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consultation , and interactions with related work including our ongoing review of

regulatory a rrangements , we proposeto adopta simple, pragmatic funding approach at
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Context

Energy plays a critical role in the continued economic prosperity of Great Britain.
Increasing the contribution that renewable generation makes to meeting electricity
demand is a critical part of Government's energy policy goals.

Int he 2007 Energy White Paper , the Government announced a joint review of

transmission access by  Ofgem and the Departme nt of Trade and Industry (DTI) (now
the Department of Energy and Climate Change (DECC)). The Transmission Access
Review (TAR) focused on the f ~ ramework for the delivery of new electricity

transmission infrastructure, the management and operation of existing grid capacity,

and the operation of the grid. The need for the joint review was driven by the delays
that a large volume of renewable and con ventional generation  face when seeking
connection to the transmission system and the potential effects this will have, if not

addressed , on achieving the Government's climate change targets and maintaining
security of supply.

Following publication of th e TAR Final Report in June 2008, a range of measures have
been taken forward  with the aim of  improv ing access to the transmission network.

These measures include actions to address short term impedimen ts to connecting

new generation to the grid and action s designed to improve access to the grid over

the longer term.

The Transmission Owners (TOs) have identified a considerable amount of further
system reinforcement in the run up to 2020 , to facilitate delivery of the
Government 6s cl i mat e chave lmegnevorkirey withe¢he TOs toWe
establish funding arrangements  to facilitate this programme of investment, which

work we refer to as TO incentives.

The focus of our TO Incentives work is on transmission investment projects which

could be commenced wit  hin the current transmission price control period (TPCR4).

We have take n into account relevant interactions with related work on transmission
investment, including our review of the regulatory framework (the RPI -X@20
project) and the setting of the next tr ansmission price control. In developing our
Initial Proposals, set out in this document, w e have also given consideration to the
current condition of financial markets. We think that , at this stage , a simple
pragmatic approach to funding is the best way to ensure that critical investment  is
not delayed.

Associated Documents

Documents relating to Transmission Price Control Review 4 (TPCR4) are listed here:
http://www.ofgem.gov.uk/Networks/Trans/PriceControls/TPCR4/ConsultationDecision

sResponses/Pages/Consultationdocumentdecisionsresponses.aspx
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e Transmission Investment for Renewable Generation T Final Proposals.
December 2004.
e Transmission Price Control Review 2007 -12 7 Final Proposals. December
2006.
Meeting the Energy Challenge - A White Paper on Energy. May 2007.

http://www.berr.gov.uk/files/file39387.pdf

Final Conclusions Report - GB Queue Management. July 2007.
http://www.nationalgrid.com/NR/rdonlyres/47B95865 -0225 -45C2 -B3BE-
F753821B1E1B /18039/FinalConclusionpaper.pdf

RPI-X@20 project publications. March 2008 to date.
http://www.ofgem.gov.uk/Networks/rpix20/Pages/RP1X20.aspx

Transmission Access Review related do cuments are listed here:
http://www.ofgem.gov.uk/Networks/Trans/ElecTransPolicy/tar/Pages/Traccrw.aspx

TO Incentives documents:

e Transmission Access Review 1 Init ial Consultation on Enhanced Transmission
Investment Incentives. December 2008

e Transmission Access Review - Enhanced Investment Incentives Open Letter:
Consultation on Short Term Measures. February 2009

e Transmission Owner (TO) Incentives Licence Modificati on. March 2009

e Transmission Access Review 1 Enhanced Transmission Investment Incentives:
Update and Consultation on Further Measures . September 2009

Other transmission access review documents:

e A Call for Evidence for a Review of Transmission Access. Aug ust 2007.

e Short Term Access Governance Report i Report to the Secretary of State.
October 2007.

e Transmission Access Review 1 Interim Report to the Secretary of State.
January 2008.

e Transmission Access Review T Analytical Discussion Document. April 2008.

e Transmission Access Review 1 Final Report to the Secretary of State. June
2008.

Documents relating to Transmission Price Control Review 5 (TPCR5) are listed here:

http://www.ofgem.gov.uk/Networks/Trans/PriceControls/TPCR5/Pages/TPCR5.aspx

Office of Gas and Electricity Markets


http://www.berr.gov.uk/files/file39387.pdf
http://www.nationalgrid.com/NR/rdonlyres/47B95865-0225-45C2-B3BE-F753821B1E1B/18039/FinalConclusionpaper.pdf
http://www.nationalgrid.com/NR/rdonlyres/47B95865-0225-45C2-B3BE-F753821B1E1B/18039/FinalConclusionpaper.pdf
http://www.ofgem.gov.uk/Networks/rpix20/Pages/RPIX20.aspx
http://www.ofgem.gov.uk/Networks/Trans/ElecTransPolicy/tar/Pages/Traccrw.aspx
http://www.ofgem.gov.uk/Networks/Trans/PriceControls/TPCR5/Pages/TPCR5.aspx

TAR T TO incentives: Initial Proposals November 2009

Table of Contents

SUMMAIY i e e ees aaraaaa 1
R 1o o 13 o o o 3
Enhanced transmission investment inCentives i e 3
Process t0 date ..ccccciiiiiiiiiiiiiiiis e e e 5
December CoNSUtAtioN ..o v aeeree e 5
ShOrt termM MEASUIES oot et eeeeeesasneees 5
September consultation ..o e 6
Interaction with RPlI - X@20 and TPCRS ..o e 6
Structure of this dOCUMENt s e eeeeee 7
2. Developments following September consultation 8
September coNSUtatiON  ..ooiiiiiiiiis eee—— e 8
Update on assessment of pr - OJECES ..o e J11
Assessment approach ... e 11
Initial views on projects TOs proposed to start by 2010/11 .., 14
Pre-construCtion COSIS i e arreeeeeeee 18
3. Initial Proposals s eeeeeas 21
= 1110 = 1= PP .21
Focus of TO incentives WOrk to date .o e 21
Justification for adoption of simple, pragmatic approach ... 22
Key principles of proposed approach .. 24
Framework for funding oo eereeeaaaaaaa 25
Funding of pre  -CONSIrUCtiON COSIS  .oiviiiiiiiiiiiiiiiiiies et 25
Funding for CONSLruction COSES i e . 26
FINANCIal ISSUES ..ot e e 28
Funding arrangements beyond TPCR4 .. v 29
4. Way forward s e aeeeeeaaaa, 30
INFOAUCLION i e reeee e e e 30
AlIgNed tiIMElINES oo cciiiiiies e e ——————————— 30
Way fOrWard oo s e 31
Stakeholder WOrkSNOP oo iiies e e 32
Responding to this document  ...iiiis e 32
APPENAICES it e eeeeeeere—— 33
Appendix 1 - Consultation Response and Questions ... 34
Appendix 2 T Summary of responses to September consultation .37
Chapter ONE ...oooiiiiiiiiiiiis et e e 37
Chapter TWO oo eeeeeeee s eeeeeree e e e e e e e e 37
Chapter TrEE oo e e 37
Chapter FOUN oooiiiiiiiiviiies et ereee s e 39
Additional COMMENLS s e e 40
Appendix 3 T Update on projects nominated for funding consideration
........................................................................................................ 41
Appendix4 1 More information on RPI -X@20 project  ..oooovvvciiiieeennn. 44
10T [T 1 o 44
The rationale underpinning RPI SX@20 o e 44
Guiding principles for RPI -X@20 ....coooviiiiiiiiiiiiiiiiices e 44

Office of Gas and Electricity Markets



TAR T TO incentives: Initial Proposals November 2009

Progress of RPI -X@20 ..ccccccvveeviiiiiiiieciiiiiies ereeevenniee e e e snnnnee s

Appendix5 T The Authorityds Powedts.s...and..Dut édée s
Appendix 6 - Glossary ......cccccceiiiiiiiiieeenns

Appendix 7 - Feedback Questionnaire

Office of Gas and Electricity Markets



TAR T TO incentives: Initial Proposals November 2009

Summary

Background

Following publication of the Final Report from the Transmission Access Review (TAR)
in June 2008, Ofgem and industry have been working on a range of measures to

improv e access to the transmission network. An important element of these
measures is our work to fund future investments  that are likely to be needed to
facilitate the achievement of t he Governmentdés 2020 targets.

Our work on transmission investments has comprised two major workstrands:

1. The 2020 Transmission System Study , which was produced byt  he
Transmission Operators (TOs) and published under the auspices of the
Electricity Networks Strategy Group (the AENSGstudy 6) ; and

2. Ourworkon enhanced transmission i nvI®dntemirest 0i)ncenti ves
whic h p rovide an appropriate funding framework for anticipatory investment

Following the completion of the ENSG study, the TOs have requested funding for an
investment plan including some 20 projects, including links to the Scottish Islands,

with a combined cost of some £5 billio n (including both pre  -construction and
construction activities) , that they consider are likely to be required to accommodate
new generation connections in the period upto  2020. This is in addition to the £4

billion of investment in new capacity and asset replacement allowed in the current

electricity transmission price control ; the existing  price control (TPCR4) runs from
2007 to 2012. For a significant proportion of the investment put forward by the TOs
construction is currently proposed to commence within TPCRA4.

