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1 Introduction

In August 2023, ARERA published a consultation document
(381/2023/R/com) discussing the criteria for the implementation of the
new ROSS-base regulation for the gas transport, electricity transmission
and electricity distribution services. As anticipated in the previous ‘Testo
integrato della regolazione per obiettivi di spesa e di servizio' (TIROSS)
publication,’ one of the topics covered in the consultation was the
possibility to introduce an adjustment methodology in the indexation of
the Regulatory Asset Base (RAB) to ensure that no over-/under-
compensation would arise in the transition from the current regulatory
model to the ROSS-base model.

The RAB indexation mechanism is a pivotal component in the oversight
of regulated utilities within infrastructural sectors such as energy and
water. The RAB represents the assessed value of a utility's assets,
inclusive of infrastructure investments. Through inflation indexation,
regulatory authorities systematically recalibrate the RAB to counteract
the erosive impact of inflation. In the specific case of Italian energy
networks, the parameter used to update the RAB for inflation is the
gross fixed assets deflator (so-called 'deflatore degli investimenti fissi
lordi' or 'deflatore").

We understand the current regime works as follows.
o Assets that enter into operation are added to the RAB with @

one-year lag, i.e. assets entering into operation (so-called
‘incrementi patrimoniali’) in t-1are added to the RAB in t.

° When assets are first added to the RAB, their historical cost is
not updated for inflation between t-7and t.
o The deflatore used to revalue the RAB captures changes in

inflation with a lag. This is because, for each regulated service,
the deflatore is computed using the most up-to-date inflation
data available at the time that tariffs are set—tariff approvals
takes place in the year before the relevant ‘tariff year'.?

o The RAB is then updated yearly using the deflatore. Note that, as
we explain further below, because the deflatore captures

T ARERA (2023), 'Delibera 163/2023/R/com, Allegato — TIROSS e ROSS-BASE', April, article 32.
2 Tariff approvals take place by 31 May t-1for gas transport and by 15 December t-1for electricity
transmission and distribution.
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inflation with a lag, the RAB is not currently expressed in year t
prices.

The deflatore is calculated as the average change in the inflation index
in the last four quarters available at the time of the tariff approval,
compared with the same quarters of the previous year. This
approximately translates into a one-year lag for gas transport (GT) and
a 0.75-year lag for electricity distribution (ED) and transmission (ET).?

For example, with specific reference to the 2023 tariff updates, the
'latest’ assets (incrementi patrimoniali) added to the RAB are those that
entered in operation in t-1(2022). The RAB is updated until '2022', with
the deflatore defined as follows:

Average(nQZ (2021): TQ3(2021)5 Q4 (2021)s Q1 (2022))

Deflatore ET /EDygy3 =
Average(an (2020) TQ3(2020): Q4 (2020): Q1 (2021))

Average(T[Ql (2021)5 TQ2(2021)5 Q3 (2021)) Q4 (2021))

Deflatore GTypy3 =
Average(nQ1 (2020)7 0Q2(2020): Q3 (2020); o4 (2020))

The ET/ED formula above, for electricity transmission and electricity
distribution, highlights how the 2023 tariff only partially reflects the
average change of inflation (as measured by the deflatore) in 2022,
while the GT formula for gas transport reflects the average change in
inflation in 2021.

With the introduction of the new ROSS-base regime in 2024, the
deflatore will be calculated with reference to outturn inflation data for
a given year and will capture the average rate of change between t-1
and t-2 calendar years. For instance, for 2024 tariffs, the RAB will be
updated until 2023 and hence it will be expressed in t-1prices.
Therefore, the introduction of the ROSS-base will reduce the lag in the
indexation of the RAB. This reduction means that during the transition
from the current regulation to the ROSS-base regime a gap will emerge
when going from the 2023 tariffs to the 2024 tariffs.

The TIROSS (decision 163/2023) recognises that changing how the
deflatore is calculated might give rise to discrepancies and potentially
lead to over-/under-compensations. In this context, ARERA has asked
Oxera to comment on what could be an appropriate way to account for
the gap in the deflatore. In the remainder of this note we focus our

5 The lag in the ET and ED tariffs is from Q2 to Q4 of t-1, and hence three quarters (or nine months).
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attention on the electricity transmission and distribution sectors, as
they present, arguably, the more contentious and complex methodology
and adjustment compared with gas transport.
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2 Some considerations on the deflatore
As anticipated, for electricity transmission and distribution sectors, the
current regulation defines the deflatore for a given tariff year t as:

Average(n _ouT oV T T B
Deflatore, = 9¢(Te2 (1-2)3 Ta3(t-2)3 Tas (1-2)i a1 ¢-1)

Average(an (t=3)s TTQ3(t-3)5 T4 (t-3) Q1 (t—Z))
Where:

e mwis the quarterly value of the inflation index;
e (Qis the quarter.

