The Regulation of Independent Gas Transporter Charging 

British Gas Trading's Response to Consultation 

British Gas Trading (British Gas) is grateful for the opportunity to comment on Ofgem’s consultation, which seeks views on the guiding economic and commercial principles to be used as a basis for Independent Gas Transporter (IGT) charging arrangements. We note that this is the third consultation in Ofgem’s review of IGTs, with issues relating to reasonable profit being addressed in the Cost of Capital paper, and issues relating to the quality of gas transportation addressed in the Guaranteed and Overall Standards of Performance of IGTs papers.  We look forward to the final paper in the review, which will address issues relating to financial viability and ring-fencing, to be published later this year. We welcome this contribution to a holistic review of issues relating to IGT charging and reiterate our view that it is imperative that no decisions are taken on the issues discussed here until all aspects of the review of IGTs have been completed.

This response to the consultation document is from British Gas as a user of IGT networks.

1. Executive Summary

· British Gas is a strong advocate of competition and believes that competition for the construction and operation of gas networks can provide an important contribution to the growth of the gas supply market and has the potential to provide real benefits to consumers.

· We support the development of an effective competitive market in gas network expansion, however as a major gas supplier we have become increasingly concerned about some aspects of the way this market has developed.  We agree with Ofgem that the existing structure has deficiencies which need to be addressed.  

· We view the considerable flexibility that IGT’s have in designing charging methodologies to be detrimental to effective competition, for two main reasons:

(a) The recovery of allowances given against capital costs (connections charges) via the transportation charge is effectively allowing the connections market to be cross subsidised from transportation charging revenues.   This approach is providing the wrong market signals, especially to builders and developers who are seeking increased allowances to secure connections business. 

(b) We suspect that to win contracts from developers, IGTs may be adopting higher annual quantities (AQs) in the derivation of transportation charges.  The resulting potential for increased future revenue offers the opportunity for reduced contributions from developers.

· We share Ofgem’s concerns that the levels of return earned through charging via condition 4B and 4C could be excessive and in part due the to the absence of the reasonable profit clause.

· We believe that there are efficiencies to be gained from IGT network charges.  However until there is accounting separation between connections and transportation charges, it is difficult to confirm whether there are more fundamental issues which need addressing.  Accounting separation would also help to ensure that charges are transparent and are not being used by firms to leverage the connections market and thus gain an unfair position to win sites.

· We are concerned that the costs of some transactions (e.g. customer transfers) for customers connected to IGT networks can be as much as ten times greater than for similar transactions for Transco connected customers. IGTs currently have a range of processes, formats and standards and they should be encouraged to develop common processes, formats and standards (where appropriate).

· We see the rural extension issue as being primarily a socio-economic one, and do not believe that regulation of this aspect of the IGT market is an effective way to facilitate rural network extension.  We believe that it is best dealt with outside this consultation under the auspices of the Fuel Poverty Strategy, which we are actively supporting. 

· Structural complexity may lead to suppliers avoiding customers on such networks thus depriving those customers the real benefits of competition. It is also a fact that most IGT networks are more costly to access than Transco’s. We are concerned that, unless the complexity issue is resolved, differential charging may become more commonplace, resulting in customer confusion and a negative attitude towards IGT networks and possibly to gas as a fuel.
We do see a continuing role for IGTs in the development of gas networks and believe that their ability to innovate should not be restricted by over-regulation.  However, we consider that the current framework and the freedom (particularly with regard to charging methodologies) that it provides do not ensure that an appropriate balance between consumer and developer is achieved.

We are concerned that with the continuing growth of IGT companies, the present complexities will increase if left unchecked.  Furthermore, we believe that it is not unreasonable to expect to see IGTs being able to deliver service charges and service levels, which can beat those of Tranco’s thus realising the benefits and aspirations of IGT network competition.   Since we do not believe this will occur organically, we recommend that a number of measures should be introduced:

1. Accounting separation between connection and transportation charges.


2. Charges to the builders and developers should reflect the actual costs of connection and should not be cross subsidised.


