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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: MARCH 2002 CONSULTATION 

We are responding to the above consultation on behalf of the LE Group of companies, which includes two electricity distribution licensees (EPN and LPN), as well as licensed gas and electricity supply, gas shipping and generation businesses.  

We welcome Ofgem’s consultation document and look forward to the early resolution of the issues highlighted.  We believe that it is particularly appropriate to re-examine credit cover arrangements in the light of the Independent Energy and Enron failures, both of which exhibited features from which lessons could be learned.

We note that Ofgem’s paper “opens a consultation process” about the costs market participants are exposed to in the event of a supplier or shipper failure.  We strongly believe that this process would be improved if its scope were widened to embrace all of the relevant issues (specifically, the inclusion of credit cover enforcement arrangements) and a timetable of further consultations and decision documents produced.  The consultation, contrary to Ofgem’s normal practice, does not contain a next steps/way forward section setting out target dates etc.

We would like to stress the need for early resolution of the credit cover issues because we are aware that some electricity suppliers intend to use the consultation process as a reason for not meeting existing credit cover commitments.  We are also mindful of the weaknesses in the current arrangements exposed by the collapse of Enron, and the possibility of another large player, to which we may have a significant credit exposure, moving directly from investment grade to junk credit status.  

Alignment of Gas and Electricity Balancing Arrangements

We believe that the same credit arrangements in electricity (which enabled a zero cost pass through from the demise of Enron) should be applied to gas.  These would remove the need for Transco to accept parent company guarantees, or other less effective means of insuring gas shipping against the smeared costs from terminated shippers/suppliers.

Type of Cover for Networks

We support Ofgem’s conclusion that gas pipes and electricity wires licensees should be protected from the risk of shipper/supplier failure.  In particular, we support the implicit recognition that the relevant regulatory cost of capital does not include an amount to cover the risk of such failure, and that it is desirable to maintain this position and seek other solutions to the problem. 

We believe that credit cover for gas transportation, electricity transmission and distribution charges are best secured through a combination of cash/letters of credit and residual price control pass-through.  However, we also believe that, in order for such measures to be effective, the “rules of the game” need to be clear and unambiguous, and backed up by effective enforcement mechanisms.  We welcome the debate in the consultation document about the relative merits of different types of credit cover and recognition of some of the associated enforcement issues.  However, the latter are not fully explored in the consultation paper and need to be considered further.  There seems little merit in selecting the best method without considering whether the impacted parties can enforce it.  Ofgem should set out a clear timetable for the resolution of enforcement and other related issues.    

Cash/Letters of Credit

The failure of Enron has highlighted that cash/letters of credit (LoCs) are superior to approved credit ratings/parent company guarantees since funds are available with a high degree of certainty in the event of a party defaulting.  They are also superior because the cost of risk falls on the party causing the risk.  This encourages economically efficient behaviour better than approaches which smear costs/risk across other participants and customers (as is the case with the 100% pass-through arrangements, and potentially with other risk pooling/mutualisation arrangements).  Cost smearing can result in cross subsidisation, and therefore market distortion.  Full pass through would also maximise the proportion subject to Ofgem’s assessment as to whether a network operator had been efficient in attempting to bill its charges and collect its debts.  This would seem to result in the maximum level of regulatory risk.  Full pass through would also cause timing concerns in the event of the failure of a large supplier where a network operator may face a short term, but none-the-less fatal, cash flow deficit.

A robust cash/LoC approach relies on the ability of the network operators to obtain and maintain levels of cover to match the levels of credit provided.  In particular, it is essential that network operators can increase levels of cover in line with a supplier/shipper who is growing at a rapid, but unpredictable, rate.  Unless network operators can apply or invoke suitable sanctions or incentives, it will remain very difficult for them to obtain the required levels of cover, particularly where the relevant supplier’s or shipper’s financial position is weak or weakening (since the provision of cover inevitably exposes such weakness to the wider financial community).  For this reason, it is important for Ofgem to give as high a priority to enforcement issues as it is giving to the choice of the type of cover.  Our suggested approach to enforcement is explained below.

Given that no type of credit cover can be fully secure, and that there are likely to remain enforcement difficulties, we believe that it would be appropriate to allow price control pass-through for any residual bad dept exposure, provided that the network operator has taken reasonable steps to attempt secure the appropriate levels of cover.  If these were adopted, the residual cost to customers under a combined LoCs/cash/pass-through approach would be minimised.  Clearly, under such an approach, it would be necessary for Ofgem to agree with network operators, in advance, what such reasonable steps are, and any performance thresholds that might lead to any constrained pass-through.

