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Background

The supply of gas through pipes in the UK is governed by the Gas Act 1986.  Prior to 1982 the British Gas Corporation (BGC) had a virtual monopoly in the supply of gas to domestic and industrial users and significant preferential rights in the purchase of natural gas. The Gas Act 1986:

· continued the break up of BGC's monopoly first begun in 1982 with third parties being given the right to supply gas;

· established an independent gas regulator; and

· provided for the privatisation of BGC which was renamed British Gas plc (BG).

These changes were aimed at opening up competition in the UK in gas supply.  They were not immediately successful and further short term measures were implemented with a view to promoting competition – BG was required to publish prices to improve transparency and a gas 'release' programme was implemented in the early 1990's.

The UK competition authorities remained of the opinion that insufficient competition had developed and their subsequent recommendations led to the Gas Act 1995.  This amended the 1986 legislation and provided for:

· the separation of BG's transportation and storage activities from its supply activity;

· a new authorisation regime, recognising public gas transporters, gas suppliers and gas shippers (being the entities who contracted with a public gas transporter for the conveyance of gas through its pipeline system); and

· the phasing out of BG's monopoly with the aim of having full competition in place throughout the UK by 1998.

For meaningful competition to develop in the supply of gas there needed to be a requirement that competing suppliers/shippers would have access to the BG pipeline system - access would have to be on equal terms, on a transparent basis and based on prices which were cost reflective.

This manifested itself with a requirement that a public gas transporter prepare a 'network code' setting out the terms and conditions for use of its pipeline system – by far the most complex is that belonging to Transco plc which was drafted by DWS in 1996.  Today we still advise Transco (formally BG) in connection with the changes to the code, which to date number over 500.

Network Code

Contract structure – it is a multilateral arrangement in the form of a code which is given effect to by a separate contract between the transporter and each shipper.  The reason for the code approach is to ease change – when changes are made they have effect as regards all shippers and the need to negotiate individual changes to individual contracts is avoided.  Also, the code does not create rights as between the shippers, only rights between the transporter and the shipper.

Commercial structure – it is an agreement for the transportation of gas, however, in no real sense does Transco transport a shipper's gas from point A to point B.  A shipper's right to offtake gas from the system is not dependent on the shipper having delivered gas to the system and the shipper does not retain ownership of gas in the system – it is owned by Transco.  This avoids complex legal issues connected to ownership – with 6 major entry points and approximately 19 million exit points ascertaining who owns which molecule of gas is difficult as at present there are about 40 active shippers using Transco's system.

In return for Transco allowing a shipper to offtake gas the shipper pays Transco certain charges – under the contract the shipper is not required to balance the quantities it delivers and offtakes from the system on a day, however it is incentivised to do so by the charging structures in the code. This is a general theme in the code – rather than specific contractual obligations being placed on the shipper the shipper's obligations are, by and large, limited to paying charges consequent on the shipper's own actions.

Charges

A shipper will be liable the following types of charges:

· transportation charges – these are set each year to comply with the Transco's price control which sets the maximum revenues that Transco may earn – if more or less revenue is recovered in a year an adjustment is made to the charges recoverable for the following year.

There is also a split between capacity charges which aim to recover the fixed costs of operating the system and commodity charges which recover costs related to volumes of gas in the system.  In essence these charges allow Transco to recover the costs of operating the system.

· daily imbalance charges – this is the commercial incentive on a shipper to balance deliveries and offtakes – each day the shipper's imbalance is calculated – broadly aggregate deliveries less aggregate offtakes.

If there is a positive imbalance, where deliveries exceed offtakes, the shipper sells the excess to Transco.  Where there is a negative unbalance, where offtakes exceed deliveries, Transco sells the shipper gas to make up the shortfall.

The price payable or receivable depends on the size of the imbalance; if within a predetermined tolerance the shipper is paid or pays the average price at which gas was bought/sold on the system on the relevant day.

If it is outside the tolerance 'marginal' prices are used.  If the imbalance is positive the shipper receives the lowest price accepted for a gas trade on the day.  Where the imbalance is negative the shipper has to pay the highest price paid for gas on the day.  The effect of these terms is to encourage shippers to balance deliveries and offtake on a day and to the extent any imbalance does arise to endeavour to keep it within the tolerance.

· scheduling charges – each day Transco needs to know forecast delivery and offtake quantities  to assist with overall system balancing – where actual deliveries/offtakes are significantly different from forecast quantities Transco may have to take balancing actions which increase the costs of balancing. Shippers pay scheduling charges where these differences arise.

