Energy files during the
third quarter of 2013

On 19-20 September, Vilnius hosted an informal meeting of Energy Ministers in preparation to the next
Energy Council of 12 December 2013. The meeting put on its agenda the key energy priorities of the
Lithuanian Presidency of the Council of the EU, including completion of the EU energy internal market in
2014 and the strengthening of the external dimension of EU energy policy. Discussions were held on how
the extension of the energy acquis beyond the borders of the EU could ensure a level playing field for EU
power producers vis-a-vis producers outside the EEA. The Commission also presented the results of the
public consultation on the Green Paper “A 2030 framework for climate and energy policies”, in view of the
Commission’s upcoming strategy framework for 2030. Broad consensus was reached on greenhouse gas
emission reduction but no agreement on the form of new renewable targets. As to the implementation of
the energy efficiency Directive, results will be published next June.

On 9 October, the Commission will adopt the final list of projects of common interest (PCls) eligible for
EU funding (including the Connecting Europe Facility). This list is required by the TEN-E Regulation
(EU) No 347/2013 which lays down guidelines for the development and interoperability of priority cor-
ridors and areas of trans-European energy infrastructure. The list of 248 projects will be submitted to the
European Parliament in the form of a delegated act for examination over two - maximum 4 - months. The
selected PClIs concern predominantly electricity and gas projects, each of them connecting to one of the

12 European priority corridors. The Lithuanian Council Presidency will also organise a high level confer-
ence on the future of EU energy infrastructure, with particular focus on the implementation of the first
European list of projects of common interest, on 4-5 November 2013 in Vilnius.

Regarding the external aspects of European energy policy, the European Commission has published a
review of the main achievements since 2011. The report issued on 13 September (COM(2013) 638 final)
addresses the challenges of the diversification of external energy sources (such as the Southern Corridor)
due to the increased demand for energy, the competitive advantage of the US’ unconventional oil and gas
production, and the inter-governmental agreements potentially incompatible with EU law. The first EU
list of PCIs will also include some links to non-EU countries, and interconnection capacities with third
countries will continue to be a high priority in view to establish a pan-European energy market.

The European Parliament shall endorse the multiannual budget of the EU and its implementing pro-
grammes for the period 2014-2020 at its plenary session between 21 and 24 October. The energy policy
objectives of the European co-legislators now remain to finalise ongoing legislative dossiers under the
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current legislature. These legislative priorities include the “carbon market fix” proposal, the notification
of investment projects in energy infrastructure and the amendment of legislation on biofuels.

INTERNAL MARKET

European Emissions Trading System

In its carbon market report 2012 from last November, the Commission called on the Council and
the Parliament to enable the amendment of the Auctioning Regulation to change the auctioning
timetable for carbon allowances related to the transition to the third trading period (2013-2020)
of the ETS.

Due to the allocation of too many emission allowances by EU Member States, and because firms
had actually reduced their emissions in the first two years of the first phase, carbon prices have
gradually dropped since 2005. To remedy this, the Commission is proposing to withhold future-
dated emission allowances worth 900 million euro in the current trading period, which would be
re-introduced to the market in the next auctioning phase.

The price of emission permits fell again to 2.81 euro/tonne after the opinion-giving ITRE com-
mittee opposed the “carbon market fix” or “trading fix” proposal on 24 January 2013 and then
reached a historical record low of 2.46 euros in April, when the Parliament returned the file to the

ENVI committee for further discussion.

According to a new compromise reached on 19 June between the EPP, the Socialists and the Liber-
als, the Commission would only have the right to delay auctions of carbon permits in exceptional
circumstances and just once during the 2013-2020 trading period, provided an impact assessment
shows the sectors concerned will not face “significant risk” of companies relocating outside the
EU. MEPs also capped the number of credits to be frozen at a maximum of 900 million, and auc-
tion revenues worth 600 million permits shall be earmarked for innovation projects.

Procedure

The compromise proposal (2012/0202(COD), rapporteur Mr. Matthias Groote (S&D, DE) was adopted
by Parliament in July. Negotiations in view of an agreement between Parliament and the Member States
are expected to be conducted under the Lithuanian Presidency.

ENERGY INFRASTRUCTURE

Investment projects in energy infrastructure

The proposed Regulation establishes a common framework for the notification to the Commis-

sion of data and information on investment projects in energy infrastructure. Member States are
required to notify the Commission every two years of data and information on investment projects
concerning the production, storage and transport of oil, natural gas, electricity (including electricity
from renewable sources), biofuels and the capture and storage of carbon dioxide. Investments to be
notified to the Commission include: (i) projects both planned and under construction; (ii) transfor-
mation of existing infrastructure as well as (iii) decommissioning projects of a certain size, on a five-
year horizon, in the territory of Member States, including interconnections with third countries.

Parliament’s Energy committee proposes to extend the scope of the proposed Regulation by low-
ering the threshold of the size of installations to include, for instance, also infrastructure in the
coal, carbon capture, nuclear, and district heating and cooling sectors. Other amendments aim at
minimising the administrative burden related to reporting and at reinforcing provisions relating
to the confidentiality of information and data security.
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Procedure

Parliament’s ITRE committee has adopted its report (2013/0082(COD), rapporteur Adina-loana
VALEAN (ALDE, RO) on 26 September. The rapporteur will enter into negotiations with the Council
represented by the Lithuanian Presidency mid-October.

ENERGY EFFICIENCY

Biofuels Directive (indirect land-use change)

In 2010, the Commission carried out a review of the impact of indirect land-use change (ILUC)

on greenhouse gas emissions, that is the conversion of formerly non-agricultural land (forests) to
food production and the diversion of agricultural land from food to biofuel production. It ac-
knowledged that ILUC can reduce the greenhouse gas emissions savings associated with biofuels
and bioliquids in comparison to the fossil fuels they replace. Therefore the Commission proposed
in October 2012 to amend the Fuel Quality Directive (98/70/EC) and Renewable Energy Directive
(2009/28/EC) to promote, on the one hand, a transition to “advanced” biofuels that deliver sub-
stantial greenhouse gas savings and, on the other hand, to limit the proportion of “conventional”
biofuels produced from food crops (with potential ILUC emissions) to 5% within the EU’s current
10% renewable energy target for 2020 for the transport sector. It also proposed an increase to
60% of the minimum greenhouse gas saving threshold for biofuels and bioliquids produced in new
installations, with effect from 1st July 2014, and the introduction of the reporting of estimated
emissions from carbon stock changes caused by indirect land-use change.

Member States generally supported the aim to address indirect land-use change. However, many
national delegations are concerned with a policy shift towards advanced biofuels, on grounds
that it could jeopardise existing investments in conventional biofuel production and render the
achievement of the existing EU renewables objectives more costly and challenging.

Procedure

The parliamentary report (2012/0288(COD) of MEP Corinne Lepage (ALDE, FR) was put to the vote in
Parliament on 11 September. According to the amendments adopted by Parliament, the share of conven-
tional (first generation) biofuels should be capped at 6% of the total energy consumption in the transport
sector, whereas advanced biofuels (sourced from seaweed or certain types of waste) should represent at
least 2.5% by 2020. Parliament endorsed the 2020 target to take into account ILUC emissions when
calculating the greenhouse gas emission savings required under the sustainability criteria set out in the
Fuel Quality and Renewable Energy Directives. However, Parliament removed the numerical reference to
the estimated greenhouse gas emissions caused by ILUC.

Due to a tight vote, the rapporteur, Ms. Lepage was two votes short of receiving a mandate to negotiate
with member states. The Council will therefore adopt its position independently from Parliament, and if
it will differ from Parliament’s first reading text, a second reading will be required. The red line for Parlia-
ment’s rapporteur is not to go above a 6,5% share of first generation biofuels and the introduction of the
ILUC factor as of 2020. European Ministers for Environment will next meet on 14 October.
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Swiss Supreme Court

Nuclear Security

ECJT-465/11

Globula v European Commission

The Swiss Supreme Court was recently called
to decide whether the time cap imposed on
the operating license of one of nuclear power
plants in Switzerland as a precautionary meas-
ure to enhance nuclear security was grounded
in law. In a majority (4 to 1) decision (Docket
2C_347/2012 and 2C_357/2012 of 28 March
2013, <http://www.bger.ch/fr/index.htm>,
published in the Supreme Court Reporter
Volume 139 part II page 185), Switzerland’s
highest court held that the responsibility to
ensure compliance with the nuclear security
prerequisites lied primarily with the licensing
authority. The Court also pointed out that the
Swiss conception of nuclear security was not
absolute but included core security measures
as necessary prerequisite to the operating li-
cence being granted or renewed, and additional
risk-reducing measures subject to other finan-
cial, economic and operational considerations.

Facts

Operational since the early 1970s, Miihleberg
nuclear plant (Mihleberg NPP) it the only of
the five operating nuclear power plants (NPP)
in Switzerland subject to a time-limited op-
erating license; such limitation was imposed
following identification of certain technical
problems in the commissioning phase. The ini-
tial operating licence was extended on several
occasions for additional limited time-periods,
the last time until 31 December 2012. Its oper-

ator Bernische Kraftwerke Energie AG (BKW)
successfully sought the removal of the time-
cap from the ministerial department in charge
of delivering said authorisation (the Federal
Department of the Environment, Transport,
Energy and Communications or DETEC) on
the ground of it being (a) discriminatory
against BKW, and (b) based on pure political
considerations devoid of any legal grounds and
justified by no security considerations.

A group of local residents challenged that deci-
sion before the Swiss Administrative Court
(the Administrative Court) invoking security
concerns (cracks in the nuclear reactor core
shroud, lack of alternative cooling system,
untested resistance to seismic exposure). Inci-
dentally, to substantiate their case, the appli-
cants requested full access to Mihleberg NPP’s
application file, including nuclear security
reports, as part of the applicants’ core right to
prepare and argue their case. Partial access was
eventually granted, with restrictive conditions
for those internal documents containing confi-
dential commercial information, exclusive any
security sensitive information, for which the
public interest to preserve secrecy was deemed
to prevail over the applicants’ individual inter-
est to argue their case (Docket A-667/2010,
interim decision of 8 December 2010; all Ad-
ministrative Court’s decisions quoted hereafter
are available on its website <http://www.bvger.
ch/>). The Administrative Court declined,
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however, to consider the applicants’ motion
for the immediate closure of Miithleberg NPP
(Docket A-667/2010, interim decision of 31
May 2011).

The Administrative Court partly admitted the
appeal and imposed a time-cap on the operat-
ing licence until 28 June 2013 (Docket A-
667/2010, final decision of 1 March 2012). In
summary, the Administrative Court held that
such time-limit was justified by law pending
the elimination of security-related concerns
and other operational deficiencies, a full with-
drawal of the operating licence being deemed,
in such case, out of proportion. It also in-
structed the BKW to submit, in support of its
formal application to extend the operating
licence beyond June 2013, a comprehensive
maintenance program detailing the invest-
ments contemplated to remedy the shortcom-
ings and secure safe operation over the esti-
mated residual operating life of the Miithleberg
NPP. The operator BKW, and DETEC chal-
lenged this decision before the Swiss Supreme
Court, leading to the commented decision.

Finding

The Supreme Court upheld the challenge and
annulled the Administrative Court’s decision,
effectively restoring the DETEC’s decision to
extent the operating license of Miithleberg NPP
without any time-cap thereto. It considered,
inter alia, that the Administrative Court had
no authority to impose such time-cap based on
the legal allocation of responsibilities between
licensing authorities and monitoring authori-
ties (infra 1) and procedures (infra 2), and that
by all means the imposition thereof proceeded
from misconstruction of nuclear security as
prevailing under Swiss law (infra 3) .

Licensing authority versus monitoring authority
The Swiss Supreme Court drew a clear line
between the competence of the licensing
authority and those of the monitoring author-
ity (Supreme Court’s 28 March 2013 decision,
ground 9). Until 2008, the Principal Nuclear
Safety Division (HSK) within the Swiss Federal
Office for Energy (itself part of the operating
licensing authority DETEC) was in charge of
monitoring nuclear safety and the security

of nuclear installations. As from 2009, such
technical specialized competences were trans-
ferred to a fully independent regulatory body,
the Swiss Federal Nuclear Safety Inspectorate
(IFSN). Consequently, the operating licensing
authority, whilst not exempted from proceed-
ing to a critical appraisal of the IFSN security
assessment, may not substitute its own ap-
preciation to the IFSN’s unless for compelling
conclusive reasons (as determined if required
with the technical support of the Swiss advi-
sory Commission for Nuclear Security).
These fundamental principles extend to the
Administrative Court when requested to
review the licensing authority’s decisions in
challenge proceedings: said Court should not
depart, at its own discretion, from the prior
assessment of the specialized authority in
charge, but should only do so for conclusive
reasons. Likewise, it should not impose ad-
ditional operating restrictions unless they are
imposed by law and require no prerequisite
technical clarifications.

Relationship between the licensing, supervision
and license withdrawal procedures

Following the same line of reasoning, the Swiss
Supreme Court clarified the interaction be-
tween licensing, monitoring and licence with-
drawal procedures (Supreme Court’s 28 March
2013 decision, ground 10).

An operating license is granted, usually for

an indeterminate period of time, when all the
prevailing legal security prerequisites are met;
the onus lies with the DETEC to verify this
through the licensing procedure. Upon the
issuance of the operating licence, the respon-
sibility lies with the license holder, under the
constant monitoring of the IFSN, to ensure
that the installations and equipments remain
in “good state” during their entire operating
life, and to take all the measures required by
the experience, the state of the equipment
and considering new technologies, to further
enhance the nuclear security. The operating
license is withdrawn when the legal security
prerequisites for granting it are no longer met,
or should the license holder fail to proceed to
the security improvements required to adapt
to enhanced legal requirements and/or science
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and technology evolution notwithstanding be-
ing formally invited to do so.

The security assessment of a NPP is thus a
continuous process, and constant additional
security checks, queries and investigations and
improvements are standard practice; hence

by no means should an operating license be
denied because the state of the installations

at the time the license application might no
longer meet some requirements that will
presumably be imposed in the future. The
licensing authority may set a time-limit to the
operating license, only when it anticipates with
a sufficient degree of certainty that legal secu-
rity prerequisites will no longer be satisfied at
a later stage and that the constant monitoring
will not suffice to guarantee the proper main-
tenance of the installations.

In the case at hand, the Supreme Court consid-
ered that the security concerns regarding the
Miihleberg NPP are appropriately addressed
through the constant monitoring of IFSN,
hence that the Administrative Court’s deci-
sion to restore a time-cap was both materially
unjustified and proceeded from a misappre-
hension of the legal allocation of responsibili-
ties between the licensing and monitoring
authorities. In effect, considering that the
maintenance proposal approval process before
the DETEC could not realistically be completed
by June 2013, the time cap amounted to an
unjustified temporary denial of the operating
license beyond June 2013.

Nuclear security under Swiss law

More generally, the Swiss Supreme Court clari-

fied the Swiss law notion of nuclear security,

setting a limit as to how much precaution
could be realistically required in that area (Su-
preme Court’s 28 March 2013 decision, ground

11).

Borrowing from approach prevailing inter

alia in environmental law, the Supreme Court

developed a two-tier approach to nuclear secu-

rity, namely:

+ A first tier, comprising those core legal
security prerequisites, which based on the
experience and the state of science and
technology, are indispensable and therefore
must imperatively be satisfied regardless

of any financial considerations. These are
the mandatory security prerequisites to all
operating license hence subject to the deter-
mination by the licensing authority through
the licensing process.

+ A second tier, including all those addi-
tional, precautionary, risk-reducing meas-
ures which are to be taken insofar as they
compatible with others aspects (technical,
financial, and operational) of the instal-
lations (so-called As Low As Reasonably
Achievable or ALARA principle). These
are the additional security enhancement
measures that can be ordered by the moni-
toring authority throughout the monitoring
process but which, as such, constitute no
sufficient ground to either deny or impose a
time-cap on an operating license.

Swiss law therefore provides for a high degree

in security, but not a zero risk and absolute se-

curity, that would be unrealistic in the field of
nuclear energy. It set forth core legal security
prerequisites, prescribes additional security
precautions as required by monitoring authori-
ties to contain the risks and consequences of
their materialization to an acceptable degree,
and assumes the residual minimal risk as an

‘acceptable risk’.

In the case at hand, the Supreme Court held

that a June 2013 time-limit would be justified

had it been considered that, beyond that date,
the IFSN’s constant monitoring of the instal-
lations and equipment would no longer suffice
to guarantee compliance with the legal security
prerequisites and required maintenance. Such
time cap is not justified when the outstanding
issues concern additional security precautions
in the ALARA area or to adjustment to new
technologies or enhanced security demands.

The Supreme Court concluded that the iden-

tified outstanding security concerns did not

relate to legal security prerequisites hence did

not justify a time-cap.

Comment

Much publicised when the decision was taken
at a public hearing, largely misunderstood in
the midst of Switzerland’s flimsy attempt to
emancipate from nuclear power, this decision
has attracted surprisingly little attention when

8
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the fifty-page reasoning was made public few
months later, in July 2013. Yet this leading de-
cision does not do what it appears to say on the
box: it is no endorsement of nuclear energy.

In effect, in a separate proceeding, some of
the Applicants obtained that the operating
license authority DETEC re-examine whether
the legal security prerequisites to the operat-
ing licence attribution were still satisfied. The
Swiss Supreme Court upheld, only weeks after
the noted decision, the Administrative Court’s
decision that alleged security concerns were
sufficiently concrete and convincing to require
such immediate re-examination independently
from the constant supervision of the IESN
(Docket 2C_860/2012, decision of 14 May
2013, confirming the Administrative Court’s
decision Docket A-6030/2011, decision of 30
July 2012).

Rather, this decision is a firm and cautiously
crafted restatement of who does what in the
complex web of nuclear energy, an acknowl-
edgment of the inexorable nuclear risk, and a
gentle remainder of the fundamental principle
of the separation of powers in a democratic
society.

By Dr Isabelle Fellrath

University of Nottingham, Dispute resolution
group, Attorney-at-law Tavernier Tschanz,
Geneva, Switzerland, Energy law lecturer, Federal
Institute of Technology Lausanne (EPFL)

Globula v. European Commission

In February 2011, the Czech authorities had
notified to the Commission their decision to
exempt Globula partially from the obligation to
provide third party access to an underground
gas storage facility in Dambogice. In June the
Commission ordered the Czech Republic to
withdraw their decision, applying the procedure
of the Third Gas Directive which had entered
into force in the meantime in March 2011.

By its judgment of 06.09.2013 the General
Court annuls the Commission Decision.

The Court does not contest that new proce-
dural rules - contrary to substantive rules —
are generally held to apply to all proceedings
pending at the time when they enter into force.
However, the Court estimates that the proce-
dural changes of the Third Gas Directive cannot
be considered in isolation from the substantive
changes. The Court also emphasizes the sig-
nificant role that ACER, the European Agency
for the Cooperation of Energy Regulators, now
plays as a new actor in the procedure to be fol-
lowed by the national authorities. The Court
concludes that the procedural and substantive
changes introduced by the Third Gas Directive
- both on European and on national level —
form an indivisible whole, with the result that
the entirety of those provisions may not be
accorded retroactive effect.

The European Energy Journal will try to ana-
lyze the subtleties of the judgment in its next
issue.
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BOOK REVIEW

EU Law and the Development
of a Sustainable, Competitive
and Secure Energy Policy

Author Bram Delvaux
Reviewed by Helmut Schmitt von Sydow

This book is the result of several years and
experience culminating in the author’s doc-
toral dissertation in Leuven, which he has now
edited, updated and revised. So it is over 400
pages thick, with 40 pages of documentation
and 1348 footnotes.

The first hundred pages explain the objectives
of the European energy policy and present the
secondary legislation; that is useful even if
there are no striking news. The central chapter
fills 200 pages and examines the principles of
EU law and the legal bases prior to the Lisbon
Treaty; that looks epic and may appeal mainly
to academics and historians, but it helps to
prepare the two final chapters (100 pages) on
Union competences after the adoption of the
Lisbon Treaty and on future options for the
European energy framework. That is the part
lawyers and politicians will jump to.

On Lisbon in general, the new categories of
Union competences, the revised Protocol on
subsidiarity and proportionality and the rele-
vant changes concerning Articles 122, 191, 270
and 352 TFEU are well explained. On Article
194 establishing a specific energy competence,
the author scrutinizes the text paragraph-
by-paragraph, sentence-by-sentence, trying

to uncover their meaning and scope. He even
looks into the relation between Article 194 and
the Gas Security Regulation of 2010. But as

many scholars, he fails to look at the genesis of
Article 194: The decisive parts of Article 194
were not written at Lisbon but during the In-
tergovernmental Conference in 2004 and were
already outdated when Lisbon rushed through
them avoiding any substantive discussion. The
new energy policy does not stem from the Lis-
bon Treaty but from the conclusions of Heads
of State and Government starting with the
informal meeting of 2005 at Hampton Court
upon the initiative of British Prime Minister
Tony Blair, as the author correctly mentions
on page 16. Outsiders may have difficulties to
access confidential papers on the negotiations,
but your European Energy Journal, in its very
first issue, has published a synopsis of the
official conference documents, showing in par-
ticular that the two parts of Article 194 para-
graph 2 form an indivisible whole. Ignoring the
background, the author remains on the surface
and consequently concludes that the legal base
of Gas Security Regulation is incorrect. In real
life, the mantra of Member States’ completely
free choice of energy sources has been over-
taken by the needs and facts concerning a com-
mon policy on security of supply, on renewa-
bles and on other looming challenges.

As cautious, even shy, the author’s interpreta-
tion of Article 194 may seem, he fully recogniz-
es that “urgent, decisive and immediate action
is required” beyond the wording of Article 194;
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hence his last chapter on future options where
he explores the possibilities for enhanced coop-
eration, Schengen-like cooperation, functional
and regional cooperation. As these options do
not seem very promising, he then suggests a
number of amendments not only to Article
194 of the Treaty on the Functioning of the
EU, but also to Articles 122,191,192, 170-171
TFEU and to Article 13 of the TEU. Finally, he
examines the feasibility of a completely new,
energy-specific Treaty that should be a “very
attractive option” in particular for Member
States, which have already cooperated volun-
tarily under regional initiatives. In order to
overcome the legal and institutional difficulties
to draft such a Treaty, the author proposes to
draw inspiration from the institutional frame-
work of the Energy Community Treaty from
South East Europe (p. 390). Here the author
fails to recall that the EU - with all its Member
States is already part of the Energy Commu-
nity (p. 83), and that it would be a paradox that
(part of) the EU should copy a Treaty which
itself is a fragmentary copy of the EU Treaty.

In conclusion, this book excels by its wealth of
information, documentation and ideas. How-
ever the update is not as complete as it could
have been, and instead of repairing the bad and
outdated wording of Article 194 by a more dy-
namic interpretation, the author tries to solve
the urgent problems by proposing lengthy and
uncertain negotiations on Treaty amendments
or even an entire new Treaty.

Intersentia, Cambridge-Antwerp-Portland, 2013
ISBN 978-1-78068-064-4

Kampf um Strom:
Mythen, Macht und
Monopole

Author Claudia Kemfert
Reviewed by Helmut Schmitt von Sydow

Meet Claudia Kemfert, a familiar face on the
German energy scene. She is professor at the
Hertie School of Governance in Berlin, partici-
pates regularly in round table discussions, and
each time German television needs a comment
on energy news they will surely ask Mrs Kem-
fert for some sound bites - because she conveys
profound knowledge and well-weighed reason-
ing in plain and concise language.

Her latest book on the “Battle for Electricity”
is a perfect example. On 130 pages without
any footnotes but with a lot of facts and oc-
casional anecdotes, she scrutinizes the myths
that powerful monopolies oppose to recent
German energy policy, from the feasibility of
a nuclear opt out by 2022 and of long term
planning for 2050 to the risk of blackouts and
surging prices. Will Germany’s single-handed
initiatives isolate the country internationally
and prejudice its industry? The reader may not
always agree with the author’s messages but
surely will better understand the issues of the
energy debate in Germany - and elsewhere.

Murmann, Hamburg, 2013
ISBN 978-3-86774-257-3
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Addressing the financial
barriers to energy efficiency

iInvestment

By Joseph Curtin
Institute of International and European Affairs

1.  Introduction

There is sufficient cost-effective energy sav-
ings potential available in the EU (across the
built environment, transport, energy sup-
ply, and industry sectors) to meet the EU’s
20 per cent target for energy savings.! What
we mean by “cost effective” in this context is
potential energy savings investments, which
are attractive from a life cycle perspective,
using discount rates in line with government
bond rates.

A number of barriers exist, however, which
influence investors’ perception of what is
cost-effective, and lead them to higher “im-
plicit discount rates” when considering energy
efficiency opportunities. Studies have consist-
ently found that businesses and household-
ers do not consider the full future benefits of
investing in energy efficiency. The implicit
discount rates applied to such investments
have been found to range from 25 per cent to
over 100 per cent, using a variety of method-
ologies.? As a result of these barriers, there

1 See: Eichhammer, W. et al.: Study on the Energy Savings
Potentials in EU Member States, Candidate Countries and EEA
Countries. 2009; and Wesselink, B. et al.: Energy Savings 2020 —
How to triple the impact of energy saving policies in Europe.
Report to the European Climate Foundation, 2010.

2 Gillingham, K, Newell RG and Palmer, K (2009) Energy Ef-
ficiency Economics and Policy. NBER Working Paper No. 15031.
Cambridge: MA.

is a shortfall in energy efficiency investment
within the EU. If additional investment can-
not be galvanized, the EU will not meet its 20
per cent energy saving target for 2020.3

In this chapter we explore the financial bar-
rier to energy efficiency investment, which
constrains the level of capital that is available
to businesses and consumers. This finan-

cial barrier, however, cannot be considered
independently from compounding barriers on
the demand side and in the regulatory envi-
ronment with which it interacts. These are
therefore also briefly set out. The following
sections describe and assess the effective-
ness of EU level interventions to address the
financial barrier in three broad categories:
grand-aided funding; the use of innovative
financial instruments; and the role of inter-
national financial institutions. A brief conclu-
sion follows.

