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About this document

This is a draft of the CUSC Modification Report which has been prepared and issued
by National Grid under the rules and procedures specified in the CUSC. The purpose
of this document is to assist the Authority in their decision whether to implement
CMP201.

Document Control

Version Date Author Change Reference
2.1 21 March 2013 Code Administrator | Second Draft Final CUSC

Modification Report

following send back
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1.2

1.3

1.4

1.5

1.6

CMP201 seeks to remove BSUoS charges from GB Generators,
thereafter recovering all BSUoS from GB Suppliers. In doing so, it seeks
to better facilitate efficient competition between GB generation and
generation in other EU markets. Better aligning the GB market
arrangements and the charges faced by GB generation with those
prevalent in other EU member states, where generation is typically not
subject to such charges, allows GB and continental generation to
compete on a more equitable basis and removes the potential for BSUoS
to distort cross border trade.

The EU “Third Package” aims to deliver all consumers greater choice with
more cross-border trade so as to achieve efficiency gains, competitive
prices and security of supply. It recognises that different market structures
will exist however it also acknowledges the need for fair competition
across the European Community so as to provide producers with the
appropriate incentives for investing in new generation. Changing the GB
arrangements as proposed in CMP201 thus facilitates the aims outlined in
the EU Directive 2009/72/EC concerning rule for the internal market in
electricity.

CMP201 was proposed by National Grid Electricity Transmission plc
(NGET) and submitted to the CUSC Modifications Panel for their
consideration on 8" December 2011. The Panel determined that the
proposal should be considered by a Workgroup and that they should
report back to the Panel within four months following a period of 15
business days for the Workgroup Consultation. The four months was
subsequently increased by the Panel to allow for more in depth analysis
by the Workgroup to be included in this report.

The Workgroup first met on 10" January 2012 and the members accepted
the Terms of Reference. A copy of the Terms of Reference is provided in
Annex 1. The Workgroup considered the issues raised by the CUSC
Modification Proposal and worked through the Terms of Reference.

This document outlines the discussions held by the Workgroup, the
responses to the Workgroup Consultation and Code Administrator
Consultation and the nature of the CUSC changes that are proposed.
Summaries of the responses can be found in Section 8. Copies of all
representations received in response to the Workgroup Consultation and
Code Administrator Consultation are contained within Volume 2 of this
report.

The Workgroup Report was discussed and accepted by the CUSC Panel
at their meeting on 27" July 2012. The first Code Administrator
Consultation then took place and the Final CUSC Modification Report was
compiled for the CUSC Panel to hold their vote on 28" September 2012.
The responses to the first Code Administrator Consultation can be found
in Volume 2 of the first Final Report.? At the meeting in September, the
Panel voted by majority that the CMP201 Original and both Workgroup
Alternative CUSC Modifications better facilitate the Applicable CUSC
Objectives. There was a majority preference for the Original Proposal to
be implemented. Full details of the original Panel vote are provided in

! http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2009:211:0055:0093:EN:PDF

2 hitp://www.nationalgrid.com/NR/rdonlyres/B94D6062-097C-465C-B8DF-

7139932F8BED/56924/CMP201FinalModReportVolume2Responses.pdf
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What is BSU0oS?

National Grid recovers
the costs of balancing
the system through
BSUoS charges.
BSUoS charges are
paid for by all CUSC
Parties, including Lead
Parties for flows on
Interconnector BM
Units. The Statement
of the Use of System
Charging Methodology
includes a detailed
methodology for the
calculation of daily
BSUoS charges and
information on the
timing of the charges.
The Statement of the
BSUoS Charging
Methodology was
recently incorporated in
the CUSC can be
found at the following
link CUSC Section 14:




Annex 15. The Final Report was then sent to the Authority on 10"
October 2013.

1.7 The Report was subsequently ‘sent back’ by the Authority®> due to
deficiencies and it was agreed for the Workgroup to reconvene and re-
issue the Workgroup Report for presentation to the CUSC Panel. The
Workgroup was reconstituted to address the issues raised by Ofgem.

1.8 This CUSC Modifications Report has been prepared in accordance with
the terms of the CUSC. An electronic copy can be found on the National
Grid website at www.nationalgrid.com/uk/Electricity/Codes, along with the
CUSC Modification Proposal form

1.9 National Grid raised BSC amendment proposals* to address a possible
interaction with the Residual Cashflow Reallocation Cashflow
arrangements under the BSC.

Workgroup Conclusion

1.10 The Workgroup voted by majority that CMP201 better meets the
Applicable CUSC Objectives, with marginally more votes in favour of
WACM 1. Following “send-back”, the Workgroup re-confirmed their votes
and views had not subsequently changed. A summary of the votes is
provided in Section 7. Full details of the Workgroup vote are contained
within Annex 6. A record of the pre send-back votes is provided in Annex
15

1.11 The Workgroup were also asked for their views on the numerical accuracy
of the analysis model and the significance of the results. The majority of
Workgroup members were strongly of the view that:

e the analysis model correctly modelled the likely convergence of markets
arising from this proposal;

e the “value” of the model is in isolating and demonstrating the proposal’s
effect and underlying market trend;

e that the model cannot provide precise numerical impact because of
numerous external variable that it would need to consider and
unpredictability associated with the behaviour of market participants
operating in multiple markets;

e that this and other external factors may offset, or magnify the effects of
the proposal.

1.12 The Workgroup also considered whether they believed that the long-term
impact of the proposal was likely to be beneficial to GB consumers. The
majority of Workgroup members were of the view that:

e The proposal helps to provide the correct signals for investment and that
GB consumers should benefit from that investment.

e The proposal does not guarantee investment. Other factors will also
influence decisions however, where the investment case is marginal then
this signal could make a difference. Note that investments can also
include improvements to existing plant, prolonging its economic life.

8 http://www.nationalgrid.com/NR/rdonlyres/B2F90AF1-E255-457C-A5C0-
F8123A47E41B/57216/CMP2010fgemSendbackletter.pdf
* P285 and P286 which can be found at http://www.elexon.co.uk/change/modifications/
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e Any short term impact on GB consumers is indeterminate due to the
variety of other external factors in multiple markets that may offset or
magnify the effect shown by the model which assumes a static,
predictable background;

e Whether or not any short term impact materialises, it cannot be
determined how long that impact would last due to complexity of market
factors and the nature of investment decisions.

e |f the proposal does not proceed, there is a greater risk of higher future
costs for GB consumers as a consequence of less competition, greater
risk exposure for new investment, and potentially reduced Security of
Supply, and a potential contraction in GB generation base.

National Grid’s View

1.13 As Proposer, National Grid supports the implementation of CMP201 in
that it helps to create a level playing field between Generators in the EU
internal market for electricity which should facilitate further cross-border
trading of electricity and benefit GB consumers in terms of the
consequence of more competitive electricity prices and also in that it
properly reflects its duties in the development of National Grid’s business
by promoting a single internal market in electricity and facilitating greater
cross-border trading of electricity.

Workgroup Conclusion
1.14 The Workgroup voted by majority that CMP201 better meets the Applicable
CUSC Obijectives, with marginally more votes in favour of WACM 1. A

summary of the votes is provided in Section 7. Full details of the
Workgroup vote are contained within Annex 6.

CUSC Modifications Panel’s View

1.15 To be completed after the CUSC Panel Recommendation Vote.
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2 Why Change?

2.1 The Transmission Licence allows NGET to recover revenue in respect of
the Balancing Services activity through a Balancing Services Use of
System (BSU0S) charge, which is recovered equally (50:50) from demand
(represented by Suppliers) and generation (represented by Generators).
Liable CUSC parties pay BSUoS on a non-locational MWh basis. The
BSUoS methodology describes the parties liable for BSUoS charges and
the method for setting the BSU0S tariff and is contained within Section 14
of the CUSC.

2.2 Being non-locational and applied equally to all liable CUSC parties,
BSUoS is generally considered as a ‘pass-through’ i.e. is wholly factored
in to the market prices. Therefore it contains little or no incentive on
generation to despatch or demand to balance in an efficient manner.
BSUoS tariffs are calculated ex-post and therefore the market price
offered by GB Generators to Suppliers, and Suppliers to end consumers,
will also contain an element to recover the variability risk associated with
the BSUoS liability.

2.3 Within Europe, it is commonly the case that the equivalent of BSUoS is
charged almost exclusively to demand rather than generation. As a result
the wholesale electricity price in those markets will not include this cost.
Consequently, GB Generators are disadvantaged when compared to
equivalent Generators in other Member States if they trade, or wish to
trade, in those markets.

2.4 Whilst the EU Third Package arrangements recognise that different types
of market organisation will exist within the wider internal market in
electricity, it also acknowledges the need to ensure a level playing field to
deliver the full benefits of a competitive internal market in electricity. In
particular the Third Package seeks to facilitate efficient cross border
trading of electricity and coupling of markets. CMP201 will assist in this
objective.

2.5 This proposal seeks to address this misalignment in cost allocation by
aligning the GB Balancing Services charging arrangements with those
more prevalent across the EU and so provide for a more competitive EU
wholesale electricity market.

