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1 Executive summary

Ofgem’s ask

As part of the RIIO-2 Sector Specific Methodology Decision, Ofgem requested that the Electricity
System Operator ("ESO") dewelop a plan for introducing early competition into the onshore electricity
transmission network. Ofgem set out their minimum expectations for the plan in an open letter to the
ESO in 2019 and an update on our progress in 2020, including a clear expectation that the ESO
engages and consults with relevant stakeholders.

Developing a plan for early competition

This Early Competition Plan (“ECP”) sets out our recommendations, built on the basis of invaluable
feedback from our stakeholders and the independent challenge from the ESO Networks Stakeholder
Group (“ENSG”). The ECP has been developed with support from KPMG LLP.

In reaching our recommendations we engaged with over 75 individuals from 50 different
organisations. As setout in Figure 1, our engagement process was broad and iterative, providing a
variety of opportunities for stakeholders to understand and to input their views on the range of issues
the early competition model needs to address. The range of inputs received have been instrumental
in shaping our recommendations, and we believe that our recommendations propose a model of early
competition which is attractive to bidders and protects the interests of consumers.

Figure 1: Early competition engagement timeline
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ECP structure

The ECP is comprised of six sections: how projects are identified for early competition; the
commercial model; the end-to-end process for early competition; the key roles and responsibilities to
facilitate that process; the implementation phase; and remuneration for the roles that the ESO could
perform. Figure 2 presents these sections, the relationships between them and sets out our core
recommendations for each.

There are two overarching considerations which should be noted when reviewing the ECP:

o First, we assume that early competition will be enabled under new and bespoke legislative
and regulatory arrangements to be dewveloped by BEIS and Ofgem. New legislation is
required to allow for new transmission licences to be awarded; and current procurement
regulations have conditions which may not be compatible with early competition

e Second, Ofgem’s Review of GB System Operation and the following BEIS review of
institutional arrangements may have a material impact on our recommendations. The
overarching points of the Review are aligned to our ECP. Howe\er, details of the future role
of the ESO, once confirmed by BEIS, will likely have the most impact on the Network
Planning Body function (set out in Section 6.2.5) and the potential need to manage conflicts
of interest.



https://www.ofgem.gov.uk/publications-and-updates/riio-2-sector-specific-methodology-decision
https://www.ofgem.gov.uk/system/files/docs/2019/09/electricity_system_operators_early_competition_plan_letter_0.pdf
https://www.ofgem.gov.uk/system/files/docs/2019/09/electricity_system_operators_early_competition_plan_letter_0.pdf
https://www.ofgem.gov.uk/system/files/docs/2020/03/update_on_the_esos_early_competition_plan_060320_0.pdf
https://www.ofgem.gov.uk/publications-and-updates/review-gb-energy-system-operation
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Figure 2: ECP structure and core recommendations
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Core recommendations
Project identification

There can be a number of different drivers for network investment (for instance reinforcements,
compliance, connections, stahility, voltage and asset replacement). Projects will only be selected
where there is an opportunity to efficiently deliver net consumer benefit. Here we set out our
recommendations of which drivers and criteria should be considered when identifying projects for
early competition.

e Criteria for competition — The criteria we are proposing to use to identify projects suitable
for early competition are (1) certainty of need, (2) that the projectis new and separable, and
(3) the positive outcome of a project-specific, consumer benefit, cost-benefit analysis
(“CBA). We are not proposing a lower value limit for early competition projects

o Driversof network investment need — Our main focus of the project identification process
is based on the Network Options Assessment (“NOA”). We also recommend that non-NOA
driven projects (i.e. connections, compliance and asset health) should be considered for
competition and set out any additional considerations that may be needed

e Projectidentification process — We recommend launching a competition at the “early”
stage (i.e. afterinitial solution development) rather than “very early” stage (i.e. before initial
solution development) to reduce the complexity of the tender process.

One of the key advantages from competition at an early stage (i.e. before the initial design has been
done) will be allowing for a range of innovative solutions to be proposed. We recommend that, should
a project be found to be suitable for early competition, then it should be competed at that stage.

