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Context

These proposals form part of our work to regulate monopolies effectively. We
consider that it is important for the gas markets that the role of the System Operator
(SO) is correctly identified and that the SO has the appropriate tools available to it to
undertake this role. Any interventions in the market by the SO can lead to costs
being incurred, both directly by the SO and more widely by the market as a whole.
Since customers ultimately bear these costs, it is important to keep them as low as
possible. Based on our experience over the past years, we remain of the view that
the best way to achieve the lowest costs to customers is to provide the SO with
commercial incentives whereby it shares some of the gains (or losses) from cost
reductions (or increases).

Associated Documents

= "National Grid Gas (NTS) System Operator Incentives for 1 April 2010: Initial
Proposals Consultation Report", National Grid, December 2009.

= "National Grid Gas (NTS) System Operator Incentives for 1 April 2010: Initial
Proposals Consultation Document", National Grid, October 2009.
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Summary

In this document we set out our final proposals for the gas transmission System
Operator (SO) incentive schemes for National Grid Gas (NGG) to apply from

1 April 2010. We consider that our final proposals represent a fair balance of risk
and reward between NGG and its customers.

Ofgem’s Final Gas System Operator Incentive Scheme
Proposals

Following consideration of the responses to NGG’'s consultation documents on its
proposals for its gas SO incentive schemes and further discussions with NGG, we
have developed a set of proposals which we believe offer a number of improvements
over previous years’ schemes.

Most notably, for three of the SO incentive schemes, we propose to set the schemes
for a two year period. We consider that a return to longer term incentives would be
advantageous in terms of encouraging longer term actions, increasing information
transparency and reducing administrative burden. These proposals include a number
of additional key changes which will enhance the incentives on NGG regarding its
behaviour.

We believe these proposals, which are the result of significant work throughout the
year by NGG, industry and Ofgem, represent a fair balance of risk and reward to
NGG and customers.

Our main proposals can be summarised as follows.

Residual Balancing: the setting of the scheme for two years, with a tightening of
the Price Performance Measure, such that NGG will need to continually improve its
performance in order to continue to earn the same revenues as in the current year.

Demand Forecasting: the setting of the scheme for two years, with a tightening of
the Demand Forecasting Measure in each year to provide for continuous
improvement from NGG.

Environmental: a resetting of the volume target and the reference price to take
account of updated information. We are proposing that this incentive is set for one
year.

Data Publication: the rollover of the current scheme for a two year period.

Operating Margins: given the ongoing introduction of Operating Margins (OM)
contestability, we are proposing that NGG currently passes through all of its costs for
one year. We will be considering how NGG should be incentivised in the future in
respect of OM costs.

Office of Gas and Electricity Markets 1
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We are also proposing to implement a new licence condition requiring NGG to use
reasonable endeavours to develop (and implement if appropriate) a gas linepack

product. The proposed licence condition we will also require NGG to review (and

update if appropriate) the current “default” gas cash-out prices’.

Next steps

Subject to responses to this consultation, if NGG consents to these final proposals
then the licence modifications will be effective from 1 April 2010. If NGG does not
consent, we will have to consider whether to consult again on revised proposals, to
refer the matter to the Competition Commission, or rely on direct regulation of NGG's
SO costs based on our existing powers.

Although we consider that these final proposals represent a further significant
development in some areas of gas SO incentives, we consider that further work
should be undertaken to establish a solid basis in order for longer term incentives to
be developed, potentially aligned with the Transmission Owner (TO) price control.
We will therefore actively engage with NGG and market participants in this process
from 1 April 2010.

We will shortly be publishing a separate document in respect of the electricity SO
incentive scheme.

! Those set out in Section F 1.2.1 (a)(i) and Section F 1.2.1 (b)(i) of the licensee’s network
code.

Office of Gas and Electricity Markets 2
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1. Introduction

Chapter Summary

This chapter provides a short background on the process so far. It also discusses the
way forward.

Question box

There are no specific questions in this chapter.

Background

1.1. National Grid Gas (NGG), a subsidiary of National Grid plc (NG), is the System
Operator (SO) for the gas National Transmission System (NTS) in Great Britain (GB)
and has responsibility for the residual balancing activities on the NTS. NGG’s
transportation licence requires it to act in an efficient, economic and co-ordinated
manner in performing its role.

1.2. In addition to its licence requirement, we also look to incentivise NGG financially
to operate the gas system in the most economic and efficient manner.

Process

1.3. In May 2009, we published an Open Letter? providing information on the
objectives, process and timetable for the development of NG’s SO incentive schemes
to be in place from April 2010. In that letter, we set out our view that continuing to
develop what are predominantly annual incentive schemes is sub-optimal as such
arrangements do not incentivise NG to take a longer term view of SO costs. We
considered that a return to longer term incentives would be advantageous in terms
of encouraging longer term actions, increasing information transparency and
reducing administrative burden. In addition, a longer term scheme would be moving
towards alignment with the transmission price controls. It was noted that there are
potential benefits to be gained in respect of NG being able to make SO decisions
based on compatible incentives provided by the TO price controls.

2 National Grid System Operator Incentives from April 2010, Ofgem Open Letter, 28 May
2009: www.ofgem.gov.uk. .

Office of Gas and Electricity Markets 3
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1.4. On 20 July 2009, NG published a response in which it noted its support for the
further development of the incentive schemes in line with the objectives set out in
our Open Letter.

1.5. Again this year, NGG has engaged in the process and consulted stakeholders
early in the year. During the summer, NGG published a series of mini consultations
in respect of Residual Balancing, Demand Forecasting, Maintenance, Data
Publication, System Flexibility, CV Shrinkage, Information on Incentives, and
Bundled vs. Unbundled schemes; Environmental Incentives; and Operating Margins®.

1.6. On 30 October 2009, NGG published its Initial Proposals Consultation
Document?, to which it received seven responses. NGG also held a series of one-to-
one meetings with interested parties and held a workshop on 18 November 2009.
NGG published its Initial Proposals Consultation Report® on 23 December 2009,
which provided its revised initial proposals following consideration of respondents’
views.

1.7. On 30 November 2009, Ofgem published its initial views on NGG’s Initial
Proposals®. In that letter, in terms of NGG's gas SO proposals:

= we welcomed NGG's proposed approach of a two year scheme (except in the area
of OM) in gas from April 2010;

= we welcomed NGG’s proposed approach to retaining an unbundled scheme from
2010 (although we noted that we would consider further whether there were
elements of the current scheme that could and should be bundled); and

= provided initial comments on the proposed schemes from April 2010.

