is al

so competent to adopt
guidelines for the application of the conditions attached to

hd The impact of such direct lines upon third party access is clarified in the Third 4.118
such derogations. 57 ‘

_ FBlecrricity lTEM Directive. According to i}ts ﬁrtide éé@) ,}: the pﬂ‘sg‘i}?ilityfof s:;fiz«
‘ i i icity through a direct line . . . shall not affect the possibility of contract-

) Dt izz :Z‘;:Eg ::1 arferd.anae with Article 32 It follows from this provision that
4113 A specific case of third party access may occur where there are direct lines. This _direct lines must comply with TPA on the basis of regulared agd »publi'sh@cl' tariffs.
case is governed by Arricle 34 of the Third Electricity IEM Directive and Article Although no similar provision is provided in the Third Gas IEM Directive, tfhe

58 of the Third Gas IEM Direcrive. Both Articles are unchanged from the previous application of third party access to gas direct lines should, as a matter of consist-
second IEM Dirccrives. ‘ ency and logic, be identical,

4114 Direct lines on the electricity marker are defined as ‘cither an electricity line link- Besides, it should be highlighted that Member States may make any authorization 4,119
1 an isolated generation sice with an isolated customer or an electricity line link- 1o construct a direct line conditional upon either the refusal of system access on
ing an electricity producerand an electr icity supply undertaking to supply directly the basis of the aforementioned Article 32 related to third party access or upf;gn the
opening of a dispute settlement procedure regarding access to the network.

53 Arc 17(4) paras 3and 4 of Regulation 714/2009/EC and Art 36(6) paras 2 and 3 of the Third
G‘ﬁ_ }E}I:/I ?;‘(’Z‘;fi"& . . / p a 3 of the Thir 158 Arp 2(15) of the ”mm;il ?IQC?;?,;YSEM 3}”)im<:tivcz,
it para 2 of Regulation 714/2009/EC and Art 36(4) of the Third Gas IEM Di tive. 180 Are 2(18) of the Third Gas IEM Directive, Thivd Cac T
D‘?SS {4‘“ 17(7) and (8) of Regulation 714/2009/EC and Art 36(8) and (9) of the Third GI;:LH!:?\C/{ 181 Arr 34(1) of the Third Flectricity IEM Directive and Art 38(1) of the Third Gas IEM
irective, ‘ Directive.

D'1ss Art 17(8) para 5 of Regulation 714/2009/EC and Art 36(9) para 5 of the Third Gas IEM 182 Are 34(2) of the Third Blecrricity IEM Directive and Ar 38(2) of the Third Gas TEM
irective, Directive. , ird O M
"7 Art 17(9) of Regulation 714/2009/EC and Art 36(10) of the Third Gas IEM Directive, ; 183 Are 34(4) of the Third Elecrricity TEM Directive and Are 38(3) of the Third Gas IEM
58 Art22 of the Second EBlectricity IEM Directive and Art 2

4 of the Second Gas Directive. k Directive.
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4.120 Finally, a Member State, at least with regard to the e

to authorize a direct line if it wou Id obstruct the pro
IEM Directive rel

ectricity marker, could refuse

visions of the Third Electricity
ating to public service obligations, 64

}a%xf} the provisions concerning third party ac::es§ were not appii?abie m‘ jimfih private
grids. 6 The dispute was brought before the national cours, which dﬁm. ed to c}uzy
tion the ECJ abour the compatibility of the Ge‘rman law with t}:g prow:s;?ns o ?:'de
Second Electricity IEM Directive related to third party access. C;]g:e E}; JfCOﬂ:;a;
(7) Public service obligations | ered that the exclusion of third party 3“6550 C{)ujﬁ noi: be pjxsmf%e | sysi;n j;ih ;0
‘k  thesystem to which access was sought constitute el private mtﬁ‘u%a Y h ' bk
4121 To ensure the reconciliation of market opening and competition with minimum effect on competition because of the low consumption otf eiecmcxty. an W ic ngS
standards o customers, Member States are enritled to impose public service oblj- ; . an accessory to the principal activity related to the operation o‘f an alrporlt‘ E‘he M)
gations (PSOs) upon electricity and narural gas undertakings.’6s gccordingly decided that ‘a provision . . . which exempts certain operators '0, ei:;:)gsz
supply systems from the obligation to provide third pa.mef; W';{C}l open a;:gij :thgon
i i systems on the ground that they are locared on a ;geo}igraphlca zﬁc;czizléefi - 1}; o
nomic interest and in so far as the development of trade would not be affected ro ingirselfand ofcon{zectec'i undertal‘ilrfgs : EGESOI Ie.P law. 171p v
such an extent as would be contrary to the interest of the [Union]. The interest of access and is accordingly incompatible wit energy law.
the [Union] includes, inter alia, competition with re

gard to eligible customers . .. Following this judgment, concern grew that the application of the system opera-
and Article [106] of the Treaty’. 166

tors’ obligations to private systems was likely to lead to x:mnﬁcessary’administ‘rat.ive
burdens, irreconcilable with such private systems outs.ldfz the ?ubhc trausﬁx;nssxon
or distribution grid.””? The Third Energy Package acc?rc.imgly 1ntrod,us::cfd t dle con-
cept of ‘closed distribution systems’, which could be eligible, on certain conditions,
for some exemptions from the distribution system operators’ obligations.

gas undertakings. It follows from

Article 35(1) of the Third Gas IEM Directive, related to refusal of access, that ‘nar

ural gas undertakings may refuse access to the system where the access to the sys-

tem would prevent them from carrying out the public service obligations referred

Closed distribution systems are governed by Article 28 of both the Third Electricity
to in Article 3(2) which are assigned to them’. :

IEM Directive and the Third Gas IEM Directive. A closed distribution system
4124 The possible impact of any PSO-based derogation from third party access should

is defined as a ‘system which distributes [electricity/gas] within a geogmphicaliy
i ial or y i €s not . , . supply

. ' i i mmercial or shared services site and do

be proportionate. There should be no other alternarive for tulfilling those PSOs confined industrial, cor "

which is less restrictive to competition and trade, 167 household customers

(8) Closed distribution systermns

4.125 'The Third Energy Package introduced the conce
The introduction of this concept followed the ECJ

ment related to a dispute berween a supplier of electricity (citiworks) and the operator
of the airport of Leipzig/Halle, also operator of the electricity grid of that airport

S 1 1o the s in electricity ¢ ;, at th
(Flughafen Leipzig/Halle). That grid had been qualified as a private grid by the =~ e ofthe dipune 1 L o7 July 2005 sltedtoth supplyinclecricty and s, ache
’ ' o time of the dispute.
German Regulatory Authority, the Bundesnetzagentur, According to the German '

170 riworks case, para 22: ‘By its question, the narional court is asking,’m essence,
Whethif iiiii:gg(%éof Dire:cittive 2003/54 is to be igterpretazd as pfec:};:tdmg 2 prcmfsx;xz; sw:q}:l ;if
the first poine of Paragraph 110(1) of thf:{En‘ng{, Wh:'d; :i:}ing;i ;tz;iggf’t%cfgiigs())mtcmsggn e
ply systems from che obligation to provid £ L partie d oper t'i;)nzone and predominantly serve
ground that they are located on a geograp ,hm.aﬂy'con? ecte{ ey ted undertakings, where it is not

e to supply the energy needs of the undertaking xtse{; O;Q“iiﬁgif; <:sé an unreasonable burden.’
184 Art 34(5) of the Third Electricity IEM Directive, ﬁngE’hSh@d;hat‘ C,’Pf?’;‘jgri’f’z::ggmss to those syste P B
185 Are3(2) of the Third Electricity ITEM Directive and Art 3(2) of the Third Gas IEM Directive, 72 Se‘? the citiwg ?S o V%’lox'kixl : .'Paper Interpretative Note on Directive 2009/73{%@ C(Amﬂ
Such public service obligations (PSO) are examined inChy ; Cq‘mmlssml& lm for the Imei:nl M;rket in Electricity and Directive 2009/73/EC Concerning

7 A5t 304) of the Third Hlectricity IEM Directive, Comne (l%mlm Of? ; tL;] ?Shfzgrnﬂ Mark::t in Natural Gas: Rerail Markets (22 January 2010), 10,

, Seethe citiworks case, para 60. (‘O;%mon " f)s (;rb éh the Tilfi‘d Electricity and Third Gas IEM Directives,
168 See the citimworks case, para 60. Art28(1) of bot » 3

(a) for specific, technical or safety reasons, the operations or the production proc-

ess of the users of that system are integrated; or .
(b) that system distributes [electricity/gas] priz,narily to the owner or operator o
the system or to their related undertakings’,73

pt of ‘closed distribution systems’,
s citiworks judgment. 18 This judg-
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———
stribution systems is clarified by Recital
ve and Reciral (28) of the Third Gas IEM

4128 Thesmpe of this definition of closed dj
(13) of the Third Electricicy IEM Directj
Directive:

. e
from third party access.'”® The European Parliament defined an mdustr;aiisite as ;
varel ‘ | i " gri ich is primarily designe
rivately-owned geographical area with a power grid wlsch is yr;mzm y : g \
i » i ea’. The proposed regime to derogate from
i ial consumers in that area’. The prop .
to supply industria . - The d re , e from
thirdpgartv access in case of such industrial sites was justified by the Euroy
Industrial, commercial or shared services sites such as train station buildings, air- P fiataent as follows:
ports, hospitals, large camping sites with integrated facilities or chemical industry il s do nt vt comply it e
sites can include closed distribuion Systems because of the specialized nature of [o}perators of energy grids on industri T Mermber Staree Thve s o e
e T e e Oft&ﬁ‘ gfi/lld U;)au‘? tes f;npr()v;de dt;rc)gatiem for industrial
islatior 3 ember States 1o | : 5 :
BU legislation should enable ! ates & ogarons lor industria
| e i itterent L treatment of indus g
ld not in principle supply household customers, sites to ensure legal certainty. The citﬁﬁ.,remlated' trea pene of indusural grids
ensures proportionate efforts while not compromising the aim: fiberalsasion
%hi amendment does not compromise the rights of end consumers on i
175 for the supply of ~

A closed distribution system shouy
excepron an incidental basig, 174

Closed distribution systems are distinct from ‘public networks
electricity and natural gas. They result,

X ie industrial
sites. Typically, there are few independent end consumers supplied from ind:
. 3
most of the time, from historic situarions sites.179 5
implied by the localization of certain end users, usually industrial, from the public ‘ L tion from system operarors’ obligations is expressly provided for th‘; 4413
) nother exempr : ’ h ator o

system. In certain cases manother end user, In order A ‘ i ' INRAs to exempt the opera ,

¥y , o hl nd' I ~ electricity sector. Member States may provide for NR « th?e energgf used to

public electricity or natura o from the requirement to procure t . ‘
gas system, the upstream client allows the downstream client to pass through its a closed dmr;b;:gz;?:z@éd capacit;i n the system according to transparent,
) . . . . . . nergy o ai -
installations, potentially subject to services or valuable considerations. Before the COV&I .g}/'o atory, and market-based proceduses 80
i o . ; 1-discrimin « .
he Third Energy Package, such sicuations were governed by ‘wheeling non-di ’

agreements’, also known as ‘pass-through contracts’

i irective 7 4133
Besides the express exemptions laid down in the Directives, Member States may

f re & de on ot her exemptions, as iilldél’ ine e Com nission in its Inter retative
1 l 'Y exist dl 1pLions, ll (“3 t.h I
guarantee the €gal security o pre-exist- 4 p
i im e
rectives a H()W Membei States o1 ple— Not

In the light of those characteristics and o
ing situations, the Third Energy IEM Dj

mentaderogation regime for closed distriburion systems. The possibility to exempt
closed distribution systems from the adoption of regulated tariffs and their publi-

cation prior to the entry into force is expressly provided.” Should this exemption
be applied, Member Srates have to provide the possibility for end-
to a closed distribution system to brin

before the NRA for their review and ap
1o derogation from third party access: g
bution systems, but it may be applied,

5 Ve i DSOs
Where there is an obligation on Member States to cievulop rulfjb agpljfv;ing tzske 0
they maﬂ/ design targeted and proportionate rules for closed 8Os thart take inta
account their particular circumstances,

isi icularly important as the precise nature of many Q{?iigari@ns on'sﬂ}'fsmlfﬂi
users connected ’1}1;3"13 Pa{tf?t L;; yMegaber States and not directly laid down in the Electricity o
g the applicable tariffs or methodologies (()}i ?g?;zcz‘;&amy
proval a posteriori.’”? There i accordingly

ferpihrtlem euerers 4
_— Jereeat] stribution systems, such  4.13
uch access is to be applied to closed distri- In the absence of the application of derogations to closed dis Y

oarinme af srate : arding tariffs, PSOs,
for instance, on the basis o systerns are subject to the obligations of system operators regarding :

- b

negotiared tariffs. It should be highlighted that in ics first reading of the propos- grid management, etc.

als for the Third Electricity and Gas Directives, the European Parliament had
recommended leaving the possibility to Member States to exempt industrial sites

f contractually

. ” - o Pr | for a Directive
T . T Legislarive Resolution of 18 June ‘3'3'08 on the Prop s Tor z eyt
74 Art 24(4) of both the Third Electricity and the Third Gas IEM Directives: ‘[ilncidental use by ; 1?; ) Emﬂpe.f‘gf}gﬁfﬁg; a%d of the Council Amending Dl}rec:m’v/c ?,Q ()3{ 54/EC (i)(::ﬁzlx ii:llg
asmall number of houscholds with employment or similar associarions with the owner of the distri- . Q.,{ t ‘ N ui}({)pl» s for the Internal Marker in Flecuicity, A6~019‘1 / 200?, 22, and Eﬁ,umpean P Ii;ment
bution system are located within the area served by a closed distribution system shall nor preclude ‘ {,ox?ulrno'n ;1 ezslm'ion of 9 July 2008 on the Proposal fora D i,frectfe of the hmﬁ??anthﬁmem al
an exemption . ., being granted’, I"%FS ; rﬁec\.ejgcﬂ Anﬁendiﬁg Divective 2003/55/EC Concerning Common Rules for the |
%5 Commission Staff Working Document, Interpretative Note on Directive 2009/72/EC . and ot the Lo . AG-257/2008, 27, ) . 3] e
Concernj y ¥ ici irecti 9 - Market in Natural Gas, ; e Ifora Direcrive of the European Parliament
oncerning Common Rules for the Internal Marker in Electricity and Directive 2009/73/EC 179 Reportofthe European Parliament on the Propysa ora Lirect Rules for the Internal
Conceming Common Rules for the Internal Market in Natural Gas: Rerail Markers (22 January dof hp Council amending Directive 2003/54/EC Concerning Common Rule
2010), 10 (hercafter, Interpretive Note: Rerail Markets’): ‘the closed distribution system: must he ~ an ;) tle Electricity, 19 May 2008, AG-0191/2008, 22.
located on a geographically confined sice, This distinguishes it from the general public nerwork’, ~ M?éfo{e;; 1:2 8(2)(a) o}"}he Third Electricity ITEM Directive,
78 Art 28(2) of both the Third Electricity and the Third Gas IEM Directives. ‘ 181 1 It n‘eri‘;fz Note: Retail Markerts {n 179), 11,
Y7 Art28(3) of both the Third Electricity and the Third Gas IEM Directives. frerpretive -
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4.135 Closed distribution systems provide a legal basis for wheeling agreements and are
accordingly likely to be based upon similar contractual clauses. The following
common contractual clauses may be of particular relevance:

~ the determination of an access point to the transport or distribution grid. Such
a clause might read: ‘raking due account of the physical constraints of the site
for the access of the downstream end-user to the grid, the upstream end-user
grants to the downstream end-user a long-term, reliable and secure access to
the grid through the connection point up to a capacity of . . 3

~ the point where the property and risks are transferred. This point is usually the
point where the electricity is put at the disposal of the downstream end-user.
This clause might be drafted as follows: ‘the property and the risks arrached
to the wheeled electricity shall pass from the upstream end-user to the down-
stream end-user at the point of putting at disposal’;

~ the interruption of supply of the downstream end-user. The upstream end-
user is usually not responsible for such interruptions since it is not part of the
contract but merely makes its installations available to facilitate the supply. For
instance: ‘since the upstream end-user has no incidence on the grid and the
connection, it cannot be responsible to the downstream user for incidences on
the grid or the connection’;

— the maintenance of the installations necessary to the wheeling of the electricity
and/or natural gas. For instance: ‘each party commits to maintain its installa-
tions in good state and secure and reliable conditions for the entire duration of
the wheeling contract and having regard to the physical constraints of the site
towards the grid’;

— the allocation procedures of the downstream end-user in order to avoid unbal-
ance on the grid. The allocation procedures of the system operator or of the
access responsible party may be imposed. For example: ‘the downstream end-
user shall apply the allocation procedures imposed by the TSO/DSO or, should
the case be, the Access Responsible Party, and shall have in any event the same
Access Responsible Party as the upstream end-user, in conformity with the
applicable legislation’;

— the allocation of the costs for the use of the transport and/or distribution grid.
This might read: ‘unless otherwise agreed, the downstream end-user shall pay
its share, or the equivalent, in the costs for the access and connection incurred
by the upstream end-user for the site’.

(9) Position of long-term contracts: pre-liberalization long-term contracts

4.136 'Third party access may be hindered by long-term contracts booking most of the
capacity of, inter alia, transmission or distribution grids, interconnectors or storage
facilities. Restrictions to third party access are particularly to be found in long-term
contracts concluded prior to the liberalization of the energy markets, usually in the
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context of energy transit. During its Energy Sector Inquity, DG_: COMP m?dm:«
fined that ‘pre-liberalisation contracts are the main reason why primary capacity is
hooked long-term by historical incumbents’1#2 It also underlined that:

most capacity on crucial transit hn?sm—w—whicl"l are vital iﬁ)f ma;kgt 1:;::33}:;;;2;;
is in the hands of historic players. The transit centmcté.bmfgneczor}gz Akg Distoric
players before liberalisation will not expire, on average, be ?re : hr.m ‘WhiCh -
quence, New entrants have little access to most of th“e tranm‘f fzge : S5 vhich |
ractice means that shipping gas over distances covering several pipelines 18 harciy

possible.‘ga

i izati 4437
This subsection accordingly focuses on pre-liberalization long-term contracts. The

g-term contracts following the opening of the electricity

possibility to adopt new lon e

i i - ; ted to Energy Contract
and gas markets is examined later in the chapter devo gy

First, the evolurion of EU energy legislation regarding pre»liberalizﬁ}tion long-term  4.138
contracts is analysed (at paras4.139 ff), before turning to the question of the sanc-
rity of such contracts (at paras 4.156 ).

(a) Evolution of EU Energy Legislation Regarding Pre-liberalization 4.139
Long-term Contracts

(i) First Energy Package, the Commission Cofknmzmiéfatim on ‘Stﬁﬁ;fsded C(;:f ;;?_'
the EC['s judgment in Vereniging voor Energ;e, Mlh&\} en Wa.ter, Eﬁ)n;gfek o
tracts which pre-dated liberalization were addresse-d in the Ffrst - ecglc y 1 S
Directive. Article 24 provided a transicional regime allowing for derogation

from certain provisions of the liberalized electricity market, including third party

T
i i ar i uld be
access, where respect for prior commitments o guarantees of operations wo

endangered: |

(1) Those Member States in which commitments or guarantees of zpera‘cion gx:inf
before the entry into force of this Directive may not bc? Ahonourf:, on a;c:ﬂ;:r;l ‘

the provisions of this Directive, may apPIy for a transitional regizxa x:/hix;s th};

be granted by the Commission, taking into account, gxnongst ot f:r | 00,1 e
size of the system concerned, the level of interconnection of t}}ﬁ systermn I\j{n :

structure of its electriciry industry. The Commission sh'ail 1’11£'0rm the Member

States of those applications before it takes a decision, taking mtc.) account {ﬁsge;‘:t

for confidentiality. ‘This decision shall be published in the Official Journal of the
“ommunities. '

@ %Zi:i:ig;al regime shall be of limited durationand shall be}ink&d 0 .@'{plr};

of the commitments or guarantees referred to in pa;agraph 1. The ‘t}";)tl,SIth’Ila

regime may cover derogations from Chapters IV, V1and VII of this Directive.

18, para 45, ‘ ‘
s Commission, DG Competition, Energy Sector Inguiry——Issues Paper

184 Ch 8, at paras 8.119 .

(15 November 2005), 24.
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Applications for a transitional regime must be notified to the Commission no

later than one year after the entry into force of this Directive.

4.140 Nosimilar transitional regime was provided in the First Gas IEM Directive, which

only considered the possibility of derogation from third party
serious economic and financial difficulties.

Following the adoption of the First Electricity IEM Directive,
States expressed, alongside the use of the tra
24 of Directive 96/92/EC,
port the adapration of their
tion under favourable condi
were limited to the historical costs of commitmen
longer be honoured following the liberal
referred to as ‘stranded costs’. 185

ts or guarantees that could no
ization of the electricity marker, generally

InJuly 2001, the Commission published the Communication
for Analysing State Aid Linked to Stranded Costs.
mined the eligible stranded costs and the extent to
be compatible with the EU’s State aid rules. Lon
explicitly cited amongst possible stranded costs. To

ditions had to be fulfilled:

on the Methodology
186 This Communication deter-
which aid for such costs would
-term purchase contracts were

be eligible, the following con-

(1) the ‘commirments or guarantees of operation’ had to be anterior to the entry

into force of the First Electricity Directive, ie 19 February 1997,

(2) such ‘commitments or guarantees of operation’ must have presented the
risk of not being honoured following the adoption of the First Electricity
Directive, ie they should become non

-economical and affect the competitive-
ness of the concerned undertaking;

(3) the ‘commitments or guarantees of operation’ had ro be irrevocable; and
4) stranded costs are economic costs corresponding to the actual sums invested,

paid, or payable in application of the ‘commitments or guarantees of
operation’,

"The scope of the transitional regime provided by Article 24 of Directive 96/92/EC
was clarified by the ECJ’s judgment in Vereniging voor Energie, Milieu en Water
(commonly know as the ‘VEMW case’) of 7 June 2005.87 The ECJ considered
that contracts concluded prior to the liberalization of the electricity markets were

'® Foradeeper analysis of this point, see PD Cameron, Competition in Ene
Regulation in the European Union (2nd edn, Oxford: OUP, 2007), 432446,

'8 Commission Communication relating o the Methodology for Analysing State Aid Linked to
Stranded Costs (25 July 2001); see Commission Press Release IP/01/1077: ‘Commission adopts doc-
ument on “Methodology for analyzing State aid linked to scranded costs” in the electricity sector.’

87 Case C-17/03 Vereniging voor Energie, Milien en Wazer, Amsterdam Power Exchange

Spotmarker BV, Eneco NV v Directenr van 4y Dienst uitvoering en toesicht energie, Nederlands

rgy Markets, Law and

access in cases of

several Member
nsitional regime provided in Article
their wish to introduce State aid mechanisms to sup-
electricity companies to the introduction of competi-
tions. Such mechanisms were accepted, as long as they

C. Derogations and Specific Cases
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electricity until the expiry of the international contracts which had been entered
into.

4,146 (i) Second Energy Package: The Second Energy Package mostly focused upon

4147

4.148

pre-liberalization long-term term contracts in the natural gas sector. Directive
2003/55/EC expressly mal?tamed, in its Article 32(1), the validity of long-term
gas contracts concluded before the liberalization of the internal natural gas market
in accordance with the Transit Directive:190

Dir'ectévc 91/296/EEC shall be repealed with effect from 1 July 2004, without
prejudice to contracts concluded pursuant to Article 3(1) of Directive 91/296/EEC,

vg}}xcb .shali continue to be valid and to be implemented under the terms of the said
irective.

Existing gas contracts were also addressed in Regulation 1775/2005/EC, in order
to specify that such contracts are subject to congestion management procedures.'!

It followed from Articles 5(3) and (4) of that Regulation that:

(3) When trax.lsmission system operators conclude new transportation contracts
or renegotiate existing transportation contracts, these contracts shall take into
account the following principles:

(a) in the event of contractual congestion, the transmission system operator
shall offer unused capacity on the primary market at least on a day-ahead
and interruptible basis; ’

(b) network users who wish to re-sell or sublet their unused contracted capac-
ity on the secondary matket shall be entitled to do so. Member States may
require notification or information of the transmission system operator b
network users. ’

(4) When capacity contracted under existing transportation contracts remains
unused and contractual congestion occurs, transmission system operators shall
apply paragraph 3 unless this would infringe the requirements of the existing
transportation contracts, Where this would infringe the existing transportatiog
contracts, transmission system operators shall, following consultation with the
competent authorities, submit a request to the network user for the use on the
secondary market of unused capacity in accordance with paragraph 3.

The scope of application of congestion management procedures to pre-liberaliza-
tion long-term contracts was clarified in the guidelines drafted by the Commission
for Article 5 of Regulation 1775/2005. The draft guidelines, presented at the 11th
Madrid Forum on 18-19 May 2006, are particularly relevant here:

2.6 Requirements of existing transportation contracts (Art 5(4))

(63) Artick.: 5(4) of the Regulation stipulates that, as a general rule, the provisions
of AI‘UCI‘fB 5(3) also apply to existing contracts . . . unless this would infringe
the requirements of the existing contracts.

190 Council Directi 2 .
991] O{})Lﬁczwg;ectwe 91/296/EEC of 31 May 1991 on the transit of narural gas through grids

¥ On such congestion management procedures, see Ch 8, ar paras 8,121-8.142,
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(64) DG TREN services rake the view that the requirements of the existing con-
cracts would only be infringed if:

« the contract in question could not be propetly executed anymore by apply-
ing the interruptible UIOLI [ie Use-It-Or-Lose-It] approach as required by
Article 5(3)(a), or

s explicit provisions in existing transportation contracts concluded before 1
July 2006 forbid the application of Article 5(3) of the Regulation.

(65) DG TREN services tend to consider the former case a reinforcement of the
interruptible UIOLI principle meaning that the initial capacity holder would
not finally lose the capacity contracted, but can dispose of it by nominating
the gas flows meant to serve his customers.

(66) As for the latter case, the contractual provisions in question would have to comply
with the general comperition rules. Where this is not the case provisions would
be void and thus could not infringe the requirements of an existing contract.

(67) In the event, however, that such provisions comply with the general competi-
cion rules, Article 5(4) establishes an obligation for the TSO to call on the
capacity holder for offering his unused capacity on the secondary market in
line with the provisions laid down in Article 5(3)(b)."%

The final version of those guidelines, dated 12 June 2007, provides that:

4,14, Requirements of existing transportation contracts (Art. 5(4)

38. Arricle 5(4) of the Regulation stipulates that, as a general rule, the provisions
of Article 5(3) also apply to existing contracts, unless this infringes the require-
menis of the existing contracts,

39, The principle of selling unused capacity on an interruptible basis as required by
Article 5(3)(a) need not constitute an infringement of the requirements of the
existing contracts. As the capacity is sold on an interruptible basis, the initial
capacity holder would not lose the capacity contracted, but could dispose of it
by nominating the gas flows meant to serve his customers . . .

41. In the event that the network user or TSO could successfully prove chat the
requirements of his transportation contract have been infringed, Article 5(4)
establishes an obligation for the TSO to call on the capacity holder to offer his
unused capacity on the secondary market in line with the provisions laid down
in Article 5(3)(b). This means that, in such a case, either the TSO would excep-
tionally take part in the secondary market with the nerwork nser’s capacity on
that network user’s behalf or the network user would be able to use the capacity
on the secondary marker.'®?

192 Congestion Management Procedures, Draft Explanatory Note of DG Energy & Transport
on Article 5 ‘Principles of Capacity Allocation Mechanism and Congestion Management
Procedures’, paras 3, 4, and 5, as well as para 2(2) of the Annex to Regulation (EC) No 17752005
of the European Parliament and of the Council of 28 September 2005 on Conditions for Access to
the Natural Gas Transmission Networks, paras 6367, p 16.

193 Commission, Staff Working Document on Capaciry Allocation and Congestion Manage-
ment for Access to the Natural Gas Transmission Networks Regulated under Arricle 5 of Regulation
(EC) No 1775/2005 on Conditions for Access to the Natural Gas Transmission Networks,
SEC(2007) 822 (12 June 2007), paras 3840,
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4.150 Whart about the position of long-term gas contracts, which had been concluded and the ECJ’s 2005 judgmentin the VEM W case. Considering the electricicy mar-
before .the liberalization of the internal natural gas market and were in accord- {cet, the Commission recalled that ‘Directive 2003/54/ EC. .. [no] longer provide
ance with the Transit Directive, following the adoption of Regulation 1775/2005/ for any specific derogations in relation to the application of non-discriminatory
EC? ”Ih’e question of whether the derogation regime for such contracts would be _ rules to historical long-term supply and capacity reservation contracts’.'® Tt did,
mamtamec‘i was at issue in a case brought before the ECJ by the Belgian gas TSO how&ver, highlight thar existing long-term contracts are not outlawed following
Fluxys against the Commission de Régulation de I’Electricité et du Gaz (CREG), the judgment of the EC] in VEMW. They merely cannot benefit from prioriry allo-
the NRA for the federal Belgian level). The ECJ was deprived of the opportunity cation?%0 of capacities: ‘[ulnder the Directive and the Regulation, only the priority
to settle the question in”its judgment of 9 December 2010, after Fluxys withdrew allocation of transmission or distribution capacities is incompatible with [EU]
‘f rom the p‘ro‘cedure.“’“ However, the position taken by Advocate General Trstenjak | rules. Long-term supply contracts are not per s invalid under the Court judgment,
in her Opinion of 28 September 2010 does provide some guidance. CREG con- _ although they cannot be subject to preferential treatment’.2%"
sidered that the absence of any explicit derogation in the 2005 Regulation for such ‘
pre-liberalization long-term gas contracts led to the implicit removal of the deroga-
tion provided by Article 32(1) of Directive 2003/55/EC. The Advocate General
however, considered that the mere failure of the Regulation to mention any deroga:
tion for such contracts could not lead to its implicit abrogation, particularly given
the important economic consequences of the removal of that derogation.'®s The
Aflvc?ate General also considered thar the derogation provided for such pre-liber- (i) Third Energy Package: The Third Energy Package gives much less attention to
ahzanon' 1ox}g—term gas contracts was justified by the need to respect the ‘legirimate pre-liberalization long-term contracts. For the electricicy market, neither Directive
expectation’ of shippers which held such contracts. The derogation, therefore, did 2009/72/EC nor Regulation 714/2009/EC specifically mentions such contracts,
nOt.dIScmmlnate when compared with other types of gas contracts which are fully For the gas market, Directive 2009/73/EC does not rerain the substance of Article
subject to the rules of the liberalized natural gas marker. 1%  32(1) of Directive 2003/55/EC, but simply repeals the 2003 Directive entirely. As

to theapplication of congestion management procedures to pre-liberalization long-

term contracts, it is reinforced in the new Regulation 715/2009, Recital 21 which
insists upon the application of congestion management and capacity-allocation
principles to existing contracts.?? Furthermore, provisions related to congestion

The Commission adopted a similar position with regard to the gas market, with the
exception of ‘transit gas contracts that were concluded and implemented under the
terms of Directive 91/296/EEC’, in line with Article 32(1) of Directive 2003/55/
EC. The possible exemption of TOP contracts in cases of serious economic and
financial difficulties was also recalled by the Commission.

With regard to the electricity sector, Directive 2003/54/EC did not retain the transi-
tional regime provided in Article 24 of Directive 96/92/EC and did not invoke in any
ofits provisions the question of pre-liberalization long-term contracts. Such contracts
are only mentioned in the Annex to Regulation 1228/2003/EC, which provided
guidelines on the managementand allocation of available transfer capacities of inter-
connections between national systems. According to this Annex, ‘existing long-term
contracts shall have no pre-emption rights when they come up for renewal’1?

the Electricity and Gas Internal Market Direciives, SEC(2006) 547 (26 April 2006) (hereafter,
“Working Document: Preferential Access).

(ii) Commission Staff Working Document: The question of pre-liberalization 199 Working Document: Preferential Access (n 198), 3, para 6.
' 200 The issues of priority access, discrimination, and derogations (under the Second Electricity

long-term : - . i ~
D 8 C%Islt.racths V}’:ds assessed in 2006 by the Commission in a Scaff Working  IEM Directive 2003/54/EC and the Electricity Cross-border Exchanges Regulation 1228/2003/
ocument,'®® in the light of both the Second Energy Package, adopted in 2003, EC) were in issue in Case C-264/09 Commission v Slovakia (judgment of 15 September 2011). In his
~ Opinion, AG Jiiskinen advised that such priority access rights (granted for 16 years in return for
investment in the construction of a transmission line) were discriminatory under Art 20 of Directive
2003/54/EC and would thus require justification (since they had not been granted pursuant to a
194 Case C-241/09 Fluseys v Commission de Réeulats , L ~ derogation under Art 7 of the Regularion 1228/2003/EC), He found such justification }fifl what 133
o£9 Demm b 2010 cy. mmission de Régulation de ['Electricité et du Gaz (CREG), judgment nowArt 351 TFEU, under which pr&ex}sdng inmrmr;icmal obligations ccmc:lud.ed}cho;‘e Ealavakia s
195 Case (241 /0;) Fhusevs v C. ssion de Réeulasi , L _membership of the BU could not be affected by the BU Treaties {paras 68~110), The BCJ did not
o Adva o g.ak zggasmmzon be Régularion de [Electricivé et du Gaz (CREG), Opinion examine the arguments under the Directive in any derail, but essentially agreed with che appr?ach
196 Case C-241/09 Flux )_ c e'}? rem de];’OIO)7 paras 6’8'“72-’ » ; of its Advocate General with regard to the Investment Protection Agreement which applied 1o Swiss
of Advocate General Trsreg ? 1 (gggﬁb son be : égulation de UElectricisé et du Gaz (CREG), Opinjon © investments in Slovakia and which had been enréred into prior to Slovak accession to the EU. Thus,
197 Regulation 1228 /20(};; A cprember 2919)’ paras 73-75. the preferential access agreement counted as an ‘investment’ protected by that Agreement and was
Availabl Brpsion (2281200 ’fj[ anex, para 2: Guidelines on.the Management and Allocation of therefore covered by Art 351 T FEU (pasras 29-53).
e pacity of Interconnecrions berween National Systems, Position of Long-term = A1 Working Document: Preferential Access (n 198), 3 para 7.
198 COl;lmission Staff Workine Doc o ‘ 2 According to Recital (21) of Regulation 715/2009; “¢lhese is substantial contractual conges-
Court of Justice e ing Document on the Df:msmn C-1 /{(}3 of 7 June 2005 of the tion in the gas networks, The congestion-management and capacity-allocarion principles for new
of the European Communities, Preferential Access to Transport Networks under or newly negotiated contracts are therefore based on the freeing-up of unused capacity by enabling
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mznzgement rules no longer distinguish (as they did under the old Article 5(3)

and (4) of the 2005 Regulation) berween existin g contracts, on the one hand, and
. . 3

renegotiation of such contracts and conclusion of new contracts, on the other, 203

I;l th;; ag%ears that, F;;om the expiry of the transposition period (ie 3 March 201 D
the Third Energy Pac age’s provisions shall apply i re-liberalizar ’
o apply in full to pre-liberalization long-

(b) Sanctity of pre-liberalization long-term contracts: In the light of the evolui

of 1:he provisions applicable to pre-liberalization long-term contracts in EU e "O'“
Ie'gzsla}tion, one should question the extent to which the sanctity of such rej;iﬁblf !
alization long-term contracts is affected. In the energy sector, the sanctirl; of suc;

contr. i igni i
Jﬂ‘pacts covers the highly significant issues of contractual capacities, contractual
tarifts, and the allocation of thoge capacities.

T . o
l o address this question, it should first be examined whether pre-liberalization
.;)nlg(»term contracts remain valid following the adoption of the Third Energy
a i |
ckage. Some elements of an answer to this question may be found in the impact

assessment of the Commission accompanyi i
Evcrty Pacss panying the preparatory work of the Third

g
f ') P t i : g ¢ : g

Ar‘ti?ie 32(1) of Directive 2003/55/EC exempts long-term contracts for gas trans-
;n;ss;é)r;) concéuiied purs}uant to Article 3(1) of Directive 91/296/EEC A possibilitgy
Uia be to delete or change this provision | : ity the legislar
o appries Jelece Comracig. provision in order to clarify thar the legislation

In the end, this option was not retained:

6.5. Actions to regulate long-term contracts in gas

Article 32(1) of Directive 2003/55/EC
e . L exempts long-term contracts for rans-
mission concluded pursuant to Article 3(1) of Directr)ive 91/296/ECEE.OI:{§$€£ZH§{

ner W()Ik Users to sy QC(Cd CaP’&Cl“ 5 (}Jld the Obil arion Of transmission 5y8§-
O blet or ICSCH thell contr £ g 4
p $ O u p 4 3 o et e p .
tem operators to ”Cl i Sﬁd capacitytot he n ll.k(fl at .lii’abt on iday ihead l!ld interry tlble ba‘;ls
(:r o I i) f CXistin, C()JNIQ.C(IS alld IhC Ueed to Create g tr ue Ie’Vﬁ‘l p]ayln ﬁeld
iven dl@ Jfllgﬁ Droportion o g L < g

bei Ween users Of new alld CXistin, CapaClt f} [hOSC p!ulClpieS ShQUId bﬁ &pphed to dH < IltIaCfcd
¥
capaCLty, lﬂ(jlldlllg €X15fﬂlg contraces’, °

203 4, ;
rt 16 of i
] implememiegdulatﬁi} 1715/200'9 a§co‘rd1ngly states thar: ‘[tlhe transmission system operator
i Dlemen: ?  publish non-discriminatory and transparent congestion-management pro-
i rpich ;c; f;atc crloss—borde'r exchanges in natural gason a non_discriminatory bésis}and
e ohall b Sta ed on the following principles: (a) in the event of contractual congestion, the
ansy an}j ! ty em i}}:ergtor shalcll offer unused capacity on the primary marker at least on é,day
nterruptible basis; and (b) nerwork i 1
users who wish to re-sell or subl i
u ‘ suble e
cc)z;.t:aged capacity on the secondary marker shall be entitled to do 50, ¢ cheit unused
Ommissi 1 i e
Incernal REL g)?,Eftaif Workmg Document——Accompanying the Legislarive Package on the
ectricity and Gas, Impact Assessment, SEC(2007) 1179 (19 September 2007)
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This choice was confirmed in the impact assessment summary:

this stage, furcher legislative measures concerning long-term contracts in gas do
not appear to be proportionate.

