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APPROVED
with Decision No. 37
of 6 February 2008
by the Public Utilities Commission
Methodology for the Calculation of 
Natural Gas Transmission Service Tariffs
Issued pursuant to Section 15, Paragraph 1.1
of the Energy Law and

Section 25, Paragraph one
of the Law On Regulators
of Public Utilities
1. General Provisions
1. Methodology for the calculation of tariffs on natural gas transmission services (hereinafter – the Methodology) shall be applied in order to set tariffs on natural gas transmission services.

2. The Methodology has been developed in accordance with the Energy Law, the Law On Regulators of Public Utilities, regulations regarding the supply and use of gas, as well as other regulatory enactments.

3. The following terms are used in this Methodology:

3.1. base year – the first year of the tariff review period;
3.2. base tariff – value of the transmission service tariff specified according to the costs for the base year of the tariff review period;
3.3. balance of natural gas – the volume of natural gas transmitted for domestic consumption and the needs of other states, consumption of natural gas for technological needs and losses of natural gas;
3.4. consumption of natural gas for technological needs – the natural gas used for ensuring the technological processes of a provider of natural gas transmission services;
3.5. losses of natural gas – the difference between the volume of natural gas supplied to the transmission system and the volume of gas transferred to foreign users and a distribution system operator (hereinafter – DSO) within the relevant period of time, not including the consumption of natural gas for technological needs;
3.6. meter for the commercial accounting – a measurement appliance or a system of measurement appliances for accounting of the quantity of natural gas in commercial accounting;
3.7. normal cubic metre of natural gas (nm3) – the quantity of consumed natural gas recorded by a meter for the commercial accounting, which is re-calculated pursuant to the specific parameters of the standard condition of natural gas. In this Methodology it is the amount of the dry natural gas occupied by one cubic metre of natural gas if the absolute pressure is 101.325 kPa (1.033277 kg/cm2) and the temperature is 293.15 K (+20?C);
3.8. regulatory asset base (RAB) – the value of fixed assets and intangible investments owned and leased by a service provider, which are attributable to the regulatory service, as well as the value of stocks;
3.9. tariff review period – the time period for which tariffs are specified;
3.10. lowest calorific value (kcal/nm3) – the quantity of heat specified in the natural gas purchase contract, which is released when one normal cubic metre of dry natural gas is completely combusted provided that the water vapour contained in the combustion products remains in a gaseous state;
3.11. natural gas storage – high pressure pipelines, boring wells and collection sites of natural gas, surface technological equipment and a subsoil reservoir made in an underground layer of rock, in which injection and withdrawal of natural gas is ensured by compression facilities;
3.12. cross-border transmission system – part of the transmission system from interstate connections to the natural gas storage together with branches and gas regulation stations of the transmission system operator (hereinafter – TSO); and
3.13. transmission system of regional supply – a part of the transmission system (branches from the cross-border transmission system, which are not used for cross-border transmission of natural gas) for the supply of the populated areas of Liepāja, Daugavpils, etc., together with branches and TSO gas regulation stations.
4. The costs of the provision of services shall be taken into account for specification of the tariffs on natural gas transmission services (hereinafter – transmission service).

