Appendix A: Final Impact Assessment (IA) of UNC modification proposals 642,
642A and 643

1.1 Having considered responses to the consultation on our initial impact assessment and
position of being minded to reject each of UNC642, UNC642A and UNC643, we are of
the view that our assessment of the proposals was appropriate. In particular, no
new evidence came to light and none of the respondents questioned our
understanding of the proposals, or the accuracy of our assessment of them. Whilst
some respondents suggested further areas of analysis that could be undertaken, we
do not consider that these were particularly relevant to our consideration of the
proposals and whether they would better meet the relevant objectives of the UNC
that the current baseline.

Background

1.2 Prior to the implementation of the UNC modifications associated with Project Nexus,
the basis on which energy was allocated, reconciled and subsequently settled was
determined by the consumption level of the supply point, as prescribed in the UNC.
Whereas DM supply points were always allocated gas and subsequently settled on the
basis of submitted meter reads, NDM supply points were allocated whatever amount
of throughput was left over once DM demand, and an allowance for shrinkage and
the GTs own gas use had been removed. In order to achieve this, a scaling factor
was applied to the NDM demand estimate, to ensure that it matches the residual
balance.

1.3 Whilst larger NDM supply point were subsequently reconciled, those smaller supply
points with an AQ of below 73,200 kWh were never individually reconciled. Instead,
they received a proportionate share of any otherwise unaccounted for gas, the
aggregate volume of which would constantly be adjusted, in a process known as
Reconciliation by Difference (RbD). RbD was first introduced in 1998 in order to
extend retail competition to the small supply point sector, as at the time it was not
considered practicable or economically viable to individually reconcile all such supply
points (which humbered around 20 million) based on actual meter readings. These
arrangements meant that the smaller supply point sector bore both the temporary
costs of any shortfall in gas allocation to DM or larger NDM supply points resulting
from delays in meter read submission and reconciliation, and any irreconcilable or
unidentified gas volumes due to theft, errors in shrinkage calculation, etc.

1.4 Our decision on UNC115/115A1 in October 2007 supported the principle of allocating
some of the costs of unidentified gas to larger supply points, recognising that such
costs were unlikely to have been created by and should not be borne by smaller
supply points alone. We also considered that exposing shippers to those costs would
better incentivise them to tackle their root causes. However, we did not consider
that either UNC115 or UNC115 had sufficiently identified or quantified what those
underlying root causes of unidentified gas were. We considered that this would be
necessary in order to appropriately inform any decision on an alternative cost
recovery mechanism. We therefore rejected each of those proposals.

1.5In 2009, we issued an impact assessment on five further modification proposals that
each sought to identify and apportion the costs of unidentified gas.2 Of those five

1 UNC115/115A: ‘Correct apportionment of NDM error’
2 See: Ofgem ref 143/09 - Identification and Apportionment of Costs of Unidentified Gas
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proposals we subsequently directed the implementation of UNC2293, which inserted a
table of fixed value contributions that each of the DM and NDM LSP sectors would
make to the costs of unidentified gas. UNC229 required that those values be
determined on the basis of an annual review of relevant evidence by an independent
expert, known as the Allocation of Unidentified Gas Expert (AUGE).

1.61In 2015/16, the final year in which the full process was completed prior to being
superseded by the Project Nexus gas allocation arrangements, the AUGE determined
that of 6,417 GWh of unidentified gas, 1,636 GWh should be reallocated to the NDM
LSP sector. This represented a redistribution of £30.27m of cost at prevailing system
average prices. The full allocation is shown in Table Al below.

Table Al: Unidentified Gas Volumes 2015/16

Unidentified Gas source Aggregate Unidentified Gas Quantity/GWh
Quantity of | DM Supply Larger NDM | Smaller
Unidentified | Points Supply NDM
Gas/GWh Points Supply
Points
IGT CSEPS 487 0 0 487
Shipper-less/unregistered 93 0 69 24
Meter errors 21 0 21 0
Balancing Factor (theft + other) 5816 0 1546 4270
Total 6417 0 1636 4781

1.7 Whilst aggregate unidentified gas levels actually increased between the first AUGE
statement covering 2012/13 and the last of 2015/16, rising from 6,033 GWh to
6,417 GWh, the amount attributed to shipper-less or unregistered sites decreased
from 704 GWh to 93 GWh. There may be various reasons for this including the
availability of better quality data in the latter years. However, we believe that this
may at least in part be due to a number of targeted UNC modifications being made
following the first AUGE statement, aimed at addressing the causes of unregistered
and shipper-less sites.s This would seem to reinforce our earlier assertion that when
the root causes of unidentified gas costs are exposed, parties can be incentivised to

tackle them at source.

Project Nexus

1.8 The UK link replacement systems that were introduced as part of Project Nexus

allowed for all supply point to be individually reconciled and removed RbD. With the
exception of the very largest sites consuming above 58,600,000 kWh per year, which
are mandatorily registered as Class 1, shippers are now also able to choose between
a further three settlement products for each of their supply points. There are no
minimum consumption thresholds for these products, the shipper simply needs to be
able to satisfy the relevant meter reads requirements in order to qualify. Those
products are shown in Table A2:

3 UNC229: ‘Mechanism for correct apportionment of unidentified gas'

4 For instance see: UNC424: 'Re-establishment of Supply Meter Points — prospective measures to

address Shipper-less sites’ and UNC425V: ‘Re-establishment of Supply Meter Points — Shipper-less

sites’
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Table A2: Gas settlement products

