Legislative Framework for Foreign Investments in Transportation and Distribution of Natural Gas in Serbia

The recent opening of the economy reveals the poor condition of regulation in the sector of transport and distribution of natural gas in Serbia. In this article the author provides a general overview of the main laws in the sector. 

Although cheaper and environmentally cleaner in comparison with alternatives, natural gas is still not an extensively used source of energy in Serbia. The rather well developed pipeline infrastructure in the northern province of Vojvodina and in central Serbia contrast with the vast non-gasified areas in the Eastern, Western and Southern Serbia, including Kosovo. 

Currently the only gas provider in Serbia is NIS, a government owned monopoly. Its two separate branches NIS Gas and NIS Energogas operate networks north and south from the rivers Sava and Danube. The pipeline network is developing slowly - the main obstacle to development being the lack of finance. For this and other reasons opening the sector for private and particularly foreign investment is top of the policy agenda.

Introduction

The transportation and distribution of natural gas is regulated both at the Federal and the Serbian level. The Federal Law on Pipeline Transport of Carbohydrates (1997) outlines the basic pipeline safety and technical issues, leaving the subordinate legislation to regulate this subject matter in detail. On the other hand, the Serbian Law on Transport, Distribution and Use of Natural Gas (1991 as amended) (hereinafter The Gas Law) is the main instrument regulating the sector. Apart from the technical provisions, it contains the rules on business participation in the sector. This Law also provides the framework for adopting subordinate rules – the General Terms and Conditions for Gas Supply, the Tariff System and the Energy Balance of Serbia.

The Law on Public Enterprises and Performance of Business Activities of General Interest (2000) (hereinafter The Law on Public Enterprises) also contains a number of important provisions relating to the sector. The adoption of this Law, in the very sunset of the former regime in Serbia, created a serious inconsistency in the regulation of the sector. The main provisions of this Law which is still in force will be discussed below.

The Law on Establishing a Public Enterprise for the Exploration, Production, Processing and Trade in Oil and Natural Gas (1991) (hereinafter the NIS Law). This Serbian Law centralized the Oil and Gas sector by merging all the then existing socially owned companies in the sector into one large state-controlled company - NIS Serbia. This law also defined the transport and distribution of natural gas as a business activity of “special importance for the Republic of Serbia”.

Finally, the relevant concessions-granting procedure, examined in more detail below, is set out in the Concessions Law of Serbia (1997).

The Gas Law 

The main point of this Law is its provision of the possibility for private, foreign and domestic, capital to participate in the sector. Companies performing the activities of transportation and distribution of natural gas in Serbia are established in the legal form of a Public Enterprise (a company owned by the Government), except for the companies established jointly by foreign and domestic persons, in accordance with the laws regulating foreign investments. 

Therefore, it appears that companies wholly owned by domestic or foreign persons alone are not permitted to engage in the transport and distribution of natural gas in Serbia. 

Certain provisions of this Law cause confusion with respect to the position of private investors in the sector. An example is the provision which declares that all pipelines and other transportation and distribution facilities to be the “uniform technical and technological system” of the Republic of Serbia with “uniform management”. It is not clear what this means in practice and whether this rule allows the government to exercise certain influence in the operations of private gas providers, other than explicitly provided for in the law. Whatever solution the legislators had in mind the lack of clear and detailed rules impedes the necessary legal certainty and distracts  private investments.

The gas prices are determined in accordance with the Tariff System that provides for different methods of calculation for different categories of consumers (industry, household, etc.). The Tariff System is adopted by NIS Serbia, which, given the strong government control over this company means that prices are effectively set by the Government. The lack of transparency and market effectiveness in price setting is an additional obstacle to private participation in the sector.

The Law on Public Enterprises

Due to the vague provisions in the laws, it is not clear whether this law applies to private companies in transport and distribution of natural gas. The lack of an established practice in this respect results in additional problems in reaching a straightforward opinion.

The Law on Public Enterprises defines that “business activities of general interest” are those business activities determined as such by the law in the prescribed areas, inter alia transport and distribution of natural gas. The Gas Law does not explicitly define  transport and distribution as an activity of general interest, but only  gas itself as a “resource of general interest”. It is not clear what this means as this phrase is usually used with respect to gas as a natural resource, not the already extracted gas which is the object of transportation and distribution.

However, the NIS Law defines transport and distribution of natural gas as business activities of “special importance for the Republic of Serbia”. This phrase is very close in meaning to the “general interest” and, therefore, it is highly likely that the Law on Public Enterprises would apply to private companies in the sector.

The Law on Public Enterprises obliges business activities of “general interest” be performed by Public Enterprises, but allows other companies, incorporated in Yugoslavia, to perform those activities in special conditions. The main condition is entry into a special agreement with the Government of the Republic of Serbia. This agreement regulates the rights and duties of the company with respect to the performance of its activity and provides for strong Government influence in the company’s operations. The procedure for entering into this agreement is not regulated, so that the company is left to directly contact and negotiate with the Government in a non-transparent procedure. 

