4th July 2002

Ms. Frances Warburton

Head of Gas Distribution Regulation (Regulation and Financial Affairs Division)

Office of Gas and Electricity Markets (Ofgem)

9 Millbank

London

SW1P 3GE

Dear Ms. Warburton,

Re: Response to “The regulation of Independent Gas Transporter charging” Consultation Document
On behalf of E S Pipelines Ltd (“ESP”) I would like to respond to the above consultation document for independent Gas Transporters (“iGTs”).

Current Situation

When assessing the economics of a gas network project the two main factors, which need to be taken into account, is the capital investment the iGT will make towards the network and the income it will receive through charging gas shippers a transportation tariff for using the network. So in general terms the higher the transportation charges received the higher the capital contribution the iGT will make towards the network. It was therefore expected that when an iGT negotiates with a customer to secure a project the customer would consider both aspects of the iGT’s quote when deciding which iGT was offering the most competitive quote (i.e. upfront contribution verses the long term transportation charges). It was expected that this would promote effective competition, as iGTs in their efforts to compete would take measures to ensure both these costs could be reduced as much as possible through competitive rates of return and efficient operating costs.

As I see it the main reason for reviewing iGT transportation charging is the current situation in bidding for gas networks in the new housing market where developers do not fully consider the implications to the long-term transportation charges relative to the contribution an iGT makes towards the network. This is because they do not ultimately pay for the gas supply to the premises and therefore do not have a long-term interest in ensuring the gas price remains competitive. The removal of the long-term transportation charges in the negotiation of the projects means it is the iGT who provides the most upfront contribution who secures the project regardless as to whether they are the most efficient in rates of return and operating costs. This has been further exacerbated by the practice of iGTs giving allowances to the developer for the service of providing the trench work in which the network is installed, which as competition increased so also increased to levels where the allowances have exceeded what would be considered a reasonable price for the trenching service. In addition competition in the connections market has suffered as independent Connection Providers (“iCPs”) cannot effectively compete with iGTs even if they can install the network more efficiently as the iGTs with no limit on the resulting transportation charges can simply outbid the iCPs using the trenching allowances. 

In addition the “potential” for higher transportation charges in comparison to the Transco equivalent (as described above) which is likely to result, if not immediately, but very likely in the medium and long term are not clearly shown in some iGT’s methodologies. This is because they are calculated by set rates of returns for capital invested and allocation of operating costs specific for the networks, and are in no way linked to, or at least compared to, Transco’s prices. The consequence of which is that gas shippers appear to find it difficult to carry out analysis as to the level of charging they incur by shipping on these iGT’s networks both in the short term and long term. Which in turn makes any comparison to Transco’s charging to allow them to ascertain whether their domestic tariffs are correct difficult.

As described above this situation would not have arisen had the transportation charges been an important consideration to the developer as the resulting long-term increase in gas prices would have limited the contribution the iGT would be willing to provide if as expected they would be limited to Transco equivalent prices. Also it may have encouraged all iGTs to link, or at least compare, their charges to Transco as most customers (in discussion with the gas suppliers) would require some “bench marking” with Transco to allow easy analysis of future gas prices when making a decision on which iGT to use. As a consequence I believe Ofgem is therefore seeking ways in which the transportation charges are taken into account by regulatory means because there are no effective market forces in this sector of the market to do this.

While acknowledging the problems in the new housing market I would like to draw to Ofgems attention that in the industrial and commercial (“I&C”) market and for domestic infill projects (i.e. connections to existing properties which includes rural areas) as the customer with which the iGT in most cases deals with also pays for the gas the market forces do work. Therefore any solution should ensure that firstly this is taken into account and more importantly it is not detrimental to these sectors of the market.

Proposed Solution

Of the options put forward in the document the preferred one for ESP is the regulation of transportation charges by linking them to Transco’s in a manner which is transparent to gas shippers and customers. This will, I believe, have the following effect:

· Developers will be made “clearly” aware what potential effect any contribution received from an iGT will have on the gas price charged to buyers of their homes for the long term. Although this may still not discourage some developers from still accepting high trenching allowances in conjunction with higher transportation charges. The potential for negative publicity, as they can be shown to be knowingly responsible for the higher gas prices, should provide a more persuasive incentive for many developers to ensure prices to the homeowner will not be higher than the national average. Also in conjunction with this if a set cap on the trenching allowances allowed were enforced by Ofgem (something which I believe may already be in Ofgem’s power to do). This will still allow the most efficient iGT to win the project as once this cap is reached in the bidding process, apart from service, the only way a developer will be able to distinguish between the quotes is with the now transparent transportation charges. Therefore logic would suggest that the iGT with the lowest charges would be the successful bidder. From some provisional analysis (which I suggest Ofgem will need to check), if the cap was set at no more than about £40 per property the resulting transportation charges in today’s economic conditions should on average keep to the Transco equivalents. Also in cases were the cap would still result in an increase would a developer accept the now higher risk of negative publicity for what would be a much smaller gain from the trenching allowance?

· If iGTs cannot out bid competitors by simply increasing the trenching allowance (as discussed above) it will enable those companies which can reduce installation costs to compete equally. This will allow iCPs and companies which offer a multi-utility service to compete for the connections market.

· Gas shippers / suppliers will be able to clearly identify what they are being charged for transportation in comparison to Transco so allowing them to set their gas tariffs more accurately. This will ensure consumers are only charged higher gas prices than the national average where it is necessary. In addition with the shipping communities concern on transportation transparency removed it should encourage more suppliers to compete for customers on iGT networks so providing greater choice.

· It will allow Ofgem, and others, to easily analyse what the rates of return are being used on individual networks which would increase the incentive to become more efficient. Also it will highlight where “non commercial” rates of return are being used to win projects and so help discourage cross subsidies and predatory pricing to push out competition.

· There would be no need to define and regulate “a reasonable profit” or “rates of return” as market forces would ensure that iGTs would bid using profit margins expected of this type of market (i.e. equivalent returns which could be achieved from shares in companies which have the same risk/profit profile). This is because any iGT which did try to achieve to high a profit and returns would not be successful when bidding for projects. It would also encourage iGTs to reduce operating costs and find cheaper sources of finance to ensure profit margins and returns are maintained.

· To ensure projects which do genuinely require the transportation charges to be increased above the Transco equivalent (the main type being domestic infills, but also it applies to I&C projects) Ofgem should allow an uplift to be applied but again this can be linked to Transco’s charges to ensure transparency is maintained. This will allow these markets to be kept open to those iGTs who would like to develop them unlike the other solutions suggested in the document. This is because there is a very large variation in risk in these markets which means the profit margins and rates of return that would be applied (when comparing the individual projects with returns in equivalent company shares with the same level of risk) will also vary enormously. Therefore if either of these two economic indicators were set at a level for the new housing market, which as the least risky of all the market segments would be relatively low, there would be no incentive for companies to invest in domestic infill and I&C projects. As it is one of Ofgems directives to ensure rural infills are encouraged the solution chosen to solve the problems occurring in the new housing market must take into account the other market segments, however the other solutions suggested would effectively kill any interest to invest in these other markets.

I would like it to be noted for the iGTs transportation charges to be linked to Transco’s long term stability is essential to ensure assessment of projects and the income that can be reasonable expected from them can be done in confidence. Therefore Ofgem will need to make sure when Transco’s methodology is reviewed each year the differential in the CSEP charges and the Transco equivalent charges are kept reasonable constant. 

If you have any queries please do not hesitate in contacting me on 01737 558382.

Yours sincerely,

Robert Wallace

General Manager
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