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I.BACKground
Mod_16_11 Credit Worthiness Test for the SEM Bank and Credit Cover Provider banks was raised at Modifications Committee Meeting 36 which was held on 09 June 2011.  At the Meeting, the proposal was deferred with an action placed on Participants to submit their views of the scope of issues related to the Modification Proposal. Responses were received from three Participants NIE ES, NIE Energy PPB and BGE. An action was also placed on SEMO to seek financial advice on the proposed changes.  At Meeting 37, the Committee agreed that a Working Group would be convened for 15 September 2011. 
The Terms of Reference were agreed at the beginning of the Meeting. Supplier Member queried as to whether the scope of the Working Group would be broadened to include Mod_23_11 Additional clause for Standard Letter of Credit, and Mod_29_11 Revision of Standard Letter of Credit Template. The Chair advised that, his understanding from Meeting 37 was that as these two Modification Proposals are at an advanced stage of development, it was not necessary for them to be included in the discussion regarding Credit Eligibility Requirements.
II.summary
At the Meeting extensive discussion arose regarding the following topics:

· SEM Bank and the implications of this proposal 
· Letters of Credit (LOCs)
· Credit ratings, 
· Subsidiary guarantees
· Net asset test

· Jurisdictional branch requirement

The following actions were recorded: 
· SEMO to inform Market Participants if there would be any operational issues if the code requirement that either the SEM bank or Credit Cover Provider bank must have a branch in either Jurisdiction was removed.

· SEMO to ensure the proposed wording meets the operational needs of the SEM Bank in line with the timing of the upcoming tendering process.
· SEMO to co-ordinate circulation of alternative wording to the Working Group Participants, based on discussions at the Working Group.
· Working Group Participants to review the suggested wording and provide feedback.
· NIE Energy PPB to consider submitting alternative version of the proposal. 

III.presentation, discussion, and key issues
NIE Energy PPB Treasury representative provided a brief recap of Mod_16_11 Credit Worthiness Test for SEM Bank and Credit Cover Provider banks, and maintained that NIE Energy PPB’s view remains the same as to that which was initially presented at Meeting 36. The representative advised that the rules that were written in 2007 are no longer pertinent to the current financial climate.  The representative also stated that the Gross Asset Test is a test of size, not of Credit Worthiness, and advised that the Net Asset Test is currently standard practice, concluding that the focus needs to be on Banks and Credit Worthiness. 
SEMO Finance representative presented slides on Credit Requirement Eligibility covering the following:

· Impact of proposal on banking in the SEM

· Current status of the SEM bank

· Credit Cover in the SEM

The Chair sought the opinions of the Participant Companies present at the Working Group. SSE representative confirmed SSE’s support for the Net Asset test as opposed to the  Gross Asset test, however further stated that given the current financial environment, SSE are not in favour of lowering ratings and are unclear as to why NIE Energy PPB are in favour of  downgrading the rating when such financial turbulence exists.  SSE further stated that many European and International Banks that could offer LOCs are being precluded, as in accordance with Section 6.15.3 of the Code, they must have a branch in the jurisdiction of either Dublin or Belfast.
Bord Gáis representative stated that all Participants are in favour of a properly collateralised SEM however the implications of possibly precluding some banks need to be considered. Bord Gáis representative further stated that BGE are not in favour of introducing a Credit Rating floor in addition to a Net Asset Test, further stating that the T&SC provides that banks must have a branch NI or ROI, and that this proposal has implications for cost of credit and barriers to entry. 
ESB queried as to why Credit Cover is necessary and as to what it covers? SEMO Finance representative clarified that Credit Cover is in place to protect the market if a Participant fails to pay so that the cash is available to make payments to participants the following day.. The Chair advised that it is important for Participants to have confidence in the market. The Chair stated that there seemed to be general agreement with regard to the Net Asset test, querying whether Participants deemed it necessary to include the additional Credit Rating test?

SSE reiterated their concerns with downgrading to BB-, advising that new Participants would also be concerned regarding any further downgrading. 
Bord Gáis questioned why the original provisions allowed for either options i.e a rating or a balance sheet test. Eirgrid Treasury advised that this test is often found in arrangements of this nature in Ireland.
SEM Bank Discussion

