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BSC Modification Assessments P198, 200, 203 and 204 - Ofgsem’s “minded to’’ statement

| disagree with the Authority’s “minded to” (or draft) decision to accept P203, but agree with its
proposed rejection of modifications P198, 200 and 204. | do not believe that Ofgem has shown
that P203 better facilitates achievement of the applicable BSC objectives or its wider statutory
responsibilities, its assumptions about changes in behaviour are not thought through or
substantiated and it has taken insufficient account of a number of detrimental aspects of the
proposals.

| have addressed the specific questions raised by Ofgem in the appendix to this letter. This
covering letter makes some general points.

There were significant flaws in Ofgem’s regulatory impact assessment (RIA) that have not been
corrected. The further analysis presented with the draft decision addresses some of the
deficiencies but it remains far from complete. Ofgem has not shown why the behavioural changes
it assumes will arise, and as a consequence the large part of the redespatch benefits (and
accordingly the carbon savings assumed on the back of them) will simply not arise. It has no regard
to issues concerning barriers to entry and increased market complexity. It is very probable that
any savings will be absorbed by participants but those seeing increased costs will need to pass
them through to consumers.

Above all the assessment and supporting analysis taken as a whole leaves the impression that had
the timeframe been extended to cover a period more compatible with industry investment
timescales (e.g. fifteen or more years, typically longer in the case of CHP), which regulatory good
practice suggests it should have done, the overall net benefit alleged would have been negligible if
not negative. For an issue of this magnitude it is simply not right that reliance should be placed on
analysis that covers, in effect, no more than eight years.

Compounding this, the considerable upheaval inherent in P203 the modification proposals heavily
exceeds the modest potential gains identified in the RIA, many of which still feel over-stated, and
there is great scope for unintended consequences and detriments that has not been
acknowledged.

If we are to have a solution incorporating variable losses, it must be dynamic and reflect actual
power flows, and should also tackle within zone subsidisation. It also needs to explicitly take into
account the interactions with TNUoS (see below) and changes likely to occur in that domain as
Britain is encouraged to align with European charging structures. Personally | doubt whether
there is such a solution given the overarching structures represented by the Neta/Betta market
design.

A further factor is that the P203 solution is so sub-optimal that it is likely to be bettered by a
monthly or a multi zone solution perpetuating the regulatory risk that has arisen over a protracted
period from the industry’s and the regulator’s consideration of this matter. At the same time it is
not clear why a solution centred on the system operator has not been considered given Ofgem’s
affinity with incentive-based solutions.



The British electricity market design already incorporates strong locational signals through
National Grid’s transmission network use of system (TNUoS) charges, and Ofgem has not
demonstrated why it considers these inadequate. The inherent instability in the TNUoS charging
signal separately warrants consideration, as does the distorting effect arising from the costs of
existing transmission constraints, and they both have important interactions with the current
change proposal but have not been properly explored.

The additional analysis included in the proposed decision purports to show that there is no over-
signalling, but is wrong because it fails to recognise that there is an additional cost of transmission
losses that relates to the fixed portion of these costs, which are unavoidable. There are also
inherent inconsistencies between the cost signals in some TNUOoS zones relative to the variable
losses charge, and there is a distorting effect in that well-situated generators within high cost
zones will be penalised. Ofgem has also failed to explore the inherent scope for asymmetry
between factors set ex ante and the “correct” costs that would have arisen ex post.

Finally gas operators will see conflicting signals between the variable losses charge and the gas
transportation fees they pay (which further undermine Ofgem’s assumptions about behavioural
response).

Please let me know if | can provide any further comment.

Nigel Cornwall



CHAPTER: Two

Question 1: Do respondents consider that we have appropriately summarised the key themes
of the responses to Ofgem's impact assessment on zonal losses?

No. This does not address the discriminatory impact on many CHP operators. There
are also differential impacts for integrated and portfolio players versus those that
are not.

Question 2: Are there any other themes which respondents considered should have been
highlighted?

As above.

CHAPTER: Three

Question 1: Do respondents consider that the additional analysis we have provided addresses
the concerns expressed by respondents to the impact assessment regarding analytical gaps in
the impact assessment?

It addresses some of them. As noted in the cover letter we think the analysis on
scope of locational signalling is not accurate, and interactions between TNUoS and

the gas charging regime have not been properly identified and assessed.

Question 2: Do respondents consider that there are any remaining aspects on the
modification proposals that require to be addressed analytically?

Behavioural issues under the Neta market structure need to be addressed. There are
other factors that will determine the operational decisions of parties. CHPA considers
that most redespatch benefits that have been assessed will be unlikely to arise in
practice. Consequently the environmental benefits also will not materialise.

Further at no point does Ofgem address impacts on consumer prices as new costs
will be passed through but savings will not, or the possible impact on market entry.

Question 3: Do respondents have any additional analysis in relation to the impact of the
modification proposals that they wish to bring to the attention of the Authority?

No.
CHAPTER: Four

Question 1: Do respondents consider that the modification proposals have been appropriately
assessed against the applicable BSC objectives?

No. The efficiency benefits are over-estimated, and the competitive effects not
properly explored. There is also a detriment in terms of efficiency of the BSC
arrangements.

Question 2: Do respondents consider that there are any aspects of the modification proposals
that have not been adequately assessed in relation to the applicable BSC objectives?

There is no assessment of the impacts on different types of party.



CHAPTER: Five

Question 1: Do respondents consider that the Authority has appropriately assessed the
modification proposals against the applicable BSC objectives when considered collectively?

No. In combination, when properly weighted, we consider there to be a net
disbenefit from P203.

Question 2: Do respondents consider that there are any aspects on the modification proposals
that have not been adequately assessed in relation to the applicable BSC objectives when
considered collectively?

As above.

CHAPTER: Six

Question 1: Do respondents consider that the Authority has appropriately assessed the
modification proposals against its duties?

The environmental aspects cannot have been considered properly as it does not
consider impacts on low carbon technology such as CHP. There is also no mention on
the impact on barriers to entry in the market, which we consider overall detrimental.

Question 2: Do respondents consider that there are any aspects on the modification proposals
that have not been adequately assessed in relation to the Authority’s duties?

As above.

CHAPTER: Seven

Question 1: Do respondents have any comments on any of the issues set out in this chapter?
No.

CHAPTER: Eight

Question 1: Do respondents wish to raise any specific issues regarding the Authority's minded
to position?

See covering letter.
Question 2: Do respondents have any views on both the process and timetable that are
proposed for the Authority making its final decisions on the modification proposals and for

publishing those decisions?

No.