Policy aptions and analysis of impacts. . . .
— Pre-liberalisation long-term contracts

The current framework has created some confusion. One possibility would be to
delete or change the provisions ro make it clear thar the legislation also applies to
such contracts, but this may question the validity of pre-liberalisation contracts for
import of gas into the EU,

The Commission has concluded that the Directive should not be amended on this
issue. It is clear thar all contracts concluded before the entry into force of Directive
2003/55/EC continue to be valid insofar as they comply with [EU] competition
law and thar these contracts are equally subject o the provisions of the of the cur-
rent framework . . .

Conclusions: comparing the options

~ Action to regulate long-term contracts in gas: the cost-benefit analysis of further
legistative measures on long-term contracts in gas was not conclusive.

4.159

In the face of those elements, it could reasonably be advanced that pre-liberali- 4.160

zation long-term contracts remain in force on aspects which are not contrary to
the EU competition rules and to the rules of the internal electricity and narural
gas markets, This position was supported by Advocare General Trstenjak in her
Opinion in the Fluxys case: the ‘legitimate expectation’ of shippers having such
contracts justified the derogation provided for such pre-liberalization long-term

gas contracts.?%
Accordingly, assuming that such contracts respect the comperition rules, 20 they

should be enforceable subject to the regulatory ruleslaid down by the Third Energy
Package and as specified by each Member States following the transposition of

5 Case C-241/09 Fluxys v Commission de Régularion de UElectricité et du Gaz (CREG), Opinion
of Advocate General Trstenjak (28 September 2010), paras 73-75; the withdrawal of Fluxys from
the case meant thar the ECJ did not rule on the substance of the matter: see judgment of 9 December
2010. See, also, the Opinion of AG J44skinen (15 March 2011} in Case C-264/09 Commission v
Slovakia (judgment of 15 September 2011), paras 32-37.

28 Which includes both EU antitrust and State aid rules. The Commission has recently, and
not uncontroversially, applied whar is now Arr 107 TFEU to long-term power purchase agreements
in both Poland and Hungary: Commission Decision of 25 Seprember 2007 on State aid awarded
by Poland as part of power purchase agreements (erc) [2009] O] 1L.83/1 and Commission Decision
C41/05 of 4 June 2008 on the State aid awarded by Hungary through power purchase agreements

[2009] Of 1.225/53; the Hungarian Decision was upheld by the General Court of Joined Cases
T-80/06 and T-182/09 Budapest: Erémii v Commission (judgment of 13 February 2012). EU State
aid law was applied because the State-owned single buyer in each country was the purchaser and
because State legislation made provision for generating the revenue used to pay the costs under the
power purchase agreements (PPAs). For discussion, see L Hancher, ‘Long-term Contracts and State
Ald: A New Application of the EU State Aid Regime ora Special Case?’, in ]-M Glachant, D Finon,
and A de Hauteclocque (eds), Competition, Contracts and Electricity Markers: A New Perspective

{(Chelrenham (UK): Edward Elgar, 2011), Ch 10.
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 this package into their national legal orders, Pre-liberalization long-term contracts
would therefore be subject to regulated congestion management procedures, re
lared tariffs and regulated capacity allocation procedures o

4.162 Such regulated allocation procedures shoyld be unlikely to interfere with the sanc

tity of pre-lj izati
doial %1 e hbeizjlhz:jmon long-term contracts; such procedures are mostly opera
. The y i :
donal, a};lyp ication of regulated tariffs and regulated congestion management

ceaures, however, may well aff i
tect the sanctity of pre-liberalizari
-liberalization long-ter

contracts. § . imini ¥ gt
uch an effect could be diminished for the congestion managgement

pIOCQdUI(‘}S bs' the 11()11'21[){)11(28! Ion ()j I]ie US@"H"(H"I Se-1t Pl Ce(iui (S 1&(.‘(:()[(11“
O
AL
O g

apacity-holder would accord-
m such capacities. Thj

reasonably be ar. i i i s the sanctity o]
hberaﬁmt}i lalgued to bea disproportionate interference with the sanctity of pre
4Hion long-term contracts. 297 Sofrer —
craliz + wotter procedures, such as “use-iron it
o g 22tlon long 4 ’ , use-it-or-lend-ir
ell-it’, could be more Proportionate. Under a use-it-or-lend-it regime

) 3
: " 1s put at the disposal of other grid

) apacity-holder as soon as it decides to use ir, 208

-1 i ,

. agpro‘ach, a capacity-holder has the chojce between using

ety and orlmmg.mto afinancial right: ie reallocating its capacity to the
i h.quent allocation procedures ang then benefiting from the income

i e 1;3 1 by this re;lloceuacm.209 The proportionality of use-it-or-lend-jr and use
“OFSel-It approaches may be impl; “

plied from the Guidelines of issi
: ‘ the Commis
concerning Article 5 of Regylar 6
gulation 1775/2005, discussed
Reg! scussed in paras 4.148-
It follows from thoge Guidelin city holdir will 81 o
' - i

capacgy contracted, but could ating the gas f| .
Sapacity ¢ burcc ’ * gas flows meant 1o
customers.#19 It is also underlined that, for the sale of unused capacity

A plementi g congestion management
For instance, the Commission Régulntion de
O USemitorcell o .
oo : e-it-or-sell 1t, considering that a use-i¢-op-
om a legal perspective (Proposition (C)09071¢.
ne conduite en mariére d’acces au réseay

| et aux
¢ at <hrtp://www.creg.

mg(;gpéf/ Propositions/C882F R.pdfs).
ongestion Management Pro Ixple

Article s, Principies of ca;%acity al locactfil)l rrjxse’c?mft b upatory N'Ote ey & cdeporeon

3,4,and 5 aswell 25 para2.2 ofthe Annex ro Re

Natural Gas Transmission Ni etworks '

the Madrid Fory

network users,

June 2008’ Annex

210 ('\ > .
~omumission, Staff Workin D s i
W & Document on Capacity Allocation and Congestion Manage-

lnellffol £ &CCGSS io the Natulal Clab IIZU 511188ion IJQ[ W Olk Regulated Uﬂdel Ar UCI& S Of I{egula[loﬁ
( o, N Ildl]l ns lj { CCess to l!les \]azmal (IﬂS 1 ransmissi {1 etw ll
) / C G O A CESS L S10. N
I e (&) 1;; ) 20()5 on Q. Orgs,

C. Devogations and Specific Cases

on the secondary market, ‘either the TSO would exceptionally take part in the
secondary market with the network user’s capacity on that network user’s behalfor
the network user would be able to use the capacity on the secondary marker 2

This analysis of the proportionate application of the provisions of the Third Energy
Package to pre-liberalization long-term gas contracts appears to be confirmed by
the Framework Guidelines recently adopred by the ACER on Capacity Allocation
Mechanisms for the European Gas Transmission Network.?'? Such Framework
Guidelines are to apply to cross-border interconnection points between two or
more Member States as well as adjacent entry-exit systems within the same Member
State, provided that the points are subject to booking procedures by users.?® They
provide for the bundling of the existing capacity contracted before the entry into
force of the network code to be adopted in application of the framework guidelines.
It is, however, provided that this bundled capacity shall then be ‘split berween the
original capacity holders proportionally to their capacity rights’. In detail:214

The network code(s) shall ensure that existing capacity contracted before the entry
into force of the same network code(s) shall be bundled no later than five years

thereafter.

To this end, parties to existing capacity contracts shall aim to reach an agreement
on the split of the bundled capaciry at the [relevant] interconnection points . . .
National Regulatory Authorities may mediate between the parties to promote such

agreements,
If no agreement on the split of the bundled capacity is reached, the nerwork code(s)
shall provide that the bundled capacity shall be considered split berween the origi-
nal capaciry holders proportionally to their capacity rights.
The parties to an existing capacity contract shall adjust the original capacity
contracts with their respective Transmission System Operators according to the
agreed split of the bundled capacity or, if no agreement is reached, to the above
proportionality rule, as further detailed in the network code(s). The duration of the
amended capacity contracts with bundled services shall not exceed the duration of
the original capacity contracts. Any further details of this procedure shall be set

out in the network codefs).

4163

Besides these arguments, several mechanisms could be envisaged to ensure the pro-  4.164
tection of the sanctity of pre-liberalization long-term energy contracts with regard to
tariffs and congestion management procedures. Those mechanisms are: (i) Article 1

SEC(2007) 822 (12 June 2007), para 39 (hereafier, “Working Document: Capacity Allocation and

Congestion Management (Gas)"),

# Working Document: Capacity Allocation and Congestion Management (Gas) (n 210),

para 40,

12 ACER, ‘Framework Guidelines on Capacity Allocation Mechanisms for the European
Gas Transmission Nerwork’, FG-2011-G-001 (3 August 2011) (hereafrer, ‘ACER: Framework

Guidelines on Capacity Allocation (Gas)),
23 ACER: Framework Guidelines on Capacity Allocation (Gas), point 1.2,
1% ACER: Framework Guidelines on Capacity Allocation (Gas), point 2.4.2,
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Protocol {é tge ECHR,; (ii) the Energy Charer T, reaty (or, indeed, rele-

alinvestment treaties (BITS)?'5); and (iii) th

costs (already discussed at paras 4.139 ff).216 Without
those mechanisms, the following general guidelines may be provided.

eregime concerning stranded
engaging in a full analysis of

(@) First Protocol to the European Convention on Human Rights and Fundamental
Freedoms (ECHR):?' On the assumption that pre-liberalization long-term con-

tracts are valid under the competition rules,

fall under the protection of Article 1 of the First Proto
to that Article:

(1) Every natural or legal person is entitled to the

possessions. No one shall be deprived o
interest and subject to the cond;

principles of internationa) faw,

(2) The preceding provisions shall not, however,

they would constiture assets likely to

col to the ECHR. According

peaceful enjoyment of his

f his possessions except in the public
tions provided for by law and by the general

in any way impair the right of a

State to enforce such laws as it deems necessary to control the use of property

in accordance with the general interest or 1o

other contributions or penalties.

secure the payment of taxes or

"The concept of ‘possessions’ is autonomously understood by the ECtHR. An

aotion. Alegal right to receive a certain benefit, such as

be covered b

deprivation,

Deprivation
ally followin

Control of use of property is disting

215 See Case

Advocate General Jidskinen, paras 68-1 10, and the judgment of the EC],

the Investment

interest with economic value wil] generally fall within the scope of this

A contract, may accordingly

y Article 1 of the First Protocol o the ECHR. Three types of infringe-
ment of the peaceful enjoyment of one’s possessions are identified by the EC¢HR.
control of use, and interference with peaceful enjoyment,

is established where an owner’s property

rights are terminated, usy-

g their legal transfer by law or the exercise of the legal power to do so.

uished from deprivation by the fact that it leads

C-264/09 Commission v Slovakia (judgment of 15 Seprember 2011); Opinion of

paras 29-53 (concerning

Protection Agreement, 2 BIT concluded between Switzerland and Slovakia prior 1o
Slovakia’s accession to the EU, and what is now Art 351 TFEU),

216 Although nore that, in its recent State aid Decisions on Polish and Hungarian PPAs {(n 206),

the Commission required termination of the PPAs (Poland) and

removal of purchase obligations

of the aid as if the contracts had never existed (Hungary): this, in effect, seems a direct

order by the Commission to terminate privare coneraces: see Hancher, n 204, 253-254. See, further,

the Opinion of

Advocate General Jaisl

kinen in Case C-264/09 Commission v Slovakiy (judgment

of 15 September 2011), paras 32-37, where he ‘doubs that the Member State should be required
private law contracr . . . such an action woyld be contrary to the principle of legal
certainty and would risk punishing innocene chird parties in respect of a breach committed by a

to annul a valid

48-52),

2 For a deeper analysis of this

Renewables: An
Energy Law and

Analysig of European Legal Issues’ in B Defvauz,
Policy Iisues (Rixensart (Belgium): Euroconfident;

120

" {para 37), The ECJ’s judgment would appear to reach a similar resulr (esp paras

point, see A Johnston ‘Chaprer 4: T ake-or-Pay Contracts, for

M Husnt, and K Talus {eds), EU
el, 2008), 274~?-285.

C. Derogations and Specific Cases

either to the imposition of positive requirements upon the use of the prc}?er;:y gr o
restrictions of owners’ activities. If the conditions for deprivation or cczntmk? ‘;{82

h ) 3 2 iy ; o
are not met, interference with peaceful enjoyment could be shown for ‘any kin

K ; » 218
interference which is hard to pin down’,

sessi i - 4168
Ifan infringement to peaceful enjoyment of one’s possessions is shown, compc;r;saﬂ
‘ i rtain ¢ iti e is no guarantee of fu
i -ording 1o certain conditions. There
tion may be granted, according ditic o e offull
compensation at market value, legitimate objectives of public interest being
possible ground and justification for the interference.

"The question of whether the application of regu‘iamd tariffs and f‘egu%atﬁzi g{;:;g:ii:;t 4.169
management procedures, as transposed into national laws, Fonsntu;z 11)1; i (%by o

to peaceful enjoyment of pre-liberalization long-tetm contr acts Cf;i.,l ! vof setledby he

courts. The justifiability of those measures and t.he: propcsmox}a ity of Oilnc

ence with the sancrity of such contracts are then likely to be taken into account.

(ii) Energy Charter and the Energy Charter Treary?" 'The Energy filharter W“ai 4170
v 17 Dec : i r to develop energy cooperation amongs
adopted on 17 December 1991 in order to . ‘

the ftates of Eurasia. It was followed by the adoption, on 17 Deaembe{ 1,9'9/;, oi :iit;li
Energy Charter T reaty (ECT). This Treaty aims to promote E§§§~W63t indus
éooperation in domains such as investment, transit, and trade.?

i ot ionof 4.171
Both the Energy Charter and the ECT are relevant in the context of the qhuestlon
| ' us upon the promo-
the pre-liberalization long-term energy contracts. Here,ﬁ ;N@ focus upon the p
tion and protection of investments provided by the ECT,

;h H f" ”jﬁ d‘ l'E (t . ‘7 1 df . ﬁ«i?z
WIEQ OF Controlie 11eCt 3/ ar indgirect y y an investor. 18 nNota }/ mciudes
0 L A%
an Ilg} 1t C()Idéf! lﬁ(i}) la,‘/‘;' oreontractor b virtue Of arn ]1(:{3}1‘..(6: - g
3
tlle E [..J COI“;)&] 1tIon k{s argi €1y o fan W‘idlul t!l(‘ SC()pe (7{ tIuS Ci&ﬂﬁlﬂ()!h
A LIS 3 1 k, !

Investments are promoted and protected by Part I1I of the ECT. According to its  4.173
Article 10(1):

i wi isions of this Treat
Each Contracting Party shall, in accordance with the provisions of tl"(}i.tions ﬁgf;
c«ncoumge and create stable, equitable, favourable and transparent condi ‘

48 1. Sermet, The Enropean Convention on Human Rights and Praperyy Rights (vev. edn, Strasbourg;:
y il of Publishing, 1998), 29. ' ) »
L(;?an %Zfiﬁiﬁﬁﬁiﬁ: 1sec—: the cgiis;cussion at paras 11.01 £, gjn%;h]ii rc{cé{):n;%i c;;figj%c; ;;M Treans
220 eneral discussion and further references, see dlde (ed), 77 Energy O e
An Eg;ioxl{’/gsing‘;fufg;%r Investment and Trade (The Hague:r\ﬁlgwer L?w n?;t:ziu(g;;)ﬂ:gzg;; 22;,
, T Wilde, "The - s Treaty’, in oggenkamp et ¢ 5
> Bamb and T Wilde, “The Energy Charter reaty : Ak
fn gzr:apf’f%ff;ﬁonal, EU and International Regulation 2nd edn, OUP, 2007), Ch 3
21 Art 16), para 1 of the ECT. ‘
2 Art 1(6), para 1(f) of the BCT,
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g:;ii?gfi?;i?ii‘;ﬁfgﬁi :; irzfz C‘zo‘?j!;e :ﬁ‘ﬁr&:;e?tsi in its Area. Sx;ch condi- recent years more and more disputes have involved Member States of the EU. For

of other Contracting Partics fair and cquitable treatmenot. g:;is}??;fngngjtzes}mﬁ example, under its provisions a dispute was brought on 17 April 2009 before the

also enjoy the most constant protection and security and no Contractin I'f 1 ~ International Centre for Sertlement of Investment Disputes by the German under-

shall in any way impair by unreasonable or discriminatory measures their rfan:;}.’ taking Vattenfall against the German Federal Republic.?? The dispute concerned

;ne ezgcﬁii;nfiizfieﬁe]zzOfi?oﬁb‘}; iigposail. In 10 case shalltsuch Investments the ’construc:tiorx of a power plamz in Qiarmany. TWQ dﬂ.isputés were also bmug%ﬁn‘:

including treaty obligations, Bach Gop o an ¢ }it required b‘y mtemamo{ml 'Iaw, against Hungary by the und@rtakmgs Electrabel (Belgium) and EDF (France) in
i tracting Party shall observe any obligations ~ the context of the implementation of long-term electricity contracts.?*

it has i i
s entered into with an Investor or an Investment of an Investor of any other

Contracting P . . .
g Ty A dispute between an investor and a contracting party is governed by Article 26 of  4.176
the ECT. Ifit cannot be sertled amicably, it may be brought before: the courts of the

4.174  Article 13 of ¢ : i i
he ECT protects investments against expropriation: i i ‘ '
contracting party; a previously agreed dispute setclement procedure; or an inter-

W g} ;ﬁ:i:f:; ;ijgfgg; igf;i‘;?i:izﬁ;gdp :f tY’ in ?he j\rea oflany other national arbitfaticn tribu;mh s‘uz:h as the In;ﬁ;;natiaglal Cﬂemrel t:f)or S?tﬂmgin; aé'
o s g I oy oDl it o b e
priation (hercinafrer referred to ae ‘Eyopo it ization or expro- Llil er the 1.' itration Rules of the Unite ! zg 1on;h4ci>m1é};ss " 1 e fona
Expropriation is: propriation’) except where such , Trade Law or the Arbxtr::umn Insmmt? of the i:f:xx o m arri‘ero, Ommerce.
(2) for a purpose which is in the public inrerec Case laww reiatedoto ‘tzhe un;;lﬁ:memathn’ of Article 26 is comp:lec? ?y the Energy
(b) not discriminarory; public interes; Charter faecrsetax'ia:t.z 5 It follows f{om thi*s case law t}lat three conditions have to be

: met for a contracting party to be found liable to an investor:

(¢) carried out under due process of law; and

d . . . ) o c
(d) accompanied by the payment of prompt, adequate and effective (1) the investment interference must be the result of an action from the State or

one of its bodies;

compensation,
Such compensation shall amount to the fai " (2) the investment interference must constitute a violation of the obligations of
: e fair v , ] , ! , ,
expropriated at the time immed; market value of the Investment contracting parties regarding the promotion and protection of investments
ing Exorope i A 1!’!11{316 iately before the Expropriation or impend- ‘ (Part 11 of the ECT); and
ropriation became known in such a wav e
4 . . .
Investment (hereinafer referned 1 1 . ‘leay as to affect the value of the (3) the investment interference must lead to a loss or a damage for the investor.
) as e i ¥ . v N & s -

Such fair marker value shall aluation Date’). ~ The substantial reduction of the economic value and of the security of invest-

air marker value sh - . . - oo
a Freely Co 1 shall at the request of the Investor be expressed in . ments has been accepted in the past as a loss and damage for investors.?26

nver - P . -
y ertible Currency on the basis of the marker rate of exchange ~ , . .
The question of whether the application of regulated tariffs and regulated conges-  4.177

existing for that currency on the Valuati
: uation Date. Compensation shal
» ° ) 8 | | | ‘
include interest 258 commence] e cstablishd o P-l - lalso ; tion management procedures, as transposed into national laws, could fall within
e o Exproasins mmercal ac e 1 a market basis from the the scope of the ECT could yet be settled by courts. The justifiability of those
(2) 'The Investor affected shall have g right to Pron‘lPt review, under the | measures i he proportina iy o e e ey ot
. : ew, under the law ined.?
of t i iati : e K
he Contractn.lg Party making the Expropriation, by a judicial or other conuactswillhen have o be examined
competent and independent authority of that Contracting Party, of its
case, of the valuation of its Investment, and of the payment of compensa-
tion, in accordance with the principles set out in paragraph (1).

(3) For the avoidanc . ;
Vo.idanc,e of doubt, Expropriation shall include situations where 223 - , e T B e A e

a Contractlng Party expropriates the £ 22 See <herpi//italaw.uvic.caldocuments/ Varrenfall RequestforArbiteation.pdfs,

in its Area in which . assets ot a company or enterprise ~ 24 Elecsrabel SA v Republic of Hungary (HCSID Case Wo ARB/07/19) and EDF International SA
. 0w 1(:' an Investor of any other Contracting Party has an k v Republic of Hungary, United Nations Commission on International Trade Law,
nvestment, mcludmg through the ownershi ~ 25 Available at <heepi/fwww.encharter.org/index. phptid=2138&1L=0z,

g nership of shares. . : ‘

4175 Th . ‘ 226 Nyhomb Synergetics Technology Holding AR » Larwia (16 December 2003), available at <hvipe//
. ese provisions of the ECT may be invoked for the protection of i ; www.encharter.org/fileadmin/user_upload/document/Nykomb.pdfs,

realized within the EU. While in the £ : of any investment 27 See the Opinion of AG Jiiskinen in Case C-264/09 (n 216), at paras 6064 on the ECT,
past most of the disputes targeted by such ‘ See, further, ] Kleinheisterkamp, “The Next 10 Year ECT Investment Asbitration; A Vision for
‘ the Puture—From a Buropean Law Perspecrive’ (LSE Law, Society and Economy Working Paper

rovisi .
provisions concerned the former countries of the Soviet Union and Turkey, in
I ,

712011).
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REGULATORY AUTHORITIES AND
EUROPEAN COOPERATION

A. Introduction 501  C. European Bodies (Florence and

B. National Regulatory Authorities 5,02 Madrid Fora, and ACER) 548
(1) Asingle regulatory authority 5.0% (1) TIntroducrion 5.48
(2) Independence 5.06 (2} Cooperation within the Florence and
(3} Objectives and general principles 5.16 Madrid Fora 5.50
(4) Duties and powers of NRAs 521 {3) Cooperation within ACER,
(5) Accountability, appeal, and review 5.36 ENTSO-E, and ENTSO-G 5.57
(6) Regulation on energy market integrivy

and transparency 5.42

A. Introduction

As the detail of EU-level legislarion on the energy sector has grown, so has the
realization that the effective application and enforcement of such rules are depend-
ent upon strong, well-resourced, and independent national energy regulators in
the Member States. At the same time, the impact of the cross-border relations
berween such regulators, both within the EU and with third countries, has become
clearer, as has the need for a degree of coordination at European level between
regulatory initiatives and activities (particularly where marker liberalizarion and
integration have faced conflicring national regimes and demands, causing delays,
cost increases, and creating disincentives to invest in important new generation,
transmission, and transit capacity). This chapter discusses the current incarnation
of the provisions on national regulatory authorities in the energy sector and the
growth of cooperation on energy issues at the EU level, in the form of various for-
mal and informal bodies and institutions. The growth in the detail and complexity
of provisions concerning these regulatory issues and bodies is a key characteristic

of the Third Package.

125

5.01




Ke

gulatory Authorities g1, Luropean Cooperation ‘
MMNN
B. Nationa] Regulatory Authorities
5.02 The development of EU-level

latory authoritieg (NRAs) o
After meeting with inita]

legislative requirements concerning natjonga] regy-

ver the three legislative packages has beey striking,

esistance from some Member States, which wished

(D) A single regulatory authority
5.03  The Third Packa

ge makes

ority at nationa] Jeyel’ (Art

icles 35(1) (Elec)’ and 39(1)

Package, under which it was possible

agovernment mip-
a number of Membe, States
$10 governmeny ministries; the
ld also create problems for sychy
I'be discussed shortly, Nothing
§an entity made yp
and a secretariar) wich different
in its Interprerive Note on the regula-

ition authority), Previously,
ns and some other magter,
¢pendence of NR A wou

functions today: this wil

mple g director, 5 board,
decision—making responsibilitjes. However,
tory authoritjes,3

es for the Internal M arkert i
]anuary 2010) (hereaf‘ter, ‘Interpretive Not

e RegulamryAuthorin‘es’), 4.

126

B. National Regulatory Authorisies

M
in the [Third Package] Directives and Regulations and each

of these bodies and
a ) ¥ »
tructures must meet all the independence requirements [therein]’ (on which see
stru § ~ ;
paras 5.06 fF),

However, the Third Package does make pro‘{isiml for cwoipf}s&]ible ETCép‘tk}ﬁS }f;min 5.04
this default position with regard to NR As, insofar as regforlla rg%u.ato.a y(e;{zt ,t,cjlz‘:_

tes (Articles 35(2) (Elec) and 39(2) (Gas)) and Sl‘f’lﬁ” ﬂﬂdgﬁ’ e nﬁyéfif‘“l’ithoi;?ezﬁ

35(3) (Elec) and 39(3) (Gas)) are {?{T&ﬂ(‘:?rned‘ Wx?fh ﬁeﬁ(g:u ;:o ;e;g{znadi ! gothe;
‘[plaragraph 1 of this Article shall be wst}*‘xogt pré}\udge. r;;) t e &Zl?x*{i o ofothe
regulatory authorities a regional level within Mem é.:dg mtles, .dt 1-3 i~t ; .diw;ies
accommodate those Member States whose fefﬂeml or ﬁ¥0 v;z | struc ;1(5 e

such regulatory powers along sub—naj;i&{m! region;:fi imc:;[ In ; 3c? gas;f::n anf:b‘ “Zz
tems on a geographically separate region’, m'e.?ir}Whi & a Member tf’ii - i;» i’lmO};
of derogarion from paragraph 1 of this Article’ also des;gnz;lte a ;@g ong tgf o
where the consumption of that region inﬂ 2008 wfvas‘ le?s t‘ an p}er ce{ri 0; ; !
Member State’s total consumption (which in practice is likely to appl yonlyto sma
islands). In both cases, however, there should be only one hationa fﬁP;:SﬁﬂlmTWff
for hat Member State in the Agency for the chepazraﬂorf of Energy egulators
Fzz(tgg) (on which see paras 5.57 ff), so arrangements will have 1o be made 4y
r(lya‘tijonal level to designate thar representative accordingly,

Exactly how far a Member State has discretion to allocate the tasks otherwise 5.05
Exactly h ( : : ’
entrusted to the single NRA to such ‘other’

egulatory auchorities is not entirely
clear from the wording of these provisions. It has been suggested that the small and
e

isolated systems may be given a fully-fledged regul:a@ wf;ésse te;r\ritfmaiti:jg; elz
limited to that geographically separated area, V:fhilfi ;egxona ;ﬁfu ta}z:;) 8}; J: " NRA
might enjoy a wide range of those powers Ol‘dli:iai.ll. y égﬁf arﬁimlaﬂ %V hére thé
subject to competence in the last resort for that sing f; NRA, p e ect};

matters involved have a national (as opposed to purely regional) » pect,

(2) Independence

"The provisions on the independence of NR:AS l?ave been signiﬁcar{;i;{)f strc’;jnﬁgtb 5.06
eﬁed by the Third Package, effectively msul}:mg ina ‘f“om}i'o;‘ un?:n;;; e:;{gtsxdz:;i
fencing of the duries of NR As from all outside powers W" 1; Or;azg hs N e
orinstruct them in their activities (see the refe)raznce in ;;axa 07 to the g
‘legally distinctand functionallyixlc%ﬁpendc?ilt ).‘Thelse. .-:gtmmm v ions may
have significant consequences, not just for namoz;z mb \ Srates’ pcalso e
energy regulatory systems and practices of many ;}“n eFNRA: b tie closcy
connected with provisions concerning the accountabiliy o s for the p

ance of their duties (discussed ar paras 5.36 1),

reaching provisions may

4 E Cabau, ‘National Regulatory Authorities, in C Jones (gen. ed), EU £ 11y Law, Volyme I

The Internal Energy Market—The Third Liberalisation Package (3¢d edn, Leuven: Claeys & Cys teels,
ae Internal Energy Ma /
2010),ch 6,221-222,




Regularory Authorities and European Cooperation

5.07 (a) The general principle: Articles 35(4) (Elec) and 39(4) (Gas) provide that

‘Member States shall guarantee the independence of the regulatory authority and
shall ensure that it exercises its powers impartially and transparently’. To achieve
this, each Member State is required in particular to ensure that, when carryingout
its regulatory tasks,® its NRA:

(@) is legally distinct and functionally independent from any other public or
private entity;
(b) ensures that its staff and the persons responsible for its management:
(i) act independently from any market interest; and
(i) do not seek or take instructions from any government or other public
or private entity . . . This requirement is without prejudice to close
cooperation, as appropriate, with other relevant national authorities
or to general policy guidelines issued by the government not related to
the [NRA’s] regulatory powers and duties. . . . 6

5.08 'Thus, both as an institution and in its personnel, the Member State must ensure

the independence of its energy NRA. Institutionally, a NRA can no longer be a
part of a national government department bu is required to have a legally dis-
tinct status, ensuring that it can take its decisions in an autonomous manner. The
Commission’s Interpretive Note takes the view that this also precludes the sharing
of offices and personnel between the NRA and government bodies (or, indeed, any
private entity),” which bears a striking resemblance to the position with regard to
unbundling (discussed in Ch 3).

The provisions concerning the NRA's staff and management are designed to pre-
vent it from becoming beholden to particular outside influences, whether political
or economic: in this way, the Commission hopes that the NRA will contribute to
the creation of a ‘stable and predicrable investment climate’ and will respect the
requirement to take its decisions impartially (Incerpretive Note, at p 6). It is note-
worthy, however, that the Directive is less detailed in this area with regard to NR As
than in its provisions concerning the independence of the staff of the independent
transmission operator (ITO) (see Article 19 in each of the Third IEM Directives,
and our discussion at paras 3.56 ff).8 Nevertheless, the Commission’s Interpretive

> Defined as those ‘conferred upon it by this Directive and related legislarion’, thus including other
tasks under the Third IEM Directives relating to, eg TPA and unbun dling, as well as other legislarion
such as the latest Electricity and Gas Regulations (eg their Art 3) and possibly also measures concern-
ing Security of Supply and Carbon Caprure and Storage (for discussion of the ‘competent authority’ to
be designated under those provisions, see paras 10.43 fand Ch 13.B.2 {esp para 13.39) respectively).

® Notealso that this does not preclude judicial review or parliamentary supervision of the NRA’s
decisions or activities ‘in accordance with the constiturional laws of the Member States (Recirals 34
(Elec) and 30 (Gas)).

7 Inverpretive Note: Regulatory Authorities (n 3), 6.

# egthereare no detailed provisions concerning time interyals between work in the private sector
and then moving to the NRA or vice versa.
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Note (at p 7) makes a range of suggestions concerning the more detailed implica-
tions of the general position laid down in Articles 35(4) (Elec) and 39(4) (Gas).
Member States should develop national rules to protect such independence in the
NRA’s staff, preventing them from holding positions or invesrments in energy com-
panies and requiring the NRA and the appointing authority to the NRA’s Board
to verify compliance with these requirements on a case-by-case basis. Further, the
Commission has taken the view that dissuasive sanctions should be established
at national level, to be imposed against anyone attempring to direct, instruct, or
improperly influence the NRA in its decision-making.

One difficult issue under these provisions will concern the extent to which Member
State governments remain free to develop their own national energy po}icy Aand
require that the NRA contribute to meeting such policy goals. The Third IEM
Directives specifically do not intend to prejudice the operation of m%c:h %enefal
government policy guidelines, insofar as they are compatible with the EU'T reaties
and legislation and where they do not relate to the NR A’s powers and duties. Where
national policy goals become rather specific, it may be difﬁculf o adopt them
without risking infringement of the rules on the independence of the NRA in tihe
performance of the wide range of tasks with which it is entrusted under the Third
IEM Directives.?

(b) Safeguarding NRA independence: Articles 35(5) (Elec) and 39(5) (Gas) of the
Third IEM Directives also endeavour to protect the independence of the NRA in
its activities. They require Member States to ensure that:

(a) the [NRA] can take autonomous decisions, independently from any p(::lif:icai
body, and has separate annual budger allocations, with autonomy in the imple-
mentation of the allocated budget, and adequate human and financial resources
to carry out its duties; and

(b) the members of the board of the regulatory authority or, in the absence of a
board, the regulatory authority’s top management are appointed for a fixed
term of five up to seven years, renewable once.

In regard to point (b) . . . Member States shall ensure an appropriate rotation
scheme for the board or the top management. [They] may be relieved from office
during their term only if they no longer fulfil the conditions set out in this Article
or have been guilty of misconduct under national law.

I3 . * e 3 -
(i) Autonomous and independent decision-matking: The Commission’s Interpretive
Note suggests (at p 9) that this autonomy has both an ex ante and an ex post aspect:
the former requires the NRA to be left to take decisions without interference,

% See, eg, the UK’s Transmission Access Review Process, and’in particular‘, Department olf
Frergy and Climate Change, ‘Government Response to the tca"hmc:al cansulmno{n on th'c mo]de
for improving grid access” (27 July 2010), where it claimed to be layi‘ng down the ‘strategic policy
framework within which Ofgem will regulate the market’ by requiring that certain costs ‘re!atmg
to grid access be ‘socialized” across all parties liable for use of system charges, racher than “fixing or
approving any specific methodology’ (at 12 and 25).
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without the need for prior approval or authorization (albeit within the goals of
the national energy policy, provided that this is compatible with EU law); the lat-
ter ‘means that the decisions of the NRA are immediately binding and directly
applicable without the need for any formal or other approval or consent of another
publicauthority or any orher third parties’, although they may be subject to judicial
review or other independent appeal routes established at national level.

(i) Budget and financial resources: The ‘power of the purse’ has been a key ele-
ment in the independence and autonomy of public bodies throughout the ages,
and with the expanding role attributed to NRAs by the Third Package, it was
important to ensure that they were adequately resourced and that the tightening
of the purse strings was not a threat which could be used by national govern-
ments to undermine the NRA’s independence. At the same time, the Directives
do not seek to prevent the operation of normal national parliamentary scrutiny
of such budgets, as Recitals 34 (Elec) and 30 (Gas) acknowledge: national budg-
etary law and rules should provide the framework within which the rules on
the NRA’s budget allocation and implementation should be set under national
law. Where that budget is part of the overall State budget, the Commission’s
Interpretive Note suggests (at p 9) that the allocation for the NRA must now
clearly be separated from the general budget, to ensure that the allocation can be
identified and assessed as adequate to allow the NRA to perform its functions.
Once allocated, it is clear that the NRA shall have autonomy in implementing
that budget and, in accordance with Articles 35(4)(b)(ii) (Elec) and 39(4)(b)(ii)
(Gas) (discussed at paras 5.07 ff), it can neither seek or receive instructions on
how it should be spent.

(iii) Board/management appointment and term: Fixed-term appointments aim to
ensure thart the senior positions in the NRA cannot be subjected to appointment
and dismissal by political whim or displeasure, thus protecting the independence
of the NRA and the autonomy of its decision-making processes over time, In its
Interpretive Note (at p 11), the Commission stresses that ‘the power of Member
States to appoint members of the board of the NRA . . . should not result in any
instruction being given concerning the regulatory powers and duties of the NRA',
This kind of political influence may be easier to criticize than to prove and weed
out, however, in spite of the provisions on transparency.

(c) Nature of the principle and provisions under the Directives: It should also
be emphasized that these provisions are not exhaustive of the requirement of the
NRA's independence and should rather be seen as key elements which are required
to be specified precisely in the Directives. The general requirement of independence
may still catch other national arrangements and structures not explicitly addressed
directly in these provisions.
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(3) Objectives and general principles

{a) General principles: transparency and impartiality: As previously noted,
Articles 35(4) (Elec) and 39(4) (Gas) provide that ‘Member Srates shall . . . ensure
that [the NRA] exercises its powers impartially and transparently’. Impartiality in
decision-making is of course a core element in any scheme of regulation, aiming to
ensure that decisions are taken in the general interest and based on objective cri-
teria. In its Interpretive Note (at p 5), the Commission asserts that Member States
must provide for dissuasive sanctions to be imposed where the impartiality rule is

breached.

