ELEXON response to the Ofgem Consultation on Arrangements for electricity supply and gas shipping credit cover 

Introduction

ELEXON is a not-for-profit company created to fulfil the role of the Balancing and Settlement Code Company.  It procures and provides services to administer and implement the balancing and settlement rules that enable and support the wholesale market in electricity.  Parties that wish to trade in the wholesale market become signatories to the Balancing and Settlement Code (the BSC or the Code) and contribute to the costs of ELEXON.

The BSC provides for two main forms of charges (and payments) which ELEXON administers either directly or through agents; trading charges, which include imbalance volumes at imbalance cash out prices and balancing mechanism payments, and; ELEXON charges, which recover the costs of running ELEXON.  ELEXON is not commercially or financially at risk in the event of payment default for either of these.  If there is a default of payment of Trading Charges, ultimately this can be recovered by scaling down payments to BSC Parties.  If there is a default of payment of ELEXON charges it can be recovered from other signatories of the Code under the rules set out in the Code.

The credit cover provisions relating to Trading Charges are set out in the Balancing and Settlement Code.  These allow for only cash or letters of credit as cover.  There are no credit cover provisions for ELEXON charges.  Defaults on the latter charges are essentially self-insured through the effect of the cost recovery rules.  Although ELEXON has no direct commercial interest in how credit cover is provided for, it may be relevant to the consultation to describe the experience of operating the credit cover rules during the first year of operation of the BSC.  A little more detail and explanation of the present provisions is also provided.  Finally comments on some of the other issues raised by the consultation document are made.

ELEXON makes no comment on the commercial benefits of the present or alternative means of providing credit cover.  We believe this to be a matter for those participating in the market.

BSC Arrangements

The Consultation Document describes the BSC credit cover provisions but does not fully reflect the current arrangements.  This section provides some clarification and additional detail.

· Section 4.20 of the Consultation Document describes the potential period between a breach of credit cover and a credit default.  The process, in a little more detail, is as follows.  If a Trading Party breaches the 80% level of indebtedness they are given a 24 hour Query Period to check that the indebtedness calculation is correct.  This is followed by a Default Cure Period that lasts until 24:00 hours in the next Business Day.  What this means is that if the 80% level of indebtedness is breached on Wednesday before Easter, the Query Period will expire on Maundy Thursday and the Default Cure Period will expire on Tuesday after Easter.  On this one occasion a Trading Party would have 6 days before being in Level 1 Credit Default.  However, in the majority of cases this will just be two days.  Further to this there is no Query Period or Default Cure Period if a Trading Party breaches the 90% level of indebtedness.  A Trading Party would therefore be in Level 2 Credit Default immediately, as long as they are not already in the Query Period relating to the 80% breach.

· Section 4.22 states that the Settlement Administration Agent pursues the defaulting Party for the money.  In fact this role is carried out by the Funds Administration Agent.

