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Deliverable 2
Issue: Develop an understanding of regulatory coordination issues faced by TSOs

Description: Overview of regulatory coordination issued by TSOs and interconnectors

Responsible: Operators

Investments in gas infrastructure are important for the further development of the European gas market in order to facilitate the growing gas demand, improve competition and to increase security of supply. The importance of sufficient investments in a regulated gas transmission environment has been highlighted and discussed in many forums of late and there is a common perception that the current level of investment is too low. It is therefore important to start to consider and develop solutions that will create the necessary investment climate. It should also be considered that well-functioning regulatory coordination is a prerequisite for this.

The primary objective of this paper is to give an overview of regulatory coordination issues and barriers to investment faced by the TSOs and interconnector operators. This paper will be used to share and discuss our position with regulators, policy makers and stakeholders, provide input to future discussion and provide a common and better understanding of the issues that might enable the development of practical solutions for the region.

The paper consists of three parts:

A. Regulatory uncertainty. This section aims to create awareness and understanding of stakeholders of the background and characteristics of the risks that TSOs encounter.

B. Regulatory coordination that is required at a very practical level. This aspect relates to issues such as the timing of regulatory decisions and, specific conditions that are required by regulators, for example, additional capacities for short term contracts or obligatory capacity allocation mechanisms. 
C. Examples. The paper ends with some examples of actual incidents to give stakeholders an impression of problems encountered in practice, and a description of areas/examples where regulatory coordination should be considered and enhanced.
A. Uncertainty
The most important issue that operators are confronted with is the regulatory uncertainty or risk. This uncertainty has distinct facets in each of the Member States of the region, the consequences, however are borne by the whole region. All operators – whether they are private companies or (partly) state owned want to make economically sound investment decisions. This is what investors, shareholders and taxpayers alike demand and expect.

In general investments are made without there being any guarantee for the investor that the product will be bought and that it will receive any revenue from such investment. Many investments are undertaken solely on the basis of a business plan. The investor will ask for a greater return the larger the risk is that it is willing to carry. As investments in gas infrastructure are very capital intensive and have long payback periods, investors in gas infrastructure would act inefficiently if they invested without sufficient confidence that these investment risks are covered. TSOs have to consider the uncertainties within the regulatory system under which they fall, for example how the regulator will set certain parameters, e.g. the regulated return, in the future. In addition, TSOs have to consider the uncertainty associated with a change of the regulatory regime.

In Europe, there are basically two types of regulatory regime: On the one hand there are investments taking place under fully regulated regimes, for example, transmission in the UK. On the other hand, there are regulated regimes with competitive tariffs. There is a potential hybrid option for a mixed variant (e.g. in Belgium), depending on the details of the specific regulatory regime. 

Regulated regimes with cost based tariffs
Many TSOs fall under so-called cost-plus regimes. Investments in transmission have a high dependence on the expected return on capital employed. The role of the regulator in investment decisions is therefore crucial. In practice the regulator has the authority to make the go/no-go decision by setting the tariffs at a certain level, allowing the investment to be included within the Regulated Asset Base (RAB), or by setting a certain regulated rate of return.

· Under tariff regulation, TSOs typically are free to make their own investment decisions. The regulated tariff, however, is an important parameter determining the viability of projects. If the tariffs are too low to make the project economic, there will be no investment if no other measures are taken. The shorter the period for which tariffs are set by the regulator, the greater the risk for the investor.

· In a regime with a regulated asset base, the operator will not want to invest unless the investment can be included in the RAB because otherwise it cannot recover the costs of the investment. The level of the allowed return on the investment will also play a role. It is crucial that a decision by the regulator to approve an investment and include it in the RAB is not reversed after the investment has taken place.

Conditions set by the regulator regarding a certain investment or all services offered by a TSO or IC operator can impact the costs and risks that the operator has to bear. For example, an obligation to invest in additional capacity that cannot be added to the RAB or, for which there are no (long-term) contracts with customers can increase costs and risks.

Regulated regimes with market based tariffs
The main uncertainties for TSOs under the cost-plus regimes described above are lying within the regime, e.g. changes of parameters and interpretations. For companies in a regulated regime with market based tariffs, market risks are the main risks to be considered. The investor in such a regulatory regime makes the investment decision on the basis of his own market and risk analysis and the contracts with his customers. Of course, also in this regime changes in policy as described above are an uncertainty that leads to impediments in investments. Investors regard it as unlikely that the changes resulting from a drastic policy change would fit the risks taken in the competitive market environment.  

