Network Code Development

Modification Report
Minimum Level of Security for Energy Balancing
Modification Reference Number 0629
Version 1.0

This Modification Report is made pursuant to Rule 8.9 of the Modification Rules and follows the
format required under Rule 8.9.3.

1. The Modification Proposal

It is proposed that where a User is served with two Cash-Call Notices (irrespective of whether
this is the first notice, a revision to, or a re-issue of a previous notice) within any rolling 28
calendar day period, ("the measurement period"), Transco would issue a “Notice to Provide
Increased Security”, as soon as reasonably practicable after the second cash-call notice. The
notice would advise the User that in accordance with the Energy Balancing Credit Rules it is
required to fully secure a credit limit agreed between Transco and the User, which in any event
would be no less than the User's reported peak indebtedness during the measurement period.
The User would be required to provide the requested increased security within seven Business
Days from the date of the notice.

Additionally, the “Notice to Provide Increased Security” would specify that the additional
security must not expire within 90 days of the date of the Notice, although a lesser period could
be agreed between the User and Transco where both parties are in agreement.

The User would have a right of appeal against the “Notice to Provide Increased Security”
within five Business Days of the notice being served. The User would be required to provide
evidence to demonstrate why the required Secured Credit Limit does not reflect their typical
energy balancing activities. Where an appeal is lodged, under Section X1.2.3, Transco may
convene the Energy Balancing Credit Committee to consider any such appeal. Any
consultation would be carried out in accordance with Section X1.2.5 in relation to the
protection of the User’s identity.

If the User fails to comply with the “Notice to Provide Increased Security”, a “Failure to
Provide Increased Security Notice” would be issued on the eighth Business Day. In the event
that the User does not provide the required security cover within a further seven Business Days
from the date of the Failure Notice, the User would be classified "In Default", and Transco
would be entitled to call upon any security already lodged or serve a Termination Notice.

Where Transco has issued a “Notice to Provide Increased Security”, and until such request has
been satisfied, Transco would be entitled to withhold payment pursuant to any Energy
Balancing Invoice in respect of any amounts payable to the User in respect of Energy
Balancing Charges (irrespective of the Invoice Due Date) and the User would not be entitled to
late payment interest in accordance with Section S3.5. In addition, Transco would be entitled
to disregard any request made by the User under Section X2.8.6 to release any monies held in
the User,s cash-call account.
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Both notices would be included in template form as appendices to the Energy Balancing Credit
Rules.

2.  Transco’s Opinion

In respect of energy balancing, Transco is essentially neutral as it is not exposed to the financial
risks involved and acts in the interests of the Users as a whole under the Energy Balancing
Credit Rules.

Each User has an obligation to balance its gas inputs and outputs on a daily basis and Transco
does recognise that on any given day circumstances may arise which result in imbalances for
some Users. However, where there is a continued period of imbalance resulting in a cash
shortfall, Transco considers it is prudent to have measures in place to protect the community
and following support from EBCC, has raised the proposal on its behalf.

In consideration of Ofgems decision not to implement Modification Proposal 0447 "Provision
Enforcement of a Minimum Level of Energy Balancing security", Transco has taken account of
the concerns raised and redrafted this new proposal accordingly. The cash call limit being
proposed equates to 100% of peak indebtedness reflecting the User's current credit limit
requirements. Transco does not consider that any User categories are disadvantaged by this
proposal, as the level of security is being matched against the level of trading and as part of the
pre implementation work for Modification 0572 "The provision of Letters of Credit for energy
balancing cover", Transco has negotiated preferential interest rates with the bank for those
Users who wish to utilise the option of Cash on Deposit.

Transco considers that this Modification Proposal should be of benefit to Users as a whole as it
could reduce any potential risk of energy balancing debt exposure to the community.