Transparency is increasingly viewed as a general principle of EU law,"% and it is a
key element of the balance struck by the Third Package with regard to the role of
NRAs. On the one hand, they are granted wide-ranging new powers and respon-
sibilities, and a firmly independent decision-making function; the guid pro quo
for this is that their activities must be open to scrutiny, to ensure impartiality and
accountability' to users of the system and to the national system’s own structures
of political responsibility. Thus, the rules for an NR A’s decision-making and other
procedures should be published, and information concerning the NRA, its organi-
zation, and structure should be made available to the public. The Commission also
argues in its Interpretive Note (at p 5) that transparency requires consultation of
stakeholders before key decisions are adopted, including publication of consulta-
tion documents, public hearings, and collation and publication of responses to
such consultation, including reasons for how those responses were considered and
taken into account. Final NRA decisions should also be made public, thus inform-
ing the public about the reasons for such decisions and showing the impartial-
ity with which such decisions are taken. Similarly, such transparency should also
extend to a report on how the budget allocated was in fact spent (Interpretive Note,
atp 5), in coordination with the NRA’s reporting duties (see Articles 37(1)(e) (Elec)
and 41(1)(3) (Gas), discussed at para 5.38).

(b) Objectives: Under Articles 36 (Elec) and 40 (Gas) of the Third Package
Directives, NR As are provided with a series of general objectives. In the perform-
ance of its regulatory tasks under these Directives, the NRA is to take ‘all reason-
able measures . . . within the framework of their duties and powers’ to pursue the
following objectives:

(a) promoting, in close cooperation with [ACER], regulatory authorities of
other Member States and the Commission, a competitive, secure and envi-
ronmentally sustainable internal market in electricity/natural gas within
the [EU], and effective market opening for all customers and suppliers in

0 See, eg, Art 15 TFEL,
" On accountability of MR As generally, see paras 5.36 ff,
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the [EU], and ensuring appropriate conditions for the effective and reli-
able operation of electricity/gas networks, taking into account long-term
objectives;

(b) developing competitive and properly functioning regional markets within the
[EU] in view of the achievement of the objectives referred to in point (a);

(¢ eliminating restrictions upon trade in electricity/narural gas between Member
States, including developing appropriate cross-border fransmission capacities
to meet demand and enhancing the integration of national markets which
may facilitate electricity/natural gas flows across the [EU;

(d) helping to achieve, in the most cost-effective way, the development of

secure, reliable, and efficient non-discriminatory systems that are consumer-

oriented, and promoting system adequacy and, in line with general energy
policy objectives, energy efficiency as well as the integration of large- and
small-scale production of electricity/gas from renewable energy sources and
distributed generation/production in both transmission and distri
networks;

() facilitating access to the network for new generation/production capacity,
in particular removing barriers that could prevent access for new market
entrants and of electricity/gas from renewable energy sources;

(£) ensuring that system operator

bution

s and system users are granted appropriate

incentives, in both the short and the long term, 1o increase efficiencies in
system performance and foster market integration;

(g) ensuring that customers benefit through the efficient functioning of their
national market, promoting effective competition and helping to ensure con-
sumer protection; and

(h) helping to achieve high standards of public service’? in
for narural gas, comributing to the protection of vul

contributing to the compatibility of necessary data
customer switching,

electricity supply/
nerable customers and
exchange processes for

These objectives are neither a conferral o
but so that (for example) the
tion law enforcement or th

f competence nor of specific powers,
y do not establish general competence in competi-
€ pursuit of energy efficiency. In such areas, close
consultation with other relevant national authorities is envisaged by the Third
Package, 1o ensure the coordination of the activities of these different bodies
in the overall pursuit of these general objectives: thus, any competences of the
NRAs in these areas are also not exclusive in nature. While it would i theory
be possible for a Member State to be in breach of the Third IEM Directives were
an NRA to fail to take measures within ics powers to achieve these objectives, in
practice this would be difficult for the Commission to establish. It would have

2 In the Third Electricity IEM Directive,

‘universal and public service’,
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The specific duties and powers of NR As are laid down in the subsequent provision

of the Third Package Directives, to which we now turn.

{4) Duties and powers of NRAs
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under the Third Package.

. ) Do 92
"The NR A’s powers and duties relating to particular topics under the Third Package 5.2

ific s i ticular, on unbundling and
ddressed in the relevant specific chaptew (in part 3 c

j;;z ?nd;;endent system operator (ISO) and ITO options (.A‘mdes 3(71(3) :Sd(?i
(Flec) and 41(3) and (5) (Gas), see Ch 3). The general provisions are discu

the following sections.

. . 93
(a) Duties: Under the Third Electricity and Gas IEM Directives, Articles 37(1) 5.2
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{s), and ().
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(1) Core duties: The Commission considers the core NRA duties to be those which
relate to:

~ tariffs for access to transmission and distribution nerworks (including fixing or
approving tariffs or methodologies for their calculation);

~ unbundling (checking for cross-subsidies);

~ general oversight of energy companies (ensuring compliance with the rules of
EU law);

— consumer protection (ensuring effective enforcement of the Annex I measures
(discussed in Ch 7) and access to consumption data); and

— implementation of, and compliance with, legally binding decisions of the

Commission or ACER (Articles 37(1)(d) (Elec) and 41(1)(d) (Gas)).

"Two of these categories are worthy of more detailed discussion, in line with their
treatment in the Commission’s Interpretive Note. The first concerns network tar-
iffs, laid down in general in paragraph (1)(a) of the relevant Articles and developed
in more detail in paragraphs (6) to (8) and (10) of each. Under paragraphs (6)
and (7), the NRA is required to fix or approve both network rariffs/methodolo-
gies and the terms/mechodologies for network access (including balancing serv-
ices and cross-border infrastructures). These must be approved, set, and published
‘sufficiently in advance of their entry into force’. This is a change from the Second
Package, where it was still possible for Member States to require the NRA to sub-
mit such matters to another body (often the relevant government department) for
final approval: now, this rask must be performed by the NRA. In practice, the
NRA will take such decisions on the basis of a proposal from the transmission
system operator (TSO), distribution system operator (DSO), or liquefied natural
gas (LNG) system operator, or a proposal agreed between any of them and their
network users (see Recitals 36 (Elec) and 32 (Gas)).

In performing this tariff/methodology-setting function, the NRA ‘shall ensure
that transmission or distribution system operators are granted appropriate incen-
tive, over both the short and long term, to increase efficiencies, foster market inte-
gration and security of supply and support the related research acrivities’ (Articles
37(8) (Elec) and 41(8) (Gas)). This illustrates the need for the coordination of the
NRA’s work with that of ACER, since (for example) those research plans are sub-
mitred to ACER for its opinion.?s

"The second category, and another noteworthy innovation of the Third Package, is
the conferral of a general competence upon NRAs to ensure compliance with EU
law within their remit. Strictly, the Third IEM Directives refer to ‘ensuring compli-
ance of transmission and distribution system operators and, where relevant, system
owners, as well as of any electricity/natural gas undertakings, with their obligations

> Interprerive Note: Regulatory Authorities (n 3), 14.
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under this Directive and other relevant [EU] legislacion, including as regards cross-

border issues’. In its Interpretive Note, the Commission argues that (without preju-

dice to its own role in securing compliance with the TFEU) these provisions mean

that ‘the NRA has the power to ensure compliance with the entire sector-specific

regulatory “acquis communautaire” relevant to the energy market, and this vis-a-vis

not only the TSOs but any electricity or gas undertaking’ (at p 15). One uncer-

tainty which this interpretation might create concerns whether this NRA enforce-

ment role extends to the enforcement of the free movement rules' of the TFEU,

as well as the specific provisions of the EU’s energy legislative ocuvre: at the very
least, the NRA would clearly be under an obligation not to take decisions which

might place its Member State in breach of the free movement rules. The further
possible implications of TFEU free movement law are dependent upon the extent
to which those provisions are applicable ro the relevant actors in the energy sector,

since a degree of uncertainty remains as to the hotizontally directly effective nature
of those provisions under EU law. This means thar the status of the relevant energy
undertaking (a private party or a ‘Stare body’)"” may determine the extent to which
it might be subject to the free movement rules under the TFEU. Of course, insofar
as the EU’s energy legislation has already harmonized many such issues concerning
imports, exports, and the provision of services, that legislation would apply in any
case and would clearly fall within the role of the NR As under Articles 37 and 41 of
the Third Package Directives,

(ii) Monitoring duties: The Third Package Directives also contain a long list of
monitoring duties which Member States must ensure are performed within their
national systems. These cover a wide range of activities and issues, which generally
concern infrastructure and network access, market monitoring and assessing the
development of competition, and checking the application and enforcement of
consumer protection measures. However, by virtue of the first sub-paragraph of
Articles 37(2) (Elec) and 41(2) (Gas), it is open to Member States to entrust these
monitoring functions to a body other than the NRA, although ‘in such a case, the
information resulting from such monitoring shall be made available to the [NRA]
as soon as possible’. If it does not so specify, the presumption is that these tasks are
also to be performed by the NRA.

In its Interpretive Note, the Commission is at pains to stress that this covers al/
monitoringinformation, not justa final reportor summary, and should thusinclude
confidential information collected. Indeed, the Commission goes so faras to argue

16 Clearly, wich regard to EU (and national) competition law, the NRA’s role will function in
coordination with the pre-existing competences under EU and national law: see Arts 37(2) (Elec)
and 41(2) (Gas), third sub-paragraph, where it is emphasized that ‘approvals given by the [NRA]
are without prejudice to . . . any penalties imposed by other relevant authoriries or the Commission’
(and see also the second sub-paragraph of these Articles concerning cooperation with other national
authorities),

7 Case C-188/89 Foster v British Gas (1990} BCR 1-3313,
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1 Member State has 10 guarantee thar the NRA has specific access to all data
resulting from the monitoring exercise’ (Interpretive Note, at p 15). Indeed, many
of the NR A’s core tasks would be difficult, if not impossible, to perform effectively
withoutaccess to much of such monitoring darta: how, for example, would the NRA
be able to scrutinize whether any cross-subsidization was taking place between dif:
ferent levels of 3 vertically integrated energy undertaking (under Articles 37( DE
(Elec) and 41(1)(F) (Gas) respectively) in the absence of data concerning whoiésale

and resale prices (which is to be monitored according to paragraphs (i) and (i) of
the same Articles 37(1) and 41(1))? In addition, the Commission suggests tjhat

even if another body is entrusted with these monitoring functions, it is still o er;
to the NRA to conduct its own monitoring activities, as part of the performaicé
of its own irreducible core functions (Interpretive Note, at p 16): this would garner
much of the information for the NRA itself, although a preferable approach%night

involve organized cooperation and informartion exchange between the NRA and
the separate monitoring body,

Gzzz) Cross-border issues: The NR As are also expected to play a vital role in develop-
ing Cro.ss—border cooperation and trade berween Member States: thé Third Packape
Dirécuves are, after all, concerned with the development of an Internal Ener. Magr~
ket in the EU. One aspect of this cooperation is now embodied in the ACE%?{ (dis-
cussed at paras 5.57 ff); another set of NR A duties is laid down by Articles 38 (Elec)
and 42 (Gas). They require the NRAs ‘[to] closely consult and cooperate with each
other, and . . . provide each other and the [ACER] with any information necessary

for the fulfilment of their tasks under’ the Third IEM Directives; any NRA receivin
.such information is to ensure the same level of confidentiality with regard to tha%
mf.ormation as is required of the originating NRA (paragraph 1 of those Articles)
”ﬂfu’s general obligation is augmented by paragraph 2, which lays down specific obli:
gations of inter-NR A cooperation ar least at a regional level,” in order to:

(a) foster the creation of operational arrangements in order to:
— enable optimal management of the network, .
— promote joint electricity exchanges and the allocation of cross-border
capacity, and
- enabl.e an adequate level of interconnection capacity, including through
flew interconnectors within the region and between the regions, to aﬂogw
for development of effective competition and improvement of s:-:curity of

supply, without discriminating between supply undertakings in different
Member States;

'8 In light of the experi
periences under the so-called ‘mini-fora’ conducted under th i
;15% g lzgzn;ee izz{ tMadnd Fora (fon which see paras 5.42 ), which launched Regif)f};l fning/:z lonf
10 move away from separate national energy markets d

trade and integration. For discussion, see F Gri o The Evcablichment o G

» ration. $ s see F Griiperand C Schoser, “The Establishment of C
1‘7\;(;;;052 Ru}fes - in C Jones {gen ed), EU Energy Law, Volume I+ The Internal Ener;yl A;zzr/eifj!—nﬁz

toeralisation Package (3rd edn, Leuven: Claeys-Casteels, 2010), Ch 12, 532534
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(b) coordinate the development of all network codes for the relevant TSOs and

other marker actors; and
(©) coordinate the development of rules governing the management of

congestion.

Paragraph 3 confirms that NRAs must be given the right to enter into cooperative 5.31
arrangements with each other to foster such regulatory cooperation, while paragraph

4 reminds NR As to carry out the specific activities in paragraph 2 ‘in close consulta-

tion with other relevant national authoriries and without prejudice to their specific
competences’. Finally, under paragraph 5 the Commission is empowered to adopt
guidelines on these NRA duties of cooperation inter seand/or with ACER: such meas-

ures would be adopted following the comitology procedure known as the regulatory
procedure with scrutiny (as referred to in Articles 46(2) (Flec) and 51(3) (Gas)).

(b) Powers; The Third Package Directives, in Arricle 37(4) (Elec) and Article 41(4) 5.32
(Gas) lay down a series of specific powers which Member States must ensure are
given to their NR As, The list is the minimum which must be granted to NRAs, to
which Member States may add if they wish. These powers, in essentially identical
terms for both electricity and gas, are intended to enable the NRAs to carry out
their ‘duties’ (discussed in paras 5.23 ff) ‘in an efficient and expedirious manner’,

and involve:

(a) issuing binding decisions to undertakings;

(b) carrying out investigations' into the functioning of the electricity/gas mar-
kets, and imposing any necessary and proportionate measures?’ to promote
effective competition and ensure the proper functioning of the market (liais-
ing with NCAs, financial regulators, and the Commission where appropriate
in conducting investigarions relating to competition law);

(©) requiring information from undertakings where relevant to fulfilling the
NRA's tasks (including justifications for refusal to allow TPA and measures
necessary to reinforce the network);

(d) imposing effective, proportionate, and dissuasive penalties on undertak-
ings not complying with their obligations under the Directives or any rel-
evant legally binding decisions of the NRA or ACER,?" or to propose that a

19 Which the Commission views as a law enforcement power, including the correlative powers to
carry out inspections on the premises of electricity and gas undertakings (Interpretive Note (n 3), 17).
"This raises questions about pracedural safeguards under such circumstances, pechaps relying upon
provisions already present in national law for MCAs with regard ro competicion investigations.

20 Which can include virtual power plants or gas release programmes (Recitals 37 (Elec) and 33
{Gas)), but (according to the Commission’s Interpretive Note (n 3), 17) other measures could be
envisaged, including gas capacity and storage capacity release programmes, and requiringa TSO to
make certain investments (Interpretive Note: Regulatory Authorities (n 3), 18).

2 Whichwill, in time, include compliance with the nerwork codes adopted through the EU-level
comitology procedure, as well as the guidelines adopted by the Commission on the advice of ACER
(since the latter has no enforcement powers of its own and will have to rely upon NRAs in this

regard),
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competent court impose such penalties. This includes the power to impose

I;;einaltx'es for non-compliance with the obligations under the Third IEM
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, eeth provided
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;izsgfnlviemb.ber State Xith regard to procedural protections for undertakings
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s3 ec) and 41(11) (Gas), where a third

: as), wh party has a complaint against
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sion is binding unless and until overruled o
. n appeal (on which see Arti
to (17) (Elec) and 41( 15) to (17) (Gas), discussed at para 5.40). e Aricles 3703

was also i i ot
o included for the NR As to contribute to ensuring high standards o}; uni-

;&:cs:il ian;ép&l;lic)ser:;ice, but this was relegated to recitals in the final version (see
irals ec) and 33 (Gas)). It has been suogested?s i

' ggested? that there is thus no ob/i-
gation on Member Stares to grant such a power to NRAs, but racher that I%EAZS

g
(

5. .
35 In addition to these powers, the NRA has 2 key role under the Third Packace
g

(]icxirsc;tives ({Xrticlesh 40 (Elec) and 44 (Gas)) in recor -keeping and the exchange
ormation with regard to the supply market, to pr

ket ety e Pl KT, [0 promote transparency and

y trading. This information concerns ‘all transactions i

et sacti

::iecmctty/gas supp.ly contracts and electricity/gas derivatives with Wholesalzncsulsx~1

( ;ners ans transmission System operators [as well as storage and LNG operators)’

paragraph (1) of each Article). 26 Under paragraph 3 of the same Articles, the NRA

- ‘ I
These thresholds come from those applicable under EU competition law

3 For discussion, see (eg RWhi i 7 '
 CoMomS 53(; (eg) hish & D Bailey, Competition Law (7th edn, Oxford: OQUP, 2012).

i: Cabau (n 4), 243,
o "This dara is to include derails on the characreristics
iett e}:lment rules, quantity, dates and times of execution

el
f1g the customer, as well as all unsettled contracts and

of such transactions: duration, delivery and
dtrz'msa'ctmn process, and means of identify-
erivatives (para 2 of the relevant Articles),
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may decide to release this data to market participants, after duly addressing any
difficulties raised by commercially sensitive information contained therein.

{5) Accountability, appeal, and review

The concomitant of the significantly increased role, responsibilities and powers
of the NRAs under the Third Package is the need to provide carefully for NRAS
accountability?’ for the performance of their functions.

(a) Political/institutional aspects: The obligation imposed upon NRAs to perform
their functionsin a transparent manner has been discussed previously (paras 5.16 ),
and is an important component of ensuring the accountability of the NRA, includ-
ing publication of information and decisions with reasons for action taken,?® con-
sultation, and reporting on how it has spent its budget each year.

More generally, the Third ITEM Directives impose reporting obligations on the
NRAs. Under Articles 37(1)(e) (Elec) and 41(1)(e) (Gas), the NRA must report
‘annually on its activity and the fulfilment of its duties to the relevant authorities
of the Member States, the [ACER] and the Commission. Such reports shall cover
the steps taken and the results obtained as regards each of the tasks listed in those
Articles (as discussed). Although not expressly laid down in those paragraphs, the
Commission has indicated that such reports should be published, due to the NRA’s

transparency obligations (Interpretive Note, at 19).

(b) Legal aspects: The NRAs new powers and function also make it vital that
their decisions are amenable to appeal and/or review before an independent court
or other tribunal. On the specific issue of NRA decisions concerning tariffs/mech-
odologies, Articles 37(12) (Elec) and 41(12) (Gas) provide thac ‘any party who is
affected and who has a right to complain . . . may submit a complaint for review.
Sucha complaint shall not have suspensive [séc] effect’, This rather limited provision
aims to ensure that, where a Member State does provide for such a review, its effects
should not be disruptive to the introduction of the relevant tariff/methodology
decision (by implementing relatively short time limits of two months from publica-
rion and preventing such review from suspending the application of that decision).
It does not oblige Member States to introduce such a review procedure.?®

Articles 37(15) to (17) (Blec) and 41(15) 1o (17) (Gas) lay down a general ‘right of
appeal’ against NRA decisions. The specific procedures laid down in paragraphs

27 Tn its Interpretive Note: Regulatory Authorities, the Commission emphasizes (ar 20) the link
berween independence and accountability, and suggests thar various actions might be taken at
narional level to increase parliamentary scrutiny of NR As, including hearings in connection with
NRA budget discussions or appointment of board/management personnel, and the submission ofa
draft NRA work programme to the national Parliament,

28 Seealso Arts 37(16) (Blec) and 41(16) (Gas), discussed at para 5.40.

23 Cabau (n 4), 250.
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11 and 12 of each of these Articles (as discussed) are ‘without prejudice to the
exercise of rights of appeal under [EU] or national law’ (paragraph 15 of both
Articles). Paragraph 16 reinforces the points already made concerning trans-
parency and the giving of reasons: ‘Decisions taken by [NRAs] shall be fully
reasoned and justified to allow for judicial review. The decisions shall be avail-
able to the public while preserving the confidentiality of commercially sensitive
information.’ Then, in paragraph 17, the Directives establish a right of appeal:
‘Member States shall ensure that suitable®® mechanisms exist at national level
under which a party affected by a decision of [an NRA] has a right of appeal to
a body independent of the parties involved and of any government.” The combi-
nation of the terms ‘review’ and ‘appeal’ under this set of provisions may cause
certain difficulties for some Member States where notions of review are of a
more limited nature than a full appeal on the merits. Further, the notion of ‘a
party affected by a decision’ seems, in principle, to be broader than simply the
addressee of a given NRA decision, which may require some national systems to
extend their appeal/review systems to include challenges to NRA decisions by
third parties as well. 3!

Finally, the NRAs are also subjected to a review procedure to check their com-
pliance with EU-level Guidelines: under Articles 39(1) (Elec) and 43(1) (Gas),
an NRA or the Commission may request the opinion of ACER as to whether
another NRA has acted in compliance with the various Guidelines which
the Commission is empowered to adopt under the Third IEM Directives and
Regulations, and the ACER Regulation. ACER’s opinion is to be adopted within
three months (paragraph 2) and, while not binding on the NRA, is likely to
carry significant weight and thus may often be complied with by that NRA
without the need for further formal steps. The Commission may subsequently
decide to examine the matter further (paragraph 5) and may ultimately require
the relevant NRA to withdraw its decision where it does not comply with the
Guidelines (paragraph 6(b)): in such a case, the NRA is obliged to comply with
the Commission’s decision within two months of its adoption (paragraph 8). The
Commission is empowered by paragraph 9 of these Articles to adopt Guidelines
setting out the procedure to be followed under this review procedure, which
again must be adopted following the regulatory procedure with scrutiny under
the comitology rules.

30 In its Interpretive Note, the Commission suggests that this ‘suitability’ requirement may
mean that particular procedures should be adopted by Member States to address certain situations:
eg rapid court procedures to deal with urgent sicuations.

31 See, in the UK, Ofgem, ‘Consultation Paper: Regulating Energy Nerworks for the Future:
RPI-X@20 Emerging Thinking—Third party right to challenge our final price control decisions’
(January 2010) and Department of Energy and Climate Change, ‘Tmplementation of the EU Third
Package—Decision Paper’ (December 2010), adding a dedicated consumer body to the list of
potential holders of the right to challenge Ofgem decisions.
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(6) Regulation on energy market integrity and transparency

The Commission proposals®? on energy market integrity and transparency have
now led to the adoption on 10 October 2011 of Regulation 1227/2011/EU on
wholesale energy markert integrity and transparency (often known as ‘REMIT’). 2
The provisions of this new measure are certainly likely to present challenges for
the NRAs, both in their sole capacity but also as a hybrid with national financial
regulatory bodies and with national competition authorities (NCAs), at both the
Member State and the EU level.

At Union level, NRAs are expected to work with each other and with ACER,3
informing ACER of any contraventions of the Regulation. Even though primary
responsibility for this task is attributed to ACER, under the Commission propos-
als it was envisaged that the NR As will have an extensive role in ensuring efficient
marker monitoring,?® and this is confirmed by the final text of the Regulation.?”
Whilst the Regulation envisages a strong degree of cooperation berween the NR As
and ACER (see Articles 1(1) and (3), 7 to 10, and 16), the latter’s powers to request
NRAs to supply information and to commence investigations in respect of sus-
pected breaches (see Article 16(4)) may create a challenging hierarchical struc-
ture for NRAs. In addition, efficient market monitoring may not only entail a
potentially substantial strain on available resources, but may also involve NR As
in activities where they have minimal expertise to date. This may be alleviated (or
indeed exacerbated) by the acknowledgment that NCAs® and other more general
market monitoring bodies (see the ‘competent financial authority’ referred to in
Article 2(9)) may also be part of the overall monitoring framework. Further, such
monitoring is also likely to prove particularly difficult where trading acrivities and
related investigations on market abuse encompass a number of jurisdictions: as
energy markets (and related transactions) begin to spread across national borders,
the need for intensive coordination berween NRAs (and other relevant bodies)
may increase significantly.

Furthermore, under the Regulation, the NRAs have responsibility for ensuring
that the prohibitions on insider trading and market manipulation are respected
and are therefore seen as being vital to the effective enforcement of the Regulation

7 COM(2010) 726 (8 December 2010) available at: <htip://ec.europa.eu/energy/gas_electricivy/
markets/doc/com_2010_0726_en.pdfs.

3 [2011] O L326/1 {8 December 2011); it entered into force on 28 December 2011 (by virtue
of its Art 22).

3 ACER was established under Regulation 713/2009/EC of the European Council and of the
Parliament of 13 July 2009, establishing an Agency for the Co-operation of Energy Regulators,
[2009] O] 211/1 (14 August 2009). See our discussion on ACER at paras 5.58 ff.

35 Art 11 of the Commission proposal; Art 16 of the Reguladion.

% Recital 13 and Art 6 of the Commission proposal.

3 See Art 7 of the Regulation,

3 See Arts 7(2) and (3}, 10(1), 12(1), 16(1) and (3) of the Regulation.
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closely with competent financial authorities to deal in a coordinated manner with
market abuse on wholesale energy markets, including both commodity and deriv-
atives markets.*’

The Commission proposals also referred to the possibility of adopring delegated
acts clarifying further the legislative framework put forward, which may entail a
number of additional latent duties and challenges for NR As. The final text of the
Regulation (while adding some detail on such delegated rule-making) retained
this possibility: see Articles 6, 8(2) and (6),% and 20 of the Regulation.

At the same time, however, the Commission stressed the need to respect subsidiar-
ity and highlighted the centrality of NR As to the anticipated legislation. Indeed, in
the Explanatory Memorandum to the proposal for a Regulation, the Commission
explained that NR As and other Member State authorities, such as financial regula-
tors and competition authorities, have a direct interest in the market results in the
wholesale energy markets sector and can contribute an indispensable understand-
ing of the various markets across the Member States.® These roles were retained,
and indeed that of the NCAs enhanced, in the final text of the Regulation. Thus,
there will clearly be a wide range of cooperation and coordination issues for NR As
under this Regulation, at the national level, between Member States, and with
ACER at the EU level.

C. European Bodies (Florence and Madrid Fora, and ACER)

{1) Introduction

Cooperation at the European level is the cornerstone of the development of sound,
effective, and interconnected internal markets for electricity and gas. Such coop-
eration was launched as early as the end of the 1990s with the work of the Florence
and Madrid Fora.

Following the adoption of the Third Energy Package, cooperation at the
European level has been strengthened further with the creation of the ACER, as
well as the European Network of Transmission System Operators for Electricicy
(ENTSO-E) and the European Network of Transmission System Operators for
Gas (ENTSO-G).

47 Recital 21 of the Commission proposal,

48 NB the Commission and Council have atrached conflicting ‘Starements’ to the official text of
the Regulation concerning the exercise of such Commission delegared/implementing powers under
Art8(2)(a) and 8(6)(a): the Commission considers that such matters could only be addressed by leg-
islative measures, while the Council is adamant that the text of the Regulation specifically requires
the Commission to adopt such implementing acts and that this is a *legally binding’ obligation: see
[2011] O] L326/1, ar L326/16.

4 Explanatory Memorandum to the proposed Regulation, para 4.3.3,
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C. European Bodies (Florence and Madrid Fora, and ACER)

{?.;) Cooperation within the Florence and Madrid Fora

5.50 Shortly after the adoption of the first electricity and gas Directives, in 1996 and

1998 respectively, two Fora were created to provide a neutral and informal EU-level
framework for discussing issues and exchanging experiences concerning the estab-
lishment of competitive internal markets for electricity and natural gas. The Forum
dedicated to the electricity first met on 5 and 6 February 1998 in Florence, Italy,
and accordingly became known as the ‘Florence Forum, For gas, the Forum is
known as the ‘Madrid Forum’ following its first meeting in Madrid, Spain, on 30
September and 1 October 1999.50

5.51 These Fora were created to provide the necessary technical and practical details

for the implementation of the harmonized rules adopted at the European level
‘to achieve the basic goal of an effectively functioning single marker’,5 such rules
being, in accordance with the subsidiarity principle, limited to the general frame-
work and principles for the introduction of competition in the electricity and natu-
ral gas markers.

5.52 Inorder to reach an overall consensus over such technical and pracrical details, the

Florence and Madrid Fora aimed at gathering all parties involved in the process
of the liberalization of the electricity and gas markets: governments, the European
Commission, national regulators, TSOs, electricity and gas traders, industry, con-
sumers, network users, and power exchanges. Such wide-ranging participation
allowed the Fora to become a platform for informal discussions, open exchange of
experiences, and benchmarking.

5.53  Since their creation, the Florence and Madrid Fora have usually met twice a year.

They have focused on issues related to the cross-border trade of electricity and
gas.

5.54 'The Florence Forum notably addressed questions linked to the setting of tariffs for

cross-border electricity trade, the management of scarce interconnection capac-
ity and the implementation of InterTSO compensation mechanism. This latter
mechanism provides for the compensation of electricicy TSOs for the costs they
incurred while hosting cross-border flows on their grids.s2

5.55 'The Madrid Forum has examined, among other issues, the tariff-setting meth-

odologies for cross-border gas trade, the allocation and management of scarce

*® For discussion of the operation of these Fora up to 2004, see B Eberlein, ‘Regulation by
Co-operation: the “Third Way” in Malking Rules for the Internal Energy Market', in PD Cameron
(ed), Legal Aspects of EU Energy Regulation: Implementing the New Directives on Electricity and Gas
Across Europe (OUP, 2003), ch 4. More recently, see PD Cameron, Competition in Energy Markets:
Law and Regulation in the Eurapean Union (2nd edn, OUP, 2007), ch 2, esp. paras 3.12-3.39.

5! Minutes of the 1st European Gas Regulatory Forum, Madrid, 30 Seprember and 1 Qcrober
1999,

52 The documentation concerning the work of the Florence Forum may be found at <herp://
ec.eumpa.eu/energy/gas_,electricity/electricity/ forum_electricity_florence_en.htms.,
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interconnection capacity, and other technical and commercial barriers to the crea-
ional i as market.53
tion of a fully operational internal gas market.

Following the adoption of the Third Energy Pack?ge, the Fi()fﬁfji(:@ az;d I‘;/Iadnd
Fora remain major actors in promoting and facilitatin g the progress of the fa éctrz,i~
ity and natural gas markets, ensuring the incorperanon,of the be‘n@ﬁts oI experi-
ence directly from the sector. Gathering all stakeholders mxi(:slved inthee e;:tmcxéy
and gas markets, the Florence and Madrid Fora will continue to meet after the
establishment of the ACER, ENTSO-E, and ENTSO-G. The last/most recent
meetings of these Fora, respectively on 23 and 24 March 2011 Fm:-the F;orsncg
Forum and on 21 and 22 March 2011 for the Madrid F(zi'um, a.cwrfimgly ocuse
on the preparation of the work of the ACER, ENTSO-E, and ENTSO-G.

(3) Cooperation within ACER, ENTSO-E, and ENTSO-G

During the negotiations which led to the adoption of ﬁhe Third Energy Pac.kagl;e, 111‘
appeared necessary to reinforce cooperation berween Member S“tafes, partm;ﬁar y
at the level of the NR As and of the TSOs, to remove the remam}ng,{)bstac es tz
cross-border trade in electricity and natural gas and achieve the objectives p§r§u§
by the EU’s Energy Policy. Cooperation at the European level was Fhus officia g
institutionalized with the creation of three new entities: ACER, ENTSO-E, an

ENTSO-G.

(a) The Agency for Co-operation of Energy Regulators (ACER): The Griamofr; ij
ACER aims to fill a regulatory gap at EU level and to contribute towards ¢ 1{;;: };ec;i
tive functioning of the internal markets in electricity 7anc1. gas. It was esta fs ¢
by Regulation 713/2009/EC* (‘the ACER Regulation’) w’xth the mlss;o;{x to'czss;,st
NRAs in exercising, at EU level, the regulatory tasks Whl{l}.l they perform in the
Member States and, where necessary, to coordinate their action.

A detailed description of ACER and its internal structure and fu%mtim‘iing \;v{ill no;
be provided here.5s However, certain key aspects of ACEI} and its rc:fle, tasks, ax;

powers should be highlighted, First, a full grasp of ACERs fun(ftlonmg cannot ;
acquired simply by reading the ACER Regulation, because various fuxﬂl?ngnskan ‘
powers are also included in the other legislative instruments of t’he fﬂmd' ac .ag;
(in particular the Electricity®® and Gas®’ Regulations and the Third E!.ecmc%ty aé

Gas [EM Directives) and there are regular cross-references between those instru-

ments in that regard.

53 Documentation on the work of the Madrid Forum may be found at <http://ec.europa.eu/
f:,nergy/gaawdect{icifi};/;gas/Fm'um_gasmmadrid,en.htm;-.

54 91 O] L211/1. , ‘ * .

55 gﬁ%f:jt:igs, see F Ermacora, “The Agency for the Co-operation of Energy Regulators (ACER),
ch 7 in C Jones (gen ed) (n 4), esp 295-326.

5 Regulation 714/2009/EC [2009] O] L211/15,

57 Regulation 715/2009/EC [2009] Of L211/36.
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5.60 ACER hasarange of tasks with regard to TSOs and networks, including a key role

in the development of network codes and development plans, as well as monitoring
functions: these are highlighted at paras 5.67 ffin the context of cooperation at the
EU level, A range of functions has also been entrusted to ACER vis-2-vis NR As: it
may make recommendations to NR As and market actors to assist them in sharing
good practices and is to provide a framework within which NRAs can cooperate
with each other (Article 7 of the ACER Regulation). Linked to this is the power of
ACER (Article 5 of the Third Electricicy IEM Directive) to make recommendations
concerning the compatibility of technical safety criteria and rules berween Member
States, to ensure interoperability between and non-discrimination by national sys-
tems. ACER is also charged with certain monitoring functions concerning NR As:
NRAs may request ACER to provide an opinion on whether that NRA (Article
7 of the ACER Regulation) or any other NRA (Third IEM Directives: Articles
39 (Electricity) and 43 (Gas)) has complied with the Third Package legislation
and Guidelines adopted thereunder. Failure of the NRA in question to comply
with ACER’s opinion (which is to be issued within three months) under these
provisions will lead to ACER informing the Commission of the matter, where-
upon the Commission may decide to initiate enforcement proceedings under the
TFEU. Under Article 3(1) of the Electricity and Gas Regulations, ACER may also
be required by the Commission to issue an opinion on the certification of TSOs

(under Article 10(6) of the Third IEM Directives) in connection with the imple-

mentation of the unbundling requirements (as discussed in Ch 3 at paras 3.99 ff).

In its relationship with NRAs, ACER has also been endowed with the power to
adoptbinding decisions on certain issues. Under Article 8 of the ACER Regulation,
ACER is empowered to adopt decisions concerning cross-border infrastructure
(including access thereto and its operational security) only where the relevant
INRAs have been unable to reach agreement on such matters or where such NR As
jointly request ACER to do so. That provision also lays down the minimum con-
tent of such access conditions (Article 8(2)) and procedural rules on the roles of
ACER and the Commission thereunder. It has been argued®® that an agreement
between NRAs to disagree is not sufficient ‘agreement’ to exclude ACER’s powers
under Article 8, although this is not explicit in its provisions. A similar fall-back
role is laid down in Article 9(1) of the ACER Regulation, in conjunction with
Article 17(5) of the Electricity Regulation and Article 36(4) of the Third Gas IEM
Directive concerning the exemption of new infrastructure from the normal regula-

tory regime of the Third Package.

Given this ability of ACER to adopt decisions which may have legal effects upon
individuals and NR As, it was necessary to create provisions which address appeals

%8 Ermacora (n55), at 286.
%9 For details, see Ermacora (n 55), 288-289,
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against ACER’s decisions. A Board of Appeal was thus crﬁa’m?‘l by Ars:ic.'la 18 of
the ACER Regulation, comprised of members of current or former senior staff
of NRAs, appointed by ACER’s Administrative Board (Article 12) ona pmgosal
from the Commission. The Board takes decisions on the basis of a majority of four
out of its six members, who must act independently at all times and who may not
perform other functions within ACER while serving on that Board. Af’ticie 19 of
the ACER Regulation lays down the Appeals procedure for chaﬂﬁngmg ACER
decisions under Articles 7, 8, or 9 of the ACER Regulation:° it may be invoked
by any natural or legal person, including the NRAs, where they are theiad‘dres‘se@
of the ACER decision or are directly and individually concerned by it (Article
19(1)). In turn, such appellate decisions may be challenged before the Gienerai
Court under Article 263 TFEU; similarly, ACER may be subject to an action for

-

failure to act under Article 265 TFEU.

Under Article 5 of the ACER Regulation, ACER may also perform a general
advisory role to the EU’s insticutions at the request of the Eumpe’.im Parlim;m:.nt,
Council of Commission, or on its own initiative, ACER may provide an opinion
or recommendation ‘on any of the issues relating to the purpose for which it was
established’. It is also, under Article 11 of the ACER Regulation, to pef'form a 'gc{nw
eral monitoring and reporting role with regard to the “interfml'markets in cﬁei&cmcmy
and gas, providing a public annual report, including identifyingany l?amers FO t}.'ifé‘i
completion of the internal market and possible proposals for addressing those dzp«-
ficulties. This role is to be conducted in close cooperation with energy I\I’RAS and is
‘without prejudice to the competences of competition authorities’ (Article 11(1)).

ACER’s various explicit tasks must also be performed with an eye to the goals of
Trans-European Energy Networks (on which see Ch 6) fiﬂ@ the enhancement of
energy security (Recitals 14 and 15 to the ACER R&;gulatmf}), even thm.igh ACER
has not been given any specific functions or powers in relation to these issues.

Given the Third Package’s appreciation of the need for increased coopemtion
between the EU and third countries, it is consistent that the ACER Rﬁgulat'lon
also provides for third country participation in the work of ACER, under itsArtxﬁcie
31, where those third countries have entered into agreements with the E}U which
require them to apply EU law in the energy field and, where relevant, environmen-
tal and comperition law provisions as well.