Product Day ahead Process for Process for Read Read
Class gas initial energy submission submission
description nomination allocation balancing timescales deadline
close-out
1 - Daily Shipper User daily User daily By 11am on 5 calendar
metered: time | nominates read read GFD+1 days following
critical the read date
readings
2 - Daily Shipper GT estimate User daily By end of 5 calendar
metered: not nominates unless read read GFD+1 days following
time critical received the read date
readings before 11am
3 - Batched GT nominates | Allocation Allocation Daily reads Month + 10
daily readings processes processes (or as many calendar days
as are
available) in
batches
4 - Periodic GT nominates | Allocation Allocation Periodic 25 business
readings processes processes days following

the read date

1.9 Removing RbD also meant that a new balancing mechanism had to be found to
account for any difference between daily Local Distribution Zone (LDZ) throughput
and estimated demand. UNC432s removed any distinction in the weighting of
unidentified gas between the DM, NDM LSP and NDM SSP market sectors and
therefore removed the role of the AUGE. Instead, all unidentified gas on the Gas Day
would initially be allocated to all shippers, using a common scaling factor to allocate
the gas pro-rata to supply point consumption. The allocation would subsequently be
adjusted as further meter readings allowed for the unidentified gas to be reconciled.

1.10 We accepted UNC432 on the basis that the revised approach to gas allocation and
settlements would lead to a more accurate allocation of costs on the whole.
However, in our decision we set out our concern that using a single scaling factor
would offer a less accurate means of allocating unidentified gas than offered by the
AUGE. We further stated that the aim should be to reduce unidentified gas rather
than simply reallocate it and that in our opinion a universal scaling factor as set out
in UNC432 would dilute existing incentives to do so.

1.11 We subsequently accepted UNC4736, which reinstated the AUGE arrangements.
As before, AUGE is required to consider the evidence of the scale and sources of
unidentified gas and propose a methodology for its allocation. However, rather than
the former DM, NDM LSP and NDM SSP market sectors, or the single scaling factor
proposed under UNC432, allocation would now be determined both according to
which of nine End User Category (EUC) bands the supply point fall within, and to
which settlement product it is registered. Unidentified gas, now termed UIG, would
continue to be allocated as part of the initial gas allocation each day, but would now
be weighted across 36 different scaling factors.

1.12 The eventual implementation timeline for the UNC modifications that formed part
of Project Nexus was driven in part by the recommendations of the CMA. In its

5 UNC432: ‘Project Nexus — Gas Demand Estimation, Allocation, Settlement and Reconciliation reform’.

6 UNC473: ‘Project Nexus — Allocation of Unidentified Gas’
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Energy Market Investigation final report the CMA had identified the prevailing gas
settlement arrangements, including those relating to the allocation of unidentified
gas, as contributing to an adverse effect competition.7

The modification proposals

1.13 Whilst there have been several initiatives to address the underlying causes of UIG
volumes and volatility since the new arrangement were implemented, these
proposals seek to change the basis on which UIG is calculated and/or allocated to gas
shippers. The proposals are summarised as follows:

UNC642 and UNC643

1.14 Both UNC642 and UNC643 seek to revert to the pre-Nexus gas nomination and
allocation process for NDM supply points. Both proposals seek to separate UIG into a
fixed volume of unidentified gas and a new variable volume of ‘settlement error’,
which would be any residual volume of gas (whether positive or negative) once
known or fixed values have been removed from LDZ throughput. The unidentified
gas volume would revert to a fixed percentage of throughput. This value would be
set at 1.1% for the remainder of the 2017/18 Gas Year. The proposers’ intent is that
in subsequent years the AUGE would be tasked with setting a fixed value for each
LDZ.

1.15 The AUGE would also be tasked with developing new ‘Settlement Error Allocation
Factors’ to apportion and reconciliation values across the sectors considered to create
them, i.e. any supply points registered to settlement Class 3 or 4. Until such time as
these settlement error allocation factors are created, the existing UIG weighting
factors would be used.

1.16 The primary difference between UNC642 and UNC643 is that the latter seeks to
have retrospective effect from 1 June 2017, in effect unwinding all of the UIG
allocation that has occurred under the prevailing arrangements. Also, whereas
UNC642 would limit the reconciliation processes to Class 3 and 4, UNC643 would
also include any unread Daily Metered (DM) supply points within the smear.

UNC642A

1.17 UNCG642A would maintain the existing gas allocation methodology, i.e. continue
to derive NDM demand from a bottom up calculation, rather than apportion it all LDZ
throughput once DM demand, shrinkage and own use gas are removed. However,
UNC642A would also separate the existing UIG value, replacing it with a fixed UIG
volume and a variable balancing factor. The UIG volume would be allocated across
all shippers according to throughput market share, with initial values beings set to
0.01% for Class 1 (mandatory DM) and 2.5% for Classes 2-4. To the extent these
calculated volumes do not match LDZ throughput, the balancing factor would
apportion the difference (whether positive or negative) to shippers with Class 2-4
supply points, pro-rata to their share of throughput.

1.18 UNCG642A would also remove the role of the AUGE from the current process. The
fixed UIG values would instead be determined each year by the Demand Estimation
Sub-Committee (DESC).

7 Competition and Markets Authority: Energy market Investigation — Final Report, June 2016
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Affected parties

1.19 We note that the Joint Office received a strong response to its consultation on
these proposals, with 27 interested parties submitting representations. In addition to
gas shippers and gas transporters who are Party to the UNC, representations were
also received from metering agents, consumer groups, and directly from consumers
themselves. All respondents who referred to the UNC relevant objectives, whether in
favour or opposed to any of the three proposals, made their arguments in the context
of relevant objective (d).