3.  Extent to which the proposed modification would better facilitate the relevant objectives

A User entering insolvency with a cash shortfall arising from energy imbalances might create a
debt burden on all other Users via the balancing neutrality mechanism. This potential debt
burden can be viewed as a form of subsidy. If it is considered that such subsidies are symptoms
of inefficient or uneconomic operation of Transco's pipeline system, to the extent that this
Modification Proposal would be expected to reduce this burden, implementation could be
considered as enhancing efficient and economic operation.
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4. The implications for Transco of implementing the Modification Proposal , including

a) implications for the operation of the System:

Transco is not aware of any impact to the operation of the system.

b) development and capital cost and operating cost implications:

Transco is not aware of any development or capital costs from the implementation of the
Modification Proposal.

¢) 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:

Transco's costs would be treated as normal operating costs.

d) analysis of the consequences (if any) this proposal would have on price regulation:

Transco is unaware of any such consequence.

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

Transco does not believe that implementing this Modification Proposal would have any
consequence on the level of contractual risk to Transco under the Network Code.

6. The development implications and other implications for computer systems of Transco
and related computer systems of Users

Transco is not aware of any implications for computer systems.

7.  The implications of implementing the Modification Proposal for Users

The Modification Proposal is intended to reduce the credit risk on Users through balancing
neutrality and therefore be of benefit to Users as a whole. However, implementation of this
Modification Proposal could have implications on those Users that continually fail to balance
daily. By increasing security cover to meet the minimum credit limit requirement a User may
be financially vulnerable, although these risks must be assessed against any default. In the
absence of this, the community is at present effectively financing such Users trading patterns.
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8.  The implications of implementing the Modification Proposal for Terminal
Operators,Consumers, Connected System Operators, Suppliers, producers and, any Non-
Network Code Party

No such implications have been identified.

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 unaware of any change in legislative, regulatory obligations or contractual
relationship of Transco, and each User or Non-Network Code Party as a consequence of
implementing this Modification Proposal.

10. Analysis of any advantages or disadvantages of implementation of the Modification
Proposal

Advantages of implementing this Modification Proposal are that:
o Transco's Credit Risk Management processes would be enhanced and there would be
more effective management of risk of exposure to all Users.
o Acts as an additional incentive for Users to balance daily.
o Focus on CVA data ie.timeliness and accuracy.

A disadvantage of implementing this Modification Proposal is that:
. Increasing a User's security to a minimum credit limit could result in some additional cost
for some Users although it is anticipated that these would be relatively small .

11. Summary of the Representations (to the extent that the import of those representations
are not reflected elsewhere in the Modification Report)
Representations have been received from six Users:

TotalFinaElf Gas ("TFE"), Powergen , British Gas Trading ("BGT"), Statoil Oil UK ("STUK"),
Innogy and EDF Energy ("EDFE" - formerly London Electricity Group)

Five representations support the implementation of this Modification Proposal with one
representation against implementation.

In expressing its view to support this Modification Proposal BGT stated " Uncollected debt in

respect of an energy charge is an exposure to risk to all Users of Transco's Network Code". Tt
further commented " Transco have an obligation to reduce this to a minimum and have rigorous
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procedures which govern their actions in the collection of such debt on behalf of the wider
community” .

Transco is aware of its obligations to Users and is actively working with the EBCC to develop
improvements to the current procedures to minimise the potential risk of any financial exposure from
unpaid Energy Balancing charges. In support of the Proposal EDFE stated "Transco has little
recourse under current NWC rules to effectively deal with a Shipper who is constantly breaching
their limit. We believe this modification will be one way to resolve this gap and strengthen the
rules”. Powergen provided its support by stating "Powergen is in favour of the proposal to provide
more robust security arrangements, necessary to protect Users from those who can potentially take
advantage of the current arrangements” and further commented "robust credit management rules
should be applied to minimise the exposure to the rest of the shipping community".

The views expressed within the representations deemed it necessary to determine a minimum level
of security and to take action where this is insufficient. PowerGen commented " I is sensible,
therefore that their provision of security is increased, both to protect other Users and ultimately, the
consumer, in the prices they pay". TFE recognised that the proposal may increase costs for some
Users and stated " we consider this to be acceptable when balanced against the loss that the
community would be exposed to should one or more users exploit the current system by taking out
inappropriate cover and effectively using the community to subside its cash flow provisions".
Innogy supported this view within it's representation and made reference to the impacts where
shippers routinely run imbalances that are not backed by appropriate levels of security and stated "In
our view, these shippers should not be prevented from managing their business as they see fit, but
should provide security at a level that is consistent with their level of activity".

