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Dear Richard,

We welcome the opportunity to comment on the issues raised in this Impact Assessment.  This response reflects the views of RWE npower and the UK based business of RWE Trading GmbH. 

General Comments

The proposal is that the current engineering-based model, Transcost, that estimates the actual investment needed in new pipelines or compressors will be replaced by a Transportation Model that minimises flow distance of gas around the system and assumes a standard reinforcement cost for incremental gas flows.  

We support the introduction of the Transportation Model.  We believe that it represents a significant improvement over the current Transcost Model, both in terms of the derivation of entry and exit capacity charges and its accessibility to Users.

The model will be based on a single year’s supply/demand analysis, instead of the current ten-year forecasts and incorporates the benefits of backhaul flows on the system but excludes spare capacity.  The proposal makes the charging methodology simpler and more transparent and will enable Users to replicate the calculation of charges.   On the basis of analysis presented at the gas Transmission Charging Methodologies Forum, the Transportation Model appears to generate more stable and cost reflective prices than those that might be seen with Transcost going forward and such stability and predictability is important for shippers and suppliers.

Specific Questions Raised in the Impact Assessment

Question 1: Do respondents have any views on the appropriateness of the transportation model given the relevant objectives specified in NGG’s gas transporter licence. 

On balance, and for the reasons set out in this document and our detailed response to “NTS GCM01: Alternative methodologies for determination of national transportation system (NTS) entry and exit capacity prices” we believe that adopting a Transportation Model is consistent with the relevant objectives in NGG’s GT Licence.   The new charging methodology will allow NGG to set more cost reflective charges; the transparency and repeatability of the methodology will help facilitate effective competition between gas shippers and gas suppliers; and it is timely to consider a new methodology as the prevailing network flow patterns begin to diverge from those underpinning Transcost. 
Question 2: Do respondents wish to present any additional analysis that they consider would be relevant to assessing the proposal.

Not applicable.

Question 3: Do respondents consider that there are any aspects of the proposal that have not been fully assessed.

When moving to the new methodology there are distributional effects with costs moving between shippers.  The Impact Assessment contains indicative NTS Entry and Exit Capacity Prices
 that are based upon the proposed new methodology and Ofgem also present analysis showing how the composition of NGG’s revenue would change using this methodology compared to the existing methodology.  There are some significant swings and it would have been helpful to separate out those changes attributable to rebalancing and those arising directly as a result of the new methodology.

Question 4: Do respondents have any specific views on the (i) exclusion of spare capacity in the model; (ii) inclusion of backhaul into the model; and (iii) inclusion of only a single expansion factor; and given these features of the proposed model, whether the proposed model is an improvement compared with the current model (Transcost). 

(i) We recognise that the treatment of spare capacity in the derivation of LRMCs is probably the key issue.  In general, we support the view that it is wrong to include spare capacity that is transitory due to the counter-intuitive effect on reserve prices at declining ASEPs.  In any case, the introduction of capacity trading and transfer mechanisms and associated incentives under the new price control settlement should reduce the extent of spare capacity.  

(ii) As flows on the system change from predominantly north-south to east-west, backhaul will become more important going forward. A backhaul benefit equal to the avoided cost of reinforcement should be included as this will produces charges that are more reflective of physical flows.

(iii) The principal benefit of a single expansion factor is that it introduces forward-looking costs of reinforcement and facilitates introduction of a simpler charging model. 

One of the main drivers for reviewing the charging methodology in the first place was the de-linking of entry capacity reserve prices from the revenue drivers in the price control.  This will allow reserve prices to be set more dynamically and more cost-reflectively.  It is to be hoped that this will reduce the level of the TO Commodity charge required to make up any shortfall between auction revenue and NGG’s allowed revenue.  
We hope these views are helpful and if you wish to discuss them further please contact Steve Rose on 01793 892068 or myself on 01793 893983.

Yours sincerely,

Charles Ruffell

Economic Regulation  

� Appendix 3 pages 35 to 37
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