Energy Community

TO THE MINISTERIAL COUNCIL OF THE ENERGY COMMUNITY

represented by the Presidency and the Vice-Presidency of the Energy Community

REASONED REQUEST

in Case ECS-1/12

Submitted pursuant to Article 90 of the Treaty establishing the Energy Community (“the Treaty”)

and Articles 14 and 28 of Procedural Act No 2008/1/MC-EnC of the Ministerial Council of the

Energy Community of 27 June 2008 on the Rules of Procedure for Dispute Settlement under the

Treaty,' the

SECRETARIAT OF THE ENERGY COMMUNITY
against

UKRAINE

is seeking a Decision from the Ministerial Council that

by maintaining in force its current regime for allocation of cross-border capacity for electricity,
Ukraine fails to fulfil its obligations under the Energy Community Treaty, and in particular
Articles 7 and 41 thereof, Articles 3(1), 12(f) and 32 of Directive 2009/72/EC, Article 16(1) of
Regulation (EC) 714/2009 as well as Sections 1.1; 1.6; 2.1; 2.5, 2.10 and 2.13 of the
Congestion Management Guidelines as incorporated and adapted by Decision 2011/02/MC-
EnC of the Ministerial Council of the Energy Community of 6 October 2011.

The Secretariat of the Energy Community has the honour of submitting the following Reasoned
Request to the Ministerial Council.

(1)

Relevant Facts

The subject-matter of the present case consists in several instances of non-compliance by
the existing legislation and its application in Ukraine with the Energy Community acquis
communautaire related to allocation of cross-border capacity by the Ukrainian transmission
system operator Ukrenergo, under the Auction Rules approved by the National Electricity
Regulatory Commission (“NERC”).

! Procedural Act No. 2015/04/MC-EnC of 16 October 2015 amended the Dispute Settlement Procedures. However, as
the present case was initiated prior to the adoption of the amended Dispute Settlement Procedures, the rules stipulated
in Procedural Act No. 2008/01/MC-EnC are to be applied.
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1. The electricity sector in Ukraine

(2) The electricity market of Ukraine is organized according to a single buyer model, based on
the Electricity Sector Law of 1998.2 The wholesale electricity market of Ukraine (WEM)
functions based on an agreement between the participants of the wholesale electricity
market of Ukraine (“‘the WEM Agreement”) and the conditions and requirements of the WEM
Rules.® The Agreement and its amendments have been approved by NERC as well as by the
Antimonopoly Committee of Ukraine. There are no direct bilateral contracts with consumers,
and there is no functioning balancing market and market of ancillary services. Instead, they
are an integral part of the WEM Agreement. All participants of WEM must sign the WEM
Agreement with the administrator of the market, Energorynok, as a precondition for obtaining
the status of a member to the WEM. This Agreement defines the target and conditions of
energy activities, rights and obligations of WEM participants together with their responsibility
towards the WEM. The WEM Rules are an integral part of the Agreement and define the
mechanism of functioning of the WEM, the procedure of load allocation between generating
units, the procedure of setting the electricity generation price and the electricity wholesale
market price.*

(3) The WEM is the exclusive wholesale market place in Ukraine, any other wholesale trade in
electricity is prohibited.”

(4) The State owned enterprise Energorynok acts as market administrator for the WEM. It
purchases all the electricity produced by the generators or imported for sale in Ukraine,
except for the electricity used by generators for their own needs, electricity produced by
CHPs and supplied to consumers on their territory, and electricity produced in small power
units.® Energorynok also sells electricity for export to the winners of auctions for access to
cross-border transmission capacity organized by the transmission system operator
Ukrenergo, under prices regulated by NERC.

(5) The Ministry ensures the long-term and medium-term planning of the WEM through
elaboration and update of a projected balance of electricity of the Integrated Power System
of Ukraine,” pursuant to an Order of the Ministry of 2016 approving the procedure for
preparing the annual and monthly balance of electricity.®

(6) This Order defines the imbalance of electricity as the difference between the volume of
production and import of electricity on the one hand, and consumption and export of
electricity on the other. It further stipulates that if the proposals by the generation companies
do not lead to a balance of production and consumption, no later than 25 October of the year

2 ANNEX 1: Article 30 of Law of Ukraine ‘On electricity’ No. 575/97-BP, VR, 6 October 1997, published in Verkhovna
Rada news, 1998 with the last amendments and additions from 16.07.2015. The whole text of the Law is available at
http://zakon5.rada.gov.ua/laws/show/575/97-%D0%B2%D1%80 (17.05.2017).

% Rules on the Wholesale Electricity Market of Ukraine as Annex 2 from 2015 to the Agreement between members to the
Wholesale Electricity Market of Ukraine, 15.11.1996 as amended last time on 17.02.2012.

* Article 15 of Electricity Sector Law of 1998.

° Subparagraph 15 of paragraph 4 of Title VI of the Law of Ukraine ‘On the principles of the functioning electricity market
in Ukraine’ No. 663-VII as from 24.10.2013 amends the Article 15 of the Electricity Sector Law1998.

® There are a number of exceptions as to the sale of electricity on wholesale electricity market, introduced by changes of
the Electricity Sector Law as well as Cabinet of Minister’s decrees.

" Para.4.5 of Regulation of the Ministry, approved by Decree of the President of Ukraine No 382/2011, dated 06.04.2011.
® Order of the Ministry, “On approval of the preparation procedure of annual and monthly forecast balance of electricity of
IPS of Ukraine”, No.521, dated 26.08.2016.



http://zakon5.rada.gov.ua/laws/show/575/97-%D0%B2%D1%80
http://zakon5.rada.gov.ua/laws/show/663-18/paran1118#n1118
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preceding the settlement, the Ministry shall decide on balancing generation with demand of
electricity, based on a draft electricity balance from Ukrenergo. This balance may be done
via:

— increase/decrease of generation from nuclear power plants (if technically possible),
— increase/decrease of generation from thermal power plants (if technically possible),
— increase/decrease of export,

— organize import,

— limitation the volume of electricity consumption by energy suppliers.

(7) Electricity transmission is operated by the State owned company Ukrenergo, which owns and
operates the high voltage network including cross-border interconnection lines.

(8) The power system of Ukraine is interconnected as a part of the Integrated Power System in
synchronous parallel mode with the Unified Power System of the Russian Federation.
Ukrenergo operates export transmission capacities primarily with Russia (3000 MW),
Moldova (700 MW) and Belarus (900 MW).° These interconnections are used in the first
place to provide security in the balancing of the system of Ukraine in cases of emergency.
There is usually no commercial utilization of those capacities except of the interconnection
with Moldova (including for transits through Moldova back to Ukraine to supply electricity in
the region of Odessa).

(9) Only a smaller part of the Ukrainian power system is linked with the synchronized European
ENTSO-E network through the isolated Burshtyn island in western Ukraine which disposes of
an installed generation capacity of 1950 MW.° After internal consumption, the Burshtyn
island’s export capacity ranges between 500 MW and 650 MW (550 MW in summer).'* As
regards the interconnector capacities linking the Burshtyn island to the ENTSO-E network,
the NTC (net transfer capacity) values are Ukraine — Hungary: 800 MW; Ukraine — Slovakia:
400 MW and Ukraine — Romania: 400 MW. However, only around 550 MW of the total
interconnectors’ capacities are used for export.

(10) Given the isolated situation of Burshtyn island, cross-border capacity is used for export to
European Union Member States only in the amount of electricity available for export; i.e.
electricity produced locally in the Burshtyn island after satisfying the demand of the domestic
customers located in that territory.

(11) As detailed in the Opening Letter,’* and in the Reasoned Opinion® to which reference is
made, in the period between 2011 and 2017 there was more demand for interconnection
capacity than the capacity actually put on auction; only approximately 500MW of the
available 1600MW capacity has been allocated at auctions.

°Annual Report of NEURC for 2015, p.36 (table 2.2.3.), see:

http://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit NKREKP 2015.pdf (17.05.2017).

10 Burshtyn power plant (2351 MW), Kaluska Combined Heat and Power plant (200 MW) and Tereblya-Rikska
h%/droelectric power plant (27 MW) are the generation plants installed in this area.

Y Annual Report of NEURC for 2015, p.3, supra.

12 ANNEX 6: Opening Letter in Case ECS-1/12, p.2.

13 ANNEX 13: Reasoned Opinion in Case ECS-1/12, pp.5-6.



http://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit_NKREKP_2015.pdf
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In relation to the interconnection with Moldova, the situation is different. The two electricity
systems operate synchronously, the interconnection lines are also not congested and the
interconnection capacity between the two countries is sufficient for an increased cross-border
trade. Those interconnectors are also used for export of electricity to Moldova as detailed in
the Opening Letter'* and the Reasoned Opinion.*®

The legal framework governing the allocation of cross-border capacities in Ukraine

a. Primary legal framework

Before the adoption of the Electricity Market Law of 2013, the Electricity Sector Law of
1998 was governing the allocation procedure and was providing a legal basis for adoption of
Auction Rules by NERC.

The Electricity Market Law adopted in 2013 came into force on 1 January 2014."" Article 10
of the Electricity Market Law governs the allocation of cross-border capacity. However, the
Law was structured in a manner that the main part of the Law, introducing a new electricity
market model, enters into force only on 1 July 2017. According to the Law’s transitional
provisions, Article 10 of the Electricity Market Law governing the cross-border allocations of
capacity comes into force only three years after entry into force of the Law, on 1 July 2017,
when the new market model was supposed to become effective. However, the Electricity
Market Law of 2013 has not been implemented and the new electricity market model, the
precondition for enforcing Article 10, has never been set up.

In this situation, i.e. until a new market model is implemented, the transitional provisions of
the Electricity Market Law amended Article 30 of the Electricity Sector Law of 1998'® and that
provision still governs the allocation procedures. Those changes to Article 30 of the
Electricity Sector Law entered into force on 1 December 2014 and were to be applied by 1
July 2017, provided that the new electricity market model was introduced by then.

Pursuant to Article 30 of the Electricity Law 1998, as amended by the Electricity Market Law
of 2013,%° applicable still today, an electricity supplier intending to export electricity must
purchase the required volume on the WEM of Ukraine under WEM prices, established by the
WEM Rules and approved by NERC. Moreover, in order to export (or import) electricity, the
energy undertaking in question needs a license for electricity supply and may not have any
outstanding debts for electricity purchased at the WEM.

Article 30 of the Electrciity Law of 1998 as amended by the Electricity Market Law of 2013,
also stipulates that the transmission of electricity intended for export is based on a contract
concluded with Ukrenergo. The contracts on capacity rights are awarded by way of auctions.

4 ANNEX 6, supra, p.2.

5 ANNEX 13, supra, p.6.

® ANNEX 2: Relevant excerpts of Electricity Market Law, No 663-VII, dated 24.10.2013 are submitted as ANENX to this
Reasoned Request. The whole text of the Law in Ukrainian is available at http://zakon5.rada.gov.ua/laws/show/663-18
(17.05.2017), and print out of non-official translated English version is available at the Secretariat and can be submitted
upon request.

! According to Section VI — Final and transitional provisions — the Law comes into force on the first day of the month
following the month of publication, and the first publication was in "The Voice of Ukraine" on 07.12.2013.

'® See: ANNEX 1 and ANNEX 2.

1 Paragraph 30 of the Title VI ‘Final and transitional provisions’ of the Law of Ukraine Ne 663-VII ‘On the principles of the
functioning electricity market in Ukraine’ as from 24.10.2013.



http://zakon5.rada.gov.ua/laws/show/663-18
http://zakon5.rada.gov.ua/laws/show/663-18/paran1118#n1118
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After the auction takes place, Ukrenergo enters into an agreement on the access to the
cross-border transmission capacity for export of electricity with the winner of the auction. The
terms and conditions of these contracts are to be approved by NERC.

As regards the procedure for import of electricity, Article 15 of the Electricity Sector Law of
1998 as amended by the Electricity Market Law of 2013 and the WEM Rules stipulate that,
all imported electricity must be sold to Energorynok at prices defined by NERC. Any other
wholesale electricity market is prohibited.

In parallel to the delayed implementation of the Electricity Market Law 2013, a new Electricity
Market Law transposing the Third Energy Package was drafted. The new Law has been
voted in second reading by the Ukrainian Parliament on 13 April 2017.%° At the moment of
submitting the present Reasoned Request, however, the parliamentary procedure for
adoption has not been finalized. The new Law has not been signed by the President of
Ukraine yet, and has not been published in Official Journal, i.e. it has not entered into force.

In any event, even after entry into force of the new Electricity Market Law, its new provisions
related the allocation of interconnector capacity, together with a new market model, will only
take effect from July 2019 onwards.* Until then, the transitional provision governing the
allocation of cross-border capacities (Section VIl of the Law), still stipulates (as do the
currently applicable Articles 30 and 15 of the Electricity Sector Law of 1998) that volumes of
electricity required for export and/or import shall be purchased and/or sold at Energorynok at
prices determined by the WEM Rules.

b. Secondary legal framework

The allocation of cross-border capacity for export at all interconnectors in the Burshtyn island
as well as with Moldova and Belarus is performed through auctions according to Auction
Rules adopted by NERC. Until December 2012, the auctions were held according to the
Auction Rules adopted in 2009.?* Afterwards, Auction Rules adopted by NERC in December
2012% have been applied. Under those Rules, the interconnector capacity was auctioned
regardless of whether congestion occured.?

The Auction Rules of 2012 were subject to the Opening Letter initiating the infringement
proceedings against Ukraine in the present case. They were amended several times before
being replaced by new Auction Rules in February 2015. Since the Auction Rules of 2015%
entailed the same breaches as already identified in the Opening Letter, they were assessed
in the Reasoned Opinion submitted in the present case. After the Reasoned Opinion has
been sent on 14 March 2017, the successor of NERC, the National Commission for State
Energy and Public Utilities Regulation (NEURC) amended the Auction Rules of 2015 on 28

20 | aw of Ukraine N0.4493: ‘On electricity market’, adopted on 13 April 2017 by Verkhovna Rada.

21 See Final and transitional provisions in Law No0.4493.

2 Decree on approval of the Procedure of Auctions Relating to the Access to the Transmitting Capacity of Ukraine’s
International Power Grids for the Purpose of Electric Power Export adopted by National Power Industry Regulatory
Committee of Ukraine, N0.1207, 22 October 2009.

3 Resolution on approval of the Procedure of holding auctions for access to the cross border capacity of cross border
electric networks of Ukraine for export of electric energy No.1450, 8 November 2012, that became effective on 17
November 2012 after being registered in the Ministry of Justice and being published on the official website.

4 Article 1(2) Auction Rules of 2012.

% NEURC, "On approval of the Rules of electronic auctions on capacity allocation of cross-border electricity lines" No.
176 dated 12.02.2015.
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March 2017. The amended rules were adopted on the basis of Article 30 of the Electricity
Sector Law of 1998, as amended by the Electricity Market Law of 2013, and entered into
force on 12 May 2017.% They form the basis of the present Reasoned Request.

(23) The Auction Rules of 2017 define the procedure for organizing and performing electronic
auctions for cross-border capacity for export and/or import of electricity.?” An auction office,
which is defined as “enterprise providing centralized dispatching control over Interconnected
Power System of Ukraine”, i.e. Ukrenergo, is responsible for organization and holding
(explicit) electronic auctions ® for yearly, monthly and daily capacity.?® In case of no
congestion, the capacity is allocated free of charge, whereas in case of congestion, the
marginal price is equal to the minimum bid price satisfied of all bids.*°

(24) Those rules — as the previous ones - are closely linked with and depend on the electricity
market model currently in place in Ukraine as explained above, and as defined in the
Electricity Sector Law of 1998 still applied to date. Only energy suppliers are allowed to
participate in auctions and may obtain the status of participant.* Ukrenergo verifies if the
supplier has the status of WEM participant and whether it has open debts for electricity
bought from the WEM.*?

(25) Participating in the auctions also depends on the provision of a warranty deposit.** Under the
2012 Auction Rules, the warranty deposit* was calculated according to a formula which
made the warranty for annual auction twelve times higher than in the previous Auction Rules
of 2009. The Auction Rules of 2015 based the amount of the required deposit (bank
guarantee) on “multiplying the maximum value of Bid(s) price and maximum value of
capacity in MW planned to be obtained by the allocation participant on the corresponding
auction.” The 2015 rules furthermore specified that the “amount of guarantee fee and/or bank
guarantee has to be equal or more than the total value of all Bids submitted by the auction
participant on the corresponding auction and value of obtained and non-paid capacity at the
moment of holding of the corresponding auction.” The Secretariat, in the Reasoned Opinion,
deemed this formula proportionate to the objective pursued by the warranty deposit
requirement and dropped the charge related to the warranty deposit.*

(26) However, the new Auction Rules of 2017 changed again the regime on warranties. The
Rules now require that auction participants provide a bank guarantee® and/or pay a fee. The

% ANNEX 14: NEURC ‘On approval of the Rules of electronic auctions on capacity allocation of cross-border electricity
lines’ No. 426 dated 28.03.2017. The Rules were published on 11 May 2017 in the ‘Governmental Courier (“Ypsidosuti
Kyp'ep”) and entered into force on 12 May 2017 (next day after publication). The text of the 2017 Auction Rules was
made available to the public on the NEURC’s website starting from 31.03.2017, awaiting publication in the
‘Governmental Courier’ to enter into force.

27 Article 1.1 Auction Rules of 2017.

%8 Article 2 Auction Rules of 2017.

29 Article 4 Auction Rules of 2017.

%0 Article 10.1 Auction Rules of 2017.

%L Article 5 Auction Rules of 2017.

32 Article 2.2 Auction Rules of 2017.

% Article 6 Auction Rules of 2017.

% Defined as a “monetary payment that is deposited to the account of the system operator by the participant of an
auction as a tool for securing his honesty and financial guarantee of payment for access to the cross boarder capacity of
intergovernmental electric networks of Ukraine.”

% ANNEX 13, supra, p.11.

% Defined as “type of ensuring fulfilment of obligations where the bank undertakes the cash obligations towards the
auction office in case the auction participant does not fulfill in full or partially its obligations,” The guarantee is to be
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newly introduced fee is defined as “funds, paid by auction participants in yearly, monthly
and/or daily auctions and which in case of non-fulfillment of the obligations by the auction
participant become ownership of the auction office as a fine.”’ The fee and/or the bank
guarantee shall consist of an amount that exceeds or is equal to 100 (one hundred) minimal
wages as defined in the applicable legislation of Ukraine on the date prior of the date of the
opening of bids for the respective auction.® The minimal wage in Ukraine for the year of
2017 is 3 200 UAH per month (or 19.34 UAH per hour),* which amounts to 111, 49 EUR.*
This means that the fee and/or bank guarantee is not less than approx. 11.000 EUR for the
participation in annual, monthly or even daily auctions.

Moreover, approved auction participants are not allowed to take part in auctions in case they
have financial obligations towards the auction office, or existing debts for electricity
purchased at the WEM of Ukraine, or in case if the status of WEM member of the participant
has been canceled.” In case the auction participant has not made any bid in any auction
during a period of a year from the date of registration, its registration as auction participant is
withdrawn.*

If the applicant has been successful with its bids in the auctions, and has been allocated
certain cross-border capacity on the yearly or monthly auctions, it can still lose that capacity
in case it has a debt towards the auction office or if it loses its status as WEM participant.*®
The participant also loses the allocated capacity if it does not submit its daily hourly
schedule.** Use of allocated capacity is made by submitting daily hourly schedules for export
of electricity to the auction office, and are subject to its approval.”> The costs paid for the
unused capacity, which have not been approved by the submission of daily hourly schedules
of electricity export/import are not returned to the participant. ®® Moreover, in case a
participant has been allocated capacity in a yearly auction, and during one month uses the
allocated capacity for less than 70% of the booked capacity, it loses its right of access to the
cross-border capacity of electricity network that it has obtained for the rest of the year, and
the lost capacity is allocated at monthly and daily auctions.*’

Finally, in case the successful auction participant does not pay for the allocated cross-border
capacity allocated, that participant also loses the allocated capacity, and the costs of its bank
guarantee or fee are paid as a fine amounting to 100 minimal wages as described above. *®

provided no later than 13:00 Kyiv time on the day preceding the date of the gate opening of the yearly and/or monthly
and/or daily auction.
37 Article 1.2 Auction Rules of 2017, emphasis added. The fee is due no later than the day preceding the day of the gate
ogpening of respective yearly and/or monthly and/or daily auction.

% Article 6.2 Auction Rules of 2017.

° The minimal wage is defined in Article 8 of the Law on State Budget of 2017 available at:
http://zakon3.rada.gov.ua/laws/show/1801-viii (17.05.2017).

Based on the exchange rate provided at the website of the National Bank of Ukraine,
http://www.bank.gov.ua/control/en/ (17.05.2017).

L Article 6.11 Auction Rules of 2017.

2 Article 5.11 Auction Rules of 2017.

43 Article 6.12 Auction Rules of 2017.

* Article 12.4 and 12.8 Auction Rules of 2017.
5 Article 12.2 Auction Rules of 2017.

“® Article 12.8 Auction Rules 2017.

7 Article 12.9 Auction Rules of 2017.

“8 Article 17.2 Auction Rules of 2015.


http://zakon3.rada.gov.ua/laws/show/1801-viii
http://www.bank.gov.ua/control/en/
http://www.bank.gov.ua/control/en/
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(30) In case of technical problems with the electronic platform, a fallback mode is applied, which
means auctions are to be performed via e-mail and fax.** However, until now the fallback
mode turned out to be the default solution, as electronic auctions are still not taking place.
Even though Ukrenergo has purchased an electronic platform, it is still being tested and not
used for performing auctions.

ll. Relevant Energy Community Law

(31) Energy Community Law is defined in Article 1 of the Dispute Settlement Procedures as “a
Treaty obligation or [...] a Decision addressed to [a Party]”. A violation of Energy Community
Law occurs if “[a] Party fails to comply with its obligations under the Treaty if any of these
measures (actions or omissions) are incompatible with a provision or a principle of Energy
Community Law” (Article 2(1) Dispute Settlement Procedures).

(32) In the following, a selection of provisions of Energy Community law relevant for the present
case is compiled. This compilation is for convenience only and does not imply that no other
provisions may be of relevance for legal assessment hereto.

(33) Article 6 of the Treaty reads:

The Parties shall take all appropriate measures, whether general or particular, to ensure fulfilment of
the obligations arising out of this Treaty. The Parties shall facilitate the achievement of the Energy
Community’s tasks. The Parties shall abstain from any measure which could jeopardise the attainment
of the objectives of the Treaty.

(34) Article 7 of the Treaty reads:
Any discrimination within the scope of this Treaty shall be prohibited.

(35) Article 10 of the Treaty reads:

Each Contracting Party shall implement the acquis communautaire on energy in compliance with
the timetable for the implementation of those measures set out in Annex |.