3. Retain but modify appropriately the existing licencing regime (4, 4B and 4C)


4. Extend the reasonable profit requirement contained within Condition 4 to 4B and 4C.


5. Incentives to develop common, standard industry processes, formats and key service levels in support of customer transfer processes.


6. Review and harmonisation of the use of AQs in the setting of transportation charges with a robust link to connected load,

In summary we believe a proportionate regulatory solution is required (i.e. not a price control approach); however, in the absence of competitive pressures in the monopoly transportation market, we believe that there is a need to introduce appropriate incentives to act as a surrogate for competition. This needs to be underpinned by changes to the licencing arrangements.  We therefore support a mixture of Option A and Option E as summarised above and discussed further in section 5. 


2. Introduction 

We fully support Ofgem’s objectives for this review and believe that this should be guided by the principle of promoting effective competition for the benefit of consumers.  Where competition is not practicable, consumers’ interests should be protected by regulation.  We consider that for the IGT market there is scope for the balance of these objectives to become distorted.

As we have previously stated, British Gas is a strong advocate of competition as the primary means of delivering customer benefit.  To this end we support the development of competition in building new gas networks and believe that, with the necessary controls, end users could benefit from competitive prices and improved services.   British Gas wishes to see a sustainable and dynamic market for IGTs, but with appropriate incentives in place to deliver efficient transportation arrangements with competitive service levels.

We agree with Ofgem that a balance needs to be established in the structure of the IGT market. No IGT should be in a position where it could abuse its monopoly position by levying excessive transportation charges and use this to cross-subsidise connection charges. 

British Gas believes that IGTs should be effective, efficient and competitive across all their services, and where there are insufficient commercial and competitive pressures in place to deliver these, appropriate incentives should be introduced.  The extent of IGT competition for new housing developments suggests that these commercial and competitive pressures are already present; however, these are clearly lacking within monopoly transportation services.  The current licencing arrangements do not help, as these have allowed IGTs to develop various charging methodologies, which allow cost recovery to be re-balanced between connection charges and transportation charges.  Such arrangements also make it complex, and therefore costly and unattractive, for suppliers to manage.  

We have proposed, as a general principle, that there should be a separation of accounting between the connection and transportation activities and the acceptance of cross subsidies, at any level, could compromise the transparency of accounting that is needed to prevent abuse.

However, we recognise the dilemma that, on occasions, there needs to be an incentive for developers to install gas as the preferred fuel in order to encourage the continued growth of the gas supply network and thereby to help government achieve its Kyoto targets.

There is, therefore, a need for Ofgem to weigh a complex balance of its principal objectives to protect the interests of consumers, while at the same time having regard to economical expansion of the gas market and the social and environmental objectives.  We believe this merits serious consideration in determining the way forward on IGTs but we are not in a position to comment objectively on this as part of this submission.

3. Key Principles of Gas Transportation Charging

Overall we fully support the main objectives as set out in Ofgem’s Corporate Plan, namely to:

· ‘promote competition in all parts of the gas and electricity industries by creating the conditions which allow companies to compete fairly and which enable consumers to make an informed choice between suppliers’; and 

· ‘regulate areas of the gas and electricity industries where competition is not effective by setting price controls and standards to ensure consumers get value for money and a reliable service.’

Further we support the specific gas transportation objective that states that charges should reflect the costs incurred by the gas transporter in its transportation business, and we note that this is currently applicable to Condition 4 charges.  We believe this should be extended to other charging conditions.

4. Objectives and Issues arising from IGT Charging Policies

We offer the following comments on the issues relating to the stated objectives of this review. 

Objective 1a: Promote effective competition between connection providers. 

Issue 1: It is not clear that effective competition exists between IGTs in securing new contracts.

From our knowledge of the IGT business we believe that competition between the connection providers is thriving, however we have concerns that under the current controls this competition may not be effective. Effective competition may only be established where firms compete on a level playing field where efficiency and innovation provide the optimum outcome.  Asymmetry of information and the ability to cross subsidise will not lead to effective competition and will distort the market, ultimately resulting in detriment to end consumers.