1.8. We have scrutinised NGG’s forecasts relative to its incentivised SO performance
measures;’ considered the responses to the mini consultations, the Initial Proposals
consultation® and the views expressed at the Workshop along with NGG'’s
consultation report. All of this information has helped us to develop our final

3 For NGG’s mini consultations, see: www.nationalgrid.com/uk/gas/.

4 National Grid Gas (NTS) System Operator Incentives for 1 April 2010: Initial Proposals
Consultation Document, National Grid, October 2009: www.nationalgrid.com/uk/gas/.

> National Grid Gas (NTS) System Operator Incentives for 1 April 2010: Initial Proposals
Consultation Report, National Grid, December 2009: www.nationalgrid.com/uk/gas/.

6 Ofgem’s initial comments on National Grid’s System Operator Incentives from April 2010,
Open Letter, 30 November 2009: www.ofgem.gov.uk.

7 NGG has also provided Ofgem with additional and updated information regarding its
forecasts of costs.

8 In this document, when we refer to consultation responses these could be in respect of the
mini consultation and/or the Initial Proposals Consultation.
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proposals for the SO incentive schemes to apply to NGG’s performance measures
from 1 April 2010, which are discussed in this document.®

1.9. We welcome the work undertaken by NGG in the development of SO Incentive
schemes to be implemented from 1 April 2010. We also recognise the valuable
contribution made by interested parties in assisting the development of such
schemes.

Way forward

1.10. Appendix two of this document contains a statutory notice of our proposal to
modify, by agreement, NGG’s gas transporter licence under section 23 of the Gas Act
1986. This statutory modification notice proposes to implement the proposals set
out in this document (subject to responses to this consultation).

1.11. We would welcome the views of interested parties on all aspects of our
proposed modifications. Responses should be sent to gb.markets@ofgem.gov.uk, to
be received no later than 26 March 2010. However, we would welcome responses
earlier where this is possible. Further details of how to respond can be found in
Appendix one.

1.12. The statutory notice under section 23 of the Gas Act 1986 specifies a period
of not less than 28 days during which interested parties can make representations or
objections to the proposed licence modifications, and during which the Secretary of
State may direct the Gas and Electricity Markets Authority (the Authority) not to
make the proposed modifications. Following any such representations, objections or
direction, the Authority may make such revisions to the proposed licence
modifications as it considers appropriate and carry out a further statutory
consultation on the new proposed licence modifications.

1.13. NGG must consent to the proposed licence modifications to its licence before
they can be implemented. If NGG does not consent to the proposed licence
modifications, Ofgem can refer the proposed SO incentive scheme modifications to
the Competition Commission for final adjudication. Alternatively, we could allow the
incentive schemes to fall away. If this occurs, NGG will simply pass through the
actual costs of operating the system to parties using the respective system. Ofgem
would continue to monitor the performance of NGG as SO under the relevant licence
conditions and could take enforcement action and impose financial penalties if NGG
was not operating its system in an efficient, economic or co-ordinated manner, or
were found to be in breach of other relevant licence conditions or other relevant
statutory requirements.

9 NGG currently has incentive schemes in place which relate to its internal SO costs, these
schemes currently run until March 2012.

Office of Gas and Electricity Markets 5
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1.14. If NGG consents to the proposed licence modifications, Ofgem intends, subject
to any representations made during the consultation and any direction received from
the Secretary of State, to direct the relevant modifications to NGG's transportation
licence in line with the proposed licence modifications shortly after 26 March 2010,
so that the new licence conditions would apply on and from 1 April 2010.

Way forward longer term

1.15. We consider that these final proposals represent a further significant
development in some areas of gas SO incentives. However, we also consider that
further work should be undertaken to establish a solid basis in order for longer term
incentives to be developed. We have suggested that it may be appropriate for the
SO incentive schemes to be aligned with the price controls. Given the recent
announcement of the rollover of TPCR%4, we will be considering what this means for
the timing of the SO incentive schemes that are in place, or are proposed to be in
place, to March 2012. We will therefore actively engage with NGG and market
participants in this process from 1 April 2010.

1.16. In addition, we note that in respect of the Environmental and Operating
Margins (OM) schemes, further work is required. We are therefore proposing to set
the Environmenal Incentive for one year rather than two years and to remove the
OM scheme entirely for the next incentive year. We will be requesting NGG to
consider how incentive schemes in these two areas can be further developed.

1.17. Further, whilst we are proposing to introduce a revised Residual Balancing
Scheme from 1 April 2010, we have concerns regarding two elements of residual
balancing. We therefore propose to introduce a licence condition requiring NGG to
consider both the introduction of a gas linepack trading product and the resetting of
the “default” gas cash-out price values.'! NGG will be required to undertake this
work over the next year in consultation with the industry.

10 Transmission Price Control Review.
11 Those set out in Section F 1.2.1 (a)(i) and Section F 1.2.1 (b)(i) of the licensee’s network
code.

Office of Gas and Electricity Markets 6
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2. Gas external costs incentive schemes from April 2010

Chapter Summary

This chapter outlines the forecasts provided to us by NGG on gas external SO costs
and performance measures for 2010/11 and 2011/12 and NGG's initial proposals
based on those forecasts. It then outlines our views on NGG's forecasts and initial
proposals following consideration of the views of respondents to NGG's consultation,
and sets out our final proposals for gas external SO incentive schemes to apply from
1 April 2010.

Question box

Question 1: Do you consider that the final proposals for the SO incentive schemes
to apply to NGG's external SO costs represent a fair balance of risk and reward?

Question 2: Do you consider that the proposed licence modifications appropriately
reflect the final proposals as described in this chapter?

Introduction

2.1. As outlined earlier in this document, NGG has consulted on proposals for the gas
SO incentive schemes to apply from April 2010. These proposals included
consideration of the potential for scheme bundling/unbundling, scheme durations,
the potential for new incentives and various options for possible incentive schemes to
be in place from April 2010. NGG also published its Initial Proposals Consultation
Report in which it summarised the responses to its initial proposals,'? and set out its
views for the incentive schemes. In this chapter we discuss each of the gas incentive
schemes in turn, NGG’s initial proposals, respondents’ views and our final proposals.

