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Executive Summary

The current SONI price control expired at the end of October 2007.  The current control is an extension of the 2004 price control.  The new price control is being introduced at the beginning of a period of change in the Northern Ireland electricity industry with the introduction of full retail market opening and the new wholesale arrangements of the Single Electricity Market (SEM).  

This price control proposal deals with one element of the final SSS tariff formula (BTSOt term) and essentially sets the Total Revenue SONI can recover from customers for the duration of the control period.  The Allowed Revenue will consist of operating costs and allowances for capital expenditure and depreciation on the asset base together with a reasonable return for investors on those assets and any new assets acquired throughout the price control period.  

The Utility Regulator requested data and information from SONI at the end of March 2007; SONI put forward an initial submission on 4th May 2007 with additional information supplied at the end of May 2007.  Further submissions, particularly relating to payroll costs and employee numbers were submitted to the Utility Regulator’s consultants, Deloitte, over the summer period. A further full submission of data was received by the Utility Regulator on 8 November 2007 which included new costs and transfer of other from the DTSOt term.  We have formed our proposals outlined below on the basis of information and data submitted in November and December 2007 along with Deloitte’s recommendations.
· Form and Scope:
Allowed Revenue (excluding System Support costs), 




RPI-X;

· Duration:


1st November 2007 – 31st March 2010;

· Operating Costs:

Set at £5.126 million for 2007/08, £6.647 million 




in 2008/09 and 6.559 million in 2009/10;

· Capital Expenditure:
£3.409 million in 2007/08, £3.019 million in 





2008/09 and £0.892 million in 2009/10 proposed;
· Regulatory Asset Base:
Calculated at £11.101 million in 2006/07 rising to 




£11.786 million by 2009/10;
· Depreciation:

Up-date awaited from SONI after new capital 





expenditure submission 4th December 2007.  





Figures from November 2007 submission included;

· Weighted Average Cost of Capital:
4.98% pre-tax, real;

· Total Allowed Revenue:
£6.616 million in 2007/08, £8.379 million in 




2008/09 and £8.104 million in 2009/10;

· X Factor:


Set at 3 for duration of price control;

· Incentive Mechanism:
Mechanism proposed around reduction of ancillary 




services and constraints costs.  Constant 10% gradient 



capped at £500,000 reward and £250,000 penalty.
Background
SONI is Northern Ireland’s Transmission System Operator (TSO) and was established as a regulated business separate from NIE’s Supply and Power Procurement businesses in 2000 as a requirement of the European Directive providing for the internal market in Electricity.
SONI’s primary responsibility is to ensure the safe, secure and economic operation of the transmission system in Northern Ireland which includes the dispatch of generating plant, management of outages, levying System Support Services (SSS) charges, operation of settlements, managing Moyle and North-South interconnector flows and maintenance of operational security standards to meet Northern Ireland’s demand for electricity.

Previous Price Controls

SONI’s first price control was set on separation of the business from PPB to run from April 2001 to March 2002.  The Allowed Revenue was set at £5.95 million (2000/01 prices), to be increased annually by inflation minus 0.5% (RPI-0.5).

The second price control period ran from April 2002 to March 2004 and made little change to the 2001 control other than changing the revenue cap to RPI-0.   The rationale for such a short price control was the uncertainty regarding change in the Northern Ireland electricity sector and a separate consultation on the role and ownership of the System Operator in a new market environment and reluctance to cloud that discussion.  This price control was extended until March 2006 with revenue allowances remaining on the same terms as before.  This was subsequently extended again until Go-Live (1 November 2007), however, a 7.5% reduction in the Allowed Revenue was imposed in order to reduce what the Authority deemed as excessive profits.
To date there have been no mechanism put in place to incentivise SONI to reduce controllable ancillary service costs.