We are concerned that competitive pressures to win each new development are leading competing IGTs to offer ever increasing discounts, or indeed ‘cash-back’ incentive payments, to developers, while recovering the costs over many years from end user consumers who then do not benefit from competition between connection providers. The current situation may, in fact, provide incentives whereby contracts with developers are won on creative pricing activities rather than operational effectiveness.

The extent to which the market is distorted is difficult to determine due to the lack of transparency of IGT’s costs and charging arrangements. We have concerns that the current charging approaches and lack of transparency may exacerbate the situation, increasing transportation charges to secure connections and, going forward, will be carried through to multi-utility deals. 

Issue 2: Connection and gas transportation services are lacking clear and consistently applied definitions of: (i) the activities involved in each service (ii) the costs (and relevant assets) of providing each service, and (iii) the structure of charges that separates the cost recovery of each service.
We see this as the cornerstone issue. We consider that the current licence conditions 4 to 4C allow IGTs a range of charging combinations that do not facilitate transparency and provide the comfort that cost recovery is appropriate.  The flexibility for IGTs to offer opaque, bespoke charging arrangements to secure contracts from developers compounds the issue.  We agree with Ofgem that this flexibility derives from the licence conditions and the absence of a formal definition separating the activities and costs of connection and transportation.   

We believe that connection and gas transportation activities should be clearly and consistently defined with a method of apportioning and allocating costs appropriately. Clearly defined boundaries between connection and transportation charges will reduce the number of disputes. This separation will also promote effective competition in the IGT market. 

Issue 3: The cross-subsidisation of competitive connection activities with monopoly transportation revenues may be distorting competition in the connections market.

We consider that cross-subsidisation of the connections activities with monopoly transportation revenues will distort the connection market and is therefore inappropriate.  We believe that competing connection providers should operate on a level playing field where outputs are measured against comparable inputs.  IGTs that offset connection costs by cross-subsidisation have an unfair competitive advantage over other connection providers who do not operate gas transportation.  Irrespectively of how efficient and innovative their operations, they may find themselves excluded from this market.

Issue 4: The payment of allowances by IGTs to gain network development and connection contracts is distorting competition in the connections market.

We acknowledge that under the current licence conditions IGTs are currently able to offer developers a capital contribution or allowance thus reducing the developers’ cost of network and connections. We believe that, increasingly, IGTs are offering allowances that cover the total cost of installation, i.e. the developer's contribution is zero. We are concerned that the current rules that govern IGT charging methodologies may not be adequate to identify where inappropriate returns are earned, either through excessive commodity or capacity charges.  In this environment the only beneficiary is the property developer. End consumers, who have no recourse to dispute, will eventually meet the cost. 

Furthermore, the allocation of allowances is creating inappropriate market signals, especially to builders and developers, encouraging some to actively seek the ‘best deals’ thus increasing pressure on IGTs to re-balance charges.  Given the current lack of transparency in IGT cost and revenue allocation it is, however, difficult to determine the extent to which such capital allowances are appropriate.

Issue 5: The statutory connections (23m and 10m rules) distort competition in the connections market

We consider that there is no appreciable distortion to competition resulting from the 23m rule and, as this provision is enshrined in primary legislation within the Gas Act 1995 and would require further primary legislation to amend, it should remain.  We do, however, consider that the 10m rule (which forms part of the licence condition and can therefore be readily amended) may appreciably distort competition.  We agree that the Transco proposal for a standard allowance scheme that enables all eligible parties to apply for an allowance towards the cost of a connection is sensible. This should be adopted across all IGTs and could potentially provide financial support for those requiring a gas connection without imparting unfair advantage to IGTs in securing connections.

Objective 1b: Promote effective competition within gas transportation:

Issue 6: Effective competition does not exist within gas transportation and may not lead to an efficient outcome.

