At what stage is this

UNC Modification document in the
process?

UNC 0636:
Updating the parameters for the

NTS Optional Commodity Charge

f

Purpose of Modification:

To update the parameters used in the derivation of the Optional Commodity Charge tariff in
order to reduce the current level of effective cross subsidy by gas customers who cannot
avail of the Optional Commodity Charge.

The Workgroup recommends that this modification should be:

e proceed to Consultation

The Panel will consider this Workgroup Report on 18 January 2018. The Panel will
consider the recommendations and determine the appropriate next steps.

o e considered a material change and not subject to self-governance

High Impact:

Users opting for the Optional Commaodity Charge could expect an increase in the
0 tariff. Note that it is expected that the tariff would still be available as an option to

avoid inefficient bypass of the NTS.
The Standard Commodity tariff would be consequentially reduced.

Medium Impact:

0 Low Impact:
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What

The NTS Optional Commodity Charge (OCC) was introduced in 1998 and the tariff has not been updated
for nearly 20 years. Therefore, it is proposed that the parameters within the NTS OCC formula need to be
updated to be more reflective of the current costs and pipeline utilisation.

Why

The OCC was introduced in 1998 with the express intention of providing a mitigating option for shippers
seeking short distance transportation, and was justified on the basis of avoiding inefficient bypass of the
NTS. Given that the tariff has not been updated in nearly 20 years whilst standard commaodity charges
have risen significantly over the same period, the OCC has become a very attractive option even for exit
points that are increasingly distant from an associated entry point.

National Grid NTS have advised the NTSCMF1 that Users opting to avail of the OCC during the current
Gas Year (17/18) will pay an estimated £48.5 million in optional commodity charges but, in doing so, will
avoid paying nearly £195 million in standard commodity charges. This represents a potential cross-
subsidy to those OCC Users of about £146 million per annum at the expense of those sites which are
unable to benefit from the option of the OCC.

How

It is therefore proposed to give effect to this modification by way of two changes to the UNC TPD, Section
Y paragraph 3.5 “NTS Optional Commodity Rate”.

1. Replace the current formula with that proposed in 2015 as Option 2 by National Grid in its discussion
document NTS GCD112.

2. Adjust the assumed capacity of the alternative by-pass pipeline against which the OCC charges are
calculated. Specifically replace the MNEPOR in the current formula with the average daily flow at the
exit point from the previous Gas Year divided by 75%.

It is proposed that the changes arising from this code modification be implemented by 01 April 2018
thereby saving up to £2202 million in cross subsidies relative to the base case of waiting until October
20194

1 NTSCMF 26 September 2017

2 http://www?2.nationalgrid.com/UK/Industry-information/System-charges/Gas-transmission/Charging-
methodology/Gas-Charging-Discussion-papers/

3 This value assumes an equal load profile throughout the Gas Year.

41t is anticipated that Modification Proposal 0621 will propose changes to the Optional Commodity tariff
for implementation from October 2019 for compliance with the EU Tariff Code.
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2 Governance

Justification for Authority Direction

National Grid NTS have advised the NTSCMF® that Users opting to avail of the OCC during the current
Gas Year (17/18) will pay an estimated £48.5 million in optional commodity charges but, in doing so, will
avoid paying nearly £195 million in standard commodity charges. This represents a potential cross-
subsidy to those OCC Users of about £146 million per annum at the expense of those sites which are
unable to benefit from the option of the OCC. It is proposed that the changes arising from this code
modification be implemented by 1 April 2018 thereby saving up to £2208 million in cross subsidies relative
to the base case of waiting until October 20197.

This Modification should be considered likely to have a material on competition in, or commercial
activities related to, the shipping, transportation or supply of gas. It therefore should be sent to the
Authority for decision.

Requested Next Steps

This modification should:
e be considered a material change and not subject to self-governance; and
e proceed to Consultation

Workgroup participants agreed that the report was suitable for consultation and direction by the Authority.

3 Why Change?

The parameters within the NTS Optional Commodity Charge (OCC) formula need to be updated to be
more reflective of the current costs and pipeline utilisation.

The OCC is available as an alternative (instead of the Standard Commaodity Charges) to Users
nominating a “point to point” path for transportation from an NTS entry point to an NTS offtake point. If a
User elects for the OCC, all NTS Entry and Exit (SO & TO) Commodity Charges are avoided. The NTS
OCC is derived from the estimated cost of laying and operating a dedicated pipeline of NTS specification.
This is defined in UNC TPD Section Y. The OCC was introduced in 1998 with the express intention of
providing a mitigating option for shippers seeking short distance transportation, and was justified on the
basis of avoiding inefficient bypass of the NTS. Given that the tariff has not been updated in nearly 20
years whilst standard commodity charges have risen significantly over the same period, the OCC
has become a very attractive option even for exit points that are increasingly distant from an associated
entry point. The parameters on which the OCC tariff is predicated are no longer considered to be
appropriate as

5 NTSCMF 26 September 2017
8 This value assumes an equal load profile throughout the Gas Year.

7 It is anticipated that Modification 0621 will propose changes to the Optional Commodity tariff for
implementation from October 2019 for compliance with the EU Tariff Code.
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1. The formula used to calculate the current Optional Commodity rates uses the costs of building
and operating a dedicated pipeline at the time of introduction in 19988 and has not been amended
since. The Transco Consultation Report on PC9A (December 1997) provided the opportunity to
update the costs although this has, so far, not been effected.® National Grid sought to update the
cost inputs in 2015. While Code Modification 0563S facilitated the inclusion of the formula into the
UNC TPD, Section Y from the NTS Transportation Statement, the update to the original OCC
formula is still outstanding as National Grid decided to wait until there was more clarity on the EU
Tariff Code rather than any suggestion that it was inappropriate to update the charging formula.

