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Dear Sir, Dear Madam,

Ref.  ERGEG Public Consultation on “Principles on Calculating Tariffs for Access to Gas Transmission Networks”

Centrica welcomes the opportunity to contribute to ERGEG’s November 2007 consultation on the principles for calculating tariffs for access to gas transmission networks. 
Centrica is a strong advocate of European energy market liberalisation.  Harmonisation of rules for access tariffs that are transparent, objective, cost-based and non-discriminatorily applied is key for the future development of the European gas market.  Standardisation of principles for transmission access tariffs should lead to improved access conditions, decreased congestion and increased liquidity across Europe, thus also contributing to security of supply.

In addition to our activities in our home market of Great Britain, Centrica’s existing European gas activities are concentrated in the north west of Europe, in the Benelux market area and more recently in Germany.  The experience we have in these markets clearly shows that the subject of tariff principles is not harmonised across the markets. 
Our response follows the six main sections of the consultation document: scope and objectives, general principles, cost principles, tariff principles, incentives for new infrastructure, and pipeline competition.

1. Scope and Objectives

Centrica welcomes the work conducted by ERGEG, which aims to harmonise the principles for gas transmission access tariffs and reinforces the general principles of cost reflective, non-discriminatory and transparent tariff methodologies.  We consider a convergence in tariff structures to be an important stepping stone in advancing towards a fully liberalised European gas market. 
The consultation document sets out the key components to be taken into consideration when designing network access tariffs or tariff methodologies.  There are two key aspects to consider.  The first decision is on the TSO’s revenues and cost of capital; the second on the charging methodology.  The first part thus determines the total allowed income of the network operator whereas the second part decides how this sum is to be collected from the network users.  The consultation does not contain much detail on how to progress from the former to the latter, yet this is a major source of non-harmonisation. 

In the interest of regulatory transparency, it is essential that all discussions are conducted in the public arena.  It is not only the network company, network users and regulator who need to be involved, but other interested parties must also be given the opportunity to contribute, e.g. consumer organisations and industry fora.  To ensure that governance is as inclusive as possible, network users should also be allowed to propose changes to charging methodologies, provided that there is evidence that these would deliver improvements overall. 

Following consultation with stakeholders, we would encourage ERGEG to develop a best practice template of principles for establishing access tariffs.   This could set out greater detail on how to consider each component part of the tariff methodologies, subject to genuine and objective national differences. 

It would be beneficial to include more detailed European comparisons.  As a number of areas in the consultation refer to benchmarking and comparative analysis, we would welcome the publication by ERGEG of more tables to expand on those included in the consultation annex. For example, the tables should set out for each EU Member State, the full breakdown of cost of capital figures in use, e.g. the data on the risk free rate and equity risk premium etc.

2. General Principles

We support the statement that only actual costs that correspond to those of an economic and efficient network operator should be included in the tariffs.  We would suggest that when regulators assess comparable operators that they should not restrict the analysis to gas network operators but consider other industries including electricity and water utilities.   
Harmonisation of principles is essential to improve cross border flows.  It is also important that regulators cooperate when assessing methodologies and network access tariffs to be implemented, to ensure that the approach taken in one Member State does not negatively affect activities in neighbouring gas markets.   Where unjustified divergent approaches persist and continue to have adverse effects, the respective regulators should work together to facilitate a solution.  This coordinated approach could also include work within a forum such as the regional market initiative, where a wider audience could also contribute their experience. 
In addition to a harmonisation of principles across Member States, it is also important that regulators cooperate on other elements to improve cross border gas flows, such as gas quality specifications, gas balancing, transparency requirements, capacity allocation mechanisms, etc.

3. Cost Principles

It is important that only the economic and efficient costs attributable to the pure network operations are included in the cost calculations, e.g. costs of call centres that deal with access problems, gas escapes or service interruption are allowed but those dealing with questions about supply billing are not.  Therefore the unbundling of customer accounts and operations is essential for the development of cost reflective network tariffs. 
In progressing its work, we would urge ERGEG to include greater explanation of the cost components.  For example it would be useful to set out the different ways to calculate the asset base (section 3.1), and to compare and contrast the different approaches and assumptions used. A set of agreed, consistent assumptions would be helpful. 
On operating costs (section 3.3), we consider it important that TSOs face strong incentives to reduce efficient operational expenditure and that this limits pass through to network users; such an incentive does not have to be limited to RPI-X.  In Great Britain, the gas distribution price control now includes a separate efficiency reduction on operational expenditure rather than an RPI-X factor. This in part reflects that in previous periods, the revenue profiling required to produce a smooth RPI-X profile led to significant revenue adjustments in subsequent price controls. 
When TSOs claim costs for fuel gas (section 3.4), they should be encouraged to use a market related price together with a two way incentive factor i.e. target, cap, collar and sliding scale. This is deemed fairer to consumers than a fixed risk exposure factor or actual cost pass-through.
When developing the cost of capital factor (section 3.5), it would be useful to have further guidance on the factors to be taken into account when setting the elements of the cost of capital. For example, when considering the cost of debt, whether regulators should have regard to spot rates, and long term averages as well as market evidence on the types of debt available and commonly used, for example index linking.
Where comparisons are made, it is more beneficial to do so on the basis of the real rather than the nominal figures, e.g. for the risk free rates.  Furthermore, we would encourage any comparisons of WACC to be done of the basis of real post tax WACC rather than nominal pre-tax WACC.  The table provided in Annex 1 of the consultation shows only the nominal pre-tax WACC figures from 14 countries, which vary from 6.25% to 21.37%.  We note that the Ofgem figure is now out of date following the latest Gas Distribution Price Control Review.  No explanation or justification is provided in the consultation document to understand why such large differences exist, but differences in inflation are presumably an element that makes comparisons problematic.  Although the Ofgem figure for nominal pre-tax WACC in Annex 1 of 6.25% is the lowest in the table, we still believe that this is on the generous side as the operation is essentially low risk.  

