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10th July 2002

Dear Frances,

The regulation of Independent Gas Transporter charging – Consultation Document

Innogy welcomes the opportunity to comment on the above and does so on behalf of all the npower gas supply businesses in the Innogy group.

This consultation follows on from the recent Ofgem consultation on IGT Charges and Cost of Capital. As a number of the points we made in our response to this are related and of pertinence to the issues discussed in the above consultation document, we would be grateful if you would consider our comments below in conjunction with our previous response.

Innogy believes that IGT’s have done little to enhance competition in gas transportation since their inception over 6 years ago. 

Whilst they have introduced more competition into the market for gas connections, their ability to cross subsidise connection charges through increased transportation charges and to pay excessive payments to developers has had the effect of distorting competition in the connections market, and has given IGT’s an unfair advantage in securing contracts over Independent Connection Providers.

As the largest gas supplier without an interest in an IGT business we are acutely aware of the difficulties suppliers face in dealing with the many different network codes, manual registration systems and transportation charging statements used by the IGT’s. As a result of these inefficiencies we are faced with significant extra internal costs when supplying customers connected to IGT networks, which when combined with the uncertainty surrounding future transportation costs and the higher level of transportation charges compared to Transco’s, make them an unattractive supply proposition.

IGT’s are not in our opinion acting in the best interest of end consumers therefore, and we sincerely hope that following these two consultations Ofgem can take actions that help to rectify this situation.

Innogy agrees that the eight objectives identified in Chapter 3 of the consultation document represent valid criteria for reviewing the IGT charging regime. However, in our opinion the review would be better served if it concentrated on just the five objectives stated below, which are listed in order of the priority we believe is appropriate:

· incentivising the efficiency of IGT’s

· sharing efficiency gains with consumers

· promoting effective competition between gas shippers and gas suppliers

· promoting effective competition between connection providers

· promoting effective competition in gas transportation

“Promoting the efficient use of gas through cost reflective charges” and “allowing a reasonably efficient IGT to make a reasonable profit” can in our opinion be excluded as specific objectives, because they are implicit outcomes of a regime that effectively manages the efficiency of IGT’s.

With regard to Ofgem’s duty to protect the interest of rural consumers, effective competition between connection providers and between gas shippers and suppliers should protect the interest of rural consumers. 

We recognise the need for Ofgem to consider these interests in the round, but we do not believe it should form a primary objective against which IGT charging regimes should be reviewed, as it runs the risk of conflicting with a number of the other objectives.

However, if further action (over and above the proposed amendment to the Gas Connection Charges Regulations) is desired on social grounds, an explicit measure should be introduced and justified rather than distorting basic regulatory rules and market forces.

This could perhaps be along the lines of the hydro benefit that applies to Scottish Hydro Electric’s allowed price control revenues, to reflect the dispersed nature of their customer base.

Ofgem’s five broad options for the way forward, as discussed in Chapter 5 of the consultation document, highlight a number of proposals which we believe would help to achieve the five objectives stated above.

Rather than opt for one of the options, Innogy favours pursuing a combination of options, and we have listed these below in order of priority.

Introduce a formal and consistent boundary between connection and transportation costs and charges

We agree with Ofgem that a clearly defined boundary for transportation charges would separate those costs to be recovered through monopoly charges and those costs to be recovered through competitive activities, and will encourage competition in gas connections.

To assist in defining this boundary we believe there is scope for Ofgem to develop a set of Regulatory Instruction Guidelines. These would clearly define the activities involved in the competitive and monopoly parts of IGT businesses, and specify how costs and revenues should be accounted for by way of examples. It may also be the case that they could build upon the work currently being carried out on defining the boundary in electricity connections. 

Review all IGT charging methodologies with a view to standardising and simplifying them

Having defined the boundary between connection and transportation, Ofgem should conduct an urgent review of all IGT’s charging methodologies.

IGT’s should be encouraged to amend their charging methodologies such that future transportation and connection charges are always recovered in a set way (ideally through conditions 4 and 4b respectively). Ofgem may wish to publish a generic format to assist IGT’s in drafting their pricing methodologies in a consistent, coherent and transparent way, such that shipper/suppliers can make assumptions about future transportation charges.

In order to discourage inappropriate payments being made to developers to secure contracts, IGT’s should be required in their pricing methodology to state their policy with regard to such payments and be required to publish details of any such payments that have been made when securing connection contracts.