Changing Environment

The advent of the Single Electricity Market (SEM) from 1 November 2007 will bring significant changes to SONI’s business.  SONI will still function as the System Operator for Northern Ireland but, in a joint venture with Eirgrid, will also take on additional responsibilities as Single Market Operator (SMO). The SMO function is also subject to price control and this has been done in partnership with CER as part of the all-island work programme.  A decision paper was published on 31 August 2007
; accordingly, this consultation paper deals only with SONI’s Transmission System Operator (TSO) role.
It has been determined by NIAUR and DETI that SONI must be divested from Viridian in order for the SEM to be properly implemented.  The SONI submission assumed divestment would take place during 2008 and expenditure was forecast on this basis.
The Utility Regulator recognises that the introduction of an all-island wholesale market and divestment of SONI from Viridian will bring additional functions and roles which will lead to increased costs of running the business efficiently.  This Price Control Review will consider operating costs, capital expenditure and assets employed including depreciation of these and a return for shareholders.
The Price Control and Tariffs

The maximum regulated SSS revenue which is applied to retail tariffs through the Use of System tariff (Ut term) is made up of a number of components:

MTSOt = ATSOt + BTSOt + DTSOt + KTSOt

Where in year t
ATSOt is the cost of System Support Services
BTSOt is SONI’s Allowed Revenue (excluding System Support Services)
DTSOt encompasses non-typical costs approved by the Utility Regulator including project costs and those associated with SEM and EU Directives

And

KTSOt is a correction facility whereby under or over-recoveries in the previous year can be collected by the business (under-recovery) or given back to consumers (over-recovery).
It is essentially with the BTSOt term i.e. SONI’s Allowed Revenue, with which this consultation paper is concerned.

Approach

The Utility Regulator sent a Business Efficiency Questionnaire (BEQ) to SONI on 30th March 2007 for completion by 30th April.  The data was received on 4th May 2007, along with a written submission and the Utility Regulator sent a further data request on 14th May requesting information not supplied in the BEQ by 25th May 2007.  The information was supplied on 25th May.  The Utility Regulator engaged Deloitte LLP to analyse historical and forecast financial data, identify capital and operational expenditure now and in the future, identify major cost drivers for the business, identify and value the assets of the business, identify key performance indicators and potential new incentives for the business and benchmark costs and performance indicators.  Deloitte subsequently reviewed SONI’s Business Efficiency Questionnaire, initially with the Utility Regulator, meeting with SONI on 6th June 2007 to discuss the submission and answer outstanding questions.  SONI responded to the list of queries arising from the BEQ and subsequent meeting on 13th June 2007 with additional information regarding personnel supplied on 22nd June.
Deloitte presented the first draft report on 26th July 2007 which was released to SONI on 31st July.  SONI, Deloitte and the Utility Regulator met to discuss the draft report on 8th August 2007 after which SONI supplied further information regarding salaries and wages.  Deloitte presented the final draft report which informed these proposals on 22nd August 2007.  We met with SONI on 16th October 2007, having informed them of our main proposals.  We met with Deloitte LLP on 26th October 2007 to clarify figures and met again with SONI regarding salaries and payroll on 30th October 2007.  SONI re-submitted data on 8th November which was substantially different from its original submission; the Utility Regulator analysed the new data and provided SONI with a list of questions for clarification on 19th November.  We then met with SONI on 20th November to discuss the submission; SONI provided a response to most of our questions at the meeting however, additional information and documentation regarding ownership of Castlereagh House is still outstanding at the time of publication.  A further submission of capital expenditure forecasts were submitted on 4th December 2007 however, new depreciation calculations were not submitted with this.
Proposals

Form and Scope

The previous price control set an Allowed Revenue for SONI to cover operating costs and allowances for necessary capital expenditure; this proposal sets an allowed revenue (excluding System Support Costs applying RPI-X.  The Regulatory Asset Base was rolled forward however, an explicit return on the assets was not determined although the Allowed Revenue was set at a level considered reasonable to recover depreciation on assets along with a return on these.  
Utility Regulator Proposal

The Utility Regulator is satisfied that an Allowed Revenue to cover operating costs, allowances for necessary capital expenditure and depreciation on assets should continue.  The Regulatory Asset Base has been reviewed and revised and an appropriate return to investors on the assets of the business calculated and added to the components above resulting in an Allowed Revenue.
Duration
SONI proposes that the price control should run from November 2007 until March 2012.
Utility Regulator Proposal

The Utility Regulator understands the rationale for a five year price control which may be desirable for many reasons, not least stability for tariffs, the opportunity for incentive regulation to work effectively, as well as certainty for potential investors.  However, the new market arrangements bring uncertainty and a coherent regulatory regime for SONI under the new wholesale market arrangements and the additional functions and responsibilities it will take on, will take time to develop.  Since the all-island market has gone live from 1st November, the Utility Regulator felt a one year price control to April 2009 would add little additional information, experience, or certainty about the impact of new all-island arrangements.  Therefore it is proposed that the price control period run from November 2007 to March 2010.  This should allow sufficient certainty for investors while allowing flexibility in the regulatory regime given the underlying future uncertainties.
Operating Costs

