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FOREWORD
In February 1998, | published a consultation paper “Reviews of Public Electricity Suppliers
1998 to 2000”. This outlined issues that will need to be consdered as part of the programme
of work and reviews envisaged for the 14 public dectricity suppliers (PESs) over the next two
years. The programme of work has the following eight main components, which have
significant inter-rel ationships between them:

distribution price contral;

quality of supply standards;

competition in supply;

Separation of activities,

metering and meter reading;

regulatory accounts,

prepayment meter customers, and

Scotland.
In May, | issued a consultation paper on the separation of PES businesses. This set out my
initia thinking on future arrangements for separating the present PES activities of distribution,

metering and meter reading, and supply; and in Scotland, transmission.

The present consultation paper dedls with price controls and competition. It covers the
following areas of work:

distribution and metering price controls,
quality of supply standards;

competition and supply price restraints,
Scottish transmission price controls; and

prepayment meter customers,



The reviews will cover a wide range of issues, which are described in the following Chapters.
These develop the work programmes outlined in the February consultation paper, and reflect
aso the views of respondents and proposas in the Government's Green Paper on utility
regulation. The purpose of this consultation paper is to inform interested parties about the
proposed approach to the various reviews, and about the main consderations likely to be
relevant, and to seek views on these matters.

Over the next few months, | aim to publish papers on regulatory accounts and on the
development of trading arrangements in Scotland. | will also want to meet dl the PESs and
discuss with them issues raised in the consultation paper on separation of businesses, before
publishing afurther paper on this subject.

Later in 1998, | intend to publish information derived from the business plans which | am
asking each PES to prepare. This will include their projections of distribution operating and
capital cogts over the period to about 2005. Then | intend to publish a paper on quality of
supply issues which will consder the implications for quality of supply of the companies
plans, possibilities for setting new or tighter Standards of Performance on supply quality, and
the possible implications for companies costs and for prices. As the review progresses the
intention is aso to publish one or more further papers on the issues emerging from the price
control reviews. Draft price control proposals will be published in the summer of 1999 for
comment by the companies and others, and fina proposalsin the early autumn.

| should like to hear from dl those with an interest in these issues, including customers, their
representatives and other interested groups as well as the companies themselves and other
suppliers.  Views are invited by 25 September 1998 on the matters raised in this paper,
including issues to be covered, appropriate approaches, relevant information and any other
aspects of interest or concern. These comments should be sent to:

Mr Cemil Altin

Regulation and Business Affairs
OFFER

Hagley House

Hagley Road

Birmingham

B16 8QG

Fax: 0121 456 6361
Telephone: 0121 456 6262

Responses will be published by placing them in the OFFER library.

PROFESSOR SCLITTLECHILD
Director General of Electricity Supply

July 1998
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INTRODUCTION

This Chapter explains how the various issues in the paper relate to each other, and sets
them in the context of other relevant developmentsin the industry.

In the period since the last distribution price control review in 1995, there has been
consderable change in the éectricity industry. In some important respects, the PESs
are amore diverse group today than was the case five years ago.

There have, for example, been significant changes in ownership. Of the 12 PESs in
England and Wdes, eght (Eastern, East Midlands, London, Midlands, Northern,
SEEBOARD, South Western and Yorkshire) are now owned by US electricity
companies, two (NORWEB and SWALEC) by UK-based water companies; and one
(Manweb) by ScottishPower. Southern Electric, and the two PESs in Scotland, remain
independent. East Midlands has recently been the subject of a take-over bid by
PowerGen, and there may be further changes in ownership in the future.

There have aso been significant changes in the way that many of the PESs structure
their business, and the range of activities in which they are involved. For example,
severd PESs have developed very active second tier supply businesses. Eastern now
has substantial generation interests, and isin fact the fourth largest generator in England
and Wales. Most PESs are now active in the supply of gas as well as dectricity. This
provides opportunities for joint marketing of the two fuels. Some PESs dso have
telecommunications licences. On the other hand, most PESs have now withdrawn
from appliance retailing, though some such as ScottishPower remain active there. Both
NORWEB and SWALEC have merged their customer service operations with the
corresponding operations of their parent water company. Hyder (the parent company of
SWALEC) has recently begun to merge the operationd functions of its water and
electricity busnesses.

Againgt this background, Chapter 2 contains information on the businesses and
activities of the PESs, including the main developments since the last price control
review. In earlier years there had been some public concern about profits and prices,
later there was some concern that PESs were able to increase dividends significantly
and finance share buybacks, and about the high prices which bidders have been willing
to pay to acquire PESs. Chapter 2 shows that the tighter distribution price controls
introduced by OFFER in 1995 and 1996 have led to reductions in costs and profits.
Since 1994/95, average distribution charges have fallen by about 25 per cent in red
terms, and average dectricity prices to domestic customers by about 15 per cent in red
terms.

Chapter 3 consders issues related to the review of the existing distribution price
controls which run until the end of March 2000. In responding to the February
consultation paper™ a number of PESs stressed that the analysis of operating costs and
capita expenditure requirements should identify relative efficiency, treat companies on

! OFFER “Reviews of Public Electricity Suppliers 1998 to 2000 Consultation Paper” February 1993
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a condstent basis, and take account of the operating conditions in each area. The
Electricity Consumers Committees (ECCs) emphasised the need for a detailed
assessment of future capital expenditure requirements. A number of PESs argued
againgt reconsdering distribution business asset valuation as part of the review, arguing
it would increase perceptions of risk and so increase the cost of capitd.  All these
issues will be considered as part of the review. The review will aso need to consider
the form, scope and duration of the control. Those respondents that commented
favoured an RPI-X contral.

The digtribution price control review will provide the opportunity to consider issues
associated with metering and meter reading services. These have hitherto been part of
PES didtribution businesses. The consultation paper on the separation of PES
businesses” envisaged competition in the provision of these services, and the separation
of metering from distribution. It will be necessary to make separate calculations of the
costs of these services, and, depending on the prospects for increasing competition in
metering, consider a separate price control on PES charges for metering and related
sarvices. In response to the February consultation paper a number of PESs suggested
that any price controls placed on metering activities should be set in such away asto
protect PESs from stranded costs.  Other respondents stressed the importance of
encouraging competition.

Chapter 4 condders issues relating to the quality of supply ddivered by PES
distribution networks. An important aspect of the distribution price control review will
be to assess what levels of expenditure are required to maintain the PES distribution
networks, and to invest in replacing and upgrading them. To do this, it is necessary to
take a view about the level of performance of the networks and the extent to which
customers might be prepared to pay more for more reliable networks.  In responding to
the February consultation paper the mgjority of ECCs highlighted the importance of
congdering issues relating to quality of supply. PESs suggested that if enhanced quality
of supply targets are put in place then any associated capital and operating expenditure
should be taken into account in setting the price contral.

Chapter 5 concerns competition in supply. Competition in supply has continued to
develop for larger customers, with 63 per cent of over 1 MW customersin England and
Wales and 41 per cent of 100 kW to 1 MW customers now taking second tier supply.
The proportionsin Scotland are smaller at 27 per cent and 18 per cent respectively. The
supply market for smaler customers will open to competition over the period from
September 1998 to about June 1999.

There are increasing concerns that the future growth of competition in supply and in
metering services may be hindered by the present close association of PES supply and
distribution businesses. This gives scope for cross-subsidy, discriminatory trestment
and anti-competitive flows of information, which may disadvantage competitors and
customers. OFFER'’s recent consultation paper on separation of PES businesses
proposed that steps should be taken to bring about full managerial and operationa

2 OFFER “Reviews of Public Electricity Suppliers 1998 to 2000 Separation of Business Consultation Paper” May

1998
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separation of the two businesses. It adso proposed greater separation between
distribution and metering, including prohibitions on cross-subsidy between them. The
Government’s Green Paper’® on utility regulation has proposed that the present PES
licence should be replaced by separate licences for distribution and supply. Thiswould
open the way for these activities to be in separate subsdiary companies or in separate
ownership. The price control reviews will need to take account of the implications of
separation of PES activities. They will need for example to consder which cogts are
appropriately associated with each business.

The present restraints on PES supply charges apply to domestic and small business
customers, and run to March 2000. All these customers will be better protected by
competition than by price restraints. However, competition for these customers may
take time to develop. Deciding whether and if so how to continue price restraints
requires an assessment of the present and prospective development of competition for
sndler cusomers. It aso involves consdering whether continued price restraints
might adversaly affect the development of competition. In responding to the February
consultation paper a number of ECCs stressed the importance of a detailed assessment
of the development of competition. Other respondents argued that there should be no
presumption that price restraints will be needed after the year 2000.

The distribution and supply price control reviews and related work will cover Scotland
aswdl as England and Wales. In addition, it will be necessary to review and reset the
price controls on the transmisson businesses of the two Scottish PESs. These
transmisson busnesses share some activities with the companies distribution
businesses. The consultation paper on separation of PES businesses argued for further
Separation of transmisson in Scotland, as in England and Wales. The price control
reviews will need to consider how shared costs of transmission and distribution should
be dealt with. Chapter 6 consders issues relating to the Scottish transmission price
controls.

Particular consderation needs to be given to how best to protect disadvantaged
customers, particularly prepayment meter customers. These issues are described in
Chapter 7. This will include consderation of the surcharges paid by prepayment
customers, the extent to which such surcharges are justified by higher costs associated
with prepayment systems, and possihilities for reducing or iminating the surcharges.
These aspects of the distribution and supply reviews are important components of the
Action Plan” on disadvantaged customers which OFFER and OFGAS have drawn up
in response to proposas in the Government’s Green Paper on utility regulation. Most
respondents to the February consultation paper welcomed the review of arrangements
for prepayment meter customers.

DT “A Fair Dedl for Consumers Modernising the Framework for Utility Regulation” CM3898 March 1998
* OFFER “The Socia Dimension: Action Plan OFFER and OFGAS Proposals’ June 1998
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2.3

There are 12 PESs in England and Wales, which are sometimes called Regiona
Electricity Companies (RECs), and two PESs in Scotland. Each PES carries out two
core activities, distribution and supply. Most have interests in generation, carried out as
a separate business. PESs may undertake other activities which in generd are not
regulated by OFFER. Where PESs have been taken over and have become parts of
larger groups, licence conditions have been put in place that limit the scope of the other
activities carried out by the PES itsdlf. In Scotland, the two PESs have substantia
generation and transmission businesses as well as supply and distribution businesses.

Each PES owns and operates the el ectricity distribution network in its authorised area.
This network transfers power from the transmission system to cusomers premises.
Didtribution isacapita intensve activity. Most of the distribution services provided by
PESs, such as use of system, are not subject to competition and distribution charges are
subject to price control. However, there is scope for competition in the provision of
certain distribution services, such as metering and connections to the network.

The supply business purchases eectricity from generators and traders, pays distribution
and transmission use of system charges on the eectricity it sdls to its customers, and
provides customer service functions such as hilling and account handling. The supply
businessis atrading activity rather than capital intensive activity, and a high proportion
of itsturnover goestoward purchasing generation and paying use of system charges.

Distribution

24

2.5

In England and Wales the NGC transmisson system, operating at 400kV and 275kV,
transports dectricity from generating stations to PES distribution systems at grid supply
points. Theinitia stage of distribution is generdly a 132kV. Towards the centres of
demand, transformers are used to reduce distribution voltage in stages. In Scotland the
gtuation is dightly different. There the transmission systems of the Scottish companies
operate at 400kV, 275kV and 132kV, and the distribution systems at lower voltages.
Most customers are supplied at low voltage (LV), which is defined as a voltage less
than 1kV, with domestic customers being supplied a 230V. Business customers are
sometimes supplied a high voltage (HV), which is defined as a voltage greater than
1kV.

The digtribution systems consist of overhead lines, cables, switchgear, transformers,
control systems and meters to enable the transfer of eectricity from the transmission
sysem to customers premises. While there are many sSmilarities between the
distribution systems which PESs operate, there are some significant differences. For
example, companies vary in sze (in terms of area or the number of customers or the
quantities of eectricity distributed), in the degree to which their customers are scattered
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in rural areas or concentrated in urban aress, in the extent to which they have larger
customers who may take supply a higher voltages rather than requiring it to be
transformed to a lower voltage, as well as in other ways. The following Table
summarises some of the characteristics of the distribution networks, indicating their
differencesin size and technical character.

TABLE 1: PESDISTRIBUTION NETWORKS - 1996/97
PES Area |Cugomers| Circuit |Percentageof| Quantity | Quantity
g km (000s) |lengthkm| circuits |distributed |distributed
underground [LV (GWh) |[HV (GWh)
Eagtern 20,300 3,222 88,686 60 23,069 7,293
East Midlands | 16,000 2,300 67,678 64 14,783 10,273
London 665 1,969 29,957 100 16,880 4,236
Manweb 12,200 1,371 44,901 52 9,138 4,251
Midlands 13,300 2,200 63,431 59 14,358 9,938
Northern 14,400 1,442 43,211 60 9,161 3,646
NORWEB 12,500 2,190 59,345 75 14,640 7,774
SEEBOARD 8,200 2,071 44,912 72 14,359 3,001
Southern 16,900 2,622 72,245 60 19,525 6,929
SWALEC 11,800 970 32,135 42 5,973 2,435
South Western| 14,400 1,308 47,817 39 9,733 3,226
Y orkshire 10,700 2,060 54,644 71 12,841 8,148
ScottishPower | 22,950 1,800 65,218 60 14,573 5,074
Hydro-Electric| 54,390 640 44,669 31 6,311 1,304
Average 16,366 1,869 54,204 60 13,239 5,538

At Veding, the Government put in place initia price controls on the distribution
businesses for a period of five yearswhich typicaly alowed for increasesin distribution
chargesin red terms. Over the period of these initiad controls PESs proved able to cut
their costs and the RECs in particular increased their profits significantly. OFFER
introduced revised distribution price controls for England and Walesin 1995 and 1996,
which required cutsin real terms of 11 to 17 per cent in distribution chargesin 1995/96
and further reductions in red terms of between 10 and 13 per cent in 1996/97.
Thereafter, distribution charges were required to fal by 3 per cent per year inred terms
for the duration of the price control (until March 2000). In Scotland, a revised price
control was implemented in 1995 which required an initia real reduction in distribution
charges of 0.3 per cent for one company and 2 per cent for the other and further cuts of
2 per cent per year in rea termsfor both companies for the duration of the price contral.
As from 1998/99 their licences require adl PESs to provide additiona services to
facilitate competition in supply, and enable them to make additiona distribution
charges to reflect this. The present price control is set out in Condition 3 of the PES
licences for companiesin England and Wales and in Schedule 6 of the PES licences for
the Scottish companies.
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The price controls place an obligation on PESs to set charges so that regulated
distribution revenue does not exceed a maximum level. This maximum leve is
determined, subject to certain adjustments, by multiplying alowed average revenues
per kWh distributed and per customer, which are specified in the price control, by the
actua number of kWh distributed and a projection (made when the control was set) of
the number of customers. There is a correction factor for under- or over-recovery of
revenue in previous years. If actual revenue in any year turns out to be greater than that
alowed under the price control (ie an over-recovery), a reduction is made in the
following year’ s dlowed revenue. Similarly, alowable revenue in the following year is
increased in the event of an under-recovery. Under- and over-recoveries are subject to
maximum levels, which are set out in the PES licence.

At present distribution price control revenue covers most distribution business
functions, including metering. Metering itsdf encompasses a range of activities
including meter ownership, meter reading, meter installation and data aggregation. The
separation of businesses consultation paper proposes that in future these activities
should be separated from other distribution functions.

There are different distribution use of system (DUQOS) charges for different categories
of customers, reflecting a range of factors, such as the voltage a which they take
supply. Typicaly the charges for each group of customers have two elements. a fixed
standing charge and aunit rate charge. Table 2 shows for each PES the DUOS charges
applying on 1 April 1998 to customers on standard domestic tariffs, and the average
and total charges for a customer with atypica demand of 3,300 kWh per year. These
charges are made by the PES distribution businesses to suppliers, who are at present the
PES supply businesses in the case of domestic customers. In future, domestic
customers will be able to choose their competitive supplier, aslarger customers aready
can. It isfor suppliers to consider how to reflect these use of system charges in their
pricesto customers.



TABLE 2: DISTRIBUTION USE OF SYSTEM (DUOS) CHARGES FOR
DOMESTIC CUSTOMERS (1 APRIL 1998)

DUOS Standing | DUOS Unit | AverageDUOS | Total DUOS
PES Charge Rate Charge Charge
(£ per year) (penceper | (penceper KWh) | (£ per year)
kWh)
(1) (1)
Eastern 14.24 1.37 1.80 59.45
East Midlands 23.00 150 2.20 72.50
London 28.80 142 2.29 75.66
Manweb 31.06 1.78 2.72 89.80
Midlands 26.50 1.34 2.14 70.81
Northern 18.76 191 2.48 81.79
NORWEB 32.60 1.44 243 80.12
SEEBOARD 18.47 1.48 2.04 67.31
Southern 26.97 1.40 2.22 73.17
SWALEC 38.69 2.05 322 106.34
South Western 28.40 1.88 2.74 90.44
Y orkshire 19.20 1.68 2.26 74.64
ScottishPower 23.58 2.18 2.89 95.52
Hydro-Electric 24.46 1.69 243 80.23
Average 25.34 1.65 2.42 79.84

Note:
@ Calculated assuming an annua consumption of 3300 kWh.

2.10 Customers are concerned not only with price but aso with quality of service. PESsare
required to meet design standards for their distribution networks as set out in Condition
9 of ther licences. In addition there are other standards relating to network design set
out in the Digtribution Codes. The companies aso need to meet Guaranteed and
Overdl Standards of Performance. Guaranteed Standards set service levels which must
be met in each individua case. If a company fails to provide the level of service
specified, it must make a fixed payment to the customer concerned. Overall Standards
cover areas of sarvice where it is not feasble or appropriate to give individua
guarantees, but where it is reasonable for customers in genera to expect a certain level
of service. Theseissues are discussed more fully in Chapter 4.

Supply

211 Paragraph 2.3 described the main functions of PES supply businesses. The tota costs
of supplying customers are determined by a range of factors including their demand
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profile, location and connection voltage. In broad terms the cost of generation
purchases might account for 50 to 70 per cent of the bill, distribution charges 20 to 40
per cent and transmission use of system charges 0 to 10 per cent, with the remaining 5
per cent or so condsting of other supply business costs and the fossil fuel levy. The
totd bill isalso subject to VAT (at arate of 5 per cent for domestic customers).

A supply business will offer a range of tariffs to the different groups of customers it
sarves. For instance, companies will typicaly offer an “Economy 7” tariff to those
customers with suitable metering arrangements to enable them to take advantage of the
lower costs of off peak eectricity during seven night-time hours. They will also offer a
range of tariffs to business customers. Table 3 shows supply business charges on 1
April 1998 to domestic customers on standard and Economy 7 tariffs, and average and
total chargesfor customers with typica demands of 3300 kWh and 6600 kWh per year.
These supply business charges include distribution use of system charges, as set out in
Table 2 for customers on standard domestic tariffs.

10



TABLE 3: SUPPLY BUSINESSCHARGESFOR DOMESTIC AND ECONOMY 7 CUSTOMERS (1 APRIL 1998)

PES Standard Domestic Domestic Economy 7
Standing | Unit Rate | Average Total Standing | Day Unit | Night Unit | Average Total
Charge Charge Charge Charge Rate Rate Charge Charge
(E per year)| (penceper | (penceper | (Eper year) | (£ per year) | (penceper | (penceper |(penceper | (£ per year)
kWh) kWh) kWh) kWh) kWh)
@) @) (&) (&)

Eastern 25.48 6.47 7.24 239 37.96 6.70 2.74 5.12 338
East Midlands 33.72 6.38 7.39 244 50.40 6.58 2.45 5.09 336
London 44.16 6.12 7.45 246 55.84 6.67 2.49 5.24 346
Manweb 46.20 6.68 8.09 267 59.20 7.10 2.56 5.52 364
Midlands 29.68 6.40 7.30 241 42.84 6.95 2.71 5.29 349
Northern 43.72 6.86 8.18 270 54.64 7.19 242 5.41 357
NORWEB 34.32 6.41 7.45 246 47.40 6.94 2.46 521 344
SEEBOARD 0.00 7.26 7.26 240 0.00 7.74 2.66 4.97 328
Southern 37.56 6.22 7.36 243 48.20 6.93 2.35 512 341
SWALEC 44.00 7.26 8.61 284 55.36 7.56 2.89 5.85 386
South Western|  34.20 6.88 7.91 261 46.40 754 2.67 5.59 369
Y orkshire 40.00 6.14 7.36 243 52.00 6.47 2.49 5.09 336
Scottish Power|  40.44 6.75 7.97 263 60.88 7.2 2.99 5.83 385
Hydro-Electric| 45.44 6.67 8.06 266 80.96 6.67 343 6.14 405
Average 35.64 6.61 7.70 254 49.43 7.02 2.67 5.39 356
Notes:

(1) Standard Domestic is calculated assuming an annua consumption of 3,300 kWh.
(2) Economy 7 is calculated assuming an annual consumption of 3,000 kWh at the day rate and 3,600 kWh at the night rate.




