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OPEN LETTER ON THE NEXT NETWORK PRICE CONTROL REVIEW PROCESS

Offshore Energies UK is the leading trade body for the UK’s integrating offshore energies industry. Our membership includes over 400 organisations with an interest in offshore oil, gas, carbon capture and storage, hydrogen, and wind. From operators to the supply chain and across the lifecycle from production to decommissioning, they are safely providing cleaner fuel, power, and products to the UK. Working together with our members, we are a driving force supporting the UK in ensuring security of energy supply while helping to meet its net zero ambitions. We work on behalf of the sector and our members to inform understanding with facts, evidence, and data, engage on a range of key issues and support the broader value of this industry in a changing energy landscape.
OEUK has responded already to both National Grid Gas consultation and Ofgem’s earlier open letter on Net Zero which explored some of these themes. These responses are attached as Annexes. The next price controls will be central to the delivery of the UK legally binding decarbonisation objectives and the 6th carbon budget. With respect to the particular questions around network regulation and the forthcoming price controls, the following points are relevant. 
· The strategic issues discussed in the document are broadly correct. As the UK moves to net zero more regulatory decisions will have to be taken in the face of uncertainty and much higher amounts of network investment are needed quickly. The framework used does need to evolve to enable a more agile process in this respect and indeed some of the elements are becoming more certain. Regulators will need to focus more on what networks need to do to deliver the required investments and an overly cautious approach will be insufficient.

· The task of networks is to deliver energy on behalf of consumers and providers and the case for change should be based on better evidence of how these relationships will develop and the business strategies of market participants. This will be an evolving picture over time and this may point to a more responsive regime around the incorporation of capital expenditure rather than attempting to fix outcomes up front.

· The RIIO framework should be retained, as many of the basic principles are sound – replacing it now would be another, unnecessary cause of uncertainty for investors, especially at this point in the next price control timetable. However, there is merit in considering how the current RIIO approach could evolve to meet the strategic issues identified by Ofgem. 

· A greater focus on outcomes is needed, particularly with respect to network businesses’ role to facilitate efficient market processes and accelerate upstream investments in primary resources. 
· Other areas of improvement include making the RIIO process shorter, less resource intensive and subject to faster, more timely regulatory decisions from Ofgem. 
· Ofgem must also start considering higher levels of network investment not just in terms of short-term costs to consumers but also the long-term value to them, including delivery of wider government policy and societal benefits.  
· Option 1 (adapting RIIO) is our preferred approach, although it would be worth considering incorporating elements of the negotiated approach with more targeted stakeholder engagements (Model 3).  This approach has been used relatively successfully in other regulated sectors such as aviation and may, in turn, allow for a future debate on ex-ante and ex-post regulation. It may also allow for some simplification of the Business Plan process.


OUEK Sustainability and Policy 
October 2022
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NET ZERO BRITAIN: DEVELOPING AN ENERGY SYSTEM FIT FOR
THE FUTURE

RESPONSE TO OFGEM PAPER

Offshore Energies UK is the leading trade body for the UK'’s integrating offshore energies
industry. Our membership includes over 400 organisations with an interest in offshore oil, gas,
carbon capture and storage, hydrogen, and wind. From operators to the supply chain and across
the lifecycle from production to decommissioning, they are safely providing cleaner fuel, power,
and products to the UK. Working together with our members, we are a driving force supporting
the UK in ensuring security of energy supply while helping to meet its net zero ambitions. We
work on behalf of the sector and our members to inform understanding with facts, evidence, and
data, engage on a range of key issues and support the broader value of this industry in a changing
energy landscape.

Ofgem’s paper comes at an important time as the UK seeks to accelerate towards a decarbonised
energy system with more rapid progress in the power sector. Given that the government is now
consulting more widely on future market design issues, this response will look to identify key
priorities and principles below. OEUK will submit a more detailed response on these issues for
the October deadline of the BEIS consultation. Our recent submission to NGGT’s consultation on
the future RIIO3 framework is also attached.

Role of natural gas in the transition period

Although the document focuses on the power sector, the role of natural gas should not be
overlooked, even though the quantities of gas being used will fall as electrification increases.
Similarly, the existing gas system provides a low-cost route for energy transmission where we
expect hydrogen and biomethane to be important parts of the net zero future. Ongoing investment
in gas networks is certainly in the interests of many UK energy consumers, both business and
households, both in terms of cost of delivery and system resilience.

