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Date: 29 July 2015

Dear Colleague,
Post construction review of SHE Transmission’s Beauly-Denny project— proposed process and timings

This letterinforms stakeholders of the process we intend to follow to reach a decision on SHE
Transmission’s revenue allowance for the delivery of the Beauly-Denny project. If our decision affects
SHE Transmission’s allowed revenue, we would expect any changes torevenues and TNUoS charges to
take affectfrom 1 April 2017.

The Beauly-Denny project

Beauly-Dennyisan electricity transmission project to upgrade the capacity of the key strategicline
between Beaulyinthe north of Scotland and Denny in central Scotland. Itis being delivered jointly by
SHE Transmission and SP Transmission and is due to be energisedin November 2015. Under the terms
of the TIRG mechanism underwhich the projectisfunded, areview of the appropriateness of costs
incurredisrequired atthe end of constructionin orderto finaliserevenue allowances forthe
project.'The Beauly-Denny project has been delayed by a publicenquiry and has been subject to
additional consenting requirements by both local councils and the Scottish government. Asaresult, in
November 2014, we agreed to provide SP Transmission with additional funding to deliverits work on
the Beauly-Dennyproject. Atthe same time we agreed to an extension of the construction period for
SP Transmission until 2016-17. Following our decision to provide additional funding for SP
Transmission’s, SHE Transmission sought permission to submit its own request foradditional funding on
its section of the Beauly-Denny project.

Previous funding decision

Our lastfunding decision for SHE Transmission’s Beauly-Denny project was reached in 2011 following
the outcome of the publicinquiry®. That decision provided for additional funding relating to the impact
of certain legislative changes, consentingissues and technical challenges identified during the pre -
construction period. It specifically excluded additional costs wherewe considered thatthe supporting
evidence did not meet the TIRG efficiency criterion. These costs included:

e Uncertain contractor costs

! Further detail on the arrangements of the TIRG mechanism can be found in Appendix 1 of this letter
2 19 September 2011 Decision: https://www.ofgem.gov.uk/sites/default/files/docs/2011/09/beauly-denny-shetl-
avae-determination-final.pdf
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e Uncertainland access costs
e Forecastchangein foundationtypesrequired
e Allowance forsmall aggregate contract.

Our 2011 decision explained that:

“Should these, or any other costs notincluded in SHETL’s notice occur, we will reconsider their
treatment at the end of project’s construction period as stipulated in the TIRG condition. Any such
cost could potentially be included in the post-construction opening assetvalue if SHETL demonstrate
that they were efficiently incurred and if considered beyond the level SHETL is expected to bear in line
with the allowed return provided for in the TIRG mechanism.”

Our preferred approach

We considerthatit would be best to consider SHE Transmission’s request for additionalfunding as part
of the required expenditurereview atthe end of construction. This preventsthe needtoreviewthe
request foradditional funding during construction, and then carry out a further review at the end of
construction. Italso allows usto considerthe requestforadditional funding once we have afull
understanding of the final costsincurred on the project.

Our review willcover each of the areas referencedin our 2011 decision, as well asany furtherareas
that SHE Transmission puts forward as impacting on the overall cost of the project. Additional funding
will only be provided where SHE Transmission is able to show clear evidence that the additional costs
meetthe criteriaforadditional funding set outin the TIRG mechanism’. Mostimportantly, SHE
Transmission willneed to demonstrate that the additional costs:

e cannot be considered asfunded through the risk allowance provided as part of the project’s
initial funding

e exceedthelevelitisexpectedtobearinline withthe allowed return provided forinthe TIRG
mechanism.

Timing of assessment

In orderto allow any changesinallowed revenue and TNUoS charges to take affect from 1 April 2017,
we will need to finalise our assessment by late 2016. This will require SHE Transmission to submit the
requiredindependent technical reportonthe delivery of the outputs soon afterthe lineisenergisedin
late 2015. We will review the evidence within this report on an ongoing basis whilst the final
reinstatement work within the projectis completed. SHE Transmission has told us that all contracts on
the project will be let by this pointinthe project, which should provide confidence on the final cost
figure forthe majority of elements of the project. However, itis ourinte ntion to await final completion
of the projectand full finalised and audited cost information before finalising our decision. This will
require SHE Transmissionto submitthe relevantreports before the end of September.

Appendix 2 of thisletter sets out the timeline we will aim to followto deliveradecisionin time to affect
revenues from 1 April 2017. Delivery against thistimetableis dependent onreceivingthe required
detailedinformation from SHE Transmissionin atimely fashion.

3 Within the TIRG mechanism, additional project funding can be provided through an Asset Value Adjusting Event
AVAE) under paragraph 31.6 of condition 3] of SHE Transmission’s special licence condition
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Nextsteps

We will continue our ongoing discussions with SHE Transmission on the exact timings and required level
of information within the technical report and audit of costs incurred that they will need to submitas
part of their post-construction submission. We expect SHE Transmission to keep stakeholdersinformed
of how itexpectsthe additional fundingitis requestingtoimpact on TNUoS charges.

Should you wish todiscussthe issues raised in this document, please contact Thomas Johns at
thomas.johns@ofgem.gov.uk oron 020 7901 7046.

Yours Sincerely,

Kersti Berge
Partner, Electricity Transmission
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APPENDIX 1: The TIRG Mechanism

The Beauly-Denny projectisfunded underthe terms of the Transmission Investment for Renewable
Energy mechanism (The TIRG Mechanism). The TIRG mechanism was established in 2004 to fund
transmission projects to connect renewable generation outside the price control process to minimise
investment delays. It provides the three electricity transmission owners (TOs) with expenditure
allowances for specifictransmission reinforcement projects.

The various TIRG projects, including the Beauly-Denny, can be broken down into four distinct phases:

Pre-construction

Construction

Post-Construction®
period

Regulated Asset Value
period’

Period priorto
construction

Period of construction.
The length of the
construction periodis
setoutinthe Licence
withan annual
revenue allowance set
for eachyear.

Period of 5 years which
beginsone yearafter
outputisdelivered

15 year period during
which any savingsare
shared with consumers

At the end of construction on each TIRG project, we are required to review the costsincurred and set
each project’s OAV. This OAV setsthe revenue for the post-construction period, which is designed to
start the year aftera projectis commissioned.

In the licence this term is referred to as the ‘incentive period’
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APPENDIX 2: SHE Transmission Beauly-Denny project: proposed submission and review timeline
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