NIE Energy PPB Treasury representative advised that LOC are a secondary risk, seeing cash in the SEM Bank as the primary risk. The Chair asked if the discussion could focus initially on the SEM Bank component of the Modification Proposal and questioned if the SEM bank rating was to equal B, would that be acceptable to Participants? SSE advised that the SEM bank rating should be included in the proposal as Participants need to know they can rely on the bank’s stability. 
NIE Energy PPB Treasury representative advised that the SEM NI bank is not rated. SEMO Finance representative advised that the bank is a subsidiary of Danske Bank which has an A rating. A question was asked regarding subsidiaries and whether the parent bank should have to guarantee their subsidiary? NIE Energy PPB Treasury representative stated that not all banks may be able to guarantee their subsidiaries.
NIE ES queried as to the number of banks that went to tender at the start of the market? SEMO Finance representative advised that few banks could meet the banking arrangements. In addition to the Code requirements, there are many factors that need to be considered  when determining a SEM bank. For example,  the ability to meet the timelines specified in the code, and ensure that the cash is available in the currencies required for payments
SSE reiterated their concern for the necessity of having a branch in Dublin and Belfast and how it precludes other European and international banks.  Bord Gáis representative queried as to why the Code is so specific, stating that if the bank meets the relevant criteria, the need for jurisdictional branches should be made obsolete.
The Chair listed the following as the most pertinent issues related to this Modification Proposal:
· Net asset Test
· The inclusion of a Rating with the Net Asset Test
· Jurisdictional Branch requirement
The Chair queried as to whether it should be a requirement to include a rating for the SEM Bank. SSE expressed the view that if a requirement for a rating is introduced, there should be a provision to include foreign banks.
ESB advised that they would be in favour of a rating requirement or applicable guarantee and a net Asset test, as this would accommodate the Irish banks while they are guaranteed.  SSE reiterated that the rating should be higher than BB-.EirGrid Treasury adviser agreed with the suggestions of a rating in addition to a Net Asset test, the inclusion of any applicable guarantee and  supported the inclusion of a clause to accommodate a subsidiary bank with a parent bank rating. Bord Gáis advised that changing banks may be very disruptive for Participants. SSE advised that they accept the Government guarantee requirement and feel that the subsidiary guarantee is the most important aspect. It was decided that SEMO would circulate alternative wording for the proposal including the available options to Participants discussed above. Working Group participants agreed to review the wording and submit comments prior to NIE Energy PPB resubmitting an alternative version of the proposal. Airtricity  representative commented that it may be useful to discuss the pros and cons of each eligibility condition taking into account broader developments such as Markets in Financial Instruments Directive (MiFID). SEMO representative  advised that it is favourable to address the intention of the proposal as a priority in line with the scope of the Working Group . If it is felt that broader issues need to be discussed this can be raised with the Modifications Committee.
Letter of Credit Providers Discussion

The Chair queried as to whether a rating should be included for the LOC provider? Bord Gáis advised that the risk profile for the SEM Bank is far greater than that of the security providers. NIE Energy PPB Treasury representative queried as to whether the LOCs are guaranteed by the Government? EirGrid Treasury Adviser advised that the Government guarantee covers mainly cash or bonds, thus it may not extend to LOCs. NIE Energy PPB Treasury representative stated that on the basis that the LOCs are not covered by the Government guarantee, they remain with their original position. ESB made the point that while the Guarantee may not cover the Letters of Credit explicitly, the nature of the guarantee provided a much greater level of confidence in the institutions themselves and was therefore applicable in this case also.

SSE advised that their view on removing the requirement for a jurisdictional requirement was stronger for LOC Banks than for the SEM Bank.

SEMO representative expressed concern that none of the smaller Participants were present at the Working Group and that is imperative to ensure that whatever provisions are implemented, that access to credit cover for smaller Participants in the SEM is maintained. 
Final views

There was a general consensus reached by the group that the following should be added to the existing Modification Proposal and further considered by the Working Group participants: 

· 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.

IV.recommendations and action items
· SEMO to inform Market Participants if there would be any operational issues if the code requirement that either the SEM bank or Credit Cover Provider bank must have a branch in either Jurisdiction was removed.

· SEMO to ensure the proposed wording meets the operational needs of the SEM Bank in line with the timing of the upcoming tendering process.
· SEMO to co-ordinate circulation of alternative wording to the Working Group Participants, based on discussions at the Working Group..

· Working Group Participants to review the suggested wording and provide feedback.