Our work on TO incentives aims to develop appropriate funding arrangements for the
projects identified by the TOs, as enhancements to the arrangements under TPCRA4.
A key aim is to ensure that funding arrangements do not create a barrier to the

investment neededto  accommodate future generation . We must also ensure that the
funding arrang ements provide an appropriate mechanism for the transmission
companies to invest ahead of signalled need from users , Whilst protecti ng consumers
from any additional risk of  unnecessary and inefficient investment . We als o think it is
important that, in deve loping a funding framework for additional investment within

TPCR4, we take account of  the prevailing investment climate and inter actions with
future funding arrangements

Progress to date

We published our first consultation document on TO incentives in December 2008.
Since then , we have considered both  short term measures , focusing on pre -
construction cost s in 2009/10 , to address immediate barriers to investing ahead of
need; and further measures to provide an appropriate funding framework to
facilitate additional investment  within  TPCR4. We have investigated the scope to
apply new, enhanced financial incentives onthe TOs which would be designed to
encourage them to anticipate future demand from generators and to invest efficiently

to meet that demand. We have also considered  an alternative approach ~ where the
TO decision to invest follows a needs case assessment by Ofgem.

Office of Gas and Electricity Markets 1
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Our short term measures  implemented i n April 2009 provided a total of £12.5m of
funding for initial pre  -construction work  in 2009/10 on specific projects which were
not already funded during TPCR4. We highlighted that this pragmatic approach ,
which we made clear did not create any expectation about future funding

arrangements, should allow the TOs the opportunity to develop a more deta iled
needs - case and cost assessment for consideration in the next stage of the TO

incentives work.

In September 2009 we published a further consultation paper on our proposed

approach to taking forward our TO incentives work . We noted concerns about

establ i shing revised funding arrangements before the ¢
branchdé review of the regul at or y@20revieve.WwWder Kk (t hr ough ¢
proposed and consulted on two approaches that address these concerns.

Initial Proposals

This docum ent sets out our Initial Proposals for the funding of pre - construction costs
and critical investment s within TPCR4. Italso  discusses our initial assessment of the
projects nominated for funding consideration through our TO incentives work .To
support our assessmentw e have appointed consultants to review the robustness of
the ove rall GB plans and to consider individual projects in more detail.

We have decided to adopt a simple, pragmatic approach to funding at this stage ;we
do not propose to introduce new, enhanced financial incentives within TPCR4 .
Instead, w e propose to fund efficient costs , up to the end of TPCR 4, for pre-
construction work for all projects and construction work for specific projects ; we will
identify these projects based on criteriai ncluding the strength of the needs case and

the readiness of the TOs to take forward the planned work. If all projects go ahead,
including projects where the needs case is uncertain at this time, then our proposals

could deliverupto  £1 billion of invest ment inthe periodto 1 April 201 2, representing
20 per cent of the overall ten year investment plan . This underlines our commitment

to facilitating the achievement of sustainable development.

Future funding arrangements (beyond TPCR4 ) will be addressed as part of the next
price control review process, which we anticipate to be in line with the conclusions of
RPI-X@20 . This will protect consumers from unnecessary costs.

We think our proposals will provide clear funding arrangements for priority

investme nts which will ensure these investments are not delayed.  We think this
approach will allow us to harmonise funding arrangements for transmission

investments with the outcome of the RPI -X@20 project . We also think this approach
will avoid complex funding a rrangements against which the TOs might have found it
difficult to raise finance (given current financial market conditions ) and which would
be difficult to develop and agree with the TOs in a timely way

Next steps

We invite comments on our Initial Prop osals and on the preliminary findings of our
assessment so far. Subject to consideration of the responses to this consultation, we
intend to publish our Final Proposals this Winter , to allow for implementation of the
relevant licence changes in April 2010

Office of Gas and Electricity Markets 2
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1. Introduction

Chapter Summary

This chapter sets out the background to this document and an overview of our Initial
Proposals for enhancements to the existing funding arrangements to facilitate
additional investment within the current transmission pric e control . It also sets out a

summary of the structure of the rest of this document.

Question box

There are no questions in this chapter.

Enhanced transmission investment incentives

1.1. The TAR Final Report published in June 2008 ! set out a package of mea  sures

that are targeted at helping facilitate the Government 6 2020 targets, by reducing or
removing grid -related access barriers to connecting new generation. The TAR Final
Report described clear steps to remove grid -related access barriers and to create  the

appropriate regulatory and commercial framework and rules to enhance the speed
with which new generation (renewable and conventional) could connect to the
transmission system. The TAR package includes individual workstrands targeted at
helping facili tate the achievement of the 2020 targets; designing an efficient and
enduring solution to transmission access; and speeding up connections in the short
term before the other arrangements are in place.

1.2. Long lead times for expanding transmission capacity cou Id prevent the
achievement of t heen&ahledargetsne. nToaddress thischallenge we
initiated two parallel activities

1. 2020 Transmission System St ud yedsKed&EtheSHEeest udy 0)
electricity T ransmission Owner s (TOs) - National Grid Elec tricity Transmission
plc (NGET), S cottish Power Transmission Limited (SPTL) and Scottish Hydro
Electric Transmission Limited (SHETL) - to undertake system studies to look
at investment scenarios  that would be capable of supporting the
Gover nment 0 sgetd 0hese stadies were published by the Electricity
Networks Strategy Group (ENSG), which is jointly chaired by Ofgem and the
Department of Energy and Climate Change (DECC) 2,

2. Enhanced transmission investment incenhsives (ATO
work has focused on the development of appropriate funding arrangements,
as enhancements to the arrangements under the current transmission price

! For the Transmission Access Review i Final Report, June 2008  please visit the follow ing link:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=84&refer=Networks/Trans/ElecTransPolicy/
tar

2 Formerly chaired by BERR  prior to machinery of Government changes which led to the creation of DECC
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control (TPCR4), to provide funding for critical investments and to encourage
the transmission companies to anticipate future investment requirements

We considered that this would help deliver the necessary investment in a

timely manner without exposing customers to excessive risk and/ or inefficient
costs.

1.3. The ENSG study, of which the full r eport 3 was published in July 2009, identified

a large number of major transmission system projects designed to support the

connection of new generation in each of its areas of investigation. The report

highlight ed reinforcements which the TOs consider are most likely to commence in

the near future  and also set out areas where f urther reinforcements have been

identified for potential future consideration . The report estimated that , excluding

links to the Scottish Islands, the total invest ment required to meet
2020 ta rgets might amount to £4.7 billion

1.4. The findings of the ENSG  study are an important input to our work on TO
incentives . However, this work does not supplant the TOs  6normal and ongoing
programme of transmission system reinforcement work or the scrutinyt  hat we need

to apply to the expenditure which the TOs are proposing to incur . In order totake
forward our work on TOi  ncentives, w e therefore asked the transmission companies

to identify and provide further information on those projects they consider req uire
additional or earlier funding during the current transmission price control period . The
remainder of this report focuses on the further information provided by the TOs

rather than the  information contained in the ENSG report. The TOs have put forward

a ten year investment plan with a slightly  expanded scope to that set out in the

ENSG report . The TOs plan involves  some £5 billion of investment in both pre -
construction and construction work, of which they propose to spend around £1 billion
within the next two years.

1.5. Our TO incentives work, which focuses on transmission investment commencing
within TPCR4, has had two aims. First, we have sought to ensure funding
arrangements do not create a barrier to the investment needed to facilitate
achievement of  the 2020 targets.  Second, we have been looking to ensure that the
funding arrangements provide appropriate incentives for the transmission companies
to invest ahead of signalled need from users, whilst maintaining appropriate
protection to consumers from the costs of inefficient investment. We have
investigated the scope to apply new, enhanced financial incentives on the TOs which
would be designed to encourage them to anticipate future demand from generators
and to invest efficiently to meet that demand. We have also considered  an
alternative approach where the TO decision to invest follows a needs case
assessment by Ofgem

|For the ENSG 60ur Electricity Transmission Network: A Vision for
following link:  http://www.ensg.gov.uk/index.php?article=126
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Process to date
December consultation

1.6. Our initial consultation on the TO incentives project was published in December
2008 (referred t o as the fADecembe® We discessed thecuriemtn o )

funding arrangements for transmission investment and explained why we consider
change is now needed to provide a framework for anticipatory investment. We
defined anticipatory investment as ca pital expenditure based on anticipated future

requirements, rather than prevailing contracted requirements.

