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14 February 2003


Direct line:   020 7331 3563



Local fax:   020 7331 3658

Gill Whittington

Chief Operating Officer

Ofgem

9 Millbank 

London SW1P 3GE
Dear Gill

Ofgem Proposed Corporate Strategy 2003 – 2006

Thank you for inviting our views on Ofgem’s Proposed Strategy.  We welcome such a statement of priorities and objectives over the next three years and the opportunity to comment on it.  

I have set out our comments under the document’s main headings.

Making competitive markets work successfully

We agree that Ofgem’s role in wholesale markets, where competition has largely been established, should now be limited to governance of code changes and general market surveillance.  We believe however that attention should be given to the need for more unified governance, so that related changes across different codes can be looked at together.  In addition, it does not seem appropriate that Ofgem should be promoting particular changes, such as on transmission access and losses, while also being in the quasi-judicial position of having to approve them or not.

We support the priority given to establishing wholesale competition in Scotland and wish to play an active part in that project.  Ofgem will need to ensure an equitable sharing of costs across all parties in Britain, including those already incurred for NETA.

We agree that competition is established in retail markets.  Considerable expenditure was incurred by industry parties to create customer transfer and settlement arrangements for mass market opening.  Rather than look at the possibility of substantial further change, it would in our view be better to carefully assess, with the industry and its governing bodies, the extent and nature of the problems surrounding transfer and how best they can be solved.  We believe that many issues can be resolved by better adherence to market rules rather than by significant new IT expenditure.  We look forward to being fully involved in these discussions.

We are very concerned that Ofgem’s metering strategy will jeopardise retail competition and certainly add to costs, without clear benefits to customers.  This is because the installation of a non-standard meter will be a barrier to customer switching and, in addition, will make it more difficult to deal with some loss of supply situations.  We urge Ofgem to resolve these issues before allowing competition in metering to be developed further.

We note the intention to review underlying costs of prepayment meters and see what benefits might arise from smarter technology.  We understand that the driver for this is the tackling of fuel poverty.  It is, however, well understood that prepayment supply does not closely correspond with the incidence of fuel poverty.  Also, as with smart metering generally for domestic supply, it will be a significant challenge to find a new more cost effective solution, taking into account the impact on infrastructures.  

We remain concerned about the deliverability and overall benefit to customers of an extension of competition in connections into live working on green field sites.  This will require great care in specifying licence and contract terms to avoid compromising the safety and long term integrity of networks.  We doubt whether there will be a demand for this when the full implications are understood.

Regulating monopoly businesses effectively

We believe that Ofgem should give even greater priority to the distribution price control project in its allocation of high quality resources.  We agree with the objectives for network regulation set out in the document.  In addition, it will be important to ensure that the financial security of these ring-fenced licensees is maintained through allowing an adequate return and cash flow.

In our view, Ofgem has not made the case, through regulatory impact assessment, for new transmission access arrangements to give customers firm access rights and NGC accurate signals for investment.  There is no evidence of a lack of adequate investment by NGC under present regulatory arrangements.  Apart from the significant impact on customers of new arrangements, firm access rights will also increase risks to NGC and therefore raise industry costs.

It is in our view essential that any decision to change transmission access arrangements and the allocation of losses should take into account their impact on the soon to be created GB-wide wholesale market.  It would be costly and counter-productive to introduce changes and then reconsider or reshape them when the GB-wide market commences.

It is essential that new incentives to invest in distribution networks, which might be required for increased distributed generation, are developed and agreed as part of the distribution price control review.  We are concerned at the suggestion that new arrangements for access and use of system charges might also be required.  While it may be necessary to create use of system charging arrangements for distributed generation in order to adopt a shallower connection charging policy, anything more radical such as firm access rights would almost certainly be uneconomic through its impact on costs and risk.

Securing Britain’s gas and electricity supplies

We agree that the work of the Joint Energy Security of Supply Group is important.  Where market signals are to be relied on for new investment , it is vital that they are unconstrained by regulatory or government intervention.  In general, Ofgem will need to ensure that there are sufficient, appropriate incentives for investment, particularly in the gas importation and transportation network as sources of gas change.

Helping to tackle fuel poverty and meeting environmental objectives

We agree with Ofgem’s specific priorities under the Social Action Plan.  However, there is no evidence that disadvantaged customers have less access to competitive supply offers and it is difficult to see why Ofgem needs to take any action in this regard.

We believe that Ofgem will have to work with the industry to understand and prepare for the introduction of emissions trading in accordance with the EC directive and consider its impact on and interaction with other environmental instruments.

While Ofgem is asked simply to administer the Energy Efficiency Commitment once it is set by government, we believe that Ofgem should participate fully in discussions leading up to resetting targets from April 2005 with the aim of ensuring that the most cost effective proposals are agreed.

The document refers to a decision document in the third quarter on fuel mix data on bills.  We urge Ofgem to consult fully on proposals to implement this requirement of the EC directive in order to ensure that requirements are practical and low cost.

Costs

We welcome the efforts being made to stabilise and then reduce Ofgem’s costs, while ensuring high calibre of staff.  It is also very important that Ofgem soon develops the capability and commitment to prepare and publish regulatory impact assessments for all proposals for industry change.  These should be in accordance with government guidelines and be able to withstand scrutiny by the National Audit Office.

We are concerned that so much of Ofgem’s planned resources are expected to be devoted to the ongoing management of wholesale market arrangements.  Once competition has been established in the GB electricity market, Ofgem should plan to withdraw from this activity and confine itself to market surveillance.  

I hope you will find these comments helpful.  Please do not hesitate to contact me if you have any queries.

Yours sincerely

Denis Linford

Head of Regulation
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