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1
MODIFICATIONS COMMITTEE RECOMMENDATION
Recommended for approval – Mod_16_11_v3 by Casting VoteMod_16_11_v3 as put forward by Bord Gáis inclusive of the Government guarantee clause, the vote was split with the result that the Vice-Chair
 cast the final vote. 
	Recommended for Approval 
Mod_16_11_v3 (Casting Vote)

	Jill Murray
	Supplier Member
	Approve

	Killian Morgan
	Supplier  Member
	Approve

	Mary Doorly
	Generator Alternate
	Approve

	Niamh Quinn
	Generator Member
	Approve

	Recommended for Rejection

	Emeka Chukwureh
	Supplier Alternate
	Reject

	Ian Luney
	Generator Member
	Reject

	Kevin Hannafin
	Generator Member
	Reject

	William Steele
	Supplier Member
	Reject

	Casting Vote

	Jill Murray
	Vice-Chair
	Approve


Recommended for Rejection – Mod_16_11_v2 by Majority VoteA vote was also taken on Mod_16_11_v2 of the proposal put forward by NIE PPB but was rejected by Majority Vote. Breakdown of the result of the vote on version 2 of the proposal as put forward by NIE PPB are as follows:

	Recommended for Rejection

Mod_16_11_v2 (Majority Vote)

	Ian Luney
	Generator Member
	Approve

	Kevin Hannafin
	Generator Member
	Approve

	William Steele
	Supplier Member
	Approve

	Recommended for Rejection

	Emeka Chukwureh
	Supplier Alternate
	Reject

	Jill Murray
	Supplier Member
	Reject

	Killian Morgan
	Supplier  Member
	Reject

	Mary Doorly
	Generator Alternate
	Reject

	Niamh Quinn
	Generator Member
	Reject


2
Background
This Modification Proposal (Mod_16_11) was raised by NIE Energy PPB and was received by the Secretariat on 26 May 2011. The proposal proposes to strengthen the eligibility requirements for the SEM Bank and LOC Providers with changes proposed to section 6 of the T&SC and Glossary. 
It was first presented at Meeting 36 on 09 June 2011 where it was deferred with an action placed on Participants to submit thoughts on the scope of issues for consideration with the proposal while SEMO ascertain financial advice on the changes proposed (see appendix of this report for further detail). It was discussed at Meeting 37 on 09 August 2011 where it was agreed that a Working Group be established to give greater consideration to the changes proposed.  
The first Working Group Meeting took place on 15 September 2011 where a number of issues were discussed including SEM Bank, Credit Ratings, Subsidiary Guarantees, Net Asset Test and the Jurisdictional Branch Requirement. Actions were placed on SEMO to consider operational issues associated with changes to branch jurisdiction and timelines for the SEM bank tendering process. SEMO also agreed to produce drafting changes to reflect the discussion had at the meeting. The proposer agreed to consider submitting an alternative version of the proposal following review and feedback of the text changes put forward by SEMO. Participants responded to the wording circulated indicating that a second Working Group is necessary to give greater consideration to the changes.  
A second Working Group took place on 13 December 2011 where the scope of issues discussed included the wording around Government guarantee schemes, LOCs and Government guarantees, subsidiary guarantees by a parent bank and treatment of international banks. Again a number of actions were assigned to SEMO related to amendment of the wording for consideration by Participants. The Working Group failed to reach agreement regarding the inclusion of the Government guarantees in the drafting with the result that the divided options were to be presented to the Modifications Committee. The RAs granted an extension for the proposal as per the Secretariat’s request until 30 April 2012. 

Two alternative versions of the proposal were submitted by Participants; Mod_16_11_v2 from NIE Energy PPB and Mod_16_11_v3 from Bord Gáis. The Committee deliberated over both versions at Meeting 40 on 31 January 2012 and agreed that a third Working Group would be of no benefit as contrasting views were the only issue to resolve. The Committee voted on both versions with the result that version 3, which included the Government Guarantee clause was Recommended for Approval by casting vote.
3
PURPOSE OF PROPOSED MODIFICATION 


3A (1) Justification for Modification (Taken from versions 1 & 2)In relation to 6.15 (2.a) and 6.163 (2.a), the debt ratings A (S&P) and A2 (Moody’s) represent the mid range value in their respective categories. We propose that the lowest range in these categories (A- & A3) are appropriate limits, as any entity with a rating in the A range is classified as a low credit risk and therefore should be considered suitable for credit purposes. We would also propose that, where there is more than one credit rating, the lowest credit rating should be used.
The current Code includes a “Total Balance Sheet Assets” test for a bank which, in our opinion, is not an appropriate assessment of a bank’s credit worthiness as it does not take into consideration balance sheet liabilities. As a result, we believe that this test does not provide the necessary comfort of financial stability and a more appropriate test is the level of Net Assets (which is defined as the sum of all current and long-term assets and liabilities as set out in the published accounts of the company) on the bank’s balance sheet. 
Due to the time lag associated with published financial statements, we believe it is essential to combine this Net Asset test with a minimum credit rating requirement as the main credit rating agencies provide the earliest indicator of a company in distress. As such, it is proposed that a Net Asset Value test should be combined with a credit rating assessment to account for cases where the credit rating is downgraded to unsatisfactory levels. In our opinion any rating below BB- (S&P) or Ba3 (Moody’s) is an indication of very high credit risk and therefore such entities would not be creditworthy not withstanding that they may satisfy a Net Asset Value test that may have become outdated.  

3a (2) Impact of not Implementing a Solution (Taken from versions 1 & 2)
 Leaving the long term debt rating at the middle value of the A range excludes banks that are rated at the lower limit of the A range and that are considered a low credit risk from qualifying under this test.

Under the current Code, a bank could satisfy the creditworthiness test by having assets in excess of €1,000 million but be in distress because its liabilities greatly exceed its assets. This creates a risk for all market participants where it relates to the SEM Bank and to Generator participants in the case of providers of credit cover (which is largely provided by Suppliers).  
The existing test would not provide an early indication of a company going into distress and Code objective 2 would not be realised. It should be noted that the main credit rating agencies significantly downgraded the Icelandic banks a few weeks before they collapsed.
3A (3) Impact on Code Objectives (Taken from versions 1 & 2)This modification proposal furthers the second code objective:

“to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”

3B (1) Justification for Modification (Taken from version 3)Prior to this Modification proposal, two working groups were held to deal with this issue pursuant to Modification _16_11.   The working groups met in September and December 2011 where a number of issues were discussed and settled. One issue however was the inclusion of a clause to allow for state guaranteed banks to be eligible to act as the SEM Bank and the Credit Cover Provider (CCP) bank under sections 6.15 and 6.163 of the T&SC. 

The Working Group agreed that the state guarantee scheme should be deleted from the SEM Bank eligibility requirement due to the fundamental risk exposure to the SEM and its participants that would be caused by the failure of the SEM Bank. In relation to the CCP bank however, the general consensus at the second Working Group meeting was that the market and its participants were not exposed to the same level of risk if a CCP bank was to fail. On this basis, it was generally felt that a more proportionate approach with respect to the requirements of the CCP bank could be facilitated.

As per the Working Group 1 report, all participants are in favour of a properly collateralised SEM. However, it must be noted that the failure of a CCP bank would not impact on the overall risk in the SEM to the same extent as a failure of the SEM Bank would. In this regard, and in the interests of competition, Bord Gáis Energy is of the view that a proportionate and reasonable approach should be taken to this issue. Bord Gáis Energy therefore believes that Irish banks that are included in the Credit Institution Scheme (or ‘state guaranteed scheme’), should be eligible to provide credit cover in the SEM. Failure to do so would be overly restrictive and could harm competition in the SEM.