Commercial model

The commercial model looks to balance the protection of consumer interests with attractiveness to
potential bidders. It aims to foster competition and maintain competitive pressure post tender award.

We recommend a Tender Revenue Stream ("TRS") model as it enables a wide range of companies to
participate and aids direct comparability between bids. It also protects consumers for the entire
duration of the electricity transmission licence or contract.
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We recommend the revenue period is ‘'need dependent’ and would be determined by the Network
Planning Body (ESO) prior to a tender launch for up to a maximum of 45 years. During the revenue
period we also recommend inflation-indexing a proportion of the TRS (at Consumer Price Index
including owner occupiers’ housing costs (“CPIH”)) to achieve a natural hedge.

We recommend that at the point of tender award, the cost of equity, overheads and margins are fixed.
We also recommend that the cost and size of debt (and so gearing ratio) and the underlying costs
(e.g. labour and materials) remain adjustable via pre-defined mechanismsi.e. a Post-Preliminary
Works Cost Assessment ("PPWCA") process and a debt financing competition. To maintain
competitive pressure, we propose adjustments are only allowable on certain elements within the
PPWCA, and that there is an overall cap on upward adjustments.

End-to-end process for early competition

Our end-to-end process for early competition includes the tender process and post tender award

stages as set out in Figure 3.

Figure 3: End-to-end process
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The design objective for the tender process is to maximise value for
consumers by allowing market forces to drive innovation and efficiency.

The aim of the Invitation to Tender (“ITT”) (stage 1) is to facilitate
innovation in the market whilst minimising bid costs, and to down-select
the number of bidders that progress to ITT (stage 2). Bidders would
submit an initial solution design, demonstrating it meets the need and is
a suitable technology.

ITT (stage 2) is the final assessment stage of the tender process. Given
the cost uncertainty at this stage in the process (i.e. before preliminary
works), a pure commercial comparison would not be appropriate, and
bidders are therefore selected based on a combination of commercial
and technical elements. As a result of ITT (stage 2), a preferred bidder
would be selected to progress to the Preferred Bidder (“PB”) stage.

Following a standstill period, during which unsuccessful bidders can
challenge the outcome of the tender process, the PB stage would
include activities such as the provision of an electricity transmission
licence or contract award, any connection processes and code
accession (if required), and posting a performance bond or an
equivalent form of acceptable security.

Post tender award, recommended policy and processes need to ensure
industry arrangements remain effective in respect of both network and
non-network solutions. For all types of solutions, post tender cost
changes will be managed through the PPWCA and debt competition. Al
types of solution will need to post appropriate security from point of
award through to successful commissioning.

To incentivise timely delivery the TRS will be payable on successiul
commissioning, which, if delayed, would result in reprofiling of the TRS.
Commissioning would follow existing appropriate industry processes.

During operation, the TRS would be subject to an availability incentive.
The successful solution would be subject to a number of other
incentives, including an environmental incentive based on a
proportional replication of the RIIO-2 environmental incentive, and an
incentive relating to timely new connections that would apply only to
network solutions.

Near the end of the revenue period a review would take place to
determine what happens following the end of scheduled operations. If
required the successful bidder will decommission the asset, but there
may also be an extension to the revenue period or a retendering of the
need.
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Roles and responsibilities

The ECP defines the roles and responsibilities needed to facilitate early competition. The table below
sets out our recommendations as to which parties are best placed to undertake each role. We also
summarise the rationale for the recommendations.

Table 1: Roles and responsibilities

Roles and Responsibilities Key considerations
Network Planning Body —is an existing network e Potential conflicts of interest between
planning role and will be responsible for: transmission owner (“TO”) network
« Assessing suitability for competition planning roles and their participation in
. . early competition
e Supporting the technical assessment of 0 .
bids. e Mitigation of conflicts through changes to
network planning roles should be
considered further in parallel to the BEIS
review of institutional arrangements, due
in 2021
e As aminimum, we recommend:

e TOs —toringfence bidding teams to
mitigate conflict of interest with their
role in supporting connection
feasibility assessments and providing
initial solutions for the NOA process

e ESO-tohave anenhanced role in
initial solution development to
mitigate conflicts of interest with TOs
providing initial solutions for NOA.