5. A provider of natural gas transmission services (hereinafter – service provider) shall reflect the transmission services costs in a precise and lucid manner, including therein only the assets and activities related to transmission services. Only such technologically and economically justified costs that are necessary for the efficient provision of transmission services shall be included into the calculation of tariffs.
6. A service provider shall use a cost allocation model, the basic principles, specification and implementation of which he or she shall co-ordinate with the Regulator. Upon the request by the service provider the Regulator may review the co-ordinated cost allocation model.
7. The duration of the tariff review period on transmission services shall be three years. The Regulator may also take a decision regarding an extension of the tariff review period.
8. If forecasts of the transmitted volumes of natural gas, consumption structure, currency exchange rate and other parameters that have been used in approving the existing tariffs differ from the actual parameter values and it affects the financial indicators of the performance of a service provider to an extent exceeding LVL 500 000, the service provider shall take into account such differences by increasing or reducing the planned income in the next draft tariffs by the amount of deviation from the forecasts and increasing or reducing tariffs accordingly.
9. The RAB and rate of return on capital shall be used for the specification of capital costs. The RAB to be used for specification of the return of capital shall reflect the actual investments in the provision of services. The rate of return on capital shall be the average weighted rate, specified by the Regulator, of the established return rate of equity capital and of the long-term credit interest rates fixed for the borrowed capital. The rate of return on capital shall be calculated for a specified proportion of the equity capital and the borrowed capital. The rate of return on capital shall be determined so that as not to influence the choice of a service provider between the use of the equity capital and the borrowed capital. Upon the request by the service provider, the Regulator shall determine the rate of return on capital before the submission of draft tariffs. The depreciation of fixed assets and the write-off value of intangible investments in accordance with financial statements shall be included in the capital costs.
10. Pursuant to the Law On Regulators of Public Utilities tariffs on the transmission service shall correspond to economically justified costs. In determining base tariffs, the Regulator shall carry out an analysis and evaluation of profits and costs.
11. A service provider shall indicate all the costs with an accuracy of 0.5 thousand lats [thousands of lats] and the volume of transmitted natural gas with an accuracy of 10 thousand cubic meters [thousands of nm3].

2. Natural Gas Balance and Average Transmission Distances
12. The natural gas balance of a service provider shall be drawn up by evaluating the domestic natural gas consumption, the amount of natural gas to be supplied from other states, the consumption of natural gas for technological needs and losses of natural gas.

13. Expanded natural gas balances shall be drawn up for the calculation of service tariffs:
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where
Qpārv.ST – natural gas transmitted by the cross-border natural gas transmission system [thousands of nm3];
Qpārv.LV – natural gas transmitted in the cross-border natural gas transmission system for the needs of users of Latvia [thousands of nm3];
Qpārv.c. – natural gas transmitted in the cross-border natural gas transmission system for the needs of foreign users [thousands of nm3];
Qpārv.reg. – natural gas transmitted in the transmission system of regional supply [thousands of nm3];
Qtehn.pārv. (ST,reg) – losses and the natural gas used for operational needs in cross-border and regional transmission of natural gas in stages of the technological cycle of transmission [thousands of nm3];
Qnod.SSO – the total amount of natural gas transferred by the TSO to the DSO [thousands of nm3];

Qzud.tehn. (ST, reg.) – technological losses in the transmission system of cross-border and regional supply [thousands of nm3]; and
Qpašpat.(ST,reg.) – home consumption for technological needs of the transmission systems of cross-border and regional supply, heating, generation of hot water and own motor vehicles [thousands of nm3].

14. The average transmission distance of the cross-border natural gas transmission system LST [kilometres] shall be calculated according to the data of the TSO’s dispatcher service regarding the actual transmission distances of the cross-border natural gas transmission system.
15. The total volume distances of the cross-border natural gas transmission system of the TSO and the volume distances of natural gas transmitted within a time period of one year for the needs of users of Latvia [thousands of m3 x km] shall be calculated according to the following formula:
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where

VLST – the volume distance of natural gas transmitted by the cross-border natural gas transmission system within a time period of one year [thousands of m3 x km];

Qpārv.c. – natural gas transmitted in the cross-border natural gas transmission system for the needs of foreign users [thousands of nm3];
LST – the average transmission distance of the cross-border natural gas transmission system [km]; and
Qpārv.LV – natural gas transmitted by the cross-border natural gas transmission system for the needs of users of Latvia [thousands of nm3].
3. Costs to be Included in the Calculation of Tariffs

16. The costs to be included into the calculation of the tariffs on transmission services (IPSO.ST, IPSO.reg) shall consist of capital costs (Ikap.ST, Ika.reg), operational costs (Iekspl.ST, Iekspl.reg) and taxes (Inod.ST, Inod.reg). Only such costs that relate to the provision of transmission services and are justified shall be included into the calculation of service tariffs.
IPSO.ST= Ikap.ST + Ieksp.ST + Inod.ST 

IPSO.reg = Ikap.reg + Iekspl.reg + Inod.reg 

3.1. Capital Costs

Capital costs shall be made up by return of capital and depreciation of capital (amortisation):
Ikap. = Inol. + P ,
where

Ikap – capital costs [lats];

Inol – depreciation of fixed assets and the write-off value of intangible investments [lats]; and

P – return of capital [lats].

