Response to Ofgem consultation on the regulation of Independent Gas Transporter Charging from United Utilities Gas Networks and United Utilities Gas Pipelines
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UUGN’s view of the way forward


Summary

UUGN welcomes the consultation and believes the paper captures most of the issues.  UUGN believes that any resolution to the current problems need to include the following:

· Level playing field between incumbent IGTs and newer entrants

· Elimination of cash-backs

· Recognition of tariff support as a mechanism to correct market  failure

· Convergence of gas and electricity markets

· Appropriate regulation for IGTs

UUGN makes some suggestions regarding how tariff support could formalize the relationship between transportation and connections these include:

· Incorporate tariff support into licence condition 4

· Each transporter to publish tariff support rates

· Transporters to have obligation to adopt assets subject to published adoption policies being complied with.

· Tariff support paid at published rates by transporter but connections business not allowed to pay cash-backs
With regard to regulation UUGN believes that there are three options worthy of further consideration.  These are franchising, formal price control and relative price control.  Each offer advantages and disadvantages and until more detailed work is done it is unclear which is best.  Franchising offers an approach that alone of the five suggested recognizes that the route to market is via the developer.  The detail of the franchise terms is crucial to capturing the competitive benefit.  The disadvantages include the possible need for legislation and the change from current methods of regulation.  The formal price control offers the merit of familiarity but requires work to adapt it to the needs of IGTs.  In addition account needs to be taken of the previous lack of regulation and the effect it has had on the later entrants to the market.  This option also imposes additional duties on the licence holders and Ofgem.  The relative price control is easier to implement but requires better regulation of Transco’s LDZ pricing.  All three options require additional work as the detail of the proposals will determine whether they will be successful.

Discussion of Interim arrangements

Before commenting on the paper it is useful to assess the success of the interim arrangements imposed in December 2001.

UUGN believes these were imposed without due process of consultation and made its views clear at the time.  The interim measures were imposed to prevent GTs charging more than Transco, however they only affected those using Condition 4C and did not affect those charging under condition 4.  In practice the imposition of the interim procedures has not stopped some IGTs from continuing to pay large cash-backs to developers.  For some IGTs this is due to those IGTs pricing under Condition 4 not being affected. The letter from Frances Warburton on 22nd April 2002 addressed this point but it is unclear from the current regulatory processes whether Ofgem could adequately police this.  A further complication arises from the use of Annual Quantities (AQs).  All IGTs have a contract with Transco called the Network Exit Agreement (NExA) which lists the AQs to be used by GTs in providing information to Transco.  Transco uses these reported AQs (unless modified by an AQ review) to charge shippers for Transportation on its network from beach-head to the CSEP where the IGT connects to the Transco network.  IGTs charge by various methodologies, however if GTs use AQs greater than the values published in the NeXA they can still claim to be pricing at Transco equivalent prices (inasmuch that the GT is charging the same as Transco would if Transco were using those AQs) even though if Transco was charging for this site they would not be charging as much because they would use their published AQs.  UUGN therefore believes that Ofgem should investigate the use of AQs by IGTs in particular whether they are using the Transco NexA AQs and in addition whether GTs are over-declaring AQs by defining a house as larger than it actually is.

The interim measures have not stopped the payment of cash-backs and in particular have not addressed the issue of whether these are being financed from higher returns earned on sites built shortly after IGTs were allowed into the market.  In addition there may be sites where the promised cash-back was never claimed by the developer and the IGT therefore has funds with which to finance cash-backs on other sites.   In some cases the IGT is only an asset owner and the connections company is separate, in this case the IGT may have paid the connections company a sum for the adoption of the asset and the connections company may have promised a cash-back which was never claimed.  In this case the connections company has funds with which to finance cash-backs on other sites.  Finally the interim measures do not prevent the factoring in benefits from other companies in the same group as the IGT, the most obvious of these is supply deals.  The imposition of the interim procedures and the fact that they are not properly enforced means that some IGTs have withdrawn from the market.

UUGN also believes the interim measures effectively give Transco power over IGT charges in that they set the overall charge and they also control the way in which the overall price is divided up between the monopoly part of Transco’s network (NTS and LDZ to CSEP) and the competitive part (LDZ CSEP to house).  Despite  representations to Ofgem and Transco the way in which Transco sets and consults over its LDZ charges leaves much to be desired.

Discussion of Ofgem objectives in chapter 3.

