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Summary

Clarity on forward transportation tariffs will be an essential element of the building of the
Dutch gas roundabout. Parties will be more confident to commit to longer term positions
relating to capacity bookings, import or supply positions, development of connected
infrastructure, or development of trading positions with embedded exposure to regulated
prices if they are not exposed to unpredictable tariff changes. The tariff methodology for
GTS is an essential part of providing such market confidence both for network users, and for
GTS, Gasunie, its owners and financiers.

While the draft decision is extremely helpful in terms of clarifying many elements of the
methodology, it does not yet provide sufficient information as to allow market parties to form
a realistic view of how individual tariffs might be set or might develop over time. It does not
yet allow us to form a clear view of whether GTS’s mooted tariff increases are justified.
Most of all, BP is concerned that it may allow GTS to make returns on assets that are
substantially higher than proposed by the Ministry of Economic Affairs, with no clear
mechanism for how any over-recovery would be returned to network users.

In particular, BP would draw attention to the following points:

e The link between the revenue parameters proposed by the Ministry of Economic
Affairs, and the tariff methodology remains unclear. As the methodology appears
pre-disposed to an over-recovery, an explicit means of factoring such over-recovery
into future tariffs seems essential.

e Over the forthcoming regulatory period, capacity bookings are expected to grow
substantially. By basing tariffs on a previous year’s “calculated quantities” but
allowing recovery based on higher current year’s bookings, revenue will
systematically be higher. To reverse this would either require an X-factor to include
a compensating factor for volume growth, or use of an anticipated value for the
calculated quantities rather than a historical value.

e Minimum standards of service should be set at a commensurate level with revenues
and tariffs. A cost reduction target might otherwise incentivise GTS to cut service
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levels, rather than reward them for maintaining or improving service levels. Again,
as long as revenues are fixed in legislation, the competition authority is limited to
using methods such as fines to ensure this is not the case.

¢ Nevertheless, we are pleased to note a number of positive suggestions in the draft
decision, including a clear explanation on why the Jepma effect should not apply in
this instance, of the conclusion that pipe to pipe competition is not demonstrated, a
differentiation between high and low risk new investment, and the proposal to set
bandwidths.

A detailed response to individual points in the draft decision is given below. If you have
any questions, we would be pleased to meet with you at your request.

Yours sincerely,

Fiona Lewis
European Regulatory Affairs
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BP comments
1. Background

BP has not focussed on Dutch legal issues as others are better qualified to comment here,
but have instead concentrated on relevant European legislation and principles of good
regulatory practice.

We would also remark that the basis of regulating tariffs rather than revenues imposes
constraints both on the regulator and the regulated entity that remove a number of options
to help manage risks such as weather uncertainty, and increases the difficulty in setting a
“fair” target for GTS, and to earn greater returns for good performance.

2. Regulated Asset Base

It remains unclear how the Regulated Asset Base (RAB) is to be incorporated into rate-
setting. The RAB, rates of return and depreciation periods (together with assumptions on
residual value) have been proposed in draft legislation by the Ministry of Economic Affairs,
and are understood to be in debate. These are the primary parameters (in combination with
operating costs and the proposed investment programme) that will determine the allowed
revenue.

There is no reference to this allowed revenue in determining the initial or final income in the
regulatory period as described in the proposed methodology. As it is highly unlikely that
they will match by coincidence, the proposals do not address what will happen if the derived
tariffs levels and actual capacity bookings lead to a greater or lesser value than what is
suggested by the Beleidsregel.

The inclusion of an over- or under-recovery in setting the following year’s tariffs would not in
our view constitute NMa setting the revenue: the tariff methodology in place would facilitate
the achievement of an allowed revenue as set by the Ministry of Economic Affairs under the
legislation.

BP and others commissioned The Brattle Group to derive a range of reasonable RAB
values based on internationally recognised regulatory techniques. A copy of their report is
attached to this paper. The model was also provided as part of BP’s response to the MEA’s
consultation on the “amendment of the Gas Rate Structure and Terms Regulation” (draft
MR). Although the models derived by The Brattle Group represent estimates, as the
detailed data are not available to produce more accurate calculations, the proposed value in
the draft MR is in the region of the highest that could reasonably be derived, and a
considerable increase on what would have been predicted on the basis of previously used
techniques.

On a related topic, BP is of the view that GTS has been over-recovering through its tariffs
with respect to its actual costs over the last two years. BP understands that current allowed
revenue recovery for GTS is set at €940m based on a RAB of 4.8bn depreciated over 60
years; however, for the last two years GTS has reported its turnover of €1.2bn. BP is
interested in what happens to the over-recovery and how this will get fed back to network
users in the next regulatory period.

3. Legal basis

In its report to the European Commission, The Brattle Group' makes the point that the
imposition of unfair prices by an undertaking in a dominant position is itself an infringement
of competition law. They suggest the use of an NPV test to determine whether the prices
charged for use of a pipeline network represent a reasonable or monopolistic level of return
on the investment, even if made in reference to charges for use of other networks.

