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1. Introduction

1.1 The purpose of this report

1.1.1

1.1.2

1.1.3

On July 21, 2008, the Energiekamer (“EK”, formerly DTe) issued its new draft
tariff decision (“ontwerp methodebesluit transporttaak™ in Dutch) concerning the
tariff method which will apply to Gas Transport Services (“GTS”) for the 4 year
period 2009 to 2012.

The Energiekamer has invited interested parties to make submissions by August
31% 2008 on various matters dealt with in the ontwerp methodebesluit
transporttaak. Among these, GTS is invited to make comments on the report
made by the Brattle Group, dated December 2007, entitled “Assessing Pipe-to-
Pipe Competition: Theoretical Framework and Application to GTS” — henceforth
referred to as “the Brattle report”. This report was commissioned by the EK
(called DTe at the time).

GTS has asked Arthur D Little Ltd to review the Brattle report and to submit its
high-level comments. This is our report. We have attempted to provide an
overview of our comments on the main elements of the Brattle report. We have
not taken issue with each and every detail in the report, nor have we
systematically been through each paragraph and sought to comment on every
contentious statement. Rather, we provide a synthesis of our findings.
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2. Comments of a general nature

2.1 Overall observations

2.1.1

2.1.2

2.1.3

Much of Brattle’s report seems to be orientated towards a gas pipeline system
which is quite different (both physically and in terms of the way in which
capacity is sold to shippers) to that of GTS, though it is acknowledged (page 33)
that entry and exit capacity are sold completely independently from each other.
But Brattle’s reference to the US interstate pipelines, and to point-to-point
transportation, is not directly applicable to the GTS network (which is a
complex, highly-meshed network), where there are separate and unrelated
bookings for entry capacity and exit capacity. The use of “path-based” capacity
bookings from point A to point B was formerly used in the Dutch CSS system
(where it was called “trajectory” rather than “path”) has been superseded by
entry-exit capacity bookings. This is intended to facilitate the development of a
wholesale market in gas.

The de-coupling of entry and exit capacity bookings means that the transmission
system operator (TSO) such as GTS no longer knows how a shipper intends to
use the capacity. A shipper will probably have a portfolio of gas supplies, and a
portfolio of customers, and how it furnishes gas to its customers may change
from day to day, week to week or month to month, as it optimises its portfolios
to maximise profit margins. Where a TSO is interconnected with other systems,
as 1s the case with GTS, there is the possibility that one network is used as a
transit system to move gas across one system for eventual delivery to customers
connected to another network or even a network which in turn is connected to a
further network, etc. Where one shipper has capacity bookings on two inter-
connected systems, and supplies customers connected at exits to each system,
neither TSO has knowledge about precisely which entry capacity is booked for
the customers connected to exits on its system. This leads to the so-called Jepma
effect, which is discussed in section 2.5 below. At the bottom of page 18 the
Brattle report acknowledges that it is simpler to evaluate whether there is or is
not pipe-to-pipe competition when there is point-to-point service (as in the USA)
with distance-related tariffs, rather than with entry-exit systems (as in the
Netherlands).

Indeed, in a region as small as the Netherlands, one wonders whether or not it is
reasonable to make distinctions between “origin” and ‘“destination” markets, as
the Brattle report does. In the Netherlands, gas is produced very close to the
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2.14

2.1.5

market, or imported at entry points very close to the market. The “origin” and
“destination” are, for all practical purposes, located in the same place.

Another area in which the Brattle report appears inconsistent with the current
situation is in the area of gas trading. There is active trading of gas both “on”
GTS’s system (at the TTF) and “off” it, at nearby trading hubs such as
Zeebrugge, Emden, Bacton, etc. Brattle appears to underplay the potential for
gas merchants to trade gas between themselves at different locations in order to
optimise transmission charges. There can thus be an interaction between the
market in gas and the market in capacity.