Deloitte carried out an analysis of historic operating costs, identifying a number of costs that are within SONI’s control:
· Payroll

· Data Communications and IT

· Consultancy Costs

· Premises Costs

· Other Costs

Examination of these costs in detail led Deloitte to recommend adjustments to payroll costs only; comparison of the original submission with that submitted in November was carried out by the Utility Regulator and whist there have been minor changes to some of the forecast costs, we have accepted these.  
Payroll TC "Payroll" \f C \l "3" 
SONI Proposal

SONI submitted the following after our meeting on 30th October:

	Payroll
	 
	 
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Payroll costs
	3,043 
	2,433 
	2,348 
	2,064 
	2,722 
	3,477 
	3,526 

	Sharesave Payments (Notional)
	0 
	13 
	16 
	16 
	0 
	0 
	0 

	SIP Invoiced Shares
	0 
	0 
	15 
	9 
	0 
	0 
	0 

	Other Incentive Schemes
	0 
	0 
	0 
	0 
	35 
	35 
	34 

	Total
	3,043 
	2,446 
	2,380 
	2,089 
	2,758 
	3,511 
	3,560 


Costs include Payroll (including bonuses and car allowances), Sharesave and SIP share schemes, neither of which is relevant since takeover of Viridian by Arcapita, and other incentive scheme costs.

Utility Regulator Proposal

The Utility Regulator has allowed Payroll costs (including bonuses and car allowances) however, we have disallowed the proposed incentive payments going forward as we believe these should be paid for by SONI out of any incentive earned through the incentive mechanism outlined later in this paper.  We have allowed the bonus element of payroll costs as we have accepted that SONI has had recruitment difficulties, particularly in technical grades, due to a ‘tight’ labour market and higher salaries in other parts of the industry.

Pensions

The Utility Regulator will address the pensions issue in a similar fashion to the solutions for the Supply and Transmission and Distribution businesses; projected current pension costs have been accepted and the amount relating to past pension deficit will be included in the DTSOt term so customers will pay only those costs necessary to tackle the problem. This decision may have to be reconsidered in light of the divestment of SONI however, we will consult on any new proposals at that time.
Total Operating Costs

Total Operating costs include IT and communication, premises and maintenance, consultancy, inter-business charges and miscellaneous costs.  More detail on each of these categories of costs can be found in appendix 1.
	Operating Costs
	 
	 
	Forecast

	
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 2006/07 Prices
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Communications / IT
	1,061 
	1,115 
	1,197 
	1,060 
	1,166 
	1,343 
	1,343 

	Premises
	249 
	230 
	224 
	210 
	(27)
	337 
	366 

	Consultancy
	1,033 
	1,036 
	1,030 
	1,012 
	897 
	1,120 
	958 

	Inter-business Charges
	338 
	349 
	169 
	176 
	151 
	0 
	0 

	Other Costs
	78 
	74 
	97 
	209 
	217 
	370 
	367 

	Payroll
	3,043 
	2,433 
	2,348 
	2,064 
	2,722 
	3,477 
	3,526 

	Total
	5,802 
	5,236 
	5,065 
	4,730 
	5,126 
	6,647 
	6,559 


Capital Expenditure
SONI’s submission detailed a number of capital expenses:
· New Energy Management System (EMS);

· Transmission System Operator Readiness;

· Other.
Utility Regulator Proposal
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The Utility Regulator had previously approved £4.437 million expenditure on a new EMS to be phased until 2009/10.  TSO Readiness costs are those incurred by SONI in establishing the Single Electricity Market (SEM) including IT system up-grades, other system costs and pertinent refurbishment costs.  The costs have previously been approved by the Regulatory Authorities; salary costs are expensed through the DTSOt term during the last and current financial years and other costs are included as capital expenditure. 
Other Capex relates to on-going expenditure on computer equipment and hardware for the EMS systems.  SONI typically replaces PCs every 3 to 4 years however, other systems have a longer lifetime including the Generator Dispatch System which is assumed to last 10 years although, the system recently replaced by SONI lasted 15 years.  
	 Capital Expenditure
	Actual
	 
	 
	 
