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Progression Commitment Fee: Solution Overview

The Progression Commitment Fee (PCF) is intended to provide an incentive for:

+ Developers of projects that have become unviable to proactively exit the queue in a timely manner.

- Developers who are no longer committed to progressing viable projects to sell them to a committed Total Liability Over Time (lllustrative)
developer, in a timely manner.

Intent

+ Once implemented, the PCF will initially be dormant. It will remain dormant unless a “trigger metric” which is
indicative of the health of the connections queue exceeds a defined threshold (a “trigger threshold”).

« At this point, the PCF may be activated, subject to decisions to proceed by NESO and Ofgem (see the
following slides for further detail on the trigger metric and threshold for activation).

Activation

- Once activated, the PCF applicable to a project will have an initial value of £2,500/MW. A project’s PCF will

then increase at a rate of £2,500/MW at 6 monthly intervals up to a maximum cap of £10,000/MW for any
individual project. Project PCF

- Projects will be liable for the full value of their PCF upon termination of the project (or the appropriate J'?ki]r: trigger

portion of the PCF upon reduction of capacity) prior to successfully demonstrating achievement of queve met

Mi
met

Milestone 1.

+ If the PCF is activated, it will be applicable to all generation projects that hold Transmission Entry Capacity,
Developer Capacity or Interconnector Capacity (including small, medium and large distribution connecting
generation) and have accepted a Gate 2 contract offer and not passed Queue Management Milestone 1.

+ If the PCF is activated, developers of projects between Gate 2 and Milestone 1 will be required to post a v
security against the PCF, the “Progression Commitment Fee Security” (“PCFS”). The intention is for the PCFS to
be securitised as per CUSC Section 15 and must remain in place until developers successfully demonstrate £0 £9500 £5000 £7500 £0
that the project has achieved Milestone 1.

+ After achieving Milestone 1, developers will no longer be subject to the PCF if they terminate and there will no
longer be a requirement to secure against the PCF.

Collection

Time —»
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Case for Change

What is the defect?

+ A project in the Gate 2 connections queue may become less viable over time and the existing Queue
Management framework may not provide a sufficient financial incentive for developers to regularly review the
viability of their projects.

+ Developers may not be sufficiently incentivised to either exit the connections queue or sell their project to
another developer in a timely manner if they do not intend to progress the project themselves.

« Such behaviour could cause connection delays and other detrimental impacts to developers of more viable
projects with later connection dates and hinder progress towards CP30 and other decarbonisation plans.

Review from Workgroup 1
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Intent

How is the defect addressed by the PCF?

« The period between Gate 2 queue entry and User Progression Milestone 1: Initiated Statutory Consents and
Planning Permission (Milestone 1) is the longest in the User Progression milestones and carries the highest risk
of projects failing to progress and persisting in the queue longer than necessary.!

« The PCF is intended to encourage developers whose projects have not passed Milestone 1 to continually re-
evaluate the viability of their projects. If a developer does not have full confidence that their project will
progress past Milestone 1, the PCF is intended to incentivise the developer to exit the queue or sell the project.

The level of PCF should be:

v" Low enough so as not to unduly or disproportionately impact a project’s viability , both in terms of overall
NPV, and in terms of risk and devex required at early stages, including for small developers.

v High enough to provide a reasonable financial incentive for developers to regularly review project viability
and exit the queue in a timely manner if the project becomes less viable.

Note: Timelines for queue management milestones could be different for embedded generation projects. We note that
the Workgroup has raised the question of relevance of the PCF for these projects.

National Energy
System Operator
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Key options considered for refining the design

We considered a single PCF value to be applied to all projects in the Gate 2 queue and a PCF value that varies by technology

Design Design options considered
elements
Different value of PCF per technology
PCF Value Discounted PCF for smaller projects or smaller companies

Single PCF applied to all projects

Design .
Options Key: - Selected option
Alternative option

Rationale

Defining discrete technology categories and assigning projects to them
creates additional complexity. E.g. treatment of co-located assets and
novel technologies.

Determining bespoke PCFs would be difficult given the wide range of NPVs
for projects within technology buckets and overlap of NPVs between
different technologies.

Applying different PCFs per technology may risk driving investment
towards or away from different technologies based on differences in the
PCF for each

Discounted PCF values for smaller projects/companies may encourage
gaming. For example, a single connection may be split into multiple
connections.

Introducing a single PCF on a per MW basis inherently accounts for
variations in project size.