' Methodologies for Establishing National and Cross-Border Systems of Pricing of Access to the Gas
System in Europe, The Brattle Group, 17 February 2000, available on
http://ec.europa.eu/energy/gas/madrid/2_en.htm



This would suggest that if Dutch legislation permits a monopolistic return to be made, then it
could itself be inconsistent with competition law.

4. Transparency

Of key importance to the tariff methodology is whether it allows market parties to develop a
reasonable estimate of the forward price of capacity. A lack of forward transparency merely
increases the risks faced by parties taking commercial positions outside the current gas
year, or booking long term capacity rights (or choosing not to), whether for supplies into the
Dutch market, location of large consumer load, or connection of infrastructure.

In order to provide a reasonable forward view, there needs to be clarity of the methodology,
and of the relevant data to be input to the methodology.

Unfortunately, it is not possible with the current information to make a reasonable estimate
of a range of tariffs for a given entry or exit point. In order to achieve this, the following
additional information would be strongly desirable:
e Clarity over the relationship between the revenue parameters in the Beleidsregel
and the tariffs set by NMa
e Historical operating costs
e A statement of GTS capital expenditure that has been made, or is estimated to be
made between the setting of the RAB and the start of the regulatory period
e The currently proposed GTS investment plan over the regulatory period
e A statement of how individual tariffs can be derived (basis for a split between entry
and exit charges, capacity and commodity charges if appropriate, and whether
individual entry or exit charges will be set by another methodology such as
postalisation, Long Run Marginal Cost, or auctions)
¢ If revenues for high- and low-cal systems were to be set separately, a breakdown of
asset values and expenditures would also be necessary.

BP notes that the letter from NMa to the Minister of Economic Affairs (4™ June 2008) was
helpful in allowing us to understand NMa'’s position on the Beleidsregel. We note that NMa
stated that its valuation of the RAB is around €5bn. From these calculations, it suggested
that €0.9m of the RAB in the Minister’s calculations was caused by the indexation used and
€0.5m was due to the fact that some costs were placed into the RAB that sit more
comfortably in operating expenditure. Adding these costs into the RAB is likely to lead to
higher costs for network users and therefore cannot be in the gas consumers’ interest. In
this regard, and in order to facilitate debate within the industry, it would be helpful if NMa
would voluntarily publish the reasons behind the views stated in its letter to MEA.

5. Cost orientation and Jepma

It is important that tariffs charged to industry participants reflect actual costs incurred for
providing the industry with that service. Any cross subsidisation will distort the economic
signal, as this would lead to an increase in the quantity demanded from parties facing the
lower tariff and a reduction in the quantity demanded from those facing the higher tariff.

BP notes that in the Methodology decision, NMa ruled against international benchmarking
as a way to set tariffs because there is insufficient pipe to pipe competition to benchmark it
against. NMa also considered that there has been no evidence provided that the so-called
Jepma effect is in existence and therefore considered that tariffs had to be cost reflective.
BP is supportive of this conclusion and considers that this is also in line with the European
Directive.

6. Regulatory period

To ensure Network Users gain long term tariff certainty it is important that the regulatory
period is set at a reasonable length. BP considers that 4 or 5 years is appropriate. This
gives an adequate time-frame for GTS to achieve costs savings and should provide a good
incentive to make early savings that can be retained until the next review.



7. X-factor

BP agrees in principle that the X-factor should reflect two things: general economic
performance including competitive pressures, and potential efficiency gains for GTS.

We would make the point that although the X-factor may be derived from specific
assumptions about where savings could be made, it is important to apply it in such a way
that gives GTS a large amount of freedom about how to achieve it. Of course, in order to
prevent such efficiency gains being made at the expense of service levels, NMa may wish to
ensure that acceptable service standards are agreed and monitored over the period, with
appropriate sanctions should they fail to be met. NMa may also wish to consider how to
avoid the situation where standards are maintained on measured items and reduced
everywhere else.

This also represents a further area of interaction with the Beleidsregel. Frequently, reduced
costs can be achieved by regulated entities through financial measures such as changes to
the way the company is financed. Normally this would be considered as part of the setting
of the rates of return. This limits the ability of the regulator to agree it as part of a package
of measures, or which could be fine-tuned this in response to performance in this area.

8. New Investments

In our response to the Gas Rate Structure and Terms Regulation, BP noted that
replacements to GTS’s high pressure system that served the existing Dutch market should
earn the same rate of return as that on the existing RAB. We support the MEA and the NMa
in reaching a similar conclusion.

BP notes that NMa has decided that option 6.5.2(c ), ‘after commissioning the expansion
investment GTS may suggest a proposal for tariff increase’ is the most sensible option. BP
agrees with NMa that GTS should not receive income for this investment until it has been
commissioned and therefore (c ) seems like a suitable option. However, it is not clear from
option (c ) whether the allowed revenue for the whole regulatory period will be set at the
beginning of the regulatory period or whether NMa plans to open up the price control when
the new investments are ready to come on stream and add in the allowed revenue. BP
considers that it is important to signal up front the allowed revenue to ensure there is
certainty throughout the regulatory period, which also increases transparency of the rate
setting.