This section discusses the objectives listed by Ofgem

1a Promote effective competition

Ofgem correctly identifies that opening connections services to competition has the potential for offering savings particularly where a multi-utility offering is available.  Therefore it is important that Ofgem (and Ofwat) continue to work to develop competition in connections.  UUGN notes Ofgem’s concerns regarding the clear separation of connections from transportation/distribution such as in its consultation paper on the Structure of Electricity Distribution Charges published in December 2000 but believes there is merit in allowing some tariff support as long as there is clear understanding of how tariff support is calculated.  UUGN also believes that there is merit in making gas and electricity processes the same in this area.  Any subsequent development of further separation could then be conducted jointly with gas transporters and electricity distributors.  Ofgem is understood to be keen to use the model resulting from this consultation as a basis for the introduction of Independent Electricity Distributors and this is a further reason to align gas and electricity.  In order to restore a level playing field it is essential to eliminate cashbacks.  This could be achieved through a price control and the publication of tariff support rates by each transporter. Currently in electricity distribution each company sets its own tariff support levels with Ofgem not getting involved in the calculations.  However in a competitive world where transporters and distributors are competing to adopt assets the amount of tariff support offered will be one of the areas by which they compete.  It might be appropriate for Ofgem to regulate the maximum level of tariff support in various cases.  Transco is an exception as it offers no tariff support to domestic properties.  This removal by Transco may well have been prompted by the realization that with the growth in IGTs they would be paying out tariff support and then not receiving the benefit of the connections work to their connections business which was not, at that time, unbundled.  The policy of distributors varies as to whether they offer tariff support for connections other than domestic LV connections and whereas in electricity distribution this is left to each licence holder, gas transporters compete to adopt assets and this will need attention to ensure a level playing field.

The issues raised by this will be discussed in more detail in the comments on Chapter 4.

1b Promote effective competition within gas transportation

UUGN believes that there is limited scope for competition in transportation and distribution.  There is clearly little scope for direct competition as it is extremely unlikely that two transporters would have a main in the same road.   Probably the only way in which competition could be introduced would be to have regional franchises for new connections.  In this case transporters would bid for a franchise to build and operate networks for a fixed period.   This is attractive as each company competing could make assumptions about the number of connections likely in the franchise period and therefore set their charges accordingly.  The current situation where each site is effectively bid for as a franchise in perpetuity benefits those companies that are already established by virtue of the previous lack of regulation.  There are several issues raised by this approach such as what happens at the end of the franchise period, for example should there be a forced sale of assets at a price set by regulation or would the company continue to operate the assets it had built. The second possibility is to bid for indefinite franchises for each site, this is the current situation on which there are no controls.   The introduction of some form of price control may make this work better but it would not address the problems of rectifying the advantage that the early entrants gained when Ofgem’s approach was more aimed at providing competition to Transco than benefiting the final customer.  A third approach would be competitive outsourcing of operations and maintenance, however most IGTs will do this and in addition IGTs conduct relatively small amounts of O and M.  This is not likely to have a major impact on the market. These options are further discussed in comments on Chapter 5.

1c Promote effective competition between Gas Shippers and Gas Suppliers

UUGN recognises the concerns for transparency of charges but notes that pricing using Condition 4C tends to encourage site specific charges.  Transco charges are partly commodity based which are partly due to historic factors and not cost reflectivity.  If Condition 4C is restricted to infills and Condition 4 is rewritten then this could lead to more uniformity in charging.  UUGN believes that capacity based charging rather than commodity based charging is more cost reflective particularly for small networks.

Currently suppliers have an obligation to supply a domestic customer if requested.  Virtually all suppliers have an affiliated shipper that they use and have generally not supplied customers on networks if their shipper has not signed the transporter’s network code.   Clearly suppliers could fulfill their licence obligation if they contracted with a shipper that had signed the relevant GT’s network code.  Competition between suppliers would be increased if Ofgem took stronger steps either for suppliers to supply domestic customers or more realistically to encourage shippers to sign network codes.  Combining shipper and supplier licences would produce more uniformity between gas and electricity and would reflect the fact that many companies hold both licences.

2a Incentivising efficiency of IGTs

Comments on this objective are made in the comments on the Chapter 4.

2b Sharing efficiency gains with consumers

Comments on this objective are made in the comments on the Chapter 4.

2c Allowing a reasonably efficient IGT to make a reasonable profit

Comments on this objective are made in the comments on the Chapter 4.

2d Promoting the efficient use of gas through cost reflective charging

UUGN believes that cost reflective charging implies that charges should be largely or entirely capacity based.  Transco’s charges are not of this form and are relatively complex in their structure.  There is a conflict between cost reflective charges and the desire to have transparent charges to promote competition. If IGTs replicated Transco’s charging methodology it would be familiar to shippers but it is not clear that they would be more transparent and cost reflective.  It should also be noted that a requirement for cost reflective charges can conflict with Ofgem’s other requirements such as protecting vulnerable customers.  One example of this is in the price cap on pre-payment meters imposed on Transco and Electricity Distributors.  This price cap on Transco is causing difficulties to suppliers that are trying to manage customers in debt on IGT networks and it is probably resulting in significant over provision of pre-payment meters on Transco’s network.

