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Context

The gas and electricity industries are ata cross roads . They face major challenges

and opportunities , primarily dri ven by the need to decarbonise Brit
sector, whil e maintaining a safe, secure and affordable system for existing and future

consumers. We have been tackling many of these challenges with the network

companies in recent years, evolving the RPI - X regulatory framework at price control

reviews. This is most apparent in our recent electricity distribution price control

review and in the enhanced investment incentives for transmission companies to

connect more renewable generation ahead of need.

RPI-X@20 is Ofgem's comprehensive review of how we regulate energy network
companiestodeterm i ne whet her t he-Xéframework willgemaimfiefor
purpose in light of these challenges. We developed a vision of the futur e regulatory
framewor k for our A E mmasulgationig Jaiuary 20kOiamd@re now
consulting on our recommendations for a new regulatory framew ork. The Gas and
Electricity Markets Authority (GEMA) is minded to implement these recommendations
and will take account of responses to this consultation when reaching a final decision

in autumn 2010.

We have worked closely with a number of stakeholder s and interested parties to
understand the issues and challenges facing the energy network companies. We

have assessed a range of alternative regulatory frameworks and consulted widely on
our developing ideas on specific aspects of the regulatory framewor k.

We have asked whether the current frameworks can help deliver a sustainable

energy sector sufficiently quickly, given, in particular, the significant network

investment and innovation required. The existing RPI - X framework has delivered
lower prices, increased investment and improved quality of service, and ensured
network companies have been able to finance themselves. However, that framework
was not designed for the challenges that network companies now face. The nature

and pace of change possible under the existing framework will not be enough. The
regulatory framework must be reformed to encourage network companies to make

the scale of changes required.

Our recommendations set out a new framework T Sustainable Network Regulation
The framewo rk is based onthe RIIO  model , setting Revenue using | ncentives to
deliver | nnovation and Outputs. We have taken the elements of the existing
framework that work well, adapted other elements to ensure they are focused on

delivery of a sustainable energy s ector and long -term value for money, and added
elements to encourage the radical measures needed in innovation and timely

delivery. We are confident that we have a comprehensive and coherent package

that will encourage network companies to play a full rol e.

Thisdocument provi des a det ai |l ed e x pSusiamabte Neiworkof fihowo
Regulation would be implemented . Itisaimed primarily at the network companies,

investors and other stakeholders who require a more in depth understanding of our

thinking. A more accessible overview of Sustainable Network Regulation is provided

in our Recommendations  document ®.

1 See http://www. _ofgem.gov.uk/Networks/rpix20/ConsultDocs/Documents1/RPI - X@Recommendations.pdf
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1. Introduction to Sustainable Network Regulation

Chapter summary : This chapter explains the objecti ves of Sustainable Network
Regulation and provides an overview of the key elements of the regulatory
framework. We also set out the purpose of this supporting paper.

1.1. RPI-X@20 is Ofgem's comprehensive review of how we regulate Britain's energy
networks. We are looking to the future on behalf of energy consumers to design a
regulatory framework that meets their needs, particularly those relating to delivery

of a sustainable energy sector.

1.2. Inour ARecommendations 0 consultation paper  we set out our proposal to move

to a new regulatory framework, Sustainable Network Regulation. We set out what
the new regulatory framework would include and why we think this is the best way
forward. The Gas and Electricity Markets Authority (GEMA) is minded to implement

these recommendations and will take account of responses to this consultation when
reaching a final decision in autumn 2010

1.3. This supporting paper provides f urther details on how we e nvisage the
regulatory framework would work at future price control reviews. We set out
principles and guidelines that we would consider when developing price controls. We
also describe how the price control review process would work in practice.

1.4. Sustainable Network Regulation has been designed to be implemented in all four

energy network sectors (gas transmission, electricity transmission, gas distribution

and electricity distribution). Variation would arise across sectors in the application of
the principles at price control reviews rather than in the principles themselves. RPI-
X@20, and the resulting recommended framework, has focused on regulation of the

electricity distribution network operators (DNOSs), gas distribution ne tworks (GDNSs),
electricity transmission operators and gas transmission operator (TOs). Implications

of our recommendations for the regulation of independent network operators

(Independent distribution network operators (IDNOs) and independent gas

transpor ters (IGTs)) will be considered when we review their regulatory

arrangements.

1.5. This supporting paper is aimed primarily at the network companies, investors
and other stakeholders who require a more in depth understanding of our thinking

and the rationale un  derpinningit. It is written to allow the reader to dip into the
chapters of most interest to them. Those who are looking for a less detailed
discussion of the Sustainable Network Regulation may wish to review our
Recommendations  consultation paper in the first instance.

1.6. GEMA will make a final decision on Sustainable Network Regulation in the

autumn, taking account of responses to our consultation. W e would expect to

update and republish this paper following that decision, with the paper then

becoming a guide to the f iplementation of Sustainable Network Regulation 0. The

use of the guide would be first tested wherk GEMAOGS

Office of Gas and Electricity Markets 6
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Regulationis used for the next transmission and gas distribution price control S
(TPCR5 and GDPCRZ2) , to be implemented from 1 April 2013.

Objective  and core concepts

1.7. Sustainable Network Regulation is designed and would be implemented to
encourage energy  network companies to:

A play a full role in delivery of a sustainable energy sector; and
A deliver value for money network services for existing and future consumers.