Exemptions on the basis of Article 22 of the 2nd Gas Directive are a mechanism for dealing with uncertainty. They can be used, especially in the case of interconnectors, but might not necessarily be well suited for all situations that TSOs encounter and where many preconditions for such exemptions are met.

B. Regulatory coordination
A highly coordinated effort was necessary to develop the significant gas infrastructure network connecting all European countries during the 20th century. Coordination is imperative for large investment decisions, because the “downstream network” might well become dysfunctional (or considered stranded) without the “upstream network” and vice versa. In Europe, “upstream” and “downstream” are typically in different Member States, thus the coordination is challenging. Investors have a greater risk when making investment decisions due to the complexity, arising from the number and type of parties involved, including the regulators that have a pivotal role in the process. Their decisions can make a project fly or die. To ensure success, regulatory coordination is vital for large supra regional investments. Efficient and economic cross-border investment decisions therefore require coordination between TSOs and regulators at cross-border points including aspects as:

· Timing of decisions and procedures

· Regulatory requirements regarding capacity allocation mechanisms

· Regulatory requirements regarding congestion management mechanisms

· Regulatory requirements regarding additional capacities on top of committed capacities

· European or regional perspective (e.g. when regulators evaluate efficiency of investments)

· Coordination of regulatory models in to avoid market distortions

· Avoidance of dual regulation or conflicting regulation (e.g. for cross border pipelines)

We believe that regulatory cooperation and coordination could be enhanced through guidelines or principles for co-operation between regulators that are being developed in the Gas Regional Initiative.

C. Examples

The anonymous examples below refer to investments under regulated regimes. It concerns actual cases of investments and frameworks with a regional significance. 

· In the country where company R operates, the regulator argues that the framework does not allow the regulator to approve investments ex-ante. The company has no certainty that the investment will be included in the regulatory asset base (RAB) or can be recovered otherwise.

· Company S is free to make its own investment decisions, but does not know the tariff that will apply. The allowed rate of return is determined ex-post, only an indication is given beforehand.

· The regulator determined that Company T should offer to the market a certain amount of capacity at an entry point. The company could either choose to build this capacity or be exposed to the costs of buying back the capacity. Company T chose to make the investment. In setting conditions for the following regulatory period the regulator in hindsight deemed this investment inefficient and proposed not to include it in the RAB. The cost of the investment was over €100m. Assuming the investment is not allowed in the RAB it is uncertain whether the company will be able to recover these costs. 

· In the country where company U operates it is uncertain which market player is responsible for building the infrastructure needed for replacing the declining gas production in the North Sea.
· The regulatory regime in which company V operates has a regulatory depreciation period for installations of 50 years. There is a large uncertainty for company V whether the economic life of a specific installation will also be 50 years, i.e. whether the installation will generate income. If this happens and the investment is stranded, the regulator can refuse to cover the costs, e.g. because this would cause an increase in tariffs.
· Company X held an open season for one of its entry points. The market expressed interest and eventually long-term capacity bookings were done by shippers to enable the TSO to make the investment. The commitments downstream were in line with those upstream. The regulator required building additional capacity for short-term bookings. Even though the TSO argued that the upstream capacity for the additional investment for short term bookings was not available, the regulator insisted on the additional capacity.

· Company Y requires a specific return on its investments. For an LNG terminal to go onstream, a pipeline had to be reinforced by company Y. As to not delay the LNG project, the investment decision by company Y for the reinforcement had to be made before the regulator had decided the rate of return that company Y could earn on the pipeline. The regulator decided (after the investment decision was made) that only part of the pipeline could earn the necessary return on investment, and that additional conditions had to be met by company Y.

· Company Z held an open season and wants to build the capacity for which shippers committed themselves through contracts. The company falls under a regime where a regulated return is earned on an investment that is included in the asset base. If the investment is not (or only partially) included in the RAB, the investor does not recover the investment, unless different, exceptional arrangements are made for the investment.

· Company Z can apply for an exemption, but there are no rules when such exemption could be given, and what such exemption would bring.

