Scottish and Southern Energy plc








	Inveralmond House		200 Dunkeld Road		Perth, PH1 3AQ





	Tel:  01738 456400


	Fax: 01738456415





John D Holmes


Ofgem


9 Millbank


London


SW1P 3GE








Our Ref:		�savedate \@ "MMMM d" \* MERGEFORMAT�18/04/2002�


Your Ref:	








Dear John,





IGT Charges and Cost of Capital





Thank  you for the opportunity to comment on your proposals on how to estimate the cost of capital for Independent Gas Transporters. Apologies for the late response, but we trust that our comments will be taken into account.  Before considering the cost of capital itself, we have a number of concerns which need to be addressed.





The proposals are based on the premise that the cost of capital will inform Ofgem’s view as to whether an IGT is complying with the terms of its licence.  Our main concern is that Ofgem appear to be starting from the wrong end of the problem, since the costs of capital is the final component of an equation involving a  whole host of data which might include capital expenditure plans, depreciation, operating costs etc.  Before discussing cost of capital therefore, the  main issue that needs to be resolved is the framework for regulatory oversight of the charging methodology for IGTs.





Ofgem states that a wider review of condition 4 and 4C charging is under way, and that a consultation paper will be published shortly.  We believe that this wider consultation needs to be concluded before the cost of capital is discussed, so that if there are any changes to the regulatory framework that affect the business environment for IGTs, this can be taken into account in any cost of capital calculation.  Indeed, it may even be the case that cost of capital need not even be considered under certain models for regulating transportation charging, for example a case by case investigation of complaints or a yardstick tariff comparator.





At present, regulatory oversight is limited to licence conditions requiring a charging methodology to be published which includes an objective of permitting the licensee to make “a reasonable profit, and no more, from its transportation business”.  A predefined cost of capital might help to inform Ofgem as to whether an IGT was complying with this licence condition, but equally IGTs would need to know to what measure the cost of capital would be applied, so that it could check for itself its compliance with the licence.  Also it is not clear what the process would be for Ofgem to check compliance with this objective, since it could only be tested by providing a degree of business plan information that would be tantamount to price control of the IGTs.  





This is touched on in section 3 of this consultation.  Rate of return regulation appears to be dismissed (sections 3.3 to 3.6) in favour of an NPV test.  However, it is not clear that competition in gas transportation is best served by requiring an NPV calculation for each individual project, nor is it clear what role Ofgem would play in “approving” such transportation charges.  Also, IGTs tend to have a portfolio of projects at various stages, and the “reasonable profit” licence condition applies to the transportation business as a whole rather than each project taken on its own.  If Ofgem is nonetheless determined to apply an NPV test, it would appear to be essential to base this on ex post analysis of out turn costs.





As a consequence, we do not believe that there is at present a case for detailed regulation of all IGTs.  This would not prevent Ofgem from monitoring the market, through for example regulatory accounting returns, and investigating particular IGTs whose charges appear to be a particular cause for concern.  As part of that process, we would suggest that Ofgem’s immediate focus should be those IGTs who charge significantly more than Transco for their transportation services.





In terms of the specific issues raised in the consultation paper, we do not believe that an appropriate cost of capital can be determined before Ofgem has concluded its consultation on the wider issues of condition 4 and 4C charging.  The outcome of this wider consultation should clarify the regulatory framework for IGTs, particularly the methodology to be adopted for transportation charging, and how Ofgem intends to use its powers under the licence to regulate the activities of IGTs.





More generally, we believe that it would be appropriate and timely for a wider review of the cost of capital methodology so as to better inform the regulatory framework and to ensure that regulated network businesses have a sufficiently strong incentive to invest.








Yours sincerely,











Rob McDonald


Group Regulation Manager


