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ABOUT THE ENERGY CHARTER

The Energy Charter Secretariat is the permanent office based in Brussels supporting the Energy Charter Conference in
the implementation of the Energy Charter Treaty.

The Energy Charter Treaty and the Energy Charter Protocol on Energy Efficiency and Related Environmental Aspects
were signed in December 1994 and entered into force in April 1998.To date, the Treaty has been signed or acceded to
by fifty-two states, the European Union and Euratom (the total number of its members is therefore fifty-four).

The fundamental aim of the Energy Charter Treaty is to strengthen the rule of law on energy issues, by creating a level
playing field of rules to be observed by all participating governments, thus by mitigating risks associated with energy-
related investment and trade.

Ina world of increasing interdependence between net exporters of energy and net importers, it is widely recognised
that multilateral rules can provide a more balanced and efficient framework for international cooperation than is
offered by bilateral agreements alone or by non-legislative instruments. The Energy Charter Treaty therefore plays an
important role as part of an international effort to build a legal foundation for energy security, based on the principles
of open, competitive markets and sustainable development.

The Treaty was developed on the basis of the 1991 European Energy Charter. Whereas the latter document was drawn
up as a declaration of political intent to promote energy cooperation, the Energy Charter Treaty is a legally binding
multilateral instrument. Since May 2015, the Energy Charter Treaty has a new political foundation reflecting today
energy challenges: the International Energy Charter.
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Foreword

Northeast Asia requires more economic integration as most of its nations are experiencing an
economic boom as well as a growing need in energy resources. The region has a huge potential
in attracting foreign investment to promote energy production in a sustainable manner. Mongolia
promotes greater regional cooperation through the grand vision of Gobitec and the Asian Super
Grid, namely the future production of clean energy from renewable energy sources in the Gobi
Desert and to deliver the produced energy to regions with a demand of electricity through an Asian
Super Grid, aimed at connecting Mongolia, the People’ Republic of China, the Republic of Korea,
Japan and Russian Federation.

It is important to note that Mongolia, China, the Republic of Korea and Japan were among the 75
countries that adopted the International Energy Charter (IEC) on 20-21 May 2015 in The Hague.
Russia will be welcome to join anytime. Northeast Asian countries’ participation in the Energy
Charter process is an important factor in promoting the ideas of Gobitec and Asian Super Grid. By
embracing the principles of the IEC, Northeast Asian countries express their willingness to be part
of a global and regional energy governance architecture based on the principles of openness and
non-discrimination in the energy markets.

The new IEC maps out common principles for international energy cooperation. It is a declaration of
political intention that brings together countries from all continents by recognising the importance
of energy security of producing, transit and consuming countries, as well as universal access to
modern energy services. The IEC gives an updated political foundation to the Energy Charter Treaty
(ECT).The ECTisaunique multilateral legal framework covering the areas of trade, transit, investment
and energy efficiency. It is the first attempt to strengthen the rule of law at international level. The
principles and rules of the IEC and ECT are there to accompany the increasing globalisation of the
energy sector.

The European Union (EU) is contracting party to the ECT and has signed the [EC. At the same time, the
EU has developed its own internal energy market, which is fully in line with the principles of the ECT.
The EU energy model consists of secondary legislation liberalisation and harmonising the internal
electricity market. It has its own specific regulatory authorities and enforcement mechanism. The
EU is based on a supranational system that is the result of many decades of economic and political
integration.

This study demonstrates that the ECT and the IEC are suitable legal and political foundations for
energy cooperation in Northeast Asia. At the same time, the active participation in the Energy
Charter process can channel the lessons learnt in the realisation of the EU internal electricity market
and its pragmatic solutions. Generally, the EU specific arrangements have a high impact on the
structure of national energy markets. On the other hand, the broad concept of national sovereignty
under the ECT and the IEC makes it possible that Northeast Asian countries benefit from pragmatic
solutions experienced in other regions such as the EU and may start collaborating on cross-border
issues while keeping full autonomy on the national energy strategies, targets and regulation.

The results of the performed study lead to the policy conclusions and recommendations that
the IEC and ECT are valuable confidence-building intergovernmental frameworks to start sharing
principles and rules on cross-border trade and investments. They will also put the region on track to
realise the vision of the Gobitec and Asian Super Grid, which will deliver energy security, economic
growth and environmental protection.

Urban Rusnak

Secretary General
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Executive Summary

For over fifteen years the energy sector has been experiencing a process of reorganisation and
substantial transformation, which needs to be supported by common principles and rules.
In this context, the Energy Charter Treaty (ECT) contributes to creating an international level
playing field in world energy legislation, especially in consideration of the legal protection the
ECT provides to foreign investment in energy-related projects and to the trading of energy.

Universal principles and rules usually emerge in a particular period of time and in a given area,
and then spread across the world thanks to their inherent properties. Such is the case of the
Energy Charter, which was launched in 1991 after the fall of the Berlin Wall as an opportunity
for long-term and stable cooperation between Western and Eastern European countries. The
geographical scope of the ECT has been mostly Eurasian. Today, the universal character of the
Energy Charter principles and rules is undeniable, since regulatory stability and predictability
are not the needs of a particular region or country, but a major global concern. This is why a
new International Energy Charter reflecting today’s global energy challenges and objectives
was adopted in The Hague, Netherlands, in May 2015.

The connections between the ECT and the European Union (EU) internal electricity market,
and the implications for Northeast Asian countries, underline the importance of global
regulatory governance and the exchange of experiences between regions and countries, in
order to learn from previous lessons and to avoid mistakes. All countries across the world are
facing energy market reforms and dealing with the same objectives of energy security, open
markets and sustainability. The ECT may channel energy regulatory experiences across the
world in an attempt to converge on a minimum set of principles and rules, regardless of the
pace and depth of market reform freely decided by each country and region.

The study entitled The role of the Energy Charter Treaty in fostering regional market integration:
Lessons learnt from the EU and their implications for Northeast Asia'confirms the essential
contribution of the ECT as a legal umbrella for global energy cooperation. The study focuses
on the electricity sector, given its importance in the transition to a sustainable energy model
and the increased use of renewable energy sources to produce electricity.

Chapter 1 presents the ECT as a unique multilateral legal agreement in the energy sector.
The chapter builds on common principles for international cooperation and seeks to address
expansion and outreach in countries and regions worldwide. Chapters 2 and 3 deal with the
EU internal electricity market. The EU is a member of the ECT. At the same time the EU has
developed a process of regional energy integration on the basis of specific EU treaties for
economic and political integration, all perfectly in harmony with the international principles
of the ECT. Chapter 4 focuses on Northeast Asian countries from the perspective of the ECT,
as it would enhance national market reform and pave the way for regional cooperation in the
electricity sector. It also underlines the importance of Gobitec and the Asian Super Grid project
for the economic development of Northeast Asian countries, which would not only benefit
from increased economic cooperation and security of supply but also from a significant
increase in renewable energy sources.

The EU internal electricity market is a prominent case of regional integration. The two pillars of
the ECT, namely investment and cross-border trade, have been the subject of extensive and
detailed regulatory developments within the EU. The study analyses cross-border electricity
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trade in the EU, where the original transit regime was replaced by a homogeneous system of
network access to the entire regional network, finally leading to the development of cross-
border network codes. This illustrates the stringency of EU measures, which go beyond ECT
requirements. In fact the ECT does not impose third party access and instead provides a transit
regime.

Moreover, the study refers to some of the mostimportant instruments for physically integrating
the EU internal electricity market, such as the European Network of Transmission System
Operators for Electricity (ENTSO-E), including its ten-year network development plan (TYNDP),
the trans-European networks for energy and the creation of a competitive internal energy
market. All these measures contribute to the promotion of investments within the EU.

Several lessons, both negative and positive, can be drawn from the EU experience. Over the
past 20 years of the construction of the EU internal electricity market, some member states
have regularly shown signs of reluctance, hesitation and even opposition with regard to such
market integration. This for example was the case when it came to agreeing on common
rules for market liberalisation, cross-border electricity trade, and ensuring fair and equitable
treatment of investors. The EU regional experience of energy cooperation points to the
importance of pragmatic solutions such as the creation of power exchanges and regional
initiatives of transmission system operators, and innovative infrastructure projects such as the
North Seas Countries' Offshore Grid and the European Super Grid. These arrangements could
be gradually applied in other regions, such as Northeast Asia.

The study then looks into the national energy market reform in Northeast Asian countries
and refers to two important regional initiatives, Gobitec and the Asian Super Grid. Gobitec
calls for significant amounts of renewable energy sources to be deployed in Northeast Asia, in
particular in the Gobi desert. The objective of the Asian Super Grid is to facilitate cross-border
energy trade and investments among interested countries, particularly China, Japan, Republic
of Korea, Mongolia and Russia. The study also considers the implications and benefits from the
EU regional experience and the ECT global framework for Northeast Asia.

The study concludes that the ECT would be a suitable legal foundation for cooperation
among Northeast Asia countries. Regional electricity integration first requires a common legal
framework, followed by detailed secondary legislation and regulation. It is essential that there is
a strong political will for steady and long-term cooperation between all countries involved. The
ECT will not be the only or final legal instrument to integrate all aspects of electricity markets
of Northeast Asia, but it will certainly be a necessary mechanism for sharing a minimum set of
principles and rules for energy cooperation and providing all investors and interested parties
with a stable legal framework.

Although general energy market principles and rules are universal, their implementation takes
placeatalocalorregionallevelinline with state sovereignty andthe nationalinstitutional system.
As the specific EU model cannot apply in Northeast Asia, the ECT, as an intergovernmental
agreement based on the unanimity rule, is well equipped to provide a common framework
for energy market cooperation in Northeast Asia. A first step in that direction is to share the
principles of the 2015 International Energy Charter.

(O]
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Introduction

During the World Energy Council (WEC) meeting in Daegu in October 2013, South Korean
President Park Geun Hye stated that international cooperation was the key to meeting global
energy challenges. The energy sector faces the same trilemma across the world, namely how
to find trade-offs between energy security, social equity, and environmental impact mitigation.
President Geun Hye stressed the need to explore new initiatives for energy cooperation in
Northeast Asia, where there is a mix of heavy consumption countries and others with large
energy supply reserves. She suggested that the Energy Charter Treaty (ECT), a legal framework
that was developed in Western and Eastern Europe in the 1990s, could also promote energy
cooperation in Northeast Asia.!

This study aims to explore in detail the meaning and implications of President GeunHye’s
statements at the 2013 WEC. There are three main aspects to be considered: first, the ECT as
a global legal framework for international energy relations; second, the EU as an outstanding
example of regional market integration, including the difficulties and lessons learnt; and third,
the implications of both the ECT global framework and the EU regional regulatory experience
for Northeast Asia.

The Treaty creates an economic alliance between countries with different cultural, economic,
and legal backgrounds, but all united in their commitment to achieve energy security through
open and sustainable markets. Diversified sources of imports and exports need cross-border
investments, trade and transit. The ECT addresses these priority tasks through multilateral
cooperation.

The ECT is an intergovernmental agreement covering all energy sources, products and
activities with no geographical restrictions. Therefore the ECT is equipped to expand beyond
its traditional borders and cover energy cooperation in Northeast Asian countries. It would be
the basis for energy trade and help to mobilise the necessary investments to develop energy
infrastructure, including regional power grids, gas pipe networks and oil pipelines.

The ECT, adopted in 1994 and in force since 1998, establishes a legal framework for promoting
ong-term cooperation in the energy field based on complementarities and mutual benefits for
its members. This is in line with the objectives and principles of the Energy Charter of 1991, the
political declaration which paved the way for the ECT and which is updated and reinforced in
the new International Energy Charter of 2015.

Although the Energy Charter was a EU initiative, it has long since taken on a wider geographical
dimension, reflecting a tendency towards a unified Eurasian energy market. Russia and the five
states of Central Asia (Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, Uzbekistan), Australia,
and Japan are all founding signatories to the ECT, and Mongolia joined in 1999. China is an
observer member and participates actively in the activities of the Energy Charter Secretariat
in Brussels.

Countries from all continents are invited to adopt the new International Energy Charter of 2015.
In a context of increasing globalisation and interdependence between energy exporters and
importers, the importance of a multilateral framework for international cooperation is renewed.

"World Energy Council,"South Korean President promotes international energy cooperation;, 13 October 2013, available at: http://www.worldenergy.org/news-and-
media/news/south-korean-president-promotes-international-energy-cooperation/.
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All countries across the world should have a common approach to and understanding of the
energy sector. This is one of the main objectives of the 2015 International Energy Charter.

This study considers the electricity sector and the consequences of substantial deployment
of renewable energy sources in terms of the reinforcement and construction of transmission
infrastructure and interconnections in Northeast Asia, particularly in, China, Japan, Mongolia,
Russia and Korea. The Northeast Asian regional market builds on a common vision, Gobitec,
consisting of the deployment of renewable energy sources in the Gobi desert, and the
development of an Asian Super Grid as the backbone of regional electricity integration.
This study explains and demonstrates how the regional electricity integration of Northeast
Asia, promoted by the vision of Gobitec and the Asian Super Grid, may benefit from the
ECTinternational legal framework and the EUregional experience.

Whereasthe ECT provides a basic framework for international relations, the EU has undertaken
a comprehensive reform of national domestic markets, leading to a single market. Aregional
electricity market in Northeast Asia may build on the basis of the ECT and follow an
intergovernmental approach, according to which governments are free to restructure the
national industry or otherwise. The principles and rules of the ECT legally link countries across
a region and regions across the world.

The study looks first into the ECT as a framewaork for intergovernmental cooperation. Second, it
focuses on the supranational approach of the EU regional internal electricity market. Third, the
study draws some lessons from the EU regional experience. Fourth, the relevance of the ECT
framework and the EU experience to Northeast Asia are presented.
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Chapter 1. The ECTas a global legal framework

The ECT contributes toan international level playing field by covering all forms of energy
cooperation simultaneously, namely investment, trade, transit and energy efficiency. It also
confirms the principle of national sovereignty over energy resources. The Treaty applies to all
energy forms (oil, gas, electricity, nuclear, renewables) and to all stages of the supply chain
(resources, production, transport, trade, consumption, energy efficiency). Any substantial
(additional norms) and geographical developments (new members) require unanimity.
Although this confidence-building provision may slow down the process, it also guarantees
itsinternal coherence and the global vocation of the ECT. This Chapter looks at the principles
inspiring the ECT, and then at the legal provisions of the ECT that embody the concept of the
rule of law in the energy sector. Finally, it describes the global dimension of the ECT and the
new International Energy Charter of 2015.

1.1 The origins of the Energy Charter

Energy is not only a commodity to be traded on international and regional markets; it is
also the fuel which drivescountries and economies. Neither is it solelya driver ofindustrial
operationsorcompanies' provision of utility services; energy is the largest source of exports
and foreign investment for several countries where economies are strongly dependent on
extractive industries. Consuming, producing and transit energy countrieshave particular
interests and priorities and, though these might diverge, their reliance on energy sources leads
tothe finding of common ground, which allows investments and trade to happen, fosteringthe
prosperity ofall countries concerned.

In the early 1990s, the end of the Cold War was a turning point in that opposition of economic
ideas and interests waned, and the energy sector appeared as the pathwaytoconvergence
and cooperation. An initiative from the Netherlands, which was immediately adoptedby the
EU, focused on the need of the former Soviet Republics to receive investments to help them
develop their economies from the exploitation of their natural resources, recognising at the
same time national sovereignty over these resources and providing legal certainty for foreign
investors. EU and Eastern nations were not the only ones interested in this process;others such
as Canada, the United States, Japan andAustralia, to name a few, have beeninvolved sincethe
beginning of this consensus.

The process of negotiations and agreements dealt with a broad range of topics such as the use
and transportation of oil, natural gas transmission via high-pressure pipelines, nuclear energy
improvements, mining and clean coal energies, among others. The political context facilitated
the approach to long-term energy cooperation on the basis of market principles and a balance
of producers'and consumers'interests in energy security. The conciliation of interests led the
negotiating countries to agree on a political declaration called the European Energy Charter,
also known as the Energy Charter, whereby the principles for energy development were set at
a conference in The Hague inDecember 1991.

The Energy Charter defined general objectives from a common desire to improve energy
security and maximise the efficiency of production, conversion, transport and distribution and
use of energy, to enhance safety and minimise environmental impacts. These objectives, still
applicable today, are listed below.
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- The development of energy trade under multilateral agreements such as the WTO and the
nuclear anti-proliferation obligations: the fields covered are open and competitive markets
for energy products, materials and equipment, access to energy resources and access to
local and international markets, the removal of technical and administrative barriers in
energy trade, and the promotion of interconnection of energy transport infrastructure.

- Cooperation in the energy field: coordination of energy policies, mutual access to technical
and economic data, formulation of transparent legal frameworks, harmonisation of safety
principles and guidelines.

- Energy efficiency and environmental protection: creation of mechanisms and conditions
to use energy as economically and efficiently as possible; promotion of the energy mix
designed to minimise negative environmental consequences.

These objectives are to be implemented, with full respect paid to state sovereignty over energy
resources, through coordinated actions in the following fields.

- Access and development of energy resources thanks to transparent and clear regulations.
- Access to local and international markets for energy products.

- Liberalisation of trade in energy and removal of barriers to trade according to the WTO
standards.

- Promotion and protection of investment in conformity with relevant international laws.

- Energy efficiency and environmental protection through market-oriented price formations,
which include the environmental costs and benefits.

- Education and training.

Finally, the signatory countries also made specific agreements on cooperation for specific
areas.

« Prospection, production and use of natural gas, interconnection of gas networks.
« Nuclear fuel cycle, including improvements in safety.

- Modernisation of power stations, interconnection of power networks and transmission of
electricity via high-power lines.

- Development of renewable resources.
- Coal cycle and clean coal technologies.

Therefore, the Energy Charter established principles and political grounds so the West and the
East could hold common views and share complementary needs in relation toenergy. Specific
areas such as trade, investment, transport, energy efficiency and sovereignty over natural
resources were agreed during the drafting of the Energy Charter, creating a common space for
further developments.

1.2 The common rules of the ECT

The Energy Charter was an outstanding political declaration of principles, an initial step that
required more concrete developments to create the certainty and legal security required by
investors and markets. The political declaration paved the way fora binding document, creating
a solid base for a legal international agreement with mutual benefits. It was clear that for some
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signatory states the logicalstep forward was the creation of an international instrument that
could be enforcedto apply compromises made onthe development of energy markets.

On 17 December 1994 the ECT was signed. Today it includes 54 members. Five signatories
did not ratify the Treaty: Australia, Belarus, Iceland, Norway and Russia. In 2009, Russia
declared that it would put an end to its provisional application of the ECT, meaning the end
of its legal status vis-a-vis the ECT. On the other hand, the other countries that had signed
the 1991 Energy Charter but not the ECT remained as observers of the Energy Charter
process. Regional and international organisations are also observers by invitation, such as
the Association of Southeast Asian Nations (ASEAN), the Black Sea Economic Cooperation
(BSEQ), the European Bank for Reconstruction and Development (EBRD), the International
Energy Agency (IEA), the Organisation for Economic Co-operation and Development
(OECD), the United Nations Economic Commission for Europe (UNECE), the World Bank, and
the World Trade Organization (WTO).

The process of the Energy Charter consists of the implementation of the principles and rules
of the 1991 Energy Charter and 1994 ECT by contracting parties and observers, including the
policy orientation and governance of the ministerial conference, assisted by a secretariat based
in Brussels, and working groups covering strategy issues, investments, trade, transit, energy
efficiency and legal issues.

The ECT is a milestone in the energy sector at international level. It is a unique multilateral
agreement on energy affairs with binding rules, applicable inits signatory countries. These
rules materialise the principles agreed at the Energy Charter. The following sections will explain
how the main areas covered in the political declaration of 1991 were developed in binding
rulesin 1994.

1.2.1 Investments

Two of the main features of energy business and projects are the long-term and risk investments
required to make a project work. Therefore, the confidence and security of companies, banks,
and stakeholders are key inmoving an energy project from paper to reality. A legal regime that
provides certainty for the investment is not only in the interest of the investor, but also in the
interest of the host country. For natural resource-rich countries, investing in extractive industry
has been perceived as an engine for the development of the economy and society. That was
also the case in the ECT. Natural resources and subsequent investments were perceived as the
common economic link between producing, consuming and transit countries.

In order to promote investments, signatory states musttake steps towards the formulation
of a stable and transparent legal framework creating conditions for development of energy
resources, in accordance with therelevant international rules. It is important that signatory
states sign and ratify international instruments that protect investment and use international
warranty mechanisms. If the framework is the same in a region, this projection could make use
of economies of scale to create a regional development that benefits not only one signatory
state but also the entire area.

