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Dear Fran

Response to Ofgem consultation on arrangements for gas and electricity supply and gas shipping credit cover 

We welcome the opportunity to comment on the issues raised in the Ofgem document ‘Consultation on arrangements for gas and electricity supply and gas shipping credit cover’. This response is on behalf of National Grid’s UK electricity transmission business. Before responding to the matters where comments are specifically invited, I thought it would be useful to outline some of the more general comments we have in relation to the content of the consultation document.

Scope of Consultation Document

From our charging perspective, the consultation document only considers credit policy issues relating to Transmission Network Use of System (TNUoS) Charges and Balancing Services Use of System (BSUoS) Charges
. Issues of credit support are relevant to a number of other transmission related charges and contractual obligations and to charges relating to interconnector capacity trading and pre-gate closure energy trading. The response set out below refers only to those areas covered by the consultation and should not be taken as indicating our view in respect of these other aspects of credit policy where, in most cases, the issues are very different. 
Approved Credit Ratings/Parent Company Guarantees 

We strongly agree with Ofgem’s views over the inappropriateness of using Approved Credit Ratings (ACRs) and/or Parent Company Guarantees (PCGs) as the basis for any risk assessment (particularly in view of the recent activity in the industry regarding the collapse of Enron, Railtrack, AES Fifoots and Independent Energy). As described in the Consultation Document, although such a policy is relatively simple to administer:

· It does not necessarily provide any money in the event that the Party defaults.

· It introduces a cross-subsidy from those companies that do not have an ACR/PCG to those that do. 

Furthermore, such a policy differentiates between those companies that hold an ACR to those that do not.

Moving onto our response to the matters in the consultation document where specific comments are invited:

(i)
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.

We have no specific views on the arrangements for credit cover for gas balancing. Notwithstanding this, it would appear consistent for the arrangements for credit cover in gas balancing to be similar to the arrangements under the BSC.

(ii) 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:

· Only Letters of Credit or cash should be accepted as credit cover for gas transportation, electricity transmission and electricity distribution.

We believe that under such a mechanism, all companies would be providing the best form of credit protection available (as provision of LoC/cash provides a high probability of recovering liabilities). Such a policy would address the cross-subsidy problems associated with the use of ACRs/PCGs and would better protect other Users from the costs associated with any allowable ‘pass-through’ of bad debt caused by Users (with an ACR or PCG) defaulting. In order to ensure that there was no over-provision of credit cover, the mechanism for calculating the maximum indebtedness of a User (and hence determining a Users credit cover requirements) could be reviewed on a regular basis. 

Of course, depending on the amount of LoC/cash provided and how quickly it was possible to put in place arrangements to ‘freeze’ the liabilities of a defaulting party (e.g. Supplier of Last Resort provisions), the ‘value’ of the LoC/cash may not cover the full liabilities of a defaulting party. In such circumstances, it could be possible to allow this additional bad debt to be recovered via the price control mechanism.

· The requirements for credit cover should be removed altogether and all bad debt resulting from supplier or shipper failure should be addressed within the price control framework for Network Operators (Transco, the National Grid Company (NGC) and Distribution Companies). This change would be accompanied by incentives on Network Operators to minimise their exposure to bad debt and by incentives on suppliers/shippers to pay promptly. 

A mechanism where the cost of default is absorbed within the price control of network operators would mean the revenue of network operators who have obligations to offer non-discriminatory connection terms could be protected.  However, such a mechanism would mean a time lag, which could be significant, between when a User defaulted to when the cost of the default could be passed through. This would result in interruptions to cash flow for the affected network operators which could potentially be quite serious if a user representing a large part of a network owner’s income defaulted (e.g. a large supplier or an ex-PES supplier within the corresponding ex-PES DNO area). 