This is a particular concern for smaller participants in the SEM whose ability to continue participation in the market must be taken into account. If they have limited access to local banks for credit cover requirements, this may act as a barrier to entry and/or cause them to exit the market to the detriment of competition. Consideration must also be given to the direction that was placed on the Chair of the Modifications Committee to monitor the T&SC for any barriers to demand side participation or which have negative impacts for such units in the SEM. 

Limiting the banks eligible to act as CCP banks, may limit the opportunity of demand side units and smaller market players to participate in the SEM. On that basis, providing for banks that are covered by state guarantee schemes in Ireland and the UK should act as a sufficient compromise between minimising risk exposure in the SEM while also facilitating competition in all jurisdictions. Although letters of credit are not specifically covered under the designated state guarantee schemes, the protection offered should provide the necessary confidence to market participants that the bank is sufficiently stable to meet the lesser demands on a CCP bank as compared to a SEM Bank.
3B (2) Impact of not Implementing a Solution (Taken from version 3)As discussed in greater detail in the previous sections, the implication of not implementing this modification is that it will restrict competition and in so doing conflict with the SEM’s stated objectives:
2. “to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”; 

3.  “to facilitate the participation of electricity undertakings engaged in the generation, supply or sale of electricity…”;

4. .“to promote competition in the single electricity wholesale market on the island of Ireland”;

6.  “to ensure no undue discrimination between persons who are parties to the Code”; and

7. .“to promote the short-term and long-term interests of consumers of electricity on the island of Ireland with respect to price, quality, reliability, and security of supply of electricity”.
3B (3) Impact on Code Objectives (Taken from version 3)The credit risk exposure of the SEM Bank is different to that of the Credit Cover Provider (CCP) banks in the SEM. On that basis, it is reasonable to apply different and proportionate criteria for each. Without the added provision of section 6.163.2.c above, Irish banks will essentially be precluded from offering credit provision services to participants in the SEM. Limiting access to Irish based banks that are covered by state guarantee schemes, discriminates against those participants relying on such banks for credit cover. Such discrimination increases finance costs which would incidentally increase consumer costs, contrary to consumer interests in the SEM. 
Allowing state guaranteed banks to act as CCP banks facilitates the participation of smaller participants (suppliers, generators, demand side units etc) who do not have access to international banking services, which in turn allows for enhanced competition. Allowing more banks to provide such banking services enhances competition in the SEM and does not undermine or jeopardise the risk exposure of the SEM.  
This modification proposal thus furthers the second, third, fourth, sixth and seventh code objectives (Section 1.3 of the T&SC):

2.
“to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”; 

3. 
“to facilitate the participation of electricity undertakings engaged in the generation, supply or sale of electricity…”;

4.
“to promote competition in the single electricity wholesale market on the island of Ireland”;

6. 
“to ensure no undue discrimination between persons who are parties to the Code”; and

7. 
“to promote the short-term and long-term interests of consumers of electricity on the island of Ireland with respect to price, quality, reliability, and security of supply of electricity”.

4 
Assessment of Alternatives
Three versions of the proposal were considered over the lifecycle of the proposal. The original as proposed by NIE PPB followed by two alternatives following the second Working Group meeting. Mod_16_11_v2 from NIE PPB and Mod_16_11_v3 from Bord Gáis. See appendix one of this report for all three versions of the proposal.
5 
Working Group And/Or Consultation
Working Group 1 – 15 September 2011

The Terms of Reference were agreed at the Meeting. Discussion took place on topics including SEM Bank and the implications of this proposal, Letters of Credit (LOCs), credit ratings, subsidiary guarantees, net asset test and the jurisdictional branch requirement. Agreement was reached that the net asset test is preferred to a gross asset test. Discussion took place regarding whether a rating is necessary for the LOC provider given that LOCs are not guaranteed by the Government. Some participants expressed the opinion that while the LOCs are not covered by the guarantee, it does provide a much greater level of confidence in the institutions. SSE stated that the branch jurisdiction requirement should be removed for LOC banks and consideration should be given to removing it for the SEM bank. 
The group reached a general consensus that the wording should be amended to include the following:

· a separate provision that would deem a bank that is subject to an applicable guarantee to be eligible to act as the SEM Bank or a LOC provider.

· consideration be given to removing the requirement to have a branch in one of the Jurisdictions

· consideration be given to the status of subsidiaries and whether they are guaranteed by their parent organisation.
SEMO agreed to circulate wording to Participants for review reflective of the discussion at the meeting (see appendix 3 of this report for further information). An action was placed on the proposer to consider the wording and feedback when considering if an alternative version of the proposal is necessary. SEMO were also tasked to inform Market Participants if any operational issues associated with the SEM bank or Credit Cover Provider banks would result from removal of the requirement to have a branch in either jurisdiction and ensure no conflict with the upcoming tendering process for the SEM bank. 
Full detail of the discussion at the first Working Group is available from the report on the SEMO website.
Working Group 2 – 13 December 2011
The second Working Group meeting addressed Participant feedback on the suggested wording (see appendix 3 of this report for further information). The group focused on LOCs and government guarantees, subsidiary guarantees and possible discrimination of international banks due to criteria differing from that of Irish banks. Extensive discussion arose regarding the clauses related to inclusion of government guarantee schemes with divided opinion on the necessity for the clause. Concern was raised by SSE regarding potential breach of Articles I-4 of the Treaty on European Union (free movement of persons, goods, services and capital with in the EU prohibiting any discrimination on grounds of nationality) that may arise as a result of inclusion of clause 6.163 (3) in which different criteria is required for international banks compared to that of Irish banks. The SEMO representative advised that the same rating criterion is stipulated for international banks as for the Irish and UK banks credit ratings and the clause is necessary to facilitate timing for effective settlement and payment processes.  SSE commented that in Ireland the clearing bank exists, which effectively acts as another option. 
The group failed to reach a consensus on the preferred way forward for the Modification and were divided in their opinion regarding the inclusion of the Government Guarantee Scheme. A number of actions were placed on Participants for completion prior to Meeting 40 of the Modifications Committee:

· SEMO to insert a clause in section 6.164 stating that the subsidiary clause relates only to non- independently rated banks

· SEMO to remove clause C of 6.15 relating to the inclusion of the government guarantee for the SEM Bank

· SEMO to modify wording regarding LOCs to reflect specific guarantee schemes for LOC providers

· SEMO to circulate modified suggested wording reflective of the discussion at the second Working Group

· Participants to submit comments regarding the suggested wording

· NIE ENERGY PPB to revise justification of Modification Proposal

Full detail of the discussion that took place at the second Working Group is available from the report on the SEMO website. See appendix 3 of this report for detail of the wording circulated after the meeting.
6
Impact on other Codes/Documents

N/A
7
Impact on Systems and Resources 

N/A
8
MODIFICATION COMMITTEE VIEWS

Meeting 36 – 09 June 2011
The proposer outlined the proposal which arose as a result of approval from NIAUR regarding credit arrangement for payment security policy following downgrading of banks. The changes proposed reflect the existing credit arrangement set up by NIE with their banks. Proposer identified that the changes proposed could be an issue with banks that do not have a credit rating, however could be addressed as part of a footnote to the drafting. NIE PPB further added that it is not the intention of the proposer to unintentionally exclude any bank in the market.

SEMO finance representative advised that there are a number of international banks with strong ratings and confirmed that Northern Bank is a subsidiary of an international bank, therefore would not be excluded from participating. SEMO further added that it may be useful to defer the proposal at this stage so as not to incur any unintended consequences. 