The key points of development of investment protection under the ECT are as below.

- Definition of investment, economic activity, materials and products. All investments related
to an economic activity on the energy sector are covered by the concept of investment.
The concept is quite broad and includes any assets owned or controlled by an investor. This
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definition includes tangible and intangible, movable and immovable property, as well as
shares, stock, bonds or any other debt, claims for money, intellectual property, returns or any
right conferred by law, contract or licence. The definition of economic activity includes any
activity concerning the exploration, exploitation, extraction, refining, production, storage,
land transport, transmission, distribution, trade, marketing or sale of any products. Energy
materials and products are listed in a respective Annex of the Treaty and include nuclear
material, petroleum, natural gas, petroleum products, coal and electrical energy. Therefore all
activities related to energy are promoted and protected under the ECT, providing a specific
set of rules for the investor and the host country to foster development of energy projects.

- Equal treatment of foreign investors. It is very important for investors to know how they
will be treated by the governmental, judicial and legislative authorities of the host state.
Therefore the fairness and equality ofthe treatment that a local and a foreign investor may
receive from the authorities is key to the decision whether to invest or not in a particular
region or country. Under the ECT, the protection against discrimination is addressed under
the obligation of contracting parties to treat any activity of a foreign investor, including
management, maintenance, use, enjoyment or disposal, at least as favourablyas the
way they treat investment of their own nationals or investors from other countries. The
mentioned treatment has two exceptions: 1) according to international practice, the
principle of non-discrimination does not apply to taxation affairs; 2) intellectual property
rights are governed according to international agreements.

- Another issue that needs to be clarified under the ECT is the moment from which non-
discriminatory treatment begins to be applicable. The legally binding obligation to use the
principle of non-discrimination applies in the post-establishment phase. This means that
the investor will be treated the same as a national, and any other foreign investor, once the
investment has been made. However, the treaty includes other“soft law” provisions for the
“pre-establishment” phase, under which the contracting parties shall make efforts not to
introduce any barriers for foreign investors when making an investment and progressively
reduce the remaining restrictions.

- Expropriation. A key requirementfor investors is a clear picture of what would happen tothe
investment if the government of the host state decidedto expropriate it. This is particularly
important in the case of energy projects, whichmay have a payback time of 20 yearsor
more. Therefore, a clear set of rules for the case when thegovernment decides to take
over ownership of aninvestment are essentialto provide certainty to foreign investors. In
this context the ECT establishes that expropriation is valid only under certain conditions.
The expropriation needs to be in thepublic interest, non-discriminatory, carried out under
due process of law and accompanied by the payment of prompt, adequate and effective
compensation for its effects.

- Transfer of payments. The investor may face certain risks connected to the legal, regulatory
or factual impossibility ofrepatriating the profit from the investment to his/her own
country. These situationsmay occur in countries with high inflation or barriers tocurrency
exchange. The ECT has established that its contracting parties must proceed with the
transfer of capital without any delay at the market rate of exchange on a freely convertible
currency. As an exception to the rule,contracting parties may protect the rights of creditors
according to the equitable, non-discriminatory, and good faith application of its laws and
regulations.
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- Key personnel. In some cases host governments include obligations for investors to hire
personnel from the host country. The ECT establishes the opportunity for its contracting
parties and its investors to hire key personnel of their choice, disregarding their nationality,
as long as they comply with any work and residence permits.

1.2.2 Trade

The first objective described in the 1991 Energy Charter clearly states that the signatorieswill
take action in the development of trade in energy consistent with major relevant multilateral
agreements such as GATT (General Agreement on Tariffs and Trade). This objective can
be achieved, inter alia, by an open and competitive market for energy products, materials,
equipment, and services, as well as byremoval of technical, administrative and other barriers
to trade in energy and associated equipment, technologies, and energy-related services.
Furthermore, the promotion of the interconnection of energy transport and infrastructure is
also a way to encourage trade in the energy sector.

The objective of the ECT Trade Regime is to forge open and non-discriminatory energy
markets through the Energy Charter Process. The desired outcome of this process is to create a
stable, predictable, and non-discriminatory regime for all energy-related trade between all ECT
contracting parties. The framework is based on the rules of the multilateral trading system as it
was first embodied in the General Agreement on Tariffs and Trade of 1947 (GATT 1947) — when
the ECT was negotiated between 1991 and 1994 — and now in the Agreements of the World
Trade Organization (WTO Agreements).

The purpose of the ECT trade regime is to extend the benefits, and also the obligations, of
WTO membership to the energy sector of those ECT contracting parties who are not yet in
the WTO. In practice this extension means that trade in the energy sector is treated as if all
were members of the WTO. To achieve this, the ECT incorporated those rules of GATT that
are relevant to the energy sector. The original set of ECT trade rules was drafted before the
WTO entered into force. The Energy Charter Trade Amendment, adopted on 24 April 1998,
three years after the entry into force of the WTO Agreement, takes account of the relevant
changes in the multilateral trade rules resulting from the Uruguay Round and the creation
of the WTO.

In addition to this technical adaptation from GATT to WTO-based trade regime, the applicability
of ECT trade rules was extended from the initial energy materials and products to energy-
related equipment. The third new element introduced by the Trade Amendment was the
possibility for the Energy Charter Conference progressively to replace the soft law customs
tariff pledges by a binding customs duty standstill regime.

The other key part of the trade provisions of the ECT is the trade-related investment measures,
understood as the measures that an investor must take as a condition ofinvesting in the
country or obtaining an advantage. The absence of the obligation for foreign investors to
purchase goods from local companies or suppliers, as well as the obligation to obtain specific
volumes or values from local suppliers, is the extension of equal treatment for trade affairs.
Forcing a company to import any type of product is also a violation of the key principle of
equal treatment applied to trade measures.
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1.2.3 Transit

Transit is another pillar of the Energy Charter. The relation between the producing country,
the importing country, and a transit country has been a key factor in the development of the
energy sector among the constituency of the ECT.

In this case, the root of any transport international declaration or treaty is also GATT. As with
trade, the Energy Charter has included provisions of international trade agreements, making it
more specific regardingthe energy sector. The ECT develops the principles of transit of goods
that have been agreed under GATT and later on the WTO. However, there have been some
developmentswhereby the ECT is called a GATT+ kind of treaty. First, the ECT has developed
a specific instrument for transit of energy materials and products. In addition, transit is more
relevantto the energy sector.For instance, under GATT one of the transit contracting parties
crosses the territories of other signatory countries. In the ECT this is not the only option, as it
is also possible to have three parties: one the sender of the goods, another as theimporting
party and a third one as the transit party. This is specific to the reality and infrastructure of the
energy sector. Another difference is the importance of the ECT for the continuity of transit and
supply of energy, making the difference between ordinary commercial transit conceptsand
energy transit.

The objective of the transit regime is to promote the development and interconnection of
energy transport infrastructure by facilitating access to transport infrastructure for international
transit purposes, in accordance with the objectives of the Energy Charter.Transit of energy
products through national territories is essential for the liberalisation of trade in energy, and
therefore it should take place in sound economic and environmental conditions.

Under the ECT, the transit of energy goods and products must be performed under the
principle of free transit without any distinction as tothe origin, destination or nationality of
its owners. There cannot be any type of discrimination through price, delays, charges, or
unjustified restrictions.

In addition, the contracting parties agree to coordinate the modernisation of infrastructure,
develop new infrastructure, adopt measures that decrease the interruption of supply of energy
products and materials, and facilitate the interconnection of the transportation infrastructure.

Another interesting disposition mentions that in the case of a dispute no member caninterrupt
the flow of energy goods before the parties concerned reach an agreement, unless this is
clearly stated in the contract between them. In addition, the Treaty establishes a mediation
procedure to allow the countries to reach an agreement before any conflict escalates.

1.2.4 Dispute resolution

It appeared clear at the time the 1994 ECT was negotiated that all the objectives and
values regardingfree markets, liberalisation, equal treatment, and the protection of national
sovereignty over national resources would need a way to make them applicable and
enforceable if a binding document existed.

The ECT establisheda two-sided dispute resolution system, one for state-state arbitration
and another for investor-state arbitration. The latter system establishes different steps for
investors and states to proceed with the resolution of disputes. This system includes prior
consultations, the choicebetween international and domestic dispute settlement and also
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different arbitration forums such as the International Centre for Settlement of Disputes (ICSID),
the United Nations Commission on International Trade Law (UNCITRAL),and the Stockholm
Chamber of Commerce (SCC).

In any case the arbitration will be decided under the provisions of the Treaty andthe principles
of international law, and it will be binding. It is also important to mention that the Treaty
establishes that any party may request the arbitration to take place in a state that is part of the
United Nations Convention on the Recognition and Enforcement of Foreign Arbitral Awards
of 1958. In the case of state-state disputes, controversy may arise about the application of the
Treaty, an event in which the only rules applicable are those of UNCITRAL.

The Treaty also includes dispute resolution in other areas. In the case of trade, it offers a panel
model when there is a dispute between signatory countries and at least one is not part of
WTO. In the case of transit disputes, the Treaty offers the possibility of invokinga conciliation
mechanism. In this case, if no agreement is reached, the appointed conciliator defines interim
conditions to be observed until the dispute has been resolved.?

1.2.5 National sovereignty

The ECT does not limit or contradict the self-determination of apeople and its government
to decide how to proceed on the development of the natural resources policy. The Energy
Charter does not limit the definition of national energy policies and strategies in any way.

TheTreaty explicitly respects its signatory states'sovereignty over energy resources. Itis also very
clear on the purpose of fostering conditions for commercial development of natural resources
that are not contrary to the sovereignty of the state over its resources or the ownership regime
that every country has designed for the management of its natural resources.

In the same vein, and as a complementary disposition, the Treaty states that sovereign states
have the right to determine which areas of their territory will be open for exploration and
production of natural resources, the pace at which such development will occur, and the
participation of the state in this development. Contracting parties enjoy also full competence
to regulate the taxation and environmental regime.

The document sends a clear message: even though some principles and rules are agreed
under the ECT, this commitment does not harm the autonomy and sovereignty of a state to
manage and regulate its natural resources and its economic development.

On the other hand, the Treaty allows measures that are necessary for the protection of
human, animal or plant life or health, as well as emergency shortage situations, and also
benefit investors who are indigenous or socially and economically disadvantaged. Measures
exempted under the Treaty must not be arbitrary and discriminatory. In addition, the use of
most favoured nation treatment could be relaxed for members of a free trade area or customs
union. The rules regarding compensation for losses, expropriation, interim provisions, and
trade-related affairs cannot be subject to any type of exception.

? Alist of known investor-state dispute settlement cases, available at: http://www.encharter.org/index.php?id=213.
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1.2.6 Energy efficiency

The efficient use of energy is oneof the key principles that were agreed in the Energy Charter.
The understanding of the need to find mechanisms and conditions to make the use of energy
more efficient and also economically viable were included. The definition of prices determined
by market forces and the cost of production, the coordination of energy policies, and the
promotion of renewable sources of energy were agreed by the signatory parties of the Energy
Charter.

However, the agreement was reached in the 1991 political declaration, and no legally binding
development under the ECT was signed in 1994. Nonetheless, a new protocol was negotiated
among the parties, and it entered into force at the same time as the Treaty was ratified by
the contracting parties in 1998. The Protocol on Energy Efficiency and Related Environmental
Aspects (PEEREA) was a consensual decision of the signatory countries, approaching the issue
of energy efficiency as a policy, within the context of coordination with other states.

The mentioned Protocol establishes objectives such as the promotion of the principles of
energy efficiency according to sustainable development, the creation of frameworks that
persuade the producers and consumers of energy to use it as effectively andeconomically as
possible, especially through the creation of efficient energy markets with pricing mechanisms
that reflect the real costs and environmental impacts. It also establishes key principles to be
followed by the signatory states regarding the formulation anddevelopment of policies and
activities related toenergy efficiency, the definition of short- and long-term measures to adjust
the energy cycle to the energy efficiency policies, and the promotion of cooperation within
public offices and private actors towards the achievement of energy efficiency goals. The
Protocol develops coordination measures for public offices of the contracting Parties. It also
establishes the need for promaotion of financial measures to be adopted by the member states
for the funding of these measures of energy efficiency.

As a concrete step towards these goals, each state agrees to design, implement and revise
an energy efficiency plan, which must adapt to circumstances. These programmes may
include the evaluation of any measure, its impact on the economy as well as the energy and
environmental sectors, the preparation of energy balances and data bases, and support forco-
generation programmes to increase the heating efficiency ofneighbourhoods, buildings, and
industry.

1.2.7 Soft law

The concept of soft law means that Treaty provisions do not bind any of the signatories, but
establish best endeavour commitments on their part. The 1991 European Energy Charter
did not create any type of law, whether soft or hard. It only ensured the agreement of some
principles towards the development of energy markets between consuming, producing and
transit countries.

As regards the ECT, it is important to notethat it is a complete and comprehensive document
which is entirely binding and has applicability as an international instrument. However, not
every disposition included in the document establishes a concrete right or obligation for the
parties; it rather contains many articles that have been drafted under the 'best endeavours’
formula, whereby a country must makeeveryeffort to meetan objective but not to comply
with a specific condition.
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As mentioned, one of the foundations of the ECT is the protection of investments, which
applies to investments already made. Before that, in a ‘pre-investment phase, the country has
touse its best endeavours to applythe leastlimitation to investors' rights. Additionally, other
provisions of the ECT have a soft law approach, as in the case of competition, knowledge
transfer, and access to capital.

Market competition has been addressed bythe ‘best endeavours’ approach. In this case, the
contracting parties must seek to decrease the distortions of the market and obstacles to
competition in the economic activities of the energy sector. It also provides for the possibility
that countries with experience in competition regulation will cooperate with those who have
no such experience.

Another area covered under the soft law provisions is technology transfer. In this case, the
signatory countries will promote the energy technologies and the transfer of these technologies.
Moreover, access to capital has also been dealt with,in recognition ofthe importance of access
to financial markets. Therefore, the signatory countries will attemptto create conditions that
ease access to financial markets bycompanies and citizens of other contracting parties.

1.3 The 2015 International Energy Charter

The Energy Charter and the ECT were created more than 15 years ago. They were designed
for a specific political and economic situation. The principles and rules they are based on,
however, are still valid and applicable today in a context of increasing global interdependence
and energy transformation. Indeed, those principles emergedata particular moment and in a
particular place, but remainuniversal. Following this idea, the Energy Charter Conference has
established a course of expansion beyond its traditional borders.

1.3.1 The 2015 International Energy Charter

At a time when the energy sector is experiencing radical transformation across the world and
markets are increasingly interdependent, all countries need to engage in promoting a global
model for energy cooperation in the long term within the framework of a market economy and
based on mutual assistance and the principles of transparency and non-discrimination. This is
why the Energy Charter started a modernisation process to promote its principles and rules
beyond its traditional borders. In this context, a new International Energy Charter reflecting the
new reality of the energy sector was adopted in The Hague on 20-21 May 201523

The International Energy Charter reflects some of the most topical energy challenges of the
twenty-first century, in particular, the full scope of multilateral documents and agreements
on energy developed in the last two decades, and the synergies among energy-related
multilateral fora, including the Energy Charter, in view of follow-up action; the growing weight
of developing countries in terms ofglobal energy security; the “trilemma” between energy
security, economic development and environmental protection; the role of enhanced energy
trade for sustainable development; the need to promote access to modern energy services,
energy poverty reduction, clean technology and capacity building; the need for diversification
of energy sources and routes; and the role of energy marketsin regional integration.

The International Energy Charter fits well with the EU and international policy agenda, as
reflected, for instance, in the European Commission Communication of September 2011

*The text of the IEC, available at:http://www.encharter.org/fileadmin/user_upload/document/IEC_ENG.pdf.
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‘Engaging with Partners beyond Our Borders, the G20 Leaders’ Communiqué of the Brisbane
Summit in November 2014 and the UN Document “The Future We Want”endorsed by the UN
Conference on Sustainable Development in June 2012.

The main objectives of the International Energy Charterare to embrace and enhance established
principles of energy cooperation, to create a governmental platform to address contemporary
energy challenges, and to contribute to solid global energy governance by facilitating new
accessions to the ECT, without imposing any obligations in this respect. Signatories of the
International Energy Charter are eligible for observer status. This means they may attend the
meetings of the Energy Charter Conference and subsidiary bodies.

The adoption of the 2015 International Energy Charter raises the importance of its universal
market-based energy principles. Countries across Asia, such as China, Japan, Korea, Indonesia,
Mongolia, Pakistan and Indonesia, are part of the expansion objective of the International
Energy Charter. These are not only energy-producing countries, but are also giants in terms
of energy consumption. Additionally they are no longer just receptors of investment, astheir
companies are also investing in energy projects around the world. In fact, companies from
countries that embrace the ECT rules may legitimately expect that same rules toapply in the
countries where they invest and trade.

1.3.2 Regional electricity markets and the ECT

ECT expansion is not only premised on a country-by-country basis, but also on a regional
approach. Recent history has shown that regional integration of energy markets is a growing
and essential tendency. The possibility ofconsidering countries from a regional perspective
or under regional organisations may accommodate within the scope of the Treaty, which
precisely aims to facilitate cross-border energy trade and investments.

This situation has meantthe Energy Charter focuses on specific regions with potential for
energy developments. This is the reason why the Association of Southeast Asian Nations
(ASEAN) the Organisation of the Black Sea Economic Cooperation (BSEC), the African Union
and West African States (ECOWAS), the Baltic Sea Region Energy Cooperation (BASREC), and
the Commonwealth of Independent States (CIS) are observers of the Energy Charter.

The regional approach is particularlyinteresting from an electricity market perspective.
According to the International Energy Agency, electricity will increasingly run the world’s
economies in the twenty-first century, rivalling oil as the dominant energy source. This
transformation is the way forwardin terms ofmeeting global energy security and climate goals
economically. It is estimated that an additional USD 44 trillion in investment is needed to
secure a clean energy system by 2050. The decision-making process needs to follow a long-
term approach that identifies synergies within all sectors of the energy system. The ECT suits
this approach very well.

Power grids have technically complex and capital-intensive requirements as regardstheir
operation and interconnection. Unlike oil and gas markets, electricity, being a secondary
energy source, has been historically developed in regional markets, which are presently
gaining in importance. Electricity market integration brings important economic, social, and
environmental benefits in terms of lower system operation costs, enhanced competition,
and security of supply. Most importantly, the operational difficulties created by intermittent
renewable energy sources located away from consumption centres are alleviated by regional
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power systems. The need for regional markets is undeniable in the light of the huge challenge
to reduce gas emissions and move towards a sustainable energy system.

The case of certain regions, like the Caucasus, shows the potential for electricity regional
integration, and the benefits that it might bring. Armenia’s electricity generation has been
fuelled by nuclear plants, thermal plants, and hydro plants with great success. However, most
of its hydro and thermal plants, as well as the transmission infrastructure, are old and need to
be repaired and replaced. Some countries in the region are in a very different situation. Georgia
has used its electricity sector as fuel forits economy, with a robust 6.1% annual economic
growth for the period 2003 to 2012. In addition to that, several power line projects have
been completed or are about to reach theirfinal phase. The country is close to 100% hydro-
powered self-sufficiency, and currently exploits its strength through the export of electricity to
Turkey. On the other hand, Azerbaijan has been heavily investing in hydro-powered electricity
production and in the construction of power lines to increase imports of electricity from
neighbouring countries. This regional scenario shows that some challenges could be mutually
addressed by regional integration of electricity markets under the ECT, since all three countries
are contracting parties.

Furthermore, a task force on regional electricity cooperation was created in Bishkek in 2007,
whereby all Central Asian states, as well as Afghanistan and Pakistan, agreed to use the Energy
Charter as a means of intensifying and developing cross-border electricity trade. They were
joined later by Mongolia. The countries that are currently part of the task force are: Afghanistan,
Kazakhstan, Kyrgyzstan, Mongolia, Pakistan, Tajikistan, Turkmenistan, and Uzbekistan. The
objectives of the task force are: promoting political dialogue for the development of sustainable
energy resources and the development of transport corridors and the trade in electricity and
gas; developing a legal and technical framework for facilitating power tradebased on ECT;
enhancing cooperation through systematic channels for sharing information and know-how.
The task force meetings serve as a forum to exchange information on best practice experience
for developing cross-border energy markets and transport corridors.

First steps towards regional integration allow the countries that are part of such initiatives
to overcome the individual challenges oftheir situation with a regional approach through
the integration of their electricity markets. The EU is a prominent case regarding electricity
integration, its challenges and its benefits. The EU internal electricity market is based on an
economic integration agreement as provided for the EU Treaties which show a higher degree
of internal economic and political integration than the basic framework enshrined in the ECT.
This will be studied and discussed in detail in the following chapters.