1.8. The two parts of this objective are complementary . Indeed, provision of long -
term value fo r money is a core part of delivery of a sustainable energy sector. The

objective is also consistent with our prevailing duties under the Gas Act 1986 and

Electricity Act 1989.

1.9. Sustainable Network Regulation would be applied to the electricity transmission
owners (TOs), the gas TO, the electricity distribution network operators (DNOs) and

the gas distribution networks (GDNSs) 2. Under Sustainable Network Regulation, those
companies that rise to these challenges would see material upside and opportunity.

Whi le those that do not would be penalised.

1.10. When designing the new regulatory framework we have focused on a number

of core concepts that are relevant across the different elements of the framework.

We define these concepts here, to aid the reader in underst anding the meaning and
underlying rationale of Sustainable Network Regulation.

A sustainable energy sector: an energy sector that meets the broad needs of
existing and future consumers. This includes delivery of low carbon energy and
other environmental obj  ectives, delivery of secure safe supplies , and delivery of
value for money including meeting th e needs of vulnerable consumers;

A sustainable network services: by sustainable network services we mean:
providing network services that are safe, reliable and av ailable; minimising the
impact of network services on the environment; providing connections and
network services consistent with the delivery of a low carbon energy sector (low
carbon generation and active demand management); and delivering social
obligat ions mandated by government ;

A play afull role . the regulatory framework is designed to encourage network
companies to take a leading role in the delivery of a sustainable energy sector.

We want network companies to be proactive in seeking the best way o f providing
sustainable network services for the long -term , be open minded about how best

to deliver and innovate to achieve desired outcomes. They should engage

effectively with their existing consumers and respond to the needs of future

2 To be clear, the framework would not apply to the regulation of independent distribution network

operators (IDNOSs) in electricity or independent gas transporters (IGTs). IDNO s and IGTs own and operate
distribution networks. These networks are predominately extensions connected to the existing distribution

network, e.g. to serve new housing developments. The framework would not apply to the System

Operators (SOs).

Office of Gas and Electricity Markets 7
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consumers (and a s part of this future government targets). They should take
responsibility for managing the uncertainty that their businesses face, and learn
and adapt in response to new information ;

A long -term value for money: value for money is about delivering sust ainable
network services at as low a long -term cost as possible. Focusing on value for
money rather than  cost efficiency should ensure network companies do not make
cost savings at the expense of delivering outputs but that they do focus on
minimising the  long -term cost of delivering those outputs, rather than necessarily
minimising costs ove r the next price control period;

A long -term cost:  in our definition of long  -term value for money we emphasise
that we want energy network companies to minimise long -ter m cost. We are
focusing on total costs of delivering outputs, wanting network companies to make
choices between infrastructure (capital) solutions and non - capital solutions on the
basis of which is least cost over the long term . The relevant time horizon will
vary by the activitybe i ng consi der ed; floog-tersmadmay bewitkirt s
the eight -year price control period whilst for others it will span a number of price
control periods. We would expect network companies to be focusing on the life -

cycles of assets and have asset management plans consistent with the long -term
nature of network assets . When considering costs we would expect network
companiestoconsider t he i mpact on t heenginonmentabcostse B)f (i
for example taking account of th eprice of carbon, when ccosttpohri ng t he
different options for delivering outputs ;
A consumers : network companies provide the physical link between suppliers of
gas and electricity and ~ domestic and business consumers . They provide network

services to generators, shippers, interconnectors, independent network operators
(IDNOs and IGTs), suppliers and energy service companies (ESCos) who also

provide services to end consumers. We think it appropriate to include users of
network services as well as dome stic and business end consumers, and their
representatives, when considering ficonsumers 0 in the regulatory framework. We
recognise that the interests of the users of network services and end consumers

will not always be aligned. Indeed, within each type of consumer category (  e.g.

generators, end consumers) there is unlikely to be complete alignment of
interests. Furthermore, in each group there may be more of a focus on what
needs to be delivered today rather than a consideration of future requirements.
It is therefore important that GEMA, with a principal objective to protect the
interests of existing and future consumers, remains responsible for making
decisions that b alance the different viewpoints; and

A stakeholders : in our discussions on enhanced eng agement we widen the group
of parties that we and network companies may need to engage with beyond
consumers (as described above). Government could have a key role in providing
updates on the direction of government policy while local authorities could
provide insight on the needs of consumers of network services. In addition,
stakeholders could include parties that are affected by, or represent those
affected by, decisions made by network companies and Ofgem that are not (in
that role) direct consumers of network services. A key example is organisations
representing environmental interests that are interested in ensuring the impact of
network services on the environment are consistent with broader environmental
goals such as reduction in greenhouse gases, protection of landscape.

1.11. When implementing Sustainable Network Regulation at future price control
reviews we would expect the objectives and  these concepts to remain core to

Office of Gas and Electricity Markets 8
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discussions. It is therefore important that there is common understanding of w hat
they mean in the context of the regulation of energy network companies.

Overview of Sustainable Network Regulation

1.12. The regulatory framework incorporates three elements which are designed to
meet the objectives of Sustainable Network Regulation

A an upf ront (ex ante) price control that sets out the outputs that network
companies are required to deliver and the revenue that they are able to earn for
delivering these outputs efficiently;

A theoptionto give third parties a greater role in the delivery of ma terial and
separable projects; and

A a time -limited innovation stimulus for electricity networks and one for gas
networks which would be open to network companies and non -network parties.