18. On the basis of the return of capital the Regulator shall analyse the profitability of the performance of a service provider during the tariff review period. The service provider shall establish such accounting of capital costs and the cost allocation thereof according to transmission services, which provides a precise and unambiguous view of changes in costs.
3.1.1. Regulatory Asset Base

19. The Regulator shall determine the value of the RAB for the beginning of the base year of the tariff review period, relating to it only eligible assets or part thereof, using in calculations the residual value of the balance sheet at the end of the year from the financial statement of the previous year. Financial investments, amounts receivable, securities, participating interest in capital and monetary instruments, as well as the accumulated supplies of gas for sale shall not be included in the value of regulatory assets. The RAB shall correspond to the value of the capital assigned for the provision of long-term services (equity capital and long-term credits or a part of the borrowed assets capital).
20. In specifying the value of the RAB, results of the fixed assets revaluations carried out up to 1 January 2008 shall be taken into account. The results of fixed assets revaluations carried out after 1 January 2008 shall not be included into the value of the RAB. The revaluation reserve, which is attributed to such revaluated fixed assets and relates to the revaluation of fixed assets within a time period subsequent to 1 January 2008, shall be subtracted from the balance sheet value of the revaluated assets.
21. Fixed assets acquired from a payment for connection received from a user shall not be included into the value of the RAB, and depreciation of the corresponding fixed assets shall not be covered by a tariff. Return of capital on the corresponding assets shall not be included into the calculation of tariffs.
22. The balance sheet value of the fixed assets, which are not efficiently used in the provision of transmission services, shall not be included in the RAB or shall be partially included, and the depreciation of the corresponding fixed assets shall not be covered by a tariff. If assets, or a part thereof, that are not used for the provision of transmission services are included in the calculation of tariffs, a service provider shall also make adjustments to the calculation of return of capital. The Regulator may require a merchant to submit an evaluation of the technical condition and operating life of the fixed assets.
3.1.2. Return of Capital

23. Return of capital shall be calculated according to the following formula:

P = RAB×wacc,
where

P – return of capital [lats];
RAB – the value of the RAB at the beginning of the base year of the tariff review period [lats]; and

wacc – the weighted average cost of capital (%).

24. The weighted average rate of return on capital shall be calculated according to the following formula:

wacc = re×E/(E+D) + rd ×D/(E+D),

where

wacc – the weighted average cost of capital [%];
re  – rate of return on equity capital;

E/(E+D) – ratio of the equity capital to the total (equity and borrowed) capital;

rd  – rate of return on borrowed capital; and

D/(D+E) – ratio of the borrowed capital to the total (equity and borrowed) capital.

25. The rate of return on equity capital shall be calculated according to the following formula:

re = rf + rc,
where

rf – the average rate of the long-term (risk-free) securities interest rate in states that are members of the Organisation for Economic Co-operation and Development (OECD); and

rc – risk premium which includes the assessment of state risk and sectoral risk.

26. The rate of return on the borrowed capital shall be determined: 

26.1. as the average long-term credit rate for domestic merchants, reducing it by the possible volume rebate;

26.2. as the actual average interest rate of long-term credit of the service provider; and

26.3. as the sum of the long-term interest rate of the government debt securities and the sectoral risk premium.

27. The forecasted return of capital shall be assessed for the whole tariff review period in order to determine the validity of the tariffs and the profitability of the performance of a service provider.