2.6 The wider debate as to what charging arrangements are appropriate
across Europe is not considered within this proposal as the CUSC
process only addresses changes to the GB arrangements. Harmonising
arrangements across Europe, including GB, would have a similar outcome
for both GB producers and consumers as CMP201. However, any
Europe-wide initiative would take significantly longer to agree and
implement and the competition issues currently faced by GB producers
and the consequences for GB consumers would therefore be perpetuated
for longer than that offered under CMP201.

2.7 Any alignment progressed at a European level will have similar
consequences for both GB producers and consumers. Pragmatically,
CMP201 if approved will achieve the same objective as any Europe wide
initiative on harmonising arrangement
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2.8 It should also be noted that a further proposal, CMP202, that specifically
looks at the impact of BSUoS charges on Interconnectors and cross-
border trades was raised in light of the EU Third Package arrangements.
This can be found on the CUSC modifications website page. CMP202
was approved by the Authority on 15" August 2012 and implemented on

31% August 2012.°

® The decision letter can be found here:
http://www.nationalgrid.com/NR/rdonlyres/6030B915-F3E0-4418-BF08-

CAB6B1CC5C4BD/55635/CMP202D.pdf
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3.1 CMP201 seeks to align the GB electricity Balancing Services charging
arrangements with those prevalent within other EU Member States.
Currently the GB cost of operating the system is recovered equally (50:50)
from demand and generation CUSC parties who are liable for BSUoS.
The liability criteria are contained in Section 14 of the CUSC.

3.2 CMP201 proposes that BSUoS charges, which are currently charged to
all liable CUSC Parties on a non-locational MWh basis are removed from
GB Generators and recovered 100% from demand; i.e. GB Suppliers.
This will effectively align the GB ‘generation stack’ with those in other EU
markets (thus facilitating cross border trading of electricity by GB
Generators) by removing the BSUoS element from generation prices
offered to the markets. This facilitates efficient competition with generation
in other EU markets which are not subject to such charges.

3.3 When considering the proposal, the Workgroup looked at implementation
timescales. The proposal and its alternatives where chosen such that any
approval decision would permit sufficient time for the changes to be
adequately reflected in pricing structures and contractual arrangements of
both generators and suppliers. The Workgroup considered that
implementation options of the 1% April, 2 3 and 5 years after an Authority
decision were appropriate. Details of the proposed Implementation
timescales are provided in Section 6.
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4 Summary of Workgroup Discussions

Presentation of Proposal

4.1 The Proposer, National Grid, presented the background and reasons for
raising CMP201. The original proposal form is shown in Annex 2 and the
supporting presentation is available on the CUSC Workgroup website.
The Proposer’s principle reason for seeking to remove BSUoS from GB
Generators is to better align the GB electricity market arrangements with
those prevalent in continental Europe, thus better facilitating cross border
trading of electricity by GB Generators and providing more effective
competition in the European electricity market.

4.2 There was broad agreement that in a competitive generation market the
removal of a flat charge, such as BSUoS, would feed through to the
wholesale market price for electricity in future contracts. Despite this the
Workgroup did have significant concerns in a number of areas. These
mainly centred on:

i) The potential to create windfall gains and losses associated with
existing contracts;

i)  Whether Generators are better placed to manage the risk
associated with BSUoS and so by transferring this to Suppliers it
would increase end consumer cost;

i) Does this proposal provide parity with other market arrangements
in mainland Europe?

iv)  Interaction with revenue flows in BSC cashout arrangements; and
v)  The impact on credit arrangements for Suppliers;

vi)  The impact to GB consumers.

Potential for winners and losers

4.3 The implementation of CMP201 needs to consider existing contractual
commitments. Removing the 50% BSUoS share from generation will
allow generation to offer lower wholesale electricity market prices (net of
BSUoS element) which should, in a competitive generation market, largely
offset the corresponding transfer of BSUoS charge to Suppliers (from
50% to 100%)

4.4 The Workgroup first of all considered the transition risk resulting from this
proposal for Suppliers in terms of the temporary winners and losers. This
would arise where existing contracts between a Supplier and a Generator
had been set based on a wholesale electricity price that included
generation BSU0S. In these cases Suppliers would have agreed to pay
the generation BSUoS (a forecast) in the forward contract price, however
they would be exposed to this share of BSUoS again following
implementation of this proposal.

4.5 For example, if a Generator has assumed a total BSUoS charge of £2,
then currently it would factor into the price they offer the market, a BSUoS
‘element’ representative of their share (£1); the Supplier would also factor
into the price they charge their share of BSUoS (£1). Overall, the Supplier
charges for £2 of BSUoS, £1 directly and £1 indirectly in the wholesale
price. If CMP201 were approved, and the Supplier was unable to
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renegotiate their contract with the Generator, then they would pay £3 (the
£1 charged by the Generator in their price to the Supplier plus the 100%
(£2) of the BSU0S charge recovered from demand).

4.6 The Workgroup broadly agreed this particular issue was related to the
period after which the proposal has been agreed by the Authority and the
commercial arrangements in the market adjust to take account of the
changes.

4.7 Given the Supplier / end consumer contracting arrangements, some
Suppliers would not necessarily be able to pass though all this cost. They
could only pass on this cost to those customers:

i)  whose contracts allowed for it as a specific pass-through element;
i)  whose contracts allowed for them to be ‘re-opened’; or

i)  those customers whose contract lapsed and / or were renewed
during the CMP201 transition period.

4.8 For those customer contracts that did not have a pass through
mechanism, a ‘re-opener’, or whose duration extended beyond the
CMP201 transition® period (such as a ‘fixed price’ contract), this would
result in a one-off windfall gain to the Generator (and a corresponding
one-off loss to the Supplier).

4.9 It was noted that in certain circumstances the Supplier maybe able to
renegotiate their contract with the Generator to remove the BSUoS
element, although this was understood not to be the normal arrangement.

4.10 In terms of magnitude it was acknowledged that due to commercial
sensitivity, there is no information publicly available on Supplier’'s long-
term contracts (both with their customers and with Generators) so it would
be difficult to quantify this effect, and in any event highly subjective.

4.11 It was suggested that the recent Ofgem Retail Market Review report could
provide information on the hedging strategy for the ‘Big Six’ which would
give an indication of the length of time supply businesses are commitment
to proving energy at a particular price.” From that report, it was
subsequently noted that there were a number strategies, typically hedging
over 12, 18 and 24 month periods, with 90% of domestic energy hedged /
purchased over 18 months and 10% being purchase in the on the day
market as a possible scenario for modelling.

4.12 Workgroup members noted that this report only covered domestic volume
(approximately 2/3rds of supplied energy) and that the arrangements for
Industrial and Commercial consumers could be different; i.e. contractually
BSUoS may or may not be treated as a pass through. Again, due to the
commercial sensitivity and individual nature of these contracts, there is no
readily available information. @ The Workgroup however generally
understood that contract negotiations normally occurred in October and
April and understood to generally be for one or two years in duration.

® The period between the authority agreeing the change and it becoming ‘live’
" Link to Ofgem’s Electricity and Gas Supply Market Report document — see Appendix 2 for
Hedging Strategies
http://www.ofgem.gov.uk/Markets/RetMkts/ensuppro/Documents1/Electricity%20and%20Ga
$%20Supply%20Market%20Report%20December%202010.pdf
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4.13

414

The Workgroup also discussed the nature of energy purchase hedges
highlighted in the Ofgem report. It was not clear whether those hedges
were at a “fixed price” or “Contract for Differences” (CfDs) i.e. to the extent
that those hedges were obligations or options. It was noted that where
the contracts were based on CfDs around the wholesale electricity price
that a shift in Generator revenue (i.e. a reduction from 50% to zero for
BSUoS) would be reflected in the wholesale market price for electricity
which would flow through to all Suppliers, thus possibly mitigating the
potential for winners and losers.

It was also suggested that fully vertically integrated utilities (in this context,
those with generation and supply interests) would be equally exposed to
both the loss and gain so it would have no net effect at a Group level on
those types of companies, and so therefore main risk (from CMP201) was
to smaller non fully vertically integrated Suppliers. The Workgroup
generally accepted that vertically integrated utilities operate separate
Supply and Generation businesses and that such an interpretation could
have serious negative consequences on competition, particularly in the
supply arena.

Do Suppliers and Generators face the same risk on BSUoS volatility?

4.15

4.16

417

4.18

i)

The risk of BSU0S volatility was discussed. Whereas the overall net loss
and gain discussed above was mainly perceived as a transition issue, the
redistribution of risk (from generation to demand) would be an enduring
issue. The Proposer suggested that the overall risk is not being increased
as a result of the CMP201, but rather that it was being transferred from
Generator to Supplier.

One member raised an issue that the risk from BSUoS variability was
asymmetric and Generators were better positioned to manage that risk
compared to Suppliers. That member suggested that if BSUoS is
increased, it gets recycled to the Generators. Therefore the risk premium
for Generators is lower than for Suppliers and so it is not simply a transfer
of risk (from Generators to Suppliers) as suggested. However, some
Workgroup members disputed this, suggesting that the risk is transferred
but overall it remains the same.

