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Dear Frances

Response to Consultation document – The regulation of Independent Gas Transporter charging

Transco welcomes this clear and comprehensive consultation and supports the objectives and principles set out therein as a constructive framework for Gas Transporter (GT) charging.  In particular, the principles of the efficient use of gas through cost reflective charges and allowing a reasonably efficient GT to make a profit must form the basis of a sensible regime where fair competition can enable consumers to make an informed choice.  Transco is concerned, however, that where the issues impact on competitive areas such as connections, that the interests of all market players are considered, as well as the interests of GTs and consumers.

Issues

Ofgem sets out a list of key issues, some of which appear to overlap.  Transco believes it would be helpful to view these in the context of the four basic issues underlying them.  

The pricing regime and use of cross-subsidy

The pricing regime which, according to the Consultation paper, allows Independent Gas Transporters (IGTs) to freely combine the charging regimes for competitive connections and monopoly transportation, may distort competition and does not encourage efficient connections or the efficient use of gas.  This includes the use of discretionary allowances and incentive payments to developers.  Moreover, in Ofgem’s view, it does not appear to be counter-balanced by sufficient incentives to invest and operate efficiently.  Whilst it is not clear on what basis Ofgem has reached the latter conclusion, it is difficult to see how the ability to make incentive payments, at the expense of future customers, benefits either consumers or competition.  

The operation of IGT charging methodologies and the IGT market

The operation of the IGT market appears to lack transparency and consistency in many respects, including the charging methodology.  According to the Consultation this is compounded by a lack of control on profit and efficiency incentives, which may result in higher charges to consumers and excess profits.  It also seems likely that lack of transparency and consistency would deter some shippers and suppliers from active competition on IGT networks.

The development of rural gas networks

The development of the IGT regime, with all its apparent flexibility, appears to have failed to encourage the development of rural gas networks.  Transco believes that the limited changes proposed to the Gas Connections Charging Regulations and to Condition 4C will do little on their own to change this.

The August 2001 consultation proposed a single very narrow solution and this Consultation proposes a further single and specific solution.   Transco has supported the DTI Working Group looking at this issue and believes it deserves the same comprehensive and innovative review as is shown in this Consultation to IGT charging. Industry and consumers should have the opportunity to comment on a wider range of solutions than so far given.

Another reason to deal with this issue independently is that the general rules that work for the current networks and most new housing, may need to be reconsidered for the specific case of rural networks.  For example, effective and vigorous competition between shippers and suppliers on all GT networks is vital for most consumers, but those in rural communities, who may otherwise have no supplier, might prefer to have the choice of a single supplier for a reasonable period if this makes the investment economic.  A different approach to the boundary of connections and transportation might also be considered in respect of rural networks.  The proposal for Condition 4B suggests it may now be acceptable to treat rural network development differently and dealing with these issues together could compromise the thinking on both.

Many rural networks will never be economic to connect to the main gas network, however, Transco has put forward a number of proposals, particularly in respect of the Gas Connections Charging Regulations that could provide a real benefit.

The balance of risk and incentive

The fourth issue, which is touched on in the Consultation but not explored directly, is that increased risk and lower profits may discourage competition in networks provision and further reduce the incentives to invest.  It is therefore important that solutions are developed in a sensible and balanced way such that both competition and investment are enhanced.  Transco is encouraged by the comprehensive nature of this paper and hopes it will facilitate a more holistic, and therefore more effective, discussion and range of potential solutions, than is sometimes the case.  

The Way Forward

Ofgem has set out a number of interesting and sometimes innovative options for consideration.  Unfortunately, the somewhat arbitrary grouping into five options has distorted Ofgem’s final analysis, particularly in respect of Option A which consists of five very different options, the first four of which are quite independent of each other and potentially complementary to any of the other options.  The analysis table appears to ignore the first four. 

Establishing a boundary between transportation and connection 
Some separation of competitive activities and monopoly activities is essential to facilitate competition in those areas that can be competitive and Transco has separated its own connections business in support of these objectives.  

It is difficult to envisage how competitive connections to multiple GT networks can be fair if the boundary between connection and transportation is not the same for all GTs.  The boundary used by Transco was arrived at through earlier consultation.  If it is necessary to implement this through a licence amendment, Ofgem should ensure there is sufficient flexibility to allow IGTs to spread risk between individual projects to avoid unnecessary upward pressure on prices, whilst ensuring that, subject to statutory requirements, connections costs are paid by connections customers and Utility Infrastructure Providers (UIPs) can compete in new housing connections. 

The extension of transportation charging objectives to IGT connections

These objectives are generally appropriate to GT connections but their application to GT licences should seek to facilitate competition in connections by putting GT connectors on a similar footing to non-GT connectors, as far as is practical, rather than creating barriers.  Competition will only develop in connections if all connectors are allowed to make a reasonable profit.

Removal or revision of the 10 and 23 metre rules

In March 2002, Transco consulted on a revision to the 10 metre allowance and received considerable support for the monetisation proposal, although opinions were divided on how it should be implemented.  Transco looks forward to Ofgem taking this forward in due course and would welcome further reform in this area.

The modification of Licence Condition 4C

When used for new housing, Condition 4C provides a vehicle for IGTs to recover competitive connection costs, as well as their marketing costs, through charges to future consumers who have no information or choice in respect of their gas connection.  The lack of control and competition means these charges may also be higher than necessary.  It is also a barrier to UIPs who compete in this market.  Restriction on the use of 4C should result in more effective competition and more efficient developments.  