1.20 These proposals are concerned with the allocation of energy to gas shippers and
that is the category of party that we consider to be primarily affected. To the extent
that shippers cannot, or choose not to, absorb the risk and as yet unrealised cost of
UIG allocation, their customers will be affected. We also consider that there may be
an impact upon future gas consumers to the extent that the proposals would dampen
incentives to reduce aggregate levels of UIG, which may result in higher bills for
consumers. However, these impacts are consequential to, rather than separate to,
the impacts on shippers. The focus of our assessment is therefore on the impact that
the proposals would have on cost allocation, and consequently to competition
between gas shippers. We therefore agree with respondents and the UNC Panel that
the proposals should be considered against relevant objective (d) and that they
would have a neutral or relatively immaterial impact upon the other relevant
objectives.

Relevant objective (d): the securing of effective competition between relevant
shippers and suppliers

1.21 Whilst there was varying degrees of support, none of the three proposals were
supported by the majority of respondents, though there was stronger support for
UNC643 than either UNC642 or UNC642A.

1.22 We note that several respondents raised concern over the limited development
and assessment that has been undertaken on these proposals given the urgent
timetable that has been followed. We have sympathy with these concerns and
generally grant urgent status to modification proposals with reluctance, particularly
where they are manifestly complex, as was the case with these proposals. However,
as noted in our urgency decisions we must strike the appropriate balance between
ensuring that the proposals are fully developed and assessed with an appropriate
degree of rigour, and meeting the legitimate expectation of proposers that any
significant issues they are facing will be looked at expediently. We are, therefore,
grateful to all of the parties, including the Joint Office and Xoserve, which made
significant efforts in contributing to the development of these proposals. Not least,
Xoserve has provided an initial ‘Rough Order or Magnitude’ assessment of the
delivery cost and timescales for the three proposals, as follows:

8 See: www.gasgovernance.co.uk/sites/default/files/ggf/book/2017-
12/0fgem%?20Decision%20Letter%200n%20Urgency%200642%200643.pdf
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Table A3: Rough Order of Magnitude assessment of the proposals

UNC642 UNC642A UNC643
Expected build 42 weeks 35 weeks 50 weeks
time
Estimated cost £2m £1m £2.2m

1.23 Given the expected build time it is clear that, notwithstanding the urgent
timetable that these proposals followed, none of them would offer any immediate
relief to the issues that some shippers are facing with respect to UIG allocation.
Whilst UNC643 sought retrospective application from the outset, the suggested
delivery timescales also prompted the proposer of UNC642 to vary their proposal,
such that it would have contractual effect from shortly after an Authority direction
that it be implemented. We set out our views on retrospectivity below.

1.24 1In terms of the potential impacts of the proposals on competition, we consider
that there are four key issues that require consideration. These are:

cost reflectivity;

stability and predictability;

distributional impacts;

the potential for undue discrimination; and,
retrospective effect.

Cost reflectivity

1.25 Competition between relevant gas shippers and suppliers is facilitated by cost
reflective charging. The purchase of energy is a key component of gas shippers’ and
suppliers’ costs, making up around 40%39 of the end consumer’s bill. Efficient
operators are therefore able to differentiate themselves from competitors by passing
through efficiencies in the form of lower tariffs.

1.26 The current arrangements seek to ensure that there is an evidence-based
independently determined allocation of UIG across EUC bands and settlement
product, correlating to the extent to which each category of supply point is
considered to contribute to UIG. For instance, a given volume of gas consumed at a
Class 1 supply point would attract only 0.16% of the UIG that would be allocated to
Class 4 small supply point consuming the equivalent amount of gas.

1.27 Shippers can therefore manage the extent of their exposure to UIG by increasing
the frequency with which they submit meter reads in order to utilise the best
available settlement product.io As shown in Table B1 (Appendix B), a smaller supply
point which qualifies for Class 3 by being able to submit a meter read at least
monthly, would attract approximately half the UIG allocation of a comparable supply
point in Class 4. Whilst it is not currently explicit within the AUGE terms of reference
to provide incentives to shippers, we consider this to be a helpful bi-product of its
evidence-based approach to UIG allocation.

9 See: www.ofgem.gov.uk/publications-and-updates/infographic-bills-prices-and-profits
10 Only Product 1 is exclusive to supply points with an AQ above 58,600,000 kWh.
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1.28 Whilst each of the proposals would continue to differentiate between supply points
based on settlement product class, in seeking to impose a fixed contribution from
only one or two of those product classes they would each skew the accuracy of UIG
allocation as compared to the current weighting factors. We therefore consider that
any of the proposals would, if implemented, result in charges that are less cost-
reflective than they currently are.

1.29 Although UNC642A would require Class 1 to make a small contribution to UIG of
0.01% of throughput, all supply points below the mandatory Class 1 threshold of
58,600,000 kWh would be weighted the same at a fixed 2.5% of throughput. To the
extent that daily UIG differed from the fixed values, a balancing factor would smear
the difference across all Class 2 to 4 supply points, again based on an equally
weighted proportion of throughput. Given that there are now only 300 supply points
which qualify as Class 1, we consider that UNC642A would in effect return the
arrangements for the vast majority of supply points to something closer to the
original Project Nexus design as set out in UNC432, and subsequently modified by
UNC473.

1.30 We remain of the view that unweighted UIG allocation that fails to distinguish
between each settlement product class would negate any incentive shippers may
have to register supply points into settlement Classes 2 or 3, rather than Class 4, or
to tackle the root causes of UIG more generally. This would adversely impact upon
settlement accuracy as a whole.