TFE commented that the Proposal should clarify where a cash-call is subsequently appealed and
withdrawn and as such any Notice to Provide Increased Security is cancelled. This issue was also
raised by EDEF and it stated " there is always the risk of erroneous Cash-Calls being issued yet it is
unclear if these will count” and questioned whether these types of errors would count towards the
monthly totals.

Transco Response: Transco would like to clarify that Cash-Call Appeals that result in re-issue of the
Cash Call Notice will be included in the count as outlined in the proposal. However, any Cash Call
Appeals that are withdrawn, will not be included.

In STUK's representation opposing the proposal it expressed concern about the process and stated
"STUK believe that two cash call notices issued to a shipper within a rolling 28 calendar day period
does not provide a clear indication of the potential default of a shipper and may infact be the result
of a variety of problems, for example, production shortfall or higher end user offtake due to
prolonged cold weather"

Transco Response: It is not intended to be an indication of the potential default, merely the level of
exposure that Transco would look to secure.
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EDEF made reference to its response to Ofgems's Credit Consultation in respect of securitisation and
stated " we believe that since the level of securitisation calculation is not written or set in stone
anywhere in the Network Code or Energy Balancing Credit Code rules, it is Transco's ultimate
responsibility to accept certain levels of credit for Shippers. Transco should therefore, in accepting
this role, be to a certain extent, responsible for failing to set the bar at a realistic level”

Transco Response: Transco acknowledges its responsibilities and the setting of credit limits is to be
discussed at the EBCC to determine a more robust methodology, given that a User determines its
own credit limit under the current rules. The principle of this proposal provides Transco with the
leverage to enforce a minimum level of security and provides protection where a Users credit limit in
inadequate.

EDEF raised an issue in respect of Transco using its discretion within the procedures and stated "we
would not be happy with Transco having the discretion to single-handedly terminate a shipper in the
event that this proposal is implemented". We would hope that Transco convenes a meeting of the
EBCC to get a unanimous decision from the industry on how to progress with a constantly breaching
shipper"”

Transco Response: Transco can confirm that the operational procedures to support the
implementation of this Modification Proposal will include steps for Transco to call an emergency
EBCC meeting to discuss what action should be taken where a shipper is breaching it's credit limit as
defined in the rules.

EDEF did not wholly agree with Transco's view in that no User Categories would be disadvantaged
by the Modification Proposal and stated "We believe that the Trading System Operator, although a
restricted Shipper will have to put up LOCs and be subject to the same risks even though they are
supposed to be neutral in the whole process".

Transco Response: Transco acknowledges this view in that Trading System Operator is equally
governed by the same rules. However no Users category would be disadvantaged as under the
current regime they are required to supply security. This proposal only aims to enforce a minimum
level.

12. The extent to which the implementation is required to enable Transco to facilitate
compliance with safety or other legislation

Implementation of this Modification Proposal is not required to enable Transco 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 proposal is not required to facilitate any such change.
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14. Programme of works required as a consequence of implementing the
ModificationProposal

The program of works required to implement this modification proposal includes changes to the

Energy Balancing Credit Rules including a new proforma for the notice which requires
approval by EBCC members which will require a 2 month minimum notice period.

15. Proposed implementation timetable (including timetable for any necessary information
systems changes)

This modification proposal can be implemented with immediate effect following determination
by Ofgem subject to the completion of the work as detailed in 14.

16. Recommendation concerning the implementation of the Modification Proposal

In view of the support expressed by EBCC members, Transco recommends implementation of
this Modification Proposal.

17. Restrictive Trade Practices Act

If implemented this proposal will constitute an amendment to the Network Code. Accordingly
the proposal is subject to the Suspense Clause set out in the attached Annex.

