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Swindon, 30/03/2010
INCENTIVE SCHEMES TO SUPPORT CROSS BORDER TRADE IN ELECTRICITY – CALL FOR EVIDENCE

Dear Fey,
Thank you for the opportunity for RWE Supply and Trading to provide input to regulators on the above issue. The attached document addresses the specific questions in the Call for Evidence. However we would also like to make the following general points below. 

Firstly, it is important that incentive structures to promote cross border trade reinforce compliance with the direct legal obligations on TSOs that arise from EU Regulations and associated binding guidelines, as well as obligations arising from Competition Law. In this context it is worth noting that the Annex to Regulation 1228/03 contains legal obligations on TSOs and go beyond being mere “objectives”. As a consequence, regulators must ensure that these legal requirements are reflected in the allowed revenues of TSOs on an ex-ante basis. For example, TSOs should already have the financial resources available to them to establish intraday markets since this is an existing legal requirement. The regulatory regime also needs to reflect the obligations on TSOs “not to limit interconnector capacity in order to solve congestion inside their own control area”
, and the outcome of the Svenska Kraftnatt case. Incentive schemes should not seek to substitute for compliance or be used an excuse for failure to deliver on legal obligations on the grounds that they are “not generous enough”.

This being said, it may also be desirable for some incentives to be provided for over-performance on the basis of agreed indicators. This will provide a framework for the exchange of information between TSOs and regulators and lead to a better understanding of the issues involved. Any such scheme needs to be based on simple indicators that can be measured on a reasonably reliable basis and that are, largely, under the control of the system operators. We would agree that publication of suitable indicators would be a useful first step in this process and that this could be advanced before any incentive scheme is formally agreed.
Clearly, there will always be issues relating to information asymmetry in designing the baseline indicators just as there is for ensuring legal requirements are met. Initially it may be that TSOs are able to perform well against the targets set. This likelihood needs to be accepted by regulators. However TSO performance against targets will gradually reveal information about what is feasible and this will allow progressively more challenging targets to be established and for indicators to evolve over time.  

Providing incentives in this way is compatible with the Directive and Regulation. In particular, Article 6(6) of the current Regulation and Article 16(6) requires congestion revenues to be “taken into account” in price setting process. This does not preclude allowing TSOs to retain some revenue on an incentive basis. Similarly, Article 37(8) of the forthcoming electricity Directive requires regulators to provide incentives to foster market integration.
We would recommend an incentive structure based on two main elements as follows:

· a simple to understand single quantitative indicator based initially on the number of constrained hours on cross border interconnections (perhaps weighted according to the extent of price differences), 
· a series of qualitative indicators based around the types of conduct TSOs would be expected to follow to comply with European law. These could be evaluated in a “red”, “amber” “green” type scoring mechanism or similar and form a basis for enforcement action.

Kind regards,
RWE Supply & Trading GmbH
WILLIAM WEBSTER
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RESPONSE TO DETAILED ISSUES

Comments on the “ideal” structure

Not all of the features of the “ideal” scheme in the Call for Evidence are desirable and provoke the following comments\observations:

“designed to maximise consumer benefit” 

The main problem with this is that it is a static concept. Incentives may imply a cost to consumers in the short term but be beneficial in the long term. It has typically proved difficult for regulators to evaluate short term costs against longer term benefits or to “prove” the benefit of any particular action against a counterfactual. 

“simple and easy to understand to all stakeholders”, “objectively measurable” 

These are both key requirements of any incentive scheme. Unless investors and employees can understand how well the TSO is performing against any requirement there is no effective understanding of the relationship between the indicator chosen and the financial outcome.

“controllable by TSOs”: 

This is also an important feature, although this concept suffers from the same information asymmetry issues at the heart of the incentive issue. Apparently poor performance on any indicator may be ascribed by the TSOs to external factors without the regulator being able to assess this easily. It is doubtful whether any indicator is immune to this issue although the inclusion of qualitative indicators around the conduct of TSOs would help assess this.
“challenging and attractive” 

TSOs’ response to incentives will depend on their financial structures. In some cases, stronger incentives may be provided by the negative consequences of failing to fulfil legal obligations. 

“Applicable EU wide”: 

In order to create a co-ordinated approach across the EU, or initially within regions, the system operator incentive should be undertaken at the same time across Member States. This will help deal with possible negative externalities relating to congestion at different borders. This suggests there should be common submissions of information to regulators and a co-ordinated decision by the regulators concerned, in the context of ERGEG or eventually the ACER Agency. 

