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Assessing the impact of change has become
increasingly complex given the scale of the
change programme

Power market participants will
have to carry out fundamental
reviews of their investment
strategies and operating models
in response to multiple, and
complex, changes in policy and
regulation. We highlight the
importance of understanding the
interactions between each driver
of change.

The UK power sector has undergone radical
change since privatisation in 1990 but since

the introduction of BETTA in 2005 there has
been a period of relative stability. Now the
threefold policy drivers of a move to low carbon
generation, maintaining security of supply and
assuring affordability bring a new period of
change. Coupled with the regulatory drivers of
enabling competition, encouraging new entrants
into the market and the introduction of smart
meters, market participants are faced with
uncertainties and upheaval for the remainder

of the decade. Their challenge is to navigate
their way through the change process efficiently,
prioritising scarce resources and limited capital
and focusing on the key changes required to
maintain margins and enhance their competitive
position in the market.

But the sector has dealt with significant change
before.

Each policy change is designed to increase the
attractiveness of specific investment choices

(e.g. Low carbon technologies, reduction of
barriers to entry in retail supply or control over
demand usage through smart meters). For the
new market to be successful, each of these policy
changes must be consistent and coherent.

Uncertainty is a fact of life for market
participants, whether it be the cost of fuel,
wholesale prices, customer demand or financing
margins for new investments. But these are day
to day issues — the new uncertainties are the
timing of policy decisions, the current lack of
detailed implementation requirements and the
resulting inability to fully assess the impact on
business plans and investment opportunities
And it’s not just individual policies that need to
be assessed; many are interlinked and will have
knock-on impacts for other parts of the business.
As an example, we look at considerations for

an integrated market participant affected by
Ofgem’s proposed liquidity remedies.

Considerations for a market participant: Ofgem’s liquidity measures

The proposals suggest the company should make up to 20% of its generation available for
auction. However, the auction platform, process and frequency are unknown; as are the products
to be offered, their tenors, pricing policies and collateral requirements. There is no clarity on
initial implementation or taking account of existing hedging positions, nor on dealing with large
uplifts in capacity from nuclear or offshore wind, nor on any links between FIT prices and auction

prices.

The auctions will mean changes to operational procedures, particularly for the trading, finance,

generation, retail and governance departments.

This is a large change programme in itself, but the liquidity review cannot be looked at in
isolation, as changes to business plans, investment strategy and operations must also take
account of other policy changes, including the market reform proposals put forward in the
Electricity White Paper, the smart meter roll-out, enhanced reporting requirements, and changes

to transmission charging.

There are two alternative reactions for market
participants to adopt to a change programme of
this complexity and magnitude:

¢ Delay investment decisions until there is
more clarity and respond to policy changes in
a reactive manner; or

¢ Embrace change, respond proactively to
policy changes to influence the outcome
and drive the change agenda within the
organisation.

In order to embrace change and emerge in a
strong position in the new environment, market
participants must identify the decisions that
they need to make and those that are dependent
on policy change. They must determine and
understand the interaction between the
decisions and how these relate to their strategic
objectives.

Within a robust decision making framework,
market participants will need to identify the
work programmes and priority actions needed to
achieve their business objectives. They will also
need to ensure that they have robust governance
processes to empower management in the new
market environment.

The complexity of the decision making

process is greatest for the VIUs, with their
generation portfolios and large retail customer
bases. Investment decisions must prioritise
scarce capital between a range of competing
alternatives including investing in new low
carbon generation, new flexible thermal
generation, life extensions, new IT systems

to support decision making and operations
under the new market regime, and business
transformation programmes. In addition, these
investment options will be completing with
opportunities in other markets.

Specialist market participants will wish to
focus on those policy areas that impact their
operations, be it retail or generation, but will
still need to understand the interactions with
other initiatives.

It is clear that the extent of changes to the UK
electricity sector over the remainder of the
decade is significant and will provide a range
of challenges for market participants. But
previous market changes, including full retail
liberalisation, the introduction of NETA, and
subsequently of BETTA, show that the industry
is able to cope with change.

Those participants that approach change

with an open mind, proactively engage with
Government, Ofgem and other stakeholders

and make an early start on developing and
implementing co-ordinated change programmes
across the business, will find themselves in a
strong position to identify and capture value in
the new market environment.

Critical actions for market players

1. Map the impact of each policy change
to the challenges faced by each business
unit to assess operational and value
implications

. Rank the policy changes in terms of
financial impact on the business and in
terms of time to implementation

. Proactively respond to the policy debate,
proposing solutions to deal with issues
raised.