2. Load factors at exit points are very low in relation to the design capacity assumption embedded
within the OCC charge — nowhere near the 75% assumption, meaning that the OCC is too low.
National Grid NTS advised at a recent NTSCMF (17 July) that the average load factor of short-
hauled gas has declined to about 20% during the 16/17 Gas Year.

National Grid NTS have advised the NTSCMF° that Users opting to avail of the OCC during the current
Gas Year (17/18) will pay an estimated £48.5 million in optional commodity charges but, in doing so, will
avoid paying nearly £195 million in standard commodity charges. This represents a potential cross-
subsidy to those OCC Users of about £146 million per annum at the expense of those sites which are
unable to benefit from the option of the OCC.

1. Users opting for the OCC during the current Gas Year will pay an estimated £48.5 million in optional
commaodity charges but, in doing so, will avoid paying nearly £195 million in standard commodity charges.
This represents a potential cross-subsidy to those OCC Users of about £146 million per annum at the
expense of those sites unable to benefit from the option of the OCC.

2. The proposal requires a change to the charging methodology contained within Section Y of the UNC
and Section B3.12.10 (b).

3. If the change is not made there will be up to £220 million in cross subsidies by Users unable to benefit
from the OCC (largely within the Distribution Networks) in the interim period between April 2018 and
October 2019 before Modification 0621 could be expected to address the issue.

The proposer is aware that National Grid is planning to address this cross-subsidisation from October
2019 as part of Modification 0621 but is concerned that this will not address the on-going cross-
subsidisation in the interim. The proposer doesn’t wish to burden National Grid unduly in the
administration of an amended OCC and also appreciates the need to develop a fairly simple solution that
can be implemented relatively quickly and which will materially address the cross-subsidisation in the

8 Using 1997 construction and operational costs, annuitized over a ten year project life using a 10%
project discount rate.

9

Secondly, in the interests of keeping the level of the tariff in line with curreiu
pipeline costs, we propose that the function should be reviewed at the same
time as the annual review of general transportation charges, and uprated in
line with an suitable escalator.

10 NTSCMF 26 September 2017
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period to October 2019.Use of “Option 2” as proposed by National Grid in its discussion document NTS
GCD11'%,

1. This Modification is seeking to use pipes that are more reflective of those that may be built as
alternatives to the NTS and to use more up-to-date costs that would be more cost reflective.

2. This proposal proposes the use of Option 2 as detailed by National Grid in 2015 in its discussion
document NTS GCD11. In summary, this option retains the underlying assumptions of the
current OCC charge and maintains the same structure in the formula. The update inflates the
current portfolio of unit costs using publicly available indices and also adds in those larger
pipe sizes for which National Grid received target efficient unit costs. The application of a
combination of steel and RPI indices are applied so as to result in a consistent set of cost
data. The topic was discussed during NTSCMF meetings leading up to the GCD11 paper and
has been further discussed as part of the wider charging review in 2017. Alternative cost
data for pipe building has been requested as part of both these processes. The response has
been limited potentially because of commercial confidentiality. The data underlying Option 2
therefore represents a pragmatic estimate to facilitate the calculation of an OCC rate that
could be applied across all distances and load sizes.

3. The following is an extract from NTS GCD11 listing the steps NG used in the derivation of the
original “short-haul” tariff and their review as detailed in NTS GCD11.

The NTS Optional Commaodity charge function was produced using the following steps:

a) Uses a pipeline portfolio that, through using flow rates and distances, allocates a specific
pipe size from the portfolio to a certain distance and flow rate combination;

b) Produce a cost for each distance/flow rate combination by using a fixed element, relating
only to the pipe diameter (this can be thought of as the “connection cost” to the NTS) and a
distance related (cost per km) element which applies to a range of pipe diameters;

c) Produce an annual capital cost based on an annuity period of 10 years;

d} Produce commoditised unit costs {in terms of p/kWh) determined assuming a standard 75%
load factor.

e] Measure the average p/kWh using a comparison between the costs at Okm and 50km.

11 http://www2.nationalgrid.com/UK/Industry-information/System-charges/Gas-transmission/Charging-
methodology/Gas-Charging-Discussion-papers/
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4 Code Specific Matters

Reference Documents

The Statement of Gas Transmission Transportation Charges
https://www.gasgovernance.co.uk/sites/default/files/qgf/book/2017 -
09/Transportation%20statement%200ctober%2017%20.pdf

Knowledge/Skills

Understanding of the NTS charging methodology in respect of the Optional Commodity Charge.

5 Solution

The proposal requires a change to the charging methodology contained within Section Y (3.5 NTS
Optional Commodity Rate) and Section B3.12.10(b) of the UNC.

The parameters of the NTS Optional Commodity charge formula are derived from flow rates, pipeline
distances and underlying costs. The current formula is as follows:

p/kWh = 1203 x M ~-0.834 x D + 363 x M "-0.654

Where:

D is the direct distance of the site or non-National Grid NTS Pipeline to the elected Entry Terminal
M is the Maximum NTS Exit Point Offtake Rate (MNEPOR) at the site, converted into kWh/day

A means ‘to the power of..’

The proposed formula is as follows:

p/kWh = 1247 x M ~-0.78 x D + 1422 x M ~-0.708

Where:

D is the direct distance of the site or non-National Grid NTS Pipeline to the elected Entry Terminal

M is the aggregate of the allocated daily energy in kWh/day at the exit point from the previous Gas Year
divided by the number of days in the previous Gas Year and further divided by 75% except:

@ where the site is new and hence there is no flow history, retain the existing formula for M of 24
times the Maximum NTS Exit Point Offtake Rate

(i) for an NTS Exit Point in respect of a pipeline interconnector having no physical exit capability, M
is the aggregate of the allocated daily energy in kWh/day from the previous Gas Year divided by the
number of days in the Gas Year and further divided by 75% to the NTS at the System Entry Point
associated with such Connected Delivery Facility.