Ofgem lists three requirements which would facilitate the efficient use of gas:

a) charges should reflect efficiently incurred and appropriate costs (excluding payments to parties that do not reflect the actual cost of goods and services rendered);

b) charges should reflect fixed (including costs of connection) and variable (including use of system) costs on a consistent basis in the structure of charging as far as possible; and

c) charges should reflect key cost characteristics or cost drivers as far as practicable (including the distance that gas is transported and peak demand charges to reflect any reinforcement of the system to increase peak capacity.)

UUGN supports (a) as this could eliminate payments to developers which are distorting the market.  Requirement (b) would, if properly regulated, allow some tariff support to encourage the extension of the gas network.  Requirement (c) would have limited effect on IGTs as most have small networks which are unlikely to require reinforcement, however the principle is sound.   UUGN charges by capacity which is almost equivalent to peak demand charging.  The difference is that peak demand measures actual peak demand whereas UUGN charges based on designed capacity and therefore designed peak demand.

2e Protecting the interests of rural customers

UUGN recognizes the duty on Ofgem to have regard to the interest of rural customers by the extension of the gas network.  Although no gas areas are typically in rural areas there are some non rural areas which have no gas.   If Ofgem had an objective to encourage the extension of the gas network to properties which do not currently have gas this would fulfill its duty to rural customers but also not exclude non rural customers and would also make clear that it is concerned with existing properties rather than new build.

UUGN believes that tariff support has useful role to play in encouraging extensions and would support changes to Condition 4 to reflect this.  In addition Condition 4C could be restricted to infills to provide additional tariff support.  UUGN accepts that complete separation of connection and transportation would preclude tariff support but believes that it has a role in correcting market failure and that this should be recognised in Condition 4.  Incorporating tariff support in Condition 4 would formalize the relationship between the two and recognise the links.  It should be noted that the 10m rule (first 10m free in the public highway) is a form of tariff support.

Discussion of Issues arising from IGT charging policies in Chapter 4

Objective 1a: Promote effective competition between connection providers

Issues 1 to 4

These were:

Issue 1:  It is not clear that effective competition exists between IGTs in securing new contracts. 

Issue 2:  Connection and gas transportation services are lacking clear and consistently applied definitions of: (i) the activities involved in each service, (ii) the costs (and relevant assets) of providing each service, and (iii) the structure of charges that separates the cost recovery of each service.

Issue 3:  The cross-subsidisation of competitive connection activities with monopoly transportation revenues may be distorting competition in the connections market.

Issue 4:  The payment of allowances by IGTs to gain network development and connection contracts is distorting competition in the connections market.

These issues are all concerned with the lack of separation between transportation and connection activities and the way in which tariff support is paid.  Ofgem correctly identifies that developers are benefiting from tariff support that in many cases has exceeded the cost of the work they do.  This has benefited developers who have not passed the savings on to house purchases by way of lower house prices.  Some developers may not claim these allowances owing to them not having the systems to check when they should claim, therefore IGTs which do not offer multi-utility quotes have probably benefited from not having to pay out these allowances in all cases.  In effect they may over recover on some sites by setting transportation charges to recover the tariff support allowance without having paid it.  Currently there are no controls on tariff support.

Most markets have competitive and less competitive areas, for example car sales may be competitive at point of sale but less competitive when it comes to servicing the cars.   IGTs arguably work in a similar market with connections being competitive whereas transportation is not.  However transporters will compete to adopt assets so the situation is not one in which the connections business has no choice of transporter as is the case in electricity distribution.  Complete separation would result in transportation recovering only operating and asset maintainance costs with connection charges recovering all the connections costs including all reinforcement costs, there would be no tariff support and no capitalised Operation and Maintenance.  However this ignores the fact that customers may not choose to take a gas connection if the connection cost is too high even though they would benefit in the long term.  Tariff support can correct this market failure.  Tariff support does distort competition in the connections market but this is desirable if the connections market produces a sub-optimal outcome.  The reasons customers act in this way varies from not having sufficient funds, to not taking a sufficiently long term view or failing to take account of the increase in value of the property.  