(36) Article 11 of the Treaty reads:*

The “acquis communautaire on energy”, for the purpose of this Treaty, shall mean (i) the Directive
2003/54/EC of the European Parliament and of the Council of 26 June 2003 concerning common rules
for the internal market in electricity [...] and (iii) the Regulation 1228/2003/EC of the European
Parliament and of the Council of 26 June 2003 on conditions for access to the network for cross-
border exchanges in electricity.

(37) Article 41 of the Treaty reads:

*9 Article 11 Auction Rules of 2017.

%0 Article 11 EnCT has been amended by Decision of the Ministerial Council of the Energy Community D/2011/02/MC-
EnC and it introduces an obligation for the Contracting Parties to adopt Directive 2009/72/EC and Regulation (EC)
N0714/2009 by 1 January 2015. By then, the Contracting Parties have to comply with Directive 2003/54/EC and
Regulation (EC) No 1228/2003.
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1. Customs duties and quantitative restrictions on the import and export of Network Energy and all
measures having equivalent effect, shall be prohibited between the Parties. This prohibition shall also
apply to customs duties of a fiscal nature.

2. Paragraph 1 shall not preclude quantitative restrictions or measures having equivalent effect,
justified on grounds of public policy or public security; the protection of health and life of humans,
animals or plants, or the protection of industrial and commercial property. Such restrictions or
measures shall not, however, constitute a means of arbitrary discrimination or a disguised restriction
on trade between the Parties.

Article 2 of the Protocol concerning the accession of Ukraine to the Treaty establishing the
Energy Community reads:

I. For the purpose of compliance with Title Il of the Treaty establishing the Energy Community and its
related Annexes, the timetable for implementation of the acquis communautaire is defined as follows:

Directive 2003/54/EC Concerning Common Rules for the Internal Market in Electricity by 1 January
2012

Regulation (EC) No 1228/2003 on the Conditions of the Access to the Network for Cross-Border
Exchanges in Electricity by 1 January 2012.

Commission Decision 2006/770/EC amending the Annex to Regulation 1228/2003 on conditions for
access to the network for cross-border exchanges in electricity by 1 January 2012

Article 3(1) of Directive 2009/72/EC reads:

Member States ... shall not discriminate between these undertakings as regards either rights or
obligations.

Article 12 of Directive 2009/72/EC reads:

Each transmission system operator shall be responsible for:

[...]

(f) ensuring non-discrimination as between system users or classes of system users, particularly in
favour of its related undertakings...

Article 32 of Directive 2009/72/EC reads:

Member States shall ensure the implementation of a system of third party access to the transmission
... systems based on published tariffs, applicable to all eligible customers and applied objectively and
without discrimination between system users. Member States shall ensure that those tariffs, or the
methodologies underlying their calculation, are approved prior to their entry into force in accordance
with Article 37 and that those tariffs, and the methodologies — where only methodologies are
approved — are published prior to their entry into force.

The transmission ... operator may refuse access where it lacks the necessary capacity. Duly
substantiated reasons must be given for such refusal, in particular having regard to Article 3, and
based on objective and technically and economically justified criteria. The regulatory authorities where
Member States have so provided or Member States shall ensure that those criteria are consistently
applied and that the system user who has been refused access can make use of a dispute settlement
procedure. The regulatory authorities shall also ensure, where appropriate and when refusal of access
takes place, that the transmission ... system operator provides relevant information on measures that
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would be necessary to reinforce the network. The party requesting such information may be charged a
reasonable fee reflecting the cost of providing such information.

Article 1 of Regulation (EC) 714/2009 reads:

This Regulation aims at:

(a) setting fair rules for cross-border exchanges in electricity, thus enhancing competition within the
internal market in electricity, taking into account the particular characteristics of national and regional
markets. This will involve the establishment of a compensation mechanism for cross-border flows of
electricity and the setting of harmonised principles on cross-border transmission charges and the
allocation of available capacities of interconnections between national transmission systems.

(b) facilitating the emergence of a well-functioning and transparent wholesale market with a high level
of security of supply in electricity. It provides for mechanisms to harmonise vthe rules for cross-border
exchanges in electricity.

Article 2(1) of Regulation (EC) 714/2009 reads:

‘interconnector” means a transmission line which crosses or spans a border between Contracting
Parties and which connects the national transmission systems of the Contracting Parties.

Article 16(1) of Regulation (EC) 714/2009 reads:

Network congestion problems shall be addressed with non-discriminatory market-based solutions
which give efficient economic signals to the market participants and transmission system operators
involved. Network congestion problems shall preferentially be solved with non-transaction based
methods, i.e. methods that do not involve a selection between the contracts of individual market
participants.

Article 19 of Regulation (EC) 714/2009 reads:

The regulatory authorities, when carrying out their responsibilities, shall ensure compliance with this
Regulation and the Guidelines adopted pursuant to Article 18.>

Section 1 of the Congestion Management Guidelines (“General provisions”) reads:

1.1. TSOs shall endeavour to accept all commercial transactions, including those involving cross-
border-trade.

1.6. No transaction-based distinction may be applied in congestion management. A particular request
for transmission service shall be denied only when the following conditions are jointly fulfilled:

(a) the incremental physical power flows resulting from the acceptance of this request imply that
secure operation of the power system may no longer be guaranteed, and

(b) the value in monetary amount attached to this request in the congestion management procedure is
lower than all other requests intended to be accepted for the same service and conditions.

1 As adopted by the Permanent High Level Group under Procedural Act No 01/2012 PHLG-ENC of the Permanent High
Level Group.

10
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(47) Section 2 of the Congestion Management Guidelines (“Congestion management methods”)
reads:

2.1. Congestion management methods shall be market-based in order to facilitate efficient cross-
border trade. For this purpose, capacity shall be allocated only by means of explicit (capacity) or
implicit (capacity and energy) auctions. Both methods may coexist on the same interconnection. For
intra-day trade continuous trading may be used.

2.5. The access rights for long and medium-term allocations shall be firm transmission capacity rights.
They shall be subject to the use-it-or-lose-it or use-it-or-sell-it principles at the time of nomination.

2.10. In principle, all potential market participants shall be permitted to participate in the allocation
process without restriction. To avoid creating or aggravating problems related to the potential use of
dominant position of any market player, the relevant Regulatory and/or Competition Authorities, where
appropriate, may impose restrictions in general or on an individual company on account of market
dominance.

2.13. The financial consequences of failure to honour obligations associated with the allocation of
capacity shall be attributed to those who are responsible for such a failure. Where market participants
fail to use the capacity that they have committed to use, or, in the case of explicitly auctioned capacity,
fail to trade on a secondary basis or give the capacity back in due time, they shall lose the rights to
such capacity and pay a cost-reflective charge. Any cost-reflective charges for the non-use of capacity
shall be justified and proportionate. Likewise, if a TSO does not fulfil its obligation, it shall be liable to
compensate the market participant for the loss of capacity rights. No consequential losses shall be
taken into account for this purpose. The key concepts and methods for the determination of liabilities
that accrue upon failure to honour obligations shall be set out in advance in respect of the financial
consequences, and shall be subject to review by the relevant national Regulatory Authority or
Authorities.

lll.  Preliminary Procedure

(48) According to Article 90 of the Treaty, the Secretariat may bring a failure by a Party to comply
with Energy Community law to the attention of the Ministerial Council. Pursuant to Article 10
of the Dispute Settlement Procedures, the Secretariat shall carry out a preliminary procedure
before submitting a reasoned request to the Ministerial Council.

(49) The Secretariat received several complaints against Ukraine concerning the same subject
matter, the allocation of cross-border capacity and the auctions organized by the Ukrainian
transmission system operator Ukrenergo. On 4 January 2012, the Secretariat received the
first complaint under Article 90 of the Treaty, which was registered under Case ECS-1/12.>
On 7 June 2012 and on 30 October 2014,* the Secretariat received two more complaints
against Ukraine related to the same issue. Since the three complaints concerned the same
subject matter, they were joined under the same case number pursuant to Article 5(2) of the
Dispute Settlement Rules.

(50) The Ministry of Energy and Coal Industry of Ukraine (“the Ministry”) was notified already of
the first complaint and the Secretariat’'s assessment of the Auction Rules during a mission on

2 ANNEX 3: Complaint dated 04.01.2012.
3 ANNEX 4: Complaint dated 07.06.2012.
> ANNEX 5: Complaint dated 30.10.2014.
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14 to 16 March 2012 in Kiev, by a letter dated 4 April 2012 and at the Day of Ukraine in the
Energy Community held on 19 April 2012 in Vienna.

(51) On 26 February 2013, the Secretariat sent an Opening Letter to Ukraine under Article 12 of
the Dispute Settlement Procedures.

(52) In the Opening Letter, the Secretariat preliminarily concluded that Ukraine failed to comply
with Articles 7 and 41 of the Treaty, Articles 3(1), 9(e), 20(1) and 23(2)a) of Directive
2003/54/EC, Articles 1, 2(1), 4, 6(1), 6(2), 6(4) and 9 of Regulation (EC) 1228/2003, Sections
1.1, 1.2, 1.6, 2.1, 2.7, 2.10, 2.12, 2.13, 5.6 and 6.1 of the Congestion Management
Guidelines by maintaining in force the Auction Rules adopted by NERC and by their
application by the system operator Ukrenergo.

(53) In its reply to the Opening Letter dated 17 April 2013,>® the Government acknowledged that
some of the issues of non-compliance are linked to the existing market model of the
Ukrainian electricity market which was expected to be changed with the new Electricity
Market Law of 2013.

(54) As a follow up to the Opening Letter, draft amendments to the Auction Rules of 2012 were
prepared by NERC and reviewed by the Secretariat.*® On 30 September 2013, NERC
submitted an improved set of draft amendments.>” However, NERC informed that addressing
the remaining issues of non-compliance identified in the Opening Letter depended on
changes in the primary legal framework and the adoption of the new Law. In October 2013,
the Secretariat commented® that the non-compliance of the procedure for allocation of
cross-border capacity identified in the Opening Letter had not been addressed fully with the
proposed amendments to the Auction Rules of 2012. Yet on 21 November 2013, NERC
approved the amendments to the Auction Rules without further changes.

(55) Based on the new Electricity Market Law of 2013,> new draft Auction Rules were prepared
by NERC in June 2014. After a further exchange of letters® and meetings, as detailed in the
Reasoned Opinion® and following the creation of NEURC,®? the latter adopted new Auction
Rules in February 2015,% which were again amended by new Auction Rules in force since
12 May 2017.

(56) In the process of amending and replacing the Auction Rules of 2012 subject to the Opening
Letter of the Secretariat, a number of issues of non-compliance with Energy Community law

5 ANNEX 7: Reply to Opening Letter in Case ECS-1/12 - Letter from Deputy Minister of Ministry of Energy and Coal
Industry, N0.01-18-0469, dated 17.04.2013.

*® Details on the communication and the meeting held wth Ukrainian stakeholders discussing the necessary changes to
the Auction Rules is detailed in the Reasoned Opinion, p.11. See in particular ANNEX 8: Minutes of the Meeting held on
12 June 2013 and ANNEX 9: Letter from Deputy Minister of Ministry of Energy and Coal Industry, No0.03-18-4026, dated
31.07.2013

" NERC Letter, No.6610/14/47/13, dated 26.09.2013.

% ECS Letter, ECS-1/12/021-10-2013, dated 21.10.2013.

% part 2. 2) para.l.

% ANNEX 10: ECS Letter, ECS/O/05-06-2014, dated 05.06.2014; ANNEX 11: ECS Letter, ECS/0/22-07-2014, dated
22.07.2014; ANNEX 12: NERC Letter, N0.4361/14/47/14, dated 21.07.2014.

®L ANNEX 13, p.12

%2 NERC was dissolved on 27 August 2014 with a Presidential Decree N0.693/2014 and the new Commission was
created on the same day by Presidential Decree No. 694/2014.

% NEURC, "On approval of the Rules of electronic auctions on capacity allocation of cross-border electricity lines" No.
176 dated 12.02.2015.
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as identified in the Opening Letter have been rectified.® Several other issues of non-
compliance could not be resolved on the level of secondary legislation as they are
intrinsically linked to the electricity market model currently in place under the Electricity
Sector Law of 1998 and the Electricity Market Law of 2013. The remaining concerns of the
Secretariat related to the non-compliance of the procedure for allocation of cross-border
capacity in Ukraine have been expressed also in its Implementations Reports since 2013.%

(57) As all efforts made over the last years, including the attempts to make the primary legislation
compatible with Energy Community law, did ultimately not result in fully rectifying the
breaches identified in the Opening Letter, the Secretariat on 14 March 2017 submitted a
Reasoned Opinion in the present case.®®

(58) In the Reasoned Opinion, the Secretariat dropped certain issues it considered rectified after
the Opening Letter from the case. Those issues concern the capacity allocation in cases
where there is no congestion at the interconnectors; curtailing capacity in cases of
“‘unplanned shortages”, rules on secondary trading, irregularities in conducting the procedure
violating the principle of legal certainty as well as the lack of intervention by the regulatory
authority. The rules on collaterals however — that were amended in 2015 and the Secretariat
assessed as compliant with the acquis and did not include in the Reasoned Opinion®’ - with
the adoption of the new Auction Rules of 2017 however, have been amended again in a
manner not compatible with the acquis, as elaborated in the legal assessment below.

(59) The Secretariat thus acknowledged that progress has been achieved since the initiation of
the present case in 2013. The whole process of capacity allocation, allocation free of charge
in case of no congestion instead of “selling” capacity, the creation of an electronic auction
platform (which is about to start operating) as well as improvements in the Auction Rules with
regard to cooperation with neighbouring TSOs are indeed positive developments. However,
already in the Reply to the Opening Letter®® and later communication with the government,
Ukrenergo and NEURC® it was acknowledged that amendments to the Auction Rules only
cannot rectify all identified breaches of the acquis because of the close link between the
breaches and the market model established in the primary legal framework. As has been
explained above that framework will not change in the immediate future and capacity
allocation will continue to take place in violation of Energy Community law.

(60) The Secretariat concluded that Ukraine continues to breach Articles 7 and 41 of the Energy
Community Treaty, Articles 3(1), 9(1) and 20 of Directive 2003/54/EC, 1, 2(1) and 6(1) of
Regulation (EC) 1228/2003, as well as Sections 1.1; 1.6; 2.1; 2.10 and 2.13 of the
Congestion Management Guidelines Ukraine.

(61) Ukraine did not provide a Reply to the Reasoned Opinion within the deadline indicated
therein, i.e. by 14 May 2017.

4 ANNEX 6, supra, point I1.4.

% ECS, Annual Implementation Report, 1 August 2014, p.188; ECS, Annual Implementation Report, 1 August 2014,
.159.

Ee Reasoned Opinion, supra.

%7 Reasoned Opinion, p.14.

8 ANNEX 6, supra.

% ANNEXES 10, 11 and 12.
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IV. Legal Assessment
1. Applicable law

(62) As a point of departure, the Secretariat notes that the Dispute Settlement Procedures
adopted by the Ministerial Council in 2008 have been amended in October 2015.”° Pursuant
to Article 46(2) of the Procedural Act of 2015 amending the Dispute Settlement Procedures,
however, ,[c]ases initiated already before 16 October 2015 shall be dealt with in accordance
with the Procedural Act applicable before the amendments adopted on that date.*

(63) The Secretariat thus submits that the present Reasoned Request should be decided by the
Ministerial Council under the Dispute Settlement Procedures of 2008.

(64) With regard to the substantive law, the case leading to the present Reasoned Request was
initiated at the time when the Second Energy Package, i.e. for the purpose of the present
case, Directive 2003/54/EC and Regulation (EC) No 1228/2003, was applicable in the
Energy Community.

(65) In July 2009, the so-called Third Energy Package was adopted in the European Union and
entered into force on 3 March 2011. In the area of electricity, this Package consists of
Directive 2009/72/EC of the European Parliament and of the Council of 13 July 2009
concerning common rules for the internal market in electricity and 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. These legal acts were
incorporated in the Energy Community acquis communautaire by Decision 2011/02/MC-EnC
of the Ministerial Council.”* The Decision and thus Directive 2009/72/EC and Regulation (EC)
No 714/2009 were to be implemented by Contracting Parties by 1 January 2015.

(66) According to well-established case-law of the Court of Justice of the European Union,
relevant to the case at hand under Article 94 of the Treaty, “the existence of a failure to fulfill
obligations must be assessed in the light of the European Union legislation in force at the
close of the period prescribed by the Commission for the Member State concerned to comply
with its reasoned opinion.”’? In the present case, that period closed on 14 May 2017. On that
date Directive 2009/72/EC and Regulation (EC) No 714/2009 were in force.

(67) Moreover, the Court of Justice held that the circumstances of the case may be assessed
against new legislation repealing and replacing the European legislation in force at the time
the Opening Letter was sent on the condition that the relevant obligations were maintained in
force under the provisions of a new European Union measure and that they are analogous.”

° PA/2015/04/MC-ENC of 16 October 2015 amended Procedural Act No 2008/01/MC-EnC of 27 June 2008.

™ Decision 2011/02/MC-EnC of the Ministerial Council of the Energy Community of 6 October 2011 on the
implementation of Directive 2009/72/EC, Directive 2009/73/EC, Regulation (EC) No 714/2009 and Regulation (EC) No
715/2009 and amending Articles 11 and 59 of the Energy Community Treaty (“Decision 2011/02/MC-EnC”). Decision
2011/02/MC-ENC repealed Directive 2003/54/EC and Regulation (EC) No 1228/2003.

2 See, inter alia, Case C-54/08 Commission v Germany, [2011] 1-04355 at para. 126; Case C-365/97 Commission v Italy
[1999] ECR I-7773, para. 32; Case C-275/04 Commission v Belgium [2006] ECR 1-9883, para. 34; and Case C-270/07
Commission v Germany [2009] ECR 1-1983, para. 49.

3 Case C-36/14 Commission v Republic of Poland, para 24; Case C-53/08 Commission v Republic of Austria, paras 131
and 132; Case C-365/97 Commission v Italian Republic, para 36; Case C-416/07 Commission v Greece, para 35; Case
C-363/00 Commission v Italian Republic, para 22.
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(68) This is indeed the case for the present infringement procedure. The Third Energy Package
did not change the substance of the provisions relevant for allocation of cross-border
capacity and maintained even the same wording. Articles 1, 2(1) and 6(1) of Regulation (EC)
1228/2003 correspond to Article 1, 2(1) and 16(1) of Regulation (EC) 714/2009, and Sections
2.1, 2.10, 1.6 and 1.1 of the Congestion Management Guidelines annexed to the Regulation
(EC) 1228/2003 correspond to the same Sections of the Guidelines annexed to the
Regulation (EC) 714/2009. The provisions related to ensuring non-discriminatory access to
the grids from the Directive 2003/54/EC, namely Articles 20, 23(2)a) and 9(e) correspond to
the exact wording of Articles 32, 37(6)a) and 12(f) of Directive 2009/72/EC.

(69) The Secretariat thus submits that due to the change of applicable acquis communautaire in
the course of the preliminary procedure, the relevant law under which this case should be
decided is the Third Energy Package and thus Directive 2009/72/EC and Regulation (EC) No
714/2009.

(70) In the alternative, i.e. should the Ministerial Council decide not to follow the jurisprudence of
the Court of Justice of the European Union referred to above, the Secretariat submits that the
present dispute should be decided based on the corresponding provisions from Directive
2003/54/EC and Regulation (EC) 1228/2003 as referred to in the Reasoned Opinion. The
arguments put forward in the present assessment remain the same.

2. Substance

(71) The subject-matter of the present case consists in several instances of non-compliance by
the existing legislation and its application in Ukraine with the Energy Community acquis
communautiare related to allocation of cross-border capacity by the Ukrainian transmission
system operator Ukrenergo, under the Auction Rules adopted by NEURC. Some of these
instances are linked to the current electricity market based on a single buyer model on which
the allocation of interconnector capacity depends.

a. Different treatment of electricity imports and export

i Import and export of electricity in Ukraine

(72) Article 30(1) of the 1998 Electricity Sector Law of Ukraine’ and the Auction Rules of 2009
stipulated that the procedures for allocation of capacity (i.e. auctions) are performed only for
export of electricity. For imports, an “authorized central executive body responsible for
ensuring realization of the public policy in the fuel and energy shall determine the conditions
of the use of free transmission capacity for the purpose of electric power import and transit
across the territory of Ukraine.””® The Ministry was the authorized central executive body
responsible for allocating the interconnector capacity for import and transit. Before 2013, the
Ministry would issue an authorization for imports and approve planned import volumes.

™ Article 30(1) Electricity Sector Law of Ukraine, 1998 as amended last time on 17.12.2010.
> Article 1(1) and 1(12) Auction Rules.
76 Article 1(11) Auction Rules from 2009.
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After the amendment by the Electricity Market Law from 2013, Article 30 of the Electricity
Sector Law allows allocation of interconnector capacity also for imports of electricity.”” In
addition, the Auction Rules of 2017, in their Article 1(1) stipulate that auctions are to be held
for access to cross-border capacity for export and/or import of electricity.”®

While these amendments put an end to formally differentiating between exports and imports
of electricity (whereby the latter are governed by non-market based procedures), these
provisions are not applied and implemented in practice. Even though the Auction Rules of
2012 and of 2017 have deleted the reference to the Ministry as the authority responsible for
approving capacity allocation for the purpose of imports, in practice such approval is still
required.

On the occasion of several meetings with Ukrenergo, as well as in communication by email,”
the Secretariat has been informed that imports are performed in Ukraine only if approved by
the Ministry in the electricity balance.

In this respect it needs to be recalled that according to the legislation currently in force (as
described above), all the imported electricity is sold to Energorynok as the single buyer in the
WEM. The Ministry is in charge of approving the electricity balance, and only in case where
there is a lack of domestically produced electricity, the Ministry allows imports of electricity to
be performed. The Ministry for Energy and Coal Industry is still responsible for the electricity
balance® pursuant to an Order of the Ministry for Energy and Coal Industry of 2016
approving the procedure for preparing the annual and monthly balance of electricity.®! Only
after such approval, Ukrenergo allocates the necessary transmission capacity to be used for
the allowed import, i.e. is performing auctions.

In practice, the Ministry’s involvement goes even further than just not including imports in the
electricity balance. In the absence of imports envisaged by the electricity balance for 2017,
for instance, the Ministry sent a letter to Ukrenergo explicitly asking it not to perform auctions
for the allocation of interconnector capacity for imports.®*

Since usually Ukraine’s domestic generation capacity satisfies the consumption in the
country, imports are allowed rarely and for short-terms only. Such imports usually come from
the Russian Federation. Imports for commercial purposes, however, are essentially not
taking place in Ukraine. Even in cases where the price of electricity in another Party to the
Energy Community would be cheaper, the Ukrainian customers are not benefitting from
them.

" The relevant subparagraph of Article 30 of the Electricity Sector Law of 1998 as amended reads: , Electricity suppliers
who are members of the wholesale electricity market of Ukraine with a license to perform activities related to the
electricity supply and have no overdue debt for electricity purchased on the wholesale electricity market of Ukraine shall
have access to transmission capacity of cross-border electricity networks in order to conduct operations of export and /
or import of electricity.”