A means ‘to the power of..’

The update to the parameters would be effective for all sites availing of the OCC from the time of
implementation of the Mod and no further updates are envisaged prior to October 2019.
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Thereafter, an annual process would update M each April commencing April 2019 for effect from the
following October in the event that this Mod is not superseded by code changes necessary for EU TAR
compliance.

For the avoidance of doubt:

(i) At the time of calculation of the charge rates (which will be subject to the 2 months’ notice of
charges), the average aggregate allocated daily energy will take the latest gas year for which data is
available — For example implementation anytime between 1 April and 1 October 18 will use data from the
Gas Year October 16 to September 17.

(i) M =(Z E)/N x 100/ 75 where E is the allocated daily energy for each day of the relevant Gas
Year at the exit point and N is the number of days in the relevant Gas Year

(iii) The 75% divisor converts an annual daily load to a notional peak day load which determines an
appropriate pipe building cost estimate which is then used to derive the unit rate. The value of 75% is
consistent with the assumption embedded in the current OCC formula.

(iv) A new site ceases to be new if at the annual update it has at least a full Gas Year’s allocation
history (even though some allocations could be zero)

(v) M for a seasonal site will have its value calculated in the same way as a non-seasonal site and
zero allocation values will be included in the calculation of ZE.

6 Impacts & Other Considerations

Does this modification impact a Significant Code Review (SCR) or other
significant industry change projects, if so, how?

There is no impact on an SCR. The proposer believes there is no impact on the current charging review
that is due for implementation in 2019 for compliance with the EU Tariff Code.

Consumer Impacts

The following is a summary of the workgroup assessment and it is included here to complete this
consumer impacts section. The reader is recommended to read the assessment for full details of the
analysis conducted and views of the workgroup.

\If implemented, the modification will lead to a redistribution of transportation costs among the shippers. l Commented [BF1]: Awaiting view from NTS on whether this
wording is more appropriate than cross subsidy or if it is their

The proposer stated that the information provided during the development of Modification 0621 (raised opinion it is a cross subsidy.

by National Grid NTS) included an analysis of the level of the cross-subsidy arising through the current
OCC. The Proposer has requested that NG clarifies whether it sees this redistribution of collected
revenue as a potential cross-subsidy.

National Grid NTS has provided some data on the current OCC rates and those anticipated under the
Mod 0636 Proposal. The Proposer has analysed this data to determine the impacts, including those on
consumers. Since the Standard Commodity charges are estimated to fall by 15% it is expected that
consumers within the distribution networks and sites directly connected to the NTS which are currently
not availing of the OCC will see corresponding reductions in charges in due course (assuming flows on
the system do not change).
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Some workgroup members felt that the increased OCC could put some of those customers out of
business and/or if demand fell on the Interconnection Points because the price is too high, increased
costs could be picked up by consumers.

The Proposer highlighted that no specific detail has been provided to support the risks highlighted by
these workgroup members. As the OCC rate will still be available and still at a very attractive price as
compared to the Standard Commodity charges the Proposer believes that there will be limited effects in
terms of possible changes in flow levels.

Some Workgroup members also felt the proposed timeframe for the adoption of this Modification means
that the overall impact on key end users may not have been subjected to an adequate Cost-Benefit
Analysis (or those end users having time to assess the impact of the Modification on how they operate).

The Proposer believes the timeframe for this Modification allows for indicative and actual charges to be
provided with the usual Licence notice periods of 5 and 2 months respectively. The actual date of
implementation would also be determined by Ofgem following the UNC Consultation.

Consumer Impact Assessment
(Workgroup assessment of proposer initial view or subsequent information)

Criteria Extent of Impact

Which Consumer groups are affected? Customers connected to the NTS or Distribution
Networks that are currently incurring charges based
on the standard commodity rates.

What costs or benefits will pass through to them?  The load analysis conducted suggests the following
potential savings (approx.) could be passed on to
customers through a 15% reduction in the standard
Commaodity charge (per annum):

e Domestic Consumers - £1 to £2

e Small non-domestic Consumers - £10

e Large non-domestic Consumers - £40 to £4K
e Very Large Consumers - £40K to £160K

When will these costs/benefits impact upon Above benefits could be seen from the date the

consumers? new commodity rates are applied (assuming these
are passed on at the same time to consumers) and
until October 2019 (assuming further changes are
made at this point in time by Modification 0621).

Avre there any other Consumer Impacts? See above concerns about the potential impacts of
increasing the OCC.

General Market Assumptions as at December 2016 (to underpin the Costs analysis)

Number of Domestic consumers 21 million
Number of non-domestic consumers <73,200 kWh/annum 500,000
Number of consumers between 73,200 and 732,000 kWh/annum 250,000
Number of very large consumers >732,000 kWh/annum 26,000
UNC 0636 Page 9 of 24 Version 0.1
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Cross Code Impacts

There is no impact expected.

EU Code Impacts

None — this change is for the interim period until the charging review is implemented in 2019 for
compliance with the EU Tariff Network Code. The proposer anticipates that the wider charging review will
include a more comprehensive update of the OCC.

However, should the OCC remain unchanged as part of the charging methodology under the Modification
621 Proposals, compliance with the TAR Code will need to be checked. The interactions between
Modifications 0636 and 0621 are covered further in the workgroup assessment section of this report.

Central Systems Impacts

See section 6 assessment of implementation costs.

