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Disclaimer 

ASSUMPTIONS & LIMITING CONDITIONS 

This report is for the exclusive use of The Gas Forum (our client) to whom it is addressed. It 
does not represent investment advice or provide an opinion regarding the fairness of any 
transaction to any and all parties. There are no third party beneficiaries with respect to this 
report, and we accept no liability to any third party. 

This report is intended to be read and used as a whole and not in parts.  Separation or 
alteration of any section or page from the main body of this report invalidates this report.  

Information furnished by others, upon which all or portions of this report are based, is 
believed to be reliable but has not been verified. No warranty is given as to the accuracy of 
such information. Public information and industry and statistical data, including without 
limitation information and data with respect to the proposals for the reform of exit capacity 
are from sources we deem to be reliable; however, we make no representation as to the 
accuracy or completeness of such information and have accepted the information without 
further verification. 

In rendering this report, we have also relied upon and assumed the accuracy of information 
we have received from gas industry members of the Gas Forum 

No responsibility is taken for changes in market conditions or laws or regulations and no 
obligation is assumed to revise this report to reflect changes, events or conditions, which 
occur subsequent to the date hereof. 
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Executive Summary 

Background 

Transco recently sold four of its gas distribution networks (DNs), leaving it as owner of the 
National Transmission System (NTS) and the four remaining DNs. As part of the DN sales 
process, Ofgem required Transco to set up a new commercial framework for NTS exit 
capacity, the capacity to take gas off the NTS.   Transco introduced a set of “ interim 
arrangements”  from 1 May 2005, with a view to shortly implementing “ enduring 
arrangements”  that take effect from 2008/09.  In the interim arrangements, the major changes 
related to NTS exit capacity concern the NTS/DN interface; changes to shipper arrangements 
have been modest. 

Ofgem has made it a licence condition for transporters to implement an “ enduring”  regime 
for use of NTS exit capacity in 2008/09 and beyond, starting with an initial programme of 
capacity release later in 2005.  This start date is consistent with investment lead times for the 
provision of capacity in 2008/09.  A Uniform Network Code modification proposal that 
would introduce the enduring arrangements is expected imminently. 

Implications 

The proposed enduring exit regime represents a much more significant change in the 
commercial framework for shippers using the NTS – it introduces new concepts, such as 
“ flat”  and “ flexibility”  capacity products, new auction processes for allocating exit capacity 
products, and changes to the treatment of interruption. 

The Gas Forum and other industry participants have reservations regarding the rationale for 
introduction of the enduring regime, and its workability.  The Gas Forum has engaged NERA 
Economic Consulting, along with TPA Solutions, to review the proposed arrangements, to 
assess the rationale driving their introduction and to consider whether there is a case for 
alternative approaches.  

Overall, we have found that there is no case for the reforms required to introduce the 
enduring arrangements.  We have reached this conclusion after detailed consideration of the 
evidence, for two main reasons: (1) the interim arrangements have already dealt with many of 
the problems that initially concerned Ofgem; and (2) the costs to shippers of implementing 
the proposed enduring arrangements are substantial – much higher than Ofgem seems to have 
taken into account. 

We have therefore recommended that Ofgem carry out a new impact assessment taking into 
account the new situation of the interim regime as a baseline, and reviewing the evidence on 
implementation costs.  We have also suggested some alternative arrangements that would 
meet Ofgem’s remaining concerns at much lower cost. 

Scope of Our Review 

In our review we have considered a number of aspects of the proposed regime: 

§ The case for change as set out by Ofgem; 
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§ The proposals and their intended effect; 

§ The likely (and possible unintended) consequences;  

§ The possibility of a simpler alternative scheme; 

§ The potential costs and benefits of the Ofgem proposals 

Recent Changes in the Situation 

Ofgem carried out its regulatory impact assessments during 2004, but the situation has since 
changed with the introduction of certain interim arrangements, which already address a 
number of Ofgem's original concerns. These interim arrangements were developed as the 
systems implications of the full proposals became clearer, and have in part been designed to 
address some of Ofgem’s fears concerning the scope for undue discrimination by Transco. 

Moreover, Ofgem's assessment did not include many of the costs that shippers now expect to 
incur, and which customers will have to bear, as evidenced by the responses to our 
consultation.  In part this omission is explained by the way in which the detail and possible 
implications of the enduring regime have only emerged more recently, albeit they are still not 
entirely clear. There is therefore a pressing need for a new impact assessment to justify any 
move towards Ofgem's proposed enduring arrangements. 

Problems with the Proposals 

Whilst the interim arrangements were discussed in an open forum, they were influenced 
heavily by the (understandable) desire of Transco to preserve its Distribution Network (DN) 
sales process. It is by no means clear that shippers or Directly Connected customers (DCs), or 
even the new owners of the DNs, would have freely chosen the arrangements that have now 
been imposed on DNs, and which the enduring regime would extend to DCs.   

The proposed capacity arrangements are complex, unorthodox and alienated from basic 
concepts of pipeline capacity – the notion of discrete “ flexibility”  capacity is particularly 
difficult to reconcile with underlying economic pipeline costs.  Furthermore, the potential for 
the meaningful use of auctions is severely limited - because typically there is only one 
connected party at each offtake point or because capacity is not interchangeable between such 
points.  

Hence the pricing of the new capacity products under the enduring regime will largely 
depend on the reserve prices set by Transco NTS.  The derivation of these prices is unlikely 
to be transparent and will therefore potentially offer more (rather than fewer) opportunities 
for discrimination and regulatory intervention.  

In addition, the scope for the provision of useful investment signals is severely limited by the 
likelihood of limited participation in long term allocation of NTS exit capacity, as has indeed 
proved to be the case with the reforms of NTS entry capacity allocation. The new flexibility 
capacity product is particularly problematic in this regard, especially for bi-directional points 
such as inter-connectors and storage.  Ofgem appears to have implicitly acknowledged the 
danger to security of supply and efficiency of relying upon auctions to provide investment 
signals, by retaining existing planning security standards as set out in Transco’s licence.  
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The proposals for dealing with interruption run the risk of imposing inefficient costs on 
certain network users and deterring genuinely useful interruptible loads. In particular, long-
term interruptible customers who are imposing no capacity costs on the network may 
nevertheless experience unpredictable variations in their effective transportation charges. 
These variations would arise as a consequence of network investment decisions influenced by 
the changing requirements of other firm users, and the impact on Transco’s need to buy back 
capacity.  Furthermore, we see no compelling requirement to link the proposed reform of 
NTS interruption with the arrangements which are required to accommodate the new industry 
structure. 

Cost/Benefit Analysis 

We believe that Ofgem’s claimed financial benefits of the proposed enduring regime, whilst 
relatively modest, are nevertheless overstated, in part because some assumed benefits of the 
reform (included in its earlier Regulatory Impact Assessments) have already been 
accommodated by the subsequent introduction of the interim regime. We assess the likely 
incremental benefit of the enduring regime to have an NPV of around only £7 million. 

Conversely, responses to our questionnaire suggest that Ofgem’s assessment of costs to the 
industry is considerably understated. Precise calculation is inevitably somewhat difficult, but 
shippers have drawn upon their actual experience of earlier NTS entry regime reforms.  The 
responses to our questionnaire indicate that the likely NPV of industry costs could be as 
much as £100 million, before making any allowance for the additional costs faced by the 
NTS and the DNs.  Overall, therefore, the proposed introduction of the enduring regime 
appears to impose a large negative net benefit. 

Alternative Approaches 

Whilst we are therefore unconvinced of the scale or materiality of problems perceived by 
Ofgem, we have nevertheless considered the potential for an alternative solution that could 
meet some or all of its concerns more simply and proportionately.   

Ofgem claims that the current distinction between (1) new arrangements for DNs and (2) 
traditional arrangements for directly connected customers (known as DCs) is a form of 
discrimination.  We cannot comment on the legal case behind this accusation, but we note 
that the current distinction between treatments of DNs and DCs emerges as a result of 
reforms to DN exit capacity arrangements that Ofgem has recently authorised.  Our analysis 
suggests that these reforms would be troublesome and expensive if extended to DCs, and that 
the arrangements currently applying to DCs should meet Ofgem concerns.  These 
observations suggest to us that there is another way forward. 

Rather than imposing the new unbundled capacity arrangements on DCs, it would be simpler 
to extend to all DNs the current traditional exit capacity arrangements used for DCs, so that 
all connected users contract for NTS exit capacity on the basis of the maximum daily and 
hourly quantities that actually drive the costs of the NTS.   
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Conclusion 

Our analysis suggests that Ofgem’s outstanding impact assessments overestimate the benefits 
and underestimate the costs of moving from the current “ interim”  arrangements for NTS exit 
capacity to the proposed “ enduring”  arrangements.  By our assessment, the net benefit of 
such a move would be a negative sum of approximately £90 million expressed in NPV terms. 

Until Ofgem has updated its cost/benefit analysis in the light of more recent developments, 
and examined the scope for simpler alternatives, it would be premature, and indeed 
injudicious, to progress with the proposed enduring arrangements. 
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1. Introduction 

As part of the DN sales process, an “ interim”  commercial framework has been introduced for 
NTS exit capacity usage in years prior to 2008/9.  The major NTS exit related changes from 
the earlier regime are associated with the NTS/ DN interface; changes to shipper 
arrangements have been modest. 

Ofgem has made it a licence condition for transporters to implement an “ enduring”  regime 
for NTS exit capacity usage in years 2008/9 and beyond, with initial capacity release later in 
2005, consistent with investment lead times for provision of capacity in 2008/9.  A Uniform 
Network Code modification proposal introducing these changes is expected imminently. 

The Gas Forum and other industry participants have reservations regarding the rationale for 
introduction of the enduring regime, and its workability.  The Gas Forum has engaged NERA 
with TPA Solutions to review the proposed arrangements, to assess the rationale driving the 
requirement for their introduction and to consider whether there is a case for alternative 
approaches, including retention of the status quo.  Box 1 describes the terms of reference for 
our study. 

Box 1: Terms of Reference 
In April 2005, the Gas Forum commissioned NERA Economic Consulting and TPA 
Solutions Limited to carry out a review of the proposed change to the transmission exit 
regime from the National Transmission System (NTS) in Great Britain.  The scope of 
work comprised of: 

§ Provide an overview of the current exit arrangements, their operation, the 
interaction between shippers and NTS customers (industrials and generators), and 
system operation at other exit points particularly storage and interconnectors.   

§ Review Ofgem’s impact assessments and give views on the robustness of the 
analysis. 

§ Carry out a separate cost-benefit analysis looking separately at the flat exit product 
and at the flow flexibility product.  This should include cost information not just 
from shippers but also discussions with other affected parties including NTS 
industrial customers, generators, storage operators and interconnectors. 

§ Provide a view on how the proposed arrangements will work in practice. 

§ Consider the impact on competition in gas shipping and supply, e.g. barriers to 
entry. 

§ Provide a view on the usefulness of long-term auctions to provide investment 
signals. 

§ Assess the possible impact of the proposals on both gas and electricity security of 
supply.  

§ Consider the impact on the volatility of transmission charges. 
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§ Ofgem has also suggested that interruptible customers are “ free riding”  and claimed 
that there were cross-subsidies.  Review the evidence for current cross-subsidies 
and whether there is “ free-riding”  as well as considering potential for undue 
discrimination between NTS customers and DNOs and NTS customers and similar 
sized customers connected to DNs, etc. 

§ Review Ofgem’s analysis on the potential for discrimination between Transco and 
the independent DNs.   

§ Provide analysis of the economic theory underpinning Ofgem’s approach in 
relation to regulation of natural monopolies, looking at co-existence of market 
based mechanisms with administered price controls; consideration of the role of 
“ auctions”  provide signals for investment in a regulated industry and potential for 
“ market based”  approaches to replace current RPI-x (or similar) price controls.  

In considering the proposals for the enduring exit regime, we have adopted a structured 
approach to this report based on a number of steps.  Several of these steps can be considered 
as sequential gateways, which culminate in an overall assessment of costs and benefits.  

In Section 2 we identify and consider the issues associated with NTS exit and interruption 
arrangements that Ofgem wishes to address, drawing upon their Regulatory Impact 
Assessments conducted in 2004.  We also reference and examine the criteria which Ofgem 
consider most relevant when judging the need for, and merits of, any proposals to amend the 
exit regime.  

In Section 3 we summarise the contractual arrangements of the NTS exit regime in three 
elements: 

1. Those applying before the DN sales process; 

2. Those adopted as interim arrangements to accompany the introduction of the UNC; and 

3. The proposals for the so called “ enduring regime”  which NGT has been required to 
develop 

These proposals for the enduring regime contain the following elements:  

§ The definition and allocation of “ flat”  and “ flexibility”  capacity products at the exit from 
the NTS;  

§ The allocation of those products over various timescales; 

§ The treatment of interruption for exit from the NTS. 

In Section 4 we discuss the costs and pricing of capacity and review Ofgem’s claims that 
Transco may have opportunities for undue discrimination after the sale of its gas distribution 
networks. 

In Section 5 we consider the specific proposals and whether they are likely to achieve the 
desired objectives.  Are they workable and proportionate to the issues to be addressed? 
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In Section 6 we then examine the potential for unintended consequences that may emerge as 
a result of the application of the proposals.  For example, are there adverse implications for 
security of supply, or for the economic use of gas?  Could these consequences outweigh any 
benefits that the proposals are intended to deliver? 

Section 7 identifies a simpler solution that might address some or all of the perceived 
problems with less complexity and potential cost or risk. 

In Section 8 we then consider whether Ofgem has correctly set out the current problems, 
and/or whether Ofgem has correctly estimated the benefits of the proposed solutions.  For 
example, how serious is the potential for discrimination against IDNs in the absence of the 
proposed contracting arrangements?  And are there offsetting adjustments within the DNs 
that counteract the claimed benefits of avoiding potentially unnecessary investment in the 
NTS?  

In Section 9 we make an overall assessment of benefits and costs associated with the 
proposed enduring exit regime, taking account of various sources including Ofgem’s RIAs 
and the responses to a questionnaire circulated to Gas Forum members and other interested 
industry members.  (It was not circulated to the transportation companies.)  Section 10 
presents our conclusions. 

Appendix A contains further details on the proposed arrangements and Appendix B contains 
a list of respondents to the questionnaire.  Appendix C contains a summary of their responses; 
and Appendix D contains the questionnaire. 
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2. The Issues Ofgem Wishes to Address   

In this section we set out the perceived problems that, in Ofgem’s view, need to be addressed 
through reform of the NTS exit arrangements.  

In the summer of 2004, Ofgem conducted two Regulatory Impact Assessment (RIA) 
consultations relating to exit, one covering Offtake Arrangements (for the NTS)1, and the 
other covering Interruptions Arrangements (for both NTS and DN)2. The focus of the RIAs 
was the enduring arrangements; the concept of an interim regime was introduced at a later 
stage when the systems implications of full implementation became apparent. In this process, 
the assessment of flexibility capacity was carried out at a conceptual level; the detail relating 
to this aspect of the exit arrangements being developed only later. Ofgem also conducted a 
Final Impact Assessment in November 20043 which included refinements to the earlier 
assessments, particularly in the case of interruption. 

Below we summarise the criteria used by Ofgem in the RIA process, highlighting the 
perceived problems that Ofgem wishes to address in developing the revised exit regime. 

2.1. Offtake Arrangements RIA 

Ofgem set out six issues to be addressed in development of the offtake arrangements and we 
have referenced these OA1 to OA6 below: 

(OA1) Undue discrimination between networks 

Ofgem wishes to limit, through the offtake arrangements, the opportunity for undue 
discrimination by Transco as owner of both the NTS and retained distribution networks 
(RDNs). Ofgem’s particular concerns were as follows: 

§ Operation of Transco’s NTS and RDN businesses in a way that disadvantages IDNs. This 
kind of discrimination might arise, for example, through Transco’s decisions about 
allocation of offtake rights, contracting for and operational management of flow rate 

                                                 
1  National Grid Transco - Potential sale of gas distribution network businesses, Offtake arrangements, Regulatory Impact 

Assessment, Ofgem, June 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Offtake arrangements, Conclusions 
document on framework, Ofgem, August 2004 

2  National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Regulatory 
impact assessment, Ofgem, June 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Conclusions 
document on framework, Ofgem, August 2004 

3  National Grid Transco - Potential sale of gas distribution network businesses, Final Impact Assessment, Ofgem, 
November 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Final Impact Assessment - Appendices, 
Ofgem, November 2004 
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flexibility and diurnal storage, contracting for and calling for interruption, and scheduling 
of maintenance. 

§ Transco NTS might share commercially sensitive information with RDNs about the 
operations and intentions of IDNs. This could include disclosure of contractual offers 
made by IDNs to NTS or sharing of operational information relating to the value of 
interruption, to the commercial advantage of RDNs and to the detriment of IDNs. 

§ Cross subsidy of RDNs through allocation to NTS of costs which should more properly 
be met by RDNs. IDN customers would then cover costs that should be borne by RDN 
customers. 

(OA2) Undue discrimination between NTS offtake points 

Ofgem wishes to ensure non-preferential treatment between DNs and direct connects to 
address particular concerns: 

§ Ofgem wishes to avoid undue discrimination that could distort investment decision 
making in the long term, or the delivery of exit capacity and flow rate flexibility in the 
short term, by adopting a single set of consistent capacity charging arrangements that 
apply to both types of exit points. Charges at every exit point should be calculated on the 
basis of cost of the exit capacity provided 

§ Ofgem also believes that cost reflective charging is important for promotion of 
competition, as otherwise there is the potential for distorted decision making at each stage 
of the entire value chain 

(OA3) Economic and efficient network development (and operation) 

Ofgem wants the arrangements to promote economic and efficient planning, development and 
operation of gas transportation networks through: 

§ Incentives on network users to signal true capacity requirements in timescales consistent 
with investment lead-times; 

§ Incentives or a regulatory obligation for NTS to respond to signals; and 

§ Avoidance of inefficient network operation, for example where NTS withholds flexibility 
with a view (potentially) to using it for balancing purposes. From Ofgem’s point of view, 
such actions might distort cost allocation and represent a cross-subsidy from DNs to NTS.  

(OA4) Security of supply 

Ofgem wants to ensure that market participants, including DNs and the NTS are incentivised 
to manage security of supply efficiently, particularly by the efficient signalling of investment 
requirements by customers 

(OA5) Effect on competition 

Ofgem wants to protect and, where possible, promote competition in wholesale and retail 
markets: 
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§ Ofgem wants to avoid any weakening of competition due to fragmentation of network 
operations and increased complexity of business rules (including charging). Complexity 
would increase industry participant costs, and raise barriers to market entry, to the 
detriment of wholesale competition. 

§ Ofgem believes that opportunities for promotion of gas market competition may be 
strongest in the wholesale market, in particular through pricing of new services. For 
example, a clear set of offtake arrangements for operational flexibility may enable more 
transparent pricing and more efficient network development. Ofgem also believes that the 
DN sale process may lead to innovations in the commercial business of DNs – such as the 
agreement of new contracts with end customers.  

§ Ofgem acknowledges that complexity of business processes could adversely affect retail 
markets but believes the issue has been addressed through its agency and governance 
RIA4. Ofgem believes that retail competition may be enhanced through innovative retail 
product design, enabled by more flexible and responsive DNs  

(OA6) Accountability and regulatory involvement 

Finally, Ofgem wants clear accountabilities and minimal regulatory intervention under the 
offtake arrangements: 

§ Minimal ongoing regulatory involvement is a guiding principle. Ofgem wants to limit its 
own role to one of providing oversight, and belives this can be achieved if  the 
arrangements clearly define the operational and commercial responsibilities of the parties 

§ Commercial and operational arrangements at the NTS/DN interface should be transparent 
and the roles and responsibilities of the parties clear, so that individual parties can be held 
accountable for the full and timely undertaking of their allocated roles 

§ Governance for the offtake arrangements should adhere to the following principles; no 
undue discrimination between parties, facilitated through pre-defined objectives and 
access to all relevant information; transparency of decisions and visibility of  discussion 
and analysis; inclusiveness, avoiding exclusion of relevant information or viewpoints; 
effectiveness, balancing the need for timely decision making and thorough consideration 
of the issues; efficiency, through not imposing undue administrative costs and ensuring 
timely resolution of issues 

2.2. Interruptions Arrangements RIA 

Ofgem grouped the key issues associated with reform of the interruptions regime into four 
categories which we have referenced IA1 to IA4 below: 

(IA1) Promotion of economy and efficiency 

                                                 
4  National Grid Transco - Potential sale of gas distribution network businesses, Agency and governance arrangements, 

Regulatory Impact Assessment, Ofgem, April 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Agency and governance arrangements, 
Decision document, Ofgem, May 2004 
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The regime should promote efficient investment and system operation by network operators, 
and Ofgem wants it to display the following features:  

(a) No undue discrimination between shippers/ customers 

Ofgem does not limit the potential for discrimination to charging different prices to 
shippers who are similar.  Arrangements may be unduly discriminatory where different 
shippers pay uniform prices or receive uniform discounts if the shippers take or provide 
different levels of service, and the costs to shippers associated with providing those 
different service levels are not reflected in the price they pay or receive 

(b) Freedom to contract on market based terms 

Shippers should be able to signal the terms on which they are willing to provide 
interruptible services, and network operators should be able to accept or reject these terms, 
based on network requirements, incentives and in accordance with other statutory and 
licence obligations. Thus, there should be no requirement for a network operator to offer 
interruptible services it does not need, or for a shipper to be placed on interruptible 
contract terms that it has not offered to the network operator. 

(c) Efficiency of investment signals 

For network operators, the regime should provide long term investment signals with a 
regulatory incentive to respond, making efficient trade-offs between investment and use 
of interruption and local storage. Ofgem views market-based signals as more reliable and 
accurate than information derived through a central planning process because they are 
based on firm financial commitments, with a consequent reduced risk of stranded 
investment. End users should also receive signals regarding the costs of network capacity 
on a locational basis, encouraging consideration of capacity cost and scarcity when siting 
decisions are made, leading to greater efficiency. 

(d) Efficient system operating decisions 

Ofgem considers that “ economic and efficient system operation can be achieved by 
ensuring that the system operator contracts for interruption on terms that reflect the 
underlying costs of interruption incurred by the sites providing the service.” 5 The system 
operator should contract for interruption, where necessary to meet system requirements, 
with those sites for which the cost of being interrupted is lowest, selecting from a range of 
different price offers and therefore duly discriminating between sites on the basis of costs. 

(e) Implementation and administrative costs 

Ofgem believes it is important to consider the one-off systems costs and ongoing 
administrative costs associated with the reformed interruptions regime, including those 
associated with contracting for interruption and firm capacity rights. Ofgem notes that 
these costs need to be viewed carefully in the context of the principal objectives of the 

                                                 
5  National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Regulatory 

impact assessment, Ofgem, June 2004, p27, para 4.14 
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Authority to protect the interests of customers in relation to gas conveyed through pipes 
wherever appropriate by promoting effective competition. Ofgem states that “ if it is 
concluded that the present interruption arrangements do not promote competition, then 
evidence of significant administrative costs and barriers to entry associated with reformed 
arrangements would be needed given the Authority’s principal objectives.” 6 

(IA2) Security of supply 

Ofgem believes that long-term security of supply will be facilitated by arrangements based on 
market signals, which should provide reliable additional information to inform investment 
and contracting plans. 

Liquid and transparent markets for network interruption should assist network owners in 
efficiently managing local network constraints, thereby facilitating short-term security of 
supply. If charges are not reflective of the services, or there is difficulty in pricing 
interruption due to uncertainty, then the efficient and secure operation of the pipeline system 
may be impaired. 

Ofgem noted as important, but did not consider further, the fact that Transco uses a single 
interruption product for gas balancing and constraint reasons, and that as a result the price of 
interruption is not included in the cash-out prices, which may consequently be distorted. 

Ofgem also noted as important, but did not consider further, that the absence of a market 
based regime for interruption, and the inability of shippers to trade interruptible rights 
between themselves, creates security of supply risk in electricity.  

Finally, Ofgem believes that a reduction in interruptible capacity will not impact on security 
of supply if that interruption is not required. 

(IA3) Impact on customers 

Ofgem hopes that the introduction of more flexible market based arrangements offering 
customer choice (e.g. number of days interruption) would increase the number of parties 
willing to offer interruptible services. 

Complexity and associated costs for customers must be considered. 

Ofgem believes it is appropriate for network operators to contract directly with customers for 
interruption but notes that there is a question as to whether the Gas Act permits this. 

Ofgem notes that interruption reform could have significant distributional impact on gas 
customers to the extent that they result in unwinding of distortions between firm and 
interruptible customers and between different interruptible customers. Transitional 
arrangements would prolong the period over which distortions persist. 

                                                 
6  National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Regulatory 

impact assessment, Ofgem, June 2004, p27, para 4.17 
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(IA4) Impact on competition 

Enhanced competition in the provision of interruption services through the creation of liquid 
and transparent markets could assist network owners in efficiently managing local network 
constraints. Ofgem notes counter arguments regarding conferring short term market power on 
shippers supplying constrained points on the system, and that an absence of liquidity may 
lead to an abuse of market power and increased costs to customers. 

Competition in the wholesale gas market may be affected detrimentally (as noted under 
security of supply) where costs of interruption are not reflected in cash out prices. 

Ofgem believes that the current arrangements have the potential to distort retail competition7, 
where shippers with interruptible customers who benefit from the arrangements may gain a 
commercial advantage that could be used to win customers in the presence of more efficient 
competitors. This distortion can be removed through arrangements that treat different classes 
of customers in a non-discriminatory manner. However, complexity and associated additional 
cost could create a barrier to entry to the retail market. 

Ofgem considers that the current interruptions arrangements could undermine competition in 
the wholesale electricity sector, where generators provide different levels of interruptible 
service to Transco but receive the same discount. This would be addressed through more 
market-based arrangements for pricing interruption.   

2.3. Summary 

Ofgem expressed a number of concerns about the exit arrangements in force at the time of the 
impact assessments, which we have set out above under six headings for the offtake 
arrangements regime and four headings for the interruptability regime.  

1. Non-discrimination between RDNs and IDNs, and between DNs and direct connects 
(OA1, OA2; IA1a),  

2. Security of Supply (OA4; IA2); 

3. Promotion of competition in wholesale and retail gas markets (OA5; IA4); 

4. Efficient decisions by distribution networks and network users (IA1c); 

5. Efficient decisions by Transco as operator of the NTS (OA3; IA1b, IA1c, IA1d, IA3); 

6. Regulatory accountability and low transactions costs (OA6. IA1e). 

                                                 
7  National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Regulatory 

impact assessment, Ofgem, June 2004, p34, para 4.48 
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3. Where Are We Moving From And To? 

In this section we describe the proposed changes to the NTS exit regime. We start by 
reviewing the “ original”  arrangements that applied before hive-down of the IDNs (i.e. their 
creation as separate legal entities) to provide historical context. We then describe the 
“ interim”  Uniform Network Code treatment of NTS exit, introduced at hive-down on 1 May 
2005, which bears many similarities to the original arrangements. The interim arrangements 
are the baseline from which we will assess the proposed changes to the NTS exit regime. We 
then describe the proposed “ enduring”  arrangements, which are due to apply in full from 
2008 (but which foresee some preparatory auctions of capacity starting in 2005). 