UUGN believes that there is a benefit in the transportation business offering tariff support to connections businesses to correct market failure when customers are not willing or able to pay for the cost of connection although in the long term they will be better off.   Tariff support is used in many industries, not just utilities, for example the pricing of Sky + enhanced digital satellite package suggests that connection charges, including the cost of the dish, are subsidized by the monthly charge.  In the December 2000 consultation on the structure of electricity distribution charges Ofgem recognizes that connection charges can be deep, meaning that all the costs of reinforcement are met by the party seeking the connection, or shallow meaning that only some of the costs of reinforcement are met with the rest being met from DUoS charges.  The electricity distribution licence recognizes this in Condition 4B4c where the licence states that:

i) no charge will normally be made for reinforcement of the existing distribution system if the new or increased load requirement does not exceed 25% of the existing effective capacity at the relevant points on the system; and

ii) [connection] charges will not generally take into account system reinforcement carried out at more than one voltage level above the voltage of connection.

Therefore the electricity distribution licence clearly provides for tariff support.

UUGN believes that a sensible approach would be to align gas and electricity tariff support rules.  It should be noted that there is nothing in the electricity distribution licence that prevents the payment of tariff support in excess of the cost of the connection but UUGN believes that this should be a licence condition on gas transporters.  Currently Ofgem does not actively regulate the tariff support allowances paid by electricity distributors.  Companies are relatively free to set the allowances and also to decide whether to pay the allowance to different classes of customers and voltage levels, the only restriction being the non discrimination conditions in Condition 4A.  Gas transporters and electricity distributors have GB wide licences although distributors have a designated areas and currently do not operate outside them.  One area where gas transporters may compete is in the payment of tariff support and Ofgem may need to regulate the maximum tariff support payable in various cases.

Currently allowances are being paid which result in cash backs to developers.  This is prohibited by Condition 4 which it states that payments should reflect the values of goods and services supplied, however it does not appear that this is being adhered to.  Conditions 4B and 4C do not have this restriction.  The above would require clear identification of connection and transportation activity, which in turn would lead to clear identification of the costs and charges for each activity.

UUGN believes that the following proposals should be considered:

· Incorporate tariff support into licence condition 4

· Each transporter to publish tariff support rates

· Transporters to have obligation to adopt assets subject to published adoption policies being complied with.

· Tariff support paid at published rates by transporter but connections business not allowed to pay cash-backs
· Restricting Condition 4C to infills (existing properties in both rural and non rural areas)

· Tightening up of whole of Condition 4, 4A, 4B, 4C

While changes were being made to Condition 4 it would also be sensible to put clauses in the licence that allowed the transfer of assets between licence holders together with their Condition 4C designation and approvals.  Currently if a site is designated under Condition 4C and gas is flowing the assets cannot be transferred whilst maintaining charges to shippers.  The assets can only be transferred if the acquiring transporter then prices under Condition 4.  This would result in changes of charges to shippers which is clearly undesirable.

Issue 5:  The statutory connections (the 23m and 10m rules) distort competition in the connections market.

The presence of the 23m and 10m rules distorts competition between connection providers.  UUGN recognizes that there ought to be an obligation to connect customers.  In electricity distribution licences this obligation is to connect all customers in the licencee’s designated area as long as they pay the relevant charge.  UUGN supports the continuation of the 23m rule.  The 10m rule (first 10m in the public highway free) means that existing transportation customers subsidize new customers.   This provision also means that connection providers are not able to provide one off connections competitively as they do not benefit from this subsidy.  Transco are proposing to pay an allowance to connection providers to eliminate this.  Another option would be to remove the 10m rule altogether.  Transco’s proposal to offer an allowance needs careful consideration as to its amount.  UUGN believes that it should vary according to the ground excavated, e.g. metalled road, pavement, verge.  It should also not be assumed that each GT should have the same values for the allowance.  Were the rule to be abolished or the allowance set to zero this would increase connection costs but it would also remove the subsidy paid to non gas customers that were within 23m of a  relevent main.  If these customers are mainly in non-rural areas it could be seen as discriminating in favour of non rural customers at the expense of rural customers.  Therefore abolishing the 10m rule could be seen as fulfilling Ofgem’s duty to consider the interests of rural customers.

Objective 1b: Promote effective competition within gas transportation

Issue 6:  Effective competition does not exist within gas transportation and may not lead to an effective outcome.

Competition between transporters is unlikely to develop for the reasons identified in the paper.  Transporters will compete to adopt networks however.  The only networks which do have competition are for telecommunications/cable TV however here the cable companies can offer additional services such as high speed internet and cable TV and therefore this is not a very good comparison.  This market is characterised by the bundling of distribution and supply probably partly because the technology is developing and the supply offering depends on the technology available in the distribution network.  The gas transportation market does not exhibit these characteristics and hence there is unlikely to be significant competition.

As mentioned earlier in the comments on this objective UUGN believes that the best way of achieving competition in gas distribution networks is by introducing regional franchises.