As a general observation, there are three issues which may not be immediately
apparent to those without a technical understanding of how pipeline networks
operate in practice. It is not clear, from the Brattle report, the extent to which
these points are understood, but the “man in the street” would probably be
unaware of these facts, and might even be surprised if he was aware of them:

— the capacity of an entry or exit point on a pipeline network is not a single
figure — it depends on how the system is set up to operate on a given day,
what pressures are expected to be encountered at the entry and exit points,
etc. British experience suggests that if the TSO sells only the level of entry
capacity which they can guarantee will be available, then they will be
heavily criticised for holding back capacity, whereas if they sell all the
capacity which might be available it is quite likely they will have to curtail
shippers rights to capacity from time to time. Neither course of action puts
the TSO in a good light

— the cost of capacity is not a single figure. There are differences between
historic cost and replacement cost valuations, there are differences between
short-run and long-run marginal costs (“SRMC” and “LRMC”
respectively). For an existing system, one cannot easily say what is the
SRMC and the LRMC, or that one is systemically higher than the other.
Expansion of capacity may simply involve re-wheeling a compressor, but
could alternatively involve looping many kilometers of pipeline: the costs
may be small or very large, according to where in the system the
reinforcement is located. Thus when the Brattle report says that tariffs
should be “cost reflective”, it should be understood that this cannot mean a
precise or unique figure, as the TSO and its regulator are unlikely to agree
on which definition of costs should be taken
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2.1.6

2.1.7

2.1.8

— there is a difference between the identity of the firm which books the
capacity and the firm which decides how that capacity is used. Typically,
for example, the firm booking border exit capacity is say GasTerra but the
firm deciding whether, and how much of it, is used, is GasTerra’s customer,
say EON Ruhrgas, via the nomination process which is a part of the gas
sales agreement between the seller and the buyer. So there may be unused
capacity on a given day, but that does not mean that the capacity is not
contracted to a shipper, and even the shipper may not know until “real
time” whether the capacity will actually be used. Even more importantly,
the TSO may not have complete insight until close to “real time” whether,
and how, the booked capacity will actually be used.

It is worth pointing out that the GTS network was designed when Gasunie was
responsible for the entire gas “system” (including the merchant role as well as
transport) in the Netherlands, and therefore there was careful coordination
between gas supplies and gas networks, and the investments took into account
both aspects of the supply chain, on an integrated basis. Not surprisingly,
therefore, there was little spare capacity — the system was tailor-made, designed
so as to avoid wasteful investment, thus reducing pressure on the public purse
(as Gasunie was 50% State-owned in those days). On page 34, the Brattle report
mentions that there is insufficient capacity available for there to exist effective
competition, and implicitly suggests that TSOs have an incentive to underinvest:
in the circumstances (of part- or complete-public ownership), whereas in reality
it was an entirely-logical decision to avoid wasteful investment by building
redundant capacity.

Indeed, one could form the impression that the Brattle report fears that TSOs
will underinvest, in order to create shortages of capacity and thereby justify high
tariffs, or overinvest, in order to make a guaranteed return on investment. In
fact, it would not be logical for a TSO to do anything other than seek to provide
sufficient capacity for its customers to use — and indeed, the current philosophy
is to conduct “open season’ or similar market-testing approaches when capacity
expansion is being considered.

On page 14, the Brattle report says that it is generally accepted that provided
there are at least 3 competing transmission providers, or where the buyers of
transmission services have bargaining power of their own, there can be effective
pipe-to-pipe competition (“P2PC”). And a transmission provider can be a
shipper, and does not necessarily have to own a pipe. Based on these criteria, it
is likely that GTS does experience P2PC — shippers such as GasTerra, EON,
RWE, GDF and others (Nuon, Essent, Electrabel...) have strong bargaining
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2.1.9

power, and several of them may have the potential to offer virtual transportation
capacity through their ability to trade at TTF or on the Dutch borders, etc.

Thus it is not necessary that for P2PC to exist there must be spare capacity. The
ability to swap or trade gas can be a substitute for physical capacity. It is
necessary that there is a secondary market in capacity. If there is, then
congestion can be managed using market forces.

2.2 The relevance of Brattle’s international comparisons

221

222

223

224

On page 15 and following, the Brattle report describes the approach adopted by
the US regulatory authority, the Federal Energy Regulatory Commission. The
FERC regulates long distance transmission pipelines (“interstate pipelines’) and
does not regulate the pipelines which operate only within a State (“intrastate”
pipeline).