Figure 1 : Overview of the key elements of Sustainable Network Regulat ion
Reflecting stakeholder views Revenues

Engagement (Ch 3)

Well-justified business
plans (Ch 7)

Ability to seek
redress (Ch 4)

Request for a
CC reference

Ofgem enhanced engagement

Proportionate treatment

Network engagement (Ch 8)

Assessment toolbox (Ch 8)

Market testing in assessing
business plans (Ch 8)

Price control (Ch 5)

Ex ante revenue
constraint
Eight year control
RAV based

Outputs led

Financeability (Ch 12)
framework (Ch 6)

Objectives Revenue adjustment

during period

Output Revenue
categories raised from
CONSUmMers

Output incentives (Ch 9)

Efficiency incentives (Ch 10)

Primary outputs

Uncertainty mechanisms
(Ch11)

Elements Option to give thl_rd parties a greater
- . role in delivery (Ch 13)
outside price
control Innovation stimulus package (Ch 14)

Secondary
deliverables

1.1. Figure 1 provides an overview of the key elements of Sustainable Network
Regulation and shows where each aspect is discussed in this supporting paper. We
describe the price review process associated with implementing the framework with
these element sin Chapter 2 .

Office of Gas and Electricity Markets 9



RPI-X@20: Implementing Sustainable Network Regulation July 2010

1.2. We set out in Box 1 what would be included in final proposals and hence licence
conditions. This provides an alternative way of thinking about the framework.

Box 1: Key elements of the final proposals for a pr ice control

Our price control decision for a network company would be set out in final
proposals and formally implemented in the relevant licence condition(s). The
final proposals would set out:

A the primary out puts that the network company is expected to deliver,
including details of the level at which they are expected to operate;

A the £m level of base revenue that the network company is allowed to earn
from consumers during the eight -year price control period,;

A the proportion of total expenditure to be recovered during the year in which
it was spent and the proportion to be capitalised and recovered through the
RAV, the assumed asset lives for depreciation, and the allowed return;

A the amount of money to be raised from consumers, and included in the
revenue allowance, for the innovation stimulus package;

A the secondary deliverables that the network company is expected to deliver,
linked to the revenue allowed to enable the network company to undertake
activity in th e current price control period to deliver primary outputs and
value for money in future periods;

A the upfront efficiency incentive rate, including details of how this would be
implemented during the price control period;

A the incentive arrangements for each of the primary outputs;

A action to be taken if secondary deliverables are not delivered:;

A arrangements for adjusting revenue for Ofgem -required market testing that
is not completed in time for final proposals;

A details of the uncertainty mechanisms included i n the price control;

A details of scope and timing of any mid - period review of output requirements;
and

A specification of any projects that we are intending to take forward by giving
delivery third party responsibility for delivery and asset ownership.
Detai Is on how we would consider and respond to a request from another party
for us to make a price control licence modification reference to the Competition
Commi ssion would be provided in 6Guidancebo
innovation stimulus pack  age would be governed and operated would be provided
in separate published documents. Arrangements for a competitive process to
identify a third party to given delivery responsibility to would also be published
separately.

Office of Gas and Electricity Markets 10
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Structure of this supporting paper

1.3. This supporting paper is divided into three parts as follows. Links are provided
to enable the reader to dip into those areas that of most interest.

1.4. Part1 discusse s the price control review process and explains the role of
stakeholders in the process:

A Chapter 2 describes the proposed price control review process;

A Chapter 3 explains how we and network companies would be expected to engage
with stakeholders; and

A Chapter 4 sets out how we would consider a request from another party for us to
make a price control modification reference to the Competition Commission.

1.5. Part2 sets out the detail of how the ex ante price control would be set:
A Chapter 5 provides an overview of how we would set the eight -year price control;
A Chapter 6 explains how pr imary outputs and secondary deliverables would be set

and what principles we would consider when setting them;

A Chapter 7 sets out what we expect network companies to include in well -justified
business plans;

A Chapter 8 provides details on how we would adopt a proportionate approach to
assessing business plans and expected efficient expenditure requirements;

A Chapter 9 explains how we would consider the des ign and implementation of
incentives for primary output delivery;

A Chapter 10 _sets out the issues that we would consider when setting efficiency
incentives;

A Chapter 11 explains the principles to be considered when deciding whether and
how to implement uncertainty mechanisms in the price control; and

A Chapter 12 sets out our principles for embedding financeability into the price
control.

1.6. Part 3 describes the two elements of Sustainable Network Regulation that are
outside but interlinked with the price control framework:

A Chapter 13 explains when and how we would consider using the option of givin g
third parties a greater role in delivery; and
A Chapter 14 provides details on the innovation stimulus package.

Office of Gas and Electricity Markets 11
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Part1 1 The price review process

Office of Gas and Electricity Markets 12
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2. Stages of the price control review process

Chapter summary

This chapter provides an overview of the stages of the price control review process
under Sustainable Network Regulation, highlighting the respective roles that each
party would take and the decisions that would need to be taken at each stage.

2.1. The price control review  under Sustainable Network Regulation would be
conducted over a similar timeframe to recent price control reviews (2 to 2.5years) .
However, ¢ hanges in how the price control would be set and the role of stakeholders

in the price rev iew process mean that the timing of key stages of the review and

Ofgem publications would be different to the past.