A scenario was outlined whereby a Generator may receive constraint
revenues, the cost of which feeds into BSUoS and is therefore shared
across all parties. So whilst the BSUoS charge has risen for all parties,
the Generator in receipt of the constraint revenue has less exposure to
BSUoS volatility as a consequence.

Using the £2 total BSUoS example above, a Generator might receive 20p
in constraint revenues but be liable to pay the £1 — hence their ‘net’
BSUoS cost is 80p (rather than £1). The Supplier, on the other hand, is
less able to access constraint revenues; being limited, for example, to
offering demand side response. Counter views were expressed by
Workgroup members who noted that:

Constraint costs were only one element within BSUoS.

The large majority of Generators could not predict if or when they

may receive constraint revenues (indeed depending on their

technology and / or location, some Generators may receive little, if

any, constraint revenues over their lifetime).

Provision of services is on a commercial basis and subject to

competitive pressures and so individual Generators could not simply

inflate the cost of services.
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4.19

4.20

4.21

4.22

i)

ii)

4.23

4.24

Some of the Workgroup acknowledged the view that some Generators
benefit from payments that make up BSUoS, via constraint revenues etc.,
and so their risk maybe lower, and so by transferring BSUoS to demand,
the overall risk premium may increase slightly.

One Workgroup member suggested that at the wholesale level
Generators would be better able to manage the risk, whereas Suppliers
would find it more difficult to pass the risk on to end consumers. Again,
not all Workgroup members agreed with this.

Another Workgroup member pointed out that the wholesale electricity
market was competitive and so Generators cannot price the cost of
constraints etc., any more easily than Suppliers. They added that
Generators are also bound by the Transmission Constraint Licence
Condition.

A Workgroup member suggested that for wind farms, the proposed
change would remove a corrective signal of their actions and that this may
increase overall BSUoS charges. It was noted that this applied to all
liable parties, Generators and Suppliers. It was also noted that nature of
the BSUoS charge is unlikely to be a good signal to modify behaviour:

because BSUOS is charged to all parties equally and not those that
may have caused the need for the System Operator (SO) action, and
given the ex-post determination of BSUoS it was difficult to predict
and so react to.

It was agreed by the Workgroup that BSUoOS is therefore mainly a cost
recovery mechanism rather than a market signal to modify participant
behaviour. Suppliers would (with CMP201) be taking on the whole
BSUoS risk and that this could have negative consequences for end
consumers although without a detailed understanding of individual risk
mitigation strategies this could not be demonstrated. It was also
suggested that the potential for mismanagement of this risk by parties,
and the potential for negative consequences, is arguably inherent and will
not increase or decrease as a consequence of changing which party
manages the risk. The potential for mismanagement exists regardless of
how and in what proportion BSUo0S risk is allocated, be it on Generators,
Suppliers or any proportion of the two entities. In conclusion, the
Workgroup was split over whether there was, or was not a change in the
BSUoS risk premium. Again, due to the commercial sensitivity and
individual nature of these strategies, there is no readily available
information to support either position.

The Workgroup considered what elements are most volatile within BSUoS
and examined the graphs shown below (prepared by National Grid).
Figure 1 shows the relative volatility of BSU0S internal costs (e.g. control
centre costs), and those externally driven cost (payment for Balancing
Services) arsing from real time System Operator actions. As may be
expected, the external costs were the significant cause of volatility.
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Figure 1: BSUoS by External /Internal Cost driver

4.25 Figure 2 then provides a breakdown of those external cost elements of
which Balancing Services Settlement costs are the most variable,
reflecting the nature of balancing the system.
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Figure 2: BSUoS External Cost elements

BSCCV: BS Settlement Costs — Settlement Period Specific
BSCCA: BS Settlement Costs — Non Settlement Period Specific
IncPayExt: Total forecast external incentive Payment

ET: Daily BS adjustment
OM: Provision of BS Services to others
Note that both ET and OM were zero throughout 2010/11.

Interaction of BSUoS and RCRC

4.26 The Workgroup considered the relationship with Residual Cashflow
Reallocation Cashflow (RCRC) arising from participant’s imbalance.
Whilst acknowledging that there was some linkage between the two
elements due to the SO costs arising from imbalance, it was commented

that BSUOS is more than the cost of the Net Imbalance Volume (NIV).

It

was also highlighted to the Workgroup that RCRC has been both positive
(payment to CUSC parties) and negative (charge on CUSC parties) and
that all parties were likely to factor this into their contracts in a similar
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4.27

4.28

4.29

4.30

4.31

4.32

manner.

Under current market arrangements, RCRC and the energy balancing
costs element of BSUoS are assumed to net off to zero, leaving a Party
only exposed to Imbalance Charges®. This is because RCRC is, by
definition®, equal and opposite to the sum of energy balancing costs. This
would no longer hold if CMP201 was implemented.

For example, as explained in Annex 12 a balanced party, who would face
zero energy balancing costs under current market arrangements, would
pay (or receive) energy balancing costs under CMP201, theoretically to
the value of RCRC, despite being in balance. It was agreed by the
Workgroup that it would not be practical to examine the future interaction
of BSUoS and RCRC until the possible electricity cash-out Significant
Code Review that Ofgem is considering holding is progressed as that will
determine if it is a significant issue.

Following the Workgroup consultation the Workgroup considered further
how revenues from imbalance payments accrue in RCRC, whereas the
net cost associated with rebalancing the system are recovered as part of
BSUoS. This is described in more detail in Annex 12. One Workgroup
member felt that this issue was not a significant problem, as RCRC is
collected from everyone’s cash-out and redistributed evenly. It was
generally felt that RCRC should be levied to the same parties as BSU0S,
although not all members agreed.

Having considered the interaction the majority of the Workgroup
understood that this was outside the scope of the CUSC and thus
CMP201 Workgroup. The Workgroup discussed this being raised as a
‘BSC issue’ as it was not something that the CMP201 Workgroup could
resolve. The Ofgem representative noted that it would be preferable if an
initial view could be reached by a BSC or joint standing/issues group by
the time CMP201 is sent to the Authority for a decision.

National Grid indicated that in order to resolve the issue in a timely
manner it considered raising BSC modification proposals would be more
appropriate and would investigate this approach bilaterally with ELEXON.
This would not prevent alternatives being raised under the BSC and
similar representation on the interactions made under the BSC process.
Under the Transmission licence NGET has responsibility for ensuring
consistency between codes. National Grid raised P285 and P286 under
the BSC'® to address this issue. These were progressed independently of
any Ofgem decision on a potential ‘cashout’ Significant Code Review and
P285 was approved on 23 January 2013 and due to be implemented on
27 June 2013. P286 is currently with the Authority awaiting a decision.

Consider the Impact on End Consumers

In considering the impact on consumers, the Workgroup considered, not
only the impact on GB consumers, but also on the wider EU market and
the objectives and duties set out set out in the EU Third Package
legislation. The main aim of the Third Package, as set out in Directive
2009/72 concerning common rules for the internal market in electricity', is
to deliver real choice for all consumers in the Community and more cross-

® This ignores the secondary effect of any incentivisation through the SO incentive scheme.
® This assumption, particularly in respect of dual imbalance pricing, will be reviewed by the
Workgroup in more depth after the consultation.

1% P285 and P286 which can be found at http:/www.elexon.co.uk/change/modifications/
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border trade, so as to achieve efficiency gains, competitive prices, higher
standards of service and to contribute to security of supply and
sustainability. It asserts however, that currently, there are obstacles to the
sale of electricity on equal terms, without discrimination or disadvantage in
the Community. To address this, the Directive outlines measures that will
facilitate its aims namely:

e market prices should give the right incentives for investing in new
generation;

e promoting fair competition and fostering new generation capacity in order
to allow consumers to take full advantage of the opportunities of a
liberalised market;

e fostering integration of their internal markets

e development of a true internal market through cross-border trade;

e Common rules for a true internal market that provides undistorted market
prices, providing incentives for cross-border interconnection and new
generation investment

4.33 The Directive recognises different market structures will exist and is silent
on how BSUO0S, or equivalent charges, should be charged. It is left to
Member States on how the Directive translates to local arrangements, the
measures taken to ensure a level playing field being based on the
requirements of general interest.

4.34 As discussed previously (paragraph 4.3) there is the potential for
transitional windfall gains and losses by generators and suppliers, and the
Workgroup was concerned that this could feed through and have a
negative short to medium term impact on end consumers if not properly
addressed. Along with this, the enduring redistribution of BSUoS risk to
Suppliers (as previously discussed in 4.23) could also impact on end
consumers. To mitigate both transitional and potentially enduring effects
it was suggested that a number of options could be considered, for
example:

i) a reasonable length of time allowed for transition to allow parties
(Generators and Suppliers) to take account of the changes in their
commercial agreements with each other and, in the case of
Suppliers, with end consumers);

ii) fixed BSUoOS charges for Suppliers; and

iii) changes to trading products to allow BSU0S liability to be efficiently
passed through.