Extend and define the relevant methodology objectives to all methods of IGT charging

We agree that the relevant methodology objectives outlined in condition 4A(5) should extend to all methods of IGT charging mutatis mutandi.

Assuming the proposals described above are implemented, we see no pressing need at this stage for extending the obligations regarding charging methodology beyond their current scope, however, this option should be kept under review.

Removing condition 4c or modifying condition 4c so that it applies only in clearly defined circumstances

As previously stated we believe that if further action to protect rural consumers is desired on social grounds, an explicit measure should be introduced based on a clear rationale. 

It could be that amending Condition 4c to apply only to infill sites would provide a mechanism for achieving this. However, in our opinion it would be preferable to delete Condition 4c entirely from the licence, and to address rural consumers’ interests in a separate financial scheme.

It may be that such a scheme could be developed in tandem with Transco’s proposal for eligible parties to be able to apply for standard allowances towards the cost of connection, which they have tabled as an alternative to maintaining the 23m and 10m rules contained in Condition 4b of the transporter’s licence. 

Introduce standard regulatory accounts for IGT’s

Placing a requirement on IGT’s to publish standard regulatory accounts may have some merit as it would increase the transparency of IGT charging by highlighting how costs and revenues are apportioned between connection and transportation activities.

However, bearing in mind the size of some of the IGT businesses currently operating in the market, if this proposal were to be adopted we would suggest that a threshold be defined above which the requirement for regulatory accounting would apply. In our opinion this threshold should apply to IGT’s either

· with > 50,000 connected sites or,

· with affiliate supply businesses with > 50,000 supply points

however, the threshold could alternatively be based on group turnover.

Formal price regulation of IGT’s transportation charges

IGT’s are monopoly transportation businesses and all the evidence to date suggests that IGT’s have been able to exploit their monopoly position to their own advantage and to the detriment of shippers/suppliers and consumers.

If Ofgem are correct that IGT returns are in the range of 8% to 19% this cannot be justified based on the low risk nature of the business, and such evidence supports the case for introducing some form of price control on IGT transportation charges.

Despite this however, we do not believe that price control is a number one priority, and would caution against Ofgem rushing into this, as it is likely to take up considerable regulatory time. 

In our opinion the other measures outlined above should be introduced and allowed to take effect first before resorting to formal price control, although this is based on the premise that Ofgem’s Interim Arrangements should be kept in place throughout this time.

In the event that these measures are introduced but found not to be having the desired effect, formal performance price control should be introduced to replace the interim arrangements. 

However, as licence amendments will be required to facilitate some of these measures anyhow it may be sensible to provide for price control’s introduction in these amendments, even though it may never be applied.

As stated previously in relation to regulatory accounts, if formal price control is considered necessary it may be appropriate to introduce a threshold above which it would apply.

Formal price control, if required, should take the form of performance based RPI – X regulation on the portfolio of IGT networks. 

In order to ensure improvements to standards of service, it may be appropriate to introduce a scheme similar to the Information and Incentives Project in electricity as the IGT market matures, either in conjunction with formal price control or in advance of it.

With regard to some of the other proposals included in the Way Forward section of the consultation document, we note with interest Ofgem’s comments on introducing competition in ownership and operation of network extensions within specific franchise areas.

Whilst this option is regarded as being very much a long term one requiring significant regulatory and legislative action, we believe that the planned merger between NGC and Transco may create a climate whereby if it is considered desirable to pursue this option it could need to be developed within far shorter timescales .

As Transco’s LDZ assets are now price controlled separately, should the merged business consider them to be non core, divesting of them will now be far less complicated than it would have been under the previous price control formula and therefore less of a barrier to pursuing this strategy.

The experience to competitive franchising to date is limited, but it does clearly show that if this option is to be pursued as a viable way forward then serious consideration would need to be given as to how it can be ensured that incentives on franchisees’, safety and customers interests are maintained throughout the life of the franchise, and across franchise areas.

I apologise for the slight delay in sending our response and please feel free to contact me if you wish to discuss any of the issues raised.

Yours sincerely,

Steve Rose

Economic Regulation

Tel.  01905-340502

Fax. 01905-340488

steve.rose@npower.com

Registered office:  Innogy plc, Windmill Hill Business Park, Whitehill Way, Swindon, SN5 6PB

Registered in England and Wales no:  3892782