GTS’s pipeline system is quite similar to an intrastate pipeline system in the US,
and thus the references made in the Brattle report to the three types of market
considered by FERC (parallel path, origin and destination markets) do not seem
completely relevant to GTS. Brattle does not provide information on how the
regulators of the intrastate pipelines evaluate P2PC.

The Brattle report also refers to an example from Australia of P2PC, though it is
not completely clear from the explanation (on pages 11-12) whether the example
cited is an example of competition between pipelines or competition within the
gas market. From the example, it appears that two or more markets are
competing for the same gas resources, with each market using a different
pipeline.

It is therefore not obvious that either the US or Australian experiences which the
Brattle report quotes have much relevance for a company such as GTS, whose
context seems to be quite different.

Arthur D Little 21311 6



2.3 Contestability

2.3.1

232

One might have expected the Brattle report to separate GTS’s assets into
categories such as those which are potentially contestable (e.g. entry points,
perhaps certain exit points, the HTL system...), and those which are not
contestable, or less likely to be contestable (e.g. most exit points, the RTL
system...). But the report does not address this issue when it assesses
contestability, and appear to treat GTS’s system as a single, unified system in
which all components have the same level of contestability.

In this context, on page 23, the Brattle report suggests that only industrial
customers or a power station could build bypass pipelines, thus contesting part
of the GTS business, namely the regional pipelines (RTL in Dutch). In practice,
other companies, such as GasTerra, Nuon, Eneco, and Essent, could do so, as
they have large volumes to ship and the financial resources to commit to large
investments, if they wished to do so — and in the case of the distribution
companies, have already done so in their distribution networks.

2.4 Price discrimination is not possible

24.1

24.2

On page 35, the Brattle report suggests that shippers serving customers on the low
pressure grid could be given priority access to the GTS network. As we
understand it, this would be likely to be considered as discriminatory. In any
case, shippers do not necessarily know which customers they will be serving
when they book capacity.

On page 9, the Brattle report again refers to ensuring that sufficient capacity be
reserved for the domestic market without indicating how this can be done in a
way which is non-discriminatory. One would normally take the view that those
customers which value the capacity most highly should pay the most for it. It
seems unlikely that Brattle would advocate a discriminatory approach, as this
could be challenged on legal grounds, nor that it would advocate allocating a
scarce resource to users unwilling to pay market-based rates for it.
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2.5 Comments relating to the Jepma effect

2.5.1

25.2

253

In an entry-exit capacity model, as opposed to a path-based capacity model, the
question of whether there is or is not capacity over a particular transit route is
irrelevant, because there are no specific transit routes. The move away from
notional path-based routes to entry-exit tariff methods, means that reverting to a
path-based approach in order to assess whether there is pipe-to-pipe competition
is inappropriate. GTS cannot distinguish, when a shipper makes an entry
capacity booking, between capacity required for the Dutch market and that
required for transit flows. All GTS knows is that shipper X wants Y amount of
capacity at entry point Z. It cannot know whether this is for the transit or non-
transit market or even whether a shipper has an immediate use for the capacity,
or is merely creating an option for potential future use: for example, they hope
they may be able to secure gas at that entry point at temporarily low prices next
summer.

The non-existence of “spare capacity” is not relevant if there is the ability to
trade capacity (either directly, or indirectly, bundled with gas volumes). If the
markets for gas and capacity are efficient then any significant deviation (eg a
40% increase as cited at the top of page 4) would most likely quickly be traded
away. The existence of “Use It or Lose It” rules on capacity, and secondary
markets in capacity, should avoid any concerns of Brattle that GTS could set
tariffs at arbitrary (high) levels.

Brattle does not address the Jepma effect, because it believes that Regulation
1775 does not appear to envisage tariff benchmarking to avoid the security of
supply issues that the Jepma effect is concerned with. ADL’s understanding of
Regulation 1775, which specifically discusses security of supply, suggests that
the Jepma effect has to be taken into account, and that tariff benchmarking is
mandatory. We have written separately on this matter. (“The Requirement for
Tariff Benchmarking for European Gas Transmission” by Arthur D Little Ltd,
March 2008" ). Security of supply is certainly compromised by the Jepma effect.
Regulation 1775 mentions congestion on several occasions: such as paragraphs
11 and 12 of the preamble, article 1 (which refers to the need for system
integrity), etc. We therefore believe that Brattle should take the Jepma effect
into consideration.