In fact, should a regional organisation adopt an economic integration agreement that fosters
trade and investment,it may provide for the elimination of all discrimination between parties
through the removal of discriminatory measures. The ECT does not oblige a country to extend,
by means of most favoured nation treatment, to another contracting party any preferential
treatment applicable between partners to the economic integration agreement. According
to the ECT, Regional Economic Integration Organisation (REIO) means an organisation
constituted by states to which they have transferred competence over certain matters. REIO
may be contracting parties to the ECT. This is the case of the EU.
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Chapter 2. The EU internal electricity market as a regional experience

The ECT is the expression of an international common denominator andprocesses of regional
integration take account of regional specificities and circumstances. In terms of their core
principles, the ECT and the EU internal energy market are very similar and they both pursue
secure, affordable, and sustainable energy. Differences emerge in theway the frameworks
operate: the ECT provides a foundation for international energy cooperation, whereas the EU
undertakes comprehensive reform of national markets.

Despite the market strides made in the 1990s and early 2000s with regard to electricity and
gas, a comprehensive EU energy policy was presented in 2006 in a Green Paper called ‘AnEU
Strategy for Sustainable, Competitive and Secure Energy’* which emphasised the need to
build a strong EU energy policy based on three main pillars: sustainability, competitiveness
and security of supply. The European Council in February 2011 called forthe completion of
the EU internal electricity market. On 25 February 2015, the concept of the Energy Union was
presented. To achieve the three objectives of EU energy policy, security of supply, sustainability
and competitiveness, the Energy Union focuses on five areas: energysecurity, solidarity and
trust; the internal energy market; energy efficiency to the moderation of energy demand,;
decarbonisation of the economy; and research, innovation and competitiveness.’

For the purposes of this study on the relevance of the ECT framework and the EU regional
experience, this chapter on the EU internal electricity market is structured in four sections:
market principles, cross-border trade, investments and the latest developments and challenges.

2.1 Market principles

The development of the EUelectricity market has been a long process, spanning more than
twenty years, and t has mirrored that of the EU internal market as a whole. The EU internal
market aims at bringing down barriers between EU member states and simplifies national rules
in order to allow for the “four freedoms” to be a reality, namely the free movement of goods,
services, persons and capital in the EU. These freedoms are only possible in a fully open market.
The main principles underpinninga competitive internal energy market relate to liberalisation,
unbundling, third party access to the network,and the establishment of regulatory authorities.

2.1.1 Liberalisation

Liberalisation entails the opening up of certain services or goods to competition, when they
have been traditionally provided for a specific territory and supplied by one single operator,
public or private, under a monopolistic regime. The process of liberalisation involves the
loosening of governmental restrictions in a certain economic sector in order to allow for
private and foreign operators to do business in the said sector.

The liberalisation of the EU electricity (and gas) markets is a priority for the EU energy policy,
as recalled since 2006 by the EU Green (consultation) Paper on‘An EU Strategy for Sustainable,
Competitive and Secure Energy"”:

“EC Green Paper on‘A European Strategy for Sustainable, Competitive and Secure Energy; COM(2006) 105 final.

> Commission Communication‘A Framework Strategy for a Resilient Energy Union with a Forward-Looking Climate Change Policy’COM (2015) 080 final; Commission
Communication ‘The Paris Protocol — A blueprint for tackling global dlimate change beyond 2020 COM (2015) 081 final; Commission Communication‘Achieving the
10% electricity interconnection target. Making Europe's electricity grid fit for 2020°COM (2015) 082 final, published on 25 February 2015.
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‘Open markets, not protectionism, will strengthen Europe and allow it to tackle its problems.
A truly competitive single EU electricity and gas market would bring down prices, improve
security of supply and boost competitiveness. It would also help the environment, as
companies react to competition by closing energy inefficient plants’

The benefits of opening up the national EU electricity markets to competition are best summed
up by the Third Electricity Directive of 2009, which states that the internal electricity market:

‘aims to deliver real choice for all consumers of the EU Union, be they citizens or businesses,
new business opportunities and more cross-border trade, so as to achieve efficiency gains,
competitive prices, and higher standards of service, and to contribute to security of supply
and sustainability’”

Liberalisation enables all consumers freely to choose their suppliers and all suppliers freely to
deliver to their customers.

2.1.2 Unbundling

At the heart of the EU liberalisation process is the “unbundling” of electricity activities. In
practical terms, unbundling means that vertically integrated undertakings (VIUs) need to
separate their electricity transmission activities from those of generation and supply in order
to avoid any possible conflict of interest and ensure that TSOs operate independently and in a
transparent manner. Unbundling affects TSOs directly, as it requires them to become detached
from the VIU, which traditionally carried out the activities of generation, power transmission,
distribution, and supply,and enjoyed a monopolistic position in the country of origin.

By allowing member states to choose between different unbundling models in the 2009 Third
Energy Package, the EU ensured that support for unbundling would be strong, and that the
legislation would be adopted swiftly. There are three ways a TSO can unbundle from its historic
mother company.

« Full Ownership Unbundling (FOU): undertakings owning a transmission system must act
as a 1S0. It is not possible for thesame person to have control over a TSO on the one hand,
and over an undertaking which either generates or supplies power, on the other.

« Independent System Operator (ISO): the VIU retains the ownership of the grid, while the
operation of the network is performed by an independent operator. Provisions are set
to protect the independence of the ISO and to ensure that the owner will develop the
network.

- IndependentTransmission Operator (ITO): the ITO modelpreserves the VIU and its ownership
of the grid, while allowing a subsidiary of the VIU to perform the operation of the network.
Several additional conditions are in place to avoid conflicts of interest between the VIU
and ITO, such as: limited exchanges of personnel, premises and communication between
the two entities, supervision by a partially independent supervisory body.

Most large VIUs find the ITO model better for the unbundling of their TSOs, as they can keep
their ownership of the grid while putting “Chinese walls” between them and the ITO. The FOU
model, on the other hand, is considered the most effective mechanism by the European
Commission in terms of independence. The inclusion of the ISO and ITO models in the 2009

SEC Green Paper on‘A European Strategy for Sustainable, Competitive and Secure Energy; op. cit., p. 5.
" Directive 2009/72/EC concerning common rules for the internal market in electricity and repealing Directive 2003/54/EC, 0J L 211/55 of 14.8.2009, Preamble (1).
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Directive was in fact the result of tense negotiations between member states and the European
Commission prior to the adoption of the Third Electricity Directive.

In each case of unbundling, the process takes time and is mostly dependent on the specificities
of member states’ power sector. In Belgium, for instance, the unbundling of the TSO Elia from
its VIU took over a decade, and resembled at onetime the ITO model before taking its current
form of a FOU.In France, the model chosen to unbundle is the ITO, and thus the French TSO,
Réseau de Transport d’Electricité (RTE), is currently controlled by the French Republic through
its shares in Electricité de France (EDF), which in turn controls the TSO. In the UK, on the other
hand, the TSO National Grid was amongst the first in Europe to become fully independent and
adopt the FOU model. Indeed, the independent operation of TSOs is perceived as paramount
in the UK.

The difference between the models can be seen in Figure 1.

3 /A company fully
The VIU owns the independent from the
VIU owns and operates
network and an

. the network
independent company
The VIU owns the operates it (designated
by the MS upon proposal

of the VIU)

network and its
subsidiary operates it
(Chinese walls)

Source: Bernard EnergyAdvocacy (2013)

In order to be approved and designated as a TSO, an undertaking needs to be certified by
a National Regulatory Authority (NRA).2 The aim of the TSO certification is for the European
Commission to ensure that the undertakings applying for TSO status follow the unbundling
requirements set by the 2009 Third Electricity Directive. The certification procedure is as
follows. NRAs are required to adopt a preliminary certification decision within four months of
receiving a notification from the TSO. The NRAsarerequired to submit theirpreliminary decision
to the European Commission, whichthen examines it and delivers its opinion. The European
Commission’s opinion is not binding upon NRAs, but they are strongly recommended to take
it into account in making their final decision. Moreover, the European Commission can begin
infringement proceedings against a TSO if it finds it does not comply with the Directive’s
unbundling requirements.

¢ Directive 2009/72/EC concerning common rules for the internal market in electricity, op. cit., Article 10.
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Figure 2 shows the unbundling models across Europe:

Figure 2.
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Source: BernardEnergy Advocacy (2014).

2.1.3 Third party access

In order to ensure that the national electricity markets were efficiently opened up to
competition and that TSOs'monopolies on grid access and operation came to an end, in 2003
the Second Electricity Directive introduced a provision on a regulated third party access to
the grid. EU member states are under the obligation to implement a system whereby third
parties have access to transmission and distribution systems indiscriminately and on the basis
of published tariffs. Additionally, the Directive states that TSOs or distribution system operators
(DSOs)? may refuse third party access to the grid if they lack the necessary capacity. In such
cases, however, they must provide detailed information that explains this refusal.'

Third party access to the grid is also addressed by the 2009 Third Electricity Directive." It keeps
the previous 2003 Directive’s provision that third parties shall have indiscriminate access to
the grid on the basis of published tariffs. However, it is more stringent in the case of an access
refusal, giving EU member states'NRAs the responsibility of: (1) ensuring that a third party who
has been denied access to the grid may launch a dispute settlement procedure against the
concerned TSO or DSO, and (2) ensuring that TSOs and DSOs submit the relevant information
at therequest of the foregoing third party.

? Distribution System Operators.
"0 Directive 2003/54/EC concerning common rules for the internal market in electricity, op. cit,, Article 20.
"' Directive 2009/72/EC concerning common rules for the internal market in electricity, op. cit,, Article 32.
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These Directives are significant as they impose concrete constraints on TSOs and DSOs in case
they refuse to give access to transmission or distributions systems and thus give a clear signal
for third parties to get access to the electricity market. The access of third parties to cross-
border networks is covered by the 2009 Regulation on cross-border electricity exchanges.'?
The Regulation ensures that third parties have access to cross-border networks through the
creation of a specific network code dedicated to third party access rules.””* The prerogatives
of the 2003 and 2009 Directives mentioned above are thus further reinforced by the 2009
Regulation and ensure third parties have access to both domestic and cross-border networks.

2.1.4 Regulatory framework

The regulatory framework is implemented by national and EU regulatory authorities.
Transmission system operators play an important role in the elaboration of technical rules. The
whole process is overviewed and driven by the European Commission.

National Regulatory Authorities

In order for the requirements of unbundling and third party access to be met, the 2003 Second
and 2009 Third Electricity Directives require EU member states to designate competent,
independent and impartial national requlatory authorities (NRAs), tasked with monitoring the
national electricity market and making sure it runs effectively and in a transparent manner.
The NRAs are responsible for fixing transmission or distribution tariffs, ensuring consumption
data areaccessible, and monitoring TSOs investment plans.' Moreover, they have enforcement
powers: they can carry out inspections of TSOs, issue binding decisions for electricity
undertakings, and issue penalties where they identify discriminatory behaviour in the market
which favours a VIU.”®

NRAs of EU member states have to work in close coordination with each other, as they are
bound to face cross-border issues as national electricity markets gradually integrate into ankU
one. Their cooperation is essential ifoperational arrangements are to take place: e.g. cross-
border capacity allocation, interconnection development, and electricity exchanges. Most
importantly, they are required to work together on the development of network codes that
will apply to TSOs and electricity undertakings.'®

Agency for the Cooperation of Energy Regulators

At EU level, the authority in charge of cooperation among NRAs is the Agency for the
Cooperation of Energy Regulators (ACER). ACER was established by Regulation 713/2009, a
key component of the Third Energy Package. Its main task according to the Regulation is to
assist NRAs involved in the energy market and coordinate their activities at EU level."” ACER
therefore works towardsmarket integration and contributes to the harmonisation of requlatory
frameworks in the EU. It has a central role in the drafting of network codes.

* Regulation (EU)No 714/2009 on conditions for access to the netwark for cross-border exchanges in electricity’and repealing Regulation (EC) No 1228/2003.

5 Ibid,, Article 8§ 6 ¢.

“ Directive 2009/72/EC concerning common rules for the internal market in electricity, op. cit, Articles 35-38.

> |bid., Article 37.

® Ibid., Article 38.

" Regulation (EC) No 713/2009 of the European Parliament and of the Council of 13 July 2009 establishing an Agency for the Cooperation of Energy Requlators, 0J L
211/10f 14.8.2009, Article 1.

1
1
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The ACER Regulation summarises its tasks as follows:

'ACER plays a central role in the development of EU-wide network and market rules
with a view to enhancing competition. It coordinates regional and cross-regional
initiatives which favour market integration. It monitors the work of the EU Network
forTSOs (ENTSOs) and notably their EU-wide network development plans. Finally, it
monitors the functioning of gas and electricity markets in general, and of wholesale
energy trading in particular’'®

Each year, ACER adopts a work programme that it submits to its Administrative Board' for
adoption. Prior to adopting the programme, the Administrative Board consults the European
Commission and the Board of Regulators,”® and votes on the programme once their opinion
is received, before 30 September each year. ACER thus plays a central part in the EU electricity
network by ensuring national regulatory authorities cooperate in a harmonised manner which
reflects the priorities of the EU.

European Network of Transmission System Operators for Electricity

The European Network for TSOs for Electricity, or ENTSO-E, was created by the 2009 Regulation
on cross-border electricity exchanges?' as part of the EU Third Energy Package. All national TSOs
are required by the 2009 Regulation to take part in ENTSO-E, which is intended to “promote the
completion and functioning of the internal market in electricity and cross-border trade and to
ensure the optimal management, coordinated operation and sound technical evolution of the
EU electricity transmission network”??

ENTSO-E is currently composed of 41 TSOs from 34 states in Europe. Its mission is described as
promoting “important aspects of energy policy in the face of significant challenges:

- Security - pursuing coordinated, reliable and secure operations of the electricity
transmission network;

- Adequacy - promoting the development of the interconnected EU grid and investments
for a sustainable power system;

- Market - offering a platform for the market by proposing and implementing standardised
market integration and transparency frameworks that facilitate competitive and truly
integrated continental-scale wholesale and retail markets;

- Sustainability - facilitating secure integration of new generation sources, particularly
growing amounts of renewable energy and thus the achievement of the greenhouse
gases reduction goals"?

'8 ACER's webpage on Mission & Objectives 2012, available at: http://www.acer.europa.eu/The_agency/Mission_and_Objectives/Pages/default.aspx.

The Administrative Board is ACER's governing body, 2013, Its role is to prepare ACER's work programmes as well as establish its budget and make sure it complies
with the mission and objectives, as set out in Regulation EU No 713/2009.

2 ACER's Board of Regulators is composed of senior representatives of the NRAs and one non-voting representative from the EC. The NRAs appoint alternate represen-
tatives. It main role is to define ACER's requlatory policy, 2013.

“'Regulation EC No 714/2009 of the European Parliament and of the Council of 13 July 2009 on conditions for access to the network for cross-border exchanges in
electricity and repealing Regulation EC No 1228/2003, 0J L 211/15 of 14.8.2009.

2 |bid., Article 4.

S ENTSO-E's webpage on Mission and Vision 2013, available at: https://www.entsoe.eu/about-entso-e/inside-entso-e/mission-and-vision/.
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The ENTSO-E vision is to become and remain:

‘the focal point for all EU, technical, market and policy issues related to TSOs, interfacing
with the power system users, EU institutions, regulators and national governments.
ENTSO-E's work products contribute to security of supply, a seamless, pan-EU electricity
market, a secure integration of renewable resources and a reliable future-oriented grid,
adequate to energy policy goals'**

ENTSO-E's main task is to draft network codes, as set out by the 2009 Regulation on cross-
border electricity exchanges.”

ENTSO-E's internal organisation is structured around four Working Committees (the System
Development Committee, the Systems Operations Committee, the Market Committee, and the
Research and Development Committee). Each of these Committees includes several Working
Groups, each dedicated to a specific task. Additionally, the Committees are also composed of
Drafting Teams (which work on network codes), Regional Groups, and when necessary, ad hoc
Groups. Regional Groups are based on Europe’s five synchronous areas® and are responsible
forensuring that the system operation in their Region is compatible with market solutions and
system development issues.?”’

European Commission

The European Commission is one of the main institutions of the European Union. It pursues
and represents the interests of the EU as a whole. The European Commission drafts proposals
for new legislation. It is the EU executive body, and manages the day-to-day business of
implementing EU policies and spending EU funds. In its 2012 Communication® on making the
internal energy market work, the Commission identified its concrete role as:

- initiating infringement proceedings against EU member states that have not yet fully
transposed the Third Energy Package into their national law;

- enforcing EU competition rules;

- insisting on phasing-out of regulated gas and electricity prices;

- issuing guidance on RES support schemes; and

- reviewing the Guidelines on State Aid for Environmental Protection (approved in 2014).
2.2 Cross-border electricity trade

The first two EU Directives concerning the transparency of electricity and gas prices for
industrial consumers? and the transit of electricity in Europe®® were adopted in 1990, but a
systematic common framework on EU electricity and gas markets beganwith the adoption of

“1bid.

% Regulation (EC) No 714/2009 on conditions for access to the network for cross-border exchanges in electricity’ Article 6.

%These are: Continental Europe, Nordic, Baltic, Great Britain, and Ireland-Northern Ireland, and 2 voluntary Regional Groups (Northern Europe and Isolated Systems).
ENTSO-E Regional Groups, 2013.

7ENTSO-E's webpage on Regional Groups 2013, available at: https://www.entsoe.eu/about-entso-e/system-operations/regional-groups/.

2 EC Communication on‘making the Internal Energy Market work' COM (2012) 663. Op. cit.

# Directive 90/377/EEC of the Council of 29 June 1990 concerning a community procedure to improve the transparency of gas and electricity prices charged to
industrial consumers, 0J L 185/16 of 17.7.1990.

 Directive 90/547/EEC of the Council of 29 October 1990 on the transit of electricity through transmission grids, 0J L 313/30 of 13.11.1990.
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the First Electricity Directive® in 1996.This Directive was revised in 2003 and 2009 to implement
effectively an open and competitive EU electricity market. Cross-border electricity trade has
moved from the original transit regime to the harmonisation of network codes.

2.2.1 The original transit regime

The first two Directives affecting the EU member states’ electricity markets were adopted in
1990. They were the Directive concerning the transparency of electricity and gas prices for
industrial consumers (Transparency Directive),* and the Directive on the transit of electricity
through transmission grids (Transit Directive).*® Althoughthese Directives had objectives quite
close to those of the First Electricity Directive, they had a much smaller and definite scope,
indicative of the EU member states'initial reluctance to cooperate on the project.

This is illustrated in the preambles of the Transparency Directive which state:

‘Energy price transparency, to the extent that it reinforces the conditions ensuring that
competition is not distorted in the common market, is essential to the achievement
and smooth functioning of the internal energy market. Transparency can help to
obviate discrimination against users by increasing their freedom to choose between
different energy sources and different suppliers’

These preambles are close to those of the First Electricity Directive,which reflected the priority
of preventing competition distortion in the EU internal electricity market. However, these
objectives were not suddenlyembraced by all the EU member states, as the next section will
show.

2.2.2 The inter-transmission system compensation

The inter-transmission system compensation (ITC) mechanism is an important part of the
2009 Regulation on cross-border electricity exchanges, as it sets out how TSOsare to be
compensated for hosting cross-border electricity flows.* The Regulation foresees that the
compensation to the system operator hosting the flows is to be paid by national system
operators from which the electricity flow originates and by the systems where those flows end.
For instance, in the case where Germany exports electricity to France, and the flow is to transit
through Belgium, the Belgian TSO will be compensated by the German and French TSOs for
hosting the electricity flow on its grid.

The Regulation states that the compensations are to be made on a regular basis covering a set
period of time, to be adjusted ex postwhen necessary. The amount to be compensated is to
be determined by the EU Commission and established on the basis of:

‘the forward-looking long-run average incremental costs, taking into account losses,
investment in new infrastructure, and an appropriate proportion of the cost of
existing infrastructure, in so far as such infrastructure is used for the transmission of

¥ 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, 0J L 27/20
0f30.1.1997.

¥ Directive 90/377/EEC of the Council of 29 June 1990 ‘concerning a community procedure to improve the transparency of gas and electricity prices charged to
industrial consumers, 0J L 185/16 of 17.7.1990.

¥ Directive 90/547/EEC of the Council of 29 October 1990 on the transit of electricity through transmission grids, 0J L 313/30 of 13.11.1990.

¥ Directive 90/377/EEC concerning a community procedure to improve the transparency of gas and electricity prices charged to industrial consumers. Preambles 2
and 3.