Members noted that the proposal would result in a significant change to that of the existing arrangement, reference was made to the change to net assets. The Chair questioned why B range rating was chosen as opposed to an A rating. Proposer advised that B was the rating chosen internally in the organisation. Chair commented that a fundamental design of SEM is that it is a fully collateralised market, thus robust financially. RA Member agreed that it is an important issue for SEM and market participants. There was agreement that further financial advice may be useful prior to a decision on the proposal. 
Discussion ensued regarding who is best placed to seek such legal/financial advice. Chair drew attention to the fact that the Modifications Committee can seek external legal advice, which may be useful as Participants seeking various internal advices may result in diverging views. A suggestion was put forward by the Chair that SEMO and the RAs should seek authoritative financial advice regarding changes in financial circumstances of banks and the correct level of security standard to use, what rating is optimal and report back to Committee at the next Meeting. Participants in turn could consider the wording in the proposal and send through any alternative wording in advance of the next Meeting. Generator Member suggested a conference call to discuss such feedback may be useful.

Concern was raised by the RA Member that the RAs may not be best placed to become involved at this stage due to the RA role of final arbitrator of Modifications. May be more beneficial to consider all views put forward by Committee. Chair suggested that a Working Group may be best way to develop the proposal. Generator Member agreed that it is useful to consider different opinions gained from the various legal advisors available. SEMO Alternate proposed that individual Participants should seek legal advice and discuss it further rather than going directly to a Working Group. There was agreement among the panel that the scope of issues could be developed from feedback received and revisited at the next Meeting. SEMO Member drew attention to the original text in the Code and questioned its origin, what industry standard was used when drafting the Code.

Meeting 37 – 09 August 2011

Secretariat outlined the feedback from Participants regarding the proposal. Reponses were received from the following three Participants; NIE ES, NIE PPB and Bord Gáis Energy. SEMO Alternate advised of the received advice stating that the risk that the Modification Proposal seeks to mitigate needs to be weighed up against the risk of Participants having to change Letters of Credit or being unable to attain Letters of Credit. As there have been no issues to date, SEMO does not see any need to change from the current process. RA Member advised that there is no SEM Regulatory view on this proposal at present. Supplier Alternate expressed support for a comprehensive review of the financial arrangements of the SEM. 

Supplier Alternate queried as to whether the Modifications Committee could appoint a financial advisor on this issue so as not to solely rely on SEMO’s financial advisor. Secretariat advised that there is no budget for a financial advisor. RA Member stated that if the Modifications Committee were to employ one financial expert, this would not be a cohesive approach as Participants have their own individual financial advisors; hence at the previous Meeting the action was placed on participants to submit feedback from their own organisations. 

Supplier Member put forth suggestion to establish a WG for Mod_16_11 which would combine two other proposals regarding Letters of Credit (Mod_23_11 and Mod_29_11). Supplier Member also proposed the possibility of combining all three proposals into one final proposal to be sent to the RAs. SEMO Alternate advised that the their Modification Proposal regarding Letters of Credit was at an advanced stage of development and therefore it was unnecessary to include it in the Working Group on  Mod_16_11, which relates to the institutions providing Letters of Credit and not the wording itself.

SEMO Alternate asked Participants to define what exactly is lacking in the current arrangements. Supplier Member stated that the fundamental issue is that the financial markets have changed dramatically since the SEM’s inception in 2007. SEMO Alternate advised that only three Participant comments were received and expressed concern regarding the pertinence of holding a WG on this matter. Supplier Member stated that there had not been enough discussion on the topic to warrant a vote at Meeting 37 and was in support of holding a WG. The Committee were in agreement that there was a necessity for a Working Group.

Meeting 38 – 11 October 2011

Secretariat presented an overview of the outcome of the Working Group. The Chair queried as to when the suggested wording being drafted by SEMO would be circulated? SEMO Alternate advised that the wording will be sent out three weeks subsequent to Meeting 38, thus the 01 November 2011.

Meeting 39 – 06 December 2011

Secretariat outlined feedback received from NIE PPB, BGE and ESBI. NIE PPB observer questioned if the RAs will have the skill set to assess credit worthiness and noted that they may not be the appropriate body to do so. A second Working Group is scheduled for 13 December 2011 in which the primary focus will be on the guarantees. 
Meeting 40 – 31 January 2012

Proposer V2: NIE Energy PPB 

Proposer V3: Bord Gáis Energy 

Mod_16_11 Version 2: NIE Energy PPB

Secretariat presented slides outlining background of the Modification Proposal. NIE Energy PPB proposer outlined Version 2 of Modification Proposal, advising that the Balance Sheet Net Asset Value should read: “means the sum of a company’s assets net of all their liabilities as set out in the published accounts of the company”, as opposed to the definition included in Version 2 of the proposal. NIE Energy PPB proposer advised that as the Government guarantee covers banks but not Letters of Credit (LOCs), hence Version 2 of the proposal does not include the Government guarantee scheme clause (6.163 (2c). NIE Energy PPB proposer advised that no ROI banks would be excluded as a result of this Modification Proposal as Irish Banks currently have a long term debt rating of greater than BB- (S&P) or Ba3 (Moody’s). 

Mod_16_11 Version 3: Bord Gáis

Bord Gáis proposer outlined Version 3, advising that the main difference between NIE Energy PPB’s Version 2 and their Version 3, was the inclusion of clause 6.163 (2c) in Version 3. Bord Gáis proposer advised that it is important to look at the risk to the market in reality and there is a low risk of both the Participant and the LOC bank failing simultaneously. Bord Gáis proposer advised that if the clause is not accepted, there may be a limit to the number of eligible ROI banks. Bord Gáis proposer reiterated NIE PPB proposer’s point that at the moment all Irish banks do meet the criteria, however emphasising that it is important to be cognisant of the fact that in the future, bank ratings may be further reduced. Proposer further advised that this in turn may lead to a knock on effect in competition, barriers to entry, and may result in an increased cost of finance if Participants could not access ROI banks. Proposer advised that the inclusion of clause 6.163 (2c), would ensure that ROI banks continue to provide confidence to market Participants. Bord Gáis proposer advised that both Participant and the LOC bank would need to fail for a default to occur.
General discussion

Supplier Member raised a query regarding an action that had been placed at Meeting 36 on SEMO to seek financial advice on the proposed changes. SEMO Alternate advised that SEMO sought financial advice in terms of operational issues and issues related to the SEM Bank, advising that the advice didn’t extend to the broader issues of the proposal. Supplier Member commented that Version 2 of the proposal may result in a future risk of diminished options for ROI Participants.
Supplier Alternate expressed the view that due to the current economic situation, bank ratings should be tightened up as opposed to loosened. Supplier Alternate further added that Airtricity do not agree with the proposed change and the shift in bank ratings to BB- (S&P) or Ba3 (Moody’s). Supplier Alternate commented on an earlier point regarding the low risk of both the Participant and the LOC bank failing, advising that it would only take the Participant not to pay, as opposed to both parties failing for a default to occur.
Supplier Member advised that as the banks are guaranteed by the government, the payments should be honoured. Supplier Alternate reiterated that LOCs are not covered by the guarantee, thus the bank may not honour the payment.
Supplier Member advised that Power NI treasury had advised of two issues to be considered; the first being that if a bank rating falls below BB- (S&P) or Ba3 (Moody’s), it may be advisable to reconsider banking with that organisation. The second point for consideration being that the government guarantee scheme does not cover LOCs.
NIE Energy PPB representative (original mod proposer) stated that if the government guarantee was expanded to cover LOCs, NIE Energy PPB would be happy to include clause 6.163 (2c), but reiterated that as of now it would not. NIE Energy PPB representative advised that Airtricity’s concern regarding the loosening of ratings is understood; however, in response to the economic climate NIE Energy PPB are trying to determine a reasonable rating for a bank, in order to ensure Participants feel comfortable when choosing which organisations to bank with.
ESB Treasury representative advised that it is not an arbitrary decision for a bank not to honour an LOC as this would result in a default, which would incur detrimental implications for any bank regardless of their rating. ESB Treasury representative advised that the government guarantee is a matter of public policy, thus having examined it in full, ESB are content to continue banking with Irish organisations and have taken comfort with the guarantee. 
Supplier Member put forth the suggestion of a third Working Group and felt that the second Working Group had not reached a clear consensus. 
NIE Energy PPB representative expressed concern that the proposal had previously been discussed at two  Working Groups and that the credit requirements are tight enough. 