	Forecast
	 

	 
	2004/05
	2005/06
	2006/07
	2007/08
	2008/09
	2009/10

	 2006/07 Prices
	£000
	£000
	£000
	£000
	£000
	£000

	New EMS Project
	
	
	63
	1654
	2404
	634

	TSO Readiness
	
	91
	392
	1652
	0
	

	Other Capex
	321
	199
	331
	103
	615
	258

	Total
	321
	290
	786
	3409
	3019
	892


Regulatory Asset Base
Utility Regulator Proposal

We have valued SONI’s Transmission System Operator Regulatory Asset Base valuation as at April 2007 based on 2006/07 prices, is currently estimated to be £11.10 million based on:

· An initial Regulatory Asset Base at privatisation of £1 million (1996/97 prices) set by the Monopolies and Mergers Commission;
· Assets transferred to the Transmission System Operator business on separation from NIE plc. in 2000 including:  
Castlereagh House Control Centre building and property;

EMS System;

Power Station On-line Metering;

Plant and Machinery;

Office Equipment.
· A depreciation rate on this initial asset base of 4% per annum on a straight-line basis;

· Additional Capital Expenditure from 2002 to 2007.

Going forward, the Forecast Regulatory Asset Base is calculated on the basis of depreciation on April 2007 opening Regulatory Asset Base fixed at 4% per annum on a straight-line basis; other assets have been depreciated according to SONI’s policy outlined below.
	Regulatory Asset Base
	Actual
	 
	Forecast
	 

	2006/07  Prices
	2006/07 prices
	2007/08  £000
	2008/09 £000
	2009/10 £000

	
	
	
	
	

	Opening Value Original RAB
	10960
	10,440
	9,920
	9,400

	Depreciation on Opening Value
	520
	520
	520
	520

	Closing Value Original RAB
	10,440
	9,920
	9,400
	8,880

	Additions Opening Value
	730
	661
	1,989
	2,898

	Additions
	786
	3,409
	3,019
	892

	Depreciation
	462
	377
	600
	438

	Additions Closing value
	661
	1,989
	2,898
	2,906

	Total Closing Value
	11,101
	11,909
	12,298
	11,786


Depreciation
Depreciation is charged on SONI’s assets on a straight-line basis at the following rates:

Infrastructure and generation assets




up to 40 years;

Non-operational Buildings (freehold and long leasehold)

up to 20 years;

Fixtures and Equipment






up to 25 years;

Vehicles and Mobile Plant






up to 5 years.

SONI submitted the following figures:
	Depreciation 2006/07 Prices
	Actual
	 
	Forecast

	
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Depreciation
	1,033 
	1,036 
	1,030 
	1,012 
	897 
	1,120 
	958 


Utility Regulator Proposal

Whilst the Utility Regulator is satisfied with SONI’s depreciation policies and had accepted the figures above, the new capital expenditure schedule submitted on 4th December 2007 will mean minor changes to these in the downwards direction.  We await SONI’s revised figures for the new Capex schedule.
The Weighted Average Cost of Capital
A company’s assets are financed by either debt or equity. The Weighted Average Cost of Capital (WACC) is the average of the costs of these sources of financing, each of which is weighted by its respective use in the company (denoted by the gearing). By taking a weighted average, we can see how much interest the company has to pay for every pound it finances.  The rate of the allowed WACC is important in ensuring SONI can finance investment however, if the WACC is set too high then shareholders may be over-rewarded at the expense of customers who will pay more than they should.

SONI Proposal

NIE’s current T&D Price Control 2007-2012 grants a regulatory pre-tax WACC of 6.9% for transmission assets (set in 2005/06).  SONI proposed to add a small company premium to NIE’s current WACC in order to reflect SONI’s size and give a pre-tax WACC of 7.1%.
Utility Regulator Proposal
The Utility Regulator is proposing a pre-tax WACC for SONI of 4.98% including SONI’s small company premium of 0.26% based on the following:

Pre-Tax Weighted Average Cost of Capital =
[Gearing*cost of debt] + [(1/ (1-corporation tax rate))*cost of equity*(1-gearing)]
Where

Cost of Debt = risk free rate + debt premium

And

Cost of Equity = risk free rate + (market equity risk premium*equity beta)

The Utility Regulator used the following to calculate the proposed WACC:

	Component
	Utility Regulator Proposal
	Precedent

	
	
	

	
	
	