· There is no timeline forcing the regulator to (dis-) approve the proposal of the TSO, causing delays.

· The regulator does not have the expertise and experience (yet) to adequately judge the investment proposal. The information requirements of the regulator concerning the costs and benefits of the project are ever increasing, without knowing if or when the regulator will take a decision.

In the remainder of the document four examples are given where regulatory coordination could be improved, they concern the area of exemptions according to Article 22 of the 2nd Gas Directive, policy changes, the interpretation of the European regulations and cross-border pipelines.

Exemptions

The granting of Article 22 exemptions is a prime example of where coordination between both regulators and the Commission is required.  

The receipt of such an exemption is fundamental to the investment in many LNG and interconnector projects.  The capital intensive and long lead time nature of these projects requires that various elements are carried out in parallel (planning consent, open season capacity auctions, establishment of construction contracts etc).  This means that in order not to jeopardise the timings of these projects through delaying the start of construction, the granting of an exemption is required in a timely fashion.  

The Commission’s position on Article 22 exemptions is that where certain favourable market conditions exist they are applied in general to LNG projects.  This view was recently expressed in a speech by Andris Piebalgs:
   “derogation from the requirements of TPA should be the norm not the exception for new LNG terminals where …”
Moreover there is a clear timeline followed by the Commission for ratification or otherwise of an exemption once it has been granted by a member state.  This provides a consistent and transparent process allowing operators to fully understand the EC’s position.

In contrast to this, in many Member States there is no clearly defined or transparent process for considering an exemption application, which means that there is increased risk associated with projects, as operators and other stakeholders are unable to understand the timeline and procedure for receiving an exemption.  Further some NRAs appear unwilling to share details of delays and concerns which might provide operators with an opportunity to comment and perhaps move the process along.  For an open season based approach in particular, this can place increased risk on the project or its participants that either jeopardises the start date, changes bidding behaviour in the open season access method, the tender process or means that operators must commence work on a project prior to receiving the exemption at additional risk in order not to jeopardise timings for the project.  Such additional uncertainty creates additional risks that may lead to cessation of some projects or at best significant delay.  

For their own credibility, NRAs have a vested interest in making sure that should they grant an exemption it is unlikely to be rejected by the Commission later.  This may be causing some NRAs to be ultra-cautious in their approach leading to delay and increased risk to projects.

Therefore despite the Commission’s position, that LNG import terminals under favourable market conditions should largely receive exemptions, some NRAs appear to adopt a stricter interpretation of this, causing costly and timely delays which are neither transparent nor predictable for market participants and operators alike.   In relation to LNG importation, at a time when medium if not long term LNG supplies in the Atlantic basin are limited and other substantial markets have significantly lighter regulatory regimes, the prevailing regulatory uncertainty here in Europe and the increase in risk this presents to stakeholders in projects will only help to slow the delivery of the benefits of increased competition and security of supply in the EC that comes with the delivery of additional LNG infrastructure in Europe.  

Policy Changes

Changes in individual member state policies can have a serious impact on neighbouring countries.  This lack of regulatory coordination through not considering the implications of arrangements on neighbouring regimes can be a great problem for operators, often leading to knock-on effects requiring the subsequent renegotiation of complex arrangements and multifaceted operational changes.  An example of this can be seen in the proposed GB exit reforms, which have significant implications for the Republic of Ireland, Northern Ireland and the Isle of Man.  According to the Commission for Energy Regulation (regulator for the Republic of Ireland) the modifications will cause threats of market foreclosure and security of supply in the gas markets downstream of GB (please see the CER Consultation Paper CER/06/222, and the NIAER response to “Transmission Price Control Review: Initial Proposals”).

Interpretation of European Legislation

A further risk for operators lies in the different manner in which the Commission and regulators interpret legislation or guidelines.  This is a particular risk during the drafting stage of regulations and directives.  For example if the regulator takes a view during drafting in a certain way that provides comfort to the operator, the operator may then accept the draft.  However if this regulatory view changes following further discussion with the Commission after the draft is finalised, the operator can be left exposed. 
Cross-border issues

For cross-border pipelines, NRA cooperation / roles in each jurisdiction need to be defined to address issues such as dual regulation, licence issues, emergency procedures etc.
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