2, Barriers to Energy Efficiency
Investment in the EU

The effective pricing of carbon is a key ele-
ment of least-cost policy mix to respond to
climate change. A number of barriers and
market failures, however, prevent investors
from making cost-effective investments in
energy efficiency. A carbon price therefore

3 EC(2011) Commission Staff Working Document: Impact
Assessment. COM (2011) 277, final.
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needs to be flanked by supplementary energy
efficiency policies as part of a cost-effective
policy mix.*

In this section we explore the types of barriers
that exist with a particular focus on the finan-
cial barrier to investment, which is covered in
the first section. The following two sections
cover barriers on the demand side and regula-
tory barriers respectively.

2.1. TheFinancial Barrier

Barriers on the supply side render banks and
financial institutions reluctant to provide
credit for energy efficiency investment. Blum-
stein et al (1980) first described the financial
barrier, suggesting that “liquidity constraints”
discouraged investment in energy efficiency.”
According to the International Energy Agency
(IEA), the term “financial barrier” encapsu-
lates the “initial cost barrier, risk exposure,
the debates on appropriate discount factors,
the nature of the financier, and controversial

evaluation methods”.®

The financial barrier to energy efficient invest-
ment revolves around the high up front invest-
ment costs. Many households and businesses
have limited access to credit, a problem exac-
erbated by the financial crisis. This is partly
attributable to an information deficit within
banks and other financial institutions, which
in turn arises to some extent from a lack of

ex post data and case study evidence on the
impacts of many kinds of energy efficiency
investments.”

This data deficit was emphasized by the finan-
cial sector and institutional investors in their
response to a European Commission consulta-

4 See, for example, Ryan, L., S. Moarif, E. Levina, and R. Baron
(2011), Energy Efficiency Policies and Carbon Pricing, IEA/OECD:
Paris, or: OECD (2009) The Economics of Climate Change Mitiga-
tion, OECD, Paris

5 See: Blumstein C, Kreig B, Schipper L, York C. 1980. Overcoming
Social and Institutional Barriers to Energy Efficiency. Energy 5:
355-72

6  DeT'Serclaes, P (2007) Financing Energy Efficient Homes: Existing
policy responses to financial barriers. IEA: Paris.

7 DeT'Serclaes, P (2007) Financing Energy Efficient Homes: Existing
policy responses to financial barriers. IEA: Paris.

tion on financial support for energy efficiency
in buildings. The sector emphasized the need
for more objective and reliable performance
information (e.g. payback periods, return on
investment, default rates) in relation to energy
efficiency projects, technologies and services.®

Even where data exists, calculating the risk
exposure is made difficult when the repay-
ment stream is reliant, to some extent, on
future benefits. These in turn are dependent
on behavioral factors, energy prices, weather,
occupancy patterns and other uncertainties.’
Financiers will therefore not generally accept
future energy savings as collateral, and en-
ergy savings-backed securities do not exist. In
many financial institutions there is also a lack
of familiarity and experience with, and infor-
mation about, business models that rely on
future energy savings to repay up front costs,
such as Energy Service Companies (ESCOs)
that use energy performance contracting. This
factor is compounded on the demand side (for
example, within public sector organisations)
where procuring an ESCO contract can be chal-
lenging, and requires in-house knowledge and
expertise. These factors hinder the emergence
of energy efficiency-tailored financial products
and business models.

Furthermore, banks generally have limited
balance sheets, and depend on borrowing from
the capital markets to finance projects. Loans
with terms of five to seven years and quick
returns are generally preferred for this reason.
Longer loans must be safe and asset-backed
(with debt generally limited to 70-80 per cent
of marketable asset value) if they are to be
securitised in due course.’® Changes to the
Basel and Solvency frameworks, as well as the
general credit constraint associated with the fi-

8 EC (2012) Public Consultation: “Financial Support for Energy
Efficiency in Buildings”. Available: http://ec.europa.eu/energy/
efficiency/consultations/20120518_eeb_financial_support_
en.htm

9 De T'Serclaes, P (2010) Money Matters: Mitigating risk to spark
private investments in energy efficiency. IEA: Paris.

10 See: Curtin, Joseph and Maguire, Josephine, Thinking Deeper:
Financing Options for Home Retrofit, Institute of International
and European Affairs, Dublin, Ireland, September 2011.
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nancial crisis, have tended to exacerbate these
factors within the EU.™ These considerations
disadvantage energy efficiency investments
with a positive net present value but longer

payback periods.

The relatively small size of many projects com-
pared to other investments also increases the
transaction costs for banks. Efforts to bundle
energy efficiency investments into packages to
achieve economies of scale exist within the EU,
but are in their infancy. Respondents to a Com-
mission stakeholder consultation identified
the bundling of energy efficiency projects to
create larger investment opportunities as a key
priority in promoting the use of financial in-
struments to fund energy efficiency projects.*?

Banks may also fail to factor in the increase in
customers’ credit capacity which investment
in energy efficiency offers. One study found
that factoring in this enhanced credit capac-
ity allows for greater numbers of loans to be
approved.’®

While some of these arguments are somewhat
theoretical, empirical evidence also supports
the existence of a financing barrier that works
against business investment in energy efficien-
cy. Enterprises frequently cite the lack of capital
available for energy efficiency as a key barrier.
Energy efficiency investments tend to come
from savings rather than from borrowings, with
finance instruments only playing a subordinate
role." Studies have also found that household-
ers are similarly reluctant to borrow to finance
energy efficiency investments in their home,
and rely or savings and government grants.'

11 EC(2012) Public Consultation: “Financial Support for Energy
Efficiency in Buildings”. Available: http://ec.europa.eu/energy/
efficiency/consultations/20120518_eeb_financial_support_
en.htm.

12 ibid

13 Cited in: De T'Serclaes, P (2007) Financing Energy Efficient
Homes: Existing policy responses to financial barriers. IEA: Paris,
p19

14 Briggemann, A. (2006) KfW survey on disabling and enabling
factors in corporate energy efficiency. KW Bankengruppe,
Economics department: Frankfurt-am-Main.

15 See, for example. SEAI (2010) Bringing Energy Home: Understand-
ing how people think about energy in their homes. SEAI: Dublin.

The evidence suggests, therefore, that the
financial sector plays a somewhat limited role
in financing energy efficiency investments,
and that instruments which aggregate invest-
ments, or rely on future energy savings as col-
lateral, are in their infancy.

2.2.  Demand Side Barriers

There are a number of barriers on the demand
side, which compound the supply side financial
barrier described above, and result in lower
demand for finance than would otherwise be
the case. The most prominent in the literature
are the split incentive/principal-agent problem,
imperfect information and behavioural factors.

The principal-agent problem describes a situa-
tion where one party (the principal), such as a

For many consumers energy
efficiency is not a major
concern. In the office space
market in London energy
costs represent only 1 to 2%
of rental costs.

builder or landlord, decides the level of energy
efficiency in a building, while the other party
(the agent), such as the purchaser or tenant,
has to pay the energy bills. In these cases (such
as in rented dwellings or business premises)
investment in energy efficiency will be sub-
optiomal.

Incomplete information hinders investment in
energy efficiency in various ways. For exam-
ple, complex pricing structures for energy
make costs and benefits difficult to calculate
for building owners and occupiers. In any

case bills are only salient once a month, and
householders by and large tend to be unaware
of their energy bills. It is not surprising, then,
that consumers do not pay much attention

14
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to fluctuations in energy prices,'® nor that
energy use declines where energy prices are
well understood.!” In many instances, energy
efficiency is not a major concern for consumers
or firms because energy costs are relatively low
compared to many other cost factors (such as
labour costs). For example, in the office space
market in London, energy costs are equivalent
to only 1-2 per cent of rental costs. '8

Even if consumers had perfect information
about energy prices and could make a true
cost-benefit calculation, behavioral econom-
ics tells us that consumers may deviate from
“rationality” in their decision making because
of various psychological limitations.'® Research
findings from cognitive and behavioral psy-
chology suggest, for example, that consumers
manifest a status quo bias, and may use rules
of thumb to estimate prices and calculate
bills,” and are less responsive to price signals
as a result. On the other hand, social influence
and behavioral ‘nudges’ which utilize insights
from cognitive psychology may be more effec-
tive in galvanizing behavior change, and even
investment decisions.”

16  Seligman, C and Darley, JM (1977). Feedback as a Means of
Decreasing Residential Energy Consumption, Journal of Applied
Psychology, vol. 62, no. 4, pp. 363-68; Abrahamse, W (2005). A
Review of Intervention Studies Aimed at Household Energy
Conservation, Journal of Environmental Psychology, vol. 25, no. 3,
pp. 273-9.

17 Kempton, W and Montgomery, L (1982). Folk Quantification of
Energy, Energy, vol. 7,n 10, pp 817 — 27.

18  Guertler, P, J. Pett and Z. Kaplan. 2005. “Valuing low energy
offices: the essential step for the success of the Energy Perfor-
mance of Buildings Directive! Proceedings of the 2005 ECEEE
Summer Study on Energy Efficiency. Paris: European Council for
an Energy-Efficient Economy. pp. 295-305. Cited in EUROPEAN
COMMISSION Consultation Paper: FINANCIAL SUPPORT FOR
ENERGY EFFICIENCY IN BUILDINGS, Feb 2012.

19  There are three main concepts from behavioral economics
relevant in this respect: prospect theory, bounded rationality,
and heuristic decision-making. See, for example, Gillingham, K,
Newell RG and Palmer, K (2009) Energy Efficiency Economics and
Policy. NBER Working Paper No. 15031. Cambridge: MA.

20 Congdon, WJ, Kling, JR and Mullainathan, S (2011). Policy and
Choice: Public Finance Through the Lens of Behavioural Econom-
ics, Brookings Institution Press.

21 The concept of 'nudging'was first described in: Richard Thaler
and Cass Sunstein (2008) Nudge: Improving Decisions about
Health, Wealth and Happiness. Yale University Press, 2008.

2.3.  Regulatory Barriers

The regulatory framework constitutes a fur-
ther barrier to varying degrees in EU Member
States. Energy market prices do not always
reflect all environmental and social costs, for
example those related to pollution, greenhouse
gas emissions, resources depletion or geopoliti-
cal dependency. In other cases, an unpredict-
able or changeable policy backdrop, including
frequent changes in the legal framework and
financial support programmes, and a lack of a
long-term vision, result in an uncertain invest-
ment climate. Furthermore, policies that allow
energy suppliers to increase their profits by
selling more electricity or natural gas create a
disincentive to the deployment of energy ef-
ficiency programs by these utilities. *

Low ambition levels and lack of enforcement
of building energy codes within some Member
States also hampers efforts to increase the
energy efficiency of buildings. And the often
decentralised nature of the institutional com-
petences in the building sector, with national,
regional and local authorities playing different
roles (in building code enforcement, support
programme, or regulatory and tax policy) is
another challenge, which sometimes results

in sub-optimal support for energy efficiency
in buildings. ? Grant schemes can also induce
market distortions, and in some cases consti-
tute a barrier for private financing.

In conclusion, the financial barrier inter-

acts - and is compounded by - barriers on the
demand side, and by barriers created by the
regulatory framework. The interaction of these
barriers results in underinvestment in energy
efficiency across the EU than would be eco-
nomically rational.

3.  Grant-based approaches to addressing
the financial barrier
The EU’s role in energy efficiency policy is pri-

22 Carter, S. 2001. Breaking the Consumption Habit: Ratemaking
for Efficient Resource Decisions. The Electricity Journal
14:66-74.

23 Carter, S. 2001. Breaking the Consumption Habit: Ratemaking
for Efficient Resource Decisions. The Electricity Journal
14:66-74.

European Energy Journal | Volume 3 | Issue 4 | October 2013

15



marily concerned with setting the framework
conditions (e.g. long-term outlook and targets,
removing unhelpful rules, monitoring compli-
ance) and facilitating implementation (e.g.
sharing best practices between Member States
etc.). Many of its interventions, discussed in
previous chapters, (such as, for example, the
EPBD) are focused on addressing informa-
tional and other barriers to energy efficiency
investments.

It is for Member States, for the most part, to
address financial barriers. Having said that,
the EU has at its disposal a number of impor-
tant instruments and funding streams, which
can be used directly to address the financial
barrier, and that are aimed at complementing
existing Member State supports and provok-
ing new policy interventions. In this section
we focus on grant-based instruments, and in
particular on grant funding provided under
cohesion policy and Intelligent Energy Europe.

3.1.  Grant-based cohesion policy funding

The overall objective of cohesion policy in

the 2007 — 2013 period is to deliver smart,
sustainable and inclusive growth. Both the
European Regional Development Fund (ERDF)
and the Cohesion Fund aim to strengthen eco-
nomic and social cohesion in the EU by correct-
ing regional and local development imbalances
through investment. The ERDF has specifically
targeted improvements in energy efficiency

in the built environment sector. The Cohesion
Fund, aimed at Member States whose Gross
National Income (GNI) per inhabitant is less
than 90 per cent of the Community average,
may also be used for projects in the energy sec-
tor, as long as they clearly present a benefit to
the environment, including improved energy
efficiency.*

In total an estimated €4.6 billion of cohesion
funding has focused on improving energy effi-
ciency between 2007 and 2013, which accounts
for approximately 1.3 per cent of the overall

24  Council Regulation (EC) No 1084/2006 of 11 July 2006
establishing a Cohesion Fund and repealing Regulation (EC)
No 1164/94 See: http://eur-lex.europa.eu/LexUriServ/LexUriS-
erv.do?uri=CELEX:32006R1084:EN:NOT

cohesion policy budget. The majority of this
total came from the ERDEF, and was provided in
grant form to co-finance energy efficiency im-

provements in Member States,” to overcome

the high up front cost of these investments.

EU Cohesion Policy will place an even greater

focus on energy efficiency in the next pro-
gramming period. The Multi-annual Financial
Framework (MFF) for the EU was broadly
agreed in February 2013, to cover the EU
budget for the 2014 - 2020 period.?® In more
developed regions, at least 20 per cent of total

ERDF resources at national level should be
allocated to the low-carbon economy, with
a corresponding figure of 6 per cent for less

developed regions. Less developed regions are
therefore permitted greater flexibility in the
way they spend their funds.

In addition, allocations from the Cohesion

Fund can also be made towards sustainable

energy. Based on the overall MFF amounts put
forward by the Commission, this would repre-

sent some €17 billion for sustainable energy
(see Table 1 below).?”

4 . ! 3 Minimum %
Cohesnon2§1o::lcy 2007- Cohesmgg;t:lc[ 2014- Gcation o
R == EEIRE
Less developed regions
Convergence (GDP per capita <75% of 6%
EU27 average)
Convergence phasing out | Transition regions (GDP per
capita between 75% and 20%
Regional competitiveness 90% of EU27 average)
and employment phasing in
e & More developed regions
Regional competiiivensss | (GDP per capita 90% of 20%
gl EU27 average)

Fig. 1- New classification of regions and proposed

ERDF minimum shares for Energy Efficiency and

Renewables (Source: European PPP Expertise Cen-

tre, 2013)

25 Donnelly, M (2013) Financing Energy Efficiency: the role of

the regulatory framework, Power Point Presentation, available:
http://www.buildup.eu/publications/26802
26 At the time of writing it has yet to be adopted by the European

Council and European Parliament.

27  European PPP Expertise Center (2013) European Commission
Cohesion Policy Proposals for 2014-2020. Available: http://
www.eib.org/epec/ee/documents/05-eccpp-for-2014-2020.pdf
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The European Court of Auditors has criticized
the way in which cohesion funds were spent
on energy efficiency. The Court found that the
projects selected by Member State authorities
did not have rational objectives in terms of
cost-effectiveness, i.e. projects were not se-
lected for their potential to produce financial
benefits through energy savings. Their audit
demonstrated that average pay back periods of
investments exceeded 50 years (and reached
150 years in some cases). Buildings were re-
garded as being ‘ready’ for funding if they were
in need of refurbishment, and if documenta-
tion provided complied with requirements.
None of the projects had an analysis of the
energy savings potential in relation to invest-
ments, in order to justify the measures select-
ed. On this basis the Court argued that energy
efficiency was at best a secondary concern.?®

The Court recommended that funding for
energy efficiency be subject to a proper needs
assessment, regular monitoring, the use of
comparable performance indicators as well as
the use of transparent project selection crite-
ria and standard investment costs per unit of
energy to be saved, with a maximum acceptable
simple payback period.

It should be noted, however, that the audit has
itself been criticized for not take into account
the importance of ‘co-benefits’ of energy ef-
ficiency investment, including returns in tax
from increased employment, and societal ben-
efits such as improved health and the resultant
reduction in health spending. Using strict cost-
effectiveness guidelines (such as a maximum
accepted simple payback) may also preclude
deeper retrofits, which are required in the long
term to achieve a zero carbon buildings sector.?

The recast EPBD requires the Commission to
present an analysis on, inter alia, the effec-
tiveness and appropriateness of the level of

28 ECA (2012) Cost Effectiveness of Cohesion Policy Investments
in energy, Special Report No. 21. Available: http://eca.europa.
eu/portal/pls/portal/docs/1/19614746.PDF

20 EurActive (2103) Bulk of EU energy efficiency funds misused,
says auditor. Available: http://www.euractiv.com/energy-
efficiency/90-eu-energy-efficiency-funds-mi-news-517041

structural funds that were used for increasing
energy efficiency in buildings. Based on this
analysis, the Commission has committed to
developing guidelines for the selection and
evaluation of energy efficiency projects in the
context of cohesion policy funding, to establish
a more standardised approach in 2013.%° Bal-
ancing strict cost-effectiveness criteria with the
needs of long-term decarbonization constitutes
a considerable challenge.

3.2.  Grants Under Intelligent Energy Europe (lIE)
Grants available under EU cohesion policy are
supplemented by grants available under other
funding streams. The IEE is part of the EU’s
Competitiveness and Innovation Framework
Programme. It is aimed at delivering on the
ambitious climate change and energy targets
that the EU has set for itself, and is managed by
Executive Agency for Competitiveness and In-

The European Court of
Auditors has criticized the
way in which cohesion
funds were spent on energy
efficiency

novation (EACI). Under the programme €730
million of funds was made available between
2007 and 2013 for Intelligent Energy. Of this
total, around 50 per cent has been allocated to
energy efficiency projects. Funding covers up
to 75 per cent of the eligible project costs. The
projects selected in 2009-2011 are estimated
to have triggered cumulative investment in
sustainable energy of more than €1.5 billion.*

30 EC(2013) Financial support for energy efficiency in buildings
Brussels, SWD (2013) 143 final. Available: http://ec.europa.eu/
energy/efficiency/buildings/doc/report_financing_ee_build-
ings_com_2013_225_en.pdf

31 EC(2013) Financial support for energy efficiency in buildings
Brussels, SWD 143 final. Available: http://ec.europa.eu/energy/
efficiency/buildings/doc/report_financing_ee_buildings_
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3.3.  Limitation of Grants

A grant-based approach to addressing the
financial barrier to energy efficiency is perhaps
inherently limited for a number of reasons.
Grants rely on direct exchequer funding, and
therefore place demands on scarce public
budgets at a time when theses budgets are
shrinking. Public funding alone will never be
sufficient in any case, to galvanize the level

so investment necessary to meet EU targets.
Furthermore grant programmes are in compe-
tition with other areas for continued funding,
and these programmes at EU and Member
State level can be withdrawn at short notice,
resulting in boom-bust investment cycles.
Furthermore, grants only target the financial
barrier indirectly, without addressing underly-
ing issues (such as, for example, unfamiliarity
with ESCO contracting in financial institu-
tions or public sector organisations). For these
reasons the European Commission has been
exploring alternative approaches to addressing
the financial barrier.

4. Innovative Financial Instruments to
address the financial barrier

The European Commission has stressed that
the bulk of energy efficiency investment
should be made by the private sector, and that
efforts should be made to ensure that public
funding complements and leverages private
investment, rather than crowding it out.*?
Grants, it has argued, should be used primar-
ily to address market failures or to support
innovative technologies and investments going
beyond cost-efficient energy efficiency perfor-
mance.*

There are several options for creating value for
energy savings through market mechanisms,
which alleviate the need for grants. Financial

com_2013_225_en.pdf

32 EC(2012) Commission Staff Working Document: Elements for a
Common Strategic Framework 2014 to 2020, Available: http://
ec.europa.eu/regional_policy/sources/docoffic/working/strate-
gic_framework/csf_part1_en.pdf

33 European Commission (2012) Commission Staff Working Docu-
ment 61: Elements for a Common Strategic Framework 2014 to
2020. Available: http://ec.europa.eu/regional_policy/sources/
docoffic/working/strategic_framework/csf_part1_en.pdf

instruments, such as revolving funds and
guarantee schemes, can offer significant new
financing streams for strategic investments
with evident commercial potential. These
types of instruments have the potential to be
more effective than grants because they can
leverage private capital, and can stretch the
impact of EU funding further by facilitating
and attracting other public and private financ-
ing to projects.

The EU’s approach to promoting the use of
financial instruments is set out in this section.
It explores the promotion of these instruments
under JESSICA, IEE and the EU Energy Effi-

ciency Fund.

4.1.  Cohesion funds to promote financial
engineering instruments/JESSICA

In the 2007 - 2013 period the Commission
began using Cohesion Policy funding to pro-
mote the creation and use of financial engi-
neering instruments (FEIs). These are financial
instruments aimed at overcoming the financial
barrier to energy efficiency, which have the
potential to be self-sustaining.

Four joint initiatives in this sphere were
developed by the European Commission in co-
operation with the European Investment Bank
(EIB) group and other financial institutions. Of
particular relevance to energy efficiency pro-
motion is JESSICA (the Joint European Sup-
port for Sustainable Investment in City Areas).
This is an initiative of the European Commis-
sion developed in co-operation with the EIB
and the Council of Europe Development Bank.
It supports sustainable urban development
and regeneration, including energy efficiency
improvements, through the use of financial
instruments.

Funds under JESSICA are dispersed to man-
aging authorities, which can blend JESSICA
monies with funding from other sources.
Managing authorities may decide to chan-

nel funds through Holding Funds, which are
generally established to invest in numerous
projects. This offers managing authorities the
option of delegating some of the tasks required
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in project selection to expert professionals.
Investments can take the form of equity, loans
and/or guarantees, which can be tailored to the
specific needs of particular countries, regions
and projects.

The ultimate objective is that returns from
investments are reinvested in new projects.
By recycling funding, and through leveraging
private investment (and other public funds)
JESSICA is intended to maximize the impact
of public funding and to offer a more sustain-
able alternative to the assistance traditionally
provided through grants.

FEIs can also act as a powerful catalyst for the
establishment of partnerships between coun-
tries, regions, cities, the EIB, other banks, and
various investor classes. This was particularly
the case with JESSICA, where the EIB promot
ed networking platforms, and knowledge and
best practice exchange.

1

Establishing FEIs has not transpired to be
straightforward. Significant delays have been
attributed to their ‘newness’, their complex-
ity and a lack of awareness of funding oppor-
tunities among potential beneficiaries. The
financial engineering and expertise required
to establish an appropriate structure capable
of drawing down funding, represents a barrier
to take up in public sector and other agen-
cies. Drawing down funding through FEIs has
required a steep learning curve and cultural
change in agencies more used to applying for
grants. Reporting requirements also tend to
be onerous. A lack of awareness about funding
opportunities is also responsible for uptake
problems, especially at regional and local lev-
els. Other implementation issues have related
to the difficulties associated with attracting
private sector co-investment.**

Despite the challenges experienced since
2007, FEIs for energy efficiency and renewable
energy in buildings constituted €345 million

34 European Commission/EIB (2013) Financial Instruments: A
Stock-taking Exercise in Preparation for the 2014-2020 Pro-
gramming Period. Available: http://ec.europa.eu/regional_poli-
cy/thefunds/instruments/doc/fls_stocktaking_final.pdf

(€250 million of which came from structural
funds) of support. Twelve initiatives across
five Member States (the UK, Germany, Italy,
Greece and Estonia) have been piloted.

One example is the London Green Fund, which
is a JESSICA holding fund established in late
2009. EIB funding was matched by funding
from the London Development Agency and
the London Waste and Recycling Board. The
London Green Fund in turn established two
separate funds, one of which is the Energy Ef-
ficiency Urban Development Fund. This fund
attracts finance from the private sector, and
lends money to urban retrofit projects within
the greater London area.

The Commission has stated its intention to
focus to a greater extent on FEIs in the pro-
gramme period 2014-2020. There is a need
to be realistic about the complexity of such
projects and the time and structures involved
to make investments happen. Based on expe-
rience, it has taken up to two years to set-up
FEIs focused on energy efficiency. There was
also a significant amount of resources re-
quired for marketing and awareness-raising
campaigns to reach targeted groups. Capacity
building is particularly necessary among target
groups,

Challenges notwithstanding, indications are
that this thematic area will grow. The Commis-
sion published a report outlining recommen-
dations for how financial support for energy
efficiency in buildings could be improved in
the coming period.*® One outcome is that the
Commission will launch a study in 2013 to ob-
tain a comprehensive overview of the financial
support for energy efficiency in the Member
States, addressing, inter alia, the lack of infor-
mation on the impact of financial measures.

