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1. INTRODUCTION

Pursuant to Article 13, paragraph 6 of Regulation (EU) No. 347/2013 of the European Parliament and
of the Council of 17 April 2013 on guidelines for trans-European energy infrastructure and repealing
Decision No. 1364/2006/EC and amending Regulations (EC) No. 713/2009, (EC) No. 714/2009 and
(EC) No. 715/2009 (Text with EEA relevance) (OJ L 115, 25 April 2013) (hereinafter: Regulation (EU)
No. 347/2013), each regulatory authority shall adopt its own methodology and criteria used to evaluate
investments into infrastructure projects in the area of electricity and gas and any major risks associated
with such projects.

The subject Methodology and criteria for evaluating investments into infrastructure projects in the area
of electricity and gas determine the method of evaluating investments into infrastructure projects in the
area of electricity and gas of common interest in the European Union (hereinafter: projects of common
interest), criteria and risk assessment procedure for projects of common interest and measures for risk
mitigation or elimination.

2. EVALUATING INVESTMENTS INTO PROJECTS OF COMMON INTEREST
2.1 EVALUATING INVESTMENTS INTO THE POWER SYSTEM

The Croatian Energy Regulatory Agency (hereinafter: Agency) evaluates investments into the power
system based on the provisions of the act regulating the electricity market.

The transmission system operator shall, in accordance with the provisions of the act regulating the
electricity market, submit each year to the Agency for approval a ten-year transmission network
development plan based on the existing and anticipated generation and system load, after consultation
with all relevant parties concerned. The ten-year transmission network development plan contains
effective measures aimed at ensuring network availability and security of supply.

In particular, the ten-year transmission network development plan:

- indicates to the electricity market participants the main transmission infrastructure, which shall
be constructed or improved over the next ten years,

- contains investments on which a decision has already been made and determines new
investments to be realized in the next three years and

- provides a timeframe for all investment projects.

When developing the ten-year transmission network development plan, the transmission system
operator shall reasonably assume the development of the generation, supply, consumption and
exchange of electricity with other countries, taking into account the network investment plans in the
region.

The Agency consults with all actual or potential network users on the ten-year transmission network
development plan during a 15-day public consultation. Any person or entity claiming to be potential
network user may be required to provide adequate evidence. On its website, the Agency publishes the
results of the consultation procedure, in particular any investment needs.

The Agency shall check whether the ten-year transmission network development plan covers all
investment needs identified during the consultation procedure and the compliance of the ten-year
transmission network development plan with the non-binding ten-year transmission network
development plan at the EU level under Regulation (EC) 714/2009, and in the event of noncompliance,
the Agency may consult with the Agency for the Cooperation of Energy Regulators and request from
the transmission system operator an amendment of the ten-year transmission network development
plan.
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The Agency monitors and evaluates the implementation of the ten-year transmission network
development plan.

The ten-year transmission network development plan shall be aligned with the Energy Development
Strategy of the Republic of Croatia and the Implementation Program of the Energy Development
Strategy of the Republic of Croatia, the National Action Plan for Renewable Energy and the ten-year
distribution network development plan, requests for connecting network users to the transmission
network and plans for the development of neighboring transmission networks.

The ten-year transmission network development plan includes detailed investments in the next three-
year and one-year period, whereby the facilities for which the preliminary designs have been prepared
in accordance with the physical plan, the act governing physical planning and construction and the
regulations adopted on the basis of the subject act and other special regulations, subject to prior
agreement with the distribution system operator with regard to joint plants.

2.2 EVALUATING INVESTMENTS INTO THE GAS SYSTEM

The Agency evaluates investments into the gas system based on the provisions of the act regulating the
gas market.