! http://www.gasandoil.com/ogel/members/recentlypublished/welcome.htm|?v0=145
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3. The SSNIP test

3.1 Introduction

3.1.1

Brattle refers to the so-called SSNIP test (page 35 and following) in order to
seek to define the market in which GTS competes. To summarise, Brattle
defines the market in which GTS competes as one in which the alternatives are
priced within 10% of GTS’s current tariffs.

3.2 What is the SSNIP test?

3.2.1

The “Small but Significant Non-transitory Increase in Price” was developed by
the US Department of Justice and the Federal Trade Commission, primarily to
assist them in consideration of horizontal mergers and acquisitions, to assess
whether or not market power might be conferred upon the merged entity, to the
detriment of consumers. It is now used by Competition Authorities in many
countries as one of the concepts which helps them to evaluate the likely effect on
prices of mergers or acquisitions.

3.2.2 The SSNIP test does however have some limitations, including:

— It deals only with price competition and not with competition based on
other product/service attributes such as quality, ease of use, etc

— It assumes products/services are homogeneous

— It was developed to address potential concerns in mergers and acquisitions,
and it is not at all obvious that it is relevant to comparisons in the prices of
services which are subject to regulation, especially where the comparator
companies’ services are regulated differently.

3.3 Is the SSNIP test relevant to GTS?

3.3.1

Brattle seeks to ascertain whether transit services provided by other TSOs
compete with those offered by GTS (page 35). Brattle investigates whether GTS
could raise its tariffs by 5 to 10% above current levels without losing business.
Specifically, it looks at the Emden (Germany) to Eynatten (Belgium-German
border), as several TSOs can handle such flows — including GTS and E.ON.
Brattle concludes that the E.ON tariff is around 35% higher than the GTS tariff,
and therefore GTS could increase its tariff by the same amount without losing
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business. According to Brattle, this implies that GTS has a monopoly and does
not face effective competition. By extension, it appears that Brattle concludes
that the two pipeline systems operate in different markets. This is not obvious,
since they both offer the conveyance of gas from the same entry point to the
same exit point.

3.3.2 Brattle’s conclusion is counter-intuitive. It suggests that shippers which could
save 35% on their expenditure on transportation do not do so. This seems highly
unlikely: shippers, especially at times of low profit margins, can be expected to
behave rationally and to avoid wasteful spending on tariffs which are higher than
the minimum they need to pay.

3.3.3 Brattle does not acknowledge that both tariffs (i.e. GTS’s and E.ON’s) are
influenced by regulation, and are set on an entry-exit basis. Each tariff is set in
relation to the flows of gas within the Netherlands and Germany respectively,
taking into account local regulatory requirements, the typical flows actually
needed by shippers, and not taking into account the tariffs of competitors.

3.3.4 ADL’s proposal is that GTS’s tariffs should take into account the tariffs of
competing TSOs, as we do believe that GTS and E.ON are competitors over the
Emden — Eynatten route, and that GTS also competes with other TSOs than just
E.ON. This is the basis of ADL’s “benchmarking” approach to setting tariffs,
which is the subject of other ADL reports.

3.3.5 Brattle goes on further to evaluate other transit routes, and reaches the
conclusion that GTS has an effective monopoly because there is no effective
competition.

3.3.6 In our opinion, all Brattle actually achieves is to highlight that the SSNIP test
may not be the most appropriate tool to use in this context.
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4. Conclusion:

4.1.1 Our overall conclusion is that the Brattle report should not be relied upon as a
prudent basis on which to determine policies, regulations or tariff methodologies
in the Netherlands:

— The examples from other countries such as the USA and Australia are not
relevant because they apply in completely different industry settings, for
long-distance point-to-point transportation and not to networks like that of
GTS

— The apparently-scientific methods such as the SSNIP test are not designed
for comparing prices between differently-regulated services, they are
designed for assessing the degree of market power which a horizontal
merger or acquisition may create

—  The report implies that shippers may behave irrationally, by not minimising
costs when they could do so.