Market based frameworks should continue to be the basis of energy systems

The disruption caused by the pandemic and the subsequent invasion of Ukraine have led to
unprecedented wholesale prices for gas and electricity. High prices are clearly causing harm to
consumers and OEUK is supportive of government measures to alleviate the impact. However,
the UK is part of wider regional and global energy markets, and the basic structure of these market
frameworks is not the underlying cause of the issues being faced.

Price formation based on the interaction of supply and demand for energy provides efficient
signals with regard to the use of energy in the economy and the need for investment. Over the
medium term, provided barriers to investment are minimised, prices will tend to return towards
the long run marginal cost of supply. Of course, energy markets do have particular features
requiring dedicated regulatory oversight and a more structured market design, but the basic
framework is one that should be maintained.
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Some of the issues being faced in the UK and wider European markets have been down to
insufficient investment, both in the provision of energy and network infrastructure. This particularly
applies to sources of primary energy whether this is renewables, nuclear or conventional fossil
fuels. Policy uncertainty has often been a key contributing factor in this respect and interventions
such as the recently introduced Energy Profits Levy have been unhelpful. Some governments’
ambivalence and in some cases hostility towards domestic oil and gas investment has contributed
to current scarcity in Europe.

The regulatory regime should give greater emphasis to investment

Network investment also needs to be promoted more aggressively. This will increase resilience
and optionality for consumers and avoid situations where bottlenecks in supply or transmission
capacity keep prices above production costs for significant periods of time to the detriment of
consumers. Ofgem’s and the FSO role should therefore be to unlock the numerous “chicken and
egg” issues through anticipatory investment even where there is some residual uncertainty. In
sectors such as Hydrogen and CO2 transmission and storage. In fact, Ofgem’s role in the
development of these future networks will be critical enablers of progress so a proactive approach
is required.

A more expansive outlook to promote investment should therefore be incorporated into future
regulatory price controls even if this may temporarily imply higher levels of network charges or
require decisions to be taken in the face of uncertainty. A revision of how Ofgem interprets its
duties in this respect would be welcome. For example, given the scale of the transition needed
and the investment required to achieve net zero there is less risk of investment ending up as
stranded assets. Similarly, a narrow focus on system and constraint costs should be avoided.
More detailed research on the needs and requirements of consumers on a granular basis would
be important evidence in this respect.

Gas storage is also an area where policy needs to reflect the new situation and the shift to net
zero. With the closure of most coal-fired generation a relatively cheap method of primary energy
storage has been removed. In addition, the UK is arguably now less able to make full use of gas
storage in continental Europe, even before the Russian invasion of Ukraine. Finally, investment
in storage will also be needed at an early stage of developing the Hydrogen market and this is
unlikely to come from spontaneous merchant projects. This all points towards a more active
government and/or regulatory role in the development of storage, including possible consideration
of projects developed by network companies.

Avoiding inconsistent market signals

OEUK would agree that there is scope to assess possible changes to electricity market design.
In doing this, it remains important that price signals at the margin continue to reflect the offers
made by marginal units being dispatched, including the prevailing prices of primary fuels.
However, the combination of a) increasing amounts of intermittent, low marginal cost generators,
b) the removal of mid merit coal-fired capacity and c) the reduction in liquidity of electricity
wholesale markets warrant some reconsideration of how markets are organised. Ofgem should,
however, also examine the extent to which forward contracting can be revitalised and help resolve
the “marginal price challenge”.

One important principle which Ofgem should strengthen is that the signals provided by wholesale
and retail prices should be as consistent as possible. Some of the difficulties caused by the retalil
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price cap, in terms of supplier failures, could have been avoided if this principle had been given
more emphasis. This is particularly relevant to the possible introduction of either time-based or
locational pricing models. The need for more granular demand response set out in Ofgem’s paper
requires such a consistent pricing approach.

More widely, there are some disadvantages of locational pricing that Ofgem and government
should examine carefully. This includes the impact on investors, market liquidity and the political
acceptability of price differentials. The role of locational signals in driving investment decisions is
also becoming less relevant as the UK ambitions for renewable energy expands since the best
wind resources will all be required to meet the targets. Developing network infrastructure more
rapidly should be the priority.

Localised decision making will grow in importance

Ofgem is correct in its assessment that local decision making on energy matters will grow in
importance. This will be particularly relevant to the choices made about the provision of heating,
both for businesses and households. The likely growth in Heat Networks, regulated by Ofgem will
also be a driver for this. OEUK members are particularly involved in the development of key
industrial clusters with CCUS facilities and hydrogen provision which will likely be more of a focus
for those areas. The framework for localised decision making of this type is lacking at present and
efforts to improve local stakeholder and consumer engagement is needed.

