






Unofficial Translation

DECREE

Tallinn                                                                            09.02.2005    No 52

Granting of Exemption

1. Factual circumstances

AS Nordic Energy Link (hereinafter: NEL) wants to build and subsequently operate a direct current (DC) line with an interconnection capacity of 350 MW (hereinafter: Estlink) between Harku 330 kV substation in the territory of the Republic of Estonia and Espoo 400 kV substation in the territory of the Republic of Finland. The total length of the line will be approximately 100 km - 70 km of submarine cable, 9 km of underground cable in Estonia and 20 km of underground cable in Finland.

The DC submarine cable between Estonia and Finland would be the first interconnector between the Baltic and Nordic power systems. An interconnector like this improves the security of supply in the Baltics and Finland, and increases the number of potential electricity suppliers in the single electricity market. The cable allows optimised network regimes by voltage regulation. Most of the return on investment will be from electrical energy exports from the Baltic Countries to the Nordic electricity and vice versa in the commercial project period, in correspondence with the prices in the Nordic electricity market in that period.

The submarine cable will be built as a commercial project due to the following 2 circumstances mainly:

1. The Baltic power companies want to compete in an open electricity market but the Baltic electricity market alone is too small to function effectively. 

2. The investment programmes of the Finnish transmission system operator Fingrid Oyj or the Estonian transmission system operator OÜ Põhivõrk cannot include the submarine cable in the list of their priorities of the next few years since other investments are more important to improve the reliability of operation of the systems. Nevertheless, the above system operators are prepared to make the investment at a later stage (in 2009-2013).

On 24 September 2004, AS Nordic Energy Link submitted their request to the Ministry of Economic Affairs and Communications (hereinafter: the Ministry) for an exemption based on Article 7 of the Regulation 1228/2003 of the European Parliament and of the Council on conditions for access to the network for cross-border exchanges in electricity (OJ L 176, 15.07.2003, pp. 1-10) (hereinafter: the Regulation 1228/2003/EC). The Energy Market Inspectorate (hereinafter: EMI) received a copy of the above request. NEL submitted a similar request to Energiamarkkinavirasto of Finland. Appended to the request were a shareholders´ agreement and a Master Contract with Fingrid Oyj, the Finnish transmission system operator. In addition, submitted was the transmission capacity purchase agreement initialled by the parties to the project.

On 14 October 2004, pursuant to Article 7(4) a) of the Regulation, EMI submitted to the Ministry their opinion on the exemption request. In EMI´s opinion, the request for exemption fulfilled all the criteria specified in Article 7 of the Regulation and NEL might be granted the exemption.

On 29 October 2004, the Ministry made an inquiry to NEL about clause 3.7 of the transmission capacity purchase agreement. In the opinion of the Ministry, the clause was in conflict with the principles of third party access as laid down in the Directive 2003/54/EC of the European Parliament and of the Council concerning common rules for the internal market in electricity and repealing Directive 96/92/EC (OJ L 176, 15.07.2003, pp. 37-56) (hereinafter: the Directive), e.g. Article 23 (8) of the Directive. The Ministry requested that NEL should substantiate the capacity sale principles laid down in the draft agreement. The Ministry also requested that NEL should submit power purchase agreements, auction holding rules, and supply advance notice rules.

In their reply of 7 December 2004, NEL notified the Ministry that the parties had decided to abandon clause 3.7 of the transmission capacity purchase agreement. NEL also sent the materials, which the Ministry had requested. In addition, Eesti Energia AS and Lietuvos Energija AB submitted their own risk analyses of the investment risks associated with the project, pursuant to Article 7(1) b) of the Regulation 1228/2003/EC.

NEL also accepted the Ministry’s proposal to limit the initial auction price to the price indicated in clause 2.4.6 of the transmission capacity purchase agreement, in order to avoid a situation where the user of the cable could restrict third party access to the cable's available capacity by setting a high initial price at the auction.