Evaluating investments into the gas transmission system

The transmission system operator shall, in accordance with the provisions of the act regulating the gas
market, develop a ten-year transmission system development plan in accordance with the Energy
Development Strategy of the Republic of Croatia and the Implementation Program of the Energy
Development Strategy of the Republic of Croatia, and submit it to the Agency for approval, whereby
the planned investments into the construction and the reconstruction of the transmission system shall
be technically justified and economically efficient, as well as ensure an adequate degree of security of
gas supply. The ten-year plan is developed for the period commencing in the year following the year
in which the plan was submitted for approval.

In particular, the ten-year transmission system development plan:

- provides for effective measures that guarantee the adequacy of the transmission system and
security of supply,

- indicates to the gas market participants the main transmission infrastructure, which must be
constructed or expanded in the regulatory period,

- encompasses investments on which a decision has already been made and determines new
investments to be realized in the regulatory period,

- provides a timeframe for the realization of all investment projects,

- provides a ten-year projection of the transmission system development.

The ten-year transmission system development plan shall in particular include the following:

- a plan of investments into the construction and reconstruction of the transmission system,
including a plan for putting into operation of gas pipelines and other transmission system
facilities, in natural and financial indicators,

- afeasibility study for the planned investments, including a projection of gas demand and supply
in the Republic of Croatia, as well as plans for the development of the gas production system, gas
storage system and liquefied natural gas terminal (hereinafter: LNG) and sources of financing the
planned investments,

- analyses and background documents on which the ten-year projection of the transmission system
development is based.

3/9



When approving the ten-year transmission system development plan, the Agency:

- verifies the compliance of the ten-year transmission system development plan with the Energy
Development Strategy of the Republic of Croatia and the Implementation Program of the Energy
Development Strategy of the Republic of Croatia, whereby the Agency may consult with the
ministry competent for energy,

- verifies the compliance of the ten-year transmission system development plan with the non-
binding ten-year transmission system development plan of the European Union pursuant to
Regulation (EC) No. 715/2009, whereby the Agency may consult the Agency for the
Cooperation of Energy Regulators,

- consults with all existing or potential transmission system users on the ten-year transmission
system development plan through a 15-day public consultation, whereby the potential
transmission system users may be requested to submit appropriate evidence and verifies whether
the ten-year transmission system development plan covers all investment needs identified during
the consultation process,

- may require the transmission system operator to amend the ten-year transmission system
development plan.

Evaluating the investments into the gas storage system and LNG terminal

The gas storage system operator and the LNG terminal operator shall prepare the system development
plan in accordance with the Energy Development Strategy of the Republic of Croatia and the
Implementation Program of the Energy Development Strategy of the Republic of Croatia, whereby the
planned investments into the construction and the reconstruction of the system shall be technically
justified and economically efficient, as well as ensure an adequate degree of security of gas supply. In
particular, the system development plan:

- indicates to the gas market participants the system infrastructure, which must be constructed or
expanded in the regulatory period,

- encompasses investments on which a decision has already been made and determines new
investments to be realized in the regulatory period,

- provides a timeframe for the realization of all investment projects.

- provides a ten-year projection of the system development.

The system development plan shall in particular include the following:

- aplan of investments into the construction and reconstruction of the system, including a plan for
putting into operation of system facilities, in natural and financial indicators,

- astudy of justifiability of the planned investments, including a projection of the need for system
capacities in the Republic of Croatia, as well as assumptions on the needs for the system
capacities in the region and sources of financing the planned investments.

The system development plan shall be prepared for the regulatory period, with a ten-year system
development projection, and shall be submitted to the Agency along with a request for establishing the
amount of tariff items and assessed by the Agency.

3. RISK ASSESSMENT CRITERIA AND PROCEDURE FOR PROJECTS OF COMMON
INTEREST

Pursuant to Article 13, paragraph 1, subparagraph 1 of Regulation (EC) No. 347/2013, it is stipulated
that when a project promoter incurs higher risk for the development, construction, operation or
maintenance of a project of common interest falling under the categories set out in Annex 1.1 items a),
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b) and d) and Annex 11.2 of Regulation (EU) No. 347/2013, compared to the risks normally incurred
by a comparable infrastructure project, Member States and national regulatory authorities shall ensure
that appropriate incentives are granted to that project. The aforementioned provision shall not apply to
projects of common interest for which an exemption referred to in Article 13, paragraph 1,
subparagraph 2 of Regulation (EU) No. 347/2013 has been granted.