Procurement Body — will be responsible for: ESO is best positioned with:
o Design of the procurement structure and » Relevant experience and knowledge
process » Existing relationships with key
e Supporting the development of tender stakeholders
and contractual documents as well as »  Less cost and time required for upskilling
management of the procurement compared to a new entity
process.

e Economies of scope across roles
Contract Counterparty —will be «  Alignment with RIIO-2 ambitions.
responsible for managing and monitoring

any obligations placed on a successful

bidder who will hold a non-network contract

(i.e. for any solutions that do not perform the

function of electricity transmission)

Payment Counterparty — will be
responsible for managing financial
transactions between the successful bidder
and the other counterparties.

Approver —will be responsible for making Ofgem is best positioned with:

the formal decision to progress to stages of «  Alignment with statutory duties to protect
the early competition end-to-end process CONSUMers

Licence Counterparty —will be responsible » Legal authority to manage and issue

for managing and monitoring any obligations licences

placed on a successful bidder that is issued » Experience in comparable roles (e.g.

or has a transmission licence. milestone approvals for interconnector

business cases).
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We go on to discuss the impacts of the roles the ESO is proposing to undertake and consider the
enduring structure for these roles.

Role of the TOs

We recommend that TOs should be able to participate in early competition. They should also compete
as bidders do, to facilitate the most transparent and fair process.

TOs bidding into an early competition and also having a role in network planning could give rise to
potential conflicts of interest. We therefore recommend some form of ring-fencing or functional
separation of the TO bidding team from the team working on the Network Planning Body (TO) role.

We also recommend that network planning roles and responsibilities for early competition are further
considered in light of broader work looking at the ESO’s role in network planning considered further in
parallel to the BEIS review of institutional arrangements, due in 2021.

Implementation

We recommend that the earliest the first tender could be launchedis Quarter 1 2024. Figure 4 sets
out the timetable to achieve this and is based on assumptions regarding the passage of the
necessary legislation by Government and decisions being taken by Ofgem.

Figure 4: Implementation plan and timeline
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To help achiewve this timetable, we have agreed with Ofgem to continue a number of activities ahead
of a decision on early competition. These include working on a detailed implementation programme,
deweloping criteria and processes for identifying network needs for tender, and looking at adapting our
operating model to accommodate the new roles we could undertake related to early competition.

Enduring costs, remuneration and incentives

Early competition as set out in our proposals is estimated to be in the region of £4.8m to £6.3m to
implement. The cost of running competitions will vary with the project size and complexity, but we
expect a portion of the cost being fixed regardless of size. For a £250m project we estimate the cost
to run a tender of between £4m — £5.75m (1.6% to 2.3% of project value).

We have considered evidence around taking on new roles for early competition, which we believe
represent four different senvice offering and have concluded that it will substantially alter our risk
profile. As all four roles require us to take on additional risk, we would expect some form of additional
remuneration for performing the senices to balance the asymmetry of the risks and incentivise us in
our central role. Our view is that the most appropriate approach to remuneration is to price the
senices rather than the risks associated with the senices.

We consider that the existing RIIO-2 cost recovery mechanism is reasonably well suited to recover
costs for these senices and so there is no need to operate a parallel regulatory cost regime for these
roles. In terms of incentivisation our view is that the incentives for the early competition roles and
senices should be incorporated within the existing ESO incentive framework.

We note our early view will require further development and stakeholder input during the
implementation phase and may ewolve as more information becomes available and key policy
decisions for early competition are made by Ofgem/BEIS. We would expect that these issues would
be subject to consultation at the appropriate time.

The recommendations set out in this ECP are our best view of a model for early competition based on
the evidence available to us and the views of the stakeholders we engaged.

We thank all the stakeholders who engaged with this project for taking the time in helping us develop
these recommendations. Their challenge, suggestions, support and feedback have been instrumental
in shaping our recommendations.

Further development of recommendations and engagement with stakeholders will be required along
with development of appropriate legislation, licence(s) and code changes in any subsequent
implementation phase.
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The future of energy is changing. Consumers are looking for greener sources of power, but these
have to remain affordable and reliable. Electricity transmission has a central role to play in delivering
on this objective.

