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Ms Fran Gillon

Head of Supplier Failure and Licensing

Ofgem

9 Millbank

London

SW1P 3GE

Dear Fran

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

The Energy Balancing Credit Committee (“EBCC”) welcomes the opportunity to comment on the above consultation.  This response represents the various views of voting members of the EBCC (“Members”).  The comments contained within this response are not representative of the views of Transco plc or the companies represented by Members.  This response has been prepared and developed following a meeting of the EBCC on 11 April 2002 and is restricted to views on credit arrangements for gas energy balancing.

The responsibilities of Transco and the EBCC are outlined in the Network Code Supplement - Energy Balancing Credit Management and the Energy Balancing Credit Rules.  It is against these responsibilities, and an objective to minimise any potential financial loss to Network Code Users through the default of any individual User, that the EBCC considered the proposals outlined in the consultation document.

General principle of alignment

Members considered the general principle of alignment between the credit frameworks in the gas and electricity industries.  Some members believed that participants under NETA have chosen to over secure their positions in order to protect against any risk of credit default and the subsequent sanctions.  Other members felt it is the provisions within NETA that have led to an over-secured position, rather than participants’ behaviour.  However Members agreed that an uneconomic level of security for each individual User in respect of gas energy balancing, or an over secured position for the Community generally, would increase costs to Users and therefore increase costs to end consumers.

However, it was generally considered by Members that alignment of elements of the gas energy balancing and electricity balancing regimes is reasonable only where it achieves a balance between risk and cost to the industry.  One area where best practice could be applied from the electricity industry is in the application of sanctions.  Members considered the various sanctions that may be applied in the event 

of default within the electricity balancing regime and generally felt that such actions are more likely to encourage appropriate payment and credit behaviour.  Members suggested several options to be considered further for potential implementation within the gas regime:

· Certain defaults could lead to public disclosure of the defaulting User; 

· In the event that a defaulting User’s name is disclosed for a successive number of days, to a specified maximum, or reaches a maximum number of days within a specified period, the party could be terminated from the Network Code;

· In certain circumstances, gas trades could be rejected upon a credit or payment default of a User.  Members recognised that, within the current gas regime, trades may only be rejected in the event of termination of a User from the Network Code.  It was noted that rejection of a User’s trades upon default would create an energy imbalance for the counterparty and that suspension of trading would require intervention in a market that is external to Transco.  However, Members felt that this sanction should be considered further.

It was recognised that, within the gas regime, non payment of an invoice or cash call notice may lead to termination of a User within several business days, with minimal alternative remedies available.  It was felt that introduction of interim sanctions (such as those mentioned above) may encourage more appropriate behaviour.  Members commented that, although these sanctions may help reduce credit risk, they would not eliminate such risk in the event of a Shipper failure.  However, Members believed that, subject to further investigation, this range of intermediate sanctions should be considered for the gas industry.  

Alignment in forms of security

Members debated Ofgem’s suggestion that Approved Credit Ratings  (“ACRs”) and Parent Company Guarantees (“PCGs”) should be replaced by alternative forms of third party security such as Letters of Credit (“LoCs”) or cash.

Generally members felt that alternative forms of credit cover should be considered, although it is important to maintain an appropriate balance for the Community between the burden of additional costs and a reduction in risk.  Members expressed a range of views on the balance between appropriate cost and appropriate risk:

· Some members considered that the provision of LoCs/cash would expose all Users to a proportionally equal cost burden and would improve credit risk protection;
· Other members believed that disregarding ACRs and PCGs would place a disproportionate cost on Users that use these methods as support for Cash Call Limits and that credit protection may not be enhanced if the third party security provider had a lower credit rating that the User itself.  However, it 

was noted that both a User and a bank would have to fail before an actual loss to the Community could crystallise and that this scenario may be less likely than a “Group failure” (i.e. failure of a parent and a subsidiary).

· Some members felt that there was a significant range of risk within “A” rated and “B” rated organisations and that consideration could be given to only accepting ACRs or PCGs from more highly rated entities. 

· Some members commented that there may be a limitation on banks’ appetites for the provision of LoCs, particularly after the impact of the Enron losses on the banking community and would welcome further analysis on this.  

· It was also noted that there may be a barrier to smaller Users and new entrants if a significant value of securities were provided by a limited number of banks as, to prevent over-dependence on individual banks, aggregated exposure should be capped at a predetermined level relevant to the banks’ investment grade ratings.  Any additional securities lodged above these limits may be declined, which could impact on Users with limited banking portfolios.  

· Members believed that other forms of credit cover, such as commercial insurance, mutualisation or provision of bonds should be investigated further before the suitability of such alternatives can be assessed.  However, Members considered that the availability and costs of such methods of cover may be prohibitive due to the impacts of Enron’s failure and the events of 11 September. 

Generally, Members felt that the subject of an appropriate form of security should not be considered in isolation and that other enhancements to the gas energy balancing credit framework would be beneficial.

Treatment of bad debts
Some members stated that the current mechanism for recovering unpaid energy balancing amounts is not equitable.  The current neutrality process recovers bad debt from Users in relation to their throughput and therefore some members felt this process was disadvantageous to those Users with live supply points.  Users with no supply points (e.g. traders) would not share any portion of a neutrality smear, although bad debt arising from a failed trader would be smeared to all users with live supply points. 

Consideration of invoicing and settlement cycles

Generally Members concurred with Ofgem’s proposal for a review of the invoice production and settlement cycles.  However, Members believed it would be beneficial to conduct such a review in conjunction with any review of credit cover requirements as the impact of such cycles may affect credit requirements.  However, Members recognised that the cost of system changes for all participants must also be considered.

Introduction of more effective sanctions
Members stated that sanctions could further be enhanced by considering:

· Reducing the number of days available for payment under Failure Notices;

· Enforcing a minimum level of security to match typical balancing behaviour.  It was recognised that a process would be required to manage those Users unable to provide security at the requisite level. 

Supplier of Last Resort (“SOLR”)

It was felt that the appointment of a SOLR was the only mechanism available to ensure that credit risk to the Community is capped in the event of a Shipper/Supplier failure.  Members recognised the progress that has been made since the publication of Ofgem’s consultation document on this subject (March 2001) but believed that further issues need to be resolved before risks surrounding this area are minimised. 

I trust you find these comments useful.  If you wish to discuss any aspect further, please contact either myself or Jane Cooper on 0121 781 2511.

Yours sincerely

Adam Wiltshire

Chair, Energy Balancing Credit Committee

