Fran Gillon,

Ofgem,

9 Millbank,

London.

SW1P 3GE.

2nd May 2002.

Dear Fran,

Arrangements for gas and electricity supply and gas shipping credit cover.

Further to your Consultation document of 24th March 2002 and the Ofgem credit cover seminar on 12th April 2002, we would like to share our views on this subject. Please note that these are the views of  logicaEPFAL in its own right and are not  expressed in connection with any agency roles we undertake within the industry.

Section 8 of the consultation document invites views on the specific issues and these are dealt with within this response in the same order as they appear in the consultation document.

Credit cover in gas balancing.

It is our view that the proposal to more closely align the credit cover arrangements with those in the Balancing and Settlement Code (BSC) is flawed. This is because it does not address the charge that there is over-provision of credit cover in the electricity balancing market, incurring estimated costs in the region of £3 million per annum in bank arrangement fees alone, plus the opportunity cost of providing cash as credit cover.

Our view is that a combination of Approved Credit Ratings (ACR), Letters of Credit (LoC), Cash and Credit Insurance in a closely monitored credit policy addresses the issues of minimising cost and reducing the barrier to market entry/ promoting competition within the industry. Parent Company Guarantees (PCG’s) are not recommended for inclusion in such a policy, as they have been proved to be valueless in many circumstances. The system rewards those companies that have strong financial positions and transparent accounting policies with lower requirements to provide credit cover, whilst not excluding smaller, newer entrants to the market because they do not have the require ACR.

ACR’s have been much maligned following Enron’s collapse, however it is the interpretation of these ratings rather than their underlying integrity that is flawed, with many people and credit policies failing to distinguish between the various strata of investment grade. For example a BBB rated company is 18.5 times more likely to fail 

than a AAA rated company 
, yet is allowed the same credit terms due to both companies having an investment grade rating. We would propose that credit limits should be assigned based on sound financial criteria (such as turnover, reserves or net profit) and where limits in excess of these figures were required, additional security would be a requirement. Regular monitoring of financial information would be required.

A typical credit policy may look like this:

ACR
Credit Cover Requirement

A or above
No cover required within credit limit

BBB to BBB-
Credit Insurance up to credit limit, LoC/cash above credit limit

Below BBB-
LoC/cash required for full amount of limit

The reasoning behind the middle band having access to Credit Insurance would be based on the relatively high rating of this band enabling access to cost effective cover, based on a “group” policy arranged by or approved by the Market Operator or their agent. Cash or LoCs would be acceptable if the individual company preferred this option.

Protection from bad debts for gas transportation, electricity transmission and electricity distribution.

It is our view that a similar policy to that outlined above would be appropriate to these circumstances as well, on the grounds that it provides a cost effective, robust risk management strategy.

 In both circumstances there is a possibility of unsecured liabilities being incurred and these would have to be “smeared”, but these charges would be at a much lower level than would be evident in an unsecured policy with price control/smearing alone.

A further disadvantage to an unsecured system is the lack of leverage when dealing with daily non-payments which are not the result of corporate collapse. These non-payments which are the result of either administrative errors or poor treasury management are costly to administer and protracted unless the threat of realising credit cover is available within the framework of Market Rules.

Clearer enforcement rules to ensure consistency in the provision of credit cover and the payment of invoices.

It is vital that Market Rules are written clearly and concisely to avoid inconsistency and  interpretation of the rules. However the rules should also take into account practical implementation and operation and should adequately make distinctions between their specific purpose and incidental side effects, e.g. a proper “de minimis” provision in the 

event of non payment which mirrors conventional best practice. Whilst it is recognised that Market Rules, by their very nature, cannot be as flexible as bilateral arrangements, due consideration should be given to the flexible discretion of the enforcers.

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

We do not have a view on this issue as we have no experience of the Code Credit Rules or NWC.

Additional changes may be needed but that these should be further debated when the credit cover framework has been clarified.

We would agree with this view.

I hope that you find our views helpful and if you require any further clarification or information, please do not hesitate to contact me.

Yours sincerely,

� * Source Standard & Poor’s Ratings Performance 2000: Average Cumulative Five-Year Probability of Default