Continued integration of European markets is an important element of energy security

The UK continues to benefit from being part of a wider European market for gas and electricity
and the global market for oil and refined products. This gives resilience to the UK energy system
alongside maintaining investment in domestic resources. For gas in particular, the UK remains a
significant net importer with only around 40% of demand covered from UKCS production. Ofgem
should continue to engage in European regulatory structures as far as possible in order to
maintain these benefits and to make the best use of energy infrastructure going forward.

OUEK Sustainability and Policy Team
August 2022
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OEUK RESPONSE TO NGGT EVOLVING THE REGULATORY FRAMEWORK DOCUMENT

ANNEX

1. How do we ensure clarity of the voice of consumers and stakeholders in the next
regulatory period?

Stakeholder groups have worked well for RIIO2. As a result, the understanding of network users’
requirements is relatively clear and is unlikely to have changed much. Both network user and
consumers are looking for reliability of the system at reasonable cost.

However, for the questions related to the energy transition much more consumer research is
required early in the RIIO3 process. Understanding consumer requirements and desires from a
net zero compliant energy system is crucial. It is also important to understand that consumers are
not a homogenous block, and that individual consumer needs will be different both between
households and businesses and within those groups.

Many modelling exercises assume away their objectives and requirements, or make assertions
about, e.g. their level of day-to-day engagement. In general, there is a need to look at energy
system as a whole and the different needs that are met by energy sources as they are used.

Finally, the border between consumers and producers is becoming less clear as consumers may
generate or store part of their own energy needs. New business models may emerge to support
this such as providers of storage and demand response.

2. How should net zero ambitions be reflected in our incentive framework?

Incentives should be focused on NGGT’s own performance rather than the emissions of users or
consumers which will be influenced by other factors. With respect to NGGT own activities in
running the network, clear targets for emission reduction are required as for other parts of the
energy supply chain. OEUK has already agreed targets for upstream production through the North
Sea Transition Deal.

The RIIO3 framework should incorporate a methane action plan, in line with the existing
commitments of the upstream oil and gas industry. Both transmission and distribution businesses
should adopt similar targets and also consider joining the OGMP 2.0 framework and OGCI aiming
for zero by 2030 initiative.

3. What incentives should be included to ensure optimal decisions for current and future
consumers?

There is considerable uncertainty in terms of the development of the energy system. This includes
global markets, technology development and consumer attitudes. It is doubtful whether an
incentive system can encompass such complexity or whether it is possible to demonstrate that a
particular course of action is optimal.

It is a mistake to think future outcomes can be accurately modelled such that “optimal outcomes”
can be delivered in the form of incentive structures. Instead, the regime should focus on
investment decisions to retain optionality and to promote secure and competitive outcomes both
within gas provision itself and across the energy system as a whole. A key part of NGGT'’s role is
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to support a competitive and diverse market. This needs continued availability of reliable capability
from the gas networks.

4. What common elements should be included in assessing consumer value?

The CVP framework was introduced late in the RIIO2 process and there was some lack of clarity
in what it was looking to achieve. As discussed under question 1 NGGT investments should be
based on clear understanding on consumers’ objectives and behaviours.

Current events demonstrate that the biggest risk to consumers is a lack of diversity in supplies of
energy and insufficient development of infrastructure. This leads to outcomes where price
developments cease being driven by costs and do not readjust back towards long run marginal
costs. Carbon intensity could also be considered as metric of consumer value.

5. What should our role be with regards to supporting fairness and affordability particularly
for vulnerable consumers?

NGGT costs are a relatively small part of the overall bill. The main contribution NGGT can make
is facilitating the functioning of the market and ensuring that sufficient network capability is
available for diverse gas supplies. This may, in future, also encompass gas and hydrogen storage
requirements. NGGT would not be expected to have a direct interface with consumers.

6. What other tools could be used to support decision making against uncertainty?

Uncertainty mechanisms are likely to be an ensuring feature of the regulatory regime. However,
there is a risk that these are insufficiently responsive and result in opportunities being missed or
creating “chicken and egg” problems. Using other evaluation techniques such as real options is
an area that should be examined more closely. Net zero requires progress on infrastructure to be
accelerated. Infrastructure availability is beneficial ultimately to consumers and promotes more
rapid change.