8 The same will be allowed under the new Electricity Market Law of 2017 once it enters into force.

9 ANNEX 15 (confidential): Email communication with Ukrenergo employee, dated 25.01.2017 stating that could not
share the letter from the Ministry addressed to Ukrenergo.

8 para.4.5 of Regulation of the Ministry, approved by Decree of the President of Ukraine No382/2011, dated 06.04.2011.
8 Order of the Ministry, “On approval of the preparation procedure of annual and monthly forecast balance of electricity
of IPS of Ukraine”, No.521, dated 26.08.2016.

8 Supra note 79.
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Moreover, the fact that the capacity allocated on the interconnectors with the Burshtyn island
in western Ukraine, i.e. on the borders with Slovakia, Hungary and Romania is significantly
reduced by Ukrenergo from an NTC value of altogether some 1600 MW to match the
Burshtyn island’s export capacity which ranges between 500 MW and 650 MW ® (see
above), shows that the interconnector capacities on the borders with other Parties to the
Treaty are indeed used only for export. The reason for not allowing imports to Burshtyn
island is evidently to protect the domestic generators based on the territory of the island,
namely the Burshtyn power plant (2351 MW), Kaluska Combined Heat and Power plant (200
MW) and Tereblya-Rikska hydroelectric power plant (27 MW).

Under these circumstances, the Secretariat considers the legal assessment made in the
Reasoned Opinion still valid, as will be argued in the following.

ii. Non-compliance with the obligation to grant non-discriminatory third-party access

In Ukraine, allocation of cross-border capacity for export is performed by Ukrenergo under
the Auction Rules of 2017. Allocation of electricity for import, on the other hand, is performed
based on an approval by the Ministry, and only in case the electricity balance requires import
of electricity for satisfying the domestic demand, thus excluding allocation of cross-border
capacity for commercial imports. Therefore, the allocation of cross-border capacity is
performed through different procedures based on the directions of the flow of electricity.

The Secretariat submits that maintaining different procedures for the allocation of capacity
depending on the direction of the electricity flow is discriminatory. In particular, the llocation
of interconnection capacity for import in accordance with procedures based upon unilateral
administrative action of the Ministry fails to respect the principle of third party access to the
transmission network as stipulated by Article 32(1) of Directive 2009/72/EC. This provision
requires that access to the networks is granted without discrimination.

To grant access to interconnector capacity in Ukraine for import only upon the Ministry’s
approval differentiates between the electricity undertakings interested in transporting
electricity through the Ukrainian interconnectors for imports.

The principle of non-discrimination requires that comparable situations are not treated
differently unless such difference in treatment is objectively justified.®* As a fundamental and
overriding principle of Energy Community law, it is reflected throughout the acquis
communautaire. Article 7 of the Treaty prohibits any discrimination within the scope of the
Treaty. As “specific expressions of the general principle of equality”,® the acquis places
further obligations not to discriminate on both the transmission system operator and on the
State. Article 3(1) of Directive 2009/72/EC requires Contracting Parties not to discriminate
between electricity undertakings as regards either rights or obligations. Article 32 of Directive
2009/72/EC obliges them to ensure access to the transmission system for all third parties in
an objective manner and without discrimination. Besides, under Article 12(f) of Directive
2009/72/EC, the transmission system operator is responsible for ensuring non-discrimination
as between system users or classes of system users. In accordance with Article 16(1) of

8 Annual Report of NEURC for 2015, p.3, supra.
8 Case C-17/03 Vereniging voor Energie, Milieu en Water (VEMW) [2005] ECR 1-4983, para. 48.
8 Case C-17/03 VEMW [2005] ECR 1-4983, para. 47.
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Regulation (EC) 714/2009, “[n]etwork congestion problems shall be addressed with non-
discriminatory market based solutions.”

(85) In its case law, the Court of Justice of the European Union distinguishes between
discriminatory capacity allocation based on specific measures taken by the transmission
system operator by refusing system access to individual undertakings, and State measures
not attributable to the system operator. The former are prohibited under what is now Article
12(f) Directive 2009/72/EC. Discriminatory capacity allocation based on State measures, on
the other hand, and in particular statutory rules established by State authorities, are banned
by the rules related to third-party access, Article 32 of Directive 2009/72EC.%® The focus of
the present case is on the state measures and the electricity market model currently in place
pursuant to the existing primary legal framework (Article 30 Electricity Law of 1998 as
amended by the Electricity Market Law of 2013). However, the Secretariat considers that in
this case the crucial issue is the interpretation of that market model in Ukraine, and making
the procedure for capacity allocation dependent on and closely linked to it. This is done by
Ukrenergo which retains certain freedom by proposing the Auction Rules for adoption to
NEURC and by applying them in practice with a link to the electricity market operated by
Energorynok. For instance, nothing prevents Ukrenergo to develop and apply Auction Rules
irrespective of whether the market participant has commercial debts for purchasing
electricity.

(86) As was shown above, imports to Ukraine are only approved by the Ministry in practice for
imports coming from Russia in case of a necessity to satisfy the domestic consumption.
Imports from EU Member States (to the Burshtyn island) have never taken place for
satisfying the demand of the customers based there, even in cases where imports would
make economic sense due to lower prices in another Party of the Energy Community. There
is also a practical interest in importing electricity to Ukraine. The Secretariat has been
notified of several applications for transit of electricity via Ukrainian territory.®” Under Energy
Community rules, allocating capacity for transit consists of nominating capacity for import
and export at the same time,® so that transit necessarily includes the import of electricity.

(87) According to the case law of the Court of Justice, “elements which characterize the
comparability of different situations must be assessed in the light of the subject matter and
purpose of the Community act which makes the distinction in question.“®® As explained
above, Energy Community law considers the flow of electricity, irrespective of the direction
(import, export or transit), as a flow of electricity crossing borders (interconnectors) between
two Parties of the Treaty. Therefore, energy undertakings applying for using the

8 Case C-17/03 VEMW [2005] ECR 1-4983, paras. 35 and 36.

8 0n 27 August 2015, the Secretariat received a complaint from ERU Trading Private Enterprise from Ukraine, which
was registered under Case ECS-8/15. The complainant informed the Secretariat that in the course of 2015, it was
applying to Ukrenergo for receiving cross-border capacity to be used for transit of electricity through Ukraine along the
following routes: Hungary => Slovakia and/or Romania; Slovakia => Hungary and/or Romania and Romania => Slovakia
and/or Hungary. Ukrenergo refused all schedules for transit submitted by ERU Trading, based on minutes of a meeting
dedicated to electricity export and transit via the Burshtyn island dated 17.06.2014, in which the Ministry of Energy and
Coal Industry entrusted the State owned company Ukrinterenergo as the only company in Ukraine allowed to perform
transit of electricity.

% Transit of electricity is defined by Article 2(e) of Regulation (EC) 714/2009 as a ,circumstance where a declared export
of electricity occurs and where the nominated path for the transaction involves a country in which neither the dispatch nor
the simultaneous corresponding take-up of the electricity will take place.”

8 Case C-127/07 Société Arcelor Atlantique et Lorraine and Others v. Premier minister [2008] ECR 1-09895, para.26
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interconnector capacity must be treated equally irrespective of the direction and the flow of
electricity.

(88) Allocating interconnector capacity through an auction — a non-discriminatory and market
based allocation procedure — only for exports of electricity discriminates the system users
which would like to import electricity to Ukraine. Hence, maintaining and applying an
allocation procedure which differentiates between the different system users based on the
direction of electricity flow encroaches upon the non-discriminatory principle as it treats
system users wishing to import electricity less favourable than system users wishing to
export electricity.

(89) Consequently, the Secretariat submits that Ukraine has failed to comply with its obligations
under Articles 3(1), 12(f), 32(1) of Directive 2009/72EC, as well as Article 16(1) of Regulation
(EC) 714/2009 read in conjunction with Article 7 of the Treaty.

(90) Within the scope of Directive 32(1) of Directive 2009/72/EC, Article 3(14) of that Directive
provides a possibility for derogation from Article 32(1) of Directive 2009/72/EC*® “insofar as
[its] application would obstruct the performance, in law or in fact, of the obligations imposed
on electricity undertakings in the general economic interest and insofar as the development
of trade would not be affected to such an extent as would be contrary to the interests of the
Energy Community.” In order to be justifiable, any such obligation imposed in the general
economic interest would also need to comply with Article 3(2) of Directive 2009/72/EC. In
particular, any such obligation “shall be clearly defined, transparent, non-discriminatory,
verifiable and shall guarantee equality of access for EU electricity companies to national
consumers....”,** and would have to comply with the limits of the principle of proportionality.
The latter requires non-market based capacity allocation to be suitable to achieve the public
service objective in question, and not go beyond what is necessary to achieve that objective.

(91) It is to be noted that throughout the preliminary procedure,® Ukraine did not invoke any
exemption from the principle on non-discriminatory access to interconnectors for imports due
to reasons of ensuring public service obligations. It is for the Contracting Party concerned to
not only invoke and sustain possible justification grounds for a discriminatory priority access
scheme such as the one at issue, but also to show that all conditions required — in particular
those set by Articles 3(14) and 3(2) of Directive 2009/72/EC — are fulfilled. In the
Secretariat’s view, even if a legitimate public interest in banning commercial imports existed,
satisfying the conditions of Article 3(2) of Directive 2009/72/EC as well as proportionality and
non-discrimination would not be possible in the case at hand.

(92) Furthermore, the Court of Justice emphasised in its VEMW judgment that the effect of a
discriminatory measure such as priority capacity allocation would significantly imperil and
even block the access of new operators to the market, and protect the position of companies,
in casu the ones based on the territory of the Burshtyn island, against competition. Granting
priority access to transmission capacity thus jeopardises “contrary to the objective of the

% But not Article 9(e) of Directive 2003/54.

%! The Secretariat submits that, in the context of the present case, this criterion relates to how the wholesale public
supplier and the retail public supplier, benefiting from preferential treatment, were assigned their respective functions

92 Ukraine did not reply to the Reasoned Opinion.
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Directive, the transition from a monopolistic and compartmentalised market in electricity to
one that is open and competitive.”*

iii. Non-compliance with the obligation for performing market-based allocation of cross-
border capacity

(93) Article 16(1) of Regulation (EC) 714/2009 requires that network congestion problems are
addressed with non-discriminatory, market-based solutions which give efficient economic
signals to the market participants and transmission system operators. In addition, Section 2.1
of the Congestion Management Guidelines specifies that congestion management methods
shall be market-based and capacity shall be allocated only by means of explicit (capacity) or
implicit (capacity and energy) auctions.

(94) According to its Article 1, Regulation (EC) 714/2009 aims at setting fair rules for the
allocation of available capacities of interconnections between national transmission systems,
in line with objective of establishing a harmonised framework for cross-border exchanges of
electricity. Article 2(1) of Regulation (EC) 714/2009 defines interconnector as “a transmission
line which crosses or spans a border between” two Member States. When Regulation (EC)
714/2009 was adapted in line with Article 24 of the Treaty, and adopted as Energy
Community law, the notion of Interconnectors in Article 1 was defined as transmission lines
or pipelines crossing a border between Contracting Parties.* This could be understood as
excluding interconnectors between Contracting Parties and Member States, and thus all
cross-border transactions from/to and via Ukraine (Burshtyn island) with EU Member States.

(95) However, on 23 September 2014, the Ministerial Council adopted a legally binding *
Interpretation under Article 94 of the Treaty® in which it explained “that the different
treatment of interconnections, cross-border flows, transactions or network capacities,
depending on whether the border to be crossed is situated between two Member States of
the European Union, two Contracting Parties or an EU Member State and a Contracting
Party, frustrates the very idea of a single regulatory space for Network Energy and leads to
barriers of trade”. Article 1 of the Interpretation stipulates that

,In any legal act of the Energy Community incorporating European Union legislation, any reference
to

i. energy flows, imports and exports as well as commercial and balancing transactions;
i.  network capacity;
iii. existing or new gas and electricity infrastructure (including interconnections and
interconnectors)

9 Case C-17/03 VEMW [2005] ECR 1-4983, para. 62.

% Article 2(1) Regulation (EC) 714/2009 as adapted by Ministerial Council Decision No 2011/02/MC-EnC based on
Article 4(1)a) of Ministerial Council Decision No 2011/02/MC-EnC: ‘the term ‘Member States’ shall be replaced by
‘Contracting Parties.”

% Article VIII(4), Energy Community Ministerial Council Internal Rules of Procedure, Amended by Article 1 of the
Procedural Act 2015/02/MC-EnC of 16 October 2015 amending Procedural Act No. 2006/01/MC-EnC

% Emphasis added. See: Ministerial Council, Interpretation under Article 94 of the Treaty No 2014/01/MC-EnG, 23
September 2014.
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crossing borders, zones, entry-exit or control areas between Parties and integrating the Contracting
Party/Contracting Parties with the EU internal energy market, shall be treated in the same way
and be subject to the same provisions as the respective flows, imports, exports, transactions,
capacities and infrastructure between Contracting Parties under Energy Community law.”
[emphasis added]

(96) Consequently, the definition of ,interconnector® from Article 2(1) of the Regulation (EC)
714/2009 must be understood as ,a transmission line which crosses or spans a border
between Parties to the Treaty and which connects the national transmission systems of the
Parties to the Treaty.”97

(97) As described above, the Electricity Sector Law of Ukraine,®® as well as Article 1(1) of the
Auction Rules of 2017 stipulates that auctions are to be held for access to cross-border
capacity for export and/or import of electricity. However, as demonstrated in Section 1.2
above, it is still the Ministry of Ukraine in charge of giving an approval based on the energy
balance and a necessity to import or not electricity for satisfying the demand of domestic
consumption. Linking allocating cross-border capacity to a “necessity to import” electricity
prevents participation to auctions for cross-border capacity to energy undertakings without
the Ministry’s approval, as in such cases auctions for import of electricity are not even held.

(98) To require a unilateral administrative decision by the Ministry as a basis for the allocation of
(actually or potentially congested) interconnectors, and not via explicit or implicit auctions,
amounts to maintaining a non-market based method for capacity allocation that does not give
efficient economic signals to the market participants and transmission system operators. It
thus fails to comply with Article 16(1) of the Regulation (EC) 714/2009 and Section 2.1 of the
Congestion Management Guidelines.

iv.  Breach of Article 41 of the Treaty

(99) The prohibition of measures having an effect equivalent to a quantitative restriction, laid
down in Article 41 of the Treaty, conflicts with any rule or measure enacted by a Party
capable of directly or indirectly, actually or potentially, hindering trade among the Parties.*
Measures requiring prior authorization,’® even as a pure formality,*® have been considered
by the Court of Justice of the European Union as measures having equivalent effect to import
restrictions. Making the import of electricity dependent on the prior approval of the Ministry
makes the import of electricity in Ukraine more difficult than purely domestic supply, and thus
constitutes a measure prohibited by Article 41 of the Treaty. As a matter of fact, the
requirement for Ministry‘s approval excludes the possibility of any system user from one
Party of the Energy Community Treaty to sell electricity to customers in Ukraine.

o7 Emphasis added. Parties to the Treaty meaning: between Contracting Parties and between Contracting Parties and
Member States

% Article 30(1) Electricity Sector Law of Ukraine as amended. In addition, same rules are stipulated in the new Electricity
Market Law of 2017.

% Case 8/74 Procureur du Roi v Dassonville, [1974] ECR 837, para. 5.

199 case C-434/04 Ahokainen and Leppik, [2006] ECR 1-09171, para.21, 31, 35; Case C-170/04 Rosengren and Others,
[2007] ECR 1-0407, para. 17, 18, 25, 38, 50; Case C-254/98 TK-Heimdienst, [2000] ECR [-00151, para.26; Case C-
389/96 Aher-Waggon v Bundesrepublik Deutschland, [1998] ECR 1-04473, para. 20.

101 ¢_54/05, Commission of the European Communities v Republic of Finland, [2007] ECR |- 02473, para.32; Case C-
150/11 Commission v Belgium, [2012] ECLI:EU:C:2012:539, para.51; Case C-443/10 Bonnarde [2011] ECR 1-09327
paras.26-30.
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(100) According to the Court’s case law, it is incumbent on Ukraine to show that their rules fulfill the
conditions for application of the derogating rules in Article 41(2) of the Treaty or legitimate
reasons in the general interest.’® This corresponds to the second sentence of Article 4 of the
Rules of Procedure for Dispute Settlement whereby “where, however, a Party invokes an
exemption to a rule or general principle of Energy Community law, it is incumbent upon the
Party concerned to prove that the requirements for such exemption are fulfilled.”

v. Conclusions

(101) The Secretariat thus submits that by maintaining and applying a separate, non-market based
regime for electricity imports Ukraine fails to comply with Articles 12(f) and 32 of Directive
2009/72/EC read in conjunction with Article 7 of the Treaty, Article 16(1) of Regulation (EC)
714/2009 and Section 2.1 of the Congestion Management Guidelines, as well as Article 41 of
the Treaty.

b. Limiting access to interconnectors

i. Limiting the categories eligible for participation in cross-border capacity allocation
procedures

(102) Before the changes made by the Electricity Market Law in 2013, Article 30 of the Electricity
Sector Law as well as Article 3 of the Auction Rules of 2012 limited the categories eligible for
participation in cross-border capacity allocation procedures (for exports) to suppliers that
have a license for supply. In its Opening Letter, the Secretariat preliminarily concluded that
Article 3 of the Auction Rules encroaches upon Articles 3(1), 9(e) and 20 of Directive
2003/54/EC as well as Section 2.10 of the Congestion Management Guidelines.

(103) The requirement of a valid supply license has not changed with the amendments to the
primary and secondary legal framework in Ukraine. Pursuant to Article 30 of the Electricity
Sector Law, as amended by the Electricity Market Law of 2013, only “electricity suppliers
who are members of the wholesale electricity market of Ukraine with a license to perform
activities related to the electricity supply and have no overdue debt for electricity purchased
on the wholesale electricity market of Ukraine shall have access to transmission capacity of
cross-border electricity networks in order to conduct operations of export and / or import of
electricity.” Article 5 of the Auction Rules of 2017 also stipulates that “only energy suppliers
are allowed to participate in auctions, and in order to participate they have to acquire the
status of allocation participant,”°® while according to Article 2.2 of the Auction Rules of 2017,
Ukrenergo needs to verify if the candidate has the status of a WEM member, whether it has
some dl%E)t for the electricity bought from the WEM and whether it has a valid supply
license.

(104) NEURC is the responsible authority for licensing energy undertakings pursuant to the Law of
Ukraine on Licensing of the Types of Economic Activities,'® the Electricity Sector Law of

102 case C-159/94 Commission v France [1997] ECR 1-5815, para. 94.

193 Article 5 Auction Rules of 2017.

104 Article 2.2. Auction Rules of 2017.

195 The Law of Ukraine No. 222-19 ‘On Licensing of the Types of Economic Activities’ adopted on 02.03.2015 (with latest
amendments as from 01.01.2017), available at: http://zakon0.rada.gov.ua/laws/show/222-19 (17.05.2017)
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1998 and the Licensing Rules established by Resolutions of NEURC. The Licensing Law has
been amended in September 2016. Now it stipulates only that economic activities conducted
in the electricity sector are subject to licensing as specified in the Electricity Sector Law.'%
Pursuant to Article 13 of the latter, the types of economic activities requiring a license in the
electricity sector of Ukraine include electricity production, transmission, distribution, supply
and performing the functions of guaranteed buyer, system operator and market operator.*”’

(105) As has been said above, Article 3(1) of Directive 2009/72/EC confers on all potential system
users a right to access the interconnectors and to bid for cross-border capacity for import
and/or export of electricity. This right is also guaranteed by Article 32 of Directive 2009/72/EC
which requires Ukraine “to ensure the implementation of a system of third party access to the
transmission and distribution systems based on published tariffs, applicable to all eligible
customers and applied objectively and without discrimination between system users.” The
right to network access is a subjective right of market participants and customers, and
constitutes one of the essential measures which the Contracting Parties are required to
implement in order to bring about the internal market in electricity.’® By limiting access to
interconnectors for the export of electricity only to users with a valid license to supply, and by
excluding other system users, such as generators, traders and (eligible) customers from
access to interconnection capacity (provided that they have not obtained a supply license),
Article 30 of the Electricity Sector Law, as well as Articles 2.2 and 5 of the Auction Rules of
2017 deprive all other system users to benefit from that right. The condition for every system
user interested in purchasing interconnector capacity to apply and be granted a supply
license — irrespective of how simple the licensing procedure for supply license may be —
encroaches upon the right to non-discriminatory access of system users guaranteed under
Article 32 of Directive 2009/72/EC.

(106) This limitation encroaches further upon Article 12(f) Directive 2009/72/EC, as it fails to
ensure non-discrimination between system users or classes of system users, which is a task
imposed on Ukrenergo, as a transmission system operator.

(107) Moreover, limiting access to market participants holding a license for supply is also in breach
of Section 2.10 of the Congestion Management Guidelines which stipulates that “in principle,
all potential market participants shall be permitted to participate in the allocation process
without restriction.” This provision requires that other interested market participants than only
licensed suppliers have the possibility to participate in auctions. Section 2.10 allows for
limiting this right to participation in the allocation procedure only if the regulatory authority or
the competition authority finds it necessary to take measures “to avoid creating or
aggravating problems related to the potential use of dominant position of any market player.”
This is not the case with the Ukrainian primary and secondary legislation, because they
restrict participation in cross-border capacity allocation per se by limiting access to only one
category of (potential and actual) market participants, i.e. suppliers.

1% Article 7(5)(1) of the Law of Ukraine No. 222-19 ‘On Licensing of the Types of Economic Activities’ (as from

02.03.2015) and Article 13 of the Law of Ukraine No. 575/97 ‘On Electricity Sector’ (as form 16.10.1997). Emphasisi
added.

1971 addition to those activities, the new Electricity Market Law of 2017 includes also trading as activity which requires a
license. See Article 8 of Law No. 4493.

198 See Case C-439/06 citiworks AG [2008] ECR 1-3913 para. 44 and Case C-239/07 Julius Sabatauskas and Other
[2008] ECR I- 07523, para. 43.
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(108) The Secretariat does not deny that a system operator must be able to identify energy market
participants in order to perform successfully its tasks assigned by Article 12 of Directive
2009/72/EC, and in particular to ensure a secure, reliable and efficient electricity system.
Those powers of the transmission system operator should indeed be stipulated in legislation.
However, such identification could be ensured also by mere registration with the system
operator of all energy market participants interested in participating to auctions for allocation
of cross-border capacity in Ukraine.**

(109) Such a requirement also amounts to a restriction of trade within the meaning of Article 41 of
the Treaty. The Court of Justice has decided that measures requiring prior authorization,™*°
even as a pure formality, "' amount to measures having equivalent effect to import
restrictions and are thus contrary to Article 41 of the Treaty.