Pursuant to Article 7(4) e) of the Regulation 1228/2003/EC, the Ministry consulted, for several times, with the officials of the Finnish Energiamarkkinavirasto about granting the exemption (official meetings took place on 21 December 2004 and 20 January 2005 and were complemented by several e-mail messages and telephone-conferences), as well as with the officials of the Directorate-General for Energy and Transport of the European Commission in order to harmonise the positions. The director general of the Energy Market Inspectorate of Estonia attended the meetings held with the officials of the Finnish Energiamarkkinavirasto. Addressed were the effects of third party access arrangements within the Nordic electricity exchange NordPool; preferential rights of the parties to the project as specified in the initial contracts vis-à-vis third party access; and the terms and conditions of holding the auctions. Participants of the meetings harmonised the content and format of their decisions.

2. Legal conclusions

2.1 Article 7 of the Regulation 1228/2003/EC stipulates that a member state may exempt a new cross-border interconnector (hereinafter: the Interconnector) from the provisions of Article 6 (6) of the Regulation and Articles 20 and 23 (2), (3) and (4) of the Directive 2003/54/EC. 

The new Interconnector is an interconnector, for which financial commitment to construction was made after 15 July 2003. Article 6 (6) of the Regulation 1228/2003/EC specifies the purposes for which the revenues from the allocation of the Interconnection capacity shall be used.

Article 20 of the Directive 2003/54/EC requires that a system of third party access to the transmission and distribution systems should be implemented, which is based on published tariffs, applied objectively and without discrimination between system users. These tariffs, or the methodologies underlying their calculation, shall be approved by the regulatory authority prior to their entry into force. Access may be refused only where there is no necessary capacity. 

The provisions of Article 23 (2), (3) and (4) of the Directive 2003/54/EC specify that the regulatory authorities shall be responsible for fixing or approving, prior to entry into force, at least the methodologies used to calculate or establish the terms and conditions, and that the regulatory authority has the authority to require transmission and distribution system operators to modify the terms and conditions, tariffs, rules, mechanisms and methodologies, to ensure that they are proportionate and applied in a non-discriminatory manner.
Pursuant to the Regulation 1228/2003/EC, the exemption decision shall be made by the member state institutions to whose networks the cross-border direct current cable is linked. Both decisions shall be approved by the European Commission. Pursuant to Article 49 (1) 3 and Article 63 (1) of the Government of the Republic Act (RT I 1995, 94, 1628; 1996, 49, 953; 88, 1560; 1997, 29, 447; 40, 622; 52, 833; 73, 1200; 81, 1361 and 1362; 87, 1468; 1998, 28, 356; 36/37, 552; 40, 614; 107, 1762; 111, 1833; 1999, 10, 155; 16, 271 and 274; 27, 391; 29, 398 and 401; 58, 608; 95, 843 and 845; 2000, 49, 302; 51, 319 and 320; 54, 352; 58, 378; 95, 613; 102, 677; 2001, 7, 16; 53, 305; 59, 358; 94, 578; 100, 646; 102, 677; 2002, 57, 354; 87, 505; 90, 520; 96, 563; 2003, 4, 22; 21, 122; 51, 349; 81, 542; 88, 590; 2004, 22, 148), the Minister of Economic Affairs and Communications has the authority to decide on granting the exemption.

2.2 Article 7 (1) of the Regulation 1228/2003/EC stipulates that a member state may exempt new cross-border interconnectors from the provisions of Article 6 (6) of the Regulation and Articles 20 and 23 (2), (3) and (4) of the Directive 2003/54/EC,

provided that the Interconnector meets the following conditions:


(a) the investment must enhance competition in electricity supply; 


(b) the level of risk attached to the investment is such that the investment would not take place unless an exemption is granted;

(c) the interconnector must be owned by a natural or legal person which is separate, at least in terms of its legal form, from the system operators in whose systems that interconnector will be built;

(d)  charges are levied on users of that interconnector;

(e)  since the partial market opening referred to in Article 19 of Directive 96/92/EC, no part of the capital or operating costs of the interconnector has been recovered from any component of charges made for the use of transmission or distribution systems linked by the interconnector;

(f) the exemption is not to the detriment of competition or the effective functioning of the internal electricity market, or the efficient functioning of the regulated system to which the interconnector is linked.

The assessment below examines the compliance of the Estonia-Finnish submarine cable project with the above conditions. The assessment was prepared on the basis of the materials submitted by NEL.