3.1. Original NTS Exit Arrangements (Prior to 1 May 2005) 

The original (or “ Network Code” ) arrangements reflected the important fact that shippers 
physically  offtake gas from the system (defined as the NTS and the DNs) at Direct Connect 
NTS exits and at DN exit  points, but not at NTS/DN transfer points, even though such points 
are classed formally as NTS exits. At these NTS/DN transfer points, gas physically transfers 
from one part of the system (the NTS) to another (the DN) for onward distribution to DN exit  
points where gas is physically offtaken from the system. The Network Code therefore 
accorded the two different types of NTS exit significantly different treatment, as set out in 
Appendix A, Table A1, and summarised below. 

3.1.1. Exit to Direct Connects 

Network Code arrangements at Direct Connects comprised the full suite of contractual terms 
required between shipper and transporter to manage flows where gas is physically offtaken 
from the system, including capacity booking and usage, obligations to make gas available and 
the associated liabilities for failure to do so, and payment of transportation charges. The 
maximum hourly rate of offtake was limited to 1/24th of the capacity held, meaning that in 
practice capacity holdings at these exits defined a physical maximum hourly offtake. 

3.1.2. Exit to DNs 

By contrast, shipper capacity arrangements at NTS/DN exits related to purely notional flows 
of gas.  Their primary purpose was to recover NTS exit costs associated with these points 
from shippers. NTS exit capacity holdings were a simple aggregation of the shipper’s 
capacity holdings in defined zones in the downstream DN. These could be materially 
different from the capacity figures used by Transco in planning and design of the system at 
NTS/DN exit points; the planning process is based on actual flows at high demands, and 
takes account of diversity, whereas shipper bookings are derived from annual quantities for 
non daily metered (NDM) load and shipper defined capacities required to meet the peak 
demand of their daily metered (DM) load.  

Because shippers have no control over gas flows at these points, there were no operational 
flow rules for shippers and actual gas flows were not tested for overruns against capacity 
holdings. Similarly, there were no obligations to shippers to make gas available at these 
points or associated liabilities for non-delivery; these rights and obligations only crystallised 
downstream where gas is offtaken from the system by shippers at DN exit points. Thus the 
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commercial arrangements between shipper and transporter at NTS/DN exits were limited to 
charging rules for largely notional capacity holdings. 

3.1.3. Interruptible Exit Capacity  

Interruptible services for both DN load and NTS direct connect load in excess of 5860 MWh 
p.a. were available to shippers “ on demand” , irrespective of whether interruption rights for 
the transporter would be beneficial to the system. The general charging principle was that 
interruptible load paid exit commodity charges but not exit capacity charges. Thus, 
interruptible NTS Direct Connect load paid NTS (SO) exit commodity charges but not the 
NTS (TO) exit capacity charges. Similarly, interruptible DN load paid NTS (SO) exit 
commodity and LDZ commodity charges, but not NTS (TO) exit capacity or LDZ capacity 
charges. In return for the reduced transportation charges Transco had rights of interruption of 
generally up to 45 days per annum, exercisable primarily to resolve transportation system 
constraints but also for supply demand balancing purposes at high demands, or in an 
emergency or for testing purposes. Shippers received credits against their transportation 
charges, if any of their supply points were interrupted for more than 15 days during a year.  
Transco could deal with constraints within the NTS by interrupting either NTS direct connect 
load or DN interruptible load, whereas constraints within a DN required interruption of DN 
load. 

3.1.4. Planning and Investment 

The planning and operational requirements relating to actual gas flows at NTS/DN exits were 
dealt with through Transco internal procedures. The planning process identified firm capacity 
requirements up to five years ahead, in terms of daily flows at peak and other demand levels, 
based on DN demand forecasts and taking account of interruptible load. Capacity 
requirements three years out might trigger NTS investment projects to ensure peak demands 
could continue to be met.  

Transco’s planning took account of the diurnal storage provided by the NTS to the DNs, 
when their hourly rates of offtake exceeded 1/24th of the exit point capacity in the early part 
of the day and fell below that level later in the day. A key principle was that the NTS would 
make available diurnal storage to DNs if it could do so without prejudicing the peak day 
transmission requirement, but NTS would not generally invest to provide diurnal storage, as 
investment projects within the DN could typically provide new diurnal storage capability 
more economically. 

For Direct Connects, Transco assumed for planning purposes that these exit points would 
flow at maximum on the peak day; there was no provision for hourly rates of flow above 
1/24th of the capacity, i.e. no provision of additional diurnal storage from the NTS. 

3.1.5. Regulatory Incentive Schemes 

Transco was subject to regulatory incentives designed to encourage efficient provision of 
firm exit capacity in the NTS and DN networks by means of an optimised approach to (1) 
investment in pipelines, (2) use of LNG support and (3) interruption of gas customers. The 
incentives had four key elements: 
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§ Foregone charges: this element related to the discount given to interruptible load (i.e. the 
capacity charges foregone in making available interruptible NTS exit capacity). A target 
level for these foregone charges was set in Transco’s licence and Transco was exposed to 
a proportion of the difference between the target level and the actual foregone charges. In 
effect this component encouraged reduction in reliance on NTS and DN interruptible load. 

§ Interruptions incentive: this element related to the costs (i.e. the transportation charge 
credits payable to shippers) where sites were interrupted by Transco on more than 15 days 
in a year. Transco was set a target cost for interruption in excess of 15 days, and exposed 
to a proportion of the difference between target and actual costs. This component 
therefore discouraged Transco from using interruption rights at a site on more than 15 
days. 

§ LNG related incentive: this element set a target cost for use of constrained LNG by 
Transco to support firm load at times of high demand, and Transco was exposed to the 
difference between target and actual costs, thereby encouraging efficient use of LNG. 

§ Exit investment incentive: this element provided Transco with additional revenue where 
network capacity was delivered in excess of baseline firm and interruptible capacities, 
thereby encouraging efficient investment to meet customer exit requirements. Additional 
revenue was calculated as (1) the level of exit capacity actually provided , less (2) a 
defined baseline level of exit capacity, the difference between (1) and (2) being multiplied 
by (3) a factor reflecting the unit cost of exit capacity.  

With the exception of the cost of constrained LNG, all of the components of the exit 
incentive arrangements were subject to a single cap and collar, limiting Transco’s upside 
benefits or downside exposures, and to common sharing factors whereby the benefits or the 
downsides were shared with shippers. For the LNG incentive there was no cap or collar, and 
no sharing factor, leaving Transco with 100% exposure to these costs. Ofgem believed this 
was an appropriate approach because Transco’s ownership of LNG facilities might otherwise 
encourage use of LNG by Transco in preference to use of interruption. 

3.2. Interim NTS Exit Arrangements (“ Uniform Network Code” ) 

The interim Uniform Network Code NTS exit arrangements came into force on 1 May 2005 
and are designed to cover exit capacity usage in the period to September 2008, after which it 
is proposed to apply the “ enduring”  arrangements. The interim arrangements take some 
NTS/DN coordination procedures that were formerly internal to Transco and convert them 
into a contractual relationship between Transco NTS and the DNs.  

3.2.1. Shipper arrangements 

In many ways, the arrangements for shippers at both direct connect exits and NTS/DN exits, 
including those for interruption, remain similar to the original arrangements. The difference 
arises over the treatment of DNs in relation to NTS/DN exits. 

3.2.2. Transco NTS and DNO Interactions at NTS/DN exits 

The interim arrangements introduce some new concepts, to deal with the interactions between 
NTS and DNs at NTS/DN exits. 
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§ The definition of transporters under the Uniform Network Code now distinguishes 
between “ Transco NTS”  (i.e. Transco in its capacity as NTS owner, operator and 
licensee), and DNOs (i.e. each owner, operator and licensee of one or more LDZs, 
including Transco). 

§ The concept of the system “ user”  has been extended to include not only shippers, but also 
DNOs, meaning DNOs in their capacity as the users of NTS exit capacity at NTS/DN 
exits. A DNO may hold NTS offtake capacities at NTS/DN exits, but a shipper may not. 
NTS offtake capacity is a new concept applicable only at NTS/ DN exits under the 
interim arrangements. There are two types of NTS offtake capacity: 

§ “ NTS Offtake (Flat) Capacity”  refers to a maximum daily quantity that may be taken 
over a day, at a constant rate throughout the day.  The requirement to take a particular 
quantity over the day at a constant rate throughout the day is a new feature in 
Transco’s capacity definitions. Where the offtake profile consists of variable flow 
rates within a day, DNOs  will generally need to hold NTS Offtake (Flexibility) 
Capacity in addition to NTS Offtake (Flat) Capacity 

§ “ NTS Offtake (Flexibility) Capacity”  is designed to account for the costs imposed on 
the NTS by users who take gas at higher rates earlier in the day and at lower rates 
later in the day. It is defined as the cumulative quantity taken in the 16-hour period 
from 0600 to 2200, hours less the quantity that would have been taken over the same 
period had the offtake been at constant rate throughout the day 

An example may help to illustrate the new concepts of capacity.  Suppose a DNO takes 2400 
units of gas over a day as a whole (an average rate of 100 units per hour), but that its offtake 
in the 16-hour period 06:00-22:00 is 2000 units (an average rate of 125 units per hour).  The 
DNO would need to hold flat capacity of equivalent to 2400  units, the amount taken over the 
day. In addition, the DNO must hold flexibility capacity because it takes gas at a rate greater 
than the average daily rate in the 16 hour period from the start of the gas day. The amount of 
flexibility capacity required is 400 units, calculated as the difference between 2000 units 
(actual offtake over the initial 16-hour period) and 1600 units (the quantity that would have 
been taken over the same 16-hour period at the daily average rate of 100 units per hour).  

Capacity values, together with associated pressure values, have been assigned to each 
NTS/DN exit point in a manner consistent with the Transco planning procedures8. In effect 
these new rules formalise the internal planning and operating procedures that applied 
previously at NTS/DN exit points.  

3.2.3. Summary of Interim Exit Arrangements 

The interim arrangements are set out, and the main changes from the previous regime 
highlighted, in Appendix A, Table A2. The arrangements retain the disparity of treatment at 
Direct Connects and NTS/DN exits. For the latter, shippers continue to pay exit capacity 
charges based on downstream capacity holdings, but the DNs’ requirement for physical 
NTS/DN capacity and the day-to-day operational flows at the interface are governed by the 

                                                 
8  Uniform Network Code: Related Documents, Offtake Capacity Statements 
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new rules between Transco NTS and DNOs. The interim arrangements do not cover capacity 
release for periods at and beyond investment lead times as it is assumed these will be dealt 
with through the enduring arrangements.  

The introduction of both flat and flexibility capacity rights for DNOs at NTS/DN exits, but 
not for shippers at direct connects, perpetuates the different capacity booking requirements 
highlighted for the previous regime.  

3.2.4. Additional New Features 

Four new features have been introduced, designed to achieve an equitable treatment of NTS 
exit capacity during the interim period, as described below: 

(1) Interim incremental exit capacity release methodology 

Transco NTS is required under the new NTS licence to publish a statement relating to the 
release of capacity at both Direct Connect exits and NTS/ DN exits during the interim period. 
This obligation addresses release of both traditional (flat) capacity and flexibility capacity, in 
excess of the holdings registered on 1 May 2005. The statement9 describes a process whereby 
Transco NTS assesses applications for capacity to see if they would impair safe operation or 
incur incremental costs.  Where release would impair safe operation or cause incremental 
costs, Transco must take account of any viable mitigating actions, including issuing tenders 
to buy back firm capacity from shippers at Direct Connects and using storage as a substitute 
for capacity. 

Transco NTS will release incremental capacity only if a safe operating system can be 
maintained and if economic analysis of the costs and benefits demonstrates it is economical 
to do so.  

(2) Condition subsequent relating to incremental NTS offtake flexibility 

Ofgem required Transco NTS, prior to sale of each IDN’s shares, to enter into arrangements 
with all DNOs to ensure that customers do not bear any of the costs of incremental release of 
NTS offtake flexibility, which Ofgem has determined will be on an unconstrained basis. 
Transco NTS has confirmed10 that these arrangements are now in place, although no detail of 
the arrangements has been provided. 

(3) Short term access to system flexibility allocation methodology 

The Uniform Network Code requires Transco NTS to publish a statement describing the 
allocation principles where there are competing requests to use system flexibility beyond 
contractual rights. The process11 involves a Transco NTS notification where groups of 
offtakes (within defined zones) may be subject to flexibility restrictions. A “ gate closure”  

                                                 
9  Uniform Network Code: Related Documents, Interim IExCR Statement 
10  Open letter from NGT to Ofgem, 25th May 2005, Appendix 1, item 6  
11  “ Short Term Access to System Flexibility Allocation Methodology” , paper presented by Transco to Exit Regime 

Forum, 28th April 2005 
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deadline will apply, whereby requests for flexibility will be held over until a specific time at 
which Transco NTS will assess the flexibility that can be made available. If demand exceeds 
availability, Transco NTS is to allocate flexibility in proportion to each user’s requested 
volume.  

(4) Proposed regulatory incentives12 

For the NTS, three incentive schemes are proposed, based largely on the form of existing 
incentives. The key addition is a component incentivising Transco NTS to buy back firm 
capacity rights as efficiently as possible. These schemes are briefly described in Text Box 1 
below.   

 
                                                 
12  National Grid Transco - Potential sale of gas distribution network businesses, Initial proposals on interim incentive 

schemes supporting the offtake arrangements, Ofgem, March 2005; and  

National Grid Transco - Potential sale of gas distribution network businesses, Final proposals for Interim Incentives and 
Formal consultation under section 23 of the Gas Act 1986, Ofgem, April 2005 

Text Box 1: Regulatory Incentives for Transco NTS - Interim 
NTS buy back and interruption incentive 

The interruptible component of this scheme is very similar to the previous arrangements, 
setting a target for the costs (i.e. the transportation charge credits payable to shippers) where 
interruption occurs at a site on more than 15 days in a year. Transco NTS makes all credits 
to shippers, including those where the DNO requires the interruption and in these 
circumstances payments are made from DNOs to Transco NTS, ensuring that the costs of 
DNO interruption are not borne by Transco NTS. 

The buy back component is a new element, relating to the costs of buy back of firm capacity 
at direct connect and NTS/DN exits. Ofgem has set the target costs at zero, on the basis that 
Transco has stated that NTS capacity requirements in the interim period can be satisfied 
without any need for exit capacity buy back. 

Deviations from the aggregate target costs are shared between Transco NTS and shippers, 
subject to defined sharing factors and a cap and collar. 

NTS constrained LNG incentive 

The form of the previous incentive will be retained, setting target costs for use of LNG for 
constraint management purposes.  

NTS charges foregone and exit investment incentive 

Both components featured in the previous incentive arrangements. A target cost is set for the 
NTS interruptible discount (i.e. the capacity charges foregone in making available 
interruptible NTS exit capacity). In addition Transco can earn additional revenue where 
network capacity is delivered in excess of baseline firm and interruptible capacities. The 
additional revenue is calculated as the volume of additional capacity above baseline 



Gas Exit Reform Where Are We Moving From And To? 

  
 

NERA Economic Consulting    

 

16 

 

For DNOs a single incentive is proposed, addressing the costs of acquiring NTS exit capacity, 
and the costs of interruption (>15 days) within the DN.  Ofgem intends the DNO schemes 
overall to provide a reward for not over-booking NTS exit capacity and for minimising 
interruptions.  The scheme is described briefly in Text Box 2 below. 

 

 

3.3. Proposed Enduring Arrangements for NTS Exit 

The proposed enduring arrangements will, if implemented, apply to NTS exit capacity usage 
in the years 2008/09 and beyond, but the first release of such capacity will be in 2005, to be 
consistent with investment lead times. 

It should be noted that the arrangements remain under development and there is uncertainty 
regarding certain important aspects of the proposed regime. The proposals are largely in the 
form of business rules published by Transco13. However other aspects are covered under 
separate pricing documents, also published by Transco14, and a consultation document on 
incentive schemes published by Ofgem15. The major components are summarised in 
Appendix A, Table A3, and briefly described below. 

                                                 
13  Towards a new industry framework, A consultation by Transco, December 2004; 

Towards a New Industry Framework, Enduring Regime Conclusions and Proposals, Transco, March 2005; and 

Appendix to Conclusions, Transco, March 2005 
14  Transco pricing discussion documents, March 2005: 

§ PD18 – NTS Exit Flat Capacity Pricing 

§ PD19 – NTS TO and SO Exit Commodity Charging 

§ PD20 – NTS Exit Flexible Capacity and Commodity Charges 
15  National Grid Transco - Potential sale of gas distribution network businesses, Initial thoughts on enduring incentive 

schemes supporting the offtake arrangements, Ofgem, February 2005 

Text Box 2: Regulatory Incentives for DNs –  Interim 
For each DNO, a single incentive is proposed, addressing three different costs: 

§ NTS offtake (flat) capacity: the target costs will be based on the initial allocation of 
flat capacity and NTS exit charges 

§ NTS offtake (flexibility) capacity: the target costs will be based on the initial 
allocation of flexibility capacity.  This will be priced at the same level as flat capacity 
during the interim period using NTS exit charges. 

§ Interruption of DN connectees for more than 15 days: a target has been set for the 
costs (i.e. the transportation charge credits payable to shippers) where interruption by 
the DNO occurs at a site on more than 15 days in a year  

Deviations from the aggregate target costs are shared between the DNO and shippers, 
subject to defined sharing factors and a cap and collar. 
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3.3.1. General  

The proposed enduring regime seeks to apply a common set of rules across all NTS exit 
points. As with the interim arrangements there are two classes of user, the shipper user and 
the DNO user. A significant change is that DNO users will pay Transco NTS directly for 
NTS exit capacity at NTS/ DN exits, and recover the costs through DN charges to shippers 
whereas previously shippers paid all NTS charges. 

The capacity arrangements extend the concept of “ flat”  NTS exit capacity and “ flexibility”  
NTS exit capacity to all NTS exit points.  

3.3.2. Flat capacity 

Flat capacity defines the maximum daily quantity that may be taken over a day at an 
individual exit point, and assumes a constant flow rate throughout the day. Users requiring 
variable within-day flow rates would generally need to acquire flexibility capacity in addition. 

According to the proposal, flat capacity would be released in annual blocks on an 
unconstrained basis at and beyond investment lead times, in a similar manner to long term 
entry capacity. The release process would be “ unconstrained” , in the sense that there would 
be no physical limit to the capacity that Transco could provide, on the assumption that users 
would be submitting requests in good time to allow for investment in new capacity. 

Constrained capacity release processes would operate in shorter timescales through annual 
and then daily “ pay as bid”  auctions. These release processes would be “ constrained” , in the 
sense that there would be a finite quantity of NTS exit capacity available to users. The extent 
to which the quantity available matches the physical capacity of the system would be 
determined by the “ baseline”  levels (yet to be set by Ofgem) that Transco NTS would be 
obliged to release. 

Capacity trading mechanisms, facilitated by Transco NTS, would enable capacity transfer 
between users and between exit points at pre-set “ exchange rates” . Overrun exposure would 
only arise where flows exceeded aggregate capacity holdings at an exit point, providing some 
protection against capacity hoarding.  In effect, unused capacity held at an exit point would 
automatically be available to other users at no cost, as long as the total capacity held at the 
point exceeded demand for it. 

3.3.3. Interruptible service 

There would be no “ on demand”  interruptible service, although Transco NTS would be 
allowed to offer interruptible capacity at the day-ahead stage to the extent that expected 
utilisation is less than the firm baseline quantities. Transco NTS would operate tender 
processes to buy back capacity where it had released more than is physically available, and it 
believed that the capacity would be used. The tenders would allow Transco to buy back 
capacity day-ahead or within-day, or on the basis of longer term forward and option contracts. 
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3.3.4. Flexibility capacity 

Flexibility capacity is intended to provide a means to recover the costs imposed on the NTS 
by users who take gas at higher rates earlier in the day and at lower rates later. The volume of 
service required by a user is defined, as under the interim arrangements, as the cumulative 
quantity taken in the period 0600 to 2200 hours less the quantity that would have been taken 
over the same period had the daily quantity been taken at a constant rate throughout the day. 
A key unresolved issue is whether flexibility capacity would relate to individual exit points or 
to zones, each comprising a group of exit points. This in turn creates uncertainty as to the 
appropriate overrun and interruptible capacity provisions. It is envisaged that flexibility 
capacity will be released on an unconstrained long-term basis, and on shorter term 
constrained bases, in a similar manner to flat capacity. Likewise, trading will be facilitated 
and Transco NTS will operate tender processes to buy back flexibility capacity as required 
for capacity management purposes. 

A key requirement for operation of the flexibility capacity rules is measurement of flow rates 
throughout the day at every NTS exit point to allow disaggregation of daily quantities. In 
addition, it may be necessary to aggregate flow rates across a number of exit points if the 
zonal concept is adopted. Special rules would apply at bi-directional points such as storage 
and interconnectors, to classify the point on a particular day as either input or exit, based on 
measured aggregate flows. At multi-user exit points within-day flow rates would need to be 
allocated by agents to individual users to determine flexibility capacity usage. The operation 
of commercial rules based on continuous rate measurement and rate allocations across a large 
number of system points has not previously been attempted. 

3.3.5. Operational flows 

It is intended that operational flow rules would be dealt with, as under the interim 
arrangements, through NExAs for direct connects, and through the Offtake Arrangements 
Document for NTS/DN exits. These agreements set out the notice periods required for 
changing flow rates by specified amounts at each exit point. 

3.3.6. Obligations and liabilities 

The NTS obligations and associated liabilities regime would be modified to bring the 
arrangement for NTS/DN exits into line with that for direct connect exits. The provisions 
address failure to make gas available for offtake consistent with capacity holdings (where 
Transco NTS does not make sufficient use of capacity management tools) in respect of flat 
and flexibility capacities separately. Compensation is based on a calculation of the amount of 
gas not provided by Transco NTS, priced at the higher of 4x capacity price in auction and 
1.1x buy back price(s). 

3.3.7. Pricing 

Transco NTS has not set out a detailed method of pricing either flat or flexibility capacity. 
Transco NTS has indicated that flat capacity will be priced in pence per peak day kWh per 
day, i.e. Transco’s usual method of pricing capacity products. There may also be  NTS (SO) 
and NTS (TO) commodity charges denominated in pence per kWh and charged on exit 
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quantities. Transco NTS has indicated that flexibility capacity would also be priced in pence 
per kWh per day, with a pence per kWh commodity charge for use of flexibility capacity. 

Transco NTS has highlighted a number of issues that still have to be resolved. The discussion 
documents published to date do not contain final proposals and a formal pricing consultation 
is still to be undertaken. As yet, Transco NTS has put forward no firm proposals for the 
following aspects of the regime: 

§ Methodologies for setting reserve prices for capacity; 

§ Methodologies for setting prices for incremental capacity; 

§ Methodologies for setting commodity charges for use of flexibility capacity; 

§ Treatment of over/under recovery of allowed revenue due to auctions; and 

§ Future treatment of interruptible and constrained LNG credits, if any. 

3.3.8. Regulatory incentives 

Ofgem is still considering what regulatory incentives to offer Transco NTS and the DNs 
under the enduring arrangements.  The current proposals are intended to correct supposed 
biases in the network companies’ behaviour.  For the NTS, Ofgem foresees a need for special 
incentives to encourage Transco NTS to provide exit capacity economically and efficiently.  
For DNOs, Ofgem foresees a need to correct a potential tendency to overbook NTS exit 
capacities where the DNOs are not otherwise exposed to the costs of that capacity.  

An important feature of the schemes concerns the setting of baseline capacity levels. Ofgem 
has proposed four alternatives approaches based on: 

§ Forecast 1-in-20 demand 

§ Forecast 1-in-20 demand plus interruptible volumes 

§ Practical maximum physical capability; or 

§ Theoretical maximum physical capability. 

The enduring incentive schemes proposed by Ofgem are described in the Text Boxes 3 and 4 
below. 
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Text Box 4: Regulatory Incentives for DNs - Enduring 
DN incentive scheme 

It is proposed that the scheme should follow a standard “ sliding scale”  form with a 
defined cost target, sharing factors and a cap and collar. The cost target would be the 
expected costs of NTS exit capacities, plus the expected cost of interruption of DN 
connectees on more than 15 days. Revenue from the sale of NTS exit capacities back to 
Transco NTS would be added to the cost target. 

Ofgem considers that the scheme encourages DNOs to efficiently trade-off requests for 

Text Box 3: Regulatory Incentives for Transco NTS - Enduring 
Long term NTS incentive schemes 

In relation to sale of offtake rights three years and further ahead, Ofgem considers that the 
NTS incentives should have two distinct revenue streams: 

§ Where incremental capacity release (above baseline) is provided for by investment, 
Transco NTS should retain incremental auction revenue for a 5 year rolling period, 
following which efficiently incurred investment could enter the RAV 

§ Where incremental capacity release (above baseline) is provided for by substitution of 
capacity, Transco should retain 50% of the incremental auction revenue for a 1 year 
period, subject to a cap on the maximum incentive payment 

The different revenue streams reflect Ofgem views that provision by substitution is 
relatively low risk for Transco NTS. 

Medium and short term NTS incentive scheme 

Ofgem wishes to promote release of capacity that becomes available as a result of 
unexpected changes in the forecast or actual operation of the network, and the buy back of 
capacity in an efficient manner. Therefore proposed elements of this scheme are: 

§ Transco NTS should retain  a percentage of the revenue of sales above baseline for 
constrained allocations 

§ The cost of buy backs is included in the scheme 

The performance measure is calculated as buy back costs less the revenues earned from 
sales above baseline. Deviations from the target cost are shared between Transco NTS 
and shippers, subject to defined sharing factors and a cap and collar. 
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3.4. Summary 

Up till now, Transco has made capacity available at exit points for Direct Connects on the 
basis of a Maximum Daily Quantity, with the maximum rate of offtake (expressed as an 
hourly rate) set at 1/24th of the Maximum Daily Quantity and NExAs (Network Exit 
Agreements) defining the limits on rates of change in flow.  Before 1 May 2005, no such 
contractual relations were necessary for the interface between Transco NTS and DNs.   

The interim arrangements have not only set up a new contractual interface between Transco 
NTS and the DNs, but have also introduced two new products: flat capacity (defined by a 
daily maximum offtake) and flexibility capacity (measuring the amount of variation across 
the day), and a process for allocating this capacity.  In the enduring arrangements, these 
products would be extended to all exit points, including Direct Connects, with capacity 
allocated through auction processes. 

Any such change to existing arrangements will incur costs for new systems of trading and 
risk management, especially when the new arrangements are so much more complex than 
what went before. Such reforms therefore need a robust justification and the rest of this report 
considers whether Ofgem has provided one.  
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4. The Costs and Pricing of Gas Capacity 

Ofgem has expressed concerns that the proposed sale of four DNs by Transco may result in 
Transco – as the owner of both the NTS and the retained DNs (RDNs) – unduly 
discriminating between RDNs and independent DNs (IDNs).   

In addition, Ofgem is also concerned that Transco may unduly discriminate between DNs and 
Direct Connects (DCs) (i.e. Transco unduly discriminating between NTS offtake points).  
Lastly, Ofgem has also claimed that, given the current interruptions arrangements, 
interruptible customers may be “ free-riding”  and cross-subsidies are in place.   