Pursuant to the provisions of Article 13, paragraph 2 of Regulation (EU) No. 347/2013, the Agency
performs an analysis of the specific risks incurred by project promoters, risk mitigation measures taken
and justification for the subject risk profile with regard to the net positive impact of the project
compared to a lower-risk alternative.

The following criteria are applied to the risk assessment for projects of common interest belonging to
the aforementioned categories:

1) The Agency may assess the risks for a project of common interest only if the project promoter
submits to the Agency all required documents and data, i.e. evidence of possible risks.

2) The project promoter shall provide evidence as to whether the possible risks associated with a
particular project of common interest are greater than a comparable project and to what extent
they negatively affect the project promoter.

3) The project promoter performs a risk assessment for a project of common interest, and submits
the documents and data to the Agency, which, among other, shall include the following:

- cost-benefit analysis pursuant to the provisions of Article 11 of Regulation (EU) No.
347/2013,

- evidence of sufficient project maturity,

- description of risks, including the probability of occurrence and the quantitative estimate
of the financial consequences,

- explanation of the party affected by the risk, i.e. who shall bear the consequences of the
risk,

- an explanation of whether potential risks can be mitigated or eliminated using the system
operator measures or existing regulatory measures, i.e. explanation as to why this is not
possible.

The Agency may request from the project promoter additional information, documents and data if they
are needed for an adequate risk assessment for a project of common interest.

The risk assessment procedure for a project of common interest is performed on the basis of the above
criteria and consists of the following steps:

1) Risk identification

Risks can be divided into the following categories:

a) The risk of cost overruns - the risk that the actual costs during the development, construction,
operation and maintenance of the project shall be higher than the expected costs that are ex-
ante approved by the Agency,

b) The risk of time overruns - the risk that development and construction of a project takes longer
than expected and planned according to the system development plan,

c) The risk of stranded assets - the risk that the demand for the services of a project of common
interest shall be less than planned due to reasons that are not under the control of the project
promoter,

d) Risks related to the identification of efficiently incurred costs - the risk that costs are not
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considered as being efficiently incurred based on benchmarking or other regulatory measures,
e) Liquidity risk - the risk that the project promoter shall not be able to fulfil its financial
commitments.

2) Risk mitigation or elimination measures by the project promoter

The Agency assesses to what extent the risk can be mitigated or eliminated through the application
of appropriate measures by the project promoter, such as certain economic instruments (e.g.
contractual penalties, insurance, hedging and similar).

If these measures are available and applicable, no additional measures, i.e. incentives are required.

3) Assessment of systematic risk and definition of cost of capital, as well as regulatory measures of
mitigating or eliminating risk that are applied

The potential impact of the risk on the project promoter is assessed by taking into account the overall
regulatory framework. Bearing in mind the aforementioned, the Agency assesses to what extent the
risk has already been taken into account when determining the cost of capital on the basis of the
tariff methodology. Furthermore, the Agency shall assess which valid regulatory measures for
mitigating or eliminating risk are applied to the appropriate risk.

4) Risk quantification

The Agency shall evaluate, if possible on the basis of the data provided by the project promoter, the
risk exposure for a particular project of common interest in terms of higher costs or lower revenue
for the project promoter.

5) Project comparability

When assessing the level and justification of the risks, the project is compared to another
corresponding project. The Agency shall assess whether the possible risks for a particular project of
common interest are greater than the risks of a comparable project.

6) Risk profile justifiability

The Agency shall assess whether there is a justification for a particular risk profile with regard to
the net positive impact of the project compared to the lower-risk alternative, taking into account,
among other, the results of the submitted cost-benefit analysis pursuant to Article 11 of Regulation
(EU) No. 347/2013. If necessary, the Agency shall consider reducing or eliminating the remaining
uncovered risks by taking appropriate steps in relation to the specific nature of the risk.

