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Dear Fran,

Consultation Document - Arrangements for gas and electricity supply and gas shipping credit cover

British Gas Trading (British Gas) is grateful for the opportunity to comment on Ofgem’s consultation, which seeks views on the arrangements for provision of credit cover for gas and electricity suppliers and gas shippers.

We understand that the principle purpose is to review the credit arrangements to ensure that companies participating in energy supply and shipping activity are appropriately securitised. Adequate security will provide the assurance that there is no risk of customers losing energy supply as a result of the failure of their energy supplier or shipper.

General Comment

Although there have been failures of gas suppliers and shippers in recent years, in each of these events there was in fact no loss of supply to customers. It is also worth registering that, through the efforts of the appropriate bodies in each industry, a number of measures have been taken since these failures to alert to the potential failure at an earlier stage and to mitigate the exposure experienced by the remaining operators. 

In our view, it is also a pre-requisite for the Network Operators to have effective and rigorous processes for the control of credit and debt recovery. There must also be appropriate arrangements for escalation of these issues in a timely manner. These will, of necessity, need to achieve a balance between protection of consumers and the community and the unfettered operation of a commercial activity.

Whilst we support the objective of the regulator to remove barriers to competition, this principle must be applied within the context of appropriate credit cover. Supply and Shipping of energy does have inherent risks and those organisations choosing to enter the market cannot and should not be protected from the level of risk commensurate with their operation.

It has been commented that better control of balancing costs could in turn reduce the need for the current levels of security. We believe that the aim is to put in place a mechanism to provide adequate credit cover for operations. We do not believe that we can rely upon reduction of balancing costs as a solution in part or whole.

Comments on individual Methods of Securitisation

The discussion included at Chapter 6 of the paper covers a number of options which may be considered for this purpose. In our comments we address the principle aims of each of these options with our views on the positive and negative attributes of each.

a)
Approved Credit Ratings (ACR) and Parent Company Guarantees (PCG)

British Gas recognise that use of ratings may have been an issue in recent failures but this experience does not undermine the appropriate use of significant ratings to assess a Company’s creditworthiness. Speculative ratings should deliver no credit. It is our view that higher ratings can be used as a basis to deliver prudent levels of credit.

The use of PCGs as a measure of credit cover would benefit from the adoption of a standard form.

It is recognised that not all Companies will be able to obtain a PCG. Indeed, not all Companies will be able to obtain an ACR of sufficient standing.

Therefore although we support the value of an ACR or a PCG they can only provide a partial solution, dependent upon the worthiness of the company, or it’s parent, and the level of credit cover required.

b)
Letters of Credit or Cash

Letters of Credit or Cash appears to be a favoured option within the consultation. The concern about Letters of Credit within Electricity (BSC) is that the operation is significantly over securitised. This adds avoidable costs which will ultimately be borne by consumers. 

Letters of Credit can be complex and involve significant administrative and legal costs which will also ultimately be borne by customers. 

It is our view that the widespread use of Letters of Credit may concentrate the energy industry risk upon particular areas of the banking industry. Which itself may lead to doubts about the effectiveness of cover. 

It is also worthy of note that banks may have lower credit ratings than a number of the energy industry participants and it would therefore be paradoxical for the risk in one sector to be underwritten by a body holding a lower credit rating. 

In addition to this paradox, the overall cost of a Letter of Credit will reflect credit rating of Company seeking guarantee AND the bank concerned. To such companies, it may be seen that no additional cover is obtained, only increased cost are incurred.

We also have concern with regard to the duration of credit cover which may be required. This is currently 3 months under electricity regime. The advent of long term capacity acquisition in gas will require a commitment to use of the product up to 25 years ahead. In the relevant workstream it had been acknowledged that it would be unnecessary to hold credit for the entire period. Even for a reduced period the cost of cover by Letter of Credit would discourage many potential participants in this market.

c)
Price Control of the Network Operator

We see as a disadvantage of this measure that individual companies will have little control over the level of debt accrued across the industry. There will also be a lesser incentive upon individual companies to control escalation of debt.