4.1.2 We therefore think it would be unwise for regulators to place much emphasis on
the Brattle report.
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	2.5.3 Brattle does not address the Jepma effect, because it believes that Regulation 1775 does not appear to envisage tariff benchmarking to avoid the security of supply issues that the Jepma effect is concerned with.  ADL’s understanding of Regulation 1775, which specifically discusses security of supply, suggests that the Jepma effect has to be taken into account, and that tariff benchmarking is mandatory.  We have written separately on this matter. (“The Requirement for Tariff Benchmarking for European Gas Transmission” by Arthur D Little Ltd, March 2008  ). Security of supply is certainly compromised by the Jepma effect. Regulation 1775 mentions congestion on several occasions: such as paragraphs 11 and 12 of the preamble, article 1 (which refers to the need for system integrity), etc.  We therefore believe that Brattle should take the Jepma effect into consideration.  
	 


	3. The SSNIP test 
	3.1 Introduction 
	3.1.1 Brattle refers to the so-called SSNIP test (page 35 and following) in order to seek to define the market in which GTS competes.  To summarise, Brattle defines the market in which GTS competes as one in which the alternatives are priced within 10% of GTS’s current tariffs. 

	3.2 What is the SSNIP test? 
	3.2.1 The “Small but Significant Non-transitory Increase in Price” was developed by the US Department of Justice and the Federal Trade Commission, primarily to assist them in consideration of horizontal mergers and acquisitions, to assess whether or not market power might be conferred upon the merged entity, to the detriment of consumers.  It is now used by Competition Authorities in many countries as one of the concepts which helps them to evaluate the likely effect on prices of mergers or acquisitions. 
	3.2.2 The SSNIP test does however have some limitations, including: 

	3.3 Is the SSNIP test relevant to GTS? 
	3.3.1 Brattle seeks to ascertain whether transit services provided by other TSOs compete with those offered by GTS (page 35).  Brattle investigates whether GTS could raise its tariffs by 5 to 10% above current levels without losing business.  Specifically, it looks at the Emden (Germany) to Eynatten (Belgium-German border), as several TSOs can handle such flows – including GTS and E.ON.  Brattle concludes that the E.ON tariff is around 35% higher than the GTS tariff, and therefore GTS could increase its tariff by the same amount without losing business.  According to Brattle, this implies that GTS has a monopoly and does not face effective competition.  By extension, it appears that Brattle concludes that the two pipeline systems operate in different markets.  This is not obvious, since they both offer the conveyance of gas from the same entry point to the same exit point. 
	3.3.2 Brattle’s conclusion is counter-intuitive. It suggests that shippers which could save 35% on their expenditure on transportation do not do so. This seems highly unlikely: shippers, especially at times of low profit margins, can be expected to behave rationally and to avoid wasteful spending on tariffs which are higher than the minimum they need to pay. 
	 
	3.3.3 Brattle does not acknowledge that both tariffs (i.e. GTS’s and E.ON’s) are influenced by regulation, and are set on an entry-exit basis.  Each tariff is set in relation to the flows of gas within the Netherlands and Germany respectively, taking into account local regulatory requirements, the typical flows actually needed by shippers, and not taking into account the tariffs of competitors. 
	3.3.4 ADL’s proposal is that GTS’s tariffs should take into account the tariffs of competing TSOs, as we do believe that GTS and E.ON are competitors over the Emden – Eynatten route, and that GTS also competes with other TSOs than just E.ON.  This is the basis of ADL’s “benchmarking” approach to setting tariffs, which is the subject of other ADL reports. 
	3.3.5 Brattle goes on further to evaluate other transit routes, and reaches the conclusion that GTS has an effective monopoly because there is no effective competition. 
	3.3.6 In our opinion, all Brattle actually achieves is to highlight that the SSNIP test may not be the most appropriate tool to use in this context. 


	4. Conclusion: 
	4.1.1 Our overall conclusion is that the Brattle report should not be relied upon as a prudent basis on which to determine policies, regulations or tariff methodologies in the Netherlands: 
	4.1.2 We therefore think it would be unwise for regulators to place much emphasis on the Brattle report. 




