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Date:	 18th February 2000
To:            The Files                 
From:	 Barry Pearce, Neil Tarling
Re:	 Mark to Market Transmission Capacity – Dutch/German Border
This memorandum briefly outlines the justification for, and the rationale behind, the mark to market of Continental Power Transmission Capacity at the Dutch/German border.

1. Background

The basis differential between the Dutch APX (Amsterdam Power Exchange) market price and the Northern German market price is forecast based upon a number of factors, including prevailing market prices, broker quotes and various economic conditions (see monthly curve validation reports for further details).

The basis differential should, in simple terms, be generally equal to the cost of moving power between the two regions. That basis differential can be inferred as the ‘mid’ price of transmission. This concept is consistent with the gas transportation methodology used by ECT NA in the US markets.

As such, any purchases of transmission should be compared to the ‘mid’ market price and ‘marked’ against this price accordingly. We have ensured that sufficient liquidity and transparency exist in both the physical power and transmission ‘markets’ to enable us to calculate and justify the ‘mid’ price(s) we have and will be using on an on-going basis. This is evidenced by a) a vibrantly traded physical and financial trading market and b) increasingly active transmission capacity market.

2. Specifics of the Dutch/German Border Transmission Capacity

ECT has traded into a long transmission position for Cal2000 of 820mw. Previously the cost of the transmission has been accounted for using an accrual methodology. On a daily basis we wrote-off costs as they occurred – whether the transmission was used or not. If a term deal was signed which locked in the physical power either as a buy or sell, the transmission costs were recognized ‘forward’ for the period of the deal, at that time.

Our intention now is to change that methodology to one of MTM. This will be achieved as follows:

· Immediately recognize the forward cost of all Dutch/German Border transmission capacity purchased for Cal2000

· Calculate the ‘mid’ price for transmission capacity between the Netherlands and Germany.

· Mark the ‘mid’ price against the cost paid by ECT.

· Adjust for physical/financial (peak/off-peak) constraints relating a) the amount of transmission we are actually able to use at the Dutch/German border and b) the load factor achieved.

· Adjust transmission volumes for previously allocated bi-lateral trades

We will ensure that we review our assumptions on a regular basis to ensure that they are aligned to forward market prices and expectations as well as historical and liquidated information.





3. Other Basis Differentials & Locations in the Continental Power Region

At present, it is not our intention to mark any other transmission capacity in the European region. Again, we will monitor the market for increased liquidity and transparency in all areas and amend this assumption as time and market conditions dictate.

4. P/L on Initial Mark

· We have paid approximately €4.2m for Dutch/German border transmission (APX) for the calendar year 2000. 

· We have inferred the APX/CEPI (Central European Power Price) price differential from our trading curves.

· We have initially assumed a pro-rated transmission usage rate of 13% of our total available purchased capacity (in the region of 607mw, as 213mw has been assigned to bi-laterals). This is based upon both historical and predicted utilization rates.

· We have initially assumed a load factor (amount of hours in the period when we will be able to use the capacity) of approximately 45% (generally peaks). Again, this is based on both forward and historical expectations.

· The net of these factors result in a booking gain of approximately €10.1mm, derived from an expected utilization of around 384,000mwh.

5. Conclusion

In our opinion the transparency and liquidity of the Dutch/German basis differentials and related transmission capacity pricing is sufficient for us to mark forward the expected 2000 transmission revenues and related costs.

We will continue to monitor this assumption on an on-going basis.
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