1.31 We consider the application of a 2.5% fixed allocation of UIG to Class 2 supply
points would be particularly inappropriate given that this settlement product clearly
shares closer characteristics to Class 1 than to either of Classes 3 or 4,
notwithstanding the absence of a minimum consumption threshold. Specifically,
assuming that shippers comply with the requisite submission of daily reads means,
Class 2 supply points will present less risk to settlement accuracy, as they will not be
reliant upon NDM demand estimation algorithms. To the extent that the error in
demand estimation is a major contributor to UIG, we consider that this should
appropriately be reflected in the allocation of costs.

1.32 UNC642 and UNC643 also seek to exempt Class 2 supply points from what the
proposers’ consider to be settlement error. We have some sympathy to these
arguments to the extent that DM supply points by definition have characteristics that
increase the certainty of their actual consumption. However, this certainty is not
absolute and we therefore do not agree that settlement error is an entirely NDM
phenomena. For instance, our open letter of November 201711, we highlighted
concerns over the protected failure of shippers to submit valid meter reads for many
DM supply points. More recently we were made aware that the majority of DM
measurements for 2 May 2018 did not appear in the Gemini system, resulting in
erroneously high unidentified gas values.

1.33 Instances such as these, together with more systemic issues such as meter errors
that can apply equally to both the DM and NDM sectors, show that things can and do
go wrong in what is a relatively complex set of gas allocation, reconciliation and
settlement arrangements. We anticipate that in exposing the true nature and
materiality of these issues parties will be better informed, empowered and
incentivised to tackle them, wherever they may arise. We certainly consider that it is

11 See Ofgem open letter: www.ofgem.gov.uk/system/files/docs/2017/11/uig _letter.pdf
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inappropriate for any associated costs to be borne by only a subset of the market,
given the availability of data and means to allocate it in a more targeted and
equitable manner.

1.34 We consider that the evidence-based weighting factors determined by the AUGE
provide a more cost-reflective basis for the allocation of costs that could be achieved
through any pre-determined fixed value. However, whilst we consider that none of
the proposals would be more cost-reflective that the current allocation arrangements,
we recognise that this could be off-set by other considerations, particularly if they
facilitate competition and/or positive consumer outcomes and do not impinge upon
the accuracy of final settled costs.

The role of the AUGE

1.35 We consider that the role of the AUGE has fulfilled at least some of the original
intent of UNC229 insofar as there is now a fully evidenced and independent
assessment of the root causes of unidentified gas. We consider that the
transparency of the extent of those costs has prompted some valuable initiatives, not
least around tackling shipper-less sites and theft. We consider that the having the
fixed UIG values instead being subject to periodic review by the DESC as proposed in
UNCG642A would be a retrograde step. It is unlikely that the members of the DESC,
which currently meets on a circa quarterly basis, would be able to dedicate resources
comparable to those currently employed by the AUGE. It is also unlikely that the
output of that committee (or of the UNC Committee if a matter is escalated to it),
being made up of industry representatives, would have the same credibility as that of
an independent expert.

1.36 Whilst recognising the independence of the AUGE, we also note the limitations of
its current terms of reference.12 The UIG weighting factors determined by the AUGE
represent as far as practicable an evidence-based approach to the allocation of UIG,
using various tools and techniques to undertake research and analysis of historic
data. We have noted elsewhere how this can, and we believe has, led to shippers
being incentivised to tackle certain issues that contribute to UIG, such as
unregistered and shipper-less sites. However, it is currently not within scope for the
AUGE to develop the UIG weighting factors with the specific objective of, or with
explicit regard to, influencing shipper behaviour. As things stand that can lead to
some, perhaps unforeseen, anomalies. For instance, in its final table for 2017/18 the
AUGE determined that there would be a lower weighting factor for supply points in
EUC bands 4, 7 and 8 that used settlement product 4, than for equivalent supply
points registered to settlement product 3. This suggest that all else being equal,
shippers would receive a lower UIG allocation by using an inferior settlement product.
A similar situation occurs again in the draft 2018/19 table in respective of EUC bands
5,6 and 7.13

1.37 We consider that it would benefit the shipper community as a whole and
eventually consumers if there is a greater take up of the more advanced settlement
products. In the case of Class 2 this would directly reduce daily UIG, while Class 3
registered supply points would at the very least expedite reconciliation, if not better

12 See: www.gasgovernance.co.uk/sites/default/files/gaf/AUGE%20Guidelines%20v4.0.pdf
13 See revised AUGE statement for 2018/19 at:
https://www.gasgovernance.co.uk/sites/default/files/ggf/book/2018-
05/AUGS%20Revised%20for%202018_19_V2.1.pdf
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inform Xoserve’s demand estimation processes. Therefore, whilst we value the
independence of the AUGE and recognise that its data driven approach may
occasionally throw up anomalies such as above, it may be appropriate to consider
whether its terms of reference should be extended. Allowing the AUGE an
appropriate degree of discretion to adjust its weighting factors in a transparent
manner so as to avoid any unintended consequence of perverting shipper incentives,
if not of explicitly seeking to create incentives, may better facilitate the higher
objective of reducing UIG and its associated cost.

Stability and predictability

1.38 Several respondents in favour of one or more of the proposals suggested that the
volumes and volatility of UIG since 1 June 2017 had made it difficult for shippers to
make efficient gas purchasing decisions The implications of which were compounded
by a lack of certainty on when any UIG volumes may be ‘returned’ to them through
reconciliation. To the extent that otherwise efficient gas shippers are unable to make
accurate purchasing decisions, this could result in higher costs and tie up funds that
may have been better utilised elsewhere in the business.