In this section, we describe the cost structure of capacity and then consider these claims in 
turn.  Overall, we find that such concerns have either been addressed already within the 
“ interim arrangements”  or are not sufficiently justified to merit further attention. 

4.1. Undue Discrimination between “ Firm”  and “ Interruptible Service”   

A brief description of the current interruptions arrangements is useful at this point to assess 
Ofgem’s claims that, under the current interruptions arrangements, interruptible customers 
may be “ free-riding”  and that cross-subsidies are occurring. 

At present, all customers connected to Transco’s network require either “ firm access”  or 
“ interruptible access” .  Customers holding “ firm access”  rights are able to offtake gas at any 
time (up to the level of the capacity holding), whereas interruptible customers agree to have 
their service restricted or completely curtailed in certain circumstances.16  Interruptible 
customers17 include medium-to-large industrial and commercial sites, many of which have 
standby fuel and equipment available in order to continue production when gas supply is 
restricted. 

When Transco plans the size of the transmission network to meet its “ 1-in-20”  peak day 
obligation, it does not include the peak capacity required for the interruptible customers as it 
assumes that they can be interrupted during peak periods.  A stylized representation of the 
usage of gas pipelines – when access to the network can be either firm or interruptible – is 
shown in Figure 4.1.   

This diagram shows the pattern of usage over a year as a whole for a defined piece of pipeline 
capacity, with the days of the year arranged from left to right in descending order of demand.  
On the left, we see that firm users are using the full capacity of the pipeline for about 20 days, 
but on other days their usage is less than the full capacity.  On those other days, therefore, 
there is spare capacity that can be sold to others, on condition that they interrupt their usage 
when the firm users need it.    

                                                 
16  Transco may restrict gas supply in the event of network capacity constraints, supply-demand balancing on high-demand 

days, in an emergency or for testing purposes. 
17  Supply points which consume above 5,860 MWh p.a. and are able to stop offtaking gas within the five hour contractual 

notice period may request interruptible transportation arrangements.  Transco is then obliged to give “ interruptible 
status”  to such supply points “ on-demand” , even though it may not require the supply point to be interruptible.  
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The interruptible demand (the shaded area) shows that, in this example, interruptible users are 
interrupted between 20 and 45 days a year, to make space available for firm customers.  

Figure 4.1: Utilization of a Gas Pipeline 
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Up to 20 days a year, the pipeline is fully utilised by customers willing to pay the cost of 
capacity in order to secure firm (i.e. guaranteed) access.  In the 25 days between day 20 and 
day 45, some capacity is unused by firm customers and available for use by interruptible 
customers.  There is no additional cost associated with making this capacity available 
(although there might be excess demand for it from interruptible customers).  Outside the 45 
days of peak demand, there is always some spare capacity available at no extra cost, apart 
from the variable cost of moving gas along the pipe(s).  

Figure 4.2 shows the implication of this pattern of usage for costs.  The costs of building 
capacity are incurred to meet the peak demand of firm users.  The cost of off-peak usage 
amounts only to the variable costs of operating pipelines (i.e. the cost of compression and 
other operating costs).  Interruptible users do not impose any cost for building capacity 
because, whenever capacity is fully used, their demand is interrupted.  

Accordingly, the charging regime for shippers supplying gas to supply points connected to 
Transco’s network varies by type of access, i.e. “ firm”  vs. “ interruptible” .  Indeed, shippers 
supplying firm supply points pay, exit capacity charges, commodity charges and in some 
cases entry capacity charges.  On the other hand, shippers supplying interruptible supply 
points do not pay exit capacity charges.18   

                                                 
18  Additionally, supply points nominated by Transco to be interrupted for more than 15 days in a particular year (up to 

maximum permitted which is usually 45 days) receive a transportation charge credit. 



Gas Exit Reform The Costs and Pricing of Gas Capacity 

  
 

NERA Economic Consulting    

 

24 

 

 

Figure 4.2: Charging Regime of a Gas Pipeline 
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Ofgem has set out a definition of undue discrimination:19    

“ in circumstances where different shippers are paid or charged different prices, then 
the arrangements may not be unduly discriminatory if the prices are for different 
service levels and reflect the costs to users associated with providing those different 
service levels.  Conversely, in circumstances where different shippers are paid 
uniform discounts or charged uniform prices, the arrangements may be unduly 
discriminatory if the shippers are providing or receiving different levels of services 
and the costs to shippers associated with providing those different service levels are 
not reflected in the price they pay or receive.”    

The current arrangements for interruptible loads do not result in undue discrimination by this 
definition, since shippers pay different prices for different service levels (i.e. firm vs. 
interruptible), and those differences in charges are related to the different costs of providing 
each service.  

Users with “ firm access”  to the NTS are charged commodity charges for transporting gas plus 
a “ capacity component” , the latter reflecting the cost of meeting their demand to use the 
network during peak periods without being interrupted.  On the other hand, interruptible 
customers – who do not have a firm access to the NTS and may suffer interruptions in peak 

                                                 
19  See Ofgem (June 2004), National Grid Transco –  Potential sale of gas distribution network businesses: Interruptions 

Arrangements –  Regulatory Impact Assessment, para 4.6 and 4.7. 



Gas Exit Reform The Costs and Pricing of Gas Capacity 

  
 

NERA Economic Consulting    

 

25 

 

times – do not put stress on the network during peaks and therefore pay only the commodity 
charges for transporting gas.20 

We accept that certain interruptible customers on parts of the system that are fully utilised by 
firm loads at times of high demand will be interrupted more frequently than those connected 
to parts of the system where there is  spare capacity even at peak times.  Provided Transco 
follows a fair procedure when deciding which customers to interrupt there is no 
discrimination in this difference. Neither type of interruptible customer will have contributed 
to the capacity costs of the network and all interruptible customers pay the commodity charge 
for this usage.21 Thus, whilst the nominal interruptible transportation charge discount (i.e. the 
relief from exit capacity charges) may be the same for both types of customer, differential 
charges are applicable depending on the amount of interruption  

In its conclusions on the arrangements for interruptions, the Gas and Electricity Markets 
Authority noted that peak usage might occur in the summer rather than the winter, because of 
variation in the patterns of gas supply and demand, and that Transco’s investment might be 
driven by factors other than the 1-in-20 obligation.22  Exit capacity consists in practice of a 
bundle of pipeline capacities along a number of different routes and some sections of pipeline 
might indeed be most fully utilised in the summer rather than the winter.  However, this 
observation does not affect the economics of interruptions as set out above.  As long as 
interruptible customers are interrupted whenever demand from firm customers takes up all 
the available capacity, interruptible customers do not contribute to investment needs or 
increase the costs of capacity.  Thus, the observation that some investment is needed to meet 
the summertime needs of firm customers does not, as the Authority claims, “ support the view 
that interruptible customers should not avoid all exit capacity charges” .  

Furthermore, Table 4.1 shows that the number of interruptible supply points across the gas 
distribution system as a whole has steadily decreased over time and reached a minimum of 
1,431 supply points in 2003-04, which offers no evidence for the view that interruptible 
customers were receiving cross-subsidies or other unduly favourable terms.   

                                                 
20  In some cases, the owner of the transportation network may also use a two-part tariff, i.e. add a fixed component to the 

charges for both “ firm access”  and “ interruptible access”  users in order to cover fixed or sunk costs. 
21  We understand that in addition, sites interrupted for more than 15 days in any year receive transportation charge credits. 

We understand that any discount reflects the fact that NTS commodity charges are typically in excess of the variable 
costs of transportaion. 

22  Gas and Electricity Markets Authority (2004), National Grid Transco –  Potential sale of gas distribution network 
businesses, Interruptions arrangements: Conclusions document on framework, August 2004, para 5.20. 
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Table 4.1: Summary of Interruptions – Gas Years 1997-98 to 2003-04 
 1997/98 1998/9

9 1999/2000 2000/01 2001/02 2002/03 2003/04 

Demand Interrupted (GWh) 52 190 335.8 215.9 202.4 232.9 172.4 
# of days of interruption  18 37 60 59 46 43 39 
# of supply points interrupted 66 309 176 154 60 101 211 
# of interruptions (supply point days) 159 628 832 959 283 599 318 
# of interruptible supply points 1,641 1,646 1,653 1,644 1,560 1,503 1,431 

Source: Ofgem (June 2004), National Grid Transco –  Potential sale of gas distribution network businesses: Interruptions 
Arrangements –  Regulatory Impact Assessment, Table 2.1 

4.2. Undue Discrimination between DNs and DCs 

Ofgem has also expressed the concern that, after the sale, Transco may discriminate between 
DNs and other NTS connectees (DCs), such as power stations and storage facilities, in 
providing offtake flexibility. 

When DNs and the NTS were operated as a single integrated entity, arrangements for the 
offtake of gas from the NTS by the DNs reflected Transco ś internal procedures and were not 
subject to any formal governance.  These procedures were designed to meet the “ 1-in-20”  
peak obligation and did not have a commercial nature.  Offtake capacity for DNs was defined 
in terms of a Maximum Daily Quantity (MDQ), with the DN allowed some modest latitude in 
hourly rates of offtake above this level.  Diurnal storage facilities within the DNs provided 
the majority of flexibility required by DNs to meet varying demands for gas during the course 
of the day.   

On the other hand, offtake capacity for DCs was effectively defined in terms of a Maximum 
Hourly Quantity (MHQ), which under the Network Code is set at 1/24th of the registered 
MDQ. Transco did not have a specific obligation to make additional flexibility available to 
DCs, but DCs were able to request additional exit capacity from the NTS by requesting to 
increase their DM supply point capacity through a process defined in Transco ś Network 
Code section G5.  They also had the option of varying their Offtake Profile Notices (OPNs) 
during the day under section J4.6 of the Network Code which applies specifically to supply 
points that have Network Exit Agreements (NExAS). 

In view of the sale of the four DNs, the previously internal interface between the NTS and the 
DNs is being externalised and subject to a contractual relationship.  

Under the “ interim arrangements” , DNs must purchase a combination of NTS exit flat 
capacity23 and NTS offtake flexibility capacity24 to satisfy their gas offtake requirements.  On 
                                                 
23  With the basic NTS exit capacity, holders of such rights contracting a certain level of MDQ are allowed to offtake gas 

at a maximum flat hourly rate of MDQ/24. 
24  The NTS offtake flexibility is used whenever gas is delivered from the NTS with anything other than a flat offtake 

profile throughout the day (i.e. higher than the “ end-of-day quantity” /24 rate).  The amount of NTS offtake flexibility to 
be purchased is equal to the net impact on system at 22:00 hours (i.e. the impact of the usage of flexibility on the system 
when the NTS is typically under most stress).  This implies that: 

• The NTS offtake flexibility product is defined with reference to actual end-of-day offtake and is not linked to the 
purchased level of MDQ; and, 
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the other hand, DCs must still book an amount of MDQ equal to 24 times MHQ and may 
obtain additional flexibility through the procedures laid down in the Network Code and other 
ancillary documents, like NExAS. 

Under the proposed “ enduring arrangements” , Ofgem envisages that both DNs and DCs are 
required to buy a combination of NTS exit flat capacity and NTS offtake flexibility to satisfy 
their gas offtake requirements.  In Ofgem ś view, this should reduce the scope for undue 
discrimination between NTS offtake points. 

However, in our view, the proposed system of flat and flexibility capacity offers almost as 
many opportunities for discrimination between exit points as the previous internal 
arrangements, since the basis for setting charges is bound to lack transparency and therefore 
to offer Transco NTS chances to favour one group of customers or another.  

As discussed in section 4.1 above, the link between peak capacity requirements and pipeline 
costs is well understood.  The definition of capacity assigned to an exit point is open to 
debate, but Transco NTS has in the past developed models for assigning routes to exit points 
and deriving cost-reflective prices from the costs of those assigned routes.  In contrast, there 
is no obvious way to put a price on “ flat capacity”  (since it does not reflect the peak demand 
or capacity requirements) or on “ flexibility capacity”  (which is said to reflect a somewhat 
nebulous form of diurnal storage offered by Transco NTS’s pipelines).  In both cases, it will 
be impossible to see whether Transco NTS is engaging in discriminatory pricing - for 
instance, by pricing diurnal storage at the cost of storage available to the user, rather than at 
the cost of providing the service – because there will be no objective measure of the costs 
involved.   

We are not aware of any transmission network that has tried to implement a system of 
explicit charges that has separate “ flat”  and “ flexibility”  prices. i.e. there is no network 
system operator that has put a price on line pack or diurnal flexibility available due to the 
design of the pipelines in the network, e.g. through variations in pressure.  The flexibility 
provided by such means is simply a by-product of the capacity built to meet users’ needs and 
therefore they pay the cost of the flexibility when they pay the cost of the capacity.  The 
extent of such flexibility is essentially an engineering question. 

A better way to avoid undue discrimination would be to extend to DNs the current “ interim 
arrangements”  that apply to DCs, i.e. by making DNs book a MDQ that reflects 24 times 
their MHQ as set out in the procedures laid down in the Network Code. 

On the one hand, this solution allows DNs to contract for their flexibility needs within a well-
established transparent and non discriminatory framework.  On the other hand, it avoids the 
need for DCs to contract “ flexibility”  products through Transco, which would unnecessarily 
increase their transactions costs and hence costs to consumers.   

If Transco NTS were to move towards a system of longer term (or evergreen) capacity rights 
defined by tradeable MHQ, the “ interim arrangements”  currently in place for DCs would 
                                                                                                                                                        

• The NTS offtake flexibility product is only required for the time period between 6:00 and 22:00 hours. 
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actually be superior in terms of transparency.  Transco NTS would be able to price capacity 
on the basis of costs, and DCs’ flexibility costs would be defined by the traded price of 
flexibility products offered from a variety of sources, rather than resulting from a cost-
allocation process within Transco.   

Instead, under Ofgem’s proposed arrangements DCs and DNs are expected to purchase flat 
and flexibility products (which replace the familiar “ bundled”  capacity product) by 
participating in auctions.  In most of these auctions there will be a single bidder (i.e. the 
single shipper offtaking gas at a certain offtake point), so the clearing price will be the 
reserve price.  In all these cases, then, there is the issue of how to calculate the reserve price 
of the flat and flexibility products in a transparent and non-discriminatory way, an issue that 
Ofgem has not considered so far. 

4.3. Undue Discrimination Between Networks 

Lastly, Ofgem has expressed the concern that Transco may have incentives to favour the 
RDNs at the expense of IDNs, in the sense that, for example, IDNs may have to spend more 
than RDNs in capex.   

We believe that the newly introduced interim arrangements already go some way towards 
addressing this issue by introducing a contractual relationship between all DNs and Transco 
NTS, so that the scope for undue discrimination in capacity allocation is greatly reduced.  
However, as discussed above the rules applying to DNs under the interim arrangements (and 
applying to DCs under the proposed enduring arrangements) create immense scope for 
Transco NTS to discriminate in pricing its services, because they are so hard to relate to the 
costs of any real facilities.  Thus, the pricing arrangements that Ofgem has applied to DNs in 
the first instance and is proposing to extend to DCs in the enduring arrangements will worsen 
or prolong the scope for undue discrimination, compared with a system that required all users 
to book capacity defined by its MHQ, as is conventional in many other systems. 

4.4. Conclusion 

Accusations of discrimination and cross-subsidy in favour of interruptible users seem to be 
inconsistent with an understanding of the costs of building and operating pipeline capacity. 

On the other hand, Ofgem’s proposals to introduce “ flat”  and “ flexibility”  capacity seem to 
take the services offered by Transco NTS even further away from simple concepts for which 
the costs can be transparently calculated.  These proposals, therefore, will reduce the 
transparency of Transco NTS’s pricing and create even more scope for discrimination 
between RDNs, on the one hand, and IDNs and DCs on the other. 
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5. How Will the Proposed Solutions Work in Practice? 

In this section we examine closely how Ofgem envisages the enduring regime to work.  
Based on this view of the future, we identify a number of outstanding issues which must be 
resolved before implementation of the proposed arrangements.  We also discuss what the 
enduring regime will mean for network users in practical terms.  These practical issues will 
have implications for the costs of implementation that Ofgem seems not to have taken into 
account. 

5.1. How Ofgem Envisages the Enduring Regime Will Work 

5.1.1. Product Definition 

DNs and firm DC customers connected to the NTS will secure capacity rights through 
forward purchases of capacity in the auctions, where rights can be purchased up to 8 years in 
advance.  These arrangements are intended to give Transco NTS some long-term financial 
commitment from firm DC customers (via their shippers) and DNs.  This compares to the 
current evergreen arrangements for firm DCs where existing consumers retain their capacity 
rights provided they pay the annual exit charges, but do not have to make forward financial 
commitments to the network.25  In addition, firm DC customers can currently reduce their 
capacity requirements for any reason, whereas under the new arrangements, once they have 
booked the capacity, they have a financial commitment for the entire period. 

At present, DC cusotomers can choose to opt for interruptible capacity service, under the 
terms of which interruption can only occur up to 45 days per year.  Under the enduring 
arrangements, the only interruptible capacity will be released a day ahead.  Alternatively, 
these interruptible customers would purchase firm capacity and sell any excess back to 
Transco NTS (if required by the NTS) under the buy-back rules 

Under the current arrangements for DCs, capacity charges are based on the booked maximum 
daily quantity (MDQ) of capacity, which customers cannot exceed without incurring overrun 
charges.  In addition, they may not exceed a maximum hourly quantity (MHQ) defined as 
1/24 of the MDQ.  DCs are able to flow gas at any desired rate or profile, provided it is lower 
than the MHQ and is within the notification and ramp rates for their offtake point. 

Under the enduring arrangements, DCs will purchase separate flat and flexibility capacity 
products.  The flat product gives the DC the right to flow gas at a constant rates up to 1/24 of 
that capacity holding (i.e. with a flat profile).  The flexible product is measured over the 
period 06.00 to 22.00.  Flexible capacity is required where the cumulative flows in that period 
exceed the amount that would have been delivered in that period had the daily amount been 
taken at a constant rate over the day.  

                                                 

25  ARCA’s signed when a large customer wishes to connect do have some forward financial commitments, but these are 
short-term compared to the proposed enduring regime. 
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5.1.2. Capacity Release Procedure 

Ofgem envisages that Transco NTS will sell capacity for the NTS in auctions operating on a 
number of different timescales.  For capacity sold at 3 years or longer, Transco would in 
principle be able to invest in the network if required to meet all demand.  As a result, the 
auctions would effectively be an “ open season”  tender for capacity.  Transco would use its 
long run marginal cost (LRMC) data to calculate the incremental cost of expanding the 
network, producing a price-volume curve.  Then each DC shipper and DN would request the 
volume of capacity required and the price they were willing to pay for that capacity.  Transco 
would then compare the price-volume data from the DC shippers and DNs with its LRMC of 
investing.  This would be an iterative process through the multiple rounds of the auction.  
Once the price-volume combination offered by users matched the cost of building capacity, 
Transco would be committed to provide the additional capacity, but it could tender for 
buybacks to determine if that would be more cost effective compared to pipeline investment. 

For capacity sold under the 3 year time horizon, Transco would be unable to invest to meet 
additional demand.  As a result, the baselines would provide the volume of capacity sold.  
The DC shippers and DNs would compete for this capacity.  This capacity may be scarce 
(depending on the baselines set and any new demand on the system) and participants would 
pay the price they bid for the capacity they bought.  These auctions, combined with Transco 
tenders to buy back capacity, would allow for allocation of capacity between existing and 
prospective demands based on customer valuations of the product.   

Unlike the customer-led interruption service, Transco buybacks would be determined by 
system need only.  Transco would have discretion over whether, when and how much 
buyback it purchases, so although the value of a customer’s willingness to be interrupted will 
be revealed in the buyback tenders, it would only be realised when interruption was required 
by Transco. 

Transco would also offer day-ahead firm and interruptible capacity and day-ahead/within-day 
firm capacity in pay-as-bid auctions.  In addition, shippers and DNs would be able to trade in 
secondary markets as their needs for flat and flexible capacity change.  Transco would try to 
facilitate trading by publishing “ exchange rates”  for the transfer of capacity between nodes 
and/or zones.  Exchange rates would be based on auction clearing prices and hence would not 
necessarily reflect system operation.  As a result, Transco would have to be able to veto 
physically undeliverable trades. 

5.2. Areas That Still Require Resolution 

There are a number of areas which are undecided under the proposed enduring arrangements, 
which will require resolution.  We assume that these will be addressed through the 
modifications process and/or these elements will be developed prior to the modification being 
raised by Transco. 

5.2.1. Baseline Capacity Release Levels 

If the exit auctions follow the pattern of the entry auctions, Transco and Ofgem will agree the 
baseline levels of flat and flexibility capacity to be released in the auctions.  For the short 
term auctions, i.e. up to 3 years ahead, where Transco cannot build additional capacity, then 
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the baseline will determine if the capacity offered in the auction is scarce or abundant 
compared with physical requirements 

 The baseline may be particularly problematic for flexibility capacity.  The system demands 
for flexibility capacity in aggregate may be lower than the sum of each participant’s demand, 
due to potential non-coincidence of peaks within a year.  As a result, if Transco sets a 
baseline that reflects actual capability, flexibility capacity will be scarce in the short-term as 
every DN and shipper attempt to secure their individual requirements for flexibility.  
Alternatively, as with the entry auctions, Ofgem will probably require Transco to release 
more flexibility than is physically available, in the knowledge that the demands for flexibility 
will probably not occur concurrently.  However, until the baselines are set and shippers and 
DNs can determine the likely scarcity in the auctions for capacity less that 3 years ahead, 
parties face risk and uncertainty over the resulting prices and their eventual access to such 
products. 

5.2.2. Reserve Prices and “ Price-Volume Curves”  

The auctions will cover 180 network exit point for flat capacity and either the same points or 
up to 31 zones for flexible capacity.  As a result, at many of the points there will be only one 
purchaser of capacity.  The resulting medium and short term auction outcome will tend 
towards the reserve price at most points.  As a result, the reserve prices themselves and the 
methodology for setting the reserve prices will be important for shippers to determine their 
costs.  At this stage, this information is not known and provides uncertainty over likely future 
prices for exit capacity. 

It is not at all clear how Transco would develop separate “ price-volume”  curves for flat and 
flexibility capacity, since neither concept relates directly to the construction of pipeline 
capacity (which is more accurately reflected by MHQ).  As a result, there is not only 
uncertainty over the future pricing rule, but the prospect that the pricing rules adopted by 
Transco NTS will never be transparent or objective. 

5.2.3. Bi-directional points 

At bi-directional sites on the network, there are multiple shippers, who nominate their flows 
from and to the NTS network.  These flows are aggregated and that point is operated in 
accordance with the aggregated flow, e.g. long-term exit contracts through the Bacton 
interconnector are netted from any imports.  As the business rules are currently written, each 
shipper will book their required exit levels, but actual flows will be dependent on the 
aggregated position of all the shippers.  At these bi-directional sites, currently shippers do not 
receive any net flow information, which leaves shippers with an unintentional risk of overrun.   

Suppose, for example, there are two shippers at a bidirectional site.  Shipper A is taking gas 
off the system with a flat profile, e.g. 100 units per hour, and has bought sufficient flat 
capacity (2400 units per day) for its requirement.  Suppose shipper B is injecting 50 units per 
day (and has purchased sufficient entry capacity).  The net flows are only 50 units of exit and 
extra exit has been purchased unnecessarily.  However, if shipper B had an operational 
difficulty (or commercial reason) part way through the day and stopped flowing gas 
completely, then the exit profile would suddenly stop being flat, and the net exit flow would 
require shipper A to have some flexibility capacity to meet this deviation from a flat profile.  
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At the moment, there is no system for informing Shipper A that it now must purchase flexible 
capacity (even though the need does not arise from its usage and is due to the failure of 
shipper B).  Shipper A will therefore incur overrun charges unknowingly.   

Even if the required information is made available, in a way that overcomes the resultant 
competition issues, shippers will not be able to plan their capacity requirements with any 
certainty due to the consequential impact of other players’ actions 

5.2.4. Nodal versus Zonal 

In the draft business rules, Transco had not decided whether to implement the flexible 
capacity auction on a zonal or nodal basis.  Transco carried out some analysis of potential 
zones for flow flex suggesting that if it is adopted zonally this could be between 1 and 31 
zones.26  In a system with 31 zones, the zones would reflect the physical characteristics of the 
network ie the zones are bounded by key system points such as compressors, regulators or 
multi-junctions.  Potentially these auctions could give locational signals for flexibility.  
However, Transco’s own analysis indicates that the Herfindahl Hirschman Index (HHI) for 
each of these zones would span the entire range from 1,000 to 10,000,27 which means in at 
least one zone (and probably many more) there would be only one party and no competition.   

Reducing the number of zones increases the potential competition in the auctions but then 
causes physical difficulties with the substitutability of flex product for the transporter.  
Effectively the compressors, regulators and multi-junctions can allow only a finite volume to 
flow across them and, if they are contained within a zone, shippers will legitimately be able 
to trade or use the flexibility capacity, even though the system cannot deliver it, leading to  
need for buy-backs to manage these constraints.  In addition, the fewer the zones, the more 
diluted are the locational signals arising from the auctions, hence the lower the value in 
moving away from the current administered arrangements. 

5.2.5. Contractual arrangements 

It is a curiosity of the proposal that long-term exit capacity will be held by shippers on behalf 
of customers, even though customers currently have no long-term (or indeed, in some  cases, 
any) relationship with shippers.  Ofgem has not set out how this aspect of the contractual 
relationships will work and we have therefore had to base our assessment of the proposal on a 
supposition about future working arrangements, as set out below. 

5.3. What the Regime will Entail for Network Users and Transco 

5.3.1. Shippers’ Relationship with Suppliers and Customers 

Under the proposed arrangements, the shipper would hold the title to gas exit capacity on 
behalf of the customer, as at present.  Under the current (interim) arrangements, title to the 

                                                 
26  Transco presentation “ Exit (flex) capacity”  Richard Hewitt, 20/04/2005 
27  HHI is a method of measuring market concentration.  A perfect monopoly has an HHI of 10,000, lower values indicate 

more competitive markets and 1,000 is likely to be competitive.  However, we have not replicated the Transco analysis 
and believe that they have carried out the HHI analysis on number of competitors rather than market shares within each 
zone.  This may demonstrate higher HHI levels as some players will require more flexibility than others. 
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exit capacity transfers when a customer transfers supplier and only involves a one year 
commitment.  As each shipper pays the same amount for capacity at each particular exit point, 
competition allows them to pass through the cost of capacity to the customer, so shippers 
were neutral to the cost of gas exit arrangements.   

Under the proposed arrangements for exit capacity, the shipper would be able to bid for 
capacity up to 8 years in advance and if it won capacity, it would have a contractual 
obligation to pay for that capacity, “ on behalf of the customer” .  In order to offset the risks 
associated with this long-term financial commitment, shippers would have to adjust their 
contractual relationships with their (or rather the supplier’s) customers (and also with the 
supplier assuming that they are not the same business entity).   

First, the shipper would have to secure sufficient credit terms from the customer to offset the 
credit exposure implied by the long-term auctions.  Second, it would have to establish in 
advance a contractual mechanism for passing on the exit capacity to other shippers, if and 
when the customer changed its supplier, or the supplier changed its shipper(s).  The need to 
agree the basis for this transfer in advance arises because the shipper would have no 
bargaining power at the time of the transfer and would otherwise be open to “ opportunistic”  
behaviour by the supplier and the customer, as explained below. 