2.2. Figure 2 provides an overview of the process that would be followed in setting
future price controls. The timings are  indicative only and  price control review teams
would publish their own timetables at the start of each review.

Figure 2 : Overview of the process and indicative timings of a price review
3-6 12 187 21 30
0 months months months months months

2. Business 3. Revised
Stages of 1. Outputs and . .
. plans and business plans 4. Setting the
the price control X . .
proportionate and detailed price control
process methodology

treatment assessment

Network and Ofgem enhanced engagement throughout control

Ofgem Ofgem 6str af g Ofgem view on Ofgem final price U Initial proposals
actig/ity for the r1e proportionate control methodology 0 Final proposals
document treatment document U Implementation
Consultation on key documents
Company Development of Submit business Submit revised Decide if will accept
activity business plans plans business plans final package
T
L __ Potential fasttrack = |= = = = = !
Potential CC reference
2.3. As Figure 2 illustrate s, the price control process would have four main stages:
A Stage 1 - Outputsand price control methodology;
A Stage 2 - Business plansand proportionate treatment;
A Stage 3 - Revised business plans and detailed assessment ; and
A Stage 4 - Setting the price control.
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2.4. The key steps in each stage of the review are set out in the sections below. We
will shortly publish an open letter for both GDPCR2 and TPCR5 which will provide
further detail on the proposed timetables for these reviews.

Stage 1: Determining o utputs and  price control methodology

2.5. The aim of this stage  would be to set the timetable for the review, understand
key issues, establish outputs to be delivered and parameters for the price control,
engaging with stakeholders throughout. It would culminate in the publication of our
fiStrategy for the  review 0 consultation , which would provide network companies with
information to develop their well -justified business plans , including the outputs that
they need to deliver. We would consult on this document before finalising it.

Figure 3 : Stage 1l 1 w hois doing what

» Provide a clear timetable for the review, highlighting where
stakeholders may wish to engage
» Engage with stakeholders to:

Ofgem Understand key Develop Develop strategy for
issues for the reviews outputs the review

» Assess hetwork company performance during the current control period

» Consult on and finalise strategy for the review

» Engage with stakeholders to understand priorities for delivery and
Network start thinking about how best to deliver

companies » Companies may wish to develop a high-level first cut of their

business plans to aid engagement

Stakeholders » Understand priorities and timetable for the review

» Engage with Ofgem and companies as appropriate

2.6. The fAStrategy for the review 0 document would:

A set out priorities for the sector over the longer term , identify ing the role network
companies may play in delivering these, info rmed by our enhanced engagement;
A provide our initial assessment of network company per formance during the price

control period. This may be informed by historic evidence from regulatory
reporting packs (RRPs) and the return on regulatory equity (RORE) measure. It
would also be informed by network company performance in delivering primar y
outputs and secondary deliverables ;
A set out our view, informed by enhanced engagement, on key elements of the

price control, including but not limi ted to: p rimary outputs and desired levels of
performance for the sector ; efficiency and output incentives; inflation indexation,
business plan requirements; the estimated cost of capital range for the sector;

the length of control and th e use of uncertainty mechanisms; and
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A set out the criteria for a company to be fast tracked.

2.7. Alongside the fiStrategy for there  view 0 document, we would issue the business
plan guidance and the  data request to support network company business plans.

Stage 2: B usiness plans and proportionate treatment

2.8. Companies would have time to develop their well -justified business plan, based

on the high -level approach setoutinthe fStrategy forthe review 0 document ,the
data request issued alongside it and their engagement  with stakeholders. On receipt
of the business plans, we would assess them with a view to which companies would
face more or less intensive scrutiny (see Chapter 8). Less intensive scrutiny may
include fast track ing a company ( i.e. reaching a n early decision on the price control).
If we decide to fast track a company w e would intendto consultonour approach
before reaching a decision . If we decide to fast track, we would finalise a compani esbd
price control settlement at this stage including drafting licence changes. These
companies wo uld therefore move straight to the end of Stage 4. A ll other companies
would move into  Stage 3.

Figure 4 :Stage2 1 w hois doing what

U Ongoing work on primary output metrics
U Undertake an initial sweep of the business plans informed by
stakeholder engagement, past performance and total cost benchmarking

Ofgem U Publish view on proportionate assessment of companies, alongside a
public version of network company business plans
U Queries and comments on business plans to companies
U Publish final proposals for any network companies that are fast tracked

Network U Engage with stakeholders
companies U Develop and submit business plans
Stakeholders U Engage with Ofgem and companies as appropriate

Stage 3: Revised business plans and detailed assessment

2.9. Network companies that were not fast -tracked would submit revised business
plans, seeking to address the comments from us on the Stage 2 business plans . We
would further scrutinise these business plans, according to the categories in which

network companies  were placed in line with our approach to proportionate

assessment and areas of particular concern. The object ive of this stage would be to
finalise business plans forthe  network companies and confirm the methodology to be
used to set the price control
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Figure 5 :Stage3 1 w hois doing what

U Continued engagement with stakeholders as needed
Ofgem i Publish confirmation of price controlmethodology i we would not
expectto changethe = methodology afterthis point

Network U Submit revised business plans reflecting comments received on early
companies version, discussionwith us and ongoing stakeholder engagement

Stakeholders U Engage with Ofgem and companies as appropriate

Stage 4:  Setting the price control

2.10. The aim of this stage would bet o develop initial and final proposals for the
network companies  and associated licence drafting , in accordance with the final price
control methodology, to provide transparency on how the proposals would be
implemented . We would not receive any new data , save for identified errors, from
network companies  and would not expect to change our methodology . W e would
seek to implement  the final proposals through licence modifications subject to
agreement from  the network companies . Should a third party make a re guest to
GEMA to modify the final proposals and/or make a reference to the Competition

Commission the request would be considered in accordance with our published

guidance (see Chapter 4 ).

