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Dear Lisa,

Regulatory issues arising from the merger of National Grid Group plc and Lattice Group plc - initial proposals

Thank you for allowing us the opportunity to respond to the above consultation. Set out below are the views of TXU Energy (TXU) on the key issues resulting from this merger:

Access to information

Alignment of incentives:

The lack of alignment between the incentives of the two System Operators may create scope for them to misuse their market position. We believe that there needs to be sufficient restriction on the exchange of information to prevent such abuse. In particular, neither should be able to share any information currently prohibited. TXU welcomes Ofgem’s intention to address these issues in its ongoing work programme. 

Separation of network monopoly businesses:

TXU would like to see further strengthening of the ring-fencing for all of the network monopolies, not just NGC and Transco. TXU believes that, despite being subject to the Competition Act, the vertically integrated networks businesses should have an obligation placed upon them to ensure they are not breaching the Act. The burden of proof should be on the Company’s Board to prepare a statement ensuring there is “no undue discrimination against third parties, nor any undue benefit provided to other parts of their business or affiliated companies”.   

Vertical separation

Purchase of gas and electricity:

TXU believes that Transco’s current CHP generation assets ought to be divested and, under the terms of its licence, NGC should not be entitled to hold electricity generation. In the event that it is considered that ring-fencing rather than divestment is adequate, we would advocate further measures are put in place to ensure that this cannot be abused. 

EnMo:

TXU welcomes Ofgem’s proposal to ring-fence EnMO. It is vital to ensure that the confidential information held by EnMo is only provided to NGC or Transco on the same basis as third parties.
Security of supply

Financial ring-fencing:

As mentioned previously, TXU believes there should be stronger measures in place to ring-fence network monopolies from their affiliates. This should not only include the financial ring-fencing of NGC and Transco from each other. We also believe that 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 must be strengthened.

Synchronisation of the work programme

The impact on price controls, incentives and quality of supply issues:

TXU consider cost reduction to be a major issue with this merger. 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. The circumstance and magnitude of this merger show these synergy benefits to be exceptional and therefore this should be an immediate priority. 

There should also be wider scope for increased standardisation of processes across the two industries. For example, the possibility of creating a central system in the provision of emergency services should be investigated. There are likely to be a variety of measures that could be introduced to bring about a greater alignment with the gas industry. Should Ofgem decide not to pass these benefits back to customers in this price control, TXU would like to ensure that these synergy savings are used to invest in the networks to provide greater standardisation across the industries at no extra cost within the current period. 

Conclusion

Therefore, it is important to ensure that the merged company does not have the opportunity for market abuse in system operation. Whilst a simple undertaking on the exchange of information may be 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.

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

TXU would like to ensure that the full synergy benefits are passed through to the customers as soon as possible. As a minimum, Ofgem should provide a clear statement on the expected savings. However, we can currently see no justification in the delay in passing these savings to the customer. Any benefits must be passed back either through a reduction in charges or through an investment in greater alignment and standardisation of processes at no extra cost.

· The consistency of the incentives between the two System Operators

It is vital that any possible scope the System Operators may have to abuse their market position is removed. Access to information must be restricted to only that information which they currently share.

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

There needs to be a greater degree of separation between networks businesses and their affiliates. It is still all too easy for networks to act in ways that can disadvantage those suppliers not affiliated to monopoly businesses. TXU believe further undertakings must be given to ensure third parties are not discriminated against or other arms of their businesses do not gain a competitive advantage from their actions. The companies’ Main Boards should have to attest that their network businesses are not unduly benefiting any affiliates.

Should you wish to discuss anything further, please do not hesitate to contact me.  

Yours sincerely,

Haley Hutson

Competition & Pricing Manager
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