The cap acts as a safeguard against an ever increasing PCF value and
mitigates disproportionate impacts to projects with less access to
finance.

Any differential treatment between technologies would require a robust
justification, at this time NESO does not believe it would be able to provide
such a justification.
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Key options considered for refining the design

For the profile and timing of the fee, we considered 4 options

Design

Design options

elements considered
No increases
6 monthly
increases
Profile and
Timing of
Fee
12 monthly
increases
Increases as
milestones are
met
Design .
Options Key: - Selected option
Alternative option

Description

Fee is a flat fee and does not increase over time

Fee increases by a set amount (£/MW) every 6

months

Fee increases by a set amount (£/MW) every 12
months

Fee increases by a set amount (£/MW) each time
projects complete a milestone

Rationale

CFl feedback suggested that an increasing fee would better incentivise projects
regularly assess their viability, and if necessary, leave the queue at the earliest
opportunity.

To provide an additional benefit over the queue milestones, the fee should
increase at a greater frequency than a project reaches a queue management
milestone.

A 6 monthly increase aligns with 6-monthly cadence of other existing security
arrangements that developers are currently required to provide. This should
reduce the admin burden to both developers and NESO.

A 6 monthly incentive to assess a project’s viability should provide a synergy with
the timing of the Gate 2 application windows. This will allow replacement projects
to enter the queue as unviable projects are incentivised to leave.

Only increasing the fee when a milestone is met would not be appropriate for our
defined scope, and would not provide an incentive to proactively terminate prior
to a milestone being hit.

Further, NESO believes that a 12 monthly increase may only provide for one
increase within our defined scope — providing limited additional incentive to
consider project viability.

Review from Workgroup 2 NESO L=z
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Key options considered for refining the design

For the value of the fee, we considered 2 options

Design Design options
elements considered
£20k/MW

Value of the
fee

Increments of
£2.5k/MW up to
£10k/MW

Design .
Options Key: - Selected option
Alternative option

Description

Flat £20k/MW fee applicable at Gate 2 entry

Fee of £2.5k/MW applicable at Gate 2 entry,
increases by a further £2.5k/MW at each 6
monthly interval until Ml is reached, up toa
maximum of £10k/MW

Rationale

CFl feedback suggested that a lower fee would more closely align with
developer risk appetite during the earlier stages of development. In line
with us amending the proposal to only cover the period G2 entry to M, we
have lowered the maximum value of the PCF.

CFl responses also suggested that a termination fee of £20k/MW could
disproportionately impact small developers, who may find it more
challenging to secure against a £20k/MW fee at early stages of
development

Review from Workgroup 2

National Energy s
System Operator



Public

PCF Design —
Safeguarding

Ash Adams - NESO




Public

Safeguarding

The value of the PCF should be low enough so
PCF Security Profile £10K as not to unduly impact a project's viability.
£7.5K . ) ) ) )
et Scenario to illustrate the cost of financing the PCF,
£5K . e including as a proportion of project DEVEX
reject joins £2.5K . o
"the quouc Scenario assumptions:
- . 1. Security Financing Rate': 8% per annum
G-month
period 2. Financing Period: 24 months from joining the
Gate 2 queue to passing Milestone ML.
DEVEX , 3. DEVEX2: CFl responses reported a significant
£k/MW Range of CFI DEVEX Inputs range for DEVEX. We selected £10k/MW.
228 ] With these assumptions, the estimated additional
i cost of financing the PCF is £1000/MW or 10% of
200 - DEVEX.
150 -
100+ NESO’s previous proposal for the PCF, (i.e., £20k/MW
50 1 before Milestone M7), would have an estimated cost
0 - of £6,400/MW (assuming 4 years in queue before M7
Developer DEVEX Values and an 8% financing rate).
NESO L=
1. Most of the CFI responses that qgoted Qveroll cost of capital ranged from 7% to 13%, excluding outliers. We believe financing costs for acceptable securities would be based on cost of National Energy s
debt, and thus 8% is a conservative estimate. Systemn Operator

2. CFI DEVEX estimates for Batteries, Solar, Onshore Wind and Offshore Wind.
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Approach to PCF Value Determination

Overview

+ Suppose a developer estimates that the NPV of a project is slightly negative, i.e,, the present value of all
expected future operational cashflows after project commissioning is slightly less than the present value of the
expected remaining DEVEX and CAPEX required to commission the project.

« Future CAPEX costs and future operating revenues are uncertain. The price of construction materials may
change, or the developer may update the estimate of future revenues based on regulatory change or market
developments.

