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Dear Fran

Arrangements for Gas and Electricity Supply and Gas Shipping Credit Cover - Consultation

I write on behalf of the EA’s Distribution Commercial Group (DCG) which represents all the ex PES licensed distributors.  We welcome the consultation on credit cover arrangements for the industry.  We recognise that the document covers both gas and electricity distribution as well as energy trading, but will confine our response to the arrangements affecting licensed electricity distributors, except where any cross reference is appropriate.

We support the Ofgem conclusion that distribution businesses should be protected from supplier failure by either recovery through the price control mechanism, or by letters of credit/cash.  While protection of distributors is our first concern, we also wish to find a solution that aids the development of a vibrant and competitive market for electricity supply, and that minimises costs to customers. 

Distributors are regulated as low risk businesses. We note that Ofgem recognises this status in the consultation paper, along with  the fact that distributors are obliged to do business with all suppliers without discrimination.   

Both options put forward by Ofgem have the potential to protect distributors in a way that is compatible with their low risk status.   However, we clearly need to understand the detail of how the options would be applied. Between the two options, each distributor will express their preference in their individual company response.

For either option to work effectively we consider that there needs to be a clear understanding of how both distributors and suppliers are required and expected to act in the normal course of business.  In the recent workshop Ofgem indicated that pass through would be scaled back where a distributor was judged to have taken insufficient action to recover the overdue amounts.  We consider that it is essential for distribution businesses to know in advance by what mechanism this scaling will be applied, and what actions are required to secure 100% pass through.  

Following are a number of areas where we consider that clarity is required for either or both of Ofgem’s options:

Prompt and accurate provision of data:  Distributors rely on data provided by suppliers and their agents in order to bill DUoS correctly.  It is important that such data is provided in a timely and accurate manner.  Suppliers should not be permitted to delay DUoS billing by late provision of data, or to dispute DUoS bills that have been correctly calculated based on data provided by suppliers.

Prompt and accurate DUoS billing:  Distributors should be expected to produce timely and accurate bills.

Billing and payment timetable:  There should be a clear and transparent understanding between Distributors and Suppliers over the billing and payment timetable.

Late payment follow up:  We consider there is merit in developing a common industry approach to the follow up of overdue payments.  Such an approach would, for example, lay out where such actions as the suspension of registrations was appropriate, and at what stage claims should be escalated to the courts.  These  follow up procedures should also link in to the SoLR process and permit activation of this process at the appropriate stage.  To avoid suppliers being encouraged to always ‘pay on the red bill’ the time scales for follow up should be shortened for suppliers that repeatedly pay late.  We would expect Ofgem to allow 100% pass through of overdue debt provided distributors had followed an agreed procedure.

Disconnection of Customers:  Whilst recognising that the term disconnection is in common usage, for consistency with electricity industry agreements we will refer to de-energisation. In addition our comments only refer to de-energisation in relation to non payment of DUoS by a supplier, de-energisation for safety, statutory or other reasons is not covered by the consultation.  Ofgem indicates that actual or threatened de-energisation for non payment of DUoS charges is not in the interests of customers. We note that, in practice, de-energisation is very rarely threatened or used. However, we consider that it is more appropriate to establish a process that results in the removal of the need to de-energise, rather than removing the ability to de-energise altogether. The introduction of the ability to suspend registrations provides distributors with a more proportionate and practical tool to encourage suppliers to comply with their obligations.  The failure of Independent Energy highlighted that, with no effective remedies, some suppliers could exploit the system to the disadvantage of distributors, other suppliers, and ultimately customers.  To ban de-energisation without alternative appropriate and effective safeguards would be detrimental to consumers.  We recognise that Ofgem in their letter of 23 April suggest a process to be followed prior to any distributor considering de-energisation. 
Suspension of registrations: The consultation suggests that there is uncertainty over when registrations can be suspended.  We support clarification of this uncertainty.  Suspension of registrations can be an important intermediate tool for distributors in the follow up processes for both non payment and insufficient cover.  We note that in the BSC, suspension of rights is automatic once certain triggers have been breached. A similar approach in distribution would be useful.

Dispute resolution:  Parties should be clear how disputes should be dealt with.  We support continuing the ‘pay now, dispute later’ principle in all but the most exceptional cases.  We consider that any overdue payments withheld by a supplier in dispute should not be subject to any scaling in the event of that supplier failing.