Background

2.2. Unlike electricity, the gas SO incentive scheme is unbundled.®> NGG therefore
optimises its performance over each individual component. Unlike with electricity
costs, gas SO costs have been relatively stable over recent years and therefore are
in general causing less concern, both within industry and within Ofgem.

12 Responses to NGG Initial Proposals Consultation Document were received from E.ON, SSE,
RWE, EDF, Consumer Focus, Centrica and AEP.

13 Under the gas SO incentive scheme, NGG is incentivised on a number of cost areas
independently of each other (each cost area has its own cap/collar and sharing factor). This is
different from the arrangements for electricity where there is a single cost target around which
NGET is incentivised.

Office of Gas and Electricity Markets 7
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2.3. However, there are some aspects of the current incentive schemes that NGG,
industry participants and Ofgem consider have not been working as well as they
might. Therefore, all parties have worked together in recent months to develop
improvements to these areas of the schemes.

2.4. NGG proposed that some of the individual incentives could be set for a period of
two years. Ofgem supports multi year incentives in principle, as they can further
incentivise innovation or allow for cost minimisation achieved via a longer sighted
procurement strategy. However, the extent to which the relationship between the
cost drivers and NGG's costs themselves are stable needs to be taken into account
when considering the possibility of setting schemes on a two year basis. In the
discussion of our final proposals below, we detail those incentives which we consider
it would be appropriate to set over a two year period.

2.5. In addition, Ofgem continues to believe that NGG should be incentivised to
continually improve its performance under each of the schemes, where appropriate.
Therefore, in our final proposals we have also considered where scheme targets
could be set such that NGG is incentivised to improve its performance year on year.

2.6. Currently there are seven unbundled gas schemes, each relating to a distinct SO
activity as shown in table 2.1.

Table 2.1: SO gas incentive schemes

Incentive Performance Measure
Residual Balancing Linepack and Price Measures
Demand Forecasting Forecast error

Environmental Volume of vented natural gas
Data Publication Timeliness and Availability
Operating Margins Cost

NTS Shrinkage Cost

Unaccounted for Gas (UAG) Absolute level of UAG

2.7. In respect of the NTS Shrinkage and UAG incentive schemes, last year Ofgem
set both of these schemes for a period of three years from April 2009. These are
therefore not subject to this consultation.

Residual Balancing
2.8. The Residual Balancing Incentive scheme is formed of two interacting measures:

= The Price Performance Measure (PPM): incentivises NGG to minimise the impact
of trades that it takes to balance supply and demand, on the market.

» The Linepack Measure (LM): incentivises NGG to ensure that the gas in the
system (the linepack) at the end of each trading day is similar to that at the start
of the gas day. This helps to ensure that the costs of resolving imbalances are
accurately targeted on those shippers who caused them by encouraging NGG to
resolve any imbalances on the same day.

Office of Gas and Electricity Markets 8
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2.9. The parameters of the current Residual Balancing scheme are illustrated in
figure 2.1.

Figure 2.1: Current Residual Balancing scheme

Linepack Measure

Daily Linepack Incentive Payment (£k)

Linepack Change (mcm)

Price Performance Measure

T T T T T T T T T T T T T T T 1

5 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90

-10 -
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-20

-25

Daily Price Incentive Payment (£k)

-30 1

-35 -

Price Performance Measure (%)

2.10. Historically, NGG has gained under this scheme and our current forecast is a
payment to NGG of £1.65m at the end of this incentive year. From April to December
2009, NGG's average payment under the PPM was £2.5k/day and under the LM was
£1.7k/day.

Office of Gas and Electricity Markets 9
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NGG’s proposals

2.11. In the industry consultation carried out in 2009/10,'* a humber of respondents
commented that the LM created too strong an incentive for NGG to enter into
residual balancing trades for “polluter pays” reasons. The views of parties that made
these comments included a suggestion that the LM measure should be removed
altogether rather than change it to another arbitrary value.

2.12. In its Initial Proposals Consultation Document, NGG set out its preference for
retaining the current scheme. However, in response to industry views, it also put
forward two distinct options for weakening the LM to apply from April 2010:

= Option one: retain the existing incentive strength but reduce the point at which
the incentive collar is reached (for example to 7.5mcm) as illustrated in figure
2.2. The PPM measure would remain unchanged.

Figure 2.2: Option one

Linepack Measure

50 15 ZNS 10 15 20
11.5

-15

220
-25
-30

Daily Linepack Incentive Payment (£k)

-35 -
Linepack Change (mcm)

= Option two: reduce the strength of the incentive so that a 15mcm change
between opening and closing linepack over a day causes an incentive to NGG
which is lower than the current -£30k/day collar (for example to -£10k/day) as
illustrated in figure 2.3. As with option one, the PPM target would remain
unchanged.

14 National Grid Gas (NTS) System Operator Incentives for 1 April 2010, Consultation
Document 1, 31 July 2009: www.nationalgrid.com/uk/Gas/soincentives/docs/.
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Figure 2.3: Option two
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Respondents’ views

2.13. In respect of NGG's initial proposals, two respondents supported the retention
of the current scheme, three respondents supported a softening of the LM and one
respondent considered it appropriate to remove the LM altogether.

2.14. Of the respondents that supported changes to the LM, views were mixed on
how this could be achieved. Two supported option two (reduction in scheme collar to
£10k/day), one supported extending the LM target from 2.8mcm to 3.5mcm and one
supported either removing the LM entirely, or reducing the collar to £10k but with an
adjustment to the daily profit. No changes to the PPM measure were suggested.

2.15. There were mixed views from respondents in respect of setting the scheme for
a two year period. Several respondents supported a two year scheme, two
respondents supported a single year scheme, and a further two noted that they could
support a multi year incentive only if the “correct” incentive was in place.

Ofgem’s final proposals

2.16. In our Final Proposals Consultation Document published in February 2009,*> we
asked NGG to undertake further work regarding the development of a gas linepack

15> National Grid Electricity Transmission and National Grid Gas System Operator incentives
from April 2009, Final Proposals Consultation, 27 February 2009: www.ofgem.gov.uk.

Office of Gas and Electricity Markets 11
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trading scheme as we consider that valuing linepack would allow it to be utilised
without distortion of cash-out prices.'® In our Open Letter to the industry published

2.17. However, at this time, NGG has not developed a gas linepack trading scheme.
We therefore do not consider that it is appropriate to focus on additional refinements
to the LM over and above the changes that were made to the scheme last year.'’