Such a restriction should be based on distance from the existing gas network, rather than tied to existing developments, as the best time to connect a rural network is likely to be when it is first developed.  It is not clear, however, that this restriction alone will encourage competitive rural development.  As stated above, Transco believes a more fundamental and coherent review of Condition 4C and the Gas Connections Charges Regulations together with the other issues associated with rural developments is required to achieve progress in this area. 

Franchising network operations

Ofgem acknowledges that this innovative proposal could represent a fundamental change to the entire IGT regime.  It is also one of the few proposals that is not complementary to others proposed here.  It therefore merits consideration as a separate option.  That said, it is difficult to comment meaningfully on a proposal that is so high level.   We therefore make some observations that we hope will facilitate the decision on whether to pursue this option further.

A system of encouraging competition by the introduction of a bidding system for new licensed areas would be a major change to the way the market currently operates.  Such a system could have the effect of encouraging new entrants and keener competition and might be a vehicle for the development of rural networks (though not in isolation).  It would, however, require significant resource to operate and a considerable amount of co-operation from developers.  It is not clear how this could be made to work on a practical level.  It would also mean a far more intrusive form of regulation contrary to the development of natural competition and possibly increasing the burden of bureaucracy for consumers and industry alike.  The comparison with Transco LDZs is misleading as IGT networks are very different in virtually all respects, as recognised later in 5.26.

Ofgem also appears to propose that asset ownership and operations would be separated for new networks.  It is unclear, however, in what capacity Ofgem would itself award franchises to operate on  privately owned networks or how it would reconcile this with the reasonable expectations of the IGTs for a fair return on assets.  This would seem to go some way beyond the intentions of the Utilities Act.

Whilst the separation of asset ownership and asset operation is already evident in certain networks, Ofgem have provided no evidence that this always works better than combined ownership and operation.  Nor has it made any case for imposing this model, rather than allowing it to emerge and continue to evolve in response to natural competitive forces, or to allow it to compete with other models.   Moreover, the economics of owning or operating relatively small and dispersed networks are likely to be very different to these precedents.   

Transco believes that there are advantages and disadvantages to the vertical separation of monopoly activities and that these will change over time.  Consumers will benefit most if GTs, like other industry players, can continue to manage and develop their businesses to best respond to changing markets and business dynamics and according to the specific needs of their individual businesses.  

In the current climate of regulatory uncertainty, new entrants will not be encouraged to enter a heavily regulated market that discourages enterprise and stifles innovation.  The example used in the Consultation, of the rail operators franchise may, in several respects, illustrate some of the difficulties of this type of regulation.  The imposition of new structures that split accountabilities for networks also raises concerns for safety and security of operations.  When competition in connections to new housing is already established, this would seem to be a risky and quite unprecedented level of regulatory intervention.

A radical option such as this is rarely a panacea and it is highly unlikely that a scheme of this magnitude would not subsequently require some improvement, along the lines of other proposals in this paper.

The nature of price control for IGT transportation.

Ofgem proposes three types of price regulation, in respect of transportation, but appears to conclude that none is ideal for IGTs with their diverse corporate structures and diverse, dispersed operations.  Either they do not provide sufficient or appropriate incentives, or they are too complex to operate.  Transco believes that, in principle, all GTs should be subject to the same regime, based on the same principles, with similar incentives, in order to achieve similar efficiencies, fair competition and an equitable policy on reasonable profit.   Transco’s RPI-X methodology is likely to be impractical for IGTs, particularly on a network by network basis, and may, of course, penalise the most efficient operators.  However, a consistent methodology based on a set of clear, consistent criteria could surely be developed to achieve a comparable effect. 

It is also likely to be more effective if the overall level of profit of a GT is addressed rather than the profitability of individual networks, this will enable GTs to manage their businesses more efficiently and also assist the regulator to implement more effective controls.  The cost of capital is clearly an element of this and needs to be addressed in the more holistic manner allowed for by this Consultation rather than in isolation.  Price control for competitive works is not consistent with promoting competition.

A Revised approach to enforcing existing licence conditions (Option E)

Option E proposes a further five potential actions that, like those in Option A, are both independent of, and complementary to, most other options.  To the extent a practical solution can be developed with the IGTs, these proposals should improve consistency and transparency, thereby benefiting consumers or enhancing competition.  Transco does not believe that a more consistent approach to enforcing the existing licence conditions, in an appropriate manner, would prevent the introduction of further measures to increase competitive pressures.  

Transco also notes that the weaknesses set out in Ofgem’s analysis table for Option E are of a somewhat different order to those identified for Options A-D.  In fact, the need for the regulator to work with the GTs to harmonise methodologies and consult on its rules, should in itself be a positive force for the future of the industry.

Conclusion

UK consumers will benefit from a framework that enables competition and innovation to flourish through flexibility and transparency and where all GTs operate to the same rules as far as is practical.   Rigid structures and excessive intervention will only deter competition and increase industry costs.  Transco believes this Consultation with its more comprehensive approach provides a sound basis for developing appropriate solutions to the issues raised and believes that further dialogue and consultation with IGTs and the industry, as more detailed proposals are developed, will be necessary to ensure a practical and positive outcome.

Yours sincerely

By e-mail

Paul Whittaker

Head of Regulation
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