Workgroup Impact Assessment

Summary of Workgroup Impact Assessment

The Workgroup sought clarification of several matters referred from Panel, identified within initial
representations (submitted by Gazprom, Petronas and Energy UK) and relating to this change proposal.
These can be summarised as below:

e Understanding the objective

e Consider the links, relationship and impacts with the relevant elements of modification 0621 —
Amendments to Gas Transmission Charging Regime.

e Assessment of alternative means to achieve objective

e Development of Solution (including business rules if appropriate)
e Assessment of potential impacts of the modification

e Assessment of implementation costs

o Assessment of legal text.

The workgroup assessment considers each of the above points in turn.

1. Understanding the objective

Background and context around GCD11

In July 2015, National Grid NTS published an NTS Gas Charging Discussion Document “NTS GCD11 -
Updating the Cost Inputs to the NTS Optional Commaodity Charge Function” (GCD11) and the document
can be found in Appendix 1 of this report. GCD11 set out for discussion options for updating The
Statement of Gas Transmission Transportation Charges, in respect of the NTS Optional Commodity
charge (known as the NTS “Shorthaul” rate). The table below includes details of the 2 options.

Options Option Details

Option One Using pipe sizes and unit costs that were provided under the RIIO-GT1 Price
Control.

Option Two Updating the current portfolio of unit costs using publicly available indices

and including the pipe sizes and unit costs that were provided for under the
RIIO-GT1 Price Control.
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The intention was to update the cost inputs and consequently the NTS Optional Commodity charge rate.
It was highlighted that all NTS Optional Commodity rates would change as a result of updating the
formula and they will apply to all those shippers currently on or who may request the NTS Optional
Commodity charge in the future.

The NTS Optional Commodity charging product was introduced in 1998 to seek to avoid inefficient by-
pass of the NTS by large sites located near to entry terminals. As the charge is an alternative to
investment, the formula to calculate individual NTS Optional Commodity charge rates is derived from an
estimated cost of laying and operating a dedicated pipeline of NTS specification (i.e. the estimated cost of
by-passing the NTS). Shippers can elect to pay the NTS Optional Commodity charge as an alternative to
the NTS SO and TO, Entry and Exit Commodity charges.

Since its introduction in 1998 the function used to calculate the Optional Commodity rates has not been
amended and so is based on the costs used in 1998. National Grid’s view at the time was that a review
of the cost inputs to the NTS Optional Commodity charge function was required.

In December 2015, National Grid NTS published “NTS GCD11R - Updating the Cost Inputs to the NTS
Optional Commodity Charge Function” (GCD11R). A copy of GCD11R can be found in in Appendix 2 to
this workgroup report. National Grid NTS decided not to proceed with either of the proposed options
given under NTS GCD11, to allow the UNC Modification process for UNC 0563S?? to conclude before
making any further proposals for potential changes to the NTS Optional Commodity charge, which could
include any EU TAR NC/ GTCR impacts or issues.

Governance around the current methodoloqy for the OCC

Currently there is no detailed methodology to describe how the NTS Optional Commodity Charge
Formula is derived within the UNC. However, it is contained in Charging methodology documentation
which preceded the inclusion of Section Y within the UNC. The Proposer believes that this Modification
contains sufficient information to support the revised formula. Note: that the existing formula was included
in the UNC as a result of Mod 0563S and was considered robust enough to justify the underlying
methodology.

Notwithstanding the above, some workgroup members felt that a standalone methodology was required
in the UNC to help Shippers understand how the NTS Optional Commodity Charge Formula is derived.

\Issues with GCD11 incl. GCD11 Formula not subject to full stakeholder review\

Some workgroup members were concerned that the GCD11Formula was not subject to a full stakeholder
review. The spreadsheet provided to help industry to understand the derivation of the formula was only
published after consultation on GCD11 had closed and includes dummy values.

For sensitivity and transparency of the National Grid cost information see below in regard to pipeline
costs. The proposer indicated that for the formula to remain credible it must be updated and believes NG
have used the best available data in GCD11l. Also, as part of the review for Modification 0621

12 UNC Modification 0563S — Moving the NTS Optional Commodity Charge Formula into the UNC (UNC
0563S) was subsequently implemented in January 2016 and moved the existing NTS Optional
Commodity charge formula which is specified in the NTS Transportation Charging Statement (The
Statement of Gas Transmission Transportation Charges) into TPD Section Y (Charging Methodologies) of
the UNC.

Commented [BF2]: New Action 1207: DH to look at the
section Y (DN Entry) and the description of the formula to
see if this approach could be adopted to provide
additional detail to support the proposal.

Other options under evaluation:

a)The steps in the model are listed in section of the Mod — is
this sufficient or should they be included in the report/Mod?
b) Include excel spreadsheet as an appendix to the WGR
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stakeholders have been asked to provide k:ost data jand views on cost inputs for the OCC. Those views

that have been provided to date are consistent with GCD11 outcomes.

Pipeline Sizes: Inclusion of larger and smaller sizes

The current NTS Optional Commodity Charge calculation used in determining the formula, was
completed based on the pipe sizes available and utilised in 1998 (specific flow rates and diameters are
allocated to a specific pipeline size).

Maximum flow in the 1998 formula was15 mcmd and maximum distance was 50 km. Small pipes were
necessary for shorter distances and lower flows. Large pipes are necessary to cater for unlimited
distance and 60 mcmd flows. The table below shows the current and proposed portfolio of pipe sizes.

1998 - Original Portfolio GCD11 Option Two
(Current) (proposed)
50 mm 50 mm
100 mm 100 mm
150 mm 150 mm
200 mm 200 mm
300 mm 300 mm
450 mm 450 mm
600 mm 600 mm

610 mm
915 mm
1220 mm

GCD11 highlighted that option 2 reflects the pipes NTS or providers of by-pass pipes would have to
construct and these have changed significantly from those anticipated in 1998 as take-up of the OCC has
increased.

$ome workgroup members felt the costs for pipeline diameters are included when these are far beyond
the pipe size that would be required for most sites (CCGT) that would consider by-pass. A 600mm pipe
would be more than sufficient for a 2GWe CCGT.