SEMO Member advised that Working Group 2 had garnered consensus on all aspects of the proposal apart from whether the inclusion of the government guarantee was appropriate. SEMO Member advised that Working Group 2 was not very well attended, therefore a third Working Group may also fail to attract sufficient attendees.

Secretariat advised that all dissenting views and alternatives assessed will be included in the FRR that will be sent to the RAs for final decision.

Additional Views post Meeting 40SEMO View

International LOC providers:

SEMO would like to highlight to the SEM Committee that Mod_16_11_v3 as recommended for approval by the Committee broadens considerably the requirements for international banks to act as LOC providers (v2 does this also). The requirement to have a branch in Ireland or Northern Ireland is proposed to be removed to allow for greater choice in LOC providers and to provide for international banks that are authorised to provide banking services in Ireland or the UK but may not have a branch in Ireland or Northern Ireland. 

However, applying 6.163.2a and 6.163.2b to international banks may not reflect that these criteria relate to Clearing Banks that are part of the operational fabric of the Ireland and UK economies. Extending these criteria to international banks will mean that many non-A rated international banks that are not Clearing Banks would be eligible to provide LOCs to the SEM. 

SEM Bank contract:

As the current contract for the SEM Bank will cease on October 31st and a tender process is under way to put a new contract in place commencing on 1st November 2012, SEMO suggest that the proposal not become effective until 1st November 2012 in order to ensure a smooth transition of the changes for the SEM bank (The new requirements exclude Northern Bank from acting as the SEM bank as they are not independently rated. SEMO do not want the effective date to cause an issue for the current banking arrangements).
9
Proposed legal drafting

As set out in version 3 of the proposal.
10
LEGAL REVIEW

Complete
11
IMPLEMENTATION TIMESCALE

It is proposed that Mod_16_11_v3 is implemented on 1st November 2012 in order to align with the SEM Bank contract timescales. It is proposed that the Modification Proposal become effective on a Settlement Day basis.
Appendix 1: original Modification proposal
Mod_16_11 Credit Worthiness Test for SEM Bank and Credit Cover Provider banksProposer – NIE PPB
	MODIFICATION PROPOSAL FORM


	Proposal Submitted by:
	Date Proposal received by Secretariat:

(to be assigned by Secretariat)
	Type of Proposal

(please delete as appropriate)

	Number:
(to be assigned by Secretariat)

	NIE Energy PPB 
	26 May 2011
	Standard
	Mod_16_11

	Contact Details for Modification Proposal Originator


	Name:

Sinead O’Hare


	Telephone number:

0044 2890 690532
	e-mail address:

sinead.o’hare@nieenergy.co.uk

	Modification Proposal Title:

Credit Worthiness Test for the SEM Bank and Credit Cover Provider banks

	Trading and Settlement Code and/or Agreed Procedure change? 

	T&SC

	Section(s) affected by Modification Proposal:


	Section 6, Glossary



	Version Number of the Code/Agreed Procedure used in Modification drafting:   


	9

	Modification Proposal Description
(Clearly show proposed code change using tracked changes & include any necessary explanatory information) 

	T&SC Section 6

6.15  The SEM Bank shall be a bank which must:

1. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and

either:

2. be a Clearing Bank in either Jurisdiction with:

a. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or

b. a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million;

or

3. be an international bank that is approved by the relevant regulatory authority and which has a branch in the relevant location (Dublin and/or Belfast) and complies with paragraph 6.15.2.b.

6.163 A Credit Cover Provider shall be a Bank which must:

4.   hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and 

either, 

5. be a Clearing Bank in either Jurisdiction with:

a. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or
b. a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million, 
or

3. be an international bank that is authorised or approved by the relevant regulatory authority or is otherwise eligible to provide banking services in the Jurisdictions and which has a branch in the relevant location (Dublin and/or Belfast) and complies with paragraph 6.163.2.b.

6.164 If a bank is a subsidiary, then its parent company must either (i) have a credit rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.) or (ii) have a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €10,000 million.
Glossary
Balance Sheet Net Asset Value

the sum of all current and long-term assets and liabilities set out in the published accounts of the company.


	Modification Proposal Justification
(Clearly state the reason for the Modification & how it furthers the Code Objectives) 

	In relation to 6.15 (2.a) and 6.163 (2.a), the debt ratings A (S&P) and A2 (Moody’s) represent the mid range value in their respective categories. We propose that the lowest range in these categories (A- & A3) are appropriate limits, as any entity with a rating in the A range is classified as a low credit risk and therefore should be considered suitable for credit purposes. We would also propose that, where there is more than one credit rating, the lowest credit rating should be used.

The current Code includes a “Total Balance Sheet Assets” test for a bank which, in our opinion, is not an appropriate assessment of a bank’s credit worthiness as it does not take into consideration balance sheet liabilities. As a result, we believe that this test does not provide the necessary comfort of financial stability and a more appropriate test is the level of Net Assets (which is defined as the sum of all current and long-term assets and liabilities as set out in the published accounts of the company) on the bank’s balance sheet. 

Due to the time lag associated with published financial statements, we believe it is essential to combine this Net Asset test with a minimum credit rating requirement as the main credit rating agencies provide the earliest indicator of a company in distress. As such, it is proposed that a Net Asset Value test should be combined with a credit rating assessment to account for cases where the credit rating is downgraded to unsatisfactory levels. In our opinion any rating below BB- (S&P) or Ba3 (Moody’s) is an indication of very high credit risk and therefore such entities would not be creditworthy not withstanding that they may satisfy a Net Asset Value test that may have become outdated.  

This modification proposal furthers the second code objective:

“to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”



	Implication of not implementing the Modification

(Clearly state the possible outcomes should the Modification not be made , or how the Code Objectives would not be met)

	Under the current Code, a bank could satisfy the creditworthiness test by having assets in excess of €1,000 million but be in distress because its liabilities greatly exceed its assets. This creates a risk for all market participants where it relates to the SEM Bank and to Generator participants in the case of providers of credit cover (which is largely provided by Suppliers).  

The existing test would not provide an early indication of a company going into distress and Code objective 2 would not be realised. 

It should be noted that the main credit rating agencies significantly downgraded the Icelandic banks a few weeks before they collapsed.


