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CONCERNING THE COMPATIBILITY OF PROVISIONS OF THE LAW ON THE
LIGUIFIED NATURAL GAS TERMINAL OF THE REPUBLIC OF LITHUANIA WITH
THE BASIC PRINCIPLES OF EUROPEAN UNION LAW

The  Lithuanian  District ~ Heating  Association  (hereinafter ~ “the  Association”,
http://www.lsta.lt/en/index) unites over 30 heat supply enterprises generating and supplying about
97% - 99% of heat transferred through the district heating networks of the Republic of Lithuania.
The Lithuanian district heating systems are well developed, therefore the services provided by the
Members of the Association are consumed by almost 2 million Lithuanian residents (i.e., more than
half of the total population of 3.1 million), mostly living in apartment buildings. The major part of
the heat price consists of the fossil fuel price (mainly imported natural gas) which is constantly
rising. Since the heating costs for an average consumer (economic entity) during the heating period
comprise about 230% of the Lithuanian average salary, therefore seeking to avoid further increase
of the heating prices, the issues of the fuel diversity (switching to the renewable energy resources,
in particular to the use of biofuel which is 2-3 times cheaper than natural gas), the transparency of
the natural gas market, the equality of its participants and the reasonable competition as it is
provided for in the basic principles of the EU legislation in the area of energy and competition are
especially important to the members of the Association and the interests of its socially sensible
consumers.

On 12 June 2012, the Seimas of the Republic of Lithuania adopted the Law on the Liquefied
Natural Gas Terminal (hereinafter “the Law on LNG”) and set out the principles of installation,
financing and operation of the natural gas terminal and natural gas trading in the Republic of
Lithuania. Not assessing the consistency and validity of the decisions of the liquefied natural gas
terminal project (hereinafter “the LNG terminal”), an alternative to the existing natural gas import
through the networks from the Russian Federation (OAQ Gazprom), the Association and its
members express their concern about separate provisions on the inadmissible distortion of
competition, the equality of market participants and the restriction of freedom to choose a supplier,
adopted by the Law on LNG that raise doubts and which may not only possibly contradict the
European Union law', but would cause, in the perspective, the unjustified market distortion, the
total increase in cost burden and heat price for the major part of the Lithuanian population.

! Including Directive 2009/73/EC of the European Parliament and of the Council of 13 July 2009 concerning common
rules for the internal market in natural gas, Regulation (EC) No 994/2010 of the European Parliament and of the
Council of 20 October 2010 concerning measures to safeguard security of gas supply, Regulation (EC) No 715/2009 of
the European Parliament and of the Council of 13 July 2009 on conditions for access to the natural gas transmission
networks and other legislation.
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natural gas into the Republic of Lithuania through the natural gas transmission pipelines (via
continental road) at least 25% share of its total annual quantity of natural gas supplied to the system
(customers, and sold to the heat supply enterprises - members of the Association) would
mandatorily import (purchase) through the LNG terminal (via marine road) and at least 25% share -

through the natural gas transmission pipelines (hereinafter ”the Rule on the Mandatory 25%
Purchase*).

In the opinion of the Association, such a Rule on the Mandatory 25% Purchase without the
adequate legal, economical or technical basis ignores the freedom of the market participants to
choose a supplier, i.e. to select the supplier offering the best conditions, price, flexibility and thus
having the best opportunities to compete in the market and ensure the lowest heating prices for the
customers. According to this restriction, gas importers are allowed to purchase not more than 75%
of the total annual quantity of natural gas from one supplier, i.e. the Law on LNG prohibits gas
enterprises from importing natural gas through the gas transmission pipelines (or through the LNG
terminal), for e.g. 10% or 20% of the gas quantity.

Such prohibitions/mandatory purchase obligations were reasoned in the Explanatory Note to the
Law on LNG as providing conditions to introduce the LNG terminal into the Lithuanian market,
otherwise customers would sign long-term contracts with another supplier (Gazprom, OAO), and
the LNG terminal would not be able to sell natural gas. However, such motivation does not comply
neither with actual, nor legal situation in Lithuania, because:

- Pursuant to the Law on Natural Gas of the Republic of Lithuania (hereinafter ”the Law
on Natural Gas“) all natural gas customers of Lithuania have the right to choose any
gas supplying enterprise offering natural gas under more favorable conditions, and
0AO Gazprom could not anyhow force customers to purchase gas under less favorable
conditions via the continental road if, for instance, the marine alternative is possible.
Accordingly, if a product transported via sea (via marine road), including the
transparent costs of LNG infrastructure (not hiding them by crosswise subsidizing), is
sold at a lower price than the continental product, the Rule on the Mandatory 25%
Purchase is surplus since all entities of the country led by natural economic incentives
will be interested to choose a cheaper (marine), but not more expensive (continental)
product. In case the transported marine product, including the transparent costs of LNG
infrastructure, is more expensive than the continental product transported through the
transmission networks, the Rule on the Mandatory 25% Purchase is not only surplus,
but in essence distorting the competitive conditions of the sector by providing one
state-controlled entity with the exceptional operation conditions (to the enterprise
implementing the LNG terminal project and AB Klaipédos Nafta, hereinafter
”Klaipédos Nafta“, the operator of the LNG terminal);

