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Tel: 0115 977 6483

Fax: 0115 977 6525
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3rd May 2002

Dear Fran,
Please find enclosed EnMO’s response to the Ofgem consultation document on “Arrangements for gas and electricity supply and gas shipping credit cover”.

Given its participation in the gas industry EnMO welcomes the opportunity to contribute to the discussion of credit cover issues and settlement procedures. Although Ofgem’s consultation on credit cover addresses transport fee exposure to Transco, the discussion does reference other facets of the gas wholesale market and the ties to move the processes and procedures in the gas industry towards those in the deregulated electricity trading arrangements.  It is in this broader context that EnMO makes its comments.  
For the avoidance of doubt it should be noted that this response is not confidential.

Yours sincerely,

Ofgem EnMO Credit Cover and Settlement Response

Background

EnMO Limited (“EnMO”) is the market operator for the Network Code regulated by Ofgem via Transco’s PGT Licence.   The On-the-Day Commodity (“OCM”) market was established September 30, 1999 and now has 50 subscribers including all the major shippers in the UK.  The OCM operates on an approved business model that has worked with a high degree of certainty and safety.  The credit regime utilized by the OCM is an established process using a variety of standard industry tools
, including the use of PCG’s, ACRs, commercial insurance, LoCs and cash deposits.  Given that all these tools must be and are used collectively with strong market monitoring, EnMO has not experienced (or contributed to) a credit loss during its history. 
EnMO’s Response to some Key Issues

1. Ofgem’s view that the arrangements for credit cover in gas balancing should be more closely aligned with those in the electricity Balancing and Settlement Code, including limiting the types of credit cover to Letters of Credit from approved banks or cash.
EnMO Response: Although EnMO recognizes there are benefits of aligning credit cover within the two regimes, both regimes can benefit from a choice of credit products in association with strong credit management.

As always there are practical situations where the theory suggests a single cycle and single credit cover arrangements for all purchases whether gas or electricity or whether for the commodity, the transportation or transmission or imbalances.  We do recognize that there can be some benefits for reduced invoicing cycles but, depending on the implementation, this can increase other costs or may be negated by increased costs of credit cover if only LoCs and cash deposits are permitted. The gas deregulation process has resulted in one of, if not the most viable competitive energy markets in the EU.  This is not currently the case for electricity.  There are and will continue to be tradeoffs between the cost of conformity and the benefits derived.  EnMO cautions Ofgem over any unnecessary cost increases that can result as higher costs will mean decreased trading activity, less price transparency and increased costs at the burner tip.  Although we support the principles espoused in par 5.16 of the Consultation Document, a more pragmatic approach to implementation is suggested for a system that is working well. The very fact that the gas regime appears to provide more choice in providing layers of credit support is one of the reasons for its deregulation success. Conformity on practical parts of the invoicing system for gas and electricity may be obtainable whereas it may be more appropriate for electricity credit cover arrangements need to move more towards the greater choice and flexibility of the gas regime.  In essence, this is an issue of applying “best-practices” from either regime based on the costs to implement, the need, taking into account the different physical attributes of electricity versus natural gas, and the tangible benefit to be realized. Certainly, a move towards shorter invoicing cycles will reduce the credit risk considerably regardless of the credit cover products used and we would support that change if implemented in a practical and consistent manner for all participants.




2. Ofgem’s view that the current arrangements for providing credit cover as protection from bad debt for gas transportation, electricity transmission and electricity distribution are no longer appropriate and that possible alternatives are:

i. Only Letters of Credit or Cash;

ii. No cover, but handling of related bad debts through Network Codes etc;

iii. Some middle ground.

Ofgem is particularly interested in respondents’ views on the cost of these options, bearing in mind that there may currently be over-provision of credit cover in some sections of the industry.

EnMO’s Response:  The OCM uses a variety of financial tools approved by Ofgem and the OCM’s customers, to manage credit risk on behalf of its customers.  It is a successful, proven solution that recognizes that all the various tools available should be 

considered in combination, rather than a rigid subset of just LoCs and cash deposits.  All this must be carried out in combination with strong management oversight, to provide safe and cost effective risk management.  The risk of non-performance of any one product is reduced considerably as invoicing cycles are reduced.

EnMO operates the OCM under the jurisdiction of Ofgem.  The credit risk management consists of a variety of financial tools to manage the OCM’s exposure to defaults.  This includes the use of ACRs and PCGs for investment graded companies and LoCs and or cash deposits for primarily non-investment graded subscribers.  All the subscribers are further supported by accounts receivable insurance that supports the ACRs and PCGS. Through consistent and timely monitoring of subscriber financial circumstances, EnMO exercises its rights to replace ACRs and PCGs with cash deposits if, in our or our insurer’s opinion, conditions warrant increased security.  It is through the combination of the use of all available financial tools and management oversight that a sound and efficient credit management system is operated at a cost that is commercially acceptable. This approach has resulted in a no claim loss record for EnMO during its operating life, now approaching three years. The reliance on a subset, such as LoCs and cash deposits as a sole solution is not cost effective under the current lengthy invoicing cycles. Approximately two thirds of our customers would be negatively impacted by this change without other cost offsets. To rely on only one credit tool (cash deposits and LoCs) ignores the potentially greater coverage at a lower cost that can be obtained by using a broader group of established and proven credit tools. The only circumstances by which EnMO could be in a position to default in any payment to Transco would be if one or more Shippers failed to pay their OCM and EnEx obligations (including imbalance cash out obligations), a failure that is covered in a manner acceptable to both Ofgem and all our Subscribers. If the OCM were required to replace its current PCG’s for transport with Transco, even though the OCM maintains a net zero position as an exchange, these costs would need to be passed on to customers or offset by other cost savings.  