4.35 The Workgroup understood that some Suppliers are trading further out
than 18 months, therefore products in the forward market will need to
change in order to clearly show whether BSUOS is included or not. It was
suggested that implementation of CMP201 should only take place when
all forward trading arrangements have been amended to clearly state
whether or not BSUoS is included. However, it was noted that there
maybe a risk of a perverse behaviour whereby participants enter into very
long term forward trading arrangements, such as with a single customer
for 10 years, in order to extend the CMP201 transition period and thus
frustrate the transition of CMP201.  Furthermore, the Workgroup
recognised that some Suppliers could be over-hedged and some may be
under-hedged (depending on the commercial position they have chosen)
and therefore it was not entirely clear what the impacts of implementing
CMP201 sooner rather than later would be.

" http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:L:2009:211:0055:0093:EN:PDF
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4.36

4.37

4.38

4.39

4.40

4.41

4.42

Following the closure of the Workgroup Consultation, further analysis was
carried out to model the impact on GB and wider EU markets. In doing so,
the impact on both generation and consumers was examined. A simple
market model consisting of three interconnected nodes to represent the
GB, French and Dutch markets was developed. Using historic spot-prices
and demand data, a generation price-stack and load duration curve was
produced for each of these countries. The model was then run with a
number of sample demand levels, with and without an average BSUoS
price in the GB prices, to represent the effect the annual effect of this
proposal.

It was surmised that end users within Great Britain could initially be
adversely impacted by around £177m out of a total GB model cost of
approximately £16,000m equating to a 1.1% rise per annum in GB market
costs. The results however need to be considered in the context of an
idealised and simplified market model, the accuracy of the underlying
sample data and the assumption that no other market effects, other than
the change in the BSUoS arrangements occur.

Following the Authority’s “send back” letter, the Workgroup met on the
15™ November 2012, where the analysis model was further discussed.
Views were expressed that the model only provided indication of what
would happen if markets were entirely static and all other factors, other
than the reallocation of BSUoS away from GB generation, did not change.
In reality, fuel prices, plant availability, new generation build, and
underlying demand variations will vary across the entire EU market and
not just the simple three interconnected markets modelled. Consequently
the results should be considered as providing an insight into the likely
effect rather than a precise numerical impact. Views were expressed that,
in isolation, the effects of the proposal are demonstrated by the model.
However other external factors that cannot be modelled, may offset or
magnify the outcome

Within the accuracy of the scenarios modelled, views were expressed that
the percentage change in GB market costs was limited and not the key
outcome given the model's accuracy and other wider fluctuations and
market effects that cannot be modelled. As such it was considered that
the trend observed, namely the impact BSUoS has on cross-border flow
and competition, was more relevant than the precise numbers.

To that end, the model supported the proposal’s original premise that
removing BSUoS from GB generation would deliver more effective
competition and trade across the EU. To the extent that this then result in
increased GB generator surpluses as shown by the model, then GB
consumers should benefit in the longer term from new investment arising
from a greater incentive to invest in new GB generation.

The Workgroup also considered if further modelling with, for example
greater resolution on the modelled price curves or increasing the number
of samples used to represent a year would provide any better insight. It
was generally accepted that the modelled effect, i.e. convergence of
market arrangements leading to greater competition and EU social
welfare, being defined as the net benefit across all consumers (including
GB), would be the same albeit the precise numbers would inevitably be
different. The model and associated analysis is discussed further in
Annex 13 to this report.

Noting the views expressed above that it is the trend from the model
results that is key, the model supported the economic theory that there
would be an consumer benefit to the wider EU market (including GB)
albeit very small. Whilst the model showed a cost impact on GB
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4.44

4.45

4.46

consumers (1.1%), there was an equivalent and marginally larger
reduction for non-GB consumers (1.11%). The model correctly showed a
positive, albeit negligible, net benefit across all EU consumers markets
consequential to better alignment of the market arrangements.

It should be noted that this proposal (CMP201) also addresses the further
competition issues that arise from the CMP202 change that removed
BSUoS liabilities from Interconnector Users (making equivalent
continental generation appear less expensive for import, and whilst
reducing the barrier for export, not completely removing it). In considering
the impact on end consumers, CMP201 attempts to address the disparity
between the GB market arrangements and those prevalent in the rest of
Europe. It should be also noted that however parity is achieved, be it GB
adopting the EU norm or all other EU states adopting the GB position, the
impact on GB consumers will be the same: The costs and charges
reflected in generation prices under similar arrangements will result in
competition between plant on equitable terms without distortions arising
from incompatible national arrangements. Therefore the effect on end
consumers will be the same as changes in consumer costs are related to
the changes in interconnector flows e.g. if continental generation
increased in cost, GB would export more to continental consumer; with
same effect on GB marginal price leading to increased costs for GB
consumers and lower costs on the continent.

When considering common market arrangements and appropriate
charging structure across the EU, it should be recognised that the CUSC
process can only address GB charging issues. Any Europe-wide initiative
that facilitates the harmonisation of market arrangements would take
significantly longer to agree and implement and the competition issues
currently faced by GB producers and the consequences for GB
consumers, both in the short and longer term, would be perpetuated for
longer than that offered under CMP201.

GB generation could initially benefit by a 3% (£180m) increase in
surpluses, although over a wider EU market producer surpluses would fall
slightly. This represents a revenue transfer from continental to GB
generation resulting from greater GB access to the EU market,
convergence of those markets and competitive pressures that result in a
reduction in producer surplus in continental markets outweighing the
increased surpluses observed in the GB market. In principle, greater GB
generation surpluses should attract greater investment in Generation. In
doing so, it benefits consumers in the longer term by encouraging the
development of a more efficient generation base and thus mitigates, to
some extent, further cost increases to GB consumers from aging plant. As
inframarginal units come on line in GB this would bring down the marginal
cost in GB. Equally, it was observed that inefficient market arrangements
are not sustainable as they provide inappropriate investment signals that
could result in both a long term risk to security of supply and potentially
higher and more volatile prices caused by lower levels of new GB
investments and capacity.

Following the “send back” letter, the Workgroup also considered whether
it was possible to quantify the timescales over which new investment
would occur. An indication of potential new investment has subsequently
been published in National Grid’s 2012 Electricity Ten Year Statement
(ETYS) which shows a level of new generation either under construction
or consented and could potentially be constructed in similar timeframes as
this proposal. Conscious that the ETYS is a forecast, albeit with higher
confidence in the first 2 to 3 years, and that the analysis model is also
only indicative of the effect of new generation entering the GB market,
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4.51

4.52

4.53

there appears to be sufficient new generation either in construction or with
consents to build, to offset the impact on GB consumers identified above.

Also, whilst the model analysis demonstrated that new investment in GB
could reduce consumer costs over time, the Workgroup concluded that
due to the multiplicity of factors affecting individual investment decisions,
attempts to model investment timescales was highly subjective and easily
contestable. The Workgroup was of the view that in an open market,
greater surpluses will attract greater investment and that removing market
distortions should lead to the correct investment decision. These points
are discussed further in_.Annex 13

It should be noted that in the model analysis, producer surplus and
consumer cost calculations are not directly comparable. The producer
surplus is a proxy for profit i.e. the price a commodity is sold at minus
cost. The consumer cost is a measure of the total cost of providing
electricity. It is not a measure of consumer surplus in the Marshallian
sense i.e. the difference between what a consumer is willing to pay for a
commodity and what he or she actually pays. Therefore adding together
the two calculations does not provide an overall market benefit/cost value.

The model did show that there is an overall net gain to EU consumers and
in time one would expect the additional GB surpluses to feedback into
lower GB market prices via competitive pressures including encouraging
new generation to enter the market. This is discussed further in Annex 13.

The Workgroup noted that this information was not available during the
Workgroup consultation. Subsequent consultations have provided
opportunities for interested parties to comment and they will be able to
provide further comments on the Workgroups finding following Ofgem’s
“send-back” via the Code Administrator consultation and also via any
potential impact assessment that Ofgem may carry out.

The analysis also indicated that the reduction in the GB wholesale price
that should arise from the transfer of BSUoS liabilities may not be fully
realised by GB Suppliers. This would be due to GB generation gaining
greater access to a wider EU market for their production. The analysis
indicated a likely increase in net exports from GB to the other EU member
states modelled which would place an upward pressure on GB prices. For
example, if the cost of BSUoS was £1/MWh for both (GB) Generators and
Suppliers, under CMP201 a Supplier would be exposed to £2/MWh
BSUoS and the GB wholesale price in theory would reduce by £1/MWh.
However, when the change in BSUOS results in increased export from
GB, the GB wholesale price adjusts to reflect both the change in BSUoS
(downwards) and increased export (upwards). This is why there is a net
cost to GB consumers. The increased import to continental Europe results
in a reduction in wholesale prices in Europe. Overall, there is a net benefit
for European consumers as a whole which is a natural consequence of
increased competition in harmonised markets. Annex 13 contains a brief
description of the model used by National Grid to establish this and the
results of the analysis performed.

The Workgroup also discussed and noted that the analysis model
assumes a “fully coupled” market where electricity would always flow from
low to high market prices during each half hour and that in reality;
Interconnectors can flow against market price. Whilst it is difficult to
quantify, the impact of CMP201 may not be as great as modelled due to
this sub-optimal trading.