2.13 The Government st the initid supply price controlsin 1990. These covered dmost al

PES supply business customers and provided for amogt al costs (such as generation
costs, and distribution and transmission charges) to be passed directly through to
customers. When the franchise reduced to 100 kW in 1994, OFFER set new controls
covering only customers below 100 kW, ie. those who could not take advantage of the
competitive market. As from April 1998 OFFER reduced the scope of the control
further to cover only designated domestic and small business customers, for whom
competition could take time to become established. At the same time, OFFER
changed the form of the control to maximum limits on prices for smaller customers,
with no provision for automatic pass-through of generation purchase costs and use of
system charges.

Financial Perfor mance of the PESs

2.14  The gatutory and regulatory accounts of the PESs provide information on the turnover,

costs, profitability, assets and liabilities, and cash flows associated with the distribution
businesses, the supply businesses, and the PES groups as a whole.  The following
analyses use the historic cost accounting convention. Information is shown for each
financid year from 1990/91, the first year after Vesting, to 1996/97, the last year for
which regulatory accounts are presently available. To adjust for inflation al figures are
expressed in 1996/97 prices. For Hydro-Electric’'s distribution business the figures
include Hydro Benefit, as discussed in Chapter 6.

Distribution

TABLE 4 AGGREGATE PES DISTRIBUTION BUSINESS PROFIT AND LOSS
ACCOUNT - 1996/97 PRICES

PES Total 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97
Turnover £m 4,203 4,626 4,545 4,677 4,773 4374 | 4,082
Operatingcosts | (2,774) | (2,702) | (2,653) | (2,790) | (2,706) | (2,642) | (2,327)
£m
Operating profit 1,429 1,924 1,892 1,887 2,067 1,732 | 1,755
£m
Operating profit 34 42 42 40 43 40 43
as % of turnover

12
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Table 4 shows that aggregate PES distribution business turnover generdly rose from
1990/91 to 1994/95. This reflected increases in unit saes after Vesting and the
allowances for increased revenue under the price controls set at Vesting.  Turnover fell
sgnificantly in 1995/96 and 1996/97 reflecting the tightening of the distribution price
controls. Aggregate operating costs (including depreciation) in the distribution
businesses changed little in the first Sx years of the period, but fel in 1996/97 as the
tighter price controls took effect. (Figures shown in Table 15 in Chapter 3 show that
operating costs excluding depreciation fell at a faster rate). Aggregate distribution
business operating profits, being the difference between turnover and operating costs,
were relatively low in 1990/91 because of an under recovery of price control revenue.
They increased sgnificantly after 1990/91, were flat for three years, peaked in 1994/95
then fell in 1995/96 and 1996/97. Operating profit was 34 per cent of turnover in
1990/91, and has varied between 40 per cent and 43 per cent in each year Since then.

Table 5 shows the operating profits of each distribution business separately. Thereis
consderable variation between companies since turnover, costs and profits reflect a
number of factors including size of network, number and type of customers and
quantity of unitsdistributed. Thereisa sgnificant difference between the experience of
RECs and the Scottish PESs.  In aggregate, operating profits of the RECS' distribution
businesses increased by 41 per cent from 1990/91 to the average level over the period
1991/92 to 1994/95, then fell by 11 per cent to the average level over two years 1995/96
and 1996/97. For ScottishPower’s and Hydro-Electric's distribution businesses the
corresponding changes were respectively an increase of 10 per cent followed by an
increase of one per cent and an increase of 2 per cent followed by afall of 20 per cent.

13



TABLE 5. INDIVIDUAL PESDISTRIBUTION BUSINESSOPERATING PROFITS
- 1996/97 PRICES

PES 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97
£m £m £m £m £m £m £m
Eastern 137 201 175 181 209 167 164
East Midlands 122 170 169 185 192 164 131
London 116 180 168 166 144 151 125
Manweb 69 121 112 99 121 80 112
Midlands 121 157 159 154 190 171 149
Northern 85 104 114 106 104 83 72
NORWEB 88 146 153 162 168 43 129
SEEBOARD 77 105 102 110 124 97 146
Southern 140 190 180 179 221 236 200
SWALEC 57 80 76 86 98 85 81
South Western 81 102 %! 83 101 79 105
Y orkshire 128 154 151 147 183 169 126
ScottishPower 137 133 166 156 149 155 151
Hydro-Electric 71 80 74 72 64 52 64
Tota 1,429 1,924 1,892 1,887 2,067 1,732 1,755

217 Table 6 shows the aggregate PES didtribution business cash flow statement from

1990/91 to 1996/97. Operating cash flow has moved broadly in line with operating
profit (shown in Table 4). Thetotd leve of capital expenditure has been maintained at
over £1 billion per year, and was somewhat higher in the last four years than in the
previous three. Recelpts from sales of fixed assets (such as surplus land and buildings)
have generdly increased, but are only a smal proportion (about one per cent) of total
operating cash flow. Customer contributions (to the cost of new connections to the
network) have falen from about 20 per cent to about 15 per cent of total capita
expenditure. The net cash inflow before financing, which amongst other things
provides a return on capital already invested in the business, more than doubled from
about £700 million in 1990/91 to about £1400 million in 1994/95 before faling back to
about £1100 million in 1996/97. Table 7 shows the net cash inflow before financing
for each distribution business separately. As with the operating profits shown in Table
5 thereis considerable variation between companies.

14



TABLE 6. AGGREGATE PES DISTRIBUTION BUSINESS CASH FLOW
STATEMENT - 1996/97 PRICES

PESTotal 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/9
£m £m £m £m £m £m 7£m
Operating cash flow 1,656 | 2,369 2,303 2,347 2458 | 2308 |2271
Capital expenditure (1,231) |(1,108) | (1,164) | (1,299 (1,256) | (1,284) | (1,393)
Sdes of fixed assats 16 16 16 13 19 21 28
Customer contributions 241 229 222 224 228 213 220
Other investments 0 0 @ ()] 5) 13 0
Net cash inflow before 683 | 1,506 1,376 1,283 1,444 | 1,270 1,126
financing
TABLE7: INDIVIDUAL PES DISTRIBUTION BUSINESS NET CASH INFLOW
- 1996/97 PRICES
PES 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97
£m £m £m £m £m £m £m
Eagtern 60 167 168 186 188 122 181
East Midlands 19 113 97 106 154 170 88
London 66 158 132 108 100 76 90
Manweb 14 98 76 40 57 86 91
Midlands 35 139 133 124 101 103 88
Northern 25 81 77 91 65 71 48
NORWEB 74 144 112 114 126 32 89
SEEBOARD 75 85 75 66 106 81 80
Southern 105 117 125 95 134 111 104
SWALEC 2 64 38 46 54 63 37
South Western 32 56 53 58 81 70 49
Y orkshire 77 133 129 135 139 145 66
ScottishPower 59 90 107 73 109 101 106
Hydro-Electric 42 60 55 41 30 33 10
Tota 683 1,506 1,376 1,283 1,444 1,270 1,126
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Supply

2.18

TABLE 8:

The next four Tables look at the finances of the PES supply businesses. Table 8 shows
that aggregate PES supply business turnover and operating costs rose between 1990/91
and 1992/93 then fdl to 1996/97. This reflects to a sgnificant extent movements in
real eectricity prices to final customers, which increased after Vesting and then fell
steadily from 1992/93 onwards. Operating profits are a much smaller proportion of
turnover than for distribution, typicaly in the range %2 to 1% per cent. They are also
sendtive to over- and under-recoveries againg the price control; the main reason for the
rddatively low level of profits in the first two years was an under-recovery of price
control revenue in 1990/91 and an increase in this under-recovery in 1991/92.

AGGREGATE PES SUPPLY BUSINESS PROFIT AND LOSS
ACCOUNT - 1996/97 PRICESY

1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

PES Total

Turnover (Em)

Operating costs™”

(Em)

Operating profit

(Em)

Operating profit
as a% of turnover

16,608

(16,459)

149

0.9

17,254

(17,171)

83

0.5

17,357

(17,167)

190

11

16,908

(16,668)

240

14

16,287

(16,020)

267

1.6

15,698

(15,458)

240

15

14,961

(14,812)

149

1.0

Note:

@ |n 1995/96 the PESs in England and Wales sold their shareholdings in NGC. PESs treated
the revenue and cogts from this sale in different ways in preparing their profit and loss
accounts. For congstency al these revenues and costs have been removed from this Table.

2.19 Table 9 shows the operating profits for each of the PES supply businesses separatdly.

Again there is consderable variation both as between companies and in movements
over time. The large loss made by Yorkshire in 1996/97 reflects provisons of £125
million made against gas and dectricity purchase contracts. Had it not been for this, the
aggregate operating profit in 1996/97 would have been £274 million rather than £149
million, and the aggregate operating profit 1.8 per cent of turnover rather than 1.0 per
centin Table8.
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TABLE 9: INDIVIDUAL PES SUPPLY BUSINESS OPERATING PROFITS-1996/97

PRICES

PES 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

(Em) (Em) (Em) (Em) (Em) (Em) (Em)
Eastern 18 (11 34 34 33 19 27
East Midlands 15 5 29 29 27 26 4
London 12 7 7 7 15 9 7
Manweb 5 (6) 8 30 15 11 20
Midlands 3 9 21 36 27 27 41
Northern 8 5 4 6 26 18 22
NORWEB 14 14 15 17 32 18 46
SEEBOARD 9 5 14 16 17 8 33
Southern 13 4 22 31 14 16 22
SWALEC 9 4 6 7 9 17 18
South Western 2 5 18 28 16 12 7
Yorkshire 17 10 12 15 23 31 (132
ScottishPower 19 36 1 @7 2 24 36
Hydro-Electric 8 2 (@) 1 12 1 ()]
Tota 149 83 190 240 267 240 149

220 Table 10 shows the aggregate PES supply business cash flow statement from 1990/91

to 1996/97. Operating cash flows have varied sgnificantly from year to year. Three
factors were particularly important in this. First, in England and Wales there was a
change a Vedting in the timing of payments made by PESs in respect of eectricity
purchase costs. The change had a one-off impact on operating cash flow, and is the
major cause of the cash outflow in 1990/91. Second, customers made payments in
advance in 1993/94 in order to avoid, at least for atime, the impact of the imposition of
VAT on domestic eectricity bills from April 1994. This is the main reason for the
higher operating cash flow in 1993/94 and reduced operating cash flow in subsequent
years. Third, PESs in England and Wales received income from the flotation of NGC
in 1995/96 and made rebates to customers based on this. Some PESs placed the costs
of the customer rebate in the supply business, and as a consequence this reduced
operating cash flows.
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TABLE 10 AGGREGATE PES SUPPLY BUSINESS CASH FLOW STATEMENT
- 1996/97 PRICES

PESTotal 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

£m £m £m £m £m £m £m
Operating cash flow (610) 213 542 1,608 (420) (228) 3
Capital expenditure (35) (35) (32 (35) (449 (46) (69)
Sdesof fixed assets 4 1 4 2 2 2 2
Other investments 0 0 0 0 @ 2 0
Net cash inflow (642) 178 513 1,574 (463) (270) (64
before financing

221 Table 11 shows the net cash inflow before financing for each of the PES supply
businesses separately.  Again thereis considerable variation between them.

TABLE 11: INDIVIDUAL PESSUPPLY BUSINESSNET CASH INFLOW -
1996/97 PRICES

PES 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97
£m £m £m £m £m £m £m
Eastern (128) (19) 50 207 (80) (172) (22)
East Midlands (86) A) 65 130 35 (63) (15)
London (129) ) 65 129 (40) (84) (35)
Manweb (53) Q) 6 72 (20) 25 4
Midlands (31) 38 47 144 (28) 22 33
Northern (51) 4 29 57 (26) (5) 4
NORWEB ) (14) % 136 (60) 49 (15)
SEEBOARD (100) 12 10 161 (59) 24 (23)
Southern (163) 32 51 174 (69) (81) (12)
SWALEC (16) 13 43 53 (15) 18 @
South Western (32) 16 17 143 (15) 4 (19)
Yorkshire (17) 6 42 99 (39) 51 (29)
ScottishPower 168 82 (25) 50 (37) (52) 48
Hydro-Electric A) 21 24 21 (12) () (13)
Total (641) 178 513 1574 | (463) (270) (64)
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PES Groups

2.22

2.23

2.24

The distribution and supply businesses are parts of larger corporate groups. For the
magority of the RECs these corporate groups are dominated by distribution and supply
activities. However, Eastern has significant interests in generation and the two Scottish
PESs have sgnificant interests in both generation and transmisson. ScottishPower has
also recently acquired Manweb and Southern Water.  Paragraph 1.4 explained some of
the other activitiesin which PESs are active and some of the other important variations
between PESs.

The takeovers of 11 out of 12 RECs and the acquisition by ScottishPower of Southern
Water has led to some diversity in corporate structures which it is helpful to understand
when interpreting the statutory accounts of the PESs. Firg, the group numbers
consolidate information for al those companies owned by the PES, but do not include
the results of any companies that now own a PES. Therefore, ScottishPower’s results
include Manweb and Southern Water. However, following the takeover of NORWEB
by North West Water, NORWEB became a subsidiary of United Utilities and so the
results of North West Water are not included in the PES group accounts.  Similarly, the
results of Welsh Water are not included in SWALEC' saccounts. Second, as explained
more fully below, many takeovers were in part financed by increasing borrowing. This
debt is sometimes held in companies that own the PES, in which cases the debt and
interest payments will not gppear in the PES group accounts, but dividend payments to
these other companies will. The parent company can then use the dividends received
from the PESto finance its interest payments.

In the aggregate group profit and loss account, the figures for operating profit
incorporate the operating profits of the distribution, supply and other busnesses. Table
12 bresks down these aggregate PES operating profits by activity for 1990/91 to
1996/97. Operating profits are derived largely from the distribution business, but in
aggregate this proportion is faling. from about 90 per cent of group profits in 1990/91
to about 80 per cent during 1991/92 to 1994/95, to 76 per cent in 1995/96 and to 66 per
cent in 1996/97. This relative decline reflects partly the reduction in distribution
business profits, partly the reduction and elimination of |osses associated with activities
such as retailing, and partly the growth in other activities, such as generation and
ScottishPower’s acquisition of Southern Water. The contribution made by Southern
Water to ScottishPower’s operating profit was £136 million in 1996/97 (the year of
acquigition), which was nearly as large as the £151 million operating profit of
ScottishPower’ s distribution business.
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TABLE 122 AGGREGATE PES GROUP OPERATING PROFIT BY DIFFERENT

ACTIVITY 1996/97 PRICES

PES Total 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97
£m £m £m £m £m £m £m
Digtribution 1,429 1,924 1,892 1,887 2,067 1,732 1,755
Supply 149 83 190 240 267 240 149
Other (6) 175 261 282 453 296 748
Totd 1,572 2,182 2,343 2,408 2,787 2,268 2,652
225 Table 13 shows the aggregate PES group profit and loss account for 1990/91 to

2.26

1996/97. In order to explain the dividend and interest paymentsin this Table (and dso
in the cash flow statement which is discussed in paragraphs 2.28 to 2.31) it will be
helpful to explain the changes that have taken place in the financing and capita
sructure of the PESs and the factors which have driven these. In privatisng the
industry the Government established an initia capital structure which included about £3
billion of net debt. The capita restructuring of the RECs took place part way through
financid year 1990/91, and their accounts for the first year contain arelatively low leve
of dividend and interest payments.  The substantial and increasing net cash inflows
under the initial price controls enabled the PESs to increase dividends significantly in
real terms and to reduce debt, which in turn reduced interest payments. By 1993/94 the
PESs had repaid debt and generated an aggregate net cash surplus of about £/ billion,
athough this change dso reflected the effect of the prepayments received by PESs
before the imposition of VAT on domestic eectricity billsin April 1994.

For the first five years, the RECs were protected from takeover by a golden share held
by the Government. As the possibility of takeover approached, and potentia bidders
began to appraise the PESs, it became apparent that the relatively secure cash flow of
the distribution businesses could be used as a bass for much higher leves of
borrowing. Higher borrowing would in turn create more efficient capital structures, as
debt is in genera cheaper and more tax efficient than equity finance. Increased
borrowing could provide large amounts of cash which could be used to make specia
dividends or buy back shares, or to engage in other activities. It could aso be used to
finance the takeovers, that is, the acquirer of a PES could subsequently increase
borrowing in order partidly to repay the acquisition costs. As aresult of these factors,
in 1995/96 and 1996/97 nearly £4 billion in cash was paid out in dividends (including
gpecid dividends and dividends to acquiring companies). The increased borrowing led
to interest paymentsin 1996/97 that were about three timesthe level in 1994/95.
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TABLE 13: AGGREGATE PESGROUP PROFIT AND LOSSACCOUNT - 1996/97 PRICES™

PESTOTAL 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97
£m £m £m £m £m £m £m

Turnover 18,434 19,302 19,499 19,143 18,887 18,441 18,835
Operating Costs (16,861) (17,119) (17,156) (16,735) (16,100) (16,173) (16,182)
Operating Profit 1,572 2,182 2,343 2,408 2,787 2,268 2,652
Other Income 166 178 184 197 9 126 57
Profit before interest 1,739 2,360 2,526 2,605 2,796 2,393 2,709
Interest (180) (247) (186) (128) (123) (210) (374)
Profit before taxation 1,559 2,114 2,341 2,477 2,674 2,184 2,335
Taxation (397) (558) (620) (649) (687) (585) (696)
Profit for year 1,162 1,556 1,720 1,829 1,990 1,508 1,639
Dividends (274) (566) (626) (708) (1,190) (2,383) (1,383)
Retained profit 889 990 1,094 1,121 797 (785) 255

Note:

@ In 1995/96 the PESs in England and Wales sold their shareholdings in NGC. PESs treated the revenue and costs from this sale in different
waysin preparing their profit and loss accounts. For consistency al these revenues and costs have been removed from this Table,
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227 Table 14 shows the aggregate PES group cash flow statement from 1990/91 to

1996/97. The trends shown are smilar to those described for the group profit and loss
account. Operating cash flow peaked in 1993/94, compared to operating profits which
peaked in 1994/95. It was also more erratic than operating profit because of substantia
payments in advance by customers in 1993/94, as described above, which affected
cashflow but not operating profit. Interest and dividend payments followed broadly the
same paths in both statements. Over the last three years the profit and loss account
shows a flatter path of taxation than the cash flow statement does. This is because
substantial payments of advance corporation tax change the pattern of cash flows, but
for most PESs do not affect the profit and |oss account.

TABLE 14 AGGREGATE PESGROUP CASH FLOW STATEMENT

- 1996/97 PRICES

PES Total 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

£m £m £m £m £m £m £m
Operating cash flow 1,193 2,961 3,315 4,451 2,480 2,005 2,775
Capita expenditure (1,475) | (1,421) | (1,504) | (1,699) |(1,633) | (1,711) | (1,943
Sdesof fixed assets 30 27 30 46 41 123 111
Customer contributions 247 241 239 235 231 230 234
Net interest paid (180) | (273) (167) (102) (105) (153 (295)
Dividendsreceived 42 124 137 145 183 1329 79
Tax paid (293) | (407) (564) (530) (699) (869) (456)
Dividends paid 0 | (432 (569) (647) | (1,118) | (2617) | (1,252
Other investments (5) | (101) | (359) | (182) | (154) | (229) | (1,132)
Net cashinflow before | (441) | 719 557 | 1,717 (773) | (1,890) | (1,879
financing

2.28

Table 14 shows that, in aggregate, group capita expenditure has generadly been
increasing over time. Thisisaso true of the distribution businesses, as discussed in the
next Chapter. However, the proportion of PES group capital expenditure accounted
for by the distribution businesses has falen over time. Calculations based on the
information in Tables 6 and 14 suggest that in 1990/91 distribution made up 83 per cent
of the totdl, falling to around 75 per cent in the next five years and then to 72 per cent in
1996/97. The lower proportion in the last year is mainly due to ScottishPower’s
acquisition of Southern Water, this contributed about £90 million to group capita
expenditure in 1996/97, which is of the same order of magnitude as ScottishPower’s
annua expenditurein its PES distribution business.
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2.29

2.30

231

2.32

The 12 RECs owned NGC between 1990/91 and 1995/96. The dividends they
received from NGC increased steadily to 1994/95. In 1995/96 they floated NGC, and
some of the proceeds are included in the figure of £1.3 billion for dividends received in
that year. Part of the proceeds were used to fund a £50 per customer rebate in England
and Wdesin that yesr.

