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Dear Francis

Re: The Regulation of Independent Gas Transporter Charging 

Thank you for the opportunity to comment on the above Ofgem consultation.  This letter sets out the views of East Midlands Pipelines Ltd.  We have addressed the issues in the order in which they were presented in the consultation document.

Issue 1

Question: “It is not clear that effective competition exists between iGTs in securing new contracts”.

Answer: In general we would support further clarification of the way in which charging methodologies are developed and applied, for example, how will transportation charges be recovered where nested CSEPs have been installed.  We feel that the issue of whether Condition 4A or 4B would apply in these circumstances has yet to be adequately addressed.

Section 3.5 to Ofgem’s main regulatory tasks and the need to ensure companies compete fairly.  EMP would welcome inviting views during the consultation on how fairness should be defined and applied to gas transportation.  The specific transportation objectives (section 3.6) places a requirement on the transporter for investment and innovation, how are these costs considered?

We also believe that it may be useful to look at the impact the variety of charging arrangements employed has on gas consumers in the UK in general.

Issue 2

Question: “Connection and gas transportation services are lacking clear and consistently applied definitions of…”

Answer: We agree that clearer, more consistently applied definition, of gas transportation and connection services and costs would be useful.

Issue 3

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

Answer: We believe that it may be inappropriate to refer to iGTs “cross-subsidising” their competitive connection businesses, as stated in 4.19, with their “monopoly” transportation revenues, many iGTs utilise the services of several connections service providers, based on both their costs and performance.  It is also worth noting that considerable cost efficiencies can be achieved by developing the relationships between asset owner, asset manager and service provider.  To separate these functions unnecessarily might inadvertently introduce additional administrative costs (e.g. duplicated support services, asset management systems, additional interfaces).

Section 4.7 invites views on the formal separation of competitive and monopoly activities.  EMP suggests that where these businesses co-exist in the same group that Service Level Agreement might be sufficient.

We would also appreciate further clarification of the term “affiliate” which is used to imply the existence of commercial arrangements in the document, however it should be describing parent company ownership.  This partnership arrangement is also suggested in section 4.19, the reality is that an iGT can, and EMP does, source gas connections from several internal and external providers.

Issue 4

Question: “The payment of allowances by iGTs to gain network development and connection contracts is distorting competition in the connections market”.

Answer: We believe that this issue is related to that raised in Issue 2, that further clarification is required as to how methodologies have been developed and applied.

Issue 5

Question: “The statutory connections (the 23m and 10m rules) distort competition in the connections market”.

Answer: We are generally supportive of the view that statutory connections may distort the connections market, and would like to see a solution, which may be applied in a transparent and non-discriminatory way.

Issue 6

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

Answer: We believe that there is incentive for any organisation, even a natural monopoly, to operate efficiently so as to secure it’s future profitability, and believe that the real issue raised in 3.21 is how these efficiency benefits are passed on to the end customer.  We also believe that if multiple connection options are available then the business risk for iGTs increases, meaning that returns would have to rise.

Section 3.15 examines the need for GT policies to promote competition.  In this regard opinion should be sought on the exclusive arrangements between First Connect and Transco, and what impact this might have on the connections market and competition?

Issue 7

Question: “The lack of transparency and consistency in iGT charging methodologies and statements may be distorting shipper and supply competition”.

Answer: We understand that shippers and suppliers have the right to reflect transportation charges in their invoices or they may decline to supply particular sites, we do not feel that transportation charging methodologies necessarily effect competition in gas supply.  The market share cited in section 4.38 is reflective of customer choice, invariably the customer opts for the path of least resistance selecting the infrastructure provider and supplier that they perceive offers the least complicated pair.  In reality the choice of supplier by the customer provides no benefit or detriment to the GT.  The customers are offered a wide choice of supplier indeed no GT may discriminate against any supplier.  Conversely the supplier may choose not to contract with the GT or not supply selected sites on its network.  Cost reflective pricing, applied consistently, may be necessary in rural gasification schemes and should therefore not be excluded as a possible option.

EMP has yet to make a reasonable profit suggesting that its transportation charges are not excessive, and are necessary to cover the costs of its business.  The debate on charges by iGTs should include the Transco component, which we feel is excessive and does not accurately reflect the true cost of supply to a CSEP.  Comparison of charges for sites located on integrated networks against those solely supplied by Transco is unjustified.  Transco networks and operations are significantly different from those of an iGT, they have sunk costs with a lower WACC.

Section 4.47 suggests that iGTs are earning returns in the range 8 to 19 percent, what type of returns are these (ROCE, RONA, ROE, ROI, RoR)?  The presumption by Ofgem (section 4.51) that “the level of returns earned by iGTs are not justified by the risks they take” prejudices the outcome of the Cost of Capital consultation, any judgement should be left until this consultation has been adequately concluded.

Issue 8

Question: “There are insufficient incentives on iGTs to invest and operate efficiently”.

Answer: We believe that the sustained profitability of iGTs is sufficient incentive to ensure that they operate efficiently.

Issue 9

Question: “There are insufficient incentives on iGTs to share efficiency gains with consumers..”

Answer: There are a variety of methods of ensuring that efficiency benefits are passed to consumers, for example, a clearer definition of the reasonable profit test may have this result.

We would also debate whether the benefits gained by the developer from competition in the gas connections market, are passed on to the end customer.  We would generally support the comments made in 4.4, that developers may not necessarily have the best interests of the future homeowner and gas consumer in mind.

Issue 10

Question: “There are insufficient controls on the ability of iGTs to exploit their monopoly position to earn excessive profits on 4B and 4C charges”.

Answer: We agree that a clearer understanding of the application of Condition 4C charges is required, however given that these are only applied with Ofgem’s approval, control should be an integral part of this approval process.  

Issue 11

Question: “The is no formal definition and verification of reasonable profit for Condition 4..”

Answer: As stated above, a clearer definition of “reasonable profit”, is only one of numerous options for ensuring that efficiency gains are passed through to end consumers.

Issue 12

Question: “Cross-subsidisation of new gas connections with transportation revenues may not encourage efficient connections to the gas network and efficient use of gas”.

Answer: Whilst the use of Condition 4C remains unclear then efficient connection to the gas network cannot be guaranteed.

Issue 13

Question: “Existing licence conditions may not be encouraging development of the rural gas networks as intended”.

Answer: We agree that the current regime does not promote the development of rural gas networks.  We feel that the extension of the cost recovery period from 5 to 20 years is likely to have little impact, and may not be incentive enough to encourage more work in these areas.  We believe that the perceived reluctance in the market to explore infill and rural schemes is due to the fact that they are generally high risk and uneconomic.  We feel that Condition 4C may be used effectively for rural gasification schemes, in contrast to the comments in paragraph 4.55, EMP has only used Condition 4C for rural gasification schemes.  Alternatively, the government could contribute to the cost of gasification in rural areas, either by means of subsidies or public private partnership arrangements.

Additionally, EMP suggests that the consultation should discuss any transitional arrangements should changes to charging methodologies be made.  We also believe that the establishment of any franchises for Transco LDZs should be for a longer period (20-30 years), and that Ofgem should not be involved in awarding the franchise.

We would be happy to discuss these issues further and EMP would also welcome further discussion on the Cost of Capital issues. 
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