(110) In the wake of the Opening Letter, the Secretariat has been informed that obtaining a supply
license in Ukraine does not represent a practical barrier for participation in the allocation
procedure in practice, since all producers intending to export electricity need to buy that
electricity from Energorynok. As a precondition for participating in the WEM they have to
obtain a supply license first.*? In addition to the requirement for a supply license to
producers amounting to barrier to trade pursuant to Article 41, same is true for such a
request for all large customers.

(111) The Secretariat therefore submits that Ukraine, by limiting the access to interconnectors as
part of the transmission grids of Ukraine only to undertakings holding a supply license, fails
to comply with Article 41 of the Treaty as well as with the rules on ensuring third party access
pursuant to Article 12(f), 32 of Directive 2003/54/EC as well as Section 2.10 of the
Congestion Management Guidelines.

ii.  Supply contracts with the WEM as condition for participation in auctions

(112) Article 30 of the Electricity Sector Law and the Auction Rules of 2012 subject the Opening
Letter listed several other requirements to be fulfilled by market participants if they want to
access the interconnectors and to participate in an allocation procedure for electricity
exports. This included the requirement to have a contract for purchasing electricity on the
wholesale electricity market from the wholesale supplier Energorynok, as well as for having
concluded contracts for supply of electricity with foreign entities. Both contracts had to be

109 |y Europe, such identification is ensured by issuing an Energy Identification Code (EIC) that represents a unique code

which enables a more efficient electronic data exchange. See: http://www.eles.si/en/for-business-users/descriptions.aspx
(12.02.2013)
Since issuing an EIC is based on filling an application form with basic information about the energy entity, in case of lack
of EIC, such identification could be ensured by mere registration with the system operator of all energy market
articipants.
?10 Case C-434/04 Ahokainen and Leppik, [2006] ECR 1-09171, para.21, 31, 35; Case C-170/04 Rosengren and Others,
[2007] ECR 1-0407, para. 17, 18, 25, 38, 50; Case C-254/98 TK-Heimdienst, [2000] ECR 1-00151, para.26; Case C-
389/96 Aher-Waggon v Bundesrepublik Deutschland, [1998] ECR 1-04473, para. 20.
111 c_54/05, Commission of the European Communities v Republic of Finland, [2007] ECR |- 02473, para.32; Case C-
150/11 Commission v Belgium, [2012] ECLI:EU:C:2012:539, para.51; Case C-443/10 Bonnarde [2011] ECR 1-09327.
ara.26-30.
12 According to information from NERC, 261 economic entities obtained licenses on electricity supply by non-regulated
tariff already in July 2013. See: NERC Letter, N0.4361/14/47/14, dated 21.07.2014.
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approved by the transmission system operator Ukrenergo and needed to be valid at least for
the period for which allocation of capacity is required.

(113) Following the Opening Letter, Article 30 of the Electricity Sector Law has been amended by
the Electricity Market Law of 2013. Consequently, the approval of the contracts with foreign
entities is not any more a precondition for becoming allocation participant. The Auction Rules
of 2017, based on Article 30 as amended, do not require such contracts, nor do they require
approval by Ukrenergo of those contracts in advance.™*® Hence, the breaches identified by
the Opening Letter related to the contracts with foreign entities, their approvals by Ukrenergo
as well as their duration have been rectified.

(114) However, Article 30 of the Electricity Sector Law still requires that in order to become auction
participant, a supplier must be a member of the Ukrainian WEM by having signed the
agreement with the single buyer Energorynok, and may have no open debt for electricity
purchased on the WEM. The same is true for the Auction Rules of 2017.* Both
requirements are preconditions for participating in the auctions for exports. If not fulfilled,
participation will be denied.

(115) The Secretariat submits that the requirement for having to purchase electricity from the
wholesale supplier Energorynok for the purpose of any export violates the requirements for
ensuring non-discriminatory access to interconnectors to all eligible customers as enshrined
in Article 32 of Directive 2009/72/EC read in conjunction with Article 7 of the Treaty, as well
as Article 16(1) of Regulation (EC) 714/2009, the Congestion Management Guidelines and
Article 41 of the Treaty. The principle of non-discrimination enshrined in these provisions
requires that access to interconnection capacity must be open to all potential system users,
without making it dependent on the availability of supply contracts, and even less so limiting
the source of such supplies to one single source (Energorynok).

(116) Furthermore, requiring contracts with Energorynok imposes an obligation on the transmission
system operator to differentiate between the commercial transactions of the system users
applying for access to interconnectors and thus encroaches upon Section 1.1 of the
Congestion Management Guidelines, which is to accept all commercial transactions.
Moreover, requiring contracts with specific sellers and buyers (Energorynok) also violates
Section 2.10 of the Congestion Management Guidelines as not all potential market
participants are permitted to participate in the allocation process without restriction.

(117) Finally, rules requiring certain contracts of the potential auction participants for commodity as
a precondition for participating in auctions for capacity infringe Article 16(1) of Regulation
(EC) 714/2009 and Section 1.6 of the Congestion Management Guidelines, as they frustrate
the transmission system operator’s obligation to preferentially solve congestion with non
transaction based methods, i.e. methods that do not involve a selection between the
contracts of individual market participants.

13 Ukrenergo’s approval of the contracts with Energorynok has been subject to Article 3 Auction Rules of 2012, and has

been applied in the past, as evident from documents submitted by the complainant: Letter from Ukrenergo, Ref. No.
06/06-2-2/9391 of 15.11.2012.

114 Article 2.2 Auction Rules of 2017. Unlike in the Auction Rules of 2012, where evidence for fulfilling all qualification
requirements was to be submitted together with the application by the candidate, Article 4 Auction Rules of 2012, the
Auction Rules of 2017 stipulate that the auction office asks for confirmation from the Energorynok that the supplier
applying for participating to auctions has no open debt towards Energorynok and that it has the status of participant to
the WEM.
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(118) The obligation to purchase the electricity to be exported in Ukraine, and through Energorynok
as a single seller, encroaches also upon the prohibition of hindering trade among the Parties
as stipulated in Article 41 of the Treaty. The requirement to have concluded purchase and
supply contracts with Energorynok, as well as the sanctions stemming from non-compliance
with these requirements, constitute impediments to the cross-border trade in electricity within
the meaning of Article 41 of the Treaty. Without any prejudice to possible justification under
Article 41(2) of the Treaty — which would have to be put forward by the Ukrainian side — the
arrangement seems to be disproportionate. ldentification of participants in the auctions
organized by Ukrenergo could be also ensured by way of registration with the system
operator and submission of a code similar to the ENTSO-E’s EIC code, which even features
in the Auction Rules of 2017.1*°

(119) These infringements are not of a theoretical nature. As has been described above, the
requirements to have contracts with Energorynok as a precondition to bid for capacity used
for exports need to be fulfilled in practice. The 2017 Auction Rules do not require anymore
submission of those contracts by the applicant, but instead task the auction office to verify ex
officio by sending a confirmation request to Energorynok. However, this amendment does
not change the fact that a contract for purchase of electricity with Energorynok is required.
This requirement has been applied by Ukrenergo in the past to the effect that access to
interconnectors operated by Ukrenergo was refused in several instances.**®

(120) Thus, the Secretariat submits that Article 30 of the Electricity Sector Law, as amended, and
Article 2.2. of the Auction Rules of 2017, and as applied by Ukrenergo, encroach upon the
right to third party access and infringe Article 32 of Directive 2009/72/EC read in conjunction
with Article 7 of the Treaty, as well as Article 16(1) of Regulation (EC) 714/2009, Section 1.1,
1.6 and 2.10 of the Congestion Management Guidelines and Article 41 of the Treaty.

iii.  Other conditions for participation in auctions and the loss of the right to participate

(121) The provisions of the Auction Rules of 2012 defined the notion of an “ineligible participant
[HenanexHul ydacHuk aykuioHy]” in the auction. Ineligible participants were banned from
participation in auctions during the following six months. A participant was considered
ineligible in the following cases: if the participant setting the initial price does not register for
participation in the auction'!” or does not raise a card to confirm that it is willing to accept the
capacity after the first announcement of the initial price; if the winner of the auction
subsequently does not conclude a contract for allocation of transmission capacity with
Ukrenergo, or does not pay the sale price, i.e. the price at which it “bought” the capacity, or if
the participant fails to fulfill conditions from the agreement with the wholesale electricity
supplier.

(122) The Auction Rules of 2015 abolished the reference to “ineligible participants.” However, as
explained above, Article 30 of the Electricity Sector Law still requires that only electricity
suppliers who are members of the wholesale electricity market and have no open debt for
electricity purchased on the wholesale electricity market have access to transmission

115 Article 12 Auction Rules of 2017.

16 ANNEX 6, supra, p.7.

7 Under the Auction Rules of 2012 the capacity was sold, and there was always an initial price irrespective of whether
there was congestion or not, and this price was set before the auction.
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capacity of cross-border electricity networks for the export electricity. Pursuant to Article 5(7)
of the Auction Rules of 2017, “based on the results of examination of the application on
acquirement of allocation participants and also the documents attached to the application the
auction office decides on whether to register the supplier as allocation participant or to refuse
this registration.” Therefore, even though not called ineligible participants anymore, the
situation and the corresponding breaches identified in the Opening Letter still persist.

(123) Moreover, in case the auction participant has not made any bid in any auction during a
period of a year, its registration as auction participant is withdrawn.**® This also shows that
status of WEM member and lack of indebtedness for the electricity purchased from
Energorynok is a precondition for participating to the auctions for capacity, which has to be
verified annually.

(124) Finally, once the applicant has been successful with its bids in the auctions, and has been
allocated certain cross-border capacity in a yearly auction, it can lose the remaining capacity
for the respective network reserve for the whole year in case it uses the obtained capacity
less than 70% during a month.**°

(125) According to Article 32(2) of Directive 2009/72/EC, access to the transmission networks
(including cross-border interconnectors) may be refused only where there is a lack of
capacity in which case duly substantiated reasons must be given.** The Ukrainian rules at
stake in the present case do not link the refusal to participate in auctions to cross-border
capacities to the lack of capacity.

(126) Article 3(14) of Directive 2009/72/EC entitles Contracting Parties to not apply Article 32 from
Directive 2009/72/EC “where its application would obstruct performance of obligations
imposed on electricity undertakings in the general economic interest and in so far as the
development of trade would not be affected to such an extent as would be contrary to the
interests of the Community.” Ukraine has not claimed that an unrestricted access to the
cross-border capacity and its capacity auctions would obstruct the performance of
Ukrenergo’s public service obligations. As was described above, it would in particular have to
prove that the performance could not be achieved by means other than refusal to
participation in the auctions for access to interconnectors and complies with the requirements
of Article 3 of Directive 2009/72/EC for each refusal ground separately**

(127) The Secretariat submits that refusing access to interconnector because the applicant does
not make a bid during a year as allocation participant, as well as refusing access to
interconnectors by making the allocation participants lose the right they have obtained in
auction in case they use the obtained capacity for less than 70%, fail to comply with Article
32 of Directive 2009/72/EC, because they prevent third party access for reasons other than
those allowed by Article 32(1) of the Directive 2009/72/EC, i.e. lack of available capacity.

(128) Even if the reasons for withdrawing the right to use the allocated capacity in the
abovementioned cases are the prevention of abuse by single market participants that would
obtain but not use large portions of interconnector capacity, and the possibility for Ukrenergo

18 Article 5.11 Auction Rules of 2017.
19 Article 12.9 Auction Rules of 2017.
120 case C-439/06 citiworks, para. 57.
121 see Case C-439/06 citiworks, para. 60.
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to be able to allocate the unused capacity further, such measure fails to satisfy the test
applicable under Article 3 of Directive 2009/72/EC. Namely, sanctioning an auction
participant by withdrawing its right to capacity if it uses less than 70% as a regulatory
measure imposed ex ante is disproportionate as there seem to be other, less-restrictive
means to achieve the same objective. Section 2.13 of the Congestion Management
Guidelines provide for financial consequences of failure to honour obligations associated with
the allocation of capacity. According to the Auction Rules in Ukraine, the deposit made
available in advance will serve to guarantee the financial obligations stemming from the
agreement for capacity allocation. Moreover, a use-it-or-lose-it principle'? exists under the
Auction Rules 2017'* and should be applied. This principle means that if the capacity
allocated at annual auctions is not scheduled on the daily schedules, then Ukrenergo would
be able to use what has not be utlised by the winner of the auction. To request the
transmission system operator to withdraw the right of using all of the awarded capacity until
the end of the year as a consequence for not using certain percentage of it exceeds the
scope of the use-it-or-lose-it principle.

(129) In addition, denying participation in the auction for the above-mentioned reasons is not
compliant with Section 1.6 of the Congestion Management Guidelines. This provision lists
only one possibility for denying a request for transmission service, namely if two conditions
are jointly fulfilled, i.e. when “the incremental physical power flows resulting from the
acceptance of this request imply that secure operation of the power system may no longer be
guaranteed, and when the value in monetary amount attached to this request in the
congestion management procedure is lower than all other requests intended to be accepted
for the same service and conditions.”*?* The first of these criteria refers to situations when
security of supply would be endangered if the request for access was accepted, while the
second criterion refers to situation when — if congestion occurs, the price offered by the
denied applicant is lower than the price offered by the another applicants and due to lack of
capacity such offer with the lower price could not be accepted.'® None of them allows for the
refusal of participation in capacity auctions when the applicant does not make a bid during a
year after the date of registration as allocation participant, or use the obtained capacity for
less than 70%.

(130) Moreover, Section 2.13 of the Congestion Management Guidelines provides for financial
consequences of failure to honour obligations stemming from the allocation of capacity. The
Guidelines stipulate that where market participants fail to use the capacity that they have
committed to use, or, in the case of explicitly auctioned capacity, fail to trade on a secondary
basis or give the capacity back in due time, they shall lose the rights to such capacity and
pay a cost-reflective charge. Any cost-reflective charges for the non-use of capacity shall be
justified and proportionate and the “key concepts and methods for the determination of
liabilities that accrue upon failure to honour obligations” shall be set out in advance in respect
of the financial consequences, and shall be subject to review by the relevant national
regulatory authority. This provision in essence prescribes the use-it-or-lose-it principle.
Besides losing non-used capacity, the consequence of not using acquired capacity is the
payment a cost-reflective charge defined in advance. Section 2.13 lists the consequences of
non-usage of capacity in an exhaustive manner, and does not allow for further sanctions

122 gection 2.5 Congestion Management Guidelines.

123 Article 12.8 Auction Rules of 2017.

124 section 1.6 Congestion Management Guidelines.

125 When a merit order list is established from the bids for capacity, acceptance of bids starts from the highest offer
towards the lowest and bids are accepted up to the moment that free cross-border capacity is available.
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such as those envisaged under the Auction Rules of Ukraine. Instead, the Auction Rules
from 2017 stipulate that that participant loses the allocated capacity, and “the costs of its
bank guarantee or fee are paid as a fine amounting to 100 minimal wages as defined in the
current legislation of Ukraine. The fine does not exempt from the obligation to pay in full for
the existing unpaid costs.”?® To demand a fine of 100 minimal wages as a fine for not paying
for the obtained capacity (not for not using the capacity as stipulated in Section 2.13 of the
Congestion Management Guidelines) is excessive and thus disproportionate in the
Secretariat’s view (see also below).

(131) Furthermore, the consequences envisaged by Section 2.13 of the Congestion Management
Guidelines can be triggered only after capacity has been allocated and the winning
undertaking has failed to use such capacity, or has failed to trade it on secondary basis.
These consequences may not be turned into precondition for participation in an auction, as it
is the case with the preconditions set by the Auction Rules of Ukraine.

iv.  Conclusions

(132) The Secretariat therefore submits that excluding an applicant from participating in an auction
when it does not satisfy the qualification requirements from Article 2.2 of the Auction Rules of
2017, i.e not making a bid during a year after the date of registration as allocation participant,
as well as sanctioning a use of obtained interconnectors’ capacity in less than 70% by losing
the whole capacity obtained, is not covered by the permissible possibilities for refusal
granted by Article 32 of Directive 2009/72/EC and Sections 1.6 and 2.13 of the Congestion
Management Guidelines, and thus infringes those provisions.

C. The effect of the security (bank guarantee or a fee) on trade in electricity

(133) Electricity suppliers interested in participation to auctions for allocation of cross-border
capacity have to pay a guaranty before submitting an application for participation in the
auction. As defined in earlier Auctions Rules but also in those of 2017, the guarantee — be it
a bank guarantee or a fee - is a monetary payment meant to guarantee that the participant
winning the auction will be able to fulfill its financial obligations, i.e. will pay for the capacity
allocated. In principle, a security is a suitable means used also in EU Member States'*’ to
achieve the objective — a guarantee for fulfilling the financial obligations when such
obligations are due.

(134) An excessive deposit or payment of a fee as a security, however, is capable of creating an
obstacle for trade of electricity between the Parties to the Treaty, as it may deter potential
market participants from engaging in auctions for export capacity. The modalities of a deposit
requirement, and in particular the manner in which it needs to be provided as well as its
magnitude may work to the effect of keeping smaller and less potent participants from
entering the market. Depending on its design, a guarantee or fee may thus prevent market

126 Article 17.2 Auction Rules of 2017.

127 An example relevant to the present case (covering several countries) is the Joint Allocation Office, which is a merger
of earlier CAO CEE and CASC. JAO Rules provide for a two types of collaterals: bank guarantee and cash deposit. See
JAO Auction Rules: file:///C:/Users/rka/Downloads/20160629 EUHAR2017_ V1.pdf (17.05.2017).

These two examples show that the requirements for guarantee deposit are not going beyond what is needed to cover the
risk of non-payment for a capacity that has been allocated via the bidding procedure for all timeframes.

29


../../../../home/rka/ECS/Dispute%20settlement/Ukraine/Capacity%20allocation/ECS-1-12/Procedure/AppData/Roaming/rka/Downloads/20160629_EUHAR2017_V1.pdf

Energy Community

entry by new companies and foreclose the market to the benefit of the incumbents. In this
sense, a securities requirement may violate Article 41 of the Treaty, one of the cornerstones
of the single energy market established by the Treaty. As the Court of Justice of the
European Union has put it, “lodging of ... a security deposit is likely... to entail a not
inconsiderable financial risk for undertakings which have just commenced their activities and

may, consequently, lack significant resources”.'?®

(135) Furthermore, the principle of proportionality requires that the amount of the guarantee
corresponds to the price expected to be paid for the specific capacity that could be allocated
(based on the bidding price offered by the auction participant). As was stated above, even
though the incompliant Auction Rules from 2012 have been amended and improved in 2015
(by introducing calculation of the amount of the bank guarantee by “multiplying the maximum
value of Bid(s) price and maximum value of capacity in MW planned to be obtained by the
allocation participant on the corresponding auction®), the Auction Rules of 2017 now require
that the fee and/or the bank guarantee for all auctions (be it yearly, monthly or daily) consist
of an amount that exceeds or is equal to 100 (one hundred) minimal wages,'* which
amounts to approx. 11 000 EUR. The results of auctions held during the last month however
show that capacity has sometimes been allocated for as little as 48 EUR.** The fine also
does not exempt from the obligation to pay in full for the existing unpaid costs,*** meaning
that the allocation participant pays a fine some 11 000 EUR in addition to the invoices due.
The fine also remains the same irrespective of whether the participant has failed to pay for
obtained capacity at annual, monthly or daily auctions.**

(136) The magnitude of the guarantee required by Ukrenergo is likely to deter new market entrants
from participating in the auctions. As the Secretariat elaborated in its Opening Letter, only
one big company (DTEK and its affiliated companies) participated and was winning the
auctions each year. That was an indicator that only the incumbent is capable of complying
with the requirements set in the Auction Rules. After the changes in the Auction Rules of
2015, and in the last few auctions held under them,'®* a few more companies were
participating to the auctions.

(137) The Secretariat thus submits that there is no reasonable relation between the potential risk of
failure to pay and the amount asked for. Such requirement obviously does not reflect any
kind of methodology approximating what the circumstances for each bidder are, with a view
to defining a fair guarantee or fee. This amount is excessive and disproportionate in relation
to the objective pursued, providing a security against the risk of non-payment.

(138) The disproportionality is exacerbated by the requirement of paying a fine (in addition to losing
the capacity for not ensuring timely payment of the obtained capacity), as now stipulated in
Article 17 of the Auction Rules of 2017. Even though Section 2.13 of the Congestion
Management Guidelines allows charging a “ustified and proportionate cost-reflective
charge”, it does so for a failure of an auction participant to use the capacity that it has
committed to use, or fails to trade on a secondary basis or gives the capacity back in due

128 Case 25/07 Alicja Sosnowska v Dyrektor Izby Skarbowej we Wroctawiu Osrodek Zamiejscowy w Watbrzychu [2008]

ECR 1-05129, para.31.

129 Article 6.2 Auction Rules of 2017.

130 See for instance capacity of 50MW Burshtyin — Romania, 04.22.2017 - 23.04.2017 to PJSC "DTEK Pavlogradugol.”
131 Article 17.2 Auction Rules of 2017.

132 Article 17.2 and 17.3 Auction Rules of 2017.

133 Results available at: https://ua.energy/kliyentam/auktsiony/rezultaty/ (17.05.2017).
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time. This requirement is related to the costs of the system operator, which would be
required to perform other auctions, to ensure using the allocated capacity by another market
participant, etc. However, it is incompliant with the Energy Community rules for allocation of
cross-border capacity and Section 2.5 of the Congestion Management Guidelines in
particular, if a fine is imposed in addition to losing the capacity obtained at auctions. Contrary
to the rationale behind requirement of a security, guaranteeing payment of the financial
obligations in the amount due and for the obtained capacity in case the latter does not
execute a timely payment, asking for payment of an invoice (in addition to activating the bank
guarantee) as well as imposing a fine of some 11 000 EUR for yearly, monthly and daily
auctions fails to comply with the proportionality principle.

(139) The Secretariat recalls that it is on Ukraine to show that their rules fulfil the conditions for

application of the derogating rules in Article 41(2) of the Treaty, or any legitimate reasons in
the general interest.** This corresponds to the second sentence of Article 3 of the Rules of
Procedure for Dispute Settlement whereby a “Party [which] invokes an exemption to a rule or
general principle of Energy Community law, it is incumbent upon the Party concerned to
prove that the requirements for such exemption are fulfilled”.

(140) In the absence of any justification by Ukraine, the Secretariat limits itself to submitting that a

security deposit in the form of a bank guarantee or a payment to cover the system operator’s
risk of enforcing payment obligations vis-a-vis the successful participant may be considered
legitimate in principle. However, the principle of proportionality requires that the measures
adopted are suitable to secure the attainment of the objectives that they pursue — i.e. to
provide the system operator with a guarantee for the case that an actual payment obligation
fails — and not to go beyond what is necessary in order to attain it.'*> A national rule or
practice cannot benefit from the derogation provided for in Article 41(2) of the Treaty if the
objective pursued may be protected just as effectively by measures which are less restrictive
on intra-Energy Community trade.**®

(141) Therefore, the Secretariat submits that the requirement for payment of a fee/providing a bank

guarantee in the amount of 100 (one hundred) minimal wages*® for participation to any
auction, as well as imposing a fine for not using the obtained capacity in addition to losing it
and paying the invoices, violates Article 41, as well as Section 2.5. of the Congestion
Management Guidelines.