3.1.3. Depreciation of Fixed Assets and the Book Value of Written-off Intangible Investments
The depreciation of fixed assets and the value of the written-off intangible investments shall be calculated according to the following formula:

Inol = Inol pam + Inol nem ,

where
Inol – depreciation of fixed assets and value of written-off intangible investments [lats];

Inol pam – depreciation of fixed assets [lats]; and
Inol nem – write-off of the origination costs of intangible investments [lats].
29. Depreciation of fixed assets shall be calculated in accordance with the international accounting standards and the accounting policy adopted by the service provider.

30. If the fixed assets are not used at full intensity, the calculated depreciation shall be adjusted according to efficient use of the fixed assets.

31. The write-off of the intangible investment value shall be calculated for the research costs and development costs of a service provider, the costs arising from concessions, patents, licences, trade marks and other intangible investments (except for the intangible value of the service provider), taking into account the international accounting standards and the accounting policy adopted by the service provider.

3.2. Taxes

32. The immovable property tax (Iīp nod) on the buildings, constructions and land owned and leased by a service provider shall be calculated in accordance with regulatory enactments.

33. The enterprise income tax (Iien nod) shall be calculated in accordance with regulatory enactments.

3.3. Operational Costs
34. Operational costs of a service provider shall be calculated according to the following formula:

Iekspl = Itehn proc + Ipers + Irem + Isaimn ,
where
Iekspl – operational costs of the service provider [lats];
Itehn proc – costs of losses of natural gas and costs for the provision of technological processes [lats];
Ipers – staff and social costs [lats];
Irem – costs of current operational renovations that are necessary for the maintenance of property and have been carried out [lats]; and
Isaimn – other costs of economic activity [lats].

35. The costs of losses of natural gas transmission and of ensuring the technological processes (Itehn proc) shall be related to the difference between the volume of natural gas supplied to the transmission system and the volume of natural gas removed from the transmission system within the particular period of time, and shall consist of the losses of natural gas transmission and the consumption of natural gas for technological needs.

36. Staff and social costs (Ipers) shall be calculated in accordance with the Labour Law and regulatory acts regulating the field of social insurance.

37. Costs of the current renovations that are necessary for property maintenance and have been carried out (Irem) and costs of work, which is necessary for the maintenance in working order and preservation of the transmission system assets and the fixed assets of administration (buildings, constructions, equipment, etc.), both included in the balance sheet and leased, and which are performed by other merchants, shall be written off and recorded in the accounting period during which they arose. The need for renovation shall be determined by the obligation of the service provider to ensure safe and uninterrupted transmission of natural gas. Capitalised renovation costs shall not be recorded into this item.

38. Other costs of economic activity (Isaimn) shall be the costs related to the economic activity of a service provider, which are necessary in order to ensure the provision of transmission services and are not recorded under other balance items of costs.

4. Cost Allocation Principles

39. Costs of a service provider shall be divided into costs of the cross-border transmission system and the regional supply transmission and calculated according to the following formulas:
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where
IPSO – total costs of PSO [lats];
IPSO.ST – costs of the cross-border transmission system [lats]; and
IPSO.reg – costs of the transmission system of regional supply [lats].
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where
IPSO.ST – costs of the cross-border transmission system [lats];
IPSO.ST.starpt – part of the costs of the cross-border transmission system attributable to cross-border transmission [lats]; and
IPSO.ST.LV – part of the costs of the cross-border transmission system attributable to the supply of users of Latvia [lats].
40. Costs of cross-border and regional supply transmission shall be separated in proportion to the length of the transmission pipelines.