Other investments relate to purchase and sales of fixed asset investments, rather than
capital expenditure. The largest figures represent purchases of other companies. For
instance, in 1996/97, ScottishPower’s acquisition of Southern Water led to a net cash
outflow of £1.2 billion a ScottishPower. In the absence of this, the aggregate
investments would have been dightly negative ( thet is, as small net disnvestment), and
the aggregate net cash outflow would have been about £0.7 billion rather than £1.9
billion.

As discussed earlier the total net cash inflow before financing shows that PESs in
genera generated surplus cash in the first four years after Vesting. This allowed them
to pay off debt. Since 1994/95 increased dividends and other investments have led to a
net outflow of cash and debt hasincreased.

Figure 1 summarises the information in this Chapter about aggregate PES cash flowsin
1996/97. It shows that, in 1996/97, the operating cash flow of the distribution
businesses was the main source of cash inflow into the PESs. The main outflows were
capital expenditure, particularly in the distribution business, dividends, and other
investments (including acquiditions). PES cash outflows exceeded cash inflows by
about £1.9 hillion, which was financed by increased borrowing.

Summary

2.33

The PESs vary consderably in size and nature, but there are important common
features. The aggregate picture in the distribution businesses is one of increasng
revenues and profits over the first five years followed by tighter price controls and
lower revenues, costs and profits over the next two years. Net operating profit has been
around 40 per cent of turnover. Capitd expenditure has been maintained a a high
level and there has been a high positive net cash flow. The aggregate picture of the
supply businessesis one of high but faling turnover and costs; low and variable profits,
averaging around one per cent of turnover; and variable net cash flow. PES groups as
awhole were initialy characterised by increasing cash flow used to increase dividends
and reduce borrowing, but more recently have had lower cash flows and have increased
borrowings to develop more efficient capitd structures, to repay shareholders and
finance takeovers.
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FIGURE 1: PES GROUP CASHFLOW - 1996/97

Other Cash
Inflows

Operating
Cash Inflow
Distribution Supply Other
£2,271 m £3m £501 m
Asxt Sdes Dividends
£111m Received
£/9m
v v v l l
TOTAL CASH INFLOWS £2,965m
Cash Outflows Cap ex (netof
customer Net Interest Taxation Dividends Other
contributions) Investments
Dis’: £1,173m
Supply: £69m £295m £456 m £1,252m £1,132m
Other: £467m
Total: £1,709m l
TOTAL CASH OUTFLOWS £4,843 m

L]

NET CASH OUTFLOW BEFORE FINANCING
£1.8/8m
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3

DISTRIBUTION AND METERING PRICE CONTROLS

Introduction

31

3.2

The distribution businesses comprise activities which at present are for the large part
monopolies. There is scope for competition in metering and the provison of new
connections. In some circumstances, for example mgor new industrial or commercia
developments, there is potentia for competition between PES distribution systems and
private digribution systems. However, there is no direct competition of any
significance between PES distribution systems. Regulation of these systemsis therefore
necessary in order to protect customers with respect both to price and quality of service.
The form of the control should stimulate the PESs to achieve efficiency savings, which
in due course can be shared with customers. It should also be conducive to competition
in supply and other potentially competitive activities.

The February 1998 consultation paper identified the following issues for consideration
as pat of the digtribution price control review. Many of these issues have been
discussed in previous reviews, but in most cases there are new dimensions in the light
of experienceand the proposalsin the Government’ s Green Paper on utility regulation.

Whether the RPI-X form of the present control should be maintained, and
in particular whether RPI-X should be supplemented by some sort of Error
Correction Mechanism.

What levels of spending on operating and capita costs are required in order
to operate and maintain the PES digtribution networks, and how far it would
be desirable to increase capital expenditure or take other steps to improve

qudity of supply.

What rate should assets be remunerated and in particular whether Vesting
assets should continue to be valued at flotation value uprated by 15 per cent,
and whether 7 per cent remains an appropriate cost of capital.

How much revenue companies require over the period of the new control
and the relevance of present vaue caculations, financid ratios and other
congderationsin assessing this.

How energy efficiency considerations should best be accommodated, and in
particular whether numbers of units distributed should continue to have a50
per cent weighting in determining alowed revenue; whether the incentives
on companies to reduce distribution losses should be revised; and whether
any other modifications are necessary to take account of any proposals on
energy efficiency meatters made by the Government following the
publication of the Green Paper on utility regulation.
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How to encourage the development of competition in the provison of
metering and meter reading services while ensuring that customers’ interests
are adequatdly protected in the trangtion to full competition.

Whether there is scope for increasng competition in the provison of
connections to the distribution systems and how connection assets and
charging should be treated under the price control.

The New Control

0
33

34

35

3.6

Form of Control

The present distribution price control limits average revenue to increase by no more
than the rate of inflation as measured by the Retail Price Index (RPI) less a specified
level of X. Theleve of the control was set to reflect anticipated future operating costs
and capital expenditure, and to provide an adequate return to shareholders consistent
with efficient performance. A price control of this form provides an incentive to
efficiency insofar as companies keep the gains from greater efficiency during the period
of the price control. Customers benefit from efficiency improvements in two respects,
because the price control can be set to reflect both the efficiency improvements shown
during the previous price control period as being actudly achievable, and the further
efficiency savings that might be reasonably expected over the duration of the new price
control.

There are various aternatives to a RPI-X form of control. Under a profit control prices
might be adjusted annudly in the light of actual expenditure, including a specified
return on capita. A diding scale control might specify that if profits move outside
specified limits, prices would have to be adjusted downwards or upwards, for example
to share between customers and shareholders the consequences of expected or
unexpected movementsin cost.

Previous reviews have concluded that a RPI-X price control has advantages over profit
regulation and diding scale regulation for the main distribution and transmission
businesses of licence holders. Both profit and diding scale price controls could reduce
the incentives towards efficiency, pose problems of defining and measuring profit, and
could be difficult to enforce. RPI-X regulation has continued to be used by other
regulators for network businesses, and the Monopolies and Mergers Commission
(MMC) has endorsed its use on a number of occasions. In their responses to the
February 1998 consultation paper a number of PESs and ECCs supported the
continuation of RPI-X price controls for the distribution business.

In its Green Paper on utility regulation the Government concluded that RPI-X should
continue to be used as the basc sysem of regulating prices, if this is the system
regulators choose in future. It suggested that one gpproach was to rely exclusvely on
RPI-X provided that regulators judged that this would be the best deal for customers.
An dternative would be to supplement RPI-X by making greater use of Error
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3.7

(i)
38

(iii)
3.9

Correction Mechanisms (ECMs). These ECMs might adjust for changes in e ements of
cost over which the company has little control or where the company mided the
regulator when the price control was set by providing incomplete or inaccurate
information.

In considering these issues it will be important to ensure that the form of price control
does not blunt incentives for efficiency, create unnecessary uncertainty for customers
and companies over future price levels, or give rise to a price control which is unduly
difficult to enforce. In recent reports on price control references the MM C has looked at
the differences between forecast and actual costs, and taken account of these in setting
future controls and made adjustments depending on the reasons for these differences. It
seems sensible to do something similar in the present review. 1t will aso be necessary
to consder the impact of the form of control on the development of competition in
supply and its interaction with the structure of charges.

Duration

The longer the time for which a price control is set, the greater the incentive companies
have to make efficiency savings. However, alonger duration aso increases the risk of
unexpected circumstances, and the posshbility of company peformance being
sgnificantly different from the assumptions used in setting the price control. It will be
necessary to srike a balance between these consderations in setting the revised
control, also taking account of the possble impact of any ECM or cost pass-through
mechanism. The existing distribution price controls were originaly set for a period of
five years. More generdly, regulators have tended to set monopoly price controls for
between four and sx years. It seems appropriate that the duration for the revised
distribution price controls should fal within this range. Of those respondents to the
February 1998 consultation paper who mentioned this issue, two supported a five year
duration for the new price control and one aten year duration.

Scope

The present distribution price control covers al charges made by the distribution
business except those for certain excluded services and the pass through of transmission
charges. There are presently seven categories of excluded revenue. Thiswill increase
to eght later this year as cetan new distribution services associated with the
introduction of competition for domestic customerswill also be excluded from the price
control. The existing categories are described below.

Extra High Voltage (EHV) charges apply to those customers connected to a
company’ s distribution system at a voltage of 22kV or above, or directly to a
sub-station with a primary voltage of 66kV or above. In the past PESs have
argued that EHV customers vary widely in both consumption and load
characteristics and are connected at different voltage levels with consequent
differences in the assets used to make supply available. For these reasons
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EHV customers are generdly charged on a customer-specific basis.

Top-up and standby charges are made to customers who do not use the PES
distribution system for the bulk of their eectricity needs.

Non-trading rechargeables are generdly related to specific requests made by
third parties for a PES to carry out work on its distribution system (for
example, moving lines and cables to accommodate the needs of public
authorities or developers). The volume of such work tends to vary
unpredictably from year to yesar.

Prepayment meter distribution business surcharges are related to the extra
costs of providing prepayment meters. 1ssues relating to prepayment meters
arediscussed in Chapter 7.

Specid metering includes the provison of metering to customers and
suppliersin the over 100 KW supply market.

Other excluded services encompass a variety of minor activities including
whedling, where units are transferred from one didtribution system to
another.

Connection charges are levied when a customer first connects to the
distribution system or makes a materia change in supply requirements, for
example by requesting a higher capacity connection. Issues relating to
connection charges are discussed in paragraphs 3.90 to 3.95.

3.10 A breakdown of excluded and other revenue is set out in Table 15 (total revenue is
dightly more than turnover shown in Table 4 because of the accounting treatment of
over recoveries againg the price control). In aggregate revenue from excluded services
is about one-tenth of the level of price control revenue. Income from connection
charges, which are shown separately as they are generdly treated as a capital receipt
rather than revenue in the regulatory accounts, is equivalent to about 7 per cent of price
control revenue.
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TABLE 15 EXCLUDED SERVICESREVENUE 1996/97 - PESTOTAL

311

312

313

Excluded Services £ million
EHV Charges 67
Top-up and Standby 18
Non-Trading Rechargeables 102
Prepayment Meters 78
Specid Metering 12
Other Excluded Services 41
Total Excluded Services Revenue 318
Price Controlled Revenue 3504
NGC Exit Charges 265
Total Revenue 4087
Connection Charges (capital receipt) 227

Revenuethat is collected for the provison of excluded services does not affect the level
of revenue that a company is alowed to recover under the price control. Excluded
sarvice charges are controlled in a variety of ways. Revenue derived from some of
them, such as EHV and top-up and standby, are subject to the Director Generd’s
powers to determine disputes. Other services, such as specid metering arrangements,
are subject to competitive pressures; and charges for some others, such as non-trading
rechargeables, may be subject to independent arbitration The Director Genera aso has
powers under the PES licence to issue directions specifying whether particular sources
of distribution business revenue should be classified as excluded from the price control.

Large users have expressed some concerns that EHV charges have not reduced at the
same rate as price controlled charges. 1t will be relevant to explore this issue, and to
consider whether the present scope of the price control remains appropriate in the next

period.

The 12 RECs pay transmission connection point exit charges to NGC. The RECs
recover these costs through digtribution use of system charges and at present they are
treated as cost pass-through for the purposes of the distribution price control. Over the
longer term there may be scope for RECs to influence these charges, by changing the
Size or location of these exit points. It will therefore be sensible to consider whether
this pass-through treatment remains appropriate in the next period.
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Setting The Control

314

3.15

3.16

3.17

3.18

3.19

Setting a price control, whatever its precise form, requires an estimate of the revenue
that would be sufficient to finance an efficient business. Therefore, it is necessary to
consder the level of operating costs and capita expenditure, over the period of the
control and beyond, that an efficient company might need to incur, and the appropriate
level of return to shareholders and other providers of capitd.

In 1996/97 distribution business turnover was in aggregate about £4.1 billion, operating
costs (excluding depreciation) about £1.9 hillion and capitd expenditure about £1.4
billion. Operating costs are the largest component of outlays. The revised price control
will provide the opportunity to pass on to customers the benefits of the efficiency
improvements that the PESs have achieved over the last few years. It will dso be
necessary to consider the scope for further improvementsin the future.

Capital expenditure is dso an important item. Because capital assets may last many
years, it is often gppropriate to remunerate the expenditure over severa price control
periods. Consequently, the last control did not smply take the total amount of the
projected capital expenditure within the period, and provide for revenues to cover that.
Rather, it provided for revenue to cover a proportion of that total and the financing costs
of theremainder. By the same token, the control aso provided for revenue to pay off or
continue financing the outstanding balance of previous spending. Therefore, capita
expenditure under the present control has not been financed by customers asit has been
incurred, but its magnitude in the price control period and previoudy is such that it
substantidly influenced the level of contral.

It will be important to understand the reasons for any difference between actual capital
expenditure and the levels projected during the previous review. PESs should have the
incentive to seek efficiencies, and not smply to extend, replace or reinforce their
distribution networks regardless of need. Customers will benefit from not having to
pay in future years for unnecessary expenditure. At the sametime, it would be desirable
to reduce any incentive on PESs to over-estimate their requirements for capita

spending.

The third important component of outlays includes dividends, tax and interest
payments. As explained in Chapter two, the level and structure of these payments has
changed significantly over time, partly because of the take-over of many of the PESs by
other companies. They are adso affected by activities outside the price control. The
control will need to protect customers, ensure that the prospective return to shareholders
arising from efficient operation of the distribution business is sufficient to sustain the
business, and maintain the incentive to pursue greater efficiency in financing as well as
in operating and capital expenditure.

For any set of assumptions on future costs, the appropriate level of alowed revenue can
be assessed in a number of ways. In setting previous distribution and transmission
controls OFFER has considered present vaue calculations over the period of the
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control and beyond. This gpproach has been adopted by the MMC. The caculations
contained in the MMC’s 1995 report on Hydro-Electric® are set out a Annex 2.

In order to assess levels of capital and operating costs, and the balance between these
categories of expenditure it will be necessary to take aview on the quality of supply that
the distribution businesses should am to provide for their customers. Issues relaing to
quality of supply are dedlt with in Chapter 4.

The May 1998 consultation paper on separation of businesses contained proposals that
would place new requirements on PESs in terms of separating distribution, metering
and supply activities. Any additiond costs of making these changes cannot be
estimated with confidence at present and may vary between PESs. Any such costs need
to be assessad in the context of the potentia improvements in management control and
efficiency and the scope for increase in shareholder value which might be redlised by
the possihility of demerging businesses and of potential merger and acquisition activity.

There may be conflicting evidence and arguments as to the appropriate vaues to ascribe
to al the parametersinvolved. Any set of caculations can only be indicative. It will be
necessary to consider the implications of any present value calculations for the financia
position of the distribution businesses. An important element of judgement is involved
in assessing the overall reasonableness of the proposed control, and in baancing a
variety of relevant considerations, o asto best protect the interests of customers.

In the last price control review, a variety of calculations and considerations influenced
the final proposals. This Chapter describes the central estimates of operating costs,
capital expenditure, the cost of capital and the vauation of assets underlying the present
price controls. The implications of different assumptions, particularly on operating
costs and asset vauation, were also taken into account. The precise pogtions of
companies relaive to each other were quite sengtive to the particular assumptions used
in the cdculations, dthough a fairly consstent overall pattern tended to emerge. This
suggested putting companies in bands or groups in calculating the overdl level of the
prescribed price reductions. It is for consideration whether a smilar approach should
be adopted in the present review, and how the present value calculations should take
account of the previous banding.

In setting the distribution price control for Hydro-Electric it may be necessary to take
into account a cross-subsidy known as Hydro Benefit. This potentia transfer adlowsthe
relatively low operating costs of the hydro resources of the generation business to be
used to offset higher distribution and transmission charges, which might otherwise be
needed as a result of the climatic and geographic characteristics of Hydro-Electric's
area. Theseissues are discussed in more detall in Chapter SIx.

®> MMC “Scottish Hydro Electric plc” A report on areference under section 12 of the Electricity Act 1989, May 1995
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It is conventional and convenient to break down spending between operating and
capital costs. It will aso be important to consider the relationship between these two
categories of expenditure. For ingtance, investment in information technology and
control systems may reduce the costs of operating and maintaining the network.
Increased investment in switchgear may increase maintenance but reduce repair costs.
Both sorts of spending aso influence the quality of supply that distribution businesses
can provide. It will be appropriate to retain incentives on companies to operate
efficiently in both areass. A number of the respondents to the February 1998
consultation paper emphasised the importance of a thorough analysis of operating and
capital costs as part of the distribution price control review.

Operating Cogts

Distribution business operating costs may be influenced by many factors including the
geography and topography of the area, the numbers, nature and density of customers,
length of circuit, weether, quality standards, and operating practices. The presentation
and dlocation of costs will also reflect accounting policies. The review will focus on
the future cash outlays of the distribution businesses. What components of this can be
influenced by the management of the PESsisfor consideration.

An indication of the changes in these costs over time can be obtained by comparing
distribution business operating costs (excluding depreciation) in 1992/93, the mid-point
of the first price control period, with 1996/97, the latest year for which audited
information is presently available. During this time operating costs aggregated over the
14 PESs fel from about £2.3 hillion to about £1.9 billion, a reduction of about 18 per
cent. The codts for each company are shown in Table 16. There is consderable
variation between companies, with reductions in the costs of the RECs of between O
and 45 per cent but increases in codts for the two Scottish PESs. To some extent this
may reflect changes in the alocation of costs between distribution and supply in
Scotland.
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DEPRECIATION) IN 1996/97 PRICES

PES 1992/93 £m 1996/97 £m
Eastern 250 198
East Midlands 178 169
London 201 175
Manweb 141 115
Midlands 203 163
Northern 133 133
NORWEB 185 162
SEEBOARD 182 99
Southern 232 153
SWALEC 112 86
South Western 139 100
Y orkshire 194 151
ScottishPower 102 128
Hydro-Electric Y| 61
Totd 2306 1893

It will be important to understand the changes in distribution business costs in the past
and to discuss and challenge the assumptions behind the PESS assessment of future
costs and efficiency as reflected in their business plans. It will dso be necessary to
consder the implications of the separation of PES businesses, particularly the extent to
which costs associated with customer services, marketing and advertising, information
technology, and corporate overheads should be funded by the distribution business, and
how to separate out costs associated with metering.

The price control review will build on the appraisal of actual and expected distribution
costs undertaken at the last price control review. This previous andyss estimated what
cash outlays companies would need to make over the price control period to 2000,
assuming they were managed efficiently and that they maintained or improved quality
of supply, but taking account of the particular circumstances under which each
company had to operate.

The first stage of the previous review was to examine and compare companies actual
operating costs in 1992/93 in order to try to understand what factors were responsible
for driving cogts, what alowance would have to be made for different circumstances
and to what extent there were initia differences in efficiency between companies.
Statistica analysis helped inform this part of the sudy. The second stage was to assess
PES projections of the path of operating costs over the forthcoming period, taking
account of possible increases in cartain costs but aso the potential for overall cost
reduction. The scope for potentiad reductions in operating costs was assessed by
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comparison with previous cost reductions made by the PESs and other utility
companies, and by considering the advice given by management consultants.

The PESs own projections reflected strikingly different assumptions and aspirations as
between companies. For example, one company considered that it would be able to
reduce operating costs (excluding depreciation) in both the 1990 to 1995 and 1995 to
2000 periods, seven companies projected increases in one period and decreases in
another, sx companies projected these costs to increase in red terms over the whole
ten year period. One company projected afal of 6 per cent in costs by the year 2000
but another anticipated arise of 45 per cent. In genera, companies said that operating
costs would increase as a result of higher business rates, higher costs of insurance and
wayleaves, wage increases and severance costs and limited scope for cost reductions
without compromising on quality of service. On average, they projected areal increase
in operating costs (excluding depreciation) of about 17 per cent from 1992/93 to
1999/2000.

