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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 

Thank you for the opportunity to comment on Ofgem’s initial proposals in respect of the regulatory issues arising from the merger of National Grid Group plc (NGC) and Lattice Group plc to create National Grid Transco plc (NGT).

The consultation paper has identified a number of concerns about the regulation of the combined group going forward.  However, we believe that one of the most significant concerns associated with the merger is the interaction of the various SO price controls and incentive schemes.  We have commented further on this, along with the other issues that have been raised below:

1. Access to Information

We agree that, as a result of the merger, the combined company may have access to information not previously available to either NGC or Transco as separate businesses.  

We believe that it would be desirable if, as a result of this, the combined company is able to balance both systems more effectively than would otherwise have been possible as long as that in doing so, the combined company does not unfairly take advantage of market sensitive information.  Therefore, in future, it may be appropriate for both NGC and Transco to identify details of the information that will be used and where it will come from in their procurement and use of system management services and balancing principles statements/guidelines.  We believe that this would enhance transparency and provide both the industry and Ofgem with audit provisions and the opportunity to comment and discuss issues associated with access to information and how such information may be used.

Turning now to the interaction of NGC’s and Transco’s SO incentive schemes.  We believe that this is one of the most significant issues associated with the merger of the two companies.  It is clear that the merged group will have greater opportunities to maximise revenues under the respective incentive schemes and clearly, it would be inappropriate if the performance of one system was sacrificed to maximise potential profit under the incentive scheme associated with the other.  

In order that the industry understands the interaction of the two incentive schemes, we believe that it is imperative that they are both simple and transparent.  In our view, this is demonstrably not the case, particularly in gas where, on Ofgem’s current proposals, Transco will be subject to an extremely complex and convoluted set of SO incentives.  

As a consequence, we firmly believe that the merger provides an opportunity to revisit both incentive schemes to put in place more simple and transparent arrangements that are, as a consequence, less vulnerable to manipulation.  In particular, we would urge Ofgem to revisit Transco’s SO incentive scheme in gas which we firmly believe is opaque and excessively complicated.  For the avoidance of doubt, we would not support the introduction of electricity transmission access arrangements based on the existing gas regime as that would further complicate the existing framework.

2. Vertical Separation

We do not believe that there is an issue if the existing generation interests were to be retained within the combined group.  Clearly, appropriate separation measures would be required such as assigning the generation assets and operation of these assets to a separate legal entity within the combined group but which is outside NGC’s and Transco’s licensed activities. 

We do not agree that the sale of generation output and other generation services to any company within the combined group should be prohibited.  We believe that as long as the “generation business” is appropriately ringfenced (as we have described above), and that any purchase of electricity or balancing services by NGC are procured on a transparent and non-discriminatory basis, we see no reason for Ofgem’s proposed restriction in this respect.

If the generation assets are assigned to a separate company within the combined group but outside NGC’s and Transco’s licensed business we believe that the consents under NGC’s and Transco’s licence that Ofgem has described would not be necessary.

3. EnMo
We agree that the merger could provide opportunities for Transco to access information about gas prices and volumes traded by other participants through the OCM.  We therefore support Ofgem’s proposal to ringfence EnMo from the two network businesses via a new licence condition to be included in the licences of both NGC and Transco.

4. Security of Supply
It would seem appropriate to bring NGC’s and Transco’s licences into line in respect of ringfencing to ensure that each licensee has the necessary appropriate financial resources to carry on its network business, and that these are not exposed to inappropriate risks nor diverted to other purpose.  

Furthermore, we would support proposals by Ofgem to incentivise companies to find alternative and additional uses of the network that would maximise the potential revenue that could be made from the assets.  We understand that Ofgem’s proposal to amend the definition of investment in the licence conditions on “Restriction on activity and financial ringfence” to take account of the income generated from the relevant activities to the extent received by the licensee is one such an initiative.  If this understanding is correct, and depending upon the drafting of any such modification, in principle we support Ofgem’s proposal.
5. Synchronisation of Regulatory Work Programmes
(i) TO price controls/quality of supply issues.  We agree with Ofgem that, as a result of the merger, it is not necessary to reopen the TO price controls before they end in 2006 for NGC and 2007 for Transco.  To do so would create un-necessary risk and potential instability for both the asset owners and the electricity and gas markets.  Furthermore, we do not necessarily believe that there is any external benefit/disbenefit in seeking, at a later date, to align the timing of the TO price controls for NGC and Transco.


(ii) System operator price controls and incentives.  As we have already indicated in section 1. above, we believe that it is vital that the SO incentive schemes are simple and transparent.  In our view this is demonstrably not the case in gas where Transco will be subject to an extremely complex set of SO incentives.  We therefore believe that in expanding its work to consider the operation of and the interaction between the two SO’s price controls and incentives as a result of the merger, Ofgem should focus on schemes that are both simple and transparent.  In particular, we would urge Ofgem to reconsider the complex SO incentives on Transco.


(iii) LNG.  We have recently responded to Ofgem’s separate consultation on this issue.  In brief, we support the proposal to transfer the ownership of the LNG storage facilities from Transco into Lattice.  Furthermore, we believe that in doing so undertakings should be entered into along the lines of those BG undertook at the time Hornsea and Rough were separated.  Clearly, it will be essential to ensure that such undertakings are enforceable.

I hope that the above comments will be useful.  Please call if you would like to discuss anything in more detail.

Yours sincerely

Rob McDonald

Group Regulation Manager