Objective 1c: Promote effective competition between Gas Shippers and between Gas Suppliers.

Issue 7:  The lack of transparency and consistency in IGT charging methodologies and statements may be distorting shipper and supplier competition.

The number of pricing options available to GTs means that a variety of charging methodologies results.  In particular the use of Conditon 4C and 4B means that charges tend to be site specific.  In addition the requirement that charges will be cost reflective encourages site specific capacity charges.  UUGN believes that capacity charges are more cost reflective than commodity charges and that capacity charges are simpler that the complicated Transco charging methodology.  UUGN recognises that as Transco has a more complex network then some element of commodity charge is appropriate to reflect the cost of running compressors but as it has highlighted previously it believes that the way in which Transco sets its charges and in particular CSEP charges are opaque, do not make correct use of the data and give perverse results.  In the initial proposals in PC68 for some small loads charges to the CSEP were greater than charges to the final customer.  This was corrected in the final proposals by making the charges the same but indicates fundamental problems with either one or both Transco’s collection of data or its analysis.  Therefore any assumption that Transco’s pricing methodology is better than any other GT’s is not supported by the evidence.  Although Transco has not fundamentally changed its methodology it has made major changes to the equations used to derive the transportation prices.  If the current interim arrangements were continued or a relative price control introduced this issue becomes of fundamental importance.   Currently Transco has the power to set the revenues of IGTs by adjusting how much revenue it recovers between the CSEP and the house. Transco’s licence contains no obligation to recover costs on the part of the network on which they occur and until proven otherwise the possibility exists that they are over recovering on the monopoly part of their network (NTS and LDZ to the CSEP) and under recovering on part on which they are exposed to competition (LDZ CSEP to house).  Therefore the observation that an IGT is charging more than Transco does not imply that the IGT is over charging.

UUGN believes that Transco’s charges must satisfy three criteria:

1. They must fairly recover the costs of transporation on different parts of the network

2. There must be long term stability in the charges

3. The charges must be easily understandable

UUGN welcomes the opportunity to comment on the forthcoming consultation on the separation of the LDZ and NTS price controls.

The comment that IGTs have different charges and that shippers have to look at each individually is exactly the same issue that consumers that face when confronted with a variety of not directly comparable tariffs from suppliers.  Ofgem comments that supply markets are vigorous and competitive so clearly the presence of different pricing structures is not a bar to competitive markets in the supply market.   Although UUGN’s methodology does not give the charges for each site this does describe how the pricing is determined.  Shippers are sent updates of site specific charges each month with the invoice and in addition are sent the information with the project summary report if they are the original shipper on the site.   In addition they can request the transportation charges for a site as part of the confirmation process.  Shippers may find it difficult to estimate the Transco charge to the CSEP for a particular site, this is due to Transco’s charges depending on the CSEP AQ.  IGTs could provide more help to shippers in this area or Transco could make CSEP AQs available to shippers shipping to that CSEP.  If shippers have specific areas that they would like to see IGTs change it is appropriate for shippers to approach the relevant company.

Turning to network codes UUGN believes that one area where competition could be facilitated would be by encouraging shippers to sign IGT network codes. Currently suppliers have an obligation to supply a domestic customer if requested.  Virtually all suppliers have an affiliated shipper that they use and have not supplied customers on networks if their shipper has not signed the network code.   Clearly suppliers could fulfill their licence obligation if they contracted with a shipper that had signed the relevant GT’s network code.  Competition between suppliers would be increased if Ofgem took stronger steps either for suppliers to supply domestic customers or more realistically to encourage shippers to sign network codes.  Comparing gas with electricity suggest that having both shipper and supplier licences only adds to complications in the gas industry and that it may be helpful to combine the regulation by having suppliers fulfilling the functions of shipper as happens in electricity.

UUGN agrees that there are some areas of network codes that would benefit from harmonisation but would point out that the fact that there are several GTs means that there will be differences.

Objective 2a: Incentivising efficiency of IGTs

Issue 8:  There are insufficient incentives on IGTs to invest and operate efficiently

As noted IGTs are not regulated in the same way as Transco through a formal price control.  IGTs use the latest materials and generally are fairly lean organisations and so the scope for efficiency savings will probably be less than Transco.