· NIE Energy PPB to consider submitting the alternative version of the proposal.
V.Appendices

I. Appendix 1 – Modification Proposal	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
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Modifications Committee 

Working Group Meeting
Meeting ID: 
WG1_16_11 Credit Requirement Eligibility
Venue:
Clarion, IFSC, Dublin 1

Date:

15 September 2011
	Item
	Title
	Timing / Presenter

	i. 
	Tea/Coffee/Pastries on arrival
	9.45am

	I. 	Introduction 	10.15am
	ii. 
	Notification of Chair
	Secretariat

	iii. 
	Agreement on Terms of Reference
	Secretariat

	II. 	Modification Proposal	10.45am
	i. 
	Recap of Mod_16_11Credit Worthiness Test for SEM Bank and Credit Cover Provider banks
	NIE PPB

	ii. 
	Summary of Current Banking Arrangements and Credit Cover in SEM
	SEMO 

	iii. 
	Individual Participant views
	Committee Members/Alternates

	iv. 
	Discussion
	All

	III. 	Decisions	1.30pm
	i. 
	Agreed actions & next steps
	Chair & Secretariat

	ii. 
	Recommendation to Modifications Committee
	Chair & Secretariat

	IV. 	Close/Lunch	2.00pm

SUMMARY OF MEETING ARRANGEMENTS
The Working Group meeting will begin promptly at 10.15am. Meeting end times are estimated and subject to change depending on the level of detail required. Participants are welcome to attend and participate at the meeting provided sufficient notice is issued to the Secretariat. Full information of developments including Agenda, Modification Proposals, Working Group Reports and related materials are available for download from the SEMO website under the relevant Modification Proposal ID. Additional information is available from the Secretariat at modifications@sem-o.com or by phone at +353 (1)2370278 / +353(1) 2370296.   
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Terms of Reference: Credit Requirement Eligibility

1 INTRODUCTION

A Modification Proposal Mod_16_11 Credit Worthiness Test for the SEM Bank and Credit Cover Provider banks was presented by NIE PPB at Meeting 36 of the Modifications Committee on 09 June 2011. The proposal sought a revised debt rating for SEM Bank and Provider. 

The Committee agreed at the Meeting that further consideration regarding the scope of issues associated with the proposal be pursued and feedback circulated via the Secretariat in advance of Meeting 37. Three responses were received and the Modifications Committee requested at Meeting 37 on 09 August 2011 that a Working Group be established to review the Modification Proposal. It was agreed by the Committee that it is important that the Working Group be attended by Market Participants’ finance representatives  to ensure an informed discussion.

2 Objectives

The objectives of the Credit Requirement Eligibility Modification Working Group are to: 

a) provide an overview of the background of the existing rules with regard to SEM banking arrangements.
b) gain an understanding of the implications a change to the existing rules would have on Participants and new entrants.
c) consider any alternatives to that of Mod_16_11.

d) recommend to the Modifications Committee a preferred option to pursue.
e) make any necessary amendments to the legal drafting text of Mod_16_11 in the form of an alternative version.
3 Scope

The Working Group will:

a) review and provide feedback with regard to the suitability of the existing banking ratings in SEM.

b) identify and address any changes to the text of the proposal that is considered necessary by the Working Group.
c) assess the impacts of a change to the bank rating for SEM bank and Credit Cover provider banks.

d) make a recommendation to the Modifications Committee.

4 Deliverables

a) Working Group report detailing the discussion and outcome of the meeting.

b) Recommendation to the Modifications Committee of how to best proceed.

c) Finalised drafting of the Modification Proposal (if necessary).

5 Stakeholders
Market Operator, Market Participants both Generators and Suppliers, Regulatory Authorities, other interested parties.
6 Roles and Responsibilities

a) Working Group Chair – to be confirmed at Meeting
b) Market Participants’ finance representatives – to provide input to the impacts of changes on Participant credit cover arrangements

c) Other Stakeholders to provide input - review, issue identification, progress reporting and recommendations.
7 Resources

· Chair to be confirmed in advance of meeting
· SEMO Secretariat
· Market Participant finance representatives

· SEMO Finance representatives/advisors

8 Work Breakdown Structure

a) NIE PPB to present proposal.

b) SEMO to provide overview of current credit cover in the SEM.

c) Market Participants to provide their view on impact of proposed change on their credit arrangements.
d) SEMO Secretariat to produce Working Group report to Modifications Committee.

9 Schedule

A half day Working Group meeting is proposed for 15 September 2011 to address the objectives of the meeting and to consider the final drafting of the Modification Proposal.
10 Risks and Restraints

There is a risk that the Working Group may not reach an agreed recommendation on the preferred drafting to pursue in advance of Meeting 38.
There is a risk that the discussion strays to wider issues which may not be associated with the Modification Proposal and terms of reference of the Working Group.

III. Appendix 4 – Presentation SlidesPresentation slides are available via the Working Group zip folder under Mod_16_11 Credit Worthiness Test for the SEM Bank and Credit Cover Provider Banks on the SEMO Website.
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