1.7. The December consultation also discussed a range of issues that would need to
be considered in developing a framework for anticipatory investment. We set out

our preliminary view that the financial incentives for anticipatory investment could
enable the transmission companies to earn higher rates of return where they take on

additional risk, complete investments in a timely way and where they delive r projects
in a cost -effective manner . Conversely we set out that the companies could earn
lower rates of return when they complete investments late, at excessive cost , or
where investments are not adequately utilised. We also set out our view that the

arrangements should  ensur e consumers are protected from excessive risk of
stranded investment and significant cost overruns.

1.8. The December consultation identified scope for short term work to address
immediate blocks to investment, primarily associated with funding for pre -
construction works, which we proposed to implement in Spring 2009. We also
commit ted to consider, following further consultation, whether further measures
could be introduced in Winter 2009 to facilitate additional investment that could
commence within TPCR4.

1.9. Respondents to that consultation  generally agreed that there is a need to
establish a framework  which provided funding for anticipatory investment and
supported our proposed approach for taking this work forward. Respondents also

supp orted our proposal to consider both short term measures to address barriers
to investing ahead of need, and further measures to provide an appropriate
funding framework for further investment within TPCRA.

Short term measures

1.10. On 27 February 2009 we issue d an open letter and statutory consultation
(referred to as the @ Ppwhchsetoy euopnoposdd tvay foiward o

4 For the Transmission Access Review T Initial Consultation on Enhanced Transmission Investment
Incentives , December 2008 please visit the following link:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=94&refer=Networks/Trans/ElecTransPolicy/

tar.

® For Transmission Access Review - Enhanced Investment Incentives Open Letter: Consultation on Short
Term Measures. February 2009 please visit the following link:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=99&refer=Ne tworks/Trans/ElecTransPolicy/

tar.
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for the short term measures . The consultation detailed the subset of projects
identified in the ENSG  study which the transmiss  ion companies had nominated for
funding consideration  under our short term measures. The nominated projects were
chosen by the TOs on the basis that pre -construction works should start immediately

on these projects , in order to retain the widest range of future network options , and
that the projects had not been already funded during TPCR4. The February
consultation described our intention to provide shortterm  funding for pre -
construction work  (covering expenditure in the 2009/10 financial year ) onthe
projects nominated by the companies.

1.11. The February consultation document incorporated a statutory consultation on
the associated licence changes. In light of the support for our proposed approach ,
on 1 April 2009 we implemented the licence changes to give effect to our proposed
short term measures  °, which provided  a total of £12.5m of funding for initial pre -
construction work in 2009/10 for specific projects

1.12. In allowing funding for pre -construction activities , we highlighted that this did
not create any e xpectation about the future funding arrangements - the focus of our
short term measures was on developing a simple, pragmatic approach to providing

additional funding for pre  -construction works which would allow the TOs to provide a
more detailed needs -case and cost assessment for our further consideration in the

next stage of the TO incentives work.

September ¢ onsultation

1.13. We issued a further consultation paper in September (referred to as the

iISept ember ¢ on sanlourproposednappyoach to taking f orward further
measures und er our TO incentives work  , to facilitate additional investment within
TPCR4. We explained our intention to appoint consultants to support our assessment
of projects put forward by the TOs for funding consideration. In discussing the scope
and timing of our  TO incentives work going forward , towards finalisation of our
proposals in Winter 2009, we sought views on  two alternative approaches to our
work on TO i ncentives . Both approaches  would result in better alignment between

our w ork on TO incentives and other parallel projects (see below) . The September
consultation and our initial assessment of the projects nominated for funding
consideration are discussed further in chapter 2.

Interaction with RPI -X@20 and TPCR5

1.14. Akeyareaof i nteraction with our work oXX@®6 ncenti ves
review. The RPI -X@20 review is a major project, initiated by Ofgem in March 2008,

to consider the workings of the current approach to
and to develop recommendati  ons for the future direction of regulatory policy. The

RPI-X@20 project  is looking fundamentally at the RPI -X regulatory  framework,

® For the Transmission Owner (TO) Incentives Licence Modification, please visit the following link:
http ://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=123&refer=Networks/Trans/ElecTransPolic

yltar .
” For more information see: http://www.ofgem.gov.uk/Networks/rpix20/Pages/RPIX20.a SpX.
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which has been used to regulate Britainds energy netyv
Appendix 4 provide s further information on the RPI -X@20 project, including its
rationale and guiding principles.

1.15. We recognise that stakeholders have discussed a number of issues relating to
regulation of investment, including anticipatory transmission investment in the

context of the RPI  -X@20 revie w. Our work on the TO incentives project is focussed
on the arrangements  which will apply to projects  that could commence within the
current price control period, TPCRA4. T he RPI-X@20 project is looking to develop
recommendations for the way we regulate in the future.

1.16. Our September consultation sought views on  different optionsto  ensure
consistency between any new funding arrangements introduced under the TO

incentives and the emerging thinking of the RPI-X@20 project. Chapter 3 sets out
our further thoug hts on the interactio  ns between our TO incentives work and the
RPI-X@20 project .

1.17. Arelated area ofinteraction isthe process and timetable for taking forward the
next transmission price control review (TPCR5).We are currently consulting 8 on the
optimal timing of TPCR5 . We have setoutand are seeking views on two options for
taking forward TPCR5  with a view to ensuring future funding arrangements fully

reflect the conclusions of the RPI -X@20 project . Option 1 is based on implementing
TPCRS5 from 1 April 2012 and would involve taking forward TP CR5 and RPI -X@20 in
parallel . Option 2 would involve adapting and extending the existing price controls by
ayear soastoallow TPCR5t0 commence a year later and to take full account of the
RPI-X@20 conclusions. Th e implications of TPCR5 for our TO i ncentives work is
discussed in ¢ hapter 3.

Structure of this document

1.18. The remainder of this document is structured as follows: Chapter 2 discusses
developments following our September consultation . Chapter 3 setsout  our Initial
Proposals for enhancementstot he current funding arrangements to facilitate
additional investment within TPCRA4. Chapter 4 discusses the way forward

& For the Open Letter on Approach and timetable options for the next Transmission Price Control Review
(TPCRS5) please visit the following link:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=1&refer=Networks/Trans/PriceControls/TP
CR5.
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2. Developments following September consultation

Chapter Summary
This chapter outlinesthei  ssues on which we sought views in the September

consultation and  discusses the responses received . Italso provides an update on our
assessment of projects nominated by the TOs for funding consideration.

Question box

Question 1: Do respondents consider  we have appropriately summarised the views
of respondents to our September consultation ?

Question 2: Do respondents have any comments on the initial findings of our
consultants or views on the issues raised by the TOs ?

September consultation

2.1. Our Septe mber consultation explained the backgroun dtoour TOi ncentives work
and set out and sought views on  the proposed way forward and timetable for this
work .

2.2. We detailed the projects which the transmission companies have nominated for

further funding conside  ration . We also outlined our plans to appoint consultants to
review the robustness of the T O spfans developed following the ENSG study and to
consider in more detail the projects nominated by the TOs for further funding

through our TO incentives work . We set out our intention to ask the consultants to
prioritise the ir assessment of individual projects to reflect their urgency. We

discussed the issues we would need to consider in developing the appropriate

funding arrangements for relevant projects, includ ing the scope and form of funding,
noting the potential need to take into account differences in the risk profile and
urgency of different projects. This included consideration of the extent of funding,

e.g. whether to provide full funding including const ruction funding to a given project,
and the potential  introduction of new, enhanced financial incentives through adoption
of new funding mechanisms providing for an enhanced return if the TO takes on

additional risk and successfully anticipates future requ irements. We also highlighted
the need to take account of any interaction with existing provisions for additional

investment through the deep revenue drivers and noted that, f or some projects , it
will also be necessary to provide an appropriate licensing f ramework, which we will
take forward separately.

2.3. Our September consultation noted that o ur original timetable envisaged

finalisation of our TO  incentives proposalsin ~ Winter 2009 , to allow for

implementation of the relevant licence changes in April 2010 . It also highlighted that

we expect ed significant overlap  between the issues being considered  in the context

of TO i ncentives and the issues being considered under the RPI -X@20 review . We set
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out concerns about establishing new, enhanced financial incentive s in the form of
revised funding arrangements lasting over (and potentially beyond) the full
construction period  of relevant projects  before the conclusion of our RPI -X@20
review could lead to a situation where a substantial part of the transmission networ k
and capacity operates under a regulatory framework which differs from that implied

by the outcome of the RPI  -X@20 review . Ideally , all transmission investment, assets
and capacity should be governed by the same regulatory framework

2.4. With thisin mind , we identified two alternative ways forward which would result
in better alignment  between our work on TO incentives and the RPI -X@20 review,
without creating funding uncertainty which would adversely impact on investments:

e Option1 1 delaying publication  of our proposals under TO incentives

e Option 2 7 reducing the scope of funding provided under TO incentives

2.5. Under Option 1, we could delay our F inal Proposals for TO incentives  work so as
to allow more time to synchronise the development of TO incentives with the output
of the RPI -X@20 project . We noted that, because of interactions with  the process for
setting transmission charges, this approach may not allow for recovery of an

additional revenue stream in 2010/11 . We noted that , depending on the scale of
investment planned to be undertaken in 2010/11, Option 1 could potentially place

the TOs under increased financial stress.