4. RISK MITIGATION OR ELIMINATION MEASURES

4.1 RISK MITIGATION OR ELIMINATION MEASURES INCLUDED IN THE REGULATORY
FRAMEWORK IN THE AREA OF ELECTRICITY

The methodologies for determining the amount of tariff items for power infrastructure activities in the
Republic of Croatia are based on the cost-plus method. The cost-plus method applied stipulates a
regulatory period of one year. Determining of the amount of tariff items for the following regulatory
year is based on the recognized total costs realized in the previous regulatory year, realized and
estimated total costs for the current regulatory year and planned total costs for the considered future
regulatory year. The expenses include eligible operating expenses (hereinafter: OPEX) and eligible
capital expenses (hereinafter: CAPEX).

OPEX includes the costs of electricity losses, maintenance, measurement and billing, procurement of
auxiliary services, staff costs and other operational expenses.
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CAPEX includes the amortization cost and the return on regulated assets. It recognizes an equity capital
investment into a regulated energy entity, i.e. provides sufficient funds for the required investments
into the construction and reconstruction of the system and to cover the regulated return on invested
capital. Regarding capital expenses from the regulatory standpoint, the following elements have to be
determined:

- the system operator assets recognized as regulated assets, i.e. regulatory asset base (RAB),

- the method of calculating the amortization,

- the rate of return on regulated assets (RoR).

Regulated assets consist of fixed tangible and intangible assets in use, which is a part of the
transmission or distribution system. The planned investments into the construction and reconstruction
of the system shall be technically justified and economically efficient. Once the approved project is
put into operation, the investment is included in the regulatory asset base and therefore there is no risk
to the system operator. The application of the subject approach reduces the risk of investment and
provides more investment incentives since the eligible capital expenses, i.e. amortization and return on
regulated assets are determined by an ex-ante approach of the approval of investment plans as part of
the analysis and approval of the request for the determination, i.e. change of the amount of tariff items.
The aforementioned eliminates the risk of not covering the costs of infrastructure projects if they are
eligible and economically efficient. Additional incentives in terms of correcting the content of
regulated assets may lead to overinvestment and are therefore not required.

The nominal weighted average cost of capital before tax (WACC) is used as the rate of return on
regulated assets. As a measure of avoiding systemic risk, the rate of return on equity is calculated using
the CAPM model.

4.2 RISK MITIGATION OR ELIMINATION MEASURES INCLUDED IN THE REGULATORY
FRAMEWORK IN THE AREA OF GAS

The methodologies for determining the amount of tariff items for gas infrastructure activities in the
Republic of Croatia are based on the incentive regulation method, i.e. on the revenue cap method.
Thereby, projected allowed revenue shall cover reasonable operating expenses generated when
performing the energy activity and ensure the return on regulated assets. The revenue cap method
applied stipulates the regulatory period as a multiannual period for which, separately for each
regulatory year, the allowed revenues are defined, which consist of eligible operating expenses
(hereinafter: OPEX) and the eligible capital expenses (hereinafter: CAPEX) and the amount of tariff
items. The duration of the first regulatory period is three years (2014 - 2016), and of the second and
subsequent regulatory periods is five years.

The allowed OPEX is projected for the regulatory period on the basis of the 1+CPI-X formula (CPI =
projected consumer price index for the regulatory year). In addition to the efficiency factor X, in the
OPEX part, as an important incentive element for the system operator, a profit-sharing mechanism is
also stipulated, which is implemented in such a manner that after expiry of the regulatory period the
base OPEX for the following regulatory period is defined so that the system operator retains 50% of
the realized savings from the base year.