The use-it-or-lose-it rules prevent the customer from being stranded without exit capacity, as 
the customer (or its supplier or a new shipper) can always buy day-ahead firm or interruptible 
capacity.  Customers might perceive this approach as overly risky, but it may not even be 
necessary.  The proposed rules on overrun charges mean that customers and new 
suppliers/shippers will have no incentive to buy exit capacity from the original shipper, 
leaving that shipper stranded because they cannot transfer the title to the exit capacity when 
the customer changes shipper.  The problem lies in the overrun rules, as proposed in the draft 
business rules, which mean that shippers will only pay for overruns (and therefore only have 
an incentive to book capacity) if the volume flowing off the system at a node exceeds the 
total amount of capacity booked at that node.  Hence, if shipper 1 books capacity and then 
loses the customer, shipper 2 can get access to that capacity under the use-it-or-lose-it rules, 
and need not pay for it under the overrun rules (provided the customers flows stay within the 
original capacity). This combination of rules therefore destroys the incentive for shippers to 
pay for capacity in the first place, unless they can find a contractual method of passing the 
costs of booking long-term capacity over to customers, and of overcoming the associated 
credit risks. 

If the customer and shipper are unable to put into place the necessary contractual and credit 
arrangements, then the shipper will not be able or willing to participate in the long-term 
auctions (ie more than 12 months) on behalf of the customer.   

Putting in place the necessary credit and contractual requirements between the shipper (and 
supplier) and consumer will raise costs to shippers, and hence either raise costs to consumers 
or create an additional barrier to entry to the shipping market.  In addition, these costs may 
even discourage large customers from consuming gas, by reducing the efficiency of the retail 
sector arrangements, compared with arrangements in other fuel markets. 

The additional complexity in the contractual arrangements for allocating capacity from one 
shipper to another will act as a barrier to switching supplier.  In turn, that reduces the 
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efficiency of the gas retail market, hindering competition in gas supply. These proposals 
therefore seem to be intended to reduce costs to consumers and encourage competition 
among shippers by preventing one shipper from excluding others.  In fact, these proposals 
will have the opposite effect, of raising costs and harming competition. 

The problem lies in the attempt to impose obligations on shippers (long-term financial 
commitments) without given them the corresponding rights (ownership of the capacity or the 
right to recover costs from the recipient of the gas).  Creation of an efficient system requires 
closer consideration of property rights, credit risk and transactions costs. 

5.3.2. Exchange Rates for Capacity Transfer 

Transco has suggested that it will publish exchange rates between different nodes (for flat) 
and zones (for flex).  The exchange rates will be determined as 1:1 within zones or nodes and 
will be set on an undetermined basis between nodes and zones using “ an established 
methodology (which will be detailed in the IExCR)” .28  However, since these rules have yet 
to be set out, there is no “ established methodology”  for setting these exchange rates. 

For flexibility exchange rates, the draft business rules indicate that exchange rates will be 
based on the achieved auction prices.29  The resulting exchange rates will be static for the 
entire year and in many cases may well be based on reserve prices (particularly for nodes or 
zones with only one participant).  As a result, these exchange rates will be a poor congestion 
management tool for Transco.  Transco has therefore had to include in the rules the right for 
it to reject trades between zones and nodes that cannot be physically accommodated, because 
the pricing rules do not provide data to participants on actual congestion.   

In order for shippers to trade between the zones and nodes, they will have to analyse the 
following data: (1) the exchange rates for transfer; (2) flow data (assuming it is available) to 
understand if the trade is likely to be rejected; (3) an assessment of the behaviour of other 
shippers to establish if that behaviour is likely to mean its trade is rejected.  The trades can be 
rejected by Transco if (1) Transco is undertaking constraint management actions in that 
zone/node; and (2) if the aggregate capacity held will exceed the baseline.  As the rules are 
only at the draft stage, we cannot be sure that sufficient information will be available to 
shippers on aggregate volumes of capacity.  If this data is not readily available from Transco 
then trading will be hindered through uncertainty over whether trading volumes will be 
constrained by the aggregate capacity rule. 

Even if sufficient information is available, it increases the tasks and costs for the shippers and 
hence acts as a barrier to entry in the shipping market.  These additional costs will be passed 
through to consumers. 

                                                 
28  “ NTS Exit Regime Business Rules”  Section 5, point 5 and 6, NGT, 26/04/2005 
29  “ NTS Exit Regime Business Rules”  Section 11, point 5 and 6, NGT, 26/04/2005 
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5.3.3. Investment signals from auctions for Transco 

One of the major claims for Ofgem’s proposed reform is the improvement in investment 
signals arising from the exit auctions, compared to a planned network.  Transco is expected to 
interpret the auction outcomes  as signals that guide investment in the network.   

The longer term capacity release, which is effectively designed to be a multi-round tender, 
asks participants to express their requirements for capacity and the price at which they are 
willing to pay for it.  Transco compares the long-run cost of incremental investment (ie the 
supply curve) against the demand information from participants (ie the price for which they 
are willing to pay for capacity, the demand curve).  After a number of rounds, where 
participants are able to change their bids, the supply and demand curves will intersect and 
participants pay the clearing price.  In the early rounds, participants have little incentive to 
offer prices over the reserve price.  If it then becomes clear that they will not secure the 
required level of capacity at that price, participants will be able to raise their bids to meet the 
incremental cost of investment.  This appears to generate prices equal to a long run marginal 
cost of investment, which is similar to the outcome of the current arrangements.  Moreover, 
given the contractual relationship concerns between the shipper and consumer described 
above, until they are resolved, it may be difficult for shippers to participate in the long-term 
auctions on behalf of their customers, further undermining the investment signals. 

In later rounds of constrained capacity (and through Transco’s choices between construction 
and buy-back), capacity prices will vary unpredictably.30  If the exit auctions are designed in 
line with the entry auctions, then under- and over-recovery of revenue will be corrected by 
adjusting other Transco NTS tariffs, either the commodity charge or some unpredictable 
surcharge (or rebate) on capacity prices.  This leads to unpredictability for all parties, 
including those who did not participate in the constrained auctions, as well as the 
redistribution of surcharges or rebates amongst customers. 

If Transco implements the flexibility capacity on a zonal basis, as we discussed above, there 
is a trade off between locational signals from a large number of zones and the level of 
competition in the zone.  If Transco adopts a low number of zones, it may appear that there is 
more competition for capacity, but the resulting prices will provide less information about 
real congestion.  On the other hand, with a large number of zones, competition in each 
auction will be limited and reserve prices will be a more likely outcome.   

In addition, the recent experience of Milford Haven entry point serves as a useful reminder 
that the requirement for investment capacity at new connection points is not readily signalled 
by auctions of capacity at existing points.  This problem is more serious for exit points than 
for entry points.  Economies of scale dictate that any entry point may (eventually) serve 
several uses, so that several parties have an interest in auctions for capacity at new (i.e. 
currently non-existent) entry points.  Exit points are, however, by their very nature limited to 
one or possibly two users.  As a result, it will rarely be possible to conduct an auction for new 
(non-existent) exit points, where investment signals would be most useful. 

                                                 
30  Respondents to the questionnaire feared the high uncertain prices which occurred in the early entry capacity auctions. 
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In any case, the signals arising from these auctions cannot in practice affect the way that 
Transco invests.  Transco will retain the 1-in-20 peak day investment obligation in its licence.  
As a result, although it may take the capacity auction signals into account, it still cannot rely 
wholly on these signals, without risking breaching its licence.  This undermines the benefit of 
the investment signals as Transco will continue to plan capacity on the network. 

5.4. Conclusions 

The proposed arrangements, as they stand, have a number of unresolved issues which either 
hinder involvement in the auctions or add additional risks to shippers and consumers.  The 
rules introduce additional complexity which undermines the efficiency of the shipper market, 
raising costs and acting as a barrier to entry. 

The investment signals derived from the auctions are unlikely to provide meaningful signals 
for Transco’s investment.  Most of the signals will be determined by Transco’s own 
procedures for setting prices or exchange rates; auctions are unlikely to provide signals for 
new exit points; and in any case these signals will be over-ridden by the remaining licence 
obligation on Transco to provide for a 1-in-20 peak day.  Hence, many of the perceived 
benefits of the proposal will not materialise in practice. 

Moreover, as discussed in the next section, what we do know about the proposal suggests it 
will have a number of unintended consequences that further undermine claims that it will 
benefit consumers, encourage efficiency or promote competition.  
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6. Possible Unintended Consequences 

As we have examined in previous sections, the proposed enduring exit regime represents a 
major commercial development, involving new concepts such as flexibility capacity and 
considerable complexity in the design of the rules and the implied form of transactions. 
Inevitably there is some potential for the new arrangements to generate results that are not 
intended by their proponents. There is obviously a degree of speculation involved in such an 
assessment – if it were clear-cut that adverse outcomes would obtain then the proposals 
would presumably be amended accordingly or dropped altogether. However, we offer the 
following as examples of unwelcome outcomes that might occur and which, to us, appear 
sufficiently likely to merit serious consideration. 

6.1. Competition in Gas Supply 

The general additional complexity of rules design, and in particular the difficulties 
confronting network users at multi-shipper exit points and bi-directional flow points such as 
interconnectors, create a potential barrier to entry for shippers. This barrier may arise in 
several ways: 

§ General complexity of rules design and transactions will increase shipper costs and risk, 
as assessed further in section 9; 

§ In addition to the current ambiguities in important rules, there is also enduring uncertainty 
due to the scope for Transco to exercise discretion, for example, over construction of 
LRMC and reserve prices, designation of nodes/zones, publication of exchange rates and 
other interventions in capacity transfers between nodes/zones, and over the choice 
between construction of capacity and buy-back of capacity rights.  

§ This uncertainty may be compounded by the need for further Ofgem intervention in terms 
of changes to the network code, the setting of reserve prices and incentive scheme rules, 
as has been observed in the continuing development of the entry regime; 

§ The identification of flexibility capacity needs is particularly difficult for bi-directional 
points, and presents the possibility of significant over-run charges for reasons beyond the 
control of an individual shipper; 

§ Shippers at multiple offtake points may be unable to secure long term capacity 
commitments due to agency problems such as contracting and credit risk issues with the 
consumer and other shippers; 

Consumers may thus be faced with less scope for competitive and flexible supply, as 
switching of suppliers and/or multiple sourcing of supplies becomes more difficult and costly. 

6.2. Security of supply  

We can see no compelling evidence to suggest the likelihood of any overall improvement in 
security of supply, and on the contrary there might even be some disadvantage.  

Ofgem and Transco do not appear to have developed detailed proposals with a thorough 
consideration of the problems they might create for bi-directional points such as storage and 
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interconnector pipelines.  These assets are particularly vital to the future security of supply of 
gas in Great Britain, and we would expect their commercial operations to be facilitated by 
any new contractual regime rather than complicated.  However, as discussed above, we can 
foresee a number of problems with the proposals that might discourage investment in these 
kinds of facilities and hence harm the security of supply in future. 

Ofgem has expressed the view that the efficiency of investment decisions will be improved 
by the longer term capacity allocation process. However, if the new exit capacity booking 
arrangements are really intended to drive the network investment decisions, then there is a 
clear imperative that such capacity booking is a reliable indicator of future customer 
requirements.  

Ofgem might contend that such requirements are best measured by the willingness to enter 
into binding contract commitments for transportation of an appropriate duration. This may 
not be an unreasonable position in principle, when applied to financial commitments for the 
whole cost of an investment (as in the US-style contractual framework for point-to-point or 
zone-to-zone pipeline capacity).  However, Ofgem’s proposal is only a half-hearted 
application of this principle, since it relates only to short- to medium-term financial 
commitments, each of which is much shorter than the life of the associated investments, and 
to exit capacity, which is not closely related to any particular pipeline or investment project.  
This gap between an entry-exit tariff regime and the underlying cost structure is well known 
and cannot be bridged without full adoption of a “ contractualised”  regime where long-term 
contracts give effective property rights over the real physical capacity between two points.  
Ofgem’s proposals stop well short of such a regime and so add complexity without providing 
the necessary transparency between prices and costs.     

We also need to consider the position of the shippers who are being invited to enter into these 
longer (but not long) term arrangements. As we have examined in section 5, there is 
considerable concern that some of them may not be able to provide even these commitments.  
The ability to formalise the requirement for longer term exit capacity may be attractive to 
some new offtakes and those existing users wishing to increase their capacity requirements.  
However, there must be considerable doubt over the wisdom of making investment decisions 
exclusively on the basis of the new exit capacity allocation processes, given the disincentives 
to wide scale participation discussed in section 5. 

In any case, we do not believe that Transco NTS as the transporter would be allowed to adopt 
such an approach given its current licence obligations to invest, such as the 1-in-20 peak day 
planning criteria, which we understand will be maintained.31  The reliance on central 
planning follows from the reluctance to adopt a regime of fully unbundled contract carriage, 
which is a necessary pre-condition to permit efficient decentralisation of investment decisions.  
In addition, the decision to retain planning requirements presumably reflects in part the 
experience of the release process for long-term entry capacity, which to date has provided 
little or no useful investment signal, and certainly nothing that could replace the existing 
investment planning criteria.  Given the agency difficulties, and the limited scope for 

                                                 

31 With an amendment to clarify that the requirement for flexibility should be included within Transco’s 1-in-20 
assessment. 
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meaningful competition, we conclude that the exit regime is even less suited to the provision 
of investment signals, via auctions and tender processes, than the entry regime. 

On the sensible assumption that the traditional planning criteria are retained, and given the 
experience of entry capacity, it is not at all clear to us why Ofgem should require Transco 
NTS to put shippers to the trouble and expense of overcoming the difficulties at exit points 
that we have listed in this report, in order to give binding longer-term commitments to the 
transporter.  In these circumstances, it would appear that there may be more scope for 
confusion and opaqueness rather than precision and transparency in the investment planning 
process. 

However, the proposal to enable Transco to tender for buy back of future capacity has 
potential merit, and could be accommodated within a regime that maintained the current 
evergreen firm capacity arrangements. This possibility is discussed further in section 7. 

6.3. Network Efficiency and Pricing  

We are concerned that the proposed enduring regime may result in inefficient pricing 
outcomes for the following reasons: 

• The requirement to calculate separate reserve prices for flat and flexibility capacity 
products; 

• The proposed withdrawal of the current “ on demand”  interruption service 
 

6.3.1. Separate capacity products  

There is a wealth of international experience and precedent for the derivation of transparent 
cost reflective tariffs for pipeline capacity, which is based on the cost of providing an 
integrated capacity product.  As mentioned above, the concept of exit capacity is not directly 
related to any particular pipeline, but Transco NTS has over the years developed a method of 
assigning routes to exit points in a way which allows the cost of point-to-point capacity to 
determine prices for exit capacity. 

However, Ofgem’s proposal requires the replacement of the internationally familiar capacity 
product by two new and untried products, flat capacity and flexibility capacity. Although 
Ofgem intends these products to be priced via auctions in the short/medium term, they will 
still require the assessment of reserve prices. As discussed in section 5, in many cases the 
auctions can be expected to clear at these reserve prices. For the longer term capacity release 
process, prices emerging from the auctions will depend crucially on Transco NTS’s estimate 
of the costs corresponding to different levels of incremental investment. 

In both cases there is thus a requirement to produce cost reflective prices for separate 
products. As discussed in section 4, it is not at all clear how Transco will derive such prices 
objectively and we are concerned at a loss of transparency of pricing and hence the loss of 
efficiency in decisions by customers and shippers. 
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6.3.2. Interruption   

Ofgem has long been concerned that some interruptible customers obtain unwarranted benefit 
from the existing “ on demand”  interruptible transportation service.  Ofgem has argued that 
these customers do not necessarily provide any benefit to the transportation service, and may 
be enjoying a virtually firm service without paying capacity charges.  In section 4, we 
explained how interruptible customers do not impose the costs of building capacity on the 
network and therefore do not receive any cross-subsidy from firm customers.  If they 
“ benefit”  from avoiding the costs of capacity, because they are able to reduce their demand 
for gas (and capacity) at peak times – unlike firm customers - that is their good fortune, rather 
than an unwarranted benefit.  Nevertheless, Ofgem wishes to impose “ universal firm service”  
as a solution in which both firm and interruptible customers are invited to book a firm service, 
and the transporter may buy back capacity from those willing to be interrupted only as and 
where required.32   

Ofgem hopes that the price of buy back would reflect the true market value of capacity, 
thereby improving overall efficiency.  However, the outcome may not be what Ofgem intend. 
It would appear that broadly there are four possibilities, none of which is inherently more 
efficient or more desirable than the current situation, as explained below. 

1. Interruptible customers may “ play ball” and book firm (flat and flexibility) capacity 
and await the opportunity to sell capacity back to Transco. 

Under the first option, we can consider an interruptible customer of long standing, for whom 
there has been never been any provision in network investment.  Under Ofgem’s scheme, the 
customer would now have to buy firm capacity (and to pay the cost of building capacity), and 
then hope to be able to sell capacity back to Transco NTS at peak times (at a price that 
recoups the cost of capacity).  Whilst this outcome would be equivalent to the current 
arrangement (albeit more costly to arrange), the customer may not in fact be able to achieve it.  
For example: 

§ Transco might judge that the customer will be interrupted by its supplier at peak times, 
thereby avoiding the need to buy back its capacity; 

§ Transco might not need to interrupt the customer because recent local investment 
designed to respond to anticipated growth in firm demand has created some “ spare”  firm 
capacity for several years to come;33 

§ The nature of the customer’s diurnal offtake pattern may be neutral (or positively 
beneficial) to the system; 

                                                 
32  This form of service may be inconsistent with forthcoming EU regulations, but we cannot offer an opinion on such 

legal matters.  Under the draft EC regulation on conditions for access to the natural gas transmission networks, Article 
4.1 says TSOs shall “ provide both firm and interruptible third party access services.”  

33  This is a typical consequence of pipeline economics and the natural “ lumpiness”  of most incremental 
investment.  It allows interruptible customers to continue using capacity during peak periods, but such 
outcomes are efficient if there is adequate capacity.  Usually, continued growth in demand gradually 
eliminates the spare capacity and restores the need to interrupt interruptible customers at peak times. 
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§ Given its new incentives, Transco might just take a chance on not needing to interrupt, 
given the improbability of severe network stress, falling back on short term intervention 
only if needed.   

A customer who is willing to place limited demand on the system and to forego service at 
peak time in order to avoid imposing costs of capacity would then be forced to take – and to 
pay for – firm capacity at peak times. Such an outcome would not be efficient and the extra 
cost imposed on the customer might well discourage it from using the gas network at all, 
thereby denying Transco NTS the chance to raise any net revenue from its demand.  

2. The customer might shun firm capacity and opt for the day-ahead interruptible 
allocation via auction.34 

In this second alternative, the customer is presumed to have little confidence that the 
transporter would opt to pay as much to buy back capacity as can be saved at present by 
avoiding capacity charges.  The customer therefore decides to rely on procuring day-ahead 
interruptible capacity in an attempt to reduce costs.  In doing so, the customer (or its agent(s)) 
will face much more complex transactions and greater uncertainty over daily price auctions 
for both flat and flexibility capacity. 

The problem that this outcome highlights is the restriction in contractual freedom implied by 
Ofgem’s insistence on firm service.  It will make it impossible for any customer to secure 
longer term rights to interruptible service (as is possible now and as would be possible in a 
regime of long-term contract carriage).  Given the efficiency benefits of interruptible service 
and the associated pricing, removing this option would harm efficiency and competition. 

3. The customer might (reluctantly) switch to firm transportation status. 

The third alternative reflects the possibility that the customer does not have the appetite (or 
business model) for the uncertainty and increased transactional complexity of the second 
option. It therefore ends up bearing the additional costs of firm capacity products and could 
conceivably resign itself to firm capacity status indefinitely.  Since the customer was 
previously content with interruptible service, this outcome increases costs without any gain in 
efficiency.  In particular, unless Transco can identify the customer as one who will reliably 
sell back firm capacity at peak times, it converts the customer into one who imposes an 
additional longer term need for capacity in the network.  

4. The customer might (even more reluctantly) shun the gas network altogether and 
switch to an alternative fuel full time and/or go out of business.  

The final possibility is that the new arrangements would drive some load away from the gas 
system, particularly when combined with the current high level of wholesale gas prices. For 
example, customers might switch to alternative fuels more often or even permanently. If this 
were to happen, then there would be a loss of transportation commodity charges.  To the 
extent that these commodity charges include any contribution to fixed costs (i.e. over and 

                                                 

34  We are not sure that Ofgem particularly welcomes the day-ahead interruptible auction process, but we 
understand that Transco intends to offer it. 
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above the variable cost of serving the customer), these fixed costs would need to be recovered 
from other users via higher tariffs. 

It might be argued that any or all of the above outcomes are “ acceptable”  if they are the 
consequence of the correct application of sound economic principles. However, interruptible 
customers do not necessarily enjoy excessive benefit at the expense of firm customers from 
the present arrangements. In section 4 we discussed the rationale for an interruptible service 
being excused the capacity charge on the grounds that it does not impose costs on the 
transmission network at times of peak demand.  

Furthermore, despite original fears that the on-demand interruptible service opportunity 
might create a “ flight from firm” , there has been no such development in nearly 10 years of 
operation.  In fact the trend is towards firm service, as evidenced by Table 4.1 in section 4. 
This alone suggests that interruptible status may not be excessively rewarded. It should also 
be noted that firm customers currently enjoy the benefit of an “ evergreen”  option over future 
exit capacity, as a result of their willingness to pay the capacity charge each year. 
Interruptible customers have no such assurance regarding future capacity.  

Whilst few would claim that the current interruptible arrangements are incapable of 
improvement, they have worked reasonably well and would appear to be broadly cost 
reflective. We can see major advantages in allowing them to evolve incrementally in response 
to market concerns and developments rather than face radical change as a result of the 
regulator’s direction. This possibility is discussed further in section 7. 

6.4. Conclusion 

We believe that not only will the proposed enduring regime fail to achieve all of Ofgem’s 
stated objectives, but that there is the real prospect of it producing unintended and 
undesirable outcomes such as: 

• Restriction in competition in gas supply; 
• Confusion in investment planning; 
• Loss of transparency in the pricing of capacity; and 
• Inefficient charging of interruptible customers 

Respondents to the questionnaire have also raised a number of other possible unintended 
consequences that might arise from the new regime, including the prospect of new gaming 
opportunities in terms of capacity booking and possible concerns for gas system balancing. 
These are included in the summary of responses in Appendix C.   
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7. Could Concerns Be Addressed More Simply? 

Even though we remain unconvinced of the scale or materiality of problems perceived by 
Ofgem, we would suggest that their concerns could be met more simply and proportionately 
by some or all of the following approaches. A number of these ideas are drawn from both the 
interim and proposed enduring regime, but our suggested scheme is motivated by a concern 
to minimise compulsory change and complexity, or at least to limit complexity to optional 
arrangements. 

7.1. Single Exit Capacity Product 

Rather than extending the use of new separate capacity products, we would recommend that 
the traditional integrated exit capacity product approach (as currently applicable at NTS 
direct connects) be applied to all NTS exit points, including DNs. This could take effect on 
the same timescale as the proposed enduring arrangements i.e. applying to capacity usage 
from 2008/9. This basic product would entitle all users to flow quantities over a day up to the 
capacity holding, at hourly rates up to a maximum of 1/24th of the booked maximum daily 
capacity quantity (MDQ). There would be no restrictions on variable within-day flow rates 
other than the maximum rate, and the ramp rate and notice period/ rate change limitations set 
out in NExAs and the Offtake Arrangements Document. The single capacity product would 
be priced, as in the past, on the basis of the costs of providing the combined peak day 
capacity and the within-day flow rate variability. 

The product requirements for Direct Connect users would be exactly as under today’s interim 
arrangements (and indeed as per the pre-IDN hive down arrangements). For NTS/DN exit 
points with a constant rate peak day requirement, the DNO would simply book capacity 
reflecting the peak day. For NTS/DN exit points with a requirement for diurnal flexibility, the 
DNO would need to book capacity commensurate with its maximum hourly flow rate. At the 
same time, the DNOs would be incentivised as to quantities and costs of capacity booked as 
is envisaged in the interim arrangements.  

7.2. Buy-Back Products 

Transco NTS could develop a range of buy-back products for which it would tender, for 
example: 

§ Capacity buy back, with commensurate decrease in maximum rate (in effect, traditional 
interruption) 

§ Capacity buy back, leaving maximum rate unchanged 
§ Maximum rate buy back for certain periods of the day 
§ Maximum rate buy back between 22:00 hours and 06:00 hours would enable an 

NTS/DN exit to optimise its capacity and rate holdings to accommodate a typical 
diurnal storage profile 

§ Maximum rate buy back between 06:00 hours and 22:00 hours would enable an 
NTS/DN exit to optimise its capacity and rate holdings to accommodate a typical anti-
diurnal storage profile.  

§ Combinations of the above 
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One would intuitively expect Transco NTS to value most highly the ability to buy back 
06:00-22:00 capacity, but Transco NTS could have the freedom to develop innovative and 
flexible products that will maximise the economic and efficient development and operation of 
the system. Transco NTS would be expected to tailor its products to the needs of the system 
and the capabilities of users, and be incentivised to do so through an appropriate regulatory 
incentive scheme. For example, where a particular pattern of offtake is apparent on a part of 
the system where capacity may be constrained, it would be incentivised to develop a buy-
back product matching the offtake pattern. 

We are conscious that such interventions in the market might harm the development of 
secondary markets in similar products by the holders of exit capacity.  However, we are 
sceptical as to the chances for such a market to develop in exit capacity, where the product is 
specific to such a limited number of users. 

7.3. Long Term and Annual Processes 

We would suggest retaining the current “ evergreen”  firm exit capacity arrangements that 
apply at Direct Connect offtakes. In addition, there could be voluntary longer term exit 
capacity booking processes for those who might require it. This would enable users to fix 
their prices in advance and to signal requirements for capacity enhancement consistent with 
investment lead times. These processes would operate in parallel with annual renewal of (or 
reduction in) existing firm rights, respecting the evergreen firm capacity concept. Buy back 
tenders would also operate both in the longer timescales associated with investment planning, 
and annually. 

These processes would allow those users with relatively predictable requirements, or 
requirements for capacity enhancement (for example the DNs) to signal these requirements in 
advance, through participation in both the longer term capacity acquisition processes and 
longer term buyback tenders. Those users with greater uncertainty are guaranteed to retain 
their existing basic product rights (at a regulated price) but no more. There would be no 
certainty on additional capacity being available; likewise there would be no certainty that 
Transco NTS would tender for short term buy back in respect of any particular load or 
location. Where there were requests for additional capacity that could not be accommodated 
in the short term, Transco NTS could conduct buy back tender processes to achieve the 
optimum capacity allocation in a similar manner to the interim arrangements for incremental 
capacity release. 