We believe that this proposal may be contrary to Price Control principles of targeted and cost reflective prices.

If all cost of credit cover were to be borne by the Network Operators through their Price Control, this would have the effect of smearing all such costs in an unfocussed and opaque manner. This may discriminate in favour of small players. The cost of default would also be spread throughout the Price Control  period and not contained within any single accounting period.

More so than other arrangements, this measure would heavily depend upon the effectiveness of the Network Operators’ procedures for credit control to limit exposure experienced by the industry.

d)
Mutualisation

In order for a Mutualisation arrangement to be effective, there would be a requirement for a mechanism to assess the risk of individual companies and therefore their contribution to the mutual fund. In practice, this may rely heavily upon credit history as reflected in ACRs or PCGs.

Unless these mechanisms were seen to be effective the result would again be inappropriately smeared costs.

e)
Credit Pool

As we understand the concept, the Credit Pool may be a possible application of  a mechanism to deliver the concept of “mutualisation”.

We believe that it would be necessary to clearly define the constituency of  the pool and it may be necessary to establish multiple pools.

A single pool would not be capable of reflecting the creditworthiness of an individual company and multiple pools would reflect higher costs for those companies with a higher risk profile. This division would serve to concentrate all higher risk companies in one pool experiencing high risk and high cost.

Companies in this group could be faced with unlimited risk in the event of failure.

f)
Commercial Insurance

There appear to be alternative applications of an Insurance provision for cover of failure:-

· Either that a single policy is held on behalf of the entire industry, this may have the effect of

· Concentration of risk raises issues of security of a single insurer

· Lower overall cost

· Possible to attain realistic level of cover for total risk

· There would be a requirement for a mechanism to reflect individual company risk within the whole to determine their contribution to premiums.

OR

· Individual companies will hold their own insurance

· Some companies may not be able to secure cover 

· Higher total cost to industry

· Tendency for over insurance of the total risk within the industry

· Individual companies cannot avoid their obligations in the event of the policy being invalidated by their own action or failure of their insurer

· There would be a requirement for a central monitoring role to ensure that adequate cover is held (including the review of contractual terms and obligations) with insurers holding appropriate credit ratings.

Either option may require arrangements for increasing cover at particular times.

Contracts for insurance cover would normally be regarded as “of the utmost good faith” but the potential for avoidance of obligations on administrative or contractual grounds would need to be closely addressed.

g)
Advance Payment

Although advance payment does not appear as one of the alternatives within the discussion in the paper, this does form one of the current arrangements for credit cover.

Advance payment can provide 100% cover of the charges where it is applicable.

Users opting for this method would need to address the issue of the initial impact on cash flow and the financial cost involved. While interest will be earned on advance payments this will not cover the full costs of borrowing and indeed will have the impact of reducing the Network Operators’ net debt costs.
This arrangement is currently available with Transco for transportation charges, although it may not be suitable for cover of energy balancing costs as these cannot be pre-determined.

Conclusions

British Gas supports for need for improved credit arrangements. We also support the consideration of reform, and alignment of cover where appropriate across gas and electricity, which recognises volatility caused by weather, process and other factors which may vary between the sectors

The industry should aim to put in place adequate security to avoid exposure in the event of a Company failure but seek to avoid the unnecessary costs of over securitisation. 

Although this issue has been previously considered in electricity (Modification P11), we believe that the issue of minimum level of security should be addressed. The Utilities Act sets a minimum level of indebtedness at which a Supplier of Last Resort is appointed. Adoption of this figure as a minimum credit level may restrict new entrants to the market, but we feel that consideration should be given to this inconsistency. 

We believe that the industry should recognise the fact that a strong credit rating is a sound measure of the creditworthiness if applied prudently. The rating of a company would have a bearing on cost and options when seeking arrangements under Insurance, Bonds or Letter of Credit.

We favour the retention of the ability to prepay for charges where this is appropriate.

We trust that these comments are of value to the consultation.

Please contact me if you require any further information.

Yours sincerely,

Mike Young

Commercial Manager, Gas Transportation