Ofgem infers in paragraphs 6.43 and 6.44 that commercial insurance is not an acceptable alternative.  EnMO views and uses commercial insurance, not as an alternative but as an additional safeguard to the failure of ACRs and PCGs.  It is the combination of tools, including management oversight, which provides the best and most cost effective solution; a solution that can be, and is used by EnMO. Certainly the cost of commercial accounts receivable insurance would decrease substantially in a regime with shorter invoicing cycles.

EnMO comment: When making comparisons of the costs of various financial products to support a company’s credit stature, there are two subsets of costs; 1) the capital cost of maintaining a suitably strong balance sheet to warrant investment grade and related ACRs; and 2) the operating costs associated with LoCs and cash deposits. 

Ofgem quite rightly outline the increasing costs of providing LoCs as the credit stature of a particular company lessens.  However it does not appear that the high cost of maintaining increased layers of equity on the balance sheet for investment grade companies is recognized in the comparisons.  Equity components of the cost of capital of any company are the most expensive form of capital.  The increased equity costs are the very reason that ACRs and PCGs are available.  This comes at a considerable cost to these companies.  To further burden the investment grade companies with non essential LoCs or cash deposits represents a doubling up in costs to these companies who have created the liquidity in the market to make the deregulated gas market a viable competitive market.  As Ofgem also correctly suggests, all costs are eventually passed on to customers and it is EnMO’s fear that either these higher transaction costs will be passed on to customers if they are forced to revert to LoCs, or Shippers will be incentivised to reduce their use of equity capital, thus increasing risk of defaults.  Surely this is not an intended outcome.  To the extent costs increase, which the mandating of LoCs by investment-graded companies would do without other offsets, this will decrease liquidity in the market. In particular, the trading area is very competitive with slim margins. If costs and inefficiencies increase as investment grade companies are no longer able to make use of investment ratings and PCGs as a result of the proposed changes, the industry could be driven to a higher use of OTC and bilateral trades that exasperates the very credit issues Ofgem is trying to resolve.  Again this does not appear to complement what has been a very successful market deregulation process.  Any increases in costs will decrease trading and price transparency and the consumer will pay for these inefficiencies.  In EnMO’s view, statements made in par 6.11 and 6.13 do not recognize the high cost of maintaining an investment grade rating. Additionally, although a failure of an investment grade rated parent will result in failure to pay, the failure of the trading subsidiary when the parent providing the PCG does survive does result in payments; and, the probability of failure of the parent is very low by Ofgem’s numbers
 and other tools, such as commercial accounts receivable insurance, can provide the cover at an acceptable cost that is more efficient than a plethora of LoC’s for investment graded companies.  Taking the other extreme, the use of LoCs does not guarantee payment either as the bank that issues the LoC could likewise fail.  The real question to be answered is what is the right balance of coverage versus the cost of the last increments with the lowest risk. The risk and the costs can both be reduced with the introduction of shorter invoicing cycles, which EnMO supports, but this alone should not provide a rationale to reduce industry credit management tools to such a narrow subset.
EnMO comment: To be effective and cost efficient a “complete solution” is required.  Credit Cover and invoicing processes must be decided not in a piecemeal fashion but in a complete manner across all participants and products.

EnMO supports the move towards shorter invoicing cycles and consistent credit solutions under certain circumstances. However, although the Credit Cover consultation only relates to transportation fee issues, a solution should not be implemented unless all the parts of the supply chain, internal business processes and trading activity in general are dealt with at the same time.  For example, EnMO certainly supports shorter invoice settlement periods but this provides the most benefit when all products and services in the supply chain are invoiced on a consistent cycle.  Otherwise the industry must have separate processes for each method with a potentially resultant increase in costs if new processes are needed and definitely increased control issues.  Although the industry now does have a number of invoicing cycles for discrete products (such that the chain of invoicing for each product is similar even though different products may have different cycle periods), such a change would require all suppliers and users to adjust the cycle accordingly to eliminate negative cash flow problems for some customers. On a net basis, the exposures may not change much but the workload, and therefore costs, to manage increased cycles provides little benefit to Shippers. This is a competitive, successful market. Although this consultation process only deals with the transport issues it is unlikely that different processes for different but inherently linked functions are appropriate or reasonable.

3 Ofgem’s view that work should be undertaken to identify where clearer enforcement rules are required to try to ensure consistency in the provision for credit cover and the payment of invoices.