To provide a broader view National Grid carried out a number of further
scenarios. These included changes to the level of BSUo0S, analysis based
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4.58

on 2011/12 data, and looking at the merit order to understand the effect a
switch between Coal and Gas might have. As per previous comments, it is
the effect and consistency that is considered important rather than
absolute magnitude.

The results, available in Annex 13, showed that as BSUoS charges
increased from £1.11/MWh (the annual average charge for 2010/11) to a
scenario assuming a BSUoS charge of £1.75/MWh then, as expected, the
total GB market cost also increased by between 1.1% and 1.7%. If
CMP201 was not implemented, the model showed a similar 0.6%
increased impact on consumers. GB producer surplus however would be
asymmetrically reduced by 1.7% due to the higher BSUoS charge being
reflected in the GB wholesale price which then attracts further GB imports.
Again this shows the impact of BSUoS on competition and cross-border
flows. In the longer term, potential issues may arise as the GB market
becomes less attractive to new investment with an increased risk of supply
shortfalls. The view was also expressed that this could also lead to a
contracting GB generation base, the likely effect of which would be to
increase prices to GB consumers.

The analysis based on 2011/12 prices was comparable with that
performed for 2010/11 showing a 1.2% increase in GB market costs with a
2.5% increase in GB producer surpluses. Overall, the analysis showed a
broadly neutral impact across the wider EU market with a marginal benefit
to consumers.

Analysis of coal & gas prices for 2010/11 and 2011/12 showed that, on
average, fuel prices favoured running coal plant 5% more in 2011/12 than
in 2010/11. As a comparative measure of the potential change in plant
merit order, the results from the 2011/12 study, for which the annual
average BSUoS charge was £1.53MWh, were compared with the results
from the 2010/11 study that included a similar annual BSUoS charge of
£1.50/MWh.

Whilst other effects may have an impact on the comparison, such as
underlying demand trends and the level of wind generation, these are
likely to be a smaller effect compared to fuel prices (modelled demand
variation <1%, additional wind capacity <0.2% increase between 2010
and 2011).

Between the two years, the model showed a GB market cost increase of
1.5% increase for 2010/11 and 1.9% for 2011/12. Given the accuracy of
the model data and other underlying assumptions, there appears to be no
significantly different outcome from differing generation plant merit orders.

Credit risk

4.59

4.60

The Workgroup discussed the subject of credit risk. Under the current
CUSC arrangements, Generators and Suppliers have to provide credit
cover for one months’ BSUoS liability as notified by National Grid.
Although this can be reviewed at any time, in the past National Grid has
reviewed this quarterly, based on the BSUoS price and metered volumes
for the last three months compared to the same period in the previous
year and the likely metered volumes for the next quarter.

As Suppliers would potentially need to increase their credit holding (if
CMP201 were implemented) it was suggested that, in particular for
smaller Suppliers, the increased credit risk could have a negative impact
on competition. Counter to this it was noted that smaller Generators
would have reduced credit risk and therefore this could benefit
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competition.

4.61 It was also noted that overall credit risk to Suppliers would include a
reduction of credit that they post in wholesales trades. This information is
not available as it is largely a bilateral arrangement between Suppliers
and Generators. This could largely net off the overall change to individual
Suppliers requirement with National Grid — subject to an equal and
opposite reduction in wholesale prices. The Workgroup noted that the
analysis indicated the change was not exactly equal and opposite and
would depend on the actual bilateral trading arrangements.

4.62 Overall the majority of the Workgroup believe that CMP201 would result in
a transfer of credit risk between parties rather than a transfer plus
fractional increase on one of the parties.

4.63 Following the Workgroup consultation the Workgroup considered the view
that there is a lower credit risk on Generators than Suppliers due to the
monies they receive via BSUoS. As discussed previously, some
members of the Workgroup highlighted that this was not an issue that
Generators can manage but it was generally recognised by some
Workgroup members that Generators have a marginally lower credit risk
than Suppliers.

4.64 A lot of prominence has been given to the market modelling however as
previously discussed, other factors may offset or magnify the modelled
outcome. Some Workgroup members felt that competition would be
improved in the European'® market were CMP201 to be implemented and
as shown by the model. Others felt that the local (GB) market would not
be affected due to the wider market factors. One Workgroup member
suggested that local competition would be improved to a marginal extent
due to improved transparency surrounding credit risk (i.e. removed from
wholesale price). This view was not shared by all Workgroup members.

4.65 National Grid reviewed the current holding of credit cover to quantify the
extent of any credit cover changes. The results of this are summarised in
Annex 10. This indicated that based on current levels of credit only four
parties would be affected; none were a small Supplier. Of those four
Suppliers, one may acquire sufficient additional cover through the
payment history mechanism in a few months. The four affected parties
identified all related to companies of significant size, two of which provide
Parent Company Guarantees leaving potentially only one Supplier
required to increase their credit cover with National Grid (noting it may
reduce in other areas). If CMP201 were implemented then, given the
likely implementation timescales, any affected party would have sufficient
time to arrange for sufficient credit cover.

Consider the Impact on Supply Competition

4.66 This section considers the impact on competition within the GB supply
market. As this proposal has been raised to address the issue of
facilitating competition between GB and other EU markets, many of the
issues relating to the generation competition in differing markets has
already been covered above.

4.67 The Workgroup all agreed that the Supplier risk would increase. Some
Workgroup Members believe that Suppliers generally find it more difficult

"2 In the context of this report “European” / “EU” markets refer to the non GB markets for
electricity; although, in practice, GB is part of the EU.
Page 21



4.68

4.69

to predict BSUoS (compared with Generators), and that smaller Suppliers
would be even less able to handle the risk. However, some Workgroup
Members believe that Generators also face the same risk today and
smaller independent Generators currently find it harder to predict risk.

Two Workgroup members provided an information paper to the
Workgroup in order to demonstrate the CMP201 competition issues for
Suppliers. This is included in Annex 7. The Workgroup discussed the
paper (but did not unanimously agree, or disagree, with its contents). It
was noted that System Operator balancing costs is only one element of
BSUoS, and the majority of System Operator actions will not flow through
to RCRC.

In reviewing the example presented in the paper that suggest a net loss (-
0.12) it was suggested that this did not represent the whole picture. The
premise of the original CMP201 proposal is that if BSUoS is removed from
generation this would feed through to the wholesale electricity price, some
members of the group indicated this was a premise rather than a fact. In
addition, as BSU0S is paid ex-post, and is volatile, the market cannot
predict nor accurately reduce power price by BSUoS reduction. Therefore
whilst the Supplier would see an increase in BSUoS it should see an
equal and opposite decrease in the wholesale electricity price that they
pay; although it is noted elsewhere that increased exports from GB, as
modelled under a CMP201 scenario, will result in a reduction in wholesale
prices not being exactly equal to the increase in BSUoS.

Consider how the equivalent of BSUo0S is charged for in other EU member

states

4.70

4.71

4.72

The Proposer advised that steps had been taken to understand if
Generators in Europe are compensated equivalently to Generators in GB
for the services that they provide to the SO but that it had been difficult to
locate this information.

The pan European TSO trade association (ENTSO-E) had produced a
paper’® in May 2011 which provided some information which the
Workgroup considered. This seemed to suggest that the majority of the
neighbouring electricity markets to which GB was (inter)connected had
low (2%) or zero charges on Generators for network operator charges. In
terms of the 25 EU member states surveyed (excludes Cyprus and Malta)
16 applied a zero charge on Generators, four charged between zero and
10%, two charged between 11-20% and three (including GB) charged
more with the balance, in all cases, falling on demand.

There was some uncertainty as to whether the ‘network operator charges’
surveyed by ENTSO-E fully equated to the GB BSUoS charge and the
Workgroup asked National Grid if it could source additional information.
An information request was sent by National Grid to a number of countries
and of the responses received it was found that Generators were
compensated for all services; i.e. they pay little, if any, of what is believed
to be broadly the same (as GB) BSUoS type charges. For one country,
primary, secondary and tertiary reserves were recovered 100% from
generation and other costs recovered 100% from demand. For the other
four countries, the equivalent of BSUoS costs were confirmed as being
recovered 100% from demand although precise market arrangements
varied.

'3 Transmission Tariffs in Europe: https:/www.entsoe.eu/market/transmission-tariffs/
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4.73 A summary of these finding were presented to the Workgroup. This is

included as Annex 9.

Examine the Impact of implementation on all relevant parties

The effect of BSU0S on inter-market operation.

4.74

4.75

4.76

BSUoS is the daily charge aimed at recovering the cost of operating the
GB National Electricity Transmission System (NETS). It consists of fixed
elements covering SO internal costs and Balancing Service contracts plus
the variable elements of daily Ancillary Services, balancing and constraint
costs.

As discussed above, in other European Member States, it is understood
that it is commonly the case that their equivalent of BSUOS is charged
almost exclusively to demand; Interconnector Users being liable solely for
their energy imbalances in each market.