We would also recommend that a standard letter of credit is prepared.  Without this, suppliers may attempt to negotiate each time cover is required as a way of reducing the strength of the cover provided (and hence its cost) or as a delaying/spoiling tactic.  A standard form approved by Ofgem would act as a level playing field for the market and would make such tactics difficult.

Enforcement mechanisms for gas transportation, electricity transmission and distribution credit cover arrangements

Ofgem has rightly identified a need for clarification of the circumstances in which a distributor can restrict or prevent registration of new customers when a certain level of indebtedness has been reached.  However, even following clarification, this is likely to be an ineffective sanction where a supplier is not actively increasing its customer base and where substantial indebtedness can arise from its existing portfolio.  Indeed, as in the case of Independent Energy (UK) Ltd, Ofgem may have already applied constraints to the number of additional customers taken on by such a supplier.  

There are only two other actions that a network operator can currently take to enforce credit cover provisions under the current arrangements.  Both are problematical:

· Legal enforcement of contracts: is likely to be a drawn out and expensive process, with a potential uncertain outcome.  It is therefore not an attractive option for the routine enforcement of credit cover provisions.  

· Ofgem determination: is available where a supplier will not agree to the relevant use of system agreement provisions.  However, this process can also be a lengthy and time-consuming and is not available for the enforcement of agreed contracts.

It is also important to consider the steps a network operator can take to minimise the levels of credit provided.  Credit levels are not only a function of the size of the supplier’s customer base, but are also affected by:

· the timely provision by the supplier of accurate metering, registration and other data (which underpins prompt and accurate use of system billing by the network operator), 

· the time taken to pay accounts, and

· the propensity of suppliers for vexatious dispute.  

Currently, network operators have little effective leverage over these matters, other than interest charges for late payment (which are likely to be ignored or result in administratively burdensome disputes), and time-consuming chasing.  Enforcement mechanisms must not only be improved regarding the provision of cover, but also in respect of the entirety of the billing and collection processes.

Given the paucity of the levers available to distributors we believe that, as a minimum, compliance with the terms of distribution use of system agreements (DUoSAs), should be a licence obligation on suppliers.  If this were the case, we believe that the threat of enforcement action would act as a strong incentive for suppliers to comply with their obligations.  It could also lead to licence revocation by Ofgem, and the consequent and timely triggering of the Supplier of Last Resort arrangements.  It would put DUoSAs on the same enforcement footing as the BSC and CUSC, which are no less essential parts of the commercial framework supporting competition in supply, metering, and generation. 

De-energisation of customers

De-energisation is very much a last resort measure because of the hardship it would impose on customers.  It is unlikely to be used in practice in respect of domestic customers.  However, it could be argued that for industrial and commercial customers, the threat of de-energisation should remain so that it directly influences their choice of supplier.   By not facing the consequences of their choices, the market is distorted in that the market price does not fund the risk of failure, i.e. it leads to a moral hazard.  De-energisation may also be necessary should a supplier of last resort/trade sale not be effected in an appropriate time-scale.  In this case, the directors of a network operator may be forced to de-energise in order to fulfil their stewardship duties to shareholders.  This possibility acts as an important incentive on Ofgem to facilitate timely resolution.
Value of Cover

The current credit cover requirement of DUoSAs is set in terms of 60 days’ worth of expected DUoS billing.  We believe that this assumption will need to be reviewed in the light of the enforcement regime applied.  Currently, given the lack of options available to electricity distributors regarding a failing supplier, 60 days is insufficient.   This would, even if credit cover is provided, still lead to a residual pass-through to customers in the event of a supplier failure.  We do not regard this as appropriate and would ask Ofgem to address this issue in future consultations.

Governance of Transco’s Code Credit Rules

"We agree that the Credit Rules applying to Transco's Network Code should be brought within the Network Code so that they are subject to the same governance arrangements".

Timing of invoicing cycles and payment terms

As we have indicated above, we agree that it would be useful to consider the impact of invoicing cycles on the amount of credit cover required.   We also believe that it would be appropriate to consider alignment of payment terms between the various commercial interfaces, provided that any changes are cost neutral to price controlled businesses.  We agree that these aspects can be addressed by Ofgem once the overall credit cover framework has been clarified.  

We believe that it would be premature to discuss the removal of disconnection rights in advance of the implementation of a fit for purpose enforcement framework.

Distributed generation

Ofgem’s recent proposal that electricity distributors offer terms for connection to distributed generators which spread the connection charges over time would lead to a new source of potential bad debts.  Ofgem needs to consider the appropriate credit cover arrangements for distributed generators.  We would recommend that any stranded connection costs are added, without penalty, to the network operators regulatory asset base.  

Yours sincerely 