OFFER’s andyss noted these possibilities of costs increases, but suggested that the
PESs and other utilities had previously been able to reduce operating costs in red terms
and were likely to be able to continue to do so. The price control calculations were
based on average real reductions in operating costs of about 4 per cent from 1992/93 to
1999/2000. The information in Table 16 suggests that from 1992/93 to 1996/97
companies were able to reduce their operating costs by about 18 per cent. Whether
companies will be able to maintain this rate of cost reduction over the rest of the price
control remains to be seen.

It will be important to understand the reasons for the differences between the PESs
previous projections of costs and actua outturn costs, and the reasons for the
differences in the pattern of costs over time and between companies, and to assess the
scope for further cost reductions.

In the present review, the analysis of operating costs will include a variety of methods
and techniques. These are likdly to include the following:

an assessment of the factors underlying the movements in costs over the
period since the introduction of the existing price control;

datistical analyss of costs in a base year, to help assess relative efficiency
and cost drivers;

a study of best operating practices to cast light on relative efficiency and the
scope for cost reduction in the future;

congderation of the costs and practices associated with the maintenance of
the network given the effect on quality of service and the need to understand
the relationship between capital and operating costs;
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consderation of cost attributions, alocations and recharges between the
supply, digribution and other activities of the PESs in the light of the
consultation paper on separation of businesses;

an examination and critique of PES forecasts of operating costs over the
period of the next price control; and

an anayss of the differences between and implications of PES accounting
policies, particularly with respect to the capitaisation of expenditure,
restructuring costs and other provisions and exceptional items.

OFFER is gppointing consultants to assist in anadysing operating costs. In the near
future PESs will be asked to complete business plan questionnaires. These will include
guestions relating to past and envisaged future distribution business operating costs and
non-operational capital expenditure (such as spending in information technology and
transport), methods and amounts of cost alocation and recharges, network capita
expenditure forecasts, and the activities and costs associated with metering.

Assumptions about the future level of operating costs will have a significant impact on
the overall leve of the next price control. It will be important to consider whether there
can be continued reductions in operating costs as achieved over the last few years,
congstent with maintaining or improving quality of supply. The proposds in the
consultation paper on separation of businesses may have significant implications for the
alocation of activities and costs, and will dso need to be taken into account in
formulating projections of the future level of distribution business costs.

Capital Expenditure

A company’'s capita expenditure programme influences the quality of supply it
provides and the amount of revenue it needs and hence the level of the price contral,
wdll into the next century. The capital costs of building and extending the distribution
network are determined partly by the need to replace existing assets (non-load related
capita expenditure) and partly by the need to expand the system to accommodate new
customers or to cater for shifts in the geographicd pattern of demand and generation
(load-related capital expenditure). Management policy aso has an influence on capital
costs.

During the 1994 price control PESs provided projections of network capita
expenditure (load and non-load related spending) over the period 1995/96 to
1999/2000 totalling about £7.7 billion in 1996/97 prices. However, not al the
projected expenditure seemed justifiable and the price control was based on projections
of capital expenditure totalling about 90 per cent of thislevel. Table 16 shows PESS
actua expenditure to date and their recent forecasts of network capital expenditure for
the remainder of the present price control period together with the assumptions used to
set the price control in 1994. The Table shows that PESs are in aggregate planning to
spend about 90 per cent of the amount assumed when the price control was set (or
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about 80 per cent of their origind forecasts). The two companies forecasting the
lowest capita expenditure as a proportion of the 1994 assumptions (Northern and
SEEBOARD) indicated at the time of resetting the control in 1995 that they had
revised their previous forecasts downwards. Aggregate capital expenditure over the
present price control period is forecast to be some 38 per cent higher in real terms than
during the previous period.

OFFER has engaged consultants to examine the companies investment expenditure
during the present price control period and their plans for further investments until the
year 2005/2006. The consultants will investigate the reasons for discrepancies between
actual and forecast programmes and their relation to the forecast provided by the
companies at the time of the last review. The consultants will review the forecasting
methods used by the companies and consider the approach used by OFFER in setting
the present price control. They will aso anayse the relationship between capita and
operating expenditure.
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TABLE 17: DISTRIBUTION BUSINESSNETWORK
CAPITAL EXPENDITURE - 1996/97 PRICES

Expen?iture A$ump|?ionsfor Experijiture Receri PES Total FEorecast Coumn E Coumn E
REC 1990/91-1994/95 Price Control 1995/96-1996/97 Forecast Expenditure as% of as% of
1995/96-1999/00 Expenditure E=C+D 1995/96- | ColumnB Column A
£m £m £m 1997/98-1999/00 1999/00
£m £m
Eastern 326 868 230 497 727 84 223
East Midlands 491 555 170 311 481 87 98
London 332 540 189 279 468 87 141
Manweb 299 392 121 215 337 86 113
Midlands 383 513 199 255 454 89 119
Northern 199 374 111 197 308 82 155
NORWEB 314 528 158 352 511 97 163
SEEBOARD 272 505 112 285 397 79 146
Southern 520 726 290 436 726 100 140
SWALEC 273 331 127 193 319 9% 117
South Western 282 364 133 215 349 9% 124
Yorkshire 264 560 193 357 550 98 209
ScottishPower 391 432 164 248 411 95 105
Hydro-Electric 251 265 112 177 288 109 115
TOTAL 4597 6953 2309 4018 6326
AVERAGE 328 497 165 287 452 91 138

These totals exclude non-operationd capita expenditure (such as spending on information technology and transport) by the distribution business and so cannot be directly

compared to the capitd expenditure totas shown in Chapter 2.
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In assessing the PESS capital expenditure forecasts (to be provided for the present
review) the consultants will be considering where expenditure may be over generous or
unnecessary, or where deferment or reduction in expenditure could be accommodated
without affecting the companies ability to fulfill their licence duties.

When assessing the companies non-load related expenditure plans, the consultants
will consder the companies approaches to replacing or refurbishing assets, and in
particular how these relate to asset condition and age. They will want to ensure that the
planned replacement of assets is neither too soon, involving customers in extra costs,
nor too late which could result in a deterioration in network condition and possibly
qudity of supply. They will seek to establish reasonable levels of load-related
expenditure in the price control period in the light of externa drivers such as levels of
economic activity.

At the same time the consultants will analyse the companies’ investment strategies for
making improvements to quality of supply, and the relationship between capital
expenditure, operating costs and quality of supply. Thisanaysiswill include:

examining the relationship of quality of supply to the security standards and
standards of performance;

identifying the likely costs and benefits of any changes to standards; and

examining dternative approaches that could be adopted to achieve an
improved network performance.

Quality of supply issues are considered more fully in Chapter 4.

Financial 1ssues

344
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This section describes some of the issues that will be involved in estimating the cost of
capital and an appropriate return to shareholders. As discussed earlier, the MMC has
used present value calculations when resetting price controls.  This involves
establishing a regulatory asset base and estimating a return equivaent to the cost of
capital on this asset base. As a supporting check on these caculations it will be
necessary to consder the implications for the financia postion of the distribution
businesses.

Cost of Capital

The leve of return that is required by the financid markets is called the cost of capital.
In setting the previous distribution price controls, OFFER used an estimate of 7 per
cent for the rea pre-tax cost of capita. The same value was later used in OFFER’s
price control proposals for NGC' s transmission business® in 1996, in the MMC' s report

® OFFER “The Transmission Price Control Review of the National Grid Company Proposals’ October 1996.
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on the transmission and distribution business of Northern Ireland Electricity (NIE) in
March 1997, and in the MMC's report on the transmission and distribution business
(Transco) of BG plc® in May 1997.

Table 18 sets out the main elements of the calculations for NGC and NIE. In broad
terms, the cost of capita is usualy calculated as a weighted average of debt and equity
finance, with an alowance for corporation tax. In its report on NIE the MMC
estimated the cost of debt finance at between 3.8 and 4.6 per cent and the post-tax cost
of equity finance a between 5.6 and 7.5 per cent. The podt-tax cost of equity finance
was uprated by atax wedge to alow for corporation tax, giving a pre-tax cost of equity
finance in the range 6.7 to 9 per cent. Weighting these two ranges with aratio for debt
to equity finance (in this case 8 per cent debt and 92 per cent equity) gave a weighted
average pre-tax cost of capital between 6.5 and 8.7 per cent. Inits calculations of price
control revenue the MMC used a cost of capital of 7 per cent, an estimate toward the
bottom end of thisrange. OFFER’s calculation for NGC yielded a range for the cost
of capita of between 5.9 and 7.5 per cent, so 7 per cent was toward the top end of that
range.

"MMC “Northern Ireland Electricity plc’. A report on areference under Article 15 of the Electricity (Northern
Irdland) Order 1992, March 1997.

8 MMC “BG plc” A report under the Gas Act 1986 on the restriction of prices for gas transportation and storage
sarvices, May 1997
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TABLE 18: COST OF CAPITAL CALCULATIONS

OFFER on NGC MMC on NIE
August 1996 May 1997
Component Low High Low High
% % % %
Cost of debt
Risk freerate 35 38 35 38
Risk premium for debt 0.4 04 0.3 0.8
Cost of debt 39 4.2 38 4.6
Cost of equity
Risk freerate 35 38 35 38
Risk premium for equity 35 45 35 50
Equity beta® 0.55 0.75 0.6 0.75
Post-tax cost of equity* 54 7.2 5.6 7.55
Taxation adjustment® 1.194 1.194 1.194 1.194
Pre-tax cost of equity** 6.5 8.6 6.69 9.01
Weighted average cost
of capita
Percentage of debt 24 24 8 8
finance'®
Pre-tax WACC*** 5.9 7.5 6.46 8.66

Notes:

(1) Absolute number not a percentage figure.

(2) The percentage of equity finance is (100-percentage of debt finance).

*  The pogt-tax cost of equity is calculated by multiplying the equity premium by the equity beta and adding to the
risk freerate. For example, inthe MMC low case (3.5x 0.6) + 3.5=5.6.

**  The pre-tax cost of equity is caculated by multiplying the post-tax cost of equity by the taxation adjustment. For
examplein the MMC low case (5.6 x 1.194) = 6.69.

*** The pre-tax WACC is calculated as a weighted average (according to the level of gearing) of the cost of debt and

20 & 8 0

. =] . .
equity finance. For example, in the MMC low case %6.69 X ot %3.8 X s 6.46
100 100

3.47 Looking at the componentsin more detail, the cost of debt finance can be thought of as
having two parts, a risk-free component and a company-specific risk premium for debt.
The risk-free rate can be estimated from the return available on government indexed
linked gilts and treasury bills. Initsreport on NIE, the MMC estimated a range for the
risk free rate of between 3.5 and 3.8 per cent. The risk premium for debt will depend
on a number of company specific factors, including the gearing (the proportion of
financing provided by debt) of the company issuing the debt and its overal financia
position. The MMC estimated the debt risk premium for NIE in the range 0.3 to 0.8
per cent, giving atotal cost of debt of between 3.8 and 4.6 per cent.  The PESstend to
be larger businesses than NI E, which might suggest alower debt risk premium. Against
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this, PESs have a higher level of gearing which might suggest a higher debt risk
premium. OFFER assumed a debt risk premium for NGC at 0.4 per cent.

In its 1997 report on NIE, the MMC used the capita asset pricing model (CAPM) and
the dividend growth model (DGM) to estimate the cost of equity finance. CAPM
assumes that the cost of equity finance can be derived by adding an estimate of the risk-
free rate to an estimate of the gppropriate equity risk premium. Estimating the risk-free
rate is discussed in paragraph 3.45. In estimating the appropriate equity risk premium
two factors are taken into consideration: the equity risk premium for the market as a
whole, and the riskiness of the company or investment concerned relative to the market.
Using information on historic equity returns and estimates for the risk-free rate the
MMC report on NIE concluded that the equity risk premium for the market as awhole
liesin the range 3.5to 5 per cent. A measure of the riskiness of a company relative to
the market isthe beta coefficient. This indicates the extent to which a company’s share
price will tend to change in response to changes in the overdl level of the market. A
beta value of 0.75 would indicate that a share price would be expected to change by
0.75 per cent for every one per cent change in the overdl leve of the market. In
genera beta values lie in the range 0.5 to 1.5, with beta values less than one indicating
companies with relatively low risk and beta values greater than one indicating
companies with relatively high risk. Using dally and weekly historic data on share
prices the MM C estimated betain the range 0.6 to 0.75 for NIE.

The DGM can be used as a supporting check on the cost of equity finance. This
method estimates for the cost of equity finance by adding together the companies
dividend yield with an estimate of expected real dividend growth for the company. In
its report on NIE the MMC quoted estimates for the gross dividend yield for NIE at
around 5 per cent. It indicated that the company’s red dividend growth should equa
the growth in the economy as a whole, and quoted an estimate of this at between 2.5
and 3 per cent. Adding these two components together suggested a post-tax cost of
equity capital at between 7.5 and 8 per cent, which was at the top of the range derived
by the MMC usng CAPM. Nevertheless, the MMC concluded that the indications
given by the DGM did not contradict its other findings on the cost of capital. The gross
dividend yield of the groups of companies owning PESs and which are quoted on the
London stock exchangeis at present typically between 4 and 6 per cent.

Aswdl as CAPM and the DGM, it may be possible to make use of other methods in
making estimates of the cost of equity finance. For instance Arbitrage Pricing Theory
(APT) relates the relative return a company should earn to arange of factors, rather than
focusing smply on beta, as CAPM does. These factors might include the return on the
market as awhole and the level of economic growth as well as more company-specific
factors. However, in practice it may be difficult to quantify the impact of such factors
and it is unlikely that APT would provide a robust basis for estimating the cost of

equity capital.

As explained in paragraph 3.46 the cost of capitd is usually caculated as a weighted
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average of the cost of debt and equity finance. The estimatesin Table 18 show that the
cost of debt finance is chegper than the cost of equity finance. In these circumstances
companies may be able to reduce their average cost of capital by increasing the
proportion of debt finance. In addition, as discussed below, debt can be a tax efficient
method of finance. However, increasing gearing will tend to increase equity beta
vaues and the risk premium for debt. While the level of debt remainsrelatively low, the
effect of these factors may be smal and more than offset by the relatively low overdl
cost of debt finance. Thereis some uncertainty asto the precise effects of these various
factors and in particular as to the point a which increases in gearing start to cause
increases in equity beta vaues and in the debt risk premium that are sufficiently large
to increase rather than reduce the overdl cost of capital.

Aswell as paying dividends and interest, companies must also finance corporation tax
payments. As interest payments are allowable against corporation tax the cost of debt
finance does not need to be adjusted upwards to take account of corporation tax. This
can make debt a cheaper source of finance than equity and suggests that the high level
of gearing associated with some PESs may reduce their overal cost of capitd.

The MMC report on NIE adjusted the cost of equity finance upwards by atax wedge to
take account of corporation tax. In doing s0 it made a number of smplifying
assumptions, including that the company pays corporation tax at the full rate and that al
profits are distributed as dividends. It will be necessary to consider whether such
samplifying assumptions remain valid for the distribution businesses and whether the
allowance for tax in the calculations makes an appropriate contribution to corporation
tax, when combined with assumptions relating to asset vauation. It isfor consderation
whether to assess the individua tax postion of each PES, but this may reduce
incentives on PESs to ddiver efficient capitd structures and could be difficult, this
suggests asmpler gpproach involving more general assumptions across all companies.

Since the last distribution price control review most of the PESs have been taken over.
It will not be straightforward to estimate beta values for the distribution business as
most of the share price data that is available relates to larger groups of companies, many
of which are under US ownership. The control of many PESs by US-owned
companies raises the question whether the cost of US debt and equity finance is
relevant to setting the distribution price controls. PESs now have different proportions
of debt finance, and it is for consderation what proportions to assume, and whether to
assume a uniform proportion in calculating the cost of capital for each company.

There are also a number of other factors to take into account which might indicate that
the cost of capital has changed. Recent evidence from the yields on indexed linked gilts
suggests that the risk free rate might now be below the 3.5 to 3.8 per cent range used by
the MMC in 1997. The downward trend in dividend yields over the last twenty years
has continued, perhaps indicating a downward trend in the equity risk premium and so
in the cost of equity capital. On the other hand there is evidence that the beta values of
some utility companies, particularly the Scottish PESs, have increased. Findly, it may
be necessary to take account of changes in the corporation tax regime that have
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occurred in the last few years in caculating the taxation adjustment for the cost of
equity capital. An important question for the price control review will therefore be
whether a7 per cent real cost of capital remains appropriate for distribution businesses
or whether the evidence suggests a different figure.

Valuation of Assets

In order to secure continuing access to funds on acceptable terms, a business needs to
provide a return on the capital dready invested in the business as well as a return on
new investment. Previous price control reviews have divided the capital invested in the
business into two components; the initiad capital as it sood at flotation and the
investment made since then.

Valuation of Assets Acquired at Flotation

3.57

3.58

Assessing the appropriate value for the initia capital is not straightforward. At the last
REC digtribution price control review OFFER concluded that it was not necessary to
remunerate shareholders on the basis of the replacement value or the current cost book
vaue of the initially acquired assets. Rather, regard should be had to the money
actudly pad to purchase a company, which was less than the above values. The
darting point was the flotation value of each company. Certain adjusments were
necessary in order to trandate this vaue of the company as awhole into a vaue for the
distribution business. Firg, the vaue of parts of the company other than the distribution
business, that is other businesses and the shareholdings in the NGC, were deducted.
Second, OFFER aso took account of other considerations, particularly changes in the
cost of capital, and concluded that it would be appropriate to base the control on a
higher value than the flotation value in order to maintain the returns that investors might
reasonably have expected at flotation. The August 1994 proposals’ were based on the
adjusted flotation values uprated by 50 per cent.

In formulating proposals for the Scottish companies, OFFER faced a somewhat
different vauation problem, partly because of the extent of vertical integration in these
companies and partly because of the different relationship of flotation values to book
vaues of assts. In order to trandate the flotation values for the companies as awhole
into vaues for the distribution businesses, it was assumed that investors valued the
generation assets of ScottishPower and Hydro-Electric a the same relation to their
current cost book value as they did for Nationa Power and PowerGen. By deducting
this value from the total value which investors placed on the two Scottish companies,
vaues were derived for the distribution and transmisson businesses. Unlike the
position in England and Wales these vaues were close to the current cost book values
at flotation. Adjustments were aso made for events since flotation. It appeared that the
cost of capital was higher than the 6 per cent rate of return assumed by the Government
in setting the original price controls. In order to maintain consstency with the initial
price control for the Scottish PESs, OFFER considered that the revised price control

® OFFER “The Distribution Price Control: Proposals’ August 1994

43



3.59

3.60

3.61

should be based on a lower value for the initia assets than the value obtained at
flotation.

Hydro-Electric rgected the proposas for revised distribution price controls. In
accordance with the Electricity Act, the Director Generd referred the matter to the
MMC. One of the issues in this case was whether the flotation vaue should be
adjusted downwards (rather than upwards) to reflect the difference in the cost of capita
between the 6 per cent used by the Scottish Office in setting the initial price control and
the 7 per cent assumed to be obtaining in 1994. In May 1995 the MM C concluded that
“an adjustment of this kind at the present time, based on an assessment of what
investors may rightly or wrongly have assumed about the cost of capital at the time of
privatisation, does not seem appropriate to usinthisanalyss’ (paragraph 2.50).

In February 1995, one of the RECs announced a significant change in financia
structure, and scope for further cost reductions, in response to the first take-over bid for
a PES. In March 1995 OFFER announced an extension of the consultation period
relating to the licence modification arisng out of the August 1994 proposdas.
Subsequently, in the light of representations received and new evidence, it announced a
further review of the distribution price controls for the 12 RECs. In formulating revised
distribution price controls it reconsidered the gpproach to initid vauation in the light of
the 1995 MMC report on Hydro-Electric. OFFER concluded that it was no longer
appropriate to make an uprate in flotation values to reflect a reduction in the cost of
capita. However, there sill remained severd potentidly relevant arguments for an
uprate. Firgt, investors bought shares at flotation with a prospect of risng dividends.
Second, shareholders origindly valued the PESs at a lower price because of the risks
they percaived - for example, resulting from the possible falure of the new dectricity
trading arrangements, upheaval in world energy markets at the time of the Gulf War or
changes in public policy in the United Kingdom. Third, some uprating had in practice
been gpplied by the MM C and other regulators. OFFER aso wished to ensure that the
incentives to efficiency were maintained, since this would potentialy benefit customers
as well as shareholders. In the light of these considerations OFFER decided to reduce
the uprate on flotation value from 50 per cent to 15 per cent. The caculations of the
Vesting asset values for each company at the last price control review are set out in
Annex 3.