2.6. Under Option 2, we could potentially provide for split funding arrangements for

projects which will begin before the RPI -X@20 proje ct has concluded. Under this
approach, relevant projects would receive partial funding under arrangements which

would probably be in line with existing mechanisms. We explained that we  would
expect any further funding to be provided at a future stage under potentially new
risk -based funding mechanisms , consistent with the findings of the RPI -X@20
project. We noted thatt his approach would have the advantage of removing barriers

to allowing the TOs to proceed with priority investment in a timely way whilst

allowing the opportunity for any future funding to be provided, where appropriate, in

line with the RPI - X@20 conclusions. However, it may potentially create uncertainty

as to future funding arrangements. We further n oted that under Option 2 it may be
necess ary to define appropriate breakpoints in the funding of relevant projects, such
as completion of pre - construction work

2.7. We received eleven responses to our September consultation . The responses are
summarised below and discussed in more detail in Appendi X 2. The responses have
alsobeen publ i shed on Of emdés website
e Two TOs argued that funding for filow risko invest
through mechanisms which are consistent with existing funding
arrangements. In particular, they  argued thatfunding f or fAsi gnal |l edo

® Responses to our September consultation are published on our website at:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=166&refer=Networks/Trans/ElecTransPolic
yltar .
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investment should be provided through existing options such as deep revenue
drivers or an extension of the existing funding arrangements under the
Transmission Investment for Renewable Generation (TIRG) mechanism .

e Two TOs supported the deve  lopment of bespoke funding arrangements for
Ahi gher r i s.Kliswouldajoe TAs o invest in anticipation of
demand. Where the asset turns out to be needed once completed, the TOs
considered that they should be rewarded for getting it right. Where assets are
not needed, TOs would receive a lower return.

e A number of respondents stressed the need to focus on the timely delivery of
funding arrangements, rather than attempting to design an overly complex
framework. One of these respondents recommended that we provide funding
in a simple manner to begin with and develop more sophisticated funding
arrangement s at a later date.

e Eight respondents stated that the TO i ncentives timelines should not be
aligned to the RPI - X@20 timetable if this was likely to introduce delays into
the process of providing funding for the projects identified through the ENSG
study .

e All TOs expressed their support for an approach which would deliver Final
Proposals in time for setting Transmission Network Use of System (TNUo0S)
tariffs.

e One respondent argued that the scope of this project should not be limited to
the TOso6 nominations. Two respondefishsudst ated that
also be considered  within the scope of our TO i ncentives work

e Four respondents argued that p re-construction works  that are needed now
should be funded now (regardless of when construction is due). One of these
respondents favoured the funding approach adopted for funding for pre -
construction costs that were incurred during 2009/10. One TO stated that
preference for future pre-construction funding to be based on adding
reasonable incurred investment to the transmission  regulatory asset base

1 The Orkney link  project has not been put forward by SHETL for funding consideration through our TO
incentives work.
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Update ona ssessment of project S
Assessment approach
Role of consultants

2.8. We have appoint ed two consultants 7 KEMA and Parsons Brinckerhoff (  PB) i to
assist our review of the projects nominated by the transmission companies. KEMA
are focusing on the overall robustness of the transmission investment plan proposed

by the TOs. Their work  include s an assessment of the key assumptions underlying

the TOsbdassessment of need for transmission capacity, the range of uncertainties the

TOs took into account when evaluating this need, and the appropriateness of the
methodology used to evaluate the costs and benefits associa ted with each
investment. PB are conducting a detailed review of individual projects for which the

TOs have requested funding within the current price control. Their work covers the
adequacy of the technical design, the appropriateness of the construction

programme , and the TOsb6estimate of project costs.

2.9. Although the consultants are assessing and considering the projects on our
behalf, they are reporting back to Ofgem so that we can decide whether further
details are required before a decision on funding can be made .

Updated total cost information from TOs

2.10. Details of all the latest TO cost estimates for all the projects put forward by the
TOs are given in Appendix 3.

2.11. The following table summarises the total pre -construction and construction
costs of these  projects that are not yet covered by the current price control

provisions ' orthe TO incentives short term measures implemented in April 2009.

Based on the latest costs submission from the TOs, the total costs they are seeking

to incur within the current price control  (that is, by end of financial year 2011/12) J i
addition to those already funded by existing provisions, are £75m for pre -
construction and £902m for construction and, totalling at £97 8m. If the current price
control is to be rolled over for o ne year to include financial year 2012/13 , then these
costs for pre -construction and construction would ariseto £100m and £1730m
respectively, totalling at £183 om.

1 The table includes projects for which the relevant trigger conditions under existing deep revenue drivers
have not yet been met.

n
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Focus of assessment on individual projects to date

2.12. Our initial focus is on assessing fun

arrangements

for construction work

o - [ = <+ wn r. ™~ [
- - - - - - - - -

Additional ~ ~ ~ ~ ~ e L ~| _

. . ) o - Iy ™M < 1n i) "~ =
funding required =] = -c = -c = — - - -

=] o o o o o o o o o

(£m) ol o ol o ol o X o X [
NGET 0 31 32 25 17 4 2 0 0 111
SPTL 0 G 5 o] 0 o] 0 o] 0 11
SHETL {excl
offshore hub) 0 0 1 0 0 0 0 0 0 2
Total Pre-
construction 0 37 38 25 17 4 2 0 0 124
NGET 0 38| 184 349 624 786| 601| 315 791 2973
SPTL 0 5 EE[ 139 220 198| B3 o] 0 700
SHETL (excl
offshore hub) 19] 307| 296 339 174 97| 119] 129| 79] 1560
Total
Construction 19| 349| 534| 827| 1013| 1031| 303| 444 | 158| 5233
Total Pre-
Construction and
Construction 19| 386| 573| 852| 1035| 1085| 805 444 | 158| 5357
Total to 2011/12 978
Total to 2012/13 1830 I

ding needs in order to identify projects for
which there is justification for further detailed assessment of appropriate funding

arrangement s for these projects as part of our Fina
April 2010. Subject to consideration of responses to this consultation, those
arrangements will be based on our Initial Proposals set out in the next chapter.

2.13. The first stage of our assessment
elements of a project) where it is anticipated that construction costs will begin to be
incurred before or during 2010/11. By focusing on these projects
has been to provide funding clarity sooner for projects with
proceed. This approach has also allowed us to target our work on projects where
there is more detailed information. The initial list of relevant projects
from

stage of our assessment

programme.

2010/11 we may adjust this list

wa s

der i
In identifying projects eligible for construction funding before or during
if we take a different view on the appropriate timing

. We aim to establish appropriate funding

| Proposals f or implementation in

is focused on projects (or se

ved

for the commencement of construction of the projects.

2.14. We will extend this assessmen

tto the remaining projects,

If- contained

first , our intention

a great e

the T

r urgency to

for the first
Os 6

including projects

where it is anticipated that construction costs will begin to be incurred at a later

stage within TPCRA4,
funding within TPCR4

Proposals document
projects and set out funding proposals, potentially
2010/11 and beyond

in order to identify
If information f

further

projects eligible for construction

rom the TOs has allowed our analysis to
progress sufficiently, then we will set out our preliminary views

, as set out in chapter 4

as part of our Final
. Otherwise, we plan to carry on with a review of relevant

on a case -by-case basis, through

proposed
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Criteria for initial assessment

2.15. Our examination of the projects assessed so far has focused on the following
key areas: needcase ; scope ; timing ; planning consent ; and technical
readiness . These key areas are discussed in more detail below.

2.16. Need case , where the consultants have been focussing on whether the case

for the investment is clear and certain at this time. Our consultants ha ve been

undertaking a comprehensive review of the T O ss§stem -wide development plan s,

including the ENSG  study ; the contents of the T O sfénding submission ; and through

in-depth andongoing discussi ons with the TOs®é technical teams.
drivers for investment, they are examining the TO s6 assumptions about the ra
potential scenarios of future generation and demand development, the range of

uncertainties that were taken into account by the TOs when evaluating the need for

transmission capacity, the relative weighting given to such u ncertainties, and the

way such uncertainties were treated in the forming of the investment plan. They are

also assessing the fundamental guiding principles of the investment plan, for

example the role of the deterministic planning criteria of the Security and Quality of

Supply Standard (SQSS)  versus cost -benefit analysis, least -cost investment versus

life -time operational costs, and conventional investment solution versus potential

innovative alternative asset or operational measures.