	Risk Free Rate
	2.50
	CC Report on BAA Airports September 2007


	Debt Premium
	1.05
	CC Report on BAA Airports September 2007

	Cost of Debt (pre-tax real)
	3.55
	 Risk Free Rate + Debt Premium

	Gearing
	0.575
	NIE Licence

	Market Equity Risk Premium
	3.50
	CC Report on BAA Airports September 2007

	Equity Beta
	0.58
	Deloitte Report on SONI August 2007

	Tax
	0.28
	Corporate rate from April 2008

	Cost of equity (pre-tax real)
	4.53
	 Risk Free Rate + (Market Risk Premium*Equity Beta)

	Cost of Capital Pre-tax
	4.72
	 Cost of Debt + Cost of Equity

	Small Company Premium
	0.26
	SONI

	 Final Cost of Capital Pre-tax
	4.98
	 Cost of Capital + Small Company Premium


Risk Free Rate
The risk free rate is the rate at which investors can lend funds without facing any risk.  The Competition Commission report recommends a risk free rate of 2.5% on the basis that ‘it strikes a sensible balance between recognition in recent changes in financial markets and avoiding over-cautious view of the long-term implications of investors’ attitudes towards risk’.
Debt Premium

The debt premium is the compensation required by lenders in exchange for bearing systematic risk.  The Competition Commission used an indirect method, calculating the debt premium from the known cost of debt and eliminating premia for default and holding illiquid assets in order that the figure used reflected an accurate observation of the compensation lenders require for systematic risk rather than other factors (1.05%).  
Gearing

A company’s gearing is the ratio of its long-term debt to its total capital (debt plus equity).  We have used the same gearing cited in NIE’s T&D Price Control 2007-2012.
Market Equity Risk Premium

This is an additional premium over the risk free rate that investors expect as compensation for the extra risk associated with investing in the stock market as a whole compared with holding risk-free assets; it is calculated as the difference between the risk free rate and overall return on the equity market.  The figure we have used (3.5%) is mid-point in the Competition Commission’s conclusions which followed comprehensive analysis of available market data.
Equity Beta

The equity beta is an indication of systematic risk; it reflects both the operating risk (larger variability of returns) and financial risk (greater leverage; higher debt to value ratio) of a company relative to the risk of the stock market.  The CC report cited a range of 0.9 – 1.3 but reported that utility companies generally have an equity beta of 0.3 to 0.6; we have used Deloitte’s assessment of SONI’s equity beta (0.58) which reflects lower than average risk compared to the market generally but is at the higher end of the range for regulated utilities.
Small Company Premium

It is widely accepted that small companies have higher relative costs associated with raising capital and SONI’s suggested premium is added to reflect this.
The cost of capital is used to calculate an allowed return on assets:

	Return on Assets
	Actual
	 
	Forecast
	 

	2006/07  Prices
	2006/07 £000
	2007/08  £000
	2008/09 £000
	2009/10 £000

	
	
	
	
	

	 Return on Assets
	553
	593
	612
	587


Allowed Revenue

Total Allowed Revenue

The total allowed revenue is the sum of:

· Operating Costs;

· Depreciation;

· Return on Assets.

Adjustments and proposals outlined above result in allowed revenues (excluding SSS costs) as follows:

	Total Allowed Revenue (Excluding SSS Costs)


	Forecast

	
	2008
	2009
	2010

	2006/07 Prices
	£'000
	£'000
	£'000

	Operating Costs
	5,126 
	6,647 
	6,559 

	Depreciation
	897 
	1,120 
	958 

	Return On Assets
	593
	612
	587

	Total Allowed Revenue (Excluding SSS Costs)
	6,616 
	8,379 
	8,104 


X Factor
The X factor is a figure by which the inflationary increase in operating costs is reduced to reflect internal efficiencies that can be made to reduce these costs.  Efficiency gains are usually achieved by a combination of reducing costs, restructuring, changes in management practices and increasing productivity.  The X factor for SONI was set at zero for the last price control period that is, SONI’s costs were allowed to rise in line with inflation.