Finally, Article 34 of the ACER Regulation provides for the Cnmmissiox'i to con-
duct a review of the operartion of ACER (within three years® of the first Director of
ACER taking up his duties),® assessing the results it has achieved and the working

60 Art 20 acknowledges that recourse may be had to the General Court under Are 263 TFEU to
challenge ACER measures not covered by the Arx 19 appellate procedure.

81 And at least every four years thereafter (Art 34(1)), ) 011

82 Art 34(3); the first Director is Alberto Potorschnig, who began work on 3 March 2011
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methods employed. That evaluation will be submitted to the ACER’s Board of
Regulators, which is to issue recommendations concerning possible changes to the
ACER Regulation, ACER itself, and its operation (Article 34(2)). The Commission
may forward these, along with its own proposals, to the European Parliament and
the Council.

(b) The European Networks of Transmission System Operators: ENTSO-E was
established by Regulation 714/2009/EC®® with the purpose of ensuring cooper-
ation at EU level between electricity TSOs, thereby promoting the completion
and functioning of the internal market. ENTSO-G was created by Regulation
715/2009/EC®* with the same purpose for the natural gas market.

(c) Cooperation concerning networks: codes, guidelines, and development plans:
The main work of ACER, ENTSO-E, and ENTSO-G is to adopt the necessary
network codes and plans for the development of fully and efficient interconnected
European markets in electricity and gas. Theadoption of network codes is intended
to provide the necessary technical rules to ensure non-discrimination, effective
competition, and the efficient functioning of the market. In particular, these codes
are to cover issues such as: network connection rules; third-party access rules; bal-
ancing rules; interoperability rules; capacity allocation; and congestion manage-
ment rules, etc. Such codes are to be adopted by the European Commission®
following a procedure involving both the ACER and ENTSO-E, or ENTSO-G
(as appropriate).5¢

The ACER should first adopt ‘“framework guidelines” on the basis of an annual
work programme from the European Commission, identifying the priorities of
actions for a given year. The project for priorities for 2012 and beyond was opened
to consultation by the European Commission on 10 March 2011.8 ACER’s guide-
lines should set out clear and objective principles for the development of network
codes.

Such codes are then to be drafted in a project by ENTSO-E/ENTSO-G, on the
basis of ACER’s framework guidelines and the European Commission’s work
programme. Projects will be reviewed by ACER and finally approved by the
European Commission. Alternative procedures are provided in the event that

83 [2009] O L211/15.

64 [2009] O] L211/36.

8 Avoiding potential problems concerning formal rule-making by delegated agencies rather
than the Commission, in light of Case 9/56 Meroni & Co, Industrie Metallurgische v High Authority
(1957-1958] ECR 133. For critical discussion of this general issue, see most recently M Chamon,
‘EU Agencies between Meroni and Romano or the Devil and the Deep Blue Sea’ (2011) 48 CMLRev
1055.

5 Art 6 of Regulations 714/2009/EC and 715/2009/EC.,

87 Commission Public Consultation Paper, ‘Establishment of the priority list for the develop-
ment of network codes for 2012 and beyond’ (10 March 2011) (available at <htep://ec.curopa.cu/
energy/international/consultations/20110410_external_dimension_en.htms>).
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either ENTSO-E/ENTSO-G or ACER fails to fulfil its tasks (see Article 6 of the
Electricity and Gas Regulations). Once adopted, Article 7 of both the Electricity
and Gas Regulations provide that ‘persons likely to have an interest’ in the relevant
network code may propose draft amendments thereto: on receipt of such propos-
als, or under proposals issued on its own initiative, ACER must consult all stake-
holders and may make reasoned proposals to the Commission, which may decide
to adopt amendments to those codes as a result.
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Figure 4 Procedure for the Adoption of Network Codes

The European Commission has summarized the procedure for the adoption of the
network codes in its work programme (put out for consultation between 10 March
and 10 April 2011) in the diagram reproduced as Figure 4.%8

88 Commission Public Consultation Paper, ‘Establishment of the priority list for the develop-
ment of nerwork codes for 2012 and beyond’ (n 67), 7.
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5.72 Progress has been made on the development of these Framework Guidelines by

5.73

ACER. On 29 July 2011, Framework Guidelines were adopted by ACER for
the capacity allocation and congestion management for electricity,®® while on 3
August 2011 it adopted Capacity Allocation Mechanisms for the European Gas
Transmission Network.”® The full technical detail of these Guidelines goes beyond
the remit of this work, although they are discussed in outline where relevant to
TPA questions concerning long-term gas contracts (see para 4.163) and energy
contracts more generally (see para 8.23).

Besides participating in the development of network codes, ENTSO-E and
ENTSO-G are each required to adopt a non-binding EU-wide ten-year network
development plan.”" These plans are to provide adequacy at the level of the gen-
eration for the electricity market and at the level of the supply for the gas market.
Under Article 6 of the ACER Regulation, ACER is charged with monitoring the
implementation of new interconnector capacity, the implementation of EU-wide
nerwork development plans, and regional cooperation between TSOs under the
Electricity and Gas Regulations.

8 ACER, Framework Guidelines on Capacity Allocation and Congestion Management for
Elecericity’, FG-2011-E-002 (29 July 2011).
] 70 A(.I}:,‘R, Framework Guidelines on Capacity Allocation Mechanisms for the European Gas
Transmission Nerwork’, FG-2011-G-001 (3 August 2011).

71 Art 8(3) of Regulations 714/2009 and 715/2009.
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A. TEN-E: Treary and Legislative Bases 6,02 D, Possible Future Reforms £.19

B. The TEM-E Decision: Projects and E. Links Berween TEN-Es and Other
Priorities 6.05 Areas of EU Energy Law 6.21

(. The TEN-E Regulation: EU ¥. Buropean Energy Programme for
Financial Aid 6.1 Recavery 6.22

The availability of infrastructure capaciry in network-bound sectors such as gas
and electricity is obviously a vital issue for the development of cross-border trade,
competition, and markets,! but it is also crucial to securing access to the supply
of energy, both within the EU and into the EU from third states.? Furthermore,
developing key network infrastructure can be instrumental in raising standards
of living in less prosperous areas, by connecting them to other regions, markets,
and opportunities. Network infrastructure thus directly impinges upon EU
objectives in the fields of the internal market, security, and cohesion policy, while
in recent years it has also become apparent that many of the EU’s environmental
goals? (particularly in the energy field) are increasingly dependent upon infra-
structure development.® All of these objectives are clearly reflected in the EU rules
concerning Trans-European Energy Nerworks (TEN-E).5

t See, for an early recognition, Commission, White Paper: Towards an EU Energy Policy,
COM1995) 682 (13 December 1995),

2 Sce, eg, Recitals 7 and 8 to Decision 1364/2006/BC [2006] O] L262/1,

3 Technically, environmental goals are in any case to be integrated into the achievement of other
FU objectives thanks to Art 11 TFEU,

4 Grid access for electricity generated from renewable sources (see para 7.35 and Ch 12), grid
capacity to deal with intermittent generation sources such as wind power, ‘smart grids” and smart
meters to improve demand management and efficiency (see paras 7.36 fand 7.68 to 7.75), etc.

5 See, eg, Recitals 2, 3, and 7, and Ast 3 of Decision 1364/2006/EC [2006] O] L262/1.

~
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A. TEN-E: Treaty and Legislative Bases

Originally introduced by the Treaty of Amsterdam, the legal basis for EU activi-
ties in the field of Trans-European Nerworks (TENGs) in transport, telecommu-
nications, and energy infrastructures is now found in Articles 170, 171, and 172
TFEU. Measures in this field are to operate within the framework of ‘open and
competitive markets’ (an important point to which we will return) and ‘shall aim
at promoting the interconnection and interoperability of national networks as well
as access to such networks’ taking ‘account in particular of the need to link island,
landlocked and peripheral regions with the central regions of the Union’ (Article
170(2) TFEU). The EU is to adopt guidelines on the subject, establishing the objec-
tives and priorities of such policies and identifying projects of common interest®
to be pursued and is to implement measures required to facilitate interoperability
between networks (eg technical standardization) (Article 170(1) TFEU).

Where a Member State supports a project of common interest as identified in the rel-
evant guidelines, the EU may add its support through ‘feasibility studies, loan guaran-
tees or interest-rate subsidies, always being careful to consider the potential economic
viability of such projects. EU cooperation with third countries to promote projects of
mutual interest is also possible by virtue of Article 171(3) TFEU. Arricle 172 TFEU
provides that guidelines and measures in this field are to be adopted by the European
Parliament and the Council under the ordinary legislative procedure of the TFEU.

These provisions have led to the creation of an EU system for TEN-E under
which the projects of common interest (and priorities among them) are defined
in a Decision (currently, Decision 1634/2006/EC)® and the mechanism for pro-
viding the EU funding is laid down in a Regulation (Regulation 680/2007/
EC).?

B. The TEN-E Decision: Projects and Priorities

The scope of the Decision extends beyond high pressure gas pipelines and high

volrage electricity transmission networks: according to Article 2, also covered are

& Note that 2 Member State must approve guidelines or projects which specifically relare to its
territory: Art 172 TFEU.

7 On which, see, eg, A Dashwood et al, Wyatz & Dashwood: European Union Law (6th edn,
Oxford: Hart Publishing, 2011), ch 4.

8 [2006) O] L262/1.

9 [2007] O L162/1. Previously, the relevant rules were to be found in Regulation 2236/95/
EC [1995] OJ 1.228/1, as amended by Regulations: 1655/1999/EC [1999] O] L197/1, 788/2004/
EC [2004] O] L138/17, 807/2004/EC [2004] O L143/4, and 1159/2005/EC {2005] O] L191/16.
Art 20 of the new Regulation 680/2007/EC makes clear that any projects underway under the old
regime of Regulation 2236/95/EC continue to be subject to it (as amended).
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‘any equipment or installations essential for the system in question to operate prop-
erly, including protection, monitoring and control systems’, as well as liquefied
natural gas (LNG) facilities (receprion, storage, regasification) and underground
gas storage facilities connected to gas pipelines.

The objectives of such TEN-E actions are specified in Article 3 of the Decision,
which essentially repeats the goals listed in Article 170 TFEU (Article 3(a) to (c)),
with the addition of the need for such projects to contribute to sustainable develop-
ment and the protection of the environment (Article 3(d)). The identification of
priorities for action is commenced by Article 4, which lays down the key issues in
electricity and gas,’® and all such priorities ‘shall be compatible with sustainable
development’. Projects to achieve these objectives are then identified, among which
there are projects of ‘common interest’ and ‘priority projects’, the latter containinga
particularly important category of ‘projects of European interest’. The significance
of these categorizations is the eligibility and priority afforded to each category
when applying for funding,

A project of common interest must: fall within the scope of the Decision (Article
2), meet its objectives and priorities (Articles 3 and 4), and show its economic via-
bility (Article 6). Further criteria to qualify as such a project are provided in Annex
11 (which largely consists of a list of potential linkages berween countries where the
relevant objectives of the Decision need to be met), and this is further specified by
a lengthy list of particular projects of common interest in Annex I

Priority projects must meet the following criteria under Article 7(4): (@) they
shall have a significant impact on the competirive operation of the internal mar-
ket; and/or (b) they shall screngthen security of supply in the [Union]; and/or
(©) they shall result in an increase in the use of renewable energies.” A list of the
axes for such priority projects is provided in Annex I: such projects can only have
such priority in applying for funding if they meer the criteria and fall along one
of the relevant axes. Within that list in Annex I, specific projects of European
interest'! are identified, which are to be given appropriate priority when allocat-
ing support budgets under the associated Regulation (Article 2 of the Decision)
or under other EU measures. Alongside this priority, more intense activity by
Member States is required to ensure regular exchanges of information and
coordination meetings (Article 8(6)) concerning projects of European interest;

1 Aiming at adaptation and development of necwotks to support the internal energy marker
(eg addressing bottlenecks and congestion issues), establishing nerworks in isolated {etc) regions,
ensuring interoperability of networks within the EU and with various neighbouring countries,
and meeting the needs of gas consumption and the integration of renewable energy into electricity
grids.

' Subsequently, within these projects of European interest the Commission adopted the Priority
Tnterconnection Plan, COM(2006) 846 (10 January 2007), identifying (inser alia) key projects
experiencing delays and proposing the designation of European coordinators,
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such projects are to be implemented rapidly and Member States have various
obligations to report to the Commission on the timetable for their comple-
tion. Further, Article 10 makes it possible to appoint a Europear coordinator
to facilitate a project of European interest, if significant delays to the project
have arisen.'

More generally, the Decision charges the Member States and the Commission with
securing a ‘more favourable context’ for the development of TEN-Es: Article 11
encourages the Commission on technical cooperation, streamlining authorization
procedures, and providing assistance to such projects, if necessary by proposing
initiatives to promote these goals, using the appropriate comitology procedure'3
laid down in Article 14.

When considering all projects, their effects upon competition and security of
supply must be taken into account (Article 12). As Reciral 4 highlights, the
general rule is that the construction and maintenance of energy infrastructure
should be subject to market principlesand it should only be in rare circumstances
that EU financial aid is made available for construction and maintenance of
such infrastructure (and if this is proposed, it must be justified carefully). Thus,
the basic assumption is that TSOs will be the major players in such projects,
covering the costs of such investments through the tariffs paid by their net-
work users." This principle is carried forward in the TEN-E Regulation when
one considers the aspects of such projects for which funding may be made
available.

C. The TEN-E Regulation: EU Financial Aid

Under Article 3 of Regulation 680/2007/EC, only projects of common interest
shall be eligible for aid under the Regulation, and only provided that those projects
comply with EU law (see also Article 12),

When deciding whether to award aid (and how much: Article 6(2)) under the
Regulation, Article 5(1) provides that aid shall be granted to projects of common
interest ‘in relation to their contribution to the objectives and priorities defined’ in

the TEN-E Decision.

' To date, four coordinators have been appointed, covering five projects, of which two projects
remained ongoing ar the time of writing: see <http://ec.europa.culenergy/infrastructure/tent_e/
coordinators_en.hem> for details, including coordinators’ reports.

" On this procedure, see, eg, C Bergstrom, Comirology: Delegation of Powers in the European
Union and the Committee System (Oxford: OUP, 2004).

' See, eg, Report on the Implementation of the Trans-Buropean Energy Networks in the period
2007-20609, COM(2010) 203 (4 May 2010), 4,
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Under Article 5(3), the priority status accorded to projects of European interestis  6.13

made clear, insofar at they contribute to:

(a) the development of the nerwork so as to strengthen economic and social cohes
sion by reducing the lsolation of the less-favoured and island regions of the
Community;

{b) the optimization of the capacity of the network and the completion of the
internal energy marker, in pardcular projects concerning cross-border
sections;

(0) the security of energy supply, diversification of sources of energy supplies and,
in particular, interconnections with third countries;

(d) the connection of renewable energy resources; and

(€) the safety, reliability, and interoperability of interconnected networks.
Under Article 5(4), any decision to grant EU aid must consider, inter alia:

{a) the maturity of the project;

(b) the stimulating effect of Community intervention on public and private
funding;

{c) the soundness of the financial package;

{dy socio-economic cffects;

{e) environmental consequences;

(f) the need to overcome financial obstacles; and

(g) the complexity of the project, for example that which arises from the need to
cross a narural barrier,

The types of funding available are listed in Article 6 of the Regulation, and these
include:

—~ financing of feasibility studies (up to a maximum of 50 per cent of the cost)
{Articles 2(8) and 6(1)(&@) and (2)@@):

~ interest rate rebates on loans from the European Investment Bank (Arricle
6(1)(0)h

~ a financial contribution to provisioning and capiral allocation for European
Investment Bank (EIB) guarantees (for a maximum of five or, exceptionally,
seven years: Article 6(1)(d));" and

~ grants for works (up to a maximum of 10 per cent' of the eligible cost) (Article

6(1)(a) and (2)(b)(iD)).

"5 "The Annex to the Regulation provides further derails concerning the operation of such loan
guarantee instruments,

16 Note thar this appears to have removed the higher maximum level of 20 per cent of eligible
costs introduced into Art 5(3)(b) of Regulation 2236/95/EC by the amendment contained In Art
1{1) of Regulation 807/2004/EC: this higher level was an exception from the ordinary 10 per cent,
and applied to ‘priority projects on the encrgy nerworks’, In the light of Recital 12 to the new
Regulation, this seems a strange outcome,
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6.16 'Toemphasize the TEN-E scheme’s relatively small contribution to the overall costs

5147

6.18

6.19

of any given project, one can do little better than to quote the Commission’s latest
report on the subject:V

The budget of the TEN-E funding programme amounts to €155 million for the
budget period 2007-2013" of which some €70 million [is] for the period 2007—
2009. Although the maximum co-financing rate is up to 50 per cent for studies and
10 per cent of eligible costs of works, it rarely amounts to more than 0.01 to 1 per
cent of the total investment cost of a project. ‘

Alongside the TEN-E programme, therefore, other funding sources are impor-
tant. EIB funding makes a relatively significant contribution to infrastructure
investment in the energy sector (see COM(2010) 203, at p 5), and the Structural
and Cohesion Funds™ and the European Regional Development Fund?® have also
provided substantial sums in this regard. So far as projects with neighbouring
countries are concerned, resources available under the European Neighbourhood
Policy and technical assistance funds have also been used in the energy field.

Article 11 of the TEN-E Regulation imposes monitoring and reporting obliga-
tions upon Member States with regard to projects receiving EU aid under this
programme. This includes notification to the Commission of the systems of man-
agement and control that are set up to ensure the efficient implementation of the
project and the checking of expenditure in conformity with the conditions for the
grant of aid. Article 13 empowers the Commission to cancel, suspend, reduce, or
discontinue aid granted and even seek its reimbursement where certain time limits
and other conditions for the grant of such aid have not been met.

D. Possible Future Reforms

Under Articles 9(2) and 15 of the TEN-E Decision and Article 17 of the new
financial aid Regulation, the Commission must submit reports on the operation
of these provisions every two years. In the most recent report?! (and the first to

7 COM(2010) 203, at 4-5.

'8 Note that this amounts to just under 1.9 per cent of the total resources atlocared to TENs (Art
18 of the Regulation), compared with €8.13 billion allocated ro transporrt.

' See Council Regulations 1083/2006/EC (laying down general provisions on the ERDF, ESF,
and the Cohesion Fund, {2006] O] L210/25) and 1084/2006/EC (establishing a Cohesion Fund,
[2006] OF 1.210/79). Eg, under Council Decision 2006/702/BEC (on strategic guidelines on cohe-
ston, {2006] O] L291/11) support is provided to projects for the development of renewables and the
improvement of energy efficiency.

0 See Council Regulation 1080/2006/EC on the ERDF, [2006] O L210/1: see its Arr 4(9) on
energy investments improving certain TEN-E projects.

' Report on the Implementation of the Trans-European Energy Networks in the period
2007-2009, COM(2010) 203 (4 May 2010): <hurp:/lec.europa.cu/energy/infrastructure/
studies/doc/2010_0203_en.pdf>. For the preceding period, see the Commission’s Report on the
Implementation of the Trans-European Energy Networks Programme in the period 2002-2008,
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be adopted under the new Regulation), authorization procedures for cross-border
projects are highlighted as an important constraint: while some Member States
have taken steps to streamline such procedures, planning delays can still add years
to such projects. The Commission suggests that measures?? adopted at EU level
could secure more coordination and consistency in this area.

In its conclusions, the Commission emphasized that the current TEN-E pro-
gramime is not well designed o meet the new energy policy challenges facing the
EU and its Member States, due to its lack of flexibility and its minimal financial
resources. Various reforms were proposed, including:

— better definition of EU energy infrastructure strategic priorities (taking account
of new technologies, distributed generation, the need for CCS pipeline net-
works, etc);??

— a new, clearer approach to project definition (to replace the messy categoriza-
tion discussed in paras 6.05 f);

— better exploitation of potential cooperation between Member States in individ-
ual projects (concerning both political and practical planning issues, to ensure
appropriate priority is given to such projects at national level, etc); and

— the need to attract a level of investment which matches the scale of the chal-
lenges in energy infrastructure (this may allow public funding for the comple-
tion of such projects where clear and widespread European benefits can be
shown, as well as market failures which have prevented these key projects from
being realized).

E. Links Between TEN-Es and Other Areas of EU Energy Law

We have noted that a range of EU energy policy objectives—internal market and
competition, security of supply, environmental and sustainability goals—can
be seen in the evolution of the TEN-Es programme. While the status of a given
project as a TEN-E does not in itself exempt that infrastructure from the rules oth-
erwise applicable under EU law, it may support arguments made by Member States

COM(2008) 770 (13 November 2008), which provides details of projects completed, applications
received, and decisions taken under the TEN-E programme, including the amounts granted and
the types of expenditure involved. This should be read in conjunction with its contemporane-
ously published Green Paper: Towards a Secure, Sustainable and Competitive European Energy
Nerwork, COM(2008) 782 (13 November 2008).

22 Clearly, the Commission’s earlier Recommendation on the subject (1999/29/EC [1999] O]
L8/27) is not having the desired effect, o

8 Most recently, a contribution to this goal was made by Regulation 617/2010/EU, Euratom
[2010] OJ 1180/7, which imposes obligations upon Member States to notify energy infrastructure
investment projects to the Comumission. :
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or undertakings for exemptions or derogations from certain rules. For example,
Member State subsidies to support certain TEN-E infrastructure projects, when
granted on top of EU funding under the TEN-E programme, may benefit from the
designation of the project as one of ‘European interest’ when seeking authorization
from the Commission for such aid (Article 107(3)(b) TFEU). Similarly, applica-
tions to exempt new infrastructure from some of the rigours of the internal market
legislation in gas and electricity are also likely to overlap with TEN-E status.?*
The Commission has adopted a number of Decisions concerning such exemptions
under the Second Gas IEM Directive?® and the Electricity Regulation,? and many
of these were priority projects or projects of European interest within the TEN-E
definitions.

F. European Energy Programme for Recovery

In the wake of the global financial crisis, the EU made available various funds to
promote certain infrastructure and development projects within the EU, in the
hope of helping to stimulate economic recovery. Regulation 663/2009/EC?” was
adopted with some speed, setting up a ‘European Energy Programme for Recovery’
(EEPR) which aimed to stimulate recovery, strengthen security of energy supply,
and reduce greenhouse gas emissions (Article 1). The total budget made available
was €3.98 billion, divided among its sub-programmes on gas and electricity infra-
structure (€2.365 billion), CCS (€1.05 billion), and offshore wind energy (€0.565
billion) respectively.

For our purposes here, the relevant part of the Regulation is Chapter II, Section 1,
concerning gas and electricity infrastructure projects which, given the funds allo-
cated, is clearly the main focus of the Regulation. The objectives of the Regulation
in this regard repeat those in the TEN-E Decision and Regulation, while the
priorities are stated in Article 5 to be ‘urgently to adapt and develop energy net-
works of particular importance to the [Union] in support of the operation of the
internal energy market and, in particular, to increase interconnection capacity,
security and diversification of supply and to overcome environmental, technical
and financial obstacles’. Projects will only be eligible if they intend to carry out
one of the specified projects in Part A of the Annex to the Regulation and are
within the maximum amount of EEPR support there specified. They must also
satisfy the selection criteria in Article 8, which again mostly repeat those in the

24 For discussion of these exemptions, see Chs 3 and 4 (on unbundling and TPA, respectively).
% Available at <htep://ec.europa.eu/energy/infrastructure/exemptions/gas_en.hems.

% Available at <htepi/fec.europa.cu/energy/infrastructure/exemptrions/electricity_en hems>.,

¥ [2009] O] L200/31. For related documentation; see <htep:/fec.curopa.cu/energy/eeprs.
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TEN-E Regulation, with certain specific additions.?® The key differences from
the TEN-E Regulation, however, are the project elements which may be funded
and the extent of funding available, both in absolute terms (as already noted) and
as a proportion of the eligible costs of the individual project: here, up to a maxi-
mum of 50 per cent of such project-related costs may be awarded (Article 9(2)).

The Commission’s first report on the implementation of the EEPR? explains the
process, the bids received in response to the call for tenders, and the projects finally
selected. A wide range of strong proposals was received, and the EEPR has served
to accelerate the development of some key infrastructure projects, artracting co-
financers and encouraging them to make investment commitments, estimated at
almost ten times the value of the funds committed (circa €2.3 billion) under the
EEPR. These benefits are also having knock-on effects along the supply chain, in
particular enhancing manufacturing, assembly, and installation of gas and elec-
tricity transmission infrastructure and off-shore wind turbines.®® The remaining
unspent funds (circa €146 million) from the EEPR are to be reallocated 1o support
energy saving, energy efficiency, and renewable energy projects. !

28 Iy parricular, Art 8(2): ‘() the contribution to the continuity and interoperabitity of the
energy necrwork, and to the oprimisation of its capacity; (g) the contribution to the improvement of
service quality, safery and securiry; (h) the contribution to the creation of a well-integrated energy
market.

2 Report onthe Implementation of the European Energy Programme for Recovery, COM(2010)
191 (24 April 2010).

30 Reporton the Implementation of the Buropean Energy Programme for Recovery, COM(2010)
191 (24 April 2010}, 8.

31 Regulation 1233/2010/EU amending Regulation 663/2009 (15 December 2010) [201]
O] 1.346/5; see, further Commission, “Report on the implementation of the European Energy
Programme for Recovery’, COM(2011) 217 (20 April 2011),
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A. Introduction

Traditionally, consumer protection and public service obligations have been
dealt with mainly at Member State level. Under a State-owned monopoly, elec-
tricity and gas suppliers provided a public service, hence the assumption that
they would act in the public interest, ensuring that the consumer would be sup-
plied and protected as a priority, rather than focusing on turning a profit, The
reality, of course, was sometimes rather different, and energy supply regimes
at national level were subject to numerous other economic and political pres-
sures beyond serving the consumer.' And, of course, even government-owned
monopolies had budgetary constraints which could sometimes (perhaps often)
affect services.?

! eg the use of the energy system to fund industrial, employment, and regional policies, such
as subsidizing coal mining via guaranteed purchasing by power generators, See, egi M Chick,
Elecrricity and Energy Policy in Britain, France and the United States since 1945 (Cheltenham (UK):
Edward Elgar, 2007), esp ch 2: and D Helm, Energy, the State, and the Markei: British Energy Policy
since 1979 (rev paperback edn, OUP, 2004), esp chs 2, 4, and 3.

2 C Jones (gen ed), EU FEnergy Law—Volume I The Internal Energy Market—The Third
Liberalisation Package (3rd edn, Leuven: Claeys & Casteels, 2010), 394.
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7.02 'This background explains the paucity of references to public service obligations

(PSOs) in the earlier energy internal market Directives. With regard to PSOs,
the former Directives stated in their preamble that the free play of competitive
forces might not guarantee the security of supply, environmental, and/or consumer
protection. Consequently, at the time of the first wave of energy liberalization leg-
islation, the Member States were authorized o impose some PSOs upon the com-
panies of the sector. Those PSOs could relate to safety, including the security of
supply, the regularity, the quality and the prices of the supply, as well as environ-
mental protection (see Article 3 of Second Electricity and Gas IEM Directives
of 2003).3 Indeed, when introduced, it has been demonstrared that competition
*has also led in many respects to an increase rather than a decrease in standards of
consumer protection. But a risk does exist that, unchecked, some public service
elements could be reduced’.4

An increasing focus on consumer protection and PSO issues at EU level appeared
in the Second Package of Directives and has been strongly developed in the Third
Package.

In a general way, the EU obliges the Member States to take measures which are
essential to achieve the goals of economic and social cohesion, environmental pro-
tection (which can include measures of energy efficiency and demand-manage-
ment as well as measures aimed to combat the climate change), and promoting
the security of energy supply. These goals have also been reinforced at T reaty level,
both in the EU Charter of Fundamental rights (Article 36) and in Articles 14 and

106 TFEU, as well as under particular provisions in the sector-specific legislation
(including in particular in the telecommunications sector).5

In the Third Package, the Electricity and Gas IEM Directives also aim, by the
means of PSOs, to protect certain categories of consumers, in particular ‘vulnerable
consumers’. For this purpose, Appendix I of the Third Electricity IEM Directive
contains a list of obligations and measures for consumer protection. Under the
energy legislation (Articles 3(15) (Elec) and 3(1 1) (Gas)), the Member States must
inform the Commission of all the measures that have been taken at national level
to fulfil the obligations of universal service and public service, including environ-
mental protection and consumer protection, and they must assess, monitor, and
report upon their possible effects on national and international competition.

? Directives 2003/54/EC and 2003/55/EC, respectively,

4 CJones (n 2), 394,

> See, eg P Nihoul, “The Status of Consumers in European Liberalisation Directives’ [2009]
Yearbook on Consumer Law 67 (also available ar <httpi//ssrn.com/abstract=18628235) and, for com-
parison with the electronic communications sector, see the same author’s ‘Les CONSOMIMALEUTS SONt-
ils protégés dans Penvironnement libéralisé? Une analyse fondée sur I'étude du cadre réglementaire
européen relatif aux communications électroniques’ (2009) 1 Opinio Juris in Comparatione, no 3
(available at <htep://ssrn.com/abstract=13558905).
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Article 3(14) of the Third Electricity IEM Directive and Article 3( 10) of the Third
Gas IEM Directive explicitly permit Member States to derogate from certain spe-
cific requirements of the Directives where it proves necessary to do so to achieve
specified public service objectives. More generally, Article 3(2) in both Directives
implies that PSOs may operate as derogations from otherwise applicable general
rules of EU law (such as the TFEUs competition and free movement rules).

B. Definition of PSOs

7.06

Energy supplies are essential to the funcrioning of the modern economy, and of 7.07

course to the daily lives of companies and citizens. Electricity is, in the modern
developed world, clearly considered an essential good: supply interruptions are
potentially hugely expensive and considered unacceptable. Gas is perhaps less
often considered similarly essential—since it can often be replaced by an alterna-
tive product: electricity can provide cooking and heating facilities, for example—
although it is clearly of huge importance, particularly once houses and businesses
are connected to, and come to rely upon, the gas supply network.5

According to the character of energy as an ‘essential good’, and asa resultof the full
household market opening required after the Third Package, the new Directives
contain a number of public service-related guarantees. The starting assumption
here, as with regard to security of supply (see Ch 10), is that competition and the
market will generally deliver supplies ar levels of service and price which will be
adequate to protect and benefit the end user. But it is also recognized that some
goals for the energy supply system may not be achieved straightforwardly via mar-
ket forces, hence the provisions of Article 3(2) in both Directives, and Articles
3(14) (Elec) and 3(10) (Gas) respectively. This framework has prompted one set
of commentators to note that, in the context of the Electricity and Gas [EM
Directives, ‘public service’ means ‘the guaranteeing, through regulatory stand-
ards, measures or requirements, of levels of consumer or environmental protec-
tion that might otherwise not be maintained through the simple operation of the
market mechanism’.”

More generally, customer protection measures under the EU’ energy legislative
framework are often discussed in the context of phrases such as ‘public service’
or ‘public service obligation” (PSO), although these are malleable and context-
dependent terms. Their meaning depends upon the circumstances in which they
are used and the perspective from which one views such issues (eg those upon whom
the obligations are imposed: transmission system operators (T50s), distribution

5 CJones (n2), 394.
7 CJones (n 2), 395,
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system operators (DSOs), suppliers, or those relying upon possible rights concomi-
tant upon such obligations (businesses, consumers)). Under the Third Package,
however, the obligations imposed by the Directives (see their Article 3and AnnexI)
require Member States to achieve the relevant results (imposing a positive duty on
Member States (using the word ‘shall’) to achieve the specified PSO objectives),
while leaving discretion to the Member States to decide exactly how this will be
achieved and by whom.

Therefore, the focus here will be upon these specific obligations, grouping them
under a number of common headings and pointing out overlaps between catego-
ries where appropriate.

It is important to note that there is also a limitation upon the range of areas for
which PSOs can be imposed by Member States under Article 3(2) of the Third
Electricity and Gas IEM Directives, and the dertails of Consumer Protection are
detailed in Annex I of the Third Electricity and Gas IEM Directives. Thus, PSOs
may relate to security (including security of supply), regularity, quality and price
of supplies, and environmental protection, including energy efficiency, energy
from renewable sources, and climate protection.® The public service requirements
should be clearly and publicly defined at national level and may take national cir-
cumstances into account.® Thus, the implementation of the PSOs may vary from
one Member State to another.

It is clear from the case law of the ECJ that such national PSOs must also respect
the proportionality test in their operation: in Federutility, Iraly was in principle
permirted to empower its NRA to use a PSO to adopt ‘reference prices’ for gas sup-
plies (which, in practice, were set at levels below marker prices) provided that this
pursued the objective of protecting final consumers, as part of ‘the reconciliation
which Member States must make . . . between the objective[s] of liberalisation and
.. . the necessary protection of final consumers’.'? This required positive justifica-
tion, because the basic premise of the EU’s Energy IEM legislation is to achieve
a liberalized and competitive market in which suppliers are free to deliver their
products to all customers." Such PSO-authorized interventions in the market
mechanism should: (1) be limited in duration (and thus are best regarded as only
transitional in nature, not permanent); (2) go only so far as necessary to achieve the
consumer protection objective;? and (3) respect the Article 3(2) requirement that

8 Are 3(2) of the Third Electricity and Gas IEM Directives,
% See, eg, Recital 50 to the Third Electricity ITEM Directive,

10 Case C-265/08 Federutility et al v Autoritd per Uenergia elettrica e il gas (ECJ, judgment of 20
April 2010}, at para 32.

N Federutility (n 10), at paras 17-19.

2 In particular, the Court emphasized (Federurility (n 10), at paras 40-43) that, while it was
possible to use reference prices for business as well as household customers, account must be taken
of the different position in which those two categories of customers find themselves. Failure to do so
would breach the proportionality criterion.
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PSOs be clearly defined, transparent, non-discriminatory, and verifiable, while
also guaranteeing equal access to consumers for EU gas companies.” It was for the
national court to verify whether these conditions had been satisfied by the Italian
reference price scheme in this case. One might wonder how well qualified national
courts are to conduct this assessment, whether here or under the new Gas Security
of Supply Regulation.™

C. Description of PSOs

(1) Universal service obligation in electricity

Article 3(3) of the Third Electricity IEM Directive provides that:

Member States shall ensure that all household customers, and, where Member
States deem it appropriate, small enterprises (namely enterprises with fewer than
50 occupied persons and an annual turnover or balance sheet nor exceeding EUR
10 million), enjoy universal service, that is the right to be supplied with electriciry
of a specified quality within their territory at reasonable, easily and clearly compa-
rable, transparent and non-discriminatory prices. To ensure the provision of uni-
versal service, Member States may appoint a supplier of last resorr, Member States
shall impose on distribution companies an obligation to connect customers to their
network under terms, conditions and tariffs set in accordance with the procedure
laid down in Article 37(6). Nothing in this Directive shall prevent Member States
from strengthening the market position of the household, small and medium-sized
consumers by promoting the possibilities of voluntary aggregation of representa-
tion for that class of consumers.

By this Article, Member States have the obligation to ensure that all household
customers and, where Member States deem it appropriate, small enterprises, ben-
efit from universal service. Universal service is defined as ‘the right to be supplied
with electricity of a specified quality within their territory at reasonable, easily and
clearly comparable, transparent and non-discriminatory prices’,

Moreover, where universal service is also provided to small enterprises, measures to
ensure that such universal service is provided may differ according to whether they
are aimed at household customers or small enterprises.'s

Only the Third Electricity IEM Directive contains this obligation, which thus does
not apply to natural gas. This partly reflects the reasons discussed in the preceding

3 Federutifizy (n 10), ar paras 33--47; Art 3(2) expressly requires Member States to have “full
regard’ to the provisions of the Treaty, in particular what is now Art 106 TFEU: the structure of
analysis therennder clearly informed the Court’s reasoning in Federutility,

Y K Talus, Vertical Natural Gas Transportation Capacity, Upstream Commodity Contracts and EU
Competition Law (Alphen aan den Rijn: Kluwer Law International, 2011), 59-60.

5 Recital 45 to the Third Elecericity TEM Directive,
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paragraphs, as well as the practical consideration that not all regions of the EU are
connected to a gas transmission network or to the distribution network.

The electricity universal service obligation (USO) involves various different
aspects.

(a) Connection to the grid: First, all households have the right to be connected
to the grid. Therefore, ‘Member States shall impose on distribution companies
an obligation to connect customers to their network under terms, conditions and
tariffs set in accordance with the procedure laid down in Article 37(6).'6

(b) Supply: Once connected, households have the right to be supplied with elec-
tricity. This obligation may cover two aspects. First, Article 3(3) of the Third
Electriciry IEM Directive may require the allocation of a supplier to each customer
at the point at which the market is opened. Customers not wishing to switch would
remain with the incumbent.

Second, the continuity and the quality of the supply must be ensured. The concept
of ‘securiry’ or ‘continuity of supply’ is broadly conceived in Article 3 of the Third
Directives: Article 3(2) of the Third Electricity IEM Directive aims at the security
of supply in the sense of ‘regularity, quality and price of supplies’. Reference must
also be made to Article 3(3) of the Third Electricity IEM Directive, which estab-
lishes ‘the right to be supplied with electricity of a specified quality’.”” The physical
quality of the energy supplied is regulated through the technical rules contained in
the grid codes, or under a supply licence requirement. The physical quality of the
energy supplied (using a so-called ‘on spec clause’) is also typically governed by the
terms of supply contracts (see Ch 8 on Energy Contracts).

(c) Supply at reasonable price:'® Third, under Article 3(3) they have the right to be
supplied with electricity at ‘reasonable, easily and clearly comparable, transparent,
and non-discriminatory prices’.

Moreover, Reciral 50 to the Third Electricity IEM Directive provides that ‘the pub-
lic service requirements, including as regards the universal service, and the com-
mon minimum standards that follow from them, need to be further strengthened
to make sure that all consumers, especially vulnerable ones, are able to benefit from
competition and fair prices’.