The creation of a regional system operator would be the logical extension of this, something that is specifically recognised in the new Directive and common in other jurisdictions such as the USA. The creation of a regional SO would enable a more direct approach to incentives. Rather than focusing on particular interconnectors, the regional SO could simply be rewarded for selling additional entry\exit capacity across the area it is operating. 

“Compatible with other national and EU priorities”: 

There will inevitably be conflicts and trade-offs between different objectives and having this point as an “ideal” feature is unhelpful. The new structures in the Third Package seek to resolve any issues between national-EU objectives and it is obstructive to suggest, as implied in the Call for Evidence, that perceived national priorities (such as a uniform national wholesale price) should take priority. In this context, the existing congestion management guidelines, the forthcoming Third Package and the commitments accepted by the Commission by Svenska Kraftnatt (case 39351) require transmission system operators not to discriminate between national and cross border flows. This means it should be equally likely for an internal national transaction to be constrained as a result of congestion as for a cross border transaction. We believe that any incentive scheme needs to start from this assumption. The ERGEG document, by contrast, appears to imply that congestion will largely appear at the borders between Member States and that incentive structures should be designed around increasing cross border capacity after national congestion issues have been resolved.

Short term v. long term incentives

Separation of the short-term and long-term issues with respect to infrastructure capacity is necessary. There are a large range of measures that the TSOs could take quickly to improve cross-border trade. Combination of incentives with long- term investment decisions risks complicating and confusing the issue.

In many ways there is a relatively clear split between the system operator function and the transmission owner function. This is recognised in the forthcoming Directive and in the organisation of incentive schemes in some Member States.

Incentive schemes based on a single indicator

Generally speaking, a single indicator of performance is more likely to deliver a positive outcome. A single indicator will be easier to understand and can be generally applicable across the EU. Performance can also be tracked over time and this will prevent too much discussion about what can and cannot be controlled by TSOs.

Of the indicators in Chapter 2, one based around the number of congested hours would have a number of advantages:

· gives an indirect obligation to foster liquid and coupled wholesale markets (otherwise the indicator cannot be easily measured)

· simple and easy to understand

· can be tracked over time and easily compared across different TSOs. 

A variant on this would be to consider the average absolute value of the price differences between areas. 
An indicator based on congestion costs is not suitable as an indicator as the cost arising in any particular congested hour is not under the control of TSOs and will be the result of the interaction of the actions of the many different connected generators and consumers. An incentive based around congestion costs may lead to consequence of TSOs trying to second guess market outcomes in deciding what capacity to make available.

An incentive to reduce congestion costs may also encourage TSOs to shift the range of transmission products being sold to shorter term rights or rights with less firmness which are less valuable to market participants and this would give the wrong incentive.

Indicators based on social welfare analysis suffer from being too static in the nature of their analysis and there is the risk that dynamic effects of increasing capacity in terms of increasing competition are not captured. It also requires estimates to be made of parameters such as price elasticity. The indicator is also difficult to understand for stakeholders and less likely to be controllable by TSOs. 

Incentive scheme based on a several indicators

We are dubious of incentive schemes that are based on several numerical indicators. The idea that several indicators could be combined into an index and that this could also be “simple and easy to understand” seems unlikely.

However we do think there is room for qualitative indicators to be established relating to the conduct of system operators in the way that they carry out their tasks. These qualitative indicators to relate to the efforts companies are making to comply with their legal obligations arising from European law, the PCG target model and implied by the Svenska Kraftnatt commitments.

Such qualitative indicators could relate to:

· the range of allocation products made available (annual, yearly monthly etc.),
· existence of an implicit allocation stage to ensure maximisation of the use made of capacity,
· the existence of intraday allocation sessions or continuous allocation,
· daily and eventually intraday re-evaluation of available capacity,
· structural congestion within Member States resolved by the establishment of internal price zones,
· use is made of available internal counter trading opportunities on the basis of expected regulating market bids and\or longer term contractual arrangements with national market participants, 
· a common evaluation of internal and external regulating operations in a common list with the cheapest opportunities to be implemented first.
Other issues: Risk appetite of TSOs

Provision of incentives within regulatory frameworks requires an understanding of the attitude of risk of the company to which the incentive is being applied. This, in turn, depends on the financial structure of the company concerned and how this is related to individual behaviour. A transmission operator that is state-owned will have a different risk appetite from a private company. Likewise, a company with a high debt-equity gearing will have a different attitude to risk than one which has a higher proportion of equity finance. The incentive regime to be applied needs to recognise this.
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