Scottish and Southern Energy

Dear Fran,

Arrangements for Gas and Electricity Supply and Gas Shipping Credit Cover – Consultation Document

We welcome Ofgem’s decision to review the current credit arrangements within the energy market and set out below our comments on the current and future arrangements. 

The Objectives of Credit Arrangements

Before looking in detail at Ofgem's proposals, it might first be useful to set out the principles we believe should underpin the industry credit arrangements:

(i)
The arrangements should as far as possible ensure that the shareholders of a failed supplier are responsible for its debts, rather than other market participants;

(ii)
In particular, network companies received no bad debt allowance within their respective price controls. Regulated networks are low risk businesses and this is reflected in their allowed cost of capital. If this is to continue, network businesses must either be provided with sufficient credit in advance by suppliers or receive full price control protection for any amounts outstanding on failure;

(iii)
Similarly, we would regard it is unacceptable if generators or suppliers were exposed to the costs of bad business decisions of rivals. Bi-lateral and unregulated contracts are a matter for commercial negotiation. However, suppliers and generators should not be exposed to any liability in the balancing market arising from supplier failure. In addition, the Scottish generators should not be exposed to supplier failure under Ofgem's administered pricing arrangements;

(iv)
While the credit arrangements should not be a barrier to entry, we would regard it as irresponsible if the credit arrangements were "watered down" to accommodate financially weak suppliers;

(v)
Overall the costs of providing credit cover should be kept to a minimum as it must be recognised that these costs are ultimately paid by customers; and

(vi)
The costs of ensuring that the market is not exposed to the consequences of supplier failure should as far as possible be targeted at those responsible for those costs.

It is apparent that there is a difficult balance to be struck in meeting these objectives. In particular, the question arises as to the level of credit cover that it would be appropriate for suppliers to provide to both network companies and in the balancing market. This will need to reflect the need to provide protection for network companies and rival suppliers in the balancing market, but without putting in place excessive costs on all suppliers in the market or deterring otherwise efficient entry into the supply market.

Level of Credit Cover

At one extreme, suppliers could be required to provide sufficient credit to cover the entire potential exposure in both the balancing market and in respect of network charges. 

However, the maximum period of exposure to the bad debts of a failed supplier could be substantial. In particular, while Ofgem have the power to appoint a supplier of last resort if a supplier is formally put into administration, this power only applies when an administrator is appointed and not before. Thus, a failed supplier could seek to delay such an appointment for as long as possible (as was the case with Enron) and in the meantime, the supplier would continue to build up significant debts.

We therefore believe that the time period from the first day a supplier defaulted on its payments until ultimate revocation of the licence for breach of the various industry agreements could take up to three months and potentially six months in some circumstances (unless an administrator is appointed earlier). It would clearly be excessively costly to require all suppliers to put in place sufficient credit to cover the full potential exposure for this worst possible case.

At the other extreme, suppliers could be required to put in place no credit cover at all. This would minimise costs to individual suppliers, but would lead to a substantial potential risk of exposure for the rest of the industry and their customers. We do not believe that it would be appropriate for suppliers to have to provide no cover at all.

We therefore believe that a sensible and pragmatic approach would be to base the level of credit cover required on a supplier's credit rating. Those suppliers that do not have at least an investment grade rating should be asked to provide a letter of credit or deposit in escrow suitable funds to cover their immediate liabilities and we believe that 60 days would be a reasonable amount in this respect. If any supplier was to go into administration or receivership, the remainder of their liabilities from initial non-payment to licence revocation should then be recovered through a price control adjustment. This approach is discussed in more detail below.

Form of Credit Cover

Provision of cover for companies with an investment grade rating

We are aware that Ofgem considers that Parent Company Guarantees (PCGs) and Approved Credit Ratings (ACRs) are no longer credible forms of credit cover due to the problems associated with the Enron collapse.  However, we firmly believe that PCGs will provide the required funds in the event of the guaranteed party defaulting on a contract.  In the case of Enron, clearly the PCG proved to be insufficient.  However, this was due to the speed at which Enron went into administration.  In addition, there are a number of circumstances that were particular to Enron, not least the allegation that corporate fraud may have been a major factor in the company's failure. Furthermore, it is important to remember that Enron was the world's seventh largest company and that its collapse took the entire global economy by surprise, including Governments, the Regulatory authorities and a number of the world's largest banks. 

Against this background, we would urge Ofgem in the strongest possible terms not to over-react to the unique circumstances of Enron by removing the use of PCGs as an appropriate form of credit cover.  Indeed, it is clear that such a policy would result in a substantial amount of industry capital being tied up in, for example, escrow accounts.  For example, we estimate that the industry would need to provide in excess of £1 billion for every 30 days required credit cover (for gas and electricity balancing charges, transmission charges, distribution charges and Scottish wholesale charges). The financing costs of providing cover on this scale would be substantial (over £50m per annum) and would ultimately be passed on to customers.  Moreover, we would find it unacceptable that companies with an investment grade credit rating should be penalised as a result of the suspected irregularities that led to the collapse of Enron. We therefore believe it is vital that Ofgem retain PCGs and ACRs as an accepted form of credit cover. 

Provision of credit cover for suppliers with no investment grade rating

As noted above,  we believe that suppliers with no investment grade credit rating should be expected to provide some credit cover.  Otherwise, the outstanding debt of a failed supplier would, in effect, have to be paid in its entirety by the customers of its rivals, which would be unacceptable. Indeed, we can think of no other market where this would be the case.  