2.2.1 The investment must enhance competition in electricity supply 

The power systems of Estonia, Latvia and Lithuania (hereinafter: the Baltic Countries) are part of the power system of north-west Russia with links to Russia and Belarus only; there are no links with the other EU member states.  Therefore, within the EU, the Baltic electricity producers can compete only with each other. They can compete with the electricity producers in Russia and Belarus. However, the latter are not EU member states, nor do they meet electricity market and environmental requirements laid down in the EU directives and regulations, so the EU member states have a right to restrict imports from these two countries.

The Estonian-Finnish submarine cable would strengthen competition between electricity producers in the region. By the Estonian-Finnish submarine cable, the Baltic electricity producers can sell electricity to Finland and further to the other Nordic Countries (Sweden, Norway, Denmark). Finland and the other Scandinavian Countries, in turn, get an opportunity to sell electricity to the Baltics. The Baltic electricity market is not really effective at the moment, so an opportunity for the electricity producers to participate in a well functioning Nordic electricity market would create a better functioning electricity market in the Baltic region. It should be noted that currently, there are no capacity restrictions in the interconnectors between the Baltic Countries. Thus unrestricted transmission of electrical energy is guaranteed between the Baltic Countries. It is also important that both the Finnish and the Baltic power companies are parties to the submarine cable project, which means that no company has a dominant position in the project.

The submarine cable will substantially strengthen competition in electricity supply in the region. 

2.2.2 The level of risk attached to the investment is such that the investment would not take place unless an exemption is granted 

The total cost of the investment is planned at EURO 110 million, i.e. EEK 1 722 million. Eesti Energia AS´ contribution is 39.9 % of the amount, i.e. EURO 44 million (EEK 890 million). Estonia’s national grid had EEK 4 100 million worth of regulated assets as at the beginning of this financial year. If the national grid of Estonia implemented half of the above investment, pursuant to the Regulation, the value of their regulated assets would substantially increase (by about 11%). The depreciation of fixed assets, and the operating profits, would boost network charges. EMI does not regard a rise in tariffs, as a result of investments made by Estonia’s national grid in the submarine cable, a reasonable option at the moment. Whereas investments in the submarine cable made by investors other than the Estonian national grid would increase competitiveness and security of supply in Estonia without raising transmission service tariffs.

According to EMI and the investors, all the investors would leave the project if no exemption were granted. In which case the investment should be included in the regulated assets of the Estonian and Finnish national grids. The project would definitely not materialise until Fenno-Skan2, the Finnish Swedish submarine cable, has been completed (presumably in 2011). That option would considerably increase the value of the regulated assets, raise transmission tariffs, and thereby increase electricity prices for domestic consumers. That is why EMI does not see investing by the national grid as a sufficiently reasoned and urgent option, since there are other investments that are much more important for an improved security of supply. Which means that the investment is not made unless the exemption is granted.

The “Note of DG Energy & Transport on Directives 2003/54-55 and Regulation 1228/2003 in the electricity and gas internal market. Exemptions from certain provisions of the third party access regime”, issued by the Directorate-General for Transport and Energy of the European Commission (on 30.1.2004) explains the term major investment as defined in the Regulation 1228/2003/EC. It is recommended that to be defined as a “major investment”, the infrastructure project would have a capital cost of more that €10 per connected customer. There are about 600 000 connected customers in Estonia, thus the total investment in the submarine cable would exceed EURO 90 per connected customer in Estonia (if Estonia’s national grid were to invest in half of the cost of the cable). What we have here is a major investment for Estonia, as defined by the Regulation, the costs of which cannot be covered by the national grid tariffs due to their too large effect on the end consumer prices.
The same document also explains the term risky investment. A risky investment is one where at least:

· the investment concerned is a sunk cost in that the asset concerned cannot be recovered and re-used for another purpose other than its original one;
· where the projected benefits are difficult to evaluate due to the interaction of several factors with substantial effect on project benefits.

