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Background

Report commissioned by Ofgem as part of
RPI-X@20 review

—ollows increasing interest Iin greater user
iInvolvement (in several sectors)

Particular reference to TPCR 5, due to
commence April 2012

Considered relevance of four possible
approaches from outside UK energy
sector




Options addressed

* They were:

— public contest method: used in Argentine
transmission sector

— constructive engagement: used by CAA for
London and Manchester airports

— negotiated settlement: used in North
American utility sector, especially energy

— negotiated services: as applied to Australian
networks

 Further detaill In handout 1



Context

* Included discussion with a few potential

participants
— N Grid, distribution co, AEP (generators)

» Conclusions without prejudice to
worthwhile changes already underway

— Consumer First, business plan engagement
under DPCRS5, reworking of SO incentive

setting processes etc.



Conclusions (1)
Public contest method

v" could help to ensure that future investment
programme includes what users want and does
not go beyond what users willing to pay for

v’ putting expansion projects out to tender could
help to ensure lower cost construction

X would need a change in GB statutory framework

X could present difficulties in defining a new set of
rules for determining votes of transmission users

X could involve a limitation in the powers of the
regulator that could be unacceptable in GB



Conclusions (2)
Constructive engagement

v flexible and able to focus on those issues where
constructive discussion and agreement seem most likely
(provided the regulator’s specification is not unduly
restrictive), leaving to the regulator those issues where
agreement seems less likely.

v would not need any change in GB statutory framework
X not been without difficulties in UK airports sector

+ but agreement has been reached on significant elements
of airport price controls

+ lessons have been learned and more robust regulatory
framework is being put in place



Conclusions (3)
Negotiated settlements

v would enable utilities and users to negotiate and agree
features of price control of particular significance to them
(such as capital expenditure programmes, service quality
provisions and incentive arrangements)

X using such an approach might set unduly high hurdle to
overcome If expectation is to deliver agreement on whole
range of issues to be covered by a future price control

In practice partial negotiated settlements are sometimes
agreed that leave unresolved issues (such as cost of
capital) to the regulator

would be necessary to ensure specific measures so that
interests of all parties, including Government where
appropriate, adequately taken into account

I+

I+



Conclusions (4)
Negotiated services

the Australian negotiated services approach intended to
facilitate discussion and agreement for certain services,
especially where services have some bespoke element
or where different service levels might be feasible

some elements of approach already applied in GB
through existing rules for excluded services albeit on a
more limited basis

X would not seem significantly to extend present role of
users or customers in the process of resetting GB price
controls

I+

I+



Overall conclusions

All four options have points of benefit or
relevance to RPI-X@20

Generally more pros than cons — see handout 2

There Is scope to increase user involvement in
general and in TPCRS5 In particular

Constructive engagement seems most
promising, at least in GB transmission context

* Encouraging precedent in GB

« Can deliver benefits of negotiated settlements (provided
definition of roles reflects views of participants)

« Wider application (eg to distribution) not ruled out
More research into development & application



Implications

* To enable constructive engagement in the
sector Ofgem would need to (inter alia):

— provide greater clarity on roles, especially its
own, and on timetables and procedures

— consider adequacy of user representation

— facilitate discussion through more information
(e.g. publication of licensee business plan)

— Indicate any conditions and boundaries
— establish default process



Ilethod

Public contest
method

Constactive
engagetment

Hegotiated
settlement

Hegotiated setvices

Handout (1)

Summary of approaches

Iain area of application

Argentitia: electricity transmission (new
irvestment).

Project by project (>$U32me), initiated
by ugers within specified regulatory
framework.

UE: aitpott price control reviewrs,
Application & scope proposed by
regulator. CAA suggested stakeholders
focus on traffic forecasts, quality of
services and capex.

03, Canada: wility sectot, especially
ETELTY.

Cowerage at disctetion of the patrties,
typically rates or tariffs with some
extension to issues such as investment
projects, quality of service and incentive
schemes.

Australia; electricity transmission and
distribuation.

Third patty services and site-specific
terima for both electticity distribution and
tratismission.

Slightly different coverage for
tratistnission and distribution.

Nature of process
Uzets propose and vote for expansion projects, with votes based on first two
years of expected usage.

Constraction, operation & maintenance of approved projects gt ot to
competitive tender.

In a provitcial sub-transtdesion network, veers have agreed a ten year
irvestment plan to identifie eligible schemes.

Content of agreement then subject to wider consultation by the regulator as
patt of process of price setting,

Failure to agree means default to traditional price control process.

Home reglators have encouraged negotiated settlements, others have not,
HBome T3 consumer groups have been critical of settlements.
Failure to agree means default to traditional regulatory process.