In terms of the exact level of credit cover that should be provided by such suppliers, we accept that there is a balance to be struck between the amount of cover that would fully cover potential bad debts in every eventuality and the costs of providing that cover. Accordingly, we believe that the way forward would be for suppliers with no investment grade rating to provide a letter of credit or to deposit 60 days’ credit cover in an escrow account, which would be sufficient to cover their immediate liabilities, but would not tie up huge amounts of capital within the industry.  In addition, such a requirement would not be unduly onerous for those companies.

If 60 days’ credit cover was deposited within an escrow account, network companies could then be used as “tax gathers” to raise funds to repay any outstanding liabilities over and above this.  In our view this would include all outstanding liabilities, not just DUoS (i.e. balancing market costs could also be recovered in this way).  This would be relatively straightforward to administer. There are also regulatory precedents for this, so it could be achieved with only minor modifications to the licences.  

We are aware that Ofgem are concerned that recovering any losses in this way could be considered a theoretical cross subsidy. However, we do not believe that this would be inappropriate or “undue”.  There are a number of other examples of cross subsidy within the market for pragmatic policy reasons, including: the inherent cross subsides in charging common DUoS tariffs throughout the North of Scotland; spreading the extra costs of prepayment metering across all customers, rather than levying a special surcharge; or Ofgem’s recent proposal to increase SSE’s distribution losses to absorb the shared unmetered supply costs. Indeed, this would be consistent with the principles underpinning Ofgem’s recovery mechanism detailed within standard licence condition 48, Last Resort Supply: Payment Claims, of the distribution licence.  This condition allows a distribution company to increase its use of system charges to electricity suppliers following a valid claim by a SoLR (including interest) for unrecoverable costs.  This is an Ofgem approved cost recovery mechanism and would, in our view, be an appropriate model for the recovery of any supplier's bad debts. 

De-energisation

The consultation  paper suggests that the ability to de-energise a supplier's customers in the event of non-payment of network charges (by the supplier) should be removed from the industry agreements. We regard it as vital that network companies have a guarantee that they will recover 100% of any outstanding liabilities. The threat of disconnection is a powerful tool in ensuring that network companies are not left with significant liabilities. We also regard the ability to potentially disconnect customers as being consistent with the practice in other markets where non-payment usually results in discontinuing the provision of a service.

It is clear that removing the ability to threaten disconnection would increase the potential risk to distribution companies of continued non-payment. In effect, network companies would have no other tools at their disposal to secure payment. It should also be recognised that the present distribution and transmission price controls did not contain any allowance to cover costs incurred in taking court action to secure payment. Against this background, we firmly believe that the right to disconnect for non-payment should be retained. However, if Ofgem are insistent on its removal, Ofgem must also provide a 100% indemnity that network companies will receive price control protection for any outstanding debts following supplier failure. In particular, network companies can not reasonably be exposed to the risk of non-payment if Ofgem remove the only effective mechanisms available for securing payment.

In addition, we also believe that Ofgem should impose a new condition within the standard distribution licence to prevent financially weak suppliers from registering new customers and hence exacerbating the size of the potential bad debt "problem".  There is a precedent for this in the present DUoS agreement. It would also be consistent with Ofgem's enforcement action against Independent Energy just prior to their failure whereby Ofgem stopped new registrations until they rectified their billing issues.

It would however, also be imperative to put in place appropriate triggers to ensure that any action that is taken to cease registration of new customers occurs quickly and efficiently following supplier non-payment.  We would therefore suggest that Ofgem should use the following triggers to assess the circumstances in which it would be appropriate to cease new registrations:

repeated non payment or late payment of invoices.  We would suggest that Ofgem commence investigation into any supplier that has not paid an invoice which is more than 10 days overdue;


failure to top-up escrow to cover their immediate liabilities within the timescales requested; or


Loss of a PCG or ACR downgrade from investment grade agency.


This licence condition would be an effective and more immediate tool to encourage suppliers to comply with their obligations. However, this should be in addition to rather than instead of the threat of de-energisation.

Scottish Administered Pricing Arrangements

At present, both Scottish Power and SSE have a regulatory agreement to provide power to suppliers in Scotland under either a generation wholesale contract or top-up and spill arrangements. The terms of these contracts have been agreed with Ofgem. We firmly believe that the credit arrangements in Scotland under these agreements must mirror those that are implemented in England & Wales.

Transco’s Code Credit Rules

Ofgem also consider whether Transco’s Code Credit rules should be included within the Network Code or its licence, as the Code Credit rules are ancillary to Transco’s Network Code and, as such, are not subject to the normal modification process.  We agree with Ofgem that it is inappropriate for the Code Credit rules to fall outside a formal modification process and they should be brought within the Network Code modification procedures.  This would ensure that the rules are consistent with the Balancing and Settlement Code modification process in electricity.

Other Alternatives

The paper also considers a number of alternative credit cover arrangements, including mutualisation, a credit pool and commercial insurance. We are fully supportive of Ofgem’s view not to pursue these as credit cover options for the energy market.  Additionally, we agree that changes for example to invoicing cycles and the timing of payment terms may be needed but that these should be further debated when the wider credit cover framework has been clarified.

We look forward to receiving the results of your investigation into the credit cover and cost recovery process and would urge you to consider the points made above, particular in relation to retaining PCGs and ACRs and our proposed mechanism for recovery of supplier's bad debt to ensure that excessive capital is not tied-up within the energy industry.  Furthermore, it is vital that Ofgem's conclusions on credit cover and cost recovery should also apply within the Scottish market and should be implemented on a consistent timescale to the England and Wales market.

If you wish to discuss any of the issues above further please call me.

Yours sincerely,

Rob McDonald

Group Regulation Manager
