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T&SC Modifications Committee

Final Recommendation Report (FRR)
Mod_58_08:
Using Excess Cash Collateral to Make Payments
Version 1.0
27th Jan 2009

1. Background
This Modification Proposal was raised by SEMO on 15th September 2008 and presented at Meeting No: 16, on 30 September 2008. It was Recommended for Approval by unanimous vote at this Meeting.

2. Purpose of Proposed Modification
This Modification seeks to alleviate the concerns that Participants are having regarding payment of invoices in the SEM. The modification provides a means for Participants to use Excess Cash Collateral in exceptional circumstances to make payment on outstanding invoices.
2a. Justification for Modification (from Original Modification Proposal Form)
Participants have raised two concerns regarding payment of invoices in the SEM.

1. The cost of transactions relative to the payment value

2. Apparent delays in bank processing of small payment amounts

This modification seeks to alleviate these concerns. The modification provides a means for Participants to use Excess Cash Collateral in exceptional circumstances to make payment on outstanding invoices. This will have the effect of:

1. reduce the cost of transactions as internal transfers between SEM bank accounts (cash collateral reserve account and market accounts) are free of bank charges. 

2. remove the uncertainty of small payment amounts as internal transfers within the SEM bank are instantaneous once initiated.

The modification should not be considered a replacement for the normal payment process which will continue to operate as the preferred method of payment, as outlined in section 2.5 of Agreed Procedure 17. 
The proposal would further the Code objective (1.3.2) of facilitating efficient and economic operation and administration of the SEM.

Assuming a maximum of two Excess Cash Collateral requests per invoicing run, this modification would lead to a small increase in MO workload. This workload could be accommodated under current MO resource levels. However, should the number of requests to use Excess Cash Collateral be greater than two per invoice run then MO resource levels will need to be increased. 

This modification would allow Participants to continue making direct payment for each invoice issued in the market if they so wished, but would allow an additional option for Participants who wish to reduce the transaction costs associated with making invoice payments.

Supporting Details for Justification

Costs of Making Payments

Due to the strict payments terms of 3 working days for Trading and Capacity Invoices, Participants generally need to use Same Day Payments/CHAPS money transfer to ensure they meet payment deadlines. These money transfers typically incur a cost of € 25 per transaction. This cost of transaction is purely bank driven and does not even account for the internal costs to the Participant of processing each payment which may be considerably more.

This leads to a situation of inefficiencies in the SEM as it costs more for the Market Participant to process the payment than the value of the payment itself.

Based on analysis the following table provides statistics on the proportion of invoices issued under a given value. For simplicity sterling amounts have not been converted, hence assumed exchange rate is 1:1.
	Given Value
	< € 1 
	< € 25
	< € 100
	< € 1000
	All Values

	% Invoices below value
	2%
	7%
	18%
	33%
	100%

	Invoices above value
	1793
	1710
	1501
	1225
	0

	Invoices below value
	43
	126
	335
	611
	2113

	Invoice Number Total
	1836
	1836
	1836
	1836
	2113

	Invoice Total Value
	 € 16
	 € 926
	 € 14,111
	 € 120,459
	 € 662,301,114

	Estimated Banking Charges to Transact
	 € 1,075
	 € 3,150
	 € 8,375
	 € 15,275
	 € 45,900

	% of Invoice Value to Transact Cost
	6879%
	340%
	59%
	13%
	0%


Table 1: Statistics on Invoices

The table indicates that 7% of all invoices are for less value than the typical cost of the transaction. If a Participant was able to make payment from their excess cash collateral the cost per invoice payment could be reduced as internal SEM bank transfers are free of charges. This percentage of small value invoices is likely to increase with the introduction of M+13 resettlement which is yet to occur in the SEM, but it is anticipated will generate more small value resettlement invoices.

Requests to Use Excess Cash Collateral for Invoice Payment
The MO would require Participants to give written instruction to use funds from their cash collateral account to make payment of an outstanding Invoice. It is envisaged that given the money is not being refunded, but is going only to pay a debt outstanding for the given Participant, that this instruction could be in the form of an email to the MO funds transfer mailbox. 

Check of Credit Cover before Processing a Payment

The modification proposes that Participants can use their Excess Cash Collateral to make payment on outstanding invoices.

It is, however, prudent for credit risk mitigation purposes to ensure that any payment using cash collateral will not cause the Participant to have posted credit cover below their required credit cover and cause a credit increase notice. 

In order to ensure that a payment from a Participant's cash collateral account will not cause them to have a credit cover breach, the MO will check the last credit cover report of the Participant.

It is envisaged that if the check is found to be ok, that the transfer would occur by the end of the next working day after the receipt of the payment request.

If the payment will cause a credit cover breach then the request to a make payment from the cash collateral account will not be actioned. The Participant would be informed of this by return email. 

Note: the modification will not change the Participants obligations to make payment by the due date and time as defined in the Code. If it is found that excess cash collateral funds are not sufficient to settle the invoice then it will be the Participants obligation to ensure the invoice is paid on time using normal payment methods.