% Regulation (EU) No 714/2009‘on conditions for access to the network for cross-border exchanges in electricity” Article 13.
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cross-border flows, in particular taking into account the need to guarantee security
of supply. When establishing the costs incurred, recognised standard-costing
methodologies shall be used’3®

The EU Commission moreover adopted Guidelines on the ITC mechanism on 23 September
2010 In those Guidelines, the Commission required ENTSO-E to establish an ICTfund
for the costs of losses incurred by TSOs as a result of hosting cross-border electricity flows
and for the costs of making their infrastructure available.® Additionally, ACER is responsible
for the implementation of the ICT, and is to report to the EU Commission each year on the
management of the fund.* National regulatory authorities are also in charge of making sure
that TSOs take part in the mechanism.* TSOs from third countries (outside the EU) whichhave
made agreements with the EU on electricity are also to participate in the ICT mechanism.*

2.2.3 Network codes

Interconnection targets are not sufficientto promote the development of a pan-EU transmission
network: it is necessary to ensure in parallel that the issue of cross-border trade of electricity
is correctly addressed by the EU legislation. Regulation 714/2009 sets out in clear terms how
cross-border electricity trade among member states is to be conducted. It establishes the
EU Network of TSOs (ENTSO-E), defines network codes, addresses issues such as the cost of
hosting cross-border flows, charges to access the cross-border network, and waysto manage
congestion.

Network codes are rules that apply to specific parts of the energy sector. Until the adoption of
the EU third energy legislative package in 2009, these rules were drafted at national level. The
third package foresees the creation of network codes at EU level, drafted by ENTSO-E, which
complementexisting national rules by addressing cross-border issues.As the member states’
electricity markets become gradually more interlinked, network codes become indispensable
as they set a coherent set of rules for Europe. They are also essential to the EU's long-term vision
for its energy market, such as the creation of a pan-EU transmission network or Supergrid.

In drafting network codes, ENTSO-E follows a strict procedure thatcan last to up to 12 months.
Itis assisted in its drafting work by national experts, and relies on ACER to identify energy areas
undergoing changes and requiring a network code.* The network codesare meant to bring

% |bid. Article 13 §6.

37 Commission Regulation (EU) No 838/2010 of 23 September 2010°n laying down guidelines relating to the inter-transmission system operator compensation

mechanism and a common regulatory approach to transmission charging’

3 |bid., Annex 1.2.

|bid., Annex 1.4.

“bid., Annex 2.1.

“1bid., Annex 2.2.

“The network codes' preparation and approval procedure is as follows.

« The European Commission issues a request to ACER to develop a Framework Guideline on a specific energy area needing to be changed or revised. Once ACER
develops the Framework Guideline and ENTSO-E begins to draft a related Network Code.

« ENTSO-E drafts the network code with the help of national experts on the subject from national TS0s and in cooperation with stakeholders.

« The network codes are then sent to ACER to ensure they are in line with its Framewaork Guidelines. ACER will deliver either a positive or a negative opinion on the
network code. If the opinion is negative, ACER will identify the areas that need to be improved and will ask ENTSO-E to amend the network code accordingly. After
having amended the network code, ENTSO-E will re-submit it to ACER for its opinion. If ACER's opinion is positive, the network code will be sent to the European
Commission with a recommendation to adopt it. ACER may also send the network code to the European Commission for its adoption, while recommending the
European Commission to table some amendments.

« The network codes go through the comitology procedure whereby they are scrutinised by EU member states for approval. If they are approved, they become directly
applicable legislation.



Chapter 2. The EU internal electricity market as a regional experience

significant benefits to the internal electricity market such byenabling integration of renewables
into the market, ensuring security of supply and enhancing competition. The following cross-
border network codes are currently under development or adoption.

- Connection codes:
- Network Code on Requirements for Generators (RfG);
- Network Code on Demand Connection (DCC);
- Network Code on High Voltage Direct Current (HVDC) Connections and Direct Current

Connected Power Park Modules

- Operational codes:
- Network Code on Operational Security (OS);
- Network Code on Operational Planning & Scheduling (OPS);
- Network Code on Load Frequency Control & Reserves (LFCR)

« Market codes:
- Network Code on Capacity Allocation &Congestion Management (CACM);
- Network Code on Forward Capacity Allocation (FCA); and
- Network Code on Electricity Balancing (EB).

2.3 Energy investments

Europe's energy system requires investments of over EUR 1 trillion by 2020. It is estimated that
about EUR 200 billion of this investment is needed for electricity and gas networks of European
importance. EUR 100 billion of this funding should be delivered by the market itself, whereas
the other EUR 100 billion require public action to leverage the necessary investments. This
section looks at some of the major public instruments forleveraging private capital.*®

2.3.1 Ten-Year Network Development Plan

ENTSO-E is tasked with the production of a Community-wide Ten-Year Network Development
Plan (TYNDP).The aim of the TYNDP is to provide a comprehensive vision of grid developments
in Europe over the coming ten years. The TYNDP package is made up of a Scenario Outlook
and Adequacy Forecast Report, six Regional Investment Plans and the TYNDP Synthesis Report.
The Scenario Outlook and Adequacy Forecast Report ‘analyses the adequacy of the pan-EU
power system by providing an overview of generation adequacy for all ENTSO-E members, for
regions and for individual countries at a mid- and long- term time horizon,* while the Regional
Investment Plans analyse the development of interconnections within specific regions.

These reports are updated every two years, following a consultation process of relevant
stakeholders, i.e. industry associations representing transmission grid users (generators,
distribution networks, suppliers and traders), market participants, consumers (including
industry), power exchanges, ACER and NRAs. The TYNDP also aims to increase the information
and transparency of the EU's electricity transmission systems, in order to help investment

1t also must be noted European Commission President Juncker's initiative to establish a Furopean Fund for Strategic Investments,in partnership with the Furopean
Investment Bank, which will mobilise at least €315 billion in private and public investment across the EU. It will support strategic investments, such as in broadband
and energy networks. A legislative proposal was presented by the European Commission on 13 January 2015.

“ENTSO-E's webpage on Scenario Outlook and Adequacy Forecast 2013, available at: https://www.entsoe.eu/publications/system-development-reports/adequacy-
forecasts/.
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decision-making at regional or EU level. It therefore makes predictions on the needs of the
market in the coming years based on the data it compiles. The TYNDP helps stakeholders to
identify where relevant investments can be made in the electricity sector in the coming years,
and the trends to be aware of, such as the significant increase of RES in the EU's generating
capacity.®

2.3.2 Projects of Common Interest

In 2013, Regulation (EC) 347/2013 ‘on guidelines for trans-EU energy infrastructure was
adopted by the EU Institutions, with the aim of addressing effectively the EU’s energy
infrastructure needs as well as the EU's priorityof opening up the energy market. The Regulation
identifies 12 strategic trans-EU energy priority corridors and areas (e.g. electricity, gas, oil, smart
grids, electricity highways, and carbon dioxide transport), and sets out the rules to identify the
projects that are needed to complete these corridors.

For electricity, the priority corridors are:Northern Seas Offshore Grid; North-South electricity
interconnectionsinWestern Europe; North-South electricity interconnectionsin Central Eastern
and South Eastern Europe; and the Baltic Energy Market Interconnection Plan forelectricity.
Moreover, the Regulation identifies two priority themes related to electricity, withwhich all EU
member states are concerned:

- Smart grids deployment: “adoption of smart grid technologies across the Union to
efficiently integrate the behaviour and actions of all users connected to the electricity
network, in particular the generation of large amounts of electricity from renewable or
distributed energy sources and demand response by consumers”; and

- Electricity highways: building of the first electricity highways by 2020, with the aim of an
electricity highways system across the Union.*’

The Regulation defines a special regime for projects which contribute to the priority corridors
mentioned above, referred to as “Projects of Common Interest” (PCls).PCls aim to upgrade
existing energy infrastructure and develop new energy transmission of crucial importance to
Europe’s energy security and market integration.

The regional groups identified above are required to draw up a list of proposed PCls which
fulfil certain criteria.The obligatory criteria for the projects to be selected are: (1) to present
significant benefits for at least two EU member states, (2) to enhance the integration of
the market and the networks of EU member states.Moreover, projects must also meet at
least one of the following additional criteria: (1) increase the competition of the EU member
states’energy markets, (2) enhance the security of supply, (3) reduce CO2 emissions and (4)
facilitate the entry of RES on the energy market. The selection of the PCls is illustrated in the
graph below.

“The 2014 TYNDP, available at: https://www.entsoe.eu/major-projects/ten-year-network-development-plan/tyndp-2014/Pages/default.aspx.

“Regulation (EU) No 347/2013 of the European Parliament and of the Council of 17 April 2013 on guidelines for trans-European energy infrastructure and repealing
Decision No 1364/2006/EC and amending Regulations (EC) No 713/2009, (EC) No 714/2009 and (EC) No 715/2009, 0J L115/39 of 25.4.2013.

“Regulation (FU) No 347/2013 on quidelines for trans-Furopean energy infrastructure, op. cit., Annex .
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EIR selection criteria for PCls
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The selection of PCls is a bottom-up process: first, project promoters need to submit their
projects for selection. Then, regional groups, which are composed of member states’
representatives, TSOs, NRAs, ENTSO-E, and ACER, assess the compliance of the project with
the aforementioned criteria. Finally, the European Commission adopts a list based on these
assessments. The PCls are selected every two years: the last list, adopted in October 2013,
comprised 248 key energy infrastructure projects, 120 of which were for the field of electricity
transmission (the others concerned electricity storage, gas transmission, storage and liquefied
natural gas (LNG), oil, and smart grids).

There are several advantages in being selected as a PCl, including access to financial support.
That support can be provided by the Connected Europe Facility (CEF), which has earmarked
€5.85 million for trans-EU energy infrastructure for 2014-20 through grants or loans, project
bonds and equity instruments that are available in cooperation with the EU's financial
institutions (the EU Investment Bank, for instance).

The PCI label also allows for faster and more efficient permissionprocesses and improved
regulatory treatment. For instance, the Regulation requires project promoters and relevant
authorities to ensure that PCls benefit from the fastest possible legal treatment.®® Moreover,
PCls are to be given the status of highest national significance, which will be reflected in the
permit granting processes, including environmental impact assessments.*

“Regulation (EU) No 347/2013 on quidelines for trans-European energy infrastructure, op. cit,, Article 7§ 2 ‘For the purpose of ensuring efficient administrative
processing of the application files related to projects of common interest, project promoters and all authorities concerned shall ensure that the most rapid treatment
legally possible is given to these files”

“Regulation (EU) No 347/2013 on quidelines for trans-European energy infrastructure, op. cit,, Article 7§ 3."3. Where such status exists in national law, projects of
common interest shall be allocated the status of the highest national significance possible and be treated as such in permit granting processes — and if national law
5o provides, in spatial planning — including those relating to environmental assessments, in the manner such treatment is provided for in national law applicable to
the corresponding type of enerqy infrastructure’
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2.3.3 Exemptions to new infrastructure

Some energy infrastructure projects, such as interconnectors, may be exempted from the
provisions of the EU's legislation for electricity on third party access to networks, tariffication,
congestion rents and ownership unbundling.*® However, the conditions for the exemptions are
quite strict and can be found in the 2009 Regulation on cross-border electricity exchanges.”'
These conditions are that: (1) the investment must enhance competition in electricity supply;
(2) the level of risk attached to the investment is such that the investment would not take place
unless an exemption is granted; (3) the interconnector must be owned by a natural or legal
person which is separate at least in terms of its legal form from the system operators in whose
systems that interconnector will be built; (4) charges are levied on users of that interconnector;
(5) no part of the cost of operating costs of the interconnector has been recovered from any
component of charges made for the use of transmission or distribution systems linked by the
interconnector; and (6) the exemption must not be to the detriment of competition or the
effective functioning of the internal market in electricity, or the efficient functioning of the
regulated system to which the interconnector is linked.”

These exemptions are given on a case-by-case basis by NRAs and are subject to ACER's approval.®®
Though only applicable in very specific cases, the exemptions can be seen as another way of
attracting investments in energy infrastructure, as they allow project developers to be sheltered
from competition rules while developing an interconnector. Some projects may also benefit from
the advantages tied to the PCl status ifthey are considered as such. This is the case of Eleclink.

Eleclinkis a planned power interconnection between France and the UK. Eleclink, which is part of
the 2013 EU-wide PCl list, will be developed and owned by Eurotunnel and Star Capital Partners.
The HVDC project will be 70 km long and have 1 GW of capacity. It will run through a service
tunnel in the Eurotunnel under the English Channel. On 10 April 2014, Eleclink was exempted
from regulated tariffs by CRE and Ofgem, the countries’ respective energy regulators. The
exemption will last for 25 years, during which the project is to run on a ‘merchant”basis. This was
a prerequisite for the interconnector’s financing, which is expected to amount to €400 million.

** European Commission, ‘Energy infrastructure, Exemptions for energy infrastructure, available at: http://ec.europa.eu/energy/infrastructure/exemptions/exemp-
tions_en.htm.

" Regulation (EC) 714/2009. Article 17.

% |bid.

% |bid.
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2.4 Developments and challenges

This section outlines the policies leading a transition towards a decarbonised and sustainable
energy model. It looks at how the issues of cross-border trade and investments, which are
also the core business of the ECT, have developed in the specific context of the EU internal
electricity market.

2.4.1 Energy transition

The inclusion of a chapter on energy in the Treaty on the Functioning of the EU, or the Lisbon
Treaty, which entered into force in 2009, was also an important step in the formalisation
of the EU energy policy. Its four main goals are: ensuring the functioning of the energy
marketensuring security of energy supply in the EU,promoting energy efficiency, energy
savings and the development of new and renewable forms of energy; and promoting the
interconnection of energy networks.

Targets 2020

As mentioned above, energy is one of the EU’s most recent policies, having been launched
in a consistent way only in 2007. Nevertheless, it is one of the most ambitious policies, with
strict objectives to be met in the short, medium, and longterm. Employing the three pillars
of sustainability, competitiveness, and security of supply, the EU Commission set a series of
quantifiable climate and energy targets to be met by 2020. They are known as the “20-20-20"
targets.

- A reduction in EU greenhouse gas (“GHG") emissions of at least 20% compared with1990
levels (30% if other industrial countries and economically more advanced developing
countries also contribute adequately)

- A requirement that 20% of EU energy consumption comes from renewable resources

« A 20% reduction in primary energy use compared with projected levels, to be achieved by
improving energy efficiency.

In 2008, the EU Commission proposed binding legislation for the implementation of the
aforementioned 20-20-20 targets, which resulted in the approval of the so-called 'Climate and
Energy Package’by the EU Parliament and Council in December of the same year. EU member
stateswere required under the ‘Climate and Energy Package'to draw up National Action Plans,
in which they detailed how the 20-20-20 objectives were to be met on their territories.

With regard to renewable energy sources (RES), EU member states are additionally bound by
Directive 2009/28/ECon the promotion of the use of energy from renewable sources* to reach
the mandatory EU target of an overall proportionof 20% of RES and 10% of RES in transport by
2020, and additionally to reach their own binding national target of the proportionof RES to be
included in the energy consumption mix by 2020. The gross final consumption ofRES in each
member state was calculated on the basis of thegross final consumption of electricity from RES,
gross final consumption of energy from RES for heating and cooling, andfinal consumption of
energy from RES in transport.

5 Directive 2009/28/EC of the European Parliament and of the Council of 23 April 2009 on the promotion of the use of energy from renewable sources and amending
and subsequently repealing Directives 2001/77/EC and 2003/30/EC, 0J L 140/16 of 5.6.2009.
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Roadmap 2050

The EU Commission also started to prepare for the decades following 2020,and on 15 December
2011 presented a new Energy Roadmap for 2050, which set the EU thegoal of cutting its
emissions by 80 to 95% by 2050.*The Roadmap is ambitious and draws several conclusions on
the direction the EU energy policy should take in order to deliver its decarbonisation objective
whilst maintaining security of supply and competitiveness. It identifies ten possible structural
changes to the EU's energy sector, such as the increased role of electricity in the energy mix,
a substantial increase of renewable energy, an increase of household expenditure and the
interaction of centralised and decentralised systems.*

However, the Roadmap is cautious in presenting scenarios for 2050, as they are based on
assumptions of future developments of the energy market:

‘Itis impossible to anticipate whether an oil peak will come, since new discoveries have
occurred repeatedly; to what extent shale gas in Europe will prove viable, whether and
when carbon capture and storage (CCS) will become commercial, what role Member
states will seek for nuclear power, how climate action across the globe will evolve.
Social, technological and behavioural changes will also have significant impact on the
energy system’?’

Nevertheless, the Roadmap identifies two important prerequisites for the achievement of
decarbonisation: the increase of energy efficiency measures and the development of renewable
energy sources. [t moreover calls the development of new and flexible energy infrastructure a
‘no-regrets option’*® The Energy Roadmap for 2050 is the basis upon which the EU Commission
is bringingforward new energy and climate initiatives and it has receivedconsiderable support
from the other EU institutions, having been formally adopted by the EU Parliament and having
received approval from most of the EU member states.

2.4.2 Markets

The process of completing a regional electricity market, such as the EU internal market, is
complex, and not as straightforward as one might think. Many challenges have to betackled to
remove the barriers to an open and competitive EU power market. Some of the main challenges
relate to guaranteeing an adequate level of market transparency, ensuring the appropriate
market design through market coupling initiatives or capacity mechanism schemes, and, in
the longer term, enablingthe development of an EU Supergrid.

Market integrity and transparency

The issues of market integrity and transparency are addressed by Regulation 1227/2011 on
wholesale energy market integrity and transparency (REMIT),*® which has been in force since 28
December 2011. REMIT has established a framework for monitoring energy markets to detect
market abuse and manipulation, and to increase transparency for trading on those markets.
The Regulation: prohibits the use of inside information duringselling or buying on wholesale

% EC Communication‘Energy Roadmap 2050 COM/2011/0885.

1bid., p.19-20.

1bid,, p. 3.

1bid,, p.15.

% Regulation (EU) No 1229/2011 of the European Parliament and of the Council of 16 November 2011 repealing certain obsolete Council acts in the field of the com-
mon agricultural policy, 0J L 326,8.12.2011, p. 1-16.
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energy markets; outlaws manipulative transactions or the spreading of incorrect information
that gives false or misleading signals about supply, demand or prices; obliges energy traders
to report their transactions to ACER, either directly or through a third party; and makes
ACER responsible for independent monitoring of all trades and checking whether the rules
are being followed. Once the initial assessment confirms a suspicion of market abuse, ACER
requests national regulatory authorities to investigate on the spot. In the case of cross-border
manipulation, ACER will also coordinate investigations. Once national regulatory authorities
establish that rules have been breached, they apply appropriate penalties that must reflect the
damage caused to consumers.

Market coupling

Market coupling refers to the progressive merging of electricity prices between different
market areas. It allows for the daily cross-border trade of transmission capacity between two
adjacent countries, via the energy transactions made by the power exchanges on either
sides of the border® The main aim of market coupling is the efficient use and allocation of
cross-border capacity. It helps to equalise prices between adjacent countries, for instance by
allowing for cheaper electricity generation in one country to meet another country’s demand
and reduce its prices.

In concrete terms, market coupling means that buyers and traders on a power exchange
benefit automatically from cross-border exchanges without having to make explicit contracts
to buy energy and capacity separately. It thus allows for trade to be conducted implicitly
between power exchanges in the different areas®" Market coupling rules are developed in the
EU through a network code, particularly the Capacity Allocation and Congestion Management
network code (CACM). The parties involved in market coupling have therefore to work closely
with those involved in the development of the CACM. At the heart of this network code
development process is the cooperation between TSOs, power exchanges and regulatory
authorities.

In developing the CACM, the aforementioned stakeholders made sure that it followed the
logic of a "EU Target Model” which, with regard to electricity, proposes a market design for
each timeframe, namely forward markets, day ahead, intraday markets, and also balancing
markets,®? and a coordinated way of calculating capacity.5® The “"EU Target Model” aims at
removing barriers to cross-border trade in electricity and thus proposes: (1) a single day-
ahead price coupling, (2) a single continuous intraday trading platform, (3) a single platform
for allocating long-term transmission rights, and (4) a flow-based allocation method in highly
meshed networks.5 The EU Target Model is illustrated in Figure 3.

S ENTSO-E. Network Code on Capacity Allocation & Congestion Management. Explanatory Document. 27 September 2013. P 11.

" Ibid.

5 Markets where the total electricity generation equals the total electricity consumption. Definition of Beard EnergyAdvocacy:‘All actions and processes used by
T50s to ensure total electricity generation is equalled by total consumption in a continuous way, in order to maintain the system frequency within a predefined
stability range’

S ENTSO-E. Network Code on Capacity Allocation & Congestion Management. Explanatory Document. 27 September 2013. P 15.