Both these conditions are met by the DC submarine cable Estlink planned by NEL. The cable cannot be used for purposes other than the transmission of electricity between the electricity networks. Electricity prices in the Nordic Countries are the main risk factor for Estlink as a commercial project as they may change a lot within a short period of time. Data submitted by NEL shows, for instance, that the average price was 14.88 EUR/MWh in 2000, and 35.30 EUR/MWh in 2003. The price that State JSC Latvenergo pays for the electricity purchased from the other Baltic electricity companies at auctions best reflects market price in the Baltics. According to Latvenergo’s annual report, this price was 20.84 EUR/MWh in 2002 and 20.13 EUR/MWh in 2003. However, it is a relative similarity of electricity prices in the Baltics and in the Nordic Countries that poses the highest risk to the success of the project (difference less than the expected charge for the use of the cable ±5EUR/MWh). In which case none of the market players would find it economically expedient to sell electricity through the submarine cable. If electricity prices in the Nordic Countries and Baltic Countries come close, the market players see less need to use Estlink for electricity purchases and sales.

The launch of CO2 emissions trading is another factor to substantially affect the Baltic and Nordic markets. It is most difficult to foresee prices of CO2 quotas on either side of the Gulf of Finland in the exemption period, or to foretell their effect on electricity markets. A supplementary 1000 MW electrical interconnector planned between Russia and Finland (the request was submitted to the Ministry of Trade and Industry of Finland) would also strongly affect the use of the submarine cable. 

Cable damage risk is another major risk. The cable will be laid in an area of heavy maritime traffic where there is a constant risk of ship anchor damage leading to interruption of trading and substantial losses of income and investment. Losses may be particularly high in wintertime when the Gulf of Finland may be covered with ice and the cable may remain unrepaired for a long period of time.

All these risks, which are difficult to foresee, may affect the submarine cable project. The parties may lose substantial part of their income or even suffer big losses. The expected rate of return for the parties is 6% on the invested own capital. This figure was taken into account when capacity charges were developed. For instance, Eesti Energia AS planned a 9-13% total rate of return on the investment, which is justified given the investment risks involved. A more detailed overview of the risks was submitted to the Ministry in a document marked as "confidential'.

Assessment of the risks attached to the project suggests that the investment is a major high risk infrastructure investment as defined in the Regulation 1228/2003/EC, and that the Estonian-Finnish submarine cable will not be built, unless the exemption is granted.

2.2.3 The transnational interconnector (submarine cable) must be owned by a natural or legal person which is separate, at least in terms of its legal form, from the system operators in whose systems that interconnector will be built 

This criterion is satisfied: the submarine cable to be built will be owned by NEL, a company established as a separate legal person. Among its owners there are no system operators in whose systems that Interconnector will be built.

2.2.4 Charges are levied on the users of that Interconnector (submarine cable) 

The investment to be made for the building of the submarine cable will not be included in the regulated assets of the Finnish, Estonian, Latvian or Lithuanian national grids. Thus the building costs will not be covered by the charges levied by the national grids of the above countries. Under the capacity purchase agreement between the parties to the project, the return on the submarine cable investments shall be covered by the parties to the project, from the charges levied for the rights to use the capacity. The actual users of the submarine cable shall pay a separate charge for the transmission of electricity through the cable.

Thus the costs of the management of and investment in the Finnish-Estonian submarine cable will be levied on the users of the cable through the charges they pay.  The supplementary costs of the submarine cable will not be included in the national grid tariffs and thus the above criterion is satisfied.

2.2.5 Since the partial market opening referred to in Article 19 of Directive 96/92/EC, no part of the capital or operating costs of the interconnector (submarine cable) has been recovered from any component of charges made for the use of transmission or distribution systems linked by the interconnector (submarine cable). 

The national grid in Estonia as well as the distribution networks have applied cost-based tariffs, based on the Energy Act (until 01.07.2003) and the Electricity Market Act (from 01.07.2003 onwards) (RT I 2003, 25, 153; 2004, 18, 131; 30, 208; 86, 583). The tariffs have been developed and are being developed according to the principle that they include only the networks’ justified operating costs and profitability on the regulated assets.

Thus the prices of the services provided by the national grid and the distribution networks do not include the costs of the submarine cable; nor does the current Electricity Market Act allow including such costs in the tariffs at the exemption period. This criterion is satisfied.

2.2.6 The exemption is not to the detriment of competition or the effective functioning of the internal electricity market, or the efficient functioning of the regulated system to which the interconnector is linked. 

The transmission capacity purchase agreement between the shareholders of the submarine cable and NEL defines the principles guiding the use of the submarine cable in both directions. Under this agreement, NEL holds auctions to sell the rights to use the capacity that is available at any point in time and is unused by the owners themselves. All market players may participate in the auction. Thus the so-called use-it-or-lose-it principle is used in running the submarine cable to ensure third party access to the use of the cable.