National regulatory authorities (NR As) have a duty to monitor the effectiveness of
market opening and competition at the retail level: this concerns market opening
for all customers and the protection of the customers with regard to PSOs. Within

6 Art 3(3) of the Third Electricicy IEM Directive; Art 37(6) of the same Directive makes the
regulator responsible, directly or indirectly, for the approval of connection and access tariffs.

7 Art 3(3) of the Third Electricity IEM Directive.

'8 Sec also the discussion of the Federurility case at para 7.12.

166

C. Description of PSOs

this framework, Article 37(1)(j) of the Third Electricity IEM Directive provides

that the regulatory authority shall have the following duties:
monitoring the level and effectiveness of market opening and competition at
wholesale and retail levels, including on electricity exchanges, prices for household
customers including prepayment systems, switching rates, disconnection rates,
charges for and the execution of maintenance services, and complaints by house-
hold customers, as well as any distortion or restriction of competition, including
providing any relevant informartion, and bringing any relevant cases to the relevant
competition authorities.

In addition to this monitoring role, the NRA has an obligation to monitor' the
compatibility of supply prices with competition law. Article 37(1)(0) of the Third
Electriciry IEM Directive provides that the NRA will publish ‘recommendations,
at least annually, in relation to compliance of supply prices with Article 3, and pro-
viding these to the competition aurhorities, where appropriate’.?°

(d) Supplier of last resort: Fourth, a safery net is required in the event that any
household customer’s supplier fails to meet its contractual obligations and, for
example, goes into liquidation. It is in this context that Article 3(3) of the Third
Electricity IEM Directive provides that ‘Member States may appoint a supplier of
last resort’.

The possibility for Member States to implement the USO by appointing a supplier
of last resort may be a positive development for customers. The appointment of a
supplier of last resort must be accompanied by financial or other compensation or
the grant of exclusive rights: this must be achieved in a non-discriminatory and
transparent way (Article 3(2)).

Different Member States have different definitions and national systems put in
place for the designation of a supplier of last resort for electricity and gas. The
notion of supplier of last resort may be compared to the definition of *default sup-
plier’, where the sicuation is markedly different:

The term supplier of last resort appears in Article 3 in the existing Directives, but
no definition is given, This status review shows that a supplier of last resort is not
the same as a default supplier. A majority of the countries do have a definition of
supplier of last resort for electricity and gas. For electricity, 20 respondents out of
27 have a definition, and for gas 16 out of 25 respondents have a definition. For
those countries which have a definition, it is most common that the supplier of last
resort is appointed when a supplier goes bankrupt or when a customer cannot find a
supplier on the marker. It is also worth noting that it is not unusual for the supplier

1% The precise national division of competences with regard to the enforcement of competition
law in the energy sector varies from one Metmber State to the next eg in the UK there is concurrent
competence for both Ofgem and the OFT in chis regard. In other Member States, competition law
enforcement is strictly reserved to the specific national competition authorities.

20 Are 37(1)(0) of the Third Electriciry IEM Directive,
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of last resort to also act as the default supplier, or vice versa. Some countries do not
separate or distinguish between the terms. The supplier of last resort is most com-
monly designated by the regulator.

This status review shows that it is almost always the case that the default supplier
is in fact the same as the incumbent supplier, and in half of the responding coun-
tries the role of supplier of last resort falls on the incumbent supplier. To choose
incumbent suppliers to act as default supplier and supplier of last resort is, from a
competition perspective, not the best solution . . . A market-oriented solution for
appointing a default supplier/supplier of last resort could be to have a tendering
procedure to facilitate competition between suppliers . . . An increased number of
suppliers would give the customers more options, which would lead to enhanced
competition in the retail markets.?!

In some Member States, the supplier of last resort also acts as a default supplier.
This means that not all countries separate the two functions.

For the supplier of last resort, on both the electricity and gas markets, it can be
concluded that:

The supplier of last resort is, like the default supplier, most commonly designated
by the regulator and in half of the cases it is the incumbent supplier that acts as the
supplier of last resort. The service of the supplier of last resort is, like the service
of the default supplier, normally not time limited. This is of course not an ideal
situation if competition amongst suppliers should be promoted and enhanced . . .
If there is no time limit, the customers are more likely to remain with the supplier
of last resort than if the service of the supplier of last resort is time limited . . .
Competition in the retail markets is essential to ensure high quality services at the
lowest prices and to maximise customer empowerment.??

In countries where there are no definitions of ‘default supplier’ and/or ‘supplier of
last resort’, there are support systems which ensure that the customer is supplied
with energy in some specific situations. Those systems will be activated when a cus-
tomer does not choose a supplier, when a supplier goes bankrupt, when a contract
expires, or when a customer cannot find a supplier on the marker.?

(2) Security of supply

Measures to protect and promote security of energy supply have become a critical
part of any modern set of rules in this area, and are discussed in detail in Chapters
9 and 10. As will become apparent from that treatment, the precise definition of
what is covered by the term ‘security of supply’ is fraught with difficulty. At this
point, it suffices to note that the terms used in Article 3(2) of both Directives are

21 BRGEG, “Status review of the definitions of vulnerable customer, default supplier and supplier
of last resort of 16 July 2009, Ref: E09-CEM-26-04, Status Review of vulnerable customer, default
supplier and supplier of last resort’ available through <http://www.energy-regulators.eu>, 7-8.

22 ERGEG (n 21}, 31.

2 ERGEG (n21), 31.
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capable of covering a broad conception of the term, yet the details concerning
consumer protection in Annex I in both Directives focus on narrower notions of
continuity, quality, and reliability of supplies. The Third Electricity and Gas IEM
Directives, therefore, allow scope for the use of both broader and narrower concep-
tions of security of supply, although Member States and undertakings must rake
care to ensure that they are able to use the specific notion upon which they rely
under the relevant provision(s) of the Directive in question,

(3) Quality and price of supply

While it is possible to discuss PSOs, which aim to ensure the quality and rea-
sonable price levels of energy supplies in their own terms, the operation of such
provisions makes most sense when discussed in the specific context of particular
actors (whether TSOs, suppliers and the like, or customers (household, Small and
Medium-sized Enterprises (SMEs), and other legal persons)). Accordingly, issues
of prices and quality have been addressed as they arise in the remaining paragraphs
of this chaprer.?*

(4) Environmental issues and protection

(a) Environmental labelling: Under Article 3(9) of the Third Electricity IEM
Directive, Member States must ensure that electricity suppliers?® provide final
customers with information (in or with their bills 274 in promotional materials?
made available to customers) concerning:

(a) the contribution of each source of energy to the supplier’s overall fuel mix
over the preceding year, in a comprehensible manner which (at national level)
allows clear comparison with the mix of other suppliers; and

(b) references to existing sources (eg web pages) where the environmental impact
of electricity produced from that fuel mix is publicly available. ‘Environmental
impact’ means at least the carbon dioxide emissions and radioactive waste
resulting from the relevant electricity generation.

Where the relevant electricity supply is obtained via an electricity exchange or
imported from an undertaking established outside the EU, these obligations may

% See esp paras 7.76 ff, on specific custamers.

% A concept not defined in the Directive, but clearly encompassing pure traders as well as more
‘wraditional’ supply companies, Traders may find the calculation of such proportions difficult, as
may exchanges, even after the advent of some certificarion rules in the EU% Renewables Directives
(see Art 5 of Directive 2001/77/EC [2001] O] L283/33 and now Art 15 of Directive 2009/28/EC
[2009] OF L140/16). See the discussion in Ch 12.A.2,

% 'This term is not defined by the Directive and it raises questions concerning its reach: cleasly,
leaflets sent or handed to customers would be covered, but the position of television, internet, and
newspaper advertising is less obvious. Jones et al (n 2) suggest thar the latter are excluded because
they are only ‘directed at’, but not “made available 1o’ final customers (ar 413-414),
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be fulfilled by using aggregate figures for the preceding year from that exchange
or from the relevant undertaking (Article 3(9), second paragraph). The third par-
agraph of Article 3(9) requires the NRA to monitor whether these obligations
are being met by suppliers: ensuring comparability, for example, may require the
development of common terms and categories, which is unlikely to occur sponta-
neously among supply companies. Similarly, active involvement by the NRA may
be required to establish how imports from non-EU undertakings must satisfy these
requirements: care should be taken by NRAs to ensure that such principles do not
amount to infringements of international trade law, by engaging in consultation
with prospective importers and ensuring that those principles do not discriminate
against non-EU suppliers.

(b) Priority grid access for renewables: Under Arricle 16(2)(a) of the Second
Renewables Directive, TSOs and DSOs are required to guarantee the transmis-
sion and distribution of electricity generated from renewable sources, and Article
16(2)(b) requires Member States to provide for either priority or guaranteed grid
access for renewables. Further, Article 16(2)(c) demands that priority be given by
TSOs to renewable generating installations in dispatching decisions, insofar as
secure operation permits this. It is worth emphasizing that nothing in the Third
Electricity IEM Directive or the Second Renewables Directive establishes any
priorities as berween renewables generators with regard to grid access. This is a
matter that is left to Member States to regulate as they wish, subject of course to
compatibility with the unbundling requirements (eg TSO duties concerning non-
discrimination, independence, etc discussed in Ch 3), EU free movement law (eg
with regard to imports of renewables), and EU and national competition law (eg
concerning the behaviour of incumbent generators with large market share and/or
TSO behaviour under the essential facilities doctrine).

(c) Energy efficiency and climate change: Articles 3(10) (Elec) and 3(7) (Gas) are
in almost identical terms and require Member States to ‘implement measures to
achieve the objectives of social and economic cohesion and environmental protec-
tion’. The key difference between the two provisions is that, under the Electricity
Directive, such measures ‘shall include energy efficiency/demand-side manage-
ment measures and means to combat climate change, and security of supply, where
appropriate’.2” Under the Gas Directive, meanwhile, there is no mention of energy
efficiency or demand management, and greater leeway is provided to Member
States, whose measures ‘may include’ combating climate change and improving
supply security (emphases added). Under both of these provisions, it is specified
that such ‘measures may include, in particular, the provision of adequate economic
incentives, using, where appropriate, all existing national and [EU] tools, for the

77 However, the addition of the phrase ‘where appropriate’ under the Electricity Directive leaves
open to question the strength of the obligation imposed by Art 3(10) upon Member States.
P q g & p ¥ P
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maintenance and construction of the necessary network infrastructure, includ-
ing interconnection capacity’. Clearly, however, any such ‘incentives’ provided by
Member States must comply with the EU State aid rules.?®

Greater detail concerning possible energy efficiency measures is provided in Articles  7.37

3(11) (Elec) and 3(8) (Gas): Member States or their NRA shall ‘strongly recom-
mend that . . . undertakings optimise the use of electricity/gas, for example by
providing energy management services, developing innovative pricing formulale],
or introducing intelligent metering systems or smart grids, where appropriate’.

While the wording of all of these provisions uses the imperative ‘shall’ formulation, 7.38

it cannot be denied that, beyond requiring Member States to do something on pur-
suit of these goals, they ‘contain very lictle [in the way of] substantive legal obliga-
tions which Member States can be obliged to meet. [They are] therefore mote of a
statement of political intent than . . . legally binding requirement[s]"?° And given
that specific EU legislation on such matters is developing, it seems more likely
that detailed guidance on such measures should be sought, there, and in Member
States’ own domestic law- and policy-making,

(5) Information duties

Member States have a clear obligation to ensure that consumers and citizens are  7.39

easily able to identify any PSOs implemented with respect to electricity and gas.

Moreover, as has already been mentioned, Member States must inform the 7.40

Commission of all the measures that have been taken to fulfil the obligations
of universal service and public service, including the environmental protection
and consumer protection and their possible effects on national and international
competition.

This notification duty is mentioned in Article 3(15) of the Third Electricity and  7.41

Article 3(11) of the Third Gas [EM Directives, which provide that:

Member Statesshall, upon implementation of this Directive, inform the Commission
of all measures adepted to fulfil universal service and public service obligations,
including consumer protection and environmental protection, and their possible
effect on national and international competition, whether or not such measures
require a derogation from this Directive. They shall inform the Commission sub-
sequently every two years of any changes to such measures, whether or not they
require derogation from this Directive,

These notification requirements are intended to keep the Commission well and  7.42

regularly informed of such measures adopted at narional level. This will assist the

% Confirmed by Recitals 49 (Elec) and 46 (Gas) respectively.
3 C Jones (gen ed), EU Energy Law-—Volume I: The Internal Energy Marketr—The Third
Liberalisation Package (3rd edn, Leuven: Clacys & Casteels, 2010), 431,
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Commission in performing its general®® and specific®® monitoring and reporting
duties (concerning environmental protection, supply security, and consumer pro-
tection) under the Third Package Directives, as well asits more general duties under
the TFEU with regard to the competition and free movement rules. Member States,
t00, could learn from each other’s experiences in the PSO field, either directly or via
benchmarking and reporting conducted by the Commission.

(6) Relations with suppliers

(a) Choice of supplier: Since 1 July 2007, all consumers in the EU have had the
right to choose their supplier, both in the electricity and gas markets. This affects
the various EU Member States in different ways: some countries have had a free
electricity market for years while others may be implementing this for the first
time and have not yet organized meter operations and meter values. Reducing such
obstacles is one of the single most important issues for achieving a well-functioning

end user market.

(b) Contractual provision: Annex] of the Third Electricity and GasIEM Directives
impose a requirement that certain information is given to final customers when
concluding energy contracts with a supplier. The information given to the cus-
tomer must include the identity of the supplier, the services provided, the duration
of the contract, the compensation and refund arrangements, the consumer’s rights,
the applicable prices, their consumption dara, etc.

These obligations to provide information to consumers are discussed in detail at
paras 7.58 ffand in Chapter 8 on ‘Energy Contracts’.

(c) Switching process: Article 3(7) of the Third Electricity and 3(3) of the Third
GasIEM Directives provide that ‘Member States shall ensure that the eligible cus-
tomer is in fact able easily to switch to a new supplier’. This imposes an obligation
on Member States to ensure that eligible customers can easily switch supplier. This
provision was adopted after the European Regulators’ Group for Electricity and
Gas (ERGEQG) stated thart:

All customers shall be able to switch electricity supplier. Since 1 July 2007, all cus-
tomers in both the gas and electricity markets of the EU are eligible to take part in
the free market, switch supplier or renegotiate the terms and conditions with their
existing supplier. This is a significant reform. However, declaring that all customers
have full marker access is not enough. In addition, the organisation of the market
must be such that customers have easily accessible information about suppliers and

30 See Arts 47 (Elec) and 52 (Gas) of the IEM Directives.

31 See Art 3(2) of each IEM Directive: such PSOs must be ‘clearly defined, transparent, non-
discriminatory and verifiable’.

32 CJones (gened) (n 29), 432.
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their offers. A switch of supplier must be simple to carry out for both for customers
and suppliers and DSOs must act as market facilitators, not market actors, 33

The switching process may be divided into three stages:

(1) Access to information: In the first stage, the customer searches for information on
prices, products, contracts, and suppliers. The customer also examines the terms
of his or her contract with his or her present supplier and collects the data which is
required to perform the switch of supplier.

At this stage, the consumer should have access to his or her entry on the database.
This access will allow him or her to have access to all the information he or she
needs to make the switch. This access to consumer information is thus essential.
The fact that customers are entitled to receive all consumption data in an easily
understandable, harmonized formar is a means of improving customers’ ability to
switch supplier.? The relevant data include all informarion that a consumer would
need either to assess his or her own consumption pattern or compare his or her
consumption costs with offerb provided by other suppliers.

The information should also be understandable for consumers: ‘[Jaken rogether,
these new provisions of Article 3 and Annex I are designed to make it easier for
consumers to understand their own consumption, to use this information either
to compare it with offers from other energy suppliers, or to allow other suppliers
to have access to their consumption data so as to provide them with a new offer of

supply.s®

(i) The supplier switching procedure: The second stage lasts from when the cus-
tomer signs a new contract and the customer or the new supplier have collected
all the required data until the agreed date where the switch is going to take
place. Meter reading should be registered on the switching day itself by auro-
matic meter reading, but can also be handled in different ways by manual meter
reading. The second stage can be referred to as the theoretical duration of the
switch. 36

(i#3) Execution of the switch, delay, or cancellation: The third stage takes into account
the cases where there is an error, a delay, or perhaps the cancellation of the switch
by the customer or the DSO, thereby prolonging the real duration of the switch.

3 Obstacles to supplier switching in the electricity retail market—=Guidelines of Good Practice
and Status Review of 10 April 2008, available through <hupi/iwww.energy-regulators.eus, 4.

34 Arts 3(5) of the Third Blectricity IEM and 3(6) of the Third Gas IEM Directives,

# Commission Staff Working Paper, Interpretative Note on Directive 2009/72/EC Concerning
Common Rules for the Internal Marker in Elecrricity and Directive 2009/73/EC Concerning
Common Rules for the Internal Marker in Narural Gas: Reeail Markers (22 January 2010) (hereaf-
ter, ‘Interpretive Note: Retail Markets’), 5.

% ERGEG, ‘Obstacles to supplier switching in the electricity retail market-—Guidelines
of Good Practice and Status Review of 10 April 2008” available through <http:/fwww.energy
-regulators.eus, S,
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The third stage ends when the customer receives a confirmation letter from the new
supplier and/or the first bill and additionally when the account with the former
supplier has been sertled.>’

Switching should be quick and easy for the customer. Articles 3(5)(a) (Elec) and
3(6)() (Gas) provide that ‘Member States shall ensure that: where a customer,
while respecting contractual conditions, wishes to change supplier, the change is
effected by the operator(s) concerned within three weeks’.

(iv) No charge for switching: Annex I(1)(j) in both IEM Directives provides that ‘cus-
tomers receive a final closure account following any change of electricity supplier
no later than six weeks after the change of supplier has taken place’. Customers may
not be charged for switching. Indeed:

in order to promote switching, customers must be confident of the benefits of
switching supplier. This means that the customer must be able to obrain a more
preferable contract and that he/she must perceive that it is in fact beneficial o
make the switch. Although customers are not charged for switching, there are
both real and perceived costs related to switching, including fees, search costs,
psychological costs and more. These costs make it less attractive to switch supplier.
In cases where regulated prices are set lower than matkert prices, the customer has
no incentive to switch. Thus, a market with regulated prices hinders the devel-
opment of the retail market as there is no real competition between electricity
suppliers.3®

Thus, no charge can be levied by a DSO for the administrative costs involved when
a customer changes supplier. Any such cost must be paid by all consumers and is
thus socialized.

It is also important to ensure that all consumers have easy access to information
on the switching procedure, supply prices, and products. To make the first stage
more efficient and convenient for the customer, it is useful if each NR A requires the

creation of a website providing information concerning suppliers, products, prices,
etc. This measure is recommended by ERGEG.3®

(v) Non-discrimination: It is important to ensure that the DSOs do not create obsta-
cles to switching. Most DSOs are either vertically integrated with a supplier or
within the same corporation as a supplier. As stated by ERGEG, ‘[tThe DSO then
has an incentive to discriminate against other suppliers within their grid area.
Without clear regulation making such conduct illegal, the consequences for the
market could be severe’.40

37 Seen 36.

38 Seen 36, 8.
39 Seen 36, 5.
40 Seen 36, 26.
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(7) Transparency and information provision
Article 3(5)(b) of the Third Electricity IEM Directive requires:

Member States [to] ensure that . . . (b) customers are entitled to receive all relevant
consumption data.

Annex I of both the Third Electricity and Gas IEM Directives contain very impor-
tant provisions concerning the measures that will be taken by the Member States
to ensure respect for public service and consumer protection requirements (as per
Article 3 of both Directives). These Annexes also provide details*! concerning the
information to be provided to consumers;

Measures on consumer protection.

Without prejudice to BU rules on consumer protection, in particular Directive

97/7IEC of the European Parliament and of the Council of 20 May 1997 on the

protection of consumers in respect of distance contraces and Council Directive
93/13/EEC of 5 April 1993 on unfair terms in consumer contraces, the measures
referred to in Article 3 are to ensute thar customers:

{a) have a right to a contract with their electricity service provider thar specifies:
— the identity and address of the supplier,
~ the services provided, the service quality levels offered, as well as the time for

the inital connection,

~ the types of maintenance service offered,

— the means by which up-to-date information on all applicable tariffs and
maintenance charges may be obtained,

— the duration of the contract, the conditions for renewal and termination of
services and of the contract and whether withdrawal from the contract with-
out charge is permitred,

— any compensation and the refund arrangements which apply if contracred
service quality levels are not mer, including inaccurate and delayed billing,

— the method of initiaring procedures for settlement of disputes in accordance
with point (),

- information relating to consumer rights, including on the complaint han-
dling and all of the information referred to in this point, cleatly communi-
cated through billing or the electricity undertaking’s web site. Conditions
shall be fair and well-known In advance. In any case, this information should
be provided prior to the conclusion or confirmarion of the contract. Where
contracts are concluded through intermediaries, the information relating to
the matters set out in this point shall also be provided prior to the conclusion
of the contracy;

(b) are given adequate notice of any intention to modify contractual conditions
and are informed about their right of withdrawal when the notice is given.
Service providers shall notify their subscribers directly of any increase in
charges, at an appropriate time no later than one normal billing period after
the increase comes into effect in a transparent and comprehensible manner.
Member States shall ensure that customers are free to withdraw from contracts

41 The extent of which has grown markedly since the first appearance of these Annexes in the
Second Energy Package in 2003,
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if they do not accept the new conditions notified to them by their electricity
service provider;

receive transparent information on applicable prices and tariffs and on standard
terms and conditions, in respect of access to and use of electricity services;

are offered a wide choice of payment methods, which do not unduly discrimi-
nate between customers, Prepayment systems shall be fair and adequately
reflect likely consumption. Any difference in terms and conditions shall reflect
the costs to the supplier of the different payment systems. General terms and
conditions shall be fair and transparent. They shall be given in clear and com-
prehensible language and shall not include non-contractual barriers to the
exercise of customers’ rights, for example excessive contractual documentation.
Customers shall be protected against unfair or misleading selling methods;
are not charged for changing supplier;

benefit from transparent, simple and inexpensive procedures for dealing with
their complaints. In particular, all consumers shall have the right to a good
standard of service and complaint handling by their electricity service pro-
vider. Such out-of-court dispute settlement procedures shall enable disputes to
be settled fairly and promptly, preferably within three months, with provision,
where warranted, for a system of reimbursement and/or compensation. They
should, wherever possible, be in line with the principles set out in Commission
Recommendation 98/257/EC of 30 March 1998 on the principles applicable
to the bodies responsible for out-of-court settlement of consumer disputes;
when having access to universal service under the provisions adopted by
Member States pursuant to Article 3(3), are informed about their rights regard-
ing universal service;

have at their disposal their consumption data, and shall be able to, by explicit
agreement and free of charge, give any registered supply undertaking access to
its metering data. The party responsible for data management shall be obliged
to give those data to the undertaking. Member States shall define a formar for
the data and a procedure for suppliers and consumers to have access to the
data. No additional costs shall be charged to the consumer for that service;
are properly informed of actual electricity consumption and costs frequently
enough to enable them to regulate their own electricity consumption. That
information shall be given by using a sufficient time frame, which takes account
of the capability of customer’s metering equipment and the electricity product
in question. Due account shall be taken of the cost-efficiency of such measures.
No additional costs shall be charged to the consumer for that service;

receive a final closure account following any change of electricity supplier no
later than six weeks after the change of supplier has taken place.

7.60 Annex I of the Third Gas IEM Directive is identical in its substance, except for its

paragraph (g), which requires Member States to ensure thar:

customers . . . connected to the gas system are informed about their rights to be
supplied, under the national legislation applicable, with natural gas of a specified
quality at reasonable prices.

7.61 'The role of the NR As with regard to national retail markets and consumer protec-

tion has also been considerably reinforced.
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(a) Information for consumers: Annex [(1)(i) to both the Third Electricity and Gas

IEM Directives requires that:
customers . . , are properly informed of actual electricity consumption and costs fre-
quently enough to enable them ro regulate their own electricity consumption. Thac
information shall be given by using a sufficient time frame, which takes account
of the capability of customer’s metering equipment and the electricity product in
question. Due account shall be taken of the cost-efficiency of such measures. No
additional costs shall be charged to the consumer for that service,

Inaccurate and patchy billing records were the subject of regular complaints by
consumers, which hindered proper assessment of the service and prices provided,
often discouraging switching. Improved information for consumers should be the
result of this provision, which should facilitate the proper functioning of the mar-
ket. Articles 3(16) (Elec) and 3(12) (Gas) provide that:

The Commission shall establish, in consultation with relevant stakeholders includ-
ing Member States, the national regulatory authorities, consumer organisations,
electricity undertakings and, building on the progress achieved to date, social part-
ners, a clear and concise energy consumer checklist of practical information relat-
ing to energy consumer rights, Member States shall ensure that eleciricity suppliers
or distribution system operators, in cooperation with the regulatory authority, take
the necessary steps to provide their consumers with a copy of the energy consumer
checklist and ensure that it is made publicly available.

It is the responsibility of Member States to ensure that the information is com-
municated to consumers in an effective manner. The creation of a checklist should
help to ensure respect for those provisions. Also, the relevant information should
be provided to customers in their contracts.

Annex I(1)(a) of the Third Electricity and Gas Directives also provide that ‘custom-
ers . .. have a right to a contract with their electricity service provider that specifies

.. information relating to consumer rights, including on the complaint handling
and all of the information referred to in this point, clearly communicated through
billing or the electricity undertaking’s web site’.

Concerning the billing information and obligations, Annex I(1)(i) of the Directives
states that consumers must be properly informed of actual electricity/gas consump-
tion and costs frequently enough to enable them to regulate their own electricity/
gas consumption, These provisions are intended to ensure that consumers do not
pay an excessive amount as part of a regular payment system and that consum-
ers have access to a range of methods for payment. It is reasonable to assume that
consumers should have access to systems that are paid in arrears or in advance and
are accessible to all consumers, including those without bank accounts or access
to the internet.*?

42 Interpretative Note: Retail Markees (n 35), 6.

177

7.62

7.63

7.64

7.6%

7.66




7.67

7.68

7.69

Consumer Protection and Public Service Obligations

The Commission has also noted that the introduction of appropriate smart meters
would greatly assist the fulfilment of this obligation (see the discussion at paras
7.68 fF). Those measures will protect and help the consumer to know what they
should eventually expect to pay for their levels of energy consumption, again facili-
tating consumer choice between competing suppliers.

(b) Intelligent metering systems—smart metering: In the context of transpar-
ency and information, an important step has been taken in Annex I{2) of the
Third Electricity and Gas IEM Directives. Encouraging the active participation of
consumers in the market was identified as a key aspect in the negotiations for the
Third Energy Package, and much of this is reflected in the expanded provisions
in the Annexes to the two IEM Directives; smart metering was viewed as being
of particular significance as a consumer information provision device (as well as
a possible means for improving demand-side management in the future).*® The
"Third Electricity IEM Directive provides that:

Member States shall ensure the implementation of intelligent metering systems
that shall assist the active participation of consumers in the electricity supply mar-
ket. The implementation of those metering systems may be subject to an economic
assessment of all the long-term costs and benefits to the market and the individual
consumer or which form of intelligent metering is economically reasonable and
cost-effective and which timeframe is feasible for their distribution.

Such assessment shall take place by 3 September 2012.

Subject to that assessment, Member States or any competent authority they desig-
nate shall prepare a timetable with a target of up to 10 years for the implementation
of intelligent metering systems. Where roll-out of smart meters is assessed posi-
tively, at least 80 per cent of consumers shall be equipped with intelligent metering
systems by 2020.

The Member States, or any competent authority they designate, shall ensure the
interoperability of those metering systems to be implemented within their territo-
ries and shall have due regard to the use of appropriate standards and best practice
and the importance of the development of the internal marker in electricity.*

A similar provision has been included in the second paragraph of Annex I to the
Third Gas IEM Directive, with the difference that the timetable for the implemen-
tation of intelligent metering systems does not have the same assessed targets:
‘[s]ubject to that assessment, Member States or any competent authority they des-
ignate, shall prepare a timetable for the implementation of intelligent metering
systems’,

43 In the UK, for example, this has also been seen as a priority of government policy. For recent
developments, see Ofgem: ‘Smart Metering Spring Package—Addressing Consumer Protection
Issues’ (February 2011) and ‘Commercial interoperability: proposals in respect of managing domes-
tic customer switching where meters with advanced functionality are installed” (18 August 2011);
and Department of Energy and Climate Change, ‘A consulration on draft licence conditions and
technical specifications for the rollout of gas and electricity smart metering’ (August 2011).

# Annex I, para 2 of the Third Electricity ITEM Directive.
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A ‘smart meter’ is an electronic device which can measure the consumption of

energy, providing more information than a conventional meter and transmitting
data using a form of electronic communication. A key feature of a smart meter is
the ability to provide bi-directional communication between the consumer and
supplier/operator. It should also promote services which facilitate energy efficiency
within the home.®

With regard to gas, the provisions are similar except for the absence of binding time
limits on rollout, as a result of the current lower levels of functionality available for
smart meters in the field of natural gas.*

(c) Smart grids: Articles 3(11) of the Third Electricity and 3(8) of the Third Gas
IEM Directives provide that:

In order to promote energy efficiency, Member States or, where a Member State
has so provided, the regulatory authority must strongly recommend that electric-
ity and gas undertakings optimize the use of energy, for example by providing
energy management services, developing innovative pricing formulas, or introduc-
ing intelligent metering systems or smart grids, where appropriate.

According to the European Technology Platform SmartGrids, smart grids may be
defined in the following manner: ‘[a]n electricity network that cost-efficiently can
integrate the behaviour and actions of all users connected to it—generators, con-
sumers and those that do both—in order to ensure a sustainable power system with
low losses and high levels of quality, security of supply and safety’.4” Concerning
the implementation of smart grids, the Commission considers that:

the implementation of more active transmission and distribution systems in the
form of smart grids is central to the development of the internal market for energy.
The development of technology to deliver more efficient management of networks
is more commonly known as smart grids. The new systems will improve efficiency,
reliability, flexibility and accessibility and are the key next steps in the evolution
of the internal markert in energy, Member States are encouraged to modernize dis-
wribution nerworks, for example through the introduction of smart grids, which
should be built in a way that encourages decentralized generation and energy
efficiency,*®

EGREG agrees with this statement and has even gone further in its paper on smart
grids of 10 June 2010:

The context for ERGEG's consideration of smart grids is set by the key energy
objectives of the European Union for the year 2020~—increasing renewable energy
supply to 20 per cent of total demand, reducing energy consumption by 20 per cent

4 Interpretive Note: Rerail Markets (n 35), 7

% C Jones (n 29), 437.

4 Buropean Technology Flacform, ‘SmartGrids, Strategic Deployment Document for Burope’s
Blectricity Networks of the Future, Final Report available ar <huep:/fwww.smaregrids.cus,

4 Interpretive Note: Rerail Markers (n 35), 9,
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with respect to 2020 forecasts and reducing greenhouse gas emissions by 20 per cent
with respect to 1990 levels—and the more ambitious objectives cusrently being
developed for 2050. The most significant contribution that the electricity supply
sector will make to reducing greenhouse gas emissions will be by replacing fossil-
fired generation with low or zero carbon generation technologies. Nevertheless, the
other key components of the supply chain, networks and the demand side, will also
have vital roles to play. Smarter networks are expected to be a key facilitator in the

transition to a low-carbon energy sector.*?

The initiative for smart grids seems likely to come from the TSOs, DSOs, and sup-
pliers. The transition towards smart grids will be an evolutionary process and new
requiremnents may emerge over time. The allocation of costs should be shown trans-
parently to consumers. As stated by ERGEG, ‘consumer associations emphasise
that higher commodity prices will be another factor affecting the electricity price.
Therefore, it is absolutely key [always] to take the price effects into account’.3

(8) Specific customers

(a) Vulnerable customers: Protection for vulnerable consumers is provided by the
Third Electricity and Gas IEM Directives. Article 3(7) of the Electricity Directive
provides that:

Member States shall take appropriate measures to protect final customers, and
shall, in particular, ensure that there are adequare safeguards to protect vulnerable
customers. In this context, each Member State shall define the concept of vulner-
able customers which may refer to energy poverty and, inter alia, to the prohibition
of disconnection of electricity to such customers in cricical times. Member States
shall ensure that rights and obligations linked to vulnerable customers are applied.
In particular, they shall take measures to protect final customers in remote areas.
They shall ensure high levels of consumer protection, particularly with respect to
transparency regarding contractual terms and conditions, general information and
dispute sertlement mechanisms. Member States shall ensure that the eligible cus-
tomer is in fact able easily to switch to a new supplier. As regards at least household
customets, those measures shall include those set out in Annex 1.5

The absence of a clear definition of ‘vulnerable customers’ may result in the meas-
ures taken to protect vulnerable customers being different in each Member State.
As Jones et al have noted:

There were discussions on what would constitute a vulnerable customer. Standard
estimates of the proportion of income spent on electricity and gas to heat and
light a home to an unacceptable level were dismissed on two grounds. First, many
consumers use fuel sources other than electricity and gas to heat their homes
.. . Second, energy prices tend w be more volatile than income levels, therefore

4% ERGEG, Position Paper on Smarr Grids, An ERGEG Conclusions Paper’, Ref E10-
EQS-38-05, 10 June 2010 available through <hetp://www.energy-regulators.eu>, 6.

50 ERGEG (n49), 22.

51 See also Art 3(3) of the Third Gas IEM Directive,
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changes in energy prices can significantly alter the number of customers falling
into the category.®?

When defining vulnerable consumers, Member States will need to consider care-
fully the groups of consumers that should be protected, remembering that energy/
fuel poverty issues are often addressed via national social security systems or other
instruments of social policy, rather than through energy law and policy. Member
States were concerned to ensure that interventions via energy policy should neither
undermine nor duplicate such other measures,>?

These views are now reflected in Articles 3(8) (Electricity) and 3(4) (Gas), which
state:

Member Srates shall take appropriate measures, such as formulating national energy
action plans, providing benefits in social security systems to ensure the necessary
electricity supply to vulnerable customers, or providing for support for energy effi-
ciency improvements, to address energy poverty where identified, including in the
broader context of poverty. Such measures shall not impede the effective opening
of the markert set out in Article 33 or market functioning and shall be notified to
the Comumission, where relevant, in accordance with the provisions of paragraph
15 of this Article. Such notification may also include measures taken within the
general social security system.34

Thus the poorest segment of final consumers will be the most relevant. In addition
to this, specific categories of customers might be identified, such as the handi-
capped, the elderly and/or other socially assisted customers: ‘[f]or example, elderly
consumers on an extremely low income may be considered to be vulnerable during
a severe winter if they use electricity ro heat their home’.5

The reinforcement of consumer protection and the promotion of retail competi-
tion were key goals for the European Parliament. The objectives of this consumer
protection, as set out by Article 3(7) are the following.

First, it obliges Member States to take appropriate measures to protect final custom-
ers. Each Member State shall ‘define the concept of vulnerable customers which
may refer to energy poverty’ and may refer to ‘the prohibition of disconnection of
electricity to such customers in critical times’. These obligations are strong obliga-
tions and yet they leave discretion to the Member States to define the categories
of ‘vulnerable customers’ and to take the appropriate measures they estimate to
be the best in order to protect those consumers from ‘disconnection of electricity’
‘in critical rimes’. High levels of ‘consumer protection, particularly with respect to
transparency regarding contractual terms and conditions, general information and

5 CJones (gen ed) (n 29), 417.

53 ( Jones (gen ed) (n 29), 417,

¥ Art 3(8) of the Third Elecrricicy IEM Directive; see, similacly Art 3(4) of the Third Gas IEM
Directive,

% Interpretive Note: Rerail Markets (n 35), 6.
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dispute settlement mechanisms’ will be ensured.*® This Arricle requires Member
States to take ‘appropriate measures’ or ‘measures’ and they ‘must ensure’ or they
must implement ‘adequate safeguards’.

This provision imposes obligations but on one hand leaves a very large degree of
discretion to the Member States in choosing the methods to achieve the objectives
in question. On the other hand, the issues which must be addressed are rather spe-
cific: helping vulnerable customers to avoid disconnection at critical times, provid-
ing high levels of consumer transparency, easy switching for customers from one
supplier to another, provision of general information, etc.

Different countries may choose to define these concepts in different ways in this
context. For example:

— ‘Poverty’ is traditionally defined as the inability of an individual or a family
to command sufficient resources to satisfy basic needs. Basically, it is a condi-
tion in which a person’s income or consumption at a certain time falls below a
certain threshold, which is referred to as the poverty line.”

— “Vulnerability to poverty’ can be defined as the probability that a household
will become poor in the near future. This concept deals with probability, that is
to say a risk that a currently non-poor household may end up being poor in the
near future, due to events such as natural shocks or disasters, economic shocks
or crisis, security problems, and others.5

— The calculation of household vulnerability rests in the sustainable livelihoods
approach which considers human, financial, social, natural, and physical
resources. Gender dimensions (ie male-female splits), production systems, and
households’ consumption patterns are considered.

The following categories of people are generally considered as ‘poor and vulnerable
households’, by order of preference: households headed by women whose male
members are either dead or incapacitated through sustainable injuries, unem-
ployed landless households, and small farmers who do not have other supplemen-
tary source of incomes.*®

In the context of the energy crisis, the concept of ‘fuel poverty’ emerged in Europe
and drew the attention of the European Parliament: people spending more than
10 per cent of their overall incomes for energy (electricity, gas, heating) should fall

56 Art 3(7) of the Third Electricity IEM Directive,

57 G Fields, ‘Poverty and Income Distribution: Data for Measuring Poverty and Inequality
Changes in the Developing Councries’ (1993) Jowrnal of Development Econontics 88.

