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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

The current arrangements for the provision of credit cover in the industry are inadequate and we welcome Ofgem’s consultation on the subject.  The industry is now experiencing a divergence of risk, with suppliers exposed to more normal market risks, especially where they undertake energy trading activities, whilst distributors are still regulated as low risk businesses due to their effective monopoly status.  Ofgem questions whether intervention in credit cover is appropriate in the market place and we support the view that the special nature of the energy industry, especially in relation to distributors, does make intervention appropriate.

Our principal concern is with the supplier/distributor interface and we will confine our response to this area of the consultation except where cross reference is appropriate. Our views can be summarised as follows:

· We have a preference for treatment of bad debt by recovery through the price control mechanism.

· There should be clear processes established regarding payment of DUoS and provision of credit cover, with clear and escalating remedies.

· There should be clear rules to establish what actions are necessary by distributors to earn 100% pass through.

· De-energisation of customers should only be prohibited if it is replaced by alternative effective and appropriate remedies.  We welcome Ofgem’s proposals of 23 April which whilst retaining de-energisation, make it extremely unlikely for it ever to be carried out.

· Intermediate remedies such as suspension of registrations and Ofgem intervention should be developed.

The thinking behind these conclusions is set out below: -

Letters of Credit/Cash 

The current arrangements permit letters of credit or cash.  Whilst these methods of security can be drawn upon for both non payment of DUoS as well as following supplier failure, distributors generally prefer not to utilise them for non payment in order to preserve the value in the event of supplier failure.  It is clear from the activities of one supplier in the market place at present that they are attempting to force distributors to use this security for failure to pay a UoS invoice.  Once security has been drawn down then it would be practically impossible to renew it for a failing supplier.  If this is to be permitted from a failing supplier then the presence of either letters of credit or cash would simply have the effect of prolonging the existence of that supplier and result in bad debt which was not supported by the LoC or cash and still required action from Ofgem to protect distributors (pass through).  If Ofgem are to consider LoCs or cash then they should be limited to only being used once a supplier has failed, otherwise the cost to the industry will be doubled.  

Recovery Through the Price Control Mechanism (Pass Through)

We consider that pass through of bad debt would be much more efficient to manage and overall provide for lower costs within the industry whilst continuing to stimulate the competitive market in supply.  We note that at the recent workshop Ofgem indicated that any debt unbilled or not overdue would attract 100% pass through whilst overdue debts would be scaled back depending on a number of factors, such as the actions a distributor took to secure the debt.  Whilst supporting this as a high level principle, it is essential that there is clarity in advance over what actions should be taken to secure 100% pass through and how any scaling will work. It would not be appropriate to have the situation with Independent Energy where Ofgem were on the one hand encouraging distributors to do everything possible to minimise the bad debt from the failure, whilst on the other hand directing that the only contractual remedy of de-energisation open to them should not be used. 

To date the two suppliers who have failed have both been relatively small. This means that the average monthly DUoS charges have been relatively low and also that it is relatively simple to find another supplier willing and able to purchase either the company or the customers.   The amounts involved if recovered through the price control mechanism would not harm a distributor if they were handled through a ‘k’ 

type mechanism and recovered in subsequent years.  If in our own area, for example, npower were to fail then both the monthly DUoS would be considerably higher and finding another company both willing and able to purchase the customers would be more difficult.  In this situation we could easily be exposed to bad debt in excess of £50m which would place the survival of the company in question.  It is essential that in such circumstances cash is made immediately available to us to continue our business.

DUoS Payment Follow Up  

At present there is uncertainty over the actions which may be taken against a supplier who does not comply with the expected processes for billing and collection.  As was illustrated in our returns to Ofgem for the information request for Electricity Direct, we find that the majority of suppliers comply with the process with little or no prompting.  There is a minority of suppliers, however, who do not comply and expose the limitations of the current effective remedies available to distributors.  We support the development of clear and transparent processes for DUoS Payment follow up.  These could either be industry standards or distributor specific agreed with Ofgem. The process should clearly identify the actions to be taken for non compliance.  In our view the escalation procedure should include immediate and automatic suspension of registrations, penal interest charges on overdue amounts and court action within 7 days.  The escalation periods should be reduced for repeat offenders.

If Ofgem’s final solution includes letters of credit, then there should be similarly clear and transparent processes for revision of cover levels.

De-energisation

With regard to de-energisation, we accept that it is impractical and also very much an option of last resort.  We consider that it would be more effective and appropriate to ensure processes and remedies exist which result in the removal of the need to de-energise, rather than to simply ban it.  If de-energisation is banned without alternative effective remedies, it will encourage certain suppliers to act irresponsibly safe in the knowledge that effective action can not be taken against them.  That would not be in the interests of consumers. In normal market places the option to prevent supply of goods usually exists and is an important part of control of bad debt.  We consider it is desirable to have an ultimate sanction to restrict further consumption of goods.  As it is the supplier who is in default rather than the customer, a sanction focussed on them would be more appropriate.  We welcome the proposals made in Ofgem’s letter of 23 April which lays out a clear process to follow prior to de-energisation.  We believe that in practice the effect of notifying customers of impending de-energisation is likely to lead to them opting to change supplier to maintain supply.  Such a loss of customers is likely to lead to the failure of that supplier and we recognise that such a process should not, therefore, be used lightly.  Ofgem’s proposals offer an alternative 

which makes it unlikely that customers will be de-energised.  It will also incentivise suppliers not to default and could be used in situations where the SoLR process has yet to be initiated. 

Suspension of Registrations

Since the failure of Independent Energy distributors now have the ability to block registrations in certain circumstances.  We have found that this action, or the threat of it is an effective tool when used at the appropriate stage with a supplier failing to provide suitable cover.  We note that the consultation indicates that its use is not clear and we support the recommendation that the UoSA and MRA should be revised to make clear the circumstances where this option can be used, both for non payment and for inadequate credit cover.  We note that in the gas market the removal of market privileges is done in very tight time scales, thus encouraging poorer suppliers to act in the same manner as better ones.  We would support similar tight time scales being used for electricity.

The effect of suspension of registrations could be made more effective by varying duration of suspensions according to the severity of the breach.  Minor breaches would have registrations reinstated immediately following remedy whilst more serious breaches (say repeated late payments) could lead to suspensions being maintained for say a week, or even longer after remedy. 

Modification of Industry Agreements

We have concerns that the current diverse governance procedures of the various agreements and codes could make the modification process difficult and slow.  We would support, therefore, a co-ordinated change process, as suggested in the consultation, to ensure all documents are updated in a coherent and timely manner. Our preference would be for the EA Distribution Commercial Group to co-ordinate distributors’ input into this process.

If you require clarification over any of the points raised, please contact me.

Yours sincerely
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