2.18. We recognise that industry representatives want to retain (or strengthen) the
incentive on NGG not to enter the market and to minimise its impact on the market
when it does enter. We also consider that NGG's incentive performance should
require continuous improvement.

2.19. We are therefore proposing an adjustment to the PPM target. Tightening the
target from 5% to 2.5% for the 2010/11 incentive year would ensure that NGG
would have to improve its performance under this measure to receive the same
payments it received this year. To be clear, as we do not propose to change the
slope (incentive strength) of the PPM, our proposals should not alter NGG's incentive
in terms of whether or not to enter the market to undertake residual balancing
trades compared to 2009/10.

2.20. In response to consultees who would have liked further changes to the LM and
in light of the fact that NGG has made little progress in developing a linepack trading
scheme to date, as part of Ofgem’s SO incentives final proposals we are proposing to
implement a new licence condition requiring NGG to use reasonable endeavours to
develop (and implement if appropriate) a gas linepack product. We recognise that
Ofgem will need to monitor NGG’s progress in this area and will need to consider
whether the existing incentive arrangements are compatible with any new
arrangements. For example, we would consider the extent to which the existing LM
arrangements can fall away after a linepack product is introduced.

2.21. Further, in the proposed licence condition we will also require NGG to review
the current “default” gas cash-out prices. The “default” cash-out price®® is derived by

16 The actions of the SO have the potential to distort the market. For example, prior to 2001,
the SO could avoid taking balancing actions by using linepack (natural storage available in the
pipeline system) which had the effect of misallocating balancing costs between days. In 2001,
in order to address this problem, financial incentives were placed on NGG to minimise day-on-
day linepack variations and also to trade close to the market price to avoid taking sudden
balancing actions. Over the years this has helped to address the cost misallocation problem.
However, it has also meant that a valuable balancing resource, linepack, may be being
underutilised.

7 The changes made to the Residual Balancing Scheme last year were intended to sharpen the
incentive on NGG not to enter the market, to remove the incentive on NGG to resolve small
variances in linepack and, by lowering the maximum payment for the LM relative to the PPM,
to place greater emphasis on the PPM.

Office of Gas and Electricity Markets 12
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taking the System Average Price (SAP) and adding/subtracting a fixed differential
based on Hornsea storage site injection/withdrawal costs in 2000. While the default
cash-out mechanism was considered appropriate when it was introduced, in that the
differential was related to prevailing storage costs, the continued use of the same
differentials even though storage costs have changed may no longer be appropriate.

2.22. Our final proposal is to implement a two year Residual Balancing Incentive
scheme. In line with our views above, for the second year we also propose no
change to the LM. In respect of the PPM, we propose a further tightening of the
target from 2.5% in 2010/11 to 1.5% in 2011/12. We consider that this would
provide a further incentive for NGG to improve its performance and to progress work
on the development of a gas linepack product.

2.23. The parameters of our final proposals, which we consider should be
implemented for two years, are shown in figure 2.4.

Figure 2.4: Residual Balancing: Final Proposals

Linepack Measure

10 15 20

-10 4 Retaintarget of 2.8mcm
linepack change

-15 -+
.20 -

-25 7

Daily Linepack Incentive Payment (£k)

30 - v
-£30k Floor

_35 J
Linepack Change (mcm)

18 “Default” cash-out price refers to the “System Marginal Buy Price” as such term is defined in
Section F 1.2.1(a)(i) of the licensee’s network code as at 1 April 2010 and to the “System
Marginal Sell Price” as such term is defined in Section F 1.2.1(b)(i) of the licensee’s network
code as at 1 April 2010.

Office of Gas and Electricity Markets 13



NGG SO incentives from 1 April 2010 February 2010

10 + Price Performance Measure

Move floor trigger

5 1 Move max daily payment from 85% to 78%to 76%
from £5k to £2.5k to £1.5k
\

5 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90

-10 1 Move target
from 5% to 2.5%
to1.5%

-20

Daily Price Incentive Payment (£k)

-25

Retain -30k Floor

-30

-35 -
Price Performance Measure (%)

Demand Forecasting

2.24. The Demand Forecasting Incentive is one of two components of NGG's
Information Provision Incentives which are based on a daily measure of NGG's
performance against a benchmark. For demand forecasting, this benchmark is based
on the deviation of the Day-Ahead (D-1) 13:00 demand forecast from the outturn
figure for that day.

2.25. The current scheme parameters derive a target of an absolute demand forecast
error of 3%, with upside and downside gradients that give a profit or loss of £1.6m
for a £0.15% increase or decrease (respectively) in performance around this target.
There is a shallower upside gradient for performance increases above this (that is not
illustrated in table 2.2) up to a maximum payment of £9.2m. The current scheme
and parameters are illustrated in table 2.2 and figure 2.5.

Table 2.2: Current demand forecasting scheme

Incentive Upside/Downside 20

Year Target Sharing Factor'® Cap Floor

2009/10 Absolute demand :I:O_.15 percentage £1.6m -£1.6m
error 3.0% points

19 Note that a £0.15 percentage point increase or decrease in performance around the 3%
target is equivalent to a 5% increase or decrease in performance around the 3% target.

20 The sharing factors of the scheme are designed to give a profit or loss to NGG of £1.6m for
a £0.15 percentage point increase or decrease in performance around the target, i.e. between
2.85% and 3.15%. As noted above, there is a shallower upside gradient for performance
increases above this up to a maximum payment of £9.2m.
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Figure 2.5 Current demand forecasting scheme
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2.26. As a result of the combination of a lower performance relative to the
benchmark over summer (average forecast error of 3.1%) and the expectation of a
higher performance relative to the benchmark over winter (projected average
forecast error of 2.7%), the annual average forecast error was projected to be just
under the 3.0% target (based on data from April to December 2009). Therefore,
under the Demand Forecast Incentive, NGG is expected to earn approximately £0.6m
this incentive year.

NGG’s proposals

2.27. In its Initial Proposals Consultation Document, NGG put forward proposals for
incentivising the D-1 13:00 demand forecast and also the D-5 to D-2 demand
forecasts based on the responses it received to the industry consultation carried out
in July 2009.