58 A A Perdana, ‘Risk Management for the Poor and Vulnerable’, May 2005, Economic Working
Paper Series, available at <htep://www.csis.or.id/CMS/workingpaperfile/54/wpe093.pdf>.

59 Asian Development Bank, Tmmediate Support to Poor and Vulnerable Households in
Inaccessible Areas Devastated by the 2005 Earthquake, Pakistan’ (JEPR-9092).
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into the category of “fuel poor’.%° The European Parliament underlined, in a report
on housing and regional policy, thar:

This impoverishment is often exacerbated by energy problems. Although growing
energy prices may result in a rationalisation of use (the establishment of measures
and technologies to help save energy and the introduction of sustainable energy,
development of new energy sources, etc.), the combination of low income, high
energy prices and inadequate heating and insulation systems resulting in “fuel pov-
erty’ and energy exclusion.®!

The concept of “fuel poverty’ was defined by the European Parliament in this report
as ‘when more than 10 per cent of income is devoted to paying energy bills' 62 In ques-
tions raised by the European Parliament to the European Commission, the latter also
underlined that ‘[a] policy response to energy poverty requires the input of most parts
of government as it requires the combination of both social and economic policy’,63

The concept of “fuel poverty’ emerged in the UK, where it is defined as:

A houschold is considered to be in fuel poverty if it needs to spend 10 per cent or
more of its income to maintain an adequate level of warmth (usually defined as 21
degrees for the main living area, and 18 degrees for other occupied rooms).54

Social protection legislation generally refers to a list of ‘poor and vulnerable house-
holds’, taking into account (inter alia):

¢
i

income support;

housing support;

tax benefig;

disability living allowance;

large families;

minimum revenue;

the elderly;

long-term sickness and disability, ecc.%%

i

i

§

i

i

|

i

80 European Parliament, Report on Housing and Regional Policy (2006/2108(IN1)), Committee
on Reglonal Development (28 March 2007), 11; European Pardiament, “Towards a Common EUJ
Energy Policy’, 5 December 2006,

& Report of the European Parliament on Housing and Regional Policy (AG-0090/2007, 28
March 2007), 11.

82 Report of the European Parliament on Housing and Regional Policy (AG-0090/20607, 28
Masch 2007) 11, n 1. ' ‘

53 Padiamentary Questions, 24 October 2008, Answer given by Mr Piebalgs on behalf of the
Commission, E-4841/2008.

4 DEFRA, ‘Fight Must Continue on Fuel Poverty Says Ministers’, 2 October 2008, at <huep:/
www.govner.co.uk/news/2008-10-02/fght-must-continue-on-fuel-poverty-say-ministers»,

8 For example, see Department for Communities and Local Government, A Decenr Home:
Definition and guidance for implemensation {June 2006) at <hupd/www.communities.gov.
uk/documents/housing/pdf/138355.pdf>, ar 6,26, and Department of Energy and Climare
Change, The UK Fuel Poverty Strategy: 7th Annual Progress Report 2009 (October 2009) at
<http://www.dece.gov.uk/assers/decc/statistics/fuelpovercy/1_20091021091505_c_@@
ulfuelpovertystrategyZannreport09.pdfs, o
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In implementing these Directives, Member States will of course have to inform
the Commission about the measures taken under this provision and will have
to demonstrate how they fulfilled these objectives. Following those reports,
the Commission will regularly publish a report analysing measures taken at
national level to achieve public service objectives and comparing their effec-
tiveness, with a view to making recommendations as regards measures to be
taken at national level to achieve high public service standards.%6 According
to Jones et al, however, ‘notwithstanding this, the discretion given to Member
States is so wide that only if it can be clearly demonstrated that the objec-
tives stated are not met, can an infringement of the Directives be considered to
exist’.%” Moreover, such measures may differ from one Member State o the next,
according to the particular circumstances in the Member States in question
(under the subsidiarity principle) and may include specific measures relating
to the payment of electricity bills, or more general measures taken in the social
security system.%®

Second, an important point is the possibility for Member States, in the definition
of ‘vulnerable customers’, to refer to the prohibition on disconnection of electric-
ity to such customers in critical times. This possibility is specifically mentioned in

Article 3(7) of the Third Electricity IEM Directive, which provides:

. each Member State shall define the concept of vulnerable customers which
may refer to energy poverty and, inter alia, to the prohibition of disconnection of
electricity to such customers in critical times.

In practice, it has to be noted that almost all countries have support systems for
financially weak customers which are not specific to the energy sector. These sup-
port systems consist of financial support and mainly involve social allowances. A
majority of countries also have non-economic support systems, such as protection
against disconnection.

This protection aims also at the promotion of social and economic cohesion.

In the context of the protection of specific consumers, it is also worth mentioning
that these measures also seek to promote social and economic cohesion. Article

3(10) of the Third Electricity IEM Directive provides:

Member States shall implement measures to achieve the objectives of social and
economic cohesion and environmental protection, which shall include energy
efhiciency/demand-side management measures and means to combat climate
change, and security of supply, where appropriate. Such measures may include,
in particular, the provision of adequate economic incentives, using, whete appro-
priate, all existing national and Community tools, for the maintenance and

86 Recital 45 to the Third Electricity IEM Directive.
67 C Jones (n 29), 416.
88 Recital 45 to the Third Electricity IEM Directive.
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construction of the necessary network infrastructure, including interconnection
capacity.5?

The social and economic cohesion promoted here may lead to measures taken by
the Member States like ‘means to combat climate change, and security of sup-
ply, where appropriate’ and ‘adequate economic incentives’. The question may be
asked: which categories of consumers will fall within these ‘objectives of social and
economic cohesion and environmental protection’? Who counts in this category?
[t seems that the national definitions could include legal persons as well as house-
hold consumers.

Concerning the protection of vulnerable consumers on the gas market, it has to be
noted that Article 3(3) of the Third Gas IEM Directive, while largely in identical
terms, does contain slight differences from Article 3(7) of the Third Electricicy
IEM Directive. There is no USO in the Gas Directive (with no universal gas (trans-
mission and/or distribution) network coverage in some Member States, this would
have made no sense)’ but there is still provision for a supplier of last resort as a
consumer protection measure.

The protection that will be given to vulnerable consumers and the new measures
that will have to be taken, also means thar the Third Package Directives provide
new powers for the NRAs, Thus, Member States should also grant NRAs the
power to contribure to: ensuring high standards of universal and public service in
compliance with market opening; the protection of vulnerable customers; and the
full effectiveness of consumer protection measures.”!

(b) Protection of customers in remote areas: Articles 3(7) (Elec) and 3(3) (Gas)
also provide that, ‘Member States shall ensure that rights and obligations linked to
vulnerable customers are applied. In particular, they shall take measures to protect
final customers in remote areas.’ There are good reasons to make specific provisions
for the protection of customers in remote areas: ‘First, a transmission or distribu-
tion system operator might not wish to connect such customers, it being dispropor-
tionately expensive to do so. Second, due to transmission and distribution costs,
prices may be more expensive in remote areas than in towns.72

It is important to note that under the Second Package it was oprional to protect
final customers in remote areas; this has been increased to a binding obligation
under the Third Package Directives. Customers should be treated on an equal basis
irrespective of their locarion.

% Art 3(7) of the Third Gas IEM Directive is in identical rerms,
70 Jones (n 29), 422.

7" Recital 37 to the Third Elecrricicy IEM Directive.

72 CJones (n 29), 420.
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(c) The price of supplies and regulated tariffs: Does this protection for particular
categories of customers extend to allowing Member States to require that supplies
be provided at reasonable tariffs? As discussed at para 7.12 in connection with the
Federutility case, the starting presumption of the IEM Directives is the develop-
ment and maintenance of competitive markets: prices should be set in the market
(subject to the application of the competition rules) and not by regulators. On the
other hand, the transition to a liberalized market may raise important issues con-
cerning energy prices,’ as may the position of certain categories of customer, and
Article 3(2) specifically acknowledges that Member States are allowed to impose
PSOs ‘which may relate to [the] price of supply’. After Federutility, it is clear that
any such PSOs must, as well as meeting the criteria of the last sentence of Article
3(2) (concerning transparency, non-discrimination, and so forth), satisfy the pro-
porrionality test. The Commission’s enforcement practice under the Third Package
has targeted a number of Member States with regard to their rules regulating prices
in general.”* Regulated prices across all customers are likely to hinder severely the
development of competitive markets if the price levels are setrat or below cost, since
this will provide no incentives for new market entrants to offer supply.

However, more precisely targeted price regulation concerning particular catego-
ries of customer has generally been considered more acceprable and is, indeed,
a widespread practice across many Member States: that is why this issue is dis-
cussed in detail in this section of the text. First, the Directive expressly requires
Member States to ensure the supply of electricity at reasonable prices to house-
hold customers and allows them to do so for SMEs. May this be extended to any
customer located in a remote area? One set of commentators has argued that this
is possible under the Directive and, indeed, that Member States are obliged to do
s0, subject to meeting the conditions for the imposition of a PSO laid down in
Asticle 3(2) (as previously discussed).” In favour of this interpretation, it should
be pointed out that Article 3(7) (Elec) refers on this point to ‘final customers’,
rather than ‘household customers’. Against this, one should point out thar this
provision generally refers to the protection of ‘vulnerable customers’, within
which category it might seem strange to include legal persons beyond SMEs.
Also, note that any such obligation with regard to gas supplies would only apply
insofar as such customers (however defined) were connected to the gas system

{Article 3(3) (Gas)).

73 Eg volatile wholesale markets, underdeveloped competition or over-concentration at various
levels of the value chain and fully depreciated assets previously built using State resources: see C
Jones {n 29), 409.

7% Against Greece, Lithuania, Poland, Portugal, and Romania, respectively: see generally
Commission Press Release IP/09/1035, MEMO/09/296 and 297 (all of 25 June 2009). More
recently, the Commission has continued to pressurize Member States on this issue: see Press
Releases 1P/11/414 (6 April 2011, concerning Italy, Poland, and Romania) and IP/11/950 (19 May
2011, concerning Portugal).

75 . Jones (n 29), 420-421.
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Second, the combination of such protection with an electricity USO based on
non-discriminatory prices poses a challenge: how might one ensure such supplies
at a reasonable price in remote areas? One key element concerns the reference area
by which such non-discrimination is to be assessed. Member States could create a
single tariff for each geographic area, which could lead to ‘different [final] prices
for the same category of customer on different distribution networks’.76 According
to Jones etal, there is nothing in the Third Electricicy IEM Directive which would
prevent this, and we would respectfully agree.

(9) Single points of contact, complaints, and dispute settlement

Articles 3(12) of the Third Electricity and 3(9) of the Third Gas IEM Directives
provide that Member States must put in place single points of contact, in order to
facilicate the provision of information to customers. This covers information about
their rights, current legislation, and the means of dispute settlement”” available to
them should this become necessary:
Member States shall ensure the provision of single points of contact to provide
consumers with all necessary information concerning their rights, current legisla-

tion and the means of dispute sertlement available to them in the event of a dispute.
Such contact points may be part of general consumer information points.

Annex I(1)(g) of the Third Electricity IEM Directive completes this obligation by
providing that Member States must ensure that the customers, when having access
to universal service under the provisions adopted by Member States pursuant to
Article 3(3), are informed abour their righs regarding universal service.

Moreover, in order to build confidence among consumers so that they will actively
participate in the internal energy marke, it is vital that their concerns and com-
plaints are dealc with in a transparent, effective, and non-discriminatory manner.
To this end, Member States must ensure that there is an independent mechanism,
such as an energy ombudsman or consumer body, to deal efficiently with corn-
plaints and facilitate out-of-courr dispute settlements.”®

The NRA in each Member State will have the duty of monitoring the level and
effectiveness of market opening and competition at wholesale and retail levels,
including on electricity exchanges, prices for household customers including pre-
payment systems, switching rates, disconnection rates, charges for and the execu-
tion of maintenance services, and complaints by household customers.”

76 Jones (n 29), 420.

77 Annex I(1)(F) 1o each of the Third IEM Directives expands upon procedures for dealing with
complaints and for setcling disputes: such procedures must be ‘transpasent, simple and inexpensive’

8 Interpretive Note: Retail Markers (n 3%), 6, Under Art 3(9)(c) (Blec), suppliers are also required
to provide information to customers, in or with their bills 474 with any promotional material made
available ro them, with regard to their rights concerning available means of dispute settlement.

79 Arts 37(0()) of the Third Electricity and 41(1)(j) of the Third Gas IEM Directives.
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(10) Roles of market operators

The Third Directives impose an additional obligation upon TSOs, DSOs, and
suppliers. This obligation consists in the fact that the roles and responsibilities of
TSQOs, DSOs, supply undertakings, and customers (and if necessary other market
participants) are defined with respect to contractual arrangements, commitment
to customers and that those rules shall be made public. Articles 41 (Elec) and 45
(Gas) thus provide that:

In order to facilicate the emergence of well functioning and transparent retail mar-
kets in the Community, Member States shall ensure that the roles and respon-
sibilities of transmission system operators, distribution system operators, supply
undertakings and customers and if necessary other market participants are defined
with respect to contractual arrangements, commitment to customners, data exchange
and settlement rules, dara ownership and metering responsibility.

Those rules shall be made public, be designed with the aim to facilitate customers’
and suppliers’ access to networks, and they shall be subject to review by the regula-
tory authorities or other relevant national authorities.

Regarding suppliers, a facility is also granted by the Third Package Directives
regarding licensing or authorization regimes. Article 3(4) of the Third Electricity
IEM Directive provides that:

Member States shall ensure that all customers are entitled to have their electric-
ity provided by a supplier, subject to the supplier’s agreement, regardless of the
Member State in which the supplier is registered, as long as the supplier follows the
applicable trading and balancing rules. In this regard, Member States shall take all
measures necessary to ensure that administrative procedures do not discriminate
against supply undertakings already registered in another Member State.80

This provision does not remove the need for licensing a supplier that is registered
in another Member State, but should ultimately lead to licensing regimes having
regard to the licensing or authorization regimes in other Member States, so that it
becomes easier for suppliers to enter new markets.

Regarding large non-household customers, an important step has been taken by
the Commission in opening the market. Article 41 of the Third Electricity IEM
Directive provides that ‘[lJarge non-household customers shall have the right to
contract simultaneously with several suppliers’.8" While there is no analogous pro-
vision in the Third Gas IEM Directive, its preamble states that: ‘to develop compe-
tition in the internal market in gas, large non-household customers should be able
to choose their suppliers and enter into contracts with several suppliers to secure
their gas requirements. Such customers should be protected against exclusivity
clauses, the effect of which is to exclude competing or complementary offers.’s?

80 Art 3(5) of the Third Gas TEM Directive is in identical terms.
81 Art 41 of the Third Electricity ITEM Directive.
82 Reciral 17 to the Third Gas IEM Directive.
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The key practical question will be how the Member States will implement these
measures. Article 41 of the Third Electricity IEM Directive, it seems, should oper-
ate to prohibit exclusivity clauses in contracts with suppliers, given that its 20th
Recital is in identical terms to the wording of the preamble to the Third Gas IEM
Directive. It is tentatively suggested thar, depending upon the precise definition
of the market and the other relevant elements, the application of EU (or indeed
national) competition law rules may achieve similar results in both sectors, and the
right laid down in Article 41 (Elec) would bolster this reasoning,

Other rechnical measures will have to be taken by the Member States in their tech-
nical codes. The regulatory supervision by the NRAs of suppliers, and in particular
of the incumbent supplier, should be watchful on this particular point.

(11) Roles of regulators

The role of regulators with regard to the operation of national retail markets and
consumer protection has also been considerably reinforced by the Third Package
Directives. NR As have been given the considerably enhanced role of ensuring that
customers benefit from the efficient functioning of their national market, of pro-
moting effective competition, and of helping to ensure consumer protection.®

If the relevant NRA does not have competence to enforce comperition law, it will
have to work in close cooperation with the relevant competition authorities and
financial regulators.84

Article 37(1)(j) of the Third Electricity IEM Directive and Article 41(1)(j) of the
Third Gas IEM Directive provide that the NR A shall have the duty of:

monitoring the level and effectiveness of market opening and competition at
wholesale and rerail levels, including on electricity exchanges, prices for household
customers including prepayment systems, switching rates, disconnection rates,
charges for and the execution of maintenance services, and complaints by house-
hold customers, as well as any distortion or restriction of competition, including
providing any relevant information, and bringing any relevant cases to the relevant
competition authorities.?®

Articles 37(2) of the Third Electricity and 41(2) of the Third Gas IEM Directives
make clear that ‘where a Member State has so provided, the monitoring duties set
out in paragraph 1 may be carried out by other authorities than the regulatory

8 Arc 36(1)(g) of the Third Electricity IEM Directive and Art 40(1)(g) of the Third Gas TEM
Directive, On NRAs generally, see Ch 5.

8 Interpretive Note: Retall Markets (n 35), 4; with regard to financial regulators, the signifi-
cance of this cooperation will be enhanced by the advent of the Regulation on Energy Marker
Integrity and Transparency (REMIT), on which see paras 5.42 ff,

85 Art 37(1)() of the Third Elecrricity TEM Directive and Art 41(1() of the Third Gas IEM
Directive.
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authority. In such a case, the information resulting from such monitoring shall be
. oy
made available to the regulatory authority as soon as possible’.

The Commission’s Interpretative Note on the retail markets strongly emphasizes
this enhanced position of the NRAs. As has previously been noted in Chapters 3,
4, and especially 5, the definition of the roles and responsibilities of energy under-
takings with regard to various matters® involves a stronger role for the NR As. But
the Interpretative Note goes further and recommends that [i]nteraction berween
the organizations should be reinforced by legislation, where appropriate, in order
to facilitate the sharing of confidential information and market investigarions’.%’

National regulatory authorities will also be responsible for ‘publishing recommen-

dations, at least annually, in relation to compliance of supply prices with Article 3,
L) L] 2 3

and providing these to the competition authorities, where appropriate’.®®

86 Art 41 of the Third Electricity IEM Directive and Art 45 of the Third Gas ITEM Directive.
87 Interpretive Note: Retail Markets (n 35), 4. . ‘
88 Art 31(1){0) of the Third Electriciry IEM Directive and Art 41(1)(p) of the Third Gas IEM

Directive,
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(3) Long-term contracts linked to an

A. Introduction

(1) The liberalization

'The liberalization of the energy market for natural gas and electricity has wroughe
deep changes to the contractual relarionships in these sectors. Market liberaliza-
tion has brought new players into the energy sector, which was characterized in the
majority of Member States by a monopolistic structure, This has had concomitant
effects in the development of the unique character of contractual relations wichin
the incumbent operator of the market concerned,

Before the liberalization of the energy markets, the transport and distribution
infrastructures were networks with no network externalities, characterized by a
natural (and sometimes legal) monopoly. Before the liberalized market regime,
electricity and natural gas companies were both charged with the transmission,
distribution, and supply of energy. Today, the liberalization of the market offers to
each end user the possibility ro choose his or her supplier. The main consequence
of the liberalization for contracts in energy has been to break up the formerly single
contract concluded between the incumbent operator and the final customer into
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several different contracts.! This evolution raises different legal issues which will be
analysed in what follows.

(2) Law applicable to energy contracts

As there are no specific ‘energy laws’ applicable to ‘energy contracts’, energy con-
tracts are usually governed by the general civil and commercial law applicable to
the relevant contracts and obligations. Wich the evolution of the law, the Third
Electricity and Gas Directives now impose particular obligations on the Member
States in the context of consumer protection (see Ch 7). The national regulatory
authority (NRA) in a Member State may also impose some obligations in this
regard. Otherwise, energy contracts are contracts regulated in most of the Member
States by civil and commercial law.

The contracts between a user of natural gas or electricity and its transmission
system operator (TSO) and/or its supplier will, as any other contract, contain
provisions relating to payment options and billing and guarantees (financial) of
the parties or the confidentiality of data. In some Member States, these contracts
can be explicitly regulated by the Member State and can be submitted to the
control of the competent NRA which approves them. These contracts are, in the
main, not really negotiable and must be indistinctly applied to the different users
of the same network; however, practice has demonstrated that certain clauses,
in particular those relating to bank or financial guarantees, are likely to lead to
certain differences.

The contracts between an end user of natural gas or electricity and its supplier will
contain all of the common provisions usual in commercial law and relating to the
supply of goods, as well as particular provisions relating to the supply of energy.
Those contracts may differ from user to user: these differences will depend upon
the bargaining power of the customer vis-a-vis its supplier.

Therefore, if the matter is not specifically addressed by the ‘energy law’, then com-
mon law or contract law will be applicable to the issues that may arise during
the drafting or the renegotiation of energy contracts. However, certain clauses of
these contracts should meet the requirements and characteristics specific to these
sectors.

' “In order to develop comperition in the internal market in electricity, large non-household
customers should be able to choose their suppliers and enter into contracts with several suppliers to
secure their electricity requirements’, Recital 20 of the Third Electricity TEM Directive 2009/72
and ‘Large non-household customers shall have the right to contract simultaneously with several
suppliers’, Art 40 of the Third Electricity IEM Directive, and Recital 17 and Art 41 of the Third Gas
IEM Directive 2009/73.
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(3) Distinguishing between the energy contracts

As contractual freedom is a principle in most of the Member States, a contract shall
be governed by the law chosen by the parties. By their choice, the parties can select
the law applicable to the whole or only to part of the contraci:2

A contracr shall be governed by the law chosen by the parties. The choice shall be
made expressly or clearly demonstrated by the terms of the contract or the circum-
stances of the case. By their choice the parties can select the law applicable to the
whole or to part only of the contract.

Also, parties can, by mutual agreement, change the law previously applicable to the
contract (Article 3(2) of the Rome I Regulation).

According to Recital 19 of the same Regulation, if the parties have not made a
choice of applicable law, the applicable law should be determined by the rule speci-
fied for the particular type of contract.

As a consequence, each company has developed its ‘own contracts’. In order to
offer protection for the consumers vis-3-vis big companies, in many Member States
new energy contracts have been divided into two categories, one called ‘regulated’
contracts* and the other ‘non-regulated’ contracts. To protect the rights of the con-
sumer, the supply of goods or services to a person is covered by special provisions,
according to the principle of the protection of the weaker party.® For example,
Article 6(1) of the Rome I Regulation protects the consumer by providing that the
applicable law to consumer contracts is the law of the country where the consumer
has his habitual residence:

Without prejudice to Articles 5 and 7, a contract concluded by a natural person
for a purpose which can be regarded as being outside his trade or profession (the
consumer) with another person acting in the exercise of his trade or profession (the
professional) shall be governed by the law of the country where the consumer has
his habitual residence.

Because of the natural monopoly of the undertakings (transmission grid operator,
distribution grid operator, etc) on their grid (only one grid is built and there is no
real possibility to build another one in the Member State), the ‘regulated’ contracts
are those relating to the grid: grid access contracts, responsible party access con-
tracts, connection contracts, etc. Those contracts require a stronger control and are
submitted to the competent NRA’s control.

With regard to the second kind of contract, the parties have the possibility to nego-
tiate because there is less regulation. As for those contracts (contracts of supply,

? Art 3 of Regulation 593/2008/EC of the European Parliament and of the Council of 17 June
2008 on the law applicable to concractual obligations (Rome I'), [2008] O] L177/6 (4 July 2008).

3 G Block, L Hage, and J-P Pinon, ‘Electricity and Gas', RPDB, Bruylant, 2007, 0° 12611266,

* Convention on the law applicable to contractual obligations (Rome Convention): see now the
Rome I Regulation (593/2008/EC) (n 2).
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trading, etc) competition is possible and very little regulation or control by the In the gas and electricity sectors, these new contracts may be depicted as shown in 8.7
NRA is exercised. ; Figure 5.

8.3 For instance, supply contracts are not regulated per se. Nevertheless, even if
those contracts are not regulated, the Third Electricity IEM Directive provides
Generation

that: \ instaliations \\

",

Without prejudice to Community rules on consumer protection, in particular ™

Directive 97/7/EC of the European Parliament and of the Council of 20 May 1997
on the protection of consumers in respect of distance contracts [and] Directive
93/13/BEEC of S April 1993 on unfair terms in consumer contracts, [the measures

- Contract for the
injection by generation ™.,

of Article 3 of the Third Electricity IEM Directive] are to ensure that customers Access units \
. . ¢ \ . . L. . - ~ responsibility
[have specific rights, such as] ‘the right to a contract with their electriciry service ; contract
provider that specifies the identity and address of the supplier, the services pro- Sellers/Suppliers/ TSOIDSO Reguiatory
vided, the service quality levels offered, as well as the time for the initial connec- - Intermediaries ™ ‘ Authorities
tion, . . . the types of maintenance service offered, . . . the duration of the contract, "\ Transmission
... the conditions for renewal and termination of services and of the contract and ‘ ; coniract . Comnetion contract
whether withdrawal from the contract without charge is permiteed, . . . any com-
pensation and the refund arrangements, . . . the method of initiating procedures . Access contract

for settlement, [etc].5

8.14 Previously, the EU had already established a general regulated system of consumer

. . A . K | . End-Users
protection against unfair contract terms in the Directive 93/13/EEC,® Article 3 of

which provides that: . 55 : d
igure 5 Structure of Energy Contracts and Partie
(1) A contractual term which has not been individually negotiated shall be regarded & & ractsa o

as unfair if, contrary to the requirement of good faith, it causes a significant
imbalance in the parties’ rights and obligations arising under the contract, to

the detriment of the consumer. These distinctions may sometimes be purely theoretical, because practice shows 8.18
(2) A term shall always be regarded as not individually negotiated where it has that, as between these two categories, resulting from the previous ‘unique’ contract

been drafted in advance and the consumer has therefore not been able to influ- of the former monopolists in the markets of electricity and natural gas, there exist

ence the substance of the term, particularly in the context of a pre-formulated considerable and significant links between such contracts.

standard contract.

8.15 So, this Directive preserves the general principle of contractual freedom, but estab- (4) Evolution in the European rules—Iaw applicable to contract
lishes a regulated framework for the situation where the consumer is not involved

. . - Even if contractual freedom i import: sic principle i
in the drafting and negotiation of contracts. actu edom is an important basic principle in most of the 8.19

Member States, with the adoption of the various Packages of electricity and gas
8.16 Also, Directive 97/7/EC regulates some aspects of contracts concluded between Directives, harmonization in the field of energy contracts is slowly, but progres-
the consumer and the seller. Notably, the contract must contain some prior infor- sively, occurring.
mation, such as the name of the seller or the delivery costs (see its Article 4). These
consumer protection questions have been dealt with in Chapter 7.

Article 5 TEU lays down the principle of subsidiarity in EU law. This principle 8.20
means that the Member States remain responsible for areas which they are capable
of managing more effectively themselves, while the EU is permitted to exercise
those powers which the Member States cannor discharge satisfactorily. For exam-
ple, in a case which concerned the validity of Directive 98/44/EC on the legal
protection of the biotechnological inventions, the European Court of Justice pro-

3 Annex 1 to the Third Electricity [EM Directive.

6 Council Directive 93/13/EEC of 5 April 1993 on unfair terms in consumer contracts, {1993]
O] 1L95/29 (21 April 1993).

7 Directive 97/7/EC of the European Parliament and of the Council of 20 May 1997 on the pro-
tection of consumers in respect of distance contracts, {19971 OJ 1.144/19 (4 June 1997).
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ceeded to check the compatibility of the Directive with the principle of subsidiarity
and concluded that:

The objectives of the proposed action cannot be sufficiently achieved by the Member
States and can therefore, by reason of the scale or effects of the proposed action, be
better achieved by the [EU].

The objective pursued by the Directive, to ensure smooth operation of the inter-
nal market by preventing or eliminating differences berween the legislation and
practice of the various Member States in the area of the protection of biotech-
nological inventions, could not be achieved by action taken by the Member
States alone. As the scope of that protection has immediate effects on trade,
and, accordingly, on intra-EU trade, it is clear that, given the scale and effects
of the proposed acrion, the objective in question could be better achieved by
the EU.3

In the energy sector, the latest EU legislation attempts to harmonize the regulation
of energy contracts in different Member States.

Today, the Agency for the Cooperation of Energy Regulators (ACER) established
by Regulation 173/2009° is charged with the elaboration of Guidelines. These
Guidelines aim to harmonize the grid codes of each Member State, which help
the NRA to elaborate the terms and conditions of some contracts, such as access
contracts or connection contracts. This topic has also been discussed in both the
Madrid Forum'® and the Florence Forum."

Articles 6 of the Electricity Regulation 714/2009" and 8 of and Gas Regulation
715/2009" provide a list with areas in which framework guidelines and networks
codes can be developed. Those areas are third party access rules, capacity allocation
and congestion management rules, network security, and reliability rules, etc. On
29 July 2011, Framework Guidelines were adopted by ACER for the capacity allo-

cation and congestion management for electricity' as well as on 3 August 2011 for

8 Case C-377/98 Nevherlands v Parliament & Council [2001] ECR 1-70679.

9 Ast 7 of Regulation 713/2009/EC of the Furopean Parliament and of the Council of 13 July
2009 establishing an Agency for the Cooperation of Energy Regulators [2009] O] L211/1.

% On 28 May 2009: see 16th meeting of the European Gas Regulatory Forum, Madrid (14-~15
January 2010), at <http://ec.europa.eulenergy/gas_electricity/gas/forum_gas_madrid_en.hem>,

" On 4 June 2009: see 17th meeting of the European Electricity Regulatory Forum,
Florence (10-11 December 2009), at <httpi/fec.europa.eu/energy/gas_electricity/electricity/
forum_electricicy,_florence_en.htm>.

12" Regulation (EC) No 714/2009 of the European Parliament and of the Council of 13 July
2009 on conditions for access to the network for cross-border exchanges in electricity and repealing
Regulation (EC) No 1228/2003, [2009] O] L211/15.

3 Regulation (EC) No 715/2009/EC of the European Parliament and of the Council on con-
ditions for access to the natural gas transmission networks and repealing Regulation (EC) No
177512005, [2009] O L211/36 (13 July 2009),

14 ACER, ‘Framework Guidelines on Capacity Allocation and Congestion Management for
Electricicy’, FG-2011-E-002 (29 July 2011).
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capacity allocation mechanisms for the European Gas Transmission Network. s
This latter Framework Guideline is examined further in the context of third party
access and long-term gas contracts (paras 4.163ff). The Commission can adopt
legally binding guidelines under Article 18 of the Electricity Regulation and
Article 23 of the Gas Regulation. Article 23(1) of the Gas Regulation 715/2009
provides that:

Where appropriate, Guidelines providing the minimum degree of harmonisation

required to achieve the aims of this Regulation shall specify:
(@) details of third-party access services, including the character, duration and
other requirements of those services, in accordance with Articles 14 and 15;

(b) details of the principles underlying capacity-allocarion mechanisms and on
the application of congestion-management procedures in the event of con-
tractual congestion, in accordance with Articles 16 and 17

(c) details of the provision of information, definition of the technical informa-
tion necessary for network users to gain effective access to the system and the
definition of all relevant points for transparency requirements, including the
information to be published at all relevant points and the time schedule for
the publication of that information, in accordance with Articles 18 and 19;

(d) details of tariff methodology related to cross-border trade of natural gas, in
accordance with Article 13;

(e) details relating to the areas listed in Arricle 8(6),

The Third Package of energy Directives also reinforces the protection of end-users 8.24

and gives more competences to the NRAs on the different contracts concluded
berween the energy actors and the end users (see Ch 7 on consumer protection). For
instance, Article 40 of the Third Electricity IEM Directive provides that Member
States shall require supply undertakings to keep for at least five years the relevant
data relating to all transactions in electricity supply contracts and electricity deriy-
arives with wholesale customers and transmission system operators. This must be
placed at the disposal of the narional authorities, including the NRA, the national
competition authorities, and the Commission, to enable them to fulfil their rasks.

B. Analysis of the Contracts

(1) Regulated contracts

First, the contracts relating to access to the transmission or distribution network  8.25

and its utilization are generally categorized as ‘regulated’ contracts. Indeed, they
may be explicitly regulated and may be subjected to the supervision of the NRA.

> ACER, ‘Framework Guidelines on Capacity Allocation Mechanisms for the European Gas
Transmission Nerwork’, FG-2011-G-001 (3 August 2011),
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The regulated contracts may include the following:

(a) for the electricity sector:
(1) connection contracts;
(ii) access contracts;
(iif) access responsibility contracts;
(b) for the natural gas sector:
{i) connecrion contracts;
(ii) contracts relating to access and transmission services;
(iif) natural gas distribution contracts.
Because these contracts are not negotiable in substance, it is required that they
must be applied without distinction to different users of the same network and
be non-discriminatory. In practice, however, certain clauses—especially clauses
relating to financial and bank guarantees or clauses specific to the site situation
of the end user—can lead to some difference and discrimination's and may be
negotiated, sometimes with ex ante or ex post control by the NRA.

That is why, on the basis of its legal competences, the NRA should exercise its
supervision over these contracts, which are essential for ensuring compertition.
Ex ante, the NRA may give its approval or ex post it should check the proper func-
tioning of markets, the respect of rights to network access and the opening of the
markets to competition.

(2) Supply contracts

The second main kind of contract concerns energy supply. Energy supply contracts
are more easily negotiable berween the eligible client and the intermediary/sup-
plier. There are some negotiated contracts relating to energy supply on the markets
that existed before the liberalization and others which appeared only after liberali-
zation and the arrival of new stakeholders on the markets (for example, the trading
contract).

Contractual freedom in negotiating supply contracts is not unlimited: such con-
tracts are, like other regulated contracts, subject to some regulatory interference
relating to network utilization. The supply contract’s provisions must conform to
the applicable regulations in this matter, especially to the technical regulations in
gas or electricity.

The provisions relating to energy metering or to the installation of nerwork con-
nections, as well as these concerning the quality and the continuity of the energy
supply, should take into account the particular regulations in this field (grid codes,
codes of conduct, electrical and technical codes, etc).

16 See Comm Brussels, RK 17/2002, summary judgment, 16 February 2002, confirmed by the
Brussels Court of Appeal on 12 Seprember 2003, case 2003/5399,
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Moteover, from 3 March 2011, for those contracts, Member States will also have
to respect Annex 1 to the Third Package Directives. Article 1(z) of Annex 1 to the
Third Gas and Electricity Directives provides that:

the consumer has a right to a contract with their electricity service provider that

specifies:

~ the identiry and address of the supplier,

~ the services provided, the service quality levels offered, as well as the time for the
initial connection,

— the types of maintenance service offered,

- the means by which up-to-date information on all applicable rariffs and mainte-

nance charges may be obtained,

~ the duration of the contract, the conditions for renewal and termination of
services and of the contract and whether withdrawal from the contract without
charge is permitted,

-~ any compensation and the refund arrangements which apply if contracted serv-
ice quality levels are not met, including inaccurate and delayed billing,

— the method of initiating procedures for settlement of disputes in accordance
with poinc [1)(),

~ information relating to consumer rights, including on the complaint handling
and all of the information referred to in this point, clearly communicared
through billing or the electricity undertaking’s web site.

Conditions shall be fair and well-known in advance. In any case, this information
should be provided prior 1o the conclusion or confirmation of the contract. Where
contracts are concluded through intermediaries, the information relating to the
matters set out in this point shall also be provided prior to the conclusion of the
contract ., . .

Indeed, the first priority of EU energy regulators is to ensure that energy consum-
ers get the necessary protection. The proper functioning of competitive energy
markets and the rights of energy consumers are closely interlinked. Well-informed
and active customers create a well-functioning market. Consurners can force a sup-
plier to deliver a quality service at the best price by the credible threat of moving
their business to another supplier.””

In 2005, the European Regulators’ Group for Electricity and Gas (ERGEG) con-
ducted a survey of the NRAs in its member countries, which included a ques-
tion on the commercial quality of energy supply: 21 responses to this Consumer
Protection Questionnaire were received. ERGEG’s Report on that customer ques-
tionnaire concerning customer protection and supply quality concluded that:

Commercial quality regulation attempts to ensure standards governing commer-
cial quality. This is achieved through the use of regulations or codes, performance

Y7 ‘Fact sheer: European Energy Regularors pur Consumers first, Ref FS-08-02, October 2008,
at  <htepi/fwww.energy-regulators.eufporial/page/portal/EER_HOME/EER_PUBLICATIONS/
CEER_PAPERS/Customers/2008/FS-08-02_EUEnergyRegulatorsPurConsumersFirst_2008-10_
Fin.pdf>.
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standards, the dissemination of information to promote the quality of services as
- . e . 18
well as through strategies to encourage customer participation.

In this way, the NR As should set up guaranteed standards and minimum service
levels which must be met in each individual case to assure the commercial quality

of supply.

In addition, the NRA can intervene in energy supply contracts if they contain dis-
criminatory and illegal clauses: eg when the competition rules are not respected.
On the role of NR As more generally, see our discussion in Chapter 5.

(3) Supply contracts and other agreements—key clanses

Since regulated contracts must contain more or less the same types of clauses, and
given that the substance of these clauses may vary from Member State to Member

it i i i i otiated contracts.
State, it is of some interest to analyse the typical clauses in neg

Certain contractual provisions concerning the electricity and natural gas market
are usual and are present in most of the contracts and should be analysed. These
clauses (without attempting to provide an exhaustive list and acknowledging that
such contracts are in constant evolution) are the following:

(1) the object of the contract;

(2) delivery point;

(3) supply type;

(4) quality;

(5) price;

(6) clauses relating to the quantity;
(7) billing;

(8) liability;

(9) force majeure;
(10) term/duration;
(11) jurisdiction and dispute settlement;
(12) confidentiality.