1.39 We note that the FMR refers to daily UIG as having averaged 4.65% of LDZ
throughput for June to November 2017 and this appears to remain a reasonable
approximation for the purposes of our assessment of these proposals. However,
respondents also noted that the range in UIG had been as wide as -20% to +25% on
an individual LDZ.

1.40 We agree with those respondents who suggested that daily UIG is made up largely
of temporary settlement or profiling error that will be corrected through subsequent
reconciliation rather than being permanent unidentified gas, though as noted above
we do not consider that such settlement error is unique to the NDM sector. The
extent of settlement error could be characterised as the differential between the daily
UIG value and the expected volume of systemic unidentified gas. Again for the
purposes of this assessment we consider the figure of 3.5% of throughput cited in
the FMR (being the difference between the average UIG figure of 4.65% and the
previous unidentified gas figure of 1.1%) to be a reasonable approximation for the
scale of settlement error. However, we note that settlement error could be a positive
or negative value on any given day.

1.41 Unlike some of the respondents, we understand this inclusion of settlement error
to have been the intention of the gas allocation business requirements that were
developed over several years, rather than being an unforeseen consequence of them.
Specifically, we note from the Business Requirements Documents that the intention
was to introduce “an industry-wide smear for Unidentified Gas and any other gas not
accounted for through initial measurements or allocations”.14

1.42 We therefore do not consider that parties should have reasonably expected the
daily UIG value to be comparable with the circa 1.1% of permanent unidentified gas
value determined by the AUGE in its 2017/18 statementis. This is not a valid
comparison. Not least, the AUGE figures are determined following analysis of historic
data, and represent the residual amounts of unidentified gas at the Code Cut-Off
dateis once all possible reconciliation has been undertaken. As noted above, in

14 For instance, see: Project Nexus - Executive Summary of Business Requirements.
15 See: ‘Revised Allocation of Unidentified Gas Statement for 2017/18’
16 UNC currently allows for reconciliation to be undertaken up to 3-4 years after the day of consumption
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making UIG the balancing factor, the new arrangements essentially combine those
volumes of systemic unidentified gas, together with temporary estimation error.
Prior to Project Nexus, the application of a scaling factor to NDM demand estimates
had compensated for that error. The forecast scaling factors applied to the NDM
estimate in 2015/16 ranged from 0.8562 to 1.0306 (or -14.38% to + 3.06%).17 A
more reasonable, if rudimentary expectation of UIG values may therefore have been
for something with a similar range, though we acknowledge that UIG values have
regularly been outside of this.

1.43 We are sympathetic to the difficulties that the current volumes and volatility of
UIG are presenting some shippers, and can understand why they are seeking greater
stability and predictability. We can also see that the attraction that a fixed
contribution may have, providing that it was set at the right level for those supply
points and relevant shippers that qualify.

1.44 As noted above, each of the proposals seek to exempt DM supply points from
some of the uncertainty arising from demand estimation, requiring them to instead
make a UIG contribution based on a fixed percentage of throughput. UNC642A
would limit the exemption to Class 1 supply points while UNC642 and UNC643
would also exempt Class 2 sites. We consider that the arguments in favour of these
proposals have some merit insofar as DM supply points by their nature provide
greater certainty of demand, though as noted above, issues relating to DM supply
points can and do feed direct into UIG volumes. However, we also consider that any
of the proposals would impact only a small number of, albeit large, supply points and
given that the gas has to be allocated somewhere, any stability provided by these
proposals would come at the expense of greater volatility elsewhere.

1.45 With the implementation of UNC62518 on 1 April 2018, the only sites eligible to be
registered to settlement product Class 1 are those above the mandatory DM
threshold of 58,600,000 kWh per year, of which there are around 300. Any benefits
of predictability arising from UNC642A would be therefore be limited to just these
sites. Whilst UNC642 and UNC643 would also exempt Class 2 supply points from
settlement error, as of mid-April 2018 there were only 679 such supply points.
Although the number of supply points is expected to grow, and could reasonably
include current NDM supply points, rather than only those that will no longer qualify
to be Class 1, DM supply points may nonetheless represent a small sector of the
market for the foreseeable future.

1.46 There may be a number of reasons for this, which include the shippers’ ability to
cater for products 2 and 3 within their own systems. We are also aware from
discussions held as part of the development of UNC619/A/B and subsequent
responses to the consultation on that proposal, that exposure to ratchet charges may
be deterring greater take up of Class 2. Although we rejected UNC619 and its two
alternatives, as part of our decision we encouraged industry parties to identify a
suitable classification of relevant Supply Points which maintains the safeguards
around accurate capacity declarations, as historically provided by the ratchet regime,
whilst increasing the frequency and quality of meter read data being submitted to the
Central Data Services Provider. We are pleased to note that at the UNC Panel
meeting of 16 August 2018 the GTs undertook to develop guidance on such
classification. This should provide an evidence-based targeting of the ratchet regime,

17 Source: National Grid’s website - http://marketinformation.natgrid.co.uk/gas/DataltemExplorer.aspx
18 UNC625: ‘Extension of 4 months to 10 months to transfer non-mandatory sites from Class 1’
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given that the frequency at which the supply point meter happens to be read is no
longer a reliable indicator of wider site characteristics that may be of relevance to
network management.