7. How should charging reflect short-term economic uncertainty (for instance general
inflation, interest rates, wholesale energy prices)? a. Is short-term stability in bills
preferred? b. Is it better to track to the actual position as far as possible to reduce future
uncertainty?

The economy has now moved out of a low inflation period and the macro-economic outlook is
uncertain. This suggests there next to be scope for the price control regime to be flexible enough
to respond within price control periods, even if this could be at the expense of stable revenue
requirements.

Given significant uncertainty now around macro economic factors it is probably better to have b).
Looking to get to stable outcomes is maybe not possible since perception or reality of over/under
recovery of revenues is an unstable situation in itself.

8. How should historic and future investment costs in the natural gas network be managed
in the transition to net zero?

Repurposing of network to decarbonised gas will extend the life of assets and this should be
reflected in deprecation profiles. Repurposing also has a value to current users in terms of
maintaining the option for the continued use of gaseous fuels in future. This creates a balance
between financeability and affordability of network which should be maintained. We would expect
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a balance to be struck between current and future users of gas networks in terms of cost
allocation. This may require, for example, particular users covering the incremental cost of
conversion.

9. Do common planning assumptions help improve certainty for security, net zero and
affordability for consumers?

Common planning assumptions are required early on in RIIO3 process. The recent Future Energy
Scenarios (FES) provided by NG ESO are a suitable basis. It should be assumed that the common
scenarios to reflect government objectives for net zero and the extent of ambition for the Hydrogen
sector as set out in the Hydrogen strategy. This will go wider than just existing uses of gas and
reflect also transport demand for hydrogen which will be significant. The common planning
assumptions should allow for the range of net zero compliance scenarios as envisaged in the
FES.

10. What role does low carbon gas play in the future energy transition?

Low carbon gas is essential to provide a resilient and value for money energy system that retains
consumer choice over the energy systems they use. Natural gas and hydrogen will be needed to
provide flexibility and locational services as set out in the FES Scenarios. It also allows the best
use to be made of existing gas networks and UK supply chain expertise.

It is not clear as yet the extent of the role that Hydrogen play, but it would be prudent to plan for
a range of outcomes between e.g. 150-400TWh. We expect decarbonised gas to be the lead item
in heavy industry and freight transport including also marine and aviation. There is likely also to
be some domestic use of hydrogen but this may not be a universally available service across the
whole of the GB system.

11. What role should regulation play in the development of a hydrogen transmission
network?

Regulation should encourage hydrogen transmission network with a priority given to heavy
emitters. These should be a priority to maximise the decarbonisation potential of hydrogen. As
wider networks develop, the Hydrogen system will likely have elements of significant market
power which would indicate a system of ex-ante regulation and an economic licence regime as
for today’s gas network. Regulation should also ensure that the government’s objectives are
delivered and that network companies can efficiently finance their functions.

12. What parts of the existing regulatory framework could be applied to hydrogen network
development?

Most of the current framework could be applied to hydrogen. However it is important to set up a
regulatory framework to fast-track hydrogen deployment in priority for high emitters. A more
flexible regime in the early phases of hydrogen development would make sense in the early
stages of the industry as it develops. There will inevitably be some unexpected developments
including the emergence of new technologies.

13. How should societal risks be included in the economic assessment?

As the energy system evolves there will need to be greater emphasis on resilience and
contingency as the maintenance of a diverse range of energy sources and providers. The existing
system of rebalancing only through price signals is now under considerable strain. More attention
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is now needed on the role of gas storage, and energy storage more widely to avoid such extreme
step changes. The current review of retail markets needs to be a relevant consideration for the
RIIO3 period.

Wider societal questions around the use of natural gas and its role in transition also need to be
managed carefully. NGGT will need to engage in the discussions around a UK sustainable
taxonomy. Establishing ambitious targets on emissions and methane, in particular, will help
maintain support for the sector, alongside decarbonisation objectives.

14. What aspects of the framework would you like to see simplified?

The regulatory regime has become more complicated but much of this is probably unavoidable.
Some concerns exist over the scope for increasing amount of capital expenditure to go through
reopeners and uncertainty mechanisms although Ofgem has been relatively efficient so far in
dealing with these.

15. What enhancements would you like to see to aid your understanding of our
performance?

As discussed above, it is essential for NGGT to report on emissions in a more granular sense,
and methane in particular.

16. Do you have any other key areas or observations that you think we need to consider?

Not at this stage, but OEUK and members will be keen to continue strong involvement in the
RIIO3 process.






image2.jpg