We agree with Ofgem that effective competition with gas transportation appears unlikely due to the monopoly nature of gas networks.  We note the two examples outlined by Ofgem, i.e. first, where a consumer wishes to increase supply which necessitates infrastructure enhancement and, second, where a consumer may be supplied from two networks.  We do, however, consider these to be relatively uncommon events.  We consider that the gas transportation market should be regarded as a natural monopoly where there exists the potential for firms to earn excessive returns.  Accordingly, we believe that Ofgem must ensure that the relative safeguards are in place to effectively regulate firms operating in this market and thus protect consumers from monopoly abuse.  

Objective 1c: Promote effective competition where practicable between gas shippers and gas suppliers

Issue 7: The lack of transparency and consistency in IGT charging methodologies and statements may be distorting shipper and supplier competition.
We agree that IGT charging should facilitate competition in the gas shipping and supply markets and believe that this will be assisted by transparent and structurally consistent charging arrangements.  Structural complexity may lead to suppliers avoiding customers thus depriving them the benefits of competition.  We note that whilst the majority of suppliers avoid supplementary charges through smearing additional costs resulting from the complex charging structures, one supplier has chosen to increase its charges to consumers on IGT networks above its charges for those on Transco’s network.  Coupled with the fact that most IGT networks are more costly to access than Transco’s, British Gas is concerned that unless the complexity issue is resolved (together with Issue 8) differential charging will become more commonplace, resulting in customer confusion and a negative attitude towards IGT networks.    

Objective 2a: Incentivising efficiency of IGTs

Issue 8: There are insufficient incentives for IGTs to invest and operate efficiently.
We agree that, unlike Transco, IGTs are not currently subject to any imposed incentives to operate efficiently and we are concerned that customers ultimately may pay for IGTs’ inefficiencies. The ability to pass-through cost over-runs further reduces the incentive for IGTs to operate efficiently.  We believe that accounting separation of the connections and transportation activities will be required to address this problem.  We believe that if adequate ring-fencing is adopted to eliminate cross-subsidies, the market will provide the necessary incentives for the efficient operation of the connections market.  However, we consider that the operation of IGTs' natural monopolies will need to be regulated to provide incentives for efficiency.  We believe that in principle there is scope to develop an incentive based regulatory regime for IGTs, benchmarked against the Transco regime.  We accept that this will require further thought.  

Objective 2b: Sharing efficiency gains with consumers.

Issue 9: There are insufficient incentives on IGTs to share efficiency gains with consumers, which may be reducing the value for money provided to consumers.

British Gas does not see this as a key issue. British Gas believes that the key to this is to provide a structure under which competing IGTs operates efficiently and effectively in both the contestable connections and monopoly transportation activities.  If this is achieved, it may reduce pressure on suppliers to introduce differential charging.  

We note with interest the range of IGT returns quoted as being between 8% -19%.  However, it is not clear whether returns at the top end are being earned through competitive expertise or are appropriate for the specific risks involved, or through the abuse of the transportation charge.  We believe that this range could be reduced with the measures we have discussed in this response.

Objective 2c: Allowing a reasonably efficient IGT to make a reasonable profit.

Issue 10: There are insufficient controls on the ability of IGTs to exploit their monopoly position to earn excessive profits on 4B and 4C charges.

We accept that transportation charges made under licence condition 4 methodologies are limited in that they must result in the IGT earning only a reasonable profit and that under condition 4B and 4C charges are not covered by this requirement. We share Ofgem’s concerns that the levels of return earned through charging via condition 4B and 4C (if retained) may be excessive and recommend that the reasonable profit clause be extended to cover these conditions.  We do, however, acknowledge the difficulties in determining a reasonable profit given the speculative nature of some of the developments and consider that the recent consultation on the cost of capital will help inform this debate. 

Issue 11: There is no formal definition and verification of ‘reasonable profit’ for condition 4 charges to prevent IGTs from exploiting their monopoly position to earn excessive profits.

