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Proposed Merger of National Grid

Group plc and Lattice Group plc to

create National Grid Transco plc

Response from British Gas

British Gas welcomes the opportunity to comment on the proposed merger of National Grid Group and Lattice to form a new business called National Grid Transco (NGT).

Overall comment

We recognise that the proposed merger will present a number of opportunities for the development of synergies between the existing two businesses. These synergies should deliver benefits to the end user customers served by both the gas and electricity networks.

We agree with Ofgem that these two businesses operate in different product markets with very little overlap and that they are not in direct competition.  However, this distinction is less clear in the system operation where both Transco and NGC have a similar role in operation and balancing of the networks. Moreover, such a merger will open up opportunities for arbitrage arising from the links between these two markets through gas fired electricity generation, which already accounts for 37% of total generation capacity in Great Britain and likely to increase in the future. We also note that the merger will introduce an ability to balance incentives in the gas and electricity markets to the benefit of NGT.   

Overlap in Activity

While, at first glance, there is no overlap between the gas and electricity networks, it must be recognised that each network may be subject to temporary constraints, which may affect the utilisation of the other network. These constraints are frequently associated with maintenance requirements. When the electricity network is constrained in one area it is possible that this will lead to the output of a particular electricity generation facility being reduced. Where the substitute generation facility is gas fired then there may be an effect on NGT’s revenues. If both networks are under common ownership then it might be possible to manipulate maintenance schedules in such a way that additional revenues are generated.

Information Sharing

Currently, as identified in the document, NGC receives limited information from Transco about possible interruptions to power stations. The merger will facilitate this communication – which should make for better decision making and more efficient operations. However the merger will also bring about the possibility of reverse information access.  This additional information will enable NGT to know about constraints ahead of any other player and they will be able to modify their trading behaviour in the OCM and the Power Balancing Markets. 

An example of the way in which this might operate as follows:-

During a period of very high gas demand NGT will know of planned interruption to power stations. They might then be able to use this advance information and buy gas on the OCM & buy power on the BM ahead of anyone else. 

This information sharing will enable the combined business to trade in these markets with a clear advantage in information that is not currently available to the separate businesses of Transco and NGC.

As well as income movements within the price control Transco have substantial incentives under the gas regime, (added to which, in the future exit and interruption incentives may be introduced as well).  Shippers contribute towards these incentives roughly in line with their throughput.  If through improved information NGT are able to maximise their incentive by front running the two markets this will introduce market distortions. We suggest that this indicates a strong case for Chinese walls between the two activities (argument being that resulting increase in efficiency is at the expense of other participants in the market and not therefore an increase in efficiency in the market as a whole). Alternatively there may be a case to look at the NGC/ Transco incentive parameters to ensure they are set at a level which would takes this into account and that they are aligned with market interests as a whole.  

Other Activities

NGC, through EnMO Limited, operate the OCM in gas. Transco is currently a user of this system and the merger will bring together two of the trading parties. The availability of cross-business information and the potential conflict of interest would make the continued trading by these parties artificial. While we accept that there is no loss of liquidity in the market the fact remains that NGT will be both a major participant in the market while also fulfilling the role of independent market operator. 

Therefore the merger increases importance of soundness of information barriers suggesting that "NGC" and "Transco" should be retained as separate "Chinese Walled" traders post-merger.

The generation capacity operated by Lattice Energy Services, while appearing to conflict with the constraints applied to NGC, is probably not significant at a mere 25MW. Nevertheless, in order to maintain the principle behind the constraints in the NGC licence, we believe that NGT should be required to withdraw from this activity.

Security of Supply  

We note that Ofgem have recognised the operational synergies that should be released by this merger and the fact that these benefits should be passed back to the customer. We wholeheartedly support these principles.

We agree that there could be some aspects of security of supply, such as emergency planning, which will be enhanced by the merger. However other aspects such as the impact of a failure of the parent company will bring increased risks. We believe that the benefits flowing from the merger must be balanced against the long-term security of supply issues, particularly the possibility of failure of the operator. It will be essential therefore for Ofgem to consider the requirements for levels of credit rating to be maintained and the regulatory ring-fencing that must be applied if this merger is allowed to proceed. We will respond to any further consultation in due course.

We note that in paragraph 5.24 Ofgem have raised a number of issues about the overseas interests of NGT possibly diluting the availability of resources that would otherwise have been available to the home networks. It is our opinion that the merger itself does not cause any additional risks to arise in the context. We suggest that if the merged business is to deliver the level of synergistic savings that have been mentioned in the document, then NGT will need to be able to make use of the human resources released by the merger. We suggest that the overseas interest of the group may provide an alternative channel for the redeployment of these resources.

Synchronisation of regulatory work programmes

1. Transmission Operator price controls.

In the event of this merger being permitted we would expect that the price controls for the Transco network and the NGC network should be converged to a common date. We recognise that the synchronisation of the price control mechanisms for the major gas and electricity networks will represent a significant increase in workload for Ofgem and the industry. We will look to Ofgem to address this issue in any subsequent consultation. 