Figure 6 :Stage4 1 whoisdoingwha t

U Apply methodology, using revised business plan informationwhere
appropriate, to determine price controls

Ofgem U Consult on our Initial and Final Proposals

U Subject to agreement, implementthe price control package on 1 April

U Consider third party modification requestsin line with public guidance

Network U Respond to Initial Proposals
companies U Determine whether to agree to the proposed price control package

U Engage with Ofgem and companies as appropriate
U Determine whether to make a request for referral to the CC

Stakeholders

Adapting the framework over time

2.11. We expect that the objectives and principles of Sustainable Network Regulation
will be long lived and should be adaptable to changing circumstances. The way in
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which the principles are implemented will need to reflec t the context at the time. We
would learn from issues identified in previous control periods, adapt to changing
government policy and learn lessons from other sectors.

2.12. Although there are significant benefits from having an adaptable regulatory
regime in place, there are potential downsides in terms of the impact on regulatory

commitment and certainty. We would therefore be transparent about how this
adaptation could take place . We would seek to ensure consistency with the
principles of better regulation when making any modifications to Sustainable Network

Regulation *. Figure 7 below provides an illustration of the issues to be considered
when assessing the need for changes to Sustainable Network Regulation.

Figure 7 : Principles to adopt i n adapting Susta inable Network R egulation

Consider the principles Ensure decision-making Ensure accountability
of betterregulation is open and transparent to stakeholders

Take decisions based on robust Provide clear and reasoned explanations
and auditable evidence when changes are made

Consider the impact of changes on regulatory Ensure the proportionality
commitmentand credibility of any changes made

2.13. To facilitate a transparent approach to adapting the framework we would put
clear practices in place following the price review and during the price control period.
These would include, but may not be limited to:

A publication of reports following price control reviews summarising  lessons
learned , including the effectiveness and transparency of the process and
recommendations for future reviews;

A ongoing monitoring and publication of company performance in delivering against
prim ary outputs and of the rewards they have earned from doing so, using the
Regulatory Reporting Packs as the basis for collection of information; and

A adopting best practice knowledge retention procedures, including keeping and
sharing records of data, discus sions, and decisions from one review to the next.

2.14. We would aim to collect new information and learn from lessons in a systematic
and open way.

3 The princ iples of better regulation are: transparent, accountable, proportionate, consistent, and
targeted. Adhering to these principles is consistent with our duties under Section 3A (5A) of the Electricity
Act 1989 and Section 4AA (5A) of the Gas Act 1986.
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3. Stakeholder engagement during the price control review

Chapter summary
This chapter provides details of the role of stakeholder engagement by network
companies and Ofgem in the price control review.

Outputs led
framework

Objectives

Engagement
Output ngag

categories Ofgem enhanced engagement

Network engagement

Reflecting stakeholder views

Ability to seek
redress

Requestfor a
CC reference

Primary outputs
Secondary
deliverables

3.1. We set out in this chapter how we would use a range of techniques to obtain up -
to - date and relevant stakeholder views. We also set out what network companies

would be expectedtodo toengage with stakeholders to inform their business plans.
The engagement undertaken by network companies at the time of the price control

review would be part of the stakeholder engagement that we expect network

companies to undertake on an ongoing basis (i.e. not just at the time of the price

control review). We set outin Box 2 our principles for effective enhanced

engagement.

- |

Box 2: Our principles for effective enhanced engagement

A inclusi veness: we would seekto ensure that the views of all interested parties
are sought during the process, using a wide range of methods ;

A transparency: we would provide transparency on the process we wer e
intending to adopt to raise awareness of the opportunities to en gage;

A accessib ility: we would make available accessible and targeted information to
facilitate discussions at meetings/worksh ops and during primary research;
control:  stakeholders would be able to indicate to us the specific issues that
they were particularly keen to di SCUSS;

A responsiveness: we would seek to adopt a flexible process to our engagement,
responding to the information revealed as the review progresses

A accountability: we would be transparent about the way that we would use the
information collated over the course of the price control process to highlight to
stakeholders the impactt  hat their engagement could have;

A taking views seriously: we would seek to effectively govern the process to
ensure that all the views expressed were appropriately ¢ onsidered;

A demonstrating impact: we would demonstrate the impact of engagement on
the outcome of the price control throughout th e price control review; and

A evaluation:  we would evaluate the success of our approach to engagement to
enable us to adapt future approaches
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Engagement with whom

3.2. Itisimportant that we and network companies engage with consumers and
stakeholders to ensure that we have a clear understanding of the views of parties

affected by the price control. Figure 8 illustrates the wide -ranging parties with whom
we would expectto engage . T he range of stakeholders and consumers would likely
require a range of tec  hniques to be used to obtain their views , recognising the
differences in levels of interest in particular issues, numbers of individuals in each

stakeholder group, available resource s and levels of desired engagement

Figure 8 : Overview of key stakeholders across the energy networks

Stakeholders across electricity and gas transmission and distribution

Domestic, I&C and SME consumers Environment | Government || Investors |
and their reps (more in distribution) groups | Other regulators ” Suppliers |