7.4. Interruptible Service 

Given the difficulty of creating a market for secondary off-peak exit capacity, Transco NTS 
would continue to offer interruptible services.  It is conceivable that Transco NTS might even 
offer a wider range than at present, e.g. by providing greater choice over the maximum 
degree of interruption to those users who opt for this service. As with the existing 
interruptible arrangements, at annual renewal there would be no guarantee of continued 
service at the previous year’s maximum number of days. The pricing methodology could be 
amended as required to reflect the varying terms of service. 
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In addition, Transco NTS could use the tender processes for buying back long and short term 
capacity to address system constraints.  These processes would offer further opportunity for 
users to participate in interruption arrangements. 
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8. Ofgem’s Rationale for Change 

In this section we review the rationale that led Ofgem to conclude that implementation of the 
proposed enduring arrangements was needed to address the perceived concerns with other 
approaches. We have used as source documents the Ofgem’s Offtake Arrangements RIA,35 
the Interruptions Arrangements RIA36 and the Final Impact Assessment.37 

We follow the structure adopted by Ofgem in its assessments, looking in turn at each of the 
three key areas identified by Ofgem as yielding benefits: 

§ Allocation of NTS Exit capacity (section 8.1) 

§ Diurnal storage and operational flows (section 8.2) 

§ Interruptions arrangements (section 8.3) 

For each area, we summarise the Ofgem evaluation and outcome, and then provide 
commentary on the rationale adopted in reaching these conclusions. 

8.1. Allocation of NTS Exit Capacity 

Ofgem considered four options for allocation of NTS exit capacity (subsequently termed flat 
capacity), differing mainly in terms of the parties requesting NTS exit capacity: 

Option 1: Transco’s initial proposal. This option was proposed by Transco on the basis 
that it most closely reflected the pre-existing arrangements prior to hive down 
of the IDNs. It formalised the internal Transco arrangements at the NTS/ DN 
interface, giving Transco NTS a central role in the determination of NTS exit 
capacity levels at these points, whilst leaving the arrangements at Direct 
Connect exits largely unchanged. 

Option 2: NTS connects booking model. This option gave the central role in the 
arrangements to the DNOs and NTS Direct Connects (or their shippers), with 
Transco NTS being obliged to provide the level of capacity requested. This 
option had two variants for payment flows: under one variant DNOs paid 

                                                 
35  National Grid Transco - Potential sale of gas distribution network businesses, Offtake arrangements, Regulatory Impact 

Assessment, Ofgem, June 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Offtake arrangements, Conclusions 
document on framework, Ofgem, August 2004 

36  National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Regulatory 
impact assessment, Ofgem, June 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Interruptions arrangements, Conclusions 
document on framework, Ofgem, August 2004 

37  National Grid Transco - Potential sale of gas distribution network businesses, Final Impact Assessment, Ofgem, 
November 2004; and  

National Grid Transco - Potential sale of gas distribution network businesses, Final Impact Assessment - Appendices, 
Ofgem, November 2004. 
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Transco NTS for exit capacity at NTS/DN exits, whereas under the other 
variant shippers continued to pay for capacity at these points. 

Option 3: Shipper booking model (with DN “ top-up”). This was a hybrid model in 
which shippers requested exit capacity at NTS/DN exits on behalf of 
customers connected to a DN, with DNOs making additional requests to 
ensure offtake capacity is consistent with the 1-in-20 obligation. 

Option 4: Shipper booking model (without DN “ top-up”). This option gave shippers 
on behalf of customers the responsibility for booking NTS exit capacity at all 
NTS exit points. In addition, the 1-in-20 obligation was removed from the 
DNOs, thus allowing the market to determine the appropriate level of security 

Ofgem made qualitative and quantitative assessments of each of options 2, 3 and 4, against a 
base case of option 1, and concluded that option 2 should be adopted, whilst envisaging a 
move towards option 4 in the longer term. Ofgem’s summary table is reproduced below:  

Table 8.1:  
Ofgem Summary Evaluation Of Options For Allocating NTS Exit Capacity38 

 

Below we look at Ofgem’s evaluation of the proposed option 2 using the Ofgem issue 
headings described in section 2, and for each setting out Ofgem’s stated reasoning behind 
both the qualitative and quantitative aspects of the evaluation. We then provide our own 
commentary on Ofgem’s evaluation. 
                                                 
38  Ofgem’s qualitative rating system assesses each category on a sliding scale from “ much better”  (√ √ √  ) to “ much worse”  

(xxx), with a middle assessment of “ no change”  (-). 
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8.1.1.  (OA1) Undue discrimination between networks  

Ofgem rationale 

Ofgem considered that the proposed option 2 reduces the potential for undue discrimination 
in the offtake arrangements (due to placing of the 1-in-20 obligation on DNOs, and obliging 
the Transco NTS to deliver the level of NTS exit capacity requested). 

Ofgem’s quantitative assessment assumed IDNs invest 2% more capex than RDNs in the 
base case because of discrimination in allocation of NTS exit capacity by Transco NTS  

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: £0.362m (2%) additional capex per annum per IDN in base case 

NPV £10.9m (assumes 3 DNs sold)  

NPV £14.5m (assumes 4 DNs sold) 

Commentary 

Ofgem’s base case was the original Transco proposal, which gave Transco NTS the final say 
in allocating capacity to DNOs. This approach led to concerns over the potential for undue 
discrimination by Transco NTS in allocating capacity. However, Ofgem’s concerns, to the 
extent they relate to short and medium term capacity allocation, have been satisfactorily 
addressed through the newly introduced interim arrangements (which is the base case for this 
report). Specifically, the interim methodology for incremental capacity release puts capacity 
allocation on a level playing field. We therefore consider that the scope for undue 
discrimination by Transco NTS has been significantly reduced through the interim 
arrangements and we would expect this to continue in the longer term.  

We agree with Ofgem that it is difficult to quantify precisely and ex-ante what any additional 
investment in IDNs could amount to (if indeed it were to occur). We note also that in the 
Offtake Arrangements RIA summary table Ofgem assumed the sale of three DNs rather than 
the sale of four that was later confirmed. This would increase the NPV calculated by Ofgem 
by some £3.6 million.  

However, there is a flaw in Ofgem’s analysis.  Ofgem has argued that Transco NTS 
discrimination against IDNs might lead them to invest more, but this estimate of costs and 
benefits overlooks the corresponding argument that Transco NTS discrimination in favour of 
RDNs would lead them to invest less. The cost of discrimination (if it were to occur) would 
then only be the net change in investment, which is likely to be a fraction - maybe only 10%-
20% - of the gross addition to IDN capex.  

Moreover, the introduction of the interim arrangements has greatly reduced the potential and 
incentive for Transco NTS to discriminate between RDNs and IDNs. This change by itself 
will have reduced the potential benefit to, let us say, 0-50% of what was possible when 
Ofgem carried out its RIA. Overall, therefore, the net impact on capex would now be between 
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0% and 10% of the gross addition to IDN capex, implying a benefit of at most £1.45 million 
in NPV terms. 

8.1.2.  (OA3) Economic and efficient network development (and 
operation) 

Ofgem rationale 

In the Offtake Arrangements RIA, Ofgem argued that option 2 exposes the DNOs through an 
incentive mechanism to the costs (benefits) of over- (under-) requesting the NTS exit 
capacity that they require, countering the otherwise “ natural tendency”  to overstate 
requirements. 

In its quantitative analysis Ofgem assumed a reduction of 10% in NTS exit-related capex, 
because DNOs would have regulatory incentive mechanisms deterring “ over-requests”  for 
NTS exit capacity. 

In its Final Impact Assessment Ofgem considered that option 2 would promote more efficient 
allocation of NTS exit capacity across NTS offtakes (compared to the “ no DN sales”  
scenario) delivering more efficient investment signals, particularly in relation to NTS direct 
connects. Ofgem assumed a reduction of 3.5% in NTS exit-related capex per annum as a 
result. 

Ofgem benefit ratings 

Qualitative:  √ √ √  

Quantitative: DN incentive arrangements 

§ £1.24m (10%) reduction in exit related NTS capex per annum  

§ NPV £13.7m  

More efficient investment signals 

§ £0.434m (3.5%) reduction in exit related NTS capex per annum  

§ NPV £4.9m  

Commentary 

We agree with Ofgem that under Transco’s initial proposal (the Ofgem base case for the 
Offtake Arrangements RIA) there could be a natural tendency for DNOs to request NTS exit 
capacity in excess of requirements to meet 1-in-20 demands. Under those arrangements 
DNOs neither paid for NTS exit capacity nor had any other financial incentive to request 
quantities in an economic and efficient manner. The assumed 10% reduction in NTS exit-
related capex appears to us a high value, as we would expect the associated rapid growth in 
DN demand forecasts to draw attention to the problem early so that corrective action could be 
taken. 
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However, the existing interim arrangements include an incentive scheme designed to address 
this point for short and medium term capacity requests, and a similar scheme is proposed for 
long term requests affecting NTS investment plans. We believe that such an approach (or an 
alternative where DNOs are incentivised to minimise NTS exit capacity costs, as with other 
operational costs, through the normal price control mechanism) should form an essential part 
of the regime. Therefore, we think it would be wrong to claim the £13.7 million NPV 
calculated by Ofgem as a benefit of the enduring arrangements, as the current scheme 
(including likely amendments) would need to address this issue in a similar manner. We 
therefore consider that this benefit should be omitted entirely from the assessment. 

We are not persuaded that the proposed arrangements will lead to significantly improved 
investment signals for a number of reasons: 

§ Shipper and customer feedback via questionnaire responses indicates a number of 
difficulties associated with long term financial commitments for exit capacity, relating to 
the shift in risk of stranded NTS capacity from Transco NTS to the shipper and/or 
customer. These include complex new shipper/supplier/customer agreements dealing with 
inter-alia credit and shipper/supplier transfer processes.  We are far from convinced that 
all shipper users will book NTS exit capacities long term, particularly in a way that would 
signal sustained incremental demand for periods between three and six years hence, as is 
required under the incremental capacity release process. 

§ Even commitments of three to six years would not be sufficient to indicate real 
investment needs, without Transco making some assessment of likely demands beyond 
that period.  Only a regime of full contract carriage, involving long-term contracts that 
recover the full cost of specific investments, would offer such signals.  

§ The retention of the 1-in-20 capacity obligation on Transco NTS implies that exit 
investment plans will not be developed solely on the basis of firm commitments to long 
term capacity. As discussed in more detail in section 6, this may further discourage some 
users from participating in the longer term capacity release processes. 

We therefore consider that the improved investment signal could be reduced to, say, between 
0 and 50% of the level calculated by Ofgem when concerns over participation in long term 
processes are taken into account, so that the benefit might at maximum be £2.45 million NPV. 

8.1.3.  (OA4) Security of supply  

Ofgem rationale 

Ofgem did not use this issue to differentiate between options, assuming that all options would 
be consistent with ongoing preservation of security of supply. 

Ofgem benefit ratings 

Qualitative:  Not assessed 

Quantitative: Not assessed 
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Commentary 

We would have expected Ofgem to make an assessment of this issue, especially as one of the 
options (Option 4: Shipper booking model, without DN “ top-up” ) proved controversial in this 
context, with many consultation respondents expressing grave concerns. We believe that 
there is an interaction between the use of long term capacity release processes to determine 
investment requirements and the licence obligation on Transco NTS to provide capacity for 
the 1-in-20 peak day that could have been assessed by Ofgem in its RIA. We covered this 
point in more detail in section 6. 

8.1.4.  (OA5) Effect on competition 

Ofgem rationale 

Ofgem considered the proposed option 2 positively beneficial for competition because there 
was no scope for undue discrimination by Transco NTS. 

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: Not assessed 

Commentary 

Ofgem considered the benefits in competition to relate to a reduction in the scope for undue 
discrimination by Transco NTS. Our comments on undue discrimination are set out in section 
8.1.1 above.  

A number of industrial customers who responded to our survey were concerned that the 
arrangements might adversely affect the level of competition amongst suppliers. One 
respondent was particularly concerned that shippers would attempt to sign longer term sales 
contracts to reflect the longer term capacity arrangements. This would not diminish 
competition in itself, but it would create a barrier to future attempts to switch supplier.  Other 
respondents were concerned about the difficulty of obtaining multiple competing shippers for 
a single location because of the rules on allocating overrun costs. They believed both of these 
issues would undermine competition in gas sales and increase customers’ costs of buying gas. 

8.1.5. (OA6) Accountability and regulatory involvement  

Ofgem looked at this issue from the separate perspectives of regulatory involvement, and 
accountability of the parties. We review each in turn. 

Ofgem rationale (1): regulatory involvement 

Ofgem considered that because responsibility for determining the level of exit capacity 
required was clearly assigned to the DNO, there was less need for a dispute resolution 
process or ongoing (and costly) regulatory intervention. Ofgem assumed in its quantitative 
analysis that there would be a reduction in ongoing regulatory cost compared to the base case 
due to less regulatory involvement (medium saving scenario, 3 Full Time Employees). 
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Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: NPV £2.6m 

Commentary 

Again, we return to the point that Ofgem’s base case was the original Transco proposal, 
involving Transco NTS having the final say in capacity allocated to DNs. This led to 
concerns over the potential for undue discrimination by Transco NTS in allocating capacity 
and disputes arising that would require regulatory intervention. However, these concerns, to 
the extent they relate to short and medium term capacity allocation, have been satisfactorily 
addressed through the newly introduced interim arrangements (the base case for this study). 
Specifically, the interim incremental capacity release methodology addresses the need for 
non-discriminatory capacity allocation. We therefore consider that the scope for undue 
discrimination by Transco NTS has been significantly reduced through the interim 
arrangements and we would expect this situation to persist in the longer term. 

We agree with Ofgem that the correct approach is for DNOs to specify NTS capacity 
requirements (and be subject to an incentive addressing over-requests) and for Transco NTS 
to be contractually bound by the specified quantities (if released). The exit regime in 
whatever form should include such arrangements. Therefore, we do not view the NPV 
calculated by Ofgem as a benefit of the enduring arrangements, as alternatives would need to 
– and the current arrangements already do - address this issue in a similar manner. We 
therefore omit the supposed benefit related to regulatory involvement. 

Ofgem rationale (2): accountability 

Ofgem considered that the costs of implementation were unlikely to be significantly more 
than base case, and that no additional shipper staff would be required. 

Ofgem benefit ratings 

Qualitative:  x  

Quantitative: NPV £0m 

Commentary 

We find it hard to envisage that the “ flat”  capacity aspects of the enduring exit regime could 
be managed without an increase in shipper and customer resource, given that there are 64 
direct connect NTS exit points involved. New elements of the arrangements include: 

§ long term capacity tender processes 

§ medium and short-term capacity processes 

§ trading and transfer processes 
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§ new shipper-customer arrangements 

In addition, Ofgem did not appear to address in the Offtake Arrangements RIA the issue of 
DN and NTS costs.  

Certainly the responses to our questionnaire would suggest that Ofgem has seriously under-
estimated the costs to shippers and customers of implementing the enduring arrangements 
(see Appendix C). 

8.1.6. Summary (Allocation of NTS Exit Capacity) 

This review of topics relating to the allocation of NTS exit capacity indicates Ofgem has 
calculated certain benefits from reform that are no longer available (due to changes that have 
already taken place) and has omitted a number of costs on shippers and customers.   

8.2. Diurnal Storage and Operational Flows (NTS Flexibility) 

Ofgem considered two options for diurnal storage and operational flows: 

Option A: “ centrally planned”  approach, allocations in accordance with rules based on 
Transco’s (then existing) internal procedures  

Option B: “ market based”  approach with diurnal storage and operational flow products 
distinct from NTS exit capacity, and enabling market participants to purchase 
these products on a non-discriminatory basis 

In its summer 2004 Offtake Arrangements RIA consultation documents Ofgem made 
qualitative and quantitative assessments of option B against the base case of option A.  
Ofgem’s initial view was that option B should be adopted, but the Authority concluded that a 
commercial “ hybrid”  approach (Option A*) should be developed. This was described in the 
November 2004 Final Impact Assessment, and has since evolved through business rule 
development into the NTS exit (flexibility) capacity arrangements within the proposed 
enduring regime. It is not clear to us that this differs in any material respect from Option B 
evaluated by Ofgem earlier. 

Ofgem’s summary table from its Offtake Arrangements documents is reproduced below: 
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Table 8.2: Ofgem summary of diurnal storage and operational flow options 

 

Below we look at Ofgem’s evaluation of the proposed option B using the Ofgem issue 
headings described in section 2, and for each setting out Ofgem’s stated reasoning behind 
both the qualitative and quantitative aspects of the evaluation. We then provide our own 
commentary on Ofgem’s evaluation. 

8.2.1.  (OA1) Undue discrimination between networks  

Ofgem rationale 

Ofgem considered that the allocation of NTS flexibility between IDNs and RDNs would be 
more efficient under Option B because allocations would be made on a non-discriminatory 
basis. 

Ofgem assumed IDNs would invest 0.5% more capex than RDNs in the base case because of 
discrimination in allocation of NTS flexibility by NTS. 

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: £0.091m (0.5%) additional capex per annum per IDN in base case 

NPV £2.71m (assumes 3 DNs sold)  

NPV £3.62m (assumes 4 DNs sold) 

Commentary 

We note also that, in the Offtake Arrangements RIA summary table, Ofgem assumed the sale 
of three DNs rather than the sale of four that was later confirmed. This would increase the 
NPV calculated by Ofgem by some £0.91m, as shown above.  
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However, the arguments relating to undue discrimination in the allocation of capacity for 
diurnal storage and operational flows are similar to those discussed for exit capacity. Ofgem’s 
base case was the original Transco proposal, involving Transco NTS having the final say in 
capacity allocated to DNs. This led to concerns over the potential for undue discrimination by 
Transco NTS in allocating capacity. However, these concerns, to the extent they relate to 
short and medium term capacity allocation, have been addressed through the newly 
introduced interim arrangements (the base case for this study). Specifically, the short term 
access to system flexibility allocation methodology addresses this issue, and we would expect 
further similar provisions to be developed as a result of Ofgem’s requirement for a condition 
subsequent relating to release of NTS flexibility to DNs. We therefore consider that the scope 
for undue discrimination between DNs by Transco NTS has been significantly reduced 
through the interim arrangements and we would expect this situation to persist in the longer 
term.  

Regarding the scale of the potential benefit, Ofgem’s analysis here suffers from the same 
flaw as its analysis of potential discrimination between DNs in the allocation of flat capacity. 
Whilst Ofgem has argued that Transco NTS discrimination against IDNs might lead them to 
invest more, the estimate of costs and benefits overlooks the corresponding argument that 
Transco NTS discrimination in favour of RDNs would lead them to invest less. The cost of 
discrimination (if it were to occur) would then only be the net change in investment, which is 
likely to be a fraction - maybe only 10%-20% - of the gross addition to IDN capex. Moreover, 
the introduction of the interim arrangements has greatly reduced the potential and incentive 
for Transco NTS to discriminate between RDNs and IDNs. This change by itself will have 
reduced the potential benefit to, let us say, 0-50% of what was possible when Ofgem carried 
out its RIA. Overall, therefore, the net impact on capex would now be between 0% and 10% 
(=50% of 20%) of the gross addition to IDN capex, implying a benefit of at most £0.362 
million NPV. 

Ofgem did not consider the potential for discrimination in the subjective pricing of the new 
capacity products, as discussed in section 4.  However, in this respect the enduring 
arrangements are no different from the current (interim) arrangements, and so there is no 
potential benefit in switching to the enduring arrangements. 

8.2.2.  (OA3) Economic and efficient network development (and 
operation) 

Ofgem rationale 

Ofgem considered that allocation of NTS flexibility would be more efficient under the 
enduring arrangements, because they would enable both DNOs and Direct Connects to signal 
the value they place on flexibility. By contrast, the base case, involving treatment of 
flexibility as an operator-to-operator product that would not be charged for, would lead to 
sub-optimal and inefficient allocation of flexibility. Pricing of flexibility may reduce the costs 
of Transco’s gas balancing actions, and has potential benefits related to electricity balancing. 

For gas balancing, Ofgem assumed a reduction of 1% in cost of balancing actions on days 
when Transco actions cause a balancing neutrality charge “ cost”  to shippers, arising from the 
efficient (non-discriminatory) allocation of flexibility across all NTS exits, and the more 
rigorous enforcement of gas offtake restrictions.  
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For electricity balancing, Ofgem considered that the efficient (non-discriminatory) allocation 
of flexibility across all NTS exits will result in flexibility being allocated to those direct 
connects who value it most. This more appropriate allocation of scarce flexibility could result 
in more flexibility being offered into the electricity balancing mechanism leading to a 
reduction of 1% in balancing costs related to gas fired generation (reduction in the cost of 
accepted offers (NPV £3.5 million) and increased revenue from accepted bids (NPV £2.2 
million)). 

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: Gas balancing NPV £3.3m 

Electricity balancing NPV £5.7m  

Commentary 

Ofgem believes the benefits in this area arise through the efficient (non-discriminatory) 
allocation of flexibility across all NTS offtakes, compared to the base case Option A where 
flexibility was not charged for and allocated by the Transco NTS only to DNs. These issues 
have been partially addressed through the interim arrangements, as the scope for undue 
discrimination by Transco NTS has been significantly reduced through the short-term access 
to system flexibility allocation methodology. Also the DNOs receive a flexibility (diurnal 
storage) price signal through the incentive mechanism. However, under the interim 
arrangements a disparity remains in the way flexibility (diurnal storage) is made available at 
Direct Connect exit points and at NTS/DN exits respectively. 

We review the gas electricity and balancing benefits separately below. 

Gas balancing  

It is difficult to assess objectively how the flexibility product will affect Transco’s 
balancing actions because product availability and usage will depend on the baseline 
and pricing arrangements, which currently remain under development. We understand 
that Transco currently uses some system flexibility when balancing the system, for 
which it has an incentive to take actions at market prices and to minimise the change 
in NTS linepack over the day. To the extent that this system flexibility is no longer 
available to Transco under the proposed arrangements, the costs of system balancing 
could increase. 

Ofgem has provided no  detailed analysis showing how much of the calculated benefit 
is due to the “ more rigorous enforcement of gas offtake restrictions” , but we presume 
it is significant enough to merit discussion – say 0 to 25% of the benefit calculated by 
Ofgem.  We do not believe that even this portion of the saving could be attributed to 
the flexibility product, as Transco NTS could more cheaply enforce the gas offtake 
restrictions (rate changes and notice periods) without such a product, using existing 
arrangements.  



Gas Exit Reform Ofgem’s Rationale for Change 

  
 

NERA Economic Consulting    

 

57 

The introduction of the interim arrangements, reducing the potential for Transco NTS 
to discriminate in the allocation of flexibility, could further reduce the calculated 
benefit in gas balancing costs to, let us say, 0 to 50% of what was possible when 
Ofgem conducted its RIA.  

Overall therefore (and ignoring concerns over availability of flexibility to Transco for 
system balancing), the benefit could be in the range 0 to 37.5% (=50% of (100% less 
25%)of that calculated by Ofgem, or at most £1.24 million NPV. 

Electricity balancing 

Ofgem considers that the benefits in electricity balancing arise through a more 
appropriate allocation of scarce flexibility. It is our understanding, however, that 
Transco rarely constrains gas fired generating plant in a way that would prevent 
participation in the electricity balancing mechanism, indicating that flexibility cannot 
be regarded as a constraint on electricity market balancing.  Indeed, we doubt whether 
any reduction in electricity balancing costs will arise as a result of the flexibility 
arrangements, for the following reasons: 

§ Operation in the balancing mechanism by gas-fired power stations is constrained 
by two factors; (1) the technical flexibility of the plant; and (2) the NExA 
agreement ramp rates and notice periods/rate change limitations.  (We are not 
aware of any direct evidence to suggest that the NExA acts as a binding constraint, 
given the technical flexibility of the plant.) The flexibility product does not 
remove either the technical constraints of the plant or the constraints imposed by 
the NExA agreements.  We do not, therefore, believe that the performance of the 
CCGTs in the balancing mechanism can be improved as a result of introducing the 
flexibility arrangements.  

§ Even if generators could find a way to use flexibility capacity, we suspect that the 
cost and risk associated with trading in the flexibility product would act as a 
disincentive to more flexible operations. Likewise, the more rigorous enforcement 
of offtake limitations at direct connects highlighted by Ofgem could reduce the 
flexibility offered into the electricity balancing mechanism, increasing the costs of 
electricity balancing. 

On the basis of these considerations, we do not believe it appropriate to attribute any 
benefit to reduced electricity balancing costs arising through introduction of the 
flexibility product. 

8.2.3. (OA4) Security of supply  

Ofgem rationale 

Ofgem did not use this issue to differentiate between options, assuming that all options would 
be consistent with ongoing preservation of security of supply. 
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Ofgem benefit ratings 

Qualitative:  Not assessed 

Quantitative: Not assessed 

Commentary 

We would have expected Ofgem to make an assessment of this issue, especially as diurnal 
storage and operational flows are crucial to the planning and safe and secure day-to-day 
operation of both the NTS and DNs.  However, as noted under section 6 in connection with 
flat capacity, we believe that the licence obligation on Transco NTS to provide capacity for 
the 1-in-20 peak day will override any signals from long term capacity release processes in  
determining investment requirements.  This applies equally to the flexibility product which 
affects both NTS and DN investment plans. 

8.2.4.  (OA5) Effect on competition  

Ofgem rationale 

Ofgem considered Option B to be beneficial for competition because there will be effective 
competition between all users of the network for flexibility rights (and the potential for 
efficient pricing as a result). 

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: Not assessed 

Commentary 

As we have discussed at several points in this report, the potential for competition in any real 
sense would be limited by the narrow range of potential buyers of flexibility capacity at one 
node, or the potential for false trades in “ non-convertible”  flexibility capacity within a wider 
zone.  The creation of “ exchange rates”  will be an artificial and subjective way to create 
“ competition”  where in fact none is possible because the products are not interchangeable in 
any real sense.  It would therefore be wrong to attribute any value to the increase in trading 
activity required by the introduction of flexibility capacity. 

Furthermore, feedback through our questionnaire indicated significant concern amongst NTS 
Direct Connect customers and shippers that the complexity, uncertainty and risk associated 
with the flexibility product, together with the requirement for long term financial 
commitments, could actually reduce competition in gas supply at these points.  We can also 
foresee major difficulties with the management of credit risk that could substantially reduce 
the number of potential shippers willing to supply certain customers.39 

                                                 
39  For instance, many of the smaller generator companies are already finding that the number of their potential trading 

partners has fallen dramatically, due to the difficulty of meeting credit requirements in electricity contract markets.  
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8.2.5. (OA6) Accountability and regulatory involvement  

Ofgem looked at this issue from the separate perspectives of regulatory involvement, and 
accountability of the parties. We review each in turn. 

Ofgem rationale (1): regulatory involvement 

Ofgem considered there was less need for ongoing regulatory intervention under Option B 
because the NTS offtake parties determine the level of flexibility they require (compared to 
base case where Transco NTS has greater discretion on allocation of offtake flexibility).  

Ofgem assumed a reduction in ongoing regulatory cost compared to base case due to less 
regulatory involvement (medium saving scenario, 2 Full Time Employees)  

Ofgem benefit ratings 

Qualitative:  √ √  

Quantitative: NPV £1.7m 

Commentary 

As with our comments on flat exit capacity in section 8.1.5, we return to the point that 
Ofgem’s base case was the original Transco proposal, in which Transco NTS had the final 
say over the allocation of diurnal storage capacity among DNs. This led to concerns that the 
potential for undue discrimination by Transco NTS in allocating diurnal storage capacity 
would lead to disputes that would require regulatory intervention. However, these concerns, 
to the extent they relate to short and medium term capacity allocation, have been 
satisfactorily addressed through the newly introduced interim arrangements (the base case for 
this study). Specifically, the allocation methodology for short term system flexibility 
addresses this issue, and we would expect further similar provisions to be developed as a 
result of Ofgem’s requirement for a condition subsequent relating to release of NTS 
flexibility to DNs. We therefore consider that the scope for undue discrimination by Transco 
NTS has been significantly reduced through the interim arrangements and we would expect 
this situation to persist in the longer term. 