	Please return this form to Secretariat by e-mail to modifications@sem-o.com


Appendix 2: alternative Modification proposal (PPB)
Mod_16_11_v2 Credit Worthiness Test for SEM Bank and Credit Cover Provider banksProposer – NIE PPB
	MODIFICATION PROPOSAL FORM


	Proposer

(Company)
	Date of receipt

(assigned by Secretariat)
	Type of Proposal

(delete as appropriate)
	Modification Proposal ID
(assigned by Secretariat)

	NIE Energy, PPB
	17 January 2012
	Standard 
	Mod_16_11_V2

	Contact Details for Modification Proposal Originator

	Name
	Telephone number
	Email address

	Sinead O’Hare
	0044 2890 690532
	Sinead.o’hare@powerni.co.uk

	Modification Proposal Title

	Credit Worthiness Test for the SEM Bank and Credit Cover Provider banks

	Documents affected

(delete as appropriate)
	Section(s) Affected
	Version number of T&SC or AP used in Drafting

	T&SC
	Section 6, Glossary
	10

	Explanation of Proposed Change

(mandatory by originator)

	To improve the credit worthiness test for the SEM Bank and credit cover provider banks. To  extend the possibility of qualifying to banks with a branch in the United Kingdom.

	Legal Drafting Change
(Clearly show proposed code change using tracked changes, if proposer fails to identify changes, please indicate best estimate of potential changes)

	TSC Section 6

6.15 The SEM Bank shall be a bank which must:

1. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 

(Ireland) or be authorised by the Financial Services Authority to take deposits, under 
the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide 
banking services in Ireland or the United Kingdom; and

either:

2.   be a Clearing Bank in either Ireland or the United Kingdom:

a. with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or

b. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investor Service Inc ) and have a Balance Sheet Net Asset Value of not less than €1,000 million;

or

6. be an international bank that is approved by the relevant regulatory authority to provide banking services in Ireland or the United Kingdom and complies with paragraphs 6.15.2.a or 6.15.2.b.
and:
7. have branches in Ireland and the United Kingdom
6.16 The Market Operator shall establish and operate in accordance with the Code:

1. a euro SEM Trading Clearing Account at a branch of the SEM Bank in Ireland; and

2. a pounds sterling SEM Trading Clearing Account at a branch of the SEM Bank in the United Kingdom,

to and from which all Trading Payments calculated in accordance with the Code are to be made.

Each SEM Trading Clearing Account shall be an interest bearing account.

6.17 The Market Operator shall establish and operate in accordance with the Code:

1. a euro SEM Capacity Clearing Account at a branch of the SEM Bank in Ireland; and

2. a pounds sterling SEM Capacity Clearing Account at a branch of the SEM Bank in the United Kingdom,

to and from which all Capacity Payments calculated in accordance with the Code are to be made.

Each SEM Capacity Clearing Account shall be an interest bearing account.

6.163   A Credit Cover Provider shall be a Bank which must:

8.  hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and 

either, 

9. be a Clearing Bank in either Ireland or the United Kingdom:

a. with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or
b. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a  Balance Sheet Net Asset Value of not less than €1,000 million, 

or

3. be an international bank that is authorised or approved by the relevant regulatory authority or is otherwise eligible to provide banking services in Ireland or the United Kingdom and complies with paragraphs 6.163.2.a or 6.163.2.b.

6.164 If a bank is a subsidiary that is not independently rated, then its parent company 
must guarantee the obligations of the subsidiary and either (i) have a long term 
debt rating of not less than A- (Standard & Poors) or A3 ( Moody’s 
Investors Service Inc.) or (ii) have a long term debt rating of not less than BB- 
(Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a 
Balance Sheet Net Asset Value of not less than €10,000 million.

6.168 The Market Operator shall, before accepting a Letter of Credit tendered by a 
Participant as a part of that Participant’s Posted Credit Cover, validate that Letter of 
Credit in accordance with Agreed Procedure 9 “Management of Credit Cover and 
Credit Default” to ensure compliance with paragraphs 6.162 to 6.164.

Glossary

Balance Sheet Net Asset Value

means have a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a
Bank Eligibility Requirements
means as defined in paragraph 6.163 and 6.164.



	Modification Proposal Justification

(Clearly state the reason for the Modification)

	In relation to 6.15 (2.a) and 6.163 (2.a), the debt ratings A (S&P) and A2 (Moody’s) represent the mid range value in their respective categories. We propose that the lowest range in these categories (A- & A3) are appropriate limits, as any entity with a rating in the A range is classified as a low credit risk and therefore should be considered suitable for credit purposes. We would also propose that, where there is more than one credit rating, the lowest credit rating should be used.

The current Code includes a “Total Balance Sheet Assets” test for a bank which, in our opinion, is not an appropriate assessment of a bank’s credit worthiness as it does not take into consideration balance sheet liabilities. As a result, we believe that this test does not provide the necessary comfort of financial stability and a more appropriate test is the level of Net Assets (which is defined as the sum of all current and long-term assets and liabilities as set out in the published accounts of the company) on the bank’s balance sheet. 

Due to the time lag associated with published financial statements, we believe it is essential to combine this Net Asset test with a minimum credit rating requirement as the main credit rating agencies provide the earliest indicator of a company in distress. As such, it is proposed that a Net Asset Value test should be combined with a credit rating assessment to account for cases where the credit rating is downgraded to unsatisfactory levels. In our opinion any rating below BB- (S&P) or Ba3 (Moody’s) is an indication of very high credit risk and therefore such entities would not be creditworthy not withstanding that they may satisfy a Net Asset Value test that may have become outdated.  



	Code Objectives Furthered

(State the Code Objectives the Proposal furthers, see Section 1.3 of T&SC for Code Objectives)

	This modification proposal furthers the second code objective:

“to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”

	Implication of not implementing the Modification Proposal

(State the possible outcomes should the Modification Proposal not be implemented)

	Leaving the long term debt rating at the middle value of the A range excludes banks that are rated at the lower limit of the A range and that are considered a low credit risk from qualifying under this test.

Under the current Code, a bank could satisfy the creditworthiness test by having assets in excess of €1,000 million but be in distress because its liabilities greatly exceed its assets. This creates a risk for all market participants where it relates to the SEM Bank and to Generator participants in the case of providers of credit cover (which is largely provided by Suppliers).  

The existing test would not provide an early indication of a company going into distress and Code objective 2 would not be realised. 

It should be noted that the main credit rating agencies significantly downgraded the Icelandic banks a few weeks before they collapsed.


	Working Group

(State if Working Group considered necessary to develop proposal)
	Impacts

(Indicate the impacts on systems, resources, processes and/or procedures)


	Not required.
	No impact on systems

	Please return this form to Secretariat by email to modifications@sem-o.com


Appendix 3: alternative Modification proposal (BGE)
Mod_16_11_v3 Credit Worthiness Test for SEM Bank and Credit Cover Provider banksProposer – Bord Gáis
	MODIFICATION PROPOSAL FORM


	Proposer

(Company)
	Date of receipt

(assigned by Secretariat)
	Type of Proposal

(delete as appropriate)
	Modification Proposal ID
(assigned by Secretariat)

	Bord Gáis Energy
	17th January 2012
	Standard 


	Mod_16_11_V3

	Contact Details for Modification Proposal Originator

	Name
	Telephone number
	Email address

	Julie-Anne Hannon
	00353 1 2335302
	jhannon@bordgais.ie

	Modification Proposal Title

	Credit  Worthiness Test for the SEM Bank and Credit Cover Provider banks

	Documents affected

(delete as appropriate)
	Section(s) Affected
	Version number of T&SC or AP used in Drafting

	T&SC
	Section 6, Glossary
	10

	Explanation of Proposed Change

(mandatory by originator)

	This proposal is made further to discussions during T&SC working groups specifically established to discuss the original Mod_16_11 proposal.  The working groups could not reach agreement on preferred wording therefore there are now two alternative modifications for consideration by the Modifications Committee. This proposed modification will allow for the required level of changes to facilitate continued confidence in the SEM while ensuring the burden of compliance does not impede competition in the SEM.