The eligible CAPEX, which includes the amortization cost and the return on regulated assets,
recognizes an equity capital investment into a regulated energy entity, i.e. provides sufficient funds for
the required investments into the construction and reconstruction of the system and to cover the
regulated return on invested capital. The regulated assets consist of tangible and intangible assets in
use, which is a part of a particular gas system, and investments under an approved system development
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plan that are taken into account for the regulatory year in which it shall be in use. Capital expenses, i.e.
amortization and return on regulated assets are not included in direct efficiency improvement
mechanisms, but are defined by an ex-ante approach as part of approving the investment plans and the
amount of tariff items, which reduces the investment risk and provides more investment incentives.
Namely, the risk of not covering the costs of infrastructure projects if they are eligible and
economically efficient is eliminated. Additional incentives in terms of CAPEX may lead to
overinvestment and are therefore not required.

An important incentive element within the applied regulatory method is the regular audit of the allowed
revenues, which is performed after the expiry of the regulatory period, and as part of which the
difference is determined between the realised revenue (R) and the audited allowed revenue (Al) to be
distributed to the following regulatory period, thereby eliminating the risk of asset underutilization.
Since the applied revenue cap method guarantees to the system operator the level of revenue in the
medium term, a significant part of the market risk is shifted to the system users. The reduction of market
risk also affects the reduction of the liquidity risk and hence the reduction of the cost of financing the
investment activities.

An additional measure aimed at mitigating the risk of the system operator business is the option of
performing an extraordinary audit of the allowed revenue also during the current regulatory period at
the request of the operator or according to the estimate by the Agency. The extraordinary audit of
allowed revenue is performed due to unexpected changes in the market that have a significant impact
on the conditions of providing the energy activity, which the system operator could not have foreseen
nor prevented, eliminated or avoided. As part of the extraordinary audit, an audit may be performed of
all the elements used in the calculation of the allowed revenue and in the calculation of the amount of
tariff items for the current regulatory period, except for the efficiency coefficient (X).

An additional measure in the gas sector is the possibility of introducing a regulatory account. This is
an optional model of economic regulation, which provides the possibility for the system operator, in
the later years of the regulatory account, for the reimbursement of the revenue realised in the early
years in the amount less than the allowed revenue that would have resulted from the application of the
standard regulation model. Namely, in the case of significant investments in the existing infrastructure
or with entirely new infrastructure, the standard regulation model is not appropriate, since significant
investments, which by being put into use are included in the regulatory asset base, affect the strong
growth in the amount of allowed capital expenses in the first years of the project. At the same time,
large investments in the initial period are often accompanied by low system usage level. The
aforementioned would result in uncompetitive high tariffs for using the system in the same period,
which would represent a negative factor for the decision to invest in the project. Therefore, the
regulatory account is approved in such a manner that the gas system operator achieves cumulatively
the same allowed revenue as without the use of the regulatory account, but at a different time dynamics.
The period for which a regulatory account is established may not be shorter than two regulatory periods
nor longer than 30 years. Such a mechanism also prevents the discrimination against new users that use
the system in the early years since the tariff items are unified and without fluctuations throughout the
entire period for which the regulatory account is kept.

The nominal weighted average cost of capital before tax (WACC) is used as the rate of return on
regulated assets. As a measure of avoiding systemic risk, the rate of return on equity is calculated using
the CAPM model, and the rate of return on debt capital is determined as the average weighted interest
rate on investment loans used by the system operator to finance regulated assets. The shares of debt and
equity capital are defined as target shares in the amount of 50%, which is theoretically optimal capital
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distribution and approximates the effect of the financial leverage to a good extent. In this respect, a pre-
defined ratio of debt and equity capital in the WACC calculation significantly reduces the regulatory
risk, while at the same time encourages the system operator to consider the actual capital structure used.
In addition, applying a targeted ratio provides for equal treatment and approach to WACC calculation
for all energy entities in gas infrastructure activities. The decision on the actual capital structure in
regular business and project financing remains with the system operator, while the target ratio defined
by the methodologies for determining the amount of tariff items for gas infrastructure activities in the
Republic of Croatia refers solely to the WACC calculation.
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