The issue of ensuring efficient development of the gas network is an important one.  Currently all transporters have an obligation to consider future development however it is unclear exactly what this entails and how definite the future development has to be to be considered.  Problems can arise when development is in stages.  If a transporter was to bid for a whole site it may build the network in one way perhaps taking an MP connection and running MP down the main road into the site.  However if the site is bid in smaller parcels this solution may  be rejected as being too expensive for the part of the site being considered and further if there is more than one feasible way onto the site there would be the risk of having stranded assets if the MP option was adopted and then the capacity was not used for the rest of the site.   For large developments the optimal arrangement would be for the land developer to commission infrastructure mains and pay for these up front, however this does not always occur and each developer often requests quotes for their own part of the development.  UUGN believes that the removal of regional exclusivity will mean that transporters will take shorter term views and that future development needs will tend to be discounted.  The wording of the licence is sufficiently vague as to make it largely ineffective.  For example it is unclear how definite a future development has to be before it is reasonable for a transporter to consider it.

UUGN believes that introducing regional franchises would address this situation as transporters would be more likely to plan for uncertain future development as they would know they would benefit from future transportation revenues.

Objective 2b: Sharing efficiency gains with consumers.

Issue 9:  There are insufficient incentives on IGTs to share efficiency gains with consumers, which may be reducing the value for money provided to consumers.

For IGTs charging using Condition 4 and 4C operating efficiencies should be passed on to shippers through reductions in Condition 4 charges.   Whether shippers pass these on to suppliers and suppliers pass these on to final customers is a matter for investigation by Ofgem.  The early IGTs in the market were encouraged to enter by Ofgas which was interested in companies challenging Transco, this probably meant that some areas received less scrutiny than was the case with later entrants.  Over time Ofgem has changed its view on what is important and it is now concerned about issues which previously it did not give importance.  The lack of incentives is an issue but it is one that is largely due to this not being seen as important by Ofgem when it issued the first IGT licences.    Although Ofgem’s duties have been changed by the Utility Act UUGN believes that this has been used as an a convenient reason for changes of policy and that Ofgem has significantly changed its policy towards IGTs and increased the regulatory risk of unexpected changes in policy that they face.

The introduction of some form of price control would incentivise IGTs to reduce operating costs as they could then keep the benefit for a time before passing it on to customers.

Objective 2c: Allowing a reasonably efficient IGT to make a reasonable profit

Issue 10: There are insufficient controls on the ability of IGTs to exploit their monopoly position to earn excessive profits on 4B and 4C charges.

The paper notes that transportation charges under Condition 4 are limited by the reasonable profit stipulation but the evidence available suggests that Ofgem has not taken steps to check adherence to this licence condition.   Ofgem is concerned regarding charges under Conditions 4B and 4C, one way of solving this would be to modify the licence conditions and methodologies.  However this issue is inextricably linked with the issue of tariff support and cannot be addressed in isolation.  It is reasonable to restrict Condition 4B charges to the first year.  A formal price control would link connection charges, tariff support and transportation charges.

Objective 2d: Promoting the efficient use of gas through cost reflective charging.

Issue 12: Cross subsidisation of new gas connections with transportation revenues may not encourage efficient connection to the gas network and efficient use of gas.

There has long been a history of tariff support in network industries and indeed the licence condition on electricity distributors recognizes this.  Tariff support is a correct response to a market failure where customers fail to take a long term view of the benefit of a gas connection.  Where the discounted net benefits of the gas connection exceeds its costs it is beneficial to have the connection; however some customers may not be willing, or able to borrow to finance the connections or they may believe they will move before they have recouped the cost and the sale price of the property will not reflect the additional value of the gas connection.  In practice house values are enhanced by a gas connection.  Ofgem’s issue is correct in perfectly competitive markets in which economic theory demonstrates that marginal cost pricing leads to the most efficient outcomes in terms of resource allocation.   However in markets where perfect competition is not present marginal cost pricing may be sub-optimal. UUGN believes that tariff support has a role to play in correcting market failure and that in markets where customers cannot or do not behave rationally tariff support set at appropriate levels can produce more efficient outcomes than those occurring in its absence.  Although the “second best” solution brought about by tariff support will not be as good as the solution which would occur in a perfect market it will be better than the solution which results from having no tariff support.  In addition the use of Condition 4C enables additional tariff support for infills.

It should also be noted that there could be other factors which indicate that complete separation of connection and transportation is not the most desirable outcome.  Here equity considerations such as the wish to eliminate fuel poverty may suggest that tariff support is desirable.  In this case equity considerations may suggest that tariff support should be set at higher levels than efficiency considerations alone may indicate.   However in such cases it is probably more appropriate for these equity considerations to be addressed by government subsidy rather than by changing tariff support levels which would distort signals to other customers.

Objective 2e: Protecting the interests of rural consumers.

Issue 13: Existing licence conditions may not be encouraging development of the rural gas network as intended.

It is clear that new housing developments offer more certain returns than infill projects.  If the intention was for Condition 4C to be only used for infills then it should have been drafted to do this.  It should be noted that Transporters had new licences issues in October 2000 as a result of the Utility Act and if this was a major concern then it could have been addressed at that time.