	Legal Drafting Change
(Clearly show proposed code change using tracked changes, if proposer fails to identify changes, please indicate best estimate of potential changes)

	T&SC Section 6

6.15  
  The SEM Bank shall be a bank which must:

10. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and

either:

11. be a Clearing Bank in either  Ireland or the United Kingdom with:

a. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or
b.  a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million;
or:
12. be an international bank that is approved by the relevant regulatory authority to provide banking services in Ireland or the United Kingdom and complies with paragraphs 6.15.2.a or 6.15.2.b.

and:
13. have branches in Ireland and the United Kingdom.

6.16 The Market Operator shall establish and operate in accordance with the Code:

14.  a euro SEM Trading Clearing Account at a branch of the SEM Bank in Ireland; and

15. a pounds sterling SEM Trading Clearing Account at a branch of the SEM Bank in the United Kingdom, 

to and from which all Trading Payments calculated in accordance with the Code are to be made.

Each SEM Trading Clearing Account shall be an interest bearing account.
6.17 The Market Operator shall establish and operate in accordance with the Code:

16. a euro SEM Capacity Clearing Account at a branch of the SEM Bank in Ireland; and

          2.    a pounds sterling SEM Capacity Clearing Account at a branch of the SEM Bank in 

    the United Kingdom, 
to and from which all Capacity Payments calculated in accordance with the Code are to be made.
                 Each SEM Capacity Clearing Account shall be an interest bearing account.

6.163 A Credit Cover Provider shall be a Bank which must:

17. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be  authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and 
either, 

2. be a Clearing Bank in either Ireland or the United Kingdom:

a. with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or

b. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc. ) and have a Total Balance Sheet Net Asset Value of not less than €1,000 million; or
c.   that is holder of a participating institution certificate under the Credit Institutions (Eligible Liabilities Guarantee) Scheme 2009 provided by the government of Ireland (or any successor to or replacement of this scheme) or any equivalent to the scheme provided by the government of the United Kingdom;

                  or

3.  be an international bank that is authorised or approved by the relevant regulatory authority or is otherwise eligible to provide banking services in Ireland or the United Kingdom   and complies with paragraphs 6.163.2.a or  6.163.2.b.
6.164If a bank is a subsidiary that is not independently rated, then its parent company must guarantee the obligations of the subsidiary and either (i) have a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.) or (ii) have a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €10,000 million.

6.168 The Market Operator shall, before accepting a Letter of Credit tendered by a Participant as a part of that Participant’s Posted Credit Cover, validate that Letter of Credit in accordance with Agreed Procedure 9 “Management of Credit Cover and Credit Default” to ensure compliance with paragraphs 6.162 to 6.164.
Glossary

Balance Sheet Net Asset Value

Bank Eligibility Requirements 
means the sum of a company’s assets net of all their liabilities as set out in the published accounts of the company.

means as defined in paragraph 6.163 and 6.164


	Modification Proposal Justification

(Clearly state the reason for the Modification)

	Prior to this Modification proposal, two working groups were held to deal with this issue pursuant to Modification _16_11.   The working groups met in September and December 2011 where a number of issues were discussed and settled. One issue however was the inclusion of a clause to allow for state guaranteed banks to be eligible to act as the SEM Bank and the Credit Cover Provider (CCP) bank under sections 6.15 and 6.163 of the T&SC. 

The Working Group agreed that the state guarantee scheme should be deleted from the SEM Bank eligibility requirement due to the fundamental risk exposure to the SEM and its participants that would be caused by the failure of the SEM Bank. In relation to the CCP bank however, the general consensus at the second Working Group meeting was that the market and its participants were not exposed to the same level of risk if a CCP bank was to fail. On this basis, it was generally felt that a more proportionate approach with respect to the requirements of the CCP bank could be facilitated.

As per the Working Group 1 report, all participants are in favour of a properly collateralised SEM. However, it must be noted that the failure of a CCP bank would not impact on the overall risk in the SEM to the same extent as a failure of the SEM Bank would. In this regard, and in the interests of competition, Bord Gáis Energy is of the view that a proportionate and reasonable approach should be taken to this issue. Bord Gáis Energy therefore believes that Irish banks that are included in the Credit Institution Scheme (or ‘state guaranteed scheme’), should be eligible to provide credit cover in the SEM. Failure to do so would be overly restrictive and could harm competition in the SEM.
This is a particular concern for smaller participants in the SEM whose ability to continue participation in the market must be taken into account. If they have limited access to local banks for credit cover requirements, this may act as a barrier to entry and/or cause them to exit the market to the detriment of competition. Consideration must also be given to the direction that was placed on the Chair of the Modifications Committee to monitor the T&SC for any barriers to demand side participation or which have negative impacts for such units in the SEM. 

Limiting the banks eligible to act as CCP banks, may limit the opportunity of demand side units and smaller market players to participate in the SEM. On that basis, providing for banks that are covered by state guarantee schemes in Ireland and the UK should act as a sufficient compromise between minimising risk exposure in the SEM while also facilitating competition in all jurisdictions. Although letters of credit are not specifically covered under the designated state guarantee schemes, the protection offered should provide the necessary confidence to market participants that the bank is sufficiently stable to meet the lesser demands on a CCP bank as compared to a SEM Bank.

	Code Objectives Furthered

(State the Code Objectives the Proposal furthers, see Section 1.3 of T&SC for Code Objectives)

	The credit risk exposure of the SEM Bank is different to that of the Credit Cover Provider (CCP) banks in the SEM. On that basis, it is reasonable to apply different and proportionate criteria for each. Without the added provision of section 6.163.2.c above, Irish banks will essentially be precluded from offering credit provision services to participants in the SEM. Limiting access to Irish based banks that are covered by state guarantee schemes, discriminates against those participants relying on such banks for credit cover. Such discrimination increases finance costs which would incidentally increase consumer costs, contrary to consumer interests in the SEM. 
Allowing state guaranteed banks to act as CCP banks facilitates the participation of smaller participants (suppliers, generators, demand side units etc) who do not have access to international banking services, which in turn allows for enhanced competition. Allowing more banks to provide such banking services enhances competition in the SEM and does not undermine or jeopardise the risk exposure of the SEM.  

This modification proposal thus furthers the second, third, fourth, sixth and seventh code objectives (Section 1.3 of the T&SC):

2. “to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”; 

3. “to facilitate the participation of electricity undertakings engaged in the generation, supply or sale of electricity…”;

4. “to promote competition in the single electricity wholesale market on the island of Ireland”;

6. “to ensure no undue discrimination between persons who are parties to the Code”; and

7. “to promote the short-term and long-term interests of consumers of electricity on the island of Ireland with respect to price, quality, reliability, and security of supply of electricity”.


	Implication of not implementing the Modification Proposal

(State the possible outcomes should the Modification Proposal not be implemented)

	As discussed in greater detail in the previous sections, the implications of not implementing this modification is that it will restrict competition and in so doing conflict with the SEM’s stated objectives:

2. “to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner”; 

3. “to facilitate the participation of electricity undertakings engaged in the generation, supply or sale of electricity…”;

4. “to promote competition in the single electricity wholesale market on the island of Ireland”;

6. “to ensure no undue discrimination between persons who are parties to the Code”; and

7. “to promote the short-term and long-term interests of consumers of electricity on the island of Ireland with respect to price, quality, reliability, and security of supply of electricity”.