2.17. Scope , where the cons ultants have been  considering whether  the scope of the
investment is appropriate and represents an efficient response to the need. In

essence, for a given needs case, our consultants have been examining whether a

particular project is scoped appropriately against future uncertainties and whether it

is coordinated with all other planned or proposed changes on the system. In

particular, where there could be a range of required capacity at a certain location,

they are exploring how the choice of the investme nt scope balances the need to
optimise over a range of scenarios and to keep options open. They are also looking

at alternative ways of providing the same capacity and assessing how TOs consider

the relative merits of each option. In assessing the appropr iate scope of the
investment, our consultants are also seeking to clarify elements of the proposed

investment projects that could achieve self -contained benefits; these elements may
or may not be linked with the need case originally identified for the purp ose of the
TO investment incentives work.

2.18. Timing , where our consultants have been assessing whether the timing of the
investment (especially the proposed commencement of construction) is appropriate.
For a project where our consultants are satisfied that there is a needs case and

where they consider that the scope of the investment is appropriate, they are

reviewing the relevant delivery strategy proposed by the TOs, taking into account

factors such as the level of complexity of the investment, internal an d external
resources implications, network outage restrictions, and any potential planning

requirement. For projects that we are focusing on at this first stage, a particular

focus is on establishing whether it is appropriate to commence the construction by
2010/11.
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2.19. Planning consent , Where our consultants have been checking whether full
planning consent for the construction is needed and, if so, whether the required

consent is in place. For projects that are yet to acquire necessary consents, our

consultan ts are looking at  the likely timetable for this to be achieved and the
checking the consistency with the construction programme proposed by the TOs.

2.20. Technical readiness , Wwhere ou r consultants have been  assessing whether the
TOs are technically ready to com mence construction. Here our consultants are

looking in more detail at the status of the project including the design details,

delivery strategy, contractual arrangements and availability of resources. Essentially,
they are seeking to form a view about whe ther the TOs are likely to be ready to
commence construction during 2010/11.

2.21. The answer to the above questions for a particular project will help to inform
our decisions about the need for setting up funding arrangements for construction

costs for 2010/11  (and beyond) for each project. Our assessment is ongoing, and
the initial findings from the projects which have been assessed so far are set out
below. We will set out our further views in our Final Proposals document , taking into

account our further asse  ssment and responses to this consultation

222. At this stage our assessment has not covered the T
costs. For the avoidance of doubt, all the construction and pre -construction costs

qguoted in this document ar e boassamddire potentillif e TOs 6 submiss
subject to adjustment following the conclusion of our ongoing review and efficiency

assessment. As such the information on project costs set out in this document should

not be taken as representing our proposed revenue allowances . We will put forward

our views on efficient costs in the next consultation document.

Initial views on projects TOs proposed to start by 2010/11

223. I niti al views based on our consulTabeeA.1 s6 wor k are s
below. This table lists separately the relevant composite parts of each project in

cases where construction for  at least one of its composite parts is anticipated before

the end of 2010/11. For completeness, Table 2.1 lists all components of the projects

identified, including those on which th e TOs are not expected to incur costs until later

and for which  the TOs may not have submitted sufficient information to allow

assessment at this stage.

2.24. Table 2.1 provides information on the relevant construction costs indicated by

the TOsuptotheendo f 2012/ 13. We have tabul ated informati or
projections of construction costs up to 2012/13 because funding for this year may
also fall with the scope of the arrangements set out in thi s document if we were to

decide to delay the start of the nex t price control by ayear 2.

Pl ease see relevant consultation document on Ofgemds website:
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=1&refer=Networks/Trans/PriceControls/TP
CR5 .
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2.25.

In Table2.1 ,t he |
component

of t he

etter
project

meet s

have questions, at this stage, about whether the project meets th

above . Where our consultants have questions they

from the TOs

fi Y 0 our cahsultamts emsiderh the relevant

t h eur consultardsr i a

e criteria identified

are seeking further information

Table 2.1 T Construction costs and initial views of projects  assessed so far
(a) NGET
Construction cost s
during TPCR4* (£m) B Initial views* *
,E_, o |o g
2~ | 2/t |& ' —_
- T |E
2 - ﬂ 2 OIE @ E_ E_ E "':' 8 $
~ -~ ~ ~| ¥ YIggloml - 5| Ec
. ) [=) — ol 7 o T|L gl £ o g £
Composite scheme 8 8 8 8 20 3 &3 &'E % E 8 o
Project Name description ol el ol ol - 0 Zl4d w|d'S IL O - 2
Reconductor Norwich
Main - Walpole - 0.0(10.0 | 48.3 | 30.0 Y Y
Bramford
Extend & reconfigure est Jan
East Anglia Bramford Substation 0.01 59 200 1271 368.0( ¥ Y Y | 2010 v
2 QBsin Nor\f-\'lch - 0.0l 0.0 0.0 0.0
Walpole circuit
New Bramford -
Twinstead T 400kV 0.0 0.0 0.0 5.0
OHL
i = mid
Western HVDC |West Coast HVDC Link |0.0| 0.0 | 25.0 | 49.0 | 274.0 Q||| @
link {(with SPTL ; i
( ) [New Deeside 400kV | o | 554 | 22.4 | 243 | 1057 @ | @ | @ | v Y
substation
(b) SPTL
Construction cost s
during TPCR4* (£m) o Initial views™**
g o |o g
a~| olw |& E =
- B
2 - ﬂ ﬂ O& ] E_ E_ E ‘E 8 $
~ - ~ ~| 94 Yo ole @ =5 T C
; @ o - 0 TIs a|= C il £33
Composite scheme 8 5' 5' 5' 20 3 38 & E % E 8 o
Project Name description ol ol ol ol - 0 Zld< w|a s IL O P
SPTL - NGET |6 fixed series
interconnection |compensators 0.0 >0 | 15012701 8501 Q| Q| Q Q Q
Western HVYDC |West Coast HVDC link = mid
link (with NGET) |including onshore work 0.01 0.0 | 250174014000} Q1 Q| Q 2012 >2yrs
Hunterston - ) apply
Kintyre link g:‘g:;ﬁfg“nﬂ‘ffe 00/ 00|00 |00]|6t0]lv]|aQ|aql Jan Q
(with SHETL) 2010
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(c) SHETL
Construction cost s
during TPCR4* (£m) o Initial views™**
3
5 g |z | £
o ~ o o £ 2}E |E £ T i
— — — 2 94 mlg s T E O o
~ — ~ ~| oY Yigglow =5 T C
C it heme g 2 - ﬂ _ﬂ ] -g ag E-'E = g 5 K
omposite sc S b by o ola 3(a El = b
Project Name description ol ol ol ol 29 Zl< |5 uj_ 8 e 9
Beauly -
Blackhillock - |Reconductor 275kV 514|130 3.0 |[11.2| 810 ]| Y | Y | ¥ Y Y
Kintore
2nd 275kV circuit on
existing towers; Qbs
Beauly - fon 132kV circuits 0.0[213| 240 | 260 713 | Y | Y | Y| Y Y
Dounreay Beauly - Shin;
Dounreay 275kV
substation
Knocknagael |Knocknagael substation|5.9|24.9 | 10.0 | 0.0 | 407 | Y | Y | ¥ Y Y
Western Isles HVDC submarine link
Enk including Lewis 8.0|10t.9|106.1| 75.2 3018l Q | Q | @ Q Q
infrastructure
Shetland link |HVDC submarine link 0.0(123.6|117.7 [190.5| 54701 Q | Q | Q Q Q
Hunterston- apply
Kintyre link 132kV submarine link 0.0 228 | 349 [ 365 610 | ¥ | Q | Q Jan Q
(with SPTL) 2010
Motes:

* End of TPCR4 is currently 2011/12, but could be 2012/13 if it is rolled over for one year.
*=* "y" indicates initial positive case subject to further detailed review; "Q" indicates further information or
evidence is required to make convincing case.

*=*% Costs of Hunterston-Kintyre link are shared by SPT and SHETL. No breakdown has been submitted, except

for that all £22.8m in 2010/11 wil be incurred by SHETL. For the time being, all annual costs are entered in
SHETL's row and total costs split evenly between SPTL and SHETL.

2.26. At this pointin time, for the purposes of our asses sment of funding needs, we
have identified two lists of projects : projects where our consultants consider there

is a sufficiently strong justification for further detailed assessment of funding

arrangements  for construction work  ; and projects where our con sultants remain to
be convinced, at this point in time, about the strength of the case for providing

construction funding in 2010/11. In the case of the latter projects, we and our

consultants will be working closely with the TOs over the next few weeks t o gather
addition al information and to test the initial views that the consultants have reached.

2.27. We invite the TOs and other interested parties to provide views and information

to assist in our assessment of all of the projects. Further, assetoutinc hapter4,
respondents are invited to indicate their interest in participating in a stakeholder

workshop following  completion of our consultancy wor k.

