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Dear Fran
Re: Arrangements for gas and electricity supply and gas shipping credit cover - Consultation Document

Powergen welcome the opportunity to comment on this Consultation Document. We believe it is timely to debate this issue since the recent failure of two large energy companies highlighted the problems in the current regime, particuarly the inconsistency in credit arrangements between the electricity Balancing and Settlement Code and the gas Network Code. We do not believe these events were necessarily exceptional and as the energy markets become more competitive, failures may well occur in the future. 

This response focuses particularly on gas transportation, although generally we believe all credit arrangements including electricity transmission and electricity distribution should be robust.

Powergen believe the industry's credit regime needs improving, as under the current arrangements certain participants have to pick up smearing charges as a result of other parties failures, and a direct consequence of such industry failure is increased costs to consumers. Under the current regime, physical players are unfairly smeared with debts as opposed to pure traders, because smearing costs are currently calculated on shippers daily physical inputs and outputs at the beach, ignoring trading at the NBP. A trader operating at high indebtedness levels at the NBP is therefore not liable for their own high-risk strategy, such as the case with Enron in November 2001. Ofgem could look at this area as an example of ineffective cost targeting, perhaps by targeting costs across all industry players. We do not necessarily believe that bad debts should be addressed within the Price Control framework, but certainly all players should be treated equally.

Some industry participants have argued that there is an over-provision on the BSC with £500m credit cover when only £10-£12m is regularly traded on the BM. The figure traded in the BM is irrelevant, it is when participants go into large imbalance positions that problems occur. The £500m figure is not due to the credit regime itself or its use of Letters of Credit, but because some participants have over-secured their positions due to not understanding how NETA operated in its early days. It is the participant's responsibility to determine how much credit cover to lodge, and we believe that this level will fall away over time, as participants become more experienced in operating under the BM. Indeed, Martin Wiles of EPFAL recently explained that this figure had already reduced from £500m at the start of NETA. In addition, once modification P2 is implemented in the BSC we anticipate the levels of cover will reduce even further.

Powergen support the view that the arrangements for credit cover in gas balancing should be more robust, including limiting credit cover to Letters of Credit from approved banks with an "A" or higher credit rating, or cash.

Some industry participants have argued that Letters of Credit are expensive, a potential barrier to entry and could cause a reduction in liquidity of the on the day balancing market. However, Powergen believe that the rates of 0.5% - 6% of the credit level required is not prohibitive and the only companies who would be deterred are those with very poor credit ratings. We believe this is an acceptable price for the guarantee of improved security, and believe insurance is likely to be as expensive. There is also a difference between a trading operator such as EnMO and their credit position and that of a system user.

Powergen also believe that Transco's Credit Rules for gas transportation should be brought within its Network Code Modification Procedure, as this is a well understood and well governed procedure for implementing changes.

To conclude, Powergen's view is that the electricity regime has already been shown to work in that there were no losses under NETA following the failure of Enron. This is because valuable lessons were learnt following the earlier Independent Energy failure, which exposed the Pool to some £19m of debt, and the credit regime was sufficiently tightened up. A complete overhaul of the gas regime is unnecessary, but an alignment of gas with electricity, the use of Letters of Credit, and a fairer way of smearing debts would go some way to improving current credit arrangements.

Yours sincerely
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