Although Ofgem has a duty to consider the interests of rural customers there are non rural customers that could benefit from infills and so UUGN believes that if Condition 4C is to changed to restrict its use to infills this should be for all infills where infills means existing properties.  Not all areas currently not on the gas network are commercially attractive, the main reason for this the distance to a gas main with sufficient capacity.  If the extension of the gas network is desirable for public policy reasons this could be subsidised by grants for specific purposes as discussed under Issue 12.

The supplementary charges levied under Condition 4C would be additional to any tariff support recovered in the Condition 4 charge.

Comments on Chapter 5 The Way Forward

Ofgem has 5 options for regulating IGTs in the future, these are:

A. increase the competitive pressure on IGTs;  

B. introduce rate of return regulation for IGTs’ gas transportation charges; 

C. introduce formal price regulation for IGTs’ gas transportation charges; 

D. introduce relative price regulation for IGTs’ gas transportation charges; and

E. develop a revised approach to enforcing the existing licence conditions.

General comments

In a competitive connections market the route to market for new connections is via the developer. Transportation is a monopoly activity but transporters compete to adopt the assets and it is this that has resulted in cash-backs and the problems recognised in the paper.  The key to resolving the problem is how to reconcile the competitive process for adopting networks with the need to protect final customers that have had no part in the decision to pay for adoption and the transportation prices charged.
Option A: Increase the competitive pressure on IGTs

The first 4 proposals in this option are:

· Separating connection and transportation

· Extending the relevant methodology objectives in the pricing conditions

· Removing or revising the 10m and 23m rules

· Removing or modifying Condition 4C

These have been commented on above and broadly speaking have UUGN’s support. However as previously discussed, UUGN believes that a complete separation of connection and transportation is sub-optimal and that tariff support should be incorporated in the proposals.  Transco’s charging also needs to be examined. 

The franchising option is the only one that recognizes that the route to market is via the developer and that it is necessary to address this issue. The main attraction of this approach is that the bids for the franchise should result in competitive prices but that once the franchise is won the developer would only be faced with one transporter that would offer the same terms regardless of which connections business did the connections work.   Therefore the developer should get the best connections prices consistent with protecting the final consumer’s interests.   The exact terms of the franchise would need careful consideration.  This option is also attractive because it would also mean that the incumbent IGTs receive less advantage from the previous lack of regulation than they would do under other options.  As noted earlier this could also address the problem of short term investment appraisals and consideration of future development.

Disadvantages of this approach are the potential legislative implications, possible public perception of the failure of the franchising approach on the railways and the divergence from current forms of regulation in the gas and electricity industries.   There is also the problem of what happens to the assets of a franchise holder that fails to win a new franchise.  Options include a forced sale with sale price subject to a formula in each licence or the existing franchise holder continuing to maintain its own assets.

Although the franchising option does not directly affect the issues that concern customers such as price and standards of service these could be addressed by the terms of the franchise.

UUGN believes that the franchising option deserves consideration and the exact form of the franchise needs to be developed before a final view can be reached.

Option B: Rate of return regulation for IGT’s gas transportation charges

This option would be a change from the way gas and electricity companies are currently regulated in the UK.  It also does not directly regulate prices which is what concerns customers and does not incentivise IGTs to share efficiency gains with customers, in fact it encourages over engineering and “gold plating”.   It works when companies have a virtually unchanging asset base and therefore would not work with IGTs that are characterized by small and growing asset bases.  There is also substantial work required in order to collect the data required.  UUGN does not support this option.

Option C: Formal price regulation for IGT’s gas transportation charges
This is the option currently used for Transco and electricity distributors and is attractive as it is consistent with current regulation.  It avoids some of the problems with rate of return regulation although it does draw on it.  An advantage is that it offers incentives for out-performance because it allows licence holders to keep the benefits until the next price control.  It would require significant input to provide and analyze the information for each IGT.  One additional problem is that IGT asset bases are growing very quickly and the regulation would need to take account of this.  As previously discussed rate of return regulation cannot do this.  The electricity distributors and Transco have stable asset bases and new connections are a negligible proportion of their asset base.  This means a price control based on the asset base five years ago produces little distortion, for IGTs this would not be appropriate.  A formal price control would result in different transporters having different operating charges depending on their operating costs.  Some early entrants into the market have built up substantial customer bases and have been able to recover the development costs in earlier years when Ofgem’s regulation was much lighter, this means that newer entrants are at a disadvantage resulting from a change in the regulator’s actions.  It is important that the newer entrants are still able to compete in the market if this form of price control is adopted so that the regulator has sufficient companies for benchmarking.  Ofgem and Ofwat have previously indicated the importance they place on having comparators.  Therefore Ofgem needs to ensure that a reasonable number of transporters exist either by ensuring the newer IGTs can continue to compete or by encouraging the separation of Transco LDZs.

