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Tuesday, 7 May 2002

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

Thank you for the opportunity to respond to the above consultation paper.  In light of the failure of Independent Energy and Enron, energywatch considers it appropriate to address the arrangements for credit cover.  The key principles upon which we consider the credit cover arrangements should be based on are set out below.  Some further comments are set out in the attached annex.  

Customers should be protected from disconnection

energywatch considers it essential that customers must be protected from actual or threatened disconnection in the event of supplier or shipper failure.  This must be delivered regardless of any of the issues under discussion.  energywatch strongly believes that actual or threatened disconnection is an inappropriate way to protect customers or to enforce industry codes and agreements.

energywatch is concerned the competition in the supply market could be jeopardised without customer protection from disconnection.

Appropriate protection at an appropriate cost

The credit cover arrangements need to deliver the appropriate protection, at an appropriate cost, for customers and industry participants.  Ofgem needs to mindful that customers will ultimately pay the cost of providing credit cover.

Whilst energywatch recognises that customers of a failed supplier may be required to pay more for their gas and electricity either by a trade sale or by appointment of a supplier of last resort, energywatch believes that any increases should be minimised.  

Conclusion

In the event of a failure of a gas or electricity supplier or a gas shipper, consumers must be protected from actual or threatened disconnection.  It is our strong belief that it is inappropriate that codes and agreements may permit this if a supplier or shipper does not maintain adequate levels of credit cover or pay invoices on time.  

energywatch also considers that customers should be protected from higher than necessary costs resulting from inefficient credit cover arrangements.

If you would like to discuss any aspect of this response please do not hesitate to call me.

Annex 1: Detailed comments

General 

Customers must be protected from actual or threatened disconnection in the event of supplier or shipper failure regardless of any of the issues under discussion.   We do not think that actual or threatened disconnection is an appropriate way to protect customers or to enforce industry codes and agreements.  
Following the failure of Independent Energy and Enron, we note that larger customers had been at risk from disconnection.  energywatch does not consider that larger customers should be given any less protection from disconnection that that afforded to smaller customers.  

The credit cover arrangements must provide adequate protection, at an appropriate cost, for customers and industry participants.  Ofgem needs to be mindful that customers ultimately pay the cost of providing credit cover. 
Whilst energywatch recognises that customers of a failed supplier may be required to pay more for their gas and electricity either by a trade sale or by appointment of a supplier of last resort, energywatch considers that any increases should be minimised wherever possible.  energywatch notes that in the event of the appointment of a supplier of last resort all existing contracts are null and void, and customers are entitled to sign a contact with the supplier of last resort or switch to another supplier.  

Forms of credit cover

energywatch is not convinced that approved credit ratings (ACRs) or parent company guarantees (PCGs) are acceptable forms of credit cover in gas or electricity.  We note that ACRs/PCGs do not necessarily provide any funds in the event that a party defaults.  

energywatch considers letters of credit to be preferable as in the event of defaults on payments the security can be called on to cover the debt.  energywatch notes that the cost of providing letters of credit or cash is borne by the company itself and therefore only by its customers.  The cost of a letter of credit or cash is based on a party’s credit-worthiness.  Therefore, customers of less credit-worthy suppliers will pay more than those of more credit- worthy companies. 

Gas and electricity balancing

energywatch considers that the credit cover in gas balancing should be more closely aligned with electricity balancing as set out in the Balancing and Settlement Code (BSC).    

energywatch notes that the BSC credit cover arrangements appear to have worked well in respect of the Enron failure (and the AES Fifoots Points Ltd failure).  Alternative arrangements such as a PCG would not have provided cover in respect of the Enron failure.   
Gas transportation, electricity transmission and electricity distribution

energywatch would agree that the credit cover arrangements for gas transportation, electricity transmission and electricity distribution need to be revised.
energywatch notes Ofgem’s current view that either only letters of credit/cash or a combination of letters of credit/cash and the price control framework would be appropriate.  energywatch seeks clarification of incentive regime that would be applied under the price control framework.  
Enforcement

energywatch supports Ofgem’s proposal to undertake work on enforcement rules.  
Gas transportation credit rules

energywatch does not think it is appropriate for Transco’s transportation code credit rules to sit outside of the Network Code.  It would seem appropriate to bring them with the Network Code modification procedure.  
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