We agree with Ofgem that the most efficient approach is for DNOs to specify NTS diurnal 
storage capacity requirements (and to be subject to an incentive discouraging over-requests) 
and for Transco NTS to be contractually bound by the specified quantities (if released). The 
exit regime in whatever form should include such arrangements. Therefore, we do not view 
the NPV calculated by Ofgem as a benefit of the enduring arrangements, as the current 
(interim) arrangements and any alternatives would address this issue in a similar manner.  

Moreover, although we can see the potential for regulatory disputes over Transco NTS’s 
pricing of flexibility capacity, this problem is common to the current (interim) arrangements 

                                                                                                                                                        

Such problems have often curtailed their trading activities to contracts with a duration of two years or less.  Asking 
them now to provide credit guarantees for up to eight years before they can secure exit capacity will reduce the amount 
of credit available for use when trading electricity and gas, and could simply render their business infeasible. 
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and to the enduring arrangements, so that there is no potential saving from the proposed 
reform. 

We therefore attribute a zero benefit in relation to regulatory involvement. 

Ofgem rationale (2): accountability 

Ofgem acknowledged that a greater level of change to current processes was required for 
allocation of flexibility under Option B.  DNOs and direct connects (shippers, suppliers and 
customers) would expend an amount of additional resource in determining both their desired 
quantity of flexibility and the value they would attach to such a product. However, Ofgem 
also considered that there would be offsetting benefits in that Transco NTS would likely need 
less resource for flexibility planning than under the base case. Ofgem concluded that, as a 
result, it was likely that the additional costs of implementation would be minimal. 

Ofgem benefit ratings 

Qualitative:  x  

Quantitative: NPV £0m 

Commentary 

As with our commentary on the resource required to implement the “ flat”  capacity aspects of 
the proposed enduring exit regime, we do not envisage that the complex “ flexibility”  capacity 
arrangements could be managed without an increase in shipper, customer, DNO and Transco 
NTS resource, given that there are 180 NTS exit points involved. New elements of the 
arrangements include, but are probably not limited to, the following: 

§ long term flexibility capacity tender processes 

§ medium and short term flexibility capacity processes 

§ trading and transfer processes 

§ new shipper-customer arrangements 

§ new arrangements for bi-directional points 

§ new within day measurement procedures 

The responses to our questionnaire strongly suggest that Ofgem has seriously under-
estimated the costs to shippers and customers of implementing the enduring arrangements 
(see Appendix C). 

8.2.6. Summary – NTS Flexibility 

Once again, the situation has changed since Ofgem carried out its impact assessment and 
many of the perceived problems that the enduring arrangements were supposed to solve have 
already been addressed by the interim arrangements.  Further reform, of the wide-ranging 
kind proposed by Ofgem, would bring minimal benefits in these areas.   
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Moreover, in many cases, Ofgem seems to have over-estimated benefits and to have 
underestimated costs, due to a misconception of the implications of the proposal.     

8.3. Interruptions Arrangements 

Ofgem provided qualitative and quantitative assessments of a range of options for 
interruption arrangements in both the NTS and DNs in its Interruption Arrangements RIA 
consultation documents, issued in the summer of 2004. The Authority concluded that: 

§ NTS exit capacity should be allocated on a constrained basis for the medium and short 
term capacity, and an unconstrained approach should be adopted for the long term; 

§ Buy backs of NTS exit capacity should be conducted through open tenders;  
§ At the DN level, the status quo should persist (with reform targeted for April 2006); and 

§ There would be no transition arrangements. 

In addition, the Authority noted that Transco was proposing to make interruptible NTS exit 
capacity available at the day-ahead stage, giving the network operator the right but not the 
obligation to make network capacity available to the holder of these interruptible rights. 

The stated rationale for the Authority’s overall approach was: 

§ It will encourage investment signals and efficient investment in the NTS 

§ It is consistent with the proposed option 2 arrangements for allocation of NTS exit 
capacity, ensuring that capacity will be released on a non-discriminatory basis 

§ It is consistent with the approach used for allocation of entry capacity, and these 
arrangements are currently delivering signals of future demand 

In light of the decision not to address DN interruption as part of the DN sale process, Ofgem 
made a further assessment of the proposed interruption arrangements in its Final Impact 
Assessment (FIA) consultation document. As with the other assessments, Ofgem reviewed 
the proposed arrangements under key issue headings. Below we look at Ofgem’s FIA 
evaluation of the proposed NTS interruption arrangements using the Ofgem issue headings 
(as previously described in section 2), setting out for each Ofgem’s stated reasoning behind 
both the quantitative and qualitative aspects of the evaluation. We then provide our own 
commentary on Ofgem’s evaluation. 

8.3.1. Quantification of potential benefits 

Ofgem rationale 

Under the Ofgem issue (IA1) Promotion of economy and efficiency sub-section (c) 
efficiency of investment signals, Ofgem identified long-run inefficiencies that would be 
eliminated by the new arrangements, through encouraging the development of investment 
signals on the NTS, backed by financial commitments from the users of the NTS. Ofgem 
expected these signals to reduce the risk of stranded NTS assets and promote efficient NTS 
investment, by allowing Transco NTS to make efficient trade-offs between network 
investment, interruptions and the use of local storage such as LNG.  
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Ofgem considered that the inefficiency would manifest itself in NTS exit-related capex 
(assumed to be £12 million per annum in total). Sharper investment signals and more flexible 
contracting arrangements for interruptible services are assumed to deliver benefits of at least 
3% of annual capex (£0.36 million per annum, £3.6 million NPV). 

Commentary 

Ofgem continues to promote radical changes to the NTS interruptible arrangements even 
though its own analysis revealed a very low level of quantitative benefit (£0.36 million per 
annum, £3.6 million NPV). We discuss below why we consider that even this level of benefit 
could be reduced when factors not considered by Ofgem are taken into account. 

We note that Ofgem has identified three separate benefits associated with NTS capex 
reductions totalling 16.5% in aggregate: 

§ 10% NTS exit capacity capex per annum associated with the DN incentive schemes (see 
section 8.1.2) 

§ 3.5% NTS exit capacity capex per annum associated with improved investment signals, 
particularly in relation to Direct Connects (see section 8.1.2) 

§ 3% NTS exit capacity capex per annum associated with sharper investment signals and 
more flexible interruption arrangements (this section) 

There may be a degree of double counting of benefits, particularly as improved investment 
signals appears as a driver in two cases.  

However, regardless of the scope for double counting, we are not persuaded that the proposed 
arrangements will lead to significantly improved investment signals because participation 
(particularly by shipper users) in long term capacity booking processes may be limited due to 
the contractual complexities amongst customers, suppliers and shippers. The uncertain 
interaction between long-term auction outcomes and the regulatory obligation on Transco 
NTS to provide capacity may deter some users from participation in the long term booking 
processes, and the obligation would in any case override other investment signals in many 
cases. These arguments are set out in more detail in section 6. 

The introduction of capacity buy-back provisions within the interim arrangements represents 
an additional degree of flexibility in interruption arrangements. We would agree with Ofgem 
that buy back arrangements should form part of any longer term capacity booking regime. 
We also believe that further flexibility could be introduced through relatively modest 
amendments to the current NTS interruptible capacity regime, without the need for wholesale 
withdrawal of the existing service (see section 7). 

Taking the above factors into account, we consider that it would be safer to reduce the 
benefits arising in this area to between 0 and 50% of the levels calculated by Ofgem, or at 
most £1.8 million NPV. 
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8.3.2. Non-quantified benefits 

Ofgem’s documents mention a number of supposed benefits of the new system, without 
putting a figure on their value. Although they remain unquantified, they lead to the 
impression that the proposals are even more beneficial than Ofgem has indicated.  Below, we 
review these non-quantified benefits. 

(IA1) Promotion of economy and efficiency 

(a) No undue discrimination between shippers/customers 

Ofgem considered that the proposed arrangements reduce the potential for undue 
discrimination by eliminating the potential for the differential treatment of existing customers 
and new customers seeking to gain access to the network under current arrangements 

Commentary 

For the reasons set out in section 4 we do not accept that the potential for differential 
treatment under the existing interruptible arrangements necessarily constitutes undue 
discrimination. Furthermore, it is inconsistent with most definitions of discrimination – 
including Ofgem’s – to insist on identical treatment of new and existing customers, since they 
are so clearly in different situations.  Indeed, taken to extremes, the insistence on giving new 
customers precisely the same access as existing customers would completely undermine the 
concept of long-term contracts, since any existing customer holding such a contract is 
implicitly denying new customers access to the capacity concerned.  However, the basis of all 
efficient markets is the concept of secure and well-defined property rights – and one person’s 
ownership of any property right implicitly denies access to other persons.  Thus, 
discrimination between “ existing”  owners of property rights and new entrants is intrinsic to 
the concept of an efficient market.  Moreover, the ability of investors to secure long-term 
access to capacity on predictable terms (i.e. stable cost-reflective tariffs) is essential to 
encourage efficient investment by system users and gas consumers.  The creation of long-
term rights of access cannot therefore form the basis of a simple accusation of discrimination.   

In the current context, the rights of existing customers of Transco NTS are complex, taking 
the form of an evergreen right of access to capacity at the current tariff.  However, the same 
need for assured access applies in this case.  In any event any difference in the treatment of 
existing and new customers has been addressed, at least in part, through the interim 
incremental exit capacity release methodology. Efficient markets rely on the ability of those 
holding property rights to sell them to others who value them more highly.  Such transfers of 
exit capacity may be possible in theory, and would allow new entrants to take over capacity 
held by others, but they are difficult to arrange in practice.  In the absence of an active 
secondary market in exit capacity, Transco NTS has set out how it would set up a market for 
exit capacity, arranged through buy-back tenders.  Transco NTS could then deal with 
incremental capacity applications (from, for example, new customers seeking to gain access 
to the network) by buying exit capacity from existing firm customers who wished to sell.  
This process would allow capacity to be reallocated to those who valued it most highly, and 
has the merit of not imposing complexity on all parties.  
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We would have expected Ofgem to quantify the scale of this issue, in terms of the number of 
recent instances where Transco NTS refused to provide exit capacity requested within 
investment lead-times by either existing customers or new customers of the NTS.  However, 
in the absence of any such cases, Ofgem’s accusations of discrimination are not only doubtful 
in theory, but also lacking any supporting evidence. 

(b) Freedom to contract on market based terms 

Ofgem believes the new arrangements offer increased freedom to contract, both for the 
network operator to address transportation constraints and for shippers of firm load to signal a 
willingness to become interruptible. 

Commentary 

We agree with Ofgem that Transco NTS tenders to buy back firm exit capacity with a range 
of terms and conditions constitutes an expansion of the opportunities available to firm 
customers. We note that such tenders form part of the interim arrangements, and that their use 
could readily be extended into longer timescales. 

However, the responses to our questionnaire show that industry participants view the 
proposed withdrawal of the existing NTS interruptible service as a restriction of choice and 
freedom to contract. Under the proposed arrangements, the freedom to contract on an 
interruptible basis is limited to day ahead, and firm contracts would involve forward financial 
commitments.  We discussed in section 4 how interruptible capacity is merely the use of 
spare pipeline capacity when firm users do not need it, and how exit capacity is a bundle of 
different pipeline capacities, where a bundle is specific to each exit point.  This system limits 
the potential for users to arrange to buy and sell spare capacity within the network, since 
there is insufficient information to allow them to identify which capacity they are using, and 
whether it is currently spare.  Only Transco has the relevant knowledge required to perform 
this function and it is therefore efficient for Transco to offer the service. 

We believe that firm capacity buy back arrangements have the potential to yield benefits for 
both Transco NTS and firm users and could co-exist with existing interruptible arrangements, 
as indeed is the case with the interim regime.  However, Transco’s incentive to buy-back 
capacity is not the same as users’ incentive to sell capacity that they do not need, so the buy-
back arrangements to not provide a complete substitute for interruptible service. 

(c) Efficiency of investment signals  

See section 8.3.1above. 

(d) Efficient system operating decisions 

Ofgem considered that the proposed arrangements offer a potential benefit by eliminating 
short-run inefficiency and reducing the total economic cost of interruption, as customers that 
are more willing to be interrupted than others would be able to signal that willingness through 
the terms of the interruptible contract struck with Transco. Ofgem acknowledges that the 
benefits for the NTS alone would not be of the same scale as for DNs and Ofgem provided no 
quantitative analysis based on the NTS alone. 
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Commentary 

We believe that this point could be better addressed through a combination of buy back 
tenders for firm capacity, and modest amendments to the existing interruptible contracting 
regime, involving a greater degree of flexibility of terms. 

(e) Implementation and administrative costs 

Ofgem considered that the proposed tender process for interruptions would impose additional 
costs for IT systems. Specifically, shippers and DNOs were likely to need new systems in 
order to participate in the proposed tender process for interruption. Tender processes could 
require shippers to form a view on the value of interruptions, which may also lead to 
additional cost.   

Commentary 

The responses to our questionnaire suggest that Ofgem has seriously under-estimated the 
costs to shippers and customers of implementing the enduring arrangements (see section 9). 

(IA2) Security of supply 

Ofgem considered that there would be benefits to security of supply, both long-term through 
generating more accurate investment signals and short-term by facilitating liquid and 
transparent markets for network interruption and short term capacity such that the NTS can 
efficiently manage constraints. 

Commentary 

Our comments on investment signals are set out in section 5.3.3. 

We agree with Ofgem that Transco NTS requires a range of tools to manage short term 
security of supply, and that various forms of capacity buy back, such as those already 
introduced with the interim arrangements, are helpful in this respect.  We also believe that the 
existing NTS interruption arrangements, modified to provide greater flexibility, would 
constitute a further useful capacity management tool. 

(IA3) Impact on customers 

Ofgem considered that the proposed arrangements increased customer choice by allowing 
NTS customers more choice on their terms of interruption. 

Commentary 

We noted earlier that the exit capacity buy back tender processes would increase 
opportunities for firm load, and that these already form part of the interim arrangements.  

However, we also noted that the restriction of interruptible service to an uncertain day ahead 
product, and the requirement for forward booking for firm service would represent a 
significant reduction in customer choice compared to the existing arrangements.  As 
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discussed above, Transco NTS’s ability to buy back capacity is not equivalent to the current 
ability of interruptible customers to use only spare capacity. 

(IA4) Impact on competition 

Ofgem considered that the proposed arrangements had beneficial effects on competition 
including competition in interruptions (by encouraging more participants to offer interruptible 
services as a result of the greater flexibility of terms allowed), and competition in wholesale 
electricity (by making the price of interruptions more reflective of the actual quantity of 
interruptions, and the value attributed to them). 

Commentary 

Capacity buy back already forms part of the interim arrangements, and  this is likely to yield 
the beneficial effects identified by Ofgem, such that further reform offers little by way of 
additional benefit. As noted previously, we believe that modest amendments to the existing 
NTS interruptible arrangements would yield further benefits in competition. 

8.3.3. Summary: Non-quantified benefits 

Although Ofgem has indicated that the proposals offer a number of non-quantified benefits, 
in addition to those that Ofgem has quantified, we have identified two problems with this part 
of the assessment.  First, many of the benefits should now be described as non-existent, rather 
than non-quantified, in part because they are already available under the new baseline, the 
current interim arrangements.  Further reforms would not therefore achieve any further  
benefits. Second, where Ofgem has identified a potential non-quantified benefit, it has failed 
to give proper weight to the non-quantified – but apparently substantial –costs associated 
with the effect that Ofgem is describing.  In this regard, implementation costs are particularly 
significant. 

8.4. Summary 

We have reviewed the detail of Ofgem’s impact assessments relating to the offtake and 
interruption arrangements, using the structure and key issues identified by Ofgem. Below we 
summarise our findings. 

8.4.1. Base case impacts 

A key factor emerging from our assessment relates to the base case(s) from which the 
benefits of the proposed regime are measured. In Ofgem’s assessments, the base cases were: 

§ the initial Transco proposal for Offtake Arrangements 

§ the (then) status quo (i.e. pre-IDN hive down arrangements) for Interruptions 
Arrangements 

§ the “ no DN sales”  scenario for the Final Impact Assessment (effectively the pre-IDN hive 
down arrangements) 
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Use of these base cases by Ofgem may have been appropriate when the assessments were 
conducted several months ago. However, conditions have changed since that time.  The 
baseline against which any reform proposals must be judged, i.e. the current status quo, is 
now the interim arrangements that came into force on 1 May 2005.  Thus, for our current 
exercise, it is also necessary to assess the costs and benefits of the enduring regime against a 
base case of the interim arrangements, as this is the change the industry is now being asked to 
undertake. 

This has important ramifications because many of the issues and concerns highlighted by 
Ofgem have been addressed in whole or in part through the interim arrangements, and the 
benefits realised. As the interim arrangements do not address capacity allocation from 2008/9 
onwards, we have assumed for the purposes of our base case that certain basic elements of 
the interim arrangements would simply be extended to the longer-term capacity arrangements. 

Undue discrimination and regulatory involvement 

Concerns over undue discrimination are addressed by the introduction of contractual 
relationships under the interim arrangements. These provide for NTS users, be they shippers 
or DNOs, to specify NTS exit requirements and for Transco NTS to operate non-
discriminatory transparent processes in allocating capacity (specifically the interim 
incremental exit capacity release methodology and the short term access to system flexibility 
allocation methodology). There is no longer a right for Transco NTS to have the “ final say”  
in allocating DN capacities, a factor that was of great to concern to Ofgem in the original 
offtake arrangements proposals. These arrangements also reduce the scope for disputes and 
consequent regulatory involvement.  There remains a lack of transparency over the pricing of 
flat and flexibility capacity, which creates further scope for discrimination, but that could be 
avoided by adopting the traditional concept of capacity, as currently applied at Direct 
Connects, instead. 

Regulatory incentives for DNOs  

In addition to all DNOs being accountable for specifying NTS exit capacity requirements, the 
interim arrangements provide regulatory incentives for DNOs relating to quantities specified 
(and indeed the amount of interruption), which addresses earlier concerns about DNOs 
overstating their requirements.  

Impact on benefits 

When we reviewed the quantitative benefits identified by Ofgem, we found in many cases 
that the benefits of moving to the enduring arrangements were reduced, in some cases to zero, 
by the introduction of the interim arrangements. This finding applied where Ofgem’s 
supposed benefits were associated with undue discrimination, DNO incentive schemes and 
reduced regulatory involvement. 
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8.4.2. Undue Discrimination by Transco NTS between Networks 

Quite apart from the reduced potential for discrimination occasioned by introduction of the 
interim arrangements, we had some difficulties with the approach adopted by Ofgem in 
quantifying certain of the benefits. Whilst Ofgem has argued that Transco NTS 
discrimination against IDNs might lead them to invest more, the estimate of costs and 
benefits overlooks the corresponding argument that Transco NTS discrimination in favour of 
RDNs would lead them to invest less. The cost of discrimination (if it were to occur) would 
then only be the net change in investment, which is likely to be a fraction - maybe only 10%-
20% - of the gross addition to IDN capex.  

8.4.3. Reduced NTS Capex Benefits and Investment Signals 

We are concerned that there may be some double counting of benefits, particularly those 
associated with reduced NTS capex. Ofgem calculated three benefits in this area yielding a 
saving totalling 16.5% of NTS exit related capex per annum: 

§ 10% NTS exit capacity capex per annum associated with the DN incentive schemes (see 
section 8.1.2) 

§ 3.5% NTS exit capacity capex per annum associated with improved investment signals, 
particularly in relation to Direct Connects (see section 8.1.2) 

§ 3% NTS exit capacity capex per annum associated with sharper investment signals and 
more flexible interruption arrangements (see  section 8.3.1) 

We were concerned that there might be double counting of benefits, particularly as improved 
investment signals appears as a driver in two cases.  

Irrespective of this point we have concerns that benefits from improved investment signals 
may not be realised due to limited participation in the long-term capacity processes and the 
overriding security of supply obligations on Transco. This was a recurrent theme in customer 
and shipper responses to our questionnaire. 

8.4.4. Gas and Electricity Balancing 

We had difficulty in substantiating the benefits identified by Ofgem associated with 
reductions in gas and electricity balancing costs. In particular we do not anticipate increased 
participation by gas fired plant in the electricity balancing because the NExA rate change and 
notice period parameters would be unaffected by the introduction of the flexibility capacity 
product. Indeed we believe there is the potential for reduced participation, as the complexity 
and risk associated with the flexibility product may discourage flexible operation. 

8.4.5. Summary of Quantitative Benefits 

We were surprised at the small scale of the benefits calculated by Ofgem, even prior to 
making adjustments to account for the various factors above. In many cases these amount to 
less than £1 million per annum. This is illustrated by the summary table below, which shows 
for example the quantified benefit of change to the interruptible regime to be NPV £3.6 
million (or £0.37 million per annum), or even less after our adjustments.  
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Table 8.3 
Summary of quantitative benefits 

 
Ofgem NPV £m Adjusted NPV £m 

Allocation of NTS exit capacity 35.7 3.9 

Diurnal storage and operational flows 14.3 1.6 

Interruption 3.6 1.8 

Totals 53.6 7.3 

 

The tables on the following pages summarise the results of our review in terms of 
quantitative benefits for each of the key areas. 
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Table 8.4 
Quantitative Benefits: (1) NTS Exit Capacity Allocation  

Issue Ofgem benefit 
Ofgem 

NPV £m Notes and revised NPV (£m) 

OA1: Undue 
discrimination 
between networks 

2% reduction in IDN capex because 
undue discrimination prevented 14.5 

Undue discrimination now addressed 
through interim arrangements 
Any increased IDN capex arising 
through undue discrimination will be 
offset to some extent by reduced 
RDN capex 

1.45 

10% reduction NTS exit related 
capex due to DN incentives 13.7 

Interim arrangements already provide 
an incentive on DNs not to over-
request NTS exit capacity 
requirements, and this should form 
part of any enduring regime 

0 
OA3: Economic 
and efficient 
network 
development [and 
operation] 3.5% reduction NTS exit related 

capex due to improved investment 
signals 

4.9 Incomplete participation in long term 
capacity processes 2.45 

OA6: 
Accountability and 
regulatory 
involvement 

Less need for dispute resolution 
process or ongoing (and costly) 
regulatory intervention (3FTE) 
because responsibility for 
determining level of exit capacity 
required clearly assigned to DN  

2.6 

Interim arrangements now address 
responsibility. NTS has no “final say”. 
No benefit compared to alternative 
approaches as all schemes must 
include these features 

0 

Totals  35.7  3.9 
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Table 8.5: Quantitative Benefits: (2) Diurnal Storage and Operational Flow  

Issue Ofgem benefit 
Ofgem 

NPV £m Notes and revised NPV (£m) 

OA1: Undue 
discrimination 
between networks 

0.5% reduction in IDN capex 
because undue discrimination 
prevented 

3.62 

Undue discrimination now addressed 
through interim arrangements 
Any increased IDN capex arising 
through undue discrimination will be 
offset to some extent by reduced 
RDN capex 

0.36 

1% reduction in cost of gas balancing 
actions due to non discriminatory 
allocation of flexibility and more 
rigorous enforcement of offtake 
limitations 

3.3 

Rigorous enforcement of offtake 
limitations available under interim 
arrangements 
Undue discrimination now addressed 
through interim arrangements 

1.24 
OA3: Economic 
and efficient 
network 
development [and 
operation] 1% reduction in electricity balancing 

costs due to more appropriate 
allocation of scarce flexibility 

5.7 

Undue discrimination now addressed 
through interim arrangements 
Flexibility capacity does not impact 
on NExA parameters 

0 

OA6: 
Accountability and 
regulatory 
involvement 

Less need for dispute resolution 
process or ongoing (and costly) 
regulatory intervention (2FTE) 
because responsibility for 
determining level of exit capacity 
required clearly assigned to DN  

1.7 

Interim arrangements now address 
responsibility. NTS has no “final say”. 
No benefit compared to alternative 
approaches as all schemes must 
include these features 

0 

Totals  14.3  1.6 

 

Table 8.6: Quantitative Benefits: (3) Interruption  

Issue Ofgem benefit 
Ofgem 

NPV £m Notes and revised NPV (£m) 

IA1: Promotion of 
economy and 
efficiency 
(c) efficiency of 
investment signals 
 

3% reduction in NTS exit related 
capex due to sharper investment 
signals and more flexible interruptible 
contracting arrangements  

3.6 Incomplete participation in long term 
capacity processes 1.8 

Totals  3.6  1.8 
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9. Revised Cost-Benefit Analysis 

In Section 8 we reviewed the cost benefit analysis carried out by Ofgem in its RIAs.  In this 
section we build on that analysis and add the cost data provided by the respondents to the 
questionnaire. 

9.1. Summary of the Benefit Data  

In total, our analysis demonstrates that the total benefits (excluding costs) for the proposals is 
as follows (See tables on pages 70-71): 

§ NPV £3.9 million for the exit arrangements; 

§ NPV £1.6 million for the flexibility product; and 

§ NPV £1.8 million for the interruptible arrangements. 

The total benefits attributable to the package of reforms have a net present value (NPV) of 
£7.3 million. 

9.2. Assessing the Costs 

We surveyed the gas community on the costs of implementing and operating under the flat 
and flexible products, equating to the proposals for reforming exit and diurnal storage.  We 
did not survey for costs associated with the interruptible regime and have not carried out cost 
benefit analysis on this element of the reforms. 

We had responses from 17 parties and one industry association.  The respondents covered a 
wide range of market participants, including shippers, power stations, retail businesses, 
industrial customers, and interconnector and storage users.  In aggregate, they comprised of 
around 37% of the daily NTS throughput.  We do not have any cost data for either Transco or 
the IDNs.  As a result, our cost data will be a conservative estimate of the likely overall costs 
of the Ofgem proposals. 

In general, the largest costs covered the IT requirements for the proposals and the additional 
staffing requirement both to implement and manage the arrangements on a daily basis. 

9.2.1. Aggregated costs for the flat product 

The following table sets out the aggregated costs from the respondents on the implementation 
and ongoing costs of the flat product.  Ongoing costs are assumed to be equal in all years.  
We used the Ofgem discount rate of 6.25%.  We calculated the NPV over a period of 19 
years in line with the Ofgem analysis.   

The aggregate costs for the respondents equated to an NPV of £18.8 million.  (See Table 9.1)  
We then scaled the costs to reflect the respondents’ share of throughput on the NTS.  We 
used two methods to scale the costs. 
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1. We scaled up the aggregated costs by the respondent’s aggregate share of gas flowing 
through the NTS, i.e. 1 over 37%, or a factor of 2.7 (including the share of gas flowed 
from DN points as that contributes to NTS throughput). 

2. We also scaled up the costs of individual categories of consumers by respective shares in 
the market.  (For instance, we scaled up the costs estimated for power stations by their 
aggregate share of the gas flowing through the NTS to power stations.) 

Method 1 provided a slightly lower result.  On this basis, the NPV of the scaled costs is £18.8 
million divided by 0.37, or £50.5 million. 