134

Case C-159/94 Commission v France [1997] ECR 1-5815, para. 94.

135 Joined Cases C-282/04 and C-283/04 Commission v Netherlands [2006] ECR 1-9141, para. 33.
136 case C-322/01 Deutscher Apothekerverband [2003] ECR 1-14887, para. 104.

137

Article 6.2 Auction Rules of 2017.
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ON THESE GROUNDS

The Secretariat of the Energy Community respectfully requests that the Ministerial Council of the
Energy Community declare in accordance with Article 91(1)(a) of the Treaty establishing the
Energy Community that:

by maintaining in force its current regime for allocation of cross-border capacity for electricity,
Ukraine fails to fulfil its obligations under the Energy Community Treaty, and in particular
Articles 7 and 41 thereof, Articles 3(1), 12(f) and 32 of Directive 2009/72/EC, Article 16(1) of
Regulation (EC) 714/2009 as well as Sections 1.1; 1.6; 2.1; 2.5, 2.10 and 2.13 of the

Congestion Management Guidelines as incorporated and adapted by Decision 2011/02/MC-
EnC of the Ministerial Council of the Energy Community of 6 October 2011.

On behalf of the Secretariat of the Energy Community

Vienna, 19 May 2017

TV
p- )

| >
| Lt

Janez Kopac Dirk Buschle
Director Legal Counsel/Deputy Director
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Unofficial translation
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UKRAINE

NATIONAL COMMISSION FOR STATE ENERGY REGULATION
(NERC)

Bya. Cmonenceka, 19, M. Kuis, 03680, ten./dakc: (044) 277-30-47, Ten.: (044) 204-48-27,
e-mail: box@nerc.gov.ua, Be0O-caliT: www.nerc.gov.ua

Ne
na Ne Energy Community Secretariat
Am Hof 4, Level 5, 1010 Vienna,
Austria

National Commission for State Energy Regulation sincerely thanks the
Energy Community Secretariat for thorough analysis and detailed comments to the
provisions of the draft Procedure of online auctions for allocation of transfer
capacities of cross-border electricity networks (hereinafter — the Auction Rules).

However, in Commission opinion, comments provided by the Energy
Community Secretariat are related mostly to the provisions and definitions
determined by the Law of Ukraine “On the principles of electricity market
operation in Ukraine” (hereinafter — the Law).

So, taken into account that the Auction Rules have been developed to
implement the Law, the definition “energy supplier” is used in the provisions of
the Auction Rules, while the ECS proposals indicate the need to use the definition
“market participant”, that to some extent is not in line with the provisions of the
Law, as it states that “access to the capacity of cross-border electricity networks
with the aim to perform activity of export and / or import of electricity have the
energy suppliers, which received the license to perform activities from electricity
supply”.

The Auction Rules also defines that access to the capacity of cross-border
electricity networks is provided only with the aim to perform activity of export
and / or import of electricity, while the ECS recommendations envisage access to
the capacity of cross-border electricity networks with the aim to transmit
electricity.

It is not completely clear the need to replace provisions related to priority
access with other provisions, since the Law defines that “New (incremental)
capacity of cross-border electricity networks, built at the expense of investments of
legal person, which directly or indirectly does not exercise the control over an
undertaking performing centralized dispatching of united energy system of Ukraine



and transmission of electricity through transmission and cross-border electricity
networks can be exempted from the procedure of online auction” and “Priority
access to new (incremental) capacity have the entities at the expense of which
investments and the increase of capacity of cross-border electricity networks took
place”, that in Commission opinion is completely in line with the requirements of
Regulation (EC) No 1228/2003.

Taking into account above mentioned, Commission considers as possible to
offer the Energy Community Secretariat to continue together with the Ukrainian
side the work on reviewing and if needed the development of necessary
amendments to electricity legislative framework in force, taking into account the
provisions of EU Regulations and Directives in energy sector.

Sincerely yours,
Chairman of NERC S. Titenko
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H.E. MR. IHOR NASALYK
MINISTER OF ENERGY AND COAL INDUSTRY OF UKRAINE

Vienna, 14 March 2017
UA/MIN/dbu/07/14-03-2017

REF. Reasoned Opinion in Case ECS-1/12

EXCELLENCY,

Please find attached a Reasoned Opinion in relation to the Case ECS-1/12 addressed to your
attention.

Sincerely,

3)
/

/
uschILeﬂ/’

Deputy Director and Legal Counsel of the Energy Community Secretariat
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Reasoned Opinion
in Case ECS-1/12

Introduction

According to Article 90 of the Treaty establishing the Energy Community ("the Treaty" or
"EnC"), the Secretariat may bring a failure by a Party to comply with Energy Community law
to the attention of the Ministerial Council. Pursuant to Article 10 of the Procedural Act No
2008/01/MC-ENC of the Ministerial Council of the Energy Community of 27 June 2008 on the
Rules of Procedure for Dispute Settlement under the Treaty ("Dispute Settlement
Procedures"), the Secretariat shall carry out a preliminary procedure before submitting a
reasoned request to the Ministerial Council.

On 4 January 2012, the Secretariat received a complaint concerning the cross-border
capacity allocation organized by the Ukrainian transmission system operator Ukrenergo. The
complaint under Article 90 of the Treaty was registered under Case ECS-1/12. On 7 June
2012, the Secretariat received another complaint against Ukraine related to the same issue
— allocation of cross-border capacity and the auctions organized by the Ukrainian
transmission system operator Ukrenergo. Finally, on 30 October 2014, the Secretariat was
addressed with a third complaint related to the same issue. Since the three complaints
concerned the same subject matter, they were joined under the same case number pursuant
to Article 5(2) of the Dispute Settlement Procedures.

The Ministry of Energy and Coal Industry of Ukraine (“the Ministry”) was notified already of
the first complaint and the Secretariat’s assessment of the Auction Rules during a mission
on 14 to 16 March 2012 in Kiev. On 4 April 2012 the Secretariat sent a letter to the Ukrainian
Deputy Minister. In that letter, the Secretariat offered its assistance to Ukraine in drafting new
Rules for allocation of cross-border capacity, and suggested Ukraine organizing a working
meeting, inviting representatives from all interested parties in the country, such as the
National Electricity Regulatory Commission (“NERC”) and the transmission system operator.
To support this, the Secretariat sent its assessment of the Auction Rules also to NERC. The
issue of non-compliance of the Auction Rules was raised also at the Day of Ukraine in the
Energy Community held on 19 April 2012 where a large delegation of Ukrainian
representatives visited the Secretariat.

In absence of any response from the Ukrainian authorities, and given the importance of
cross-border capacity allocation for the establishment of an internal market as pursued by
the Treaty establishing the Energy Community, on 26 February 2013, the Secretariat sent an
Opening Letter to Ukraine under Article 12 of the Dispute Settlement Procedures. In the
Opening Letter, the Secretariat preliminarily concluded that Ukraine fails to comply with
Articles 7 and 41 of the Treaty, Articles 3(1), 9(e), 20(1) and 23(2)a) of Directive 2003/54/EC,
Articles 1, 2(1), 4, 6(1), 6(2), 6(4) and 9 of Regulation (EC) 1228/2003, Sections 1.1, 1.2, 1.6,
2.1, 2.7, 210, 2.12, 2.13, 5.6 and 6.1 of the Congestion Management Guidelines by
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maintaining in force the Auction Rules adopted by NERC and by their application by the
system operator Ukrenergo. Under Article 2(2) of the Dispute Settlement Rules, a violation
of Energy Community law by public authorities such as NERC or public companies such as
Ukrenergo is attributable to Ukraine as a Contracting Party to the Treaty.

(5) The Opening Letter set a deadline of two months for a reply by the Government of Ukraine.
In its reply to the Opening Letter dated 22 April 2013, the Government did not contest the
presentation of the national legal and factual situation. The Secretariat's preliminary
assessment expressed in the Opening Letter has not been refuted and the concerns related
to non-compliance of the procedure for allocation of cross-border capacity have not been
contested. The Ukrainian reply acknowledged that some of the issues of concern are linked
to the existing market model of the Ukrainian electricity market that was expected to be
changed with a new Electricity Market Law, which was in the process of adoption at that time.

(6) Having assessed the information and arguments put forward in the Reply, as well as all the
follow-up activities undertaken for rectifying the breaches identified in the Opening Letter
(detailed in Section 11.3 below), the Secretariat considers that the argumentation provided
therein as well as the development in electricity sector reform until today do not change its
finding of an infringement of Energy Community law.*

(7) The concerns of the Secretariat concerning the non-compliance of the procedure for
allocation of cross-border capacity in Ukraine have been expressed in its Implementations
Reports since 2013.2

(8) Under these circumstances, the Secretariat decided to submit the present Reasoned
Opinion.

Il. Factual background
1. The electricity sector in Ukraine

(9) The electricity market of Ukraine is organized according to a single buyer model, based on
the Electricity Sector Law of 1998.2 The wholesale electricity market of Ukraine (WEM)
functions based on an agreement between the participants of the wholesale electricity market
of Ukraine (“the WEM Agreement”) and the conditions and requirements of the WEM Rules.*
The Agreement and its amendments have been approved by NERC as well as by the
Antimonopoly Committee of Ukraine. There are no direct bilateral contracts with consumers,

! The Secretariat will make a reference to the Reply as well as to the amendments to the legislative framework in the Legal Assessment
in Section IV of the Reasoned Opinion where appropriate.

2 ECS, Annual Implementation Report, 1 August 2014, p.188; ECS, Annual Implementation Report, 1 August 2014, p.159

8 Law of Ukraine ‘On electricity’ No. 575/97-BP, VR, 6 October 1997, published in Verkhovna Rada news, 1998 with the last
amendments and additions from 16.07.2015

4 Rules on the Wholesale Electricity Market of Ukraine as Annex 2 from 2015 to the Agreement between members to the Wholesale
Electricity Market of Ukraine, 15.11.1996 as amended last time on 17.02.2012
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and there is no functioning balancing market and market of ancillary services. Instead, they
are an integral part of the WEM Agreement. All participants of WEM must sign the WEM
Agreement with the administrator of the market, Energorynok as a precondition for obtaining
a status of member to the WEM. This Agreement defines the target and conditions of energy
activities, rights and obligations of WEM participants together with their responsibility towards
the WEM. The WEM is the exclusive wholesale market place in Ukraine, any other wholesale
trade in electricity is prohibited.®

(100The WEM Rules are an integral part of the Agreement and define the mechanism of
functioning of the WEM, the procedure of load allocation between generating units, the
procedure of setting the electricity generation price and the electricity wholesale market
price.®

(11)The State owned enterprise Energorynok acts as market administrator for the WEM. It
purchases all the electricity produced by the generators or imported for sale in Ukraine,
except for the electricity used by generators for their own needs, electricity produced by
CHPs and supplied to consumers on their territory, and electricity produced in small power
units.” Energorynok also sells electricity for export to the winners of auctions for access to
cross-border transmission capacity organized by the transmission system operator
Ukrenergo, under prices regulated by NERC.

(12)The Ministry ensures the long-term and medium-term planning of the WEM through
elaboration and update of a projected balance of electricity of the Integrated Power System
of Ukraine,® pursuant to an Order of the Ministry of 2016 approving the procedure for
preparing the annual and monthly balance of electricity.®

(13)This Order defines the imbalance of electricity as the difference between the volume of
production and import of electricity on the one hand, and consumption and export of electricity
on the other. It further stipulates that if the proposals by the generation companies do not
lead to a balance of production and consumption, no later than 25 October of the year
preceding the settlement, the Ministry shall decide on balancing generation with demand of
electricity, based on a draft electricity balance from Ukrenergo. This balance may be done
via:

— increase/decrease of generation from nuclear power plants (if technical possible),
— increase/decrease of generation from thermal power plants(if technical possible),

5 Subparagraph 15 of paragraph 4 of Title VI of the Law of Ukraine ‘On the principles of the functioning electricity market in Ukraine’ Ne
663-VII as from 24.10.2013 amends the Article 15 of the Electricity Sector Law1998.

5 Article 15 of Electricity Sector Law of 1998

" There are a number of exceptions as to the sale of electricity on wholesale electricity market, introduced by changes of the Electricity
Sector Law as well as Cabinet of Minister’s decrees.

8 Para.4.5 of Regulation of the Ministry, approved by Decree of the President of Ukraine No382/2011, dated 06.04.2011.

® Order of the Ministry, “On approval of the preparation procedure of annual and monthly forecast balance of electricity of IPS of
Ukraine”, No.521, dated 26.08.2016
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— increase/decrease of export,
— organize import,
— limitation the volume of electricity consumption by energy suppliers.

(14)Electricity transmission is operated by the State owned company Ukrenergo, which owns and
operates the high voltage network including cross-border interconnection lines.

(15)The power system of Ukraine is interconnected as a part of the Integrated Power System in
synchronous parallel mode with the Unified Power System of the Russian Federation.
Ukrenergo operates export transmission capacities primarily with Russia (3000 MW),
Moldova (700 MW) and Belarus (900 MW).%° These interconnections are used in the first
place to provide security in the balancing of the system of Ukraine in cases of emergency.
There is usually no commercial utilization of those capacities except of the interconnection
with Moldova (which belongs to the main system of Ukraine and transits through Moldova
back to Ukraine to supply the electricity in the region of Odessa).

(16)Only a smaller part of the Ukrainian power system is linked with the synchronized European
ENTSO-E network through the isolated Burshtyn island in western Ukraine which disposes
of an installed generation capacity of 1950 MW.!! After internal consumption, the Burshtyn
island’s export capacity ranges between 500 MW and 650 MW (550 MW in summer).1? As
regards the interconnector capacities linking the Burshtyn island to the ENTSO-E network,
the NTC values are Ukraine — Hungary: 800 MW; Ukraine — Slovakia: 400 MW and Ukraine
— Romania: 400 MW. However, only around 550 MW of the total interconnectors’ capacities
are used for export.

(17)Hence, in Ukraine cross-border capacity is used for export to the European Union Member
States only in the amount of electricity available for export; i.e. electricity produced locally in
the Burshtyn island after satisfying the demand of the domestic customers located in that
territory.

(18)As detailed in the Opening Letter,® in the period 2011-2013 there was more demand for
interconnection capacity than was actually put on auction and the only undertakings being
allocated cross-border capacity eventually were from the DTEK group (DTEK Shidenergo
and DTEK Trading). This practice continued even in the aftermath of the Opening Letter; only
approximately 500MW of the available 1600MW capacity has been allocated at auctions.
Namely, at the annual auction for 2017 (auction held on 19 December 2016),** only 500 MW

Annual Report of NEURC for 2015 (table 2.2.3.) http://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit NKREKP_2015.pdf

11 Burshtyn power plant (2351 MW), Kaluska Combined Heat and Power plant (200 MW) and Tereblya-Rikska hydroelectric power plant
(27 MW) are the generation plants installed in this area.

12 hitp://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit NKREKP_2015.pdf

13 Opening Letter in Case ECS-1/12, p.2

14 http:/iwvww.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?nID=3388&urINews=/pages/ua/auctionresults.aspx
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of cross-border capacity have been allocated for Burshtyn Island (450 MW at the
interconnector with Hungary and 50 MW at the interconnector with Romania).

(19)In 2015, again DTEK Trading was awarded capacity for interconnectors between Burshtyn
Island and ENTSO-E (with Slovakia, Hungary, Romania). For 2016 *® DTEK
Pavlogradvugillya and ERU Trading LLC were awarded cross border capacity for exports
from the Burshtyn Island. At that auction for 2017, DTEK Trading and ERU Trading LLC
have been awarded interconnection capacity export to Romania, and ERU Trading LLC,
DTEK Trading, Donbasenergo and TEK LLC were awarded cross border capacity for export
to Hungary.

(20)In relation to the interconnection with Moldova, the situation is different. The two electricity
systems operate synchronously, the interconnection lines are also not congested and the
interconnection capacity between the two countries is sufficient for an increased cross-border
trade. Those interconnectors are also used for export of electricity to Moldova. This was
visible also from the results of the annual auctions held by Ukrenergo as detailed in the
Opening Letter.!” Only DTEK Shidenergo was winning the annual auction for all capacity at
the interconnector with Moldova. The Opening Letter sent in February 2013, provided details
on the annual auctions held in 2010, 2011 and 2012.18 Only 200 MW of interconnectors’
capacity between Ukraine and Moldova have been allocated at the first two auctions, and
700 MW at the auction in 2012.

(21)After the Opening Letter has been sent, at the annual auction for 2015, DTEK Shidenergo
was again awarded cross border capacity for export to Moldova. In 2016, Donbasenergo and
DTEK Pavlogradvugillya were awarded cross border capacity and in 2017 DTEK
Pavlogradvugillya, DTEK Trading, Donbasenergo, Ukrinterenergo, ERU Trading were
awarded cross border capacity for export to Moldova. At the annual auction for 2015 (held
on 18 December 2014) 350 MW interconnectors’ capacity has been allocated,'® and at the
annual auctions for 2016 (annual auction held on 15 December 2016)° and 2017 (auction
held on 19 December 2016)%* 200 MW were allocated at each auction.

15 http://www.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?nID=2135&urlINews=/pages/ua/auctionresults.aspx
16 http://www.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?nlD=3425&urlNews=/pages/ua/auctionresults.aspx
17 Opening Letter in Case ECS-1/12, p.2

18 Opening Letter in Case ECS-1/12, Section l.a), p.2

19 http://www.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?nliD=2135&urlNews=/pages/ua/auctionresults.aspx
2 http://www.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?nID=2135&urlNews=/pages/ua/auctionresults.aspx
21 http://www.ukrenergo.energy.gov.ua/Pages/ua/DetailsNew.aspx?niD=3388&urlNews=/pages/ua/auctionresults.aspx
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2. The legal framework governing the allocation of cross-border capacities in
Ukraine at the moment of sending the Reasoned Opinion

a. Primary legal framework

(22)Before the adoption of the Electricity Market Law?? of 2013, the Electricity Sector Law of 1998
was governing the allocation procedure and was providing a legal basis for adoption of
Auction Rules by NERC.

(23)The Electricity Market Law adopted in 2013 came into force on 1 January 2014.2% Article 10
of the Electricity Market Law governs the allocation of cross-border capacity. However, the
Law was structured in a manner that the main part of the Law, introducing a new electricity
market model, enters into force only on 1 July 2017. At the same time, extensive and detailed
provisions are governing the transitional period between the entry into force of the Law in
January 2014 and expected start of functioning of a new electricity market model in July
2017. This means that Article 10 of the Electricity Market Law governing the cross-border
allocations of capacity should come into force three years after entry into force of the Law,
on 1 July 2017, when the new market model was supposed to become effective.

(24)In the transitional period, since both the Electricity Sector Law of 1998 and the Electricity
Market Law of 2013 continue to exist in parallel, the Electricity Market Law amended Article
30 of the Electricity Sector Law of 1998 governing allocation procedures. Those changes to
Article 30 of the Electricity Sector Law entered into force on 1 December 2014 and are to be
applied by 1 July 2017, provided that the new electricity market model is introduced by then.

(25)However, as from the adoption of the Electricity Market Law in 2013 until the time of issuing
this Reasoned Opinion, the Electricity Market Law of 2013 has not been implemented and
work on a new electricity market model, the precondition for enforcing the main text of the
Law, has not been performed. Therefore, the electricity market in Ukraine is currently still
governed by the transitional provisions of the Electricity Market Law, which are based on the
model established and governed by the Electricity Sector Law of 1998.

(26)In parallel to the envisaged implementation of the Electricity Market Law, in the last couple
of years, a new Electricity Market Law transposing the Third Energy Package?* was drafted
by a Working Group set up within the Ministry. However, the draft Law has not been adopted
yet. Even if adopted immediately, the latest version of the draft Law envisages a new
transitional period until July 2019 at the earliest before the new market model would enter
into force. In the meantime, the WEM operated by Energorynok established by the Electricity

22 Electricity Market Law, No 663-VII, dated 24.10.2013

2 According to Section VI — Final and transitional provisions — the Law comes into force on the first day of the month following the
month of publication, and the first publication was in "The Voice of Ukraine" on 07.12.2013

24 The deadline for transposing the Third Energy Package expired on 1 January 2015.
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Sector Law of 1998 would again remain in force. Therefore, the primary law provision
governing the allocation of cross-border capacity would remain Article 30 of the Electricity
Sector Law, as amended by the Electricity Market Law of 2013.

(27)Pursuant to Article 30 of the Electricity Law 1998, as amendment by the Electricity Market
Law of 2013,° an electricity supplier intending to export electricity shall purchase the required
volume on the WEM of Ukraine under WEM prices, established by the WEM Rules and
approved by NERC. In order to export (or import) electricity, the energy undertaking in
question needs a license for electricity supply and may not have any outstanding debts for
electricity purchased at the WEM. The transmission of electricity intended for export is to
based on a contract concluded with Ukrenergo. The contracts on capacity rights are awarded
by way of auctions. After the auction takes place, Ukrenergo enters into an agreement on the
access to the cross-border transmission capacity for export of electricity with the winner of
the auction. The terms and conditions of these contracts are to be approved by NERC.

(28)Article 30 of the Electricity Sector Law of 1998 as amended, does not govern in details the
procedure for import of electricity. However, according to Article 15 of the Electricity Sector
Law of 1998 as amended by the Electricity Market Law of 2013 and the WEM Rules, all
imported electricity is to be sold to Energorynok at prices defined by NERC, and any other
wholesale electricity market is prohibited.

b. Secondary legal framework

(29)The allocation of cross-border capacity for export at all interconnectors in the Burshtyn island
as well as with Moldova and Belarus is performed through auctions according to Auction
Rules adopted by NERC. Based on the Electricity Sector Law, until December 2012, the
auctions were held according to the Auction Rules adopted in 2009.2° Afterwards, Auction
Rules adopted by NERC in December 2012%” have been applied. Under those Rules, the
interconnectors’ capacity was sold at a price regardless of whether congestion occurs.?®

(30)Those Auction Rules of 2012 were subject to the Opening Letter initiating the infringement
proceedings against Ukraine in the present case.

% pParagraph 30 of the Title VI ‘Final and transitional provisions’ of the Law of Ukraine Ne 663-VII ‘On the principles of the functioning
electricity market in Ukraine’ as from 24.10.2013.