In the GB market, all CUSC parties are liable for BSU0S based on their
energy taken from, or supplied to the transmission system. Being an
unavoidable cost of generation (similar to fuel) this has the effect of
raising the GB market price of electricity by a Generator’'s share (or
forecast share + risk margin) of the BSUoS charge. GB Generators would
therefore appear more expensive than their equivalent European
counterparts.

Trading effects under the current arrangements

4.77

Currently, Interconnector Users are also charged BSUoS in the same
manner as other GB BSUoS payers. The price of electricity imports to GB
is therefore raised in a similar way as GB generation; the end consumer
sees the same costs in the GB electricity market irrespective of its source
(Figure 3).

Other EU Markets GB Market

Cost to Consumers

Cost of Production

________ el

Market Market
Price Price
y !

>

Figure 3 Current EU / GB BSU0S Arrangements — Imports

4.78 Under the current CUSC arrangements however, BSUoS charges create

a potential barrier to GB electricity exports. Generation BSUoS charges
inherent in the GB electricity market price, plus the demand BSUoS
charges levied on the export of electricity from GB, can potentially raise
the GB price of exporting electricity above that at which it would naturally
flow if both markets were aligned (Figure 4).
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Figure 4 Impact of current BSU0S arrangements on GB exports.

4.79 This barrier to electricity exports is the economic rational for CMP202.

Trading effects if only CMP202 CUSC modification is implemented

4.80 An Interconnector User, not exposed to BSUoS, would see a greater
electricity market price differential artificially caused by the GB
Generator's exposure to BSUoS and may therefore trade to import
electricity into GB on occasions other than when it would be economic
under comparable market arrangements. In effect, the BSUoS charge
levied on GB Generators would create a “subsidy” for electricity imported
into GB. A secondary effect (approximately 2%) would be that BSUoS
charges would also increase for all other GB BSUoS payers (both G & D)
to recover the BSUoS revenue “lost” from Interconnector Users (Figure 5).

Other EU Markets GB

BSUoS
Market Market
Price Price
| |

>
Figure 5: Potential distortion from uplift due to generation BSUoS

4.81 Whilst removing BSUoS charges from Interconnectors Users would
reduce the “BSUoS” barrier on electricity exports, it does not totally
remove it. The GB wholesale electricity price would still retain the
generation element of BSUoS and consequently may be artificially higher
than that in EU Member States. As a result, there may still be occasions
when apparently economic electricity exports do not take place as a result
of BSUoS charges on GB Generators (Figure 6).
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Figure 6: Impact of Generator BSU0S “uplift” on GB exports

Trading effects if both CMP201 and CMP202 CUSC Modifications are implemented
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Figure 7 Market “equalisation” by removing BSUoS from Interconnectors and GB
generation

4.82 Removing BSUoS charges from both Interconnector Users and GB
Generators aligns both electricity markets making them directly
comparable (Figure 7). Interconnector flows should therefore occur based
on market price differentials without any market distorting effects caused
by BSUoS.

4.83 In conclusion, by removing (with CMP201) BSUoS charges from GB
Generators (in addition to those on Interconnector Users, with CMP202)
would:

1) Facilitate further cross-border trading of electricity and greater use of
interconnectors as shown by the model. This in turn should increase
electricity market competition and security of supply by encouraging
new, more efficient investment which then benefits consumers as a
consequence of improving GB Generators access to a wider EU
market.

2) Further align the GB electricity market arrangements with those
predominantly operating in other EU member states and, in doing so,
further the EU Third Package objectives of a single EU market in
electricity as outlined in paragraph 4.32

3) Remove an apparent barrier to GB electricity exports due to the
different treatment of BSUoS in the other European electricity
markets as shown by the market model.
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Avoid a potential “subsidy” to Interconnectors and continental
Generators on GB electricity imports as a consequence of a
generation BSUoS charges being reflected in the GB market
electricity prices were BSUoS charges to be removed only from
Interconnectors. Again this was demonstrated by the market model
used where higher BSUoS charges resulted in greater import / less
GB generation, as discussed in paragraph 4.54.

In terms of generation, the Workgroup discussed that as there would be
no BSUoS charge; there would be a lower wholesale electricity price and
overall little benefit (for GB consumers). However it was noted that this
proposal was raised as a consequence of competition issues that arise
from the treatment of Interconnectors under the Third Package. Its aims
were therefore to facilitate pan European benefits of a single market in
electricity, i.e. greater consumer choice, with fair competition and
undistorted markets that provide appropriate investment signals and lead
to greater security of supply.

It was noted that, with CMP201, there would be no exposure for GB
Generators to the volatility of BSUoS so there would be a benefit in terms
of the wider electricity market. It was also agreed that there may be a
significant disbenefit if the proposal is implemented too early due to the
windfall gain.

With regard to traders, it was noted that there would be more opportunity
to trade with the EU electricity market on generation stacks so this would
provide a benefit. It was also commented that improving cross border
trade would improve the investment case for new interconnector. Annex
11 presents analysis on the possible impact on cross-border trades using
a simple model. Overall this suggests that exports from GB increase. This
is also shown through the more detailed modelling discussed in Annex 13.
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4.87 The Workgroup considered a table of pros and cons for each type of party

and how each issue could be quantified:

Table 1: Pros and Cons of CMP201 for each type of party

Party Pro How to Con/ Issue How to
Quantify Quantify
Interconnector | Potentially
Owner/ optimises EU
Trader cross border
trade in
electricity —
increased
revenue with
greater
transactions
Supplier Potential windfall loss | Ofgem Retalil
if implementation / market Review:
transition is poorly Supplier contract
managed: Require strategy. Also
sufficient time for Action 10 of
change to be reflected | Workgroup
in Supplier / Gen and | meeting 10" Jan.
Supplier / customer
contracts.
Certainty of
implementation date,
with sufficient BSUoS forecast
transition time vs. outturn
required to avoid Can we quantify
windfall loss additional Supplier
risk?
Potential asymmetrical | Paragraph 4.15 et
BSUoS volatility risk: al
Supplier might be
more exposed to
BSUoS volatility than
Generation
Trading Unit Possible slight

increase in embedded
benefit which may
encourage further
future Trading Units.
Potential “snowball”
effect on embedded
benefit.
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Party Pro How to Con/ Issue How to
Quantify Quantify
Generator Compete with Market Review: | Potential windfall As per Supplier
other EU ENSTO-E gains if Annex 9
generation on survey & implementation /
equal basis. synthesis report; | transition is poorly
review of TSO managed: See
websites Suppliers
Greater
opportunities to Potentially, Annex 13 &
export electricity | analysis of Paragraph 4.32

from GB —
creates a level
playing field with
continental
generation

Removes
potential
electricity import
(to GB)
distortion; e.g.
potential for
higher cost
imports, that
only appear to
be relatively
‘cheap’ due to
the regulatory
treatment of
BSUoS type
costs, to
undercut GB
generation as
EU generation
does not pay
BSUoS

historic prices
and / or model of
market
interaction.

Annex 13
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Party Pro How to Con / Issue How to
Quantify Quantify

End Promotion of Potentially from Short Term: End Potentially from

Consumers efficient EU wide | model of market | consumer electricity model of market

competition in

interactions.

prices may increase

interactions.

electricity as Generator /

through removal Supplier and Supplier | Annex 13 &

of NTBs. / Customer contracts Paragraph 4.32
Maximises are adjust to reflect

allocative the new

efficiency across arrangements.

the EU. Potential increase

from asymmetric risk if
significant. Potential
wholesale prices do
not decrease in line

Potentially no
increase in risk if
Generators’ and

Suppliers’ with decrease in
BSUoS risk is BSUoS costs, possibly
symmetrical. mitigated by

Risk is only implementation
transferred. strategy and

Under such competition.

circumstances,
no effect on end
consumers from
changing the
BSUoS charge
allocation.

Potential Increase in
market costs to GB
end consumers
(around 1%/ £178m)
due to increase in
exports from GB via
Around £11m the interconnector.
benefit to wider
EU market end

consumers.

BMU and trading unit considerations

4.88

4.89

Items 5 (e) and (h) of the Workgroup Terms of Reference (see Annex 1)
cover issues of BMU unit definition and how using this affects how BSUoS
is charged. The specific areas the Workgroup were charge to consider
were [(e)] “Consider what is meant by Generators in the context of
delivering and offtaking Trading Units and BM Units” and [(h)] “Consider
the impact on embedded benefits”. With respect to embedded benefits
the Proposer advised the Workgroup that any change in BSUoS sharing
factors (between Generators and Suppliers) would change both the
charge and the overall benefit in equal proportions.

Currently embedded generation benefits from avoiding BSUoS charges;
there are also benefits from reduced BSUoS demand charge as a
consequence of that embedded generation. Under the CMP201 proposal,
there would be no Generator BSUoS to avoid and the benefit arising from
reduced demand would double. Overall the net embedded benefit should
be the same under CMP201 as it currently is and the Workgroup also
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4.90

4.91

noted that the sharing of embedded benefit between Suppliers and
embedded generation is as per their individual contracts.

The ELEXON observer provided an information paper summarising the
(BSC) Balancing Mechanism Units and Trading Units definition issues that
could arise with CMP201 in order for the Workgroup to consider the
impacts and benefits more clearly. This is included as Annex 8 to this
report.

