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Dear Frances

The regulation of Independent Gas Transporter Charging

LE Group welcomes the opportunity to comment on this Ofgem consultation and has the following points to make.

General

As many elements of IGT businesses are monopoly activities, it is right that Ofgem should have regard to the level of profits or rates of return earned by these, so as to determine whether or not the interests of customers are being safeguarded.

We are supportive of greater transparency in the assessment of a reasonable rate of return for the monopoly elements of the business, and support the development of a new industry structure which maximises real and effective competition.

Ofgem has highlighted a number of concerns about present arrangements, charging methodologies, and effects on competition.  However, little or no evidence has been presented in the consultation document to support and/or quantify many of the assertions or statements made.  It is difficult to consider an appropriate solution to the issues in the IGT market without first quantifying their effects.

The consultation paper states that IGTs, which are effective monopolies, are earning up to a 19% rate of return on capital.  If this is a cause for concern, Ofgem has existing powers under the Gas Act and Competition Act to tackle any abuse.  We believe that it is premature to consider unnecessarily complex and burdensome changes to the regulatory framework when it is not clear that the use of existing powers is an inadequate safeguard for customers, especially as the IGT market is still small in size.  Introducing a regulatory regime that is too complex will risk stifling competitive development that should be in the interests of customers.

Competitive Environment and Charging Transparency

We believe that there should be competition in the initial tendering process to construct the private gas network and that this should ensure efficiency and good standards.  Currently, however, payments by IGTs to developers can distort this initial competitive connection market through cross-subsidisation from subsequent monopoly transportation charges.  Where such payments result in higher long-term costs to customers, this is clearly unacceptable and should be discouraged.  Connection and transportation charges need to be clearly separated, and to reflect the costs incurred in each discrete phase of network development and operation.

It would be appropriate for IGTs to charge for transportation inclusive of Transco's charges and to be required to publish the combined charge (as is proposed for electricity embedded networks).  This would enable suppliers more easily to work out their costs of supply when quoting to customers.
Ofgem’s Options for the Way Forward and the 

Form of Future Regulation
Relative price regulation (option D) has been implemented as part of the interim arrangements for the 4C charging methodology.  This approach effectively means that charges cannot exceed the all-the-way charge levied by Transco to a similar site.  We believe that price regulation of this kind could form the basis for an interim solution in most circumstances in the short term.  It has the advantage of simplicity, and it protects consumers by guaranteeing a price no greater than they would be charged by Transco, while allowing an efficient IGT to earn a reasonable profit.  

We feel that these advantages of the relative approach outweigh the disadvantage that, in a few cases, it could create a perverse incentive not to connect sites where the project cost would exceed what can be recovered under the relative price cap.  The regulatory regime needed to support this approach would not be onerous, and its simplicity of operation is appropriate for the currently small and immature IGT market.

Taking a longer-term view, however, we believe that elements mainly from option A (increase the competitive pressure on IGTs) and option E (develop a revised approach to enforcing the existing licence conditions) are the most appropriate mechanism for the future regulation of IGTs.  The main safeguard should be the use of ex-post rate of return regulation based on a company’s own efficient costs.  This safeguard would be triggered by complaints about levels of charging, and should be enforced using existing Competition Act powers.  

Within options A and E, we consider the following elements to be essential:

· Introduce a formal and consistent boundary between gas connection and gas transportation costs and charges, through a revision of the licence conditions used for charging.

· Extend and apply the relevant methodology objectives relating to ‘reasonable’ profit, and only currently applicable to Condition 4 charges, to all methods of IGT charging.

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

· Introduce standard regulatory accounts for all IGTs to enable identification of ex-post rate of return where required for the purpose of investigating a complaint about charging.

In combination, these factors should provide a regulatory framework that will:

· Be simple to understand and operate

· Prevent ‘excessive’ profits and thereby share the benefits of efficiency with customers

· Provide greater transparency of charging, and 

· Prevent cross-subsidisation of competitive and monopoly revenues and remove the incentive for IGTs to pay developers.

Options B (rate of return regulation) and C (formal price regulation) represent a more complex and burdensome method of regulation.  We do not believe these options are appropriate mechanisms for the future regulation of IGTs for the following reasons:

· Rate of return regulation does not encourage efficient asset development and operation (gold-plating of assets may occur) and does not deliver lower prices to customers.  Additionally, Transco can deliver higher rates of returns to investors by delivering greater efficiency improvements than its target efficient costs.  IGTs would be discriminated against if rate of return regulation were used, as they would not have the ability to generate such higher returns.  As stated in our response to the February 2002 cost of capital consultation, we believe that any attempt to establish a standard or representative cost of capital for all IGTs is flawed and does not represent a proper basis for establishing what a reasonable profit would be in particular cases.  Also, we have concerns about the methodology used in Ofgem’s February 2002 consultation document, especially as regards the use of reference companies rather than IGTs to assess an industry WACC.  
· Formal price regulation (e.g. RPI–X) does allow innovative companies to benefit both shareholders and customers through periodic charging reviews that have the effect of sharing the benefits of improved efficiency.  As rightly described in Ofgem’s document, this approach would require detailed industry data and regulatory involvement to implement.  With few existing assets spread between a large number of IGTs, new assets rapidly increasing, and project-specific costs, it would be extremely difficult to forecast for up to five years.  We believe that it would be inefficient to implement RPI–X for such a small sector at this time.
Summary

We can see a need for relative price regulation as the basis of IGT regulation in the short term.  In the longer term, however, our preferred approach would be the use, where necessary, of ex-post rate of return regulation for monopoly activities based on each company’s own efficient costs, supported by the Competition Act powers that Ofgem already possesses.  This approach would both protect customers’ interests and avoid the need for an unduly burdensome and resource-intensive regulatory regime for a relatively small industry sector. 

I hope you will find these comments helpful.  If you have any queries, please do not hesitate to call me on 020 7331 3563.
Yours sincerely

Denis Linford

Group Head of Regulation
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