Utility Regulator Proposal

The Utility Regulator is minded to set an X Factor of 3.  An analysis of SONI’s costs to date and projected costs going forward show there are many gains to be realised regarding operating costs.  Whilst some costs, including IT costs, will increase over the coming period, these should result in an increase in productivity warranting an X Factor to share these gains with Northern Ireland consumers.  Other costs are already falling and are projected by SONI to do so going forward.  Our projections for 2008-2010 show an X Factor of 3 will still incentivise SONI, a monopoly business, to seek achievable efficiencies resulting in gains for the business as well as customers.
Incentive Mechanism

It is in the interests of electricity customers who pay for the costs of system operation that SONI is appropriately incentivised to operate the transmission system in an economic and efficient manner.  In practice, this means that some incentive mechanism should be put in place that encourages SONI to take steps, as far as possible, to minimize costs that are external to SONI but which nevertheless are a function of actions taken by SONI.  These costs include constraint costs and procurement of system support services.
With introduction of the Single Electricity Market, the full scale of SONI’s external costs is uncertain.  There will inevitably be a period of adjustment during which the new market arrangements are fully understood and, indeed, there may be some subsequent further adaptation of the market arrangements in the light of operational experience.  Consequently, any new incentive mechanism for SONI should be relatively limited in order to provide some safeguard for both SONI and customers.  The table below summarises the external costs incurred by SONI and passed through to customers:
	 System Support and Constraints Costs
	Actual
	 
	Forecast
	 

	 
	2003/04
	2004/05
	2005/06
	2006/07
	2007/08
	2008/09
	2009/10

	2006/07 Prices
	£000
	£000
	£000
	£000
	£000
	£000
	£000

	SVA (CESB)
	0
	0
	2008
	2093
	1522
	0
	0

	CESB capacity
	0
	0
	762
	652
	1266
	0
	0

	PPB capacity
	0
	12751
	11918
	11656
	5563
	0
	0

	CESB SSS
	0
	0
	786
	1029
	1623
	1623
	1623

	PPB SSS
	6127
	6458
	5223
	4985
	5025
	5025
	5025

	GT Availability
	6715
	6359
	6499
	5169
	6187
	6187
	6187

	GT Reliable Start
	6715
	6339
	6499
	5169
	5445
	5445
	5445

	Security of Supply
	3964
	3604
	494
	1339
	1639
	0
	0

	External IPPs
	0
	0
	0
	0
	0
	0
	0

	Constraints
	0
	0
	0
	0
	19274
	18572
	18119

	Total
	23522
	35512
	34191
	32092
	47546
	36853
	36400


The System Value agreement with Coolkeeragh has been cancelled with effect from SEM Go-live on 1st November 2007 and payments in the table above have been pro-rated until the end of October 2007.  Existing Capacity and security of supply payments will be replaced by a new SEM capacity scheme thus, the introduction of the SEM will see a substantial reduction in SONI’s external costs.  Payments to Coolkeeragh and PPB will continue in respect of system support services which include provision of black start facilities, voltage support and frequency response.  These payments are made on the basis of availability and out-turn performance.  
The SEM system operators (SONI and Eirgrid) have estimated all-island constraint costs for the first 12 months of SEM (1st November 2007- 31st October 2008) at €119.2 million
.  The forecast comprises mainly transmission constraints, reserve costs and other factors such as forecast inaccuracies and market modelling assumptions.  Out-turn costs are largely dependent on the configuration of the system, such as generators’ availability and transmission circuit availability, and is determined by bid prices of the generators.  However, there are a number of actions SONI could take to minimise these costs:
· Minimise deviations away from carrying the minimum level of operating reserve;

· Schedule planned generation and transmission outages to minimise constraints;

· Trading within day over the Moyle interconnector to avoid potential higher costs.

The design of any incentive mechanism requires consideration of:
· What to Incentivise

· Gradient of the mechanism
· Scale and symmetry of the incentive payment

· Ease of operation taking account of transparency, feasibility and cost

· Targets

SONI’s Proposal

SONI has suggested a graduated, asymmetric mechanism with a cap of £500,000.  This would give SONI an increasing reward where constraints costs are reduced below the estimate but no penalty would be applied where actual costs were higher than the forecast.  SONI’s also proposed that incentive payments should be graduated, that is, rewards are proportionately larger the further away from the target reflecting the greater effort required to make incremental cost reductions.  The proposal also suggested that the deadband and incentive arrangements be determined on a monthly basis which would preclude an adverse event in any single month effectively eliminating a subsequent possible reward and so, would preserve incentives for ‘effort’ month by month.
Utility Regulator Proposal

