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The recently proposed “3rd EU Energy package” places great emphasis on the availability and use of interconnection transmission capacity between Member States as the main tool of trading and integrating the Wholesale Electricity Markets of Europe. Cross-border Trading is the cornerstone of a well functioning Internal Electricity Market and at its heart lies a transparent, non-discriminatory Third Party Access framework, unimpeded by national borders or other boundaries. This is especially true for markets, where spot liquidity is not yet significant and/or where there exists fear of the market power of incumbents. Cross-border competition can thus help to foster liquidity in former illiquid markets. 
To compete effectively across borders, market participants need the ability to fix the delivered price of electricity in advance. This requires the ability to fix the price of transmission for cross-border deliveries, in addition to fixing the price of electricity within national markets (i.e. by trading in national forward markets). Market participants therefore need to be able to buy transmission capacity rights that allow them to deliver power across borders for a fixed price. However Market participants can generally not take on a price-spread risk between two markets because they do not have an ability to manage such a risk as long as there is no transmission right available that provides a valid hedge. TSOs are natural sellers of transmission capacity rights in the market and are the only players in a position to offer the required firm transmission hedges to the market. This paper presents a Wholesale Trader’s vision on how to approach the issue of allocation of cross-border transmission capacity rights and congestion management across the continent and in particular focuses on the following key questions:
· How should cross-border capacity be allocated and what methods qualify as “market based” allocations? 
· How should congestion be managed and what methods qualify as market-based?
· How can the physical amount of cross-border capacity be maximised and how can the maximum allocation and usage of that capacity be ensured?
· How should revenues stemming from the sale of capacity rights be used by the TSO? 
The five principles governing the answers to the above question are stemming from the requirement by market participants to be able to hedge their cross-border price risk:

1.
TSOs shall auction physical transmission rights or financial rights with equivalent effect. 

It is essential for market participants to be able to buy transmission capacity rights that allow them to deliver power across borders for a fixed price. Only auctions meet the criteria set out in the Regulation for non-discriminatory and market based allocation of transmission capacity. The qualifying auctions may be explicit (i.e. of tradable rights for market participants to use capacity) or implicit (i.e. based on lowest offered electricity prices, through power exchange based market coupling). Capacity rights do not absolutely need to be physical, they can instead be structured as financial instruments. In some European regions the use of such rights still entails linking rather illiquid market or price areas. In other regions, where trading of power as a commodity is already sophisticated and liquid, a secondary market in transmission rights may complement market-coupling procedures for the day-ahead market. In both cases the evolution of a transparent basis risk as between countries or regions with different power prices will help the development of cross-border competition.
2. 
TSOs shall auction the maximum of available capacity over appropriate timeframes.

Borrowing the model of the forward electricity commodity markets, TSOs could organise term transmission auctions regularly, on each occasion for a variety of maturities. They should allocate to market participants the maximum amount of capacity expected to be available in a given hour of a given day, well in advance of the D-1 timeframe. Auctioning at least one year ahead two thirds of the available capacity (and most of the remainder monthly or quarterly) would be in line with common term-sales arrangements, and would thus help develop liquidity in a traded secondary capacity market. The paper will present the state-of-the-art “Flow-Based” allocation methodology combined with flexible capacity products such as “Rights & Obligations” which the TSO can buy-back, in order to manage the real-time network operational situation whilst maximising the transfer capacity allocated to the market.
3. 
Transmission rights must be firm. 

TSOs, as natural sellers of firm transmission capacity rights, have the ability to manage the risks involved, enjoy a variety of operational and physical means to adjust those risks, and indeed are the only players in the electricity sector that can do both. The transfer of the “firmness risk” from market participants to TSOs (in exchange for payment) will result in an overall efficiency and welfare gain.

4. TSOs must not discriminate against holders of transmission rights purchased in advance of day-ahead and intra-day timeframes.

The introduction of a UIOGPFI (use-it-or-get paid for it) option for holders of transmission rights issued with maturities longer than one day ahead is advocated. For borders implicitly allocated in the day-ahead market the principle of UIOGPFI should be introduced without delay.

5. Transmission rights need to be fungible in a secondary, traded market.

Liquid secondary markets for capacity would enable TSOs to buy back in the market any proportion of rights they turn out to have oversold in advance, for example in order to manage unexpected operational circumstances. Secondary markets would also allow market participants to manage their transmission capacity portfolios.
Use of revenues from auctions

Sales of congested capacity can lead to high levels of revenue recovery in the short-term, especially if the true amount of available capacity is underestimated. The utilisation of income is particularly important in cases where the ownership of the TSO is not fully separated from that of generation companies. However, it is equally important that every TSO have a positive financial incentive to alleviate congestion and to build new capacity. The paper presents innovative regulatory mechanisms which could incentivise the TSOs to offer maximum capacity to the market and still manage profitably the risk of safeguarding the security of supply and integrity of the network.
Intra-day trading; a valuable tool to optimise positions in view of uncertainties due to increasing wind generation capacity
The paper concludes by presenting a proposal for a continuous trading platform between market participants for the period after day-ahead gate closure but prior to real time. This achieves the dual goal of on the one hand allowing market participants’ wholesale power portfolios to be optimised not only from their domestic market but also from the neighbouring markets up to a point closer to real time, diminish their risks of being out of balance and therefore being obliged to pay imbalance prices, and correspondingly help to lower the balancing burden on grid operators.