5 Bernard EnergyAdvocacy, ‘Overview of European Market Coupling;, September 2013.
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The fullimplementation of market coupling across Europe remains a challenge, as itis a complex
process, unfolding in different areas atdifferent times: the first market to be fully integrated was
the Nordic market in 2000, involving Norway, Sweden, Finland and Denmark. In 2010, market
coupling in Central West Europe (CWE), covering Belgium, the Netherlands, Luxembourg,
France, and Germany, was launched. In 2011 the North-West Europe market coupling project
(NWE) was initiated, to replace the two market coupling systems and include Great Britain.
The NWE market coupling went live on 4 February 2014. A year later, on 24 February 2015, the
[talian-Austrian, Italian-French and Italian-Slovenian borders were coupled bymulti-regional
coupling, thus linking the majority of EU power marketsfrom Finland to Portugal and Slovenia.
The big picture behind these developments is the aim of achieving an EU price coupling.

Capacity markets

Capacity mechanisms are implemented in national power markets, and are designed (...)
to increase capacity and/or flexibility, by incentivizing increased investments in generation
capacity and postponed decommissioning of plant, and to promote demand side flexibility’s®
Capacity mechanisms have been put in place in Greece, Ireland, Italy, Portugal, Spain, and
Sweden. Other EU countries, such as Belgium, France, Germany and the UK have considered
implementing them.

Capacity mechanisms can take the form of: (1) capacity payments (which provide direct,
fixed capacity payments in addition to revenues accruing from energy sales in the market);
(2) strategic reserves (contracts for long term reserve capacity to ensure access to sufficient
reserve capacity); and (3) capacity markets (schemes in which capacity adequacy is secured by
various market based measures).®

% DG ENER, ‘Capacity Mechanisms in Individual Markets within the EIM; June 2013, Study available at https://ec.europa.eu/energy/sites/ener/files/docu-
ments/20130207_generation_adequacy_study.pdf
%1bid., PP 30-32.
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The EU Commission is not totally in favour of EU member states adopting capacity mechanisms,
arguing thatthere is no empirical evidence to show that there is a need for capacity mechanisms
in Europe® and moreover that they couldcreate distortions on the EU power market:

'With capacity mechanisms typically being geographically limited to national markets,
asymmetric investment incentives may consequently distort the spatial configuration
of generation capacity and demand response. Hence, the EU Commission is concerned
that capacity mechanisms in individual Member states may alter generation and
investment decisions within the Internal Energy Market (IEM) and potentially act as a
barrier to trade and investments in interconnector capacity. This may undermine the
efficiency of the IEM both in the short and long term’®®

Onesolution suggested by the EU Commission to counter those negative effects on trade
within the EU power market is fostering cross-border exchanges whereby EU member states
find ways to incorporate their capacity mechanisms inthose exchanges.® The transmission
system may then be covered by a reserve market such as that existing already in nearly all
member states.

The EU Commission’s view on capacity mechanisms was confirmed on 9 April 2014, with
the adoption of its Guidelines for Environmental and Energy Aid for 2014-20.° Indeed, the
Guidelines clearly state that capacity mechanisms should be a last resort solution for national
markets, and moreover require that EU member states:

‘primarily consider alternative ways to capacity remuneration mechanismsof achieving
generation adequacy which do not have a negative impact on the objective of phasing
out environmentally or economically harmful subsidies, such as facilitating demand
side management and increasing interconnection capacity’”!

Furthermore, the Guidelines consider all capacity mechanisms to constitute state aid.

EU member states were at odds with the EU Commission over this issue: during the public
consultation prior to the Guidelines’ adoption, several member states argued against the EU
Commission’s position. Some argued’ that if the capacity mechanism was designed in a non-
discriminatory and competitive way (i.e. it was market-based), then it should not be considered
as state aid. Some” also argued that the EU Commission should respect the “one objective per
instrument” principle: capacity mechanisms should be clearly linked to generation adequacy
and not to other objectives, such as climate or flexibility. The EU Commission however did not
include these views in the Guidelines.

¥ bid,, P 1.

%1bid,, P 13.

% 1bid.,P 129.

"0 uropean Commission Communication on’ Guidelines on state aid for environmental protection and energy 2014-2020"EC (2014) 2322 (0J € 200, 28.6.2014, p.
1-55).

"T0p.cit, §221.

"2E.g. Ireland, Finland, Spain.

3 Power companies and EURELECTRIC.
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2.4.3 Networks
Enhanced interconnections

Political support by EU member states is crucial for policy to be adopted and efficiently
implemented. The political support for the development of a pan-EU transmission network
was given by EU heads of state and government during a meeting of the EU Council on 15-16
March 2002 in Barcelona.”* EU leaders set a very important objective for EU member states in
terms of interconnections:

‘In the field of energy, the EU Council (...) urges the Council and the EU Parliament
to adopt as early as possible in 2002 the pending proposals for the final stage of the
market opening of electricity and gas, including (...) the target for Member states
of a level of electricity interconnections equivalent to at least 10% of their installed
production capacity by 2005. Financing requirements should be met mainly by the
enterprises involved.”

This aim of achieving 10% of electricity interconnections has not been reached yet by all EU
member states. The EU Council therefore reiterated this objective in March 2014, during a
summit dedicated partially to energy. The Council called for the completion of the internal
energy market by 2014 and for the development of interconnections by 2015, to put an end to
EU member states'isolation from EU gas and electricity networks.”® Moreover, the EU Council
invited the EU Commission to present by June 2014 some specific interconnection targets for
2030, stating: ‘Special attention should be paid to improving interconnections with the more
remote and/or less well connected parts of the single market (...) and integrating Member
states into the EU continental networks'”” In October 2014, the European Council agreed on a
minimum target of 10% of existing electricity interconnections by 2020, and the objective of
arriving at a 15% target by 2030.7

The EU Supergrid

The concept of an EU “Supergrid” came to the fore in 2008, when it became apparent that
the objectives of the EU in terms of energy efficiency and integration of renewable energy
sources combined with the member states’ gradual interconnections should be coordinated
ona large scale. However, the Supergrid is not a EU objective or policy. Friends of the Supergrid
(FOSG), a consortium actively pursuing the objective of the Supergrid, is a private industrial
initiative. Other publicly funded initiatives, such as the e-Highway 2050 Project, exist topursue
very similar objectives.

The Supergrid was conceived as a pan-EU meshed high-voltage direct current (HVDC) network
that would be able to connect large energy production sources to distant consumption
centres (meaning, for instance, that electricity produced by an offshore wind farm in the Baltic
Sea would be available to consumers in several member states like France or Germany).

7 Presidency Conclusions. Barcelona European Council. 15-16 March 2002. Conclusions 36 and 37.

7 |bid., Conclusion 37.

7 European Council Conclusions. 20-21 March 2014. Conclusion 19.

7|bid., Conclusion 19.

7% See Conclusions, para 4, available at:

http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ec/ 145356.pdf

and Commission Communication ‘Achieving the 10% electricity interconnection target Making Europe's electricity grid fit for 2020'COM (2015) 082 final of 25
February 2015.
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A meshed network is one that allows for the interconnection of several generation sources so
they can be linked to a main grid. For instance, it allows neighbouring wind farms to connect
their power together and send it back to the onshore grid via a single link. These meshed
networks present several important advantages, such as cost savings for the construction of
infrastructure, limiting the damage to the environment and perhapsmost importantly creating
the backbone ofa transnational grid.

Figure 4 is an example of the cost reduction of an EU/MENA interconnection (modelled
scenario for 2050).

Figure 4.
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Source: Dii(2012),Desert Power 2050

Therefore, the Supergrid could be defined as a pan-EU transmission network facilitating the
integration of large-scale renewable energy and the balancing and transportation of electricity
with the aim of improving the EU internal electricity market.

The Supergrid is being developed in phases, the first of which foresees the clustering of
offshore wind generation in the North Sea through the construction of “SuperNodes” Those
SuperNodes aim to interconnect offshore generation clusters of different member states (for
instance the UK's and Germany’s) and deliver the power generated to grid terminals onshore.
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Figure 5 illustrates how the SuperNodes would work:

Source: Friends of the Supergrid (2010)

Stakeholders in the Supergrid wish to see the completion of an integrated pan-EU electricity
network by 2050. This will be possible once the questions of ownership, financing, and
regulation of the grid are answered.

The Supergrid, as envisioned today, would resemble this map by 2050:

Source: Friends of the Supergrid (2010)

FOSG thus actively lobbies for the development of the Supergrid, through responses to EU
Commission and member states' related policy papers, in-depth reports of the development
of energy infrastructure and event organisation. Friends of the Supergrid (FOSG) members
include representatives from all the industrial sectors related to the Supergrid: TSOs, cable
manufacturers, installers, generators, consultancy companies, etc. FOSG unites companies
in sectors that will deliver the high voltage infrastructure and related technology with
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companies that will develop, install, own, and operate that infrastructure. Technology related
to advanced grids remains a key factor for the development of the Supergrid. That being so,
FOSG companies also work on the technology that the Supergrid will require. According to its
report 0f2013,'Roadmap to the Supergrid,”® the technology to build the Supergrid is already
available. Moreover, the report identifies the bottlenecks inthe development of the Supergrid
as being mainly non-technological, related to planning and transmission regulations and lack
of EU-wide political willingness.

The e-Highway Initiative

An important step was taken towards this Supergrid in 2012, when the EC officially adopted
the e-Highway 2050 Horizon project. The project was created to build a modular development
plan of the EU transmission system for 2050. More precisely, its central role is to develop a
top-down methodology to support the planning of a pan-EUtransmission network, including
possible electricity highways, capable of meeting EU needs beyond 2020, i.e. 2030, 2040 and
2050 time horizons. The e-Highway 2050 Horizonproject is funded by the EU Commission,
through its Seventh Framework Programme for Research and Innovation.

The EU Commission rallied a consortium around this project, composed of 28 partners from a
variety ofbackground including TSOs, research institutions, universities, companies and NGOs
from Europe.

The basis of this project is the Pan-EU Transmission Network proposed by the ENTSO-E 2012
Ten Year Network Development Plan. The project’s planning involves five steps:

1) definition of energy generation and consumption scenarios
2) development of scenarios and creation of an EU grid model
3) system simulation of load flows to identify bottlenecks
)

4) development of different options for a viable grid architecture to solve the identified
bottlenecks

5) creation of a roadmap for the implementation of the retained architecture.

The organisation of the e-Highway project is divided into nine working groups, called work
packages, which work towards a specific objective. ENTSO-E is charged with the monitoring
of the work packages, which are assisted by a stakeholder platform and a scientific advisory
panel. The work packages'tasksareall linked, as Figure 7 shows.

" Friends of the Supergrid, 'Roadmap to the Supergrid; 2013.
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Working packages' results are published on the project’s website for the public to consider.
The project has defined a list of five generation and consumption scenarios for 2050 that are
currently out to consultation among stakeholders. The five scenarios that have been developed
include the following options: large-scale renewable energy sources with centralised storage;
high GDP growth and market-based energy policies; substantialfossil fuel deployment; 100%
of renewable energy sources;and small and local decentralised generation.The project is to be
completed by the end of 2015.
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Chapter 3. Lessons learned from the EU internal electricity market

The founding Treaties of the EU were devoted to energy issues because of the immediate
needs of Europe in the aftermath of World War Il. Adopted in 1951, the first Treaty established
the European Coal and Steel Community. In 1957 member states ratified in Rome the Treaty
establishing the European Atomic Energy Community and the Treaty establishing the
European Economic Community. However, as briefly mentioned above, some time elapsed
between the adoption of those Treaties and the beginning of the liberalisation of the EU
electricity markets in the 1990s. This is the first sign that,because of highly sensitive political
considerations, EU member states showed resistance to the opening up of their electricity
markets and collaboration with their neighbours. It is therefore interesting to analyse how the
EU internal electricity market has evolved behind the scenes despite national hesitation and
opposition.

3.1 Development of a common energy framework

The new legal basis of the 2009 Treaty on the Functioning of the EU to develop an energy
policy that goes beyond the fundamental economic principles of free movement, and the
ability of the EU institutions to adopt and enforce secondary legislation, ensure thatan EU
internal electricity market can be completed, despite resistance.

3.1.1 The acceptance of a basic framework

The adoption of the First Electricity Directive took four years: the process began in 1992 and
ended in 1996 with the Directive’s adoption. The European Commission began to question the
natural monopolies of VIUs of EU member states in the 1980s, arguing they went against the
principles of the EU internal market and made the exchange of goods in the sector impossible.

The European Commission, knowing that EU member states would not consentto liberalisetheir
electricity markets, turned to the Treaty and competition law. It argued that monopoly rights
exerted by VIUs were contrary to the Treaty's requirements of the freedom of goods and
could not be justified on the grounds of public service obligations. The EC then proceeded
in 1991 to take legal action against eight member states regarding electricity and gas import
monopolies, on the grounds that theywent against the Treaty’s article on free movement of
goods . The EU Court of Justice (ECJ) in turn decided that the EC could take action under the
Treaty's prerogatives, but that it needed to prove that the existence of monopoly rights wasnot
essential to achieving public service obligations.

EU member states gradually decided to take part in the negotiations over the First Electricity
Directive, in the belief that it was better to agree on the text of a Directive requiring progressive
marker opening according to the Treaty rather than leave it to the European Commission to
use its exclusive competition powers to open up national markets.

3.1.2 The long way to unbundling

The unbundling of TSOs has been a gradual process covering several phases, the latest of
which was the adoption of the Third Electricity Directive in 2009. With the First (1996) and
Second (2003) Electricity Directives, some incremental steps were taken towards unbundling.
The essential elements of the evolution of unbundling are summarised in Figure 8.
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Figure 8.
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Accounting and functional unbundling

The First Electricity Directive of 1996 gave an initial definition of unbundling, stating that:'unless
the transmission system is already independent from generation and distribution activities, the
system operator shall be independent at least in management terms from other activities not
relating to the transmission system’ Unbundling was seenin terms of internal accounting and
management, as it was further stipulated:

‘integrated electricity undertakings shall, in their internal accounting, keep separate
accounts 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 viewto avoiding discrimination, cross-subsidisation and distortion of competition’

Thus, this first version of unbundling mainly required VIUs to create separate accounts and
management of theirtransmission activities, and so presented relatively low requirements, but
also low incentives for them to comply.

Legal unbundling

The need for revision of the First Electricity Directive became apparent after the European
Commission published a report that showed that not enough progress had been made
towards the opening up of the electricity market to competition. One of the reasons was that
TSOs were not sufficiently independent: they were still relying on their mother companies, not
exchanging enough information, and creating barriers to new market entrants. Therefore, the
Second Electricity Directive was adopted to place more stringent obligations on VIUs.A TSO
that was still part of a VIU must be independent ‘at least in terms of its legal form, organisation



The role of the Energy Charter Treaty in fostering regional electricity market integration:
Lessons learnt from the EU and implications for Northeast Asia | June 2015

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 system from the
VIU” Moreover, the Second Electricity Directive set two objectives to be met in 2004 and 2007,
respectively the liberalisation of the market for non-household electricity consumers and the
liberalisation of the market for household consumers.

Ownership unbundling

Shortly afterthe deadlines to implement the Second Electricity Directive, the European
Commission conducted an Enquiry Report from 2005 to 2007, to determine if the objectives
of that Directivehad been met. The results showed that the liberalisation of national power
markets was not happening at the pace the EU had set, and moreover the unbundling of VIUs
hadnot proved successful, leading to structural conflicts of interest inthe competitive parts of
the sector, generation and supply. The results of the Enquiry Report led to the adoption of the
Third Electricity Directive and its three models for unbundling, as described in Chapter 2.

3.1.3 The establishment of National Regulatory Authorities

National Regulatory Authorities play an integral part in ensuring the development of the EU
electricity market. Theirrole is crucial in ensuringthat the EU principles on market integration are
being followed, and their participation in ACER means that they have a collaborative approach
to common problems. However, it is interesting to note that the NRAs were established only
recently in EU electricity legislation.

In the First Electricity Directive, EU member states were required to designate authorities
“independent of electricity generation, transmission and distribution activities” to monitor the
generation tendering procedure in the states. The Second Electricity Directive gave a much
clearer definition of NRAs and reinforced the principle that they should be independent entities:

‘Member states shall designate one or more competent bodies with the function of
regulatory authorities. These authorities shall be wholly independent from the interests
of the electricity industry. They shall [...] at least be responsible for ensuring non-
discrimination, effective competition and the efficient functioning of the market’

s

The Third Electricity Directive shed much more clarity onwhat “independence”of NRAs entails.
According to the Directive:

‘Member states shall guarantee the independence of the regulatory authority and
shall ensure that it exercises its powers impartially and transparently. For this purpose,
member states shall ensure that, when carrying out its tasks, the regulatory authority:

a) is legally distinct and functionally independent from any other public or private entity;
b) ensures that its staff and the persons responsible for it management:
i. act independently from any market interest; and

ii. do not seek or take direct instructions from any government or other public or private
entity when carrying out the regulatory tasks.

In order to protect the independence of the regulatory authority, member states shall in
particular ensure that:

a) the regulatory authority can take autonomous decisions, independently from any political
body, and has separate annual budget allocations, with autonomy in the implementation
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of the allocated budget, and adequate human and financial resources to carry out its
duties; and

b) the members of the board of the regulatory authority or, in the absence of a board, the
regulatory authority’s top management are appointed for a fixed term of five up to seven
years, renewable once’

3.1.4 Infringement procedures

In the EU legislative landscape, some rules are directly applicable in all EU member states
(i.e. rules established under Regulations or Decisions), whereasothers require transposition
into national law (i.e. rules set up by Directives). Transposition is the process through which
member states adopt legislative measures in order to implement EU legislation and to give
it a binding effect at national level. In the case of Directives, for instance, the objectives to be
attained by the member states are set out, and the means of achieving such objectives are
fixed by the national authorities.

The transposition of a Directive must be correct and carried out within the time limit defined.
The European Commission is in charge of ensuring that those two conditions are fulfilled. If
the European Commission notices that a member state has failed to transpose a Directive
at national levelcorrectly, it will open infringement proceedings and send to the defaulting
country a letter of formal notice, asking it to submit its observations on the identified problem.
Onthe basis of the letter of formal notice and on the observations submitted to it, the European
Commission may decide to send a reasoned opinion to the member state, in which it will state
its position on the infringement and request the member state to comply with the Directive
within a given time limit. If the member state keeps failing to fulfil its transposition obligations,
the European Commission may as a final resort decide to start a litigation procedure before
the European Court of Justice.

In the context of an EU Summit held in Brussels in March 2014, the EU Council stated that the
objective of completing the Internal Energy Market by 2014 remained a priority, and called for
efforts to be speeded up regarding the effective and consistent implementation of the Third
Energy Package. Indeed, in theory, the Third Energy Package in general, and the Third Electricity
Directive in particular, should have been transposed into all member states’ national law by
3 March 2011. In practice, however, some member states have yet to adopt the necessary
measures to comply with the foregoing Directive. After that deadline, more than ten procedures
against EU member states for failure to transpose the Third Electricity Directivecorrectly into
national law in areas such as unbundlingwere heard before the European Court of Justice. In
some cases the European Commission suggested the Court should impose daily penalties
upon the defaulting states.

The Third Energy Package is not the only EU energy legislation that member states have
failed to transpose correctly at national level. Indeed, several infringement procedures were
launched with regard to other energy-related legislation, such as the Directives on renewable
energy, energy efficiency and the emission-trading scheme. Infringement procedures show
that no matter how stringent the EU legislation, EU member states at times do not feel any
incentive to transpose it into national law, and therefore the European Commission has no
other means than relying on the justice system in order to ensure that EU legislation is applied
throughout the member states.
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3.2 Cross-border trade and investment

The creation of a EU internal electricity market was in the face of vertically integrated
undertakings enjoying a natural monopolistic position in their national territories. Such
undertakings were characterised by a full integration of generation — usually completed by
a monopoly in retail supply — and transport activities. In addition to the successive legislative
energy packages, the European Commission, as the ‘guardian of the Treaties, is the competent
body to detect anti-competitive practices and to initiate proceedings not only against member
states which do not comply with EU law but also against companies infringing competition
rules, as illustrated in the three following trade-related cases. In the fourth case, the European
Commission plays a different role, namely it provides guidance to member states on the
implementation of support schemes to promote investments in renewable energy sources.