With the introduction of the ROSS-base framework, the deflatore for a
given year t will be constructed looking at the average rate of change
between the two previous calendar years:

Ty Average(n ), T ), T T _
Deflatore, = t-1 g ( 01 (t—-1)> TQ2(t-1): Q3 (t—-1)> Q4 (¢ 1))

Tz Average(mor (t-2) Toz(e-2)i o3 (t-2)i T4 (t-2))

We can see from the equations above that the difference between the
two methodologies lies in the use of Q2-Q4 data for the year t-1.
Therefore, to account for inflation in the transition between the two
models, an adjustment should be made to consider Q2-Q4 of t-1. More
specifically, in the context of setting the tariffs for 2024, the data from
Q2 to Q4 2022 should be considered—i.e. the quarters that are not
captured in the deflatore used for the 2023 tariff update.

To put it differently, the current deflatore updates the RAB value to Q1 t-
1and, with the introduction of the new ROSS regulation, the new
deflatore will be designed so as to update the RAB value to Q4 t-1.
Hence, in the transition between the two regimes, the inflation between
the end of Q1 and Q4 of t-1should be considered. Taking 2023 as an
example, the inflation level in the nine-month period (from the end of Q1
to the end of Q4) of 2022 should be considered.
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3 How could the deflatore adjustment be
calculated?

One way to calculate this inflation differential is to take the difference
between the last datapoint used as part of the 2023 tariff update (Q1 of
t-1) and the most recent datapoint for 2022 (Q4 of t-1):

T _
Deflatore adjustment = % GatD)}

T Q1 (t-1)

This methodology is straightforward to implement, and would ensure
that the actual inflation between Q1 and Q4 of t-1is captured—
including, by construction, Q2 and Q3 of t-1.

An alternative methodology is to estimate the average nine-month
inflation over the last quarters of t-1.

Average(Toz (1)) To3(t-1): o4 t-1))

Average(mos (e-2) Toa(e-2)i To1 (¢-1))

Deflatore adjustment =

However, it is worth noting that this methodology does not reflect the
actual inflation level between Q1 and Q4 of t-1. Rather, it would
represent a proxy to estimate the actual inflation level, in line with how
the current deflatore is calculated. The two options are summarised in
Figure 1 below.
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Figure 1

Illustrative example of the deflatore adjustment for ET/ED
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4 Conclusions

As part of the latest tariff approvals for 2023, the RAB of all regulated
energy networks has been updated using the deflatore, and expressed
in 2021 prices for GT and on Q12022 prices for ET/ED. Hence, the current
methodology used to calculate the deflatore (which differs between
regulated services) reflects changes in inflation with a lag. While the
current methodology does not create problems if ‘extended in
perpetuity’, as the following/most recent quarters will be recovered in
subsequent tariff years, but with a lag, this will create a gap when the
ROSS-base framework is introduced.

In order to ‘bridge’ the inflation gap between the 2023 and 2024 tariffs,
the deflatore should be adjusted to account for the missing quarters
(from end of Q1to end of Q4 2022 for ET/ED and Q1-Q4 2022 for GT). We
outlined two options to adjust the deflatore to account for that when
setting 2024 tariffs. In short, the two options consist of revaluating the
RAB in a two steps process:

e first, the latest RAB value should be revalued to 31 December 2022
prices;

e second, the RAB in 31 December 2022 prices should then be
revalued to 31 December 2023 prices.

Hence, the deflatore used in the first year of the ROSS-base regime will
reflect a 1.75-year period for the ET and ED sectors, and a two-year
period for the GT sector.

Public RAB indexation: the deflatore adjustment
© Oxera 2023



oxera

Contact

Leonardo Mautino

Partner

+44 (0) 1865 253036
leonardo.mautino@oxera.com

oxera.com



http://www.oxera.com/
https://www.linkedin.com/company/oxera
https://www.instagram.com/we.are.oxera/
https://www.linkedin.com/company/oxera
https://www.x.com/oxeraconsulting

		2023-11-02T16:31:25+0100
	Biagio De Filpo


		2023-11-02T16:37:24+0100
	Stefano Besseghini




