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Dear Richard,

Charging Arrangements Associated with Methodologies for Determination of NTS Entry and Exit Capacity Prices 

Thank you for the opportunity to respond to this consultation. In particular, we welcome Ofgem’s publication of the Impact Assessment, that this has enhanced the consultation process. We have provided our answers to the questions posed in the consultation in the attached annex. In addition we would like to highlight the following points. 

We believe that compared to the Transcost model, the Transportation model better meets the relevant licence objectives. However, we would request that in taking forward a methodology, cognisance is taken of the longer-term arrangements. We believe it would be inappropriate and inefficient to flip between models, from transitional to enduring. We also believe that it would be inappropriate and inefficient to have charges that significantly varied between transitional and enduring. 

From the data that has been provided, the most significant factor affecting charges is the adjustment to allowed revenue. We believe that the most appropriate adjustment methodology is an arithmetic adjustment as this maintains the cost reflectivity between entry or exit points. We therefore believe it is vitally important that arithmetic adjustment continues into the enduring arrangements in order to minimise the scale of change between the transitional and enduring arrangements.

As you will be aware from our previous correspondence, we have had concerns regarding the process up to this point. The provision by NGG of a Discussion document may have alleviated some of the problems that have arisen, such as, the process being late in coming to conclusions; problems with the methodology and data being made available; and significant mistakes being made in the calculation of indicative charges. Of particular concern have been the mistakes made by NGG in the calculation of charges. Without the ability to replicate the model and output, these provide a test of reasonableness of the operation of the model. Should, as has happened previously, there be any further errors embedded in the model and calculation of charges, we would wish the opportunity to review our stance on whether or not the Transportation model better meets the applicable licence objectives compared to the Transcost model.

As we have previously stated, we welcome the publication of the Impact Assessment as this has helped alleviate some of the deficiencies in the process created by NGG. However, we continue to believe that it is vital that demand data is made available by NGG to allow participants to fully asses and comment on the appropriateness of the model and would urge Ofgem not to approve this methodology until this has been done.

Please do not hesitate to give me a call if you wish to discuss this further.

Yours sincerely

Rob McDonald

Director of Regulation

Annex

Chapter 3

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?

We believe that compared to the Transcost model, the Transportation model better meets the relevant objectives set out in NGG’s transporter licence and set our views on these below.

Cost Reflectivity

By using real engineering data, rather than simplified and standardised cost and engineering data, the Transcost model should better reflect costs. However, the Transcost model is open to subjective manual input, e.g. compressor settings, and it is clear from Ofgem’s July 2006 reports that there are serious concerns on the assumptions and robustness of the output from it.

The Transcost model doesn’t include backhaul. This means that the backhaul benefit to the system is not recognised and therefore that charges would be higher than the actual costs faced by NGG. Only the Transportation model recognises the benefits of backhaul and therefore is more cost reflective of NGG’s costs. 

The Transcost model automatically includes spare capacity. However, we believe that the inclusion of spare capacity will give rise to unstable charges, varying from zero to the investment cost of reinforcement, as participants react to the pricing signal. We do not believe that such variation is appropriate as a long-term signal given the value and longevity of the assets in this industry. Only stable charges will promote investment. Therefore, a cost reflective charge is one that is appropriate in the timescales of the industry. The inclusion of spare capacity would not provide such a long-term signal and therefore the Transcost model would, in our view, be less able to meet the relevant objective of cost reflectivity.

It is clear that the use of more up to date data in the Transportation model compared to the use of data determined at the time of the 2002-2007 price control would be more cost reflective of present conditions.

In relation to the adjustment to meet NGG’s allowed revenue, we believe that an arithmetic adjustment provides that best way of maintaining cost reflectivity between entry or exit points. This would lead us to believe that the Transportation model with such an arithmetic adjustment would better meet the relevant objective of cost reflectivity.

Overall, there is no means of proving which model provides the more correct cost reflective signal, but perhaps the greatest support for the cost reflectivity of the Transportation model comes from the fact that it provides results that are intuitively correct. In our view, overall, the Transportation model better meets the relevant objective of cost reflectivity. 

Developments in the Transportation Business

In our view, the inclusion of backhaul is necessary to facilitate the correct development of the system. This would suggest that the Transportation model should be used rather than Transcost. In addition, the exclusion of spare capacity by the Transportation model may not be that significant if capacity transfer and trading mechanisms are introduced. This would indicate that this licence objective could be better met through use of the Transportation model.