In July 1996 the Director Generd for Electricity Supply in Northern Irdland made
proposals for revised price controls on the transmisson and distribution business of
NIE™. Heargued that it was not appropriate to make any uprate on the flotation values
of NIE'sassets. NIE reected the price control proposals and the matter was referred to
theMMC. InMarch 1997 the MMC concluded

“an uplift on the close of first-day trading has been adopted in nearly dl
previous cases where price reviews have been carried out, ranging from 26 per
cent in the case of British Gas to single figures for the water and sewerage
companies. The exception was the adoption of a negative 3 per cent for the

1% OFREG “Price Control Reviews for Northern Ireland Electricity plc - DGESs proposas’, July 1996
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two Scottish eectricity companies. The genera trend has been downwards.
These previous cases might have been taken to congtitute a reason for adopting
an uplift in the present case on the grounds of regulatory consistency. Taking
account of the various considerations which we have set out above, we have
adopted an uplift of 7% per cent for the purpose of this price review”
(paragraphs 2.83 and 2.84).

362 The MMC aso made arecommendation (see below) on the period of time over which
the asset valuations should be written off. The Director Genera for Electricity Supply in
Northern Ireland considered that the public interest detriments identified by the MMC
could be met by making certain revisons to his previous proposas but that it was not
appropriate to accept the MMC's recommendation on uprating the value of NIE's
Vesting assets and the period of time over which these valuations are written off. The
company applied for a judicia review, contending that the decison was ultra vires
Article 17 of the Electricity (Northern Irdland) Order 1992. The Court has recently
dismissed the application for judicia review™, noting that the Director General was at
liberty to devise modifications to deal with these adverse effects identified by the MMC
provided he had regard to the modifications suggested by the MMC.

3.63 InitsMay 1997 report on British Gas, the MM C explained that the approach adopted to
asset valuation in its 1993 MM C report™* remained appropriate.

Asst Lives

364 A rdated issue is the period of time over which initia valuations are written off. In
setting the last distribution price control OFFER assumed that a proportion of the
flotation values associated with each REC' s distribution business would be written off
on auniform annual basis, typicaly over 10 to 15 years, depending on the average age
of each REC's assets a Vedting. In its report on NIE the MMC took a more
disaggregated approach, attributing the flotation value to various categories of assets,
and writing-off each part of the total according to the accounting life of each category
of ass=t. If gpplied to the RECs, the effect of thislatter policy would be to write off the
flotation values over alonger period, which in turn would reduce the alowed revenue
in the period 2000 to 2005 and increase it beyond 2005. As noted in paragraph 3.60 the
Director General for Electricity Supply in Northern Irdand rgected the MMCs
recommendations relating to writing off of the lives of initial assats.

Summary

3.65 In resetting the exigting distribution price controls it is for consideration whether an
uprate on attributed flotation value should be maintained, and if so whether this should
be at 15 per cent or at some different level. It is aso for consderation whether to use

1 High Court of Justicein Northern Ireland in “Judgement in the Matter of an Application by Northern Ireland
Electricity plc for Judicial Review” June 1998.
2 MMC “Gas and British Gas plc reports under the Gas and Fair Trading Acts’ September 1993.
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more precise assumptions about expected lives of Vesting assets. Some PESs have said
that the approach to the vauation of distribution assets should remain asin the previous
review arguing that to do otherwise could lead to an increase in regulatory risk and a
higher cost of capital. It is for consderation how to balance the advantages of
consstency with the last distribution price control review, with recent MMC reports
and with other regulators. It will dso be relevant to consider the impact on the financial
position of the companies and the path of pricesin the shorter and longer term.

Investment Made Since Flotation

3.66

3.67

3.68

3.69

The present price control was set to finance actua network capital expenditure over the
period 1990/91 to 1994/95 and the projected spending for the period 1995/96 to
1999/2000. As in the recent NGC transmission price control it is to be expected that
the revised distribution price control will continue to finance only the actua network
capital expenditure for the period 1995/96 to 1999/2000, if thisis less than projected
expenditure. In setting the control consideration will aso be given to the reasons for
any shortfal in capital expenditure.

As noted in paragraph 3.6, the Government’s recent Green Paper on utility regulation
has suggested that consderation be given to establishing an Error Correction
Mechanism which might supplement the RPI-X price control. Such a mechanism
could apply to capital expenditure and might adjust alowed revenue on a continuing
basis depending on the extent of capital expenditure a any time relative to the
projections underlying the price control.

The MMC considered capital expenditure in its June 1996 report on BAA™S. It
reported that aformal relationship between airport charges and investment would be to
the detriment of users in the longer term by removing incentives on BAA to seek
efficiency in its investment programme in the light of changes in demand or other
externa factors. It aso noted BAA'’s new arrangements for consultation with airlines
on its investment programme. It concluded that there should not be continuing
adjustments for capital expenditure but that any evidence of sgnificant unjustified
under-investment should be regarded as a factor to be taken into account at the time of
the next review.

The MMC again consdered the issue of underspend against capital expenditure
projectionsin its 1997 report on NIE. It concluded that in the case of NIE the scale of
the underspend in thefirst price control period was difficult to ignore and that NIE itsalf
had acknowledged that not dl of it had been due to efficiencies. Severd projects
included in the capita programme for the first five years appeared again in the
programme for the forthcoming period. The MMC concluded that it would not be
appropriate for all such expenditure to be refinanced under the new price control. It
noted that this decision to some extent reflected the absence of output measures (such

¥ MMC “BAA plc A report on the economic regulation of the London airports companies (Heathrow Airport Ltd,
Gatwick Airport Ltd and Stansted Airports Ltd)”, June 1996.
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3.70

as interruptions per customer or customer minutes lost) for the period concerned which
would have permitted a considered judgement to be made of the justification for the
underspend.

Evauating the nature and implications of capital expenditure underspend or overspend
in any one year is not straightforward. 1t is important not to overcharge customers but
also important to maintain incentives on companies for efficient capital spending, and
to look at experience during one price control period when setting a control for the
next. It is for consderation whether it is practicable or sensble to commit to an
automatic correction or adjustment mechanism for capital expenditure, either on an
annual basis or within agiven price control period.

Energy Efficiency

371

(i)

3.72

3.73

In reaching decisions during the review OFFER must have regard to the Director
Generd’s datutory duties which include promoting the efficient use of eectricity and
also taking into account the effect on the physical environment of activities connected
with the supply of dectricity. In the last distribution review, OFFER modified the
revenue driver of the control so as to remove any artificia incentive to increase saes of
electricity; and aso strengthened incentives on the PESs to reduce the eectrical losses
associated with distribution systems. A number of respondents to the February 1998
consultation paper suggested that the distribution price control review would provide an
appropriate opportunity to reconsider the incentives on distribution.

RevenueDrivers

Price controls can be designed so that the permitted level of total revenue varies with
changes in volume as well as being indexed to the RPI. Under the origina distribution
price control, alowed revenue increased in proportion to units distributed. The last
distribution price control review concluded that the weight of units distributed in the
revenue driver of the price control should be halved, from 100 per cent to 50 per cent.
The remaining 50 per cent was fixed by relating it to a predetermined projection of
customer numbers.  This change was intended to avoid any artificia incentive on the
PESs to promote increased sdes of eectricity. The retention of a weighting for units
distributed, abeit at a reduced level, was intended to maintain the normal commercial
incentives on companies to seek out and meet the needs of their customers. It would
also avoid undue fluctuations in digtribution charges per unit as the volume of output
varied.

In its March 1997 report on NIE the MMC recommended a price control revenue
driver with a 75 per cent fixed and a 25 per cent unit dement. In its May 1997 report
on BG the MMC recommended a price control revenue driver with a 50 per cent fixed
and 50 per cent unit element.
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3.74

3.75

Distribution L osses

Over the four year period leading up to the first price control review, average
distribution losses fell from 7.6 per cent to 7 per cent. Concern was expressed that PESs
had insufficient incentive to reduce these losses.  As part of the last distribution price
control proposa the incentives on companies to reduce distribution losses were
increased by doubling the proportion of the benefit retained by companies from
reducing losses, while dlowing most of the gains to continue to be passed on to
customers.

Table 19 sats out the average level of distribution losses for each company since
Vesting. It showsthat the average leve of distribution losses fell to about 6.7 per cent
in 1995/96, but then increased to 6.9 per cent in 1996/97 before faling to 6.8 per cent
in 1997/98. Inthelight of this, and given the apparently significant differences between
the experiences of individua companies, it will be necessary to review the incentive
arrangements for reducing losses. One possibility might be to replace the present
incentive mechanisms with a projection of the cost of distribution losses for each year
of the price control period and an additiona element in the price control to reward
companies for reducing the cost of losses below thisleve or pendise them if the costs
exceed it. Another possibility might be to make distribution businesses responsible for
purchasing the energy lost in distribution, replacing the present arrangements in the
Pool where supply businesses pay for distribution losses.

TABLE 19: DISTRIBUTION LOSSESFOR LV AND HV CUSTOMERS

PESs 1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97 | 1997/98
(%) (%) (%) (%) (%) (%) (%) (%)
Eagtern 7.0 7.0 6.8 6.5 6.7 6.9 71 7.0
East Midlands 6.6 6.5 6.7 6.8 6.0 6.1 6.1 6.1
London 78 7.2 7.0 7.0 71 6.7 71 6.8
Manweb 9.8 81 8.7 8.7 81 8.8 8.8 9.0
Midlands 6.2 59 5.7 55 55 55 5.6 55
Northern 75 7.6 6.8 7.2 6.1 6.8 6.9 6.7
NORWEB 71 71 6.3 6.3 6.4 4.8 5.0 5.7
SEEBOARD 79 17 7.6 75 75 71 7.6 17
Southern 71 72 71 7.0 7.0 7.2 7.2 7.2
SWALEC 89 84 81 7.0 7.0 6.7 8.0 6.9
South Western 8.6 85 85 8.3 73 7.2 79 73
Y orkshire 6.3 6.3 6.2 6.2 6.5 6.5 6.5 6.5
ScottishPower 85 7.2 17 81 8.0 6.7 7.2 7.2
Hydro-Electric 95 8.9 9.0 91 91 9.0 9.0 91
Average 7.6 7.2 7.1 7.0 6.9 6.7 6.9 6.8

Note: The averages are weighted by the number of units distributed.

(iii)

Other Issues




3.76

3.77

3.78

It has been suggested that distribution and supply business should be required to
structure their charges in such away as to give larger customers incentives to improve
their power factors and so increase energy efficiency and reduce the overdl costs of
power distribution.

As part of the review of supply price restraints OFFER will need to consider whether to
continue the energy efficiency Standards of Performance beyond 2000. This is
discussed in Chapter 5.

The review will need dso to take into account any changes to the regulatory regime
affecting energy efficiency arisng from the Governments' proposals in its Green Paper
on utility regulation. The Government proposed that Ministers should issue statutory
guidance on socid and environmental objectives, including energy efficiency
objectives, relevant to regulation in each utility sector. Regulators should be placed
under a duty to have regard to such guidance. This would require changes in
legidation, the timetable for which is not yet clear. The Green Paper also proposed that
where Ministers wished to implement socia or environmental measures, including
energy efficiency measures, which had significant financia implications for consumers
or for regulated companies, these should be decided by Government and implemented
through new, specific lega provision rather than through guidance to the regulator.

Metering and Related Services

3.79

3.80

381

3.82

The present definition of the distribution business includes a range of activities
associated with metering and meter reading. The costs of providing these services was
taken into account in setting the present price control. It was recognised, however, that
with the onset of competition in supply changes might need to be made in this area
Accordingly, the distribution control was set to include two components, one associated
with metering related activities and the other related to the other distribution activities.

The caculation of the metering component was based on the proportion of business
costs which the companies attributed to metering activities and on the number of
different types of customers with different types of meters. On average, this was equa
to around 10 per cent of revenue. These calculations were necessarily broad brush and
were not intended to represent the level of costs which should be attributed to a separate
metering business.

Subsequently, the OFFER concluded that PESs should retain a monopoly over
metering related services for non-half hourly metered customers until 2000. New
licence conditions were introduced on the PESs to require them to make these services
avallable to other suppliers on non-discriminatory terms. The introduction of
competition in supply aso required certain new services for suppliers. These include
data aggregation (ca culations made primarily for settlement purposes) and meter point
adminigtration (the registration system for suppliers).

To reflect the costs of providing these new services and the additiona costs of adjusting
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3.86

3.87

3.88

3.89

existing metering arrangements to facilitate competition, a modification was made to
the distribution price control. This modification, known as the data management
sarvices charge, provided for PESs to make additional charges up to a maximum
specified levdl.

Metering and Separation

OFFER st out its thinking on the separation of PES businesses in a consultation paper
published in May 1998. In summary, the paper confirmed that meter operation, meter
reading and data aggregation should be opened to competition from April 2000, whilst
meter point adminigtration should remain a monopoly service provided by the
distribution business. Whilst competitive metering related services should be treated as
supply business activities, additiona considerations applied to meter operation and
ownership and to meter reading.

The paper noted that there was likely to be an effective initidl monopoly of meter
operation and ownership related to the use of the existing metering stock.
Respongbility for the existing metering stock should be given to a metering business
ether in digribution business ownership or provided by a third party and at least
initially the chargesfor this service would need to be regulated.

The paper concluded that whilst meter reading should be a supply business activity
there should also be a meter reading service of last resort. This could be achieved by
the digtribution business procuring a specified meter reading service to be made
avallable to suppliers at request on a non-discriminatory basis. The service would not
be provided from within the distribution businessitsdlf, instead the distribution business
would invite tendersto carry out the work.

Implicationsfor Price Controls

The reform of metering and related activities has dgnificant implications for the
distribution price control from 2000.

Firdt, the transfer of activities from distribution to supply will need to be reflected in the
cost projections, attributions and alocations underpinning the distribution price contral.

Second, distribution charging principles will need to be revised to facilitate competition
in metering. In particular, any charges for meter provison and operation and for meter
reading will need to be separately identified. Suppliers that choose not to use the
distribution business metering service should not be charged for it.

Third, consderation needs to be given to how these arrangements are reflected in price
controls. If a price contral is judged necessary for metering, one option would be to
introduce a separate price control for metering related services provided by the
digtribution business. An dternative might be to provide for a specific metering termin
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the overall distribution price control.

Fourth, there is aneed to consider how, if at dl, the price control arrangements relate to
the tendering process proposed for meter reading provison. Initiadly meter reading may
not be fully competitive and a satisfactory tendering process may not be completed in
timefor price control decisions.

Fifth, whilst any price control arrangements for metering will raise some of the same
issues as the digtribution price control, it will also be important to consder the
implications for competition in metering. Similar consderations arose in the case of the
supply price restraint from 1998 to 2000. In that case, the market was being opened to
competition but it was recognised that it would take some time for competition to be
established. Whilst encouraging efficiency on the part of the supplier, the supply
maximum price restraints were designed to encourage competition to develop by
leaving scope for competitors to enter. A smilar gpproach might be adopted in the case
of metering activities. In particular, consideration will need to be given to the alocation
of the initid asset vauation and other costs between the metering business and the
remaining distribution business. An important aim will be to facilitate competition in
metering and meter reading, and more generdly in supply, rather than to restrict,
prevent or distort it.

Sixth, the scope and form of any control will aso need to be determined. At present
charges for specid metering, including haf-hourly metering, are excluded from the
price control. Other areas of charging might not need to be covered if competition is
expected to provide effective protection for users and customers. The form of the
control may be influenced by the expected level of activity by competing meter service
providers, the extent to which the revenue drivers identified for distribution are
appropriate for metering activities, and the potentia effect of any control on the extent
and development of competition.

Competition In Connections

3.93

3.9

3.95

Charges for connections to the distribution system are not covered by the present
distribution price control. PESs have said it is difficult to forecast the number or scale,
and hence the cogt, of new connections: in the event of adispute individua connection
charges can be determined by OFFER.

The lagt digtribution price control review examined the posshbility of introducing
competition in the provison of connections. As a result, from April 1995, changes
were agreed with PESs to dlow suitably approved independent contractors to
undertake some of the connection work.

Part of the connection work (called the non-contestable element) still needs to be done
by the PES. Thisincludes the design and specification of the new connection, deciding
on the point of connection, obtaining consents and wayleaves, remova of existing
assets, and inspection and monitoring of competitors works and fina connection and
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energisation. The remaining (so-called contestable) elements which include supplying
al materids, site preparation and construction of eectrical infrastructure between the
customers premises and the point of connection, and recording the location of
equipment, can be done by a contractor chosen by the customer and approved by the
PES.

Contractor approval can take different forms. Some PESs approve contractors via a
nationally recognised evauation and registration scheme. Other PESs indgst on their
own approval process.

Customers have indicated some dissatisfaction with the level of connection charges
presently levied by PESs and about the prospects for effective competition. Problems
to which they draw attention include an overly bureaucratic, extensve and costly
approva system adopted by some PESs and limited scope of contestable work. This
presently excludes live line working which effectively removes work associated with
provision of connections to streetlighting columns or upgrades to existing connections.

It might be difficult to devise a price control on connections, because individua
connections can vary grestly in cost. Determinations of charges by OFFER impact in
the first ingtance only the relatively small number of cases that are referred. OFFER
intends to consult separately on competition in connectionsin due course.

| ssuesfor Congderation

3.99

Views are invited on any aspect of the distribution and metering price controls, and in
particular on:

the gppropriate duration of the control, whether it should continue to be an “RPI-X”"
control, and whether it should incorporate any form of Error Correction
Mechanism;

whether the scope of the price control should be widened to include revenue from
some or al presently excluded services, and what would be the most appropriate
treatment of NGC exit charges,

the assessment of alowed revenue, including the role of present value calculations
and the treatment of any underspend or overspend against previous projections of
capital expenditure;

the approach to assessing future levels of operating costs and capital expenditure;

the approach to asset vauation including the level of any uprate to the value of
Vedting assts,

the appropriate cost of capita and related evidence;
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what approach should be adopted to energy efficiency, the revenue driver and the
treatment of distribution losses;

the most suitable approach to metering activities, including the possibility of
establishing a metering price restraint and encouraging competition in metering
activities, and tendering for meter reading; and

the possibilities for increasing competition in connections.



4.1

QUALITY OF SUPPLY

Quiality of supply relates both to the reliability of supply, which can be measured by the
number and duration of supply interruptions, and to the quality of the supply received in
terms of the voltage level and the waveform qudity. Qudlity of supply varies from
place to place and from time to time. In general customers in urban areas suffer fewer
supply interruptions than those in rural areas but there can be wide variations in quality
depending on the particular location of customers within the network, and on the
wegther at different times of year.

Regulation of Quality of Supply

4.2

(i)

4.3

4.4

(i1)

4.5

Severd datutory and regulatory factors affect the design, operation and maintenance of
networks and influence the quality of supply experienced by customers.

Electricity Supply Regulations

The Electricity Supply Regulations, which are issued by the Secretary of State, contain
basic requirements for supply quaity. They place a duty on PESs to ensure a
continuous supply except in exceptiond circumstances. They define limits of alowed
variations about a declared supply voltage of 230V (presently +10 per cent to -6 per
cent), and anomina frequency of 50Hz ( + 1 per cent). They aso contain requirements
about the safety and adequacy of networks.

On 1 January 1995 the Government changed the declared voltage and statutory limits of
variation from 240V + 6 per cent to 230V +10 per cent to -6 per cent as part of amove
to harmonise voltages across the European Union.

Guaranteed and Overall Standards

OFFER has st Guaranteed and Overdl Standards of Performance for PESs under
sections 39 and 40 of the Electricity Act. These Standards - which cover a wide range
of key service aress for customers - were first introduced in July 1991, and have been
progressively tightened and extended since then. Several of these Standards relate to
quality of supply. One of the Guaranteed Standards requires payments to individual
customers when a PES does not restore supply within 24 hours of an interruption. Two
of the Overdl Standards (1a and 1b) require companies to aim to restore supplies to
specified minimum percentages of customers within specified periods (respectively 3
and 24 hours) after an interruption. OFFER publishes the companies performance
under the Standards, and PESs are required to inform customers about them.



4.6

(iii)

4.7

4.8

During 1997, OFFER consulted on the scope for making improvements in the
Standards. Mogt of the resulting changes, which were implemented on 1 April and 1
July 1998, were in areas other than quality of supply. There were, however, a number
of changes in Standards affecting the restoration of supplies following interruption. In
particular, asfrom 1 April, al PESs are required (under Overal Standard 1b) to restore
100 per cent of supplies within 24 hours (previoudy, ten PESs had a target of 99 per
cent); and the targets under Overadl Standard 1a, covering the percentage to be restored
within 3 hours, now range from 85 to 95 per cent (previoudy they ranged from 80 to 95
per cent). OFFER indicated that proposals for more wide-ranging changes in Standards
covering quality of supply should, in view of their potentia cost implications, be
considered as part of the present review.

