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Dear Kyran
Proposed licence modifications: Transco price control and NTS SO incentives 2002-07

Dynegy UK Ltd. is a wholly owned subsidiary of Dynegy Inc., a leading provider of energy and communications solutions to customers in North America and Europe.  Dynegy has been active as a trader in the UK’s energy markets since 1996 and, through Dynegy Storage Ltd., is the owner of the Rough and Hornsea storage facilities.  Dynegy has experience in operating energy and communications networks, generation and trading, as well as the supply of wholesale and retail customers.  Dynegy is committed to helping Ofgem and the Government achieve open and transparent energy markets where effective competition will deliver the greatest benefits to consumers.

Dynegy welcomes the Authority’s decision to undertake a second consultation regarding, "Transco's price control and NTS SO incentives 2002-07".  Dynegy were disappointed with the short length of time provided to industry participants to respond to the initial consultation.  The short consultation period did not allow the industry to effectively analyse the price control and the NTS SO incentives, which by their nature require careful consideration.     
Dynegy would like to express its disappointment regarding the complexity of the proposed licence modifications.  This complicated licence proposal shall severely reduce the markets’ understanding of Transco's price control and NTS SO incentives 2002-07 as well as making it difficult for Ofgem to ensure compliance with the licence.  The proposed licence modifications will create a lack of transparency as a consequence of its complexity, thus creating uncertainty regarding the implications of the modifications upon Transco's behaviour.  Dynegy would like Ofgem to realise that a consequence of complexity is the stifling of debate, an element crucial to achieve efficient resolutions of issues.

Entry capacity investment incentives - Obligated incremental capacity 
The proposed licence modification encourages Transco to provide obligated incremental capacity for a duration of five years or an annual basis.  In order to respond to seasonal demands, Dynegy believe the entry capacity incentive scheme should attempt to incorporate incentives based on quarterly periods.  The release of entry capacity based on a quarterly duration provides the most accurate investment signals, and thus should be incorporated in Transco's licence.  It also offers greater flexibility for new entrants, which is important when looking at longer-term auctions.  It is consistent with Ofgem’s duties and Transco’s licence to encourage new entrants to secure effective competition to the benefit of customers.

Incremental entry capacity release statement

The proposed licence introduces a new statement, Incremental Entry Capacity Release (IECR), that will set out the criteria by which Transco should assess whether to release obligated incremental capacity.  Dynegy are concerned that within the draft licence proposal there is no requirement upon Transco to consult upon the initial draft of the IECR methodology.  We believe it is important to ensure market participants are able to express views regarding the initial development of the document rather than solely any changes Transco may wish to introduce to the original IECR statement in the future, and to propose changes themselves where they see a problem arising.  Dynegy believe it is necessary for market participants to influence changes, i.e. raise modifications to the IECR methodology.  The IECR is an influential statement effecting the long-term capacity release and therefore potentially future entry capacity signals and should be placed in the code.  Dynegy would be happy to raise a modification to put the IECR into the Network Code and the licence could refer to the IECR being in the code.

Exit capacity investment incentive

As a consequence of the NTS and LDZ incentive targets being the same quantity, Dynegy foresee the subsidisation of the LDZ at the expense of the NTS users.  Transco will interrupt a NTS supply points rather than the more expensive action of LDZ interruption, regardless of the constraint being associated with a LDZ offtake.  Dynegy believe the SO Commodity Charge  will include LDZ costs that are being funded by NTS users, a clear cross-subsidy between network users.  The SO Commodity Charge shall not be fulfilling its principle objective of targeting system costs upon those creating the costs.  Ofgem must alter the licence so as to limit this cross subsidisation.  

Auditing 

In order to ensure Transco is fulfilling its proposed licence obligations, it shall be necessary to undertake numerous auditing projects.  For example, auditing shall be required for the IECR statement and the NTS system operation revenue.  Dynegy believe that there will be large costs incurred through the financing of numerous auditing projects, a cost recovered by market participants.  Dynegy questions the benefits that may arise through the implementation of a complex and heavy intensive audited gas transportation licence.  However, if Ofgem goes down this route these audits must be done by properly qualified experts and it is not clear who these experts would be.  The audits must also be done in a timely manner in order to allow any necessary changes to the arrangements to be made as quickly as possible, due to the potentially vast distortions of competition that can arise from Transco’s charging structures.  Finally, the audits must be made public, so the industry can act as a check to the process and monitor the impacts of the licence on their own businesses.  Transco is a monopoly and it is therefore not possible for them to plead “commercial confidentiality”.  As discussed above Dynegy believe that the greater the transparency within the gas market, and particularly in relation of Transco’s operations, the greater the efficiency in the market.  