2 Decree on approval of the Procedure of Auctions Relating to the Access to the Transmitting Capacity of Ukraine’s International Power
Grids for the Purpose of Electric Power Export adopted by National Power Industry Regulatory Committee of Ukraine, No.1207, 22
October 2009 (hereinafter, Auction Rules from 2009)

27 Resolution on approval of the Procedure of holding auctions for access to the cross border capacity of cross border electric networks
of Ukraine for export of electric energy No.1450, 8 November 2012, that became effective on 17 November 2012 after being registered
in the Ministry of Justice and being published on the official website (hereinafter, Auction Rules of 2012).

2 Article 1(2) Auction Rules of 2012
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(31)The Auction Rules from 2012 were amended several times before being replaced by the
Auction Rules from February 2015 that are now applied by Ukrenergo.?®

(32)The Auction Rules of 2015 have been adopted on the basis of Article 30 of the Electricity
Sector Law of 1998 as amended by Electricity Market Law from 2013.

(33)The Auction Rules of 2015 define the procedure for organizing and performing electronic
auctions on access to cross-border capacity of electricity networks for export and/or import
of electricity.® The auction office, which is defined as “enterprise providing centralized
dispatching control over Interconnected Power System of Ukraine”, i.e. Ukrenergo, is
responsible for organization and holding the electronic auctions.3! Yearly, monthly and daily
explicit auctions are to be organized.®? In case of no congestion, the capacity is allocated
free of charge, whereas in case of congestion, the marginal price is equal to the minimum
bid price satisfied of all bids.33

(34)Those rules are closely linked with and depend on the electricity market model currently in
place in Ukraine as explained above, and as defined in the Electricity Sector Law of 1998 still
applied to date. Only energy suppliers are allowed to participate in auctions, and in order to
participate they have to acquire the status of allocation participant.3* Ukrenergo, verifies if
the supplier has the status of WEM participant, whether it has open debts for electricity
bought from the WEM and whether it has a supply license.® The approved allocation
participants have to pay a guarantee fee or to provide a bank guarantee, which is calculated
by multiplying the maximum value of the bid price and the maximum value of capacity in MW
planned to be obtained.*® Approved allocation participants are not allowed to take part in
auctions in case they have financial obligations towards the auction office or if their supply
license is canceled.?” In case the allocation participant has not made any bid in any auction
during a period of a year from the date of registration, its registration as allocation participant
is withdrawn. 38

(35)If the applicant has been successful with its bids in the auctions, and has been allocated
certain cross-border capacity on the yearly or monthly auctions, it can lose that capacity in
case it does not submit its daily hourly schedule,* and the costs paid for the unused capacity
are not compensated to the participant. Also, in case a participant has been allocated

2 NEURC, "On approval of the Rules of electronic auctions on capacity allocation of cross-border electricity lines" No. 176 dated
12.02.2015

30 Article 1.1. Auction Rules of 2015

31 Article 2 Auction Rules of 2015

32 Article 4 Auction Rules of 2015

33 Article 10.1 Auction Rules of 2015

34 Article 5 Auction Rules of 2015

35 Article 2.2. Auction Rules of 2015

36 Article 6.3 Auction Rules of 2015

37 Article 6.14 Auction Rules of 2015

38 Article 5.11 Auction Rules of 2015

39 Article 12.4 and 12.8 Auction Rules of 2015
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capacity in a yearly auction, and during one month it uses the obtained capacity for less than
70% of the corresponding booked capacity (as indicated in the submitted schedules to
Energorynok for daily exports during that month) then it loses all the rights for all months
following the auction until the end of the year..° Finally, in case when the successful
allocation participant does not pay for the allocated cross-border capacity, that participant
loses the allocated capacity, and the costs are covered by its bank guarantee or the
guarantee fee.*

(36)The Auction Rules of 2015 provide also for the possibility for successful participants to the
auctions to transfer the acquired capacity to another allocation participant, provided that they
have informed and registered the transfer with the auction office.*?

(37)In case of technical problems with the electronic platform, a fallback mode is applied, which
means auctions are to be performed via e-mail and fax.** However, until now the fallback
mode turned out to be the default solution as electronic auction are still not taking place.
Even though Ukrenergo has purchased an electronic platform, it is still being tested and is
still not used for performing electronic auctions in practice.

(38)For the sake of convenience, the relevant provisions of domestic law will be introduced and
discussed in connection with the provisions from the acquis communautiare under section IV
below.

3. The complaints and follow-up actions

(39)The present case ECS-1/12 has been initiated upon several complaints addressed to the
Secretariat in 2012, against Ukraine in relation to the allocation of cross-border capacities at
interconnectors. The Opening Letter has been sent to Ukraine on 26 February 2013.

(40)In the Opening Letter, the Secretariat preliminarily concluded that, by maintaining in force the
Auction Rules adopted by NERC in 2012 and by their application by the system operator
Ukrenergo, Ukraine fails to comply with Articles 7 and 41 of the Treaty, Articles 3(1), 9(e),
20(1) and 23(2)a) of Directive 2003/54/EC, Articles 1, 2(1), 4, 6(1), 6(2), 6(4) and 9 of
Regulation (EC) 1228/2003, Sections 1.1, 1.2, 1.6, 2.1, 2.7, 2.10, 2.12, 2.13, 5.6 and 6.1 of
the Congestion Management Guidelines.

(41)In its reply to the Opening Letter dated 22 April 2013, the Government did not contest the
presentation of the national legal and factual situation. The reply rather acknowledged that
some of the issues of non-compliance are linked to the existing market model of the Ukrainian

40 Article 12.9 Auction Rules of 2015
41 Article 17.2 Auction Rules of 2015
42 Article 13 Auction Rules of 2015
43 Article 11 Auction Rules of 2015
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d.Secondary trading

(64)Article 9 of the Auction Rules of 2012 did not allow secondary trading or any transfer of
capacity except in “case of dissolution of access contract made as a result of monthly
auctions.” In the Secretariat’s view, this prohibition violated Section 2.12 of the Congestion
Management Guidelines.

(65)The Auction Rules of 2015 contain rules on transfer of allocated transmission capacity,®® as
well as rules for return for resale of already allocated capacity.®* Transfer of capacity from
one to another auction participant is allowed provided that the auction office is informed. The
auction office may only refuse the transfer in case the auction participant transferring and
receiving the capacity does not comply with the provisions of the Auction Rules or of the
agreement on access to cross-border capacity. This rectifies the breach identified in the
Opening Letter.

e.Practical non-compliances

(66)In the auctions for 2011, 2012 and 2013, the requirements for participation in an auction were
amended at a very short notice, without allowing sufficient time for potential participants to
comply with the new requirements imposed. This practice prevented them from patrticipating
in the annual auctions. The Secretariat considered that this practice violated Article 41 of the
Treaty, Section 5.6 of the Congestion Management Guidelines and the principle of legal
certainty.

(67)After the Opening Letter was sent, all further amendments to the Auction Rules have been
published by NEURC on its website, giving all interested stakeholders to participate to a
public consultation. The Secretariat is also not aware that any short-notice changes to the
rules have been adopted. Therefore, the Secretariat concludes that the breaches identified
in the Opening Letter have been terminated.

f.Role of the requlatory authority

(68)Under Article 9 of Regulation 1228/2003, the national regulatory authority has an obligation
to ensure compliance with that Regulation, including its Congestion Management Guidelines.
The Ukrainian regulatory authority NERC not only adopted the Auction Rules of 2012 which
included provisions non-compliant with the Energy Community acquis, it has also not taken
later any effective remedial action to ensure compliance of the Auction Rules and their
application in practice with the acquis communautaire.

(69)Since the Opening Letter was sent, NERC, and later NEURC cooperated with the Secretariat,
following up on its comments when amending the Auction Rules. The remaining issues of

80 Section XIII
61 Section XIV

| Bank ‘ Raiffeisenlandesbank

15 ‘

IBAN ‘ AT953200000015102825
BIC RLNWATWW



Energy Community

‘ Energy Community Secretariat

Am Hof 4, Level 5, 1010 Vienna, Austria

+43(0)1 535 2222
contact@energy-community.org
WWW.energy-community.org

Email

‘ Phone
Web

non-compliance are linked to the electricity market model currently in force in Ukraine and
require changes to the primary legal framework, whereas amendments to the rules adopted
by the regulatory authority in themselves would not be sufficient to rectify the breach.
Therefore, the Secretariat concludes that the breaches identified in the Opening Letter have
been terminated.

- lll. Relevant Energy Community Law

(70)It is appropriate to recall at the outset that the provisions from the second energy package
were applicable at the time when the facts of the case occured. According to settled case-
law of the Court of Justice of the European Union, substantive rules are usually interpreted
as not applying to situations existing before their entry into force.®? This means that the
provisions from the second energy package remain applicable even though the Third Energy
Package was adopted and entered into force in the Energy Community on 1 January 2015.%
This was confirmed in Case ECS-3/08 by the Advisory Committee® and the Ministerial
Council® of the Energy Community. It should nevertheless be noted that the Third Energy
Package did not change the substance of the provisions relevant for allocation of cross-
border capacity, namely Articles 1, 2(1) and 6(1) of Regulation (EC) 1228/2003 correspond
to Article 1, 2(1) and 16(1) of Regulation (EC) 714/2009, and Sections 2.1, 2.10, 1.6 and 1.1
of the Congestion Management Guidelines annexed to the Regulation (EC) 1228/2003
correspond to the same Sections of the Guidelines annexed to the Regulation (EC)
714/2009. The articles related to ensuring non-discriminatory access to the grids from the
Directive 20093/54/EC, namely Articles 20, 23(2)a) and 9(e) correspond to the exact wording
of Article 32, 37(6)a) and 12(f) of Directive 2009/72/EC.

(71)The Secretariat also notes that the Dispute Settlement Procedures adopted by the Ministerial
Council in 2008 have been amended in October 2015.%¢ Pursuant to Article 46(2) of the
Procedural Act of 2015 amending the Dispute Settlement Procedures, however, ,[clases
initiated already before 16 October 2015 shall be dealt with in accordance with the Procedural
Act applicable before the amendments adopted on that date.“ The Secretariat thus addresses
the Ukrainian authorities with the present Reasoned Opinion under the Dispute Settlement
Procedures of 2008.

62 Case C-61/98, De Haan Beheer BV and Inspecteur der Invoerrechten en Accijnzen te Rotterdam, ECR 1999 1-05003, para.13. See
also: Joined Cases 212/80 to 217/80 Salumi and Others [1981] ECR 2735, para. 9, Joined Cases C-121/91 and C-122/91 CT Control
(Rotterdam) and J CT Benelux v Commission [1993] ECR 1-3873, para. 22

% For a discussion on the principle tempus regit actum and the principle that administrative measures do not have retrospective effect,
see: T-190/00, Regione Siciliana v Commission of the European Communities, 27.11.2003, para.86 and the case law cited.

54 Energy Community Advisory Committee Opinion in Case ECS-3/08, 10.10.2016

8 Ministerial Council Decision D/2016/02/MC-EnC: on the failure by the Republic of Serbia to comply with the Energy Community Treaty
in Case ECS-3/08

5 PA/2015/04/MC-ENnC of 16 October 2015 amended Procedural Act No 2008/01/MC-ENnC of 27 June 2008.
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(72)In the following, a selection of provisions of Energy Community relevant for the present case
is compiled. This compilation is for convenience only and does not imply that no other
provisions may be of relevance for its assessment.

(73)Energy Community Law is defined in Article 1 of the Rules of Procedure for Dispute
Settlement under the Treaty (“Dispute Settlement Procedures”)®” as “a Treaty obligation or
[...] a Decision addressed to [a Party]”. A violation of Energy Community Law occurs if “[a]
Party fails to comply with its obligations under the Treaty if any of these measures (actions
or omissions) are incompatible with a provision or a principle of Energy Community Law”
(Article 2(1) Dispute Settlement Procedures).

(74)Article 6 of the Treaty reads:

The Parties shall take all appropriate measures, whether general or particular, to ensure
fulfilment of the obligations arising out of this Treaty. The Parties shall facilitate the
achievement of the Energy Community’s tasks. The Parties shall abstain from any measure
which could jeopardise the attainment of the objectives of the Treaty.

(75)Article 7 of the Treaty reads:
Any discrimination within the scope of this Treaty shall be prohibited.
(76)Article 10 of the Treaty reads:
Each Contracting Party shall implement the acquis communautaire on energy in

compliance with the timetable for the implementation of those measures set out in
Annex I.

(77)Article 11 of the Treaty reads:®®

The “acquis communautaire on energy”, for the purpose of this Treaty, shall mean (i) the
Directive 2003/54/EC of the European Parliament and of the Council of 26 June 2003
concerning common rules for the internal market in electricity [...] and (iiij) the Regulation
1228/2003/EC of the European Parliament and of the Council of 26 June 2003 on conditions
for access to the network for cross-border exchanges in electricity.

(78)Article 41 of the Treaty reads:

57 Procedural Act No 2008/01/MC-EnC of 27 June 2008.

%8 Article 11 EnCT has been amended by Decision of the Ministerial Council of the Energy Community D/2011/02/MC-EnC and it
introduces an obligation for the Contracting Parties to adopt Directive 2009/72/EC and Regulation (EC) No714/2009 by 1 January 2015.
By then, the Contracting Parties have to comply with Directive 2003/54/EC and Regulation (EC) No 1228/2003.
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1. Customs duties and quantitative restrictions on the import and export of Network Energy
and all measures having equivalent effect, shall be prohibited between the Parties. This
prohibition shall also apply to customs duties of a fiscal nature.

2. Paragraph 1 shall not preclude quantitative restrictions or measures having equivalent
effect, justified on grounds of public policy or public security; the protection of health and life
of humans, animals or plants, or the protection of industrial and commercial property. Such
restrictions or measures shall not, however, constitute a means of arbitrary discrimination or
a disguised restriction on trade between the Parties.

(79)Article 2 of the Protocol concerning the accession of Ukraine to the Treaty establishing the

Energy Community reads:

l. For the purpose of compliance with Title Il of the Treaty establishing the Energy Community
and its related Annexes, the timetable for implementation of the acquis communautaire is
defined as follows:

Directive 2003/54/EC Concerning Common Rules for the Internal Market in Electricity by 1
January 2012

Regulation (EC) No 1228/2003 on the Conditions of the Access to the Network for Cross-
Border Exchanges in Electricity by 1 January 2012.

Commission Decision 2006/770/EC amending the Annex to Regulation 1228/2003 on
conditions for access to the network for cross-border exchanges in electricity by 1 January
2012

(80)Article 3(1) of Directive 2003/54/EC (“Public service obligations and customer protection”)

reads:

Member States ... shall not discriminate between these undertakings as regards either rights

or obligations.

18

(81)Article 9 of Directive 2003/54/EC (“Tasks of Transmission System Operators”) reads:

Each transmission system operator shall be responsible for:

[...]

(e) ensuring non-discrimination as between system users or classes of system users,
particularly in favour of its related undertakings...

(82)Article 20 of Directive 2003/54/EC (“Third party access”) reads:
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1. Member States shall ensure the implementation of a system of third party access to the
transmission and distribution systems based on published tariffs, applicable to all eligible
customers and applied objectively and without discrimination between system users.

2. The operator of a transmission or distribution system may refuse access where it lacks
the necessary capacity. Duly substantiated reasons must be given for such refusal, in
particular having regard to Article 3. Member States shall ensure, where appropriate and
when refusal of access takes place, that the transmission or distribution system operator
provides relevant information on measures that would be necessary to reinforce the
network. The party requesting such information may be charged a reasonable fee
reflecting the cost of providing such information.

(83)Article 23(2)(a) of Directive 2003/54/EC (“Regulatory authorities”) reads:

The regulatory authorities shall be responsible for fixing or approving, prior to their entry into
force, at least the methodologies used to calculate or establish the terms and conditions for:

(a) connection and access to national networks, including transmission and distribution tariffs.
These tariffs, or methodologies, shall allow the necessary investments in the networks to be
carried out in a manner allowing these investments to ensure the viability of the networks.

(84)Recital 14 of Regulation (EC) 1228/2003 reads:

The precondition for effective competition in the internal market is non-discriminatory and
transparent charges for network use including interconnecting lines in the transmission
system.

(85)Article 1 of Regulation (EC) 1228/2003 (“Subject-matter and scope”) reads:

This Regulation aims at setting fair rules for cross-border exchanges in electricity, thus
enhancing competition within the internal electricity market, taking into account the
specificities of national and regional markets. This will involve the establishment of a
compensation mechanism for cross border flows of electricity and the setting of harmonised
principles on cross-border transmission charges and the allocation of available capacities of
interconnections between national transmission systems.

(86)Article 2(1) of Regulation (EC) 1228/2003 (“Definitions”) reads:

For the purpose of this Regulation, the definitions contained in Article 2 of Directive
2003/54/EC of the European Parliament and of the Council of 26 June 2003 concerning
common rules for the internal market in electricity and repealing Directive 96/92/EC (1)
shall apply with the exception of the definition of ‘interconnector' which shall be replaced by
the following:
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‘interconnector' means a transmission line which crosses or spans a border between Member
States and which connects the national transmission systems of the Member States.

(87)Article 6 of Regulation (EC) 1228/2003 (“General principles of congestion management”)
reads:

6.1. Network congestion problems shall be addressed with non-discriminatory market based
solutions which give efficient economic signals to the market participants and transmission
system operators involved. Network congestion problems shall preferentially be solved with
non transaction based methods, i.e. methods that do not involve a selection between the
contracts of individual market participants.

(88)Article 9 of Regulation 1228/2003 (“Regulatory authorities”) reads:

The regulatory authorities, when carrying out their responsibilities, shall ensure compliance
with this Regulation and the guidelines adopted pursuant to Article 8.

(89)Section 1 of the Congestion Management Guidelines (“General provisions”) reads:

1.1. TSOs shall endeavour to accept all commercial transactions, including those involving
cross-border-trade.

1.2. When there is no congestion, there shall be no restriction of access to the
interconnection. Where this is usually the case, there need be no permanent general
allocation procedure for access to a cross-border transmission service.

1.6. No transaction-based distinction may be applied in congestion management. A particular
request for transmission service shall be denied only when the following conditions are jointly
fulfilled:

(a) the incremental physical power flows resulting from the acceptance of this request imply
that secure operation of the power system may no longer be guaranteed, and

(b) the value in monetary amount attached to this request in the congestion management
procedure is lower than all other requests intended to be accepted for the same service and
conditions.

(90)Section 2 of the Congestion Management Guidelines (“Congestion management methods”)
reads:

2.1. Congestion management methods shall be market-based in order to facilitate efficient
cross-border trade. For this purpose, capacity shall be allocated only by means of explicit
(capacity) or implicit (capacity and energy) auctions. Both methods may coexist on the same
interconnection. For intra-day trade continuous trading may be used.
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2.10. In principle, all potential market participants shall be permitted to participate in the
allocation process without restriction. To avoid creating or aggravating problems related to
the potential use of dominant position of any market player, the relevant Regulatory and/or
Competition Authorities, where appropriate, may impose restrictions in general or on an
individual company on account of market dominance.

2.13. The financial consequences of failure to honour obligations associated with the
allocation of capacity shall be attributed to those who are responsible for such a failure.
Where market participants fail to use the capacity that they have committed to use, or, in the
case of explicitly auctioned capacity, fail to trade on a secondary basis or give the capacity
back in due time, they shall lose the rights to such capacity and pay a cost-reflective charge.
Any cost-reflective charges for the non-use of capacity shall be justified and proportionate.
Likewise, if a TSO does not fulfil its obligation, it shall be liable to compensate the market
participant for the loss of capacity rights. No consequential losses shall be taken into account
for this purpose. The key concepts and methods for the determination of liabilities that accrue
upon failure to honour obligations shall be set out in advance in respect of the financial
consequences, and shall be subject to review by the relevant national Regulatory Authority
or Authorities.

Legal Assessment

(91)According to Article 2(2) of the Dispute Settlement Procedures, a failure by a Party to comply
with Energy Community law may consist of any measure by the public authorities of the
Party, including undertakings within the meaning of Article 19 of the Treaty. Therefore, the
actions of NEURC and Ukrenergo are attributable to Ukraine and may constitute an
infringement of Energy Community law by that Party.

(92)In the following, the Secretariat will assess the legal framework as well as the actions by
NEURC and Ukrenergo in light of Ukraine’s obligations under the Treaty. It will thereby take
into consideration the Ukrainian Reply to the Opening Letter as well as the follow-up actions
as displayed in Section 1.3 above.

1. Introduction

(93)The subject-matter of case ECS-1/12 consists in several instances of non-compliance by the
existing legislation and its application in Ukraine with the Energy Community acquis
communautiare related to allocation of cross-border capacity, as identified in the Opening
Letter.
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(94)The Secretariat takes into account that the Auction Rules from 2012, after several
amendments, have been replaced with new rules adopted in February 2015 in order to
address the remarks of the Energy Community in the Opening Letter in Case ECS-1/12.
Despite these efforts, the Secretariat finds that Auction Rules based on and intrinsically linked
to the existing electricity market mode are not suitable to achieve compliance.

(95)The Secretariat further notes that despite the amendments to the primary legislative
framework in Ukraine made by the Electricity Law of 2013, and in particular the amendments
to Article 30 of the Electricity Sector Law of 1998, as well as the adoption of Auction Rules in
2015, their application by Ukrenergo in line with the electricity market model in place in
Ukraine fails to comply with Energy Community law.

2. Issues of non-compliance with Energy Community law
(96)In the following, the Secretariat further elaborates on several breaches of Energy Community

law already identified in the Opening Letter related to the access to interconnector capacity.

a. Different treatment of electricity imports and export

i. Import and export of electricity in Ukraine

(97)Article 30(1) of the Electricity Sector Law of Ukraine® and the Auction Rules of 20097
stipulated that the procedures for allocation of capacity (i.e. the auction) are performed only
for export of electricity. For imports, an “authorized central executive body responsible for
ensuring realization of the public policy in the fuel and energy shall determine the conditions
of the use of free transmission capacity for the purpose of electric power import and transit
across the territory of Ukraine.””* The Ministry was the authorized central executive body
which was responsible for allocating the interconnectors capacity for import and transit. The
Ministry used to give an authorization for imports and approves a planned import volume.

(98)This provision is not part of the Auction Rules of 2012. The Auction Rules of 201272 stipulated
that procedures for allocation of capacity (in the form of auctions) are performed only for the
export of electricity (Articles 1(1) and 1(11) of the Auction Rules of 2012). The procedure for
import and transit of electricity is not dealt with by these Auction Rules. However, the Ministry
remained in charge for approving the balance of electricity and imports could be allowed only
in case of lack of domestic generation to satisfy the demand.

59 Article 30(1) Electricity Sector Law of Ukraine, 1998 as amended last time on 17.12.2010.
0 Article 1(1) and 1(12) Auction Rules

1 Article 1(11) Auction Rules from 2009..

2 Article 1(1) and 1(11) Auction Rules
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(99)In the Opening Letter, the Secretariat preliminarily concluded that by establishing a special,
non-market based regime for electricity imports, Article 30(1) Electricity Sector Law of
Ukraine and Article 1(1) and 1(11) of the Auction Rules violate Articles 7 and 41 of the Treaty
as well as Articles 20(1) and 23(2)(a) of Directive 2003/54/EC, Articles 1, 2(1) and 6(1) of
Regulation (EC) 1228/2003 and Section 2.1 of the Congestion Management Guidelines.

