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7 May 2002

Fran Gillon

Head of Supplier Failure and Licensing

Ofgem

9 Millbank

London

SW1P 3GE

Dear Fran,

Credit Cover Arrangements

Thank you for the opportunity to comment on the issues raised in Ofgem's consultation document of March 2002 on credit cover arrangements in gas and electricity supply and gas shipping.

Key Points

· British Energy does not support the removal of Parent Company Guarantees as an acceptable means of providing credit cover and is opposed to the use of Letters of Credit/cash.  Furthermore, British Energy is concerned that the use of Letters of Credit/cash could be extended to other areas of the commercial framework with serious implications for system users.

· The removal of Parent Company Guarantees unfairly discriminates against those system users who currently benefit from approved credit ratings and access to PCGs.

· The existing arrangements have worked relatively well in managing the risk of supplier/shipper failure.  With regard to the failures of Independent Energy and Enron, the cost to the monopoly service providers was relatively small.

· Changing the existing arrangements for credit cover represents a sub-optimal solution to any concerns that Ofgem has regarding the threat of disconnection of customers.

· Notwithstanding our view that the existing arrangements should be retained, of the options for change identified British Energy's preference lies in the price control approach.

Detailed Comments  

British Energy is not persuaded that a change to the current arrangements for the provision of credit cover is required or necessary.  The existing arrangements have largely worked well in managing the risk of supplier/shipper failure, and even in the context of the failures of Independent Energy and Enron the cost to the monopoly service providers was relatively small.  Furthermore, following the collapse of Enron it is apparent that credit rating agencies are now more attuned of the need to respond quickly to changes in a company's financial position (whether through a decline in its financial strength or an increase in exposure).  This should improve confidence in, and the reliability of, credit cover provided through Approved Credit Ratings (ACR) and Parent Company Guarantees (PCG).

In support of its argument for change, Ofgem suggests that a move away from the current arrangements will better help competition by lowering barriers to entry.  A counter view is that moving to a regime based solely on Letters of Credit (LoC) or cash deposits potentially raises barriers to entry (and hence harms competition).  This is particularly true for smaller suppliers, as it will ultimately inhibit their ability to grow and to compete effectively.  Moreover, the widespread use of LoCs and cash deposits within the industry will almost certainly raise issues relating to the gearing of some suppliers and their ability to raise the necessary LoCs/cash in the first place. 

Ofgem also claims that the current arrangements are inefficient and that they introduce a cross-subsidy from those companies that do not have an ACR and PCG to those that do.  An alternative view is that within any other competitive market there will be players at differing stages of development.  In this context, therefore, the ability to generate an ACR and PCG should simply be seen as a normal competitive advantage.  Moreover, and of equal consideration, is the legitimate view that the removal of PCGs will unfairly discriminate against those parties who currently use ACRs and PCGs as a means of providing credit cover.  It is also acknowledged by Ofgem that the cost to the industry (and hence ultimately consumers) of moving from PCGs to a system based on LoCs and cash will run into several million pounds and this in itself suggests that it is equally inefficient to compel firms currently able to use ACRs and PCGs to instead rely on more costly forms of credit cover.    

A further concern to Ofgem is the protection of customers from actual or threatened disconnection that industry codes and agreements permit when a supplier does not maintain adequate levels of credit cover or pay invoices on time.  Indeed, Ofgem states that it does not consider the threat of disconnection is appropriate in such circumstances.  In a normal competitive market the right of a supplier to withdraw or stop providing its service to a defaulting customer is a normal and correct mechanism for self-protection.  The electricity and gas markets should be no different and regulatory intervention in matters usually the subject of normal commercial arrangements between companies represents a sub-optimal solution.  We agree with the comment made at the recent Ofgem workshop on credit cover that a more appropriate solution lies in developing arrangements that enables the swift and seamless transfer of customers threatened by disconnection to another supplier.

Notwithstanding our comments above, of the options for change outlined in the paper our preference lies in dealing with credit risk under the price control regime.  British Energy would be particularly concerned if Ofgem were to settle on arrangements based on LoCs or cash because, as indicated above, this would increase the cost to industry participants of providing credit.  In this respect any extension to the use of LoCs or cash must be accompanied by a more accurate means of assessing the amount of security to be provided (the debate in the BSC arena has highlighted this as an issue, where it is clear that a disproportionate amount of security cover is required of BSC participants).  It is also an inescapable fact that LoCs tie-up bank credit lines.

Beyond these immediate concerns, British Energy is mindful that that the abandonment of PCGs potentially risks extending the use of LoCs/cash to other areas of the commercial framework, including in relation to connection assets, which would give rise to significant commercial implications for system users.

Finally, as you are no doubt aware, NGC has proposed an amendment (CAP018) to the Connection and Use of System Code seeking to remove the use of PCGs as security for Transmission Network Use of System charges and Balancing Services Use of System charges in favour of LoCs or cash deposits.  Clearly, the views of respondents to the current consultation will need to be taken into account by Ofgem in any decision that Ofgem reaches in respect of CAP018.

Yours sincerely,
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