Electricity transmission Gas transmission
Generators (gas, coal, Direct connect Direct connect Storage Offshore
nuclear, renewable) consumers consumers operators || producers
Electrical vehicle Interconnector CCS/heat ||Interconnector Shippers
developers operators developers operators PP

Electricity distribution Gas distribution

Distributed Electrical vehicle : Biogas

Independent distribution network operators Independent gas transporters

3.3. The final decision on the price control would remain with GEMA. T he interests of
consumers and other stakeholder s may differ but we would remain respo  nsible for
balancing these interests in line with our duties, having particular regard to the

need s of existing and  future consumers. Given uncertainty about the role of network
companies inthe deliver y of a sustainable energy sector , the backdrop agains t which

we are making these decisions is increasingly difficult. However, s everal elements of
Sustainable Network  Regulation should helpusto balance the decisions we take
between the needs of existing and future consumers . Th ese include:

A thefocus on the longer -term and sustainable development
A the application of financeability principles , which are aimed at balanc ing costs
fairly betwee n existing and future consumers; and

A the option to give third parties a greater role in delivery , underpinned by an
assessment of the long  -term benefits and costs where the option is being
considered .
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3.4. These elements of the framework should complement our principal objective and
help to ensure that we retain sufficient focus on the needs of future consumers.

Role of Go vernment

3.5. Government could play a key role in enhanced engagement , providing clarity on
relevant policy. For example, the Department of Energy and Climate Change ( DECC)
could provide information on developments in energy policy. Other government

bodies, such as the Department for Environment, Food and Rural Affairs (Defra) and
the Department of Communities and Local Government (CLG), could also provide
clarity on key policies relevant to the energy networks. There may also be benefits,

particularly in gas, from participation of the Health and Safety Executive (HSE) in
enhanced engagement.

3.6. We would consider how best to involve government and public body
representatives in stakeholder meetings or workgroups to provide clarity on policy as
required and, as appropriate, we would continue to make use of bilateral discussion
sessions with government. We would also expect network companies to engage with
government where they are unclear about implications of relevant energy policy.

3.7. The EU Thi rd Legislative Ener gy P a c k thg third(pdtkage 0) requires the
national regulatory authority to be legally distinct and functionally independent from

any other public or private entity and not to fiseek ¢
any other private or public entity whe n carrying out the regulatory tas}
therefore would need to ensure that any role of government in enhanced

engagement is consistent with the EU third package

Network company engagement with their consumers

3.8. Network companies should proactively engage  with consumers  of their network
services and wider stakeholders , as highlighted in Figure 8 above . We would expect
this engagement to take place on an ongoing basis , not just as part of the price
control review . While we do not want to be prescriptive ab out how network
companies engage with their stakeholders, Table 1 provides an illustration of the
type of issues that network companies would be expected to engage on in the
context of the price control review and what engagement might involve. It also
explain s how the framework is designed to provide network companies with a strong
incentive to engage effectively on an ongoing basis

Office of Gas and Electricity Markets 20



RPI-X@20: Implementing Sustainable Network Regulation July 2010
Table 1 : Overview of the key elements of network company engagement
Issue Engagement during price control review
A the early development of their business plans at Stage 1 ;
A business plans at Stage 2 ;
A revised business plans at Stage 3;
A engagement should cover all aspects of the business plan ; and
. . A potential areas of engagemen tinclude, but are not limited to:
What issu es might . L .
. 0 electricity transmission: the volume of generation
network companies X . )
needto engage on? likely to connect to a network now and in the future;
’ o0 electricity distribution: the level of reliability
consumers expect and their willingness to pay;
0 gas transmission . expected changes in required
capacity now and in  the future; and
0 gas distribution: potential rate of  biogas deployment .
A we would not prescr  ibe how companies should engage;
. A network companies shouldt  ake decisions about how best to
How might network . )
X understand and respond to the needs of their consumers ; and
companies engage " . i
X A network companies may wish to explore a range of
with stakeholders? . L N ! . .
techniques, providing accessible information to facilitate this ,
including public versions of their proposed busine ss plans.
A credibility of engagement: we w ould consider the range of
stakeholders whose views had been sought, the information
How would we assess provided to stakeholders and the form engagement took ; and
network company A impact of engagement: network companies should clearly set
engagement? out how they had used the views expressed through
engagement. Where they had not made use of stakeholder
views, they would need to provide robust reasons for this.
A if they engage effectively they may face less scrutiny under
proportionate treatment  ;
A the primary output related to customer satisfaction relates to
the experiences of a range of users of network services
. . providing incentives to deliver a service and level and quality
What incentives are : . . . }
of engagement  aligned with their expectations ;
there for network ‘ . : ) -
. A we could enhance reputational incentives, publishing best
companies to en gage .
) performance examples of network company engagement ; and
effectively? P . . -
A if there was evidence of insufficient engagement, we could
seek to place a licence obligation on the companies requiring
that they demonstrate thorough and ongoing engagement T
enforcement action could then be taken for breaching the
condition .
3.9. The onus would be on the network companies to determine their strategy for
engagement, and to demonstrate how this engagement had influenced their thinking
in what needs to be delivered and how it should be delivered. It would be important
that there was scope for this engagement to impact on the business plans developed
by the network companies. Where effective engagement took place this would
provide opportunities for (a) stakeholders to drive changes to the regulatory regime .
(b) network companies to explore and get stakeholder buy in to proposed
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approaches for the delivery o f primary outputs , and (c) network companies and
stakeholders to identify delivery solutions that involve them working together.