3.2.1 Import and export rights for electricity

In June 1994, the European Commission introduced a series of actions against four member
states — namely the Netherlands, Italy, France and Spain —, considering that they had violated
the EU Treaty rules related to the free movement of goods by granting exclusive import, and,
in some cases, export rights for electricity intended for public distribution. Ireland intervened
in support of the defendants in the four procedures — as France did in the procedures against
the Netherlands, Italy, and Spain — andthe European Commission was backed by the United
Kingdom 8

In the Netherlands, on the basis of a law of 1989 SEP was designated in 1990the only company
authorised to import electricity intended for public distribution. As an exception to this rule,
final consumers were entitled to import electricity provided that it was for their own use only.

In Italy, a law of 1962 nationalised the electricity industry, entrusting the national undertaking
Enel with responsibility for the production, import and export, transmission, transformation,
distribution and sale of electricity, of whatever origin, within the country. Additionally, a decree
adopted in 1965 expressly prohibited undertakings other than Enel from importing, exporting
or trading in electricity, or transmitting electricity on behalf of third parties. Finally, under Italian
law, the import and export of electricity were subject to the grant of a licence to be issued by
the Minister of Public Works.

InFrance, alaw of 1946 nationalised the gasand electricity industry, entrusting the management
of the nationalised electricity and gas undertakings to public companies called, respectively,
EDF and GDF. Such nationalisation gave a monopoly to EDF and GDF with regard to the import
and export of electricity and gas.

Finally, in Spain, a law of 1984 stated that the unified operation of the national electricity
system over the high-voltage networks was a public state service, the purpose of which
was to optimise the system as a whole. The functions and activities which the public service
comprised included the operation and maintenance of all international connection facilities,
as well as engagement in international trade in order to ensure the supply of electricity, and
reduce production costs on a national scale, etc.

According to the European Commission, the national import monopolies granted in the
Netherlands, Italy, and France prevented producers in other member states from selling

@ Case (-157/94 Commission v Netherlands ECR [1997] 1-05699; Case C-158/94 Commission v Italy ECR [1997] 1-05789; Case (-159/94 Commission v France FCR
[1997]1-02461; Case (-160/94 Commission v Spain ECR [1997] 1-05851.
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their electricity to the customers in these countries and, consequently, did not allow these
customers to choose the sources of their supply outside the member state they lived in. These
exclusive import rights restricted trade between member states, and they also constituted
discriminatory measures. In the eyes ofthe European Commission, the same considerations
applied mutatis mutandis to the exclusive export rights granted to Enel, EDF, and GDF, which
should also be considered as discriminatory in view of the Treaty.

The Court confirmed that ‘the existence of exclusive import and export rights in a Member
State gives rise to discrimination against exporters and importers established in other Member
Statessince that trade is carried on exclusively by the holder of those rights (...)! The Court
ruled that the exclusive import and export rights were therefore contrary to the Treaty rules.

In the case of the Netherlands, Italy, and France, the Court verified whether the member states
could justify national measures that infringed the Treaty rules on free movement of goods.
Indeed, undertakings entrusted with the operation of services of general economic interest
may exceptionally disregard Treaty rules, provided that such rules obstruct the performance of
the tasks that have been assigned to them. In any case, the development of trade cannot be
affected to such an extent that it would be contrary to the interests of the EU.

Even if the Court of Justice did not condemn the member states for granting their national
incumbents exclusive import and export rights in the above-mentioned cases, these rulings
were nevertheless important in terms of shaping access rights to national electricity markets
for foreign companies. Indeed, for the first time, the Court clearly stated that any discrimination
based on exclusive import or export rights regarding electricity intended for public distribution
was contrary to the Treaty rules. However, the Court also stated that exceptions could occur
when such rights were necessary for the performance of the tasks assigned to the undertaking
at stake and provided that they did not affect the development of trade to such an extent that
would be contrary to the interests of the EU. In that way, the Court laid the foundation for an
internal energy market and provided the impetus to elaborate the First Electricity Directive.

3.2.2 Long-term access rights to interconnections

Animportantruling of the Court of Justice onlong-term priority access rights to interconnectors
was given in 2005, in the VEMW case.®’ On 16 January 2003, the Dutch Administrative Court for
Trade and Industry referred a question for a preliminary ruling to the Court of Justice, asking
whether Dutch measures granting to the former incumbent SEP priority access to a proportion
of the capacity for the cross-border transmission of electricity were in line with EU rules.

Prior to the liberalisation of the electricity market in the Netherlands, SEP was the only
undertaking authorised to import electricity and entrusted with the task of operating the
public distribution of electricity. However, with the transposition of the First Electricity Directive
into national law, the import market was opened to other competing operators and SEP lost
its monopoly. The Netherlands Office of Energy Regulation granted to SEP in 2000 priority
allocation in respect of 47% (1,500 MW) of the available cross-border capacity for electricity
transmission. In 2001, SEP became an NEA and was granted 23.4% (750 MW) of the available
cross-border capacity for theperiod running until March 2009. The priority access granted to
SEP in relation to the cross-border capacity was justified by the long-term contracts which SEP
had concluded with foreign producers prior to the liberalisation of the Dutch electricity market

¥ Case (-17/03 VEMW ECR [2005] 1-04983.
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to ensure cheap and reliable electricity supply in the Netherlands, and based on which it had
to import certain quantities of electricity.

The Court rejected this argument, considering that derogation to Articles 7(5) and 16 of the
First Electricity Directive could only be based on the said Directive. The transitional regime
provided for in the Directive is designed

‘to ensure equal treatment for undertakings previously holding a national monopoly
and which find themselves in a situation such as that of NEA. Equal treatment of this
kind could be compromised if it were accepted that each Member State could, outside
of the procedure and conditions laid down in Article 24 of the Directive, confer an
advantage on the undertaking previously holding its monopoly in order to safeguard
performance of the long-term contracts which that undertaking concluded prior to the
liberalisation of the electricity market’

Consequently, the Court ruled that any priority access to a proportion of the capacity for the
cross-border transmission of electricity conferred on an operator by reason of commitments
assumed before the entry into force of the Directive, but without compliance with the
procedure set out in Article 24 of the Directive, should be regarded as being discriminatory
within the terms of Articles 7(5) and 16 of the Directive.

3.2.3 The use of electricity interconnections

Sweden is a Nordic EU country whose electricity network is characterised by strong
interconnections with neighbouring countries: Denmark, Germany, Finland, Norway, and
Poland. Swedish demand is located largely in the south of the country, whereascheap hydro
electricity generation is rather located in the north. In the case of high demand, it canhappen
that transmission capacity is insufficient in the south of the country, mainly because of
bottlenecks in the network.

In April 2009, the European Commission decided to investigate the behaviour of
SvenskaKraftnat (SvK), the Swedish TSO, and the suspected abuse of its dominant position
in the national electricity transmission market. More precisely, the TSO was suspected of
distorting the wholesale electricity market prices in Sweden and in neighbouring countries
by curtailing capacity on the Swedish interconnectors when it anticipated internal congestion
within the Swedish transmission system. The investigation revealed that, between 2002 and
2008, SvK systematically limited for many hours the amount of export transmission capacity
on the southern borders to neighbouring EU and European Economic Areamember states, in
order to relieve the internal congestion on its network. The most significant capacity limitation
concerned the Baltic Cable, i.e. the interconnector to Eastern Denmark and Germany, in 2005
and 2007. The TSO discriminated between different network users and artificially segmented
the EU and Nordic markets, reserving domestic electricity for domestic consumption, and
preventing a free trade scenario.

Inresponse tothe European Commission'sfindings, SvKvoluntarily offered a set of commitments
to put an end to the investigation, which was formally accepted by a European Commission
Decision of 14 April 2010. According to the commitments, SvK had the obligation to maximise
utilisation of the cross-border links between Sweden and neighbouring countries, and to
manage congestion by dividing the Swedish electricity market into several bidding zones,
bordered by congestion points and flexible, i.e. adaptable to changes in future flow patterns.
SvK also committed itself to building a new 400 kV transmission line to solve congestion in the
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West Coast Corridor, which is characterised by specific technical constraints. This solution had
the advantage of promotingcross-border trade and ensuring competition between suppliers
on both sides of the border.

With this case, the European Commission sent a strong signal to the member states, warning
the TSOs that they cannot take actions to solve their internal network problems to the
detriment of the EU common market. TSOs can no longer operate their internal network from
a purely national perspective, but must also take into account EU interests.

3.2.4 Investments in renewable energy sources

One of the remaining challenges to the protection of investments in energy projects is the
current uneven support given to RES by EU member states. Indeed, in some EU member states,
the development of RES is heavily reliant on subsidies, albeitless so in others: thismakes for
an uneven energy market and poorly harmonised system of RES support in the EU. The fact
that each member state has different, even contradictory, systems of public support is not
helpful and risks fragmentation of the single market. Once support is introduced, it should
be withdrawn in a predictable and gradual way, not suddenly or retroactively. This risk is
detrimental to the creation of the market and is an important deterrent to much needed
investments in energy infrastructure. In fact, this situation has given rise to some investors
initiating dispute settlements cases under the provisions governing the ECT on investor-to-
state dispute settlement. In these cases the ECT is called to solve settlement disputes in the EU
internal energy market.

Once the 20-20-20 objectives were adopted and gave the EU an energy policy direction for
the short-to-medium term, the European Commission sought to define a long-term vision for
energy and climate policies in order to provide transparency and predictability for investments.
On 27 March 2013, it presented a Green Paper on ‘A 2030 framework for climate and energy
policies. The Green Paper aimed at consulting decision-makers and stakeholders to gather
evidence and statements supporting the development of the 2030 Energy Framework. On 22
January 2014, the European Commission presented a Communication on ‘A policy framework
for climate and energy in the period from 2020 to 2030, drafted after the examination of
stakeholders'responses to the foregoing Green Paper.

The key elements of the European Commission’s 2030 Framework are:
- a 2030 binding target for the reduction of GHG emissions by 40%;
- a EU-wide binding RES target of 27% for 2030 but not national targets;

- a 2030 energy efficiency target (as the EC decided that the EU member states’ existing
National Energy Plans would cover energy efficiency until the Energy Efficiency Directive®
was revised in June 2014);

- a proposal for the revision of the EU ETS with the introduction of a“market stability reserve”
mechanism in 2021 this amendment to the EU ETS Directive®® consists of a market reserve

8 Directive 2012/27/EU of the European Parliament and the Council of 25 October 2012 on energy efficiency, amending Directives 2009/125/ECand 2010/30/EU and
repealing Directives 2004/8/EC and 2006/32/EC, 0J L 315/1 of 14.11.2012.
% Directive 2003/87/ECestablishing a scheme for greenhouse gas emission allowance trading within the Community and amending Council Directive 96/61/EC.
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facility allowing for 100 million carbon allowances (or 12% of the market) to be withheld
or released into the market to keep the allocations at a steady price;*

- new indicators for competitive, affordable and secure energy to assess the progress of the
EC’s climate and energy policies over time; and

- a new governance system based on the EU member states'National Energy Plans.

Despite the targets set for 2020, the European Commission decided not to impose national
RES binding targetsfor the 2030 framework, in order to allow member states to enjoyadditional
flexibility when it cameto taking decisions on their own energy mix. It is expected that the
increased flexibility will help to reduce the high EU energy prices. The 2030 RES targets will be
achieved through the new EU governance system. This system is based on national plans “for
competitive, secure and sustainable energy” which set out the EU member states approaches
toreaching their objectives of reducing GHG emissions, achieving better energy efficiency and
integrating RES in their energy mix.

The European Council endorsed in October 2014 a binding EU target of an at least 40%
domestic reduction ingreenhouse gas emissions by 2030 compared with1990. To that end,
an EU target of at least 27% is set for the proportionof renewable energy consumed in the
EU in2030, and an indicative target at the EU level of at least 27% is set for improving energy
efficiency in2030.%

3.3 Pragmatic solutions

Beyond the specific legal and institutional system of the EU, the EU internal electricity market
also developed thanks to pragmatic cooperation among stakeholders from different countries:
power exchangers, regulatory authorities and system operators. These practical arrangements
are very relevant for Northeast Asia. Combined with the 1994 ECT as legal foundation, practical
solutions would allow it to start moving in the direction of a stable regional electricity market.

3.3.1 Energy regulators and TSOs

Prior to the creation of ACER, several initiatives were launched to bring NRAs and other relevant
energy actors from EU member states closer together and make their cooperation significant.
The first attempt was the EU Electricity Regulation Forum (or Florence Forum) in 1996. The
Florence Forum was an initiative of the European Commission to bring together delegates
of EU member states, the industry (such as power exchangers, TSOs, traders, and industrial
consumers), the EU Parliament and non-governmental stakeholders.

The EUTSOs Association (ETSO) was created shortly after in 1999 (It is the predecessor to
ENTSO-E). In 2000, the Council of EU Energy Regulators (CEER) was created to facilitate dialogue
among National Regulatory Authorities. CEER is a member of the Florence Forum and has
connections to NRAs outside the EU, e.g. North America.

In 2003, the EU Regulator’s Group for Electricity and Gas (ERGEG) was created through the
adoption of Decision 2003/796/EC. ERGEG's role was to advise the European Commission on
ways to improve EU legislation on electricity markets, and moreover converge on regulatory
practices between EU member states, which until the late 1990s were quite diverse. ERGEG was

%The reserve facility will be triggered automatically: allowances will be injected should the number of allocations fall below 400 million and withdrawn should they
exceed 833 million.
% Conclusions of the Furopean Council, 23 October 2014, available at: www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ec/145356.pdf.
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particularly helpful when it came to harmonising tariffs for imports, transit and exports, which
varied from onecountry to the next and made cross-border exchanges complex. ERGEG was able
to make its conclusions on the issues become legislation, i.e. Regulation 1128/2003/EC.

ACER is therefore the last step in an important process of fostering cooperation between EU
member states'NRAs, crucial for the effective implementation of the EU Electricity Directives.

On the TSOs'side, the creation of ENTSO-E also came after years of inter-TSO cooperation within
organisations such as the Union for the Co-ordination of Transmission of Electricity (UCTE) and
the EUTSOs (ETSO). Both UCTE and ETSO were created spontaneously to answer theconcrete
challenges TSOs were facing in Europe.

UCTE was created as early as 1951, initially to coordinate the operation and development of the
electricity transmission grid for the continental EU synchronously operated transmission grid.
In 1999, it redefined itself as an association of TSOs and sought to make its previous technical
recommendations binding on its members through the adoption of its Operation Handbook
and Multi-Lateral Agreement.®” UCTE was closed in 2009, at which point its responsibilities
were transferred to ENTSO-E. In its final years, UCTE represented 29 TSOs from 24 countries in
Europe.

ETSO was created in 1999 by UCTE and three other regional TSO organisations withthe aim of
harmonising “network access and conditions for usage, especially for cross-border electricity
trade”® It mainly conducted “investigation and solution of scientific and regulatory issues of
common interest to the TSO industry”® It became an international organisation on 29 June
2001, with 32 TSO companies from 15 countries as members. Its activities were transferred to
ENTSO-E in 2009, and its operations were taken over by ENTSO-E.

The forerunners to ACER and ENTSO-E were organisations created by the entities most
concerned with the issues related to cross-border trades in electricity, i.e. the energy
regulators and TSOs. The process that established these two cornerstones of the EU energy
market occurred in parallel with EU legislation on the subject, demonstrating thatthe need for
pragmatic arrangements has significant effects onthe organisation and purpose of the market
outside legislation.

3.3.2 Power exchanges

Power exchanges started emerging in Europe as early as the 1990s, in line with the electricity
sector’s liberalisation. TSOs created them on a voluntary basis, in a process separate from EU
legislation. In their role as market facilitators, TSOs have hada key position in the creation,
development, operation and ownership of any entity managing the power exchange.

TSO ownership of an energy exchange is common practice in many EU countries, motivated
by the need to optimise the available grid capacity with respect to market conditions, physical
characteristics and constraints. More broadly, it fits with theimportant aimof fully independent
and unbundled grid companies to promote an efficient, transparent and liquid energy market.
The ownership structure guarantees a fully independent operation of the exchange.

S ENTSO-E, ‘The Union for the Co-ordination of Transmission of Electricity; 2013, available at: https://www.entsoe.eu/about-entso-e/inside-entso-e/a-proud-
history/ucte/.

¥ Ibid.

S ENTSO-E, 'European TS0s, 2013, available at: https://www.entsoe.eu/about-entso-e/inside-entso-e/a-proud-history/etso/.

& Ibid.
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The process of establishment, monitoring and enforcement of a power exchange requires, to
some extent, the support and involvement of the TSO. The TSO will necessarily be involved
in the final settlement of the delivery of the good and may also pose additional fees for its
transmission.

The example of the creation of the Nord Pool Spot power exchange is quite useful
forexplainingthe dynamic behind the setting up of power exchanges in Europe. The Nord Pool
power market operates in the countries of Denmark, Estonia, Finland, Latvia, Lithuania, Norway
and Sweden, which make it the largest in Europe. Created in 1996, and originally operating
between Sweden and Norway, its framework was based on a licence for cross-border trading
given by the Norwegian Water Resources and Energy Administration in 1995.% Finland joined
Nord Pool ASA (its first name) and Denmark in 2000. In 1999, a new market, Elbas, was launched
for balance adjustment in Finland and Sweden, and was extended to Denmark in 2004 (and
in 2007 toWestern Denmark) and Norway in 2009. Nord Pool also joined Germany to Elbas in
2006. In 2002, Nord Pool Spot ASA was created as a separate company to organise Nord Pool’s
spot activities. Estonia, Latvia and Lithuania were added as bidding zones in 2010, 2012 and
2013 respectively.”

The extension to the power exchange to new countries and the adding of markets in which
to bid show how the functioning of the power exchanges works to answer participants' needs.

3.3.3 Regional initiatives

Regional Initiatives were created by ERGEG in 2006. Their aim is to bring regulators from
neighbouring countries together todiscuss potential or ongoing common issues. It can be
considered as a kind of ‘stepping stone’' to the EU internal energy market, as it fosters the
development of regional power markets by encouraging the removal of barriers to cross-
border trade between neighbouring countries. These electricity regions are:

- the Baltic Region with Estonia, Latvia, and Lithuania;

- the Central-East Region with Austria, Czech Republic, Germany, Hungary, Poland,
Slovakia, and Slovenia;

- the Central-South Region with Austria, France, Germany, Greece, Italy, and Slovenig;

- the Central-West Region with Belgium, France, Germany, Luxembourg, and the
Netherlands;

- the Northern Region with Denmark, Finland, Germany, Norway, Poland, and Sweden;
- the South-West Region with France, Portugal, and Spain; and
- the Region of France, Ireland, and the UK.*?

The regional initiatives' governance is organised around: (1) a regional co-ordination
committee, which brings together the NRAs of the region’s member states and co-ordinates
leadership; (2) an implementation group, which includes NRAs and main stakeholders,
and implements the decisions taken by the regional co-ordination committee; and (3) the
stakeholder groupgathering all stakeholders. The European Council is also involved in the

# Nord Pool Spot, History, available at:: http://www.nordpoolspot.com/About-us/History/.
' Ibid.
# CEER. Electricity Regional Initiative (ERI), available at: http://www.ceer.eu/portal/page/portal/EER_HOME/EER _ACTIVITIES/EER_INITIATIVES/ERI.
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regional initiatives’ governance to provide political guidance or make proposals suited to
the region.”

In 2011, ACER reformed the regional initiatives,** following four principles:

- amore project-oriented and concrete approach deemed to be most useful for the
completion of the IEM;

- amore pan-EU dimension to ensure the involvement of all member states to achieve
the common overarching objective of completing the IEM by 2014;

. a stronger stakeholders' involvement to maintain the momentum and confidence
throughout the implementation phase;

- amore adequate governance structure to improve the decision-making process.

These regional initiatives are the result of pragmatic arrangements between energy regulators
in the EU, which have found it easier to seek solutions to cross-border issues between countries
ataregional level. Cooperation at regional level indeed can be seen as the necessary stepping-
stone to cooperation at EU level, where it is more difficult at times to implement rules that
need tailoring to specific circumstances.

The logic behind these regional initiatives was assimilated by EU legislators. The 2009 Regulation
on cross-border electricity exchange states that TSOs “shall establish regional cooperation
within the ENTSO for electricity”; moreover, it refers explicitly to ENTSO-E's regional investment
plans, and its Annex also defines regions for dealing with congestion management. Thesame
logic is also present in Regulation 347/2013 on guidelines for trans-EU energy infrastructure,
which established twelve regional groups and set out the rules to identify the projects that are
needed in these regions or priority corridors.

Regionalisation has therefore been incorporated into the EU energy legislation in a clear way.
Therefore, one can conclude that it has become institutionalised. Nevertheless, it should be kept
in mind that initial regional agreements made between energy regulators were spontaneous
and designed to answer concrete problems facing a given number of EU member states.