2.28. Given the nature of many of the planned investments, it is possible that further
information will  become av ailable for individual projects following the publication of

our Final Proposals document. As discussed in ¢ hapter 4, w e plan to evaluate such
information as and when it comes available and may therefore make further

proposals to fund projects during the course of 2010/11.
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Projects with a strong justification for further detailed assessment

2.29. Based on the initial views of our consultants and the information we have
received to date, the projects that have a sufficiently strong justification for further
deta iled assessment for funding consideration in 2010/11 and beyond (including an
assessment of efficient costs) are as set out below.

Construction cost during TPCR4 (£m)
. o ol (u] ol (]
,9 Project Name - a - - o - o -
-~ ~ ~ - = =
o] [=] - ol - = ol
=] - - - o= o
o o o o o O R =]
ol ol ol ol = 0l — 0l
i
U] East Anglia 0.0 16.0 | 68.3 | 62.1 84.3 146.4
z
Beauly - Blackhillock - | 5, | ;55| 30 | 112 211 | 32.3
a Kintore
tu
I Beauly - Dounreay 0.0 21.3 | 24.0 | 26.0 45.3 71.3
n
Knocknagael 5.9 249 | 10.0 0.0 40.7 40.7
Total 11.0 | 75.2 |105.3 | 99.4 191.4 | 290.8

Projects on which we have not yet reached a view

2.30. Our consultants remain to be convinced, at this point in time, about t he

strength of the  case for providing construction funding in 2010/11 for other projects

In the case of these projects, we and our consultants will be working with the TOs to

gather further information to help inform our judgements about the need for the

investment. We may conclude that it would be appropriate to allow funding for all or

part of some of these projects despite the fact that the case for the projects remains

uncertain. We may conclude that, for example, this would be in the interest of

existing and future consumers and the achievement of sustainable development. For
each project we set out below the areas that our consultants indicated the need for

further information.

231. NGET6s and SPTLOs jwestern HVDE link j e.cThis comprises wor k

in relation to the proposed HVDC wotkhtithaDeeside cabl e it se
substationand SPTL®&s o ns h owhdstowraaonsultants consider there to be

reasonable certainty of the need to expand the transmission capacity between

Scotland and England & Wales, they believe there is uncertainty over the level,

timing and location of the expansion required. They plan to carry out a further in -

depth review of the TOs6 analysis to determine whet he
timing for this project pr ovides the most appropriate solution, given potential future

developments in generation. In particular they are looking at relative merits in terms

of alternative solutions identified/proposed by the TOs, including how these solutions

would sit alongside o ther developments on the system, such as further downstream

in North Wales.
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2.32. One component of the  western HVDC link projectis  the works to establish a
new Deeside substation . This isthe only component of this scheme that NGET plans

to begin construction work on in the period to the end of 2010/11; the first yearos
proposed spendis £20.4m . Our consultants will give additional consideration to the
potential benefit and appropriate scope of advancing asset replacement , regardless

of the justification for t he associated western HVDC link project.

233. SPTL6s fixed series c¢ompe Og aohsul@nts cpnsidelj there t
to be reasonable certainty in the need to increase the transmission capacity and,
specifically, to raise the limit posed by system stability ¢ oncerns. However, they are
still looking into the relative merits of the proposed works against alternative

solutions, and are considering how the proposed solution would work in coordination

with other network reinforcements. They are also reviewing the appropriate timing
for incurring construction costs given the outstanding questions on the planning

status of individual compensation schemes and the need to progress detailed system
studies further.

234. SPTL6s and SHETLO®s | ldunterstonoKiatyreelc t ink . Our
consultants consider there to be strong certainty of the need case for strengthening

the export capacity from the Kintyre peninsula. However, SHETL and SPTL are yet to

carry out work to confirm the cable route and the location of the new substatio n.
Given that the application for planning consent is expected in January 2010, there

could be delay to the construction programme. We propose to review this project

again when further information comes available.

2.35. SHE T L Western Isles link project . Whils t there is substantial generation
seeking connection in the Western Isles, our consultants note that planning consent

has been granted to only a limited amount of the potential generation which would

utilise this link. This creates uncertainty about the sc ope and timing of the link
required. They also note that SHETL plan to submit to Ofgem updated design details
towards January 2010 and that there are currently some outstanding planning issues

on the proposed works. As for the Hunterston to Kintyre link, we propose to
consider this project again after submission of the detailed design information.

2.36. SHE T L $hstland link project . Our consultants note that relevant details
regarding the proposed works and cost profiles for this project are only planned to be
submitted to Ofgem in early 2010. Whilst they are not in a position to review the
project in detail, they note that provided that if planning consent is provided in 2010,
there is a likelihood that SHETL will incur construction costs in 2010/11. Again, we
propose to consider this project when SHETL submit further information to Ofgem.

Pre - construction costs

2.37. The assessment discussed above for construction costs has focused on
establishing the list of projects that would require funding in 2010/11. In Table 2.2
below we provide updated information for all projects  submitted by the TOs on the
anticipated pre-construction costs up to the end of this price control period (TPCR4).
We have again included  costs up to 2012/13 because funding for this year may also
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fall with the scope of the arrangements set out in this document if we were to

decided to delay the start of the next price control by a year.

2.38. Of the projects listed in Table 2.2, those pre - construction costs  that the TOs

to those already provided for under TPCR4 or TO

incentives short term measures are costs incurred from 2010/11 onward and include

t hhose

on:
link. Therefore, we would need to consider ad
2010/11, £75.4m to 2011/12, or £100.5m

al | NGETO6s projects, SPTb6s western HVDC

ditional funding of £37.2m up to
up to end of 201 2/13 .

Table 2. 2 i Pre -construction costs of all projects proposed by the TOs
(a) NGET
Pre-construction cost -
during TPCR4* (£m) E
Project . A -~
) Composite scheme description b
Name i
o - o (] a
hal hal hal bal Q0
~ ~ ~ - =
@ [=) - ™ [
(=] - - - ot
o o o o o
[ [ [ [ =
Anglo Reconductor Harker-Hutton-Quernmore T circuits
Scottish 0 2.0 2.0 4,
Increment |Series Compensation Harker-Hutton circuits 0.3 30 30 1.0 7.3
Central Mew Central Wales - Ironbridge 400 kW circuit
I 0.5 2.0 2.0 2.0 8.5
Wales MNew Central Wales Substation 0.2] 0.8 1.0 2.0
Reconductor Norwich Main-Walpole-Bramford 0.7 0.8 1.5
East Anglia Extend. B reco.nﬁgure Elramfor.d SIlestatlon 18l 2z.o0 1.2 1.0 6.0
2 QBs in Morwich - Walpole circuit 0.1l 1.0 1.1
Mew Bramford - Twinstead T 400kV OHL 0.4 1.0/ 20 2.0 5.4
Eastern |Eastern Anglo-Scottish HWDC Link 0.2 0.8 1.2 0.2 2.5
HVDC Link |400kv substation at Hawthaorn Pit and associated 0.2 0.8 5.0
HWVDC Link Humber-Walpale 0.3 15! 200 5.0 14.8
Humber - -
Substation works at Humber and Walpole os|l os| 20 5.0
Lond Hackney to Waltham Cross 400kV upgrade 0.1] 3.0 2.0 5.1
ondon Tilbury to Warley to Elstree 400kV upgrade 2.0
Second Pentir to Trawsfynydd 400 kV circuit a.1 z.0 1.0 1.0 4.1
Extension of Pentir 400kV substation ozl o.s 1.0 3.0
Penisarwaun substation 0.2l o8l 1.0 2.0
:'D'I'th Replace SPT (Manweb) 132 kV circuits 0.1 1.0 1.1
ales ——
New Wylfa-Pentir circuit 0.7 18] 2.8 1.0 5.1
Mew Wylfa 400kV substation 0.2 0.8 2.0 5.0
SComp Pentir-Deeside &Trawsfynydd-Treuddyn 0.2 0.2 1.0 1.0 2.4
Reconductor Trawsfynydd-Treuddyn T 400kW 0.2 0.5 0.7
South South West new line and reconductor 0.7 20/ 20 20 7.7
West South West new 400kV substation 1.0 5.0
Western |New Deeside 400kV substation 0.6) 0.7 1.3
HVDC Link |Western Anglo-Scottish HVDC Link (NGET/SPTL) 2.5 5.1l 4.4 12.0
Total 10.0| 31.4] 31.7| 25.0] 121.0
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(b) SPTL
Pre-construction cost -
during TPCR4* (£m) uEl
Project . A -
y Composite scheme description h
Name s
o - o ™M a
- - - Lol Q
-~ ~ ~ -~ =
) o - ol w
o - - - -t
o o o o o
& ol o [ =
SPT-MGET interconnection 0.3 0.8 20 2.9
East Coast upgrade 0.2 0.4 1.3 1.9
East-West upgrade 0.2 0.5 1.9 2.6
Western Anglo-Scottish HVDC Link (NGET/SPTL) 2,5 555 5.0 13.0
Hunterston-Kintyre Link (SHETL/SPTL)** 0.0
Total 3.2 7.0| 10.2( 0.0] 20.4
(C) SHETL
Pre-construction cost —
during TPCR4* (£m) E
Project . . s bt
] Composite scheme description b
Name 0
=] - ™ ™M a
- - i Lol ¥
~ ~ -~ -~ =
o o - ol ™
[=] - - - e
=] o o (=] o
& ol [ & =
Knocknagael 0.0
Beauly-Blackhillock-Kintore 1.2 1.1 2.3
Western Isles link including Lewis infrastructure 0.4 0.0 0.4
Shetland link 0.4 0.3 0.7
Shetland link including offshaore hub™= o6 1.1 1.6
Beauly-Dounreay 1.2 1.2
Eastern HVDC Link 0.1 0.4 1.4 0.2 2.0
Hunterston-Kintyre Link {SHETL/SPTL) 0.9 0.9
Total (excluding offshore hub) 4.1 1.8| 1.4| 0.2 7.5