4.2. Intelligent Energy Europe (IEE)
IEE also provides project development as-
sistance (PDA) under five separate funding

35 EC(2013) Financial support for energy efficiency in build-
ings, 143 final. Available: http://ec.europa.eu/energy/
efficiency/buildings/doc/report_financing_ee_buildings_
com_2013_225_en.pdf
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streams to public authorities, public bodies
and financial institutions. Provision of techni-
cal assistance is seen by stakeholders as very
important for the further uptake of financial
instruments.

ELENA (European Local Energy Assistance)
was launched by the European Commission
and the EIB in December 2009. In total €49
million of funding has been made available
under ELENA, with an ultimate objective of
supporting more than €1 billion of energy ef-
ficiency and renewable energy projects. Fund-
ing is available under four different facilities:
KfW-ELENA, EIB-ELENA, CEB-ELENA and
EBRD-ELENA . A fifth facility (MLEI-PDA)
is the overseen by the Executive Agency for
Competitiveness and Innovation (ECAI), and
directed to smaller projects.

Funding covers a proportion of the cost for
technical support that is necessary to pre-
pare, implement and finance the investment
programme. Eligible costs for ELENA support
correspond to any technical support that is
necessary to prepare, implement and finance
the investment programme. This technical
support may be of different types, including:
feasibility and market studies, structuring of
programmes, business plans, energy audits,
preparation of tendering procedures and con-
tractual arrangements and project implemen-
tation units. The EU contribution can cover up
to 90 per cent of eligible costs.

The aim is to generate bankable investment
projects that can attract outside finance, for
example, from local banks or other financial
institutions such as the EIB. Eligible projects
are therefore generally at least €30-€50 million
in size. Although not a prerequisite to receive
EIB funding, ELENA assistance may facilitate
access to EIB funding.

A key target area for ELENA assistance is
energy performance contracting implemented

by ESCOs.?” The Commission’s Energy Effi-

36  For more details see: http://ec.europa.eu/energy/intelligent/
getting-funds/project-development-assistance/index_en.htm
37 Where the service providers fund a project, guarantee future

ciency Plan emphasizes the central role it sees
for ESCOs. Its commitment to continue pro-
moting ESCO activity in the coming period is
underscored by the Commission’s campaign to
promote and build capacity for energy per-
formance contracting and ESCOs throughout
Europe.®

In addition to PDA and direct project support,
the IEE programme supports a range of other
initiatives, such as the European Build Up

web portal for energy-efficient buildings, the
ManagEnergy information service for local and
regional authorities and energy agencies, the
ELTIS portal on urban transport and mobility,
and the annual EU Sustainable Energy Week.
In the coming programme period the Commis-
sion will investigating whether the information
provided at EU level could be improved (mainly
through the Build UP web portal).

4.3.  The European Energy Efficiency Fund (EEEF)
The European Energy Programme for Recov-
ery (EEPR) was established in 2009 to address
both Europe’s economic crisis and European
energy policy objectives. Almost €4 billion was
assigned to co-finance EU energy projects that
would boost the economic recovery, increase
the security of energy supply and contribute

to the reduction of greenhouse gas emissions.
A part of this programme, in July 2011, the
European Commission launched an innovative
public-private partnership, the EEEE. The EEEF
was allocated €146 million from the EEPR (3.7
per cent of the total EEPR envelope).

Of this total, €125 million was invested as

risk capital in the EEEF (the junior tranche),
thereby partly assuming the economic risks
associated with the investment projects. The
European Investment Bank committed €75
million in the mezzanine tranche, and in senior
shares. Further commitments came from the
Cassa Depositi e Prestiti (CDP), which con-

savings made on energy bills, and loan is repaid through the
savings achieved.

38 EC(2013) Financial support for energy efficiency in buildings,
SWD (2013) 143 final. Available: http://ec.europa.eu/energy/
efficiency/buildings/doc/report_financing_ee_buildings_
com_2013_225_en.pdf
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tributed €60 million also in mezzanine and
senior shares, and €5 million contributed to the
mezzanine tranche by Deutsche Bank (who will
also act as investment manager of the fund).
The Fund ultimately aims to attract a total

of approximately €800 and is seeking further
investment partners.

The EEEF aims to provide market-based financ-
ing, rather than concessional funding. Financ-
ing may come in the form of debt, mezzanine
or equity, as well as leasing structures and
forfeiting loans for specific industry partners.
The interest rate depends on the risk structure
of the investment.

The EEEF aims to overcome barriers to energy
efficiency investment in the public sector, such
as budget restrictions or lack of experience with
this kind of investment. Projects are aimed at
fostering public-private partnership, in par-
ticular on smaller scale investments by local
authorities or ESCOs (acting on behalf of public
sector organisations), thereby complementing
the larger scale finance that the EIB already of-
fers for energy efficiency investments through-
out the European Union. Eligible projects

are energy efficiency and renewable energy
projects, particularly in urban settings, which
achieve at least a 20 per cent energy saving.

70 per cent of the investment will be targeted
towards energy efficiency. The Fund can invest
up to a maximum of €25 million per project.

The outstanding €21million of the Commis-
sion’s allocation will be made available as grants
for project development services related to
technical and financial preparation of projects.
The technical assistance offered under the new
facility targets investment projects that may
be financed by the fund. Like ELENA, techni-
cal assistance can be provided to cover up to 90
per cent of all eligible costs. The overall size of
eligible projects should generally be less than
€50 million (thereby complementing ELENA
which provides investments of greater than

€50 million).

No data is publically available about the per-
formance of the fund to date, nor concerning

the amount of projects it has supported. It is
thought that the fund has encountered diffi-
culties identifying suitable projects.

4.4. Key Challenges

A key challenges remains the need for the
provision of much more accurate and standard-
ised information on the energy and economic
performance of improvement measures, and
energy efficiency projects, through wider shar-
ing of successful projects and practices. There
is also a need to promote greater awareness

of funding options, and the development of
expertise in drawing down funding and procur-
ing ESCO contracts etc.

This process of information building and readi-
ness in Member States will be enhanced by the
introduction of the Energy Efficiency Directive
(Chapters 3 and 4). Under Art. 20 Member
States are required to facilitate the establish-
ment of financing facilities, or use of exist-

ing ones, for energy efficiency improvement
measures to maximize the benefits of multiple
streams of financing.

The Commission is required to assist Member
States in setting up these facilities and to pro-
vide technical support where necessary. Where
appropriate, it can deploy the expertise of Eu-
ropean financial institutions, such as the EIB
to this end. The Commission is also required to
facilitate the exchange of best practice between
the competent national or regional authorities
or bodies.

The EED (Chapter 3) encourages Member
States to set up National Energy Efficiency
National Funds, although they are not required
to do so. The establishment of national en-
ergy efficiency funds has the potential to link
efforts to provide funding at EU level with the
demand for and awareness of funding opportu-
nities in Member States. National funds have
the potential to attract funding from national
exchequers, from the EIB or other EU funding
streams (and potentially also from obligated
energy suppliers, in fulfilment of their obliga-
tions under Art 7 of the EED).
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Indeed some Member States have already
established national energy efficiency funds,
and they are likely to become more common
across the EU. They and have the potential

to promote greater levels of ESCO activity

in the public and private sectors, as well as
promoting knowledge and best practice around
establishing funds within Member States. The
experiences garnered at national level may

be mirrored at regional level, or among other
competent national authorities.

5. International Financial Institutions
(IFls)

There are three IFIs which actively promote
investment in energy efficiency within the
EU. These are the EIB, The European Bank for
Reconstruction and Development, and the
Council of Europe Development Bank.

The EIB is the bank of the European Union
and is owned by the 27 Member States. It aims
to support sound investments that further

EU policy goals. Since 2010, the EIB has given
the highest priority to renewable energy and
energy efficiency projects. Its extensive role in
blending funding from EU programmes (such
as ELENA and the EEEF) to unlock further
financial flows has been described above.

The EIB’s traditional lending instruments are
constantly being redefined to focus more on
the energy sector, in line with changing EU
priorities. Between 2008 and the end of 2012,
€42.5 billion of dedicated overall loan amount
(€283 billion) went to the energy sector. Of
this total, energy efficiency received €4.8 bil-
lion of funding within the EU, of which €1.7
billion was in the building sector. **

The EIB’s energy efficiency portfolio has seen a
decrease in the share of investment loans from
100 per cent to 35 per cent from 2000 to 2011,
more or less corresponding to an increase in the
share of global and framework loans from zero
to some 60 per cent in 2011. The latter types of

30 EC(2013) Financial support for energy efficiency in buildings
SWD 143 final, Brussels. Available: http://ec.europa.eu/energy/
efficiency/buildings/doc/report_financing_ee_buildings_
com_2013_225_en.pdf

grouped financing are particularly suitable to
finance demand-side energy efficiency invest-
ments (e.g. building refurbishment), which are
individually small and scattered, hence limit-
ing EIB’s possibilities to address them through
direct individual loans.

An assessment of the EIB’s performance over
the past decade in galvanizing energy efficiency
investment found that the it has adapted and
elaborated its project selection criteria through
revision of its eligibility rules, in order to reflect
the increasing policy focus on energy efficiency.
In particular in 2007 it developed a lending
policy that prioritizes energy efficiency invest-
ments, and established specific eligibility criteria
to select projects with a clear contribution to
efficiency.

The review found that the EIB’s organisational
structure had significantly evolved over the
previous decade. The emergence of new in-
struments and organisational units, however,
remained fragmented to some extent, and has
so far not been embraced by a coherent strategy.
It recommended that the Bank should devise an
integrated energy efficiency lending strategy,
and establish an appropriate management struc-
ture to implement it; that tighter criteria could
be developed for assessing effectiveness; and
that innovative financing approaches to energy
efficiency should be trialed and evaluated.*

It is clear that the relevance of energy efficien-
cy to the EIB loan book will grow during the
next programming period (2014-2020).

The European Bank for Reconstruction and De-
velopment (EBRD), and the Council of Europe
Development Bank (CEB), also increasingly
operate their own investment instruments for
energy efficiency within the EU. The EBRD is
part owned by EU member States, the EU and
the EIB. Since 2002, it has provided loans and
equity to 104 energy efficiency projects in the
EU, amounting to €1.8 billion. The total fund-

40 EIB(2012) Evaluation of EIB's Energy Efficiency (EE) Financing
in the EU from 2000 to 2011: How did the Bank respond to the
EE challenge in the context of a reinforced EU EE policy? EIB:
Luxembourg.
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ing mobilised on the market during this period
amounts to €14.9 billion which indicates a
leverage of approximately 1:7. For its part, the
CEB, which is owned by 40 member countries
including most of the members of the EU, has
approved a total of approximately €2.4 billion
to projects at least partially concerning energy
efficiency within the EU since 2001.%!

6. Conclusions

A number of barriers prevent optimal levels of
investment in energy efficiency within the EU.
The focus of this chapter has been the financial
barrier, which is multi-faceted, and compound-
ed by barriers on the demand-side, and in the
regulatory system.

Traditional approaches to overcoming the fi-
nancial barrier to energy efficiency investment
have focused on grant support for investment
projects. The large majority of grant funding
was provided under the EDRF fund, a cohesion
policy instrument. The extent to which this
grant-aided funding was effectively targeted at
energy efficiency has been questioned. None-
theless, grant-aided funding which targets
energy efficiency will continue to grow in the
coming budgetary period, albeit under new pro-
ject eligibility criteria that are being developed.
Balances the need for cost-effectiveness with
the needs of long-term decarbonization in the
development of new criteria is a considerable
challenge.

Grant-aided support has a number of limita-
tions - not least the level of public funding avail-
able, the increased competition for increasingly
scarce public resources, and the potential for
grants to result in market distortions.

For these reasons, the European Commission

is increasingly promoting measures that create
value for energy savings through market mecha-
nisms. FEIs have the potential to put invest-
ments in energy efficiency on a more sustain-
able footing.

41 EC(2013) Financial support for energy efficiency in buildings
SWD (2013) 143 final, Brussels. Available: http://ec.europa.eu/
energy/efficiency/buildings/doc/report_financing_ee_build-
ings_com_2013_225_en.pdf

FEIs that have been piloted include revolving
funds under the Structural Funds programms.
Various technical assistance packages have also
been developed under ELENA, which attempt
to create a pipeline of investor-ready energy
efficiency investment opportunities. A key
object of these instruments is to promote
greater levels of ESCO activity. The establish-
ment of several funds and guarantee systems
(with EU-level funding being used as a ‘first
loss’ guarantee to de-risk the investments)
such as the EEEF is fundamental for attract-
ing private capital and stimulating the ESCO
and energy performance contracting market.

Efforts to establish and promote these instru-
ments have not always been entirely success-
ful. Difficulties have included the complexity
and financial engineering skills required to es-
tablish funds, the time they take to establish,
and the unfamiliarity with funds compared to
grants among potential clients.

Due to this information and expertise deficit
on the demand side, the supply or availability
of funding alone is not a sufficient condition
for overcoming the financial barrier to energy
efficiency. The provision of information and
development of expertise in relevant Member
State authorities via the EIB and other insti-
tutions, is therefore of considerable impor-
tance.

This article will also be published in the upcoming
book publication EU Energy Law Series Volume
ViI: Energy Efficiency in the European Union,
edited by Joseph Curtin and written by Christine
Jenkins, Brian Motherway, Randall Bowie, Dorte
Fouquet, Jana Nysten,
Benedicte Martin, Dan
Staniasz, Sara Kunkel,
Bogdan Atanasin, Sven
Fisheauer, Judith Horrichs
and Joseph Curtin.
November 2013, 380 pages,
ISBN 9789491673054,

€ 265, published by

Claeys & Casteels
(www.claeys-casteels.com)
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About twenty years ago, the European Union
(EU) started the liberalisation process of the
energy sector. The aim was to create a single
European energy market that could provide
more competitive energy prices and benefit
European consumers. The said liberalisation
would apply to both the electricity and gas
markets.

One of the cornerstones of this liberalisation
process has been the unbundling of trans-
mission system operators (TSOs) from their
historic mother companies: the vertically in-
tegrated generation companies. The liberalisa-
tion process has been implemented in several
phases with a gradual increase of the level of
unbundling.

The first step towards unbundling was in-
troduced by the 1% Electricity Directive. It
referred to accounting and management unbun-
dling of the network activities. A further step
was taken with the adoption of the 2™ Electric-
ity Directive, which reinforced the separation
between generation and transmission activities
of vertically integrated companies by imposing
legal unbundling. Nevertheless, practical experi-
ence showed that even after the implementa-
tion of legal unbundling, possible conflicts of
interest remained an obstacle to competition,
carrying negative repercussions on market
functioning and investment incentives.

To solve these inefficiencies, the 3 Electricity
Directive introduced three different unbundling
models, while particularly advocating for the
so-called “ownership unbundling”, which is
considered the most effective way to ensure a
well-functioning internal electricity market.

This article will provide a short overview of the
three EU Electricity Directives and the evolution
of the unbundling process through their contri-
butions. It will then focus on three EU Member
States used as case studies - France, the United
Kingdom (UK) and Belgium - and illustrate how
the said Directives were transposed into nation-
al law in each of these countries. These countries
illustrate interesting implementations of the
unbundling principles. This focus will be useful
to analyse the types of challenges involved in
moving from a vertically integrated undertak-
ing (VUI) model to an unbundled transmission
operator model. For each case, it will be demon-
strated that the choice of the unbundling model
was largely influenced by national circumstanc-
es, including political objectives of the govern-
ment, positioning of some key stakeholders and
their respective level of involvement.

1.  The evolution of the EU unbundling
legislation

The 1¢ Electricity Directive
In line with the EU’s overall ambition to cre-
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ate a single European market, the principle of
creating a single energy market has gradually
come forward. The opening of the European
electricity market to competition began ef-
fectively with the adoption of the 1°* Electricity
Directive in 1996'. The European Commis-
sion (EC) has consistently argued that liber-
alisation would increase the efficiency of the
energy sector and the competitiveness of the
European economy as a whole. At EU Member
State level, governments have advocated that
ultimately an open gas and electricity market
would reduce energy costs for industry and the
consumers.

The 1° Electricity Directive (Article 7) provides
for clear language that EU Member States must
designate, for undertakings which own a trans-
mission system, a system operator responsible
for “operating, ensuring the maintenance of,
and, if necessary, developing the transmission
system in a given area and its interconnec-

tors with other systems, in order to guarantee
security of supply”. In addition, the 1 Electric-
ity Directive stipulates that the TSO “shall not
discriminate between system users or classes
of system users, particularly in favour of its
subsidiaries or shareholders” and that “unless
the transmission system is already independ-
ent from generation and distribution activities,
the system operator shall be independent at
least in management terms from other activi-
ties not relating to the transmission system”.

Moreover, discussions leading to the first
Directives and Regulations for the internal gas
and electricity markets were strongly influ-
enced by the power deregulations that were

at that time taking place in the UK and Nor-
way. Increasing efficiency by introducing new
entrants in generation, trading and sales, and
welcoming more power exchanges between EU
Member States were initially the main goals
contemplated. Cogeneration and combined cy-
cle gas turbines were making their first appear-
ance in the generation mix, while renewable
energy sources were in a prototyping stage.

1 Directive 96/92/EC of the European Parliament and of the
Council of 19 December 1996 concerning common rules for
the internal market in electricity.

Reducing CO, emissions was not yet an issue
for industry or policy makers.

The 1¢ Electricity Directive refers to “un-
bundling” mainly with respect to internal
accounting and single buyers?. In particular,
Article 14(3) of the said Directive states that
“Integrated electricity undertakings shall, in
their internal accounting, keep separate ac-
counts for their generation, transmission and
distribution activities, and, where appropriate,
consolidated accounts for other, non-electricity
activities, as they would be required to do if
the activities in question were carried out by
separate undertakings, with a view to avoiding
discrimination, cross-subsidization and distor-
tion of competition”. Furthermore, according
to Article 15 of the said Directive, “Member
States which designate as a single buyer a
vertically integrated electricity undertaking or
part of a VIU shall lay down provisions requir-
ing the single buyer to operate separately from
the generation and distribution activities of
the integrated undertaking™.

The 2nd Electricity Directive

Supported by inter alia a report from the EC
that showed insufficient progress towards

an internal gas and electricity market?, a 2™
Electricity Directive® was adopted in 2003 in
order to accelerate the completion of opening
up the electricity market to competition, while
maintaining high standards for public services
and public service obligations.

The 2™ Electricity Directive imposed clear
unbundling requirements on TSOs that are part
of a VIU. For those TSOs, it was required to be
independent “at least in terms of its legal form,

2 Asper Article 2(22), single buyer means “any legal person who,
within the system where he is established, is responsible for
the unified management of the transmission system and/or
for centralized electricity purchasing and selling”. *The "single
buyer” concept was put forward by France.

The “single buyer” concept was put forward by France.

4 Among the reasons were insufficient independence from TSOs
(favouring their mother companies, barrier to new entrants,
lack of data exchange between TSOs, etc.).

5 Directive 2003/54/EC of the European Parliament and of the
Council of 6 June 2003 concerning common rules for the
internal market in electricity and repealing Directive 96/92/EC.
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organisation and decision-making from other
activities not relating to transmission. These
rules shall not create an obligation to separate
the ownership of assets of the transmission sys-
tem from the VIU” (Article 10(1)). This concept
was needed to ensure a reasonably fast approval
of the legislation by all key EU countries, given
the intensive lobbying from several VIUs as well
as from some large EU Member States.

According to the 2™ Electricity Directive, mar-
kets for all non-household electricity custom-
ers were to be liberalised by July 2004 and, for
private households, by July 2007., A competi-
tion inquiry in the electricity sector launched
in 2005 (Inquiry Report) and closed two years
later showed however that in 2007 there were
still “malfunctioning markets” for industrial
consumers®.

Among the main findings of this Inquiry Report,
the EC noted that at the wholesale level, the
electricity market remained national in scope,

The ISO model
(Independent System
Operator) has only been
implemented in two out of
28 Member States

and maintained in general the high level of con-
centration of the pre-liberalisation period. Fur-
thermore, the level of unbundling of network
and supply interests had negative repercussions
on market functioning and on incentives to
invest in networks. Among the fundamental
deficiencies in the competitive structure of the
electricity market, the EC highlighted the struc-
tural conflicts of interest caused by insufficient
unbundling of networks from the competitive

6 DG Competition report on energy sector inquiry, Brussels, 10
January 2007, SEC(2006) 1724.

parts of the sector, generation and supply.

It was therefore considered necessary to rein-
force the level of unbundling. This would also
in turn facilitate cooperation among network
operators. Economic evidence showed that full
ownership unbundling appears to be the most
effective way to provide market choices for
energy users and encourage investment, mainly
because independent network companies are
not influenced by overlapping supply/genera-
tion interests as regards investment decisions.
It was also considered that “the independent
system operator approach would improve the
status quo, but would require more detailed,
prescriptive and costly regulation and would be
less effective in addressing the disincentives to
invest in networks”’.

The 3rd Electricity Directive

The 3 Electricity Directive® was adopted in
2009 to remedy the problems identified in the
above-mentioned Inquiry Report. It went “one
step” further in the unbundling process and
introduced three possible models for operat-
ing the transmission system. With this choice,
the EC aimed at ensuring full support for and,
hence, swift approval of the legislation by all
key EU countries.

The 3 Electricity Directive contains new and
more detailed unbundling provisions, accord-
ing to which any TSO in the EU has to opt from
the three following models:

+ Full Ownership Unbundling (FOU);

+ Independent System Operator (ISO); or

+ Independent Transmission Operator (ITO).

The initial draft from the EC only mentioned the
FOU and ISO options. The ITO option was intro-
duced at a later stage at the initiative of France®.

Ibid, p. 14.

8  Directive 2009/72/EC of the European Parliament and of the
Council of 13 July 2009 concerning common rules for the inter-
nal market in electricity and repealing Directive 2003/54/EC.

9 On 29 January 2008, France, Germany, Austria, Bulgaria, Greece,
Luxembourg, Latvia and the Slovak Republic submitted a letter
including proposals for a ‘third option’for energy liberalisation:
http://www.euractiv.com/energy/eu-states-oppose-unbun-
dling-tabl-news-219274
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Figure 1: How unbundling has evolved in the EU

The FOU model can be seen as the model

that foresees the strictest unbundling criteria

(Article 9):

1. Each undertaking which owns a transmis-
sion system must act as a TSO;

2. A same person cannot have a cross-control
over a TSO on the one hand and undertak-
ings performing generation and/or supply
activities on the other hand;

3. A same person cannot appoint members of
the supervisory board, the administrative
board or bodies legally representing the
undertaking, of a TSO or a transmission
system, and directly or indirectly exercise
control or exercise any right over an under-
taking performing generation and/or supply
activities; and

4. A same person cannot be a member of the
supervisory board, the administrative board
or bodies legally representing the undertak-
ing, of both an undertaking performing
generation and/or supply activities and a
TSO or a transmission system.

However, for TSOs that belonged to a VIU on
3 September 2009, EU Member States may
also opt for the ISO or ITO model, as set out
below™.

In the ISO model, the VIU retains the own-
ership of the grid, while the operation of the
network is performed by and independent
operator. Provisions are set to protect the in-
dependence of the ISO and to ensure that the

10 More precisely, the Member State concerned may designate an
ITO in accordance with Article 13 of the Directive, or opt for the
ITO model as established under Chapter V of the Directive.

owner will develop the network. However, in
practice this could appear to be rather difficult,
as the VIU may not (always) have a real incen-
tive to develop the grid if as a result of it, its
market power will be reduced. As a result, this
model has only been implemented in 2 out of
the 28 EU Member States.

According to the ITO model, the VIU is
preserved and corresponding national regula-
tion is put in place to ensure that the network
operator is effectively independent. Additional
conditions include:

+ Increased barriers to the exchange or com-
mon use of personnel, IT systems, premises
and communications between the ITO and
the energy companies of the group to which
the ITO belongs;

+ The corporate identity of the ITO should be
visibly different from that of the group;

+ The personnel policy of the ITO should
be subject to the control of a partially
independent Supervisory Body (to prevent
remunerations and careers to be de facto
linked to the profitability of the group).

In the implementation of the “Unbundling
Directive”, the ITO solution has been preferred
by many large VIUs. However, critics of the
ITO model generally argue that the guarantees
of “real” full independence of the TSO under
the ITO model are not yet sufficient.

Although the FOU model was considered

the most effective solution for unbundling,
the ISO and ITO models were finally also
included in the EU legislation as a compromise
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solution, following intense negotiations during
the adoption of the 3" Energy Package, which
includes the 3 Electricity Directive and new or
amended Electricity Regulations.

Besides these unbundling requirements, the
3 Electricity Directive also required the TSOs
to be certified (Article 10). Now with this new
Directive, before an undertaking is approved
and designated as a TSO, it must be certified
by the National Regulatory Authority (NRA),
as having complied with the requirements of
Article 9 of the Directive.

2.  The unbundling process in France
France chose to implement the ITO model as
unbundling regime for its electricity and gas
TSOs.

The French electricity TSO, Réseau de Trans-
port d’Electricité (RTE), is currently entirely
controlled by the French Republic, through
is controlling shareholding of Electricité de
France (EDF), which in turn controls the
TSO. RTE is a limited liability corporation,
known in France as a société anonyme and
has, in accordance with the provisions of the
3 Electricity Directive, been certified by the
appropriate bodies upon advice of the French
NRA.

Under French law, the current main texts gov-

erning electricity activities are:

+ The Ordinance codifying the legislative part
of the French energy code of 10 May 2011
(the Energy Code);

« The New Organisation of the Electricity
Market, passed on 7 December 2010 (the
NOME Law)??;

+ The Decree n°2005-1069 of 30 August 2005
approving the status of the company RTE
EDF Transport (the Decree)*?;

+ The Law n°2004-803 of 9 August 2004 re-
lated to the gas and electricity public service

11 Code de I€nergie.

12 Loin®2010-1488 du 7 décembre 2010 portant nouvelle organi-
sation du marché de I'électricité (1).

13 Décret n°2005-1069 du 30 aot 2005 approuvant les statuts de
la société RTE EDF Transport.

and to gas and electricity undertakings (the
2004 Law);

+ The Law n°2000-108 of February 2000 re-
lated to the modernization and the develop-
ment of the public service of electricity (the
2000 Law)*.

