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Overview
The EC’s proposal for ownership unbundling of the transmission networks for electricity and gas, presented in the ‘Third Package’ in September 2007, stirred up a heated debate. The current institutional and regulatory design with respect to electricity transmission varies significantly across the EU. The EU only requires legal unbundling, which makes joint ownership of electricity transmission and generation assets possible. The Energy Sector Enquiry of DG Competition (EC, 2007a) concluded that the vertically integrated structure that currently exists in many countries is an obstacle both to short-run competition (through discriminatory access to networks) and long-run infrastructure expansion (insufficient incentives for new investments). Therefore, in its third legislative energy package for internal energy markets, the European Commission (EC) proposed full ownership unbundling of electricity transmission and generation, or, if this option would prove practically (read: politically) infeasible, at least the creation of independent system operators (ISO). Alternative institutional designs are proposed: for example the option of regional transmission operators (RTOs) or continuation of vertical integration, but with stronger regulatory and institutional controls.

Part of the debate centers on whether ownership unbundling is really necessary and whether its benefits outweigh its costs. Another part focuses on the issue of regional market integration, which some consider more important than perfecting the level playing field within countries. In this paper, we will review how the different governance options for transmission that the EU presented in its ‘Third Package’ in September 2007 affect the choices with respect to the design of the regulatory framework and its impact on optimal transmission infrastructure expansion. Specifically we will address the following question: What is the preferable institutional framework for electricity transmission infrastructure operation and expansion in the EU, given the public goals and existing situation in the European electricity markets (for example with respect to market concentration)?

In this paper we focus exclusively on the network of alternating current (AC) transmission lines, which form the bulk of the European transmission network. We analyze the current proposals in the light of the literature on network regulation.
Conclusions
The EU’s proposal for ownership unbundling of TSOs is firmly supported by the literature. Ownership unbundling removes uncompetitive advantages as well as an important disincentive for investment. Regulation of vertically integrated companies may provide an alternative to ownership unbundling, but if it is effective, it is unclear what the benefits of continued vertical integration are.

Removing the disincentive to invest in links with neighboring networks, that exists in vertically integrated firms, is particularly important with respect to European market integration, which in the long term will require substantial network investment. The argument, sometimes raised, that the debate should not focus on ownership unbundling but on regional integration presents a false choice, therefore: ownership unbundling, by removing an important obstacle to network investment, would facilitate regional integration. Regional market integration would further be supported by the creation of international ISOs that take over network operation from clusters of TSOs. This proposal, too, would benefit from ownership unbundling, as vertically integrated firms would find it against their commercial interests to hand over certain operational functions and control over competitively sensitive network information.

With respect to the regulation of network investment, the current level of development of European markets does not appear to support more sophisticated schemes than regulatory approval based on a social cost-benefit analysis. This is not a terrible thing. On the one hand the theoretical proposals for more economically efficient regulatory schemes fall short of true economic efficiency, which means that they can deliver at best a relative improvement. On the other hand, the downside of the current process, that it may lead to excess investment (the Averch-Johnson effect), is probably limited. In practice, permitting restrictions limit network expansion, while the social cost of excess investment in transmission is quite limited in comparison to any shortfalls. In fact, excess capacity also has benefits in terms of higher reliability and allowing more competition.
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