Ofgem has been developing competition policy for the delivery of onshore electricity transmission for
a number of years. It first introduced the concept of a Competitively Appointed Transmission Owner
(“CATO”) as part of the project in 2013-
2015, developing it further through the project during 2016.
Delays in implementing a CATO regime arose from difficulties in legislative scheduling.

The CATO regime being developed by Ofgem is a form of “late competition”. Late competition is
where the tender is launched after the procurement authority has developed the initial design and
obtained the consents/planning permission.

The late competition model has been widely used in other infrastructure markets (e.g. Public Private
Partnerships (‘PPP”)). Ofgem had previously introduced a form of “very late competition” into offshore
transmission, where the Offshore Transmission Owner (“OFTO”) acquires the asset post completion.

Figure 5: Models of competition

VERY LATE LA
TE COMPETITION
COMPETITION E.G. OFTO EARLY VERY EARLY

E.G.PPP COMPETITION COMPETITION
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“Early competition” is where a tender is launched after an indicative solution has been identified but
before the initial design has been done and preliminary works (including surveys and consents) have
been undertaken. Bringing the tender point even further forward, prior to an indicative solution being
identified, would mean a “very early competition”, with only the need being competed.

Early or very early competition could be the key to unlocking further innovation to address network
needs. It could help break down barriers by encouraging new solutions from both network solution
providers (i.e. CATOs) and non-network solution providers.

For late competition, bidders are able to price their bids based on their detailed design. For early and
very early competition the level of cost uncertainty at the tender stage is likely to be significantly
higher as the consenting, planning and surveys could lead to material revisions to the design post-
award.

Any early or very early competition model must balance system needs against costs of procurement
to ensure the right solutions are selected, while always keeping consumers and security of supply
front of mind.



https://www.ofgem.gov.uk/electricity/transmission-networks/integrated-transmission-planning-and-regulation
https://www.ofgem.gov.uk/sites/default/files/docs/2015/10/ecit_consultation_v6_final_for_publication_0.pdf

-
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In the published May 2019, Ofgem
requested that the ESO develop a plan for early competition.

Further details were provided in , hoting that the plan is to focus
solely on models of early competition (i.e. competition that occurs before a detailed solution design is
produced), with Ofgem continuing the thinking and development of late competition models (i.e.
competition that occurs after the solution is designed and consented).

Ofgem subsequently published . This set out
their expectations for early competition, provided an update on phase 1, the interactions with RIIO-
ED2 and the next steps. Ofgem noted in this letter that design-only competitions were better explored
as part of existing workstreams on innovation rather than in early competition.

Ofgem asked the ESO to produce a plan looking at how early models of competition could be
introduced to construct and own transmission assets, by April 2021, The details of the request were
set out as follows (excluding the design-only competition):

A. A clear description of at least two proposed early competition models, covering the
whole project lifecycle. These models should cover:

a. An early competition model for the design and deliver of a solution (sometimes
referred to as Design, Build and Own (“DBQ”). This model should be able to operate:

i. once legislation is in place to allow CATOs; and

ii. before CATO legislation is in place (such as existing network licensees
competing with parties able to deliver non-network solutions).

As part of this, Ofgem also asked the ESO to:

a. outline views on criteria to determine which types of system needs are better suited
to early competition for design and delivery

b. consider who should be the counterparty for non-network solutions

c. consider how all participants can be given equal access to all of the necessary
information required to submit bids (such as land surveys)

d. consider the role of data, including consulting with the Energy Data Taskforce.
B. Rolesand responsibilities of parties under each of the early competition models
Ofgem asked the ESO to:
a. outline the proposed roles and responsibilities of all parties in each model

b. consider the scope ofthe ESO’s own possible role, including practical implications
(costs, expertise and risk implications)

c. consider what role the ESO could play in supporting competition at the distribution
sector level from 2023 (e.g. auditing, running and/or assessing the tender process).