Indeed, we would normally advocate that tariffs be set on the basis of an assumed
investment programme, with a true-up at the end of the regulatory period if GTS had over-
or under-spent against the forecast. This would have the advantage of greater transparency
and consistency for network users, clarity on revenue for GTS, and a means to allow
efficiency gains to be shared between network owner/operator and users.

In the absence of this, option 6.5.2(c ) with protection of bandwidth, or options (a) or (b) with
a true-up are all possible. None particularly commends itself over the others.

9. Bandwidth

BP considers that the bandwidth model is a useful tool to introduce into this regulatory
period. This adds a level of comfort to shippers who have been concerned that tariffs to non
domestic points would increase disproportionately to subsidise the domestic exit points. BP
notes that GTS has the potential to disregard this 5% cap but it would have to convey and
maybe even consult on the reason behind this. It may be helpful for NMa to draw up some
guidelines highlighting the areas and potential situations where this may be allowed to add
clarity and to ensure transparency. Nevertheless, BP considers that it should still be judged
on a case by case basis.

However, although BP supports this as a smoothing mechanism, it still allows for significant
change in the average tariff level. If bandwidth is +/- 5%, but the average level is to
increase by 80% (as implied by the GTS proposals on entry charges) then an individual
entry point could still rise between 75% and 85%. This provides only the protection that all
parties are affected by roughly the same amount, though that amount could still be
catastrophic where it could not be passed through (and costly for users, where it could). We
would request instead that the bandwidth be set such that it does not allow any year to



increase by more than 10%. If an increase by 80% can be justified, then there would be an
extended transition period to allow parties to change investment plans, consumption
behaviour, contracted positions, or pricing policy over a reasonable time-frame.

10. Calculation Quantities

Paragraph 127 refers to “legacy” contracts. We assume that this refers only to long term
capacity commitments at fixed prices that we are expecting to be permitted in forthcoming
gas legislation. If there are pre-existing legacy agreements with advantageous terms, then
these should be published and provided on a non-discriminatory basis to others who
request them.

In respect of the volume calculation associated with tariffs, BP is concerned that by
implementing option (b) (section 6.6.2 para 126), it reduces the incentives on GTS to
become more efficient. This is because every year if it beats its efficiency target, the
volume element will be reduced accordingly. This would not incentivise GTS to hit the
efficiency target earlier in the regulatory period to allow them to keep the benefits arising
from cost savings that would accrue in later years of the regulatory period. However, BP
does consider that by assessing the volume each year and making an annual correction
would remove an uncontrollable risk such as can be caused by a warm or cold period. By
doing this, it ensures that the data is normalised and therefore income adjusting events will
not be needed after the regulatory period.

However, GTS is known to be in the middle of a substantial investment plan which is
secured by forward capacity bookings. The Calculated Quantities can therefore be
expected to grow continuously over the coming regulatory period. By setting the CQ on the
basis of historical rather than anticipated levels allows GTS to lock in an over recovery for
each year of growth. We therefore suggest that anticipated rather than historical bookings
be used for the Calculated Quantities when setting future year tariffs. This would still allow
GTS to retain value associated with growing bookings above these levels, though it clearly
becomes more important to ensure that the anticipated levels are set correctly.

As the anticipated levels can still be misrepresented, it would be ideal to have a true-up at
the end of the regulatory period. This would be preferable to other methods such as an
additional element in the X-factor to reflect volume growth, or to discount the initial tariff
levels. Without any of these methods in place, we would be concerned that the
methodology appears to allow substantial over recovery compared to the NPV test
described earlier.

11. Other issues

However, the main weakness in having fixed revenue is that there is therefore little that the
regulator can do to incentivise and reward efficient behaviour or to penalise inefficient
behaviour, other than the threat of fines. In particular, it prevents the regulator from setting
a mechanism whereby GTS can be rewarded for increased utilisation of existing capacity
and instead encourages GTS to increase the size of its RAB, potentially by carrying out
inefficient investment. This will lead to higher, rather than lower unit costs for network
users, with GTS’s greatest returns in a situation where capacity is built but never used (i.e.
RAB is high and opex is low).

The increased economic pressure to use capacity effectively could encourage flatter
supplies into The Netherlands, thereby increasing the cost of imported flexibility. This is of
some concern given that changes to GTS’s balancing regime are being discussed which
includes the use of imported flexibility to be able to provide the necessary profiles to the
Dutch market. An unnecessary increase in the price of this flexibility will not benefit Dutch
consumers.

Elsewhere this is achieved by having a commodity element as part of the revenue setting
and tariff recovery, and we would believe this to be a missed opportunity if it were not to be
considered here.

It is also important to encourage GTS to use its system more effectively. There is a danger
that if the revenue recovery is split 100/0% between capacity and commodity, it could
persuade GTS to undertake capital expenditure when operating expenditure would
represent the most efficient option further increasing prices for network users and hence
consumers.
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