· Section 4.24 states that a Supplier may still increase its indebtedness by continuing to take physical demand.  Credit Cover under the BSC is calculated to take into account Settlement liabilities that may have been incurred between the relevant Settlement Date and the Payment Date.  Therefore it is calculated based on an estimate of indebtedness for a 29 day period.  Should this estimate be accurate and the Trading Party lodges just enough credit to ensure they are not in credit default, then there may not be any credit to cover any post default debt.  Indebtedness would increase if the customers of the Supplier continued to consume electricity and if no offsetting notifications were made.  In the event of credit default the BSC provides for notifications which would increase indebtedness to be rejected.  Notifications of purchases (in the case of a Supplier) would be permitted even while in default as these reduce indebtedness. However, this is likely to increase their indebtedness to their counterparties through the bilateral contracts.  The ability to obtain such contracts will depend on the response of those counterparties.   That is outside the remit of the BSC and ELEXON.  This risk of continuing debt accumulation after a default, is not covered by the BSC credit provisions.   Other forms of default, including payment default or appointment of Administrators, etc. bring into play further measures, which can be deployed at the decision of the Panel.  Even under these provisions, continuing consumption and therefore increasing debt, cannot be prevented unless the consuming sites are disconnected.  It is recognised in ELEXON and generally in the industry that disconnection of customers would be practically very difficult and probably would always be unacceptable. The cost of any post default debt will be smeared across all BSC Creditor/Debtors through scale down procedures.  A credit default does not mean that there will inevitably be a payment default.  The risk of debt increasing and of an actual loss to all other participants arising after a credit default and payment default will depend on the arrangements for supplier of last resort or the success of a trade sale.  The impact will depend on the extent that either deals with any accumulated BSC debt.  Both are largely driven outside the BSC although the Code does contain provisions to deal with the consequences of each.   The interaction between the implementation of either and the BSC position will call for close monitoring and effective communication.  These have been achieved in the instances experienced so far and there has been no case of unpaid post default debt payment under the BSC.  It is not certain that the post default BSC debt would be covered in all cases under a supplier of last resort arrangement or a trade sale.  To that extent the post default debt risk is not explicitly dealt with by any credit cover arrangement and no practical means exists to ensure that such debt cannot be incurred. 
· Section 6.7 states that there is currently an over provision of Credit Cover under the BSC.  This statement is based on data from the first year under NETA.  Trading Parties can adjust the amount of Credit Cover that they have lodged.   It may be that they took a cautious approach at the start of the market anticipating difficulty predicting their Trading position in a new market.  It is also acknowledged that the credit arrangements are not accurately reflecting Trading Party’s actual indebtedness.  This is being addressed by Modification P2. 

The BSC does not provide for credit cover in relation to ELEXON charges.  These recover, amongst other things, the operational costs of ELEXON and the costs of developing and operating the BSC systems and processes.  In the event of a failure to pay these charges the shortfall is recovered from other payers of the charges.  The cash or letters of credit held against trading charge debt cannot be used to cover these costs. The recovery of underpayment of ELEXON charges is applied to the Default Funding Share.  This is proportional to the amount of ELEXON charges paid by each Party. 
ELEXON Experience

There were a number of Credit Defaults during the first year of operation.  A Credit Default means that the party concerned is trading beyond specified levels compared to the cash or letter of credit in place.  These defaults resulted in one occurrence of Level 1 and 3 occurrences of Level 2.  Several other credit cover defaults were resolved within the query period.  None of the purely credit cover incidents resulted in any payment shortfall.  Some of the incidents occurred in the early stages of NETA, and arose because of a lack of understanding of the detailed operation of the rules.  Several ELEXON circulars were produced to assist participants.  There was a further communications effort as the end of the financial year approached to remind trading parties that Letters of Credit fell due for renewal.

There were some other incidents of default which exercised the credit cover provisions.  The experience of how the rules operated in practice was instructive.

Enron Capital and Trade Resources Limited (ECTRL) and Enron Gas and Petrochemicals Limited (EGPTL) went into administration in November 2001.  That is in itself an event of default under the Code.  ECTRL was trading actively and had a substantial accumulated indebtedness which continued to grow in the days following default.  The letter of credit held against ECTRL was sufficient to cover this indebtedness and allowed a period of a few days in which the trading position notified under the Code could be modified by further notifications.  Eventually the Panel decided that ECTRL’s position should be “flattened” and all further notifications in respect of ECTRL should be rejected.  As ECTRL (in administration) did not pay its settlement charges, ELEXON called the letter of credit to cover the debt.  This was done on a daily basis as the settlement payments fell due.  The terms of the BSC provide for claims under letters of credit to be made within 2 working days of a default.  It is assumed that once a claim is submitted, payment should be made on the day it is claimed.  In the event, the bank initially resisted payment while it checked and considered the situation.  The first payment was not made until after 7 days.  Thereafter payments were made promptly.  The letter of credit in this case, is forecast to be sufficient to cover the amount of debt with a surplus which will not be called.

A feature of this incident is that the letter of credit fell due for renewal during this period.  Under the provisions of the letter of credit it must be renewed ten working days before the due date.  If it is not renewed, then the Code prescribes that the  letter of credit must be called and payment made for the full amount.  In the case of ECTRL the letter of credit was renewed within the required timescales.  In this way the full amount of the letter of credit was not claimed immediately, only the amount needed to cover the settlement invoices was claimed.