(100) In the aftermath of the Opening Letter, Article 30 of the Electricity Sector Law has
been amended by the Electricity Market Law from 2013. The provision now allows allocation
of interconnector capacity also for imports of electricity.”® In addition, the Auction Rules of
2015, in their Article 1(1) stipulate that auctions are to be held for access to cross-border
capacity for export and/or import of electricity.

(101) While these amendments put an end to formally differentiating between exports and
imports of electricity, and dealing with the latter by way of non-market based procedures,
these provisions are not applied and implemented in practice. Even though the Auction Rules
of 2012 and of 2015 have deleted the reference to the Ministry as the authority responsible
for import, in practice such approval is still required.

(102) On the occasion of several meetings with Ukrenergo, as well as in communication by
email,” the Secretariat has been informed that imports are performed in Ukraine only if
approved by the Ministry in the electricity balance.

(103) In this respect it needs to be recalled that according to the legislation currently in force
(as described above), all the imported electricity is sold to Energorynok as the single buyer
in the WEM. The Ministry is in charge of approving the electricity balance, and only in case
where there is a lack of domestically produced electricity, the Ministry allows imports of
electricity to be performed. The Ministry for Energy and Coal Industry is still responsible for
the electricity balance’ pursuant to an Order of the Ministry for Energy and Coal Industry of
2016 approving the procedure for preparing the annual and monthly balance of electricity.®

(104) Only after such approval, Ukrenergo allocates the necessary transmission capacity to
be used for the allowed import, i.e. is performing auctions. But the Ministry’s involvement
goes further than just omitting imports from the electricity balance. Since there are no imports
planned in the electricity balance for 2017, for instance, the Ministry has sent a letter to

” The relevant subparagraph of Article 30 of teh Electricity Sector Law of 1998 as amended reads: ,Electricity suppliers who are members
of the wholesale electricity market of Ukraine with a license to perform activities related to the electricity supply and have no overdue debt
for electricity purchased on the wholesale electricity market of Ukraine shall have access to transmission capacity of cross-border
electricity networks in order to conduct operations of export and / or import of electricity.”

7 Email communication with Ukrenergo employee, dated 25.01.2017 stating that could not share the letter from the Ministry addressed
to Ukrenergo

s Para.4.5 of Regulation of the Ministry, approved by Decree of the President of Ukraine No382/2011, dated 06.04.2011.

6 Order of the Ministry, “On approval of the preparation procedure of annual and monthly forecast balance of electricity of IPS of
Ukraine”, No.521, dated 26.08.2016
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Ukrenergo asking it not to perform auctions for allocation of interconnectors capacity for
import.”

(105) Since usually Ukraine’s domestic generation capacity satisfies the consumption in the
country, imports are allowed rarely and for short-terms only. Such imports usually come from
the Russian Federation. Imports for commercial motives, however, are essentially not taking
place in Ukraine. Even in cases where the price of electricity in another Party to the Energy
Community would be cheaper, the Ukrainian customers are not benefitting from them.

(106) Moreover, the fact that the capacity allocated on the interconnectors with the Burshtyn
island in western Ukraine, i.e. on the borders with Slovakia, Hungary and Romania is
significantly reduced by Ukrenergo from an NTC value of altogether some 1600 MW to match
the Burshtyn island’s export capacity which ranges between 500 MW and 650 MW7 (see
above), shows that the interconnector capacities on the borders with other Parties to the
Treaty are indeed used only for export. The reason for not allowing imports to Burshtyn island
is evidently to protect the domestic generators based on the territory of the island, namely
the Burshtyn power plant (2351 MW), Kaluska Combined Heat and Power plant (200 MW)
and Tereblya-Rikska hydroelectric power plant (27 MW).

(107) Under these circumstances, the Secretariat considers the legal assessment made in

the Opening Letter still valid despite the changes made in domestic legislation, as will be
demonstrated in the following.

ii. Breach of Articles 1 and 2(1) of Requlation (EC) 1228/2003

(108) According to its Article 1, Regulation (EC) 1228/2003 aims at setting fair rules for the
allocation of available capacities of interconnections between national transmission systems.
The reason for this is enhancing competition within the internal market. Article 2 of the said
Regulation defines interconnector as “a transmission line which crosses or spans a border
between Member States and which connects the national transmission systems of the
Member States.””® Read together, these two provisions imply that fair rules for allocation of
capacity shall be developed for all interconnectors without distinguishing between the
different directions of export, import or transit.

(109) In Ukraine, allocation of cross-border capacity for export is performed by Ukrenergo
under the Auction Rules of 2015. As was shown in the preceding section, allocation of
electricity for import is performed subject to the approval by the Ministry, and only in case the

7 Supra note 81. On 3 February 2017, the Secretariat addressed a Request for information to the Ministry related to the issue of import
and transit of electricity. To date, the Ministry has not replied nor submitted the requested information.

8 http://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit NKREKP_2015.pdf

 Article 2(1) Regulation (EC) 1228/2003

24

| Bank ‘ Raiffeisenlandesbank

‘ IBAN ‘ AT953200000015102825
BIC RLNWATWW


http://www.nerc.gov.ua/data/filearch/Catalog3/Richnyi_zvit_NKREKP_2015.pdf

Energy Community

‘ Energy Community Secretariat

Am Hof 4, Level 5, 1010 Vienna, Austria

+43(0)1 535 2222
contact@energy-community.org
WWW.energy-community.org

Email

‘ Phone
Web

electricity balance requires import of electricity for satisfying the domestic demand, thus
excluding allocation of cross-border capacity for commercial imports. Therefore, the
Secretariat concludes that allocation of cross-border capacity is performed through different
procedures based on the directions of the flow of electricity.

(110) The Secretariat thus considers that maintaining different procedures for the allocation
of capacity in different directions is not in line with Articles 1 and 2(1) of Regulation (EC)
1228/2003 because it fails to comply with the requirements for establishing fair rules of
capacity allocation irrespective of the direction of the electricity flow.

ii. Non-compliance with the obligation to grant non-discriminatory third-party access

(111) In the Secretariat’s view, the allocation of interconnection capacity for import in
accordance with procedures based upon unilateral administrative action of the Ministry fails
to respect the principle of regulated access to the transmission network as embedded in
Articles 20(1) and 23(2)(a) of Directive 2003/54/EC. These provisions require that access to
the networks is granted without discrimination and based on published tariffs. The Directive
also tasks an independent national regulatory authority with “fixing or approving, prior to their
entry into force, at least the methodologies used to calculate or establish the terms and
conditions” for access to the transmission network.

(112) Granting access to interconnectors based on Ministry’s instructions, letters and
minutes of meetings fails to respect these provisions.

(113) Moreover, to grant access to interconnector capacity in Ukraine for import only upon
the Ministry’s approval violates the prohibition of discriminating between the electricity
undertakings interested in transporting electricity through the Ukrainian interconnectors for
imports. The principle of non-discrimination requires that comparable situations are not
treated differently unless such difference in treatment is objectively justified.® As a
fundamental and overriding principle of Energy Community law, it is reflected throughout the
acquis communautaire. Article 7 of the Treaty prohibits any discrimination within the scope
of the Treaty. As “specific expressions of the general principle of equality”,® the acquis
places further obligations not to discriminate on both the transmission system operator and
on the State. Article 3(1) of Directive 2003/54EC requires Contracting Parties not to
discriminate between electricity undertakings as regards either rights or obligations. Article
20 of Directive 2003/54/EC commits them to ensure access to the transmission system for
all third parties in an objective manner and without discrimination. Besides, under Article 9(e)
Directive 2003/54EC the transmission system operator is responsible for ensuring non-
discrimination as between system users or classes of system users. In accordance with
Article 6(1) of Regulation (EC) 1228/2003, “[n]etwork congestion problems shall be
addressed with non-discriminatory market based solutions.”

80 C-17/03 Vereniging voor Energie, Milieu en Water (VEMW) [2005] ECR 1-4983, paragraph 48
81 Case C-17/03 VEMW [2005] ECR 1-4983, paragraph 47.
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(114) The Court of Justice of the European Union, whose case law is the point of reference
for the interpretation of Energy Community law under Article 94 of the Treaty, held in a
judgment concerning preferential capacity allocation on electricity interconnectors that such
priority access amounts to different treatment, and that such treatment could not be justified
on account of the underlying long-term electricity supply contracts allegedly concluded in
performing a public service obligation.®? According to the Court of Justice, reserving capacity
to the benefit of certain system users deprives all other actual or potential system users of
the possibility to access the network for that particular capacity. It thus puts them at significant
disadvantage in comparison to the undertakings benefiting from the preferential access to
the system.

(115) The Court furthermore differentiated between discriminatory capacity allocation
based on specific measures taken by the transmission system operator by refusing system
access to individual undertakings, and State measures not attributable to the system
operator. The former are prohibited under what is Article 9(e) Directive 2003/54EC.
Discriminatory capacity allocation based on State measures, on the other hand, and in
particular statutory rules established by State authorities, are banned by the rules related to
third-party access, Article 20 of Directive 2003/54EC.%3

(116) In practice, imports to Ukraine are only allowed from Russia in case of a hecessity to
satisfy the domestic consumption. Imports from EU Member States (to the Burshtyn island)
have never taken place for satisfying the demand of the customers based there, even in
cases where imports would make economic sense due to lower prices in another Party of the
Energy Community. Even though no imports are performed for electricity produced
elsewhere to be consumed in Ukraine, the Secretariat has been notified of applications for
transit of electricity via Ukrainian territory.8 However, similarly as for imports, the Ministry is
responsible for allowing transit of electricity via Ukrainian territory, and allocation of cross-
border capacity depends on Ministry’s approval. Currently, only one State-owned
undertaking, Ukrinterenergo, has been tasked by the Ministry to transit electricity and no
commercial transits are allowed. In the Secretariat's view since transit encompasses
electricity flows in both directions — from a Party to the Treaty to Ukraine and from Ukraine
to another Party to the Treaty, transit also includes import of electricity.

(117) Hence, maintaining and applying an allocation procedure which differentiates
between the different system users based on the direction of electricity flow, encroaches

82 Case C-17/03 VEMW [2005] ECR 1-4983, paragraphs 50-56.

8 Case C-17/03 VEMW [2005] ECR 1-4983, paragraphs 35 and 36.

84 0n 27 August 2015, the Secretariat received a complaint from ERU Trading Private Enterprise from Ukraine, which was registered
under Case ECS-8/15. The complainant informed the Secretariat that in the course of 2015, it was applying to Ukrenergo for receiving
cross-border capacity to be used for transit of electricity through Ukraine along the following routes: Hungary => Slovakia and/or Romania;
Slovakia => Hungary and/or Romania and Romania => Slovakia and/or Hungary. Ukrenergo refused all schedules for transit submitted
by ERU Trading, based on minutes of a meeting dedicated to electricity export and transit via the Burshtyn island dated 17.06.2014, in
which the Ministry of Energy and Coal Industry entrusted the State owned company Ukrinterenergo as the only company in Ukraine
allowed to perform transit of electricity.
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upon the non-discriminatory principle as it treats that particular system user differently in
conferring it an advantage to the detriment of all other actual or potential users. Suppliers,
who would be interested in importing electricity in cases where commercial justification would
exist, and where prices in other systems (of EU Member States neighbouring Ukraine) would
be lower, are prevented from doing so in the current Ukrainian electricity market. Allocating
interconnector capacity through an auction — a non-discriminatory and market based
allocation procedure — only for exports of electricity discriminates the system users which
would like to import electricity to Ukraine.

(118) In accordance with the case law of the Court of Justice referred to above, Articles 7
of the Treaty, as well as Articles 3(1), 9(e) and 20(1) of Directive 2003/54EC and Article 6(1)
of Regulation (EC) 1228/2003 rule out maintaining and applying discriminatory allocation
procedures such as the one applied by the Ministry and Ukrenergo. Under Article 2(2) of the
Dispute Settlement Rules a violation of Energy Community law by Ukrenergo is attributable
to Ukraine as a Contracting Party. Compliance with Energy Community law would require
the application of the same non-discriminatory and market-based allocation procedures
applied to exports also to imports at the interconnectors with the Parties to the Energy
Community, that is the interconnectors of the Burshtyn island (towards the EU Member
States) as well as the interconnectors with Moldova.

(119) Consequently, the Secretariat concludes that Ukraine has failed to comply with its
obligations under Article 7 of the Treaty as well as Articles 3(1), 9(e) and 20(1) of Directive
2003/54/EC and Article 6(1) of Regulation (EC) 1228/20039.

(120) Article 3(8) of Directive 2003/54/EC provides a possibility for derogation from Article
20 of that Directive "insofar as [its] application would obstruct the performance, in law or in
fact, of the obligations imposed on electricity undertakings in the general economic interest
and insofar as the development of trade would not be affected to such an extent as would be
contrary to the interests of the Community.” In order to be justifiable, any such obligation
imposed in the general economic interest would also need to comply with Article 3(2) of
Directive 2003/54/EC. In particular, any such obligation “shall be clearly defined, transparent,
non-discriminatory,® verifiable and shall guarantee equality of access for EU electricity
companies to national consumers....”, and would have to be within the limits of the principle
of proportionality. The latter requires priority capacity allocation to be suitable to achieve the
public service objective in question, and not go beyond what is necessary to achieve that
objective. Nonetheless, the Reply to the Opening Letter did not make any reference to
exemption from access to interconnectors for imports due to reasons of ensuring public
service obligations, as a justification for preventing use of cross-border capacity for imports.

(121) Furthermore, the Court of Justice emphasised in its VEMW judgment that the effect
of a discriminatory measure such as the one at issue would significantly imperil and even

8 The Secretariat submits that, in the context of the present case, this criterion relates to how the wholesale public supplier and the
retail public supplier, benefiting from preferential treatment, were assigned their respective functions.
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block the access of new operators to the market, and protect the position of the national
producers, in casu the ones based on the territory of the Burshtyn island, against competition.
Maintaining discriminatory access to transmission capacity thus jeopardises “contrary to the
objective of the Directive, the transition from a monopolistic and compartmentalised market
in electricity to one that is open and competitive.” &

(122) Even if one assumed that the restrictions on imports are related to concerns about
the security of supply to domestic customers in the case at hand, allowing energy
undertakings to import electricity to Ukraine is done in a non-transparent manner, and only
related to imports from Russia. No import has been allowed to the territory of the Burshtyn
island, even in cases where prices of electricity might have been cheaper in those countries.
Moreover, transits of electricity -including imports — have been also prevented, without any
link to preserving security of supply. The restriction applied to electricity imports can thus not
serve as a basis for the imposition of a public service obligation for performing import of
electricity under Article 3 of Directive 2003/54/EC, as the conditions of Article 3(2) of Directive
2003/54/EC as well as proportionality and non-discrimination are not complied with.

(123) In any event, it is for the Contracting Party concerned to not only invoke and sustain
possible justification grounds for a discriminatory access scheme such as the one at issue,
but also to show that all conditions required — in particular those set by Articles 3(8) and 3(2)
of Directive 2003/54/EC — are fulfilled.

iv. Breach of the obligation for performing market-based allocation of cross-border
capacity

(124) Article 6(1) of Regulation (EC) 1228/2003 requires that network congestion problems
are addressed with non-discriminatory, market-based solutions which give efficient economic
signals to the market participants and transmission system operators. In addition, Section
2.1 of the Congestion Management Guidelines specifies that congestion management
methods shall be market-based and capacity shall be allocated only by means of explicit
(capacity) or implicit (capacity and energy) auctions.

(125) As described above, the Electricity Sector Law of Ukraine,®” as well as Article 1(1) of
the Auction Rules of December 2015 stipulates that auctions are to be held for access to
cross-border capacity for export and/or import of electricity. However, as demonstrated in
Section 3.a).i. of this Reasoned Opinion, it is still the Ministry of Ukraine in charge of giving
an approval based on the energy balance and the necessity to import or not electricity for
satisfying the demand of domestic consumption. Linking the necessity to import electricity
with allocating cross-border capacity, prevents participation to auctions for cross-border
capacity to energy undertakings without the Ministry’s approval, as in such cases auctions
for import of electricity are not even held.

8 Case C-17/03 VEMW [2005] ECR 1-4983, paragraph 62.
87 Article 30(1) Electricity Sector Law of Ukraine
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(126) To require a unilateral administrative decision by the Ministry as a basis for the
allocation of (actually or potentially congested) interconnectors, and not via explicit or implicit
auctions, amounts to maintaining a non-market based method for capacity allocation that
does not give efficient economic signals to the market participants and transmission system
operators. It thus fails to comply with Article 6(1) of the Regulation (EC) 1228/2003 and
Section 2.1. of the Congestion Management Guidelines.

v. Breach of Article 41 of the Treaty

(127) The prohibition of measures having an effect equivalent to a quantitative restriction,
laid down in Article 41 of the Treaty, conflicts with any rule or measure enacted by a Party
capable of directly or indirectly, actually or potentially, hindering trade among the Parties.®®
Measures requiring prior authorization, 8 even as a pure formality, °® have been considered
by the Court of Justice of the European Union as measures having equivalent effect to import
restrictions. Making the import of electricity dependent on the prior approval of the Ministry
makes the import of electricity in Ukraine more difficult than purely domestic supply, and thus
constitutes a measure prohibited by Article 41 of the Treaty. As a matter of fact, the
requirement for Ministry‘s approval excludes the possibility of any system user from one Party
of the Energy Community Treaty to sell electricity to customers in Ukraine.

(128) According to case law, it is incumbent on Ukraine to show that their rules fulfil the
conditions for application of the derogating rules in Article 41(2) of the Treaty or legitimate
reasons in the general interest.®! This corresponds to the second sentence of Article 4 of the
Rules of Procedure for Dispute Settlement whereby “where, however, a Party invokes an
exemption to a rule or general principle of Energy Community law, it is incumbent upon the
Party concerned to prove that the requirements for such exemption are fulfilled.”

vi. Conclusions

(129) The Secretariat concludes that by maintaining and applying a special, non-market
based regime for electricity imports Ukraine failed to comply with Articles 7 and 41 of the
Treaty as well as Articles 3(1), 9(e) and 20(1) of Directive 2003/54/EC, Articles 1, 2(1) and
6(1) of Regulation (EC) 1228/2003 and Section 2.1 of the Congestion Management
Guidelines.

8 Case 8/74 Procureur du Roi v Dassonville, [1974] ECR 837, para. 5

8 Case C-434/04 - Ahokainen and Leppik, [2006] ECR 1-09171, para.21, 31, 35; Case C-170/04 - Rosengren and Others, [2007] ECR I-
0407, para. 17, 18, 25, 38, 50; Case C-254/98 - TK-Heimdienst, [2000] ECR 1-00151, para.26; Case C-389/96 - Aher-Waggon v
Bundesrepublik Deutschland, [1998] ECR 1-04473, para. 20

90 C-54/05, Commission of the European Communities v Republic of Finland, [2007] ECR I- 02473, para.32; Case C-150/11 - Commission
v Belgium, [2012] ECLI:EU:C:2012:539, para.51; Case C-443/10 — Bonnarde [2011] ECR [-09327. para.26-30

91 Case C-159/94 Commission v France [1997] ECR 1-5815, para. 94.
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b. Limiting access to interconnectors for electricity exports

i. Limiting the cateqories eligible for participation in cross-border capacity allocation
procedures

(130) Before the changes made by the Electricity Market Law in 2013, Article 30 of the

Electricity Sector Law as well as Article 3 of the Auction Rules of 2012 limited the categories
eligible for participation in cross-border capacity allocation procedures (for exports) to
suppliers that have a license for supply. In its Opening Letter, the Secretariat preliminarily
concluded that Article 3 of the Auction Rules encroaches upon Articles 3(1), 9(e) and 20 of
Directive 2003/54/EC as well as Section 2.10 of the Congestion Management Guidelines.

(131) In the wake of the Opening Letter, the Secretariat has been informed that obtaining a

supply license in Ukraine does not represent a barrier for participation in the allocation
procedure in practice, since all producers and even large customers intending to export
electricity need to buy that electricity from Energorynok, as a precondition for participating in
the WEM they have to obtain a supply license first.%

(132) NEURC is the responsible authority for licensing energy undertakings pursuant to the

Law of Ukraine ‘On Licensing of the Types of Economic Activities,’®® the Electricity Sector
Law of 1998 and the Licensing rules established by Resolutions of NEURC. Article 7 of the
Law on Licensing, before its amendments from September 2016,%* stipulated that the activity
in the electricity sector should be licensed in accordance with the features set out in the
Electricity Sector Law, except of the supply of electricity at non-regulated tariff (supply by the
independent electricity supplier), meaning that the license of supply of electricity at non-
regulated tariff which was mentioned in the Electricity Sector Law was cancelled with the
adoption of the Law on Licensing in 2015. This Law has been amended in September 2016,
and now it stipulates only that economic activities conducted on the electricity sector are
subject to licensing as specified in the Electricity Sector Law.®® Pursuant to Article 13 of the
latter, the types of economic activities requiring a license in the electricity sector of Ukraine
include electricity production, transmission, distribution, supply and performing the functions
of guaranteed buyer, system operator and market operator.

(133) Licenses are issued and have to comply with the licensing conditions issued by

NEURC. On 31 January 2017, NEURC has published for public consultation two Draft

92 According to information from NERC, 261 economic entities obtained licenses on electricity supply by non-regulated tariff already in
July 2013. See: NERC Letter, N0.4361/14/47/14, dated 21.07.2014

% The Law of Ukraine No. 222-19 ‘On Licensing of the Types of Economic Activities’ adopted on 02.03.2015 (with latest amendments
as from 01.01.2017), available at: http://zakonO.rada.gov.ua/laws/show/222-19

% Amendments with Law No. 1540, dated 22.09.2016

% Article 7(5)(1) of the Law of Ukraine No. 222-19 ‘On Licensing of the Types of Economic Activities’ (as from 02.03.2015) and Article
13 of the Law of Ukraine No. 575/97 ‘On Electricity Sector’ ( as form 16.10.1997)
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Resolutions, one ‘On approval of licensing conditions for economic activities on electricity
production’® and another one ‘On approval of licensing conditions for economic activities on
electricity supply’.®” Those two regulations have not been adopted yet. In the meantime,
pursuant to Article 20 of the Law on Licensing, no liability is prescribed for conducting
economic activity without a license, in the event of absence of licensing conditions for such
an economic activity, which in accordance with the Law requires a license.