Whete approptiate regulators have facilitated patticipation of smaller
interested parties.

In Canada, regulator has sought to facilitate negotiated settlements by
providing direction on key financial parameters (cost of capital).

InFlotida, the Public Counsel has beety a major patticipant.

Cotisiderable prescription of procedures and negotiating parameters iz set out
ity the Mational Electricity Bules.

The network setvice provider st publish guidelines and negotiating
principles.

Arhitration is by the regulator for distribution and an external expert for
trafisis sion.

Status of outcomes

Binding on patties, not open to change by
regulator.

Regulatony discretion as to how fat to take
accout of agreement, bt in practice areas of
agreement have been largely incorporated.

Agreements are binding on the parties but
subject to a regulatory finding that rates are just
and reasarable.

In practice the settlement is usually accepted by
regulator,

At agreed settlement iz achieved on the
niegotiated setvice or setvices.

The network user accepts the proposed offer or
tefers aty disagreement to an atbitrator.



Method

Public contest
method

Conatraetive
engagement

Hegotiated
settlement

Hegotiated
setvices

Handout (2)
Summary of pros and cons

Pros

Investments are user diiven—there is a clear trigger.

This creates a presumption that design and timing of
inrvestment programmes would be efficient.

Mo stranded assed risk.
Clear methodology for allocating costs.

Evridence that competitive tender has produced
significantly lowets costs.

Reduction in role of regulator.

Allows regulator to itrvite service ugets to negotiate on

1ssues where tegulator considers thas will be productive.

Allows patties to focus on aspects of greatest
impottatice to them.

Mo legislative change needed in GE.

Could add significantly to scope of user participation in
traditional price control setting.

Esridence of improved information provision and
understanding at main BAA airports (albeit with some
gualificatiom).

Allows service users (including final consumers) to
determine issues of tnportance to them.

FPossibility of part settlement means that approach does
not depend upon participants agreeing all outstanding
issues.

Flexible—has taken a maumber of forms to suit
tequirements of participants.

Evidence of substatitial achiewvements and betefits for
usets, including final consumers.

Provides for bespoke services and therefore flexibilitsy.

Petinites chioice as users can stipulate gquality levels on

dedicated services, upgrading service or lowering costs.

Conseguently may stimulate itnovation.
Delivers greater engagement of setvice users.

Cons

W ould requite legislative changes in GB.

Feduction in role of regulator could cause concern to some stakeholders.
Cost allocation rules could be more difficult in meshed system.

Faises wider issues:

" reversion to deep charging?

= compatible with current or proposed access regime?

Allocation of izsues by regulator may unduly constrain parties.
acettainty over regulatory “huy-in', or attempts to influence regulator,
may discoutage patticipation and negotiation.

Thete have been concerns about information provision, ‘capex creep’,

lack of arrangements for athitration in event of failure to agree, and
preservation of interests of future uzers and the public interest.

Application beyond airports needs consideration, as does question of how
to itrrolve all relevant users.

And the issue of how to bring to bear govertumental concerns of wider
public interest considerations also needs to be addressed.

Mixed views have been expressed about merits of settlements.

Sotme concerns i some T3 jurisdictions that:

= ordinary conswmers could he worse off,

= gettlements mean less transparency, and

= pegulators ought to determine suchissues as amatter of prineiple.
How to itrrolve all relevant parties needs to be considered.

Andthe issue of how to bring to bear governmental concerns or wider
public interest considerations also needs to be addressed.

Does not help with reset of conventional price control, which is the focus
of the RPI-30@ 20 review, and therefore would have marginal application.

Choice iz offset by high lewel of prescription for parameters of negotiated
deal.

Does not accomtnodate end consuners.

Other commenis

Ahout 25 applications over about 15 years, albeit
constrained by macro-economic crisis and
pattially superseded by government-indtiated
tratiSmissi06n eXpansions.

Geared to individual projects but can be
consistent with longet-term transmission
development plan.

Limited and mixed track record.

Wider scope cowld require development of more
cotprehensive procedures and guidelines.

Would requite clearer demarcations on scope atud
residual role of regulator.

Post agreement process could necessitate wider
third patty engagement to ensure appropriate
lewels of consultation.

Approach has been appliedin N Americaina
wide range of circumstances over along period of
time.

Feguires positive encouragement and
clarification of stance of regulator.

Process urvolving wider engagement of specific
types of stakeholder might necessitate further
third party engagement to ensare all interested
patties are consulted.

Similar application already exists in Britain
through excluded services regime, albeit in less
prescriptive form.