Some of these clauses are discussed in the following paragraphs.

(a) Object of the contract: The contract’s object tends to describe what is covered
by the contract, what is committed by the parties and, by signing the contract,
what will be done by the parties. The clause on the object of the contract will define
the components constituting the service for which the contract is signed.

8 ERGEG, ‘Report on Customer Protection’, Ref E05-CFG-02-05, app{ovcci by FR(A’}?G 30
September 2005, at <http://www.energy-regulators.eu/portal/page/portal EER_HOME/EER
PUBLICATIONS/CEER_PAPERS/Customers/2005/E05-CFG-02-05.pdf>,
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The object of the contact is defined as ‘object of main obligations born from the
contract’.'® Those obligations consist of the transfer of the right to do or not to
do something.?® The conrract’s object enumerates each step relating to these
commitments,

In an energy supply contract, the object for the seller is to provide and supply a
good qualiry of energy at the delivery point, and, for the buyer, the object consists
in taking delivery of energy and paying the price for it. For example, in a supply
contract, the contract’s object may be formulated in various ways:

~ “The contract governs all transactions the Parties shall enter into for the pur-
chase, sale, delivery and acceprance of Natural Gas/Electricity’.?!

~ By signing the contract, within the limits further described hereafter, 1o sup-
ply energy necessary for the needs of the Site of the client, who accepts the sup-
ply. In return, the client commits to pay for this energy, according to the price
and invoicing clauses and to the regulation determined in the Contract.

~ “The supplier agrees to sell and to deliver active electrical energy to the Client
in accordance with the terms and conditions of this Contract.

~ “The client agrees to buy and off-take. He agrees to pay for the active electrical
energy delivered at the off-take/delivery point according to the provisions of
this Contract’.

~ "This agreement stipulates the mutual rights and obligations of the Parties in

connection with the supply of electrical energy by the supplier and the off-take
of this energy by the client’.

Usually, supply contracts expressly exclude some obligations concerning the con-
nection, access, and access responsible contracts. For example:

~ “The present contract is not applicable to the network connection modalities.
Also, it does not govern the modalities relating to the network use or metering.
Other separated contracts between the Network operator and the owner of the
power station govern these objects’.

— “This contract is not applicable to:

« the supply of reactive Electrical Energy;

s the duty of transport, local transport and/or distribution of the active
Electrical Energy on the Network of the Network Operator and the quality
of the supplied electricity;

» the rent, the upkeep and the maintenance of the measurement instruments;
and

» the exploitarion, the upkeep and the renewal of the Networks'.

1% Pvan Ommeslaghe, Obligations Law (Brussels: Bruylant, 2010), vol 1, 281,

26 B Srarck, H Roland, and I Bayer, Obligations: Contracts (dth edan, Paris: Litec, 1993), 211.

# Article 1, § 1 of General Agreement concerning the delivery and acceptance of Natural Gas,
European Federarion of Energy Traders (EFET), 11 May 2007; Article 1, § 1, of General Agreement
concerning the delivery and acceptance of Electricity, EFET, 21 September 2007,
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The determination of the object of the contract is essential for the good perform-
ance of contractual obligations, as it determines what will be performed by the
parties and what will not.

(b) Delivery point/off-take point: The delivery point is the place where the con-
sumer takes off the energy. For example, the delivery point/the off-take point is
typically defined as: ‘the physical place and the voltage level of a point at which the
power will be supplied from the network (as defined in Annex. . . to the Contract)’.
Generally, the delivery point is specified by an EAN (originally, European Article
Number, which is a thirteen-digit barcode) code.

Parties may also negotiate a contract with a delivery point clause at different geo-
graphical sites. They can be established in the same Member State or in different
Member States. These are known as ‘multi-site’ contracts or energy invitations
for tender, which are created for the supply of different sites (eg sites in Western
continental Europe, sites in five countries of Europe, or a combined offer in two
sites located in different regions). These invitations for tender can emanate from
an industrial group possessing some sites of production or a collective of energy-
consumers. As an example, in October 2005 a consortium, including companies
representing about 20 per cent of the electricity consumption in the Netherlands,
started negotiations with the energy sector for long-term supply at preferential
prices (Her Financiéle Dagblad, 23 January 2006). The creation of such collective
purchasing structures can raise certain questions concerning the relations between
the individual buyers, as well as those with one or several supplier(s).

Then, during the performance of the contract, the agreed price fixed during the
conclusion of the contract could become, for example after six months of execu-
tion of the contract, improperly low, because of the variability of the market. On
one hand, in its AKZO judgment the ECJ held that a price is improperly low or
predatory if the revenues do not cover the average of the total marginal costs (vari-
able and fixed) directly attributable to the supply of the service.?? In other words,
a price, which was not ‘predatory’ at the time of the formation of the contract,
could become so during its performance. To avoid this risk, it is sensible to include
a contractual clause allowing for the revision or adaption of the price in certain
circumstances and thus to maintain the economic balance of the contract.

(c) Continuity and Quality: One of the essential aspects for a user of energy con-
cerns the modalities of supply and notably, the continuity of supply, especially in a
market opened to competition with its multiplicity of stakeholders.

The continuity and the quality of the supply are essential points in an energy
supply contract. The continuity and the quality of the supply constitute a major

22 Case C-62/86 AKZO v Commission (1991} ECR 1-3359,
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preoccupation of the final customer. Indeed, in certain sectors or certain industries
in particular (hospitals, chemicals), interruptions of the natural gas supply or in
electricity can have disastrous consequences. This is the so-called ‘off-spec clause’
in a gas supply contract.

The average consumer also perceives the continuity of the supply to be essen-
tial. Article 3(3) of the Second Gas IEM Directive (2003/55/EC) developed this
concept:

Member States shall take appropriate measures to protect final customers and to
ensure high levels of consumer protection, and shall, in parricular, ensure that
there are adequate safeguards to protect vulnerable customers, including appropri-
ate measures to help them avoid disconnection . . . Member States may appoint a
supplier of last resort for customers connected to the gas network.

Also, Article 3(3) of the Third Gas [EM Directive provides that:

Member States shall take appropriate measures to protect final customers, and
shall, in particular, ensure thar there are adequate safeguards to protect vulnerable
customers. In this context, each Member State shall define the concept of vulner-
able customers which may refer to energy poverty and, inter alia, to the prohibi-
tion of disconnection of gas to such customers in critical times. Member States
shall ensure that rights and obligations linked to vulnerable customers are applied.
In particular, they shall take appropriate measures to protect final customers in
remote areas who are connected to the gas system.

If the law offers protection to the domestic consumers through obligations of pub-
licservice (see Ch 7), professional customers have to negotiate their level of security
of supply (see Chs 9 and 10 on security of supply: the starting presumption of the
BU legislation in this area is thar market mechanisms will, other things being
equal, suffice to secure supplies).

A former energy supply contract would have included the principle that ‘the supply
of energy will be neither interrupted nor reduced by the supplier, except in those
cases provided for under this contract’. In this context, rwo clauses are essential:
the definition of force majeure and the penalties to be paid by the supplier in case of
supply outages or interruptions in deliveries.

"The concept of force majeure is discussed at paras 8.100 ff. There was an historic
tendency in energy contracts to protect the supplier, either by contractually wid-
ening the concept of force majenre or by planning a series of circumstances, which
did not fall under the common concept of force majeure, but which exonerated the
supplier of his liability in the event of interruptions in the continuity of supply.
"The amount of the penalties constituted the best signal allowing the supplier to
decide which measures should be raken to ensure the deliveries. This is true for the
supplier-consumer relationship, but also for the relationship berween producer
and importer.
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Regarding industrial customers, the parties can also agree, in particular because
of the high prices of the balancing services provided by the network, on the flex-
ibility and security of increased supply by planning the possibility of acceding to
additional stocks of natural gas (a technique known as ‘extra-balloon’).

In certain industrial domains, the continuity of the supply is extremely important
as it may be difficult to pur in place industrial processes for avoiding ‘micro-cuts or
outage’ (cuts of very short duration). Other customers, whose activities can handle
such micro-cuts, can conclude a contract in which they accept this type of cut. The
contract can contain clauses concerning interruptions in the supply by respecting
certain conditions (‘clauses of interruption’), in particular in price rates. So, ‘inter-
ruptible’ supply contracts can be negotiated. The firmness of supply criterion can
allow purchasers to save up a significant amount on the transport costs of gas, for
example by using interruptible capacities:

~ “The electrical energy is supplied in the form of three-phase alternating current
of 50 hertz. The nominal tension of delivery is defined in Appendix X. The quality
of the supplied electrical energy, as well as the accepted tolerances, is specified in
Appendix X.

These clauses of interruption will sometimes make the link with the liability of the
parties in that case: eg by stipulating that ‘the interruption being a substantial char-
acteristic of these supplies, a compensation for losses of production or quite other
damage is excluded, as far as the interruption or the reduction of supply is made in
the limits planned by the contract’.

But the supplier can also make savings by relying upon this flexibility: interruptible
imports, less need for storage capacity, etc can reduce the supplier’s costs. The con-
sumer who agrees to interruptions in his consumption (for example, by consuming
some substitute fuel while the gas is interrupted or by reducing its industrial pro-
duction), meanwhile, can take advantage by negotiating an interruptible supply
contract with reduced prices.

For that purpose, the grid code and the technical regulations determine the condi-
tions in which the network operators can proceed to interruptions or reductions

of supply.

To frame the process of liberalization, regarding the continuity of the supply, the
regional legislators developed a mechanism called ‘supplier by default’ (a concept
also known under the term of “default supplier’) intended to ensure that a customer
of the distribution network, once eligible, is not deprived of supply in the case
where he did not make an explicit choice of a new supplier.

Moreover, ERGEG’s Customer Protection Best Practice Proposition highlights the
importance of quality supply of energy. Notably, ERGEG insists that distribution
network operators should make their best efforts to ensure reliable and continuous
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supply of good quality energy. The uninterrupted supply of energy to customers via
networks is a key element of nerwork service.?

(d) Transfer of property, transfer of risks: The parties to an energy supply contract
decide where the transfer of property/title will occur as between the supplier and
industrial consumer. The transfer of property can occur simultaneously or not
with the transfer of risks. Generally, the transfer of property and risks occurs at the
off-take points, eg:

— The property transfer of the delivered electricity is effected at the off-take
Point of the Sites as defined ar (... ).

The off-take Points are the consumption points.

The transfer of Risks and the transfer of liability are effected at the injec-
tion point, as mentioned in (. . .) for each Site(s) of the client.

The transfer of liability is effected at the Entry Point of the Transport and
Distribution Network.

i

1

i
H

The quantity of gas to be supplied is, of course, crucial to the supplier, and it often
happens that the contract includes an obligation to take a minimum level of sup-
plies. However, the key figure will racher be the maximum debit to supply, either
non-interruptible or interruptible in character. According to these figures, the sup-
plier will determine the capacity of transport services which he will need, and the
debits which he will have to command ‘upstream’, namely upstream to the trans-
port network. The delivery point and, thus, the point of risk transfer is determined
freely by the parties (eg price ‘ex-Hub’, price ‘border’, etc) as far as this does not
conflict with the provisions of the code of conduct or with the applicable technical
regulations.

Indeed, the transfer of property or risks can be more specifically regulated in certain
sectors, norably liquefied natural gas (LNG). For example, at the LNG terminal
there is a double or triple transfer of risks. Indeed, the shipper bears all risks relat-
ing to the LNG until the delivery point. At the delivery point, there is a transfer
of risks to the terminal operagor. The terminal operator is liable for all processes of
transformation on natural gas. The risks pass to the shipper at the redelivery point
at the outlet flange of the LNG terminal. A sample clause might read as follows:

Custody and all risks, including risk of loss, with respect to all LNG shall remain
with Shipper upstream of the Delivery Point and shall pass to Terminal Operator
at the Delivery Point. All risks of the LNG received by Terminal Operator and the
associated regasified Natural Gas shall remain with Terminal Operator from the
Delivery Point to the Redelivery Point. All risks of regasified Natural Gas redelivered
to Shipper shall pass to Shipper immediately downstream of the Redelivery Point.

23 BERGEG, ‘Customer Protection Best Pracrice Proposition’, Reft E05-CFG-03-06, 21 July
2006, available ar <hupi//www.energy-regulators.en/portal/page/portal/EER_HOME/EER
PUBLICATIONS/CEER _PAPERS/Customers/2006/E05-CFG-03-06.pdf>,
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Also, a property reservation clause creates a co-ownership between the parties
when the LNG is located in the terminal. Under such a clause, the shipper and/
or the other shippers and/or other users and/or terminal operator shall jointly own
the total quantity of the LNG and associated degasified natural gas between the
delivery point and the redelivery point and each of them shall have rights for the
share of its contribution to the total quantity of LNG.

To summarize, the parties are free to derermine the place of transfer of property or
risks, but in energy contracts some aspects of the transfer have their specificities.

(¢) Price: In the energy market, the regulated or non-regulated aspect of the con-
tract can determine the negotiability of the price for the services rendered.

Notably, the NRA has the duty to ensure that the tariffs and prices for connecrion
and other networks are non-discriminatory, reasonable, and transparent.?* The
Third Electricity and Gas IEM Directives require that the regulatory authorities
shall be responsible for fixing and approving, prior to their entry into force, at least
the methodologies used to calculate or establish the terms and conditions for con-
nection and access to national networks, including transmission and distribution
tariffs.25

Also, the Third Gas and Electricity IEM Directives emphasize the importance of
consumer protection (Article 3 of these Directives). Member States should ensure
that all consumers have access to universal service, that is the right to be supplied
with the electricity of a specified qualicy within their territory at reasonable, easily
and clearly comparable and transparent prices.?

More specifically, Annex 1 of the Third Gas/Electricity IEM Directive pro-
vides measures on consumer protection. The consumer has a right ‘to receive
transparent information on applicable prices and tariffs and on standard terms
and conditions, in respect of access to and use of electricity services’.?” Price
transparency allows the consumer to choose the supplier or to switch his or her

supplier.

To summarize, the possibility to switch?® to a new supplier, within a short period
of time and withourt obstacles and disadvantages for the customer, is an essential
pre-requisite for a functioning and efficient market.

% Ares 37 and 41 of the Third Electricity and Third Gas TEM Directives, respectively.

25 ERGEG, ‘Customer Protection: Best Practice Proposition’, Ref: E05-CFG-03-06, 21 July
2006 (n23),7.

% ERGEG, ‘Customer Protection: Best Practice Proposition’, Ref: E05-CFG-03-06, 21 July
2006 (n23), 4.

27 Arr 1(b) of Annex 1 to the Third Gas and Electricity ITEM Directives.

28 Art 1{e) of Annex 1 to the Third Gas and Elecrricity IEM Directives.
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For the supply of energy, the final price consists of a fixed fee and a part related 1o 8.72
the variable component (‘commodity term’). The fixed fee includes the fixed parts
of regulated services of transport and distribution,

Usually, the contracts refer to the index published by electricity and gas stock mar-  8.73
kets. Cerrain actors, however, remain reserved compared to these indices because
of the liquidity of the energy stock marker.

Certain suppliers offer a price without transportation and the consumer supports  8.74
the risk of transport and distribution rariffs variation. The rerm ‘cariff’ usually
concerns regulated prices.??

Price indexation is also an important issue in the negotiated contract. It is even 8.75
more important for medium- or long-term contracts (see paras 8.121-8.171 on
long-term contracts). Usually, the taxes, duties, royalties, and other charges are
directly charged to the customer. Such a clause might provide thar:

All existing or new taxes and/or charges and/or expenses of whatever nature (includ-
ing green energy levies and expenses relating to greenhouse gas emission regula-
tions) increases and levies imposed by a competent public authority and linked ro
the object of this contract shall be fully borne by the client.

Generally, energy contracts include price clauses.?® These clauses try to find the 8.76
necessary balance between the stability and the foreseeable nature of situations.
Notably, hardship clauses are prevalent in energy contracts,® particularly in long-
term energy contracts.’® Unforeseeable events which were excluded from the
parties forecasts could have the effect of undermining the economic basis of the
existing market® or could make the performance of contractual obligations very
difficult or costly.3* Contracts for the import of gas usually contain a clause on
renegotiation of prices, named ‘hardship clauses’, in particular ‘when one of the
critical parameters for the determination of the price disappears or is modified in
a drastic way’. According to this type of clause, the parties will consult, in case of
the emergence of economic circumstances having the effect of making the prices
or the formulae inequitable or unbearable, to adapt the valuation clause and restore
the contractual balance prevailing ar the time of the conclusion of the contract. The

39 Lexicon enevgiemarkt Nederland en Belgié (Utrecht, Lemma 2003), 247,

30 G Block, ‘Arbitration and Changes in the Energy Price. Examination of the Arbitration Case
Law of the ICC towards the Clauses of Force Majenre, Indexation, Adapration, of Hardship and of
Take-or-pay’ (2009) 20(2) ICC Internarional Court of Arbitration Bulletin 71,

* G Block, "The Hardship and Adaprarion Clauses in the Energy Contracts’, in Europ Energies,
March 2008, 11.

3 G Block, “The Hardship and Adapration Clauses in the Energy Contracts’ (n 31), 11.

3 A Al Faruque, ‘Renegotiation and Adapration of Petroleum Contracts: The Quest for
Equilibrium and Seabilicy’ (2008) 2 Journal of World Investment & Trade 128,

3 F Fucdi, ‘Hardship and Changed Circumstances as Ground for Non-Performance or
Adjustment of Contract’ (2006) Transnational Dispute Management, 911,
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failure of this ‘dialogue’ can lead to arbitration or to the termination of the contract
at the request of one of the parties.

"The second kind of price clause is adaptation or indexation clauses. Parties fix the
price for the duration of the contract and it is reviewed automatically.?® This is the
main difference between adapration and hardship clauses.?

Finally, the rake-or-pay (TOP) clause obliges the buyer to take a minimum quan-
tity of energy and to pay for it, even if he or she does not use it¥” (see paras 8.159F
on TOP).

(f) Billing: The electricity and gas bills are important for proper market function-
ing. Previously, customers had to buy a standard product offered by a sole supplier.
Post-liberalization, they can buy different products from different suppliers. These
products are variables because of their prices, their quality, or their source of energy
for the electricity production. Domestic clients can benefit from reductions if they
pay by certain means (such as direct debit).

To ensure compliance with the competition rules, it is important to have trans-
parent information about different properties and quality of products involved.
In this way, the consumer should have the possibility to compare and to choose
between different suppliers on the basis of correct and reliable informarion. The
bill should provide customers with the up-to-date information on the present price
of electricity/gas energy as well as distribution network services. The rules on price
information in the bill should be in accordance with the relevant rules on general
price information.

Another dimension of transparency of the price elements in the bill is the accuracy
of the bill. The consumer must pay according to their actual consumption instead
of consumption estimates.3®

Traditionally, the supply of energy is invoiced monthly. So, a billing clause may
provide as follows:

The (electricity/gas) supply is invoiced monthly. The bill is drawn up on the basis of
the monthly consumption and the adaptation of the provisional bill of last month,
The first one is caleulated on the basis of provisional data and the second one and

others thereafter on the basis of definitive darta.

%5 C Petersen, ‘Gas Natural Aprovisionamientos, SDG, SA v Atlantic LNG Company of Trinidad
and Tobago and price reopener clauses in a uncertain environment for LNG pricing’, Paul Hastings,
March 2009, 1-5.

36 Judgment CCIn°3344, 1981, Rec. 19741985, 442.

37 G Block, ‘Arbitration and Changes in the Energy Price’ (n 30).

38 Art 1(a) of Annex 1 to the Third Gas and Electricity TEM Directives.

¥ ERGEG, “Transparency of Prices: Best Practice Proposition’, Ref: E05-CFG-03-06, 21 July
2006 (n23), 8.

208

B. Analysis of the Contracts

Thebilling clauses may contain payments monthly, weekly, oraccording to another
period. Billing clauses also often contain rules on sanctions in case of non-payment

of the bill.

(g) Additional contributions, taxes, and surcharges: Before liberalization, an
energy contract would provide that ‘the price includes all charges, fees and taxes
charged by the supplier’. That was an ‘all-in price’ system.

Such clauses are no longer applicable in the current energy markets. Indeed, with
the establishment of competition in the energy market, there were initiatives to
create contributions or surcharges on the energy prices for financing funds or
generating revenues which may or may not directly concern the energy marker.
Those surcharges are generally borne by the client according to their consump-
tion, eg:

All new taxes or increases in existing surcharges and/or chasges and/or expenses of

whatever nature imposed by a competent public authority and linked to the object

of this contract shall be fully borne by the client and will be calculated on the basis
of his consumption.

(h) Liability and compensation clauses: The multiplicity of players in the mod-
ern electricity and gas market raises the question of liability. Criteria concerning
the liability of the parties will be determined according to the applicable law of
the contract. Thus, the contract will, in most cases, specify the applicable law.
If the contract provides no liability rules, the law of the delivery point will be
applicable.#?

Thus, the damage caused by negligence or fault will usually have to be compen-
sated. However, in energy contracts the situation is more complicated because
of the tripartite relations between the client, the supplier, and network operator.
Moreover, the co-existence of different marketactors’ contracts involves the respon-
sibilities of different parties. Sometimes, a party will incur damages as a result of
the fault of another party, with whom there is no contract. In these cases, a ‘back-
o-back’ clause will often be included in the contract in order to cover this chain of
responsibility. This will, for instance, be the case for connection contracts, supply
contracts, and access contracts. A ‘bacleto-back’ clause might read as follows:

Network operators are responsible for guaranteeing the quality and the continu-
ity of the provision of active Electrical Energy. As a consequence, the producer
of energy cannot be held liable for the consequences related ro a failure of the
Network such as cuts, voltage level or frequency reduction, damage arising from
the malfunctioning of the Network, from the place of connection, from the place-
ment or maintenance of the meters.

In case of default or absence of the supply resulting from a failure of the Networks,
the client will directly address the Network Operators.

40 Art 4, Rome I Regulation (n 2).
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The consistency of such clauses must be ensured and each party should have a right
of recourse against the responsible party, even if these two parties have no contrac-
tual bond with each other; of course, this may be more difficult to achieve in some
national legal systems than others.

In some Member States, it is usual for the limitation on the operator’s liability to
impose upon the operator a duty to act as a reasonable and prudent operator. The
liability of the operator or supplier is appreciated on the basis of this standard, eg:

‘Reasonable and Prudent Operator” as used herein to describe the standard of care
to be exercised by a party in performing its obligations hereunder shall mean that
degree of diligence, prudence and foresight reasonably and ordinarily exercised
by experienced operators engaged in the same line of business under the same or
similar circumstances and conditions having due consideration to the interest of
the other party under this agreement.

The operator will be discharged of his liability if he proves that his behaviour con-
forms to the behaviour of a ‘reasonable and prudent operator with experience in
this sector’.

The liability and compensation clauses present three characteristics: the limiration
of liability to gross negligence, the exclusion of indirect damages, and the imposi-
tion of caps on liability.#"

"The first characteristic consists of the limitation of the supplier’s liability to cases
of gross negligence, eg:
The supplier can be held liable in case of gross negligence or wilful misconduct. In

this case, the labiliry of the supplier will be strictly limited to direct and material
damages up to an amount of (. .. ) per cent of the total amount of the Contract.

The supplier’s liability is excluded for minor fault. Gross negligence involves a con-
scious and voluntary disregard of the need to use reasonable care, which is likely to
cause foreseeable grave injury or harm to persons, property, or both,

The second characteristic is the exclusion of indirect or consequential damages
or losses. Direct damages in contract law are generally the difference berween the
value of the performance received and the value of the performance promised as
measured by contract or market value. Indirect damages are those which are nora
direct result of an act, but a consequence of the initial act.*? Indirect damages and
losses include, inter alia, the shutdown of production, production losses, and loss
of revenues or profit.

— “The supplier shall be liable to the Client for direct tangible or intangible losses
resulting from a wrongful and intentional act or from gross and intolerable

4 G Block, ‘Hardship and Adaptation Clauses” (n 31).
42 (G Viney and P Jourdain, The Conditions of the Liability (3rd edn, Paris: LGDYJ, 2006), 207.
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negligence, to the exclusion of any indirect losses, including those resulting
from a shutdown of production, production losses, loss of revenue and profic
and other financial damage.

~ “The supplier liability pursuant to the execution of this contract is limited to a
maximum amount of € . . . per event for tangible losses and personal injury”

~ “Without prejudice to conditions fixed at §x, the liability of the parties shall be
limired to paying compensation for direct material damage but under no cir
cumstances for any indirect and subsequent damage, including but not exclud-
ing the loss of production, the loss of income or the loss of profit”

It can be concluded that compensation is possible only for non-supplied energy or
for the difference between the paid price of energy and the price of energy deter-
mined by the contract.

Finally, energy contracts include limited liability clauses and clauses which impose
caps on compensation. It is important to highlight that, according to the nature
of contract, a liability exemption clause is typically not effective as between the
contract parties. This kind of clause destroys the object of the contract.

In the case of limitations or caps, the compensation cannot exceed some amount
or a multiple of the monthly or annual invoice. Certain contracts contain caps
formulated as a multiple of monthly or annual invoice, eg;

The supplier liability pursuant to the execution of this contract is limited to a maxi-
mum amount of € , . . per event for tangible losses and personal injury and of € . .,
per event for intangible losses.

With regard to liability to third parties, it is usually provided that the parties shall
be liable to third parties for all damages, of whatever nature, resulting from the
fulfilment of contractual obligations, eg:

The client and the supplier shall bear, each to the extent of irs interest, all liability
for losses, of whatever nature, caused to third parties during the performance of
this Contract,

It should also be remembered that liability clauses should be well-balanced and
carefully drafted to reflect the risks run by each of the parties.

(i) Force majeure: The question of force majenre and its impact plays an important
role in the application and analysis of energy contracts. Indeed, most of the con-
tracts include force majenre clauses and will often specify the consequences of such
incidents, For example:

— “Force majeure” means any unforeseen event or circumstance, the occurrence
of which is beyond the reasonable control of the affected Party, and which
could not be avoided or prevented with due care and at reasonable expenses
which have the effect of making impossible or unlawful for the affected Party
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to perform all or any of its obligations hereunder. Force Majeure events shall
include but shall not be limited to the following: . . ..

~ ‘For the purposes of this contract, force majeure shall be taken to mean any
event outside the control of the Party concerned, which could not reasonably
be foreseen or, if foreseen, that could not be reasonably avoided and the conse-
quences of which could not be overcome by the means which should be open to
the Parties as prudent and reasonable operators, and which prevents the Party
concerned from performing all or part of its obligations under this Contract.
Cases of force majeure, when they fulfil the conditions set out above, shall
include but not be limited to: . . /.

~ ‘Consequences of Force Majeure
All Natural Gas, the delivery or taking of which has been prevented by force
majeure, shall, unless otherwise agreed, be deducted from the amounts required
to be made available and taken under this Agreement.

Force majeure clauses are often invoked in energy contracts, but because of their
often rigid application conditions they are rarely accepted as valid by arbitral®® or
national jurisdictions.** However, these clauses are very useful in energy contracts
in case of the occurrence of specific events independent of the will of parties.

Force majeure can be invoked in each relationship between the new players on
the market. But, for the various actors on the energy market, the concept of force
majeure has different meanings. Thus, the operator of an electricity transmission
network has to manage his network by all means at his disposal. The operator of
a gas transmission network should employ best endeavours to ensure the balance
on his network, Indeed, the supply contracts usually provide that the liability of
the supplier is excluded when the loss is caused by a network failure. Thus, the
concept of force majeure is a concept with varying dimensions, depending upon
the context.

On the one hand, a breakdown on the distribution network can be a cause of force
majeure for the supplier, and not for the customer, if the latter is well covered by its
supply contract. The same breakdown can also be a cause of force majeure for the
distribution network operator, if this breakdown originated on the transmission
nerwork. An event can thus be a cause of force majeure for one actor and not for
another. These different actors highlight the varying dimensions of this concept.

On the other hand, if the supplier encounters a case of force majeure that may
have harmful repercussions for the customer, the supplier should give assistance to
his customer. Even in a case of force majeure, the customer could be indemnified
according to the contractual liability clause.

43 Award n°2216, CCI, Rep of Awards of ICC (1974-1985), 224; or Award 2478, ICC, Rep of
Awards of ICC (1974-1985), 233.
44 G Block, ‘Arbitration and Changes in the Energy Price’ (n 30).
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For those reasons, the contract no longer makes reference to the ‘prudent and rea-
sonable operator’, but instead to a list of events which are considered force majeunre
" 45

cases.

In the old single energy contract, the force majeure clause was typically drafted in
the following way:
The supplier and the consumer are totally or partially exempted from the supply or
take-off obligation:
~ In cases of force majeure as defined in Ardicle [ . . . ] of the Civil Code;
~ In the event of:
~ breakdown of installations resulted from explosion, landslides, earthquakes,
fire, floods, washouts, storms, outage of pipelines, equipment or machinery
required for the transport of elecrricity;
— strikes, lock out, industrial disturbances, war;
— diminution or failure of, or interference with supply of raw materials and
utilities.

These contracts also provide that (eg) ‘the supplier is entitled to reduce and inter-
rupt the supply for the renovation of transport networks. The party wishing to call
upon the event of force majeure engages to make as soon as possible all reasonable
efforts to restore the normal situation. The supplier must give notice to the client at
least one week in advance, except in case of extreme urgency’.

In the new energy supply contracts, the events which prevent the supply are con-
sidered as force majeure. So, if one of these events affects the capacity of the opera-
tor to transport or distribute the energy to the delivery point, the suppliers will be
discharged of their obligation to their eligible client (the ‘back-to-back’ idea). Also,
the client should have the possibility to suspend his off-take obligation.

The black-out which occurred on 2 September 2004 across the networks of
Luxembourg is an example of force majeure. The network of Luxembourg suffered
an electrical breakdown ‘imported from the RWE network in the western region
of Rhineland-Palatinate’ following a drop in production of wind farms in northern
Germany. After describing the network configuration and the blackout steps, the
report described actions taken by network operators and concluded that: ‘[r]egard-
ing . .. the technical management of the blackout, there can be no reproach to our
network operators. Instead, the officials of the dispatching of CEGEDEL acted in
a professional way, made the right decisions and did not commit mistakes’, ¢

There are other examples of black-outs in Europe. On 4 November 2006, a large
part of Western Europe experienced a black-out due to a massive power surge from
thousands of rurbines in Germany into the ‘pan-European grid’. Also, on Sunday

% (3 Block, “The Force Majeure in the Energy Contracts’, Eurap'Energies, May 2007, n° 60, p 10.
4 Report of Grand Duchy of Luxembourg, Economic and external trade ministry, Black-our of
2 September 2004, Report presented by Mr Jeannor Krecké, 9 September 2004, at 2.
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28 September 2003 the Italian power system faced its worst disruption in fifry
years, which also affected parts of Switzerland. A total of 56 million people were
affected by this blackout.”” In these cases, the network operator and the supplier
can invoke force majeure. To summarize, a force majeure event may be defined as:

An event of external nature, that could not be foreseen or prevented; it renders per-
formance of a contractual obligation impossible at all or for a certain time.*3

Generally, the contracts provide a detailed description of the circumsrances that
can constitute a condition of force majenre. For example:

— 'The execution of the obligations under the Contract will be temporarily sus-
pended for the duration of the event causing force majenre and/or emergency
sitpation.

— 'The parties agree that the following situations will be considered as such type
of events:

—a war, declared or not, a war threat, an invasion, an armed conflict, a
blockade;

—a revolution, an insurrection . . . ;

—an explosion, a sabotage, terrorist actions, damages caused by criminal
actions . . .

~a nuclear explosion . . . ;

~a natural disaster, including earthquakes, floods . . . ;

~serious accidents of individuals . . .

The list consists of three types of potential risks: natural risks, technical risks, and
political events.

Usually, the occurrence of a qualifying force majeure event has important impacts
upon the reciprocal obligations of contracting parties. The incidence of force
majeure suspends the affected contractual obligations, except in the face of a con-
trary proposition of the contract.*® Some network operators oblige customers to
continue to pay at the fixed term, notwithstanding the force majeunre situation.
Also, the incidence of force majeure suspends the off-take obligation (under the
‘back-to-back’ clause).

A force majeure clause may specify a time frame for the suspension of a contract,
beyond which the contract becomes terminable. Another question may be raised:
in case of disruption of supply resulting from negligence or fault, can the client
be supplied by other sources or can he or she sell his or her capacity reservations?

47 Anuti Silvast and Joe Kaplinsky, Project UNDERSTAND White Paper on Security of European
Electricity Distribution at <htrp/fwww.understand.se/docs/ White_Paper_EN.doc>,

48 W Melis, ‘Force majenre and Hardship Clauses in International Commercial Contracts in
View of the Practice of the ICC Court of Arbitrarion’ (1984) 1 ] Int’l Arb 213, 22021,

48 Mahmoud Reza Firoozmand, ‘Force Majeure Clause in Long-Term Petroleum Contracts: Key
Issues’ (2006) 24(3) Drafting in Energy and Natural Resources Law 435.
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O, reciprocally, can the supplier sell his non-delivered quantity to other clients?
All of these aspects should be covered by the contract or at least a mechanism for
addressing them should be provided.

() Jurisdiction and dispute settlement: Energy contracts contain generally classic  8.115
clauses relating to jurisdiction and dispute settlement, eg:

The law of [ . . . ] applies to the performance, validity and interpretation of this
contract. Any dispute in respect of this contract which cannot be resolved by the
parties themselves will be submitted to the jurisdiction of the national coutrt.

In the energy sector, specific arbitration clauses are employed. The Parties canalso  8.116
appeal to new jurisdictional instances organized by the NRA for the settlement of
disputes,®® For example;

The parties shall agree to try to settle by amicable means any dispute arising between
them regarding the validity, interpretation or performance of the agreement.

Should it prove impossible to sertle the dispute amicably, a definitive ruling shall be
made in accordance with the regulations of [ . . . | by three arbitrators appointed in
compliance with these regulations.
When the contract in question is not a ‘regulated contract’, the parties can choose 8.117
the place of arbitration or jurisdiction.

For the rest, negotiated contracts and regulated contracts will also include particu-  8.118
lar clauses, including:

~ the identity of the contracting parties;

— changing the designation of the access responsible and/or the designation of
the supplier;

~ the duration of the contract;

— the financial guarantees;

~ the connection or access procedures, and designation of access responsibilities;

~ fees, surcharges, taxes, and VAT payable by the customer;

~ the provisions relating to the suspensien and/or termination of the contract;

~ the procedure for data protection;

~ the liability of the parties (limitation of liability, warranty, obligation of limita-
tion of damage, etc);

— the insurances;

~ the additional provisions (amendment of general conditions, contacts and noti-
fication, transfer of obligations, continuity, etc),

(k) Duration: Long-term contracts have played and continue to play an impor- 8119
tant role in the construction and the development of the European energy markets,

50 Eg Recitals 38, 42, and 534, Art 37(10) and Annex I, para 1) of the Third Electricity IEM
Directive.
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Such contracts show how conflicting principles could influence the position of the
European institutions. On the one hand, long-term contracts are a cornerstone of
the EU’s security of supply, ' supporting necessary investments for the development
of electricity and/or gas grids as well as the building of new production units. On
the other hand, such contracts may have foreclosure effects on the liberalized energy
markets by impeding the access of new entrants or alternarive operators to custom-
ers and/or to infrastructures such as interconnections.>? Thus, balancing the three
main objectives of EU energy policy (competition, environment, and security of
supply) will prove challenging, both in general and on a case-by-case basis.

Long-term contracts in the liberalized energy markets must be assessed in the light
of both the EU energy legislation and EU competition law, most of the scrutiny
being provided under the latter.

(4) EU energy law and long-term contracts

The potential conflicts between security of supply and opening of the energy market
are evident from the evolution of EU energy legislation regarding long-term con-
tracts. The three major steps in this evolution are: (1) the Second Energy Package;
(2) the results of the Energy Sector Inquiry carried out by the Commission’s
Competition Directorate General (DG COMP), published in the final report of
10 January 200735 and (3) the Third Energy Package.

EU energy legislation regarding long-term contracts principally focuses on the
internal gas market,5* little attention having been given in the legislative rexts to
the electricity market.

(a) The Second Energy Package: Long-term contracts were addressed differently
for the electricity and the gas markets in the Second Energy Package. For the elec-
tricity market, the Annex of Regulation 1228/2003/EC provided guidelines on
the management and allocation of available transfer capacities of interconnections
between national systems, specifying that:

— long-term contracts cannot be assigned priority access rights to an interconnec-
tion capacity if they are in breach of the competition rules (Articles 101 and
102 TFEU);

5 See Chs 9 and 10 for general discussion of security of supply.

52 H Nyssens and D Schnichels, ‘Energy’, in J Faull and A Nikpay (eds), The EC Law of
Competition (2nd edn, OUP, 2007), ch 12, para 12.213.

53’ Communication from the Commission of 10 January 2007—Inquiry pursuant to Article
17 of Regulation (EC) No 1/2003 into the European gas and electricity sectors (final report)
COM(2006) 851 final and DG Competition Report on Energy Sector Inquiry, 10 January 2007,
SBEC(2006) 1724, hereafter ‘Energy Sector Inquiry’.

54 For recent discussion, see K Talus, Vertical Natural Gas Transporration Capacity, Upstream
Commaodity Contracts and EU Competition Law (Alphen aan den Rijn: Kluwer Law International,
2011),ch 3.
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— existing long-term contracts have no pre-emption rights at the time of their
renewal,

For the gas market, long-term contracts were addressed directly by Direcrive
2003/55/EC. Their necessity to ensure the security of gas supply in the EU, as long
as they were comparible with the objectives of the Directive and with the rules of
the Treaty (particularly regarding competition) was highlighted in Recital 25:

Long-term contracts will continue to be an important part of the gas supply of
Member States and should be maintained as an option for gas supply undertakings
in so far as they do not undermine the objectives of this Directive and are compat-
ible with the Treaty, including comperition rules. It is therefore necessary to take
them into account in the planning of supply and transportation capacity of gas
undertakings.