5. Calculation of Base Tariffs of Transmission Services
41. The base tariff of a service of the cross-border transmission system in lats for transmission of 1000 m3 of natural gas over a distance of 100 km [LVL/thousands of m3 x 100 km] shall be calculated according to the following formula:
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where
TPSO.ST.b – base tariff of the service of the cross-border transmission system [lats/thousands m3 x 100 km];
IPSO.ST – costs of the cross-border transmission system [lats]; and
VLST – the volume distance of natural gas transmitted by the cross-border natural gas transmission system within a time period of one year [thousands of m3 x km].
42. Base tariff of a transmission system service for users of Latvia in lats for transmission of 1000 m3 of natural gas [LVL/1000 m3] shall be calculated according to the following formula:
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where
TPSO.LV.b – base tariff of the transmission system service for the supply of users of Latvia [lats/1000 m3];
IPSO.reg – costs of the transmission system of regional supply [lats];
IPSO.ST.LV – part of the costs of the cross-border transmission system attributable to the supply of users of Latvia [lats]; and
Qnod.SSO – natural gas delivered to the distribution system operator by interstate transmission systems and transmission systems of regional supply.
6. Tariff Setting Procedure

6.1. Development and Submission of a Draft Tariff
43. A service provider shall develop a draft tariff pursuant to this Methodology, specifying the costs in relation to the totality of the transmission service and the base tariff.

44. A draft tariff shall consist of calculations and the justification of costs forming the tariffs. Tariffs shall be calculated on the basis of the costs forecasted for the base year in distribution according to the items of costs specified in this Methodology. Concurrently with the costs forecasted for the base year, a service provider shall submit information to the Regulator regarding the anticipated costs for the current year and actual costs of the two preceding years.

45. Concurrently with a draft tariff of transmission services a service provider may submit a request to the Regulator to allow performing specification of tariffs of transmission services by himself or herself according to this Methodology.

6.2. Evaluation of Draft Tariff
46. The Regulator shall evaluate draft tariff within the term specified in the Law On Regulators of Public Utilities.

47. The Regulator shall approve or reject base tariffs by evaluating the justification of costs that form them. 

48. During evaluation of the draft tariff a service provider may submit corrections of, and additions to, the draft tariff.

49. The transmission service tariffs specified by the Regulator shall be in effect up to specification of new tariffs.

50. During the tariff review period a service provider may submit to the Regulator a new draft tariff for the transmission service.

51. If the Regulator has approved the base tariff and has granted a permit pursuant to Section 15, Paragraph 1.1 of the Energy Law, the service provider shall determine the transmission service tariffs himself or herself in accordance with this Methodology, complying with the following procedures:

51.1. If a service provider takes a decision regarding new transmission service tariffs during the tariff review period, the provider shall publish the transmission service tariffs in the newspaper Latvijas Vēstnesis [the official Gazette of the Government of Latvia] not later than within two months prior to the entry into effect of the new transmission service tariffs and shall inform the Regulator regarding the new transmission service tariffs. Concurrently, the service provider shall submit to the Regulator a substantiation for the new transmission service tariffs and information regarding the actual costs of the preceding period, the forecasted data regarding the new transmission service tariffs, as well as comparison tables indicating structural changes of users, and other documents that substantiate the need for the new transmission service tariffs.

51.2. The Regulator shall, within 21 days after receipt of the transmission service tariffs, evaluate:

51.2.1. the conformity of the submitted transmission service tariffs to this Methodology; and

51.2.2. the economic substantiation of the submitted transmission service tariffs.

51.3. If the Regulator has not taken a decision regarding the non-conformity of the submitted transmission service tariffs to this Methodology or has not rejected the economic substantiation of the transmission service tariffs within 21 days after receipt of the transmission service tariffs, the transmission service tariffs shall come into effect on the date specified by the service provider.

51.4. If the Regulator, within 21 days after receipt of the transmission service tariffs, takes a decision regarding the non-conformity of the submitted transmission service tariffs to this Methodology or rejects the economic substantiation of the transmission service tariffs, the transmission service tariffs shall not come into effect on the date specified by the service provider. The Regulator shall, within 7 days after taking the decision, forward the decision to the service provider and publish a notification regarding the decision taken in the newspaper Latvijas Vēstnesis, revoking the coming into effect of the transmission service tariffs.

52. If factors affecting profitability change, the Regulator may propose a review of the transmission service tariffs.

Chair V. Andrējeva
Translation © 2009 Tulkošanas un terminoloģijas centrs (Translation and Terminology Centre)
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