2.1. Evolution of France’s unbundling process
Prior to the 2000 Law, electricity activities
were carried out by EDF as a national vertically
integrated company.

The 2000 Law transposed the 1% Electricity
Directive and brought a partial liberalisa-
tion of the production activity and definition
of a restricted category of eligible clients.
Concerning transmission, it provided that
the management of the transmission sys-

In France, the networks

with voltage level higher

than 63 kV are classified as
transmission and therefore are
operated by RTE

tem should be entrusted by EDF to an au-
tonomous service, which would initially not
constitute a separate legal entity. The 2000
Law put in place provisions aiming to ensure
the independence of the electricity TSO and
created the CRE. RTE was created on 01 July
2000 as an internal division of EDF, with in-
dependent finance, management and account-
ing.

It is to be noted, that, in France, the networks
with voltage level higher than 63 kV are classi-
fied as transmission and therefore are operated
by RTE. Networks with voltage level below 63
kV are operated by the DSOs.

14 Loin®2004-803 du 9 aolt 2004 relative au service public de
I'électricité et du gaz et aux entreprises électriques et gazieres.

15 Loin®2000-108 du 10 février 2000 relative a la modernisation
et au développement du service public de Iélectricité.
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Figure 2: How unbundling has evolved in France

The 2004 Law transposed the 2™ Electricity
Directive into French law and stated that the
system operator, RTE:

+ Retains responsibility for maintaining,
operating and developing the electricity
transmission system;

« Becomes the owner of its industrial assets;

+ Is a company whose capital continues to
be held entirely “by EDF, the State or other
companies or institutions belonging to the
public sector”.

It also ensured the transposition of the EU
legal unbundling requirement applicable to
TSOs, providing for the creation of a separate
legal entity (distinct from the legal entity tak-
ing care of generation and supply), entrusted
with the management of the transmission
system.

The by-laws of RTE were approved in 2005 (by
the Decree). Among other things, the Decree
specifies the legal form, name and purpose

of the new company, the composition of its
capital and its method of corporate governance
(see below). As a limited liability company and
subsidiary of the EDF Group, RTE saw its legally
entrusted missions reaffirmed with the new
electricity laws and regulations.

An inquiry launched in 2005 by the EC identi-
fied some shortcomings in the French elec-
tricity and gas markets as well as an “inad-
equate” level of unbundling between network

and supply interests. The EC considered this
created negative effects on the market and
level of investments. Consequently, under

the 3" Energy Package, priority was given to
achieve more effective unbundling of network
and supply activities.

Consequently, a new electricity act, the NOME
Law, was adopted as well as the Energy Code,
aimed to mark the end of the transposition
process of the 3" Energy Package into the
French legislation. The new law significantly
increased CRE’s duties and powers, notably its
control over the TSO, including when it comes
to the approval of future grid development
plans.

The ITO Model France has chosen to comply for
the unbundling for TSOs is referred to in Article
9(8)(b) of the 3 Electricity Directive. Under
this Article, a VIU may own a significant per-
centage of the shares of the TSO and the ITO
model will then be applied. Therefore, accord-
ing to the 3" Electricity Directive, a TSO may
remain the subsidiary of a VIU, provided that:

1. The TSO is managed independently from its

shareholders:

a. RTE’s top management is appointed by
the French government;

b. The compensation of the management
is not decided by EDEF, the generation
company/shareholder;

c. EDF has no control on operational deci-
sions of RTE.
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2. RTE is granted an economic and financial
autonomy:
a. All relevant charges are covered through
a transmission tariff;
b. RTE’s investments are approved by the
CRE;

c. RTE may issue financial instruments.

2.2.  RTE Governance

In terms of governance, RTE is a limited liabil-
ity company with a Management Board and a
Supervisory Board.

The Management Board

Under the terms of the Decree’®, which ap-
proved RTE’s Articles of Association, the RTE
Board of Management is the “only [body] com-
petent to implement operations that contribute
to the operation, maintenance and development
of the public electricity transmission system”.

The Management Board consistsis made up of
four members, each appointed for a period of
five years:

+ The Chairman of the Management Board,;

+ The Vice-Chairman of the Management
Board, Senior Executive Vice-President in
charge of RTE’s Power System Department;

+ The Senior Executive Vice-President in
charge of RTE’s Finance Department;

+ The Senior Executive Vice-President in
charge of RTE’s Power Transmission De-
partment.

The Chairman of the Management Board is
appointed by the Supervisory Board, with the
agreement of the French Minister for Energy.

16 Décret n°2005-1069 du 30 ao(t 2005 approuvant les statuts de
la société RTE EDF Transport

The other members of the Management Board
are also appointed by the Supervisory Board,
on the recommendation of the Chairman of
the Management Board. The Supervisory
Board may not remove the Chairman or any
other member of the Management Board,
without first consulting the Commission de
Régulation de I'Energie (CRE).

To confirm their independence, articles L
111-30 to L 111-33 of the Energy Code stipu-
late that RTE’s senior executive officers are
required to abide by strict deontological rules.
As such, they are not permitted to hold other
responsibilities within the vertically integrated
company either before or after their terms of
office. Nor are they permitted to hold other
such responsibilities during the course of their
terms of office, or to hold any stakes or inter-
ests in the same vertically integrated company.
In addition, the professional interests of em-
ployees in management positions at RTE are
guaranteed by measures set forth in article L
111-29 of the Energy Code.

RTE also appoints a chief compliance officer,
who is an employee of the company. He is sub-
ject to the competencies attributed to him by
CRE and is tasked with ensuring that the com-
pany’s practices are compliant with obligations
requiring it to be independent from the other
companies of the VIU. His appointment must
be approved by CRE. The chief compliance of-
ficer is responsible for overseeing compliance
with the commitments set out in the code of
practice, ensuring that all of the provisions
guaranteeing RTE’s independence are properly
implemented, and producing a report for CRE.
To carry out his appointed tasks, he attends
meetings of RTE’s various management bodies,
and receives copies of their agendas, preparato-
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ry files and minutes, for meetings of relevance.
CRE receives a report on the implementation
of RTE’s code of practice, drafted by the chief
compliance officer.

CRE certifies that RTE has complied with its
obligations under the rules on independence
governing its status as part of a VIU. As such,
RTE implements any new or additional organi-
zational measures that may be needed in order
to guarantee its independence within the ver-
tically integrated organisation, and the chief
compliance officer reports on these measures.

Every year, the Chairman of the Management
Board submits RTE’s investment programme
to CRE for official approval.

The tariffs charges for using the transmission
system are determined by CRE and approved
by the French Minister for Energy.

The Supervisory Board

The Supervisory Board oversees the RTE’s
Management Board at all times, notably to
ensure its economic supervision. It carries
out all checks and controls deemed necessary.
The Supervisory Board also deliberates key
strategic, economic, financial or technological
decisions. However, it may not issue any in-
structions concerning day-to-day management
or decisions relating to the construction or
modernization of transmission installations,
provided they do not exceed the scope of the
financial plan it has itself approved.

The Supervisory Board is composed of 12 mem-

bers, each appointed for a five-year mandate:

+ Four members appointed by the French
government;

+ Four by EDF; and

+ Four elected by RTE’s employees.

The chief compliance officer oversees the work
of the Board and attends its meetings.

3.  The unbundling process in the United
Kingdom

The UK’s energy case is quite exceptional.
Numerous studies on EU electricity markets

rightfully point out that the UK is the pioneer
in energy market liberalisation'’. The UK
legislation for energy market liberalisation
precedes the corresponding EU Energy Direc-
tives by 7 years in the case of electricity and by
12 years in the case of gas. It is therefore not
surprising that National Grid, who owns and
operates the electricity transmission network
in England and Wales and the gas transmis-
sion network throughout Great Britain (GB), is
the oldest TSO operating under a FOU model.

In Scotland, National Grid has been operating
the electricity transmission network under
the ISO Model. However it is our understand-
ing this situation is not ideal for the operator
as National Grid has mentioned it would like
the EC “to hold its nerve and go for complete
unbundling, with independent ownership of

transmission networks” 8.

The independent operation of TSOs is per-
ceived as paramount in the UK. It is felt that
in the absence of ownership links to genera-
tors or to suppliers, TSOs have no incentive
or reason to discriminate between market
participants.

National Grid is a public limited company.

Its shares, which were first owned by the 12
English and Welsh regional monopolies or
“Area Boards” (see below), were listed in 1995
on the London Stock Exchange, with not more
than one year later almost all of them being
disposed by the “Area Boards”.

National Grid has been certified as a TSO-FOU
by the appropriate authorities.

17 Sources: http://arno.uvt.nl/show.cgi?id=120962, http://www.
unecom.de/documents/presentations/Ehlers_Insights_into_
Energy_Market_Unbundling_070509.pdf

18 In one of its statements, National Grid also pointed out
that since 1990, over £5.5 billion has been invested in the
“unbundled” electricity transmission network in England and
Wales — around double the investment seen before privatisa-
tion/liberalisation. Network reliability has averaged 99.9998%
—around five times higher than continental Europe. A study
from the University of Cambridge states that the creation of an
independent TSO has caused a fall of 30% in real transmission
charges between 1993 and 2005).
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The current key texts governing electricity
activities in the UK include:

« The 1947 Electricity Act'?;

« The 1957 Electricity Act®;

+ The 1989 Electricity Act®;

« The 2000 Utilities Act®?;

« The 2004 Energy Act?,

+ The licenses®.

3.1.  Evolution of UK’s unbundling process
Before entering into more details, it is im-
portant to be aware of the fact that there are
two separate regimes in the UK: one cover-

ing Great Britain (GB) and one for Northern
Ireland. This paper will focus on the case of GB
only.

The GB energy market was one of the world’s
first fully deregulated markets. The electricity
industry was considerably reorganised in the
1990s under the 1989 Electricity Act®. This
reorganisation took place a few years after the
UK privatised its gas sector and could there-
fore benefit from the lessons learned from this
early experience.

Prior to the liberalisation, and following the
Second World War, the UK had 560 electricity
suppliers, of which approximately one-third
were privately owned. Under the 1947 Elec-
tricity Act® and the 1957 Electricity Act? the
electricity industry in England and Wales was
reorganised with the aim to nationalise the
electricity grid, as well as numerous privately
owned electricity generation and supply utili-
ties in GB. The structure of the electricity sec-
tor was the following:
+ The British Electricity Authority (BEA),
established by the 1947 Electricity Act, was
a public corporation responsible for the
generation and transmission of electricity.

19 UK Electricity Act 1947.

20 UKElectricity Act 1957.

21 UKElectricity Act 1989 as amended.

22 UK Utilities Act 2000.

23 UKEnergy Act 2004.

24 E.g. National Grid’s Licence Agreement: http://www.national-
grid.com/uk/Gas/Charges/Tools/Calc/license.htm

25 Electricity Act 1989.

26  Electricity Act 1947.

27 Electricity Act 1957.

The BEA was under the duty “to develop
and maintain an efficient, coordinated and
economical system of supply of electricity

in bulk for all parts of England and Wales,
and for that purpose to generate or acquire
supplies of electricity and to provide bulk
supplies of electricity for the Area Boards
for distribution by those Boards”. The BEA
Board consisted of seven to nine members
appointed by the Minister of Power. In 1954,
the BEA was renamed the Central Electricity
Authority (CEA);

+ Regional monopolies (12 in England & Wales
and 2 in Scotland), called the Area Boards,
were responsible for distribution and supply.
The Area Boards, which were also created by
the 1947 Electricity Act, were each responsi-
ble for a closed geographical area;

From 2001 onwards, the
duty to supply all customers
was replaced by a duty to
connect and to maintain the
connection

+ Following the adoption of the 1957 Electric-
ity Act, further reorganisations took place.
In England and Wales, the CEA was replaced
by a state owned company, called the Central
Electricity Generating Board (CEGB) that
was responsible for generation and trans-
mission activities. Accountable for the bulk
supply to the “Area Boards”, the CEGB was in
control of the system with the “Area Boards”
subordinate.

In sum, the pre-privatisation structure of the
electricity industry in GB was characterised by
extensive vertical integration of generation,
transmission, distribution and supply. The
structure of the nationalised industry in Eng-
land and Wales was dominated by one large gen-
eration and transmission company: the CEGB.
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With the introduction of the 1989 Electricity

Act in 1990, the electricity sector was unbun-

dled into separate units for generation, trans-

mission and distribution & supply, following
which privatization could take place. Addition-
ally the 1989 Electricity Act introduced a sys-
tem of independent regulation. The situation
changed as follows:

+ In England and Wales CEGB was unbundled
in phases:

- Generation was separated into three
components: two privately owned fossil-
fuel generators companies, Powergen
(34% of generation capacity) and Na-
tional Power (52% of generation capac-
ity), and one nuclear generation compa-
ny, Nuclear Electric (14% of generation
capacity). Nuclear Electric was kept
under public ownership, primarily due to
its less efficient economic nature;

- Ownership and operation of the high
voltage transmission system was trans-
ferred to the newly created National
Grid Company plc. (National Grid). The
shares, which were first owned through
a holding company “National Grid
Group plc.” by the 12 English and Welsh
regional monopolies or “Area Boards”,
were in 1995 listed on the London Stock
Exchange;

+ The 12 English and Welsh and the 2 Scot-
tish “Area Boards” were replaced by Re-
gional Electricity Companies (RECs), which
were then privatized as 14 Public Electricity
Suppliers (PESs). Distribution and supply
activities were not legally unbundled, but
accounts had to be separated. This im-
plied that the PESs were still having their
monopoly distribution right as well as the
supply monopoly to consumers within their
authorised areas;

+ Furthermore, the 1989 Electricity Act es-
tablished a new regulator: the Director Gen-
eral of Electricity Supplies (DGES). With the
support of the Office of Electricity Regula-
tion (OFFER) the DGES had to regulate the
newly privatized electricity industry and to
promote competition within the industry;

+ An electricity pool was established as a
wholesale market mechanism through

which electricity was traded in England and
Wales. The pool was operated by National
Grid, which administered the pool’s settle-
ment system on behalf of pool members
(wholesale buyers and sellers of electricity).

It was not until the 2000 Utilities Act?® that
the legal separation of distribution and sup-
ply was effectively imposed. Going further
than the principle of accounting unbundling,
the 2000 Utilities Act introduced a licens-

ing regime that required separate licenses for
supply and for distribution activities, which
had to be held by different legal entities, thus
implementing effective legal unbundling. This
implied that the concept of PESs was removed
along with the concept of geographically ex-
clusive areas. From 2001 onwards, the duty to
supply all customers was replaced by a statu-
tory duty to connect and to maintain the con-
nection. The Distribution Network Operators
(DNOs), as they were called from then on, were
no longer permitted to hold a supply license.
This would enable them to focus on their ob-
ligation to ensure fair and non-discriminatory
access to the distribution networks.

Two different forms of licenses were intro-

duced in the electricity sector:

+ The electricity transmission license to
be held by National Grid and by the two
Scottish electricity transmission network
Owners;

+ The electricity distribution license to be
held by the DSOs, which own and oper-
ate local electricity distribution networks
within their geographical areas.

In other words, the 2" Electricity Directive was
implemented in the UK legislation through a li-
censing regime. The conditions that companies
have to comply with, when requesting such

a license, also meet the unbundling require-
ments under the 2" Energy Directive (legal
unbundling).

With regard to the institutional framework and
electricity market, the following changes intro-

28  Utilities Act 2000.
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Figure 4: How unbundling has evolved in Great Britain

duced by the 2000 Utilities Act are noteworthy:

 DGES (individual regulator) was replaced
with a regulatory board, the Gas and Elec-
tricity Market Authority, which was given
new powers. A provision was also introduced
to merge the gas and electricity regulators
to form the non-ministerial Office of Gas
and Electricity Markets (OFGEM). OFGEM
is nowadays the NRA in the UK, responsible
for the day-to-day operations and imple-
mentation of the policy;

+ To solve the lack of competition identified,
as a consequence of deficiencies in the pool
system, a new electricity trading arrange-
ment (NETA) was introduced to replace the
pool. Under NETA, the bulk of electricity
was traded in forward, futures and short-
term markets through bilateral contracts.
Participants were obliged to notify their
contract volumes and final physical position
to National Grid who was responsible for
the Balancing Mechanism.

The licensing regime was further changed by
the 2004 Energy Act®. The 2004 Energy Act
expanded the NETA into the British Electric-

29 Energy Act 2004.

ity Trading and Transmission Arrangements
(BETTA)* and introduced Scotland into the
market. Novelties included: a single system
operator and a set of rules for trading energy
and for access to and use of the transmission
system. As a result, National Grid became the
sole operator of electricity transmission in GB,
extending the independent operation of TSOs
to Scotland, where previously there had been
two VIUs operating the transmission systems
at the same time they were having generation
and supply interests. The two Scottish trans-
mission systems and the English and Wales
system were from then on operated as one sys-
tem, balancing electricity supply and demand
across GB 3!, Moreover, Condition B6 of the
license prevented National Grid from having
generation or supply activities, so that is has no
incentive towards favouring its own upstream
or downstream business. The new rules also
ensured that those seeking access to the grid
would be able to obtain it on non-discriminato-
ry terms.

30  British Electricity Trading and Transmission Arrangements.

31 Ownership of the transmission system remained fragmented
all over UK, with National Grid for England and Wales and Scot-
tish Power and Scottish and Southern Energy for Scotland.
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The Transmission License places numerous ob-
ligations on National Grid with respect to the
development and operation of the transmis-
sion system. These obligations include:

Having in force and complying with:

- Balancing and Settlement Code; and
- Connection and Use of System Code;

+ Preparation of and compliance with the
Grid Code;

+ Publication of the Charging Statements;

+ Preparation and publication of the Seven
Year Statement, which aims at assisting
National Grid Electricity System users in
assessing the opportunities available to
them for making new or additional use of
the transmission system in the competitive
electricity market;

+ Requirement to offer terms for Connection
to and Use of the System;

+ Requirements in respect of interconnectors;

+ Requirement to comply with defined secu-
rity standards for planning and operation of
the transmission system.

Operational decisions being taken by a strictly
independent TSO have been considered as a
key development for effective unbundling. This
concept was pushed forward five years later by
the EU as one of the unbundling models under
its 3" Electricity Directive.

The 2004 Energy Act further removes the
restriction that prevents the OFGEM from
granting more than one transmission license
in any given geographical area. It further al-

Board of Directors .

lowed OFGEM to alter, with the consent of the
license holder, the geographical scope of the
license and it allows for license conditions that
can restrict the activities of the transmission
license holder.

3.2.  National Grid Governance

As mentioned above, National Grid owns and
operates the national grid high-voltage elec-
tricity transmission network in England and
Wales, and since 1 April 2005 - as the BETTA
changes came into effect - it also operates the
electricity transmission network in Scotland
(although this is still owned by Scottish Power
and Southern Energy).

Since 2000, the holding company National
Grid Group started pursuing some major
mergers and acquisitions in the United States
(US). In 2002, National Grid Group merged
with Lattice Group plc, owner of Transco — the
UK gas distribution business, which had de-
merged from BG Group in 2000. Because of the
merger, National Grid Group became National
Grid Transco. In 2005, National Grid Transco
finally changed its name into National Grid plc.
National Grid Company was renamed National
Grid Electricity Transmission (NGET) and
Transco was called National Grid Gas plc.

Besides US activities, interconnectors have
become an important part of National Grid’s
portfolio. In what follows, we will discuss the
overall management structure of National Grid
plc, instead of NGET solely.

Oversight of the company
Defines governance structure
+ Establishes Strategy

Risk &
Finance Nominations Remuneration g
Audit Committee Responsibility
Committee Committee Committee e
Committee

Executive Directors

SRR

Human Resources
Executive Director UK Executive Director US Information systems and security
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Legal

Finance and Procurement
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UK Regjonal
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Figure 5: National Grid management structure (in 2011)
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Management structure

In April 2011, an important reorganisation took
place within National Grid, in order to have the
company more closely aligned with local respon-
sibilities as well in the US as in the UK.

Regional functions were created to take re-
sponsibility of the operations in the different
countries. However, certain functions, such as
finance, human resources and procurement,
continue to have global responsibilities. The
diagram above represents the new manage-
ment structure as was in 2011 (note to the
reader : recent changes to the said structure
may have occurred since the drafting of this
paper, inter alia the creation of a “Disclosure
Committee” in support of the Chief Executive
and Finance Directors).

National Grid’s Board

The Board of National Grid Group decides
upon those matters that impact the strategic
direction and effective oversight of the com-
pany and its businesses. It maintains overall
responsibility for the company’s system of in-

Currently, National Grid plc.
has a primary listing on the
London Stock Exchange and
is a constituent of the FTSE
100 index

ternal control and reviews the effectiveness of

the framework annually. Examples of responsi-

bilities of the Board include:

+ Corporate governance;

« Strategy, financial policy and approval of
the budget and business plan;

« Director/employee issues such as Director
succession planning, with input and recom-
mendations from the Nominations Com-
mittee; and

+ Stock exchange and listing requirements
such as dividend approval/recommendation

and approval of results announcements,
interim management statements and the
Annual Report and Accounts.

The Board currently consists of:

« A Non-executive Chairman;

« Five Executive Directors; and

« Seven Non-executive Directors determined
by the Board to be independent.

In order to operate efficiently and to give
appropriate attention and consideration to
matters, the Board has delegated authority
to several committees (see Figure 5), among
which:

1. The Executive Committee, led by the Chief
Executive, is responsible for day-to-day
management of National Grid and for the
execution of the company’s strategy, busi-
ness objectives and targets as approved by
the Board;

2. The Risk Committee monitors and reviews
the company’s non-financial risks and
interfaces with the Audit Committee. In
this context, it is responsible for reviewing
the strategies, policies, targets and perfor-
mance of the company;

3. The Audit Committee has oversight of
the company’s financial reporting, and
internal controls and their effectiveness,
together with the procedures for the iden-
tification, assessment and reporting of
risks;

4. The Finance Committee sets policy and
grants authority for financing decisions,
bank accounts, credit exposure, control
mechanisms for hedging, etcetera;

1. The Nominations Committee is responsi-
ble for considering the structure, size and
composition of the Board and for identify-
ing and proposing individuals to be Direc-
tors and executive management reporting
directly to the Chief Executive, together
with establishing the criteria for any new
position; and

2. The Remuneration Committee determines
remuneration policy and practices, aligned
to the company’s strategy with the aim of
the recruitment of Executive Directors and
other senior employees to deliver value for
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shareholders and high levels of customer
service, safety and reliability.

National Grid’s shareholders

As mentioned previously, National Grid plc.
was first listed on the London Stock Exchange
in 1995 - five years after the transmission
activities of the CEGB were transferred to the
company. The 12 RECs who first owned the
company, had disposed most of their interest
no later than the following year. Currently,
National Grid plc. has a primary listing on the
London Stock Exchange and is a constituent
of the FTSE 100 Index. With regard to its US
business activities, it has a secondary listing on
the New York Stock Exchange.

As of 31 March 2013, the most important
shareholders were The Capital Group Compa-
nies (10,91% of all voting rights), Black Rock,
Inc. (5,21% of all voting rights), Crescent
Holding GmbH (4,18% of all voting rights) and
Legal and General Group plc. (3,99% of all vot-
ing rights). Other shareholders hold less than
3% of all voting rights.

The Board is responsible for overseeing the
relations with institutional investors. This
oversight is primarily managed by the Chief
Executive, Finance Director and Director of
Investor Relations. The latter, together with
his team, meets regularly with current and
prospective investors to discuss the company’s
strategy, performance, financing and other
developments; and reports back to the Board.
Depending on the subject, also other board
members can meet with institutional inves-
tors. Engagement with individual shareholders
(representing more than 95% of all sharehold-
ers) is managed by the Company Secretary &
General Counsel.

4., The unbundling process in Belgium

In Belgium, the liberalisation process of the
electricity market started effectively in 1999,
with the transposition of the 1st Electricity Di-
rective into national law. Belgium opted for the
full ownership unbundling model for its TSO,
undertaking the transition in several steps.

Under Belgian law, the current main texts gov-

erning electricity activities are:

« Law of 29 April 1999 relating to the organi-
zation of the electricity market (the 1999
Electricity law) %;

+ Royal Decree of 19 December 2002 estab-
lishing a technical regulation for the opera-
tion of the electricity transmission network
and the access to it;

+ Law of 1** June 2005 amending the Law of
29 April 1999 relating to the organization
of the electricity market; and

« Law of 8 January 2012 amending the Law
of 29 April 1999 relating to the organiza-
tion of the electricity market and the Law of
12 April 1965 relating to the transmission
of gaseous products and others by pipeline.

4.1.  Evolution of Belgium’s unbundling process
Before the adoption of the 1999 Electricity law,
the Belgium power sector was rather a complex
market, even though there were not many
players. It was organized as follows:

+ Electricity transmission was dominated by
a rather complex monopolistic structure:

a company called CPTE, created in 1995

by both Electrabel (a vertically integrated
privately owned utility) and SPE (a producer
in public hands). It was in charge of “coordi-
nating” the efficient operation of the energy
assets in Belgium. Various assets, including
transmission, of the two market players,
Electrabel and SPE were brought together
under the umbrella of the said CPTE;

+ Electrabel dominated the market with a
market share of more than 90%. SPE’s
share represented about 6.5%. Some mar-
ket shares were in the hands of a couple of
small independent producers and industrial
auto-producers;

+ The supply and distribution of electricity
were in the hands of municipal and inter-
municipal controlled companies, while Elec-
trabel and SPE were effectively in charge
of ensuring the supply to clients directly
connected to the grids.