Special condition 26: Prohibited procurement activities

Dynegy believe it is vital to ensure Transco is not able to influence the market through speculative trading.  Transco should not be permitted to trade outside the daily market.  Unlike any other market participant Transco has access to far more information, as a consequence of this asymmetric information provision Transco will impact the prices in other markets even if only on the basis of sentiment.  Transco, as System Operator (SO) has access to additional information due to its primary duty of maintaining system security and its real time metering of entry points and nominations provided to it by shippers.  However, under its proposed licence, Transco is now able to use the information for trading in any market it chooses and thus have an information advantage above other market participants.  Special condition 26, as drafted, shall permit Transco to undertake speculative trading, justified through Transco's interpretation of economic and efficient action.  Transco have the potential to distort the spot market and the forward curve through its speculative participation.
Dynegy acknowledges NGC being able to undertake ahead of time trading, this provision is justified by the real time nature of balancing required in the power market.  However, there are concerns regarding NGC’s impact on the market and the lack of transparency in the auditing process.  Transco does not require the equivalent trading flexibility and if the UK wished to create a competitive market it must exclude monopolies from markets and try to improve the transparency in the market, to increase understanding and reduce asymmetry of information.  Dynegy believe that if Transco is trading day ahead gas then it will be speculating, an activity that Transco should not be permitted to undertake.
Dynegy would like to know when and how Ofgem will be auditing Transco’s trading activities to ensure that there is no speculative activities occurring and that they are offering value for money to their customers.  We also believe that it will quickly become apparent if Transco are causing movements in the market due to their trading activity and hope that Ofgem will be ready to alter the licence to stop any day ahead trading in a timely manner if this is the case. 
Governance 

Dynegy do not support the introduction of the related documents within the licence, i.e. procurement guidelines statement, system management principles statement, system management service data adjustment methodology statement and IECR statement.  Dynegy’s concerns have arisen from the governance issues that have been created within the UK electricity regime, as a consequence of introducing multiple documents.  The electricity regime consists of several documents, each with differing governance and in some cases (NGC’s Balancing Principles) fully controlled by the monopoly.  Besides the uncertainly regarding the governance of these documents, issues are being considered in multiple forums, with parallel consultations in numerous workstreams throughout the industry.  

The creation of separate jurisdictions for the overall governance of the UK gas market shall create inconsistent market developments in comparison to a unified governance arrangement.  At present, the Network Code (NC) document allows governance issues to be considered in a holistic manner, achieving an efficient and transparent governance regime in the gas regime.  Dynegy is concerned by reduced ability for market participants to influence the development of the market through the introduction of numerous related documents.  These documents provide no provision for market participants being able to directly raise changes.  Transco are the sole party capable of influencing changes in the related documents, unlike the NC.  The modification procedure within the NC allows parties to raise modifications; an important provision to ensure an efficient and dynamic market is created and these related documents must form part of the code. 
Dynegy cannot urge Ofgem strongly enough to move these documents out of the licence and into the Network Code.  They are vital to the markets operation and must sit within the Code.
Conclusion 
To conclude, Dynegy continues to be very concerned by the proposed, complicated licence modifications and questions whether the licence shall achieve the desired objectives.  The market wants Transco to develop a flexible and responsive NTS infrastructure that delivers gas to customers and offers a level playing field on which shippers can compete.   For this to happen Ofgem must also be able to regulate the licence and we are not convinced that given its complexity that Ofgem, or shippers, really know what the likely outcome will be. 
The licence will facilitate Transco distorting the UK gas market through the use of its additional tools, for example, forwards, futures and options contracts.  The licence will also limit that ability of shippers to influence the markets development by reducing their involvement in shaping the key related documents.  The related documents prevent shippers from shaping the market as the NC becomes less significant as a consequence of the important issues being dealt with under the related documents.  Finally Dynegy would like assurances from Ofgem that they are really convinced that the licence will result in reasonable demands for capacity being met at cost related prices.  
Dynegy hopes that Ofgem will take this opportunity to further consider some of the wider problems that remain with the licence, as well as looking at some of the detailed maths.  The equations are interesting, but it remains unclear to Dynegy that they will deliver what we want.

Yours sincerely 


Rekha Patel
Gas Regulatory Analyst
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