EnMO’s response:  EnMO suggests that there are two approaches to enforcement; incentives (and disincentives) or new rules.  Given the success of deregulation in Britain, EnMO suggests that rules that create incentives and disincentives to modify behaviour rather than reducing choice through new rules is the more appropriate approach in a deregulated marketplace.

EnMO suggests that market place participants should have the ability to make choices and should reap the benefits of wise choices and suffer the consequences of bad decisions.  Some of the benefits of good credit management decisions gets reflected in higher credit ratings and lower borrowing costs.  Bad decisions translate into higher incremental credit costs that focus the participant to move towards better credit management or see restrictions in their business activity.  As suggested elsewhere in this document, EnMO prefers a market-oriented approach.  With utilization of all the correct credit tools both by the Shippers and the market operators, credit exposures can and are being managed.  Reduced invoicing cycles will further reduce exposures such that both costs and exposures are manageable. EnMO would suggest that an account for bad debt be established for both Transco and National Grid whereby any losses up to the amount of the account is allocated to all shippers through the cost of service rate process and amounts above these amounts are absorbed by Transco or National Grid as the case may be.  This provides the right type of incentive to manage the exposure.

4.
Ofgem’s view that Transco’s Code Credit Rules for gas transportation should be brought within its Network Code (NWC) Modification Procedure.

EnMO’s Response:  EnMO fully supports Ofgem’s view in this matter.  However, please note that as a Restricted User, EnMO cannot propose modifications to the Network Code. 

5. Ofgem’s view that additional changes (for example to invoicing cycles and the timing of payment terms) may be needed but that these should be further debated when the credit cover framework has been clarified.

EnMO’s response:  EnMO recognizes that certain other changes may be required but cautions Ofgem to recognize that such changes should not be made in a piecemeal fashion.  EnMO further suggests that any shortening on settlement cycles must be implemented concurrently with changes in credit cover and must be implemented in a consistent manner for each product or service, but not necessarily across each segment of the industry.

A major cost of commodity trading, which includes the cost of transportation and the physical commodity, is the length of time over which a Transco or counterparty provides credit cover for transportation or purchases and sales.  To the extent this can be lessened both costs and financial risk are reduced to the benefit of all.  However this cannot be accomplished in a piecemeal fashion.  To change the invoicing cycle for transportation fees without addressing the same change for wholesale commodities invoicing cycles will result in companies actually incurring more costs.  Shippers may need to upgrade systems to handle multiple billing cycles and credit requirements.  In the short run, only the shortening of cycles to conform to the most common cycle for all the products and services will result in any benefit to the industry.  This would suggest a shortening of Transco’s transport invoicing cycle from 74
 days to 55 days (invoicing by the 15th day following the close of a month, with the invoice due 10 days later) as the minimal first step.  Obviously a shorter time frame would be preferable. This may be one process where commonality between the gas and electricity regimes would provide practical benefits if applied consistently as suggested below. EnMO views any changes done in isolation of other facets of the industry’s economic basket of products and services must be addressed together to avoid duplicative processing costs.

In a mature and competitive open market, it is very hard to separate the transportation component of a commodity with the underlying value of the commodity itself.  At the wellhead the natural gas is worth x.  At the burner tip it is worth z, which is made up of various transportation, transaction and service costs.  To the customer z is the value of the commodity.  In an open market, traders will arbitrage the inefficiencies in the market place until they are minimized.  It is this arbitrage process that provides the most benefit in delivering lower prices to the consumer.  Different processing, credit cover and invoicing schemes for the different parts of the burner tip price make this arbitrage process less efficient and inherently more risky.  This is the antithesis of promoting transparent competitive markets. The introduction of piecemeal solutions will result in dislocations caused by a staggered implementation that will be very costly and disruptive to the industry, even if the end solution at least three years from now may result in consistency.  

EnMO comment:  Both Ofgem and Transco quite rightly have concerns over “Security of Supply” from the perspective of ensuring the costs related to any disconnects and credit failures are dealt with in an equitable manner.  Given the success of the deregulated gas market and the variety of financial tools available, there are numerous solutions to credit bad debts that allow for equitable solutions in the framework of existing transportation charges and operations.

Failure of a supplier: there are a number of possible solutions including Transco appointing a supplier of last resort through a competitive Dutch auction proactively on standby. Users should bear the cost as part of the cost of a having a choice of suppliers.  Likewise the suppliers could be forced to pay into a mutual pool to “self insure” failures and Transco gets paid out of this pool. 

Shipper failures:  failure and the resultant bad debt that Transco would inherit on imbalances and transportation fees; this again can be handled using all the commercial tools available.  For example, Transco could establish a bad debt account and allocate costs through their cost of service, a methodology that would not increase “process” costs and is already deemed to be equitable.  Alternatively, in tandem to a bad debt account, Transco could obtain commercial credit cover for service interruption, allocate the costs via the same cost of service methods thereby ensuring to customers, the most effective cost for the coverage.
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� Appendix 4, OCM credit cover regime


� Appendix 4, par 4.15, page 66, Arrangements for gas and electricity and gas shipping credit cover Consultation Document.


� par 4.8, page 16, Arrangements for gas and electricity and gas shipping credit cover Consultation Document.
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