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April 3rd 2007
Dear Richard,

Thank you for providing us with the opportunity to respond to the consultation “Gas Capacity Price Methodology Modification – Impact Assessment”. 

Total E&P UK Ltd. welcomes Ofgem’s decision to seek wider views before deciding on this issue, which could have significant consequences for current shippers, new developments and the UK Gas Industry as a whole.

We are confident you will find our comments useful and that they will contribute towards Ofgem’s work for a cost reflective, transparent and stable pricing methodology.
 3. Key Impacts in relation to relevant objectives

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

The main concern arising from the “transportation model” is that by construction, its results will not be able to reproduce the actual costs incurred by NGG in its transportation business. In practice, increasing the capacity of a large network such as NGG’s requires complex calculations and optimisations in order to minimise the overall cost burden for the shippers and the end consumers. One single expansion constant combined with no proper interaction between pressure, pipeline diameter/length, compression and flow will simply not reflect the network reality. 

This may create a very significant bias in the decision making mechanisms of the various actors and could result in further market and investment distortions with a gap between the expected costs as estimated by the model and the actual ones.

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

The change envisaged by Ofgem and NGG is a major structural change in the way transportation costs are recovered in the UK. We feel that identified shortcomings in the current model could be better overcome by an evolution of the system than by a revolution which suddenly breaks the previously adopted management pattern. 

In order to increase transparency and facilitate a common understanding of NGG network by all users, we would suggest that Ofgem check systematically National Grid flow simulations either directly or by means of an independent consultant.  While protecting the confidentiality of NGG models, such independent view would ensure an equal footing treatment to all users whether small or big, experienced or not and certainly boost confidence of all in the UK transportation system. The results of such analysis should then be made public and would certainly be a valuable part of any future impact assessments. Any suggested changes in NGG methodology could then be discussed in a more open manner.
For specifics, please refer to our answers to questions 3 and 4.

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

Table 3 in 3.52 shows that changing the methodology would have a major impact on the NTS Entry Capacity Baseline Revenue. It would result in a gross increase close to GBP 9 billion (+ 127% versus the prevailing model). This might be reduced to GBP 1.5 billion (+27% versus the prevailing model) after taking into account the estimated resulting reduction in commodity charge. 

These numbers represent a major change in the UK transportation costs structure and its impact on NGG and the shippers is not clear apart from some speculation on the fact that the new price structure would be smeared in shippers’ portfolio with previously bought capacity.

As a first analysis, such a shift from commodity charges to entry capacity charges would result in a very significant improvement of NGG’s risk profile while being detrimental in a symmetrical way to new entrants’ risk profile (or even worse as new entrants’ financial size is likely to be smaller than NGG’s). We thus believe it could constitute an entry barrier for new entrants.

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 believe that the transportation model proposed by NGG is over simplistic and unable to properly reflect the mechanics and the costs of the existing network. Its only merit comes from its simplicity which makes it easier to understand to the average public. This merit is however more than overshadowed by the creation of a virtual model foreign to the reality and whose future impact has not been properly assessed. We do not feel this model is an improvement compared to the current model.

Spare capacity: 

· The exclusion of spare capacity is of particular concern as it may create an entry barrier to new entrants. This could particularly be the case for entry points linked to declining producing fields where increased entry costs could play as a deterrent to the development of new UKCS producing areas, economically marginal fields or large import projects that might be willing to use the UK as a transportation hub to the continent. Such an outcome would be detrimental to Ofgem principal objective which is “to protect the interests of consumers… wherever appropriate by promoting effective competition”.

· This new transportation model could then have the perverse effect of fostering new investments in parts of the network to the detriment of using already existing capacity (please refer to last sentence of 3.12 in Ofgem assessment). This would then result in both the underutilisation of existing assets and the unnecessary construction of new ones.

· Ofgem mentions in 3.16 that the mechanisms currently contemplated to be introduced as part of the Transmission Price Control Review might result in a reduction of spare capacity on the network. This may be the case or not. Indeed, these mechanisms are still not fully developed and their effectiveness as well as their potential impact remains unclear so far. 

The inclusion of backhaul flows is interesting in principle but could probably be better achieved by granting them an exception status than by integrating them into the model. By definition, these flows only use very limited parts of the network and act only at its periphery. Their impact is therefore marginal to the expansion cost of the overall system and could be easily assessed through an adequate and simple model where the proposed single expansion factor could find its place. As such, they do not appear to justify the model change envisaged by NGG and Ofgem.

4. Assessment of other factors

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

Ofgem notes in 4.11 that the TO commodity charge has been significant in the past few years and that there is a risk that these costs are passed on to consumers. We question that view which has not been demonstrated and seems to be based on a misconception of market forces.  The vast majority of UK market transactions are centred around NBP deliveries at a NBP related price. This is not a cost based price but the dynamic result of the mechanics of supply and demand as demonstrated by various inquiries on the ways the UK market is functioning. 

Question 2:
Do respondents wish to present any additional analysis set out in this chapter?

Distributional effects

As mentioned in Part 3 – question 3 above, the transportation model would seem to redistribute risk between National Grid and new entrants by transforming previously TO commodity charges into Entry capacity charges. 

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

We believe the impact of the distributional effect on new entrants as mentioned in Question 2 above should be assessed as it is a significant change to the current transportation model.

Please do not hesitate to contact us for further questions

Yours Sincerely,

Bruno Seilhan
Commercial Operations Manager

Total E&P UK Ltd.
(This letter was sent electronically and therefore it has not been signed)
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