British Gas considers that a 'reasonable profit' will provide a balanced rate of return to ensure that there is sustainable competition for network investment, at a price which is acceptable to end user consumers.  We acknowledge and support the work Ofgem is currently undertaking on the cost of capital for IGTs and believe that the outcome of this work will help inform the debate on the expected levels of return earned by IGTs.

We also consider that the clear and transparent separation of the competitive and monopoly activities will also provide clarity in this area.  We believe that IGTs will earn different returns for the contestable and monopoly markets.  We propose that the market will dictate the appropriate level of return earned in the contestable connections market.  The returns earned in the monopoly market may be determined and monitored with reference to other regulated network operators including Transco, having taken due account of the inherently risky nature of IGT development. 

Objective 2d: Promoting the efficient use of gas through cost-reflective charging

Issue 12: Cross-subsidisation of new gas connections with gas transportation revenues may not encourage efficient connection to the gas network and efficient use of gas.

We do not see this as a key issue.  We acknowledge that IGTs can reduce the initial charge for providing a connection by covering a portion of connection costs through transportation charges.  However, we do not see that this will have a material effect on the efficient use of gas.

Objective 2e: Protecting the interests of rural consumers. 

Issue 13: Existing licence conditions may not be encouraging development of the rural gas network as intended.

We concur with Ofgem that if Condition 4C was originally intended to encourage the expansion of the gas network into rural areas, there is little evidence to suggest that it is achieving its goals. We see the rural extension as being primarily an socio-economic issue and believe that it is best dealt with outside this consultation.  We are actively taking part in the Government’s Fuel Poverty Strategy, part of which is focused upon identifying settlements which might benefit from being connected to the gas mains.  Rural network and infill sights have decreased fundamentally due to economic factors and trying to stimulate additional connections via IGT regulation may prove disproportionately expensive for all customers to bear.   

That said, we believe that a more accurate reflection of connection costs may actually allow rural connections to appear less divergent with respect to cost to connect.  This, in turn, may encourage a broader view of connections.

The issue is to ensure that any revision to licence conditions does not create any barriers to rural developments.
5. The Role of Annual Quantities 

We have concerns about the role that AQs play in charging. We do not believe that current practices ensure a level playing field in the IGT market and that, in order to fund discounts under condition 4, IGTs have the potential to use the ‘Design AQs’ to competitive advantage. 

IGTs use Design AQs to ensure that their networks have sufficient capacity to meet their licence obligation to ensure security of supply. Although there is an industry standard (NexA) available it is open to variations and interpretation.  Therefore IGTs may consider it necessary to substitute their own data in order to cater for peak demand. 

IGTs may use Design AQs as a factor in setting their Condition 4C charge, on the basis that this charge is intended to recover the cost of providing appropriate network capacity and is not related to actual consumption. Condition 4C charges are levied on the shipper and once set and approved by Ofgem are not affected by any subsequent AQ review. 

For any given site, the capital contribution required from a developer will normally be the total cost of works minus the discounted value of future revenue net of opex. Hence, an IGT could apply inflated Design AQs, to increase the potential revenue from the site and thus reduce the contribution required from the developer. In extreme cases the discounted capital contribution less any discount for the developer providing trenchwork may be negative resulting in ‘cashback’ payments.

We suspect that in order to win contracts from developers, some IGTs may be using AQs in this manner, effectively cross-subsidising connection costs through future transportation charging. There is a lack of transparency surrounding IGT AQs and the modelling techniques used to calculate charges, which provides no confidence that this is not the case.

We recommend a standardised approach to AQs needs to be developed which provides a better relationship between connected load and AQs used for the determination of transportation charging.

6.The Way Forward

6.1 Preferred Option

We believe that the current IGT market is not operating effectively and for effective competition between players in the connections market and effective regulation of any monopoly activities there is a need for:

· the clear and transparent separation between the competitive and monopoly activities, 


· the ring fencing of activities preventing cross subsidies,


· a review and harmonisation of the use of AQs in the setting of transportation charges with a robust link to connected load, 

· a revision of the existing 10 metre rule and adoption by all IGTs,


· the modification of Conditions 4 and 4B and a review of the applicability of 4C,


(   the introduction of standard regulatory accounts for all IGTs,


· encouraging the adoption of standard and efficient common working processes and procedures to minimise ‘cost to serve’ by suppliers.