The detail of the price control proposals will require further work and UUGN would need to see these before it could finalize its position on this option.  It is important that this form of regulation allowed for the extension of the network through the use of Condition 4C for infills.  If this form of regulation was introduced it would be necessary to re-write pricing methodologies.  UUGN would require that these were agreed in principle before the licence changes could be accepted.

Option D: Relative price regulation for IGT’s gas transportation charges

The main problem with this is that it makes the IGTs dependent on the way Transco sets its prices.  This would mean one company having control over another company’s revenue and there is no precedent for this.  The only situation which is remotely comparable was the decision of Mercury Communications Ltd. (part of Cable and Wireless) to price 15% below BT in the early days of competition in the telecoms market.  However this was not a regulatory decision but a commercial decision by the company.  In addition UUGN has raised concerns with the way Transco sets its prices and these issues must be adequately addressed by both Transco and Ofgem before this becomes a viable  option.  In the past Ofgem has indicated that customers on IGT networks should pay no more than Transco, this option envisages charges lower than Transco, it is unclear how this cap would be set and whether it would be subject to formal review, set in the licence or subject to the regulator’s discretion.  The issue raised under Option C regarding the disadvantage suffered by the newer IGTs owing to the previous lack of regulation is also relevant.  One way of doing this would be to have different relative caps for different transporters.  It is also important that this price control gave IGTs incentives to reduce costs allowing them to keep the benefit for some time before sharing it with customers.  Since this is a relative price control it would be important to ensure that the potential for cost savings was taken into account and it was not assumed that IGTs could make the same savings as Transco.  As with the formal price control it is important that this form of regulation allowed for the extension of the network through the use of Condition 4C for infills.

This option has some merit as long as the problems of Transco’s pricing are resolved.  These were discussed in comments on Issue 7, in summary UUGN believes that Transco’s charges must satisfy three criteria:

1. They must fairly recover the costs of transportation on different parts of the network

2. There must be long term stability in the charges

3. The charges must be easily understandable

Currently some IGTs claim to be Transco equivalent but in fact are only equivalent for the first year.  This leads to confusion for customers and developers.  If this form of regulation was introduced it would be presumably be Transco equivalent in perpetuity and it would be necessary to re-write pricing methodologies.  UUGN would require that these were agreed in principle before the licence changes could be accepted.  To allow for sites that had been priced before the relative price control came into force Ofgem would need to allow IGTs to charge in excess of Transco for these sites.  However they should be obliged to publish and distribute to anyone who asked a statement listing all the sites and the amount by which they exceeded Transco prices.

Option E: A revised approach to enforcing existing licence conditions

This approach may be the quickest to introduce but it would be enforcing licence conditions that have been identified as inadequate for the purpose.  Ofgem identifies two weaknesses, first that it may not be able to harmonize IGT charging methodologies and second that the existing licence conditions may not be sufficiently robust to achieve the required objectives.  UUGN believes that this option is not feasible as a long-term option but that it may be feasible in the short term to eliminate cash-backs until a long-term solution is implemented.

UUGN’s View of the Way Forward

Proposals

UUGN believes that the following could offer a way forward:

1. Eliminate cash-backs, gaming on AQs, recycling of unclaimed cashbacks

2. Further develop franchising option or;

3. Implement some form of price control

a. Ensure this does  not discriminate against newer entrants

b. Rectify position caused by past lack of regulation

c. Address issues of Transco’s pricing (see comments on issue 7) and;

4. Change standard licence conditions

a. Ensure separation between IGTs and associated supply businesses

b. Formalize relationship between transportation and connections through tariff support and eliminate cash-backs (see comments on issues 1 to 4) including those paid indirectly via connections businesses.

c. Rewrite Condition 4 to tighten definitions and eliminate cross subsidies

d. Restrict Condition 4C to infills (existing properties both rural and urban);

Timescales

The resolution of these complex issues is likely to take some time, below is a summary of events to date and UUGN’s view of the likely future timing of milestones.

· Initial letter on price cap November 2001

· Consultations February and June 2002

· Draft proposals Q4 2002

· Final proposals Q1/Q2 2003?

· Licence modifications Q3 2003?

From this it is clear that the final resolution is still some time away and in order to restore a level playing field Ofgem needs to take action to eliminate cash-backs and to investigate whether companies are retaining and re-using uppaid cash-backs.  To do this it may need to investigate the relationship between IGTs and their connections businesses.
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