This approach would mean that all Users would be treated on the same basis regardless of their credit rating. Such ‘socialisation’ of debt means that all non-defaulting parties would carry the burden of any bad debt that arose due to a user defaulting. Therefore consideration needs to be given to how this burden could be managed without the discipline of ACR/PCG or letters of credit/cash. With no stated credit requirements, Users with poor financial status could operate in the market placing undue burden on other more robust users, as well as having implications for the credit ratings of the network operator’s themselves.

As outlined in the consultation document, if such a mechanism was introduced, incentives on network operators (to minimise their exposure to debt and ensure they actively pursued outstanding debts) and customers (to ensure they continue to pay their bills promptly) would need to be introduced. Such incentives are likely to make network operators less flexible in their enforcement of credit policy which may lead to more defaults.

· A combination of these measures whereby some credit cover is provided by Letters of Credit or cash with the ability, in certain defined circumstances and subject to appropriate incentives, to deal with any remaining bad debt as part of Network Operators’ price controls.

As outlined above, we believe credit provision via LoC/cash is the best form of credit protection available, offering a high probability of recovering liabilities. However, we recognise that it would be inappropriate to require all Users to provide security via LoC/cash to cover against the maximum potential loss associated with default (as this could require Users to provide LoC/cash to cover several months worth of charges). We therefore believe it is appropriate to introduce a mechanism where all Users provide a certain amount of credit themselves (e.g. to cover one-months charges) via LoC/cash and then allow any additional bad debt to be recovered via the price control mechanism of the network operator). Such a mechanism should not overload the Users and should not create any barriers to entry/barriers to expansion.

(iii) 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.

We agree with Ofgem’s view that the ‘threat of disconnection’ (or de-energisation) is one that is both undesirable and, in many cases, impractical. In spite of this, the threat of disconnection is often the only mechanism available to network operators to enforce credit policy or payment of charges. We therefore agree with Ofgem’s view that further work should be undertaken in the Industry to identify more appropriate enforcement rules. Such work could examine for example:

· provision within the BSC to block contract notifications 
; 

· provision within contracts for suspending meter registrations 2;

· public listing of users in default; and

· acceleration of licence revocation and appointment of a Supplier of Last Resort.
(iv) Ofgem’s view that Transco’s Code Credit Rules for gas transportation should be brought within its Network Code (NWC) Modification Procedure.

We have no specific views relating to bringing the Transco Code Credit rules into the Network Code Modification Procedure. Notwithstanding this, it would appear appropriate for there to be greater transparency of credit rules. 
(v) 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.

We recognise that faster or more frequent invoicing cycles/payment terms etc may reduce bad debt. However, the issue of bad debt recovery will not be completely resolved by such measures and therefore we agree with Ofgem’s view that changes to such arrangements should only be further debated when the credit framework has been clarified. 

Finally, Commercial Insurance is discussed in the consultation document as a possible alternative arrangement to ACR/PCGs or LoC/cash for providing recovery of a failed supplier or shipper’s bad debt. We have investigated the market for such an arrangement and have a number of concerns with such an approach including, amongst other things, the following:

· the ability of the industry to procure satisfactory and comprehensive insurance cover at reasonable cost (in view of recent events);

· the ability of Insurers to effectively remove the risk associated with certain customers by introducing excesses and/or limits; 

· the possible difficulties in renewing insurance cover at reasonable cost in the event of a significant claim having been made; and

· the danger of claims being excluded on technical reasons.

The above issues would need to be addressed before commercial insurance could be considered as a satisfactory and practical enduring solution. 

If you have any queries regarding the above, please do not hesitate to contact me.

Yours sincerely

� - In relation to the credit policy for TNUoS and BSUoS charges, National Grid submitted CUSC Amendment Proposal CAP018 that seeks to remove the use of Approved Credit Ratings and Parent Company Guarantees as a means to determine which users have to provide security against TNUoS and BSUoS charges.  A CUSC Working Group is currently assessing the Amendment Proposal and are due to report their findings back to the CUSC Amendments Panel in June 2002.








�  Such ‘cross-industry’ arrangements could require action under one code in view of a breach under another code and vice versa.
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