Licence Requirements

Each PES licence contains a condition relating to network design and performance
reporting. Condition 9 (Condition 7 in Scotland) of the licence requires the companies
to design their networks to meet a standard known as Engineering Recommendation
P2/5. The Recommendation specifies different levels of security for different sizes of
electrical demands, which represent different customer numbers. For example, a 1
MW demand could consist of afew hundred domestic customers or one large industria
customer. In ng the design of the network, each part of the network is examined,
together with the customer demand connected to it, to ensure that the network has
adequate security for the size of the demand. For large demands, the network has to be
designed to continue to provide electricity to customers after a single fault or falure of
network equipment. For groups of customers with demands below 1 MW, supplies
can be cut after such afault or failure and thereis only arequirement to restore supplies
after repairing the faulty part of the system. These requirements mean that companies
need to provide some form of backup arangement for large demands, usudly by
having two or more aternative ways to provide supplies from the network. No backup
arrangements are needed for demandsbelow 1 MW.

Recommendation P2/5 was issued in 1978 and was generdly used by al dectricity
boards when congtructing their distribution systems.  Prior to 1978 extensions to their
systems were designed in accordance with earlier, somewhat higher, standards. PESs
say that they sometimes apply higher standards of security of supply, where they
consder it appropriate, including when a customer requests it. There are other
standards relating to other aspects of network design imposed by the Distribution Codes
which PESs are obliged by their licences to draw up. OFFER invited views on the
continued applicability of existing network standards in the consultation process during
the 1994 distribution price control review, and concluded that there was no overriding
reason to change them at that time. It is for consderation whether the standards
continue to be appropriate.
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Present Levesof Quality of Supply

4.9

4.10

411

412

OFFER monitors the distribution system performance of each PES using information
supplied by companies under Condition 9 (Condition 7 in Scotland) relating to
network desgn and peformance. The companies reports ae summarised and
published annualy in a Distribution and Transmisson System Performance Report by
OFFER. These reports show that, on average, each customer suffers 0.9 interruptions
per year and each of these interruptions lasts gpproximately 90 minutes. There is a
wide range of performance between and within companies and from one year to
another. Some customers experience no interruptions, or very few, whilst others suffer
them frequently.

OFFER’s 1996/97 Customer Service report™ shows that 167 Guaranteed Standards
payments were made by PESs for failure to restore supplies within 24 hours. PESS
performance in restoring supplies within 3 hours (Overall Standard 1a) varied between
companies in the range 81 to 95 per cent. The Standard itsalf ranges from 80 to 95 per
cent, depending on the company. Only one company failed to meet itsrequired level of
performance under this Standard. PES performance in restoring supplies within 24
hours (Overdl Standard 1b) varied between companies in the range 99 to 100 per cent.
The required level was either 99 or 100 per cent depending on the company. Again,
only one company failed to meet itsrequired level of performance under this Standard.

In addition to the above measures of quality of supply, OFFER has asked PESs to
report annualy on steps they are taking to improve quality. The present price control
included an edement of capita expenditure for quality improvement and required
companies to set targets and report on capital expenditure and quality improvementsin
their own areas.

Quadlity of supply reports are asked to focus on those parts of the network, and those
customers, which are worst served in terms of quality of supply. The companies are
also asked to set themsalves targets relating to two measures of network performance,
namely security and availability. Companies express their targets in different ways.
some define them in terms of an improvement over 1994/95 performance levels, others
express them in terms of an improvement over rolling average figures for a number of
years, yet others set  targets including ranges. Tables 20 and 21 show companies
performance in recent years and include their targets expressed on a common basisin
terms of absolute performance in 1999/2000.

14 OFFER “Report on Customer Services 1996/97”



TABLE 20: SECURITY OF SUPPLY: INTERRUPTIONSPER 100 CUSTOMERS
Company
1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97 | target for
1999/2000
Eagtern 76 68 96 59 65 85 89 70
East Midlands 169 82 75 92 96 97 95 87
London 41 47 38 36 40 33 39 30
Manweb 82 74 86 89 70 62 57 50-60
Midlands 170 110 129 125 121 139 148 109
Northern 108 0 87 80 89 90 89 87-92
NORWEB 58 62 57 56 70 61 60 55
SEEBOARD 98 0 139 87 91 83 80 82
Southern 80 81 82 78 75 79 79 70
SWALEC 285 229 195 214 220 223 192 189
South Western 146 129 118 119 124 116 106 87
Y orkshire 158 69 72 71 85 86 93 55
ScottishPower 70 71 83 58 61 65 57 45-55
Hydro-Electric 176 204 135 178 176 193 146 170
Average Customer-
weighted 111 88 95 85 88 91 89 77
TABLE 21: AVAILABILITY OF SUPPLY: MINUTESLOST PER CUSTOMER
Company
1990/91 | 1991/92 | 1992/93 | 993/94 | 1994/95 | 1995/96 | 1996/97 | target for
1999/2000
Eagtern 76 65 91 63 A9 85 77 66
East Midlands 1,004 87 87 97 105 95 79 73
London 51 67 53 52 58 54 56 40
Manweb 185 108 129 121 102 88 78 65-75
Midlands 398 118 122 144 128 151 126 86
Northern 246 97 102 102 95 86 82 96
NORWEB 88 75 77 69 70 67 66 64
SEEBOARD 101 86 106 75 83 69 82 60
Southern 104 109 91 74 78 78 67 60
SWALEC 330 325 212 200 212 233 189 191
South Western 185 176 184 167 133 111 103 93
Y orkshire 175 60 59 61 69 62 60 56
ScottishPower 85 76 98 77 70 81 89 55-65
Hydro-Electric 172 270 356 254 233 365 206 210
Average Customer-
Weighted 226 102 106 96 97 97 87 75
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Customer Attitudesto Quality of Supply

413 OFFER gets feedback from customers about supply quality in severa ways. These
include surveys conducted to seek customer view; complaints received from customers
and views from ECCs.

(@) Customer Survey

414 In 1997 OFFER commissioned research into the views of customers on a number of
topics relevant to regulation of the dectricity supply industry including quality of
supply. The results from three of the questions were asfollows:

In general how satisfied or dissatisfied areyou with reliability of your eectricity

supply?

%
Totdly satisfied 15
Very stiffied 46
Fairly satisfied 35
Nether satisfied nor dissatisfied 2
Totdly/Very/Fairly dissatisfied 2

How much extra per year would you be prepared to pay (if anything) to help
ensurethat thereareno power cutsin future?

%

Nothing 71
Lessthan £10 12
£11-£25 5
£26-£50 2
£51-£65 <05
£76-£100 <05
Morethan £100 <0.5
Don’t know 9

Do you think it is fair and reasonable that targets for meeting standards should
vary somewhat between companies in different parts of the country because of
their own local circumstances?

%

Yes 56
No 35
Don’'t Know 9



4.15

4.16

4.17

(i1)

4.18

4.19

(iii)

4.20

Ninety five per cent of those questioned were totdly, very or fairly satisfied with their
qudity of supply. Only one in five customers said that they would be prepared to pay
anything extrato ensure that there were no power cuts.

The survey dso asked customers whether some company targets for quality of supply
should vary according to loca circumstances. A smdl mgority (56 per cent) said this
was fair and reasonable, but one in three customers said it was not agood idea.

These findings appear to indicate that customers are generdly satisfied with the quality
of supply they recelve. They do not suggest that customers are willing to pay
sgnificantly more to get better service, and there are mixed fedlings about encouraging
differentid service levels in different parts of the country. However, other evidence
discussed below suggests that there are some important aspects of customer
dissatisfaction with present quality of service.

Complaints

About 1500 quality of supply complaints are made to OFFER each year. This does not
include complaints which are made direct to companies and resolved by them without
being referred to OFFER. Overall the total number of complaints made to OFFER on
most topics has fallen significantly since Vesting. However, the number of complaints
about quality of supply has remained roughly constant. Such complaints have therefore
grown as a proportion of the total number of complaints received by OFFER, from
about 7 per cent after Vesting to 22 per cent in 1997.

The nature of some complaints suggests that customers may be more sengtive to the
quality of supply than they were in the past. In part thisis related to the way in which
customers now make use of their eectricity supply. Many customers have gppliances
which include eectronic contrals, for example, video recorders and computers;, many of
these appliances cannot tolerate even brief interruptions in supply. At the same time,
PESs are making increased use of automatic equipment to reduce the duration and
impact of prolonged outages by interrupting and quickly restoring supplies after faults.
In such cases, customers therefore experience short interruptions of a few seconds
rather than much longer power cuts. During the operation of such equipment, customer
appliances like those mentioned above may lose data or need resetting after power is
restored.

Viewsof ECCs

ECCs and others have said that customers wish to see improvements in quality of
supply. They have made various suggestions. tightening the targets set under existing
Standards, for example, by reducing the time required to restore supplies after
interruption; extending the circumstances in which Standards would apply, such that
payments for supply interruptions should be made irrespective of the severity of the
weather; requiring payments for supply interruptions to be made automeatically instead
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of at the customer’s request; and introducing new Standards, for example covering
multiple supply interruptions. The Committees have also expressed concern that
investment in PES distribution networks has in many cases falen below the leve for
which provision was made when the present price control was set.

Performancein Bad Weather

4.21

4.22

4.23

4.24

4.25

Customers in the UK receive their dectricity through a mixture of overhead and
underground networks. Most EHV transmission circuits are carried on large sted
pylons. Didribution networks vary in nature; in towns they are usudly placed
underground using buried cables; in rurd areas overhead lines using bare conductors,
usuadly carried on wood poles, are commonplace. Mogst falures in supply (about 98
per cent of the number of interruptions and minutes lost by customers in atypica year)
arise from incidents on distribution networks.

The disaggregated data now given by companies in their quaity of supply reports
shows variations of performance between different parts of the same company. These
differences often reflect the different underlying performance of underground and
overhead networks. Underground networks are typified by low fault rates, which are
unaffected by weether, but sometimes with relatively long repair times. On the other
hand, overhead networks suffer more frequent outages which are often weather related
but restoration times can be short if circuits are not damaged during the fault incident.

During periods of particularly bad weather, overhead networks can suffer widespread
and prolonged interruptions. Two such periods occurred recently, on 24/25 December
1997 and again on 3/4 January 1998, when parts of England and Wales were affected
by storms which caused widespread damage to overhead dectricity distribution
networks. In response to numerous complaints from customers, the Minister for
Science, Energy and Industry asked the DGES to carry out an investigation. His
subsequent report identified a number of issues for consideration in the price control
review.

The first issue concerns the levels of investment and the standards of supply reliability.
Some companies said that, in genera, lines built more recently stood up to the storms
better than older ones. The report sad that, as part of the present review, OFFER
would examine the appropriateness of present technical design standards, the progress
of companies in replacing or upgrading lines built to earlier desgn standards, and the
costs and benefits of measures which might improve supply reliability such as
undergrounding overhead lines. OFFER would aso be examining what levels of
capital expenditure are consstent with efficient distribution network operation and
maintaining levels of system security, including how actua expenditure relates to the
levels projected at the last review.

Secondly, serious shortcomings were found in some PESS arangements for
communicating with customers during the storms. Companies have a licence



4.26

obligation to provide enquiry services, and OFFER accordingly asked them to review
their arrangements in the light of the ssorms. A number of companies have described
improvements they have made as a result of their reviews, and OFFER is presently
considering their replies.

Findly, OFFER’s investigation revedled consderable variation in practice between
companies in the basis on which payments are made to customers in the event of
disruption to supply. Some made them under Guaranteed Standards, some on a
goodwill ex-gratia basis. The criteria for payments and their amounts also seemed to

vay.

Analysing Quality of Supply

4.27

(i)

4.28

4.29

4.30

431

Againg the above background of technical, legidative and regulatory factors which
influence supply quality, and evidence of customer perceptions of quality, the review
will consder whether and to what extent further steps should be taken to improve
quaity of supply in the forthcoming review period. To facilitate andyss and
discussion, attention will initidly focus on three main topics tightening existing
Guaranteed and Overal Standards and introducing new Standards where appropriate;
undergrounding part of the didribution network; and other company-specific
programmes of quaity improvement. OFFER will be asking companies to indicate the
costs of each of these approaches. In the light of this information, OFFER intends to
seek further views in a public consultation. It may aso be appropriate to seek more
information about customer wishes, including by afurther customer survey.

Guaranteed and Overall Standards

The percentage targets set for restoration of supply within 3 hours under Overdl
Standard larange from 85 to 95 per cent. ECCs have suggested that the targets for al
companies should be increased to 95 per cent. It isfor consderation whether this or a
similar change should be made.

The Guaranteed Standard covering supply interruptions requires payments when
supplies are not restored within 24 hours. ECCs have suggested that the relevant time
should be halved to 12 hours. It isfor consideration whether the 24 hour period should
be reduced and by how much.

The Guaranteed Standard on supply interruptions requires companies to make
payments to customers only in circumstances where severe weather conditions did not
impair their ability to restore supplies within 24 hours (the severe weather exemption).
It is for congderation whether the exemption should be more tightly defined (for
example, by specifying what is meant by severe weether) or removed atogether.

The Guaranteed Standard on supply interruptions requires companies to make
payments to customers only after prior clam by those customers affected. This
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4.32

4.33

4.34

(i1)

4.35

provison formed part of the Standard because of the difficulty of identifying precisely
which customers are affected by interruptions. It has, however, led to substantialy
fewer payments than might otherwise have been made. During 1996/97, for example,
only 132 customers received payment under this Standard, whereas PESS returns
indicate that over 19,000 supplies were lost for more than 24 hours. A number of PESs
have recently indicated that they can now identify affected customers. It is for
consderation whether to require automatic payments to customers for breach of the
Standard.

Overdl and Guaranteed Standards do not presently cover short losses of supply, which
last for less than a minute, but may occur relatively frequently over a period of a few
days. Some such losses are caused by equipment which companies have insdled to
minimise the incidence of longer interruptions. It is for congderation whether to
introduce Standards in this area. A Guaranteed Standard could require payments to
customers who suffer more than a specified number of short interruptions each year.
An Ovedl Standard could require companies to aim to design and operate their
networks so as not to exceed a specified total number of short interruptions each year.

At present, companies report quaity in terms of datistics for the average number and
duration of interruptions. They have also set themsalves voluntary targets against these
parameters. It isfor consderation whether to introduce Overal Standards in this area.
Thelevelsin these Standards might, for example, be determined on the basis of specific
percentage improvements for each company in numbers of interruptions or minutes lost
by the end of the next price control period.

The experience of customers during the supply interruptions last Christmas (see
paragraph 4.25 has highlighted the need for improved provison of customer
information during supply emergencies. It isfor consderation whether to introduce an
Overdl Standard requiring companies to provide a specified level of response, perhaps
defined as the percentage of customer telephone callsto be answered (in person or with
a substantive message) within a specified time. This could relate to both normal and
exceptional conditions to provide a means of ensuring adegquate communications on a
day-to-day basis and during emergency conditions such as those experienced in the
winter of 1997/98.

Undergrounding

As explained in the report to the Minister on Christmas and New Year storms, the
review will examine the appropriateness of present design standards, companies
progress in replacing or upgrading lines built to earlier desgn standards, and the costs
and benefits of other measures to improve supply reiability such as placing overhead
lines underground.  This would reduce the exposure of the network to severe westher
conditions and aso bring environmental benefits by removing the visua impact of
overhead lines.
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4.37

4.38

4.39

OFFER asked companies for their views on placing the distribution network
underground. The companies said that the wholesale use of underground cables would
avoid collective fallure during storm conditions so that incidents such as those seen
during Christmas and New Y ear 1997/98 would not reoccur. A further benefit would
be that underground cables would not be susceptible to the causes of short term
trangent interruptions that overhead line networks experience. However, companies
described important disadvantages of wholesale undergrounding in rural areas. One
example given was that repair time on an underground cable can be 20 hours or longer,
compared with 4 to 6 hours for an overhead line. Companies said that, in rural aress,
the problem may be compounded as circuit lengths would be longer and cables may be
laid across agricultural land resulting in longer fault location times, thereby delaying
repar. Some PESs said that repair and maintenance costs would be higher for a
completely underground network whilst others took the opposite view.

Companies said that a large-scae programme of undergrounding would mean
consderable expenditure.  Estimates given by some companies suggest that
undergrounding the whole HV distribution network for England, Scotland and Wales
could cost intheregion of £9to 13 billion. Undergrounding the whole LV distribution
network, including service cables, could cost in the region of £2.5 to £4.5 billion. This
would belargdly in addition to acapita expenditure programme, which has been of the
order of £4 - 5 hillion in each of the last two five year periods.

As each HV circuit supplies approximately 10 to 100 times more customers than each
LV circuit and is just as susceptible to faults, HV circuits influence aggregate quality
much more than LV ones. To maximise benefits to customers any large-scae
programme of undergrounding might concentrate mainly on the HV network. Such an
HV undergrounding programme might be phased over 10 to 20 years, with the
financing costs spread over the lifetime of the assets as with the present capital
expenditure programme. Phasing the capita expenditure programme in this way would
mean that customers bills would increase only gradually over time. By the time the
programme was complete customers hills might be on average £25 higher per year
than they might otherwise have been. There would be significant variations between
companies depending, for example, on the present extent of undergrounding and the
customer density and geography of each area.

The present evidence on customers' preferences cited in paragraphs 4.14 - 4.17 above
cdls into question whether they would wish to pay for such an extensve
undergrounding programme. There would also be questions of which customers would
gan and which should pay. It isfor consderation whether a smaler undergrounding
programme would be worthwhile - say focusing on that 10 per cent of the HV (or LV)
circuits where undergrounding might yield greatest improvement in quality of servicein
relation to cost.



(iii)

4.40

Company-specific Improvement Programmes

Some companies said there were better or more economic ways of improving quality
than by uniform changes to Standards or by large scae undergrounding. They
suggested company-specific programmes of quaity improvement which take account
of the perceived needs of customers in each company’s area. Such company-specific
programmes might include improved sandards, targets and other qudlity
improvements. They might originate from each company based on their experience and
the views of their cussomers, ECCs and others.

441 Thereview will consder the extent to which companies have succeeded in meeting their

442

own targetsin improving quality; whether this gpproach is appropriate for the next price
control period; whether further targets should be requested or imposed; and if so what
the nature of such targets should be. It is for consderation whether to accept further
company-specific programmes ingead of, or in addition to, the more uniform
approaches just mentioned. Companies will be therefore asked to give ther views
about appropriate levels of service and where improvements are needed and about the
costs of achieving this higher level of service, in terms of capital and operating
expenditure over the price control period and beyond.

It would be helpful if PESs were to discuss dl three options - improved Standards,
undergrounding and company-specific improvement programmes - with their ECCs
and other interested parties over the next few months, in order to inform the design and
discussion of dternative ways of improving quaity of supply.

Linking Revenueto Performance

443

4.44

4.45

It would in principle be possble to link alowed didtribution business revenue to
achieved performance on quality of supply. The Director Genera of Water Services
hasindicated that he is consdering such an approach in the water industry.

Thisissue was raised in the last distribution price control review. At that time, some
companies said that it was anormal feature of a competitive market that a higher quaity
product would command a higher price. Some consumer groups also argued for alink,
though they placed more emphasis on penaisng companies whose service standards
fell below an acceptable level.

Other companies drew attention to the difficulties of identifying, measuring and
monitoring the relevant aspects of quality of service, of making appropriate alowances
for differencesin companies starting positions and areas served, and of putting avaue
on quaity of servicee They pointed out that companies had aready provided
improvements in customer service in response to the standards of service, without an
explicit financial inducement.



446 OFFER consgdered this matter very carefully in the last review and explored various
possible methods of relating price to quality of service. It concluded that the
difficulties and disadvantages of making an explicit link outweighed the potentia
advantages. It isfor consideration whether this conclusion should till hold for the next

period.
| ssuesfor Consideration
447 Viewsareinvited on any aspect of quaity of supply and in particular on:

the extent to which present levels of quality of supply are appropriate or need
modifying; and

the extent to which it would be in customers' interests to increase capital
and operating expenditure to secure a better quality of supply.