The proposer believes that the pipeline data set used in the regression analysis should be consistent with
the range over which the formula is applicable. Otherwise it would be appropriate to consider restrictions
to the pipe size and distance over which users could elect for the OCC. The current methodology does
not incorporate any such restrictions, which might be deemed discriminatory, and maintains the credibility
of the formula and its application. |

Commented [BF3]: Post Meeting Update: The proposer will
provide GNI pipeline information and German information from
the Modification 0621 Workgroup meetings which may be
included as an appendix.

An Initial Rep asked the Transparency of Maximum NTS Exit Point Offtake Rate (MNEPOR) values
needs to be considered?

The Proposer believes there is no lack of transparency, although National Grid NTS do not publish
MNEPOR values per site, they are available to the specific Shipper or DN.

Cost Data

Actual values for costings of three pipe-sizes in GCD11 are commercially sensitive and therefore dummy
values are in the Excel spreadsheet supporting GCD11. The consequences of this are that the formula
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used does not match exactly that derived in the spreadsheet. However, the individual steps in the process
are well documented and National Grid NTS are able to share the commercially sensitive material with
Ofgem if required.

a) Use of Steel Index and RPI

The three Initial Reps sought for further clarification on the use of the Steel Index (a major cost
component of pipelines) and RPI.

The GCD11 report indicates that the steel index is only used to uplift costs from 1998 to 2009/10 and
this is consistent with the National Grid Price Control RIIO-GT1. From 2009/10 to 2015/16 RPI has
been used similarly for consistency with the RIIO-GT1 approach. In the absence of recent real cost
data, the Proposer believes this is a pragmatic way to update the costs.

Note: allowed revenues increase with indices derived from the price control. Standard commodity
rates increase (assuming stable flows). Shortfalls in capacity revenues are also recovered by
standard commodity charges.

b) Cost of Building Pipeline
The workgroup asked if the proposed charge still an appropriate alternative to investment?

The proposer believes the answer is yes but highlighted that there is no long term commitment in
terms of recoverable revenue and routes can be switched with a very short notice period. The
proposer was also not aware of any Users considering building a by-pass pipe and encouraged any
that were to provide the details to National Grid or Ofgem (if details are confidential and could not be
provided within this Workgroup Report.

The proposer indicated that the OCC charge should be sufficient to prevent a real threat of by-pass
but not so low as to raise accusations of predatory pricing and highlighted that Tranco commented on
this in the PC9a Consultation Report at the time of introduction of the OCC:

e “We recognise that, depending on economic circumstances, bypasses may still occur. Indeed if
we were to set prices on an individual site basis to prevent all bypasses we might be accused of
predatory pricing. The intention of this tariff is to offer an alternative commodity charge which is
more cost-reflective than the current NTS charge and can be assessed alongside other options
available to users.

e The level of the tariff also reflects the benefits of being connected to the NTS, which users will
wish to consider when deciding which option to pursue. Users may of course choose to accept
an interruptible supply and hence avoid incurring exit capacity charges.”

2. Consider the links, relationship and impacts with the relevant elements of
modification 0621 — Amendments to Gas Transmission Charging Regime.

Modification 0636 is intended to be an interim step forward in the period prior to October 2019, as it will
update the underlying costs to 2015. There will be no restriction in terms of distance and eligibility for the
OCC. It will continue to be an optional replacement for both the TO and SO standard commodity
charges.

National Grid NTS have confirmed that Modification 0621 will update whatever code is in place at the
time. Therefore Modification 0621 is not constrained by Modification 0636 but if Modification 0621 does
not propose changes to the OCC, the updated formula will continue to operate at the same levels
introduced by 0636.
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It was expected that Modification 0621 will reflect updated underlying costs for the OCC. It is also
anticipated that there will be a distance restriction of [50] Km for eligibility for the OCC. However, it is
currently (January 2018) uncertain as to what will be proposed in Modification 0621 with regards to the
OcCcC.

3. Assessment of alternative means to achieve objective

Some Workgroup members felt the current formula for deriving the OCC should remain in place for
existing off-takes utilising short-haul; shippers and consumers should not be penalised for having made
historical decisions to use the OCC rather than invest in alternative transportation arrangements at
historical cost levels.

The proposer believes this would not achieve the objective. There has been no commitment made by
Users of the OCC tariff to contribute a level of revenue consistent with the costs of building such
alternative pipelines. Analysis of the likely contributions made by OCC users has been provided during
recent meetings of NTSCMF which highlights the relatively low contribution to revenue made by OCC
Users. The introduction of revenue commitments is something that could be considered within the
Modification 0621 proposals but is not part of this current 0636 proposal.

4. Development of Solution (including business rules if appropriate)

The Proposer has undertaken minor development to improve the clarity of the solution during the
Workgroup and subsequently following meetings with National Grid NTS and Xoserve. The Amended
Modification incorporates the minor clarifications that were necessary.

5. Assessment of potential impacts of the modification

Interim changes

Some members of the workgroup highlighted that parties thought OCC would be static until October 2019
as GCD11R indicated that any proposal could consider the EU TAR Network Code and this is due to take
affect from this date. Any changes before then could have an impact on investment.

In response, the proposer highlighted that Standard Commodity charges change at least twice a year and
capacity charges change on an annual basis. There are many considerations for investment decision
making which typically have long lead times and necessarily include suitable scenario analyses, The
Workgroup has not been made aware of any current investment decisions that would be impacted in the
period prior to 2019.

