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Madrid Forum XXII
Policy note on market test and regulatory framework
· to support incremental capacity discussion

Incremental capacity – there is more about it than a market test

During the development of the CAM NC, many stakeholders called for the inclusion of incremental capacity into the allocation procedure (capacity for which investments in hardware would be necessary). The CAM FG however did not foresee the inclusion of such a process in the CAM network code. To address the market’s wish, a consultation has recently closed that is intended to lead to a CEER conclusion paper at the end of 2012. Indeed CEER are expected to present its findings at Madrid Forum XXII.

This ENTSOG paper intends to point to issues beyond the sometimes narrow focus on the mechanics and parameters of a market test (testing whether the willingness to pay of shippers suffices for an investment decision). ENTSOG’s position is that the market and regulatory context in which any market test is embedded needs to be carefully considered, to enable a more comprehensive discussion about issues and approaches.

Among the issues to be addressed is the attribution of the stranded asset risk, which is more important than the detailed design of any market test. Stranded asset risk can be defined as an obligation to pay for infrastructure, without this infrastructure yielding income (no matter whether it is fully stranded or just less income-generating than anticipated). This must not be confused with low utilisation: a transmission infrastructure can be very beneficial in terms of market integration and price alignment (by offering optionality) or for security of supply, even without actually flowing gas.

Putting the market test into a market and regulatory framework

This paper aims to provide an analytical framework to consider the issues arising from a market test (as proposed by EFET) in the context of the broader regulatory framework. This framework is designed to indicate the range of factors that need to be considered to develop a robust market test and associated regulatory framework. 

The concept of a market test is that the shipper’s willingness to make payments for capacity in the future can be translated into a net present value of expected cash flows, which in turn can be compared with (deemed) investment costs of a capacity enhancement. If the NPV then covers a pre-defined proportion of the deemed investment costs, the prerequisite for an investment decision from the perspective of a market test is given (subject to permitting and regulatory approval). This is not in principle different in Open Season and integrated allocation approaches. However, the application of a market test is embedded into a market and regulatory environment as will be set out below.

The essential elements of a market test can be illustrated as a formula:

  

Where: NPV is the net present value of committed future shipper payments for the capacity enhancement in question; f is a pre-defined fraction of DIC, the deemed investment costs of the capacity enhancement in question. In the following, every element is analysed and issues are identified.

NPV: 	The NPV of expected future shipper payments is a function of the volume and price of bids, the points in time for which they are placed, and the discount rate. The discount rate again depends on inflation and cost of capital assumptions. The latter are exogenous and differ significantly across Europe, so any harmonisation of discount rates would not yield appropriate   NPVs. An important consideration for a realistic NPV assessment is long-term creditworthiness of bidders.

Furthermore, there are tariff regimes, where the same regulated tariff applies to all shippers regardless of when the capacity has been procured, with a possible auction premium “floating” on the regulated tariff. In this case, part of the NPV will be based on a regulated tariff that is not yet known at the time of calculation, so assumptions on the development of the regulated tariff have to be made.

DIC:	The cost information to which an economic test is applied could lie along a spectrum between two extremes: fully planned costs and notional costs based on assumptions.

To be able to put in fully planned costs for a given capacity enhancement into an economic test, an investment project would have to be designed in advance of the allocation process. This is an expensive process and an offer of many capacity increments at many points (which are interdependent in a meshed system) would quickly reach an unmanageable level of complexity. Therefore, for such an approach to be taken, a thorough pre-selection or screening process would be required. Only an investment project that delivers a given capacity enhancement of which the TSO has reasonable certainty that it will be required by the market would be offered into the bidding process for incremental.