Facilitation of Effective Competition

Whilst the use of a single expansion factor in the Transportation model could be viewed as being over-simplistic (use of over-simplistic and erroneous expansion factors have been a major flaw in the electricity transport model), we believe that in modelling the gas network it is appropriate and aids transparency, leading to wider understanding of the model and hence reducing barriers to competition. 

In addition, the repeatability of the Transportation model will allow participants to build and test scenarios of new entry and exit points and see their impact on charges in the future. Compared to the Transcost model, this will lead to wider understanding and greater confidence in the model and hence lead to more effective competition. The one element that remains at issue is the wait for publication of data to run the model. 

Over all three licence objectives, we believe that the Transportation model, whilst not perfect, better meets the relevant objectives compared to the Transcost model.

Question 2: Do respondents wish to present any additional analysis that they consider would be relevant to assessing the proposal?

An element of the charging proposals is the adjustment to the output of the model to meet the requirements of NGG’s allowed revenue. We believe that an arithmetic adjustment is the most appropriate as it maintains the locational signal that results from the model. Any other adjustment, e.g. scaling, would distort the fundamental result from the model and thereby distort its relative cost reflectivity.

With such an arithmetic adjustment applied, in relation to the charges paid across our portfolio, the relative changes between the models compared to the charges under the existing arrangements are:

The Transportation model would result in an increase in charges of some 11.4%. 

The Transcost model would result in more than a doubling of charges. 

We do not believe that charges that more than double can be considered an appropriate methodology for charging for the costs of the network. Such a step change would undermine historic investments and deter future investments. In doing so it could not be considered to facilitate competition. On this basis, again, the Transportation model seems to better meet the relevant objectives.  

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

No.

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 into the model; and given these features of the proposed model whether the proposed model is an improvement compared with the current model (Transcost)?

We have provided our views on all of these elements above in answer to Question 1. Overall we believe that the Transportation model better meets the relevant licence objectives compared to the Transcost model. 

Chapter 4

Question 1: Do respondents have any views on the additional analysis set out in this chapter?

As noted above, we believe that the Transportation model better meets the relevant licence objectives. However, it is not clear that the model provides stable long-term signals, particularly if spare capacity is included. Lack of stable signals will result in higher risk, lower investment and hence impact on security of supply in gas (through lack of investment in storage) and electricity (through lack of investment in CCGTs). Indeed it is questionable how significant such a locational charging signal is compared to the other external factors that play in decisions to locate, e.g. resource, planning and use of existing sites.

Question 2: Do respondents wish to present any additional analysis that they consider would be relevant to assessing the proposal?

No.

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

No.

Chapter 5

Question 1: Do respondents consider that we have appropriately outlined the key environmental impacts of the proposal?

As noted above, other external factors play a significant role in investment and the location of assets such a power stations and storage. The Transportation model seems intuitively correct in the signals it provides for power stations to locate near entry points. If these result in reduced NTS reinforcements then that should have a beneficial environmental outcome in this regard.

Question 2: Do respondents consider that there are other environmental impacts that should have been assessed?

No.

Question 3: Do respondents have any additional analysis in relation to environmental impacts that they wish to present?

No.

Chapter 6

Question 1: Do respondents have any views on both the process and timetable that are proposed for taking forward this assessment of the modification proposal?

The process to get to this point has not been as smooth as it should have been. The provision by NGG of a Discussion document may have alleviated some of the problems that have arisen such as, the process being late in coming to conclusions; problems with the methodology and data being made available; and significant mistakes being made in the calculation of indicative charges.

Of particular concern have been the mistakes made by NGG in the calculation of charges. Without the ability to replicate the model and output, these provide a test of reasonableness of the operation of the model. However, should as has happened previously, there be any further errors embedded in the model and calculation of charges, we would wish the opportunity to review our views on whether or not the Transportation model better meets the applicable licence objectives compared to the Transcost model.

Regarding the taking forward of this proposal, we believe that cognisance needs to be taken of the longer-term arrangements. We believe it would be inappropriate and inefficient to flip between models going between transitional and enduring. We also believe that it would be inappropriate and inefficient to have charges that significantly varied between transitional and enduring. From the data that has been provided, the most significant factor affecting charges is the adjustment to allowed revenue. As noted in our response, we believe that the most appropriate adjustment methodology is arithmetic adjustment. We believe that it is vitally important that this continues into the enduring arrangements in order to minimise the scale of change between the transitional and enduring arrangements.   

As we have previously stated, we would urge Ofgem not to approve this methodology until NGG have issued the peak demand data and participants are able to fully asses and comment on the appropriateness of the model.
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