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This Draft Modification Report is made pursuant to Rule 7.3 of the Modification Rules and 
follows the format required under Rule 8.9.3. 
 
 
1. The Modification Proposal 
Where a User is in default and/or is terminated from the Network Code and Transco does not 
have sufficient credit cover in place to cover any outstanding amounts owed in relation to 
System Capacity and/or System Commodity Charges, Transco must make an application to the 
Authority.  The Authority will provide a direction to Transco on the amount that Transco may 
recover from Users.  The Authority will also direct how Transco may recover any amounts from 
users. 

Transco will not be able to recover any unpaid amounts associated with Capacity and 
Commodity invoices without a direction from the Authority. 

 
2. Transco’s Opinion 

Transco is of the opinion that this proposal should not be implemented.  
 
Transco's opinion has been formed by analysing what it believes to be the four principal 
elements of the proposal, namely the "reasonable and commercial" operation of the credit 
risk process, the application and consequences of an Income Adjusting Event, the 
commercial incentives that exist for Transco to collect capacity neutrality revenues, and the 
smearing mechanism that would be used in the event that a capacity neutrality adjustment 
was required. 
 
Transco believes this issue is primarily one that relates to credit risk management and, 
secondarily, and only in the event of a User failure, to capacity neutrality smearing. In terms 
of the credit risk element, Transco is firmly of the opinion that credit risk should be 
managed proactively by establishing a User's credit worthiness, monitoring their 
indebtedness and assessing the risk of default. Given this position, Transco has established 
robust Credit Management Rules (the "Code Credit Rules") to ensure that User indebtedness 
is secured by suitable instruments of security ranging from Approved Credit Ratings 
("ACR"), Parent Company Guarantees ("PCG"), Letters of Credit ("LOC") to the lodgement 
of cash via a Deposit Agreements ("DAG") or prepayment.  
 
To minimise risk of default: 

• a prospective User is only permitted to become a User on the system once security is 
in place to secure its credit limit; 

• exposure against the credit limit is monitored daily; 
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• sanctions exist in Section V of the Network Code to prevent a rapid increase in 
indebtedness once the User breaches 85% of its credit facility; 

• the User can be terminated once it reaches 100% of its credit facility; 
• all security providers and Users secured by virtue of their ACR are placed on on-line 

watch with credit rating agencies. 
 
Transco is of the opinion that the credit arrangements in place are tried and tested and 
provide a robust commercial framework that was initially established to protect 
transportation revenues but now serves Users' interests by protecting the collection of 
capacity neutrality charges. However, Transco is always receptive to proposals that 
strengthen the credit framework in order to protect industry participants from capacity 
neutrality adjustments caused by bad debt. 
 
In terms of two of the remaining elements of the proposal, the statements made in the 
justification are factually incorrect: 
First, Income Adjusting Events do not form part of the Network Code: the process for 
dealing with income shortfall is described in the GT Licence and any revenue shortfall 
resulting from a capacity recall has to be approved by Ofgem. In the event that an 
adjustment was deemed appropriate, the mechanism would be by increasing NTS SO 
maximum allowed revenue which might ultimately lead to recovery in the following year 
through SO 'K'. 
Secondly, the majority of Transportation Charges, (Capacity Neutrality Charges being the 
exception) are Transco revenues and in the event that a User fails and the debt is not 
recovered, the resulting bad debt is not smeared across Users but is borne by Transco. It is 
important to note that to date that no bad debt against Entry Capacity charges (which 
includes Capacity and Neutrality charges) have been incurred, and consequently no industry 
participant has suffered a Capacity Neutrality smear which would indicate that the current 
credit regime is affording the industry and Transco the required level of protection. 
 
To summarise,  

• Transco is strongly incentivised to ensure shippers do not contractually or 
commercially default and that all revenue is collected since the majority of money at 
stake is Transco revenue.  

• Transco is prepared to consider proposals that would enhance protection against 
default. 

• Transco believes that credit risk should be managed proactively using instruments of 
security and, in the event of a User failure, Transco's liability should not extend to 
uncollected Capacity Neutrality Charges. 

• Transco is prepared to discuss options for changing the capacity neutrality smearing 
rules at the NT & T Workstream should a User initiate such a debate. 

• Income Adjusting Events are not relevant when discussing Network Code Capacity 
Neutrality Adjustments. 
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3. Extent to which the proposed modification would better facilitate the relevant 
objectives 

The proposer states that implementation would better facilitate the relevant objectives of the 
economic and efficient operation of the pipeline system and competition between shippers 
and suppliers since the Proposal will provide a strong incentive on Transco to act 
economically and efficiently in setting up appropriate credit arrangements and managing 
credit risk appropriately.  In the proposer's opinion competition would be promoted since 
implementation would ensure that any recovery from shippers of unpaid amounts is fair and 
equitable. 
 
As stated in the previous section, Transco believes that the premise on which this proposal is 
based, namely that it is not subject to strong commercial incentives to manage its credit 
arrangements appropriately, is flawed, and consequently implementation would not further 
any of the relevant objectives.  