32 Law of 29 April 1999 relating to the organisation of the electric-
ity market.
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It is to be noted that in Belgium the transmis-
sion of electricity (networks with a voltage
higher than 70kV) is a federal competence,
whereas the distribution (networks with a
maximum voltage of 70kV) is regulated at
regional level®* 3. This paper will focus on the
unbundling process of the transmission sector

only.

From the very beginning of the EU energy
liberalisation process, Belgium placed itself as
a front-runner in the unbundling process. It
aimed to go further than what the European
Directive(s) required regarding unbundling.
For example, instead of limiting itself to the
separation of accounts as required by the 1*
Electricity Directive, Belgium decided to push
ahead with legal unbundling, meaning that the
transmission activities had to be fully dissoci-
ated from the other activities and placed in a
separate and dedicated “network” entity.

The three main changes introduced by the

1999 Electricity law were the following:

+ The electricity producers were required to
have a license before they could start their
activities;

+ The electricity transmission became a legal
monopoly and had to be legally separated
and independent from generation and sup-
ply. As a result, and in order to achieve the
objective of legal unbundling, CPTE created
in 2001 a subsidiary called “Elia” which
would later give birth to the current Belgian
TSO, Elia System Operator (which obtained
a 20 year renewable license in 2002 from
the government). The transmission assets
and activities had to be brought into the
said Elia companies; and

+ The independent federal regulator, the
Commission for the Regulation of Electric-

33 The federal competences in the energy sector included gen-
eration, transmission, tariffs, long-term planning and competi-
tion issues, while the regional competences dealt essentially
with the distribution of electricity, the rational use of energy
and renewable energy. The split of energy competences are
currently under legal review by the Belgian government.

34  The full market opening for customers took place on 1 July
2003 in the Region of Flanders and in 2007 for both Wallonia
and Brussels-Capital.

ity and Gas (CREG) was created, as well as

regional regulators (as the Regions are in

charge of distribution). Various tasks were
given to this NRA, among which:

- Controlling and supervising the applica-
tion of the laws and regulations in the
energy sector®;

- Controlling the national TSO;

- Alarge tariff competence; and

- Advising the government with regard to
the organisation and operation of the
electricity market.

As Electrabel and SPE were no longer allowed to
coordinate their joint activities in the sector of
electricity generation nor to own transmission
assets, CPTE was liquidated and Electrabel and
SPE became the initial owners of Elia System
Operator’s.

The concept of legal unbundling was introduced
at EU level in 2003 by the 2" Electricity Direc-
tive. However, as mentioned above, this type

of unbundling was already in place in Belgium
since 1999. Consequently, the new EU legisla-
tion did not bring major amendments to the
Belgian law in this area. Indeed, it only foresaw
unbundling provisions for TSOs that were part
of a VIU, which was not effectively the case for
Elia System Operator.

A series of laws and royal decrees® were enacted
in order to implement the EU unbundling re-
quirements. Most of these provisions were also
enacted in the Belgian TSO’s articles of associa-
tion and/or internal by-laws as well as in share-
holders’ agreement(s). This entire legal frame-
work was structured in preliminary protocols
intervened between the Belgian Government,
the “historic” shareholders of Elia (Electrabel
and SPE) and the Belgian municipalities, which
ought to become the TSO’s main shareholder.

35 Between 1999 and 2003, there were two federal regulators: the
CREG for liberalised markets and the Control Committee for
Electricity and Gas for captive markets. This last was abolished
in 2003.

36 The main law transposing the 2" Electricity Directive into na-
tional law being the “Loi du Ter juin 2005 portant modification
de la loi du 29 avril 1999 relative a l'organisation du marché de
I'électricité”.

38

European Energy Journal | Volume 3 | Issue 4 | October 2013



AnoverviewoftheevolutionoftheEuropeanunbundlingprocessintheelectricitysector:ThecasesofFrance,theUKandBelgium

=

Transposition
1% Electricity
Directive

Transposition
2" Electricity
Directive

Transposition
3rd Electricity
Directive

Figure 6: How unbundling has evolved in Belgium

The 3 Electricity Directive became also in
Belgium a new cornerstone in the evolution

of the unbundling process, as it has been in
most of the EU Member States. The new text
aimed at reinforcing the TSOs’ independency
vis-a-vis electricity producers and/or suppliers,
by including strict unbundling provisions for
both VIU and non-VIU. In this respect, the new
certification process by the NRA, and to be
“confirmed” by the EC, became a sine qua non
condition to be designated (or conformed, as
the case may be) as a TSO.

The 3" Electricity Directive was transposed
into Belgian law through the law of 8 January
2012 amending the 1999 Electricity Law®’.

On 11 April 2012, Elia System Operator sub-
mitted its application to the CREG in order to
be certified as a transmission system operator.

Since the Belgian legislator opted for the full
ownership unbundling model, conditions to
be fulfilled by Elia System Operator were the
following:

1. The obligation for the owner of the trans-
mission system to act as a TSO;

2. Measures prohibiting cross-control over a
TSO on one hand and undertakings per-

37 Loidu 8janvier 2012 portant modifications de la loi du 29 avril
1999 relative a l'organisation du marché de Iélectricité et de la
loi du 12 avril 1965 relative au transport de produits gazeux et
autres par canalisation.

forming generation and/or supply activities
on the other hand;

3. Measures prohibiting the same person to
appoint members of the supervisory board,
the administrative board or bodies legally
representing the undertaking, of the TSO
and directly or indirectly to exercise control
or exercise any right over an undertaking
performing generation and/or supply activi-
ties; and

4. Measures prohibiting the same person to
be a member of the supervisory board,
the administrative board or bodies legally
representing the undertaking, of both an
undertaking performing generation and/or
supply activities and the TSO.

On the 06 December 2012, the CREG granted
the certification to Elia. Such certification im-
plies that Elia System Operator fully complies
with the unbundling provisions introduced by
the 3 Electricity Directive.

4.2. Elia Governance

Elia’s shareholders

Belgium imposed for the historic shareholders
to withdraw gradually from shareholding of
the TSO. It took over 10 years over different
phases for it to happen, during which Electra-
bel and SPE were proportionally selling their
shares in Elia to a municipal holding company
created in 2001, Publi-T. Publipart, which also
represents interests of several Belgian munici-
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palities, holds also a significant percentage of
shares in the company. The Belgian munici-
palities are, directly or indirectly, Elia’s core
shareholder. A significant percentage of shares
are listed on the Euronext stock exchange and
Elia is a member of the BEL 20 Index.

According to Belgian company laws, Belgian

“societies anonymes” as Elia may have mainly

two types of general meetings of shareholders:

+ Ordinary General Meetings, which occurs
ever year on a specific date; and

+ Extraordinary General Meetings, con-
vened by the Board of Directors as often
as deemed necessary in the interest of the
company. Furthermore, shareholders who
together represent at least 1/5 of the share
capital may also request a General Meeting
to the Board of Directors, which is must
convene it within three weeks upon recep-
tion of such request.

The topics submitted to the Ordinary General

Meetings for decision mainly relate to:

+ the nomination of the members of the
Board of Directors;

+ the discharge of Directors and Commission-
ers regarding the performance of their tasks
during the past financial year;

« the approval of the annual accounts; and

+ the decision on the allocation of the results
of the company.

The topics submitted to the Extraordinary
General Meetings for decision mainly relate to:
+ the modification of Elia’s corporate scope;

+ asignificant change in Elia’s governance
(e.g. which has an impact on the statutes);
and

+ significant capital changes.

Besides the specific sector laws and royal de-
crees and besides the Elia’s articles of associa-
tion, shareholders agreements were also an
essential part of the Elia “unbundling” process.

Elia’s Corporate Governance
As the Belgian generators Electrabel and SPE
remained shareholders of the TSO for a couple

of years, and were as such allowed by Belgian

corporate law to be represented on the Elia
Board of Directors, it was essential that the
Board powers of the said generators’ repre-
sentatives were appropriately limited or strictly
delimited.

To this end, the Belgian electricity law, various
Royal Decrees, the Elia articles of association,
the Elia shareholders’ agreement and a series
of other implementing documents were drafted
in such way that the effective management

of the Belgian TSO for all matters regarding
the Belgian grid was legally transferred to an
independent senior management team, the
Elia Management Committee (“Comité de
Direction/ Directiecomité”). The CREG, the
Belgian NRA, exercises some control on this
Team (especially regarding its independence).
Independent directors nominated on Elia’s
Board of Directors (see below) have also the
task to verify the said Management Committee
acts independently from any specific market
player’s interests. Advisory Board Committees
to the Board, such as the Corporate Govern-
ance Committee, the Audit Committee and the
Remuneration Committee, were also created by
the same legal documents.

The Board of Directors is the ultimate decision-
making body of Elia, except for matters re-
served by the law or the statutes to the share-
holders or to the Management Committee.

The Board of Directors is at least responsible

for the following competences:

+ the definition of Elia’s general policy, values
and strategy;

+ the exercise of the powers conferred to it by
the law and by the statutes;

+ the power to accomplish all the acts neces-
sary ore useful to the realisation of Elia’s
corporate object, except for those reserved
by the law or the statutes to the General
Meeting of Shareholders or delegated to the
Management Committee; and

+ the supervision of:

- the Management Committee’s perfor-
mances and the realisation of Elia’s
strategy;

- the efficiency of the advisory Board com-
mittees;
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Figure 7: Elia’s Corporate Governance

- the integrity of the meaningful informa-
tion communicated to the shareholders;

- the internal control and risk-manage-
ment framework; and

- the auditors’ performances and the
internal audit function (the General
Meeting of Shareholders must elect two
auditors from the members of the Bel-
gian Institute of Company Auditors for a
period of three years, subject to CREG’s
approval).

In order to guarantee that the decisions are
taken in the interest of the company, at least
half of the Directors have to be independent
from any ties with the generation companies.
These “independent directors” are proposed
by the Corporate Governance Committee and
elected by the Ordinary General Meeting of
Shareholders, subject to CREG’s prior ap-
proval. The “non-independent directors” are
proposed and elected by the Ordinary General
Meeting of Shareholders.

Members of the Board of Directors are elected
for a period of six years. They in turn elect a
president and one or several vice-presidents.
The president opens, closes and presides over
the meetings and discussions. He works in
close collaboration with the CEO. The vice-
president (or, if they are several, the dean

of vice-presidents) assumes the tasks of the
president when the latest is absent from a

Elect non-independent
directors

meeting. The Board of Directors also elects a
secretary, who gives their advice to the Board
on all the governance related issues. The
secretary is not necessarily a member of the
Board.

As already mentioned, in order to perform
its tasks and responsibilities efficiently, the
Board of Directors established three advisory
committees: the Corporate Governance Com-
mittee, the Audit Committee and the Remu-
neration Committee. The Board of Directors
has the possibility to create, if necessary,
other ad hoc committees.

The advisory committees make recommenda-
tions to the Board of Directors about specific
matters for which they have the necessary
expertise. However, decision-making remains
exclusively in the hands of the Board (the ad-
visory committees only provide some advices
but do not take any decisions).

Each advisory committee is composed of at
least three directors. The members of each
committee are elected by the Board and
choose among themselves their president.

The Elia Management Committee operates in
a fully independent way the electricity trans-
mission network. It is also responsible for the
daily management.
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More precisely, the Management Committee
is at least responsible for the following compe-
tences:

+ the operation of Elia System Operator,
which includes all the technical, financial
and social matters related to this operation;

+ the establishment of internal controls in or-
der to identify, assess, manage and monitor
the financial risks of the company and other
kinds of risks;

+ the submission to the Board of Director of
an exhaustive, reliable and accurate plan of
the annual accounts;

+ the preparation of the publication of Elia’s
annual accounts and meaningful informa-
tion;

+ the submission to the Board of Directors
of an objective and understandable assess-
ment of Elia’s financial situation;

+ the provision in due time to the Board of
Directors of all the information necessary

In all three countries it has
taken several years to move
to a more or less unbundled
transmission operator model|

to the accomplishment of its obligations;

+ the responsibility to the Board of Directors
and the report to it on the performance of
its functions; and

+ the exercise of the competences delegated
to the Management Committee by the
Board of Directors, it being understood that
such delegation cannot relates to the Com-
pany’s general policy or to any act reserved
to the Board of Directors by the law.

The members of the must all be independent
from market players, including generators.
They are elected by the Board of Directors, sub-
ject to the Corporate Governance Committee’s
prior approval, that may also revoke them.

The Elia Management Committee reports an-
nually on the exercise of its powers to the Elia
Board of Directors and to the Ordinary Gener-
al Meeting of Shareholders. Its president and
vice-president may, together or individually,
participate ex officio in an advisory capacity
to the Board meetings.

5. Conclusions

According to the European (and EU Member
States’) energy legislation, there are several
possibilities to implement the unbundling
process requirements at TSOs level.

The practical examples of the France, UK and
Belgium demonstrate that in all cases it has
taken several years to move from a VIU model
to a more or less unbundled transmission op-
erator model, which can ensure non-discrimi-
natory access to the grid and be attractive for
investments into the sector.

It is acknowledged by many stakeholders that
full ownership unbundling between genera-
tion and transmission activities remains the
most effective way to ensure the independ-
ence of the TSO. The FOU model can solve the
inherent conflict of interest between pro-
ducers and the TSO and is a tool to promote
investments in infrastructure, transparency
and non-discriminatory access for new mar-
ket entrants. However, where strong verti-
cally integrated companies exist, its practical
implementation seems to remain difficult to

fully achieve.

Given the major issue raised by the lack of
investments in generation, some EU Mem-
ber States are taking steps to achieve more
control over their energy mix, the regulation
and the TSO activities. It seems that today,
the need of full TSO independence appears,
for some, less crucial today than it was until
recently. However, for the time being, the EC
does not appear to contemplate in a positive
way any request to water down the independ-
ence requirements towards TSOs and NRAs.

The example of Belgium shows the experience
of a country which opted for a full ownership
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unbundling model however implemented in
several steps. This case attests that there is an
intermediary solution between the case studies
of France and the UK.

Elia, the Belgium TSO, was originally owned
by the VIUs that dominated the market. As the
liberalisation process advanced, Belgium im-
posed the VIUs to gradually withdraw from the
shareholding of Elia. This withdrawal, which
took place in several phases over a period of
almost a decade, has lead to the creation a fully
unbundled TSO, which is independent from
other activities of the electricity sector.
Essential to the “Elia case” was the effective
“independence” of the Management, which
was guaranteed through various laws and
corporate documents. This independence was
there from the “very first day”, including when
the TSO was not yet fully unbundled but was
some kind of ITO even before the concept of
ITO was developed.

This period where the company was not yet
an FOU shows that even with representatives
of generators present at the Board (and/or at
Equity level), if appropriate rules are applied
at the level of corporate documentation and/
or in the applicable legislation, and with the
appropriate control mechanisms, a TSO can
nevertheless be fully independent.

Now that Elia is a certified TFO, this is of
course still the case.

Clearly, the choice between the different mod-
els largely depends on the particular situation
of each country and on some of the political
goals defined by the concerned government.
And in fine, this will to a large extent be tribu-
tary of the quality of the men and people man-
aging and directing the TSO...
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New energy findings in the eastern Mediter-
ranean have ratcheted up tensions in a region
already mired in instability. Their discovery

is spurring a major geopolitical realignment

in the region as neighbouring countries stake
their claims to help achieve energy independ-
ence, sustained economic growth and job
creation derived from energy production and
access to lucrative export markets.

As policy makers, industry participants and
various analysts search for ways to overcome
challenges precipitated by rising global energy
prices, the reportedly vast hydrocarbon depos-
its in the eastern Mediterranean continue to
command significant attention. Emerging chal-
lenges were made clearly evident in the March
2013 European Council Conclusions which
stated that, “it remains crucial to further inten-
sify the diversification of Europe’s energy supply
and develop indigenous energy resources to ensure
security of supply, reduce the EU’s external energy
dependency and stimulate economic growth.”*
Within this context, the issue of east Mediter-
ranean gas gains ever more traction.

In August 2013, the United States (U.S.) En-
ergy Information Administration (EIA) stated
that offshore natural gas discoveries in the
eastern Mediterranean sea have the potential
to significantly alter energy security dynamics
in the region, as countries including Cyprus,

1 http//www.consilium.europa.eu/uedocs/cms_data/docs/
pressdata/en/ec/137197.pdf

Israel, Jordan, Lebanon, and Syria begin to
satisfy their domestic consumption through
home-grown resources, while also increasing
their potential to export natural gas in the
coming decade. Israel and Cyprus have so far
led the way in terms of exploration and pro-
duction. The former is already benefiting from
gas coming from its Tamar? field, while also
pushing forward with its plans to capitalize
on its Leviathan® deposits; whereas the lat-
ter has confirmed gas in its Block 12 offshore
area, and is already working with major U.S.
and Israeli resource companies to appraise the
deposits before forging ahead with extraction.

Taken together, natural gas discovered in the
east Mediterranean sea has divided foreign
policy and energy analysts over what trans-
port routes would be most productive and
efficient, and how countries can work together
to extract resources and create a new energy
corridor in Europe’s southeast. However, the
region remains plagued by instability and
tension, with recent developments in Egypt
and Syria contributing to a further increase in
global oil and natural gas prices. Higher prices
impact import markets such as the European
Union, in particular, because Member States
traditionally buy their gas subject to long-term

2 Proven resources: 10tcf
3 Noble owns 39.66% of the Leviathan field and Delek Group
owns 15% and the proven gas resources amount to 19tcf
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contracts. In addition, ongoing uncertainty in
Libya and North Africa, in general, continues
to exacerbate potential security threats and
territorial disputes over Exclusive Economic
Zones (EEZs).

The balance of power between the key play-
ers in the east Mediterranean is progressively
shifting and transforming relations in the
region. The prospect of astonishing mineral
wealth is stirring both current and dormant
conflicts, as well as shaping new, mutual inter-
est alliances in Europe’s South. As the tectonic
plates shift, Cyprus sees itself playing an inte-
gral role in a regional energy triangle involving
Israel and potentially Greece, where explora-
tion is about to get underway in the Ionian Sea
and South of Crete. Meanwhile, the balance of
power is counterweighted as Turkey carves out
a niche as a dominant regional player. These
developments are not without geopolitical con-
sequences as they generate new challenges for
both the European Union (EU) and the U.S.

Potential transport routes for east
Mediterranean gas

The small island of Cyprus is moving ahead
with its plan to extract resources in coopera-
tion with Israel and U.S.-based Noble Energy,
which has confirmed 7 trillion cubic feet (tcf)
in the country’s Block 12 offshore concession.
The 2010 U.S. Geological Survey estimated
that Block 12 could, in fact, hold more than 10
tcf of recoverable natural gas, with the entire
Levant Basin containing nearly 122 tcf. That

4 Commonly referred to as ‘Aphrodite’

makes it one of the world’s richest deposits,
albeit in one of the most politically intracta-
ble geographic areas. Lebanon, Cyprus, Israel,
Turkey, the Palestinian Authority and Syria
are all staking claims to profit from these new
energy findings. To be sure, the discovery of
hydrocarbons in Cyprus’ EEZ would be a boon
for a country that is highly dependent on en-
ergy imports. After a devastating explosion in
July 2011 that knocked out the island’s largest
power station in Vasiliko, Cyprus desperately
needs energy.

Cyprus remains committed to sparking eco-
nomic growth, creating jobs and increasing
productivity, especially after an EU bank
bailout in March 2013 exposed cracks in its
economy. Indeed, extracting, refining and ex-
porting natural gas could be real game-changer
for Cyprus. The country has already confirmed
its commitment to build an onshore liquefac-
tion capacity to refine its own resources, some
of which will be destined for Europe and other
global export markets. Feasibility studies have
been carried out in Cyprus for LNG pipeline
infrastructure that would connect it to Israel,
including a floating liquefied natural gas plant
(FLNG) as back-up plan. The Cypriot Minis-
ter for Energy, George Lakkotrypis, recently
confirmed that negotiations between Cyprus,
Noble Energy and Delek Energy, its Israeli
counterpart, for a liquefaction capability® have
entered a substantive phase.® Noble is also
considering working with other “strategic part-
ners” — such as Australian oil and gas company
Woodside, whose expertise is liquefaction and
downstream marketing, and who also retains
links to global markets and established rela-
tions with customers. Woodside are also keenly
awaiting an Israeli court decision later this
year before completing a deal to invest in the
Leviathan natural gas project.” The Israeli high

5 Reports suggest that an agreement will be reached by the end
of 2013, yet it remains to be seen if such an ambitious timeline
can be reached.

See http://www.financialmirror.com/news-details.
php?nid=30637, Accessed on: 16 August 2013

7 For more information: http://www.bloomberg.com/
news/2013-08-21/woodside-awaits-israel-court-decision-be-
fore-completing-gas-deal.html. Accessed on: August 22 2013
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court is expected to reach a decision later this
year on whether the Israeli cabinets decision to
approve 40% gas exports requires approval by
the Knesset.

For its part, the European Investment Bank
(EIB) stated that it would consider investing

in the proposed Liquefied Natural Gas (LNG)
terminal in Cyprus. The Cyprus National
Hydrocarbons Co. estimates the first phase of
the LNG facility, including infrastructure and
as many as five production lines, or trains, will
cost more than €9 billion.? Cypriot authori-
ties are said to be looking at different options,
including possibly using LNG sales agreements
as collateral for loans.? According to the EIBs
screening and assessment criteria, the EU’s
lending arm would finance the extraction of
hydrocarbons if opportunities arise which are
technically, financially and economically justi-
fied, while also taking into account environmen-
tal’® and social impacts.!* Expectations are that
construction of the onshore LNG facility and
production lines will start in early 2016, with
international exports reported to begin as early
as 2020. If all goes according to plan, this could
help Cyprus meet its bailout commitments,
spark economic growth and generate returns
worth having, both financial and political.

Working together with Israel, Cyprus has the
potential to become an important energy
exporter on the global market — the EU’s east
Mediterranean energy hub in the making. It is
widely believed that Cyprus will need less than
10% of its offshore gas for domestic use, leav-
ing significant quantities for export.* Natural

8  http//www.bloomberg.com/news/2013-07-12/cyprus-studies-
Ing-export-expansion-beyond-12-billion-terminal.html, Ac-
cessed on: 14 July 2013

9  See"EIB says would consider backing Cyprus
LNG terminal’, http://www.reuters.com/article/
idUSL5NOEB2D620130530?irpc=43, Accessed on: June 2 2013

10 Itis also mentioned that any fossil fuel power plant with
a specific emission in excess of the Emission Performance
Standard can only be financed where it contributes to security
of supply on isolated energy systems such as small islands with
no feasible mainland energy connection

11 Delivering Growth, Security and Sustainability, EIBs Screening
and Assessment Criteria for Energy Projects, 25 July 2013

12 Sir Michael Leigh, A Recovery Strategy for Cyprus, Cyprus

gas is expected to flow to local markets by the
end of 2018 or early 2019, and the LNG facil-
ity is expected to be operational by the end of
2019, thereby raising the prospect for LNG ex-
ports to Europe and other parts of the world.*

In order for Cyprus’ energy hub aspirations to
be realised, investors will need certain reassur-
ances. More certainty over the quantities of
gas in the region is required, and there needs
to be a political agreement with Israel. No-

ble Energy, which owns 70% of Block 12, has
already begun appraisal drilling, and this will

Cyprus will need less than
10% of its offshore gas
for domestic use, leaving
significant quantities for
export

help confirm both the technical and commer-
cial viability of the gas field’s future produc-
tion. In addition, two European companies,
Total and ENI, and South Korea’s Kogas, have
already received licenses for exploration and
production of Cyprus’ other offshore blocks.
As Cyprus’ plans begin to crystallise, more and
more companies will be willing to invest once
the resource base in the east Mediterranean is
proven and quantities have been confirmed.'*
Beyond Europe, resource companies in Russia
and China have also expressed interest.

The geopolitics of energy
In an Arab dominated region, Israel is also
investing serious political and financial capital

Weekly, 8 June 2013

13 Dr. Charles Ellinas, Cyprus and the energy developments in the
Eastern Mediterranean, South Europe Studies, St. Anthony's
College Oxford, Cyprus National Hydrocarbons Company 17
May 2013, p.19

14 Cyprus has so far leased 6 blocks. Noble owns the rights to
Block 12; ENI/KOGAS have blocks 2,3 and 9; TOTAL has blocks
10and 11
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Fig. 2 - USGS CYP blocks

to help achieve energy independence. There has
already been speculation about where Israel will
export its gas after it has sufficiently satisfied
domestic consumption. Following the severe
disruptions to the Egyptian pipeline to Israel
and Jordan caused by militia bombings in the
Sinai, Israel and Jordan entered discussions to
secure an agreement over exports of natural
gas. However, this deal has not materialised
despite debilitating gas shortages in Jordan.

In response to the breakdown in discussions,
former Israeli ambassador to Amman, Oded
Eran, recently pointed out that, “Israel’s failure
to supply Jordan with gas is part of policymakers’
broader failure to use the country’s energy resourc-
es for political and strategic purposes.”*® He also
underscored that offshore hydrocarbons could
be used as a source of mutual interest between
Israel and their Lebanese neighbours, including
Hezbollah.'® Eran’s statements also raise several
important questions related to the east Medi-
terranean energy discoveries: To what extent
can these resources be used as fuel for coopera-
tion and de-escalating historic rivalries in the
region? How can we ensure that more fuel is
not thrown onto the fire? Could these resources
also be used in negotiations to reconcile Israel
with its Palestinians neighbours?