448 Changesto quality of supply could be introduced by severd different routes. Viewsare
invited on al aspects of thisand in particular on:

changes to network design standards;

tightening existing performance Standards or introducing new targets or
Standards,

reducing or removing the scope for companies to clam severe weather
exemptions in gpplying Standards,

making payments under Standards automatic instead of paying only those
customerswho make clams,

introducing Standards of Performance for communication between
companies and customers during supply interruptions, and how these should
be formulated;

undergrounding of overhead networks; and

whether there should be alink between achieved or reported performance on

quality of supply and price control revenue, and if so what form this should
take.
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5

COMPETITION AND SUPPLY PRICE RESTRAINTS

Introduction

5.1

5.2

5.3

5.4

5.5

The initid supply price controls put in place by the Government at VVesting regulated
chargesto fina users of dectricity and applied to amost al the customers of the PESS
supply businesses. The subsequent development of supply price controls has reflected
the development of competition in supply.

From Vesting, customers with a maximum demand above 1MW were alowed to
choose a competitive supplier. From 1 April 1994 access to competition was extended
to customers with a maximum demand above 100 kW. In resetting the supply price
controls from April 1994, OFFER took the view that above 100 kW customers would
be adequately protected by competition, and that removing price controls from that
sector of the market would be conducive to increasing competition. Revised price
controls were put in place to protect those customers with a maximum demand below
100 kW, who could not yet take advantage of the competitive market.

The market was scheduled to be fully open to competition in 1998. In considering
what controls should apply from April 1998, OFFER concluded that larger customers
under 100 kW would be adequately protected by competition, and that further reducing
the scope of price controls would again be beneficid to competition. As a safeguard
for smaler customers, for whom competition would be likely to take time to become
fully effective, maximum price limits were set in relation to tariffs for domestic and
smal business customers (“designated customers’) for the two years 1998/99 and
1999/2000.

Customers are best protected by competition. In considering whether price restraints
should be continued beyond March 2000, and if so over which set of customers, it will
be necessary to take account of the development of competitive activity for different
groups of customers. Since competition can be expected to develop over time, it will
also be necessary to look ahead, at the prospective state of competition over the next
few years. Price redtraints can prevent, restrict or distort competition. In considering
the interests of customers today, it is important not to undermine the protection of
customers interests tomorrow. In doing so, and in making decisons about price
restraints, it will be important to take account of the feedback between continued price
restraintsand competition.

This approach would be consistent with the Government’ s proposal in the Green Paper
on utility regulation. It proposesto insert anew primary duty requiring utility regulators
to exercise ther functions in the manner best calculated to protect the interests of
consumers, wherever possble and appropriate through promoting effective
competition. The Government says that, in defining the interests of consumers, due
weight should be given to their longer- and medium-term interests as well as to their
immediate or short-term interests.



Development of Competition Above 100 kW

56  Competition has developed strongly in those parts of the dectricity supply market
which are dready open. Table 22 and Figure 2 below show the aggregate market
shares for first and second tier supply for over 1 MW customers and 100 kW-1 MW
customersin England and Wales. The graph and tables show anumber of features:

second tier supply has been more extensive for larger customers than
sndler cusomers. Market shares of second tier suppliers have a al
times been higher for over 1 MW customers than for 100 kW-1 MW
customers,

second tier supply developed faster in the 100 kW-1 MW market, which
opened later, and is now at a higher level than it was in the 1 MW
market after acomparable period of time; and

market shares of second tier suppliers have steadily increased over time
in both markets.

TABLE 22 NON-FRANCHISE MARKET SHARESIN ENGLAND AND WALES

- OF SITESSUPPLIED (%)
Over 1MW | 1990/1 1991/2 1992/3 | 1993/4 | 1994/5 | 1995/6 | 1996/7 | 1997/8

Mar ket % % % % % % % %

Firg Tier 72 64 68 63 56 49 43 37
REC 4 10 12 19 23 26 29 33
Second Tier
All Others 24 26 20 18 21 25 28 30
100 kW-1 MW 1994/5 1995/6 1996/97 1997/8
Mar ket % % % %

Firg Tier 75 68 62 59

REC 20 26 31 32

Second Tier

All Others 5 6 7 9

Note: All othersincludes National Power, PowerGen, Nuclear Electric, Magnox,
ScottishPower, Hydro-Electric and independent suppliers.
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FIGURE 22  NON-FRANCHISE MARKET SHARESOF SECOND TIER
SUPPLIERSIN ENGLAND AND WALES-SI TESSUPPLIES (%)
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57 A moredetaled pictureis given by OFFER’s survey of suppliers, which provides data
on the number of sites supplied second tier in sub-groups of customers within the two
broad categories. These cover the ranges 100 to 300 kw, 300 kW-1 MW, 1 MW-5
MW, 5 MW-10 MW and over 10 MW as shown in Figure 3.

FIGURE 3: NON-FRANCHISE MARKET SHARESIN ENGLAND AND
WALES-SZE OF SITE SUPPLIED (%)
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58  In Scotland competition has been introduced on the same timetable as in England and
Waes. The same characteristics apply as described in paragraph 5.6. However, as can
be seen in Table 23 and Figure 4 below, the extent of second tier supply has been less
than in England and Wales. Further, second tier sales continue to be dominated by
ScottishPower and Hydro-Electric, with less than 15 per cent of al second tier saes
made by other second tier suppliers. Customers, suppliers and others have expressed
concern about the development of competition in Scotland.

TABLE 23: NON-FRANCHISE MARKET SHARESIN SCOTLAND - SITES
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SUPPLIED (%)

Over 1MW 1990/91|1991/92|1992/93| 1993/94|1994/95| 1995/96| 1996/97|1997/98
M ar ket % % % % % % % %
First Tier 96 95 96 99 88 88 84 73
Scottish 3 3 4 6 12 10 11 13
Second Tier
All Others 1 2 0 0 0 2 5 14
100 kw - 1 MW 1994/95 | 1995/96 | 1996/97 | 1997/98
M ar ket % % % %
First Tier 96 93 89 82
Scottish 4 6 9 12
Second Tier
All Others 0 1 2 6
Notes: 1) Scottish Second Tier are sales by ScottishPower and Hydro-Electricin

each other’ s authorised supply aress.
All othersincludes dl sales by the RECs, Nationd Power, Nuclear Electric,

2)

PowerGen and independent suppliers.

3

1997/98 figures are estimates.

FIGURE 4. NON-FRANCHISE MARKET SHARESOF SECOND TIER
SUPPLIERSIN SCOTLAND - SSTESSUPPLIED (%)
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I ntroducing Competition

5.9

The programme for introducing competition in supply below 100 kW envisages that an
initial group of PESs will begin to open their markets in September 1998. A second
group of PESs are expected to open their markets in October, with the remaining PESs
opening their markets by December. In each PES area competition will be introduced
in phases over asix month period. Theinitia phase will include dl half hour metered
and maximum demand customers plus about 10 per cent of other customersin the area.
The second phase includes adl non-domestic customers plus about 40 per cent of
domestic customers. The fina phase will include the remaining 50 per cent or so of
domestic customers. This timetable would mean that al PES areas should be fully open
to competition by about June 1999.

Experienceln Gas

5.10

511

5.12

5.13

It will be helpful to consider the implications of developments in the gas market for
competition in eectricity. Theinitia phase of domestic gas competition was launched
on 29 April 1996, when around 500,000 customersin the South West of England, with
an annua consumption of 2,500 therms or less, were able to choose an dternative
supplier. Competition in gas supply was extended to 1.5 million customers in Devon,
Avon, Kent and Sussex on 10 February 1997; to 2.5 million customers in the North
East of England and Scotland on 1 November 1997; and to al other customers between
February and May 1998.

In the domestic gas market there are some 25 licensed suppliers, anumber of which are
subsidiaries of PESs. Companies with an established reputation in the provision of gas
or dectricity supply have tended to form the core of new entrantsin the gas market.

By June 1998, new entrants supplied around 25 per cent of the domestic gas market in
the South West of England. New entrants acquired a smilar share of the market in
those areas of the South West and South East of England forming phase two of
liberalisation, and did so over a shorter period. There was further evidence of
customers switching more rapidly in areas of Scotland and the North East of England,
where new entrants obtained around a 20 per cent share of the market within the first
elght months after the market was opened there.

New suppliers have entered the domestic gas market offering substantial price
reductions compared to the incumbent. Direct marketing and sales techniques have
been used to provide customers with information. These factors have enabled a broad
range of customer groups to switch supplier. A study published by OFGAS in March
1998" indicates that customer switching has occurred across al socio-economic
categories. Customers within higher socio-economic groups are more likely to switch
supplier a an earlier stage of liberalisation, and customers from lower socio-economic
groups form alarger proportion of switchersat alater stage.

1> Ofgas “ Gas Competition Review: December 1997” A research study conduced by MORI for Ofgas’, March 1998
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5.14

5.15

The circumstances in gas are not directly comparable to those in éectricity. In
particular, the initial extent of discounts offered by entrants in eectricity is likely to be
lower than those observed in the gas market to date. Entrants in the electricity market
are aso faced with the present integration of PES supply and distribution activities, and
the PES monopoly over metering services until 2000.

The development of competition in gas does however indicate that domestic customers
are interested in alternative suppliers. It is likely to have raised customer awareness of
the scope for choice in dectricity also. Severa companies are now offering joint
electricity and gas contracts effective when the dectricity market opens.  This may
provide customers with further benefits and increase the extent of take up of second tier
supply in electricity.

Assessing the Development of Competition

5.16

5.17

In responding to the February 1998 consultation paper a number of ECCs stressed the
importance of a careful assessment of the development of competition. Other
respondents argued that there should be no presumption that price restraints will be
required after the year 2000. OFFER will be monitoring closely developments in the
market. The key issuesfor the review will be to assess the devel opment of competition
and whether price restraints for some categories of customers remain appropriate.

In assessing the development of competition it may be relevant to look at, amongst
other things:

the number of competing suppliers and the range of offers on price and
other terms;

the history of entry and exit of suppliersto and from the market;

any evidence that suppliers base their business decisons and price
setting behaviour on the prospects of customer subgtitution in response
to relative price changes,

actua and prospective changes in suppliers costs, prices and profit
margins,

how suppliers compete in the market and differentiate themselves to
customers (in terms of advertisng, the importance of branding and
quality of service);

any evidence on how the price restraints have impacted on competition
in different PES areas and for different categories of customers,

whether there are potential suppliers not presently in the market that
would be likely to enter in the event of a change in circumstances, such
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as a price increase by the origind suppliers or a relaxation in price
restraints,

any evidence of barriersto entry;

the extent to which customers would incur costs in switching from one
supplier to another and the time that customers would need to organise
such ashift; and

the extent to which dal the above factors vary between types of
customers and PES aress.

5.18 It will aso be useful to consder the impact of developments in the gas market and the
extent to which the eectricity and gas markets have converged.

Revisng the Restraints

519 The existing maximum price restraints were set for two years until 31 March 2000.

When a decision needs to be made about their replacement there will be relatively little
experience on which to assess the development of competition. In the event that some
regulatory redtraint over PESS prices continues to be necessary after 2000, the
following issues will need to be considered, in the context of ensuring that any revised
restraints do not have an unduly adverse impact on the development of competition or
new entry.

Role of Non-discrimination Provisons

5.20

521

The PESs are subject to non-discrimination provisons in their licences, which require
them not to discriminate unduly in setting pricesto their customers or to set predatory or
onerous prices. The condition provides for these redtrictions to be relaxed as
competition is established, and removed when competition is effective. Nevertheless,
PESs would continue to be subject to the constraints of general competition law. This
will be strengthened in the future when the Competition Bill becomes law, which will
introduce genera prohibitions on anti-competitive agreements and abuse of dominant

position.

In circumstances where competition is not yet fully effective, the licence provisons
prohibiting non-discrimination and onerous pricing provide a valuable protection for
customers. It isfor consderation whether the enforcement of these provisions, without
the application of specific price restraints, would be sufficient to protect customers from
April 2000.

Form, Scope and Duration of Price Restraints
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5.22

5.23

5.24

5.25

If price restraints remain necessary, it will be important to ensure that their form and
scope do not unduly distort the devel opment of competition.

The present price restraints establish maximum levels for tariffs applying to domestic
and small business customers. This form of control provides reassurance to customers
that they will be protected and will benefit from the competitive market. It also
increases incentives on PESs to purchase efficiently, provides targets for competitors to
am at and avoids the difficulties and potentia distortions of cost pass-through controls
and associated correction factorsin a competitive market. If aprice restraint is required
in future it seems likely that it will be of a smilar form to the present maximum price
restraints, in the sense that it will not involve cost pass through.

The present maximum price restraints cover al domestic customers and small business
customers with a demand of less than 12,000 kWh per year. In considering the scope
of any future price restraint it will be necessary to consder the actua and prospective
development of competition for different groups of customers. For instance, it may be
that competition develops faster for smal business customers than for domestic
customers, or for direct debit customers than for customers who use a different payment
method. If this proves to be s0, it might suggest that the scope of the new restraint
should be restricted to domestic customers, or to particular groups of domestic
customers such as those on prepayment meters.

Given the relatively rapid rate at which competition has developed in the non-franchise
market and in the gas market, a short duration for any restraints might be most
appropriate, perhaps with an explicit provison to remove or extend them after a short

period.

Level and Approach

5.26

5.27

5.28

There are five main elements of cost to be consdered in revising the leve of any
restraint: generation, transmission, distribution, supply business margin and the Fossil
Fuel Levy. The Levy was added to the price restraints rather than included within it,
and it may be sensible to continue this.

Generation costs represent the largest component, and presently comprise two
elements. the cost of buying dectricity through the Pool and the cost of hedging Pool
pricerisk (for example, through contracts for differences). Since the end of the five-year
coal-backed contracts for differences a larger proportion of demand has been covered
by short-term purchase contracts.  The fina outcome of the Government’s review of
energy sources for power stations will be relevant in assessing generation costs in the
future, as will progress in establishing new wholesale dectricity trading arrangements,
and competition, new entry and potentia divestment in the generation market.

Most charges levied for the use of the transmission and distribution systems are subject
to price controls. A new transmission price control in England and Walesis dueto take
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5.29

5.30

531

5.32

effect from April 2001. The present distribution price controls will be replaced at the
same time as the supply price restraints.  As the distribution price control review
proceeds, more information will become available on the proposed future level and
form of distribution charges.

The review will consder the present attribution and allocation of operating costs and
non-operational capital expenditure between distribution and supply and the appropriate
future attribution and allocation of costs between distribution, supply and metering. It
will be important to ensure that competition is not restricted by costs properly
attributable to potentially competitive activities being alocated to monopoly activities,
thereby favouring suppliers who aso have distribution activities. The existing supply
business margin was set on the basis that PESs could cover certain operating costs and
earn a 1% per cent return on turnover. PESs have argued that such amargin is unduly
low, and adisincentive to competition. The review will need to consider this point.

PESs expressed different views about the method used to set the present price restraints
and the resulting relative levels of price restraints as between PESs. Some said that the
margins over costs differed significantly, and will result in different prospective price
reductions when competition opens. These pointswill need to be consdered in the light
of experience.

The present price restraints sought to ensure that no group of customers would be
worse off as a result of competition. A large number of restraints related to the then-
exigting tariffs of the PESs, with restrictions on changes that could be made and a
process for gpproving such changes. As competition develops this may become
burdensome and unnecessary. The need to monitor dominant suppliers will remain but
it is for consgderation whether the number of price restraints for each PES could be
reduced to one or two.

In setting any price restraints, it will be relevant to consider potential future movements
in codts, as discussed. But thisis not to say that any remaining price restraints should
automaticaly be moved up or down in pardld with such prospective movements in
cost. They could be left at their present leve, thereby allowing the benefits of any future
cost reductions to come from competition rather than from tighter price restraints. This
would promote the growth of competition, and enable the benefits to be passed to
customers by rival suppliers.

Supply Business Service Standards

5.33

The Government’ s Green Paper on utility regulation notes that in competitive markets,
alight gpproach to regulation of service standards may be appropriate, possibly based

on a requirement to publish comparable quality of service performance indicators and
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5.34

5.35

5.36

comparable information on prices, in aformat agreed with the Regulator.

OFFER has sat Overal and Guaranteed Standards of Performance for the PESs under
Sections 39 and 40 of the Electricity Act. Most of these standards relate to activities of
PES digtribution businesses, but some gpply to PES supply businesses. These include
standards relating to speed of response to customer queries, to making and keeping
appointments, and to ensuring that firm meter readings are obtained. OFFER does not
have power to set Standards of Performance for second tier suppliers. However, the
amended second-tier licences require licensees to publish reports on performance in a
number of important aspects of customer service.

The review will need to assess, in the light of the development of competition, whether
forma Standards of Performancein relation to supply issues continue to be appropriate.
This will need to be consdered against the background of the proposa in the
consultation paper on the separation of businesses that the present distinction between
supply businesses and second tier suppliers should end, and that al suppliers should be
placed on the same legidative footing. If this proposal is implemented, the
Government will need to consder whether powers to set Standards of Performance
should bein relation to al suppliers, or only some, or abolished atogether.

S0 long as PESs remain dominant suppliers, there could be advantages in the existing
Standards being maintained on PESs. These Standards have provided a significant level
of protection for customers. However, there would be advantages in the evolution of
sarvice levels beyond this being determined by customer choice.

Energy Efficiency Standar ds of Performance

5.37

5.38

Under Section 41 of the Electricity Act OFFER may determine Standards of
Performance for PESs on the efficient use of dectricity by consumers. Standards were
first set for PESs in England and Wales in April 1994 and for the Scottish PESs in
April 1995, These ran until March 1998. New Standards have been set to run from
April 1998 to March 2000. They require PESs to undertake projects aimed at achieving
specified levels of energy savings. The costs of meeting the Standards (about £1 per
customer ayear) were taken into account in setting the present supply price restraints.

The Electricity Act makes no provison for Energy Efficiency Standards of Performance
for second tier suppliers. Imposing an energy efficiency obligation on PESs, without a
similar obligation on second tier suppliers, could distort competition between PESs and
second tier suppliers.  Since competition for small customers would take time to
develop, OFFER concluded that there was a case for continuation of the Standards for
atrangtiond period after 1998, provided that this could be done on a scale that did not
unduly distort competition or adversely affect the interests of customers. Schemes under
the extended Standards are to focus on customers covered by the supply price restraint,
particularly those least likely to benefit from competition initially.
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5.39

5.40

541

It is necessary to consder whether Energy Efficiency Standards of Performance on
PESs should continue for a further period after 2000. As competition in supply
develops, it will become increasingly difficult to set Standards for PESs aone without
distorting the market. Even if the Standards gpplied to al suppliers there could be a
possible adverse impact on energy service companies and on competition between
electricity and gas.

As noted earlier the consultation paper on separation of businesses proposes that new
legidation to implement the Green Paper proposals should remove the present
distinction between PESs and second tier suppliers. If this is implemented the
Government will need to consder whether the present power to set the Standards of
Performance should relate to al suppliersin future, or just to some, or be withdrawn.

The Government has proposed in its Green Paper that Ministers should give guidance
to regulators on socid and environmental objectives. Where Ministers wish to
implement measures with significant financial implications for consumers or
companies, the Government would seek appropriate new legd provision. It is not yet
clear how or when the Government will implement these proposals. They would seem
to imply that the Government might at some future date take responghbility for any
energy efficiency obligations on eectricity licensees.

| ssuesfor Congderation

542

Views are invited on any aspect of competition and supply price restraints, and in
particular on:

the appropriate approach to assessing the development of competition
and the impact of pricerestraints,

the future role of the non-discrimination provisons in protecting
customers,

the appropriate approach if some price restraints seem to be required;

what criteria might be relevant to a decison on whether or not to
continue Energy Efficiency Standards of Performance on PESs.
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6

SCOTTISH TRANSMISSION PRICE CONTROLS

Introduction

6.1

6.2

The initid Scottish transmission controls were set by the Government at Vesting for a
period of 4 years, and then revised by OFFER for a further 5 years from April 1994
until March 1999. In February 1998, OFFER’s consultation paper on the Scottish
Transmission Price Controls set out the case for deferring the transmission price control
review for a year to alow the transmisson and distribution price controls to be
reviewed together. A subsequent document in March 1998 proposed to extend the
existing transmission price controls until March 2000 on the basis of adlowing each
company the same leved of tota revenue in rea terms in 1999/2000 as is dlowed in
1998/99. In April 1998, the Scottish companies accepted this proposdl.

Scottish Hydro-Electric and ScottishPower are vertically integrated companies which
generate, transmit, distribute and supply electricity. They own and operate both the
transmisson sysem and the distribution syssem in ther areas.  Although the
companies transmisson and distribution activities are required to be in separate
businesses, and are subject to separate price controls, each company has now integrated
the management of its transmission and distribution systems under a common “power
sysems’ business.

