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Overview

In industries suffering from a structural lack of competition, governments in many countries have implemented regulatory measures to restrict the behaviour of these firms. Regulatory intervention is meant to give network operators incentives to generate products and services which are needed by society, to operate as efficiently as technically possible and to let network users benefit from efficiency improvements within the networks (through reduced tariffs)(see Viscusi et al., 2005). In setting the incentives for productive and allocative efficiency, the regulator has to take into account an important restriction. This restriction is that the regulated firms should be able to finance all the activities which they are legally obliged to do. This restriction is related to the tightness of regulation (see Vogelsang, 2002). The tightness describes how much profit a firm is allowed to make in normal circumstances. If the profit rate is below the opportunity costs per unit of capital, a firm has serious difficulties in attracting equity and debt in order to finance investments. A necessary condition in regulating any industry, therefore, is that the regulation should not be too tight, i.e. that the firms should be able to generate normal profits in the long term.

In this paper we analyse the impact of tariff regulation on the long-term profitability of TenneT TSO, the Dutch operator of the high-voltage network in the Netherlands. TenneT TSO is a fully separated network operator and a subsidiary of TenneT Holding, which is 100% state-owned. The revenues of TenneT TSO are subject to regulation by the NMa using an incentive framework. Analysing the impact of regulation on the long-term profitability of TenneT TSO is particularly relevant because of the significant rise in investments the TSO foresees for the near future. TenneT TSO expects to triple or even to quadruple its annual level of investments. According to its latest annual report, TenneT will spend approximately € 3 billion on constructing new connections and upgrading existing grid infrastructure in the Netherlands in the next five to seven years (TenneT, 2010). This investment programme includes the development of a southern connection (the so-called ‘South Ring’) and the construction of new 380 kV connections and high-voltage substations in other regions in the Netherlands. 

Because of this ambitious investment programme, one can wonder whether an incentive-based regulatory framework is still adequate. Some authors state that the current framework focuses too much on allocative efficiency at the expense of investments (see e.g. WRR, 2007). In a backward-looking empirical study, the NMa (2010) concluded that up to now there were no indications that the regulatory framework has hindered investments. In the past years, however, the investment programme was fairly modest, while the future investments are likely to be significantly higher. In order to determine whether the regulatory framework for the new regulatory period (2011 – 2013) is able to deal with the expected strong increase in investments, we analysed the impact on long-term profitability.  
Methods

We measure the long-term profitability of the firm by calculating the net present value of the future economic profits of the firm. A firm is viewed to have a positive long-term profitability, if the return on capital exceeds, in the long run, the opportunity costs of capital. It is important to realise that the legal regulatory framework prescribes that the rate of return should not be higher than the opportunity costs of capital. This legal prescription on the one hand and the need to finance investments on the other make that the NPV of the economic profit should be (very close to) zero.

In order to simulate the financial development of a network operator, we developed a calculation model. The model consists of three major building blocks. The first building block refers to the actual characteristics of the firm which form the starting point for simulating the future development. The second building block consists of scenarios on the future regulatory framework and the behaviour of the firm. The third building block includes the calculation rules describing how the parameters of the regulatory framework determine annual revenues and how the investment programme of the firm is financed. The results of the financial development are measured by the normal financial metrics regarding profitability, liquidity and financial structure. We focus of course on the indicators directed at the long-term profitability of the firm, in particular the rate of return on invested capital
Results

We find that in the short term, the rate of return will be lower than the level of the opportunity costs of capital if the operator raises its level of investments significantly. This follows from the fact that the regulated revenues lag behind the costs. This time lag follows from the regulatory principle to use actual accounting data instead of estimated future cost levels as basis for determining future regulatory revenues. The costs of this time lag are, however, compensated for in the new regulatory framework insofar investments are not viewed to be considerable investments. From the model analysis also clearly follows that the time lag results in benefits being higher than the costs resulting in positive economic profit in periods of relatively low investments.

Although both timing and the size of the investment affect the profitability in the short term, this effect appears to be fairly small, compared to the impact of efficiency improvements within the firm. The latter factor appears to be crucial to the overall profitability and, hence, financeability, of the operator. The more the firm improves its efficiency, the faster the costs of the existing inefficiencies decreases. 

Conclusions

We conclude that the new regulatory framework for the period 2011 – 2013 enables TenneT TSO to finance investments in replacement and network extension. In the long run all costs, including the normal costs of capital, will be fully compensated by the revenues. This conclusion is subject to the condition that the TSO eliminates the existing inefficiencies in the network and that it is able to improve its overall efficiency yearly. If this condition is not met, the shareholder will possibly face a loss of more than one hundred million Euros.
Obviously, it cannot be ruled out that periods of less favourable financial circumstances will occur in the future. After all, the financeability of a firm does not only depend on the long-term profitability. It is possible to give a network operator sufficient financial buffer capacity to deal with such adverse circumstances by loosening the tightness of the regulation. The downside of such a measure is a higher risk of supernormal profits.  An alternative of giving more financial leeway in advance is creating flexibility within the regulatory framework. In designing such a flexibility, careful attention needs to be paid to prevent any moral hazard problems.
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