« The developer’s estimate of the project NPV may therefore change over time, either favourably or unfavourably.

« A project with a negative NPV at a point in time can either: proceed with development, exit the queue, or “delay”
the decision to exit or proceed.

+ The option to delay will be the optimal action if there is a low cost to remain in the connections queue. A PCF
with sufficient value will make room in the queue for developers with more viable projects by changing the
optimal action from “delay” to “exit”.

+ We use a scenario-based approach to estimate the value of the PCF.

National Energy
System Operator
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Developer Options

« A projectisinthe gate 2 connections 4
queue, prior to milestone Ml. > - Obtion 2 Exit th
. N .
« The developer estimates that the NPV of \ ption Xl e queue how

future cashflows is slightly negative. This is likely to be the optimall

action if there is an increasing
cost to remain in the queue.

- The developer’s estimate of the project
NPV may change over time, either
favourably or unfavourably.

Option 1: Continue with project

development Option 3: Minimise Devex and

re-evaluate after 6 months

This is unlikely to be optimal as
a developer will likely try to

minimise or delay project spend.

This is likely to be the optimal
action if there is a low cost to
remain in the queue.

The PCF makes room in the queue for developers with more viable

projects by changing the optimal action from Option 3 to Option 2.

National Energy s
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Methodology

Real Option Analysis

+ Real option analysis is a financial evaluation methodology that assesses the value of flexibility and strategic
decision-making within uncertain business environments. It can be applied to evaluate the value of the choice
to continue or abandon a project in the future, depending on changing market conditions.

+ Real options are typically valued using models for financial option pricing, adapted to incorporate the specific
characteristics of the underlying real asset and the relevant uncertainties.

« The value of a financial option is related to the potential of an underlying market variable to change. In this
case, a project’s underlying costs and revenues can change over time.

+ We value the “option to delay”, i.e. the value of not being required to commit now to a project, but instead having
the option to decide whether or not to invest after 6 months. We then set the value of the PCF to be greater than
the value of this option.

National Energy
System Operator
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Scenario Assumptions

Negative Project Value

Suppose that the present value of
future operating (post-
commissionin %cashflows,
discounted at the project’'s WACC, is
equal to 98% of the present value of
pre-commissioning costs.

NPV is therefore negative by 2% of
CAPEX

Further DEVEX is paused.

Change in Project Value

The project’'s NPV may change over
the coming 6 months. Expected
costs may decrease or expected
revenues may increase.

Changes in NPV over 6 months are
normally distributed with mean 0O
and standard deviation of 3% of the
project’s pre-commissioning costs.

Distribution of Project Value after 6 Months
| +—=Standard deviation (3% )— |

If the project NPV is
negative, then the project
will terminate. Value to
developeris = 0.

If the project NPV is positive,
then the project will
continue. Value to
developer is > 0.

:.o%ria:.cfﬂ:. §Pat gt 't;'"t? rﬁ‘fs:.':f PP PP S0 §0 gt P g g g
Q?‘ OB DG G P c}‘&'ﬁf"v & -'*Nﬁ ':’DQ o ':r.‘* ».?"’\t'-"‘-\':‘h\m FFEESg

Ratio of present value of future operating cashﬂaus to present value of J‘urure pre-commissioning costs

At time t = 0, the present value of all
future operating cashflows = 98% of
the present value of future pre-
commissioning costs

Some future outcomes have termination value = 0 and some outcomes

have continuation value > 0. The expected (i.e., probability-weighted)
value to delay is therefore positive.

National Energy s
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Option Valuation Results and PCF Value

Valuation Assumptions Valuation Results
« Suppose a project’s discounted operating « Applying a financial option pricing
cashflows are 98% of the discounted pre- methodology, the value of the “option to
commissioning costs. delay” is £0.0044 per pound of pre-
- Additional DEVEX is paused. commissioning costs.
+  Suppose that these operating cashflows and *  Onaper MW basis, the value of the “option
pre-commissioning costs can change over 6 to delay” is £2,218.65/MW.
months so that the change in the project’s A PCF with a value of £2,500/MW per 6
NPV is normally distributed with mean of 0 months is sufficient to incentivise the
and standard deviation of 3%. developer to abandon this project without a
« The project will continue if discounted delay.

operating cashflows are > 100% discounted
pre-commissioning costs after 6 months, and
it will be abandoned otherwise.

« Suppose the project’s remaining required
pre-commissioning costs (DEVEX and

CAPEX) are £500,000/MW. NESO L=

National Energy
System Operator
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