It was recognised that the definition of generation in the CMP201 proposal
could have consequences for embedded benefits. The Proposer
confirmed that the original proposal did not intend to adjust or remove any
embedded benefits. The Workgroup reviewed the ELEXON paper and
broadly agreed with the conclusion that scenario 2 should be used to
develop legal drafting.

Consider the Treatment of Pumped Storage

4.92

The Proposer presented an overview of the potential impact on Pumped
Storage from CMP201 which indicated that ignoring plant efficiency the
impact on Pumped Storage should be broadly neutral. This is shown
diagrammatically in Figure 8 below:

“Pumping” “Generating”
Pre / Post Pre / Post
[G-BSUoS |

Differential <
“profit”

............... N

D - BSUoS

G - BSUoS

D - BSU0S

Figure 8 Redistribution impact on Pumped Storage

4.93

4.94

The principle impact for Pumped Storage arises from the efficiency of the
plant; i.e. it requires approximately 25% more energy from pumping
(which is treated as demand) than is provided when generating. Put
another way, for every 100 units of electricity that a Pumped Storage
power station produces it uses 125 units to pump the water to the top of
the reservoir. Currently Pumped Storage pays 50% BSUoS on their
demand for electricity (which is 25% greater than their production of
electricity) and 50% on their production. Under CMP201 Pumped Storage
would therefore pay the additional BSUoS charges (i.e. 100% on their
demand) but not have to pay anything on their production. The materiality
of this would depend on the BSUoS price differential paid when pumping
and saved when generating.

Table 2 BSUoS Price Ratio for assumed Generation / Pump windows
below, based on 2010/11 data attempts to quantify this. For the purposes
of this analysis, it has been assumed that pumping will occur some time
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4.95

between 23:00 and 04:00 i.e. overnight. An average BSUoS price was
calculated for each season during these hours. Similarly, average BSUoS
prices were derived for various windows during the day when Pumped
Storage may wish to generate. The table shows the ratio of these two
values. A value greater than 100% indicates that the average BSUOS in
that window was greater than the average BSUoS in the corresponding
pump window.

In general it shows that, due to generally higher BSUoS in those periods

where Pumped Storage could be expected to generate, the avoided
generation BSUoS charge is sufficiently high compared with the addition
BSUoS cost incurred when pumping.

Table 2 BSUoS Price Ratio for assumed Generation / Pump windows

Periods Hours Winter Spring | Summer | Autumn
9-12 04:30 to 06:00 74% 78% 96% 100%
13 -21 06:30 to 10: 30 157% 172% 109% 142%
22 -33 | 11:00 to 16:30 155% 149% 97% 114%
34—-41 | 17:00 to 20:30 177% 175% 111% 145%
42 — 45 | 21:00 to 22:30 109% 179% 122% 100%
46 — 8 23:00 to 04:00 Assumed Pump Window

4.96

The Workgroup agreed that the impact of CMP201 on Pumped Storage
should be broadly neutral.

Charging BSUoS to Demand

4.97

4.98

The Workgroup was also requested by the Panel to consider if the
mechanism for charging BSUoS to remaining parties continues to be
beneficial and whether the CUSC Modifications Panel may wish to initiate
further work outside the Workgroup on this subject

The Proposer confirmed that the original was drafted to consider the
removal of BSUoS from generation rather than amend the manner in
which it is paid by demand. The Workgroup acknowledged that this issue
was being considered by National Grid separately in response to
Customer Engagement through RIIO. National Grid considered this an
important issue but outside the scope of CMP201 proposal.

Workgroup Alternative CUSC Modifications

4.99

Based on the discussion above in respect of winners and losses the
Workgroup considered a number of options regarding transition and
implementation for CMP201, which might have been included in either the
original proposal or might have been raised as an alternative to the
original:

Two year transition;

Five year transition;

Phased implementation over two years;

Phased implementation over five years; and

Two year delay then a phased implementation.

4.100With options (i) and (ii) there would be a step-change in BSU0S liabilities

after an implementation decision. In other words, assuming CMP201
were approved by the Authority during 2012/13, then it would come into
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effect from 1% April 2015 (option (i)) or 1% April 2018 (option (ii)). Thus
with option (i) Generators would pay 50% of BSUoS charges in March
2015, as would Suppliers. Then in April 2015 Generators would not pay
any BSUoS charge and Suppliers would pay 100% of BSUoS charges. A
similar approach would apply with option (ii), but three years later than
option (i).

4.101With option (iii) there would be a phased introduction of the change.
Again assuming CMP201 were approved by the Authority during 2012,
then from 1° April 2013 to 31%' March 2015 the proportion of the BSUoS
charges paid by Generators would decline and, correspondingly, the
Supplier share would increase. The logic for the phased approach is that,
as noted above, the contracts between Generators and Supplier and
Suppliers and end customers do not all start (or end) on the same date.
Rather they are spread out over various timeframes. A phased
introduction would mitigate the transition impact as contracts expired and
renewed under the new arrangements. The Workgroup noted that there
were a number of ways that the phasing might happen and a number of
variations were discussed.

4.102Variation (a) would see the 50% Generator share of BSUOS reduce by
the same amount over the 24 month phased implementation period (this
equates to approximately 2% per month). Thus, in this example,
Generators would pay 50% of BSUoS in March 2013 (and Suppliers
50%). Then in April 2013 Generators would pay ~48% (and Suppliers
~52%) which would become, in May 2013, ~46% for Generators (and
Suppliers ~54%) and so on until on 1% April 2015 Generators would pay
no BSUoS charge (and Suppliers would pay 100% of BSU0S).

4.103As noted above, the Workgroup was aware that the contracting
arrangements for industrial and commercial consumers meant that
negotiations normally occurred in October and April contracting ‘rounds’;
i.e. most, if not all, of these types of customer contracts tended to start /
end on these months (be they for 6, 12, 18, 24 etc., months duration).
Given this another variation (b) would be to phase the implementation of
CMP201 linked to these dates. Assuming a similar two year period
starting on 1% April 2013 then the phasing would be spread over the four
subsequent contracting rounds. Thus Generators would pay 50% of
BSUoS (and Suppliers 50%) from April 2013 to October 2013, then from
October 2013 to April 2014 Generators would pay 37.5% (and Suppliers
62.5%) followed by 25% for Generators (and 75% for Suppliers) for the
period April 2014 to October 2014 and then, for the final period from
October 2014 to April 2015, Generators would pay 12.5% (and Suppliers
87.5%). Finally, from April 2015 Generators would pay no BSUoS charge
(and Suppliers would pay 100% of BSUo0S).

4.104The Workgroup noted that given the contracting arrangements in the
domestic sector that variation (a) was perhaps more closely aligned with
these types of customers ‘churn’ rates etc., whilst given the contracting
arrangements in the industrial and commercial sector that variation (b)
was perhaps more closely aligned with these types of customers. Given
this a possible further variation (c) would be to migrate Suppliers non half
hourly demand on the basis of variation (a) and Suppliers half hourly
demand on the basis of variation (b). Whilst perhaps more complex than
applying either variation (a) or (b) it would, in principle, be possible to
achieve variation (c) if this was felt to better reflect market conditions.

4.105Having considered option (iii) the Workgroup noted that it could also be
phased in over a longer period than two years, such as five years which
was considered as option (iv). In this case (again assuming CMP201
were approved by the Authority during 2012) the phasing would also start
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from 1% April 2013. Therefore with variation (a) phasing would be spread
over 60 months (instead of 24 months with option (iii))). Thus, with
variation (a), instead of the rate of change being approximately 2% per
month it would be approximately 0.8% per month. In other words starting
from 1% April 2013 Generators would pay ~49.2% (and Suppliers ~50.8%)
and so on, concluding with Generators paying no BSUoS charge (and
Suppliers pay 100%) from 1% April 2018.

4.106With variation (b) the phasing would be over ten contracting rounds
(rather than the four with option (iii)). This would mean that the phasing
would be 5% per contracting round (rather than the 12.5% per round in
option (iii)). Thus starting with the October 2013 to April 2014 round
Generators would pay 45% (and Suppliers 55%) and so on until, from 1°
April 2018, Generators pay no BSUoS charge (and Suppliers pay 100%).

4.107The final options considered at this stage by the Workgroup (noting that
there are many potential options and variations on those options) was
option (v) which would move the start of the phasing implementation
dates in option (iii) or (iv) from 1% April 2013 to 1% April 2015. Thus with
option (v), if the option (iii) based approach of two year phasing were
adopted then Generators would end up paying no BSUoS charge (and
Suppliers pay 100%) from 1 April 2017. In the case of the option (iv) five
year phasing approach then, under option (v), the date when Generators
would end up paying no BSUoS charge (and Suppliers pay 100%) would
be 1% April 2020.

4.108At the post-consultation meeting, the Workgroup considered the
responses received in relation to transition and implementation and the
majority of the Workgroup agreed that a fixed lead time for implementation
would be preferable. The majority of the Workgroup felt that phasing
would be too complex, but not insurmountable.