In recent years, Israel’s relations with Turkey
have been strained as a result of Israel’s deci-

15 http//www.haaretzcom/business/.premium-
1.528810?block=true, Accessed on: 15 June 2013
16  Ibid

sion to delimit its EEZ together with Cyprus,
as well as the Mavi Marmara incident in May
2010, which set fire to bilateral relations. This
has resulted in weakened diplomatic ties be-
tween the two countries as well as end Turkey’s
involvement in annual joint-military exercises
in the east Mediterranean with Israel and the
U.S. Consequently, the U.S. and Israel agreed
to continue with the annual exercise and to
invite the Greek navy to participate in place of
Turkey. The 2012 exercise involved resistance
to an unarmed enemy force, with capabili-

ties similar to those of the Turkish navy, and
focused on the protection of offshore drilling
platforms of the kind that may be structured

off the Israeli coast.'”

The U.S. administration considers that Israel
and Cyprus are within their legal rights to
develop energy resources in their EEZs, yet
Washington would prefer to keep an open
door policy to Turkish involvement in future
projects, whenever political circumstances
permit.'® In fact, ever since the breakdown of
relations between Israel and Turkey, the U.S.
has been trying vigorously to reconcile the two
sides, culminating in Israeli Prime Minister Ne-
tanyahu’s “apology” to Turkey in March 2013

17 Jeffrey Mankoff, Resource Rivalry in the Eastern Mediterranean:
The View from Washington, German Marshall Fund Mediterra-
nean Policy Program, June 2012, p4

18  See”East Mediterranean Gas Politics: A Third Corridor?” Natural
Gas Europe, March 2012 http://www.naturalgaseurope.com/
east-mediterranean-gas-third-corridor.
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over the Gaza flotilla incident. U.S. involve-
ment in the affair has given rise to speculation
concerning the construction of an Israel-Tur-
key pipeline. Various commentators presume
that gas reserves would find their way to Eu-
rope through Turkey; yet the likelihood is high
that it would be used mainly to feed Turkey’s
voracious domestic consumption.” Further-
more, the situation in Lebanon and Syria will
make this pipeline very difficult to materialise
as it will inevitably have to go through their
territorial waters.

In contrast to Israel, Cyprus is a country that
has historically maintained good relations with
most players in the region, besides Turkey. The
option of LNG gives more flexibility as opposed
to being locked into pipeline politics. Peace
pipelines start with good intentions, yet they

Low cost is not always what
drives a project — it is mainly
about profit-orientated
objectives, not unpredictable
reconciliation projects

are easily prone to disruptions caused by geo-
political complexities (e.g. the Egyptian pipe-
line). Moreover, the option of LNG in Cyprus
would make more sense in terms of security, as
the security threats in Cyprus are considerably
less than those in Israel or Turkey. The LNG
terminal in Vasiliko would reportedly have the
capacity for three trains and could accommo-
date up to four or five in the future. It has also
been suggested that one of the most economi-
cal solutions for east Mediterranean gas to
arrive to markets would be through the con-
struction a Cyprus-Turkey pipeline infrastruc-
ture. It is reported that the cost of gas piped
through a Cyprus-Turkey pipeline” would cost

19 The 6bcm from Azerbaijan is not enough for Turkey.
20 Inits report Aphrodite’s gift, International Crisis Group de-
scribed this as the most economic option if political circum-

about $7-8 per MMBTU. However, this option
remains impossible as long as Cyprus remains
divided. On the other hand, Cyprus could stick
with the LNG option and have the ability to
export both to Asia and Europe, with Asian
markets being more profitable (the cost of gas
is estimated between $13-16 per MMBTU). At
the end of the day, low cost is not always what
drives a project — it is primarily about commer-
cially-driven, profit-oriented objectives, not
unpredictable reconciliation projects.

The pressure is currently on Cyprus. If they
want Israel to join them in this joint venture,
Cyprus has to move fast on the LNG agree-
ment with Noble Energy and others. Linking
their adjacent gas fields and jointly exporting
certain quantities could prove to be the most
economically efficient and lucrative strategy
for both Cyprus and Israel. If Cyprus does not
move fast, Noble could move to its Plan B op-
tion of investing in an FLNG plant jointly with
Israel. On the contrary, the establishment of
an LNG plant in Cyprus would allow Israel and
Lebanon? to liquefy their gas in Cyprus, mak-
ing it possible to create world class LNG hub at
Vasiliko in Europe’s newest strategic frontier.?

The European Dimension: a new south
eastern corridor

EU dependence on energy imports is expected
to grow as indigenous production of oil and
gas in the North Sea declines. Oil imports will
reportedly increase to 95% of EU demand by
2030 and gas imports from 63% of demand in
2010 to 80% by 2030.% As reliance on non-
nuclear energy increases post-Fukushima and
following Germany’s decision to phase out
nuclear by 2022, the EU needs to find new
sources of energy. In light of new discoveries in

stances permitted it. See: http://www.crisisgroup.org/~/media/
Files/europe/turkey-cyprus/cyprus/216-aphrodites-gift-can-
cypriot-gas-power-a-new-dialogue.pdf

21 Lebanon gas reserves may be delayed as a result of spill over
from Syria.

22 Dr.Charles Ellinas, Cyprus and the energy developments in the
Eastern Mediterranean, South Europe Studies, St. Anthony’s
College Oxford, Cyprus National Hydrocarbons Company ,17
May 2013, p.23

23 Delivering Growth, Security and Sustainability, EIBs Screening
and Assessment Criteria for Energy Projects, 25 July 2013
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its Mediterranean near abroad, natural gas re-
mains the perfect partner for renewable energy
in Europe’s total energy mix.

The recent decision by the Shah Deniz consor-
tium to select the Trans Adriatic Pipeline (TAP)
as the energy project of choice to move forward
the Southern Corridor initiative presents a
major milestone in EU energy policy. It is also
an important stepping stone to more energy
diversification and increased energy security
in Europe’s southeast corner. However, the
Trans-Anatolian gas pipeline (TANAP) and TAP
combined will only provide about 10bcm to
Europe — hardly enough to meet European de-
mand. By 2025, Cyprus could be in a position
to export 35bcm per year, starting with 7bcm
by 2020, which could rise to 50bcm per year if
Vasiliko becomes an LNG hub for the region.*
As a result, Cyprus could end up supplying 50%
of the additional gas needs of the EU through
this new corridor in Europe’s southeast.

The onshore LNG plan could serve to comple-
ment the Southern Corridor project as well as
the goals set by the meeting of the European
Council on energy in March 2013. Not only in
terms of exploring and extracting indigenous
resources®, but also helping to complete the
internal energy market and developing more
interconnections to help end energy isolation.
First and foremost, it would help member
states who are dependent on a single external
supplier, while also giving Cyprus’ economy a
much-needed shot in the arm.

There is a strategic value in lowering depend-
ence on traditional suppliers such as Russia.
A new energy corridor would have a huge
impact on southeast European countries®
including Bulgaria, Greece and Slovakia, who
each receive about 85% of their domestically

24 Dr. Charles Ellinas, Cyprus and the energy developments in the
Eastern Mediterranean, South Europe Studies, St. Anthony’s
College Oxford, Cyprus National Hydrocarbons Company 17
May 2013, p.31

25 Both onshore and offshore,

26  Greece and Cyprus have the highest electricity prices in the EU
and rising energy poverty. Energy accounts for 50% of house-
hold bills

consumed gas from Russia. In addition, if
theeast Mediterranean gas rush were to be
connected with any potential success story
with hydrocarbons in Greece?’, a more com-
petitive energy market could be established
in Europe’s southern peripheries. Both the
LNG plant and a proposed pipeline linking
Israel-Cyprus and Greece have been submit-
ted as Projects of Common Interest (PCI)?® for
European funding, with the European Com-
mission expected to make its decision on PClIs
later this year.

A new Mediterranean energy hub

Cyprus currently finds itself in a unique situa-
tion. If the Cypriot administration moves for-
ward with the right purpose they could provide
win-win solutions for themselves, the EU and
their neighbours. With a new government in
place, there is a renewed hope for movement
on reconciliation between the Turkish Cypriots
and the Greek Cypriots. A bi-zonal, bi-commu-
nal solution would provide significant impetus
for more constructive dialogue and coopera-
tion on matters pertaining to energy in the
east Mediterranean. Ideally, a regional energy
consortium could empower the area, promote
good relations between neighbours, achieve
interdependence and increase regional stabil-
ity to attract investment. As it stands, regional
actors are not inherently cohesive — they are a
collection of states that work together loosely
when different areas converge. In an era of in-
tense economic globalization, they must work
together to thrive. An energy consortium could
also revitalize efforts to unite the region, such
as the Union for the Mediterranean.?

27 Scientific evidence in Greece suggests that a wealth of
hydrocarbons in the sea area south of Crete could generate
huge revenues to the tune of $437bn and create 300,000 jobs.
See Anthony Foscolos, Implementation of the Greek Exclusive
Economic Zone and its Financial and Geopolitical Benefits,
Technical University of Crete, June 2, 2011

28  See: http//eceuropa.eu/energy/infrastructure/consulta-
tions/20120620_infrastructure_plan_en.htm, for lists of
proposed projects of common interest

29 Thus far, most neighbourhood initiatives have unsuccessfully
tried to create synergies between EU states and rim countries,
such as Egypt, Turkey, Syria and Lebanon.

European Energy Journal | Volume 3 | Issue 4 | October 2013

51



The east Mediterranean gas reserves have
clearly invigorated discussions concerning

the development of a new energy corridor in
Europe’s south. At present, the option of LNG
in Cyprus appears to be the best option as

it provides the most flexibility and develop-
ment opportunities. The east Mediterranean
gas pipeline linking Israel-Cyprus-Greece does
present an interesting option; however, expert
opinion remains divided over that project’s
technical feasibility.

As global energy dynamics continue to evolve,
the European Union needs to diversify its
sources and routes. The Southern corridor
project represents a step in this direction, but
the EU needs yet more interconnections® and
resources in order to meet its internal demand
and to build up supply to support its increas-
ingly ambitious renewables policy. In terms of

If European hydrocarbons
were linked to future US gas
exports, Europe could see the
end of long term contracts
priced according to the crude
oil index

diversification, the option of piping east Medi-
terranean gas to Turkey and then on to Europe
could be seen as the easiest option. However,
this would go against the very concept of

diversification, and instead it would potentially

create another transit monopoly. All things

considered, the EU should support the creation

of a new energy corridor in the east Mediter-
ranean to provide more energy diversity and
energy security for Europe and its peripheries.

30 The Greece-Bulgaria Interconnector (IGB) is the next important

phase of the Southern Corridor as this pipeline would provide
gas from the Southern Corridor onwards to the Balkans and to
Central Europe

If the EU is serious about doing what it takes
to exploit its own resources and diversify its
routes and sources, it will eventually set its
own gas prices. The new global energy land-
scape precipitated by the U.S. gas revolution
can also benefit the European Union. If Euro-
pean hydrocarbons were linked to future U.S.
gas exports, for instance, Europe could see
the end of long term contracts priced accord-
ing to the crude oil index and, as a result, a
steady convergence of global gas prices. Ad-
ditionally, the more we begin to see natural gas
being used in the transport sector, the more
likely it will be that Europe will be able to set
its own prices according to spot markets and
hub-based pricing, thereby paving the way
for a more liberalised and competitive energy
market.
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Introduction

The global gas industry has experienced over
the last decade an extraordinary evolution.
The shale gas revolution in the United States
has reshaped the world energy outlook

and the rapid expansion of LNG trade has
redesigned the global natural gas dynamics.
These two pressures are rapidly converging,
paving the way for a progressive globalization
of world’s natural gas markets and creating
new dynamics also in the European gas
industry, as far as the EU security of gas
supply architecture and the EU gas pricing
mechanism are concerned. In this framework
at some point, the Russian Federation may
find strategically attractive to rethink its gas
strategy, adjusting to new supply realities and
pricing formulas. This article will thus discuss
the globalization of natural gas markets,

its impact on Europe and the role of the
Russian Federation in this rapidly changing
context, also proposing a vision on the

future scenarios for Russia’s gas strategy in a
globalizing market”.

1 This paper contains some results of the research conducted
within Basic research program 2013 at NRU HSE, Moscow
as well as some results of the research conducted with the
“Energy: Resources and Markets” program of the Fondazione
Eni Enrico Mattei, Milan.

Simone Tagliapietra

Researcher at the Energy Programme of the
Fondazione Eni Enrico Mattei and PhD at the
Universita Cattolica del Sacro Cuore in Milan.

1.  The globalization of natural gas
markets and its impact on Europe

1.1 Theworld’s three natural gas markets and
their structural differences

As far as gas is concerned, it is necessary to
talk about “markets” rather than “market”. In
fact, while a unique global oil market exists,
gas still remains a regional fuel. In 2012
about 70% of world oil consumption was
traded internationally. In the same year only
30% of world gas consumption was traded
internationally?. This is due to the fact that gas
logistics are the crucial element in the industry.
For this reason, although oil is globally more
important than gas, gas is more “geopolitical”
than oil. This regional structure has led to the
creation of three key gas markets in the world:
the US, Asia Pacific and Europe. These markets
differ mainly on two points: supply-demand
balance and pricing.

Let’s have a look at the first structural
difference: supply-demand balance. The world’s
gas demand is predominantly concentrated in
three areas: the US, Asia Pacific (notably Japan,
Korea, China, India) and Europe. However, only
some of these gas consumption centers are self-
sufficient: the European Union (EU) and Japan
are heavily dependent on gas imports, and also
China and India increasingly rely on imports

2 Unless otherwise stated, all gas statistics in this article refer to:
British Petroleum (2013).
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to meet their fast-growing gas demand. With
regard to the US, the recent shale gas revolution
has completely reshaped the fundamentals

of the gas market, leading the country to a
renewed self-sufficiency.
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Fig. 1 - Gas consumption and production in the
world’s three key markets (bcm) in 2012 (Source:
Own elaboration on BP Statistical Review of World
Energy, 2013)

These different supply-demand balances
generate different dynamics in terms of gas
trade movements:

The US predominantly uses its domestic

gas and thus transports the fuel on the vast
domestic network of pipelines. In 2012

the US imported about 11% of its total gas
consumption from Canada. Moreover, in the
same year the US also imported minor volumes
of gas via LNG from Trinidad and Tobago,
Qatar, Egypt and Yemen. However, these
imports are expected to decline in the near
future because of robust US production. The

us
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M S. &Cent. America

Europe & Eurasia
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US, and the North American sub-continent as
awhole, is indeed expected to become a gas
exporter;

Asia Pacific countries are mainly supplied via
LNG from Malaysia, Australia and Qatar;

The EU imports gas mainly from Russia,
Norway, Algeria, Qatar and Libya. Minor
volumes are also provided from Nigeria,
Trinidad and Tobago, and Egypt. The EU
dependency on external suppliers, represented
by the imports/consumption ratio, stood at
70% in 2012.

We are also to mark the growing impact of coal
import from the US to EU in post-recession
years due to low price shale gas. Intensive
European efforts to reduce footprint and
emission are being braked by painful recovery
and cost considerations in the European
energy industry.

The different endowment of gas resources
and, consequently, the different gas supply
architecture of the three markets considered
have led to a second structural difference: the
gas pricing mechanism. The US gas prices are
increasingly decoupled from the international
gas market, with Henry Hub prices stabilized
at alevel of USD 2,5/MBtu to USD 4/MBtu
during 2012°. The Asia Pacific gas prices con-
tinue to be oil-linked, since price formation in

3 International Energy Agency (2013).

Source: Includes data from Cadigaz, CISStat, GIIGNL, IHS CERA, Potan, Waterborne.

Fig. 2 — Gas: major trade movements in 2012 ( Source: BP Statistical Review of World Energy, 2013)

54

European Energy Journal | Volume 3 | Issue 4 | October 2013



The role of the Russian federation in a globalizing gas market

USD/MBtu
20

16

12

Q
& & )‘*\ a
=—mHH  ==——=NBP

Q
3

== Asian LNG (average)

Q
50(\ W 50(\ )Ojo sb(\

=== German border price

Fig. 3 - Gas price developments in the three main regional markets 2003- 2013 (Source: International

Energy Agency, 2013)

their contracts continues to be dominated by
oil indexation. The gap between Japanese LNG
prices (at a level about USD 15-17/MBtu) and
Henry Hub prices has widened enormously
since 2011, because of the increase in LNG de-
mand to accommodate for the unavailability of
a significant part of Japanese nuclear genera-
tion capacity following the Fukushima acci-
dent®. In Europe, gas prices are market based
in the UK while on the continent they continue
to be influenced by oil price movements (at a
level about USD 8-12/MBtu), although oil and
gas prices are no longer as correlated as before
2009.

4 Rogers (2012a).

~
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L
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Globally, this results in a three-tier gas market
with considerable scope for arbitration.
However, infrastructure connecting the three
areas continues to lag behind regional supply/
demand realities. In fact, over the last two
years not insignificant LNG amounts have
been redirected from Europe to Japan, where
prices were much higher. In the medium term,
a possible increase in availability of LNG

spot volumes and possible LNG exports from
North America could provide energy traders
with an increased toolset to pursue arbitrage
opportunities.

1.2 LNG: the key driver of globalization of
natural gas markets
The regional character of the global gas

Fig. 4 — The global gas pricing (Source: own elaboration, 2013)
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industry has become less pronounced

in recent years with the emergence of a
sizeable inter-regional LNG business. This
trade, which is projected to continue to
grow strongly over the next decades, is
increasing the price links between the main
regional markets through the potential for
arbitrage (though reduced import needs

in North America is expected to weaken
price links with other regional markets).
The international LNG demand has grown
constantly over time. However, it particularly
surged over the last decade: from 137 billion
cubic meters (bcm) in 2000 to 328 bcm in
2012, mainly because of the demand from
Asia Pacific (227 bcm in 2012). In fact,

1988 1992
Fig. 6 - LNG trade by exporters 1964-2012 (Source: Ledesma, 2012)

1996 2000 2004 2008 2012

Japan is the world’s largest importer of LNG,
followed by South Korea.

Since 1964 the international LNG supply has
traditionally came from Indonesia, Algeria,
Malaysia, Brunei, Libya, US-Alaska and Abu
Dhabi. Australia entered the LNG market in
the early 1990s, while Qatar arrived in the
late 1990s. Since 2000 many other players
have become part of the global LNG supply
architecture: Trinidad and Tobago, Nigeria,
Oman, Egypt, Equatorial Guinea, Norway,
Russia, Yemen and Peru®.

5 Cedigaz (2012).
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Figure 2: Global LNG demand vs potential supply (in mpta)
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Fig. 8 — Global LNG demand vs. potential supply,Mt/y (Source: Credit Suisse, 2012)

The growth in LNG trade is forging linkages
between the key regional gas hotspots, paving
the way for the globalization of world’s gas
markets. A key feature is represented by the
share of gas traded internationally via LNG,
which has surged from 30% in 2008 to 42% in
20128,

This expansion of LNG trade has encouraged
greater integration of regional gas markets,
and has been accompanied by increased spot
trade and by greater flexibility in the terms and
conditions of long-term gas contracts. Such a
trend is likely to continue over the near future,
considering that as of May 2013, 13 LNG
projects were under construction worldwide,
representing a total capacity of 138.2 bem/yr.

6  GIIGNL (2013).

However, a truly global gas market, functioning
in a similar way to the international crude

oil market, remains today a long way off. A
main obstacle to a real globalization of gas
markets could be represented by the US shale
gas revolution, a phenomenon that effectively
de-linked the US from the rest of the world.
The present divergence in price between the
US, Europe and Asia Pacific has never been

so marked. However, as the North American
continent adds LNG export capacities, trade
and arbitrage dynamics will inevitably seek to
exploit such price differences and, in doing so,
reduce them.

With regard to the global LNG supply/demand
outlook, as the previous graph clearly shows’,

7 Credit Suisse (2012).
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we have entered a tighter LNG in particular due
to the strong LNG demand in Japan after the
Fukushima nuclear accident and the subsequent
closure of almost all nuclear plants in the
country as well as the strong LNG demand

in other East Asian countries in recent years.
However, it could be that the pendulum will
already swing back beyond 2015-2016 towards
aloose market, as new sources of LNG supply
from Australia, North America and East Africa
will come online. The reason for these cycles,
where the global LNG market goes from a
situation of undersupply to oversupply and
back to undersupply and so on, is due to the
long lead times of developing new gas supply
infrastructure. The latter cannot react quickly
to changes in demand, especially when these
changes are massive and very fast like in the
case of the US shale gas revolution or the closing
down of all 50 nuclear power plants in Japan
between March 2011 and May 2012. This

last point clearly exemplifies the uncertainty
that characterize the LNG market, as the
government of Shinzo Abe initially intended

to restart the country’s nuclear reactors (thus
laying a major question mark on the country’s
LNG demand outlook), a hypothetic decision
later delayed by the opposition of the public
opinion, particularly after the radioactive water
problems registered at Fukushima Daiichi
during the last summer.

300

1.3 Therole of the US shale gas revolution
Unconventional gas is rapidly reshaping
the energy world. This energy revolution
currently is at its initial steps and its full
long-term implications are still difficult to
discern. However, one thing is clear: the
understanding of the gas resource base is
shifting, with the immediate result that the
potential time horizon of future gas supply

The US could strategically use
its gas to help Europe wean
itself off its dependence on
Russian exports

is being radically extended. The industry has
traditionally thought of gas supply as lasting
60 years, based on the narrow metric of proven
reserves divided by current production (or
consumption). But today, recoverable reserves
of unconventional gas -including both shale
and CBM- are estimated conservatively at

250 years of current consumption. And it

is not simply that the gas resource base has
expanded; it has also become more widely
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Fig. 9 - US shale gas production, 2000-2012 (Source: own elaboration on International Energy Agency, 2013)
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distributed, with far-reaching implications for
security of supply and geopolitics.

In the US, shale gas production began in

the 1970s, when declining production
potential from conventional gas deposits
spurred the federal government to invest

in R&D and demonstration projects that
ultimately led to directional and horizontal
drilling, micro seismic imaging and massive
hydraulic fracturing. In the early 1990s the
Department of Energy subsidized Texas gas
company Mitchell Energy’s first horizontal
drill in the Barnett Shale in north Texas.
Mitchell Energy utilized all these component
technologies and techniques to achieve the
first economical shale fracture in 1998 using
an innovative process called slick-water
fracturing. Since then, shale gas has been the
fastest growing contributor to total primary
energy in the US, with a production growing
from 20 bcm in 2000 to over 260 bcm in
2012. Starting from small volumes in the
early 2000s nd then growing progressively up,
the US shale gas revolution had thus become
reality®.

The US experience of explosive growth in shale
gas production has already changed the shape
of the gas market in the country. Shale gas
represents around 40% of US gas production
in 2012, rising from 34% in 2011 and just

3% in 2002. In a period of five years (2007-
2012), US shale gas production grew six fold,
increasing from 45 becm to around 264 bem”.
LNG imports, which had once been expected to
provide a significant share of US gas supply by
now, have declined to minimal levels. Instead
the focus has switched to exports, and several
LNG export projects are being launched. At
this point the crucial question is: what’s next
for shale gas in the US? The EIA (2013) expects
shale gas to lead growth in total gas production
through 2040%.

So, what about the export potential of this
US shale gas? The possibility of US LNG
exports is very attractive for gas producers,

8  International Energy Agency (2012a).
9 International Energy Agency (2013).
10 Energy Information Administration (2013).
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LNG import terminals’ holders and future
potential importers due to the current high
spread between US and other regional gas
prices. It has led to an emerging debate on

to what extent the US should export LNG

or try to keep the benefits of cheap gas to
enhance the competitiveness of the US
economy. There is a fear that LNG exports
would lead to increasing US domestic gas
prices, hitting the competitiveness of the US
energy-intensive industries. Gas-consuming
American businesses, in the hope of keeping
domestic gas prices ultra-low, are thus lobbying
the government to block exports. Boosting
natural-gas exports could have both pros and
cons. On the beneficial side, the US could
strategically use its gas to help Europe wean
itself off its dependence on Russian exports
or to help Japan in meeting its increasing gas
demand. On the minus side, making US gas
more expensive could also make it harder for
the country to tackle climate change at home,
considering that cheap gas is expected to
displace some 9% of US coal demand by 2035.

1.4  Theimpact on the European market

The European gas markets are not isolated
from what happens in the rest of the world.
The new gas supply emerging globally -because
of the increase in global LNG supply and the
US shale gas revolution, as described in the
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previous sections- is causing an unprecedented
shift in supply-demand balances, creating new
dynamics in the European gas industry, with

particular regard to the gas pricing mechanism.

In particular, these dynamics are leading to

the development of a new model for European
gas markets: “hybrid pricing”. As Stern and
Rogers (2013) point out: “This model refers

to the situation where long-term oil indexed
contracts co-exist with traded gas hubs;

the latter performing a role of short-term
balancing”. This model could be considered as
a transition phase towards a fully spot and hub
based market. In fact, the European gas markets
seem to be inexorably going in this direction, as
the empirical evidence suggests. In 2012 around
45% of gas sold in Europe was based on hub
prices, and in 2013 more than half of Europe’s
gas is said to be priced in relation to hub and
exchange prices'.

As Bros (2012) pointed out: “Oil indexation is
facing major challenges. The old system where
oil-linked long-term contracts were signed to
ensure both security of demand and security
of supply and hub spot trading provided
additional volumes, is facing a step change.