We believe that the above objectives can therefore be achieved though a mixture of Option A and Option E.   However, we are not convinced that the proposed franchising solution (within Option A)  to introduce competition in ownership and operation of all network extensions, will provide a workable solution due to the complexities involved in contract specification.  We envisage major problems arising from the end of each franchise period, and as an alternative, we believe that benchmarking may be employed to incentivise efficient operation.

We consider that a primary reason why IGTs’ charging methodologies are in need of revision is linked to the current terms of the licence provisions.  We believe that revising the existing licence conditions will be needed to compliment the proposals as set out in Option A.

We agree with Ofgem that the following elements will need to be considered:

· Set out implications of relevant methodology objectives included in condition 4A (i.e. defining reasonable profit)

· Conduct a detailed review of all IGT charging methodologies to develop the framework for the future and consider any retrospective changes that can be easily made.   

· Agree an approach to simplify and standardise the charging methodologies to be adopted by the IGTs

· Consider (in light of the above) whether it would be appropriate to continue with standard condition 4C.   

· Introduce standard regulatory accounts for all IGTs with separate accounts for connections and transportation activities.

This will require careful review and consideration to ensure that the modification to the licence conditions are correctly balanced.  This may take time and significant effort to get right.  Further, we share Ofgem’s concerns that the harmonisation of the different charging methodologies will be difficult; nonetheless, this is an integral part of the solution going forward.

6.2 Options B, C, and D Introduce rate of return regulation, formal price regulation, relative price regulation for IGTs’ gas transportation charges

We believe that the proposals outlined within Options B to D will be disproportionate to the number of customers that would ultimately benefit.  Whilst we would not rule out these approaches for IGTs that reach a significant connection threshold, and which abuse their position, at this stage we do not believe it is necessary.
We consider that the primary purpose of regulation is to protect the customer and we do not believe that Rate of Return (RoR) regulation provides a viable option. Whilst we acknowledge that RoR regulation has been commonly employed in the United States for network regulation and agree that it provides a low risk environment, we believe that whatever the variant, it suffers from:


· being burdensome and costly to operate and can prove highly litigious

· reduces the incentive to pursue efficiency and innovation

· distorts the pattern of investment and may lead to gold plating

Likewise we consider that formal price regulation for IGTs’ gas transportation charges is not suitable for small networks.  We accept that price regulation does encourage capex and opex efficiency and provides a mechanism for these savings to be passed on to customers.  However, we consider that, due to the large number of networks and the consequent number of controls needed to regulate the networks, a formal price control is not a feasible option with the cost of this type of regulation outweighing the benefits.  We do believe that comparative benchmarking can provide a useful tool in monitoring the transportation charges and may be employed to identify where inappropriate returns are being earned.

Developing this approach a stage further could include relative price regulation achieved by linking the prices charged by an IGT to an external reference point.  We agree with Ofgem that this could involve requiring the IGTs to adopt Transco’s boundary between connection and use of system costs and charges, and then applying a relative price cap referenced to Transco’s charges for equivalent sites.  We do believe that an allowance which reflects the risks involved in network expansion will be required to provide appropriate returns and that this may differ from site to site.  Further we accept that setting a single relative price cap may lead to the targeting of sites where the cost of connection is lower than the cap and ignore those which are higher, thus having the potential to distort the market.

6.3 Conclusions

On the basis of the above we therefore recommend that the solution to the current short comings in the IGT market may be resolved by incorporating elements of options A and E.  Further, we would recommend that before any final solutions are chosen, Ofgem consults further on the specific proposals.

We urge Ofgem to complete the process with the next document in the series before taking a holistic review.

Finally, where Ofgem believes it needs to balance its economic objectives against its wider social and economic duties in coming to a decision on the IGT review, these should be set out explicitly.