In the case of EGPTL there was no indebtedness at the time of default.  There was a letter of credit in respect of EGPTL which was similarly due for renewal.  In this case it was not renewed within the prescribed time and it expired.  ELEXON Clear called the full amount.  This was resisted by the bank concerned to the extent that ELEXON Clear issued court proceedings.  Eventually the bank agreed to pay in full, with costs and interest.  

There was a second default of the BSC when AES Fifoots Point Limited was put into administrative receivership.  Once again there was no resulting shortfall of settlement payments.  A few days prior to the administration order the letter of credit had reached its renewal date and ELEXON called in the whole amount.  The letter of credit was subsequently renewed and the cash was returned.  Almost immediately after these events AES Fifoots went into administrative receivership.  

The letters of credit have proved sufficient to cover the settlement debt that has arisen in the cases of payment default experienced so far under the BSC.  There have been however, shortfalls in the payment of ELEXON charges.  These have been recovered under the BSC rules by recovering amounts from all BSC Parties. 
There was a case of default under the Pooling and Settlement Agreement which preceded the BSC.  In that case the credit cover held was set against the historic level of trading.  At the time of the default the volume of trade undertaken by the party in question had been increasing (and the associated prices were higher than normal).  That meant that the credit cover was not sufficient and a significant shortfall ensued.  

ELEXON Views

The default of ECTRL showed that the provisions in the BSC proved effective in practice in that the letters of credit were successfully utilised, both to cover actual debt and renewal.   The bank’s initial reaction was to challenge or resist payment.  The terms and conditions of the letters of credit are specified in the BSC and are tightly drawn.  There is provision to accept letters of credit “substantially in the form of” that specified in the Code.  This discretion had not been used to any material extent when letters of credit were submitted at NETA Go-live.  Experience demonstrated that the terms and conditions are important and are likely to be challenged.  Any weakness is likely to be utilised to avoid payment.  This has reinforced ELEXON’s position that the terms and conditions should not be relaxed and should be applied rigorously.

The case of EGPTL and the calling of the whole of a letter of credit in the event of a renewal failure has demonstrated the enforceability of the rules relating to expiry and renewal.  Once again the bank’s reaction was to resist payment, in this instance to the brink of a court case.

When AES Fifoots Point Limited went into administrative receivership it would have been embarrassing at the very least if the default had occurred with ELEXON having not insisted on the renewal of the letter of credit, hence leaving other BSC Parties exposed to a default risk.  This, and the above cases support the argument for prompt and rigorous implementation of the rules of credit cover and for those rules to be robust against challenge and reluctance to pay.

The need to be able to rely on the terms of letters of credit and the potential for delay to payment even under strictly drawn rules would hold good whether the letter of credit or cash was held, as now, against individual parties or under an alternative form of shared credit cover arrangement.  In ELEXON’s experience, secure access and clear enforceable provisions are essential and achievable but prompt payment may not be guaranteed.  Secure and prompt access to funds would presumably be requirements of any alternative arrangements, for example under an insurance scheme or a mutual fund.  This would mean that close attention would be needed to the detail of the terms and conditions relating to calling the cover.  If the funds are held by a third party (eg. a bank or insurance company) resistance to paying out might be anticipated.

As experience shows that it is difficult to secure payment to the specified time requirements even when they are set out in the terms of the letters of credit, holding cash as credit cover is likely to be more effective if prompt payment is important.

The case of default under the Pooling and Settlement Agreement demonstrates the importance of performing the credit cover assessment promptly against the current position.  Under the BSC, although the calculation is based on approximations, it is at least undertaken each half hour and therefore represents a current position.  Prompt “real time” monitoring is a requirement of any approach which is based on active protection of the position.  Even reliance on self insurance (i.e. simply spreading the cost in the event of default) is likely to require monitoring close to real time in order to allow early intervention or action when required.

In summary; the policy of insisting on letters of credit or cash only and not relying on approved credit ratings or parent company guarantees appears justified and workable if explicit security against the failure of a party is required. There should be a presumption that payment will be vigorously resisted which means that rigorously drawn letters of credit are necessary.