C. Interactionswith ESO RIIO-2 Business Plan
Ofgem asked the ESO to:

a. explicitly indicate which new roles or functions are not covered under existing
revenue streams of RIIO-1 and prospectively RIIO-2

b. setout how its performance in delivering the proposed early competition models
could best be measured through the RIIO-2 performance and incentives framework.

* Of gem initially asked us fora plan by February 2021 and we subsequently agreed an extension to April 2021

10



https://www.ofgem.gov.uk/system/files/docs/2019/05/riio-2_sector_specific_methodoloy_decision_-_eso.pdf
https://www.ofgem.gov.uk/system/files/docs/2019/09/electricity_system_operators_early_competition_plan_letter_0.pdf
https://www.ofgem.gov.uk/system/files/docs/2020/03/update_on_the_esos_early_competition_plan_060320_0.pdf
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There are two key assumptions which underpin the ECP and should be keptin mind when reviewing
our recommendations:

o We assume bespoke new legislative and regulatory arrangements by BEIS and Ofgem will be
in place to facilitate early competition

e All our recommendations are based on the status quo of responsibilities and processes for
network planning (as BEIS’ review of system operation or the expected consultation on
institutional arrangements are yet to take place).

We have dewveloped our recommendations and the model for early competition based on the
information currently available. We recommend that a number of areas are further considered during
the implementation phase as there are dependencies on decisions by Ofgem and BEIS on
competition and the review of system operation.

Without our first assumption (that BEIS/Ofgem will develop and implement bespoke new
legislative/regulatory arrangements), many elements of the ECP would no longer work. Our second
assumption (using status quo responsibilities and processes) mean that the expected reviews and
consultations by BEIS on the role of the ESO may lead to material changes to the way that network
planning is undertaken in GB and will have knock on impacts on our recommendations.

Legislative and regulatory arrangements

The elements of early competition which are not compatible with the existing arrangements are: the
award of a contract or transmission licence from the same procurement process; the treatment of
reasonably unforeseeable change to the winning solution following the preliminary works stage; and
the potential risk that early competition contracts are considered as “construction contracts”.

Granting of CATO licences

Bidders into early competition that propose a network solution would be awarded a CATO licence if
successful. Howewer, the current legislative arrangements in GB do not allow for CATO licences to be
granted following a competitive process. By contrast, tenders where the successful bidder is a non-
network solution do not require a legislative change to enable them to participate in the market.

As primary and secondary legislation to enable early competition has not yet been developed, we
have used the as the starting point for developing our plan. We have
assumed that our recommendations for the early competition model would be facilitated by the new
legislation, with any required changes incorporated into the draft CATO legislation as necessary (we
have not developed the required changes in detail).

Part of the request from Ofgem to the ESO when developing the plan was to consider what pre-
legislative form of early competition could be developed. Pre-legislative forms of early competition are
discussed in more detail in Section 7.2.

Procurement regulations

We also considered whether the Utilities Contract Regulations (“UCR”) were the appropriate
procurement regulations for early competition. These are the default regulatory arrangements for
procurements in the utility sector.

We received legal advice that there are a number of key elements of early competition which are
inherently incompatible with the UCR. Two key examples are the direct competition of network and
non-network solutions, and also the potential for material change of scope and costs post-contract (or
electricity transmission licence) award.

With regards to the first example, the UCR does not allow for the award of an electricity transmission
licence on the bidder’s choice of solution. A key requirement of early competition is to develop a
framework which allows network solutions and non-network solutions to compete. There are a
number of other technical challenges; but, from a legal perspective, UCR does not seem to have the
flexibility which allows for these circumstances.

With regards to the second example, the UCR has requirements which limit the amount of changes to
the contract post-award on the basis that the amendments can be construed as being material

v 4 11



https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/493848/Draft_Legislation_on_Energy.pdf
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changes which can prejudice unsuccessful bidders. Contract (or electricity transmission licence)
award under early competition, by design, takes place before the preliminary works are complete. The
scope and costs of successful bidders’ projects may materially change during the preliminary works
stage. For example, the route of a transmission solution may need to change due to a ground
condition which was not previously known and therefore was reasonably unforeseeable. Early
competition therefore needs a legislative and regulatory framework which allows for material changes
to the commercial arrangements post-tender award without the need to re-tender the project. More
discussion on how our model accommodates such changes can be found in Section 5.3.1.