A private company performing an activity of general interest must seek the Government’s approval for its Articles of Association, any investments in other companies and a Decision on tarrifs. The application to obtain Government approval is made by the Ministry of Energy. That means that the company must initiate the procedure with the Ministry first. However, the procedure with the Ministry is not addressed in the law at all. Bearing in mind all these restrictions, it is clear that this law seriously changed the conditions for private investment in the sector.

Concessions - Conditions and Procedure

In order to engage in building and operating the pipeline network, a company, either foreign or domestic, must be granted a concession in accordance with the Concessions Law. The concession is in the form of a license to use the natural resource or the asset which is the property of the Republic of Serbia. It may also be  granting a license to perform a business activity of general interest. A special form of concession is the granting of the right to build and operate a facilitywhich is transferred thereafter to the State (BOT System).

Granting a concession is subject to certain conditions. The concessionaire must secure the rational use of the natural resource or the asset in general use. The business activity which is the subject of the concession must be technologically improved and in the sector of infrastructure, "uniformity of the technical and technological system" must be preserved. The concessionaire must provide efficient functioning and management of the system. In performing the activitythe environmental laws must be adhered to.

The maximum term of a concession is 30 years, excluding the initial preparations period fixed in the Concession Agreement.

The concessionaire is obliged to pay the Concession Fee in accordance with the Concession Agreement. Concession rights may be transferred or assigned as  security only with the approval of the Government of Serbia.  Disputes arising out of a concession, the subject matter of which is not real property in Serbia, may be resolved, if so agreed, by local or foreign arbitration.

The concession-granting procedure is complex and bureaucratic. For the purposes of clarity it will be roughly divided in four phases. The Initial phase begins with  submission to the Concession-granting Initiative of the Government of Serbia through the Concessions Agency, established by the Concessions Law. The interested company or the relevant Ministry or the Municipality may submit the Initiative. The Initiative is presented to the Government together with the Opinion on Initiative rendered by the competent Ministry. The Government is then issues its Opinion on the Initiative that is served to the entity which submitted the Initiative.

If the Government's Opinion is satisfactory, the Agency prepares the Concession Decision which is adopted by the Government and published in the Official Journal. The Concession Decision outlines the terms and conditions of the future Concession Agreement and criteria that will be used for evaluating the offers made at the Public Auctions. 

In order to carry out the Public Auction phase, the Agency establishes the Concession Commission. The concession is granted in accordance with the results of the Public Auction. In the event that the Public Auction was unsuccessful, the concessions in the infrastructure sector or those, which are of strategic importance for the Republic of Serbia, may be granted following an invitation of offers procedure. The Commission is obliged to submit the appropriate report to the Agency when the Public Auction procedure is completed. In accordance with the report, the Government passes the Decision on Determining the Concessionaire.

In accordance with the results of the Auction and the terms set out in the Concession Decision, the concessionaire and the Government of Serbia enter into Concession Agreement. The mandatory elements of the Agreement are set out in the law. The Concession Agreement must be registered in accordance with the Federal regulations on foreign investments. 

Upon completion of the Concession Procedure, the Concessionaire must establish a company for performance of the activities being the subject of the concession, unless it has already an existing subsidiary registered for the said activity.

Project Finance in accordance with the BOT System is regulated by the Agreement entered into by the Concessionaire - Investor and the Government of Serbia. Entering into this Agreement is, therefore, not subject to Public Auction Procedure. This is particularly important bearing in mind that concessions under BOT System, as a special form of concession, are not clearly distinguished from the general form of concessions. 

Recently, the proposed amendments to the Concessions Law include extending the maximum concessions period to 50 years and abolishing the Concessions Agency, which to some extent makes the procedure less complex. Preserving the "uniformity of the technical and technological system", as a condition for granting the concession is to be abolished, which would make the law less vague and inconsistent.

Conclusion

Following the political changes in Serbia and FR Yugoslavia, the necessity emerged for overall and thorough legal reforms. The growing economy demands the legislators to remove  restrictions, inconsistencies and bureaucratic obstacles inherited from  previous times. As the infrastructure sector is likely to be the first to attract substantial foreign investment, is the most heavily burdened with legal deficiencies, the Government must adopt and implement  new legislative policies that would liberalise the market and open it for foreign investment. 

Presently,  regulation of the sector does not provide the level of legal certainty necessary to attract investments. Decisions were in the hands of the government in the past. Under the new circumstances, however, legislation has to carefully balance and address the interests of the relevant stakeholders in order to meet the necessary standards. Therefore, radical legal reform is crucial to develop the gas sector in Serbia. 