Where any of these effects is evident this would provide persuasive evidence to
GEMA of the need for change.

3.10. A number of par ties have commented that it may prove difficult to

accommodate the needs of stakeholders given that many network activities are
mandated through licence conditions. Where network companies encounter any such
obstacles to the delivery of network services i n line with stakeholder expectations,
they should seek to make a case to us setting out why what they are proposing is
consistent with statutory obligations and emphasising where stakeholder views differ

An example of where thisc  ould happenis setouti nBox3 below.

Box 3:Example of  where stakeholder views may not be consistent with
licence requirements

The increased emphasis on facilitating the transition to a sustainable energy sector is
evident through a number of government targets including the commitment to the
decarbonisation of electricity generation by 2030. There is significant uncertainty
about the best way to meet this target but we anticipate that where network
companies engage with their stakeholders, this should provide more information
about the potential routes available and the associated costs. In this regard, network
engagement wit  h their stakeholders could expose information about the availability
of generation and the potential to meet the targets. In the event that the GB market
was significantly lagging behind the levels of decarbonisation needed to meet the
2030 target, some s  maller generating facilities, e.g. domestic microgen, may be
willing to delay connection to the system to allow larger generators to connect and
this could increase the ability to decarbonise the sector.

However, standard condition 4a of the electricity di stribution licence requires that in
carrying out work for the purpose of connect.i
network companies should not discriminate between any persons or classes of

persons. This could therefore prohibit the network compa ny from delaying the

connection of certain types of generator, even where they had obtained agreement.

In such a situation, we would expect the network company to present the case to us

to allow us to determine the most appropriate way forward. We would need to have
regard to a number of issues including compatibility with the third package.

Enhanced engagement by Ofgem

3.11. Our enhanced engagement processes would complement the engagement that
network companies take forward witht heir stakeholders . Table 2 below provides an

overview of the  type of issues we would expect toengage on with stakeholders , our
approachto engagementand examples of the methods we would consider using to
obtain stakeholder views. We are proposing to in  troduce a price control review

forum as a new element of our proposed approach to engagement at price control

reviews. The intent of the price control review forum is to get consumers, network

companies and other interested stakeholders fin the room 0O duri ng a price control

review to provide opportunitie s to come toget hebigpiatured 0idsies.c uss A
Government representatives would also be invited to attend to provide guidance on
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the direction of energy and other related policies (for further details on the role of

government in engagement, see paragraphs 3.5t03.7 ).

Table 2: Overview of the key el ements of Ofgembs enh
Issue Approach under Sustainable Network Regulation

What issues would

we expectto engage
with stakeholders

on?

A key sector -wide issues ; and
A majority of engagement would be on outputs and the fo rm of
the price control package.

A developed on a case -by-case basis depending on key issues
for the review an  d the key stakeholders to engage with;
A a multi -layered approach incorporating a range of techniques ;
A make use of, and build on, tools developed during previous
Approach to price controls , e.g. the consumer challenge group;
enhanced A a flexible approach, evolving mechanisms over time and
engagement learning from our experience through regular reviews ;
ensure the provision of targeted information to facilitate input ;
be transparent about our approach at the start of the review,
in terms of timings and forms of engagement ; and
a key inputto our consultation documents

> >

market research T qualitative and quantitative ;

the consumer first panel

the consumer challenge group

Ofgem -led workshops and working groups ;

we consider using to Ofgem -led industr y fora , e.g. the large users group (LUG) ;
obtain stakeholder Ofgem -led advisory groups , e.g. the environmental advisory
views? group ;

consultation documents and factsheets ;

meetings 1 the price control review forum and bilateral; and
investor relations

What methods would

D> > [ D>

| > >

a series of Ofgem -led meetings open to a cross  -section of

industry stakeholders  and network companies  to allow views

to be shared/issues debated ;

held prior to document publication to inform developing policy ;

discussion would allow stakeholde rs to tangibly influence

policy ;

A we would provide targeted information to facilitate effective
contributions from a range of stakeholders ; and

A complemented by  other elements of enhanced engagement

approach, for example  targeted working groups on key issues

> >

What is the price
control r eview
forum?

3.12. The purpose of the  price control review  forum would be to inform our policy
making and we would not therefore expect attendees to reach agreement on pre -
specified areas. However, to facilitate effective outcomes from the sessions, we

would hope consume rs and stakeholders would look to make use of existing meeting
opportunities (e.g. the LUG and association meetings such as the Energy Retail

Association) to discuss the issues at hand prior to the meeting of the forum.
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4. Third party modification requests

Chapter summary

This chapter explains how we would provide clarity, through published g uidance, on
how we would respond to a request from a third party for GEMA to make a price
control modification  reference to the Competition Commission.