Further Points

Invoicing Cycles:

In Section 6.55 the Consultation document suggests that one means of reducing the requirement for credit cover would be to reduce the duration of the settlement cycle.  Under the BSC the invoicing timetable is such that payments are made daily, 29 days after the relevant Settlement Date.  Invoicing cycles for Transmission and Distribution are longer as these rely on data from the Settlement process.  It would be difficult and costly for the invoicing cycle under the BSC to be reduced, however it is possible that an earlier interim settlement could be based on the Interim Information (II) Run (at 5 business days) rather than the Initial Settlement (SF) Run (at 16 business days).  This could have the effect of reducing the need for credit cover.

The main issue with earlier settlement is that the accuracy of the data will be lower at that stage of the cycle. Central Volume Allocation (CVA) Metered Volumes, System Buy Price (SBP, System Sell Price (SSP) and Notified Contract Volumes are relatively accurate for the II Run, however Supplier Volume Allocation (SVA) Metered Volumes are not included at this point.  This means that the Energy Imbalance Volumes on a Supplier’s Consumption Energy Account will be inaccurate and therefore Residual Cashflow Reallocation Cashflow (RCRC) will also be inaccurate.  There would also be less time for errors affecting SSP, SBP or notified contract volumes to be corrected prior to Settlement.

It should be noted that even SF data is not entirely accurate.  Reconciliation Runs are carried out over the next 14 months as more accurate Metered Volumes are received.

Modification Proposal P2 is due to be implemented on 30 September 2002.  This will increase the accuracy of the II Run as it will include an estimation of SVA Metered Volumes.  This estimation will use the GSP Group Take shared between Suppliers based on recent historical market share data. 

Escalation Procedures:

The initial procedure for enforcing Credit Cover under the BSC is to publish the Trading Party’s name on the ELEXON website.  If a Trading Party receives a Level 1 Credit Default warning, they are given a 24 hour Query Period, followed by a Default Cure Period lasting for one Business Day.  In the vast majority of cases Trading Parties have reduced their Credit Cover Percentage within this time by lodging more Credit Cover before the need to publish their name on the Website..  This indicates that publicly naming Trading Parties acts as an effective deterrent against Credit Default. 

Should a Trading Party breach the Level 2 Credit Default limit, their ability to submit Volume Notifications that further increase their indebtedness is restricted.  Apart from the 2 incidents at Go-Live this restriction has not been applied.

Minimum Level of Credit Cover:

Modification Proposal P11 was raised by a BSC Party to introduce a minimum level of Credit Cover that all Trading Parties would be required to lodge.  There were two suggestions, firstly for all Trading Parties to lodge a fixed amount of credit e.g. £50,000 and secondly for the minimum Level of Credit to be based on historic indebtedness over the most recent 12 months.  Although there was some initial support for the introduction of a minimum level of credit to ensure that all Trading Parties had some Credit Cover, the final proposal was rejected on the grounds that it would introduce a barrier to entry.  Therefore under the BSC there is currently no requirement for a minimum level of Credit Cover to be lodged by all Trading Parties.  Instead Trading Parties can choose how much credit to lodge and they will not be in default under the BSC unless their estimated indebtedness breaches 80/90% of their Credit Cover. 

Accuracy of Credit Arrangements:

The credit checking process under the BSC is carried out in real time, therefore each Trading Party’s indebtedness needs to be estimated.  It was highlighted during the NETA Programme before Go-live, that this estimation was based on some fairly crude assumptions.  Modification Proposal P2 was raised to improve this estimation and therefore increase the accuracy of the credit checking process.  P2 has been approved and is due to be implemented on 30 September 2002.  

Under the BSC there is a defined process to allow any BSC Party to raise a Modification Proposal.  It is therefore possible that new modifications could be raised if Trading Parties feel that further improvements can be made to the credit arrangements.  Potential modifications are issued for industry consultation and finally require approval from the Authority.  

Any proposals for alternative approaches to credit cover such as those mentioned in the Consultation Document could be brought forward under this modification process.