	Working Group

(State if Working Group considered necessary to develop proposal)
	Impacts

(Indicate the impacts on systems, resources, processes and/or procedures)


	Proposal has been considered at two distinct Working Groups hosted by SEMO in September and December 2011.
	The impact on systems and processes is minimal. 

	Please return this form to Secretariat by email to modifications@sem-o.com


Appendix 4 Committee Input to Scope of Issues
Views of Modification Committee in Advance of WG	Company
	Comments

	Bord Gáis
	Notwithstanding the cost implications it could have for market participants (who currently use Irish Banks for Credit Cover purposes) it could also have a number of wider market implications, namely:

· It could act as a barrier to entry/participation for new participants/smaller players who only have relationships with Irish banks, and

· It could mean that Irish banks would no longer be viable banking partners for participants in the SEM (currently, if an A rated credit rating was required and in future, if there is any further deterioration of the credit rating/balance sheets of Ireland’s “pillar banks”).

Recognising that the credit worthiness of participants in the SEM is crucial for the credibility of the market, BG Energy is nonetheless of the view that there are certain wider implications of the proposal as currently drafted.  To avoid any unintended consequences, BG Energy therefore believes that the issue of credit cover should be examined in greater detail with an opportunity for other options/provisions to be explored.

	NIE PPB
	PPB operates under a regulatory approved payment security policy (PSP) which determines the credit requirements for all its commercial agreements.  This policy is regularly reviewed to ensure its appropriateness while PPB is obligated to constantly monitor its counterparties to ensure compliance.  

Due to the significant downgrading of various Irish entities by credit rating agencies it became apparent that PPB’s policy, in its existing format, was no longer appropriate in the current economic climate.  Following robust internal discussions and analysis, it was determined that  an appropriate test should consist of a Net Asset Value test combined with a minimum credit rating requirement, which was subsequently approved by NIAUR.  Mod_16_11 reflects the amendment that has been made to PPB’s PSP and we were encouraged by NIAUR to submit this modification with a view to establishing an industry standard.    

At modifications meeting 36, questions were raised regarding the €1b and the €10b limits used in the Net Asset test proposed in the above Modification.  These were the limits stated in the relevant section of the T&SC in relation to a Balance Sheet Value test.  Having conducted financial analysis, our view was that these limits provided the necessary financial assurance required when applied on a Net Asset basis and were adopted in our PSP.  In our opinion it is essential that any such test is combined with a credit rating assessment due to the time lag in financial statements being published.  Questions were also raised at meeting 36 regarding an appropriate level for the upper and lower limit for the credit rating test.  Again following internal discussions it was determined that these limits were appropriate as any rating below the minimum proposed (i.e. “BB-“ by Standard & Poors or “Ba3” by Moody’s) indicates that the entity is subject to high credit risk.  If other participants are unhappy with these levels then we believe that it would be better that the RAs determine from all suggested options the appropriate levels rather than establishing a working group due to the subjective nature of determining such levels.

It is unclear whether the existing wording in 6.163 and 6.164 excludes unrated banks (e.g. Northern Bank in NI which is a subsidiary of Danske).  It is not the intention of this modification to exclude these banks and if a bank is unrated than the test should be applied to its parent company.  We would suggest that SEMO obtain legal advice to ensure that the correct legal wording is used so that parent companies of unrated banks are tested.

It would be useful if SEMO could advise what the purpose of clause 6.163.3 is as its purpose is unclear.

At meeting 36 the possibility of the Irish Government defaulting on its loan was raised.  We believe this to be outside the scope of this modification however it does highlight the need to regularly review this section of the T&SC to ensure that it remains fit for purpose following economic changes.

	NIE Energy Supply
	As you may be aware both PPB and ourselves are part of the same Group, which has one central Treasury Dept. Group Treasury consider a Net Asset Value test combined with a minimum credit rating requirement an appropriate test. It is my understanding that the limits proposed are consistent with previous values stated in the T&SC and Treasury consider that these limits provide the financial assurance required when applied on a Net Asset basis. With regard to the credit rating again Treasury felt any rating below “BB-“ by Standard & Poors or “Ba3” by Moody’s is a high credit risk.

I am conscious that there may be varying views from the different Participant Treasury Depts which may be difficult to resolve in a working group or through further meetings. Should collation of responses reflect a difference of opinion it may be necessary to ask the RAs to make a determination.


Appendix 5 Working Group Documentaion
Wording Circulated by SEMO Based on Views of WG1
T&SC Section 6

6.164  The SEM Bank shall be a bank which must:

c. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and
either:

d. be a Clearing Bank in either Ireland or the United Kingdom
:
e. with 
f. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or
g. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million; or
h. that is a participant in a qualifying Ireland or United Kingdom government guarantee scheme as approved by the Regulatory Authorities for the purposes of the Code.

or:
i. be an international bank that is approved by the relevant regulatory authority to provide banking services in Ireland or the United Kingdom with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.)

j. 
and:

k. have branches in Ireland and the United Kingdom.

6.16 The Market Operator shall establish and operate in accordance with the Code:

18. a euro SEM Trading Clearing Account at a branch of the SEM Bank in Ireland; and
19. a pounds sterling SEM Trading Clearing Account at a branch of the SEM Bank in the United Kingdom
,
to and from which all Trading Payments calculated in accordance with the Code are to be made.

Each SEM Trading Clearing Account shall be an interest bearing account.

6.17 The Market Operator shall establish and operate in accordance with the Code:

l. a euro SEM Capacity Clearing Account at a branch of the SEM Bank in Ireland; and
20. a pounds sterling SEM Capacity Clearing Account at a branch of the SEM Bank in the United Kingdom
,
to and from which all Capacity Payments calculated in accordance with the Code are to be made.

Each SEM Capacity Clearing Account shall be an interest bearing account.

6.18 A Credit Cover Provider shall be a Bank which must:

m. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and 
either, 

n. be a Clearing Bank in either Ireland or the United Kingdom
:
o. with 
a. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or

b. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million; or
c. that is a participant in a qualifying Ireland or United Kingdom government guarantee scheme as approved by the Regulatory Authorities for the purposes of the Code. 

or

3. be an international bank that is authorised or approved by the relevant regulatory authority or is otherwise eligible to provide banking services in Ireland or the United Kingdom with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.).

6.19 If a bank is a subsidiary, then its parent company must guarantee the obligations of the subsidiary and 
either (i) have a credit rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.) or (ii) have a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €10,000 million.
6.169 The Market Operator shall, before accepting a Letter of Credit tendered by a Participant as a part of that Participant’s Posted Credit Cover, validate that Letter of Credit in accordance with Agreed Procedure 9 “Management of Credit Cover and Credit Default” to ensure compliance with paragraphs 6.162 to 6.164.

Glossary
	Balance Sheet Net Asset Value
	means the sum of a company’s assets net of all their liabilities as set out in the published accounts of the company.

	Bank Eligibility Requirements
	means as defined in paragraph 6.163 and 6.164.



Participant Feedback to Wording Circulated by SEMO Post WG1	Participant feedback re alternative wording
	SEMO Responses

	Bord Gáis:
SEM bank, should the drafting be whether the bank needs to have a branch “in Ireland and the UK” or “in Ireland or the UK” to reflect discussions had at the workshop.
	By 6.16 and 6.17, SEMO are required to open accounts at a branch of the SEM bank in Ireland and Northern Ireland. The proposed wording includes extending the Northern Ireland provision to the UK; however, the requirement for both remains. This is facilitate the timely processing of Sterling and Euros amounts.