D-1 13:00 demand forecast

2.28. In respect of the D-1 forecast, NGG proposed that the incentive scheme could
be applied on an annual, seasonal or daily basis. It considered that the introduction
of a seasonal or daily scheme would enable the scheme to reflect the fact that

demand forecasting errors in the summer are on average higher than in the winter.

2.29. Under the current incentive scheme, the daily forecast error (in mcm) is
weighted by actual demand for the same day. This means that each day’s forecasting
error does not have an equal impact on the measure of incentive performance. In
proposing the incentive value for the seasonal and daily schemes, NGG has
maintained this concept.
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2.30. However, NGG also asked for industry views on whether more value should be
attached to forecasts at particular times of the year, e.g. during the winter. NGG
proposed that for any of the scheme proposals, the current outturn levels could be
used as a basis for considering a target. NGG also proposed that such a scheme
could be set for two years with individual targets being set for each year.

2.31. The three options put forward by NGG in its Initial Proposals Consultation
Document are set out in figure 2.6.

Figure 2.6 NGG’s options for a demand forecasting scheme

Option 1: Annual scheme Option 2: Seasonal scheme
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2.32. With regard to the daily target, NGG provided the information in table 2.3 on
estimated forecast error®!. We note that these figures were provided to Ofgem only
and industry has not had an opportunity to comment.

21 NGG notes that the estimates for the demand forecast error in summer and winter over the
next two incentive years (as set out in table 2.3 and table 2.4) are based on the forecasting
performance achieved during 2009.
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Table 2.3: Information on estimated forecast error

Incentive Year Summer Winter Annual
2010/11 3.2% 2.8% 3.0%
2011/12 3.2% 3.0% 3.1%

2.33. We note that these forecasts are above the average daily errors seen (and
expected) this year. NGG has indicated that this is appropriate due to an expected
increase in the proportion of price responsive demand (namely interconnector
demand driven by new LNG supplies and the effect of new storage, i.e. the
expansion of Aldbrough, Holford and Caythorpe) on the system over the next few
years. We note that these two market developments were identified last year as
posing a significant new risk to the accuracy of NGG’s demand forecasting. NGG
continues to believe that they remain a significant risk in both 2010/11 and 2011/12.

D-5 to D-2 proposals

2.34. NGG considers that an incentive on the D-5 to D-2 demand forecasts would
increase focus on these forecasts and on the models and processes used to generate
them. It considers that this increased focus should result in reduced forecast errors
which, in turn, should help support efficient decision making by the users of the
forecasts.

2.35. NGG proposes that the D-5 to D-2 Demand Forecasting Incentive could be
structured in the same way as the D-1 13:00 incentive and that, to avoid
proliferation of the number of incentive schemes and complexity of the
arrangements, the incentive should use the average error of the D-5 to D-2 forecasts
as the performance measure. Alternatively, NGG proposes that the errors of each of
the forecasts should be weighted based on their relative value to the community.

2.36. In its Initial Proposals Consultation Document, NGG provided an example of
what a D-5 to D-2 scheme could look like as shown in figure 2.7.

Figure 2.7: Illustration of D-5 to D-2 scheme

iy
o
|

9 - £9.2m
a 4

E 77

o

— 64

(%]

& 5

=

= 4 Target

S 34 :

a

£ 29 £1.6m

t 1

8 g

£ 9 : : — .
1 95% of Target i ~105% of Target
ol -~ £1.6m Collar
-3

Combined error of D-5 to D-2 forecasts

Office of Gas and Electricity Markets 17



NGG SO incentives from 1 April 2010 February 2010

2.37. With regard to a D-5 to D-2 daily target, NGG provided the information in table
2.4 on the D-5 to D-2 average estimated forecast error. As above, industry has not
been provided with an opportunity to comment on these figures.

Table 2.4: Information on D-5 to D-2 estimated forecast error

Incentive Year Summer Winter
2010/11 5.7% 5.5%
2011/12 5.8% 5.7%

Respondents’ views

2.38. The majority of responses to NGG's Initial Proposals Consultation Document
supported either an annual or seasonal D-1 13:00 demand forecasting incentive.
Supporters of the seasonal scheme generally suggested that the summer target
should be higher than the winter target. There were mixed views on whether the
value should be equal throughout the year or focused towards the winter season.

2.39. The majority of respondents also supported the concept of setting the target to
reflect the desire for continuous improvement whilst recognising the external factors
that affect the accuracy of the forecasts.

2.40. Most respondents did not identify any specific barriers to implementing a multi-
year scheme although most preferred a single year scheme or stated that they
believed it would be prudent to review any new scheme after one year.

2.41. The majority of respondents broadly supported the introduction of an incentive
around NGG’s D-5 to D-2 demand forecasts. One respondent offered its support
provided there was sufficient evidence that users would find it of benefit. Another
respondent considered that if NGG's longer term demand forecasts could be
improved, this could potentially reduce industry trading costs. However, this
respondent also stated that any improvements in the D-5 to D-2 forecasts would
have a smaller financial benefit to the industry than any improvements in the D-1
13:00 demand forecast. Another respondent offered its support on the basis that
any value given to a new D-5 to D-2 demand forecasting incentive was deducted
from the current value of the 13:00 D-1 demand forecasting incentive.

2.42. Were a scheme to be introduced, respondents were broadly supportive of the
incentive structure contained in NGG’s Initial Proposals Consultation Document
although there were mixed views in respect of the appropriate scheme basis, i.e.
whether there were particular periods of the year where accurate longer term
forecasts increased in value. One respondent considered that having separate
targets across the four seasons (spring, summer, autumn, winter) would be
appropriate. Another considered it best to have equal value for each season or day
to begin with while another respondent considered that a winter summer split would
be appropriate. There was no clear view on whether such a scheme should use a
simple weighted average basis to set any incentive target. No barriers to a multi-
year scheme were identified.
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Ofgem’s final proposals
D-1 13:00 demand forecast

2.43. We recognise that some respondents noted that they valued accuracy of the D-
1 13:00 demand forecast more in the winter months than in the summer months.
We therefore propose to retain an annual incentive scheme with the current
performance measure which weights demand forecasting error by demand, i.e. the
percentage errors on higher demand days will count more toward the aggregate
error which NGG is incentivised on.