3.3.4 The NorthSea Offshore Grid

One of the ENTSO-Eflagship projects, the North Seas Countries'Offshore Grid Initiative (NSCOGI),
was launched after the signing of a Memorandum of Understanding (MoU) on 3 December
2010 by the ten countries located around the North Sea, with the support of ENTSO-E, ACER,
and the European Commission. The NSCOGlI is considered as one of the initial phases of the
pan-EUSupergrid, as it will connect high volumes of offshore renewable generation located
in the North Sea with inland consumption centres using innovative offshore transmission
technology. Most of the offshore wind development in the EU is located in the North Sea
and this is expected to grow as the North Sea countries aim to install a capacity of 35 GW of
offshore wind generation by 2020.

 EC Communication, ‘The future Role of Regional Initiatives, COM (2010) 721.P 8.

% ACER. Electricity Regional Initiatives, available at: http://www.acer.europa.eu/Electricity/Regional_initiatives/Electricity_Regional _Initiatives/Pages/Electricity-
Regional-Initatives.aspx.Also see:2013 ACER Regional Initiatives Status Review Report: Final steps towards the 2014 deadline, available at: http://www.acer.europa.
eu/Official_documents/Acts_of_the_Agency/Publication/ACER%20Regional%20Initiatives%20Status%20Review%620Report%202013.pdf
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The NSCOGI's objectives are:

- to contribute to the move to a sustainable low-carbon economy while maintaining
security of energy supply in a cost-efficient manner;

- to maximise the potential of the renewable energy resources of the North Sea, taking
account of the scale of investments required in offshore infrastructure and necessary
onshore grid reinforcements;

- toidentify and tackle barriers to offshore grid development, in particular with regard to
technical, regulatory, market, planning, and authorisation issues; and

- to facilitate a strategic, coordinated, and cost-effective development of offshore and
onshore grids.”

The MoUhas organised three working groups to deliver on the NSCOGI's objectives: WG 1
is in charge of grid implementation, WG 2 deals with market and regulation, and WG 3 is in
charge of permissions and planning issues. Each WG is chaired by two energy ministers of
participating member states and is coordinated by a programme board. The WGs were tasked
with the drafting of reports on their specific objectives, which should give recommendations
based on the experience of their cooperation. These reports were published in 2012.

WGT1's'Initial Findings' report, for instance, gives an overview of the methodology it chose to
consider grid implementation, the development of goals for 2030 (which is the timeframe
established by NSCOGI), grid designs, and market-based potential for future interconnections.
The core of the report, however, is its comparison of two possible offshore grid design options:
radial (a point-to-point connection of offshore wind farms and shore-to-shore interconnectors)
and meshed (a coordinated offshore and onshore design implying cross-border cooperation
between the North Sea countries).

According to the report, both variants represent an equal initial investment cost of
approximately €30 billion; however it finds the meshed approach more attractive as it would
represent approximately €77 billion less net annual costs than the radial approach (which
necessitates more infrastructure and construction). The report concludes by recommending
the continuation of the Initiative through further investigation of the options fordeveloping
an offshore grid in 2030.

% NSCOGIREPORT, ‘Objectives of the North Sea Countries' Offshore Grid Initiative, 2012.
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Chapter 4. Implications of the ECT and the EU internal electricity market for
Northeast Asia

Principles of open national energy markets are not exclusive of the EU internal energy market.
Indeed, those principles have beenenshrined in the international ECT since 1990s. They can
now be found in Northeast Asia, where a regional vision is being shared: Gobitec and the Asian
Super Grid. This chapter assesses whether, in the absence of a regional institutional system
in Northeast Asia, the ECT could play a role as a foundation or as a mechanism to strengthen
regional cooperation.

The first section explores the path to open markets, in general terms concerning external
relations, and more particularly regarding energy and electricity markets. Second, the Asian
Super Grid is presented as a common vision for the Northeast Asian region, which brings
new challenges to a regional electricity market. Then, the question of the legal framework is
addressed with regard tothe EU regional experience and the ECT as a framework for regional
developments. This chapter looks atenergy policies atnational, regional, and international level
which are necessary to frame the Northeast Asian electricity market properly.

4.1 Open energy markets in Northeast Asia

This section considers international relations, national energy strategies, and electricity market
reform in five Northeast Asian countries: China, Japan, Korea, Mongolia and Russia. Despite
notable divergences with respect to their economies, availability of natural resources, and
level of development, there are some verycommon patterns. All five countries have one main
general objective: a willingness to achieve energy security on the basis of open and sustainable
markets. It is also evident that all five countries are already actively engaged in multilateral
cooperation. Furthermore, energy policies illustrate the ongoing electricity market reform
at national level, and the common aim to develop renewable energy sources and promote
investments.

4.1.1 China®¢
International issues

China is taking concrete steps towards opening itself up to the rest of the world.Itis working
on the development of trade and investment in a sustainable and balanced way.The Chinese
government develops international economic and trade relations assiduously, collaborating
with all countries and regions. Over the last few years, the growth rate of China's trade with
developing countries increased to a much higher level than that of its largest trading partners,
namely the USA, the EU, and Japan.

The liberalisation of global trade is a priority of the Chinese government. Besides being a
Member of the World Trade Organization (WTO), the country also focuses on bilateral and
regional economic cooperation. In particular, China actively takes part in such regional
engagements as the Association of Southeast Asian Nations (ASEAN) meetings with Japan
and Korea, the Asia-Pacific Economic Cooperation, and the Central Asia Regional Economic
Cooperation Committee.

%Trade Policy Review, Report by the Secretariat: China. WT/TPR/S/264, World Trade Organization,8 May 2012, available at: http://www.wto.org/english/tratop_e/
tpr_e/tp364_e.htm.
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Concerning investments, China is focused on both inward and outbound investment. At the
end of 2011, China made non-financial overseas direct investment of about 235 billion Euro
(USS$322 billion) in a total of 178 countries and regions.

The Chinese government is improving investment conditions through different supportive
schemes. In particular, it is opening up more sectors, facilitating the licensing regime for
foreign investment, and enhancing protection of investors' rights and interests.In April 2010,
China's State Council adopted Opinions on Further Improving the Work of Utilizing Foreign
Investment, which set strategic and political objectives with respect to foreign investment in
China. The Opinions promote investments in areas such as environment protecting industries,
new energy sources,and energy-saving. In sum, the Chinese economy can be characterised by
the following trends: opening up, ‘going global, and reforms.

Energy issues

The National Energy Commission (NEC) drafts the National People's Congress of China’s energy
strategy, and the electricity sector is managed by the State Electricity Regulatory Commission
(SERC). The prices of electric power and natural gas are subject to control by the National
Development and Reform Commission (NDRC) and regulated by the Pricing Law.

The National Energy Administration (NEA), an executive body in a structure under the NDRC,
has a broad mandate to perform regulatory function in the energy sector, including electricity,
oil, coal, gas, nuclear power, and renewable energy.

The energy sector, including energy services, environmental protection, and renewables, is
subject to tax incentives and various support programmes. In particular, in 2007, a Special
Fund for Development of Renewable Energy was established, loans for projects aiming at the
generation of electricity from renewable energy sources are subsidised, and production of
some environmentally friendly goods (generation equipment) became subject to rebates and
grants on import duties.

In April 2010, the revised Law on Renewable Energy entered into force. This law promotes
the development and utilisation of renewable sources by national and foreign firms, and
sets renewable energy as the priority for Chinese energy development. In addition, the Law
stipulates that all electricity generated from renewable sources is guaranteed purchase by
regional distributors.

The government encourages private investments in renewable energy sector. The Catalogue
for the Guidance of Foreign Investment Industries includes electricity generation from
renewable sources as an encouraged foreign investment sector. The Law on Renewable
Energy does not consider nuclear power as a renewable source; however, investments and
electricity from nuclear energy are encouraged by the government.

In March 2011, the government endorsed its 12th Five-Year Plan (2011-2015). The Plan pays
considerable attention to sustainable development, energy issues, energy conservation, and
reduction of emissions. The government recognised the need to reduce the consumption of
energy and natural resourcesfurther. Its aim with regard to the energy sector is the creation
of a stable and secureenergy supply system that willsatisfy energy demand for social and
economic development.
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With regard to gas, prices are determined by the government. The national oil reserve
programme of China stipulates that oil enterprises are subject to reserve requirements. China
imports its gas and oil via pipelines from Russia, Turkmenistan and Kazakhstan. At the same
time, legal rules on energy trade through pipelines are lackingin Chinese legislation.

4.1.2 Japan®’
International issues

Japan pursues policies of liberalisation of international trade and opening up the country to
it. tconducts bilateral agreements, seeking to make Economic Partnership Agreements (EPAs)
with other countries, in addition to being a WTO Member. These EPAs include various areas of
cooperation, including investment and competition. In July 2013, Japan concluded 13 Free
Trade Agreements (FTAs) and EPAs, and was in the process of negotiating ten agreements.”®

Japan attaches considerable importance to the Asia-Pacific region, where it seeks to take
initiatives to formulate trade and investment rules. Japan also has other regional interests,
such as the Asia-Pacific Economic Cooperation (APEC) and its Bogor Goals of free and open
trade, and investment. Cooperation with Europe is also of great importance tothe Japanese
government and the Asia-Europe Meeting (ASEM) provides a forum for this, in particular
regardingtrade and investment.

Concerning relations with other countries, Japan has a big commercial turnover with Russia,
which in 2011 reached about €22.5 billion ($30.7 billion). Russian Energy is one of the areas
where Japanese firms make big investments. About 75% of products imported by Japan from
Russia are natural resources such as oil and gas.

Japan is also developingclose relations with China. In December 2011, during a Japan - China
summit meeting, the Japanese Prime Minister announced “Six initiatives to further deepen a
Mutually Beneficial Relationship based on Common Strategic Interests”® One of the initiatives
concerned promotion of mutually beneficial economic cooperation in energy-saving and
environment areas.

Japan’s second and the third largest commercial partners, after China in 2011, are the USA
and Korea. In May 2012, during the Fifth Trilateral Summit Meeting betweenChina, Republic of
Korea, and Japan, the countries adopted a ‘Joint Declaration on the Enhancement of Trilateral
Comprehensive Cooperative Partnership’'® They agreed to advance cooperation in energy, to
continue promotion of renewables and energy efficiency for sustainable development, and to
enhance cooperation for the stability of the energy market.'”!

With regard to investments, the government launched in December 2011 a Programme
for Promoting Japan as an Asian Business Centre and Direct Investment into Japan. The
Programme sets a target for redoublingdirect investment in the country to be achieved by
2020. The initiatives under the Programmeinclude, inter alia, improvement of the investment

“Trade Policy Review, Report by the Secretariat: Japan. WT/TPR/S/276, World Trade Organization, 15 January 2013, available at: http://www.wto.org/english/
tratop_e/tpr_e/tp376_e htm.

% Website of the Ministry of Foreign Affairs of Japan, available at: http://www.mofa.go,jp/policy/economy/fta/.

#Text available on the website of the Ministry of Foreign Affairs of Japan: hitp://www.mofa.go.jp/region/asia-paci/china/meeting1112.html.

1% For the text of the Joint Declaration on the website of the Ministry of Foreign Affairs of Japan, available at: http://www.mofa.go.jp/region/asia-paci/jck/sum-
mit1205/joint_declaration_en.html.

" Ibid.
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environment. Moreover, Japan has concluded bilateral investment agreements and EPAs,
including investment provisions, with various countries and regions.

Energy issues

Energy security is a significant issue for Japan, as the country relies heavily on fossil fuel imports.
Japan’s energy strategy was revised after the nuclear catastrophe in Fukushima on 11 March
2011. In the wake of those events, the government decided to reform the energy system
of the country, and included that objective in its Fourth Strategic Energy Plan of Japan (the
Plan), approved by the Cabinet on 11April 2014. The Plan foresees changes ina broad area
of policies, including the creation of new energy markets and development of international
energy markets, the strengthening of comprehensive energy cooperation, through bilateral
agreements and regional cooperation,the development ofenergy policies in line with
international trends, and the internationalisation of energy industries by facilitating business
overseas. The period from 2018 t02020 is dedicated to intensive reform implementation.

The Plan stipulates that the development of renewables and their introduction on the market be
accelerated as much as possible for three years, starting from 2013, after which their expansion
should be fostered. In 2012, renewable energy accounted for 1.6% of Japan's energy mix.

The Plan also establishes a ‘Ministerial Level Meeting on Renewables' for the coordination of
the RES policy. The Plan furthermore establishes a regional/interregional grid for renewables
and aims to reduce investment risk in the sector. In addition, in July 2012, the Cabinet adopted
a Decision on ‘Rebirth of Japan: A Comprehensive Strategy’ The objectives of the Strategy
are to overcome the effects of the Great East Japan Earthquake and the nuclear power plant
accident as well as to identify the direction in which the country should proceed.

In September 2012, the Energy and Environment Council adopted the Innovative Strategy
for Energy and the Environment. The Strategy’s main objective is the same as the Plan, i.e; to
‘reduce the dependence on nuclear energy by maximising green energy"'® The three pillars of
the Strategy are: (1) a society not dependent on nuclear energy; (2) a green energy revolution;
and (3) a stable supply of energy.

To implement the three pillars, there must be a reform of the electricity power systems.'%*
In particular, the government promised ‘to eliminate monopolies and promote competition
in the market, and separate electricity generation from transmission and distribution’'®
Electricity System Reform anticipates a mechanism for TSOs to purchase load following power,
an obligation on retailers to secure power supply. It also expects to secure a stable supply
forend-users under full competition.

The Plan finally stipulates that the government should make efforts to decrease its
dependenceon nuclear power through the development of renewable energy sources. In its
pursuit of safety and the establishment of a stable environment for nuclear operations, the
government will look fora desirable business environment for nuclear power operators under

12The full text of the, New Strategic Energy Plan’can be found on the website of the Ministry of Economy, Trade and Industry of Japan, 2014, available at: http://www.
meti.go.jp/english/press/2014/0411_02.html.

"% The Energy and Environment Council Government of Japan, ‘Innovate strategy for energy and the Environment; 14 September 2012, available at:
http://www.ilo.org/wemspS/groups/public/---asia/---ro-bangkok/documents/presentation/wcms_195560.pdf.

"% Ibid.

1 Ibid.
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the liberalisation of electricity markets and identify the volume of electricity to be secured by
nuclear power generation.

4.1.3 Republic of Korea
International issues

Domestic reforms match the external relations strategy to attract foreign investment and
foster an investor-friendly environment. The largest trading partners of Korea are China, the
EU, the USA, and Japan. Korea is also a member of the World Trade Organization. In parallel,
Korea negotiates free trade agreements (FTAs) with international partners, covering almost all
aspects of trade.Through these FTAs Korea seeks to be better connected to the rest of Asia,
Europe and the Americas, as well as to furtherthe liberalisation of international trade.

Korea's FTAs include chapters on investment protection. During the 2012 Trilateral Summit
in Beijing, the countries of China, Korea, and Japan signed an agreement to facilitate and
protect mutual investments. The Korean government improved theinvestment climate and,
in the period from 2008 to 2011, allowedthe flow of foreign direct investments (FDIs) to grow
from US$11 billion to US$13 billion (€8.04 billion to €9.51 billion). Korea aims to attract further
foreign investment and establishan even more investor-friendly environment through other

FTAs which are currently under negotiation.

Additionally, Korea is a member of several regional associations, such as the Asia-Pacific
Economic Cooperation (APEC), the East Asia Free Trade Area (EAFTA) and the Comprehensive
Economic Partnership for East Asia (CEPEA). Korea sees these organisations as instruments to
promote greater economic cooperation within and across regions. Moreover, Korea is part
of the Association of South-East Asian Nations (ASEAN) and contributed to its Framework for
Regional Comprehensive Economic Partnership, with the objective of achievinga regional
economic community.

Energy issues

Energy security is of high importance to Korea. In 2010, about 96.5% of Korean primary energy
was imported, andtotal energy demand was predicted to grow by 1.4% annually until 2035.
The“Energy Vision 2030 a plan launched by the Government in 2006, sets an ambitious target
of reducing energy intensity by 46% until 2030. The plan is based on three pillars: energy
security, energy efficiency, and environment-friendly policy.

Furthermore, another target was set to increase the proportionof renewable energy sources
in the total primary energy supply to 11% by 2030. The expectation is that about 79 billion
Euros (% 111.4 trillion) of investment is required by 2030 in order to achieve this target. In 2010
the Framework Act on Low Carbon Green Growth was introduced as a legal framework for
sustainable development, climate change, and renewable energy sources; and in 2012 the Act
on The Allocation and Trade of Greenhouse Gas Emissions Rights was passed.

The Korea Gas Corporation (KOGAS) has a monopoly over the entire wholesale chain, but a
roadmap introduced by the Ministry of Knowledge Economy (MKE) in 2008, which was to
start in 2010, intends the gradual liberalisation of the Korean LNG import and wholesale
market to take place and allows for other enterprises to enter the market. With regard to the

"%Trade Policy Review, Report by the Secretariat: Republic of Korea. WT/TPR/S/268, World Trade Organization, 15 August 2012, available at: http://www.wto.org/
english/tratop_e/tpr_e/tp368_e.htm.
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oil sector, Korea imports all of its oil needs and aims to diversify supplies in order to reduce
its dependenceon a handful of energy exporters (in 2011, 87% of oil imports were from the
Middle East).

The Korea Electric Power Corporation (KEPCO) undertakes distribution and transmission
activities, generating 82.6% of Korea's power.

General competition rules apply to the electricity market and the Korea Fair Trade Commission
is responsible for electricity sector regulation. The Korea Power Exchange is a state-owned
electricity pool that coordinates the flow of electricity in all regions of Korea, and is obligatory
for all generators. The government controls retail prices for electricity. Korea has no network
interconnections with other states.

According to data from 2010, coal was in first place for generation of electricity (40.9%),
followed by nuclear (31.3%), gas (20.3%), oil (5.3%), and hydro (1.4%). For generation of thermal
electricity, KEPCO purchases domestic anthracite coal, which is twice as expensive as imported
bituminous coal. Natural gas is third in terms of electricity generation. Korea is in factthe second
largest importer of LNG (liquefied natural gas) and LPG (liquefied petroleum gas) in the world.
Almost half of itsLNG was used for generation of electricity in 2011.

The electricity market was progressively deregulated and partially privatised.

New opportunities for Korea might ariseinbuilding interconnectors to neighbouring countries,
e.g. Japan. Both Korea and Japandepend toa very high extent on imported fuel,(values around
90%). An interconnection between the two countries would allow better integration of
renewable energy sources into the grid in terms of system management and security.

4.1.4 Mongolia’®
International issues

Mongolia's economy is heavily dependent on its main trading partners, especially China, and
on its strategic relationships with other states such as Republic of Korea, Japan, the USA, and
the EU. Between 2005 and 2010, foreign direct investments (FDIs) inMongolia amounted to
USS 4.8 billion, about half of which related to the mining and geological prospecting sectors.
The biggest investors inMongolia are China, Canada and the Netherlands. In 2011 investments
in the energy sector in Mongolia increased 328.7 % compared with its 2005 levels. The priority
of the Mongolian government is thus to attract further FDlIs.

Mongolia’s investment climate has generally improved over the last few years. Mongolia is
ranked 25th out of 185 countries under the heading ‘Protecting Investors'in the World Bank’s
Doing Business 2013 Report.'® However, according to the same report, Mongolia is ranked
169th under “Getting Electricity”and 175th under ‘Trading across Borders.

The Law on Foreign Investment in Strategic Sectors (including mining) came into force in
2012 and requires additional authorisation for investment made in strategic sectors. In 1991
the Foreign Investment Law of Mongolia was adopted and in 2012 there was an amendment
to it. The objective of this Law is to create a favourable environment for competitive foreign
investments.

107 Review of the Investment Climate and Market Structure in the Energy Sector of Mongolia, 2013, Energy Charter Publication, available at: www.encharter.org.
"%The full text of the Report, available at: http://www.doingbusiness.org/reports/global-reports/doing-business-2013.
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With regard toparticipation in international organisations, Mongolia became a member of the
Energy Charter in 1999. Additionally, in 1996 the country joined the Washington Convention
on the Settlement of Investment Disputes, and a year later became a member of the WTO.
Mongolia is also a full member of the ‘Seoul Convention on Investment Insurance’. Moreover,
the government of Mongolia has concluded bilateral investment treaties (BITs) on encouraging
and mutual protection of investment agreement with 40 countries.