· overrun charges – shippers may, but are not obliged to book capacity in the system –  they can use the system even if they have not booked capacity - again in line with the general theme of the code.  The most significant capacity is system entry capacity, this is capacity at the main entry terminals.  If a shipper delivers a quantity of gas which exceeds the capacity it has available it pays an overrun charge. This is the incentive to book capacity.

· market transaction charges – these are quite significant in that these are the charges that Transco pays to or receives from a shipper when it either buys or sells gas for the purposes of balancing.
Neutrality

This is one concept which is perhaps unique to Transco's network code.  All charges are classed as either transportation charges which are for the benefit of Transco – or as energy balancing charges, being those charges which arise in the context of individual shipper actions and actions Transco may have to take to keep the system in balance on a day.  Energy balancing charges are not for Transco's account.

Instead they are shared or borne by shippers – so though individual charges are payable as between Transco and an individual shipper the net effect of all such charges is determined each day.  To the extent that Transco is a net recipient of funds the receipts are shared amongst those shippers using the system on the day by reference to the shippers individual throughput as a percentage of total system throughput.  Conversely, if Transco experiences a net deficit the deficit is recovered from shippers on the same basis – in essence Transco is kept neutral – however there have been some recent developments to this concept.

New Gas Trading Arrangements

Two major areas of reform occurred in 1999.

System entry capacity

Prior to the reforms, system entry capacity at each of the entry terminals was sold for fixed periods of 12 months with a flat profile – shippers could buy as much capacity as they liked and pay for it at fixed published prices. This approach was designed to stop shippers hoarding capacity.

In 1999 things changed fundamentally – capacity is now sold for each year on a monthly profiled basis by way of an auction with shippers bidding for a fixed amount of capacity and paying the price they bid, if the bid is successful.  Residual capacity is then sold within the year.  Additionally Transco can sell more capacity in advance of the relevant day and also within day and a distinction is now made between 'firm' capacity and 'interruptible' capacity.  Further complexity is added by the introduction of rules which allow Transco to 'buy back' capacity previously sold to shippers – again by an auction mechanism

The central aim of the reforms is to promote efficiency in the way Transco operates the system  

Attached to these rules is an incentive scheme – if Transco can sell and make available more capacity on a day it is allowed to receive and retain a proportion of the revenues – conversely if it has sold too much capacity and needs to buy back capacity it can no longer recover all the costs from shippers – it must now bear a proportion of the costs incurred.

Energy balancing

Up until 1999 the code contained a mechanism called the 'flexibility market' which was used for balancing – shippers placed bids to sell or buy gas for balancing purposes which Transco accepted on the basis of its operational requirements.

This gas balancing regime in the first years of operation was subject to criticisms, principally because:

· Transco was in not encouraged to take the most economic/efficient balancing decisions – 100% of the costs were recovered from shippers;

· all shippers bore these costs and no distinction was made between the balancing performance of individual shippers; and

· there was high volatility in prices on the flexibility market.

All this added up to the feeling that balancing costs were poorly targeted and too high

The reforms centred around the creation of an 'on-the-day' commodity market.  This market was set up and run by a new market operator, independent of Transco, and it facilitated trading between shippers as well as between Transco and shippers.

As with the capacity regime an incentive mechanism was introduced – which was designed to encourage Transco not to take unnecessary balancing actions and therefore reduce costs.  The collorary of this is that Transco was given greater discretion in what steps it takes to maintain a balance, (interruption, storage gas and line-pack management are available to Transco for balancing purposes).  The incentive operates by rewarding/penalising Transco by reference to the prices at which it trades with shippers and the average price of trades on the system for the relevant day.  This represents a move away from the concept of Transco being completely neutral to balancing costs.

A summary of the contents of the Network Code is set below:

SECTION A – DESCRIPTION OF SYSTEM

This Section identifies various parts and points on the System.  As gas loss is dealt with differently for the transmission system and distribution system these separate parts are identified.  Also identified are Entry Points to the System and Exit Points.  There are different classes of Exit Points e.g. domestic Exit Points, industrial Exit Points and Exit Points where the gas is delivered to a system owned and or operated by a different person.

SECTION B – CAPACITY

This Section identifies the different types of capacity that Users of the System can hold.  Different types of capacity exist; entry capacity in respect of capacity at Entry Points to the System, capacity at Exit Points from the transmission system, capacity in the distribution system (or different parts of the distribution system) and finally exit capacity.  The Section also deals with the method by which Users can acquire capacity and recognises that different Users may trade capacity rights between themselves.  Also included is a regime whereby Users who use the System to a level in excess of their particular capacity right will be required to pay the Transporter a charge.