2.44. We continue to recognise that there is the possibility of some additional risk to
NGG's forecasting accuracy resulting from the commissioning of new storage facilities
and LNG import terminals going forward. However, we note that the impact of these
developments was taken into account in setting the target last year and that NGG
has now had, at a minimum, one year’s experience forecasting in a more challenging
environment. We are therefore not convinced that the impact of these external
factors cannot be managed and NGG's forecasts further improved as NGG has
suggested.

2.45. In addition, we continue to believe that it is appropriate, particularly in this
area where the benefits of accurate forecasting are significant to the market as a
whole, that NGG should be incentivised to continually improve its forecasting
methodology. Further, while we recognise that there may be an “efficient level” of
demand forecasting error, we do not consider that this has yet been reached. In light
of this, we remain committed to tightening the incentivised error target year on year.

2.46. Our proposal is to implement the Demand Forecasting Incentive scheme for a
period of two years. We consider that a multi-year scheme will provide NGG with the
opportunity to consider ways to further improve its demand forecasting accuracy
over a longer period, which should result in greater improvement. This is particularly
important given the external challenges NGG has stated are affecting its demand
forecasting accuracy.

2.47. In addition, we have proposed a change to the gradient in year two, widening
the cap/floor band with the effect of reducing the reward/penalty to NGG for a
marginal increase/reduction in demand forecasting performance around the target.
We are proposing this change in recognition of the potential increase in risk facing
NGG's forecasting accuracy going forward.

2.48. Our final proposal is therefore that NGG’'s demand forecasting target is set at:

= 2.85% in 2010/11 with upside and downside gradients that give a profit or loss of
£1.6m for a £ 0.15 percentage point increase or decrease (respectively) in
performance around this target; and
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= 2.75% in 2011/12 with upside and downside gradients that give a profit or loss of
£1.6m for a £ 0.25 percentage point increase or decrease (respectively) in
performance around this target.

2.49. The parameters of our final proposals are shown in table 2.5 and figure 2.8.

Table 2.5: Demand forecasting: Final Proposals

Incentive Target Upside/Downside 22
Year Sharing Factor Cap Floor
(o)
2010/11 2.85% + Q.15 percentage £1.6m -£1.6m
points
(o)
2011/12 2.75% £ 0.25 percentage | oy ¢, £1.6m
points

Figure 2.8: Demand forecasting: Final Proposals?®®

10 A D-113:00 Demand Forecasting Incentive

Incentivised Profit/Loss (Em)

25 275 3.0

4 - Absolute Error %

22 For 2010/11, the sharing factors of the scheme are designed to give a profit or loss to NGG
of £1.6m for a £0.15 percentage point increase or decrease in performance around the target
(between 2.7% and 3.0%). For 2011/12, the sharing factors are designed to give a profit or
loss to NGG of £1.6m for a £0.25 percentage point increase or decrease in performance
around the target (between 2.5% and 3.0%).

23 The blue line represents the current scheme; the red line represents the proposed scheme
for 2010/11; and the green line represents the proposed scheme for 2011/12.
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D-5 to D-2 demand forecast

2.50. Having regard to the mixed views received from the industry in this area, at
this stage we do not believe that it is appropriate to introduce a new Demand
Forecasting Incentive around NGG’s D-5 to D-2 demand forecasts. In designing the
D-1 13:00 Demand Forecasting Incentive in 2006, we stated that there were two key
benefits to customers from improvements in NGG’s demand forecasts, these being
potential reductions in gas price distortions and potential improvements in the
efficiency of the SO balancing actions. While we acknowledge that respondents were
generally supportive of the introduction of an incentive in this area, at this point it is
not clear to us the extent to which the D-5 to D-2 forecasts are of commercial
importance to customers, nor that improvements in NGG's longer term forecasts
would deliver significant benefits in terms of reductions in gas price distortions and
improvements in the efficiency of the SO balancing actions.

2.51. Further, where NGG believes that it can make improvements to its D-5 to D-2
demand forecasts, we would expect NGG to do so in line with its obligations as an
economic and efficient system operator.

Environmental

2.52. The Environmental Incentive was introduced from April 2008, to ensure that
the environmental (equivalent carbon) cost of venting from compressors was
factored into NGG’'s operational decisions on whether to vent gas from its
compressors or to incur the costs of keeping a unit pressurised. The current scheme,
which is set for one year and covers venting from both gas and electric compressors,
is illustrated in figure 2.9.

Figure 2.9: current environmental scheme

Environmental Incentive

2 —_
15 £1.08mifno venting
- 1 4 Shadow Price of Carbon:
g £574/tonnes
& 05 -
a Target: 1977 tonnes (1876-2076)
[
2
"qé,' 0 T T T T T T T 1
E 05 E 500 1000 1500 2000 250 000 3500 4000
1A
-1.5 -

Natural Gas Vented (Tonnes)

Office of Gas and Electricity Markets 21



NGG SO incentives from 1 April 2010 February 2010

2.53. Based on the current methodology for calculating vented volumes, NGG vented
1106 tonnes of natural gas from its compressors during the period April to December
2009. Therefore, under the Environmental Incentive NGG is expected to earn
approximately £0.2m at the end of the incentive year.

Changes for the 2009/10 incentive year

2.54. A recent review by NGG of vented volumes for 2008/09 identified an error in
the calculation of 2008 vented volumes, i.e. not all the gas vented was recorded.
The corrected volume of vented gas was taken into account in the Final Reporting
Pack sent to Ofgem for the 2008/09 incentive year. However, because the error was
identified after the 2009/10 incentive scheme was set, the correction was not
reflected in the 2009/10 incentive target. In its summer consultation on the
Environmental Incentive,?* NGG proposed that the 2009/10 incentive target should
be amended to reflect the correct amount of vented gas from 2008. It also
consulted on this approach in its Initial Proposal’s Consultation Document.

2.55. We have considered the views of NGG and the industry. We consider that
amending NGG’s licence to reset the 2009/10 incentive target based on correct data
will ensure consistency between incentive performance and the incentive target
ensuring that incentive payments reflect genuine changes in performance. On 22
January 2010, we issued a licence modification notice setting out our intention to
modify the 2009/10 Environmental Incentive target. Having considered the views of
respondents, we subsequently amended NGG’s licence on 22 February 2010 such
that the corrected volume target now applies retrospectively from 1 April 2009.