18. Transco's Proposal
This Modification Report contains Transco's proposal to modify the Network Code and

Transco now seeks direction from the Gas & Electricity Markets Authority in accordance with
this report.
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19. Text
Supplement

Add new paragraph 2.6.4 to read as follows (and renumber existing paragraphs 2.6.4 and 2.6.5 as
paragraphs 2.6.5 and 2.6.6 respectively):

"Paragraph 2.10 shall apply where within 28 days of the submission of a Cash Call to a User

Transco submits a further Cash Call (including a revised Cash Call pursuant to paragraph
2.7.3) to the same User.".

Amend renumbered paragraph 2.6.5 to read as follows:

"

"....where a Cash Call or Further Security Request is submitted....".

Amend renumbered paragraph 2.6.6 to read as follows:

"Paragraph 2.6.5....".

Add new paragraph 2.10 to read as follows:

2.10 Further Security Request

2.10.1 Where this paragraph 2.10 applies Transco will as soon as reasonably practicable on or after
the date on which the further Cash Call (referred to in paragraph 2.6.4) is submitted submit

to the User a Further Security Request.

2.10.2 For the purposes of this Supplement a "Further Security Request" is a notice, in a form set

out in the Energy Balancing Credit Rules, requiring the User to provide a further, additional

or revised Security in such amount and for such period as determined in accordance with

the Energy Balancing Credit Rules.

2.10.3 Where:

(1)  a Further Security Request (the "relevant" Further Security Request) has been

submitted to a User;
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(i1)) the User considers it inappropriate that is should be required to provide a further,

additional or revised Security,

the User may, not later than 12:00 hours on the 5th Business Day following the Day on

which the Further Security Request was submitted, so notify Transco. specifying in as much

detail as possible the User's reasons for so considering.

2.10.4 Where a User gives a notification under paragraph 2.10.3:
(i)  the relevant Further Security Request (and the obligation to provide further, additional
or revised Security) will be suspended, subject to paragraph 2.10.5:
(i1)) Transco will review the details provided by the User and will review the calculations
made of the User's Outstanding Relevant Code Indebtedness:
(ii1) if requested by Transco the User shall provide by telephone or facsimile any further
details or explanation of its view.
2.10.5

Following its review under paragraph 2.10.4, Transco will as soon as reasonably practicable

Transco plc

(and wherever possible within 24 hours after the User's notification under paragraph

2.10.3):

(i)  where it is reasonably satisfied that it is inappropriate that the User provide further,

additional or revised Security in accordance with the Further Security Request,

withdraw the Further Security Request or revise the further, additional or revised

Security requested accordingly and submit the revised Further Security Request to the

User;

(i1)) otherwise, notify the User that the Further Security Request remains valid (and is no

longer suspended),

and such revised Further Security Request or notification shall be substantially in the form

set out in the Energy Balancing Credit Rules, and if given on a Day which is not a Business

Day or after 17:00 hours on a Business Day shall be treated as having been given on the

next following Business Day.
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2.10.6 A User may not give a further notification under paragraph 2.10.3 to Transco in respect of a

relevant Further Security Request (whether or not revised under paragraph 2.10.5).

2.10.7 Where Transco has submitted a Further Security Request to a User, the User shall, subject

to paragraph 2.10.4, provide further, additional or revised Security in such amount and for

such period as determined in accordance with the Energy Balancing Credit Rules.

2.10.8 Where Transco has submitted a revised Further Security Request or notified a User that a

Further Security Request remains valid pursuant to paragraph 2.10.5 until the further

additional or revised Security is provided in accordance with the Further Security Request a

User may not make a request pursuant to paragraph 2.8.6 and Transco shall:

(1)  Dbe entitled to disregard a request purportedly so made pursuant to paragraph 2.8.6;

and

(ii) be entitled to withhold payment pursuant to any Energy Balancing Invoice in respect

of any amounts payable to the User in respect of Energy Balancing Charges.