This compares to an estimated benefit of NPV£3.9 million of moving from the interim 
arrangements for allocating capacity to the proposed arrangements.  (See 8.4.)  As a result, 
the net benefit of the proposals is a negative NPV of approximately -£46.6 million.  The 
cost/benefit analysis does not therefore support the case for this part of the reform proposed 
by Ofgem. 

Table 9.1: Aggregated Costs: (1) Flat Product 
2004/5
Year 1

Flat product costs
IT costs
IT implementation costs £1,255,250
IT ongoing costs £256,500
Staffing costs - operational/commercial staff
Full time equivalent (FTE) cost of a member of staff (include salary, benefits and overheads)
Staffing costs - implementation £215,610
Staffing costs - ongoing £259,136
Staffing costs - regulatory/legal
Full time equivalent cost of a member of staff (include salary, benefits and overheads)
Staffing costs - implementation £356,750
Staffing costs - ongoing £163,150
Incremental Credit costs
Once off credit costs £702,500
Ongoing credit costs £641,000
Change in risks (please specify)
Once off costs
Ongoing costs £144,816
Other costs (please specify)
Once off costs £168,750
Ongoing costs £20,000

Total Costs £4,183,462
NPV (flat product) £18,786,494  

 

9.2.2. Aggregated costs for the flexibility product 

The following table sets out the aggregated costs submitted by the respondents for the 
implementation and ongoing costs of the flexibility product.  We assume ongoing costs are 
equal in all years.  We used the Ofgem discount rate of 6.25% and calculated the NPV over a 
period of 19 years in line with the Ofgem analysis.   

We had fewer responses on the costs of the flexibility product, such that the respondents had 
a share of only 36% of the industry throughput.  The aggregated costs for these respondents 
amounted to a NPV of £16.1 million.   
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On an industry-wide basis, this figure would be equivalent to £45 million (=£16.1 million 
divided by 0.36).  Scaling the costs by the two methods described above (industry share, or 
customer segment share) gives a range for the NPV of aggregated costs for the whole system 
of £45-49 million. 

We found the benefits to be NPV £1.6 million (See Table 8.5 so the net benefit of the 
flexibility product proposals is a negative NPV of approximately -£43 million to -£46 
million.  The cost/benefit analysis does not therefore support the case for this part of the 
reform proposed by Ofgem. 

 

Table 9.2: Aggregate Costs: (2) Flexibility Product 
2004/5
Year 1

Costs (flexible product)
IT costs
IT implementation costs £2,045,250
IT ongoing costs £341,000
Staffing costs - operational/commercial staff
Full time equivalent (FTE) cost of a member of staff (include salary, benefits and overheads)
Staffing costs - implementation £219,250
Staffing costs - ongoing £306,500
Staffing costs - regulatory/legal
Full time equivalent cost of a member of staff (include salary, benefits and overheads)
Staffing costs - implementation £329,250
Staffing costs - ongoing £179,650
Incremental Credit costs
Once off credit costs £151,500
Ongoing credit costs £75,500
Change in risks (please specify)
Once off costs £0
Ongoing costs £300,000
Other costs (please specify)
Once off costs £158,750
Ongoing costs £20,000

Total costs £4,126,650
NPV (flex product) £16,112,960  

 

9.3. Conclusions 

We recognise that the cost data from the respondents is approximate, particularly as a number 
of respondents to the qualitative questionnaire stated that they were unable to calculate their 
costs.  However, the order of magnitude will be correct, i.e. the NPV of costs for the total 
industry will be in the order of £100 million for the flat and flexibility product combined.   

On the other hand, many of the benefits of the proposals ascribed by Ofgem will not 
materialise because (1) they have already materialised through the interim arrangements (see 
section 8); (2) they are overstated by Ofgem in its analysis (see section 8) or (3) will not be 
realised due to the inherent difficulties with the substance of the proposals. The NPV of 
benefits is likely to be less than £10 million, in round numbers, implying that the net benefit 
of moving to the proposed enduring regime is a net cost of approximately £90 million. 

Overall, therefore, we find that the case for the reforms proposed by Ofgem is 
overwhelmingly rejected by the available evidence on costs and benefits.
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10. Summary and Conclusions 

10.1. Introduction 

The proposed enduring exit regime represents a significant change in the commercial 
framework for the NTS – it introduces new concepts, such as the flexibility product, new 
auction processes and relatively complex contractual rules and regulatory incentive schemes 

Network users and customers are generally concerned that the proposals will increase 
transactional complexity, risk and cost for the industry, and we have been asked by the Gas 
Forum to review the proposals and their likely implications 

In our review we have considered a number of aspects of the proposed regime: 

§ The case for change as set out by Ofgem; 

§ The proposals and their intended effect; 

§ The likely (and possible unintended) consequences;  

§ The possibility of a simpler alternative scheme; 

§ The potential costs and benefits of the Ofgem proposals 

10.2. The Case for Change 

We believe Ofgem has overstated the need for fundamental reform of the exit regime: 

§ Various concerns are expressed about the potential for undue discrimination with little or 
no considered analysis to explain how differentiation of arrangements amounts to undue 
discrimination; 

§ The scope for discrimination by Transco between DNs is already limited by the recently 
adopted interim arrangements; 

§ The concern that existing interruptible load enjoys undue benefit has little supporting 
evidence and no adequate explanation of why the DN sales transaction should be the 
appropriate vehicle for addressing such concern. 

10.3. The Ofgem Proposals 

The proposed “ enduring regime”  solutions will impose complexity and increased cost and 
risk on NTS users: 

§ The flexibility product introduces uncertainty and complexity for all NTS offtakes, and is 
particularly challenging at multi-user and bi-directional flow points such as storage and 
interconnectors; 

§ All users will need to participate in one or more auction processes in order to maintain 
existing capacity rights;  

§ Precise evaluation of the proposals is made more difficult by the absence of key elements 
of definition, including specification of baseline quantities and reserve prices.  
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10.4. The Likely Consequences 

However, even when complete, we are not convinced that the enduring regime will achieve 
the objectives set by Ofgem 

§ The longer term tender processes are unlikely to generate useful investment signals due to 
limited participation as a result of the agency problems facing shippers at DC offtakes; 

§ There is limited scope for meaningful competition in the shorter term auctions for 
capacity products, particularly where they are based on nodes rather than zones; 

§ Efficient capacity trading by shippers will be hampered by the ongoing uncertainties and 
discretions surrounding the “ exchange rate”  mechanism  

Furthermore, it is likely that the enduring arrangements will have unintended, and costly, 
consequences 

§ Frustration of competition in supply due to increased transactional costs and risks, 
particularly at multi-user offtakes; 

§ Inefficient outcomes for interruptible customers, who may experience large variability in 
charges between years depending on the level of Transco buy-backs; and,  

§ Potential confusion in the NTS investment planning process between meeting licence 
security standard obligations and reflecting the results of long term tenders. 

10.5. A Simpler Alternative Scheme 

Even though we remain unconvinced of the scale or materiality of problems perceived by 
Ofgem, we have considered a set of alternative arrangements that could meet some or all of 
their concerns more simply and proportionately:  

§ Revert to a bundled capacity product, but require DNs to book capacity based on the 
MHQ (as DCs currently have to); 

§ Adopt capacity buy back arrangements as required, on a voluntary basis; 

§ Maintain the existing evergreen firm capacity arrangements, but offer the option for 
longer-term commitments in parallel; 

§ Retain the “ on demand”  interruptible service but evolve terms and pricing as required by 
the market 

10.6. Costs and Benefits 

We believe that Ofgem’s claimed financial benefits of the proposed enduring regime, whilst 
relatively modest, are nevertheless overstated:  

§ Elements of assumed benefits of the reform included in its RIA are now accommodated in 
the subsequent introduction of the interim regime; 
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§ Compensating adjustments that would reduce the costs of possible discrimination have 
been omitted; 

§ In all, we assess the likely benefits to have an NPV of about £7 million.  

Conversely, responses to our questionnaire suggest that Ofgem’s assessment of costs is 
considerably understated. We assess the likely NPV to be in the region of £100 million, 
without allowance for transporters’ additional costs. 

10.7. Conclusion 

Even if we suspended all reservations about the merits of Ofgem’s concerns and accepted 
their claimed benefits in full, whilst ignoring the potential failings of the detailed proposals 
(and the scope for a simpler alternative regime), we would still conclude that the proposed 
enduring regime cannot be justified by the forecast costs and benefits. 

We therefore recommend that Ofgem should revisit its RIAs in the light of the current 
situation taking account of the changes introduced within the interim regime, and explore 
more carefully the extent to which a simpler scheme could meet its objectives in a way that is 
more acceptable and less costly to users of the network and customers. 
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Appendix A. Summary of the Arrangements 
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Table A.1: Original NTS Exit Arrangements (Prior to 1 May 2005) 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements Transco internal arrangements 

NTS exit capacity (flat) 
§ Single capacity product.  
§ Maximum quantity to be taken over a day 

(MDQ). 
§ Maximum rate set at MDQ/24 

§ Single capacity product, at exit zone 
(offtake groupings) 

§ Notional maximum quantity to be taken 
over a day (MDQ), but not tested against 
actual flows 

§ Maximum daily quantities (MDQ) at peak 
and other demand levels fixed through 
planning process 

§ Maximum rate not limited to MDQ/24 (see 
below) 

§ No connection with shipper NTS exit 
capacity holdings at these points 

NTS exit capacity (flexibility) 
§ No flexibility product 
§ Deviations from flat flow rates allowed 

subject only to maximum rate, and NExA 
rules on ramp rates, rate change/ notice 
periods 

§ No flexibility product 
§ Shippers not involved in actual gas flows  
 

§ Diurnal storage quantities to be taken from 
the NTS at peak and other demand levels 
fixed through planning process 

§ Diurnal storage taken in accordance with 
agreed profiles 

§ This allows DNs to take gas at rates 
greater than MDQ/24 

Capacity release and rationing 

 
§ Release on application.  
§ Transco right not to release if capacity not 

available 

§ Automatically calculated, based on 
shipper’s supply point portfolio in 
downstream DN 

§ Through planning process providing 
detailed forecasts of requirements 5 years 
out 

§ NTS investment plan based on 
requirements 3 years out 

Duration of capacity rights § Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper  

§ Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper through changes 
to downstream supply point portfolio 

§ Effectively evergreen 

Forward capacity 
§ No long term booking arrangements  § No long term booking arrangements § Through planning process (see above) 

Capacity trading 
§ Only at NTS CSEPs § No trading 

§ No trading, but scope for Transco 
internally to make full use of system 
capacities 
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Table A.2: Original NTS Exit Arrangements (Prior to 1 May 2005) - continued 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements Transco internal arrangements 

Overruns § Payable where quantity taken off the 
system on a day exceeds capacity holding 

§ No overruns payable on this type of NTS 
exit capacity 

§ Actual flows at these exit points are not 
tested against capacity holdings 

§ Shippers are subject to capacity ratchet 
provisions for supply points in DN and this 
will increase NTS exit capacity held 

§ No overruns, but breach of internal rules 

Interruption and capacity management § Interruptible service available “on demand” 
§ No other capacity management tools (e.g. 

capacity buy-back) 

§ Interruptible service available “on demand” 
in DN 

§ Gas flowing to interruptible DN sites does 
not need NTS exit capacity 

§ Transco can interrupt these DN sites to 
manage NTS capacity constraints 

§ Transco can interrupt DN sites to manage 
NTS capacity constraints 

Pressure 
§ 25 bar minimum 
§ Higher “anticipated normal operating 

pressure” may be specified; 36 months 
notice of reduction 

§ No shipper provisions relating to pressure 
§ Minimum pressures at 0600 hours and 

2200 hours agreed through planning 
process 

Operational flows 

§ Offtake profile notices provided 
§ Ramp rates, notice period and rate 

change criteria specified in NExA 
§ Transco, if requested, to provide gas at 

shorter notice if feasible and will not create 
an operational balancing requirement 

§ Shippers not involved in actual gas flows 
at NTS/ DN exit points 

§ Internal operating rules require notice and 
limit rate changes  

§ Operating rules frequently waived if this 
can be accommodated 

NTS obligations and liabilities 

§ To make gas available at the prevailing 
rate set out in the offtake profile notice 

§ Compensation based on capacity charge 
calculation where failure 

§ Quality of gas to be compliant with 
GS(M)R standards 

§ Compensation capped at 10% value of 
gas where quality failure causes cost  

§ No obligation to shippers at these points 
because gas is not taken off the overall 
system 

§ No formal obligations or liabilities. NTS 
expected to provide gas in accordance 
with the internally agreed planning details 
and operating rules 
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Table A.3: Original NTS Exit Arrangements (Prior to 1 May 2005) - continued 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements Transco internal arrangements 

Pricing § Long run marginal cost methodology to 
derive location dependent NTS exit 
capacity prices 

§ Long run marginal cost methodology to 
derive location dependent NTS exit zone 
capacity prices 

§ No NTS/ DN prices 

Payments § Shipper payment of NTS exit capacity 
charges to Transco 

§ Shipper payment of NTS exit capacity 
charges to Transco § No NTS/ DN payments 

Regulatory exit incentives  

Designed to encourage efficient provision of firm capacity in the NTS and DN networks by means of an optimised approach to additional investment, 
use of LNG support or additional interruption. Reduced use of interruption rights also encouraged.  

§ Foregone charges: these relate to the discount given to interruptible load (i.e. the capacity charges foregone) and incentivise a [reduction in the 
amount of NTS and DN interruptible load] 

§ Interruptions incentive: these relate to the credits payable where sites are interrupted on more than 15 days, and incentivise a reduction in the 
days on which interruption rights are exercised 

§ LNG related incentive: incentivising reduced use of LNG by Transco to support firm load at times of high demand 
§ Exit investment incentive: additional revenue where network capacity is delivered in excess of baseline firm and interruptible capacities 
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Table A.4: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements DN arrangements 

General  
 

§ Concept of DNO user and NTS Offtake 
Capacity (Flat and Flexibility) for 
NTS/DN exit points introduced 

§ Only DNO users may hold NTS Offtake 
Capacity 

NTS exit capacity (flat) 
§ Single capacity product.  
§ Maximum quantity to be taken over a day 

(MDQ). 
§ Maximum rate set at MDQ/24 

§ NTS exit capacity allocated to shippers 
for determining amounts payable, 
remunerating NTS for allocating NTS 
Offtake Capacity without charge to 
DNO users 

§ Single capacity product, at exit zone 
(offtake groupings) 

§ Notional maximum quantity to be taken 
over a day (MDQ), but not tested against 
actual flows 

 

§ NTS Offtake (Flat ) Capacity is:  
 
§ Maximum daily quantity (MDQ) to apply 

throughout the year 
§ Maximum rate not limited to MDQ/24 (see 

below) 
§ No connection with shipper NTS exit 

capacity holdings at these points 

NTS exit capacity (flexibility) 
§ No flexibility product 
§ Deviations from flat flow rates allowed 

subject only to maximum rate, and NExA 
rules on ramp rates, rate change/ notice 
periods 

§ No flexibility product 
§ Shippers not involved in actual gas flows  
 

§ NTS Offtake (Flexibility) Capacity is: 
§ Diurnal storage quantity to be taken 

from the NTS on any day during the 
year  

§ Measured as amount taken 
between 0600 and 2200 hours 
(less a 1.5% tolerance) less the 
amount taken over the same 
period at the average rate of take 
for the day 

§ This allows DNs to take gas at rates 
greater than MDQ/24  

§ NTS may require flexibility 
capacity is not used if demand 
<50% peak  
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Table A.5: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) - continued 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements DN arrangements 

Condition subsequent relating to NTS 
exit capacity (flexibility) Not applicable Not applicable 

Ofgem requires Transco (NTS), prior to 
share sale, to enter into arrangements with 
all DNs to ensure that customers do not 
bear any of the costs of incremental release 
of NTS offtake flexibility. Impact currently 
uncertain 

Capacity release and rationing § Release on application.  
§ Transco right not to release if capacity not 

available 

§ Automatically calculated, based on 
shipper’s supply point portfolio in 
downstream DN 

§ Allocated by NTS in respect of years 
2004/5, 2005/6 and 2006/7, and updated 
annually. 

§ DNOs can request increases/ 
decreases  

§ NTS right not to increase if not feasible 
Incremental release: 

Interim Exit Capacity Release 
Statement sets out process by which 
NTS assesses applications: release if 
capacity available or where economic 
and viable mitigating actions (e.g. firm 
capacity buy back) 

As per Interim Exit Capacity Release 
Statement Not applicable As per Interim Exit Capacity Release 

Statement 

Duration of capacity rights § Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper  

§ Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper through changes 
to downstream supply point portfolio 

§ Annual 

Forward capacity 
§ No long term booking arrangements  § No long term booking arrangements 

Through allocation process (see above) 

Capacity trading 
§ Only at NTS CSEPs § No trading § No trading 

 



Gas Exit Reform Appendix A

 
 

NERA Economic Consulting 84 
 

Table A.6: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) - continued 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements DN arrangements 

Condition subsequent relating to NTS 
exit capacity (flexibility) Not applicable Not applicable 

Ofgem requires Transco (NTS), prior to 
share sale, to enter into arrangements with 
all DNs to ensure that customers do not 
bear any of the costs of incremental release 
of NTS offtake flexibility. Impact currently 
uncertain 

Capacity release and rationing § Release on application.  
§ Transco right not to release if capacity not 

available 

§ Automatically calculated, based on 
shipper’s supply point portfolio in 
downstream DN 

§ Allocated by NTS in respect of years 
2004/5, 2005/6 and 2006/7, and updated 
annually. 

§ DNOs can request increases/ 
decreases  

§ NTS right not to increase if not feasible 
Incremental release: 

Interim Exit Capacity Release 
Statement sets out process by which 
NTS assesses applications: release if 
capacity available or where economic 
and viable mitigating actions (e.g. firm 
capacity buy back) 

As per Interim Exit Capacity Release 
Statement Not applicable As per Interim Exit Capacity Release 

Statement 

Duration of capacity rights § Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper  

§ Effectively evergreen 
§ Rights retained unless varied or 

relinquished by shipper through changes 
to downstream supply point portfolio 

§ Annual 

Forward capacity 
§ No long term booking arrangements  § No long term booking arrangements 

Through allocation process (see above) 

Capacity trading 
§ Only at NTS CSEPs § No trading § No trading 
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Table A.7: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) - continued 

Direct connect NTS exit points NTS/DN exit points 
Feature 

Shipper arrangements Shipper arrangements DN arrangements 

Overruns § Payable where quantity taken off the 
system on any day exceeds the capacity 
holding 

§ No overruns payable on this type of NTS 
exit capacity 

§ Actual flows at these exit points are not 
tested against capacity holdings 

§ Shippers are subject to capacity ratchet 
provisions for supply points in DN and this 
will increase NTS exit capacity held 

Overruns quantities calculated but no 
charges 

 

Interruption and capacity management § Interruptible service available “on demand” 
§ Capacity buy-back arrangements 

introduced 

§ Interruptible service available “on demand” 
in DN 

§ Gas flowing to interruptible DN sites does 
not need NTS exit capacity 

§ NTS may require interruption of DN 
sites to manage NTS capacity 
constraints 

§ NTS may require interruption of DN 
sites to manage NTS capacity 
constraints 

§ DNO decides on sites to be interrupted 
§ No capacity buy back arrangements for 

NTS Offtake Capacity 

Pressure 

§ 25 bar minimum 
§ Higher “anticipated normal operating 

pressure” may be specified; 36 months 
notice of reduction 

§ Intended to be brought in line with 
Assured Offtake Pressure regime for 
DNOs through a modification proposal 

§ No shipper provisions relating to pressure 
§ Assured Offtake Pressures introduced 
§ Minimum pressures at 0600 hours and 

2200 hours  
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Table A.8: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) - continued 

Direct connect NTS exit points NTS/DN exit points 

Feature 
Shipper arrangements Shipper arrangements DN arrangements 

Operational flows 

§ Offtake profile notices provided 
§ Ramp rates, notice period and rate 

change criteria specified in NExA 
§ Transco, if requested, to provide gas at 

shorter notice if feasible and will not create 
an operational balancing requirement 

§ Shippers not involved in actual gas flows 
at NTS/ DN exit points 

§ Formal operating rules set out in 
Offtake Arrangements Document 

§ Require notice and limit rate changes 
for individual offtakes 

§ Limit rate changes for LDZ as a whole 
to 5% on 2 hours notice 

§ Restrictions may be varied or waived 
by agreement with NTS 

§ Ability for NTS to request revisions at 
offtakes that do not affect aggregate 
flows to LDZ 

Short term access to system flexibility 

 

NTS has introduced a “ gate closure”  and 
allocation process where there are 
competing requests to use system flexibility 
beyond contractual rights 

Not applicable 

NTS has introduced a “ gate closure”  and 
allocation process where there are 
competing requests to use system flexibility 
beyond contractual rights 

NTS obligations and liabilities 

§ To make gas available at the prevailing 
rate set out in the offtake profile notice 

§ Compensation based on capacity charge 
calculation where failure 

§ Quality of gas to be compliant with 
GS(M)R standards 

§ Compensation capped at 10% value of 
gas where quality failure causes cost  

§ No obligation to shippers at these points 
because gas is not delivered from the 
overall system 

§ Formal obligations and associated 
liabilities introduced in respect of gas 
made available by NTS to DNOs. 

Pricing § Long run marginal cost methodology to 
derive location dependent NTS exit 
capacity prices 

§ Long run marginal cost methodology to 
derive location dependent NTS exit zone 
capacity prices 

§ No NTS/ DN prices 
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Table A.9: Interim NTS Exit Arrangements (“ Uniform Network Code” )  
(Main changes from Original NTS Exit Arrangements shown in bold italics) - continued 

Payments § Shipper payment of NTS exit capacity 
charges to Transco 

§ Shipper payment of NTS exit capacity 
charges to Transco § No NTS/ DN payments 

Regulatory incentives 

Revised incentives schemes applying to both NTS and DNs as follows: 

For the NTS three incentive schemes are proposed, based largely on the form of existing incentives: 

§ Buy back and interruption, covering a new element, the efficient buy back of firm capacity at direct connect and NTS/DN exits, in 
addition to the interruption element incentivising a reduction in the number of days in excess of 15 on which interruption rights are 
exercised 

§ Constrained LNG, as previously incentivising reduced use of LNG by NTS to support firm load at times of high demand 
§ Charges foregone and exit investment incentive, with a twofold purpose of incentivising reduced NTS interruptible load, and allowing 

additional revenue where network capacity is delivered in excess of baseline firm and interruptible capacities 
 

For DNs, a single incentive is proposed, addressing costs of: 

§ NTS offtake (flat) capacity 
§ NTS offtake (flexibility) capacity 
§ Greater than 15 day interruption of DN connectees 
The intention is for DNs to be incentivised not to over-book NTS capacity and to minimise interruption. 
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Table A.10: Proposed Enduring Arrangements for NTS Exit  

Approach Revised capacity regime for NTS exit points, similar to NTS entry arrangements, but with additional complexity arising from treatment of 
within day flows, and application to a much larger number of exit points 

Capacities 
Two types of NTS Exit Capacity: 
§ Flat capacity providing a right to flow a maximum quantity over a day at constant rate 
§ Flexibility capacity providing a right to deviate from constant rate 

Nodes and Zones 
§ Flat capacity relates to nodes (individual exit points) 
§ Original proposal that flexibility capacity should also relate to nodes under review 
§ Alternative, relating flexibility capacity to zones (specified groups of exit points), being considered 

Applicability 

§ Applicable consistently at all NTS exit points (180 in total, 64 direct connect exits (including storage and interconnectors), and 116 
NTS/ DN exits)  

§ Applicable in respect of capacity for use in years 2008/9 onwards 
§ First capacity release in September 2005 

User definitions 

§ Users comprise licensed shippers and DNOs 
§ Major change is that DNOs pay for capacities  
§ Shippers can hold capacity at any NTS exit point, but DNOs will be restricted in practice by the terms of their exemption to NTS/ DN 

exits 
§ Existing relationships with between Transco and other NTS connected system operators will be retained 

General 

Payments 

Users will pay for capacity held at each exit point. It is expected that: 
§ Shippers will mostly hold and pay for capacity at NTS direct connect exits 
§ DNOs will hold and pay for capacity at NTS/ DN exits 
§ DNOs will recover the costs of NTS Exit Capacities through an additional charge levied on shippers using the DN 
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Table A.11: Proposed Enduring Arrangements for NTS Exit continued 

Flat capacity 
definition 

NTS Exit (Flat) Capacity defined as the maximum quantity that may be taken over a day at constant rate 
§ No ability to profile within capacity 
§ For profiling require NTS Exit (Flexibility) Capacity (see below) 

Capacity release 

Auctions of NTS Exit (Flat) Capacity  
§ Long term cleared price auction of annual blocks of capacity (unconstrained availability) for use 3-8 years hence, held in June each 

year (except 2005, September) 
§ Medium term pay your bid auction of annual blocks of available capacity (remaining unsold baseline capacity plus any incremental 

release by NTS) for use during the forthcoming 3 years, held in July each year commencing 2006 
§ Day ahead and within day pay your bid auctions of available capacity 

Overruns 
Overruns apply to individual users if both: 
§ Aggregate flow exceeds aggregate capacity and 

§ User specific flow exceeds user specific capacity 
Trading § Facilitated trading between users and/ or nodes (at published exchange rates) up to 3 years ahead, available from 2006 

Pressure § 6 year pressure commitments at all NTS exit points, replacing existing NExA terms (separate modification) 

Interruption 
§ No “on demand” interruptible service  
§ Interruptible capacity offered at the day ahead stage based on firm baseline and expected utilisation quantities.  
§ NTS will tender for turn-down requirements separately (see capacity management) 

Capacity management 
Transco NTS able to contract with users (shippers and DNOs) for a range of capacity tools (under discussion) including: 
§ Daily, forward and option buy back contract tenders 
§ Interruptible capacity scaleback 

NTS Exit (Flat) 
Capacity 

Pricing  
(under development) 

Arrangements under development. Issues to be addressed include: 
§ Reserve pricing methodology (large winners and losers likely) 
§ Pricing of day ahead firm and interruptible capacity 
§ Incremental pricing methodology for incremental release (use of entry model) 
§ Removal of interruptible transportation credits 
§ Removal of constrained LNG credits 
§ Auction over/ under recovery dealt with through additional commodity charge (but interactions with entry and SO commodity charges, 

and uncertainty as to whether charges apply only to shippers or DNs as well). 
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Table A.12: Proposed Enduring Arrangements for NTS Exit - continued 

Flexibility capacity 
definition 

Flexibility capacity is designed to account for the costs of taking gas off the system at higher rates earlier in the day and lower rates later in 
the day: 
§ Defined as the cumulative quantity taken in the period 0600 to 2200 hours less the quantity that would have been taken over the same 

period had the offtake been at constant rate through out the day.  
§ Requirement for flexibility capacity needs to be considered  by users where deviations from constant rate of offtake are necessary 

Capacity release 

Auctions of NTS Exit (Flexibility) Capacity via similar processes to flat capacity: 
§ Long term cleared price auction of annual blocks of capacity (unconstrained availability) for use 3-8 years hence, held in June each 

year (except 2005, October). Also ability for users to make available long term  flexibility capacity to NTS at user specified prices 
§ Medium term pay your bid auction of annual blocks of available capacity for use during the forthcoming 3 years, held in July each year 

commencing 2006 
§ Day ahead and within day pay your bid auctions of available capacity 

Overruns and 
tolerances 

Overruns arrangements under review in conjunction with nodal/ zonal approach. Options include: 
§ Overrun exposure only where aggregate flexibility usage exceeds aggregate flexibility capacity (plus 1.5% tolerance)  
§ Overruns applicable where user usage exceeds capacity holding, irrespective of aggregate flexibility usage 

Bi-directional points 
§ At bi-directional points such as storage and interconnectors, where measured flows are a combination of exit and entry flows, rules will 

classify the point on a particular day as either input or exit, based on measured aggregate flows 
§ Under this approach usage of flexibility by exiting users can be impacted by flows of inputting users 

Trading It is intended to facilitate trading between users and within and between zones up to 3 years ahead. Detail under review in conjunction with 
nodal/zonal approach. 