Under the agreement, the parties to the project have a right to set an initial price to their available capacity that they put on the auction. The price shall not exceed the level that is required to cover capital costs and justified operating costs. This is to avoid that the parties to the project might block the use of the cable on purpose, and still cover their capital costs and cable operating costs. This contributes to an effective functioning of the internal electricity market and is not detriment to the competition in the electricity market in the region.

Article 1.4 of the Appendix “Planning of Transmission Capacity, Co-ordination of Supply Statements" of the transmission capacity purchase agreement includes a time schedule of auctions for available capacity. The schedule shows that the actions for available capacity are to be held after the closing of day-ahead market NordPool ElSplot of NordPool, the Nordic electricity exchange. Thus in practice, by purchasing the submarine cable capacity, a third party gets an opportunity to trade in the energy market Elbas throughout the day; trade with electricity under bilateral agreements; or make bids in the balance adjustment market. 

Although the Appendix “Capacity Auction Principles” of the capacity purchase agreement provides for a possibility to hold auctions for available capacity at an earlier stage, it is the price level in the NordPool´s day-ahead market that dictates the final decision of the market player on the use of the capacity acquired.

Having regard to the above circumstances, the nature and development of electricity markets in the countries involved, competition in the electricity market will not be exposed to any notable damage in the given period. However, the competent authorities reserve the right to intervene where the above auction principles cause considerable distortions in the electricity market. The respective precepts or legislative amendments will certainly take into account inter alia the financial interests of the parties to the project.

The submarine cable will contribute to an effective functioning of the national grids. The submarine cable can be used for providing ancillary services (regulating power capability, emergency reserve, reactive power, etc.) between the system operators. The system operators of Latvia and Lithuania, too, are likely to benefit from the optimisation of the ancillary services.

Thus the exemption is not to the detriment of competition, or the effective functioning of the EU internal electricity market, or the functioning of the regulated system, to which the Interconnector (submarine cable) is linked. Where such phenomena occur, the competent authority may intervene by issuing injunctions, or the legislator may intervene by introducing legislative amendments.

3. Decision

In consideration of the above and based on Articles 49 (1) 3, 50 (1) and 63 (1) of the Government of the Republic Act, and Article 7 of the Regulation No 1228/2003 of the European Parliament and of the Council on conditions for access to the network for cross-border exchanges in electricity: 

To grant AS Nordic Energy Link an exemption from the general rules of third party access to the Finnish-Estonian DC submarine cable from Articles 20 and 23 (2), (3), (4) of the Directive 2003/54/EC and Article 6 (6) of the Regulation 1228/2003/EC under the following terms and conditions:

1. The exemption shall remain in force until the assets of AS Nordic Energy Link are transferred to the transmission network operators of Finland and Estonia, or the competent authority decides that circumstances have appeared, which are in conflict with Article 7 of the Regulation 1228/2003/EC, but not for longer than 31 December 2013;

2. The exemption shall be granted to cover all DC submarine cable capacity in both directions;

3. Third party access to the DC submarine cable capacity shall be regulated mainly by the transmission capacity purchase agreement and appendices thereof, which were submitted by AS Nordic Energy Link with their request for exemption. Any amendments to the agreements and appendices thereof, which affect third party access to available transmission capacity, shall be approved by the competent authority.

4. AS Nordic Energy Link shall publish on their website information on capacities available on the next day as well as statistics about the use of the capacities;

5. If during the use of the DC submarine cable to be built by AS Nordic Energy Link any factors appear that cause distortions in the functioning of the electricity market, the competent authority may issue a precept to have the respective principles amended.

Any person who finds that their rights have been violated or freedoms have been restricted by this Decree has a right to challenge the Decree by filing a complaint with the Tallinn Administrative Court pursuant to the procedure provided for in the Code of Administrative Court Procedure (RT I 1999, 31, 425; 96 846; 2000, 51, 321; 2001, 53, 313; 58, 355; 2002, 29, 174; 50, 313; 53, 336; 62, 376; 2003, 13, 67; 23, 140; 2004, 46, 329; 56, 403) within 30 days after the Decree is made public. 
Andrus Ansip

Minister
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