	Bord Gáis:
Government Guarantees as approved by the RAs. Is there a process for guarantee approval by the RAs in place or will a process need to be designed?
	Rather than specifying the exact guarantees in the Code (which may be quite lengthy), we have opted for this simpler version. As there may be a number of guarantees in place at any one time, it is would be for RAs to approve the applicable guarantees. If the wording is included in this form, it would be for the RAs to confirm the guarantees that are applicable. They may prefer that the exact guarantees are specified in the Code; however, we thought we would suggest this initially. 

	Bord Gáis:
In favour of a second Working Group
	Provisional WG2 date of 13 Dec 2011

	ESBI: 
Suggest that an additional sentence is added at the end of 6.163 2c:
c.  that is a participant in a qualifying Ireland or United Kingdom government guarantee scheme as approved by the Regulatory Authorities for the purposes of the Code. 
	By 6.16 and 6.17, SEMO are required to open accounts at a branch of the SEM bank in Ireland and Northern Ireland. The proposed wording includes extending the Northern Ireland provision to the UK; however, the requirement for both remains. This is facilitate the timely processing of Sterling and Euros amounts.

	PPB:
Further consideration necessary for clause 6.15 2. c. and clause 6.163  2. c.  A second Working Group may be necessary.
	Provisional WG2 date of 13 Dec 2011


Wording Circulated by SEMO Based on Views of WG2T&SC Section 6

6.165  The SEM Bank shall be a bank which must:

p. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and
either:

q. be a Clearing Bank in either Ireland or the United Kingdom
:
r. with 
s. a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or
t. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million;
or:
u. be an international bank that is approved by the relevant regulatory authority to provide banking services in Ireland or the United Kingdom with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.)

v. 
and:

w. have branches in Ireland and the United Kingdom.

6.20 The Market Operator shall establish and operate in accordance with the Code:

21. a euro SEM Trading Clearing Account at a branch of the SEM Bank in Ireland; and
22. a pounds sterling SEM Trading Clearing Account at a branch of the SEM Bank in the United Kingdom
,
to and from which all Trading Payments calculated in accordance with the Code are to be made.

Each SEM Trading Clearing Account shall be an interest bearing account.

6.21 The Market Operator shall establish and operate in accordance with the Code:

x. a euro SEM Capacity Clearing Account at a branch of the SEM Bank in Ireland; and
23. a pounds sterling SEM Capacity Clearing Account at a branch of the SEM Bank in the United Kingdom
,
to and from which all Capacity Payments calculated in accordance with the Code are to be made.

Each SEM Capacity Clearing Account shall be an interest bearing account.

6.22 A Credit Cover Provider shall be a Bank which must:

y. hold a Banking Licence in Ireland under Section 9 of the Central Bank Act 1971 (Ireland) or be authorised by the Financial Services Authority to take deposits, under the Banking Act 1987 (Northern Ireland) or be otherwise authorised to provide banking services in Ireland or the United Kingdom; and 
either, 

z. be a Clearing Bank in either Ireland or the United Kingdom
:
aa. 
d. with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.); or

e. with a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €1,000 million; or
f. that is holder of a participating institution certificate under the Credit Institutions (Eligible Liabilities Guarantee) Scheme 2009 provided by the government of Ireland (or any successor to or replacement of this scheme) or any equivalent to the scheme provided by the government of the United Kingdom.

or

3. be an international bank that is authorised or approved by the relevant regulatory authority or is otherwise eligible to provide banking services in Ireland or the United Kingdom with a long term debt rating of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.).

6.23 If a bank is a subsidiary that is not independently rated
, then its parent company must guarantee the obligations of the subsidiary and 
either (i) have a long term debt rating 
of not less than A- (Standard & Poors) or A3 (Moody’s Investors Service Inc.) or (ii) have a long term debt rating of not less than BB- (Standard & Poors) or Ba3 (Moody’s Investors Service Inc.) and have a Balance Sheet Net Asset Value of not less than €10,000 million.
6.170 The Market Operator shall, before accepting a Letter of Credit tendered by a Participant as a part of that Participant’s Posted Credit Cover, validate that Letter of Credit in accordance with Agreed Procedure 9 “Management of Credit Cover and Credit Default” to ensure compliance with paragraphs 6.162 to 6.164.

Glossary
	Balance Sheet Net Asset Value
	means the sum of a company’s assets net of all their liabilities as set out in the published accounts of the company.

	Bank Eligibility Requirements
	means as defined in paragraph 6.163 and 6.164.



� It was agreed that the Vice Chair would act as Chair for the meeting as the normal Chair was delayed.





�This allows Clearing Banks in the UK not just NI to qualify.


�The Working Group indicated that the changes to b) would be acceptable if there was also a provision for Government Guarantees. As there may be more than one guarantee in place at any time, rather than specifying any particular guarantee in the Code, it is left to the RAs to approve the applicability of any guarantee for the purposes of the SEM. 


�This provision extends the criteria to authorised banks operating in Ireland and the UK. As this is likely to increase the number of eligible banks considerably, the addition of a requirement that they be A rated is included to ensure only strong international banks qualify.


�This is required for 6.16 and 6.17; however, it extends to the whole of the UK and Ireland. Regarding physical location and LOCs, a requirement of any SEM Bank is that SEMO be able to present signed Beneficiary Statements to draw on LOCs in both Dublin and Belfast. This may not mean that they have to have a branch in these locations. 


Broadens criteria to �allow accounts to be established in a UK branch.


�Broadens criteria to �allow accounts to be established in a UK branch.


�This allows Clearing Banks in the UK not just NI to qualify.


�Same comment as for the SEM Bank. It should be noted that LOCs are not covered by the current Irish Government Guarantee. This was noted at the Working Group. It was felt that, while this may be true, a Government Guarantee gives greater  confidence  in the institution than were it not in place. 


�Same comment as for the SEM Bank. The addition of the A rating is important here as there is no longer a requirement to have a branch  in Ireland or the UK.


�This is included following comments at the Working Group that unless a subsidiary is guaranteed by its parent, the strength of the parent is less relevant. 


�This change is included to ensure that the paragraphs in relation to the subsidiaries is included.


�Includes requirements for subsidiaries.


�This allows Clearing Banks in the UK not just NI to qualify.


�This provision extends the criteria authorised banks operating in Ireland and the UK. As this is likely to increase the number of eligible banks considerably, the addition of a requirement that they be A rated is included to ensure only strong international banks qualify.


�This is required for 6.16 and 6.17; however, it extends to the whole of the UK and Ireland. Regarding physical location and LOCs, a requirement of any SEM Bank is that SEMO be able to present signed Beneficiary Statements to draw on LOCs in both Dublin and Belfast. They may not mean that they have to have a branch in these locations. 


Broadens criteria to �allow accounts to be established in a UK branch.


�Broadens criteria to �allow accounts to be established in a UK branch.


�This allows Clearing Banks in the UK not just NI to qualify.


�This paragraph is included following discussions at Working Group II where it was felt that it was necessary to make specific reference to the actual scheme but also to allow for changes to the name of the scheme, which may arise from time to time. Any equivalent to the scheme in the UK is also included. 


�Same comment as for the SEM Bank. The addition of the A rating is important here as there is no longer a requirement to have a branch  in Ireland or the UK.


�Clause added following WG2 to cover banks which are not independently rated.. 


�This is included following comments at the Working Group that unless a subsidiary is guaranteed by its parent, the strength parent is less relevant. 


�This change just reflects the more specific language that is used elsewhere in relation to ratings.


�This change is included to ensure that the paragraphs in relation to the subsidiaries is included.


�Includes requirements for subsidiaries.





2