Outputs led
framework

Objecti i i
Reflecting stakeholder view

E t oF
Output ngagemen Ability to seek

categories Ofgem enhanced engagement redress

Primary outputs Network engagement \ CCreference

Secondary
deliverables

4.1. Sustainable Network Regulation would provide stakeholders with clear

opportunities to engage with network companies and Ofgem during the price control

review. As discussed in Emerging Thinking, giving stakeholders (those affected by

price control decisions and netwo rk company perfor mancsgandinmoine of a
the price review process would improve the effectiveness of engagement between

network companies and stakeholders on the price control determination. Network
companies would be more likely to engage effective ly with third parties if there was a
higher risk of a Competition Commission (CC) reference if they did not engage.
Stakeholders would also be more likely to engage if they recognise d that their

concerns were more likely to be given due consideration if they had effectively
engaged during the price control review.

4.2. Under existing legislation, third parties can make a request to GEMA to modify a
price control licence condition, raising pubic interest concerns with our final price

control proposals and pot  entially asking GEMA to make a reference to the CC. Given
the increased focus on stakeholder engagement by us and network companies under
Sustainable Network Regulation , we think it would be appropriate to publish

guidance on how GEMA would respondto a t hird party concern that our price control
determinations may operate against the public interest.

4.3. Publishing guidance would give third parties, and network companies, greater

clarity on the options open to them and thereby may make engagement more

effect ive. However, this approach would not equate to a formal right of appeal for
third parties which could only be introduced by government through legislative

change . GEMA would retain discretion and final say asto how torespond to third

party requests , subject to careful consideration of a request and consideration of the
criteria in the  guidance.
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4.4, This chapter provide s a summary of how we would respond to arequest from a

third party  to make a price control modification reference to the CC. ltrelates to

what is possible with GEMAG6s poweAdsaftofthal egubliexi sting
guidance hashbeenpublis hed as part of trhireedAoud récommertidations A

and is available on our  website *.

4.5. The possibility exists  for government to introduce a formal third party right of
appeal via primary legislation. We will keep the guidance under review and, as part
of this, continue to assess the merits of seeking a formal third party right of appeal
from government through legislation. DECC will be consulting on implementation of

the EU third package over the summer and, as part of this, seeking views on their
proposals for implementing the requirement for member sensarethat t o A
suitable mechanisms exist at national level under which a party affected by a

decision of a regulatory authority has a right of appeal to a body independent of the
parties involved and of any government ®°. We would consi der and adapt to any
developments in this area, and any other future discussions on legislative options, as
needed.

4.6. We recognise that this has proved a controversial issue in the RPI -X@20 debate
and that there are potential downsides to giving stakeholder s more of a standing in
the process. We think the risks would be e ffectively managed through the

figuidance 0 but we would welcome the views of interested parties on this

Guidance on third party modification requests

4.7. Under existing legislation any party  can initiate a judicial review of the process
followed in determining a price control. Judicial reviews are a challenge to the way a
decision has been made, rather than the rights and wrongs of the conclusion. The
establishment of guidance on third party  modification requests ~ would complement
this by providing transparency on the process that we would follow where a request,
related to the merits of a price control decision, was submitted to GEMA.

4.8. Under existing legislation , if a third party write s to us setting out a material and
legitimate concern that our price control determination may act against the public
interest, GEMA would need to respond. In response, we could consider a number of
options including:  maintaining the original final price control p roposals and rejecting
the request ; changing the final price control proposals (including undertaking
whatever additional ~ consultation may be required to facilitate this); or making a

price control mod ification reference to the CC.

4 See, A Guide to Price Control Modification References to the Competition Commission Licensee and Third
Party Triggered References (Draft)

http://www.ofgem.gov.uk/ Networks/rpix20/ConsultDocs/Documents1/Mod%20guidance.pdf

® Article 41.17 of the Gas Directive and Article 37.17 of the Electricity Directive

¢ The situation that we are considering is where a third party raises a concern with our final proposals (i.e.

th ey suggest that the price control proposals need to be modified) and we consider whether it is

appropriate to make a price control modification reference to the Competition Commission under our
existing powers.
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4.9. Under Sustainable Networ  k Regulation , we would publish  guidance on how we
would respond to any such public interest concerns from third parties or indeed

licensed network companies. Figure 9 sets out the full spectrum of options we
presented in Emerging Thinking for the design o f a third party right of challenge. It

also shows how we would take accoun t of the design options in our g uidance on third
party requests for price control modifications (which is not a formal right of challenge

or right of appeal). Other design options might be considered by government if it
was to design a formal right of appeal through primary legislation.

Figure 9: Options for the design and approach under existing legislation

4.10. Broadly, the guidance document sets out that a third party could raise
filegitimate and material 0 concerns with our final price control proposals and GEMA
would need to respond to the concerns raised. One option would be to respond by

making a price control modification reference to the CC. The power to make a
modification ref erence would sit with GEMA under existing legislation. GEMA would
decide, based on an open and transparent process and criteria in the guidance

document, whether to make a modification reference. Although each case would be
considered on its merits, we wou Id be unlikely to refer an issue raised if a third party
had not complied with the criteria laid out in the guidance.

4.11. If we decidedto make areference, the CC would then investigate the reference
as it would now if ~ GEMA made a reference when a licensed ne twork company
rejected final proposals. The CC would consider whether our proposals operate or
may be expected to operate against the public interest - with a likely focus o n the
meritsof GEMA®Gs deci si on
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