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28th August 2002

Lisa Vango

Ofgem

9 Millbank

London

SW1P 3GE

Dear Lisa

Regulatory issues arising from the merger of National Grid Group plc and Lattice Group plc to create National Grid Transco plc - Initial proposals

LE Group welcomes the chance to respond to the consultation on “Regulatory issues arising from the merger of National Grid Group plc and Lattice Group plc to create National Grid Transco plc - Initial proposals”.

As detailed in our response dated 29th May 2002 to the original consultation on this topic, we broadly welcome the merger.  Below are our comments relating to the specific issues raised in the July 2002 consultation.

Access to information

We note that Ofgem intends to make no changes to relevant licences in respect of accessibility of information and the transparency of its use.  We understand that Ofgem’s view is that discrimination in the procurement or use of balancing services and speculative trading are prevented by a special licence condition in the case of NGC and proposed licence conditions for Transco.  In particular, Ofgem state that these conditions require regular auditing of the Balancing Principles Statements and regular operational fora are held to explain balancing decisions made by the respective SOs.  However, we do not consider that the level of detail provided at NGC’s operational forum is sufficient to provide a transparent view of NGC’s balancing actions.  Nor do we consider that the current auditing of the Balancing Principles Statement provides sufficient transparency of balancing actions.  A much greater level of detail, e.g. explaining why actions are taken out of cost order, needs to be provided to participants to build industry confidence in SO behaviour.  This will be even more crucial post merger when balancing actions may be taken across combined systems and NGT’s behaviour may become less predictable and transparent.  We believe that both companies’ Balancing Principles Statements may need to be revised to take into account NGT’s ability to trade both commodities to resolve system imbalances and to improve transparency.

We have noted the requirement under section B of Transco’s recently proposed licence conditions to make available, if requested through a modification, any information relating to Transco system operations under the Network Code.  We welcome this proposal but feel there is a large range of information that should be made readily available by default in a similar way to that already provided in the electricity industry (e.g. instructed balancing actions and associated costs).  The consultation does not mention the role that Elexon will have in relation to the merged company.  We would like to see Elexon, or an Elexon-type company, provide balancing and settlement data in the gas industry.

We believe that the level of information the gas and electricity SOs in NGT will have access to in order to balance their respective systems should be monitored and reported.  Whilst we agree that customers will benefit from NGT balancing the systems more efficiently providing these efficiencies are passed through, we are concerned that this increased efficiency might be achieved at the expense of particular industry participants.  We believe that the market power of a combined NGT will place it in an advantageous position when it comes to deciding which bids / offers to accept, from whom and at which locations on the networks.  For instance, NGC may call more frequently upon specific CCGTs to balance the electricity system as these actions may simultaneously help resolve a system constraint at a specific locational point along the NTS.  We believe this may discriminate unfairly against particular power stations depending upon the circumstances involved.   In this example, BSC parties could be paying more than their fair share of the costs incurred (because balancing actions could have been achieved at a lower cost by different bid/offer acceptances) and gas shippers less (because fewer balancing actions are required).  We believe the benefit of the efficiencies arising from this sort of information exchange will not outweigh the market inefficiencies this will cause in terms of an imbalance of market power and increased discrimination.  In addition, where NGC instructs a CCGT then Transco will be placed in a stronger market position by knowing that a particular party will need to purchase or sell gas.  We consider it vital that Ofgem implements appropriate safeguards to prevent this scenario from materialising (e.g. Chinese walls, restriction of information exchange, etc).

Vertical separation

We consider Lattice’s current generation assets to be of a sufficiently small scale that we have no concerns regarding their retention, provided all of Ofgem’s proposed licence conditions are met.  However, in principle we believe these should be kept separate and therefore support Ofgem’s proposal to appropriately ring-fence such activities.  Despite ring-fencing their own activities, such that no affiliated or related undertakings will be allowed to be involved in the purchase of gas or electricity to any company within the combined group, we believe NGT will still have considerable market power in utilising specific generation to balance both markets.

We consider that at the very least new licence conditions should be inserted to ring-fence EnMo and prevent any transfer of information to or from NGC and/or Transco.  Ofgem rightly state that failure to prevent confidential information being accessed by Transco would lead to reduced commercial viability of EnMo and make it more expensive to balance the network.  However, occasional information exchange would be much more difficult to detect and could lead to commercial gain.  NGT should continue to have the same level of access to EnMo information that they currently have and any increase in the level of information divulgence should occur only through the operational fora or with the support of industry participants.  We consider that divestment of EnMo would be the most certain method for guaranteeing that inappropriate information exchange did not occur.

Security of Supply

Financial ringfencing

We support Ofgem’s view that the network businesses of Transco and NGC should continue to be ring-fenced from each other, should each maintain an investment grade credit rating (BBB- / Baa3 or better) and that their licences should be aligned with each other and with those for electricity distribution.

We also support Ofgem’s proposal to change the licence conditions on ‘Restriction on activity and financial ring-fence’ to amend the definition of investment for activities not authorised by their licence to take account of income generated from the relevant activities to the extent received by the licensee.  We would welcome such a proposal for distribution licensees.

Managerial focus

We would obviously encourage NGT’s management to continue to focus on GB regulated businesses and consider that the most effective tool to focus management attention on GB regulated businesses is to use incentive based price regulation with increasingly challenging targets to drive efficiency gains.

Incentive schemes 

We welcome Ofgem’s intention to consider the operation of the two system operator incentive schemes and any interaction between them following the merger as part of its work on SO price controls and incentives. We agree with Ofgem that the timing of future TO price control reviews for NGC and Transco should not be changed as a result of the merger.  It would be appropriate then for Ofgem to take into account efficiency savings that have resulted from the merger.  With regard to the SO incentive schemes, any benefits that may arise from operating the two systems in tandem could be considered in the planned 2003 NGC SO external incentive scheme review.  It may also be appropriate to have an interim review of the equivalent element of the Transco SO incentive scheme at the same point in time.

As mentioned above, we believe there is insufficient information released in the gas industry and that this should be aligned with the information currently available in the electricity industry.  Gas  shippers have requested much more information in relation to Transco’s SO incentive scheme in order to better forecast how SO Commodity costs will be affected through their allowed revenue.  We believe that the merger will increase the opaqueness of assessing the performance of the company under its  price controls and incentive schemes.  We would like Ofgem to ensure that NGT’s performance under its SO incentive schemes is more transparent.  This will benefit both the industries and ultimately customers by the pass through of more efficient costs.

Yours sincerely

Liz Anderson,

General Manager, Energy Strategy and Regulation,

LE Group