According to Article 18(3) of Directive 2003/55/EC, the ‘provisions of this
Directive shall not prevent the conclusion of long-term contracts in so far as they
comply with Community competition rules’.

As already highlighted,®® Article 32(1) of this Directive furthermore expressly
maintained the validity of long-term gas contracts concluded before the liberaliza-
tion of the internal market in natural gasin accordance with the Transit Directive. 5
No similar mechanism was provided for the electricity sector.

The preparatory documents which led to Directive 2003/55/EC provide evidence
that the EU institutions were divided on these competition and security of supply
concerns. In its first proposal for the directive, the Commission underlined that
competition on the energy markets could be hindered by long-term energy con-
rracts.’” It also proposed (as previously discussed) to repeal the Transit Directive,
regardless of the long-term transit contracts concluded within its framework.

In its first reading, the European Parliament recommended that regulatory author-
ities be entrusted with the competence to call into question long-term contraces.®
This recommendation, although underlining the possible benefits of long-term
contracts for security of supply, was justified by the possible barriers to competition
due to such contracts.?

55 See Ch 4, at paras 4.136 ff.

5 Directive 91/296/EEC [1991] O] L147/37.

57 Proposal for a Directive of the European Parliament and of the Council amending Directives
96/92/EC and 98/30/EC concerning common rules for the internal market in electricity and natu-
ral gas, 13 March 2001, COM(2001) 125 final, 31.

5 Report on the Proposal for a Directive of the European Parliament and of the Council amend-
ing Directives 96/92/EC and 98/30/EC Concerning Common Rules for the Internal Marker in
Electricity and Natural Gas, 1 March 2002, A5-0077/2002, 57,

5 Report on the Proposal for a Directive of the Buropean Parliament and of the Council amend-
ing Directives 96/92/EC and 98/30/EC Concerning Common Rules for the Internal Marker in
Electricity and Natural Gas, 1 March 2002, A5-0077/2002 (n 58), 58.
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The Council departed from the positions of both the Commission and the
European Parliament: it considered in its first reading that third party access had
to take into account the specificity of long-term transit contracts concluded under
the framework of the Transit Directive.8 It accordingly underlined in its com-
mon position of 3 February 2003, that the Transit Directive ‘should be repealed
without prejudice to the continuity of the contracts concluded under the said
Directive’.! Following this common position, the Commission declared to the
European Parliament that the repeal of the Transit Directive ‘shall not affect’ the
legal framework for future long-term gas contracts, considering their importance
for Europe’s security of supply.5?

The European Parliament accordingly suggested, in its second reading, that the
proposed new Gas Directive should clarify thart the repeal of the Transit Directive
should not call into question the conclusion of future long-term contracts con-
sidering their importance for the security of supply.5® Although this suggestion
was not followed, it expresses the position of the European Parliament and of the
Council at the time of the adoption of the Second Energy Package to protect the
essential role of long-term contracts in the security of supply.

(b) Energy Sector Inquiry 2005 to 2007: As a result of the slow progress in intro-
ducing competition into energy markets, in 2005 the Commission’s Competition
Directorate General (DG COMP) launched a sector inquiry into those markets.
The final report of this inquiry was published on 10 January 2007.54 The Energy
Sector Inquiry final report highlighted the potential competition barriers raised by
long-term energy contracts, both for the electricity and natural gas markets:

— such contracts hinder the access of new entrants to access upstream markets
and hamper the level of liquidity on the electricity and gas markets;®

50 2394th Council Meeting—Energy/Industry, Brussels, 4 and 5 December 2001,

81 Common position (EC) No 6/2003 adopted by the Council on 3 February 2003 with a view
to the adoprion of the Directive 2003/ . . . /EC of the European Parliament and of the Council of
... concerning common rules for the internal market in natural gas and repealing Directive 98/30/
EC, [2003] O] C50/3, {2003] O] C50/36 (4 March 2003), Recital 30,

62 Communication from the Commission to the European Parliament concerning the com-
mon position of the Council on the adoption of a Directive of the European Parliament and of the
Council concerning common rules for the internal market in electricity and repealing Directive
96/92/EC and concerning the common position of the Courcil on the adoption of a Directive of
the Eutopean Parliament and of the Council concerning common rules for the internal market in
natural gas and repealing Directive 98/30/EC, SEC/2003/0161 final, 7 February 2003.

88 Recommendation for second reading on the common position adopted by the Council with a
view to adopting a European Partiament and Council Directive on common rules for the internal
market in natural gas and repealing Directive 98/30/EC, 28 April 2003, A5—0135/2003, 19 and
20: “The repeal of Directive 91/296/EEC does not call into question the legal framework of long-
term contracts, important to ensure European security of supply”

84 Communication from the Commission, Inquiry into the European Gas and Elecericity
Sectors {Final Report), SEC(2006) 1724, COM(2006) 851 final, 10 January 2007 (hereafter,
‘Sector Inquiry: Final Report’).

65 Sector Inquiry: Final Report {n 64), 6, point 20.
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— long-term contracts hamper the access to interconnections;56

~ long-term contracts have the effect of tying customers (usually) to incumbent
operators;®7

~ long-term contracts may have foreclosure effects,®8

In parallel to the Energy Sector Inquiry Final Report, the Commission’s regula-
tory proposals (for the Third Energy Package) to address the shortcomings of the
energy markets were presented to the Council and to the European Parliament in
its communication on ‘Prospects for the Internal Gas and Electricity Market'.%
The Commission pointed to long-term contracts as one of the main deficien-
cies of the internal energy markets.”® The Commission’s proposals thus focused
on long-term gas transmission and downstream contracts, First, the impor-
tance of long-term contracts for the EU security of supply was stressed; then,
the Commission aimed to develop the guidelines provided by Regulation
1775/2005/EC regarding congestion management and to increase the scrutiny
of long-term contracts:

The Commission has repeatedly acknowledged the role of long-term contracts
berween external producers (i.e. upstream) and companies supplying customers in
the European Union. These long-term contracts reflect the need for upfront invest-
ments to be undertaken and have an important role to play as regards access to
cost-effective energy inputs, However, such agreements are often extended down-
stream and serve to foreclose the downstream market via priority transmission con-
tracts and disproportionately long rerm supply contracts with either local suppliers
or directly with final customers, This often results in market foreclosure within the
European Union.

The gas Regulation already imposes strict use-it-or-lose-it conditions regard-
ing transmission contracts. This includes contracts which were concluded under
Directive 91/296/EEC on the transit of natural gas through grids. These require-
ments, when combined with additional investment in gas networks, may help over-
come the current blockages to meaningful competition. Further development of
use-it-or-lose-it guidelines would also help competition develop more rapidly. The
Commission will strictly monitor compliance with the requirements of Regulation
(EC) No 1775/2005. It will further develop the guidelines under the Regulation.
It also considers that any regulatory decisions relating to such contracts should be
subject to Commission scrutiny , .. 7!

The Report of the European Parliament on the Commission’s Communication
stressed the need for long-term contracts, particularly in the gas sector, to ensure

8 Sector Inquiry: Final Report, {n 64), 6 and 7, point 23.

7 Sector Inquiry: Final Report, (n 64), &, points 31 and 32.

%8 Sector Inquiry: Final Report, (n 64), 12 and 13, points 46 and 48.

8 Communication from the Commission to the Council and the Yuropean Parliament,
‘Prospects for the Internal Gas and Electricity Marker, COM(2006) 841 final, 10 January 2007
(hereatier, ‘Communication: Prospects (2006)).

0 Communication: Prospects (2006) (n 69), 6.

' Communication: Prospects (2006) (n 69}, 16.
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security of supply and it entrusted the Commission with providing clear guidance
regarding such contracts, so as to reduce uncertainty:”?

'The European Parliament . . .

26. Recognises that upstream long-term contracts, in particular in the gas sector,
are necessary to provide a posirive investment climate, contribute significantly to
security of supply and do not harm the integration of the internal energy market,
provided that new entrants are not excluded;

27. Believes that balanced, effective application of the ‘use-it-or-lose-it’ principle
must be ensured so that new entrants may access the networks where capacity is
not utilised;

28. Believes downstream bilateral long-term contracts allow, as long as they do
not take up a significant percentage of the market and do not prevent customers
from switching suppliers, energy-intensive industries to negotiate more competitive
and stable energy prices with the supplier of their choice and should therefore be
allowed, assuming that they are properly supervised by the relevant authorities, and
as long as they do not create additional costs for the networks, to close the market
to new entrants or hamper market development;

29. Requests the Commission to propose a definition of what constitutes a high
energy user; also requests the Commission to give special consideration to high
energy users in the EU that are competing in the global economy;

30. Asks the Commission to provide clear guidance on downstream bilateral long-
term contracts in order to reduce uncerrainty in the market and to move towards
standardization of contracts;

31. Recalls that energy generation, transmission, storage and distribution facilities
are critical infrastructures the safety and security of which must be fully preserved
and ensured under all circumstances . . .

(¢) The Third Energy Package: Long-term contracts are addressed for both the
electricity and the gas markets in the new Third IEM Directives concerning com-
mon rules for the internal energy market, namely Directives 2009/72/EC (Elec)
and 2009/73/EC (Gas).

Most of the emphasis is upon the gas market, under the Third Gas IEM Directive
2009/73/EC. This Directive reaffirms the possibilicy of concluding long-term con-
tracts as long as they are compatible with the competition rules’ and also compels
NRAs to respect long-term contracts as long as they are compatible with European
competition rules:

The regulatory authority shall have the following duties: . . .

(1) respecting contractual freedom with regard to interruprible supply contracts as
well as with regard to long-term contracts provided that they are compatible
with Community law and consistent with Community policies.”

72 Report of the European Parliament on ‘Prospects for the Internal Gas and Electricity Market”
(2007/20089(IN1)), 26 June 2007, A6-0249/2007, 10, paras 26-31.

73 Are32(3) of the Third Gas TEM Directive 2009/73/EC: ‘[c]he provisions of this Directive shall not
prevent the conclusion of long-term contracts in so far as they comply with [EU] competition rules.

74 Are 41D of Directive 2009/73/EC.
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A similar duty was imposed upon NRAs for the electricity market.”® Besides this
provision, long-term contracts in the electricity marker are not further addressed
in the Third Energy Package.

It follows from the provisions of the Third Energy Package regarding long-term
contracts that such contracts are acceptable as long as they comply with EU com-
petition rules. Such limited acceptance of long-term contracts is evident from the
preparatory work of the Third Energy Package. In its first proposals for the new
directives, dated 19 September 2007, the Commission underlined—for both the
electricity’® and gas”” markets—that:

.. . downstream bilateral supply agreements provide an opportunity to energy
intensive industries to obtain more predictable prices. However, such agreements
risk foreclosing the downstream market by preventing consumers from switching
and thus limiting competition,

The Commission also announced that it would provide guidance about the com-
pliance of downstream bilateral long-term supply agreements with EU competi-
tion law.

The risks of long-term contracts for competition were also undetlined by the
European Economic and Socfal Committee in its opinion of 22 April 2008:78

Hdentifying downstream bilateral long-rerm supply agreements thas comply with EU
competition law. The degree of competition on retail markets is very limited. The
cumulative effect of long-rerm contracts, open-ended contracts, contracts with
tacit renewal clauses and long termination periods could be a substantial barrier to
competition, Contractual obligations binding industrial end users and producers
(incumbent companies) in the long term differ from country to country. However,
there is growing demand for more competitive supply, from companies other than
the incumbent companies.

75 Are 37(D0) of Directive 2009/72/EC,

7 Proposal for a Directive of the European Parliament and of the Council amending Directive
2003/54/EC Concerning Common Rules for the Internal Market in Electricity, COM(2007) 528
final, 19 Seprember 2007, 18,

77 Proposal for a Directive of the European Parliament and of the Council amending Directive
2003/55/EC Concerning Common Rules for the Internal Market in Narural Gas, COM(2007) 529
final, 19 September 2007 (1 76), 18.

78 Opinion of the European Economic and Social Committee on the ‘Proposal for a Directive
of the European Parliament and of the Council amending Directive 2003/54/EC Concerning
Common Rules for the Internal Market in Elecrricity’, “Proposal for a Directive of the European
Patliament and of the Council amending Directive 2003/55/EC Concerning Common Rules
for the Internal Market in Natural Gas', ‘Proposal for a Regulation of the European Parliament
and of the Council Establishing an Agency for the Cooperation of Energy Regulators’, ‘Proposal
for a Regulation of the European Parliament and of the Council amending Regulation (EC) No
1228/2003 on Condirions for Accessto the Nerwork for Cross-Border Exchangesin Electricity’, and
“Proposal for a Regulation of the European Parliament and of the Council Amending Regularion
(EC) No 1775/2005 on Conditions for Access to the Network for Cross-Border Exchanges in
MNatural Gas', 20608/C 211/06, 22 April 2008, [2008] O] C 211/30, 19 Aagust 2008, point 7.12.
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Departing from the Commission and the European Economic and Social
Committee, in its first reading, the European Parliament recommended giving
national regulatory authorities the duty to promote long-term contracts, where
they ‘contribute to the improvement of the energy production and distribution
and, at the same time, allow consumers to share the resulting benefits, provided
that such agreements can contribute to an optimal level of investment in the energy
sector’.”®

This recommendation was not followed by the Commission, which considered
that even if long-term contracts were ‘acceptable’, they should not be ‘encouraged’,
given the foreclosure risks which they posed for the opening of the market.®

(d) Conclusion on EU energy legislation and long-term contracts: Long-term con-
tracts illustrate the evolution of EU energy law before the conflicting principles of
security of supply and the opening of the energy market. Whileat the time of the adop-
tion of the Second Energy Package and in the context of the Energy Sector Inquiry,
long-term contracts were highlighted as amongst the main deficiencies of the liberal-
ized electricity and gas markers, the position towards such contracts has warmed in
the recent years, in the face of the increase of prices on the liberalized electricity and
gas markets in the absence of the stabilizing effect of long-term contracts.

The examination and assessment of long-term contracts within the liberalized elec-
tricity and gas markets was instead left to the application of the European compe-
tition rules: long-term contracts are accepted as long as they are compatible with
European competition rules (or, indeed, with the national competition law, where
no cross-border trade effects could be shown).

The compatibility of long-term contracts with EU competition law is thoroughly
scrutinized by the Commission’s Competition Directorate General (DG COMP).

79 For clectricity, see the position of the European Parliament adopted at fisst reading on 18 June
2008 wich the view to the adoption of Directive 2008/ . . . /EC of the European Parliament and of
the Council amending Directive 2003/54/EC concerning common rules for the internal market of
clectricity, TA(2008)0294, proposed new Are 22¢(1)(n); for gas, see the position of the European
Parliament adopted at first reading on 9 July 2008 with the view to the adoption of Directive
2008/-. . . /EC of the European Parliament and of the Council amending Directive 2003/55/EC
Concerning Common Rules for the Internal Marker of Natural Gas, TA(Z008)0347, proposed new
Art 24c(1(D).

8 For electricity, see Communication from the Commission to the European Parliament
concerning the common position of the Council on the adoption of a Ditective of the Eurapean
Parliament and of the Council repealing Directive 2003/54/EC concerning common rules for the
internal markes in electricity, 12 January 2009, COM(2008) 906 final, 6, point 5.4.1; for gas, sce
Communication from the Commission to the European Parliament concerning the common posi-
tion of the Council on the adoption of a Directive of the European Parliament and of the Council
repealing Directive 2003/55/EC concerning common rules for the internal market in natural gas,
12 January 2009, COM(2008) 907 final, 6, point 3.4.1: ‘Long-term contracts are acceptable pro-
vided they comply with competition rules, but they will not be encouraged as they have a potential
foreclosing effect on the market.”
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In the Commission’s decisional practice, a distinction appears to be drawn berween:
(i) long-term contracts linked to an investment; and (i) long-term supply contraces
stricto sensy, that s to say not linked to any investment.

(5) Long-term contracts linked to an investment

Contracts of 15 years’ duration have been accepted in the past when they concerned
contracts linked to an investment, usually in new electricity production units,
Five cases dealt with by the DG COMP are particularly relevant: Scottish Nuclear,
Electricidude de Portugal/Pego, REN/ Turbogis,®' Synergen, and Distrignz.®*

In the Scortish Nuclear case, a contract had been concluded between Scottish
Power, Hydro Electric, and Scottish Nuclear for an initial duration of 30 years
(‘the Nuclear Energy Agreement’). By this agreement, Scottish Power and Hydro
Electric were bound, through a TOP clause, to acquire most of the electricity pro-
duced by Scottish Nuclear at its production units at Hunterston and Torness. The
Commission reduced the duration of this agreement to 15 years, considering that
this shorter duration was sufficient to allow the necessary return on investment as
well as the competitiveness of Scottish Nuclear:

The agreement, which was originally to apply for a period equivalent to the remain-
ing lifetime of the nuclear power stations, i.c. 30 years, has, at the Commission’s
request, been limited to 15 years, This period of validity provides the stability and
guarantee necessary for long-term planning and allows the necessary adjustments
to be made to the new situation after a reasonable start-up period. However, this
period seems necessary to allow Scortish Nuclear to artain full profitability and
become competitive.®2

The Electricidade de Portugal/Pego case® concerned a 28-year contract for the sale
of the entire electricity output produced by a coal-fired power plant to the incum-
bent Portuguese electricity operator, EDP. The plant was in construction at the
time of the case. The Commission refused to accept that duration, considering
that, during that time, no electricity produced by the power plant in project could
be delivered 1o consumers other than EDP either in Portugal or in other Member
States. The duration of the contract was accordingly reduced to 15 years. A first
option system was authorized for the remaining thirteen years in order to allow
producers to sell to third parties where there was excess capacity not required by

the grid.

8 PD Cameron, Competition in Energy Mavkets: Law and Regulation in the European Union (2nd
edn, Oxford: QUP, 2007), 331 and 332,

82 Adrien de Hauteclocque, ‘BC Antitrust Enforcement in the Aftermath of the Energy Sector
Inquiry: a Focus on Long-Term Supply Contracts in Electricity and Gas’, in B Delvaux, M Hun,
and K Talus (eds), EU Energy Law and Policy Iisues (Rixensare (Belgium): Buroconfidentiel, 2008),
106,

8 Commission Decision 91/329/EEC of 30 April 1991, para 40.

8 Case No IV/34.598, (1993] O] C265/3.
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8.148 In the REN/Turbogds case,® a power purchase agreement of 25 years had been con-

cluded to supply the Portuguese system manager and operator of the national grid
with the electricity from a combined cycle gas rurbine power station. The contract
was reduced to 15 years’ duration by the Commission.

8449 More recently, in the Synergen case,®’” the Commission accepted an exclusive gas

supply contractof 15yearsbetween Statoiland Synergenin theframeoftheconstruc-
tion and operation of a gas power plant belonging to Synergen. The Commission
considered that the Irish gas market was still dominated by the incumbent gas
supplier BGE and that the fifteen-year contract would ensure Statoil’s long-term
presence in the Irish gas market. The special price formulae offered by Staroil for its
gas were also taken into account by the Commission, considering that they would
not have been offered in the absence of long-term exclusivity.®

8.150 Finally, the Districaz case® is also noteworthy. In this case, the Commission
Y ¢ 3

required Distrigaz to commit to limit its new downstream gas supply contracts
with industrial users and electricity producers to five years. This commitment,
however, was not extended to contracts concluded with electricity producers buy-
ing gas for new installations exceeding 10 MW:%0

The proposed commitments specifically do not apply to gas supply agreements with
customers which are for the supply of gas for new investment in electricity genera-
tion capacity of over 10 MW. Such agreements are subject o a case-by-case basis
appreciation taking into account that the investment might not go ahead, unless
greater predictability of prices and possibly increased security of supply is guaran-
teed for the investor.

8151 The need ro take into account investments in the assessment of long-term con-

tracts is supported by the Guidelines on the application of Article 101(3) TFEU
(previously Article 81(3) EC).*" The application of Article 101(3), allowing for pos-
sible exemptions for otherwise anti-competitive agreements from the prohibition
of Article 101(1), needs to ‘take into account the initial sunk investments made by
any of the parties and the time needed and the restraints required to commit and
recoup an efficiency enhancing investment’. The Commission considers that:

Article [101] cannot be applied without taking due account of such ex ante invest-
ment. The risk facing the parties and the sunk investment that must be committed
to implement the agreement can thus lead to the agreement falling outside Article

85 [1996] O] C118/7, {1996) 4 CMLR 881. Secalso | Ratliff, ‘Major Events in EC Competition
Law 1996: Part 2’ (1997) 8(3) ICCLR 75, 82 .

8 Radiff, ‘Major Events’ (n 83), 8241,

87 Commission Press Release, 1P/02/792, 31 May 2002,

88 XXXIInd Report on Competition Policy 2002, Commission, 192193,

89 Commission Decision of 11 October 2007, case COMP/B-1/37966, Distrigaz.

90 Commission Decision, Distrigaz (n 89), para 37.

9 Communication from the Commission, Notice, Guidelines on the application of Article
81(3) of the Treary, {2004] O] C101/8,
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[1013(1) or fulfilling the conditions of Article [101}(3), as the case may be, for the
period of time required to recoup the investment.%?

The recently updated Guidelines of the Commission on vertical restraints® are 8.152

also relevant:

In the case of a relationship-specific investment made by the supplier . . . a non-
compete or quantity forcing agreement for the period of depreciation of the invest-
ment will in general fulfil the conditions of Article 101(3) .., A relationship-specific
investment could, for instance, be the installation or adaptation of equipment by
the supplier when this equipment can be used afterwards only o produce com-
ponents for a particular buyer, General or market-specific investments in (extra)
capacity are normally not relationship-specific investments. However, where a sup-
plier creates new capacity specifically linked to the operations of a particular buyer,
for instance a company producing metal cans which creates new capacity to pro-
duce cans on the premises of or next to the canning facility of a food producer, this
new capacity may only be economically viable when producing for this particular
customer, in which case the investment would be considered to be relationship-
specific. %4

From those cases, one may deduce that a 15-year duration may appear to be a  8.153

€ * E ® . «
standard’ term for contracts linked to investments, thereby securing investors’
long-term commitments.®

(6) Long-term contracts stricto sensu, not linked to an investment

In the absence of investment in new infrastructure, the duration of energy con-
tracts seems generally to be limited to five years where the beneficiary of the con-
tracts is in a dominant position on the relevant market. This tendency is supported
by the recent cases Distrigaz® and EDF—Long-term contracts France?’

In the Distrigaz case, contracts of beyond five years’ duration had been concluded
by Distrigaz with large customers on the Belgian gas market. After having noted
the dominant position of Distrigaz on the marker for the supply of gas to large
customers in Belgium, the Commission underlined that ‘with very few exceptions,
customers only have one gas supplier and therefore comperition in the gas supply
market only rakes place when a contract expires and a new contract is concluded’.8
The Commission accordingly considered that the long-term contracts concluded

92 Guidelines on the Application of Article 81(3) of the Treaty, para 44.

B Commission, Guidelines on Vertical Restraings, [2010] Of C130/01.

% Commission, Guidelines on Vertical Restraints, [2010] O] C130/01, para 146, One can easily
see how such arguments might be applied to new electricity generation or gas pipeline capacity in
some Clrcumsances.

9 Cameron (n 81), 332.

9% Commission Decision, Distrigaz (n 89),

97 Decision of the Commission of 17 March 2010, Case COMP/39.386, EDF-—-Long-term con-
tracis France.

% Commission Decision, Distrigaz (n 89), 2, para 2,
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by Distrigaz had a potential foreclosure effect since they ‘would prevent customers
from switching supplier and would thereby limit the scope for other gas suppliers to
conclude contracts with customers and so foreclose the access to the marker’.%

The potential foreclosure effect of Distrigaz’s long-term contracts was assessed on
the basis of the proportion of the relevant marker tied by existing contracts on 1
January 2005 for various dates in the future.’ It appeared that the proportion
of the market already tied to Distrigaz under the contracts in force on 1 January
2005 was between 50 and 60 per cent in the six months from their conclusion
and berween 20 and 30 per cent in the three years following their conclusion. On
this basis, the Commission considered that ‘the contracts concluded by Distrigaz
significantly foreclosed the relevant market in a way that could constitute an abuse
of its dominant position’.'?"

To address this concern, Distrigaz committed to limit its new contracts with
industrial users and electricity producers to five years, except where the gas was to
supply new installations exceeding 10 M'W, as has been highlighted previously. For
existing customers with contracts whose duration was five years or more, Distrigaz
committed to grant them a unilateral termination right with prior notice and with-
out indemnity.'%?

The case EDF— Long-term contracts France'® occurred in the context of the consti-
tution of a purchase consortium, Exceltium. In this case, the Commission consid-
ered that EDF may have abused its dominant position on the market for the supply
of large industrial customers by concluding contracts hindering access to this mar-
ket, in particular given the duration of those contracts. To address the issues raised
by the Commission, EDF committed to not conclude any new contracts wich large
industrial customers which had a duration beyond five years.

(a) Take-or-pay clauses: According to a take-or-pay (TOP) clause, a client com-
mits to pay an amount equal to a determined volume of energy (contractual yearly
quantity), irrespective of its off-take at the agreed price.'%* The volume not taken

% Commission Decision, Distrigaz (n 89), 2, para 2.

190 Commission Decision, Distriguz (n 89), 7, para 23,

W01 Commission Decision, Déstrigaz (n 89), 7, para 24.

102 Commission Decision, Distrigaz (n 89), 7 and 8, para 27.

103 Commission Decision, EDF— Long-term contracts France (n 97).

104 (5 Block, ‘Arbitration and Changes in Energy Prices’ (n 30); G Block, ‘Les clauses take-or-pay
dans les ventes d’énergie’ [2007) Europ Energies 12; G Block et al, ‘Le consommateur industriel’,
in Le nouvean marché de I'énergie, Partie 111, subsection 7: ‘les clauses lides 2 la quantité: clauses
take-or-pay, take-and-pay et certaines variantes contractuelles’, (Louvain-la-Neuve, Anthémis,
2007), 263; P Griffin, “Take-or-pay contracts in liberalized markets’ (1999) 15(10) Navural Gas 8;
P Hodges, “Take-or-pay” and “send-or-pay”~—a perspective on recent lirigation” [1997] OGLTR
469; H Davey, “Take-or-pay” and “send-or-pay™ a legal review and long-term prognosis’ [1997]
OGLTR 419; E Marseglin, “Take-or-pay litigation-—the producer’s perspective’ (1987-1988) 6
OGLTR 125,
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is subject to a TOP penalty agreed by the parties in the power purchase agreement
(PPA) or supply contract. A TOP clause could be drafted as follows:

If during a Contractual year, the Buyer rakes off a quantity of natural gas from
the Seller inferior to the yeasly contracted quantity, he shall pay the Seller for the
quantities below the yearly contracted quantity afrer deduction of the quanticies
not made available by the Seller or not taken off by the Buyer for reasons of force
majenre ot for reasons of planned or unplanned maintenance, at the agreed Penalty,
caleulared in accordance with Article . . .

The objective of such clauses is to ensure that producers and/or suppliers receive
a steady and reliable cash flow to allow them to invest in production and nerwork
facilities. Risks related to prices and volumes are shared between producers and
suppliers, on the one hand, and consumers (mainly industrials), on the other hand:
the contract price is determined according to subscribed volumes, irrespective of
its off-take.

TOP clauses first appeared in the gas sector, due in part to the complexity of the
supply chain (from upstream natural gas fields to downstream customers’ off-take
points) as well as the need to invest in production and network facilities. Nowadays,
TOP clauses have been extended to the electricity sector, notably for electricity
produced from natural gas or by new entrants, so as to establish the necessary client
portfolio for the conclusion of upstream supply contracts.

TOP clauses may have a deterrent effect: they may restrain the access of alternative
producers/suppliers to customers bound by TOP clauses. Such risks of deterrent
effect were underlined by DG COMP during the public consultation launched
under the framework of the Energy Sector Inquiry:

Regarding the take-or-pay obligations, which constitute a characteristic feature of
upstream long-term contracts, one verdcally integrated gas marker player argued
that such flexibility is a necessary part of their long-term contracts since it takes
into account the volume risk taken by them as a buyer and provides them with an
alternative source of flexibility to balance their pordolio. Contrary 1o this view,
entrants noted that take-or-pay obligations effectively internalize the role of whole-
sale markets in managing price and volume risks with the harmful consequence of
impeding the development of more effective and efficient wholesale markets. They
argued that liquid wholesale markers would obviate the need for such fexibility
since the market could then be used o hedge the price exposures and provide flex-
ibility to match customers’ and suppliers’ evolving requirements.'%®

TOP clauses are accordingly under close scrutiny with regard to the EU competi-
tion rules. The first element of scrutiny is the duration of TOP clauses: the criteria
raken into account by DG COMP were highlighted at paras 8.145 ffin the discus-
sion of the duration of power purchase agreements and supply contracts.

195 DG Competition Report on Energy Sector Inquiry—Second phase (public consulearion), 10
January 2007, SEC(2006) 1724, para 639,
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The second element in the scrutiny of TOP clauses is their flexibility. The impor-
tance of such flexibility was underlined in the first phase of the report on the Energy
Sector Inquiry of 10 January 2007:10¢
(121) Long-term contracts generally offer buyers a substantial degree of flexibility
in terms of off-take. Incumbents can use this contractual arrangement to provide
ready-made flexibility. They can also, despite take-or-pay obligations, avoid buying
more gas than they need, which limits their need to buy and sell on hubs . . .
(125) The exact nature of flexibility provisions varies greatly between import con-
tracts and between regions . . . Many contracts establish an ‘annual contractual
quantity’ but allow the buyer to take a defined percentage less or more than this
over the course of a year. Many contracts also specify monthly or daily maximum
or minimum quantities . . .

(127) These contracts typically provide specific rules for the situation where the
buyer does not take the whole of the gas required in a given year. In these circum-
stances, the buyer may be able to defer delivery by one or more years, or deliv-
ery obligations might be averaged over a number of years. Alternatively, the buyer
might be required to pay for gas not taken.

(128) It is, however, extremely rare for suppliers to pay for gas not taken . ..

(130) By far the most common scenario is that flexibility inherent in long-term
contracts has been sufficient, so that take-or-pay provisions have not been used.

Three mechanisms are generally used to provide flexibility to TOP clauses. The
first of these mechanisms is the possibility for the buyer of energy to be supplied for
part of its needs in electricity and/or gas by an alternative supplier. A TOP clause
provided by an energy producer and/or supplier in a dominant position on the
relevant market and covering, on an exclusive basis, the entire need of a customer,
is indeed likely to be considered as foreclosing the access of other producers and/
or suppliers, notably new entrants, to the customer concerned. In the above-men-
tioned EDF—Long-term contracts France case,'”” EDF’s customers were bound by
exclusive volume clauses covering all their needs. The Commission considered that
such TOP clauses could lead to an abuse of dominant position.'%® EDF accordingly
committed to give the option to its customers of choosing between an exclusive
offer and a non-exclusive offer, so as to allow them to access supplies from other
suppliers in an effective manner.'%®

The second mechanism allowing flexibility in TOP clauses is the provision for
compensation when the relevant volumes are not taken by the buyer: this compen-
sation comes in the form of ‘carry forward’ or ‘carry backward’ clauses. A ‘carry
forward’ clause postpones a TOP penalty to one or several future contractual years.

06 DG Competition Report on Energy Sector Inquiry—First phase (Gas), 10 January 2007,
SEC(20006) 1724.

W07 See Commission Decision, EDF-—Long-term contracts France (n 97).

08 Commission Decision, EDF—~Long-term contracts France (n 97), paras 30~33.

09 Commission Decision, EDF.—Long-term contracts France (n 97), paras 82—86.
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The penalty may have o be paid immediately or may constitute a down-payment
for postponed volumes, regardless of the price to be agreed for future years. Sucha
clause could be drafted as follows:

Where the yearly consumption is inferior to the yearly contractual quantity for a
year (N), such difference does not lead to payment provided that in the following
year (N+1), the Buyer consumes a quantity at least equal to the yearly contractual
quantity surcharged with this difference.

A ‘“carry backward’ clause has the reverse effect: the buyer is entitled to cover a
deficit in the pending year (N) by relying upon an excess from previous years (eg
N-1). Such clauses are rarer in practice and are usually limited to a return on the
previous year only.

The third mechanism of flexibility in TOP clauses is the ‘resale clause’. Such a
clause allows the customer to resell the quantities it has bought bur does not in fact
need. The condition regarding off-take is accordingly fulfilled, Such resale can be
realized with the assistance of the trading platform of the seller, with or withour a
trading fee. Such clause could be drafted as follows:

The Supplier will use his best endeavours to sell on behalf of the Buyer the off-take
below the contractually agreed volume. Any profit or loss will be passed on to the
Buyer and no trading fee will be applied.

(b) Destination clauses: Historically, narural gas supply contracts have often con-
tained a clause which, either explicitly or by its effect,'"? aims to ensure that the gas
supplied is only sold to consumers within a given territorial area (typically a given
Member Srate), known under the general heading of “destination clauses’. For exam-
ple: ‘the natural gas supplied under this contact shall only be used in [ . .. ] and shall
not be re-exported’. Such clauses were to be found in various contracts concluded
by Russian (Gazprom),""" Algerian (Sonotrach),'? and Norwegian gas producers.
These clauses aimed to restrict the importer to marketing within their national ter-
ritory and restricted competition berween such importers for the sale of such gas to
end users. They also reinforced the pre-existing division of the EU into national, or

"0 g via: “profit-splitting” mechanisms which require the importer to pass on a share of the
profits generated from any sales outside of the importer’s traditional macker; and customer or use
testrictions, such as requiring the purchaser to use the gas only for its own purposes. See L Kjalbye,
Vertical agreements’, in C Jones (gen ed), EU Energy Law, Volume II: EU Comperition Law and
Energy Markets (3rd edn, Leuven: Claeys & Casteels, 2011), Parc 3, ch 3, 271--276 for discussion.

" See the various Commission Press Releases concerning ENI/SNAM (IP/03/1345, 6 October
2003), OMV (IP/05/195, 17 February 2005), Ruhrgas (IP/05/710, 10 June 200%); Gasunie’s
contract with Gazprom was also investigated and found co involve no territorial restricrions (see
H Nyssens et al, “The Territorial Restrictions Case in the Gas Sector: A Srate of Play’ (2004) 1
Competition Policy Newsletrer 48, at 51),

"2 See Nyssenseral (n 111), at 51 and Commission Press Release IP/07/1074 (11 July 2007).

1% Sce the sertlernent in the GFLJ case with regard 1o Norwegian gas supplies from Statoil
and Norsk Hydro, where a promise not to include such clauses was made: M Lindroos er al,
‘Liberalization of Buropean (Gas Markets—Commission Settles GFU Case with Norwegian Gas
Producers’ (2002) 3 Competition Policy Newsletter 50, at 51.
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at least territorially restricred, vertically organized markets, and may also have pre-
vented competitive pressure on gas prices charged by suppliers to different importers,
thus allowing producers to differentiate their prices per buyer (and therefore terri-
tory) due to the inability of importers to engage in price arbitrage inter se.

Such territorial restrictions in these ‘vertical’ supply contracts (within the meaning
of EU competition law’s policy concerning vertical restraints in relations between
parties operating at different levels of the value/supply chain) amount to a hard-
core restriction under Article 4(b) of the Vertical Agreements Block Exemption
Regularion 330/2010/EU.""* This would deprive those contracts of the benefit of
that exemption as a matter of course, and are also highly unlikely t be exempted
under Article 101(3) TFEU. The Commission’s approach to these contracts was
to investigate, then invite the producers to remove such clauses from all new gas
supply contracts—which they duly did. Pre-existing contracts containing such
clauses, meanwhile, were not immediately or formally''s condemned: instead, the
parties were given the opportunity to remove the offending clause(s) and to amend
their contracts in the light of that removal. This preserved the integrity of the
underlying long-term contracts involved and gave the parties a chance to adapt
those contracts to the new situation, finding a ‘commercial solution for the compe-
tition problem’ identified.""® As Commissioner Monti said at the time:

[Dluring the initial delicate transition phase from monopolised to liberalised
energy markets, the focus should lie, [on] some occasions, on [the] Commission’s
interventions improving effectively the market structure, rather than on formal
procedures imposing fines.'”

However, now that the basic principles have been clarified by this series of set-
tlements, the Commission will be unlikely to operate so informally or leniently
in future, especially since the advent of the Third Package legislation has accel-
erated the pace of that liberalization. Certainly, the Commission’s more recent
competition law practice in the energy sector suggests a trend towards the use of
competition law as an accompaniment to the regulatory regime laid down in the
Directives, often with far-reaching consequences.”®

114 120101 OJ L102/1 (20 April 2010).

115 The exception was the pair of cases involving Gaz de France and Iralian importers: Case
COMP/38.662 GDF/ENEL and EDF/ENI (26 October 2004), which both led to the adoption of
formal Decisions by the Commission, with a view to clarifying the position for other market players
in the future (see, eg, Press Release IP/04/1310, 26 October 2004): no fines were imposed. Note that
these cases also involved gas transport and service, as well as supply, contracts.

16 M Monti, ‘Applying EU Competition Law to the Newly Liberalized Energy Markets’, World
Forum on Energy Regulation (Rome, 6 October 2003).

7. M Monti, ‘Applying EU Competition Law to the Newly Liberalized Energy Markets’
(n 116).

8. See, eg, the discussion concerning competition law and ownership unbundling at paras
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