The Utility Regulator proposes to incentivise SONI to reduce both constraints and system support (ancillary services) costs.  We are minded to apply the proposed mechanism to the total costs as opposed to operating two mechanisms.
Scale of Incentive Payment and Symmetry

Given the proposed level of total Allowed Revenue outlined above, SONI is not in the position to bear a significant level of risk.  The Utility Regulator is minded to accept SONI’s suggested cap of £500,000 however, we propose a symmetrical mechanism whereby SONI would be penalised for an increase over and above estimated costs.  Whilst the ideal mechanism would be entirely symmetrical with the same cap for penalty as for reward, in the context of the proposed total Allowed Revenue outlined above, we propose capping the penalty at £250,000.
Gradient
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Whilst understanding SONI’s preference for a graduated gradient reflecting increasing amounts of effort for decreasing benefits, the proposal introduces a level of complexity that is unwarranted given our uncertainty over new market arrangements and the system operators’ estimate of costs.  Thus, the Utility Regulator is proposing a constant 10% gradient whereby SONI has the right to recover £100,000 from customers (up to the proposed cap of £500,000) for every £1 million out-turn costs fall below the deadband and are penalised by £100,000 for every £1 million out-turn costs exceed the deadband, up to a maximum of £250,000.
Targets
Ancillary Services and Constraints Costs

In light of the limitations of the forecast of constraints and system support costs, we propose to apply a deadband of +/-15% around a central target based on the figures outlined above whereby any deviation up to +/-15% would neither be rewarded nor penalised.

The Utility Regulator is sympathetic to SONI’s view that monthly targets would be more appropriate and will work closely with SONI over the coming weeks to more closely define targets, profiled on a monthly basis where possible.  We will also agree reporting requirements.  We propose to review the mechanism after the first 11 months of SEM operation and will consult on any proposed changes in light of SEM operational experience at that time.
How to Respond
Responses are invited on any of the issues raised in this paper and in particular on:

· Form, scope and duration;
· Proposed Operating Costs adjustments;

· Capital Expenditure;

· The Regulatory Asset Base;
· Depreciation methodology;

· Weighted Average Cost of Capital;

· Total Allowed Revenue;
· The X Factor;

And

· Incentive Mechanism.

Please also suggest any alternative relevant measures/actions.
Responses to this consultation paper should be sent to:
Andrea Heaney
Queens House 

14 Queen Street

BELFAST

BT1 6ER

E-mail:  andrea.heaney@niaur.gov.uk
By Friday 11th January 2008.
Unless marked as confidential all responses will be published.

Appendix 1
Operating Costs

Payroll

	Payroll
	 
	 
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Payroll costs
	3,043 
	2,433 
	2,348 
	2,064 
	2,722 
	3,477 
	3,526 

	Sharesave Payments (Notional)
	0 
	13 
	16 
	16 
	0 
	0 
	0 

	SIP Invoiced Shares
	0 
	0 
	15 
	9 
	0 
	0 
	0 

	Other Incentive Schemes
	0 
	0 
	0 
	0 
	35 
	35 
	34 

	Total
	3,043 
	2,446 
	2,380 
	2,089 
	2,758 
	3,511 
	3,560 


Communications and IT

	Communications and IT
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Data Communication
	665 
	697 
	660 
	558 
	588 
	588 
	588 

	Contractors 
	262 
	271 
	231 
	171 
	176 
	176 
	177 

	Telephones
	50 
	44 
	46 
	46 
	48 
	48 
	48 

	SEM Data Links
	0 
	0 
	0 
	0 
	20 
	48 
	48 

	Generator Dispatch System / EDIL
	36 
	33 
	36 
	43 
	83 
	83 
	83 

	Generation Metering System
	0 
	0 
	0 
	0 
	29 
	29 
	29 

	Support costs for Settlement System
	0 
	0 
	0 
	0 
	3 
	19 
	19 

	SDX Market Interface System
	0 
	0 
	0 
	0 
	0 
	19 
	19 

	IT Costs 
	47 
	70 
	224 
	242 
	219 
	167 
	166 

	MITS (Moyle Interconnector Trading System) - Formerly in Dt
	0 
	0 
	0 
	0 
	0 
	167 
	167 

	Total Communications and IT
	1,061 
	1,115 
	1,197 
	1,060 
	1,166 
	1,343 
	1,343 


Premises

	Premises
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Premises
	146 
	125 
	118 
	101 
	104 
	104 
	104 