It is estimated that by 2014 oil indexation
pricing should represent the minority stake in
European gas supply. In Europe, the rationale
for oil indexation disappeared many years ago,

11 Stern J, Rogers H. (2013).
12 BrosT.(2012).
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Fig. 12 - Estimated split of European gas supply
in 2013, 48% oil-indexed (Source: Societe Generale
Cross Asset Research, 2012)

so hub pricing makes more sense today”*?. In
the horizon 2015 it is possible to expect the
European gas pricing to be increasingly based
on trading at the spot level (particularly for the
industrial sector), even if some long-term take-
or-pay contracts will remain indexed to oil. The
European gas markets will thus maintain some
elements of inflexibility. The various market
players should carefully measure this element,
as it could cause a further drop in gas demand
due to the fact that gas will not be competitive
against coal. Over the last few years the natural
gas demand in the EU has come under attack
both by subsidized renewables and cheap coal
from the US, as coal in this country was in turn
displaced by cheap gas prices due to the shale
gas revolution.

Gas-to-Coal Switching in European Union, 2010 - ...
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(Source: British Petroleum)

13 BrosT. (2012).
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2. The current Russian gas strategy

2.1 Introduction

Russia owns 45 tcm of gas reserves™, an
amount equal to the 25% of the world’s total
proven reserves. Around 70% of these re-
serves are located in on-shore Western Siberia
and 10% in onshore European regions. Some
11% are located offshore on the Russian
continental shelf, mainly in the Barents Sea.
Around 40% of the Russian gas reserves are
concentrated in hard-to-reach areas, thus
making both exploration and production from
the fields more technologically difficult and
expensive.

Gazprom’s leading position in global gas
output is attributable to a handful of giant gas
fields in the Nadym-Pur-Taz area in northern
Tyumen Region, the shallow and compact
reserves of which are easy to tap. In the 1980s
and 1990s, in order to produce several hun-
dred bcm of gas a year, it was sufficient to drill
only a few thousand gas wells. These fields are
largely in a declining phase obliging Gazprom
to invest in new, more remote, difficult and
expensive gas fields. In 1990-2004 the aver-
age annual decline in gas well flow rates was
relatively stable at about 3%. The recent crisis
and the following drop in gas demand explain
a more substantial 3.5% decline in average gas
well flow rates in 2005-2009.

Nowadays Russia is investing as never before
in gas production. All large-scale projects are

14 Cedigaz (2012).

continuing despite the unfavorable market
conditions since the 2009 crises. New mar-
kets are opening up in Asia and LNG became
a State priority with huge tax exemptions
and financial support, while the share of gas
imports from Turkmenistan has dramatically
decreased. The structure of the Russian gas
balance is changing in favor of the domestic
market, both in terms of supply and demand.
Growing prices and growing demand increase
the attractiveness of the domestic market.

2.2 TheRussian Energy Strategy up to 2030

Production outlook

In 2009 the Ministry of Energy of the Russian
Federation published the general scheme of
the country’s gas industry development: the

Russian Energy Strategy up to 2030". This
document called for a strong increase in pro-
duction, proposing a wide range of production
targets: 870-977 becm by 2030 (+33-42% com-
pared to 2008). Since 2009, most experts have
agreed that these targets need to be revised
and in January 2013 the country’s Ministry of
Economic Development published a long-term
projection for Russia’s economic development
to 2030, foreseeing gas production at 780 bcm
by 2020 and 870 bcm by 2030%°.

The share of independent companies is con-
tinuously growing, decreasing the market

15 Ministry of Energy of the Russian Federation (2010).
16 Ministry of Economic Development of the Russian Federation
(2013).
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Fig. 15 - Russian gas production outlook to 2030 by region (Source: Ministry of Energy of the Russian

Federation, 2009)

share of Gazprom. Among the independent
producers, Novatek and Lukoil are the most
dynamic. Independent gas companies have a
huge potential for production increase, lim-
ited only by access to Gazprom's Unified Gas
Supply System (UGSS). In order to sustain and
increase production, companies will have to
move to more remote and challenging fields
with significantly higher costs. The share of
the new regions in the total gas production

is expected to increase up to 40% due to the
development of fields in Yamal, East Siberia
and the Far East and the Shtokman field. At
the same time, gas output will half in the “old”
developed regions.
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Fig. 16 — Russian domestic gas demand forecast,
Innovative scenario/bcm (Source: Ministry of Ener-
gy of the Russian Federation, 2009)

Demand outlook

Russian domestic gas prices are rising

to reach an equal profitability level with
export prices (originally planned for 2011),
but the speed of their growth will be

subject for numerous reviews (due to the
unpredictability of oil prices and European
gas prices, changing domestic economic
situation, etc.). Due to the crises and social
pressure, the prices will probably reach
European netback parity only in 2014. The
following graph shows the Russian domestic
gas demand projection. In 2009, due to the
crisis, demand declined by 6%. It is expected
that gas demand will recover to pre-crises
levels after 2013.

Projected domestic demand is expected

to grow strongly as price elasticity of the
domestic gas demand is rather low and as
alternatives to replace gas are limited. For gas
producers, the domestic price increase is the
most important source of additional rev-
enues. In 2009 for the first time Gazprom's
profit from domestic gas sales reached US$
70 billion. Increasing domestic gas prices

are making domestic market more attractive
and profitable for Gazprom and independent
gas producers. In fact, since 2010 Gazprom
reached a profitability on the domestic mar-
ket. However, the slow economic growth in
Russia in 2013 brought up again new debates
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on containing tariffs on transport, electricity
and gas (like the so-called “gas pause” after the
1998 crisis). It is possible that tariffs will not
be allowed to rise above the CPI rate, therefore
substantially influencing the impact of the
Russian energy policy.

External energy relations
Concerning Russian external energy relations,
the key points of the Russian Energy Strategy of

2009 were: (i) Reflecting the Russian national
interests in the international energy regulation
system (“New Concept of international en-

ergy markets regulation”); (ii) Export markets
diversification (share of the Asian region in the
Russian energy export should increase up to
26-27% in parallel with sustained volumes of
energy resources to Europe); (iii) Diversification
of the energy export structure, increasing share
of high value-added goods (LNG share in gas
exports should reach 14-15% by 2030, the share
of primary energy resources in total energy
exports should not exceed 70%); (iv) Provide
stable conditions on the export markets, includ-
ing guaranteed demand and reasonable prices
for Russian energy resources (long-term take-
or-pay contracts, transit agreements, by-passing
infrastructure, strategic oil reserve, oil exchang-
es with pricing in Roubles, Russian oil mark-
ers); (v) Strengthening positions of the Russian
energy companies abroad (presence of one
Russian energy company among 3 world leading
energy companies and among 5 leading compa-
nies; presence of two Russian companies among
10 leading energy companies and 10 leading
companies); (vi) Provide efficient international
cooperation on risky and challenging projects in
Russia (including offshore projects in Arctic).

A review of the Russian Energy Strategy up
to 2035 or even to 2050 is expected in 2013-
2014.

3.  Rethinking the Russian strategy in a
globalizing natural gas market

In this framework of progressive globalization
of natural gas markets, also the Russian
Federation might be forced to rethink its gas
strategy, adjusting to new supply and demand
realities as well as pricing formulas.

3.1 The need to improve the competitiveness of
Russian gas exports in global markets

The first effect of the progressive globalization
of natural gas markets on Russia is the need to
improve the competitiveness of the country’s
gas exports. There are two main options

to achieve this goal: a reduction of state
seizures and a reduction of companies’ costs
throughout the chain of supply. At first sight,
in order to counteract these threats, it would
appear useful to reduce or even eliminate the
duties on exports of natural gas, especially
since other major market players do not use
them and they are not approved by the WTO.
Waiver of duties, of course, would increase

the international competitiveness of Russian

At first sight, it would appear
useful to reduce or even
eliminate the Russian duties
on exports, especially since
they are not approved by the
WTO

natural gas and increase the volume of exports,
but it has a main negative aspect: it would lead
to an increase in domestic prices for gas, which
would curb economic development and reduce
the added value of most type of economic
activities, which in turn could slow down the
country’s economy.

3.2 Theimportance of improving the efficiency
of Russian investment projects

Very important would also be the improve-
ment of the efficiency of investment projects.
In fact, a recent work done by Russian and
foreign experts, who analysed the cost of do-
mestic energy projects, has showed that they
were typically several times more expensive
compared to existing analogous projects found
elsewhere, while those projects that were
completed were underutilized for years. The
main condition for increasing the efficiency
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of the Russian natural gas system is a radical
improvement in the quality of public, and espe-
cially corporate, governance. The latter can play
an important role in attracting foreign partners
into the consortia engaged in resource develop-
ment. If properly managed, it would enable the
country to attract foreign investment and apply
advanced technology, develop types of business
activities with potential, ensure tight control
over costs, facilitate access to logistics and
adapt to the rules of international markets.

3.3 Theneed for a realistic view of the European
gas market

The EU’s import needs in the long-term remain
a major question mark. The greatest uncer-
tainty, as far as long-term gas prospects are
concerned, relates more to demand security
than to supply security. Major questions are:
How seriously will Europe pursue and imple-
ment climate change policies? What will be the
role of gas in this context? Will gas continue

The greatest uncertainty
relates more to demand
security than to supply
security

to be challenged by cheap coal? Will the ongo-
ing trend of gas being squeezed by renewables
on one hand and cheap coal on the other hand
continue? Up to date the Russian Federation
has had an optimistic view on the future out-
look of the European gas demand, which justi-
fies its numerous new pipeline projects. How-
ever, should the future European gas demand
turn out to be lower than expected, profitabil-
ity of these investments may result to be lower
than expected by investors at the moment.

3.4 The need to choose between volumes or
prices

Russia’s strategy is presently based on
maximization of gas export volumes as well

as on expected high gas prices based on oil
indexation. High Russian gas prices compared
to spot markets risk to reduce Russian market
share. Russia should rather aim for the long-
term profit maximization, as it is impossible
to maximize both volumes and prices.

3.5 The quest to secure demand and to get
additional margins in Europe

Europe is a highly solvable and well-placed
market for Russian gas but it is already a
mature market approaching plateau demand
in the foreseeable future and the Russian
goal should be to maintain the existing
market share. A downstream strategy in
order to secure demand and to get additional
margins in Europe could have the following
structure: (i) Development of marketing and
trading activities (like Gazprom Marketing
& Trading). Swap operations with WINGAS,
DONG, Statoil and other companies in order
to reach attractive North European markets,
especially the UK; (ii) Swaps of assets

with European companies (like WINGAS,
EON, Gasunie etc.) in order to strengthen
downstream positions; (iii) Power generation
and direct access to the final consumers

to guarantee security of demand and get
additional margins; (iv) Underground storages
to cover seasonal demand and increase
margins.

3.6  Theopportunity to diversify the gas export
markets portfolio

Uncertainties surrounding the size of future
European natural gas demand and the strong
growth of Asian gas markets, coupled with
the large gas resources available in the eastern
part of Russia, are the key factors which
should encourage the country to diversify its
gas export markets portfolio. Considering
that contract negotiations with China still
have no clarity on price formula so far, and
Turkmenistan is increasing deliveries to
China, Russia should intensify talks with
Japan and South Korea in order to anticipate
the expected competition from Australian
LNG to these markets. The diversification of
the gas export markets portfolio should be
encouraged together with the diversification
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of gas logistics, as LNG could provide a greater
flexibility to Russian gas export.

3.7  The need to reinforce the EU-Russia gas
partnership

While Europe has the right to develop its
internal energy market in the way it wishes,
it is important to take into account the
constrains of its major partners and in
particular the ones of Russia. However, the
restructuring of the Russian gas industry
should be left to the market and not to DG
Competition. Gazprom will have to follow
Statoil’s lead and adjust to new supply realities
and pricing formulas. If put under additional
political pressure from Brussels, however, the
Russians will likely rally around the flag and
adopt a position that serves neither security
of supply nor security of demand in Europe.
Either each Party adapts its approaches in
order to reflect other Party’s interest — or it is
not a strategic partnership.
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Introduction

Norway and Sweden established

a common Swedish-Norwegian
market for trading of electricity
certificates on 1 January 2012. After
one and a half years of operation,
interesting effects and tendencies
can be observed.

The common certificates market is
the principal support scheme of the
two countries under the EU Renewa-
bles Directive' in order to increase
the share of electricity production
from renewable energy sources and
provides important incentives for
investing in new power production
facilities based on renewable energy
sources.

The electricity certificates market
was established by way of a treaty,
under which Norway joined the
Swedish market for electricity certifi-
cates which had been in operation
since 2003. The Swedish market was
amended pursuant to the treaty to
facilitate the supra-national dimen-
sions, That is related to revised
targets. Negotiations regarding a
common market failed in 2006 when
Norwegian officials expressed the

1 Directive 2009/28/EC.

view that a common market would
be too expensive for Norwegian
consumers and Norwegian industry.
However, the launch of the Renewa-
bles Directive regarding promotion
of the use of energy from renewable
sources entailed increased challeng-
es for Norway to develop a beneficial
internal support scheme. Therefore,
negotiations were reinitiated in 2007,
leading up to the two countries
making use of the directive’s facility
to establish a joint support scheme.
Norwegian implementation of the
EU Renewables Directive was a
prerequisite for the common market
to enter into force.

Directive 2009/28/EC -
promotion of renewable
energy sources

The Renewables Directive introduces
a mandatory target of at least a 20 %
share of use of energy from renew-
able sources by the EU in 2020.
Based on this, each state is obliged
to adopt national targets for its
percentage share of use of energy
from renewable sources in 2020. The
national target for Sweden under
the Renewables Directive has been
set at 49 % by 2020 (up from 39,8 %
in 2005)% Norway has implemented
the Directive as a part of the EEA-
agreement and a national target
has been set at 67,5 % by 2020 (up
from 56 % in 2005).

2 The Swedish Parliament has set higher
national targets, amounting to 50%,
in the Swedish National Renewables
Action Plan. These targets are, however,
not legally binding under the mecha-
nisms of the Renewables Directive.

One of the main elements to fulfil
the goals of the Directive is to in-
crease the share of power produc-
tion based on renewable energy
sources. The Directive provides for
several alternative support schemes
as incentives to increase renewable
power production and accelerate
investments in renewable en-

ergy technologies. Such support
schemes include investment aid,
tax exemptions or reductions, tax
refunds, green certificates arrange-
ments and direct price support
schemes including feed-in tariffs
and premium payments.

Various support schemes have
been established in the EU Member
States. Feed-in tariffs in different
forms, which usually is a compen-
sation rate provided to producers
for the renewable electricity they
produce, are established in several
countries such as France, Germany
and ltaly. In other countries, in-
cluding the United Kingdom and
Sweden, market based schemes
have been enacted. Prior to the es-
tablishment of the joint market for
electricity certificates, the Norwe-
gian support schemes were based
on fiscal incentives.

The common market for
electricity certificates

The certificate market is based on
a demand for certificates created
by law. The electricity certificates
are issued to power producers for
each 1 MWh produced using new
renewable energy sources. The
legislation establishes an obliga-
tion for the electricity suppliers
to purchase electricity certificates
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from the producers and an obliga-
tion to deliver such certificates

for annulment based on a yearly
quota-requirement. This creates

the demand for certificates, and in
turn, a price formation based on
market mechanisms. As a result, the
system will generate revenues for
the producers in addition to power
sale. Thus, the increased revenues
generated by the certificate market
will give previously non-profitable
projects an opportunity to be
profitable. In the end it will be the
end-users that provide the cash-
flow for purchasing certificates by
paying electricity bills.

The main aims of Sweden and Nor-
way in entering into the treaty for

a joint market have been to attract
more players in the market, greater
turnover volume, more competition
and better liquidity compared to
what could be obtained in national
markets. This shall in turn result in
better utilisation of the natural re-
sources of the countries, especially
when the duty to finance half of
the support scheme does not affect
how the benefit of the increase in
production shall be divided by the
countries. Market players in Norway
and Sweden have long term experi-
ence with supra-national markets
from the pan-Nordic electricity mar-
ket which was established in 1996.
The goal of establishing the com-
mon market is to create 26.4 TWh
new power production based on
renewable energy in Norway and
Sweden together by 2020. Each
country is committed to financing
13.2 TWh through the certificate
system. The growth of power pro-

duction will be an important tool
for the countries to achieve their
national targets regarding the use
of energy from renewable sources.

Effects of the market and
national variations

In its “Progress Report” published in
27 March 2013, the European Com-
mission gives an assessment of vari-
ous alternative support schemes
and expresses a clear preference for
cross border mechanisms. The Re-
newables Directive clearly provides
a basis for the development of such
schemes, but so far very few supra-
national schemes are in place. The
Commission highlights the benefits
of the Swedish-Norwegian model:
"Many national reforms have had a
negative impact on the investment
climate. Most critical have been
changes that reduce the return on
investments already made. Such
changes alter the legitimate expecta-
tions of business and clearly discour-
age investment, at a time when sig-
nificantly more investment is needed.
Thus there is a need for quidance on
the reform process itself, to ensure
support schemes are cost effective but
not disruptive. The Commission also
feels more action is needed to ensure
convergence and the Europeanisation
of energy: in addition to developing
common approaches to supporting
renewable energy, growing cross-
border cooperation must occur. The
current legal framework for such
cooperation is the Renewable Energy
Directive’s cooperation mechanism
framework. This includes joint pro-
jects, where common approaches
can be developed based on specific

renewable energy projects, technolo-
gies or regions as well as joint support
schemes such as the Swedish-
Norwegian scheme, feasible within
well connected regional markets
where consumers will also physically
profit from renewable energy capacity
installed in a neighbouring country.
Such instruments provide the path-
way to the European development

of renewable energy, where resource
development in a single energy
market occurs on a common and cost
effective basis. To this end, in addition
to the forthcoming quidance on co-
operation mechanisms, the Commis-
sion will promote the emergence of
regional (and possibly sectoral) joint
support schemes between Member
States based on cooperation mecha-
nism, such as a common, European
approach to offshore wind develop-
ment in the northern seas).”

Itis, however, clear that suprana-
tional support schemes entail chal-
lenges and also partially unforeseen
or undesired effects.

The volume and liquidity of a
supra-national certificate market
was necessary in order for Norway
to join such a support scheme.
Nonetheless, the natural differences
regarding available renewable
energy sources in Norway and Swe-
den entail challenges with respect
to harmonisation in practice. In
Sweden approx. 50 % of the power
production is based on renew-

able sources, while in Norway the

3 Report from the Commission to the
European Parliament, the Council (...).
Renewable Energy progress report,
COM/2013/0175.
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renewables share is already more
than 95 %. Thus, it is likely that the
effect of the common market will
be that Sweden increases the share
of renewable production at the ex-
pense of fossil production, whereas
Norway will increase the amount of
renewable power production but
not the share of renewable produc-
tion.

So far one can observe increased
activities in the markets for new
renewable energy both in Sweden
and in Norway. However, from

a national perspective, a risk of
joining a common market is that
the increased liquidity may only or
mostly benefit one of the countries,
e.g. that most of the projects will

be developed in Sweden. Even
though both Norway and Swe-
den are obliged to finance half of
the new production, there is no
mandatory regulation regarding
where the new production will be
realised. A potential consequence is
therefore that Norwegian consum-
ers and Norwegian industry to a
large extent finance new renew-
able production in Sweden. This is
indeed the case so far; according to
a joint report from the Swedish and
the Norwegian regulators dated 3
September 2013, production capac-
ity in the range of 4,7 TWh has been
initiated under the joint scheme

up until the first half of 2013. Of
this, the Swedish share is 4,1 TWh,
whereas only 0,6 TWh has been
initiated in Norway. One important
element in this respect is that the
Swedish market was in operation
prior to Norway joining. Thus, Swed-
ish projects have been one step

ahead. However, the trend seems
to continue also after the establish-
ment of the common market.
Notwithstanding the establishment
of a common market, commercial,
industrial, natural and regulatory
differences between Norway and
Sweden will remain. This may affect
investment decisions and in turn
entail that it will not always be

the best project (in terms of use

of natural resources) that is devel-
oped first. Investors will choose to
develop projects based not only
on the effects of the certificate
market, but also the most beneficial
concession policy, grid availability,
development costs, cost related

to grid access, and price expecta-
tions. Thus there is no obvious link
between locations with the best
natural resources and the location
of new installed power production.
Still, in light of the overarching
aims of the Renewables Directive,
the common Swedish-Norwegian
market for Electricity Certificates so
far appears successful.

Poland

Liberalisation of the gas
market in Poland

By

Krzysztof Cichocki

Partner, Softysiriski Kawecki & Szlezak
Hubert Moryson-Kowalski
Associate lawyer, Softysiriski Kawecki
& Szlezak

Characteristics of the Polish
gas market

The Polish gas sector in the space of
a few recent years has undergone
breakthrough changes as far as reg-
ulations, structure, organisation and
ownership are concerned. Drivers of
change have included the necessity
to align national regulations with
EU standards through transposition,
and creating entities strong enough
to finance their own investment
outlays. In accordance with EU law
all Member States were obliged to
implement into national legislation
the provisions of the 3rd Energy
Package, which came into force on
3 March, 2011. The process of im-
plementing EU regulations has not
been concluded, however; once

it comes into full effect, the new
legislation will facilitate integration
of the energy market and will speed
up the sluggish rate of develop-
ment restraining competition in the
Polish gas market.

The Polish gas market can be
described as non-competitive

and regulated by public author-

ity — according to the President of
the Energy Regulatory Office (“the
President of the ERO"). By the end
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of 2012 all market participants, irre-
spective of whether they operated
in trading, supply, distribution or
transmission, storage and regasifi-
cation of gas, were obliged to pre-
pare respective tariffs and submit
them to the President of the ERO
for approval. Currently the gas mar-
ket (upstream and downstream) is
fully dominated by a company con-
trolled by the State Treasury of Po-
land — Polish Oil and Gas Company
("PGNIG"), which sells 98% of gas in
Poland. PGNIG controls all the gas
storage facilities located in Poland,
as well as almost the entire Polish
gas production and distribution
network. It is virtually an exclusive
gas importer — with an entitlement
to 100% of transmission capacity on
all entry points. Moreover, by being
the biggest gas producer in Poland,
PGNIG is calling the shots in the
gas wholesale market. Gas trad-

ing companies outside the PGNIG
Capital Group have no stake in gas
wholesaling. In 2012 gas was still
traded under provisions of bilateral
agreements. Thus far gas has not
been sold in Poland through stock
exchanges or hubs.

The current shape of the gas
market has been inherited from a
long-standing single-supplier mar-
ket where the monopolist was the
only decision-maker. Technical and
price barriers to entry for new enti-
ties were also contributing factors.
One of the fundamental barriers to
creating a competitive gas market is
the regulatory policy, where PGNiG
calculates the tariffs effectively
obtaining an undervalued gas price.
PGNIG throws the costs of imported

gas and domestically produced gas
together into one basket. Maintain-
ing the price basket for PGNIG is
unfavourable for competition in
the domestic market. Companies
showing possible interest in provid-
ing Poland with gas, have remarked
that entering the market is virtu-
ally impossible, because the new
market actor would not be able to
offer comparable prices. Bearing in
mind that decommissioning the
PGNIG price basket would above
all increase prices for the end-
consumer in households, it should
be expected that in the first place
the regulator will undertake action
towards opening the market for big
end-consumers.

Another key barrier to develop-

ing the gas market in Poland is
restricted access to gas resources
for new entrants (PGNIG claims
practically the entire imported gas
plus on top of that it remains the
largest gas producer in Poland).
PGNIG is the sole proprietor and
designated operator of under-
ground storage capacities and until
recently practically the only user at
that. Another factor holding back
potential competition from enter-
ing the market is stringent rules on
maintaining particular gas reserves.
Another obvious step in the direc-
tion of a competitive gas market

is improving connections with
neighbouring countries. Today's gas
transmission system in Poland is still
relatively isolated from other coun-
tries. It enables only unidirectional
flow (East-West). Gas Transmission
System Operator GAZ-SYSTEM

SA (“TSO"), however, plans to

implement a range of investment

projects in 2013-2020 which are

aimed to change that. Long-term
agreements between PGNIG and

Gazprom as well as de facto no third

party access to the Yamal pipeline

are also a considerable hurdle in the
way of developing competition.

To summarise, current barriers to

entry for new wholesale gas sup-

pliers and developing competition
are:

+ No inter-system connections,

- insufficient storage infrastruc-
ture,

+ gas prices in the domestic
market dictated by the “price
basket’, which prevents reflect-
ing the true market value of gas,
and

- rigid rules on calculating tariffs
making or impossible to have
a flexible and competitive ap-
proach to customers.

Liberalisation milestones
From 2009 the Polish government
was taken certain measures aimed
at boosting competition on the
gas market, either by legislation

or operations, to decrease PGNiG's
share in the market and to open
the gas market for new participants.
However, owing to the lack of sat-
isfactory progress in the liberalisa-
tion of the gas market, in particular
in the transposition of Directive
2009/73/EC of the European Parlia-
ment and of the Council of 13 July
2009 concerning common rules
for the internal market in gas and
repealing Directive 2003/55/EC
(hereinafter"2009/73 Directive”),
in October 2012 the Commission
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requested that the European Court
of Justice impose daily penalty pay-
ments on the Republic of Poland
of € 88,819.20. The infringement
procedure against Poland has acted
as a catalyst for Polish authorities

to deregulate its gas prices in the
wholesale segment of the market,
which was actually not in line with
the Second Energy Package. But

it has not resulted in speeding up
the legislative process. Below we
describe key factors of the liberali-
sation process in the gas market in
Poland.

1. Access to the infrastruc-
ture - realisation of TPA rule
Since 2009, PGNIG has been
obliged to make part of its storage
capacity available to competitors,
which should enable gas traders
and suppliers to maintain gas re-
serves in Poland. As of 1 June 2012
onwards, the PGNiG's underground
storage capacities are operated by
a dedicated entity named Operator
Systemu Magazynowania Sp. z 0.0.
which was established by PGNiG in
2011 in order to meet the unbun-
dling obligations set forth in Direc-
tive 2009/73/EC. Furthermore, new
legislation adopted in 2011 pro-
vides for broader exemptions from
the obligation to maintain manda-
tory gas reserves, and provides that
the mandatory gas reserves might,
subject to certain conditions, be
maintained outside Poland.