 
4. The implications for Transco of  implementing the Modification Proposal , including 

a)  implications for the operation of the System: 

There would be no implication for the operation of the system. 
 
b) development and capital cost and operating cost implications: 

Transco is unclear as to the full operational ramifications of implementation, however it is 
expected that development and operating costs would be incurred, the extent of which 
would be dependent on the administrative procedures required to support implementation. 

 
c) extent to which it is appropriate for Transco to recover the costs, and proposal for 
the most appropriate way for Transco to recover the costs: 

No special cost recovery arrangements are envisaged. 
 
d)  analysis of the consequences (if any) this proposal would have on price regulation: 

Transco does not believe that this proposal would have any effect on price regulation. 
 

5. The consequence of implementing the Modification Proposal on the level of 
contractual risk to Transco under the Network Code as modified by the Modification 
Proposal 

This Proposal would increase Transco's contractual risk since its liability would be 
dependant on its ability to demonstrate to the Authority that it had acted "reasonably and 
commercially", (in the words of AEP), in managing credit risk. 
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6. The development implications and other implications for computer systems of 
Transco and related computer systems of Users 

Implementation would result in system development for Transco if it were forced to change 
the current methodology for recovery of debt.. 

 
7. The implications of implementing the Modification Proposal for Users 

Where a User is terminated and there is insufficient security in place to cover the failed 
User's debts, the remaining Users could benefit from a lower amount of smeared debt or no 
smeared debt where the Authority deems that Transco had not acted in a "reasonable and 
commercial" manner in its application of its credit rules.    

 
8. The implications of  implementing the Modification Proposal for Terminal 

Operators,Consumers, Connected System Operators, Suppliers, producers and, any 
Non-Network Code Party 

The proposer suggests that customers will benefit from implementation as risk of unpaid 
debt will be reduced on shippers and therefore less costs will be passed through to 
Consumers.  

 
9. Consequences on the legislative and regulatory obligations and contractual  

relationships of Transco and each User and Non-Network Code Party of 
implementing the Modification Proposal 

Transco is not aware of any impact on legislative and regulatory obligations. 
 
10. Analysis of any advantages or disadvantages of  implementation of the Modification 

Proposal 

Advantages 
 

The proposer believes that implementation would provide the following advantages: 
 

• the risk of smearing debt across the community will be reduced, thereby reducing the 
risk of cost pass through to customers. 
Transco comment: The principal device for reducing bad debt would be to increase the 
robustness of the instruments of security. Since this proposal was submitted, Ofgem 
have indicated that they are minded to direct implementation of Modification Proposal 
0572 ("The provision of Letters of Credit (or cash) for energy balancing credit cover") 
similar initiatives for managing transportation exposures would also significantly reduce 
User risk. 

• the current smearing mechanism is arbitrary and inappropriate and could lead to perverse 
behaviour in the capacity market 
Transco comment: The smearing rules are specific and designed to mirror energy 
balancing charges smearing. While it is Transco view that good credit management 
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should be the tool for avoiding the need to smear it is open to suggestions as to how the 
smearing could be modified to remove perverse behavioural drivers. 

• the proposal introduces an incentive on Transco to act economically and efficiently in 
setting up credit arrangements and managing credit risk. 
Transco comment: Transco is incentivised to act economically and efficiently since the 
majority of the revenue relates to transportation charges 

• implementation would ensure that any "barrier to entry" into the market for small players 
is reduced. 
Transco comment: Uncertainty regarding the smearing mechanism could increase risk 
for small players and therefore any effect on a "barrier to entry" is debatable. 

• implementation would ensure that recovery from shippers of unpaid amounts is fair and 
equitable. 
Transco comment: This could not be assured as the method of recovery would be 
determined in each event. Inevitably a least one party would feel that the process had not 
been "fair and equitable" 
 
 
Disadvantage 

 
While Transco believes that the advantages described by the proposer, (listed above), 
would not be delivered by implementation, it also believes that implementation would 
give rise to the following disadvantage: 
 

• The involvement of a third party and the requirement to gather information relating to 
Transco "reasonable and commercial management of the credit exposure" would result 
in a longer cycle between User failure and any debt being smeared. 

 
11. Summary of the Representations (to the extent that the import of those 

representations are not reflected elsewhere in the Modification Report) 

Representations are now invited. 
 
12. The extent to which the implementation is required to enable Transco to facilitate 

compliance with safety or other legislation 

This Modification is not required to facilitate compliance with safety or other legislation. 
 
13. The extent to which the implementation is required having regard to any proposed 

change in the methodology established under Standard Condition 4(5) or the 
statement furnished by Transco under Standard Condition 4(1) of the Licence 

This Modification is not proposed as a result of changes to the methodology established 
under Standard Condition 4(5). 
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14. Programme of works required as a consequence of implementing the 
ModificationProposal 

Implementation would require an amendment to the Network Code to amend the 
methodology that Transco uses to recover capacity neutrality charges from the community 
where such charges are not collected from the defaulting / terminated shipper or guarantor. 

 
15. Proposed  implementation timetable (including timetable for any necessary 

information systems changes) 

Transco does not recommend implementation and therefore no implementation timetable is 
proposed. 

 
16. Recommendation concerning the implementation of the Modification Proposal 

Transco does not recommend implementation of this Proposal. 
 

 
 

17. Text 

As Transco is not recommending implementation, legal text is not included in this report. 
 
Representations are now sought in respect of this Draft Report and prior to Transco 
finalising the Report
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Signed for and on behalf of Transco. 

 

Signature: 

 
 
 
 
 
Steve R Phillips 
Director of Shipper Services 

Date: 
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