We assume that to enable early competition as we have recommended, new primary and secondary
legislation with early competition tender regulations will be required. These will likely be comparable
to the Offshore Transmission Owner (“OFTO”) tender regulations.

Our recommendations for early competition and in particular our recommendations for the tender
process are therefore not based on UCR compliance but they do draw heavily on the principles of
UCR e.qg. fairness and transparency, etc. For the awidance of doubt, we expect any new
procurement legislation will only apply to the competition run by the Procurement Body in respect of
the network need and any other procurement (e.g. between bidders and contractors) will need to
continue to comply with the prevailing procurement legislation.

Construction contracts

The purpose of early competition contracts is the provision of network senices, such contracts will
also govern the design, construction and technical assessment phases of each project. This means
that there is arisk that these contracts could be considered to be "construction contracts" pursuant to
the Housing Grants, Construction and Regeneration Act 1996 (the "Act") and, therefore, subject to the
provisions of the Act.

The Act requires construction contracts to establish a payment mechanism which entitles the
construction party to be paid in instalments, as opposed to payment once construction is

complete. The ECP is not intended to operate in this way (and we understand that the late CATO
process is not expected to operate in this way either); successful bidders will only have the benefit of
arevenue stream once the construction phase is complete and the solution is fully operational. While
this represents the fairest approach in terms of consumer value, there is a risk that a successful
bidder could seek to rely on these provisions and insist on stage payments or else suspend
construction work. This would have a detrimental impact on the project in question, as well as the
reputation of the early competition process as a whole.

The Act allows for the creation of exemptions by way of secondary legislation. This route was used in
relation to Private Finance Initiative (“PFI”) contracts in the Construction Contracts (England and
Wales) Exclusion Order 1998 which specifically exempted PFI from the provisions of the Act. To help
remove the risk of successful bidders seeking to rely on the payment provisions of the Act, we would
recommend that a similar exemption order is created for contracts awarded pursuant tothe early
competition process.

Review of system operation

We were aware that during the course of the development of the ECP Ofgem was undertaking a
review of system operation. We were aware that this was going to be published not long before the
ECP was due to be completed.

The review of system operation was published 25 January 2021. This set out wide ranging
recommendations from Ofgem which broadly related to the ESO taking on more responsibilities in
relation to network planning and facilitating competitions. In 2021 BEIS will take Ofgem’s proposals
and consider if and how they should be implemented and publish a consultation on institutional
arrangements with their own proposals.

Clearly the proposals will have a significant impact on the early competition arrangements in terms of
initial solution development and running of the competition. The recommendations in the early
competition plan are on the basis of the current role the ESO plays and the actiities it currently
undertakes. We did not substantially adjust any of our recommendations based on the proposals of
the review of system operation for two reasons.
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Firstly, there was very limited time to update our recommendations based on the suggestions of the
review. Secondly, until BEIS takes the recommendations forward and makes its own assessment of
the future role of the ESO then the actual impact of the review on early competition is unknown.

Figure 6: Four stages of developing the ECP In developing the ECP we split the projectinto four key
phases as outlined in Figure 6.

nationalgrid

focussed on high-level models to narrow
down options for detailed consideration

Early Competition Plan
Phase 1 Update

took the models recommended by
stakeholders in Phase 1 and considered the options for
the building blocks to create an end to end process. This
was consulted on in July 2020 to test our direction

looked to build on the Phase 2
recommendations, taking stakeholder feedback to amend
and further develop elements ahead of further
consultation in December 2020 such as through our
Roles Thought Paper in September 2020

was the finalisation of our
recommendations, taking stakeholder feedback from our
final consultation to refine our recommendations set out
- here in our final ECP.

Phases 2 to 4 were developed with support from KPMG
LLP.