(134) The requirement of a valid supply license has not been changed with the amendments

to the primary and secondary legal framework in Ukraine. Pursuant to Article 30 of the
Electricity Sector Law, as amended by the Electricity Market Law of 2013, only “electricity
suppliers who are members of the wholesale electricity market of Ukraine with a license to
perform activies related to the electricity supply and have no overdue debt for electricity
purchased on the wholesale electricity market of Ukraine shall have access to transmission
capacity of cross-border electricity networks in order to conduct operations of export and / or
import of electricity.” Article 5 of the Auction Rules of 2015 also stipulates that “only energy
suppliers are allowed to participate in auctions, and in order to participate they have to
acquire the status of allocation participant,”® while Article 2.2 of the Auction Rules of 2015,
in order to grant the status of allocation participant, Ukrenergo needs to verify if the candidate
has the status of a WEM member, whether it has some debt for the electricity bought from
the WEM and whether it has a valid supply license.®

(135) Article 3(1) of Directive 2003/54/EC requires Contracting Parties, including Ukraine,

not to discriminate between electricity undertakings as regards either rights or obligations.
The acquis confers on all potential system users a right to access the interconnectors and to
bid for cross-border capacity for import and/or export of electricity.

(136) This right is also guaranteed by Article 20 of Directive 2003/54/EC. The latter requires

Ukraine “to ensure the implementation of a system of third party access to the transmission
and distribution systems based on published tariffs, applicable to all eligible customers and
applied objectively and without discrimination between system users.” This is a subjective
right of market participants and customers, and constitutes one of the essential measures
which the Contracting Parties are required to implement in order to bring about the internal
market in electricity.® By limiting access to interconnectors for the export of electricity only
to users with a valid license to supply, and by excluding other system users, such as
generators, traders and (eligible) customers from access to interconnection capacity
provided that they have not obtained a supply license (but having already either a license for
generation, or being large customers as end-users), Article 30 of the Electricity Sector Law,

% The Draft Resolution ‘On approval of licensing conditions for economic activities on electricity production’ published on 31.01.2017,
available at: http://www.nerc.gov.ua/?id=23483

9 The Draft Resolution ‘On approval of licensing conditions for economic activities on electricity supply’ published on 31.01.2017,
available at: http://www.nerc.gov.ua/?id=23485

% Article 5 Auction Rules of 2015

% Article 2.2. Auction Rules of 2015

100 See Case C-439/06 citiworks AG [2008] ECR 1-3913 paragraph 44 and Case C-239/07 Julius Sabatauskas and Other [2008] ECR I-
07523, para. 43
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as well as Articles 2.2 and 5 of the Auction Rules of 2015 deprive all other system users to
benefit from that right. Therefore, the requirement for every system user interested in
obtaining interconnector capacity to apply and get a supply license as a precondition (in
addition to its generation license for instance) — irrespective of how simple the licensing
procedure for supply license may be — encroaches upon the right for non-discriminatory
treatment of system users guaranteed under Article 20 of Directive 2003/54/EC.

(137) This limitation encroaches further upon Article 9(e) Directive 2003/54/EC, as it fails to
ensure non-discrimination between system users or classes of system users, despite the
task imposed on Ukrenergo, as a transmission system operator pursuant to Article 9(e) of
Directive 2003/54/EC to ensure non-discrimination as between system users or classes of
system users.

(138) Moreover, limiting access to market participants holding a license for supply is also in
breach of Section 2.10 of the Congestion Management Guidelines which stipulates that “in
principle, all potential market participants shall be permitted to participate in the allocation
process without restriction.” This provision requires that other interested market participants
than licensed suppliers, such as generators, traders and eligible customers, shall have the
possibility to participate in auctions. Section 2.10 allows for limiting this right to participation
in the allocation procedure only if the regulatory authority or the competition authority finds it
necessary to take measures “to avoid creating or aggravating problems related to the
potential use of dominant position of any market player.” This is not the case with the
Ukrainian primary and secondary legislation, because they restrict participation in cross-
border capacity allocation per se by limiting access to only one category of (potential and
actual) market participants, i.e. suppliers.

(139) The Secretariat does not deny that a system operator must be able to identify energy
market participants in order to perform successfully its tasks assigned by Article 9 of Directive
2003/54/EC and in particular to ensure a secure, reliable and efficient electricity system.
Those powers of the transmission system operator should indeed be embedded in
legislation. However, such identification could be ensured by mere registration with the
system operator of all energy market participants that are interested in participating to
auctions for allocation of cross-border capacity in Ukraine.'°! In Ukraine instead, the effect of
this requirement is that each undertaking that would be interested in accessing the
interconnectors, has to apply and get a supply license. Even if this procedure for obtaining a
supply license would not be difficult, it constitutes a barrier for effectively using the third party
access right enshrined in the Directive for all other system users, such as generators, or large
customers as end-users.

101 |n Europe, such identification is ensured by issuing an Energy Identification Code (EIC) that represents a unique code which enables
a more efficient electronic data exchange. See: http://www.eles.si/en/for-business-users/descriptions.aspx (12.02.2013)

Since issuing an EIC is based on filling an application form with basic information about the energy entity, in case of lack of EIC, such
identification could be ensured by mere registration with the system operator of all energy market participants.
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(140) Such a requirement amounts also to a restriction of trade, since the Court of Justice
has considered that measures requiring prior authorization,*®? even as a pure formality,%3
amount to measures having equivalent effect to import restrictions and are thus contrary to
Article 41 of the Treaty.

(141) Therefore, the breach of the Energy Community law still persists even after the
Opening Letter and all the legislative changes performed afterwards. As the restriction is
based upon Article 30 of the Law on Electricity, as amended in 2013, (as well as in Articles
2.2 and 5 of the Auction Rules of 2015), rectifying the breach requires amendments to the
primary legal framework.

(142) The Secretariat therefore concludes that Ukraine, by limiting the access to
interconnectors as part of the transmission grids of Ukraine only to undertakings holding a
supply license fails to comply with the rules on ensuring third party access as one of the main
rights under the energy acquis pursuant to Articles 3(1), 9(e) and 20 of Directive 2003/54/EC
as well as Section 2.10 of the Congestion Management Guidelines.

ii. The existence and approval of purchase/supply contracts as requirements for
participation in cross-border capacity allocation procedures

(143) Article 30 of the Electricity Sector Law and the Auction Rules of 2012 subject the
Opening Letter listed several other requirements to be fulfilled by market participants if they
want to access the interconnectors and to participate in an allocation procedure for electricity
exports. This included the requirement to have a contract for purchasing electricity on the
wholesale electricity market from the wholesale supplier Energorynok, as well as for having
concluded contracts for supply of electricity with foreign entities. Both contracts had to be
approved by the transmission system operator Ukrenergo and needed to be valid at least for
the period for which allocation of capacity is required. In the Secretariat’'s view, these
requirements violated the obligation to ensure non-discriminatory access to interconnectors
to all eligible customers as enshrined in Article 7 of the Treaty, Articles 3(1) and 20 of
Directive 2003/54/EC and Article 6(1) of Regulation (EC) 1228/2003. The obligation to
purchase the electricity to be exported through Energorynok as a single seller of electricity,
also encroached upon the prohibition of hindering trade among the Parties as stipulated in
Article 41 of the Treaty.

(144) Subsequently, Article 30 of the Electricity Sector Law has been amended by the
Electricity Market Law of 2013, and approval of the contracts with foreign entities is not any
more a precondition for becoming allocation participant. The Auction Rules of 2015, based

102 Case C-434/04 - Ahokainen and Leppik, [2006] ECR 1-09171, para.21, 31, 35; Case C-170/04 - Rosengren and Others, [2007] ECR
1-0407, para. 17, 18, 25, 38, 50; Case C-254/98 - TK-Heimdienst, [2000] ECR 1-00151, para.26; Case C-389/96 - Aher-Waggon v
Bundesrepublik Deutschland, [1998] ECR 1-04473, para. 20

103 C-54/05, Commission of the European Communities v Republic of Finland, [2007] ECR I- 02473, para.32; Case C-150/11 - Commission
v Belgium, [2012] ECLI:EU:C:2012:539, para.51; Case C-443/10 — Bonnarde [2011] ECR 1-09327. para.26-30
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on Article 30 as amended, do not require such contracts any more, nor do they require
approval by Ukrenergo of those contracts in advance.** Hence, the breaches identified by
the Opening Letter related to the contracts with foreign entities, their approval by Ukrenergo
as well as their duration, have been rectified.

(145) However, Article 30 of the Electricity Sector Law as amended still requires that in
order to become allocation participant, a supplier must be a member of the Ukrainian WEM
by signing the agreement with the single buyer Energorynok and may have no open debt for
electricity purchased on the WEM. Furthermore, the Auction Rules of 2015 require that the
auction office has to verify if the supplier has the status of WEM member and whether it has
some debt for the electricity bought from the WEM in order to be granted a status of auction
participant. 1% Both requirements are preconditions for participating in the auctions for
exports. If not fulfilled, participation will be denied.

(146) Unlike in the Auction Rules of 2012, where evidence for fulfilling all qualification
requirements was to be submitted together with the application by the candidate, the
Auction Rules of 2015 stipulate that the auction office asks for confirmation from the
Energorynok that the supplier applying for participating to auctions has no open debt towards
Energorynok and that it has the status of participant to the WEM.

(147) Thus, as a precondition for participating in capacity allocation of interconnectors, the
exporters have to purchase all volumes of electricity to be exported only from Energorynok.
For rectifying the breach identified in the Opening Letter still valid, amendments to the primary
legal framework would be necessary.

(148) The requirement for having a contract for purchasing electricity on the wholesale
electricity market with the wholesale supplier Energorynok for the purpose of further export
violates the requirements for ensuring non-discriminatory access to interconnectors to all
eligible customers as enshrined in Article 7 of the Treaty, Articles 3(1) and 20 of Directive
2003/54/EC and Article 6(1) of Regulation (EC) 1228/2003. It follows from these provisions
that access to interconnection capacity must be open to all potential system users, without
making it dependent on the availability of supply contracts, and even less so limiting it to one
single source (Energorynok).

(149) Furthermore, requiring contracts with Energorynok imposes an obligation on the
transmission system operator to differentiate between the commercial transactions of the
system users applying for access to interconnectors and thus frustrates the achievement of
the goal pursued by Section 1.1 of the Congestion Management Guidelines, which is to
accept all commercial transactions. Moreover, requiring contracts with specific sellers and
buyers (Energorynok) also violates Section 2.10 of the Congestion Management Guidelines

104 Ukrenergo’s approval of the contracts with Energorynok has been subject to Article 3 Auction Rules of 2012, and has been applied in
the past, as evident from documents submitted by the complainant: Letter from Ukrenergo, Ref. No. 06/06-2-2/9391 of 15.11.2012.

105 Article 2.2. Auction Rules of 2015

106 Article 4 Auction Rules of 2012
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as not all potential market participants are permitted to participate in the allocation process
without restriction.

(150) Finally, rules requiring certain contracts of the potential auction participants for
commodity as a precondition for participating in auctions for capacity infringe Article 6(1) of
Regulation (EC) 1228/2003 and Section 1.6 of the Congestion Management Guidelines, as
they frustrate the transmission system operator's obligation to preferentially solve
congestions with non transaction based methods, i.e. methods that do not involve a selection
between the contracts of individual market participants.

(151) The obligation to purchase the electricity to be exported in Ukraine, and through
Energorynok as a single seller, encroaches also upon the prohibition of hindering trade
among the Parties as stipulated in Article 41 of the Treaty. The requirement to provide
purchase and supply contracts ex ante to Energorynok, as well as the sanctions stemming
from non-compliance with these requirements, constitute impediments to the cross-border
trade in electricity within the meaning of Article 41 of the Treaty. Without any prejudice to
possible justification under Article 41(2) of the Treaty — which would have to be put forward
by the Ukrainian side — the arrangement seems to be disproportionate. ldentification of
participants in the auctions organized by Ukrenergo could be also ensured by way of
registration with the system operator and submission of an EIC code which has even been
introduced by Article 5 of the Auction Rules of 2015.

(152) The infringements are not of a theoretical nature. As has been described above, the
requirements to provide contracts with Energorynok as a precondition to bid for capacity used
for exports need to be fulfilled in practice. The 2015 Auction Rules do not require anymore
submission of those contracts by the applicant, but instead task the auction office to verify ex
officio by sending a confirmation request to Energorynok. However, this amendment does
not change the fact that a contract for purchase of electricity with Energorynok is required.
This requirement has been applied by Ukrenergo in the past to the effect that access to
interconnectors operated by Ukrenergo was refused in several instances.%’

(153) Thus, the Secretariat concludes that Article 30 of the Electricity Sector Law as
amended and Article 2.2. of the Auction Rules of 2015, in principle and as applied by
Ukrenergo, encroach upon the right to third party access and infringe Articles 7 and 41 of the
Treaty, Articles 3(1) and 20 of Directive 2003/54/EC, Article 6(1) of Regulation 1228/2003
and Section 1.1, 1.6 and 2.10 of the Congestion Management Guidelines.

iii. Consequences from not fulfilling the criteria for obtaining status as allocation
participant and losing the registration as allocation participant

(154) The provisions of the Auction Rules of 2012 defined the notion of an “ineligible
participant [HeHanexHun ydacHuK aykuioHy]” in the auction. Ineligible participants were

107 Opening Letter, p.7.
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banned from participation in auctions during the following six months. A participant was
considered ineligible in the following cases: if the participant that set the initial price does not
register for participation in the auction (since under the Auction Rules of 2012 the capacity
was sold, and there was always an initial price irrespective of whether there was congestion
or not, and this price was set before the auction) or does not raise the card to confirm that it
is willing to accept the capacity after the first announcement of the initial price; if the winner
of the auction subsequently does not conclude a contract for allocation of transmission
capacity with Ukrenergo, or does not pay the sale price, i.e. the price at which it “bought” the
capacity, or if the participant fails to fulfill conditions from the agreement with the wholesale
electricity supplier.

(155) The Auction Rules of 2015 do not contain a provision defining “ineligible participants”
anymore. However, as explained above, Article 30 of the Electricity Sector Law still requires
that only electricity suppliers who are members of the wholesale electricity market and have
no open debt for electricity purchased on the wholesale electricity market shall have access
to transmission capacity of cross-border electricity networks in order to export electricity.
Pursuant to Article 5(7) of the Auction Rules of 2015, “based on the results of examination of
the application on acquirement of allocation participants and also the documents attached to
the application and the information from wholesale electricity supplier concerning
indebtedness of the energy supplier, the auction office decides on whether to register the
supplier as allocation participant or to refuse this registration.” Therefore, even though not
called ineligible participants anymore, the restrictions and the breach identified in the
Opening Letter related to refusing access to interconnectors for failure to participate to the
WEM still persists and amending the existing electricity market model by amending the
wording of the Auction Rules did not rectify the breach.

(156) Moreover, in case the allocation participant has not made any bid in any auction
during a period of a year from the date of registration, its registration as allocation participant
is withdrawn.® This also shows that status of WEM member and lack of indebtedness for
the electricity purchased from Energorynok is a precondition for participating to the auctions
for capacity, which has to be verified annually.

(157) Finally, once the applicant has been successful with its bids in the auctions, and has
been allocated certain cross-border capacity in a yearly auction, it can lose the remaining
capacity for the whole year in case it uses the obtained capacity less than 70% during a
month.% This provision was also part of the Auction Rules of 2012,'° and remains in force
in the Auction Rules of 2015 as well.

(158) According to Article 20(2) of Directive 2003/43/EC, access to the transmission
networks (including cross-border interconnectors) may be refused only where there is a lack

109 Article 12.9 Auction Rules of 2015
110 Article 8.3 Auction Rules of 2012
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of capacity in which case duly substantiated reasons must be given. Besides, Article 3(8)
Directive 2003/54/EC entitles Contracting Parties to not apply Article 20 from Directive
2003/54/EC “where its application would obstruct performance of obligations imposed on
electricity undertakings in the general economic interest and in so far as the development of
trade would not be affected to such an extent as would be contrary to the interests of the
Community.”

(159) It is for Ukraine to ascertain whether an unrestricted access to the system would
obstruct the performance of Ukrenergo’s public service obligations and whether the
performance could not be achieved by means other than refusal to participation in the
auctions for access to interconnectors for each refusal ground separately.'!

(160) In the Secretariat’s view, the first requirement — refusing access to interconnector
because the applicant does not make a bid during an year after the date of registration as
allocation participant, as well as the second requirement — refusing access to interconnectors
by making the allocation participants lose the right they have obtained in auction in case they
use the obtained capacity for less than 70% fails to comply with Article 20 of Directive
2003/54/EC, because it prevents third party access for reasons other than those allowed by
Article 20(1) of the Directive 2003/54/EC, i.e. lack of available capacity, provided that no
exemption under Article 3(8) of Directive 2003/54/EC has been obtained either.

(161) Even if the reasons for withdrawing the right to use the allocated capacity in the
abovementioned cases are the prevention of abuse by single market participants that would
obtain but not use large portions of interconnector capacity and the possibility for Ukrenergo
to be able to allocate the unused capacity further, this regulatory measure is not appropriate.
Namely, sanctioning an allocation participant by withdrawing its right to capacity if it uses
less than 70% as a regulatory measure imposed ex ante corresponds to capacity release
usually imposed as a structural remedy addressing competition law infringements and abuse
of market power ex post. In this case, the withdrawal of the whole capacity for the remaining
months of the year is disproportionate as there seem to be other, less-restrictive means to
achieve the same objective. Section 2.13 of the Congestion Management Guidelines provide
for financial consequences of failure to honour obligations associated with the allocation of
capacity. According to the Auction Rules in Ukraine, the deposit made available in advance
will serve to guarantee the financial obligations stemming from the agreement for capacity
allocation. Moreover, the use-it-or-lose-it''? has been introduced in the Auction Rules of
20153 and should be applied in which case another applicant should be allocated the
capacity in question. This principle means that if the capacity allocated at annual auctions is
not scheduled on the daily schedules, then Ukrenergo would be able to use what has not be
utilised by the winner of the auction. However, the application of this principle does not give

111 See Case C-439/06 citiworks, para. 60
112 gection 2.5 Congestion Management Guidelines
113 Article 12.8 Auction Rules of 2015
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a right to the transmission system operator to withdraw the right of using all of the awarded
capacity until the end of the year as a consequence for not using certain percentage of it.

(162) Denying access to interconnectors to entities for the above-mentioned reasons under

the Auction Rules irrespective of whether there is capacity available, thus infringes the right
for access to the transmission grids enshrined in Article 20 Directive 2003/54/EC.

(163) In addition, denying participation in the auction for the above-mentioned reasons is

not compliant with Section 1.6 of the Congestion Management Guidelines. This provision
lists only one possibility for denying request for transmission service if two conditions are
jointly fulfilled, namely when “the incremental physical power flows resulting from the
acceptance of this request imply that secure operation of the power system may no longer
be guaranteed, and when the value in monetary amount attached to this request in the
congestion management procedure is lower than all other requests intended to be accepted
for the same service and conditions.”** The first of these criteria refers to situations when
security of supply would be endangered if the request for access was accepted, while the
second criterion refers to situation when — if congestion occurs, the price offered by the
denied applicant is lower than the price offered by the another applicants and due to lack of
capacity such offer with the lower price could not be accepted.*® None of them allows for the
refusal of participation in capacity auctions when the applicant does not make a bid during
an year after the date of registration as allocation participant, or use the obtained capacity
for less than 70%.

(164) Moreover, Section 2.13 of the Congestion Management Guidelines provides for

financial consequences of failure to honour obligations stemming from the allocation of
capacity. The Guidelines stipulate that where market participants fail to use the capacity that
they have committed to use, or, in the case of explicitly auctioned capacity, fail to trade on a
secondary basis or give the capacity back in due time, they shall lose the rights to such
capacity and pay a cost-reflective charge. Any cost-reflective charges for the non-use of
capacity shall be justified and proportionate and the “key concepts and methods for the
determination of liabilities that accrue upon failure to honour obligations” shall be set out in
advance in respect of the financial consequences, and shall be subject to review by the
relevant national regulatory authority. This provision in essence stipulates that a use-it-or-
lose-it principle shall apply. Besides losing non-used capacity, the consequence of not using
acquired capacity is the payment a cost-reflective charge defined in advance. Section 2.13
lists the consequences of non-usage of capacity in an exhaustive manner, and does not allow
for further sanctions such as those at issue under the Auction Rules of Ukraine. Cost-
reflective sanctions pursuant to Section 2.13 of the Congestion Management Guidelines
have not been introduced in the Auction Rules of 2015.

114 Section 1.6 Congestion Management Guidelines
115 When a merit order list is established from the bids for capacity, acceptance of bids starts from the highest offer towards the lowest
and bids are accepted up to the moment that free cross-border capacity is available.
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(165) Denial of access to interconnectors and depriving an undertaking to participate in
auctions for capacity is not allowed by any of the provisions of the acquis, and is not
considered as a possibility even in cases when the undertakings fail to honour their
obligations from the auctions. Furthermore, the consequences envisaged by Section 2.13 of
the Congestion Management Guidelines can be triggered only after capacity has been
allocated and the winning undertaking has failed to use such capacity, or has failed to trade
it on secondary basis. These consequences may not be turned into precondition for
participation in an auction, as it is done with the preconditions set by the Auction Rules of
Ukraine.

(166) The Secretariat therefore concludes that excluding an applicant from participating in
an auction when it does not satisfy the qualification requirements from Article 2.2 of the
Auction Rules of 2015 related to not making a bid during a year after the date of registration
as allocation participant,, as well as sanctioning a use of obtained interconnectors’ capacity
in less than 70% by losing the whole capacity obtained, goes beyond the possibilities for
refusal granted by Article 20 of Directive 2003/54/EC and Sections 1.6 and 2.13 of the
Congestion Management Guidelines, and thus infringes those provisions.
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V. Conclusion

(167) In the light of the foregoing, the Secretariat concludes that, by failing to adopt, within
the prescribed time limit, the national measures necessary to implement Articles 7 and 41 of
the Energy Community Treaty, Articles 3(1), 9(1) and 20 of Directive 2003/54/EC, 1, 2(1) and
6(1) of Regulation (EC) 1228/2003, as well as Sections 1.1; 1.6; 2.1; 2.10 and 2.13 of the
Congestion Management Guidelines Ukraine has failed to fulfill its obligations under the
Energy Community Treaty.

(168) In accordance with Article 13(2) of the Dispute Settlement Procedures, Ukraine is
requested to rectify the breaches identified in the present Reasoned Opinion, or at least make
clear and unequivocal commitments in that respect, within a time-limit of two months, i.e. by

14 May 2017.

and notify the Secretariat of all steps undertaken in that respect.

Furthermore, in accordance with Article 15 of the Dispute Resolution and Negotiation Centre Rules,
Ukraine may also request that the present dispute is mediated by a neutral third-party mediator.
Should Ukraine wish to benefit from this option, it shall notify the Legal Counsel of such a request in
line with Article 15(1) of the Dispute Resolution and Negotiation Centre Rules by

28 March 2017

Vienna, 14 March 2017

St py
Janez Kop Dirk Buschle
[?irector : al Co“lﬁé‘ﬂeputy Director
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