SECTION C – NOMINATIONS
This Section sets out the rules and timetable for the making of nominations.  Users are required to make separate nominations in respect of the quantities of gas they anticipate delivering at individual Entry Points and offtaking at large Exit Points.  In respect of small Exit Points output nominations are made on the Users behalf by the Transporter by reference demand methodologies and seasonal patterns.

SECTION D – OPERATIONAL BALANCING

This Section identifies the tools available to the Transporter for the purposes of balancing the System.  Here the Code interlinks with other requirements set out in legislation enacted by Parliament and in regulations.  The tools include the use of gas kept in store by the Transporter, interruption, the use of gas kept in store by Users of the System and finally the use of an external gas market through which the Transporter can buy and/or sell quantities of gas from Users.

SECTION E – DAILY QUANITIES, IMBALANCES AND RECONCILIATION

This Section deals with the calculation of Users’ imbalances on each day.  The difference between the quantities of gas delivered to the System and offtaken from the System on a day constitutes the User’s daily imbalance.  It also covers the reconciliation whereby following calculation of a daily imbalance ,adjustments need to be made to reflect information obtain by meter readings at Entry and Exit Points.

SECTION F – SYSTEM CLEARING, BALANCING CHARGES AND NEUTRALITY

This Section deals with the charges payable by a User or the Transporter in respect of a Users imbalance (see above).  It also deals with charges that are payable by a User when the nomination information delivered to the Transporter differs from actual gas flows.  It also includes the concept of balancing neutrality (see above).

SECTION G – SUPPLY POINTS

The Section sets out the provisions relating to the administration by the Transporter of the Exit Points to the System.  Each Exit Point will be attributed to a User (generally the person supplying the gas to the consumer at the Exit Point).  As competition is fully introduced in the UK the Code allows the ownership of an exit point to change and detailed provisions address issues relating to the registration of a User at an Exit point and related procedures in the event an Exit point is disconnected or a new Exit point is added to the System.

SECTION H – DEMAND ESTIMATION

This Section deals with the estimation and forecasting of demand levels at different types of Exit Points.  As Exit Points will not necessarily have a meter which is read on a daily basis it is necessary that the Transporter make an estimation of the gas being offtaken from the System at such an Exit Point on any day.  For this purpose provisions are included regarding daily forecasting, monthly forecasting and annual forecasting and the development of forecasting models and methodologies for such purposes.

SECTION I – ENTRY REQUIREMENTS

This Section sets out the terms that are to apply in respect of the delivery of gas to the System at Entry Points.  It therefore covers such matters as the nature and contents of the agreement to be entered into by the Transporter and the owner and/or operator of the facility connected to the System (ie terminal or other delivery system or gas storage facility).  It also addressed issues relating to gas specification, the measurement of gas delivered at Entry Points and the payment of any liabilities by Users in the event that off-specification gas is delivered to the System.  In addition it also contains terms addressing compensation payable by the Transporter to User in the event that the Transporter is unable to accept gas for delivery into the system where properly tendered by the User.

SECTION J – EXIT REQUIREMENTS

This Section deals with the terms that are to apply in respect of the off-take of gas from the System at different Exit Points.  Again a number of Exit Points will require an agreement in respect the connection of the Transporter's System to the off-take facility.  As with Section I, provisions are included in respect of the off-take of non-compliant gas and the consequences of the Transporter not having made available gas for off-take at an Exit Point where it should properly have done so.

SECTION K – TRANSPORTER STORAGE GAS
This Section deals with gas that is available to the Transporter for the purposes of assisting the Transporter in balancing the System on a day.

SECTION L – MAINTENANCE AND OPERATIONAL PLANNING

This Section deals with maintenance and operational planning and provides for the provision of information by Users of the System to the Transporter such that the Transporter can plan the operation of the System, comply with other legal requirements and prepare maintenance programmes in respect of current and future years.

SECTION M – METERING

This Section deals with all the provisions that relate to the meters that need to be located at each Exit Point.  The terms include provisions relating to the type of meter that must be installed at particular Exit Points and who is responsible for the maintenance, operation and reading of such meters.  A distinction is made between meters which can be read on a daily basis (bearing in mind that the balancing period under the Code is each day) and non daily read meters.  Provisions are also included whereby the Transporter may have to pay Users certain charges in the event it does not obtain meter readings within the timescales provided for in this Section.