Greater transparency of Member States’ considerations and underlying assumptions would improve the understanding of regulators, TSOs and network users, as well as being a first step towards convergence of approach.  It is essential that the level of the WACC reflects the only efficient costs of financing the regulated activities, a modest return and the level of risk faced by the operator. It should not be over generous as otherwise long term expectations of investors are inflated leading to future valuations of operators (e.g. upon a company sale) being at a very high premium to the regulatory asset base. 
We also note in Annex I, a wide range of equity beta from 0.36 to 1.68.  An equity beta is an indication of the systemic risk attached to a company’s return on shares, relative to the market as a whole.  As such, we would argue that an equity beta greater than one is implausible for a relatively low risk regulated network business. 

We would dispute the preference for the sole use of the Capital Asset Pricing Model (CAPM) to determine the equity risk premium (section 3.5.3.1).  Our arguments against the sole use of the CAPM were set out in the annexes to our recent public responses to Ofgem’s consultations on the 2008-2013 Price Controls for Gas Distribution Networks. 
In summary, we consider a purely CAPM derived technical approach to be weak.  The model assumes that parameter values estimated from historic data are valid indicators of prospective values.  However CAPM is a poor predictor of historic excess returns.   The failure of CAPM to generate robust estimates of the cost of capital has been recognised by both Ofgem and Ofwat in Great Britain. We would urge the chosen approach to include market evidence on equity rather than to rely solely on CAPM.  Thus alongside the CAPM approach, we would urge the use of market evidence for the cost of equity.  This could include data from three sources:  the overall state of equity markets; the market valuation to RAB ratios for listed regulated companies and from asset sales and disposals; and evidence of the required cost of equity by infrastructure funds. 

The fact that some TSOs are unquoted and/or part of larger utility groups is important when determining the asset beta (section 3.5.3.2).  Further guidance on how to use comparative data effectively from similar regulated listed companies would be beneficial.  Here, we would encourage regulators to consider comparisons with utilities outside the gas sector, e.g. electricity or water companies and from a range of jurisdictions. However, when considering the use of comparative data in this area, considerable care is needed to ensure the analysis properly reflects and values regime differences.
When deciding on the appropriate level of gearing (section 3.5.4), it is important not only to consider actual market evidence from the companies in question but also the regulatory view of an efficient level of gearing for a network company.  A low level of gearing will lead to excessive charging and thus could be argued to be inefficient for tariff methodology purposes.  We believe that 50%-65% may be a reasonable rate, depending on circumstances.
One way to take account of potentially different corporate tax rates (section 3.5.5) is to develop a ‘vanilla’ WACC and allocate a TSO specific tax rate to each network operator as appropriate. 

4. Tariff Principles

In addition to allocating transmission costs to capacity and/or energy costs, the regulator should also have regard to the proportions of the costs which are fixed or variable, and consider the incentives required for each.  We believe that some benchmarking by ERGEG of the approaches taken across Europe would improve the understanding of market participants and could help facilitate greater harmonisation.  
Some national regulatory authorities do not allow long term fixed or indexed transmission tariffs, e.g. DTE and in the past Ofgem, whilst others do.  To improve cross border gas flows, this should be harmonised.  We do not believe that there are compelling reasons to exclude the possibility.

We welcome the strong support for an entry-exit access system (section 4.1), as we believe that this is the tariff structure that best facilitates cross border transit flows and market liquidity at and between gas hubs.  We also welcome the reference to an equal tariff treatment for transit and other transmission flows.  The Belgian gas transit regime continues to operate outside the European preferred model of entry exit.  This non-harmonisation causes difficulty for cross border transportation and trading activities. 
If the market implements a true entry-exit access system, we believe that the need for specific backhaul tariffs (section 4.3) will be removed. 
The issue of shorthaul tariffs is not addressed in the consultation documents.  These are in place in Great Britain but we understand that they are soon to be abolished in the Netherlands.  A consistent and non-discriminatory application of shorthaul tariffs is essential for harmonisation.