Recovery Through the Price Control Mechanism (Pass Through):

If pass through of bad debt is to be used as part of the proposed solution, then the following should also be considered:

Time of Recovery:  The two supplier failures to date have been relatively small scale and, in these circumstances, recovery of bad debt the following year through a ‘k’ type mechanism should not provide distributors with significant difficulty.  However, the failure of a large supplier (possibly a distributor’s ex. PES supply business) would provide greater difficulties.  The potential value is likely to be significantly higher for two reasons.  Firstly the supplier is likely to have a much greater market share, and secondly it may take longer to find a buyer, or to appoint a SoLR (a small supplier can easily be bought, but if the largest supplier becomes insolvent who can afford to buy them?  Will there be Competition Commission issues? etc.).  In such circumstances there is the real possibility of a distributor being unable to survive if pass through funds are not available quickly to offset the bad debt.  Any solution based on pass through must, therefore, be done in such a manner that the distributor can remain in business.

Supplier credit worthiness:  The current arrangements, even if they are deficient, do to some extent impose credit monitoring on suppliers.  If Ofgem were to permit recovery of DUoS through a price control mechanism only, then it may be appropriate for Ofgem to undertake continual monitoring of suppliers credit worthiness to ensure consumers are not exposed to undue risk and costs of supplier failure.

Letters of Credit or Cash:  

If letters of credit are to be used as part of the proposed solution, then the following should also be considered:

Wording of letters of credit: We consider that there is merit in developing an industry standard format for letters of credit.

Value of cover:  Given the inherent delays in data due to the settlements timetable, and the fact that there is always unbilled DUoS, 60 days is inadequate as the basis of the value of cover for supercustomer.  It should be increased significantly.  The appropriate number of days should be based on when liability ceases to increase.  This is likely to be determined by how quickly Ofgem invoke the SoLR process for a failing supplier.  It is possible even with sufficient cover for normal situations that a delay in invoking the SoLR process could lead to debt significantly in excess of cover held.

Variation of Cover Levels: The value of DUoS charges for an individual supplier may vary for a number of reasons such as seasonal variations, general movement of customers, movement of customers during common ‘contract round’ periods such as April and October, and active marketing by a supplier.  In addition, a new supplier is more likely to experience rapid market growth than an existing one.  Schedule 1 of the UoSA is currently ambiguous over the timetable for reviewing and revising cover levels.  Distributors believe that this process should be reviewed such that they are never in a position where their potential ‘worst case’ exposure to bad debt from each supplier exceeds the level of cover provided.
Failure of a supplier to increase cover:  The UoSA has a clear timetable for providing increased cover once it has been requested.  Suppliers invariably fail to comply with this.  There should be a clear escalation process including suspensions of registrations and referral to Ofgem.  We note that elsewhere cover is required to be increased before it has been exceeded, based on a trigger.  We believe that a similar process should be invoked for electricity distribution.

Partial SoLR:  Ofgem should consider the removal of some of a supplier’s customer base in the case where they are unable to provide sufficient credit cover.

Alternatives

The paper considers a number of alternatives which it proposes not to pursue.  We support Ofgem’s view on these, but would make the following comments:

Mutualisation/Credit Pools:  We consider that this approach could provide a solution acceptable to distributors, but accept that it is likely to be difficult to set up and manage.

Commercial Insurance: The experience of distribution businesses that have had insurance in the past is that cover is withdrawn against certain suppliers as soon as the perceived risk of that business failing increases.  More recently distributors enquiring have been unable to procure comprehensive insurance finding high excesses, low maximum cover levels and certain suppliers excluded.  We do not consider commercial insurance to be a practical option.

Billing Cycles:  Changes to billing cycles would not be without cost.  This cost would clearly depend on how cycles were to change and if this was linked to earlier acquisition of data from settlements.  Whilst not being against changes to the billing cycle in principle, distributors are of the view that more work would be required on proposals and their impact on systems, and their effect on supplier cash flow (especially when first introduced), before pursuing them further. 

We note and support that Ofgem considers a proper modification process is essential to cover changes to all the industry codes and agreements.  Once the principles have been accepted and detailed work is required on these documents, the Distribution Commercial Group of the EA is happy to undertake it for the UoSA, and to act as a common distributor contact where views are required on other documents.

Yours sincerely
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