- Traditionally, all Lithuanian gas supply enterprises sell gas to customers (heat
suppliers) under the contracts valid no longer than one-year period, i.e. at the end of
each year all customers have the freedom to choose another gas supply enterprise
which would supply gas under more favorable conditions. This practice is more
flexible than in other European Union countries where final customers enter into long-
term gas supply contracts. The Law on Natural Gas and other legislation also guarantee
that any third party shall have the right, under the non-discriminatory conditions, to use
the natural gas transportation and distribution systems. Natural gas transportation
agreements and provisions are standard and the tariffs of such transportations, in
particular (transmission and distribution) are regulated by the State and are non-
discriminatory. Therefore, any customer purchasing natural gas from the LNG terminal
shall have the freedom to order the capacity required for further transportation to the
customer objects. This means that the application of the Rule on the Mandatory 25%
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is open and easily accessible. In the opinion of the Association, the Rule on the
Mandatory 25% Purchase can be required only seeking to protect economic interests of
the particular state-controlled legal entity Klaipédos Nafta and the particular
“commercial” LNG terminal (by restricting the competition possibilities in the market
for other market participants and introducing discriminatory conditions, and by
determining, in this way, the increase of heating prices for the major part of the
Lithuanian residents) if natural gas supplied from the LNG terminal (via marine road)
would be more expensive than the natural gas supplied through transmission pipelines
(via continental road) and only if the operation costs of the LNG terminal would be
transparently indicated in the off-loading tariffs (but not hiding them by crosswise
subsidizing);

However, Article 5(2) of the Law on LNG provides that the costs of the LNG terminal,
its infrastructure, installation of the connector and operating costs or their part can be
included into the price of natural gas transmission service in the manner and under the
conditions established by the National Control Commission for Prices and Energy. In
the opinion of the Association, such a provision may contradict the Law on Natural
Gas and Regulation (EC) 715/2009 of the European Parliament and of the Council of
13 July 2009 on conditions for access to the natural gas transmission networks,
indicating that the costs not related to the transmission services can not be included in
the tariff of natural gas transmission service. Accordingly, the Law on LNG by
allowing to include all or part of the LNG terminal costs in the tariff of the natural gas
transmission service provides possibilities to hide the real price of gas supplied to the
market from the LNG terminal. In this way, the gas price will increase for all
customers (including operating costs of the LNG terminal), no matter from where the
customers purchase gas, and the possibly non-discriminatory price of gas supplied
from the LNG terminal will be artificially “reduced”. This circumstance shall
determine the increase of heating prices, practically irrespective of how much gas
would be used for the production of heat since the fixed component of the gas
transmission price shall depend on the capacity of consumption and shall not depend
on the amount of consumption;

Moreover, by infringing the principle entrenched in the Law on Natural Gas, indicating
that by connecting new customers to the network the costs of such connection shall be
included in the estimate of the connected entity (i.e. due to such connection the price
would not increase to the existing network customers (and final customers)), the
obligation of the transmission network operator is provided in Article 8(2) of the Law
on LNG: “fo connect the LNG terminal to the natural gas transmission system and in
case that such a connection is possible only after technical update of the natural gas
transmission system, its expansion and increase of its throughput and implementation
of other changes in the system operation”. This means that in this case the gas
transmission price shall increase not only due to the costs of the LNG terminal
infrastructure and operation; but also due to the costs of transmission network
reconstruction (increase of throughput) that would be included into the gas
transmission tariffs, in this way, hiding (by crosswise subsidizing) the real costs of the
activities of the LNG terminal and by artificially decreasing the price of the gas
imported via marine road. As mentioned above, this condition will determine the
increase of heating prices, practically irrespective of the gas amount used for the
production of heat since the fixed component of the gas transmission price shall depend
on the capacity of consumption and shall not depend on the amount of the
consumption;

Even without considering the condition that the real price of gas sold through the LNG
terminal can be artificially reduced (part of the terminal operation and connection costs
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service tariffs fixed on capacity, but not on consumption and paid by all customers) if
the supplier of the continental product will raise the price of natural gas to the level of
a more expensive price of the marine product, O40 Gazprom will receive the same or
even larger amounts of money from heat customers by selling in Lithuania smaller
amounts of gas. In this case, the total gas price for the Lithuanian customers (the
mixture of the continental and marine product) would be higher than before the
implementation of the LNG terminal project by additionally adding the costs of the
LNG terminal infrastructure that would significantly increase the heating prices for the
major part of the Lithuanian residents. In the opinion of the Association, the
consequences of the application of the Rule on the Mandatory 25% Purchase would
also influence the essential philosophy and practice of competition as the mechanism
of the price and value balance, and would not comply with the principles of
competition and common internal energy market of the European Union.

Article 14(4) of the Law on LNG provides that “the Government or its authorized body, in the
manner and under conditions prescribed by legislation, shall evaluate regulatory issues of
competition in the natural gas sector and State aid in relation to the implementation of this Law
and, if necessary, shall provide information to the European Commission on legal, administrative
and (or) organizational measures applied to for the implementation of the project and under the
decision of the State, and (or) coordinate these measures and the manner and conditions of their
application with the European Commission’. It is indicated in the Explanatory Note to this Law that
the selected alternative of the application of the mandatory 25% requirement has been coordinated
with the European Commission, and that “the Law does not contradict the provision of the
European Convention on Human Rights and Fundamental Freedoms and European Union Law;
therefore, we hereby request the European Commission to evaluate the circumstances of concern to
the members of the Association supplying heat energy to the major part of the Lithuanian residents
and to explain whether the Rule on the Mandatory 25% Purchase, given the sufficient degree
of openness and accessibility of the Lithuanian gas supply and transportation market, has
been thoroughly coordinated with the European Commission and complies with the European
Union law (including the regulatory principles of competition and of the common internal
energy market).

Kind regards

President Vytautas Stasitinas