	In the GB system, the costs associated with capacity increments are approximate values based on a number of assumptions and therefore could be referred to as deemed costs. Nevertheless, the TSO has confidence that within the “regulatory contract” it is able to recover costs on average, not necessarily relating to an individual project. This means that the link between the willingness to pay and the costs for an individual project does not necessarily have to be tight. The advantage is that increments on offer do not have to be directly connected to hardware providing this capacity enhancement, which avoids complex detailed planning of a multitude of permutations of capacity offers with corresponding hardware. However, any deviations from real costs incurred will still have to be covered. (As is any proportion of the NPV not covered by user commitment, i.e. the risk that revenue streams associated with certain infrastructure are below expectations). The “regulatory contract” required for such an approach is an arrangement that gives shippers comfort that they are not bidding against unrealistic cost steps and at the same time gives TSOs assurance that they will be able to cover costs that they incur to provide the capacity enhancement requested, even if they deviate from the deemed costs at the end of the day. It is assured that any party involved in the incremental process is not penalised for adhering to a pre-agreed procedure.

	On the European continent, systems are often much meshed and capacity enhancements at one IP may require investments by more than just the adjacent TSOs (particularly in entry-exit systems formed by more than one TSO). Due to this, additional complexity is added and the connection between deemed costs and real hardware may be loosened. This will have to be taken into account both in pre-screening processes for any capacity offer and, after an allocation process closes, in the time allowance until bidders can be notified of their incremental allocation.
	
	In the case of a loose connection between price steps and investment costs, integrating the offer of incremental capacity in a regular bidding process is hardly compatible with efficiency benchmarks (depending on network topology) or price cap regimes, where the volume risk resides with the TSO.

f: 	The fraction of the DIC that is covered by the NPV calculation is the subject of much argument. Essentially, it determines the risk distribution to shippers vs. investors and consumers. If 100% of investment cost were underpinned by shipper commitments, those shippers making the commitment would assume the full stranded asset risk. On the other hand, any lower fraction will leave part of the risk with the investor – or with the end consumer, if an NRA commits credibly to socialise the remainder to the end consumer. This of course requires that captive end consumers to whom risk can be socialised are present in the NRAs jurisdiction, which may not be the case in systems with a high proportion of system usage for the end consumers in other jurisdictions (here f may have to be 100%). In many regimes full socialisation does not take place and the investor bears residual risk, be it with efficiency benchmarking or with price cap arrangements, where volume risk resides with the TSO.
	
	However, there may be a case for not requiring 100% of an investment to be covered. The overall expected benefit for a market may be such that a TSO and NRA agree on a lower threshold for an investment decision, effectively allocating risk to the end consumer by socialisation. This may become even more important in future, as the markets become more dynamic and shippers have less long term certainty as to their customer base and therefore are not able or willing to commit for as long a timeframe as in the past.

	However, not only the financial value, but also the time horizon for which commitments are given comes into play. This is covered in the next section.





Managing the different marketing and regulatory horizons

Addressing the gap between the regulatory horizon of an asset (50+ years) and the time horizon in which market participants will commit to the usage leads to the choice to change the commercial time span or the regulatory lifetime. Beside that, there are only the alternatives of more risks for end consumers, if captive consumers are available (socialising risks) or more legislation to attribute the risk to other parties then the local end consumer.

The EU policy objective is more competition and this competition is accomplished by trade on exchanges and other short term markets. The inevitable consequence is therefore to adapt the regulatory lifetime. 

[bookmark: _GoBack]One of the potential solutions is to depreciate the asset in a shorter period to better manage the uncertainty of the more distant future. It would therefore be logical to restrict the depreciation of a new asset to shorter time periods, perhaps say 20 years ahead. 

An arrangement that could be considered is to start depreciating a new asset for a period of 20 years. In principle at periodic intervals an outlook for the next period of 20 years on the benefits from the infrastructure could be made. If the outlook has not deteriorated in comparison with the previous outlook a viable period of 20 years of use of the asset may be established. This results in depreciating the residual regulatory value of the asset again over a period of 20 years. Of course if the outlook does deteriorate then the prevailing 20 year depreciation period would not be extended. 
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