1.47 Total LDZ throughput would be unaffected by the implementation of any of the
proposals, and none of them would, of themselves, lead to a greater volume of that
throughput being daily meteredis, or to an improvement in the accuracy of NDM
demand estimation. Therefore, for any shipper whose portfolio is not exclusively
Class 1 or 2, each of the three proposals would simply reclassify the existing volatility
associated with UIG as a newly defined value, whether that be settlement error as in
UNC642/UNC643 or marginal unidentified gas as in UNC642A. We further
consider that the application of a fixed contribution would skew the allocation of UIG,
compounding its volatility with respect to Class 3 and 4 supply points, which we
cover further under the section on distributional impacts. We consider that the
proposals would, considered in the round, be detrimental to market-wide stability
and predictability, rather than improve it. Unless and until greater numbers of
supply points are able to benefit from the daily allocation and settlement offered by
product Class 2, we consider that the biggest single contribution to reducing the
volumes and volatility of UIG would come from improving the accuracy of NDM
demand estimation.

NDM demand estimation

1.48 Whilst there are a number of factors that impact upon short term settlement
accuracyzo, we consider that much of it will depend on the relative accuracy of NDM
demand estimation, which in turn is heavily contingent upon there being a sufficiently
large and representative sample from which to draw data. Generally speaking, a
larger sample size will allow for estimates that have a smaller margin of error
(confidence interval) and for a greater confidence level.

1.49 1In early 2017, Xoserve raised concerns with the DESC over the dwindling number
of supply points to which it had access as a sample from which to derive demand
estimates. In particular, the number of End User Category (EUC) ‘01B’ sample sites
(those with an AQ below 73,200 KwH) for each LDZ fell below 200 for the first time.
The UNC is currently silent on how sample sizes should be maintained or what should
happen if they go below a certain threshold, though this is now the subject of a
current modification proposalzi. Perhaps surprisingly Xoserve also noted that “there
does not appear to be any statistical method used in setting the target sample
numbers previously”, but suggested prospective sample sizes to DESCz22. DESC
subsequently endorsed a request to industry parties for relevant daily consumption
data that would help it maintain if not improve upon the accuracy of current demand
models and develop new ones as appropriate.

1.50 Based on the current sample sizes as set out in the presentation to DESC, we
calculate that the demand estimate for EUC 01B will be accurate to within ~6-7% for

19 Nothing in the proposals would require the reclassification of any supply point from Class 3 or 4 into Class 2,
though we recognise that the option of a fixed contribution may in some cases be enough to incentivise
shippers to do so. We have also recognised elsewhere within this assessment that the application of UIG costs
(however they may be defined) should incentive shippers to address the root causes of such UIG, which may in
due course have a marginal effect on aggregate demand and therefore LDZ throughput.

20 For instance, the Performance Assurance Board currently tracks the 15 most material risks, from a total of 36
separate risks identified by an earlier independent report.

21 UNC654: ‘Mandating the provision of NDM sample data’

22 See: DESC meeting 13 February 2018 - Action DESC1201 - review of sample sizes
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95% of the relevant supply point population. We therefore strongly support the
identification of an optimum sample size and procurement of daily read data from
adequate supply points to form that sample. We note that Xoserve suggested
sample sizes that would be required to deliver a confidence level of 90% or 95% with
a 5% margin of error. Whilst this would no doubt be a welcome improvement, we
consider that such a margin of error could still feed through UIG volumes and
volatility. Given the significant population of smart and communications enabled
meters that now exists, we consider that Xoserve and DESC could achieve or at least
work towards a narrower margin of error and/or greater certainty, with the target
sample size being driven by the required level of demand estimation accuracy, not
vice versa. Within the Appendix C we have also set out some calculations on the
various sample sizes that would be required to do this.

Distributional impacts

1.51 Appendix B sets out the relative allocations of UIG to each of the product
classes, using the 2017/18 weighting factors and consumption data from November
2017. It is worth noting that the exact actual volume of UIG allocated to each
product class will depend upon a number of variables, including: the volume of daily
UIG; the number of suppliers points registered to each product class on that day;
and, the relative AQ of the supply points in each product class.

1.52 Tables B1 to B5 illustrate how the weighting factors distribute UIG across the
four product classes and nine EUC bands. We have used aggregate AQ/365 to
provide a value for typical throughput as a proxy for actual daily throughput, being
1381.375 GWh as shown in Table B3. It is notable that whilst product Class 1
accounts for 11.47% of that typical throughput, they would pick up only 0.02% of
the UIG allocation. If the intent of the proposals is to limit the exposure of these
supply points to UIG, the current weighting mechanism already ensures that is the
case, at least in respect of those registered as Class 1.

1.53 Tables B8 and B9 illustrate that under the current arrangements a shippers
allocation of UIG is directly proportionate to the aggregate UIG value.

1.54 1In contrast to the proportionate evidence-based approach to allocating UIG, both
UNC642/643 and UNC642A seek to reintroduce a fixed contribution from DM
supply points, whether limited to Class 1 in the case of UNC642A or extended to
Class to in the case of UNC642/643.

1.55 The UNC642A approach to the fixed contribution is to require a contribution of
0.01% of Class 1 supply point throughput. Classes 2 to 4 would also be required to
make a fixed contribution, though this would be augmented by variable balancing
factor that negates much of the impact of the initial 2.5% contribution being fixed.
In contrast, UNC642/642 would fix UIG contribution to 1.1% of throughput, though
this would also be subject to the UIG weighting factors, bringing the actual
contribution of Class 1 supply points closely into line with that of UNC643A. Any
residual balance would be applied to class 3 and 4 only, through a new scaling factor.
As such, UNC642/643 seeks to return NDM gas allocation to the pre-Nexus top-down
approach, ensuring that any and all error is picked up by NDM supply points only.
This would include any error that originates in the DM sector.

