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28th May 2002

Lisa Vango

Strategy and Corporate Transactions Manager

Ofgem

9 Millbank

London

SW1P 3GE

Dear Lisa

PROPOSED MERGER OF NATIONAL GRID GROUP PLC AND LATTICE GROUP PLC TO CREATE NATIONAL GRID TRANSCO PLC
Thank you for the opportunity to comment on the issues raised in the above consultation paper.  

Key Points:

· The proposed merger does not raise any fundamental competition concerns that should prevent the merger proceeding. All competition and regulatory issues could be addressed via appropriate undertakings/licence conditions.
· Specific regulatory issues should be identified prior to the merger being approved to allow the successful resolution of these issues to be a condition of the merger clearance.
· The wider issue of access to market information needs to be addressed before the merger proceeds to remove opportunities for the merged Group to distort competition e.g. via exclusive access to live system information.  
· In order to protect the interests of all UK gas and electricity market participants and consumers it is essential that the UK businesses of the merged entity are financially ring-fenced from any non-UK business interests.
· A re-opening of the relevant price controls will be necessary to ensure that customers directly benefit from the merger.

General Comments:

In principle, British Energy does not object to the proposed merger.  We recognise that a merger of these two Groups, who are not in direct competition with each other, should result in significant efficiency gains to the benefit of customers in both the gas and electricity markets.   However, we consider there to be a number of competition and regulatory issues associated with the proposed merger which need to be addressed (as discussed below).  We believe these could be suitably addressed via undertakings/licence conditions and thus should not prevent the merger proceeding.

Before discussing the points raised in the consultation, we have some concerns with the process adopted by Ofgem in evaluating the issues surrounding the merger.  Whist we agree that it is sensible to draw a distinction between the competition issues and the regulatory issues, full consideration of the regulatory issues needs to be undertaken before the merger is allowed to proceed.  Ofgem, however, states that it will take forward work on considering potential regulatory issues if the transaction proceeds.  It would be far more effective if specific regulatory issues were, at the very least, identified prior to the merger being approved in order to allow for the successful resolution of these issues as a condition of the merger clearance.   Otherwise, attempting to address regulatory issues post merger effectively means relying on the agreement of the licensees or a referral to the Competition Commission which could ultimately delay the satisfactory resolution of the issues involved.

In response to the specific issues on which views are sought, we make the following comments:

Competition Concerns:
Although neither company is in direct competition with each other, we are concerned that their respective system operator roles may raise competition concerns which require further analysis.   It is recognised that an integrated system operator function covering both the electricity and gas networks could create a number of benefits such as efficiency improvements in the operation of the two networks.  However, there is a balance to be struck between maximising any potential efficiency benefits versus possible detrimental impacts on the competitive markets.  

Clearly, the incentives of the merged entity will be to maximise profits across the whole Group which in turn could lead the Group to adopt commercial strategies that have the effect of distorting competition in one or both of the competitive markets.  For example, this could be achieved by virtue of the Group having exclusive access to live gas and electricity system information which in turn could allow the respective trading functions to exploit arbitrage opportunities between the two forward markets.  Consequently, at a minimum Transco should be subject to similar restrictions imposed on NGC in respect of engaging in speculative trades and from discrimination in procuring balancing services.   

However, we consider the wider issue of market information access needs to be addressed before the merger proceeds.  This could include implementing effective 'chinese walls' between particular merged businesses, and also ensuring that transparent timely market information is made available to all market participants.  

Regulatory Issues:   

In our view there are a number of regulatory issues that should be considered, including, where appropriate, provisional proposals to mitigate any regulatory concerns prior to the merger proceeding.  Namely:

· The impact of a financial failure of a single entity which owns and operates gas and electricity networks in Great Britain would, from a security of supply perspective, be immense.  In order to protect the interests of all UK gas and electricity market participants and consumers it is essential that the UK businesses of the merged entity are financially ring-fenced from any non-UK business interests.  Any significant diversion of financial or management resources from the UK businesses to overseas investments or interests could have serious detrimental effects on the UK business.  In financial terms this could take the form of future under-investment in the gas and electricity networks with serious long-terms implications for system security. 

The above issue is particularly valid in light of the NGC Press Release at the time the proposed merger was announced where it was stated that a strategy of the merged group will be to "deploy the combined resources and financial capacity of National Grid Transco to take advantage of opportunities in the liberalising energy markets abroad….."        

· NGC expects the merger to generate financial benefits of at least £100M by the end of the first full financial year (with the combining of the support services provided to the UK regulated network businesses being a contributing factor).  Furthermore, NGC expect to generate further savings from combining the operations of the two UK transmission businesses.  Consequently, it is evident that substantial costs savings will be made following the merger.  We consider it appropriate that customers of the network businesses benefit from these efficiency savings.  As the price controls of these businesses have only recently been set and are due to run for another 4/5 years a re-opening of the controls will be necessary if customers are to directly benefit from the proposed merger.   It would be unacceptable to defer the passing on of these benefits to the next price control review.  As to the synchronisation of the price control and incentive scheme work programmes this could sensibly be investigated and consulted on at the same time as re-opening the price controls.

It is noted that Ofgem intend to introduce an enhanced incentive scheme for NGC consistent with that of Transco's by April 2003.  Included in any consultation on any an enhanced NGC incentive scheme, Ofgem should use the opportunity to review the whole package of schemes in light of the merger in order to ensure they do not in any way perversely incentivise the merged Group to distort competition in either the electricity or gas markets.  

· Clearly, NGC as the Transmission Licence holder and most significantly the current electricity system operator in England & Wales is going to play a significant role in the development of BETTA.  Consequently, Ofgem should seek confirmation from NGC that if the proposed merger does proceed it will not hinder in any way the timely development of the BETTA arrangements.

· We note Lattice currently possesses a small generation interest.  It has been a long-standing regulatory principle that NGC (or any affiliate or related undertaking) should be prevented from holding generation interests.  Clearly, this issue needs careful consideration, however, one possible solution short of divestment could be the adoption of appropriate ring-fencing arrangements together with a cap on the size of generation interests.         

In summary, we do not consider the proposed merger raises any fundamental competition concerns that should prevent the merger proceeding.  However, there are a number of potential regulatory and competition issues which need to be addressed via regulatory means.  Consequently, we would urge the regulatory authorities to make any clearance of the merger conditional on obtaining appropriate undertakings from the merging companies that will address the concerns outlined above.  

If you wish to discuss these issues further please do not hesitate to contact me. 

Yours sincerely
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David Love

Head of Regulation 
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British Energy plc Barnett Way Barnwood Gloucester GL4 3RS

Telephone 01452 652222 Facsimile 01452 653246

Registered at 3 Redwood Crescent Peel Park East Kilbride G74 5PR   Registered Number 162273


Page 4

