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Direct lines:  
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Fax:  020 7257 5036

Kyran Hanks

Director, Gas Trading Arrangements

Ofgem

9 Millbank

London SW1P 3GE




Dear Kyran

Transco Price Control and SO incentives 2002-7 

Proposed licence modifications

I refer to the Section 23 Notice issued by the Gas and Electricity Markets Authority (“the Authority”) on 1 August 2002 giving notice to proposed modifications to Transco’s licence (the “Second Notice”).  This Notice follows the “Original Notice” published on 12 April 2002.  

Shell Gas Direct continues to object to the implementation of the proposed licence conditions particularly Special Condition 28B as currently drafted.  We consider that many of the queries raised remain outstanding and we trust that the Authority will consider it necessary and appropriate to ensure that explanation is provided regarding its proposals.  We note that a key recommendation of the Performance and Innovation Unit’s Energy Review Report was that Ofgem should provide comprehensive analyses of significant regulatory proposals. Th Authority should take steps to ensure that adequate explanation is provided to address all questions that remain unanswered.  

We note further that this second Notice does not cover Part B of the Original Notice.  Our objections to these proposed changes remain based in part on serious concerns regarding the process adopted by the Authority in making these proposals and we consider that developments since the Original Notice reinforces our position. 


Long-term capacity auctions

We note Ofgem’s proposal to modify the date by which Transco must make all reasonable endeavours to ensure that all long-term firm SO baseline capacity for formula years 1 to 5 at each terminal is offered for sale is amended to 1 November 2002.  In parallel, the deadline by which Transco must prepare its Procurement Guidelines (PGs), System Management Principles Statement (SMPS) and Incremental Entry Capacity Release Statement (IECR) have been changed to 1 October 2002.

In our response to the Original Notice, we suggested that these dates were changed so that the first long-term auction would be completed by no later than 1 April 2003.  We are disappointed that this recommendation has not been accepted.  We have now written separately to outline our concern about the tight deadlines being imposed for the proposed auctions in October.  As Mr Spiekermann outlined, instead of rushing to meet an unnecessary deadline, it would be prudent for the long term development of the industry to consider a realistic timeframe for the introduction of the first long term capacity auction. While Transco may be able to make all necessary preparations to meet Ofgem’s deadlines, we do not consider it likely that the industry will be in a position to make long term assessments of the product being offered and we have reiterated how many material issues have to this day not been addressed by Transco or Ofgem.

We have now seen final legal drafting for Modification Proposal 0500 (M500) as well as further drafts of the SMPS, PGs and IECR.  In our view, there are too many outstanding queries and issues which arise from the these documents.  We are concerned that the modification could be approved by Ofgem only to be subject to further review and change (“technical modifications”) as problems become apparent.  We are also aware from workstream discussions on the IECR that Transco and Ofgem have different views on how the incremental price steps should be calculated.  This only reinforces concerns that the regime will be subject to future change making it difficult to feel comfortable about making long-term financial commitments.  

We recommend that Ofgem rejects M500.  A new, but for the most part similar, modification could then be raised which would be subject to further development and discussion before being agreed by Ofgem.  We shall write separately early next week to set out our concerns regarding the final modification report and legal drafting. To date, there have been few industry discussions on the legal drafting and these were some time ago.  This also contributes to the level of uncertainty around the long-term auctions.  

We are now of the view that the requirement in Special condition 28B (part 2 paragraph 14(5)) which requires Transco to hold the first long-term capacity auction should be changed  should changed to read 31 August 2003.  This is consistent with the legal drafting for M500 which, if implemented, would oblige Transco to hold annual auctions each August.  The obligations to produce the SMPs, IECR and PGs should be changed so that these are produced by 1 May 2003.  This would give enough time between these being finalised to allow industry participants to fully consider the regime environment before making final commitments in the long-term auctions.  

We would welcome a seminar in September to enable shippers and others to understand the regime going forward as suggested by Transco.  However, while we would welcome Transco’s outline of the regime will work going forward, we also consider that Ofgem should use this opportunity to set out how areas for which it is responsible (eg the licence conditions and related incentives) will work in practice.  Given the areas of uncertainty, we would recommend that Ofgem hosts the seminar or workshop at which the entire framework can be considered holistically.  This seminar will be required whether or not Ofgem decides to push forward with the October auctions.  We continue to believe that more work is required to ensure that the long-term auctions regime is robust and consider that this seminar will reveal areas where further detail is required.  

Incentives

We continue to object to moving Transco’s incentives from the Network Code to Transco’s licence.  This increases risk for shippers while potentially reducing it for Transco. Evidence from the Review of Gas Balancing workstream (Modification 0513) indicated that Transco’s balancing incentives may not be working as effectively as required.  However, we assume that any changes to Transco’s incentives will not now be implemented until at least 1 April 2004 despite the concerns expressed about the operation of the regime.  We expect that Ofgem will be consulting on proposals before this which take account of the discussions and evidence produced at the review workstream and which would contribute to resolving some of the concerns which Ofgem has expressed regarding the balancing regime.  