2.10.9 Where a User has not provided the further, additional or revised Security in accordance with

the Further Security Request by 12:00 hours on the 8th Business Day following:

(i)  the date the Further Security Request was submitted; or

(i1)) where the User has given a notification under paragraph 2.10.4, the date the revised

Further Security Request was submitted or the date the User was notified that the

Further Security Request remains valid pursuant to paragraph 2.10.5,

Transco shall submit to the User a Failure to Supply Further Security Notice in a form set out

in the Energy Balancing Credit Rules.

2.10.10 Where the User has not provided the further, additional or revised Security in accordance
with the Further Security Request by 12:00 hours on the 7th Business Day following the

date the Failure to Supply Further Security Notice was submitted and irrespective of the

User's Outstanding Relevant Code Indebtedness as at any Day after the submission of the

Further Security Request, Transco shall be entitled to, and as soon as reasonably practicable
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thereafter may, give Termination Notice to the User (for the purposes of Section V4.3.3) to
the effect that the User shall cease to be a User with effect from the Day following the date

of the Termination Notice and Transco shall send a copy of any notice given under this

paragraph 2.10.9 to the Director.".

2.10.11 It shall not be a condition to Transco's giving Termination Notice under paragraph 2.10.10

that Transco shall first have made any call upon or taken any steps to enforce or realise any

Security.
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Signed for and on behalf of Transco.

Signature:

Debbie Dowling
Finance Manager

Support Services

Date:

Gas and Electricity Markets Authority Response:

In accordance with Condition 9 of the Standard Conditions of the Gas Transporters' Licences
dated 21st February 1996 I hereby direct Transco that the above proposal (as contained in
Modification Report Reference 0629, version 1.0 dated 14/07/2003) be made as a modification
to the Network Code.

Signed for and on Behalf of the Gas and Electricity Markets Authority.

Signature:

The Network Code is hereby modified with effect from, in accordance with the proposal as set out in
this Modification Report, version 1.0.

Signature:

Process Manager - Network Code

Transco

Date:
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Annex

1. Any provision contained in this Agreement or in any arrangement of which this Agreement
forms part by virtue of which The Restrictive Trade Practices Act 1976 ("the RTPA"), had it
not been repealed, would apply to this Agreement or such arrangement shall not come into
effect:

(1) ifa copy of the Agreement is not provided to the Gas and Electricity Markets
Authority ("the Authority") within 28 days of the date on which the Agreement is
made; or

(i)  if, within 28 days of the provision of the copy, the Authority gives notice in writing,
to the party providing it, that he does not approve the Agreement because it does not
satisfy the criterion specified in paragraphs 1(6) or 2(3) of the Schedule to The
Restrictive Trade Practices (Gas Conveyance and Storage) Order 1996 ("the Order")
as appropriate

provided that if the Authority does not so approve the Agreement then Clause 3 shall apply.

2. If the Authority does so approve this Agreement in accordance with the terms of the Order
(whether such approval is actual or deemed by effluxion of time) any provision contained in
this Agreement or in any arrangement of which this Agreement forms part by virtue of
which the RTPA, had it not been repealed, would apply this Agreement or such arrangement
shall come into full force and effect on the date of such approval.

3. If the Authority does not approve this Agreement in accordance with the terms of the Order
the parties agree to use their best endeavours to discuss with Ofgem any provision (or
provisions) contained in this Agreement by virtue of which the RTPA, had it not been
repealed, would apply to this Agreement or any arrangement of which this Agreement forms
part with a view to modifying such provision (or provisions) as may be necessary to ensure
that the Authority would not exercise his right to give notice pursuant to paragraph
1(5)(d)(i1) or 2(2)(b)(ii) of the Order in respect of the Agreement as amended. Such
modification having been made, the parties shall provide a copy of the Agreement as
modified to the Authority pursuant to Clause 1(i) above for approval in accordance with the
terms of the Order.

4. For the purposes of this Clause, "Agreement" includes a variation of or an amendment to an
agreement to which any provision of paragraphs 1(1) to (4) in the Schedule to the Order
applies.
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