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Dear Lisa

Proposed Merger of National Grid Group PLC and Lattice Group PLC

Thank you for the opportunity to respond to this consultation.  Our views on the competition and regulatory issues arising from the NGC/Lattice merger are discussed below.

Competition Issues

This is a merger of two companies that currently operate in largely separate and non-substitutable markets.  The majority of activities of both companies are regulated.  In addition, there are potentially significant benefits to customers in terms of cost savings.

Having considered the competition issues, we believe that the merger should be allowed to proceed.  However, we are concerned over three areas of overlap between Lattice and NGC and believe that these, together with the regulatory issues set out below, need to be resolved.

· The lack of alignment between the incentives of the two System Operators creates scope for them to abuse their market position.  We believe that there needs to be sufficient restriction on the exchange of information to prevent such abuse. 

· Lattice currently owns CHP plants with a generation capacity of 25MW.  Under the terms of its licence NGC cannot hold electricity generation without Ofgem’s consent.  We believe that this generation capacity ought to be divested.

· NGC owns EnMO, which operates the OCM.  Transco uses this for all of its gas balancing.  If the System Operator were now to own and operate the balancing system, it would seem to be a backward step towards the flexibility mechanism.  We believe that EnMO needs to be ring-fenced or sold off.
Regulatory Issues

TXU consider that the major issue with this merger is cost reduction.  NGC/Lattice have already identified cost savings in the region of £100m per annum, and we agree that there are likely to be “further financial synergies” that have not yet been identified.  We are concerned that customers will not see this benefit for nearly five years, and we believe that savings of this magnitude warrant regulatory action outside of the normal review period.  This should be an immediate priority.

In addition to this, we believe that it is important for regulatory controls to be strong enough to deal with the likely implications of this merger. If the balance between regulated and unregulated activity shifts further, there is likely to be an increase in the gearing of the company, potentially affecting its credit rating.  As unregulated activities grow, it will be vital that the UK network is secure and that funds remain available for maintenance and expansion.  Thus, regulatory ring-fencing of the UK natural monopolies will need to be strengthened.

Finally, it is important to ensure that the merged company does not have the opportunity for market abuse in system operation.  Whilst an undertaking on the exchange of information is appropriate in the short term, it will be necessary to implement a more robust solution in the longer term.  As such, it is essential that incentives for the two system operators be reviewed to ensure they are consistent with each other, and with the needs of customers.

All of these regulatory issues must be resolved without losing focus on current priorities such as:

· the development of BETTA

· TUoS for low load factor stations

· transmission access and losses infrastructure 

Way Forward

This merger has the potential to provide very significant benefits in terms of cost reduction and so, on an assessment of the effects on competition, TXU believe it should be allowed to proceed.  Lattice and NGC operate largely in separate markets and any overlap can be remedied through the following undertakings:

· to sell generation plant

· to sell or ring-fence EnMO

· prohibition on the transfer of any information that is not currently shared by system operators, pending regulatory review and the alignment of incentives

In addition to the competitive issues there are significant regulatory concerns to be resolved.  In particular:  

· the mechanism by which the cost savings will be passed through

· the degree to which the ring fencing of the natural monopolies in the UK needs to be strengthened 

· the consistency of the incentives between the two System Operators

We look forward to Ofgem’s forthcoming consultation on the detail of the regulatory issues. However, if you would like to discuss any of the points raised in this response, please do not hesitate to contact me.

Yours sincerely

Haley Hutson

Competition and Regulation Manager
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