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Dear Mrs Geitona,

ERGEG consultation on gas transparency monitoring

Scottish and Southern Energy plc (SSE) is a vertically integrated Energy Company based in Great Britain.  It has interests in gas distribution and supply, electricity generation, transmission, distribution and supply and other non-energy interests such as telecoms, contracting and water.  We operate predominantly in the GB market for gas and this paper sets out SSE’s view on the principles to be followed in calculating tariffs for access to gas transmission networks.  It is based on our experiences in the GB market which has a high degree of transparency in the calculation of tariffs and of the costs of the transmission company.  However there are some aspects of the tariff calculation methodology which, in our view, cause uncertainty and create unnecessary risks for market participants.

Principles

ERGEG’s consultation paper sets out a number of principles that should be followed in calculating tariffs for access to gas transmission networks.  The principles consist of two key areas, costs and tariff structures.  Before commenting on these two separate issues we would first like to set out our views on the overarching principle of cost reflectivity.  In our view the tariffs (whatever the tariff structure) should be designed to recover no more than the cost of financing the activities of the transmission company.  There are several different aspects to the cost of these activities which will be considered shortly, but in our view, these costs should be as close as possible to the actual costs expected to be incurred in the particular tariff year.  It should not, for example, be based on an assessment of the possible replacement cost of the infrastructure. As noted in paragraph 3.1, it would be unacceptable for users to pay more than once for the same asset over its lifetime. Given that gas transmission networks tend to be monopolistic activities, it is also important that there is effective regulatory oversight of the costs that are to be recovered through the tarification.

Basis of Costs

ERGEG states that costs consist of Opex (Operating expenditures) and Capex (defined as depreciation plus return on assets).  However, we would prefer to define costs in terms of the financing requirement of the business.  Funds are required to finance the activities of the company and these include its operating costs, its investment activities and to provide a return on investments already made.  This wider definition of costs, while recognising the same key cost areas, allows for a wider range of funding mechanisms than the simple “opex plus depreciation plus rate of return” in the paper.  In particular, it allows for a depreciation period for financing purposes different to the expected life of the assets.  It also allows for other financing mechanism for investment such as “repex” where part of the investment is expensed rather than capitalised.

Asset base

A key consideration s the asset base on which a rate of return is to be allowed.  In our view historical cost or indexed historic (i.e. current cost) are preferable since these reflect the actual costs paid to install the assets.  Replacement cost is subjective and allows considerable scope for manipulation.  We agree that once the initial regulatory asset base has been determined, additions should be consistent with the depreciation policy (for financing purposes) determined as below.

Depreciation

As noted above, the depreciation period for the purposes of calculating the financing requirement may be different to the “book” life for accounting purposes.  Such a mechanism can be used as an investment incentive since the costs are recovered over a shorter period of time, reducing the investment risk.  However, the principles established for financing the assets should be transparent so that the tariffs charged can be verified against the total financing cost requirement of the company.

Cost of capital

The building blocks in the cost of capital calculation are well documented and understood. However, the calculation in individual cases is potentially the most contentious because of the greatly varying situations in the member states.  The components such as the risk free rates, the risk premia demanded in the various markets, gearing levels and tax rate vary greatly.  It is therefore not possible to be prescriptive about the possible range of values for the WACC.  All that can be said here is that the cost of capital applied to a particular business should be in the public domain so that the total financing requirement can be calculated.

Tariff Principles

At this point we would reiterate our view that, in setting access tariffs, these should be designed to recover no more than the financing requirements of the company as defined above.  Any errors in calculation that result in tariffs recovering more (or less) than the required funding should be corrected the following year by reducing (or increasing) tariffs respectively.

Entry-Exit tariffs

We agree that an entry-exit tariff system is the most effective tariff system and is also the easiest to understand and validate.  It is also potentially the most transparent system.  Against this background it should be stressed that the system for calculation of tariffs should lead to tariffs that are stable and predictable over time.  The assets involves in gas (or electricity) transmission are long-lived and a large proportion of the cost recovery relates to the sunk cost of historic investment.  There is therefore no reason for large swings in tariffs from year to year.  

However, large swings have been observed in some tariffs because of the use of locational pricing models which overstate the effect of relatively small variations in flow patterns on the total cost of the transmission system.  Such tariff swings create uncertainty and risks for investors and this could lead to under investment with consequential effects on security of supply.

Use of auction revenues and overrun fees

We agree that any additional revenues deriving from auctions, overrun fees and other revenues not part of the original calculation of the cost of providing the access service should be redistributed (net of any associated costs) to all users either directly or through reductions in the transportation tariff.

I hope this information is helpful and if you have any questions or need further information please give me a call.
Yours sincerely
David Densley

Head of European Affairs
Scottish and Southern Energy plc
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