All TOs total (excluding offshore hub)

| 1?.3| 40.2‘ 43.3| 25.1| 143.9'

MNotes:

e

End of TPCR4 is currently 2011/12, but could be 2012/13 if it is rolled over for one year.

*#* Costs of Hunterston-Kintyre link are shared by SPT and SHETL. No breakdown has been
submitted, except for that all £22.8m in 2010/11 will be incurred by SHETL. For the time being, all

annual costs are entered in SHETL's row and total costs split evenly between SPTL and SHETL.

##% This involves an additional scheme and is subject to SHETL securing partial funding from the
Eurgpean Commission. Our current assumptions only includes the base design.
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3. Initial Proposals

Chapter Summary

This chapter sets out our Initial Proposals f or enhancements to the current funding
arrangements to facilitate additional transmission investment within TPCR4. We
propose to fund efficient costs , up to the end of TPCR 4, for pre-construction work for
all projects identified by the TOs  and construction  work for specific projects which we
will identify  based on criteria including the strength of the needs case and the

readiness of the TOs to take forward the planned work . We will work with our
consultants to scrutinise the case for funding individual p rojects and to assess the
TOs 6 cost defareiseattimg oatour Final Proposals

Question box

Question 1: Do respondents have any comments on our proposed funding
framework for additional investment within TPCR4 ?
Question 2: Do respondents have any v iews on the appropriate funding mechanism

for provision of pre  -construction funding ?

Question  3: Do respondents have any views on our proposed approach to
identifying projects eligible  for construction funding ?

Question 4: Do respondents have any views o n our proposal to fund construction
costs up to the end of TPCR4 for specific projects? Do respondents agree that it may

be appropriate to provide funding up to an earlier end date for projects in certain
circumstances ?

Question 5: Do respondents agreeth at the same rate of return  should apply as for
other investment undertaken within TPCR47?

Question 6: Do respondents have any views on the appropriate treatment of
projects beyond TPCR4  or on any interaction with our decision on the timing of
TPCR5?

Quest ion 7: Do respondents have any comments on any other aspect of our Initial
Proposals ?

Rationale

Focus of TO incentives work to date

3.1. Ourwork on TO incentives aims to develop appropriate funding arrangements,

as enhancements to the current funding arrang ements, to facilitate further

investment within TPCR4. Our particular focus is on ensuring that the investment

needed to facilitate the achievement of the governmer
delivered in a timely way while also ensuring that consumers have ad equate
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protection from any additional risk of unnecessary and inefficient investment which is

undertaken in anticipation of future requirements. A useful input to this work is the
work undertaken by TOs  to develop a vision for the way in which the network needs
to be changed to meet the Gov e r n me B0RGtargets, which was published in the
ENSG study. Following on from the ENSG study, the TOs have continued work to

develop aten -year investment programme, including proposed links to the Scottish

islands , wi th a current estimated total cost of around £5  billion of which some £97 8m
is expected to fall within the current price control period

3.2. The TOs have str essed the need to commence work on this investment

programme now in order to maintain planned delivery timescales , and have
requested funding as part of our TO incentives work . However, given the strategic
nature of the ENSG study, many of the projects have, until recently, been at an early

stage of development. Working with the TOs, we have been exploring the scope to
develop an enhanced incentive regime for funding investment undertaken on an
anticipatory basis  within TPCR4. Taking into account differences in risk profile of
individual projects, this work has included consideration of approaches based on

adoption of new, enhanced financial incentives through new funding mechanisms
reflecting asset utilisation risk . We have also considered an alterna tive approach
based on endorsement of investment following a needs case assessment by Ofgem

Justification fo r adoption of simple, pragmatic approach

3.3. Asdiscussed inchapter 2 , our September consultation set out two options for
the way forward for ~ our TO incentives work

e Option1l T delaying publication of our proposals on further measures to
address the funding f  or construction spend  under TO incentives

e Option 2 T reducing the scope of funding provided under TO incentives

3.4. In developing our Initial Proposals, we have decided to pursue Option 2 above .
We do not propose to  introduc e new, enhanced financial incenti ves atthistime. In
reaching this decision we have taken account of the views of respondents to our
September consultation document, ongoing discussions with the TOs and the initial

findings from the work of our consultants. We consider this is the right approach for
five reasons.

3.5. First, this approach will help to ensure b etter alignment between our TO

incentives work and the outcome of our RPI -X@20 review. We consider that this will

be in the interest of  existing and future consumers , and that this will  be consistent
with our duty to  contribute to the achievement of sustainable development. O ur TO
incentives work is focussed on investments taken forward within TPCR4, while the

RPI-X@20 review will inform future price control reviews. Itis likely thatt he
construction period of some of the projects funded through the TO incentives work

will overlap with projects covered by funding arrangements which are determined at
TPCRS5 in line with the conclusions of RPI -X@20. Itwould be undesirable for
investments which are taken forward in parallel to be under potentially radically
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different regulatory regimes. We also consider it would be undesirable if assets

which are constructed to facilitate the 2020 targets, which might amount to some £5
billion under curre  nt projections , are funded under different arrangements to the rest

of the regulated asset base (which was valued at £7.4 billion at the end of 2007/08)

These considerations  lead us to conclude that it is appropriate to limit any funding
provided at this  stage to costs incurred up to the end of TPCR4, with a view to

considering future funding as part of the next transmission price control review

process (TPCR5).

3.6. Second, we are concerned that it may prove difficult to agree enhanced

incentives with the TOs , given the current state of the financial markets. As

discussed in the December consultation, the capital market uncertainty may make it
more difficult and/or expensive for network businesses to raise finance. We note that

this difficulty may be exacerba ted where investment is undertaken in a funding

environment in which future returns are uncertain , for example, because funding is
provided via arisk -based incentive mechanism. This may have the opposite effect to
that intended 1 the implementation of sop histicated incentives  may result in
investment being delayed, rather than encouraging the TO s to bring forward
investment. In this context we note that the Scottish TOs have expressed a marked
preference to avoid an approach which involves the introductio n of enhanced
incentives and we observe that, in the period up to the end of 2011/12, 76 % of
planned construction spend under the proposed ten year investment programme will

be taken forward by the Scottish TOs.

3.7. Third, we are concerned that it may be diffi cult to define and agree with the TOs
the parameters of an enhanced incentive mechanism, based on the information
currently available . In the case of a number of projects, work on the design of the
transmission solutions is at a relatively early stage whi ch would make it difficult to
define a regime which  provide s appropriate efficiency incentives and reflect s the
different risks associated with anticipatory investment. We are concerned that
agreeing a sophisticated incentive regime may create delays in t he provision of
funding for critical projects.

3.8. Fourth, the approach  we intend to adopt (Option 2) will make it easier to provide
funding in the case of projects where the need case is uncertain at this time. In the
previous chapter of this document we ref erred to the questions that our consultants
have about the merit, at this point in time, of some of the projects nhominated by the

TOs. Under Option 1, we would now need to commit to funding all of the

construction activities associated with these projects . This would potentially expose
consumers to substantial costs in relation to investments where the need remains
uncertain.  Option 2 only requires usto make a decision now about a proportion of
the total cost of the projects , Whilst allowing us to keep option s open. | twill be
easier to justify funding of this proportion of the total expenditure. To illustrate this
point, as set out above, our consultants currently have questions about the meri t of
the Western HVDC link. The total construction cost of this project is projected to be

£780m, but the construction spend up the end of 2011/12 is only anticipated to be

£93m. Option 1 would require us to consider funding £780m under enhanced

incentive arrangements. In contrast, Option 2 only requires us to consider the
funding of £93m at this time. We may conclude that it would be appropriate to allow
funding of this type , despite the fact that the case for the projects remains
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uncertain.  We may consider that, for example, this would be in the interest of
existing and future consumers and the achievement of sustainable development

3.9. Finally , we consider that Option 2 would allow for a better alignment with the
conclusion of the ongoing work to define and implement changes to the transmission
access arrangeme nts. Work on transmission access reforms is being taken forward
by DECC. An important aspect of this work relates to the extent to which the
arrangements will require users to make a long -term financial commitment to secure
access to the grid. The way in which these commitments are defined will impact on
the information that is available to the TOs when they consider the case for

particular investments. In addition, some models for access reform involve the
targeting of short  -run access costs onto  those market participants whose actions
give rise to these costs. The adoption of such models may impact on the utilisation

of some of the investments proposed by the TOs.