Changes for the 2010/11 incentive year

2.56. NGG recently concluded its “"Methane Initiative” project which reviewed all
aspects of the methodology, measurements and constants used for calculating
vented volumes of natural gas. As a result of the review, NGG has identified a
number of areas where further improvements can be made to its calculation
methodology. NGG has recently applied its improved methodology to historical data
(2007, 2008 and 2009) which has consequently resulted in increases in the
calculated volumes for the same level of performance. The target to be set from
April 2010 will be set on the basis of the recalculated volumes to ensure consistency
with the methodology that will be in place to measure and report on performance
from April 2010.

24 National Grid Gas (NTS) System Operator Incentives for 1 April 2010, Consultation
Document 2, Environmental Incentives, 26 August 2009:
www.nationalgrid.com/uk/Gas/soincentives/docs/
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NGG’s proposal

2.57. With regard to the scheme from April 2010, NGG proposes that, as for the
current year, the volume target should be based on weighting factors (3:2:1) applied
to the last three years of calendar year data. NGG also proposes retaining the
existing £5% deadband around the volume target as it considers that this helps
protect against any windfall profits or losses from the small amount of year-on-year
volatility in the outturn performance.

2.58. Under the current scheme, the environmental impact of releasing natural gas
into the atmosphere is currently valued based on the environmental CO, equivalence
of the components of natural gas and DEFRA’S Shadow Price of Carbon. Since the
setting of the current scheme, the government has undertaken a review of its
approach to carbon valuation. The new approach bases the valuation on the
marginal cost of mitigating emissions if emissions targets are to be met. NGG
considers that, for the incentive from April 2010, it is appropriate to use the latest
government advice and update the incentive to use the Non-Traded Carbon Price
calculated by DECC. The effect of this is to approximately double the value of the
incentive as illustrated in table 2.6.

Table 2.6: Effect of using non-traded carbon price

Scheme N_on-Trafied Carbon Shadow_ Price of Carbon
Price Basis (£/tonne) Basis (£/tonne)

2010/11 1100 586

2011/12 1156 619

2.59. Despite this increase in the value of the incentive, NGG does not consider that
caps and floors around the scheme are required. NGG considers that any caps or
floors would imply that there was a point beyond which NGG should not attempt to
further reduce (or avoid further increase to) the amount of natural gas vented.

2.60. NGG considers that this scheme could be implemented for two years with the
volume target in the second year again being set based on the same weighting
factors for the past three calendar years.

2.61. In its summer consultation, NGG considered whether the Environmental
Incentive should be extended to other assets and processes associated with the
operation of the NTS. The responses to the consultation were not supportive of such
an extension, with concerns over possible double counting and that the activities
suggested were more asset based and hence more suited to the TO activities under
the price control being the main reasons. NGG has therefore not proposed the
introduction of any new Environmental Incentives from April 2010.

Respondents’ views

2.62. Respondents generally supported the proposed approach to setting the
incentive from April 2010 including setting the target based on a weighted average of
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the last three years of calendar data and the move to DECC’s Non-Traded Carbon
Price. However, some respondents expressed concern that the 3:2:1 target
methodology could result in a target which was higher than performance in previous
years. To address this, a number of respondents suggested that a cap could be
included on the target or the deadband around the target could be widened.

2.63. The majority of respondents were in favour of implementing the scheme for a
two year period. Further, none of the respondents suggested extending the
Environmental Incentive to other NTS activities.

Ofgem’s final proposal

2.64. The intent of this incentive is to ensure that the environmental cost of venting
is factored into operational decisions on whether to vent or whether to incur the
costs of keeping a unit pressurised. Information presented to us by NGG suggests
that the incentive is achieving this objective.

2.65. In this context, we propose to retain the current structure of the incentive
scheme for a period of one year and will consider whether an improved scheme could
be put in place longer term, from April 2011.

2.66. The rationale for setting the target based on a 3:2:1 weighted average of the
last three calendar years was primarily driven by the significant reduction in volumes
seen during 2008. At the time, we considered that it was appropriate to put greater
weighting on 2008 as we believed the decrease in vented volumes was the result, at
least in part, to efficiency savings driven by the incentive. However, as noted above,
since setting the scheme for 2009/10, an error in the calculation of the amounts
vented in 2008 has been identified. Ofgem recently amended NGG’s licence to
correct 2009/10 target. However, the identification of the error means it may no
longer be appropriate to retain the 3:2:1 weighting going forward.

2.67. For the incentive to be in place from April 2010, we propose to set the target
based on the 2009 outturn volume. Based on the current methodology, this volume
was 1508 tonnes of natural gas. However, as noted above, following the conclusion
of NGG’s Methane Initiative project, a new calculation methodology will be in place to
measure and report vented volumes from April 2010. Under the new methodology,
the 2009 outturn volume is equivalent to 3007 tonnes of natural gas. We therefore
propose to set the 2010/11 incentive target at 3007 tonnes.

2.68. Our final proposal is therefore for a one year scheme with a volume target set
at 3007 tonnes with a £5% deadband range (2857 tonnes to 3157 tonnes). We also
consider that it is appropriate to use DECC’s Non-Traded Carbon Price as the
reference price. Our proposed Environmental Incentive which we consider should be
implemented for one year is shown in figure 2.10.
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Figure 2.10: Final Proposal Environmental incentive
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2.69. We consider that this is an area where there is the potential to undertake
further work over the next year to ensure that an appropriate incentive scheme is in
place from April 2011.

Data Publication

2.70. The Data Publication Incentive is also based on a daily measure of NGG's
performance against a benchmark. The Data Publication benchmark is based upon
the availability and timeliness of the publication of certain data such as demand and
flows onto the network.

2.71. The current scheme has the objective of maintaining the prevailing level of
improved performance. Under the scheme, NGG earns £75k if it meets the
performance benchmarks for timeliness and availability, with a possibility to earn a
further £25k for additional over-performance up to a 100% improvement. The
scheme has a £100k penalty should performance fall below the benchmark. The
scheme is summarised in figure 2.11.
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Figure 2.11: Current Data Publication Incentive
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2.72. Based on data from April to December 2009, NGG is expected to earn
approximately £65k at the end of the current incentive year under this scheme.

NGG’s proposal
2.73. NGG proposed to roll the incentive over unchanged for two years.
Respondents’ views

2.74. Respondents to NGG’s Initial Proposals Consultation had mixed views on this
incentive. Two respondents proposed removing the incentive completely, one
respondent supported retention of the scheme and two parties suggested that the
incentive should be set as a downside only scheme.