Mongolia also supports regional cooperation in the sector of renewable energy and
infrastructure development with Northeast Asian countries. The Gobi Desert, which covers
southern Mongolia, is knownto have the world's third largest potential source of solar energy,
and also has strong wind speeds. In this context, in March 2013, five partner organisations
concluded a Memorandum of Understanding to prepare a regional study called ‘Gobitec and
the Asian Super Grid''%

Energy issues

Mongolia is one of the world's ten richest countries in terms of mineral resources. Though
the country presents tremendous opportunities in terms of the energy generation from
renewables, the current proportionof renewables in its energy mix is barely above 5%.
However, a goal has been set of 20% of renewables by 2020, through the development of the
vast resources of wind, geothermal, solar, and hydro-power in Mongolia.

Coal is the major fossil fuel produced in Mongolia. Russian oil is around 95 % of the total oil
import. To date, no natural gas reserves have been discovered in Mongolia. There have also
been no imports of natural gas to Mongolia.

The State Policy of Mongolia on Fuel and Energy of 2008 identifies the strategic priorities for
the period 2008 to 2015. These include: (1) enhancing the country’senergy security, (2) making
the energy sector more efficient,(3) coal processing, clean coal technologies and building
energy exporting capacity, and (4) creating favourable conditions for operatingin the market
environment.

Since 1990, the energy sector has been unbundled into different activities: generation,
dispatching, transmission, and distribution. Tariffs are set separately for each licensed activity
including generation, transmission, distribution, dispatching, and supply of electricity
and heat. In the institutional structure, the state of Great Khural is in charge of approving
Mongolian policy on theenergy sector. The Energy Regulatory Commission (ERC) is in charge
of the regulation of generation, transmission, distribution, dispatching, and supply of energy
(including licensing and setting of tariffs in the electricity and heating sectors).

With regard to the electricity and heating sectors, only 69 % of the current installed power
capacity is available in Mongolia because of ageing power plants. Electricity is imported from
the Russian Federation in order to cover peak demand. The Single Buyer model is in place in
Mongolia, whereby asingle buyer buys electricity from the five power plants operating in the
Central region and from Russia and sells it to the 10 electricity distribution companies.

According to estimates, electricity demand will grow from 600 MW in 2007 to over 1,600 MW by
2020. In order to meet this energy consumption growth for 2015 t02030, power stations near
mining deposits are needed. Inthis context, support from international financial institutions

1 Further information is provided in Chapter 3, part 2 of this study.
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and investors is of signal importance for the realisation of new projects. The generation of
electricity for a regional market is an objective of the government. The electricity and heating
sectors are dominated by state-owned enterprises, and they need additional investments to
compensate fortheir diminishing capacities and old infrastructure.

4.1.5 Russia
International issues

On 12 February 2013, Russian President Vladimir Putin approved the Concept of the Foreign
Policy of the Russian Federation."® Chapter IV, dedicated to ‘Regional Priorities,states that
‘Russia is ready to actively contribute to the efforts to establish effective mechanisms for
strengthening peace, security, mutual trust and mutually beneficial cooperation in Northeast
Asia as a regional element of the new security architecture in Asia-Pacific’''" In particular,

‘Russia will further build up comprehensive, equal and trustful partnership and
strategic collaboration with China and actively develop cooperation in all the spheres.
[...] Russia seeks to maintain friendly and neighbourly relations with the Republic of
Korea [...] and is willing to promote dynamic development of good-neighbourly and
multidimensional relations with Japan. [...] Russia intends to strengthen its traditionally
friendly relationship with Mongolia'''?

Such regional priorities are important for implementation of the Gobitec and Asian Super Grid
projects involving these Northeast Asian countries.'®

Energy issues

The Russian Federation's Energy Strategy of 2011 is the governing framework for its policy for
the period up to 2030."* This Energy Strategy contains a chapter on Russian participation on
world energy markets, among others, as Russia is one of the leading countries in relation to the
world’s circulation of energy resources. For instance, Russia provided 12% of the world oil trade
in the past few years, according to the Strategy. Russia is furthermore the leading country in the
world regarding gas reserves and annual production. The Strategy foresees that the country
will continue to play a leading role in the world hydrocarbon market and will actively take part
in the development of electricity and coal markets. Finally, one of the main mechanisms of
the state energy policy is promoting and “supporting business entities’ strategic initiatives in
investment, innovation, energy-saving, environmental and other priority areas”'"

The Russian electricity sector is undergoing an ambitious reform. In this context, unbundling
and privatisation of generation infrastructure has already been achieved, and a new
mechanism targeting new investments put in place, as well as a wholesale spot market for
Russia, the Urals and Siberia.''® Notwithstanding these successes, the Russian government still

"0 Available at: http://www.mid.ru/brp_4.nsf/0/76389FECT68189ED4425782E0039B16D.

" Ibid.

" |bid.

"3 Further information with regard to Gobitec and the Asian Super Grid is provided in Chapter 3, Section 2.

""The full text is available at: http://www.energystrategy.ru/projects/docs/ES-2030_(Eng).pdf.

" Ibid.

1% Russian Electricity Reform 2013 Update, Laying an Efficient and Competitive Foundation for Innovation and Modemisation’ For the text, see website of the
International Energy Agency. Available at:

http://www.iea.org/publications/insights/RussianElectricityReform2013Update_Juillet2013_FINAL.pdf.
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has an inclinationto diversify ownership and wholesale competition by selling rights to the
output of publicly owned generators. It has recognised that attracting timely and appropriate
investment will remain a main and ongoing challenge that can be managed by creating
efficient electricity markets operating in a clear and predictable regulatory framework."”

With regard to energy prices, those for electricity provided by regional powerplants to the
market are set the same for industrial consumers and for households.""® The fixing of the price
of electricity supplied to industrial consumers is being reformed, whereas prices for individuals
remain fixed as part of social protection policy. The Regulation “On Reforming the Electricity
Sector in the Russian Federation” adopted in July 2001 encourages de-monopolisation and
promotion of competition in the energy sphere.

This reform of electricity prices resulted in a government plan to create a competitive
electricity energy market by means of two sets of measures. The first measures concerned the
unbundling of transportation, dispatching management companies and enterprises engaged
in generation, sale, and maintenance works. Within these two groups of enterprises, the ones
dealing with generation, sale, and maintenance are subject to privatisation programmes,
whereas others are still under the control of the government with regard toprice setting and
ownership. The second group of measures concernsreduction of government price control
for the electricity energy areas where certain market regulations existed. This objective was
achieved with the introduction of the deregulated electricity market in 2003.

Government control over energy prices of domestic gas, oil, and electricity consumption
causes trade distortions because they are inconsistent with commercial considerations.
However, Russia has started regulatory reform in this area which should allow for a more
rational allocation of resources and the promotion of competitiveness and investment.

With regard to renewables, Russia has a 4.5% target of electricity production and consumption
from renewables by 2020."° Russia is one of the last major markets to be opened for renewable
energy producers, project developers and equipment providers. Recently, in May 2013, the
government adopted Decree N2 449 on the Mechanism for the Promotion of Renewable
Energy on the Wholesale Electricity and Capacity Market. It is a big step forward, however,
according to some critics,'” and the issue of local content requirement of renewable energy
installations remains a big challenge. It means that a certain amountof national technology
has to be used even though cheaper foreign alternatives exist. This will increase theprice
of renewable installations and reduce investments in thesector. In addition, local content
provisions in renewable energy support schemes are inconsistent with the WTO.™'

4.2 Gobitec and the Asian Super Grid

The Gobi desert is the fifth largest desert in the world and is estimated to be the world’s
third largest potential source of solar energy. It also has steady, strong wind speeds, making
theterritory ideal for both solar and wind technologies. However, the desert is very isolated
and needs investment and connection to the regional energy market.

""" Russian Electricity Reform, ‘Emerging Challenges and Opportunities: OECD/IEA, 2005. P3.

1% Federal Law of 14 April 1995, 0n State Regulation of Tariffs on Electric and Thermal Power in the Russian Federation’

1 Decree of the Russian Federation of 8 January 2009.

10'Russia’s New Capacity-based Renewable Energy Support Scheme, An analysis of Decree No. 49. International Finance Corporation, 2013, available at:
http://www.ifc.org/wps/wcm/connect/ec3c148040c76e01adf4bd5d948a4a50/Energy-+Support-+Scheme_Eng.pdf?MOD=AJPERES.

"2 |bid.
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In March 2013, five governmental and research partner organisations concluded a
Memorandum of Understanding on a joint regional study of Gobitec and the Asian Super Grid
for Renewable Energies in Northeast Asia.'*> The partners were the Energy Charter Secretariat,
Korea Energy Economics Institute, the Ministry of Energy of Mongolia, Japan Renewable
Energy Foundation and the Energy Systems Institute of the Russian Federation.'”

The study was published in 2014. The first warning from the research is that the Gobitec
project is, in its present state, a pipe dream. Despite the fact that the Gobi desert has huge
potential for renewable energy sources, it still has to be determined how large the economic
potential is and how this project can be implemented into the systems of five given countries:
China, Japan, Korea, Mongolia, and Russia. The project would needto connect Irkutsk in Russia,
Shanghai and Seoul in the South, and Tokyo in the East. It is clear that the scale of the project is
overwhelming. Huge capital costs are one of the biggest challenges of Gobitec and the Asian
Super Grid. In particular, the overall cost of the project is estimated at about $293 billion.

The aim of the Asian Super Grid is to produce electricity from renewable energy sources in
the Gobi desert in Mongolia and China, and then to interconnect these electricity generation
areas with Northeast Asian countries. If implemented, the Gobitec and Asian Super Grid
initiatives will providea number of economic, as well as social and environmental, benefits to
participating countries. The project has the potential to respond to the challenge of the energy
supply in Northeast Asia. For this reason the Gobitec and Asian Super Grid initiatives should be
assessed further.

122 Mainly based on a joint study on'Gobitec and the Asian Supergrid for Renewable Energy Sources in Northeast Asia, Energy Charter Secretariat, 2014. Available on
the website of the Energy Charter: http://www.encharter.org/.

15 Review of the Investment Climate and Market Structure in the Energy Sector of Mongolia, Energy Charter Publication, 2013. Available on the Energy Charter
website: http://www.encharter.org/.



The role of the Energy Charter Treaty in fostering regional electricity market integration:
Lessons learnt from the EU and implications for Northeast Asia | June 2015

It has also the potential to create a flow of foreign direct investment that would benefit the
countries associated with the project. Investments also generate employment, increase
productivity, transfer skills and knowledge, and contribute to the economic growth of
developing countries. Financial assistance and access to capital, as well as technical support,
are key tothe development of the project. Financial assistance from international and regional
institutions to promote this type of initiative is essential. In that sense, the Asian Pacific Economic
Cooperation (APEC) aims to increase the contribution of the energy sector to the economic
development for the region, and the Asian Development Bank (ADB) provides technical and
financial assistance to its member countries on the development of projects such as energy
initiatives that provide benefit to the population.

On the other hand, it is also important to evaluate the challenges that power integration
may bring. First, the regulation of every country's electricity market is different, and has been
designed to produce, transmit, and consume at a national level. Elements such as pricing
mechanisms andaccess to the grid have been designed ona smaller scale than a regional
market. In addition to that, the institutions associated withthe functioning of the system are
designed to manage and operate a national system, with national rules and a national market.

The challenges are not only technical and financial, but also regulatory. Integration is not an
easy task; it requires clear common objectives and a set of rules that allow all effort to be
channelled in the same direction. Therefore, it appears necessary to explore the possibility of
a legal framework that applies to every member state, secures the promotion of investment
in the region and in the project, creates obligations on the transmission of energy, provides a
framework for coordination between regulatory bodies andmechanisms fordispute resolution,
and provides certainty to stakeholders interested in the project. Inthis respect, the ECT provides
such amultilateral framework for long-term energy cooperation based on mutual benefits for
energy-producing, energy-consuming, and transit countries.

The Northeast Asian countries share the common objectives of strengthening cooperation
throughout the energy value chain, encouraging renewables, continuing development of the
infrastructure and promoting private sector investments in energy programmes and projects.
Regional cooperation could play a very important role in realisation of the Gobitec and Asian
Super Grid initiatives.

4.3 Benefits ofthe ECT and the EU for Northeast Asia

Creating a regional electricity market implies the removal of many barriers of a legal, economic
and technical character, as shown by the experience of the EU internal electricity market.
However, from an institutional and legal perspective, one may distinguish two methods for
the creation of a regional market. On the one hand, there is a EU model, whereby supranational
bodies and independent authorities make necessary regulation and control the sector. On
the other hand, countries involved could opt for an independent platform as a legal umbrella,
providing alevel playing field for certain projects in the energy sector, enhancing cooperation
between the countries involved, and at the same time leaving a margin of independence and
sovereignty for the governments of involved states with regard to accepting decisions.

The second approach is more suitable for the Northeast Asian region, where the ECT could play
a role as an international platform for international energy relations. At the same time, from
a technical, operational and regulatory perspective, the EU experiences in the transmission
systems and electricity market are valid and should be considered by Northeast Asia.
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4.3.1 Benefits of the ECT global framework for Northeast Asia

In 1998,the G8 recognised that open and competitive energy markets were crucial for
attracting private sector investment, promoting sustainable development, and improving
competitiveness and consumer choice. Such markets require stable, transparent, non-
discriminatory legal, fiscal and regulatory structures, and a favourable investment climate. In
this context, the ratification and implementation of the ECT wereput forward as a suitable
instrument to support economic reform efforts with regard to conditions of investment, trade,
and transit. Under the ECT, liberalisation can be promoted through a legal regime that supports
private investments, provides for enforceable contracts and dispute resolution mechanisms,
and allows state-owned utilities to enter into enforceable power purchase agreements with
private developers.

The interdependence of integrated national markets requires multilateral cooperation in the
development of efficient cross-border transmission networks. Regional capacity problems can
best be alleviated through a market-driven approach to infrastructure development that results
in private investment. Governments must play a role in creating the appropriate framework
conditions that favour the mobilisation of private investment capital. In this light, trade and
transit provisions, such as those of the ECT, provide an effective framework for developingsuch
conditions.

Investment provisions respect the sovereignty of member countries in conducting their
domestic investment-related policies, including those related to energy. ECT member
countries remain free to adopt rules for foreign energy companies investing in their territories,
proving that those rules comply with the fundamental principle of non-discrimination and
other investment-related obligations.

ECT soft law provisions also contribute to enriching the cooperation framework. These
provisions include the promotion of access to and transfer of energy technology, competition
and open capital markets, environmental protection when countries are exploring, exploiting
and using their energy resources, the principle of transparency concerning energy-related
legislation, protection of foreign investors against confiscatory taxes, obligation of state
enterprises to respect the ECT provisions, and the responsibility of the state for compliance by
sub-national authorities. The ECT also includes general exceptions concerning the protection
of life and health, essential security interests, and emergency energy shortage situations.

4.3.2 Benefits of the EU regional experience for Northeast Asia

The experience of the EU internal electricity market shows that market integration implies
a quite ambitious regional approach to transmission regulation, including expansion and
reinforcements, allocation of grid costs and open access to the regional network. Unnecessary
barriers to commercial transactions between agents from different countries need to be
removed. Moreover, a common wholesale trading platform should be arranged. National
policies on generation capacity instruments, transmission tariffs and support to renewable
energy, must be designed in such a way as to avoid their interference with the creation of a
regional competitive market. From an institutional and legal perspective, national TSOs and
regulatory authorities should be independent.

The participation of all agents in the regional market freely choosing their regional counterpart,
the regional planning of the transmission grid and full integration in various national markets
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can only happen in the most advanced stage of a regional market. Therefore the pace at
which rules and changes take place must be consistent with the situation prevailing in the
countries of the region. A basic integration model consists of the physical interconnection of
national systems and allows generation companies to trade bilaterally between neighbouring
systemson a voluntary basis.

In addition to cross-border trade and investments, industrial restructuring to promote market
competition can be implemented. This implies separate electricity production, transmission,
distribution, and supply activities, allowing companies to compete in offering services to
energy consumers, and to allow competing producers and suppliers access to transmission
and distribution facilities on a non-discriminatory basis.

Inthe context of the EU internal electricity market, buyers and sellers of electricity were originally
free to negotiate the price, terms and conditions of their contracts, but then independent
regulatory authorities were established to regulate and monitor those network and market-
related services. In all cases, measures on consumer protection are necessary.

Liberalisation and restructuring of the electricity sector require a sound legal framework.
Regulations should establish equitable treatment of the public and private actors participating
in the power market and fair and openaccess to markets by both national and foreign
agents. Moreover, market liberalisation and competition do not preclude public policy goals
such as universal electricity services, continuity of supply, long-term security of supply, and
environmental protection.



Conclusions
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Conclusions

All national, regional and international energy policies face the same challenges today:
energy security, which means the interdependence between supply and demand, allowing
for competitive and affordable prices for all consumers; and developing solutions for a low
carbon impact of energy production and use on the environment. These challenges are to be
managed at national, regional and international level.

This increasing tendency to create regional markets brings higher levels of energy security,
competitiveness and sustainability in the electricity sector. The EU and its member states are
contracting parties to the ECT, and therefore are committed to the principles of open and
competitive markets as set out in the Treaty. Additionally, the EU implements a much higher
degree of internal economic (and political) integration than that required by the ECT. As a
regional economic integration organisation, EU member states grant special benefits among
themselves on a mutual basis, which constitutes a valid exception to the most-favoured nation
principle enshrined in the ECT. As a result, two systems of energy cooperation, the ECT and the
EU, co-exist and complement each other at international and regional level.

The question is how the idea of Gobitec and the Asian Super Grid may benefit from the
existing international frameworks and regional experiences considering the market and
institutional challenges ahead. The promotion of renewable energy sources follows a process
of liberalisation to allow private investors to enter the market as new independent power
producers on a non-discriminatory basis. Large amounts of renewables require enhanced
networks that are better equipped to cope with the intermittence and transport of electricity
from generation sites to consumption centres, and also to compensate for local fluctuations
in RES generation. Countries in the region must commit to furthering the integration of their
power systems to achieve additional economic and welfare effects in their so far isolated
energy systems. Market integration may also imply a certain degree of harmonisation in a
number of market and network areas.

The institutional and regulatory challenges cannot be overestimated since national authorities
seem reluctant to relinquish control over their respective national markets. Indeed, the EU
experience often shows the reluctance of member states to think in regional terms and
implement legislation previously agreed to complete the EU internal market. This resistance
is eventually overcome through the supranational enforcement system, which ensures the
application of the rules for electricity trade and investments. However, this supranational
system is unique to the EU.

Northeast Asia has notengaged in a supra-national organisation similarto the EU. Consequently
an intergovernmental approach should be followed. Existing regional frameworks could be
supplemented by an agreement like the ECT, which follows the unanimity rule. Restructuring
the region’s institutional setting must respect specific regional and national features. The
ECT offers an opportunity to express the willingness to share the same basic market-based
principles and rules. Market development must be compatible with the respect of state
sovereignty over natural resources, as fully recognised and protected by the ECT.

The EU internal electricity market was originally funded on an intergovernmental treaty.
However, the EU founding treaties have created a complex supra-national institutional system
with autonomous powers and independence from its member states. On the other hand, the
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ECT is, and will remain, a purely intergovernmental agreement, whose governing body is a
ministerial conference which adopts decisions by unanimity. A small secretariat in Brussels
assists the Energy Charter Ministerial Conference.

The ultimate objectives of the ECT and the EU internal energy market are the same: the
creation of competitive and efficient markets. The governing principles are also basically the
same. The EU internal energy market is based on the principles of free movement of goods,
capital, services, establishment and people. Likewise, the 1994 ECT is inspired byte principles
of open, transparent and non-discriminatory energy markets for trade, transit and investments.
However, the ECT does not impose any of the following market conditions that have been
required by the EU secondary legislation: market liberalisation, unbundling, targets for
renewable energy sources in the energy mix, third party access, environmental regulation, and
so on. The ECT does not interfere in national energy markets and policies.

The ECT is like a global legal umbrella for international energy relations, within which some
regions, like the EU, a contracting party of the ECT, may agree on a more ambitious market
reform within regional borders. In the absence of a legal foundation for a regional market, as in
Northeast Asia, the founding legal text could be provided by the intergovernmental ECT. In all
cases, the ECT is a bridge to bring closer countries and regions on an increasingly global and
interdependent energy sector.

The benefits of all five countries of Northeast Asia becoming ECT-contracting parties would
be a good starting-point from which to approach the common challenges that an Asian
Super Grid will represent. Japan and Mongolia are already contracting parties. Russia signed
the ECT, but in 2009 it decided to suspend its application. China is an active observer to the
Energy Charter. Also, Korea is in favour of a framework such as the ECT for enhancing energy
cooperation in Northeast Asia. As the first step, the adoption of the 2015 International Energy
Charter by these countries will give new political momentum to intergovernmental energy
cooperation in this region.
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