2. System operator price controls

We believe that the incentive regimes that have been developed for Transco and NGC would need to be reviewed in order to provide the right incentive to the new combined business and to minimise any opportunity to exploit the differences between the two structures.

We note that Ofgem plan to issue a consultation document in the near future about the setting of price controls for the individual Transco LDZs. We would suggest that Ofgem might wish to delay the issue of this further document until after the outcome of this proposed merger is known. The merger could lead to some further restructuring within the new business and it will be essential for the boundaries of the SO incentive mechanism to be properly understood in order for respondents to provide useful comment.

One area where potential synergies might arise from this proposed merger is in the cost of the operations control centre. We suggest that Ofgem should consider the catastrophe contingency plans operated by these businesses and any increased risk arising from any proposal to combine the operational control centres. These issues can be addressed further in the regulatory consultation following any agreement for the merger to proceed.

3. LNG
In respect of the LNG issues raised in the consultation, British Gas shares the concerns raised by Ofgem that Transco's LNG facilities will need to continue to be regulated for the foreseeable future.

We raised a number of concerns in response to Ofgem's consultation earlier this year
, and advanced proposals on how LNG might best be regulated in the interests of the industry and of gas consumers. We will further respond to the forthcoming consultation on the future role and regulation of Transco's LNG facilities. Appendix 1 to this document provides a summary of our views on this matter. We also conclude that these proposals are likely to result in increased costs for domestic gas users.

Role of Comparators

We note that Ofgem indicate that the merger does not lead to any detrimental loss of comparator and that, in consequence, the matter of compensation does not arise.  We agree that there is little scope for drawing any conclusions about either of these networks by comparison with the other. However, we would suggest that there has been some benefit in being able to make some cross references between these networks such as in the assessment of the Weighted Average Cost of Capital. We will look to the further consultation for Ofgem to indicate how they will in future verify the methodology used without the ability to draw on these comparisons.

Conclusion

We see a number of potential benefits arising from this proposed merger that will bring benefit to all users of gas and electricity. However there are a number of concerns about gaming opportunities arising from information sharing. We suggest that these issues will need to be addressed through the regulatory framework if this merger is permitted.

We look forward to commenting further in response to such consultation.

IWT/JDL/28.05.2002

Appendix 1

Summary of views from British Gas about Lattice proposals to transfer ownership of LNG storage facilities from Transco into Lattice

Despite supporting in general the principles stated to underpin Lattice's proposals, British Gas does not believe their proposals are in the industry's interests.  British Gas has no objection in principle to competition in the provision of locational services to Transco, nor to the use of "market mechanisms" in this area.  We generally support tender processes to encourage open and fair competition, provided only that they are well designed and likely to meet the objectives set.  However, British Gas is not persuaded that Transco’s proposals are likely to form the basis for a more cost-effective approach to transmission support than exists at present.

Also, we would be most concerned if the net effects of any changes would be likely to increase costs for the domestic gas sector (and increase profits either for Lattice or any narrow sector of the energy industries), since such costs would eventually be passed on to domestic gas users. 

Transco LNG Storage (TLNGS) have an effective monopoly of high-withdrawal-rate storage services and of key aspects of local transportation support, and will have substantial market power in these areas - hence they should remain subject to appropriate forms of regulation.

British Gas believes there are a number of key principles which must influence any future change in the way in which the Industry accesses TLNGS capacity and which should address the market power that TLNGS have by virtue of their dominance of rapid-withdrawal gas storage.  These include –

· Transco’s plans show that the industry is very dependent on all the existing TLNGS capacity being available in the event of 1-in-20 (or near 1-in-20) conditions, and that this dependency will remain indefinitely.

· Therefore TLNGS should be entitled to expect sufficient revenue, taking a run of years together, to meet their regular cash needs, the costs of any irregular major maintenance or refurbishment needed to maintain existing capacity plus a reasonable return for their shareholders.

· This entitlement should be conditional on TLNGS maintaining at least the capacity nominally available at present.

· This revenue can come, as at present, from users with little practicable alternative (e.g. for Operating Margins), other users who may judge that use of LNG is likely to be cost effective against any alternatives, and from Transco where the LNG facilities are providing a service which would otherwise cost Transco money (ie by avoiding investment in pipelines).

· To the event that funds from such sources would be insufficient to maintain the existing plant for indefinite future use, and providing that the plant is needed for future system security, it would not be unreasonable for there to be a mechanism to provide such extra funds as may from time to time be needed. 

Basically we conclude that the industry’s needs are likely to be best served by a “contract” whereby TLNGS get a guaranteed revenue, which meets their reasonable costs, in exchange for guaranteeing to maintain the existing total capacity for as long as the industry needs it.

In British Gas’ view, a mechanism is required which will complement the existing arrangements for marketing and using the LNG facilities, and would be likely to be cost-effective for the industry overall.

Our own assessment of the Lattice proposals for TLNGS is that they are likely to result in increased costs for domestic gas users.
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