Stakeholder engagement has been key to shaping the
development of our recommendations. Our engagement
strategy has been delivered through a variety of routes.
This was in part driven by the constraints brought about
| e | by the Covid-19 pandemic, which meant we needed to
find different ways to connect with our stakeholders. We
have run a series of workshops — face to face and virtual,
consultations and webinars across different phases of
the project.

e ety ransroer

Throughout our project we focused on co-creation and
engagement with stakeholders at every step of our work.
We made sure that we were listening and responding to
stakeholders. We actively sought feedback both in relation to developing the model for early
competition and how we conducted our stakeholder engagement. We have captured all stakeholder
feedback and how we have responded to it in an appendix to this ECP (see Appendix 10, You Said
We Did).

To enable our stakeholders to get involved, we committed to being as transparent as possible
throughout each phase. We have worked to ensure that we share stakeholder feedback received
openly on our dedicated website along with all of our updates and consultation documents.

———

During our project, we recognised the benefits of drawing upon expertise from different industry
groups. This ensured we were focusing on the right areas, removing barriers to entry and designing
the model to achieve fair outcomes for participants that deliver value for consumers whilst remaining
attractive for potential investors. We developed our engagement strategy to broaden our traditional
stakeholder groups and utilised governance groups to help achiewve this.

Along with Ofgem we recognise early competition could have a material impact on several
stakeholder groups and therefore fair stakeholder representation was crucial to the development of
this ECP. We formed the ESO Networks Stakeholder Group ("ENSG") consisting of a team of industry
experts, whose role it was to challenge our stakeholder engagement and recommendations.
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Feedback from this group has been invaluable and has influenced how we have conducted some of
our engagement. An independent report from the ENSG will be published separately from the ECP.

Further detail on our engagement strategy and stakeholder feedback on our early competition
recommendations and stakeholder approach are included in the Appendix, Deweloping the ECP.

They are generally supportive of our stakeholder engagement, praising the effort that has gone into
our stakeholder engagement and the way we have managed to move the work forward in challenging
circumstances this year. Whist the ENSG felt the number of responses to our Phase 2 consultation
was disappointing they recognise that feedback was received through other means such as webinars
and bilateral discussions. They also commented that we have continued to try to increase audiences,
leveraging ENSG contacts resulting in an increase in responses to the Phase 3 consultation. Overall,
the ENSG has been satisfied that we have considered the proposals thoroughly. The ENSG has
conducted deep dives into contentious areas such as the role of the TO to explore our approach and
proposals. Here the ENSG felt we could have explored the counterfactual approach with stakeholders
more. In response we organised an additional workshop with industry just on this topic to include
feedback into our plan. A note from the ENSG on our engagement "ESO Networks Stakeholder
Group - Report to the ESO Board by the Chair" is published separately to this ECP.

Central to the plan is an enduring end-to-end process for competing network needs at the ‘early’
tender stage. Figure 7 provides an outline of our recommended end-to-end process developed in
consultation with stakeholders.

Figure 7: Project timeline under early competition
Project l;Iu’:a-li'ﬁmltio It';v':'t:rtmlc‘:;r s LEICL Sl operation ) E® of
identification Pre-tender e (stage 2) BidderstageJ works delivery P revenue period

The recommended process requires the establishment of six key roles:
Network Planning Body —identifying network needs suitable for early competition

Procurement Body — running the tender process to recommend the successful bidder for a
network need

Contract Counterparty — managing the contract awarded to a successful non-network
solution

Licence Counterparty — managing the licence awarded to a successful network solution
Payment Counterparty — making payments to the solution provider
Approver —makes the formal decision to conclude a stage of early competition.

The governance of the process, managed by the Apprower, is structured around these five key points:
Stage Gate 1 — approve which network needs should be subject to early competition
Stage Gate 2 — approwe the launch of the tender process

Stage Gate 3 — approwves the preferred bidder or approval of bidder recommended to win the
tender

Stage Gate 4 — approve the start of solution delivery
Stage Gate 5 — approwe the preferred end of revenue period option.