	Rates
	103 
	104 
	107 
	109 
	114 
	367 
	367 

	Facilities recharge to TSO/SEM Readiness (Dt)
	0 
	0 
	0 
	0 
	(147)
	(29)
	0 

	Facilities Recharge to SMO
	0 
	0 
	0 
	0 
	(99)
	(105)
	(106)

	Total Premises
	249 
	230 
	224 
	210 
	(27)
	337 
	366 


Consultancy

	Consultancy
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Consultancy
	1,033 
	1,036 
	1,030 
	1,012 
	897 
	1,120 
	958 


Inter-business Charges

	Inter-business Charges
	 
	 
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Inter Business Charge - T&D (NIE)
	59 
	90 
	50 
	63 
	48 
	0 
	0 

	Inter Business Charge - SX3 (Viridian)
	154 
	124 
	0 
	0 
	0 
	0 
	0 

	Inter Business Charge - Corporate (NIE)
	125 
	134 
	119 
	113 
	102 
	0 
	0 

	Total Inter-business Charges
	338 
	349 
	169 
	176 
	151 
	0 
	0 


Other  

	Other Costs
	 
	 
	 
	 
	Forecast

	2006/07 Prices
	2004
	2005
	2006
	2007
	2008
	2009
	2010

	 
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000
	£'000

	Redundancy / Restructuring Costs
	0 
	0 
	0 
	0 
	0 
	0 
	0 

	Bank Charges
	0 
	0 
	0 
	0 
	18 
	43 
	43 

	Other 
	76 
	74 
	89 
	90 
	80 
	80 
	80 

	Insurance and Compensations
	2 
	0 
	8 
	13 
	12 
	12 
	12 

	BETTA - Formerly in Dt
	0 
	0 
	0 
	0 
	0 
	128 
	125 

	Additional On-going Costs related to Divestment
	0 
	0 
	0 
	106 
	106 
	106 
	106 

	Total Other Costs
	78 
	74 
	97 
	209 
	217 
	370 
	367 


Appendix 2

Costs Remaining in the DTSOt Term

For information, the table below details costs remaining in the DTSOt term going forward.  The amount recovered falls from £1.6m in the current financial year to £31,000 in the next financial year and reducing to zero by the last period of the proposed price control duration (2009/10).  This is the position currently; other costs may be added in future years (with the approval of the Utility Regulator).  These costs are excluded from SONI’s Total Allowed Revenue.
	DTSOt Costs
	Current
	Planned

	2006/07 Prices
	2008
	2009
	2010
	2011
	2012

	 
	£'000
	£'000
	£'000
	£'000
	£'000

	Recoverable Salaries and Pensions
	653
	0
	0
	0
	0

	Consultancy
	270
	Ends
	
	
	 

	Moyle Interconnector Trading System (MITS)
	172
	Goes into Opex
	
	 

	Market Opening
	150
	31
	
	
	 

	Wind Project
	18
	Ends
	
	
	 

	N/S Project
	120
	Ends
	
	
	 

	BETTA
	135
	Goes into Opex
	
	 

	Other
	116
	0
	0
	0
	0

	Total
	1634
	31
	0
	0
	0
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� NIAUR/CER:  Single Electricity Market SMO Revenue and Tariffs Decision Paper:  AIP/SEM/07/455:  31st August 2007:  available at � HYPERLINK "http://www.allislandproject.org/en/single-market-operator-overview.aspx?article=62ebc083-4c00-44b4-9cbc-d74229f542f1" ��http://www.allislandproject.org/en/single-market-operator-overview.aspx?article=62ebc083-4c00-44b4-9cbc-d74229f542f1�)


� Competition Commission: BAA Ltd., A Report on the Economic Regulation of the London Airports Companies (Heathrow Airport Ltd. and Gatwick Airport Ltd.): Presented to the Civil Aviation Authority: 28 September 2007, available from � HYPERLINK "http://www.competition-commission.org.uk" ��www. competition-commission.org.uk� 


� See SMO decision paper at � HYPERLINK "http://www.allislandproject.org/en/single-market-operator-overview.aspx?article=62ebc083-4c00-44b4-9cbc-d74229f542f1" ��http://www.allislandproject.org/en/single-market-operator-overview.aspx?article=62ebc083-4c00-44b4-9cbc-d74229f542f1�)
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