Ofgem’s final proposal

2.75. We note that two respondents to NGG’s consultation considered that the Data
Publication Incentive should be removed. However, in the absence of responses
from small suppliers and large customers who we believe place particular value on
this information, we are hesitant to propose removing the scheme altogether.

2.76. In addition, we understand that in order to support its incentive performance,
NGG externally monitors and alarms its website, has in place enhanced 24/7 service
level agreements with suppliers and support staff and ensures management focus
remains on this area through internal reporting and performance indicators.
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2.77. Recognising the additional costs to NGG of this scheme, we propose to retain
the current Data Publication incentive for a further two years. Going forward, we
consider that it may be appropriate for this area of NGG’s SO activities to be
considered as part of the next Price Control.

Operating Margins

2.78. Operating Margins (OM) gas is gas that is available to NGG as SO to use in the
case of system emergencies. OM services are purchased by NGG on an annual basis
in line with both the requirements of the UNC and obligations placed on NGG through
its Safety Case. Requirements for OM gas are determined through network
simulation analysis. The requirement is for the physical delivery of additional gas to
maintain safe pressures within the NTS during a System Event, until other measures
take effect. Potential System Events are split into three categories:

= Group 1 (Major events) e.g. loss of supply infrastructure, loss of largest sub-
terminal;

= Group 2 (Multiple events) e.g. compressor failures, pipe breaks; and

= Group 3 (Orderly rundown) e.g. to maintain pressures in the event of a National
Gas Supply Emergency (NGSE).

2.79. Because of the nature of the service, i.e. the gas needs to be available, but is
rarely used, the majority of NGG’s costs relate to the cost of holding the gas in store.
Due to the process of OM Contestability being underway when the 2009/10 scheme
was set, Ofgem decided that is was appropriate for the 2009/10 OM availability costs
to operate on a cost pass-through basis. However, an OM utilisation cost incentive
was implemented and is summarised in figure 2.12.

Figure 2.12: Current OM Utilisation Incentive
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2.80. Based on data from April to December 2009, NGG is expected to earn £0.14m
under this scheme for the incentive year 2009/10.

OM Contestability

2.81. Until recently, OM services have been provided by storage facilities. NGG has
been working towards the provision of OM from non-storage providers. In order to
allow for OM to be provided from sources other than gas held in store, both UNC and
Safety Case amendments have been required. The necessary change to the UNC
was approved and implemented on 16 February 2009; the necessary Safety Case
change was approved and implemented on 17 February 2010.

2.82. In addition, until recently the NGG LNG Storage facilities have provided OM at
regulated prices (the C3 prices) which are set by Ofgem. Following an assessment of
NGG’s 2010 OM tender, Ofgem concluded that competition in the provision of a
number of specific OM requirements was effective. As a result, Ofgem considered it
appropriate to remove the regulated prices for certain facilities for certain OM
requirements, for the duration of the 2010/11 storage year.*

2.83. We welcome these developments in the provision of OM services. However, we
consider it prudent to keep the development of competition in the provision of OM
under review. We will therefore reassess the situation during the next OM tender
process. Our expectation is that, with the increased certainty of the Safety Case
outcome, the next tender should see an increase in the number of new providers
offering services including a number of those who participated in the previous tender
but may not have participated in the 2010/11 tender.

NGG’s proposal

2.84. Given the uncertainties around OM at the time of publishing its initial
proposals, NGG considered that OM availability and utilisation costs should both
operate on a cost pass through basis for one year from 2010/11.

Respondents’ views

2.85. All of the responses to NGG’s Initial Proposals Consultation Document
supported the pass through of availability costs for a further year, although one
respondent suggested that there should be a cap on these costs. Respondents were
split on whether a small utilisation incentive should be retained or whether the
utilisation costs should also operate on a cost pass through basis.

25 “Operating Margins (OM) Contestability 2010: Decision Letter” and “Direction issued to
National Grid Gas pursuant to paragraph 1(b) of Special Condition C3”, 18 February 2010:
www.ofgem.gov.uk
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2.86. Of the respondents who provided a view on incentive design (should one be put
in place), half supported a separate availability and utilisation incentive while the
other half supported the design of a total OM costs incentive.

Ofgem’s final proposal

2.87. Now that the outcome of OM contestability is known and NGG has received a
decision from the HSE on potential changes to its Safety Case, we consider that it is
appropriate that all OM costs are passed through for a period of one year.

2.88. During the next few months we will consider the basis for an appropriate OM
incentive given the developments regarding the increase in the range of providers of

the service.

Summary tables

2.89. Tables 2.7 and 2.8 present an overview of the proposed schemes for 2010/11

and 2011/12.

Table 2.7: 2010/11 Proposed Schemes

Max Profit Max Loss Explicitly Incentive
Defined Target
Cap/Floor
Residual £2.4m -£2.4m Yes Linepack (LM):
Balancing 2.8mcm
Price
Performance
(PPM): 2.5%
Demand £1.6m -£1.6m Yes (downside | 2.85%
Forecasting?® only) absolute daily
error
Environmental®’ | £0.6m -£0.6m No 3007 tonnes
Data £0.1m -£0.1m Yes Availability:
Publication 99.3%
Timeliness:
90.5% within
10 mins
Operating No scheme proposed
Margins

26 Note that the sharing factors of this scheme are designed to give a profit or loss to NGG of
£1.6m for a £0.15 percentage point increase or decrease in performance around the target.

27 The maximum profit or loss to NGG under this scheme assumes an approximate 20% over
or under performance around the deadband.
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Table 2.8: 2011/12 Proposed Schemes

Max Profit Max Loss Explicitly Incentive
Defined Target
Cap/Floor
Residual £2m -£2m Yes Linepack (LM):
Balancing 2.8mcm
Price
Performance
(PPM): 1.5%
Demand £1.6m -£1.6m Yes (downside | 2.75%
Forecasting?® only) absolute daily
error
Environmental No scheme proposed
Data £0.1m -£0.1m Yes Availability:
Publication 99.3%
Timeliness:
90.5% within
10 mins

Operating
Margins

No scheme proposed

28 Note that the sharing factors of this scheme are designed to give a profit or loss to NGG of
£1.6m for a £0.15 percentage point increase or decrease in performance around the target.
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