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1.
Introduction

We welcome this consultation, which provides an opportunity to develop a consistent and robust framework for addressing issues of credit cover and bad debt.  We also welcome the distinction made between commercial arrangements entered into out of choice, and those which are required to be offered under licence obligations.  It is important to distinguish between those contracts/liabilities having some regulatory intervention and those free of such intervention.

In bi-lateral relationships the parties have the opportunity to consider the level of risk inherent in transacting with any counter-party, therefore the responsibility is on their processes of risk assessments being suitably robust.  In the circumstances where this option is removed, where those arrangements are subject to regulatory intervention, it is imperative that exposed parties are protected and a robust method of managing this exposure is applied. 

Network operators are obliged to offer Use of System agreements to all qualified persons and in the regulated Scottish wholesale electricity generation market ScottishPower and Scottish & Southern Energy as host generators are required to offer terms to all suppliers. In the light of these obligations they should not be expected to absorb the risk of default so long as due care and diligence have been applied. 

2.
Summary

· We do not support the complete removal of Approved Credit Ratings and Parent Company Guarantees as these remain the lowest cost options.

· We can see some attractions in a form of mutualisation of security cover across suppliers, and agree that further work should be carried out to assess the feasibility and cost of this.  

· Network operators should be assured of recovery of any residual bad debt through the price control mechanism so long as they comply with clearly laid out steps in the enforcement of credit cover, billing and follow-up. 

3.
Forms of Credit Cover 

While we agree that Approved Credit Ratings and Parent Company Guarantees have proved to be ineffective in the light of recent supplier failures, limiting credit cover options to cash or Letters of Credit is likely to cause difficulties for some suppliers.  We do not support the complete removal of Approved Credit Ratings and Parent Company Guarantees as these remain the lowest cost options.

The option of removing requirements for credit cover entirely (for electricity transmission and distribution and gas transportation) is not supported for the following reasons:

· Network operators are left with no security in the event of non–payment; 

· As suppliers have no security at risk, the incentive to pay promptly for transportation/use of system is reduced;

· In the event of default the only route for recovery of costs is via the price control.  This leads to increased cost recovery risk for network operators in respect of regulatory approval not being forthcoming or the prescribed criteria not being fully met in a particular case;

· To reduce the incentive to free-ride, a supplier should provide at least some security against its default.

We are also not supportive of the option of full reliance on credit cover (“Suppliers bear all the cost”).  It is unclear how cash or Letters of Credit could provide sufficient security to remove all risk of default, unless set at a level that would be costly for all suppliers and pose significant barriers to entry.   

We acknowledge concerns from some suppliers regarding the burden of existing requirements for cash or Letters of Credit where Approved Credit Ratings or Parent Company Guarantees are not available.  However, the current 60 day provision in the Distribution Use of System Agreement (DUoSA) allows for the timetable of metering data flows, over which distributors do not have control, and for queries and disputes once invoices are issued.  

We would nevertheless support further work being done to assess the feasibility and cost  of a form of joint insurance or mutualisation of security across suppliers.

4.
Alignment of Gas and Electricity Balancing

We believe there is much merit in Approved Credit Ratings and Parent Company Guarantees, not least for the visibility and transparency they give to a party’s creditworthiness.  In principal, however, we would support the alignment of the credit cover arrangements in gas balancing with those in the electricity Balancing & Settlement Code.  This includes limiting the types of cover to Letters of Credit from approved banks or cash.

However, if this alignment is to take place, the existing arrangements for security cover in electricity balancing require to be reviewed.  We would accept the move to Letters of Credit / cash, but Ofgem must also accept that the current arrangement for calculating the amount of cover required – the Credit Assessment Price (CAP) - is demonstrably outdated.  

Due to the level of the CAP, the amount of credit cover in place is significantly more than industry indebtedness, particularly as – in addition to the amount required – most parties build in an additional amount to act as a ‘buffer’.  

It is our opinion that the setting of the CAP should be subject not only to review on a regular basis, but would also benefit from some form of industry consultation on the appropriate methodology.  We would be keen to take part in any future discussions with regard to reviewing current arrangements.

There are a number of areas with regard to enforcement, which could be enhanced.  When credit limits are breached – either at Level 1 or 2 - the speed and accuracy of notification to other parties by Elexon has been shown to be an area where improvements could be sought.  

Another area of enforcement, which should be the subject of further consultation, is the escalation and recovery procedures.  As it stands the timescales for escalation – particularly with regard to those instances where parties bypass Level 1 and go directly to Level 2 default - leave little room for timeous action by counter-parties to mitigate their position. We feel that the escalation procedures could be amended, perhaps by introducing a flag prior to the Level 2 notice.  This would allow counter-parties to put alternative arrangements in place in the event that a Level 2 Notice is issued and contracts are at risk of being rejected.

5.
Price control 

In the case of Independent Energy, distribution companies were allowed only partial recovery of outstanding bad debts.  In the case of ScottishPower Transmission, there have to date been no proposals for recovery of bad debt incurred.

Irrespective of whether or not credit cover arrangements should apply in future for electricity transmission and distribution, there should be clear rules for the recovery of bad debt via the price control mechanism, with criteria that are robust and manageable by network operators.   

In this context, it needs to be remembered that network operators have limited means of preventing non-paying suppliers from accumulating debt, even if registrations of new customers are blocked.  Pass-through of bad debt should therefore not depend on the time profile of overdue debt, but on the actions taken by the distributor to follow it up. 

However, in any event network operators should not be expected to absorb risk from a defaulting supplier, particularly since their price controls are based on a cost of capital that does not take such risk into account. 

Subject to a reasonable test of due diligence in the enforcement of credit cover, billing and follow-up, total cost recovery of residual bad debt via the network price control should apply. 

6.
Enforcement

The paper states (in paragraph 6.50), that there is no distinct provision in the DUoSA to prevent new registrations where a supplier is in breach (including in respect of credit cover).  The MRA, under which a supplier may register customers, does, however, require that a DUoSA agreement is in full force and effect.  We agree that greater clarity and a consistent approach to the enforcement of this requirement would be helpful.  For example, other agreements, such as the Balancing and Settlement Code, provide for automatic sanctions in the event of late payment or inadequate credit cover.   

We diligently follow up all cases of non-payment of transmission/distribution Use of System charges.  However, enforcement in the event of late payment is dealt with on a case by case basis, and our response depends on such matters as the previous payment record of the supplier concerned and any reports of temporary system problems.  Strict enforcement of the terms of Use of System Agreements is therefore tempered by a commercial view based on the particular circumstances of each case.

As noted above, we nevertheless support the development of a clear and manageable set of requirements for network operators to follow in order to qualify for 100 per cent pass-through of bad debt. 
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