In connection with these legisla-
tive measures, the TSO is building
in Swinouscie, through its wholly
owned subsidiary, Polskie LNG, an
LNG re-gasification facility ("LNG

terminal’), which is scheduled to
be completed in December 2014. In
the first stage of operation, the LNG
terminal will enable the re-gasifica-
tion of 5 bn. m? of gas annually. In
the next stages, depending on the
increase on demand for gas, it will
be possible to increase the dispatch
capacity up to 7.5 bn m3, without
the need to increase the area on
which the terminal will be con-
structed. This shall enable new par-
ticipants to import extra quantities
of gas onto the Polish market and
to offer more competitive prices.
Furthermore, the TSO has built new
interconnectors with the German
and Czech gas systems (Cieszyn
and Laséw interconnections). At the
cross-border point in Cieszyn fol-
lowing an assessment of the techni-
cal and commercial terms and
conditions, firm day ahead capac-
ity had started to be offered. The
capacity was previously offered on
an interruptible basis. This change
of provision of transmission services
offers a higher certainty for cus-
tomers using this point that their
deliveries from the Czech direction
will be executed. Additionally in
June 2013, the TSO and ONTRAS -
VNG Gastransport GmbH, Germany,
for the very first time offered the
bundled capacity products at the
interconnection point Lasow. The
first three quarters — with 57 980
kWh/h (5 200 m3/h) each - of 2014
were auctioned as a pilot project
on the specially dedicated platform
“PRISMA". As a result of the shipper
bids the following bundled capaci-
ties were allocated:

1. 2nd quarter of Gas Year
2013/2014 [January 2014 -
March 2014] auctioning 57 980
kWh/h (5 200 nm3/h): allocated
capacity: 57 000 kWh/h, free
capacity: 980 kWh/h;

2. 3rd quarter of Gas Year
2013/2014 [April 2014 — June
2014] auctioning 57 980 kWh/h
(5200 nm3/h): allocated capac-
ity: 20 100 kWh/h, free capacity:
37 880 kWh/h;

3. 4th quarter of Gas Year
2013/2014 [July 2014 - Sep-
tember 2014] auctioning 57 980
kWh/h (5 200 nm3/h): allocated
capacity: 21 115 kWh/h, free
capacity: 36 865 kWh/h;

Additionally, the TSO commenced
construction of the facilities allow-
ing for physical reverse gas flow
from Germany to Poland at the
Yamal pipeline.

The actions described above will
presumably lift a barrier to new
participants’ entry to the gas market
and enable new gas traders to offer
gas to consumers for a competitive
price.

2. Creation of gas trading
platform on commodity ex-
change

On 20 December 2012, the Pol-

ish Power Exchange launched

its platform for trading natural

gas. Contracts traded on the gas
exchange provide for deliveries of
gas in the same amount in all hours
of the delivery period. The price of
gas in each contract is expressed in
PLN per MWh. In the current legal
system, exchange transactions on
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the gas market can be concluded
and cleared only with the inter-
mediation of brokerage houses
and commodity brokerage houses
which are members of the Polish
Power Exchange and members of
the Exchange Clearing House, oper-
ated by the Warsaw Commaodity
Clearing House, which is respon-
sible for clearing and settlement
of transactions on the gas market.
As regards gas transportation, the
transactions concluded on the gas
exchange are performed by the
TSO. Having assessed the effects of
the abovementioned actions aimed
at the introduction of competi-
tion into the Polish gas market, the
President of the ERO found that
the Polish wholesale gas market,
understood as the sale of gas to
other entities for further resale,
meets the conditions allowing the
acknowledgment of this market as
a competitive one. As a result, the
President of the ERO announced
that it may grant exemptions from
the tariff obligation to gas trad-

ers selling gas on the wholesale
market, including the Polish Power
Exchange. For the time being, such
exemptions have been granted to
more than 20 companies active in
the Polish wholesale gas market.

3. Gas Release Programme
As a consequence of disputes insti-
gated by large local gas consumers
(in particular chemical companies),
the Polish government has under-
taken steps to create a wholesale
gas market. In 2012, the President
of the ERO negotiated with PGNIG a
so-called “Gas Release Programme”

(Program Uwalniania Gazu) which
seeks to force PGNIG to yield part
of its share of the gas market to
competitors by the voluntary sale
of a significant part of gas by public
auction or through the gas com-
modity exchange. As the results

of those negotiations were not
satisfactory, the President of the
ERO published “Roadmap for gas
prices release in Poland” - a docu-
ment providing for conditions to be
fulfilled prior to release of the gas
traders from the obligation to use
tariffs approved by the President of
the ERQ. In respect of publication of
the road map for gas, the platform
for trading gas on the Polish Power
Exchange was launched.
Additionally, on August 14, 2013
the President of the Republic of
Poland signed an amendment

to the Energy Act, which entered
into force on September 11,2013
with the aim of avoiding penalty
payments for infringement of EU
related obligations. One of the most
relevant changes is the obligation
for gas suppliers and traders to sell
certain amounts of gas on a Polish
Power Exchange. In 2013 gas sup-
pliers and traders are obliged to

sell 30% of gas volume through the
Power Exchange. In the year 2014
the volume of gas shall increase to
40% and from January 1, 2015 gas
suppliers and traders are obliged to
sell 55% of their whole gas volume
through the Power Exchange. An-
other important factor is statutory
protection of the poorest energy
consumers. The amendment intro-
duces the definition of vulnerable
customers who may apply for social

benefits (energy supplement) to
buy gas. By this amendment further
liberalisation and increased trading
and supplies shall be expected with
simultaneous entry of new players
onto the Polish gas market.

4. New Gas Law

On October 9, 2012, the Polish Gov-
ernment published the final draft of
the Gas Law ("New Gas Law"). The
proposed New Gas Law will have a
significant impact on the Polish up-
stream gas sector, which is currently
generally outside the scope of the
1997 Energy Law and therefore
exempt from obligations related to
energy licences, tariffs, compulsory
gas reserves, accounting burdens,
and similar matters. Adoption of the
new law will change the regula-
tory regime applicable to inter alia
investors engaged in the supply
and trading of gas in Poland. Below
we set out the most important
proposals which will determine a
new structure of the future Polish
gas market.

New obligations for gas
producers

Under the 1997 Energy Law, gas
producers are not subject to energy
licences or tariff requirements
unless they are engaged in gas
trading (i.e. they both buy and sell
gas at the same time). Therefore, if
any given entity sells on the market
exclusively its own gas production,
it is not required to have a trading
licence under the 1997 Energy Law
and the sale price is not subject to
approval by the President of the
ERO in the form of a tariff approval.
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The new Gas Law will extend strict
gas market regulation to all gas
producers selling their production,
which is to be delivered to custom-
ers (whether by a gas transmission/
distribution system and/or infra-
structure used for the liquefaction
of gas/re-gasification of LNG). In
particular, such producers shall be
obliged to obtain a licence author-
ising them to sell gas in Poland.
Such producers will also have to sell
55% of their total production vol-
umes through the Polish Power Ex-
change (beginning January 2015).
Gas companies will be obliged to
sell their production at the price
set forth in the tariff approved by
the President of the ERO. A gas
producer will be released from the
foregoing tariff requirement only

if the President of the ERO deter-
mines that it conducts its activity in
the competitive market.

Under the New Gas Law, gas
producers shall be obliged to
maintain their accounts so as to
ensure that costs and revenues, as
well as profits and losses, can be
calculated separately for each of
their activities: production (extrac-
tion); distribution; liquefaction; sale
of gas; and re-gasification of LNG.
There will also be an obligation to
keep and reveal to the regulator
specific information relating to sale
contracts concluded with whole-
sale customers.

Under the New Gas Law, gas pro-
ducers shall also be burdened with
certain obligations related to the
security of gas supplies, i.e.: report-
ing obligations; and obligations

to prepare and periodically review

contingency procedures. Entities
selling gas to protected customers
(households, hospitals, schools, pre-
schools and other similar custom-
ers, as well as heating companies
supplying heat to those customers)
shall also be obliged to keep gas
reserves (at the time being, com-
pulsory gas reserves are maintained
by all gas importers unless such
enterprises are exempt from that
obligation due to a limited turnover
or number of customers).

New obligations for owners of
transmission pipelines

The New Gas Law shall also provide
for TPA duties applicable to enter-
prises engaged in the transmission
of gas within mining pipelines.
Such TPA obligations shall be similar
to those existing under the 1997
Energy Law. In particular, the enter-
prise shall be authorised to refuse
to provide transmission services
within mining pipelines in case of:
(i) inconsistency of technical param-
eters between the mining pipeline
system and the transmission pipe-
line system; and/or (i) inconsistency
of quality parameters between the
gas in mining pipeline system and
transmission pipeline system — if
there is no technical or economic
justification to remove those incon-
sistencies. The obligation to provide
transmission services shall also be
removed if the gas transmission
service would: (i) reduce current or
planned gas or crude oil produc-
tion for which the mining pipeline
was built; or (i) make it impossible
to satisfy justified demand of the
mining pipeline system’s owner/
user or the entity transmitting the

extracted gas within the scope of
gas transmission and treatment.

New powers of the national

regulator

Under the New Gas Law, the

President of the ERO shall also

be granted certain extraordinary

regulatory powers with respect to

enterprises which, in the opinion of
the President of the ERO, have “mar-
ket power which may pose a threat

to the proper functioning of market

mechanisms”. The President of the

ERO shall be authorised to impose

on such enterprises, for a period not

exceeding 2 years, the following
obligations:

- tosell a specified quantity of
gas and/or transmission services
and/or storage capacity — on
the conditions set forth by the
President of the ERQ;

- tosell gas at a price not exceed-
ing the price set by the ERO;
and

- tosell gas at the price set by the
ERO.

- Breach of the above obliga-
tions shall be subject to severe
financial penalties (up to 10%
of the income generated in
the preceding fiscal year) and
withdrawal of licence.

5. Summary

The situation in Poland may be de-
scribed as unsatisfactory. For many
years Polish authorities were unable
to introduce systemic solutions that
followed from EU law and the prac-
tical experience of many countries
with a liberalised market. However,
recently Poland has speeded-up
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actions towards full liberalisation
of the gas market and allowed for
the entry/exit model with a virtual
trading point and established gas
trading on the Polish Power Ex-
change. One step forward was the
exemption from submitting tariffs
for approval for gas traded on the
wholesale gas market, which will
finally allow competition among
suppliers. Moreover, there will be a
mandatory gas release program in
which PGNIG, the dominant market
player, will be obliged to sell gas
on the energy exchange. Another
positive effect is the progress of
infrastructure development in Po-
land. Poland enhances diversifica-
tion and has enabled gas supplies
to be obtained from new sources.
This will also allow for real market
integration, meaning free trade in
natural gas. Polish membership

of the EU has forced the need to
properly develop gas transmission
infrastructure. With new projects
coming online — such as the LNG
terminal and interconnectors with
its south and western neighbours,
Poland will significantly diversify
its supply of this fuel. Nevertheless,
the investment needs are still vast
and include modernisation and
development of the internal grid,
additional storage facilities, fur-
ther new interconnectors with EU
Member States (eg. Lithuania), and
completion of the LNG terminal.

Serbia

Power Purchase Agreements
and Bankability of RES
Projects in Serbia

By
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Senior Partner, Karanovic & Nikolic
Leonid Ristev

Senior Associate, Karanovic & Nikolic

Power Purchase Agreements (PPA)
set out the terms and conditions
for the sale of electricity between
project parties, particularly regulat-
ing important matters on timing
and the initiation of production, the
terms of delivery of electricity, pay-
ment mechanisms, force majeure
clauses and the termination of sales
and purchases. The PPA represents
a crucial project document in a
renewables project. Accordingly,
the structure and scope of the PPA
are of the utmost significance for
renewables investors, particularly
institutional investors and other
lenders financing these projects.
Having the most recent Serbian PPA
models published in July this year,
the following paragraphs endeav-
our to provide a short analysis on
the current status and discussions
on this topic in Serbia, as one of the
most interesting destinations for
RES investments in Non-EU Europe.

The purpose of a PPA

The nominal object of PPAs is the
regulation of the sale and purchase
of electricity produced in energy
generation facilities, where the
producer (seller) and the entity

conducting take-off (buyer) are
agreeing to particular terms on the
conditions, price and time period of
purchase.

The PPA's purpose is to secure
project revenues for the seller at

a guaranteed price during the
term of the agreement, mitigat-
ing market risk. Naturally, one of
the most important principles is
that the generated revenue is suf-
ficient to service the loan during
the repayment period. Therefore,
itis understandable that the PPA
enables financing of these types of
projects and represents one of the
most important project documents
in the view of the financier.

Features of a bankable PPA
Speaking in general terms, a project
can be deemed “bankable”when
the proposed structure of the
project, its specific features and the
relevant project documents satisfy
the lender and provide justification
for financing the endeavour. The
decision whether a PPA is bankable
or not would depend on a simple
test conducted by the lenders: will
this PPA support the project in a
manner that will guarantee revenue
and, consequently, repayment of
the loan.

The separate features and clauses
supporting this and contributing to
a good, bankable PPA are numer-
ous; the following paragraphs

will make short reference to such.
Firstly, the security of performance
of the buyer is very important in
this sense. Guarantees related to
the performance of buyer obliga-
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tions and the dependence of the
consideration of costs (fixed and
variable), including outside factors
(inflation, currency rates, etc.) are
likely the first clauses being closely
scrutinised by lenders.

The performance of the producer
(seller) and the technical details on
delivery are also quite important for
implementation of PPA. The delivery
point, as a rule, represents a border
line regarding liabilities arising from
the transfer of electricity. Accord-
ingly, precise and well-shaped
clauses defining the delivery point
should avoid problems in determin-

ing losses and liabilities in this sense.

Also, clauses related to metering
equipment at the delivery point
should feature clear obligations for
producers (to install and maintain
such equipment), as well as clear
clauses on buyers'rights to access
and read the metering parameters
and to secure the buyer’s position
resulting from potential errors in
such readings.

The buyer should be also granted
the right of curtailment, and in

this sense, the right to order the
reduction or cessation of electricity
delivery. Electricity is usually cur-
tailed as a result of a default of one
of the parties, which should result
in paid damages to the other party.
Extraordinary circumstances such
as natural disasters could excuse
such obligations and the party
responsible for repairing the project
is usually liable for such damages.
In situations where liability is not
defined properly in the contract,
parties may negotiate force majeure
clauses to resolve these issues. The

compensation here is a significant
point in the negotiations; the seller’s
interest is naturally to cover these
cases with compensation and

loss of profit clauses as much as
possible. Lenders focus on these
clauses very closely, since this could
be a crucial point in the decision

on whether the agreement can be
deemed “bankable’e or not.

The default and termination of a
PPA are very important segments
as well. Usually, defaults occur as

a result of a failure of the buyer to
pay or other breaches (representa-
tives and warranties, loss/change
of security). Damages and penalties
are used as a remedy in these cases,
however termination and step-in
rights are also considered. Step-in
rights basically represent the rights
of the lender to remedy the breach
and avoid termination by taking
control over the project. Such right
gives security to the lender: in case
of insolvency of the developer of
the project (or the seller), the finan-
ciers have on disposal an instrument
to cure the situation and enable
further performance of the project.
The change in law is also much
discussed, and moreover a required
clause. A bankable PPA should
feature a clause that prevents
amendments to the applicable law
from influencing the terms of the
agreement during its duration. This
clause typically prevents substantial
amendments (such as a legislative
change in relation to guaranteed
subsidies) from affecting the com-
mercial value of the project and of-
ten provides a bona fide obligation
to negotiate PPA amendments.

PPA Models in Serbia

The Serbian Ministry of Energy
adopted the official PPA model and
Preliminary PPA, based on which
privileged power producers will be
able to utilise incentives for green
electricity (i.e. the feed-in tariff) on
16 July 2013,

The PPA and Preliminary PPA have
been adopted months after the first
drafts were prepared and pub-
lished by the Ministry in March of
this year 2013. Months of vigorous
discussions amongst stakeholders
to get the best possible models
(specifically in terms of bankabil-
ity) took place. Even though these
model agreements represent a step
forward, the first impressions are
that they do not address the main
concerns of financiers and inves-
tors in the sector. The main reason
for this is the fact that the laws and
regulations themselves (which
regulate the content of the PPA and
Preliminary PPA) are such that they
do not provide for optimal solutions
to investors and that consequently
the model agreements cannot fully
meet the investors' needs at this
moment.

Serbian PPA Issues
Considering the general observa-
tions above, relating to the com-
mon features of a good and bank-
able PPA, the main issues detected
in the Serbian models applicable at
this point are outlined below. These

4 The PPA and the Preliminary PPA were
published in the Official Gazette of the
Republic of Serbia no.62/13 from 16
July 2013.

74

European Energy Journal | Volume 3 | Issue 4 | October 2013



comments and views are given
from the perspective of the lender
and represent some of the conclu-
sions reached during public debate
on the matter.

First of all, both lenders and inves-
tors in general need reassurance
that changes in legislation, regula-
tions, the taxation code and similar
matters, will not affect adversely the
economics of the project. The gen-
erator must be in the same position
commercially as it was at the time
the PPA was concluded. Another
critical issue is the certainty of the
final PPA. It is natural to expect that
lenders would require certainty
that a PPA will be signed once

the project is operational and the
contractual terms on which the PPA
will be entered into will not change.
The general conclusion has been
reached that the provisions of local
law at this point are not tailored to
provide this reassurance.

Regarding the objections related

to the grid connection, the prelimi-
nary PPA and the incentive mecha-
nism do not address the risk that
the grid will not be ready to evacu-
ate power in time for commission-
ing. In this direction, setting a date
by which the system operator must
ensure that the HV network is ready
to accept power from the seller
might help.

The concept of commissioning is
not defined and leads to the risk
that disputes arise concerning this
process. It may be possible to ad-
dress this issue with modifications
to the relevant Rulebook on Com-
missioning as well as the Serbian
Law on Planning and Construction.

Since commissioning and award-
ing of the final PPA may involve
certain actions being taken by the
responsible authorities, which are
not under the control of the seller,
banks debated that these risks need
to be addressed. The provided three
month period is also relatively short
according to the banks who have
suggested the need for giving con-
sideration to the idea of extending
the window and that obliging pub-
lic suppliers to off-take electricity
during this period could positively
affect the interest of financiers.

At present, the risks related to
curtailment are passed to the seller
through particular clauses in the
PPA and relevant applicable by-
laws, while the remedy is provided
through an extension of the PPA.
Financiers commented that curtail-
ment is not insurable by the seller
and the suspension in revenue
during repeated curtailments will
cause it to breach debt service
obligations. An issue that was also
raised is the ambiguity whether an
extension in the PPA would be valid
under the incentive period as de-
fined in the regulatory framework.
Further, the model PPA imposes
certain deadlines on the seller for
transferring guarantees of origin to
the buyer. This approach concerns
the lenders, as the ability of the
seller to transfer the certificates of
origin to the buyer in a timely man-
ner will depend on the seller first
being able to obtain those certifi-
cates from the relevant competent
authority.

With regard to the amendments,
the applicable by-law on incen-

tive measures for privileged power
producers states that the model
PPA can only be amended for the
purposes of a specific project with
prior written consent of the Ministry
of Energy. This provision, which has
proved problematic for investors
and lenders, leaves no flexibility

to the parties to make necessary
amendments to reflect the com-
mercial terms of specific projects.
Also, it seems to delay pending
decisions from the Ministry.

It can be argued that standard mar-
ket practice in any project financ-
ing is that the seller has the right

to assign the Agreement by way

of security in favour of the lenders.
The investors commented that the
Serbian model PPA should make

it clear that this remedy is permis-
sible.

Also, the dispute resolution clauses
were also a focus of recent debate
and many commented that they
are not in line with market stand-
ards. Specifically, these clauses
permit forum shopping between
arbitration in France and Serbia. The
argument here was that parties to
the PPA need assurance on which
jurisdiction the parties may submit
a dispute; most of them were clear
that foreign arbitration is preferable.
Considering that promissory notes
(envisaged in the model PPA) are
not standard practice in the context
of project financing, investors
argued that the form of payment
guarantee should be limited to an
irrevocable government guarantee
or letter of credit/bank guarantee
from an international bank with an
acceptable rating. The duration and
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amount of the proposed security is
also of concern to lenders.

Lenders also continue to be con-
cerned by currency risk and the fact
that the date of conversion is car-
ried out on the date of the payment
and not on the date of invoicing
thereby leading to foreign ex-
change risk during the intervening
15 day payment period (or longer,
in cases of delayed payments).
Furthermore, as stated above, it is
standard that termination events
are clearly defined and the cir-
cumstances under which either
party can terminate must be clearly
identified. The lenders would also
consider that these circumstances
should include revocation of the
generation licence, repudiation, in-
solvency and default of either party.
In this regard, lenders reasoned
that the cure periods should also
be quantified and expressly identify
remedies which could include
termination payments.

Finally, it is worth mentioning the
proposals that, in the case of wind
and solar projects, the incentive
mechanism should clarify that the
seller would be able to obtain the
final privileged power producer
status even in circumstances where,
for any reason, the installed capac-
ity of the facility is less than the
originally anticipated capacity. This
would most certainly give extra
security to investors and lenders.

Future tendencies

The Ministry of Energy previously
announced changes in the regula-
tory framework in the renewables
sector by the end of 2013, and
hopefully, this will lead to more
bankable model Power Purchase
Agreements.

Further changes to the Energy

Law are expected in the following
months of 2013, in the direction of
harmonisation of Serbian legislation
with the EU 3 Energy Package. The

implementation of these changes
should enable legislators and the
Ministry to produce and hopefully
enact more bankable PPAs. Most of
the comments and proposals men-
tioned above have been presented
to policy makers and investors can
hope for implementation of some
of them in the future.

As a final note, it is yet to be seen
how this will affect the develop-
ment of new green projects and
whether Serbia will be able to reach
its targets for green energy in gross
consumption by 2020 (from the
current 21% to 27%) with the cur-
rent system of incentives and the
new model agreements. The focus
of the authorities in the past few
years gives us the right to be opti-
mistic and to hope that the need
for more bankable PPA will be rec-
ognised, enabling a tangible rise in
the volume of renewable projects
in Serbia and further development
of the energy sector in general.
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From German to European Elections

You may not able to win an election on energy issues, but you can surely loose it. That is what Angela
Merkel may have thought when, immediately after the Fukushima incident and a few days before
regional elections in Baden-Wirttemberg, she announced her sudden intention to abandon nuclear
energy. The turn-about was not preceded by any serious impact assessment of the financial and
technical consequences but, for the sake of democracy, was not contested. Remember: The merit of
Chancellor Kohl had been to seize the opportunity of German unification without bothering about
calculating the financial consequences.

Mrs Merkel’s move came to late to impede the ecologists to win in Baden-Wirttemberg where for
the first time in German history a member of the Green Party be came prime minister. But she
succeeded in undermining the Greens - who had started as an antinuclear movement — from their
raison d’étre. In the national polls in September 2013 the Greens fell from 11 to 8% and Merkel’s
party surged from 34 to 42% - falling nevertheless short of the necessary majority in Parliament. Mrs
Merkel has to look for a partner — or the Social Democrats or the Greens - to form a government -
and to distribute the competence for energy between the Minister of economic affairs defending the
concerns of industry and the Minister of Environment fighting climate change. The coalition will
also decide which party should provide a candidate for the European Commission to be nominated in
2014.

That may be more difficult than in the past because the next Commission will be chosen under

the new rules of the Lisbon Treaty. When proposing a Commission president to be elected by
Parliament, the European Council has “to take account” of the result of the elections to the EP. In
this perspective, parties have made an agreement that each should present a candidate for the job of
Commission President, mimicking national elections where the leader of the winning party becomes
prime minister.

Observers predict that Martin Schulz will head the Socialist list, although Jacques Delors has
proposed his former head of cabinet Pascal Lamy. The Liberals may put forward Guy Verhofstadt,
and the Greens José Bové. Within the centre-right European People’s Party Michel Barnier seems

to have the best chances, although European Commissioner Viviane Reding and Swedish prime
minister John Fredrik Reinfeldt are also mentioned - and even Herman Van Rompuy, feeding

hopes of a change in the Lisbon Treaty which would allow the presidency of the European Council

to be merged with the presidency of the Commission. At present, Frenchman Barnier is European
Commissioner for the internal market and services while Schulz from Germany is president of the
European Parliament. If either will win the European polls in May he will provoke some headaches at
home. In Germany, conservative Merkel would have to “send” a Socialist, whose party, in turn, would
loose one ministerial job in the government. In France, Socialist Hollande would have to “support”

a Conservative from the opposition (although Barnier and his enthusiasm to regulate the financial
industry sometimes seem more to the left than French socialists). And both would have to end the
incestuous tradition that the Commission president is chosen among national prime ministers.
Imagine the result of the European elections to be similar to the German elections: The People’s
Party heads the polls but fails to get the necessary majority to make the Parliament vote for its
candidate. The Socialists and the Liberals try to form a coalition but do not succeed in agreeing on
an alternative candidate; to hide their failure they announce that they will never accept Barnier.

The European Council seizes the opportunity to state that there is no clear result of the European
elections to be taken account of and, after the usual bargaining, agrees upon a candidate who appeals
to some and does not disturb the others too much. That is where Barroso, Tusk, and Van Rompuy
may reappear on the scene.

As important as human actors and faces may be, the voters should decide according to the
substantive issues at stake. Your European Energy Journal will compare, in April 2014, the energy
programs of all parties.
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