We also have concerns in respect of the inability for shippers to propose changes to Transco’s buy back incentives.  For example, Transco has proposed significant change to the smearing of costs of buy backs in recent months which may affect the valuations placed on surrendering capacity (and on entry capacity) which could affect the cost at which Transco buys back entry capacity rights.  Transco’s incentives do not necessarily align its interests with those of its customers (the shippers) but rather could be seen as giving it a financial incentives to amend the regime so that its own targets can be met.  Any further developments should only be considered in parallel with changes to the buy back incentive arrangements and so will now need to wait for Ofgem to propose change to Transco’s incentives. 

More importantly, it must be noted that Ofgem and Transco cannot make changes to Transco’s incentives without simultaneously changing the costs and/or liabilities for those shippers that will have already made significant financial commitments to long term capacity.  Negotiations which affect our commitments must not be a bilateral discussion between the monopoly pipeline company and Ofgem’s civil servants as this only increases the perception of risk associated with this regime.

We should note that we have understood that that Ofgem’s long term intention is that Transco takes 100% of the risk in ensuring that costs of buy backs are minimised.   We are unclear as to how the buy back incentives will interact with the entry capacity incentive once long term entry capacity rights are sold.  It does not appear to be appropriate that Transco will be able to share the costs of buy backs when it is being incentivised to respond to market signals available through the auctions.  Ofgem should make clear now whether it intends for buy back incentives and associated smearing of costs will be ended in line with the first year that entry capacity is made available long term (ie 1 October 2004 in Ofgem’s proposals or 1 October 2005 by our recommendation).  

Exit Capacity

The letter accompanying the second Notice and the log of changes make little comment on the proposed changes to the exit regime and comments received.  We continue to be of  the view that these proposals are not in the best interests of consumers nor for the promotion of competition.  If the Authority does implement these changes, we consider it will be essential for Ofgem staff to be willing and able to participate in discussions on developing the regime, including giving detailed explanation of how Ofgem views this regime will work once changes it has proposed are implemented. To date, Ofgem has evaded the quite straightforward questions raised by Transco and Shippers and it would be quite inappropriate in such circumstances to inflict these high-level ideas onto the industry. Amongst other issues, we again request that Ofgem sets out: whether it considers that the Gas Act will need amendment in order for these proposals to be implemented (and if it does not, why not); how the NTS and LDZs will interact; how the LDZ interruptions regime is to be taken forward; how the financial incentives being introduced interact with Transco’s obligations to not discriminate; what impact Ofgem expects these proposals to have on commercial interruption and demand-side management; etc. 

We do not consider that the present licence drafting is sufficient nor robust enough for the implementation of  the long term exit regime.  It is likely, therefore, that the Authority will need to implement new licence conditions for this area of Transco’s price control once the details of how the proposed new regime could work is further scoped out by the industry.  

Exit code statement

We do not consider that the rationale provided for the decision to change Transco’s obligation to prepare and submit an Exit Code Statement to 2003 is sufficient.  We would welcome an explanation from Ofgem and Transco regarding how Transco will account for services provided for/by the LDZs by/for the NTS SO and TO and how revenues and costs will be accounted for in formula year April 2002 to March 2003.   There also appears to be no obligation on Transco to make any part of the exit code publicly available even though such services (eg the provision of diurnal swing by the NTS to LDZs) will have an impact on shippers if cost-targeted.   

Part B Notice

We note that the Authority has not issued a Second Notice with respect to the Part B modifications proposed as part of the Original Notice.  However, we  also note that since the Original Notice was published, a modification proposal has been raised, approved and implemented which compels Transco to report on the results of its forwards and options contracting for buy backs. This would appear to undermine the purpose of the proposal and in light of this, and other evidence provided to Ofgem,  we do not consider that the Authority has given adequate reason or explanation for proposing or introducing these licence amendments.  

Both of the section 23 notices issued by the Authority appear to suggest that the reasons for proposing enabling third parties to raise Network Code modifications were set out in the February 2001 gas balancing document.  This is not correct as this change was only raised in an appendix to the December 2001 SO incentives document.  Consumers appeared to be unaware of this proposal and only responded to it some time after the published close-out date when prompted by Ofgem. This hardly suggests a great demand for the proposal to be implemented and it still needs to be subject to proper consultation.

Since the Original Notice was issued, Shell has become concerned that Ofgem appears to have not considered the implications of the Financial Services and Markets Act.  Furthermore, it appears that the Authority is proposing changes which conflict with the approach accepted by the Financial Services Authority (FSA) in respect to the operation of commodity markets.  We recommend that full consideration of the FSA’s decisions is undertaken before this is taken forward.  

Conclusion
Shell Gas Direct continues to object to the implementation of these licence conditions.  We consider that there is a continuing need for Ofgem to give full explanation to the changes being proposed notably in relation to the operation of the entry capacity incentives and the development of the exit capacity regime.  

Yours sincerely

Tanya Morrison
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