1.56 Using the average UIG value of +4.65% cited in the FMR, Tables B10 and B11
demonstrate the impact the implementation of either proposal would have on the
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allocation of gas and subsequent cost as compared to the current baseline. In order
to give a better idea of materiality we have scaled these impacts up to reflect a
‘typical’ year (i.e. we have multiplied the results by 365) whilst retaining the average
4.65% value throughout, though we recognise that in practice UIG will deviate
significantly from this average, albeit in either direction.

1.57 This analysis suggests that the impact on Class 1 in particular would be relatively
small, particularly when set against the systems costs of £1m-22m to change the
current arrangements, as set out in the Xoserve ROM.

1.58 The analysis also confirms that for any gain, there will be an equal and opposite
loss to supply points registered to other settlement products. The biggest ‘losers’
under either scenario would be the supply points registered to settlement product 3,
which would pick up the bulk of redistributed energy and cost if either proposal were
to be implemented. We forecast that the redistribution of cost in 2018/19, using the
methodology and data set out in Appendix B, would be as follows:

UNC642A UNC642/643
Variance from Annual Variance from Annual
Product baseline (GWh) eq(lg\xllsnt £ baseline (GWh) equivalent £
(GWh)
1 -0.001 -0.329 -£6,580 -0.013 -4.578 -£91,558
2 1.875 684.521 £13,690,421 -0.361 -131.630 -£2,632,608
3 0.968 353.335 £7,066,698 0.578 210.873 £4,217,460
4 -2.843 -1037.527 -£20,750,539 -0.205 -74.665 -£1,493,294
Net 0.000 0.000 0.000 0.000 0.000 0.000

1.59 Whilst it is interesting that the proposals could potentially be of benefit to both
Class 1 and Class 4 supply points, this could create a perverse incentive over the
adoption of newer products, in particular Class 3. As of mid-April 2018 there were
over 120,000 supply points registered to product Class 3 and we would expect this
number to grow rapidly.

1.60 As stated elsewhere, we consider that this product will offer significant benefits
both to the shippers who adopt it and to the wider community, insofar as it can be
expected to facilitate more accurate AQs (with resulting improvements to demand
estimation) and particularly the quicker reconciliation of any error. It would
therefore appear that any disincentive placed on the take-up of this product would be
an unintended consequence of any of the modifications proposals being implemented.

1.61 Further, whilst we recognise the difficulties some shippers are facing in adapting
to the new gas allocation arrangements, we are concerned about the potential impact
on consumers should shippers seek to pass those risks and/or cost through to them.
As noted above, the UIG value is dynamic, being adjusted continually through to
D+5, and thereafter subject to reconciliation and meter reads and other relevant
data comes in. UIG volumes and cash flow implications for shippers are therefore
transient, albeit significant.

1.62 The extent to which shippers absorb the temporary allocation of UIG and manage
their cash flow accordingly, rather than seek to pass it through to suppliers and
ultimately consumers, may be an indicator of how confident they are of the actual
consumption across their portfolios and their degree of certainty in what their final

13
The Office of Gas and Electricity Markets
10 South Colonnade, Canary Wharf, London, E14 4PU Tel 020 7901 7000 Fax 020 7901 7066



reconciled positions will be. For instance, we note that shippers who were previously
exposed to the RbD regime appear to be more comfortable with the UIG
arrangements than those who were not. We therefore consider that any uplift
attributable to UIG could be seen as a discretionary risk premium, rather than a
tangible and realised cost.

1.63 We are also concerned that should shippers seek to pass through this risk
premium, they may be creating the conditions for a windfall gain. That is, whilst the
UIG allocation may be passed through as cost to the consumer in the short term, it is
not clear whether and how such charges may be rebated when that energy and
commensurate cost is reconciled. We are particularly concerned at the implications
of a customer moving to another supplier, and no longer having a relationship with
the original shipper/supplier. We are equally concerned that consumers who are
aware of the prospect, whether real or not, of UIG related charges being rebated to
them may feel compelled to stay with their current supplier in order to ensure they
receive the rebate, effectively locking them in, at least temporarily.

Potential discriminatory effect

1.64 As noted above, the various categories of supply point attract a weighted
allocation of UIG based on the extent to which supply points exhibiting those
characteristics are determined by the AUGE to contribute to the problem. This is an
objective, evidence based approach that considers relevant factors and excludes
those which are considered to be irrelevant (or otherwise out of scope, such as
shrinkage calculation error). Therefore, whilst the AUGE treats the supply point
categories differently, this is due discrimination based on relevant differences.

1.65 1In contrast, we are concerned that the application of fixed UIG contributions to
Class 1 in the case of UNC642A:3 or Class 1 and 2 in the case of UNC642 and
UNC643, supply points may constitute undue discrimination.

1.66 In requiring DM supply points to make a fixed contribution based on LDZ
throughput rather than daily UIG, each of the proposals would expose relevant
shippers to costs on days and at levels where they may not otherwise have incurred
them. For instance, on days where UIG is negative, they would be incurring energy
debits when they would currently have been receiving credits.

1.67 Even recognising that UIG is more likely to be positive to negative, the extent to
which supply points making a fixed contribution are better or worse off will depend
on the prevailing volume of UIG. However, as noted above, the fixed contribution
would place a cap on relevant shippers’ exposure on days when UIG values are
relatively high. We therefore consider that a fixed contribution in return for being
exempted from the variable impacts of UIG would, in effect, constitute insurance
against UIG volatility.

1.68 We would not in principle be opposed to such a product if it could be structured
and priced in an appropriate manner. However, given that UNC642 and UNC643
both seek to mandate that all shippers with Class 1 and 2 supply points buy that
insurance, whilst at the same time excluding other supply points, we are concerned
that it could have anti-competitive effect.