Interruptible/ use it or 
lose it flexibility 

Need for interruptible flexibility under review in conjunction with nodal/ zonal approach and overrun arrangements. Proposals include: 
§ No interruptible/ use it or lose it product for nodal approach 
§ Interruptible product if zonal approach 

Capacity management 
§ Range of tools under discussion including daily, forward and option buy back contract tenders 
§ Potential for users to sell flexibility capacity to Transco NTS creating negative capacity holdings. Users then need to offtake at less 

than average rate in period from 0600 to 2200 to avoid overruns 

NTS Exit (Flexibility) 
Capacity 

Pricing  
(under development) 

Arrangements under development. Issues to be addressed include: 
§ Reserve pricing methodology (suggested nominal price of 0.0001p/kWh where capacity available) 
§ Incremental pricing methodology for incremental release 
§ Commodity charge reflecting usage costs (0.0324p/kWh suggested) 
§ Interaction with other NTS commodity charges  
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Table A.13: Proposed Enduring Arrangements for NTS Exit - continued 

Operational flows  

§ Offtake profile notices and associated ramp rate, notice period/ rate change restrictions to be addressed in NExAs for direct connects 
and the Offtake Arrangements Document for DNs 

§ Expect “gate closure” process and allocation methodology to apply where there are competing requests for short tem flexibility, but 
rules currently unclear 

Flat capacity 
§  Transco NTS obliged to make gas available for offtake in aggregate quantities not exceeding the aggregate firm flat capacity holdings 
§ Compensation payable where failure (and capacity management tools not used), based on the constraint amount priced at the higher 

of 4x capacity price in auction and 1.1x buy back price(s) 

Flexibility capacity 

§ Transco NTS obliged to make gas available for offtake in aggregate [quantities] not exceeding the aggregate firm flexibility capacity 
holdings [in a zone] 

§ Compensation payable where failure (and capacity management tools not used), based on the constraint amount priced at the higher 
of 4x capacity price in auction and 1.1x buy back price(s) 

Quality 

§ Transco NTS required to provide gas of quality in accordance with statutory obligations (the GS(M)R specification) 
§ Where failure, user may continue to take gas in which case clean up costs are payable capped at 10% value of gas 
§ User may decline to take the gas in which case the flat capacity compensation rules apply 
§ Special rules regarding NTS/ DN exits are included (e.g. no compensation unless shown that non-compliant gas originated in NTS, no 

compensation if costs could have been prevented through use of appropriately installed and maintained equipment) 

NTS obligations and 
liabilities 

Pressure 
§ Transco NTS obliged to comply with assured pressure commitments 
§ No pressure specific compensation rules – pressure failure expected to give rise to flat and flexibility capacity failure 

NTS incentives 
Two NTS schemes proposed: 
§ Long term incentive addressing incremental flat and flexibility capacities provided by investment or substitution 
§ Medium and short term incentive addressing sale of capacities above baseline and buy back costs 

Regulatory incentives  
(under development) 

DN incentives Standard sliding scale incentive with defined target for flat and flexibility capacity costs (plus revenue from sale back to NTS) and costs of 
interruption within the DN. DN incentive payments or charges capped and collared, 100% sharing factor 
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Appendix B. List of Respondents 

 

Bord Gá is 
BP 

British Gas Trading 
Centrica Storage 

Chemical Industries Association 
Corus 
EDF 

EON-UK 
ESB 

Exxon Mobil 
GDF 

Ineos Chlor 
IUK 
RWE 

Scottish Power 
Shell 

Statoil 
Terra Nitrogen UK Ltd 
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Appendix C. Summary of Responses 

NERA and TPA Solutions received 18 responses to the questionnaire.  Respondents covered 
the spectrum of affected parties and included industrial, power station direct connect of the 
NTS, storage and interconnector users and operators as well as internationally affected parties 
from Ireland.  The questionnaire was not sent to the gas transporters.  All responses were 
confidential and we provide a general summary of the comments received. 

All parties responding were strongly against the introduction of the proposed enduring 
arrangements for gas exit and broadly supportive of retaining the interim arrangements on an 
enduring basis.  Responses covered a number of themes which we discuss below. 

C.1. The Case For Change 

Most respondents voiced concerns over the need for change and many did not understand 
Ofgem’s rationale as to why such a change is really necessary.  One industrial customer 
expressed their concerns as: 

“we find it difficult to understand what the objectives and benefits of this 
change are - we simply do not believe there is any possible justification for it”  

Some respondents felt that there was a need to contractualise the relationship between NTS 
and the DNs to ensure that investment in both networks was achieved in a holistic manner. 

Two respondents suggested that there was some rationale for incremental change to the 
interruptions regime and the 45 day standard contract lacked flexibility.  However, supporting 
reform of interruptions does not imply support for the exit reforms. 

C.2. Uncertainty Over the Substance of the Proposals 

Many of the respondents were concerned over the lack of detail within the current proposals.  
For example, at the time of the questionnaire, the issue of zonal or nodal flexibility capacity 
was undecided.  This lack of detail gave shippers and customers difficulty in estimating the 
impact on their business and hence on their costs.  It also led to general concerns about the 
timescales for the implementation of the capacity auctions, given the lack of clarity of the 
proposed enduring regime. 

In addition to the general concerns over lack of finality over the details of the proposals, 
respondents were concerned about the lack of information on the baseline for flat and flexible 
capacity (neither the methodology for calculating the volumes nor the volumes themselves 
are available).  Without knowing baseline quantities, it is impossible to ascertain if the 
products are likely to be scarce in the short to medium term. 

One respondent noted that it will be difficult for Transco to determine the baseline and 
manage the flexibility product on an ongoing basis. 

“Transco does not have an accurate calculation of exactly how much flex 
capacity is available between zones and baselines will therefore not match 
physical quantities. Also, it will be difficult for Transco to keep track of flex as 
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it moves away from zones through trading thereby creating an artificial 
picture of what’s available compared to physical availability, increasing the 
likelihood of overruns and Transco buy-backs unnecessarily”  

C.3. Use of Auctions 

No respondents supported the use of auctions for exit capacity.  There were a wide range of 
reasons cited for the lack of popularity. 

C.3.1. Lack of investment signals 

Respondents were sceptical that the long-term auctions could provide suitable investment 
signals.  Some respondents noted that Transco did not seem to use any signals arising from 
the entry auctions and therefore did not believe it would use the signals from the exit auctions 
either.  Others noted that some customers are unable to signal their long-term need for 
capacity through the auctions due to credit or other constraints.  As a result they were 
concerned that if Transco relied on the auctions for exit capacity, it could under estimate the 
long term capacity requirements. 

Some respondents believed that there are better signals in the market for long-term capacity 
including ARCAs, SPA and the planning process. 

C.3.2. Prices controls and over-recovery 

A number of respondents voiced concerns about possible over-recovery from an auction 
process, when compared to the allowed revenue under the price control.  Some were 
concerned that the redistribution of income would have distortionary and discriminatory 
effects on the rest of the market and participants.  An industrial customer was concerned 
about price volatility resulting from the auctions. 

C.3.3. The offered auction products 

One respondent was concerned that annual product for exit lacked sufficient granularity and 
they would like to purchase different amounts at different times of year.   

“The inability for shippers to purchase sub-yearly capacity strips and just 
yearly strips creates inappropriate signals to be generated as parties will be 
booking peak capacity all year round.  This may cause capacity to be stranded 
despite Transco having interruptible product on the day”  

An industrial customer was concerned that the long-term auctions would encourage shippers 
to require longer-term commodity contracts as well. 

C.3.4. Differing Cost Basis 

Two shippers raised concerns about the consequential impact of differing cost basis (arising 
from pay-as-bid in the auctions) for the same exit point.  One was concerned about 
recovering all its costs. The other was concerned that if it tried to recover all of its costs, it 
might be accused of abuse of a dominant position (as it would be a monopoly or dominant at 
that exit point) and faced risk of investigation and/or fines from Ofgem. 
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C.4. Complexity of the Arrangements 

Many respondents were concerned about the complexity of the proposed arrangements.  Not 
only were there concerns about the administrative burden of auctions compared to 
administered pricing.  Others voiced concerns that the specific rules for calculating quantities 
of flat and flexible product, and hence the likely exposure to overruns was complicated and 
difficult to predict ahead of time.  As a result, a number of respondents suggested that they 
would buy additional flat and flexible product as an “ insurance”  against overrun costs, 
unnecessarily increasing the scarcity of product and increasing their costs compared to the 
current system.  One shipper noted that they would now have to record and analyse hourly 
reads which they currently do not do, in order to calculate the flexible product quantities. 

Two shippers believed that the arrangements meant that traders were likely to buy flex and 
flat product with the view of selling it in the secondary market.  They were concerned that 
this could artificially inflate prices. 

“The ability for non-physical shippers such as Traders, banks etc to buy and 
sell Exit capacity for no other reason than trading another limited commodity 
could cause the price to escalate well beyond effective cost reflective prices”  

However, for these concerns to be realised, a liquid secondary market must be available for 
traders to sell on this product (as the use it or lose it rules prevent hording) and not all 
respondents believed that a liquid secondary market would emerge. 

C.5. Unworkability at Multi-User Sites 

A number of respondents raised concerns about the workability of the current proposals at 
multi-user sites and particularly where there is bi-directional flow.  At these points, shippers 
overruns will be calculated on total overrun compared to total capacity bought ie shipper A’s 
overrun exposure will depend on the actions of shippers B, C, D etc at the same exit point.  
As shippers do not have access to (1) the flows of other shippers; or (2) any netting off 
carried out by the operator of the storage site or interconnector; it will not be possible for 
them to predict the amount of capacity (flat and flexible) that they will need to hold.  This 
exposes shippers to risk which they cannot manage.   

“ It is also impossible for shippers to avoid flexibility penalties as the action of 
one or more shippers at that Exit point will be charged to all the shippers at 
the Exit point”  

C.6. Unintended Consequences 

Respondents suggested a number of unintended consequences with the proposed 
arrangements. 

One respondent suggested that the flex product will encourage late profiling of exit  which 
encourages changes late in the day rather than early in the day.  This change in behaviour 
could give Transco difficulties.  Another respondent suggested it might be profitable to 
purchase DN exit capacity and then use the “ exchange rates”  to trade it for exit at DC points 
on the network rather than purchasing at the DC points. 
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C.7. Impact on Ireland 

Three users of the Moffat exit point (from where gas flows to Northern Ireland, the Republic 
of Ireland and the Isle of Man) voiced concerns over the exit arrangements.  They were all 
worried about the cost and difficulty of changing the Moffat agreements to reflect the 
changes in the exit regime. 

“At Moffat there is 3 distinct jurisdictions, Republic of Ireland, Northern 
Ireland and Isle of Man offtaking gas at the same exit point. Within each of 
these jurisdictions there are a number of independent Shippers and suppliers, 
at present coordination by a single source of the flow information is provided 
to NGC through an Offtake Profile Notice detailing the hourly flows with an 
updated version provided for each change in end of day flows.  Current 
contractual agreements between Transporters also provide the limits within 
gas is flow may operate. The administration “nightmare”  required to alter all 
these agreements not to mention existing sales agreements at Moffat will not 
be achieved by the Sept 05 deadline.”  

They were also concerned about the consequential impact on the electricity and gas market in 
Ireland. 

“ [The proposed enduring exit regime] will affect the electricity and gas 
market in Ireland, as it will act as a disincentive for new players entering into 
the market and for current participants upgrading or investment plans”  

C.8. Impact on Competition and Wholesale Prices 

Respondents provided a number of issues relating to competition between gas suppliers and 
prices in the wholesale markets.  On issues of competition between suppliers, shippers and 
industrial consumers were concerned about the need to change existing contracts to deal with 
issues of transfer of capacity with the commodity contracts. 

One industrial customer responded that: 

“The proposal will result in significant loss of competition among gas 
suppliers due to the complications of exit capacity transfer among suppliers”  

Industrial customers were also concerned about increases in costs due to the complexity and 
uncertainty surrounding the proposed arrangements. 

“Our gas suppliers/shippers tell us they are confused by the proposals and 
wish to add on costs to cover uncertainty and risk”  

In addition to the possible loss of competition between suppliers and the costs and difficulties 
associated with renegotiating existing contracts, shippers also voiced concerns over the 
impact on wholesale commodity prices.  In particular, concerns were raised by shippers and 
storage operators over an increase in costs for storage sites.  Currently, storage sites choose 
interruptible capacity as they exit from the system during low demand periods and do not 
require a firm product.  If the sites have to purchase firm capacity or day ahead interruption at 
prices above zero, then the cost of gas cycling gas into and out of storage will increase.  As a 
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result, the wholesale price will have to reach a matching incremental level prior to gas 
flowing from storage, raising prices across the market. 

C.9. Due Discrimination 

One of the rationale used by Ofgem to justify the reforms is “ undue discrimination”  between 
DNs and DCs.  Two respondents commented on this issue.   

“These proposals, aimed at eliminating discrimination, actually introduce 
greater discrimination into the regime for several reasons, a) CCGTs on DNs 
are not subject to the same principals and b) DNs can manage the product 
better than NTS Direct Connects (DC) because of their extensive pipework 
(thus linepack) and multiple offtake points. (Transco admitted that offtakes 
with multiple NTS supply points could manage the product better through 
diversification. This gives the DNs a competitive advantage to NTS DCs and 
thus makes this proposal even more discriminatory than current 
arrangements. The issue of discrimination between networks can simply be 
over come by strict GT licence obligations and undertakings, used extensively 
in the case of Centrica & Centrica Storage, and in the DN Sales in lieu of 
business separation. Separate arrangements for DNs and DCs seem sensible 
here or just proposals to identify future the change in flow patterns on the 
DNs as most DCs flow patterns will not change –  e.g. a CCGT will always be 
following power demand. 

Also, shippers who supply to CCGTs will be facing a charge regardless of 
how well they can manage the flex product as they have no option but to 
follow daily power demand profile. This means they will automatically have to 
buy flow flex and pay flow flex commodity charges (which at 1p/th is not 
cheap!) as they will be taking off more gas in the first part of the day. 
Therefore, these proposals directly discriminate against CCGTs as they have 
no choice on how to profile their flows where as a DN, interconnector or 
storage site for example can as they can net flows off and back profile etc.”  

Another respondent noted that the change in exit regime will introduce different 
arrangements for NTS connected CCGT stations and DN connected CCGT stations which 
would be discriminatory. 

Finally, another shipper noted that it is impossible to determine if there are cross-subsidies 
between different parties as all prices are based on an administrative allocation of price 
control recovery between entry, exit and commodity costs. 
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Appendix D. Industry Questionnaire on NTS Exit Regime 

NERA and TPA Solutions have been commissioned by Gas Forum to carry out an impact 
analysis of the proposed changes to the NTS exit and interruptible regime. We would 
appreciate your assistance in developing this analysis, and where possible quantifying the 
costs and benefits.  When this work is completed, it will be submitted to the Gas Forum and 
may well be published and/or circulated to industry participants in response to the expected 
Uniform Network Code modification proposal that will seek to implement the exit reforms. 

We realise that any information you may give us may be highly confidential.  We will treat 
all information given to us in strictest confidence.  We will not disclose any information 
provided by questionnaire respondents to anyone outside the NERA/TPA project team 
(including Ofgem or Gas Forum members) without prior permission, except in either 
anonymised or aggregate form.  The data you send will be kept on file until the end of the 
project, unless you request otherwise. 

We ask to you select the level of confidentiality you require us to use in relation to any 
information you submit.  Please delete as applicable. 

§ I agree/disagree to the inclusion of the company name in an appendix of respondents. 

§ I agree/disagree to the inclusion of anonymised cost and benefit data into the calculation 
of the costs and benefits and the final report. 

§ I agree/disagree to the inclusion of anonymised quotes of any statements made in the 
questionnaire into the final report. 

Name of respondent: 

Contact number: 

Contact email: 

Company name: 

Capacity in which the company is affected: (shipper, transporter, consumer, interconnector, 
storage, other). Please state as many as are applicable. 
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D.1. Introduction 

NTS exit reform has been a key consideration in the Ofgem and Transco consultation 
processes associated with the sale by NGT of four distribution networks (DNs). Ofgem 
conducted regulatory impact assessments for both Offtake and Interruptions Arrangements in 
summer 2004, concluding on the need for introduction of market-based mechanisms 
addressing NTS exit capacity, flow flexibility and interruption rights. The proposals do not 
affect DN capacity and interruption at this stage; Ofgem indicated that the status quo should 
persist, with reform targeted for April 2006. 

In drawing its conclusions40 on the exit regime, Ofgem stated its key issues to be: 

§ Undue discrimination between networks; 

§ Undue discrimination between NTS offtake points; 

§ Economic and efficient development and operation of the network;  

§ Security of supply; 

§ Effect on competition in wholesale and retail markets; 

§ Accountability and regulatory involvement; 

§ Governance of the offtake arrangements. 

Transco has since developed and consulted on the business rules required to underpin the 
proposed exit regime, and the proposals have evolved considerably since the Ofgem RIAs 
were conducted. 

It is expected that the commercial framework to support DN sales will be implemented in 
May 2005 and as part of this the Uniform Network Code will become operational. The NTS 
exit reforms are expected to be introduced shortly thereafter, through a UNC modification 
proposal. 

The NTS exit reforms will apply in respect of capacity used in 2008/9 and subsequent years, 
but with capacity release commencing in 2005, consistent with investment lead times. Briefly, 
the new arrangements comprise two distinct products:  

NTS Exit (Flat) Capacity 

§ Maximum quantity that may be taken over a day at constant rate (flexibility capacity may 
be required for deviations from constant rate-see below) 

§ Capacity auctions 

§ Long term cleared price auction of annual blocks of capacity (unconstrained availability) 
for use 3-8 years hence, held in June each year (except 2005, September) 

                                                 
40  “ National Grid Transco – Potential Sale of Distribution Network Businesses: Offtake Arrangements, Regulatory Impact 

Assessment”  Ofgem, June 2004.  Summary, Key Issues 
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§ Medium term pay your bid auction of annual blocks of available capacity for use during 
the forthcoming 3 years, held in July each year commencing 2006 

§ Day ahead and within day pay your bid auctions of available capacity 

§ Flat capacity overruns based on aggregate flows 

§ Facilitated trading between users and/ or nodes (at set exchange rates) up to 3 years ahead  

§ Interruptible capacity offered at the day ahead stage based on firm baseline and expected 
utilisation quantities. No “ on demand”  interruptible service. NTS will tender for turn-
down requirements separately  

§ Capacity management tools for NTS include daily, forward and option buy back contract 
tenders and interruptible capacity scaleback 

NTS Exit (Flexibility) Capacity 

§ Flexibility capacity is designed to account for the costs of offtaking at higher rates earlier 
in the day and lower rates later in the day. Defined as the cumulative quantity taken in the 
period 0600 to 2200 hours less the quantity that would have been taken over the same 
period had the offtake been at constant rate through out the day.  

§ Requirement for flexibility capacity needs to be considered  by users where deviations 
from constant rate of offtake are necessary 

§ Flexibility capacity auctions via similar processes to the flat capacity product 

§ Flexibility capacity overruns based on aggregate flows 

§ Facilitated trading between users and/ or nodes within a defined zone at 1:1 exchange 
rates up to 3 years ahead 

§ No interruptible/ use it or lose it product 

§ Buy back arrangements for NTS capacity management purposes 

The pricing and regulatory incentive requirements associated with these products will be 
dealt with through processes separate from the Uniform Network Code modification process. 

These arrangements are described in more detail in Appendix A. Further information can be 
obtained from the Ofgem and Transco web-sites. Consumers requiring further background 
information should contact their supplier or shipper. 

D.2. Questions 

NERA with TPA will carry out an impact analysis of the introduction of the proposed NTS 
exit regime, and would appreciate input from industry participants in this process. We 
recognise that you may already have contributed extensively to the process through responses 
to the large number of consultations associated with DN sales. Here we are asking you to 
highlight, as succinctly as possible, the key issues facing your organisation as a result of the 
proposed reforms. We have structured the questionnaire in a way intended both to facilitate 
succinct responses and to provide us with the information necessary for the subsequent 
impact analysis. It comprises separate sections covering the flat exit capacity product, the 
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flexibility capacity product other exit regime issues and, for comparison, the entry capacity 
regime. Finally there is an overview section in which you are invited to summarise your 
judgement of the need for, and merits of, the proposed exit regime reform.  When a question 
asks for numerical responses, please could you input this into the attached spread sheet. 

You may find it helpful to quickly review all the questions, including the latter sections, 
before commencing your responses. Thank you for your co-operation. 

§ NTS Exit (Flat) Capacity 

1. What benefits do you anticipate for the proposed flat capacity regime compared to 
existing arrangements? 

2. Can these benefits be achieved by other (simpler) means? 

3. What disadvantages (other than cost of operation) might the regime entail, including any 
unintended impacts? 

4. What are the likely one-off costs for you of implementing the proposed flat capacity 
regime, including IT and staffing recruitment or training? (see attached spread sheet) 

5. What are the likely ongoing costs of operating the proposed regime, including transaction 
costs, risk management and accounting? (see attached spread sheet) 

6. If possible, in order for us to put these costs in perspective, could you indicate your total 
exit capacity and throughput figures per annum, split between directly connected exit and 
NTS/DN exits. (see attached spread sheet) 

7. Do you anticipate actively participating in: (a) longer term auctions designed to provide 
investment signals (b) flat capacity buy back arrangements? 

8. Would you anticipate booking flat capacity at NTS/DN exits, as well as at directly 
connected, and why? 

§ NTS Exit (Flexibility) Capacity 

1. What benefits do you anticipate for the proposed flexibility capacity regime compared to 
existing arrangements? 

2. Can these benefits be achieved by other (simpler) means? 

3. What disadvantages (other than cost of operation) might the regime entail, including any 
unintended impacts? 

4. What are the likely one-off costs for you of implementing the proposed flexibility 
capacity regime, including IT and staffing recruitment or training? (see attached spread 
sheet) 

5. What are the likely ongoing costs of operating the proposed regime, including transaction 
costs, risk management and accounting? (see attached spread sheet) 

6. Do you anticipate actively participating in: (a) longer term auctions designed to provide 
investment signals (b) flexibility capacity buy back arrangements? 
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7. Do you seen any particular difficulties associated with the commercial operation of 
arrangements that involve the measurement of rates of offtake throughout the day? 

8. Do you anticipate any other problems associated specifically with the flexibility capacity 
product, such as addressing bi-directional flows at storage and interconnectors?  

§ Other Exit Regime Issues 

1. Aside from any reservations you may have concerning the role of auctions to allocate 
network capacity, do you anticipate any particular issues associated with the setting of 
reserve prices and the subsequent recovery of regulated revenue targets by the 
transporter? 

2. Do you think it would be possible to develop more sophisticated incentive schemes in the 
GT licences rather than increased complexity in the commercial regime under which 
shippers operate? If so, what sort of arrangements might apply? 

3. Do you believe it either appropriate or necessary for DNs to acquire and hold NTS exit 
capacity, when previously such capacity has been directly held and paid for by shippers?  

4. How else would you address the requirement of DNs to ensure the development of 
sufficient NTS exit capacity and the associated flexibility to enable it to both meet 
relevant licence obligations (such as the 1-in-20 peak day) and provide appropriate 
service to its customers? 

§ Entry Capacity Regime 

Some aspects of the proposed exit regime mirror arrangements for NTS entry capacity, which 
in summary involves the following: 

§ Auctions of long term capacity entitlements, intended to aid investment decisions; 

§ Auctions of medium and short term firm and interruptible capacity; 

§ Redistribution (or recovery) of auction revenues that are in excess of (or less than) the 
regulated cost recovery targets via commodity charge adjustments; 

§ Buy back arrangements by which Transco may repurchase capacity via forward and 
option contracts or on the day mechanisms; and 

§ Incentives designed to encourage Transco to maximise the availability of capacity whilst 
efficiently managing the costs of constraint  

This regime replaced a previous scheme by which entry capacity was made available on 
demand, and any constraints arising were dealt with by a scale back mechanism.41  

In view of the similarities (whilst recognising some distinctions), it would be helpful if you 
could answer the following questions in relation to your experience of the implementation 

                                                 
41  Introduced in 1998 as a network code modification and replacing the previous use of transporter balancing actions via 

the flexibility mechanism 
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and operation of this entry capacity regime. Please feel free to offer views on both the impact 
on your own company as well as from the overall industry perspective: 

1. What benefits has the current entry capacity regime achieved compared to previous 
arrangements?  

2. Could theses benefits have been achieved by other (simpler) means? 

3. What disadvantages (other than cost of operation) has the regime entailed, including any 
impacts unforeseen at the time of implementation? 

4. What were the one-off costs for you of implementing the current entry capacity regime, 
including IT changes and staffing recruitment or training? (see attached spread sheet) 

5. What are the ongoing costs of operating the current regime, including transaction costs, 
risk management and accounting? (see attached spread sheet) 

6. If possible, in order for us to put these costs in perspective, could you indicate your total 
entry capacity and throughput figures per annum.   

§ Overall Assessment of Exit Regime 

Please indicate your general view of the current exit regime and Ofgem’s proposals, offering 
an explanation for your choice(s) from those offered below: 

1. The present regime is entirely acceptable and requires no change (other than minimal 
adjustments to accommodate DN sales) 

2. There are some flaws in the current regime [please specify] but these should be dealt with 
incrementally without fundamental reform [please indicate nature of changes] 

3. The regime requires a thorough overhaul, but not now and not of the sort proposed 

4. The regime requires reform now but this needs to address more pressing or important 
issues than those identified by Ofgem  

5. Ofgem’s analysis of the need for reform is sound but their proposals do not adequately 
address their concerns 

6. Ofgem’s proposals do address legitimate concerns but they may have unforeseen and 
undesirable consequences [please specify, ignoring implementation cost aspects] 

7. There are simpler ways of addressing Ofgem’s concerns than those identified [please 
identify alternative approaches] 

8. Ofgem’s proposals are basically sound but the costs of implementation and ongoing 
operation outweigh the benefits likely to arise [please illustrate] 

9. Ofgem’s proposals should be implemented directly subject to some clarification and 
refinement of detail 

10. There is too little detail in key areas such as auction and incentive design to enable a 
considered assessment of the merits of the overall regime reform    

Please do not hesitate to contact Isabelle McKenzie from NERA on 07810 222 096 if you 
have any questions regarding the questionnaire. 
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