On the subject of Interconnectors, one Workgroup member stated that the current formula has no benefits
for IPs from 2019 because of provisions of the EU tariff code which meant funding needed to be
recovered by capacity charges and not commodity charges at IPsl. Discrimination issues were raised and
CH is to provide detail for the Workgroup Report on the impacts to the EU Tariff code?l

rThis proposal is for the interim period until 2019 when Modification 0621 is expected to address the OCC.
The Proposer has stated and National Grid has confirmed that the Mod 636 proposal will continue to work
post 2019 should Mod 621 not supersede it. The OCC rate under Mod 636 will remain available as an
alternative to any standard commodity charges in effect at the time.. Post 2019, there will remain a “non-
transmission services” commodity charge applicable at IPs of a similar magnitude to the SO commodity.
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Determination of cost recovery redistributed to Non-OCC Users from OCC Users [cross-subsidy]

Current OCC rates are significantly below the costs of building the required pipeline. Some workgroup
members felt that the current OCC arrangements had led to a two tier system. The choice of OCC is not
available for most DN connected load since the commodity charge is applied at Supply Point level rather
than the DN offtake. However, there is no difference in the NTS service (covered by Commodity Charges)
at the DN Offtake as compared to NTS Direct connects.

If true costs of pipe-building were known then a more accurate value for the level of redistributed costs to
Non-OCC Users from OCC Users could be determined but it is unlikely parties will share information
about potential investment decisions.

Analysis of OCC utilisation and OCC rates

The proposer has undertaken analysis based on data on provided by National Grid NTS with regards to
OCC utilisation and OCC rates (as calculated under the Mod 0636 proposal) for comparison with the
standard commodity rates. Points to note about the following analysis are as follows:

e Current OCC rates are used in the analysis but are anonymised
o Historic exit flows have been used for Gas Year 2015/6 for “M”

e Average 17/18 commodity rates, flows and revenues and the short-haul data (volumes and
revenues) are as included in the October Final charge setting process.

a) Impact on number of sites and distances

The analysis confirms that there are currently 49 sites (including interconnectors) where the OCC is
being utilised. The analysis conducted implies that this would reduce to 27 (or less) if Users choose
the cheapest option under Modification 0636.

The average distance for OCC routes is at present 89km with a maximum distance of 274 km. This
reduces to an average distance of 30km but retains a maximum distance of 262km if Users choose
the cheapest option under Mod 0636.

b) Breakdown of revenues from current OCC flows

The table below provides a breakdown of the annual revenue from current OCC flows. The following
information supports the table:

e “Remainers” are flows which are currently using OCC via a particular route which remain on
the OCC following Mod 0636

e “Leavers” are flows which are currently using OCC via a particular route which switch to
standard rate following Mod 0636

e “Never on OCC” are flows which are currently using Standard Commodity rates.
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Breakdown of Annual Revenue from Current
OCC Flows
Amount re-
. occ occ Total from OCC | distributed to
Scenario and Impact " R " " " "
Remainers Leavers flows Never on
occ"
Lq:u? CC-Standard Commodity | 1393 m  £6550m | £198.43m -
Current £14.30 m £34.00 m £48.31 m £150.12 m
Mod 0636 £54.60 m £75.45m £130.05m £68.38 m
Impact of Mod 0636 £40.30 m £41.45m £81.74 m -£81.74 m
hetained benefit after Mod £7833m  -£9.95m | £68.38m

In conclusion Modification 0636 reduces the amount “re-distributed” by £82m and the remaining

OCC flows still save £78m compared to Standard rates.

c) Impact of Mod 636 on Non-OCC Users by Annual Load Size per Annum

The following table shows the annual impact (where negative values represent a saving) for Non-
OCC Users split by annual load size. This relates primarily to DN connected loads, both Domestic
and | & C, but may also include some loads directly connected to the NTS. The impact assumes that

there is no change in the flow levels as a result of Modification 0636.

Impact
Annual Load MWh £ per annum

Domestic'®

Low -£1.19
Medium 12 -£1.78
High 17 -£2.52
ﬂon-Dom Retail 732 £10.85
Industrial®®

11 <277.8 -£41.19
12 277.8-2,778 -£412
13 2,778 - 27,780 -£4,119

13 Source: https://www.ofgem.gov.uk/gas/retail-market/monitoring-data-and-statistics/typical-domestic-

consumption-values

14 Source: https://www.ofgem.gov.uk/publications-and-updates/retail-energy-markets-2016

15 Source: https://ec.europa.eu/energy/en/data-analysis/market-analysis
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14 27,780 - 277,800 -£41,192
Lis

277,800 -1,111,200 -£164,769

Note: Where the annual load is a range the impact of the top of the range is shown.

d) Impact of Mod 0636 on Standard Commodity Charges (Assuming Shippers Choose Cheapest
Option)

The table below shows the impact of Mod 0636 on Standard Commodity charges (assuming
Shippers choose the cheapest option).

. Mod 0636 .

Commodity Charges Current p/kWh p/kWh Variance No OCC
TO Combined Commodity Rate 0.0751 0.0643 -14% -
SO Combined Commodity Rate 0.0212 0.0172 -19% -

T . .

SO+TO Combined Commodity 0.0963 0.0815 15% | 0.0707
Rate
In Conclusion:

» Standard Commodity charges will fall by 15% all other things being equal.

e) Comparison of average rates in p/kWh for OCC versus non-OCC

Current 636 Rate(;n(l:léh no
OCC users "remainers" 0.0076 0.0291 0.0707
previous OCC "leavers" 0.0367 0.0815 0.0707
Non OCC users 0.0963 0.0815 0.0707

f) Raised contribution towards SO charges

The revenue recovered via the OCC will continue to contribute to the SO allowed revenues.

g) Distributional effects on charges for OCC Users

Comparison of Flows and Revenues for OCC Users by Shipper Category
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Breakdown of flows on OCC by Shipper Breakdown of revenues on OCC by Shipper

Category (GWh) Category (£m)
300,000 £50m

250,000

£50m
200,000 £40m
150,000 £30m
100,000 £20m

50,000 £10m —
0 £0m

Current 636 Current 636
Binterconnector  Windustrid W Power Generation 0 Power Generation W industrid W Interconnector

The following tables provides the data to support the above graph.