4.109No Workgroup members supported an implementation time of less than 2
years. As suggested by the Proposer in the Workgroup Consultation, it
was agreed that based on the information available, the CMP201 Original
would contain an implementation arrangement of the 1st April following 2
years after the Authority decision on CMP201. So for example, if a
decision was made on or prior to 31% March 2013, the implementation
date would be 1% April 2015: a decision thereafter and before 1° April
2014 would result in an implementation date of 1 April 2016.

4.110The Workgroup considered a number of Draft alternative CUSC
Modifications regarding implementation and came up with the following
options:
a) Original —the 1° April following 2 year after a Regulatory decision.
b) Draft Alternative (i) — the 1° April following 3 year after a Regulatory

decision.

c) Draft Alternative (ii) - the 1% April following 4 year after a Regulatory
decision.

d) Draft Alternative (iii) — the 1% April following 5 year after a Regulatory
decision.

4.111The Workgroup Chair asked the group to provide their views on the above
options in respect of better facilitating the Applicable Objectives. There
was majority Workgroup support for Draft Alternative (i), but not for Draft
Alternative (ii). Four members of the Workgroup supported the 5 year
option (Draft Alternative (iii)) and although this did not form a majority of
the Workgroup, the Chair decided to progress this option using his powers
under the CUSC governance rules.
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4.112Therefore, the final conclusion of the Workgroup was that, in addition to
the Original Proposal, there should be two Workgroup Alternative CUSC
Modifications (WACMs) as follows:
a) Original — 1% April following 2 year after an Authority decision
b) WACM1 — 1° April following 3 year after an Authority decision.
c) WACM 2 — 1° April following 5 year after an Authority decision

4.113For clarity, and assuming an Authority decision on or prior to 31%' March
2013, then the above proposals would be implemented in 2015, 2016 and
2018 respectively as shown below:

Implementation Date

Authority Decision Date: Original: WACM1: WACM2:
2 years 3 Years 5 Years
On or before 31% March 2014 1% April 2016 | 1% April 2017 | 1* April 2019

Between 1% April 2014 and 31% March 2015 | 1* April 2017 | 1% April 2018 | 1% April 2020

Between 1° April 2015 and 31* March 2016 | 1% April 2018 | 1% April 2019 | 1* April 2021
Etc.
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Impact on the CUSC

5.1  CMP201 requires amendments to the following parts of the CUSC:

e Section 14 — Charging Methodologies, Part 2 — The Statement of the
Use of System Charging Methodology,

e Section 2 — the Statement of the Balancing Services Use of System
Charging Methodology.

5.2 The text required to give effect to the Proposal is included as Annex 14 to
this report.

Impact on Greenhouse Gas Emissions

5.3 Neither the Proposer nor the Workgroup identified any material impact on
greenhouse gas emissions.

Impact on Core Industry Documents

5.4 The Workgroup considered the interaction with the cashout arrangements
in the BSC, and particularly the relationship with the Residual Cashflow
Reallocation Cashflow. This has been discussed above in part 4 of this
report.

5.5 The Workgroup appreciate that parties generally considered that there
was a linkage between BSUoS and the cashout arrangements in the
BSC. This manifests itself that when NGET takes an energy balancing
action and recovers the net cost through BSUoS. The energy imbalance
that led to the NGET action would result in a revenue change in the
Residual Cashflow Reallocation Cashflow (RCRC). RCRC is ‘cashed out’
to the lead parties of BMUs based on their metered volumes. This
redistribution was understood to have the effect of reinforcing the
incentive for an individual party to balance. It was also noted that BSUoS
covered many more costs beyond energy balancing.

5.6 The Workgroup also noted that Ofgem recently consulted on the
possibility of it undertaking a Significant Code Review into the (BSC)
cashout arrangements and the Workgroup believed that any
consequential changes as a result of CMP201 could be covered by that
Ofgem review.

5.7 Following consideration by the Workgroup, where a number of members
believed their was a strong interaction with RCRC, National Grid raised
two amendment proposals under the BSC to ensure this possible
interaction is fully considered in the appropriate forum and that any
consequential proposals could be developed and brought before the
Authority.' P285 was approved on 23 January 2013 and P286 is
currently awaiting a decision from the Authority.

'* P285 and P286 which can be found at http://www.elexon.co.uk/change/modifications/
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Impact on other Industry Documents

5.8 Neither the Proposer nor the Workgroup identified any impacts on other
Industry Documents.

Impact on IS systems

5.9 National Grid indicated that there will be an impact on central IS systems
to adjust revenue recovery to demand parties; however at this stage it is
understood that it is likely to be relatively minor (less than £100k) and not
a critical path item for implementation (assuming a minimum two years
lead time for contractual reasons).

5.10 No significant IS issues for Users were identified as part of the Workgroup
consultation.
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6 Proposed Implementation

6.1 The CMP201 Original Proposal suggests an implementation date of 24
months should give the industry sufficient time to respond and therefore
limit any windfall gain / loss.

6.2 The Workgroup noted the Proposer's suggestion and considered a
number of possible implementation approaches which they have
developed into subsequent Workgroup Alternative CUSC Modifications
(as detailed in paragraphs 4.99-4.113 above).

6.3 The final conclusion of the Workgroup was that, in addition to the Original
Proposal, there should be two Workgroup Alternative CUSC Modifications
(WACMs) with the following implementation approach for each:

a) Original — 1° April following 2 year after an Authority decision
b) WACM1 — 1% April following 3 year after an Authority decision
c) WACM 2 — 1% April following 5 year after an Authority decision
6.4 For clarity, and assuming an Authority decision on or prior to 31%' March

2014, then the above proposals would be implemented in 2016, 2017 and
2019 respectively as shown below:

Implementation Date
Authority Decision Date: Original: WACM1: WACM2:

2 years 3 Years 5 Years
On or before 31% March 2014 1% April 2016 | 1% April 2017 | 1* April 2019
Between 1° April 2014 and 31® March 2015 | 1% April 2017 | 1* April 2018 | 1* April 2020
Between 1* April 2015 and 31* March 2016 | 1% April 2018 | 1% April 2019 | 1* April 2021
Etc.
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Workgroup Conclusion

7.1 The Workgroup believes that the Terms of Reference have been fulfilled
and CMP201 has been fully considered.

7.2 For reference the Applicable CUSC Objectives for the Use of System
Charging Methodology are:

(a) that compliance with the use of system charging methodology
facilitates effective competition in the generation and supply of electricity and
(so far as is consistent therewith) facilitates competition in the sale, distribution
and purchase of electricity;

(b) that compliance with the use of system charging methodology results
in charges which reflect, as far as is reasonably practicable, the costs
(excluding any payments between transmission licensees which are made
under and in accordance with the STC) incurred by transmission licensees in
their transmission businesses and which are compatible with standard
condition C26 (Requirements of a connect and manage connection);

(c) that, so far as is consistent with sub-paragraphs (a) and (b), the use
of system charging methodology, as far as is reasonably practicable, properly
takes account of the developments in transmission licensees' transmission
businesses.

7.3 Following the “send back” letter, the Workgroup confirmed its original
votes and views. The Workgroup majority vote was that CMP201 does
better facilitate Applicable Objectives (a) and (c) and was Neutral on (b).
The majority of the Workgroup expressed a preference for the CMP201
WACM 1. The table below summarises the votes: Full details of the vote
can be found in Annex 6.

Vote 1: Whether each Proposal better facilitates the Applicable CUSC Objectives

Name Original WACM1 WACM2

(a) (b) (c) (a) (b) (c) (a) (b) (c)
Cem Yes Neutral | Yes Yes Neutral | Yes Yes Neutral | Yes
Suleyman
lain Yes Neutral | Yes Yes Neutral | Yes No Neutral | No
Pielage
James Yes Neutral | Yes Yes Neutral | Yes Yes Neutral | Yes
Anderson
Michael Yes Neutral | Yes Yes Neutral | Yes Yes Neutral | No
Dodd
Sarah No Neutral | No No Neutral | No No Neutral | No
Owen
Helen No Neutral | No No Neutral | Neutral | Yes Neutral | No
Inwood
Esther Neutral | Neutral | Yes Yes Neutral | Yes Yes Neutral | Yes
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Sutton
Paul Mott | Yes Neutral | Yes Yes | Neutral | Yes Yes Neutral | Yes
Rob Hill No Neutral | Yes No Neutral | Yes Yes Neutral | Yes
Garth Yes Neutral | Yes Yes | Neutral | Yes No Neutral | No
Graham

Vote 2: Whether each WACM better facilitates the Applicable CUSC Objectives than

the Original.
Name WACM1 WACM2

(a) (b) (c) (a) (b) (c)

Cem Suleyman Yes Neutral | Yes No Neutral | No
lain Pielage Neutral Neutral | Neutral No Neutral | No
James Anderson | No Neutral | No No Neutral | No
Michael Dodd No Neutral | No No Neutral | No
Sarah Owen Neutral Neutral | Neutral Neutral Neutral | Neutral
Helen Inwood Neutral Neutral | Neutral Yes Neutral | Neutral
Esther Sutton Yes Neutral | Yes Yes Neutral | Yes
Paul Mott Yes Neutral | Yes No Neutral | No
Rob Hil