Whilst the level of tariffs for short term capacity (section 4.4) might be justifiably slightly higher than for long term capacity, it is important that these are still cost reflective and that this variation is rigorously evidenced.  There seems to be an assumption that prices will always be higher closer to the delivery day.  This is not always the case: if there is a surplus of gas, the value/cost should decrease as the delivery date gets closer. 
We agree that it is essential that the likelihood for interruption is reflected in the tariffs for interruptible access (section 4.5), as well as the need for TSOs to publish actual historic flows and actual interruptions.  Improved information transparency will improve the understanding of interruption probability and improve market confidence in the level of tariffs.  In addition, cross subsidisation to or from interruptible and firm customers should be avoided. 

Imbalance charges (section 4.6) should be revenue neutral to the TSO and the TSO given an absolute obligation to ensure non-discrimination between shipper categories.  This service should not be an unlimited, additional source of income to the TSO.  Nor should the charges be designed in such a way as to favour market incumbents, who frequently hold much of the flexible sources of gas available in the relevant market, such as storage, over new entrants without direct access to similar provisions.  As with other costs that cannot be accurately forecasted, an incentive should be given to TSOs to minimise imbalance charges.   As soon as liquidity and market systems allow, we would strongly advocate moving to using a genuine balancing market for imbalance pricing rather than using the arbitrary method of multiples of trade market prices. 
The treatment of revenues from auctions and overrun fees (section 4.7) must also be economically justified.  Therefore, when checking the validity of the charges levied, the national regulator must ensure that they were efficiently incurred and ideally provide incentives to minimise any additional costs that may be passed through to network users, who often have little or no control over the activities in question.   The rules must recognise the difference between due and undue discrimination.  Clear requirements of evidence for additional costs and revenues should be established ex ante and treatments (rewards and penalties) for under or overspends against capex/repex should also be clearly defined ex-ante.
In reference to auctions, it is perhaps worth noting that there are legal that there are legal issues with holding gas capacity auctions in some Member States such as Germany.   Such legal problems also contribute to non-harmonisation of market rules. 

5. Incentives for New Infrastructure

Incentive regimes can contribute greatly to the timing and placement of new investment projects, and thus warrant careful consideration by regulators. Whilst some Member States have seen a number of projects requesting an exemption from third party access for new investment as provided for in article 22 of the Gas Directive, other Member States have preferred the use of mechanisms within the third party access regime to encourage investment. 
The key factor to consider in opting for any particular type of incentive model is the need to avoid unintended consequences.  Robust cost benefit analysis should always be conducted and the effect on customers considered. 

Especially for the treatment of cross border capacity increases, we believe that further guidance would benefit the work of regulators to ensure consistent treatment of investment across borders.  Under investment could affect future investment.  Regulatory authorities should not only assess the level of additional revenues allowed for new investment, but monitor the actual results, not only to ensure that the infrastructure is built, but also whether TSOs have accurately projected costs.  The arrangement should also make clear the potential treatment of over or underspends.
Whichever approach is implemented in a Member State, the incentive regime must balance the need to attract new investment and ensure a stable environment for the treatment of ongoing interests by the TSO and other investors.  Whilst regulatory stability is desirable it is not always possible for long term projects.  In so far as possible, the exposure of such long term investment projects to proposed changes in the regulatory regime must be taken into consideration. We would welcome further work on this aspect of tariff principles.
6. Pipeline Competition

We are perplexed at the inclusion of this section on pipeline to pipeline competition, as an earlier ERGEG “Report on the transmission pricing (for transit) and how it interacts with entry-exit system” dated December 2006 appeared to conclude that given the widely meshed nature of the transport system in Europe that a case of true pipeline-to-pipeline competition would be very rare.  We would also reiterate our support for an entry-exit tariff system as ultimately a European wide entry-exit system would remove the need to consider any pipeline competition as network users would have no need for visibility of the route used to flow gas. 
Rather than benchmarked tariffs where there are claims of pipeline competition, we believe that benchmarked performance across TSOs together with greater publication of the resulting data would be more useful.  This would assist in efficiency assessments of comparable operators and improve the quality of user responses to consultation. 

To conclude, we welcome the work undertaken thus far by ERGEG on tariff principles, and look forward to further work to develop common principles and best practice guidance in this area for regulators, network operators and network users alike.   We believe that TSOs and regulators should consult with network users when establishing tariff methodologies and tariff levels, and that users should also be given the opportunity to propose changes.  Greater information transparency would benefit such a process.

There are many issues that must be considered in developing tariff methodologies and it is important that a common set of principles is established to ensure a consistent treatment for Europe’s TSOs.  The development of common principles should also lead to harmonisation of tariffs structures across Member States and lead to greater market convergence. 

I trust that you find this response helpful.  Please do not hesitate to contact me if you would like to discuss any issue raised in more detail. 
Yours faithfully,
Carys Rhianwen

European Regulatory Manager
Email. 

carys.rhianwen@centrica.com 

Mobile. 
+44 7979 566325
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