. Determine the internal projects required
to embed each policy change within the
relevant business units

. Assess the interdependencies between the
internal projects to determine priorities

. Assess the interdependencies between
internal projects and central projects for
each policy change

. Develop a timeplan for the overall change
programme, to review and update as
more clarity on the policy changes
becomes available
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Policy dashboard

UK energy policy is focused upon reducing the environmental footprint
of power generation and protecting consumers, whilst maintaining
security of supply. The policy dashboard summarises our view of
progress that has been made against the Government’s objectives.

Progress made

Adoption of ambitious CCC
recommendations and introduction of CPS
from 2013 improves chances of meeting
CO2 abatement goals

Significant pipeline of low carbon
generation projects awaiting detailed policy
definition

EMR proposals for FiT CfDs could - if
designed well — increase capital availability
for investment in low carbon generation

Renewables Roadmap demonstrates
commitment to developing supply chain
and reducing the cost of emerging
technologies

Progress towards a low carbon future

Priorities for action

Significant detail of FiT CfD proposals needs
to be worked up. In particular, clear volume
and price signals are required as well as a
detailed understanding of the institutional
arrangements.

Clarity over management of new nuclear post-
Fukushima and the implications on timescales
for meeting policy objectives

Review of incentives and support for energy
efficiency

Delivery of an effective solution for the Green
Deal

-

Overall progress rating

Energy
efficiency

Meeting low
carbon targets

Supply chain
development

Diversity of low
carbon generation

Progress since
Q22011

Protecting consumers

Progress made

Indication that FiT CfDs will become more
competitive over time

Reasonable levels of competition in power
generation with many independent
investors

Ofgem retail market review (RMR)
could result in significant changes to the
wholesale market, intended to improve
retail competition

RMR has an objective to increase the
comparability of information available to
consumers

Reasonable level of consumer switching

Priorities for action

Need for clarity over the requirements for
more transparent regulatory reporting with
visible and consistent transfer pricing

Significant detail required on RMR proposals,
in particular changes to the wholesale
market — the implications for the VIUs, their
investment pipelines, systems, and processes
need to be fully understood

Decision on form of CPM required, confirming
likely cost to the consumer

Need to understand collateral requirements
associated with liquidity proposals and an
increase in contracting counterparties

Competition in
generation

Managing rising
prices & fuel poverty

Transparent
regulatory reporting

Consumer
switching

i |

Progress made

Impact of recession on demand has
reduced the extent to which capacity is
required — reflected in current low spreads

EMR proposals for a capacity payment
mechanism (CPM) are intended to provide
sufficient flexibility in the system to
complement more intermittent generation

Smart meter roll out timetable confirmed,
which should be a key enabler for demand-
side flexibility providers

Maintaining security of supply

Priorities for action

Detailed EMR proposals required to clarify
that both flexible gas generation and other
flexibility providers will be within the scope
of the CPM

Output from gas SCR and likely SCR on
balancing in the power market required
Consultation on CPM required to confirm
scope and structure of mechanism

Urgent need for policy detail to prevent
extended hiatus and a longer term security of
supply risk

<=

Overall progress rating

Capacity
margin

Supply of
natural gas

Provision of
flexibility

Diverse flexibility
solutions
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Contacts

If you would like to discuss the contents of our “Roadmap to
Reform?” document further please contact one of our power
sector specialists from our Strategy Consulting team.

Ronan O’Regan
Director

Direct: +44 (0) 20 7804 4259
Mobile: +44 (0) 7720805683

“How will I transform my

ronan.oregan@uk.pwc.com organisation for success
under the new regulatory
requirements?”

Karen Dawson “How will I adjust my

Director

trading organisation to
Direct: +44 (0) 20 7804 4591

Mobile: +44 (0) 7711771387 reflect changes in my
karen.d.dawson@uk.pwc.com underlymg business?

“How will I make timely

Mark Hughes . .

Partner tinvc?sjcment.and r}?tlrement
Direct: +44 (0) 20 7804 5767 ecisions given the current
Mobile: +44 (0) 7711036174 uncertainty over the
mark.v.hughes@uk.pwc.com regulatory environment?”

“How will I reflect regulatory
change in my retail & pricing
strategy?”

“How will my IT systems need to
change so that I can continue to
run my business effectively?”

This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You should not act upon the
information contained in this publication without obtaining specific professional advice. No representation or warranty (express or implied) is given as to the accuracy or
completeness of the information contained in this publication, and, to the extent permitted by law, PricewaterhouseCoopers LLP, its members, employees and agents
do not accept or assume any liability, responsibility or duty of care for any consequences of you or anyone else acting, or refraining to act, in reliance on the information
contained in this publication or for any decision based on it.
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