Breakdown of revenues on OCC by Shipper
Category (Em)

Current 636

Interconnector £10m £9m
Industrial £2m f4m
Power Generation £36m £f42 m
Total £48 m £55 m
Breakdown of flows on OCC by Shipper Category
(GWh)
Current 636

Interconnector 113,277 74,142
Industrial 13,857 10,909
Power Generation 153,429 102,901
Total 280,562 187,952

In conclusion:

e Average rates for flows remaining on OCC increase by a factor of 4 and for flows “leaving” OCC
increase by a factor of 2
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e OCC flows reduce in absolute terms for all shipper categories although the % split by shipper
category hardly changes

e Revenues from OCC flows increase despite lower flows.

Comparison of Flows and Revenues for OCC Users by Shipper Category — percentages

Breakdown of flows on OCChy Shipper Breakdown of revenues on OCChy Shipper
Category (%) Category (%)
100% 100%
90% 0%
0% 0%
60% 60%
50% 50%
30% 30%
20% 0%
10% 10%
0% 0%
Current 636 Current 636
nlnterconnector  windustrid  m Power Generation Rinterconnector  Windustriad W Power Generation

The following tables provides the data to support the above graph.

Breakdown of flows on OCC by Shipper Category
(%)

Current 636

Interconnector 40.37% 39.45%
Industrial 4.94% 5.80%
Power Generation 54.69% 54.75%

Breakdown of revenues on OCC by Shipper
Category (%)

Current 636

Interconnector 20.89% 16.23%
Industrial 5.16% 7.01%
Power Generation 73.96% 76.76%
In conclusion:
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e Standard Commodity charges will reduce by 15%

Resulting Impacts on OCC Users from changes to the OCC

Some workgroup members felt that the proposed changes will have significant distributional impacts; a
small number of parties seeing a large increase in transportation charges whilst others see a small
decrease. Some workgroup members also felt that the increased OCC could put some of those
customers out of business and/or if demand fell on the Interconnection Points because the price is too
high, increased costs (gas and electricity) could be picked up by consumers.

The proposer felt that although OCC Users will see increases in their charges, that these are to be more
reflective of the costs underlying a by-pass pipeline that they would have to build if they did not want to
avail of the NTS. The Proposer also considers the costings in Modification 0636 to be conservative in
nature as the assumed pipe-size is lower that may be necessary to meet peak consumption levels and
believes there are still considerable benefits to Users availing of the OCC (such as the flexibility to
change routes, no requirement for up-front investment costs and access to the NBP).

An Initial Rep highlighted that the GCD11 Option 2 (proposal) results in a greater contribution towards SO
costs by shorthaulers and felt the validity of this outcome needs to be investigated if the charges are to be
deemed to be cost reflective.

The proposer believes standard commodity charges are levied as a combined commodity rate. The OCC
rate is defined as an SO charge for National Grid reporting purposes only. The proposer felt that if this is
an important issue National Grid could re-apportion/allocate. This will have no impact on the underlying
cost reflectivity of the costs of pipe-building.

Contractual arrangements

The Workgroup considered contracts in relation to the timing of the proposed change. Although standard
commaodity charges are changed in April & October each year, there was an expectation amongst some
Workgroup members that the current formula would remain ASIS until October 2019.

Some workgroup members indicated that some contracts are in place that will be impacted by this
proposal; some are multiple year, and some were struck based on view that no changes were expected
before October 2019.

A discussion was had by the workgroup on the value of including a specific question in the consultation to
gather supporting evidence for the workgroup report or whether it needed to be provided to Ofgem direct.
In conclusion it was assumed that contracts and specific investment projects will be confidential and
therefore parties would be best to share details with Ofgem.

6. Assessment of implementation costs

The solution will cost at least £4,000, but probably not more than £7,000 to develop.

7. Assessment of legal text.

The Workgroup has considered the Legal Text and is satisfied that it meets the intent of the Solution.
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Rough Order of Magnitude (ROM) Assessment
A summary of the ROM received from CDSP is as follows:

e Change Costs (implementation): The solution will cost at least £4,000, but probably not more than
£7,000 to develop This change will only Impact DSC BCM Service area 7.

e Change Costs (on-going): The on-going costs are likely to be negligible and have not been included.

e Timescales: The development of the change could start early 2018 and is likely to take 10 to 15
business days to deliver.

e Assumptions: The numeric parameters in the formula have never been changed so it is assumed but
not yet confirmed that these can be changed through normal price change procedures and the
formula work as required thereafter.

7 Relevant Objectives

Impact of the modification on the Relevant Objectives:

Relevant Objective Identified impact
a) Efficient and economic operation of the pipe-line system. None
b) Coordinated, efficient and economic operation of None

(i) the combined pipe-line system, and/ or

(i) the pipe-line system of one or more other relevant gas transporters.
c) Efficient discharge of the licensee's obligations. None

d) Securing of effective competition: None
(i) between relevant shippers;
(i) between relevant suppliers; and/or

(iii) between DN operators (who have entered into transportation
arrangements with other relevant gas transporters) and relevant
shippers.

e) Provision of reasonable economic incentives for relevant suppliers to None
secure that the domestic customer supply security standards... are
satisfied as respects the availability of gas to their domestic customers.

f)  Promotion of efficiency in the implementation and administration of the None
Code.
g) Compliance with the Regulation and any relevant legally binding decisions None

of the European Commission and/or the Agency for the Co-operation of
Energy Regulators.
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Impact of the modification on the Relevant Charging Methodology Objectives:

Relevant Objective

a)

aa)

b)

c)

d)

e)