In the rest of this document we set out how we arrived at this recommended end-to-end process, the
details of how we see it operating and the steps for implementing the model.
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This document, the ECP, is arranged into the following sections:

Identifying projects for an early competition — sets out the basis for selecting network
needs suitable for tender (section 3)

Commercial model — describes the recommended revenue model, how cost uncertainty may
be dealt with and the allocation of risk between a successful bidder and the consumer
(section 4)

End-to-end process — details the recommended process steps and the arrangements in the
event of a process failure (section 5)

Roles and responsibilities — identifies the roles required to support early competition and
their activities (section 6)

Implementation — sets out an indicative timetable for key activities required to establish the
early competition model and the potential cost (section 7)

Enduring costs, remuneration and incentives — considers what early competition may
mean for the ESO in terms of costs, risk and remuneration (section 8).

The ECP is supported by a number of other documents, as shown in

Figure 8, which set out additional detail on the recommended model and how it was developed with
stakeholders.

Figure 8: Document structure of the ECP

Appendix 1 - Industry Codes

Appendix 2 - Heads of Terms

Appendix 3 - Skeleton ITT

Appendix 4 - System Meeds & Technical Specification
Appendix 5 - Counterfactual approach

Appendix 6 - Roles Interaction Map

Appendix 7 - Engagement Summary

Appendix 8 - ENSG Members List

Developing the ECP Appendix 9 - ENSG Feedback Summary

Appendix 10 - You Said We Did

Appendix 11 - Early Competition Precedents

Distribution Thought Paper
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In this document we use four different call out boxes to highlight regulatory or licencing assumptions,
information boxes, our recommendations and key stakeholder feedback.
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3 Identifying projects for early competition

This section presents our recommendations for how projects are identified as suitable for delivery
through early competition. This section presents the existing Networks Options Assessment (“NOA”)
process for network reinforcement needs. It then considers the criteria for identifying which network
reinforcement needs are suitable for early competition. We discuss other potential drivers of network
investment and the project identification process.

3.1 Theexisting NOA process

The NOA process identifies and recommends major network reinforcement projects. This process
starts with the production of the Electricity System Operator's ("ESQ") Future Energy Scenarios
("FES") document, setting out possible scenarios for energy production and demand in the future. The
ESO, working with Transmission Owners (“TOs”), then determines the impact those scenarios will
have on the network and where reinforcement may be required.

The technical output of this is published firstly in the System Requirement Forms ("SRFs"), which set
out the network needs for planning purposes. The ESO's Electricity Ten Year Statement ("ETYS")
then sets out this information and highlights its implications more broadly for wider stakeholders.

Following this, TOs identify potential options, such as adjusting settings on existing assets or building
new transmission assets. The ESO also considers potential commercial and operational options. In
2020, Ofgem asked the ESO to introduce the Interested Persons Options process to enable third
parties to also submit potential solutions into the planning process. The ESO then takes all of these
options and analyses which combination of options best addresses the needs of the network.

This analysis is published in the NOA. TOs then respond to the signals in the NOA by progressing,
holding/delaying or stopping projects, where appropriate, for the following year. This process is
repeated with the decision to proceed, hold/delay or stop being reconsidered annually.

3.2 Criteriafor early competition

Our recommendation is that projects should be identified for early competition based on a consumer
benefit cost-benefit analysis and if they are new, separate and certain. There should be no minimum
value. Projects that do not meet the criteria for early competition could still meet the criteria for late
competition and may be competed after preliminary works have been completed. For example, a
need may not be certain enough to tender through early competition and so it is progressed through
the preliminary works by the TO. Following preliminary works, the need may meet the criteria so that
the project could be tendered under the late competition framework.

In considering our recommendations for the
Early Competition Plan (“ECP”), we have

/

AL
\_

Recommendation\

There should notbe aminimum
value threshold. Potential
projects should be identified
based on criteriaof new,
separable and certain; and
subjectto a cost benefit
analysis of expected achievable
consumer value. Projects are
also only progressed ifthereis

sufficient market appetite. /

3.2.1 Value

focused on areas where there could be
consumer value to be gained from competition.
This is based on Ofgem’s previous work on the
benefits of competition and international
precedents.

There are additional factors that Ofgem will
need to consider in determining their final view
on criteria for competition. Ofgem will need to
consider the impact of uncertainty on TO
business planning and the number of new
providers they want to introduce. Further detail
on each criterion is set out below.

There could be potential to gain value from projects of all sizes through