Benefits of this Modification
The key benefits of this Modification are:

1. reduce the cost of transactions 

2. remove the uncertainty of small payment amounts being delayed

As the proposal incorporates the use of cash collateral accounts the following benefits are also achieved:

· the funds can be used to offset credit cover requirements if credit requirements increase

· the cash collateral account is an interest bearing account and interest is payable to the Participant

· there are no account setup or maintenance costs for the Participant

· using cash collateral accounts avoids the need for the MO to manage additional bank accounts

In addition to the obvious benefit to Participants of having this facility, there are less obvious benefits to SEM creditors. If this modification is not in place and a Participant defaults on their payment, cash or letter of credit will be drawn on to meet the shortfall to SEM creditors. In doing so the defaulting Participant will probably need to top up their credit cover, but as they will have 2 working days to comply with the credit cover increase notice the market will be less collateralised for these 2 working days. By having this modification in place Participants will have the option to post additional funds that they can draw on for outstanding payment. In doing so the likelihood of them defaulting, and therefore their credit cover falling below the required level is reduced. 

2b. Impact of not implementing a solution
If the current situation is maintained the market will be operating in an inefficient manner.  

Time and costs will be incurred by Participants making payments that could otherwise be avoided.

There will be a continuing risk of payment default with small value payments and SEM Creditors will be exposed to a slightly less collateralised market when defaults occur.

These outcomes are likely to be further exacerbated with the introduction of M+13 resettlement.

3. Development Process
The Modification was proposed by SEMO on September 15th 2008. It proposes a change to Section 6 in the T&SC, AP17 and AP9. 
4. Assessment of Alternatives

Summary of Rejected Alternatives
· Using Market Accounts for Credit Balances

An alternative solution was considered to allow Participants to make additional payments into the market accounts and effectively have a open credit balance on their accounts with the MO. 

This alternative suggestion has the following issues:

· money is not generally transferred between market accounts, therefore Participants would need to have open balances for each of the Trading, Capacity and Market Operator Charge accounts

· The MO financial systems have not been designed to accommodate open balances on Participant accounts. The amount of work required by the MO to accurately record open balances is excessive.

· The market Trading and Capacity accounts are supposed to be cleared down on a regular basis to reimburse the MO parent companies for capital that has been provided for cyclical shortfalls in receipts and payments. Having additional open balances would complicate this situation and make auditing of accounts far more difficult.

· Based on these issues and the benefits of using cash collateral accounts over market accounts the suggestion is to allow Participants to have open balances on the market accounts was rejected. 

· Maximum Payment Limit € 25

The initial proposal, prior to discussions with Participants, was to have the maximum amount that could be requested for payment from the cash collateral account to be limited to small invoice amounts. i.e. less than € 25.  However, feedback from some Participants (particularly Generators) indicated that they would prefer there to be no upper limit (as long as the cash collateral used was in excess of the latest credit cover requirement). This is because, particularly with Generators, there have been instances where they have had difficulty making resettlement payments as these are not normal occurrences for them in the SEM. The Participants would like to be able to post an amount of excess collateral that could be used in instances where they have difficulties completing resettlement payments within the requested timeframes. 

Rather than trying to set a maximum limit, which may not suit all Participants trade volumes, the use of a limit of € 25 was rejected and the proposal to allow any amount above the credit cover requirement pursued.
5. Consultation

This Modification was not subject to a consultation.
6. Implementation Timescale, Costs and Resources
The proposed Implementation date is on the second Working Day after the day on which the RA Decision is made. It is proposed that this Modification is made on a Settlement Day basis.
Impact on SEMO Market Operations and Market Systems

Assuming a maximum of two requests per invoicing run, this modification would lead to a small increase in MO workload to accept and initiate the internal transfers, but the cost and time savings to Participants would be seen as more beneficial than the increase in MO workload. This should be able to be accommodated under current MO resource levels. However, should the number of requests to use Excess Cash Collateral be greater than two per invoice run then MO resource levels will need to be increased. 

There are no perceived system changes required to implement this modification. All changes are procedural and Code related.
7. Impact on Code Objectives
This Modification aims to facilitate the achievement of the following objectives:
“to facilitate the efficient, economic and coordinated operation, administration and development of the Single Electricity Market in a financially secure manner;” and to
“to provide transparency in the operation of the Single Electricity Market;” 

8. Impact on other Codes/Documents


There are no impacts on other Codes/Documents
9. Modifications Committee views

This Modification was discussed at Meeting 16 of the Modifications Committee on Sep 30th 2008. 
· An explanation of the proposal was given by Market Operator Member

· There are no system changes but resources are required by the MO
· The term ‘Excess Cash Collateral’ should be defined in the Glossary
· An invoicing query was raised by a Committee Member

This Modification was voted on subject to an email reference to be added in the operational procedures of the MPI and subject to a clarification on who has authority to send the emails.

This Modification was ‘Recommended for Approval’ by the Modifications Committee Unanimously with a vote as follows:

T Gill, S Walsh, M Hayden, M Walsh, W Steele, E Chukwureh


Please see Section 6 for Implementation timescale.

10. Proposed Legal Drafting

[Change-marked drafting for the relevant parts of the Code for the proposal that the Committee is recommending i.e. not necessarily that originally proposed]
No change from Original Proposal
11.  Legal review
Legal Review advised a numbering error in proposal where paragraph 6.35 was numbered 1.1 – this has been corrected.
In addition paragraph 2.73 was tracked changed correctly as the whole paragraph had been highlighted in red incorrectly.

Appendix 1 – Original Proposal
Please see Attachment 1
Appendix 2 – Alternative & Combined Proposals

N/A
Appendix 3 – Working Group Report
N/A
Appendix 4 - Impact Assessments
N/A
Appendix 5 - Consultation Responses 
N/A
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