Save in so far as paragraphs (aa) or (d) apply, that compliance with the
charging methodology results in charges which reflect the costs incurred
by the licensee in its transportation business;

That, in so far as prices in respect of transportation arrangements are
established by auction, either:

(i) no reserve price is applied, or
(i) that reserve price is set at a level -

(I) best calculated to promote efficiency and avoid undue preference in
the supply of transportation services; and

(II) best calculated to promote competition between gas suppliers and
between gas shippers;

That, so far as is consistent with sub-paragraph (a), the charging
methodology properly takes account of developments in the
transportation business;

That, so far as is consistent with sub-paragraphs (a) and (b), compliance
with the charging methodology facilitates effective competition between
gas shippers and between gas suppliers; and

That the charging methodology reflects any alternative arrangements put
in place in accordance with a determination made by the Secretary of
State under paragraph 2A(a) of Standard Special Condition A27 (Disposal
of Assets).

Compliance with the Regulation and any relevant legally binding decisions
of the European Commission and/or the Agency for the Co-operation of
Energy Regulators.

Identified impact

Positive

None

Positive

Positive

None

None

Adjustments to the OCC rate will reduce the Standard Commodity rates (all other things being equal) and
improve its cost reflectivity — relevant objective (a).

An OCC rate that better reflects the underlying costs of appropriately sized alternative by-pass pipelines
will better facilitate effective competition between shippers and suppliers — relevant objective (c) and
specifically, help reduce transportation costs to domestic gas customers.

Increasing take-up of the OCC over longer distances has led to a need to review the parameters within
the OCC rate calculation — relevant objective (b).
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8 Implementation

e The usual date for charging changes is October or April in any year (but changes can be
implemented at other dates subject to Ofgem approval). Ideally the proposer would like to
implement the modification proposal as soon as possible.

o If decision to implement is received after 31 July 2018, implementation 2 calendar months
following the decision to implement.

Should the proposal proceed, National Grid will be asked to give (on a “reasonable endeavours” basis)
150 days’ indicative notice that the OCC rate may change at exit points availing of the OCC and if
possible an indicative rate. Similarly, National Grid will be asked to give 2 months’ notice of the actual
charges should the Modification be approved.

_ - [Commented (BREL Ay e R e

Text Commentary

None

Text [ proposer suggested text]

Uniform Network Code — Transportation Principal Document Section B

3.12.10 For the purposes of paragraphs 3.12.9 to 3.12.14 (inclusive), the capacity of the Specified Exit
Point shall be the Supply Point Capacity, provided:

(a) inthe case of an LDZ Supply Point the capacity shall be determined in accordance
with Section G5.4.1, except for a LDZ Shared Supply Point in which case the
capacity shall be determined in accordance with Section G1.7.17;

(i) foran LDZ CSEP the capacity shall be determined in accordance with paragraph
4.5.2;

(b) in the case of an NTS Exit Point the capacity shall be equal to 24-times-the-Maximum
NFS-Exit-Point-Offtake-Rate the aggregate of the allocated daily energy (where this
value is positive) in kWh/day at the exit point from the previous Gas Year divided by
the number of days in the previous Gas Year and further divided by 75%, except:

(i) where an NTS Exit Point has no flow history then equal to 24 times the
Maximum NTS Exit Point Offtake Rate

(ii) for an NTS Exit Point in respect of a pipeline interconnector having no physical
exit capability which is both a Connected Offtake System and a Connected

Delivery Facility, the capacity shall be equal to 24-times-the-ameunt{where

feasible-to-delivergas- the aggreqgate of the allocated daily energy in kWh/day
from the previous Gas Year divided by the number of days in the previous Gas
Year and further divided by 75% to the NTS at the System Entry Point associated
with such Connected Delivery Facility.

Uniform Network Code — Transportation Principal Document Section Y (3.5 NTS Optional Commodity
Rate)
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The NTS Optional Commodity Rate (in pence per kWh) is site specific and is calculated by the
following equation:

1203-1247 x [(M)*-0-834 -0.78] x D + 363 1422(M)*-0.654--0.708

Where:

D = the direct distance from the site or non-National Grid NTS pipeline to the Specified Entry Point
in km;

M = Maximy N it Point Offtake Rate (MNEPRPOR onverted-into-k\Wh/dav-a he th_e
aggregate of the allocated daily energy in kWh/day at the NTS Exit Point from the previous Gas

Year divided by the number of days in the previous Gas Year and further divided by 75% except:

(i) where the NTS Exit Point has no flow history, M = 24 times the Maximum NTS Exit Point Offtake
Rate

(i) for an NTS Exit Point in respect of a pipeline interconnector having no physical exit capability
which is both a Connected Offtake System and a Connected Delivery Facility, then M shall be
equal to the aggregate of the allocated daily energy in kWh/day from the previous Gas Year
divided by the number of days in the previous Gas Year and further divided by 75% to the NTS at
the System Entry Point associated with such Connected Delivery Facility.; and

n = to the power of

10 Recommendations

Workgroup’s Recommendation to Panel
The Workgroup asks Panel to agree that:
e [This proposal requires further assessment and should be returned to Workgroup.]

e This modification should proceed to consultation.

GCD11 document:
“42342-NTS GCD11 - Optional Commodity Charge Change V1.3”

https://www.gasgovernance.co.uk/sites/default/files/qgf/book/2017-11/42342-NTS%20GCD11%20-
%200ptional%20Commodity%20Charge%20Change%20V1.3.pdf

GCD11 Discussion report:
“NTS GCD11R - Updating the Cost Inputs to the NTS Optional Commodity Charge Function”

https://www.gasgovernance.co.uk/sites/default/files/gaf/book/2017-11/44428-
NTS%20GCD11R%20Discussion%20Report.pdf
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