23 Under UNC642A Class 2 would receive an initial fixed allocation of 2.5% of throughput, but would also be
exposed to any subsequent balancing action, along with Classes 3and 4.
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1.69 We consider that some shippers will be more comfortable than others with their
ability to manage their exposure to UIG by effective asset management, investment
and efficient purchasing decisions. This would appear to be borne out by the fact
that not all shippers who service this sector of the market supported the proposals.
Imposing a fixed UIG contribution on all shippers would remove a legitimate and
important opportunity for them to differentiate themselves from competitors, either
through more efficient purchasing decisions or from realising the benefits of
investment. For instance, we note from UNC594R24 that not all shippers had, at least
at that time, invested in their systems such that were able to utilise settlement
products 2 and 3.

1.70 We are also concerned that in limiting the fixed contribution to Class 1 and 2
supply points to the exclusion of Classes 3 and 4 the proposals could be considered
to have an unduly discriminatory effect. We recognise that there are relevant
differences between each of the settlement products; in particular Class 1 and 2
supply points are expected to have an actual daily meter read available on which to
base the D+5 energy balancing close-out. Classes 3 and 4 in contrast would still be
reliant upon the demand estimate processes used for day-ahead allocation. However
it is not clear that this would of itself be sufficient to legitimately exclude such supply
points from the insurance provided by a fixed contribution, rather than for instance
coming at a higher premium.

Retrospective effect

1.71 Several respondents raised concerns about the proposed retrospective application
of UNC643, and to a lesser extent to UNC642 given that it is intended to have
contractual effect in advance of the necessary systems changes being made. Several
respondents considered that allowing retrospective effect would introduce
considerable uncertainty and have material financial implications.

1.72 We share these concerns. However, we acknowledged that there may nonetheless
be exceptional circumstances where a retrospective modification is justified. We
have sought to clarify what these circumstances may be, publishing criteria that we
have applied to previous decisions on modification proposals to the UNC and other
industry codes. Those criteria, were arrived at by virtue of our public law duty to act
reasonably in the exercise of our functions and subsequently published as a guidance
note.2s Whilst we are not bound by this set of criteria, we consider they provide a
good basis on which to assess the reasonableness of any decision in relation to
retrospectivity. Specifically, they refer to:

e situations where the fault or error occasioning the loss was directly attributable to
central arrangements;

e combinations of circumstances that could not have been reasonably foreseen; or,

e the possibility of retrospective action having been clearly flagged to participants in
advance and only the details and process being decided retrospectively.

1.73 We do not consider that UNC643 meets any of these criteria. In particular, while
we acknowledge that the volume and volatility of UIG has been greater than

24 UNC594R: ‘Meter reading submission for advanced and smart metering’
25 See: '‘Ofgem’s Guidance on Modification Urgency Criteria’.
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expected by many market participants, some respondents suggest that they are in
line with expectations. Whatever the merits of the prevailing business rules, there is
nothing to suggest that the central systems or allocation arrangements are being
operated erroneously or in any way other than as intended. Nor do we consider that
shippers’ exposure to UIG was unforeseen, given that this was an explicit aspect of
the Project Nexus business requirements and that they had several years notice of
these changes. Perhaps more importantly, parties had been operating on the basis
of the prevailing rules for several months in advance of these proposals being raised
and whilst there have been several initiatives and modifications to reduce UIG
volumes and volatility, those rules were being operated and in most cases adhered to
in good faith. We do not consider that there is sufficient justification to
retrospectively dis-apply those business rules and effect a redistribution of energy
and cost from those who have managed to purchase gas accurately and efficiently,
taking into account the application of UIG, to those who have perhaps not.

1.74 UNCG642 would also have a retrospective element to the extent that it would have
contractual effect shortly after a direction to implement it, but with systems requiring
several more months of development and testing before they are implemented. This
would require a one-off unwinding and adjustment of gas allocations made from the
time of contractual effect through to systems implementation. Some of the same
arguments against UNC643 would also apply to UNC642 with respect to whether
the current central arrangements are at fault and whether the circumstances could
have reasonably been foreseen. However, UNC642 the future effective date of
UNC642 would at least have flagged to market participants the possibility of
retrospective action and allow them to take account of this in their planning and
purchasing decisions.

Impact on sustainable development

1.75 Any energy consumed or lost to the system has an environmental impact, though
the impacts will vary greatly depending on whether the gas has been consumed (i.e.
burnt) or released into the atmosphere as natural gas. At present, it is not possible
to say with any degree of certainty how much of the UIG volumes represent energy
that is consumed but not metered, or at least not accurately, and how much is lost
through undetected leakage before it reaches the consumer. For instance, we note
that the AUGE considers permanent unidentified gas to be largely attributable to
undetected theft. However, the AUGE has also raised concerns over the accuracy of
the prevailing shrinkage calculations.

1.76 As noted above, we consider that none of the proposals would have a direct
impact on volumes of UIG. We therefore consider that none of the proposals would
have a direct impact on the environment, whether positive or negative. However, we
remain of the view as set out in our Impact Assessment on UNC229, that the indirect
consequence of better targeting the costs of unidentified gas is the incentive for
parties to tackle the root causes. We are therefore concerned that to the extent each
of the proposals seek to replace the evidence-based targeting of costs with a fixed
contribution, they may all dampen incentives to reduce aggregate levels of UIG. As
such, there would be a negative impact on the environment.

Impact on health and safety
1.77 We are not aware of any health and safety implications relating to any of the

proposals.
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