3.10. Consideration of these factors leads to the view that, while we still see merit  in
introd ucing risk -based incentive mechanisms, it may be more appropriate to adopt a
simple, pragmatic approach to the funding of prio rity investments a t this time. We

recognise that by  reducing the exposure of the TO to risks associated with

anticipatory investm  ent, this approach transfers risks to the consumer s. However, on
balance, we consider that this disadvantage is offset by the advantages set out

above .

Key principles of proposed approach

3.11. With these factorsin mind  , our Initial Proposals are targeted at de livering
simple and pragmatic arrangements which provide f unding for priority investments.

3.12. We propose to fund  pre -construction costs for all projects raised by the TOs

and construction  costs in relation to specific projects identified on the basis of need
case and TO readiness . Funding will be based on on annual allowances set on an ex
ante basis.

3.13. We propose to provide funding for each project up to an appropriate project -
specific end point. In general w e consider that this end-point should be the  end of
TPCRA4, unless there is an earlier date beyond which deliverables cannot be defined

and costs cannot be assessed.

3.14. We propose to implement this framework starting in April 2010. At the same
time , we will determine  annual allowances to provide funding for el igible projects up
to end of TPCR4, so far as practicable based on the information from the TOs.

Further, as discussed inc  hapter 4, we will review further information on projects as

and when it becomes available and may grant additional funding on the sam e terms
at a later stage  within TPCR4 .

3.15. Future funding of relevant projects (i.e. beyond TPCR4) will be addressed as
part of the next price control review process , Which we expect to be aligned with the
output from our RPl - X@20 review .
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Framework for funding
Funding of p  re -construction costs

3.16. Asdiscussed in chapter 2,t  he TOs have indicated that they expect to spend a
further £37.2m on pre -construction costs in 2010/11 and a total of £75.4 m up to the
end of the current price control period (or £100.5muptot he end of 2012/13)

These costs are in addition to those already covered by the allowance made in the

current price control and the TO incentives short term measures implemented in

April 2009.

3.17. Inthe September  consultation , we sought views on the scope of pre -
construction funding. We outlined two options on the specification of the funding of
preconstruction works. Under the first option, funding would be provided for the full

range of projects. This would have the benefit to keep open a range of options f or
the future network. Under the second option, funding for pre -construction costs
would only be provided for those projects which have secured construction funding.

This would minimise the risk of inefficient spend due to wasted pre -construction
works, bu t also narrow down options for network investment at an earlier stage.
Respondents indicated that funding was required for pre -construction works due to
begin during this price control. They stated that this funding should be provided

when it was needed, r  egardless whether or not construction is due to commence

during this price control.

3.18. Our current view is that there is merit in allowing efficient pre - construction
costs for the full range of the projects identified by the TOs, even when there is

uncertain ty about the need to carry out the related construction activities. We

consider this is important to ensure we keep open the widest range of options for

future infrastructure work, thereby minimising the risk of delay to critical

investments. Of course, it is important for such activities to be carried out efficiently.
Therefore we will assess the level of costs proposed and activities covered before
deciding on revenue allowances . It will beimportant , particularly for projects that we
would only provide p  re-construction funding during the current price control period,

that we define clearly the scope of work and deliverables associated with the

funding. We also note that  in allowing funding  of pre -construction activities this does

not create any expectati  on about future funding arrangements.

3.19. There are two potential approaches to addressing the funding of pre -
construction activities:

e Capex treatment 1 under this option, the investment would be funded as
capex and recovered over the relevant life of the ass ets together with a return
on the investment , and

e Opextreatment 1 where the expenditure would be treated as opex, resulting
in an immediate adjustment to allowed revenue which is equal to the full
amount of the investment.
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3.20. Our short term measures, implem ented in April 200

9 following our February

consultation, adopted an opex treatment based on ex ante allowances. We
considered this approach to be appropriate for these specific circumstances of our

short term measures, taking into account the materiality o

A We note that going forward our framework for funding pre

f the costs. However

-construction costs will

apply for the remainder of the current price control period, and potentially for a

further year under the rollover option for TPCRS5 timing. It could ther efore cover
costs just over £100m. W e have concerns aboutt reating the remaining larger
amount of pre -construction costs as opex . We note that treating these costs as
opex is likely to have a larger impact on the step change in TNUOoS tariffs from

one year to the next, compared to treating these costs as capex. For example,
treating an annual amount of £50m of pre -construction costs (which is just above
the maximum level indicated by the TOs) as opex would imply an increase of

TNUoS of around 3% againstthe current TNUOS charge

level around £1.5b

whereas treating these costs as capex (assuming 40 year depreciation and
6.25% return on capital) would only result in an increase of TNUO0S tariffs of

around 0.3 %.
A Adopting a capex approach for pre -construction cost s

would be consistent with

the approach to be adopted for construction costs, and would permit an approach

where all additional investment within TPCR4 is remunerated

in the same way.

We note that for projects eligible for both pre -construction funding and
construction funding within TPCR4, adoption of a different funding mechanism for
pre -construction costs would necessitate definition of an appropriate breakpoint

between pre -construction work and construction work.

3.21. We continue to prefer an ex ante approa ch to the setting of pre  -construction
funding allowances, linked to the completion of defined deliverables, for the same

reasons as those underlying the approach adopted in our
namely, greater regulatory certainty and a degree of impli
for the TOs.

Funding for construction costs

Scope of funding

short term measures
cit efficiency incentivisation

3.22. In determining the scope of funding for individual projects we will consider both
the prevailing needs case and the current state of progress by the TO. We propose to

identify alist of specific projects  which will be eligible for

construction funding , for

which costs up to the end of TPCR4  will be funded on the basis set out below

3.23. Asdiscussed in ¢ hapter 2, our consultants have so far

focused on the following

key areas in identifying projects on which to focus for detailed assessment of
construction funding  : need case; scope; timing; planning consent; and technical
readiness. Consistent with the approach that has been adopted by our consultants,

we propose to allo w funding of the construction costs for
projects where :

projects or aspects of
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e We are satisfied there is a sufficiently strong  need case to justify further

detailed assessment for funding consideration ; or where we  conclude that it
would be appropriate , in the interest of existing and future consumers and
the achievement of sustainable development , to allow funding  despite the

needs case being uncertain ; and
e The project either has, or does not need, planning permission.

e There is a sufficiently advanced tech nical design against which we can
define deliverables and assess forecast costs.

3.24. Where this applies, we propose to fund all construction expenditure up to the
appropriate end point , linked with clear deliverables and subject to determination of

efficient costs . As discussed above ,in general, we consider this islikely to be the end
of TPCR4, unless there is an earlier date beyond which deliverables cannot be

defined and costs cannot be assessed. In such cases , as discussed in chapter 4, we
may provide fu rther funding on the same terms at a later stage within TPCR4 , when
the projects are more advanced and when we are be able to take account of updated
information.  For projects which are ready to commence construction, have all

planning consents and are due for completion within TPCRA4, it may be appropriate to
provide full funding at this stage

Form of funding

3.25. We propose thatf unding will be provided in the form of an ex ante allowance,
supplementing the existing baseline allowance, covering approved costs to be
incurred in a given year. Given the magnitude of spend, funding for construction

costs wi Il be provided on a capex basis. Therefore the revenue the companies earn

will be sufficient to compensate them for depreciation and to deliver a return on the
investment. The applicable rate of return is discussed below.

3.26. We will incentivise efficient construction spend by:

Agreeing with the TOs a schedule of deliverables that we anticipate will
result from the construction spend.

e Requiring the TOs to provide us each year with an independently assessed
technical report which will, amongst other things, track the progress
towards the achievement of the agreed deliverables.

e Truing -up the allowed spend at TPCR5 in the light of progress made against
the schedule of d eliverables.

e Settingan ex-ante construction cost allowance, based on our assessment of
the costs that an efficient company would incur to secure the agreed
deliverables. This ex-ante allowance will not be linked to an agreed index
of construction costs ( given the proximity of the planned spend ).

3.27. These arrangements, where they overlap, will supersede the current deep
revenue driver mechanism, which, in those instances, will be disabled as part of our
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