SECTION N- SHRINKAGE

This Section deals with losses.  A distinction is made between gas which is unaccounted for (ie is lost but is not used in the operation of the system) and accounted for gas (ie gas which is used in the operation of the System such as for the operation of compressors).  Responsibilities are allocated between the Transporter and Users as regards who bears the cost of lost gas and who is responsible for entering into a contract for the provision of gas to make up for the lost gas.

SECTION 0 – SYSTEM PLANNING

This Section deals with the publication by the Transporter of various assumptions and information in respect of the forecast supply and demand for gas in the current and future years.  For this purpose the Transporter will need the co-operation of the Users in the provision of information.  Following the provision of information the Transporter will publish its findings and other base assumptions.

SECTION P – STORAGE

This Section deals with the steps that the Transporter may take in respect of the holding of gas in certain storage facilities connected to the System such that stored gas will be maintained in such quantities to allow the Transporter to balance the System during years of extreme demand.

SECTION Q – EMERGENCIES

This Section deals with emergencies such that the operation of the System may be jeopardised through a break in a pipeline or other loss of pressure.  In the event of such emergency the Transporter will be required to follow the procedures that have been developed for such a situation.  In the event of an emergency the Transporter will be required to interrupt certain Exit Points and ultimately to shut down the System in an orderly fashion following a priority list.  In addition Users will be required to co-operate with the Transporter.  Provisions elsewhere in the Code will be suspended in their operation during the occurrence of an Emergency.

SECTION R – USERS STORAGE

This Section deals with the arrangements that need to be in place between the Transporter and the Operator of a connected storage facility (but which does not comprises part of the System).  It includes requirements to enter into a connection agreement and as regards the making of nominations between the Transporter and the Operator of the storage facility in respect of quantities to be injected into the storage facility and/or withdrawn from the storage facility.

SECTION S – INVOICING AND PAYMENT

This Section deals with the invoicing and payment of all charges (whether by the Users or by the Transporter) that are identified in the Code.  It provides also for the resolution of disputes regarding amounts invoiced, interest rates that may apply in the event of late payment and how queries will be resolved.

SECTION T – DISPUTE RESOLUTION

This Section sets out a number of processes which maybe followed in respect of the resolution of certain disputes which may arise in respect of different sections of the Code between the Transporter and Users.  In some cases determination by an expert (in the case of gas specification) is to be followed.  In others, arbitration is to be followed.

SECTION U – IT SYSTEMS

This Section deals with the steps to be taken by the Transporter in the establishment and in the operation of the computer system which is used by the Transporter and Users for the giving and receiving of communications (eg the making of nominations, the buying and selling of gas for balancing purposes etc).  It deals also with the publication of a procedures manual by the Transporter, what steps need to taken to ensure the security of the System and what standards need to meet in respect of equipment and operational performance of the computer system.  In addition it sets out a procedure whereby modifications can be made such as to enhance the computer system and/or to ensure the computer system recognises commercial developments within the Code.

SECTION V – GENERAL PROVISIONS

This Section deals with some interesting legal issues, in particular how new Users are admitted to the Code, the establishment of credit arrangements as between Users and the Transporter in respect of the payment by Users of charges and the circumstances in which a Users may be terminated.  Also covered are confidentiality requirements, liability and related issues, Force Majeure, the giving of notices and communications and as usual the general provisions in contracts, including governing law and other such clauses.

APPENDIX

The Appendix to the Code sets out a number of Transitional Arrangements.  These include arrangements needed such that the Code could operate in accordance with its Terms and Conditions on the first day and first month of its operation (ie where certain values or prices are needed) and also transitional arrangements whereby certain provisions in the Code are suspended from their effectiveness, either in whole or in part for the relevant period.

The future

Notwithstanding the NGTA reforms further changes have been introduced in 2000 and 2001.  Imbalance tolerances previously enjoyed by shippers have been virtually phased out and Transco now sells line-pack services – shippers have now in effect to buy their own tolerance.  Shippers requirements are demonstrated by what capacity they bid for and this should act as at investment signal to Transco in the context of system expansion.

At present DWS is working on the introduction of a new regime for selling system entry capacity.  The idea is that this summer Transco will hold a series of long term capacity auctions and shippers will be able to bid for capacity for any month between 2002 to 2015.

Also this month, the gas regulator published its views on proposals for the development of the balancing regime – the main proposal is that the daily balancing period is replaced by a 6 hour balancing period and there is the suggestion that this should eventually be shortened to hourly balancing.

This all demonstrates, the dynamic nature of the UK market and the network code.

David Tennant

February 2002
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