Financial Performance

6.3

6.4

Table 24 shows the turnover, operating cost and HCA operating profit of the
transmission businesses of the two Scottish companies since Vesting, taken from the
regulatory accounts. Table 25 shows the cash flow Statement of the transmission
businesses over the same period.

Schedule 7 of Hydro-Electric’'s licence dlows for a cross-subsidy known as Hydro
Benefit from its generation business to its transmission and distribution businesses. In
its May 1995 report on Hydro-Electric the MM C suggested that the availability of the
cross-subsidy should be retained and it is shown as a separate item in Tables 24 and 25.
Hydro Benefit is explained in more detail in paragraphs 6.17 to 6.19.
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TABLE 24:

1996/97 PRICES

TRANSMISSION BUSINESSES PROFIT AND LOSS ACCOUNT IN

1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

£m £m £m £m £m £m £m
ScottishPower
Turnover 108 106 119 123 120 119 126
Operating Cogts (37) (42) (60) (55) (56) (51 (49)
Operating Profit 71 64 59 68 64 68 77
Operating Profit 66 60 50 55 53 57 61
as a% of turnover
Hydro-Electric
Turnover 49 35 42 50 46 47 50
Operating Cogts (29) (28) (26) (29) (28) (27) (26)
Operating Profit 25 7 16 21 18 20 24
Operating Profit 51 20 38 42 39 43 48
as a% of turnover
Provision for 13 13 13 13 13 0 0
Hydro-Benefit
Adjusted 38 20 29 34 31 20 24
Operating Profit
Adjusted 78 57 69 68 67 43 48
Operating Profit
as a% of turnover

Note  Hydro-Electric stopped reporting Hydro Benefit in its regulatory accountsin 1995/96.
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TABLE 25: SCOTTISH TRANSMISSION BUSINESSES: CASH FLOW

STATEMENT IN 1996/97 PRICES

1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95 | 1995/96 | 1996/97

£m £m £m £m £m £m £m
ScottishPower
Operating cash flow 70 75 71 72 68 78 87
Interest paid 0 0 2 2 0 0 0
Capitd expenditure (15) (42) (62) (28) (12) (21 (26)
Receiptsfrom sales 0 0 0 0 0 0 1
Customer contributions 6 11 13 8 1 1 0
Net cash inflow 61 44 20 49 56 58 63
Hydro-Electric
Operating cash flow 33 11 19 29 28 24 30
Capitd expenditure (22 (29 (27) (29) (29 (20) (12)
Customer contributions 0 0 2 2 0 0 0
Net cash inflow 11 (8) (6) 2 9 14 18
Hydro-Benefit 13 13 13 13 13 0 0
Adjusted Net Cash Inflow 24 5 7 15 22 14 18

Note: Hydro-Electric sopped reporting Hydro Benefit in its regulatory accounts in 1995/96

6.5

6.6

The Tables show a somewhat unsystematic pattern of turnover, operating profit and
operating cash flow over time. In part, this reflects the way in which the price controls
have related to the number of units transmitted, as explained in paragraph 6.10. There
has been a fall in operating costs under the present control. Operating profit as a
percentage varied considerably; in the four years 1993/94 to 1996/97 it ranged between
53 and 61 per cent for ScottishPower, with an average of 56 per cent, and between 39
and 48 per cent for Hydro-Electric with an average of 43 per cent (excluding Hydro
Benefit).

Table 25 shows a variable path of capital expenditure by the transmission businesses.
However, on average, it was lower over the last three years than over thefirst four. The
combination of increasing operating cash flows and falling capital expenditure has led
to arisein theleve of net cash inflow provided by the transmission businesses over the
last three years.

Form of the Contral

6.7

The transmission price controls limit the total regulated revenues of the transmission
businesses. The present maximum allowed revenues are derived by applying a
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6.8

6.9

6.10

specified average revenue per unit to a specified projection, made at the time the control
was s, of the number of units which would be transmitted. The projection of units
included units exported across the interconnector. This projection of units, rather than
the number which are actudly transmitted, is the revenue driver of the control. (Chapter
3 explained that a Smilar projection of cusomer numbers was used in setting the
distribution price control.)

The dlowed average revenue per unit is indexed to the percentage change in the RPI
minus an X factor, plusacorrection factor which alowsfor any over or under-recovery
in the previous year. The one year extension of the control will fix the total regulated
revenue of the transmission businesses rather than specify a unit charge and a projected
number of units.

The form of the transmission price control will be for consideration, taking into account
the issues discussed in Chapter 3 on the form of the distribution price control. In 1996
OFFER concluded that an RPI-X control continued to be appropriate for NGC's main
transmission price control. No arguments have been made by the Scottish companiesto
adopt adifferent form of contral.

The present transmission price controls set an X factor of 1 per cent for ScottishPower
and 1.5 per cent for Hydro-Electric. There have however been large differences
between the year-on-year price movement implied by RPI-X and the actua movement
in the average transmission charge per unit from one year to the next. The differenceis
due partly to the combined effect of over and under recoveries and partly to the
differences between the projected quantity of units transmitted, on which the control
was based, and the number of units that were actudly transmitted. The latter
differences manly reflect the delay to the expected capacity upgrading of the
Scotland/England Interconnector as a result of delays in planning permission for the
North Yorkshire line. Some uncertainty still exists on the timetable for upgrading this
line, and hence on the expected future capacity of the interconnector. The review will
consder how far the quantity of units transmitted should be incorporated into the price
control formula and the method by which this might be done.

Scope and Duration of the Contral

6.11

The present price control does not cover the total revenue of the transmisson
busnessess The charges for the use of the pre-Vesting capacity on the
Scotland/England Interconnector are at present within the price control but are set at
zero. Transmission use of system revenue is used to meet the costs associated with the
pre-Vesting Interconnector capacity. That is, users of the Scottish transmission system
pay for the cost of the pre-Vesting interconnector capacity. ScottishPower says in its
charging statement that thisis to reflect the economic and security benefits provided by
the pre-Vesting Interconnector to al Scottish customers. It will be for consderation
whether this remains appropriate.



6.12

6.13

The charges for some of the transmission services provided by the Scottish companies
are outside of the price control. These excluded charges cover the connection charges
for post-Vesting assats, certain charges for EHV customers and some charges
associated with the use of the Scotland/England Interconnector including those for the
use of post-Vesting capecity. As is the case for distribution connection charges
(discussed in Chapter 3) customers have the opportunity to seek a determination from
the Director Generd on the level of any individua connection charge, and this may
provide sufficient protection. Consideration will be given, as part of the review, to
whether it is still appropriate for these charges to remain outside the price control, and
whether there are any charges presently insde the price control that would be more
appropriately outsideit.

As regards the duration of the new control, a longer period (say 5 years) may promote
more cost savings by the companies than a shorter period would, which would
ultimately be to the benefit of consumers. A shorter duration (say 3 years) would
reduce the possibility of unanticipated outcomes. OFFER’s consultation paper on
Separation of businesses suggested the advantages of separate ownership of the Scottish
transmisson businesses. A further paper is planned on trading arrangements in
Scotland. Both of these aspects may have implications for the duration of the contral.

Setting the Control

6.14

6.15

6.16

Chapter 3 outlined issues to be considered in the review of distribution price control.
For the transmission review, aSmilar analyss of costs will be required. ScottishPower
and Hydro-Electric will be asked to report actual and forecast operating costs and
capital expenditure for 1993/94 to 2005/06 and will be asked to explain the variance
from their previous forecasts and the assumptions made in setting the present control.
The business plans will also help OFFER to analyse the cost drivers of the transmission
business and inform conclusions as to the efficiency of the business. They will aso
assst decisions on the appropriate alocation of costs between the digtribution and
transmission businesses.

An important aspect of the transmisson price control review will be to assess what
levels of expenditure are required to maintain and where necessary upgrade the
transmission network. This anadysis will consider separately investments to maintain
and upgrade interconnector circuits. It will involve assessing the quality of service
delivered by the transmisson networks. The engineering consultants appointed to
advise on the distribution price control review have also been appointed to advise on
these aspects of ScottishPower’s and Hydro-Electric’s capita expenditure plans. The
consultants appointed to review the operating cost of the distribution businesses for al
14 PESs will aso advise on the scope for efficiency savings in transmission operating
costs.

The present control was set using a 6 per cent real pre-tax cost of capital applied to a
caculation of the market value of the transmission businesses at Vesting, uprated for
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inflation and new investment. As noted in paragraph 3.56, this market value was close
to the CCA value of the assets at that time. The 6 per cent cost of capital was not
inconsgstent with the MMC report on British Gasin 1993. The MMC had concluded
that a cost of capita between 6.5 and 7.5 per cent would represent an appropriate
weighted cost of capital for British Gas. Stock market evidence at that time suggested
that ScottishPower and Hydro-Electric were perceived by investors as less risky than
British Gas, and the transmission business itself was seen as less risky than each
company as awhole. OFFER concluded that a cost of capital of around 6 per cent was
appropriate.  The present review will consider more recent evidence. It will look at
price control reviews of other network utilities, including NGC. As described above,
the MMC has dso consgdered the case of NIE and Hydro-Electric's distribution
business. It will be for consderation whether a 6 per cent return continues to be an
appropriate estimate of the cost of capital, and whether the previous bass for asset
vauation would continue to be appropriate, taking into account the issues discussed on
the distribution price control.

Hydro Benefit

6.17

6.18

6.19

As noted in paragraph 6.4, Schedule 7 of Hydro-Electric's licence alows for a cross-
subsidy known as Hydro Benefit from the generation business to the transmission and
digtribution businesses. The transfer provides for the relatively low operating costs of
the hydro resources of the generating business to be used to offset potentially higher
charges to customers in the transmission and distribution businesses, where such higher
charges might result from climatic and geographic characteristics of Hydro-Electric’'s
area. At present the maximum amount alowed by the licence condition is £40 million
ayear in 1990/91 prices uprated annudly by inflation.

In its report on Hydro-Electric in 1995, the MMC gpplied a hydro benefit of £29.2
million a year (at 1994/95 prices) to the Didribution Business, to make Hydro-
Electric's didribution charges comparable to ScottishPower's.  The present
transmission price control does not make use of the cross-subsidy available, asthiswas
not required to ensure that Hydro-Electric’s transmission charges were a a leve
comparable with those of ScottishPower. The MMC suggested that the availability of
the cross-subsidy should be retained in case it became necessary to gpply it to
transmission in the future.

The MMC dso said that if there was wider restructuring of the Scottish eectricity
industry the cross subsidy should be continued, with arrangements being put into place
for atransfer from the generation business to the transmission business even if it were
under separate ownership. The present review will assess the scope for hydro benefit
and the extent to which it should be agpplied to the transmisson and distribution
businesses.
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Structureof Transmisson Charges

6.20

6.21

6.22

6.23

(i)

6.24

The present price control congtrains the aggregate level but not the structure of the
Scottish companies transmission charges. The structure of these charges needs to
comply with the relevant conditions of the transmisson license, such as the non-
discrimination obligations, and to be consstent with the transmisson licensees
datutory duties to develop and maintain an efficient and economica system of
electricity transmisson. For Scotland, the Satutory duty to facilitate competition in the
supply and generation of eectricity gpplies asif the duty were to make the transmission
sysem available to competitors on terms which neither prevent nor restrict such
competition.

Transmission chargesfal into three main categories:.

connection charges, to cover the cost of assets providing connections
between the transmission system and either generating stations or distribution
networks or individua premises,

use of sysem charges, to cover the costs of indaling, operating and
maintaining the transmisson systems, other than costs recovered in
connection charges; and

charges or adjustments for transmission losses, calculated by applying aloss
adjustment factor to the metered quantity for which use of system charges are

payable.

The broad structure of these charges is common to ScottishPower and Hydro-Electric.
However, this structure differs from that of NGC, and there are differences between
ScottishPower and Hydro-Electric in the detailed design of these charges.

The previous review of the transmission price control in Scotland did not, as it did in
the case of NGC, consider the charging structure in any detail. Over time, various
suggestions have been made for revising the present structure, including by independent
generators, suppliers, customers and the companies themselves. The present review
will consider whether changes are gppropriate.

Connection Charges
Connection charges cons s of:

an entry charge paid by generators to cover the cost of assets deemed
necessary to connect and accept generation onto the transmission system; and

an exit charge, to cover the cost of assets associated with connections to the
distribution network and certain customers with premises directly supplied
from the transmission system.



6.25

6.26

6.27

6.28

6.29

(i)
6.30

In addition ScottishPower and Hydro-Electric may make a metering and administration
chargeto cover the cost of providing and reading meters.

New connections to the transmission system generdly result in additional or different
power flows which may creste a need for system reinforcement. The companies
charging statements provide that where it can be shown that reinforcement is required
for the sole benefit of anew connection, the new entrant is charged accordingly. Thisis
potentidly important in parts of Hydro-Electric’s licensed area where transmisson
condraints can result in high connection costs for new generation. In January 1998,
Hydro-Electric issued a consultation paper on transmission constraints and connection
costs which discussed the treatment of reinforcement costs. The review will consider
the dlocation of connection cogts, including reinforcement costs, between new and
existing customers. One particular issue for consderation is whether any reinforcement
costs required soldly by users of the Interconnector should be paid for by those users.

Hydro-Electric’s consultation paper also invited comments on aternative policies for
the recovery of generator connection costs. At present, the costs of a new connection
are determined from the estimated costs to meet the requirements of a firm connection.
An “interruptible” connection, built to a lower level of security, would in generd be
chegper than a firm connection. Independent generators have argued for an
interruptible connection to be available as an option north of the main transmisson
congraint in Hydro-Electric's licensed transmisson area.  The transmission price
review will condder this, taking into account comments by users and the possible
implications for competition, other users and renewable energy.

A number of large users and potential competitors have drawn attention to the scope for
further competition in connections. In Scotland, a user connecting to the distribution
system may opt to appoint a preferred contractor to carry out those parts of the work
involved in the connection which are open to competition. That work is referred to as
“contestable” work. The transmission pricing review will consder whether a user
connecting to the transmission system should also have the option of appointing a
contractor to carry out some of the connection work.

In June 1995, ScottishPower published proposas to rebaance its transmisson charges
by reducing use of syssem charges and increasing the connection charges paid by
customers. This matter was deferred for consideration as part of the transmission price
control review. In view of the subsequent deferment of the price control review this
issue will be considered at an early part of the review process.

Use of Syssem Charges
Use of system charges relate to the costs of instaling, operating and maintaining the

transmission systems, other than costs recovered in connection charges. They consst
of:



6.31

(iii)

6.32

6.33

an infrastructure charge for the provison of firm capacity across the
transmission system. The infrastructure generation charge is applied to al
connected generation capacity, and the infrastructure demand charge is
applied to al connected distribution networks and directly-connected
premises with demand; and

a system service charge to cover the cost of providing a core network having
stable voltage and frequency, and which is gpplied to al chargeable demand.

The dructure of use of system charges in Scotland differs in many respects from
NGC's. Hydro-Electric has a Common Tariff Obligation (an obligation not to
differentiate prices to tariff customers by location) set out in Part V, Condition 4 of its
licence. A comparable licence obligation applies to al suppliers operating Hydro-
Electric's area. Whilst recognising these obligations, independent generators say that
there may be a case for some geographica differentiation of use of system charges.
Following NGC's price control review, its use of sysem charges are now
geographically differentiated so as to reflect, in part, the distance-related costs arising
from the prevailing direction of electrical power flows. Nether of the Scottish
companies charges are geographicaly differentiated at present. Transfers of ectricity
between the two transmisson systems attract generation charges only from the
company in whose area the generator is located and demand charges only from the
company in whose area the demand is located. It will be for consideration whether
there is a case for some differentiation of use of system charges in Scotland and
whether use of system charges should be restructured to provide incentives to reduce
transmission constraints.

Transmission L osses

In Scotland the costs of transmission losses are recovered using a different charging
procedure to that used in England and Wales. Under the Scottish transmission licences,
each company’s charging statements includes a schedule of adjustment factors to be
made in respect of transmission losses, in the form of additiona supplies required to
cover the transmission losses. In England and Wales, the costs of transmission losses
are recoverable through the Electricity Pool. At present the Pool recovers these costs by
measuring the actua percentage of losses, about 2 per cent a present, and
correspondingly adjusting the chargeable demands taken from the Pool. For the future
Pool Members have resolved to adopt geographicaly differentiated transmission loss
factors which more closdy reflect the costs involved. Thelr resolution was upheld by
the Director General on apped, but the Director Generd’ s decision is now subject to an
application for judicia review.

In Scotland, users have said that the level of losses assumed in the charging formula
may be greater than actual losses. Embedded generators have suggested that their
charges should reflect any reduction in losses that may arise from their generation
activities. The review will consider these points and whether the level of charges for
transmission losses and the basis of calculating these charges should be revised. The



review will aso consder whether the pricing formula should be restructured to provide
the transmission licensees with an incentive to reduce transmission 10Sses.

6.34 ScottishPower has argued that there would be advantages in introducing a separate
system sarvice charge. It says that second-tier suppliers, contracting with independent
generators and using a contract form to avoid resduas, make no payment for ancillary
services provided by the host PES. Thiswill be considered.

Other Issues

6.35 Setting the price control will be taken forward within the wider context of the PES and
other reviews presently taking place and in particular taking into account the
implications of work on the following issues, which are discussed in turn below:

the further separation of the transmission business, indicated in the OFFER
consultation paper on separation of supply and distribution;

the costs and operation of the trading arrangements to support 1998;

the further development of trading arrangementsin the light of the Review of
Electricity Trading Arrangementsin England and Wales,

the determination on access to the interconnector and any developments
arising therefrom; and

any OFREG decison on the proposa for the eectrica interconnector
between Northern Ireland and Scotland.

6.36 Inthe consultation paper on separation of businesses OFFER raised a number of issues
for consultation about the structure of the industry in Scotland, in the light of concerns
from users, independent generators and second tier suppliers. The paper indicated that
there was now greater potential for competition in both generation and supply, but that
industry structure and regulatory framework are increasingly perceived as obstacles. It
is for congderation whether and how changes in these respects might improve the
development of competition in Scotland.

6.37 The consultation paper on the separation of businesses indicated the need to consider
changes to licensing arrangements in respect of second tier supply and settlement
obligations, as contained in Conditions 23 and 24 of Part V' of the composite licences.
The changes might involve the transfer of these obligations from the supply to the
transmission businesses. Any licence modifications would depend on the outcome of
the consultation on the separation of businesses. It would be for consideration whether
this would impact on the costs and revenues of the transmission licensees.



6.38 The present trading arrangements have been designed to support the opening of the

6.39

6.40

6.41

domestic dectricity market in Scotland and have involved a substantial development of
new systems and commercia arrangements. Unlike in England and Wales, some of
these relate to generator trading arrangements. Recovery of the costs of developing
System Data Provison and Generation Registration Services will be consdered in the
price control review. Any implications of deferring the transmission review by one year
will also be considered.

The present trading arrangements are in place until March 2000. They will be reviewed
as part of the process of selecting new arrangements to come into operation after that
date, and a consultation paper will be issued later thisyear. Thiswill take into account
the conclusions of the Review of Electricity Arrangements in England and Wales. At
present trading is on the basis of bilateral contracts, with system operation undertaken
by ScottishPower and Hydro-Electric in their respective areas. It will be for
consideration how this might develop further, whether in the form of a trading pool or
continuing with bilateral contracts. EC Directive 96/92/EC, which concerns the
common rulesfor the interna market in electricity, could aso be relevant.

ScottishPower’s transmission business operates the interconnector between Scotland
and England, and owns the Scottish part of it. The interconnector’s capacity is shared
under contract between ScottishPower and Hydro-Electric. Under the terms of both
companies transmission licences, capacity is required to be made avallable to other
parties on a non-discriminatory basis. A consultation paper on the interconnector will
be issued shortly, in response to requests for determinations by certain generators
seeking to use the interconnector.

The proposed interconnector between Scotland and Northern Irdland has received
planning consent, and is presently being examined by OFREG. A decision to proceed
with the interconnector with Northern Irdland may have implications for the
transmission business.

| ssuesfor Congderation

6.42

Views areinvited on any aspect of the Scottish transmission price control, and in
particular on:

whether the transmission price control should continue to be an RPI-X
control;

what the relationship there should be between dlowed revenue and the
quantity of units transmitted;

what assumptions should be made as to operating costs, capital expenditure,
cost of capital and asset vauation;
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whether the charge for the use of the pre-Vesting capacity on the
| nterconnector should continue to be set at zero;

whether any of those charges presently outside the price control should be
insde and whether there are any other charges inside the control that should
be outside;

the appropriate duration of the price control;

whether the present structure of connection charges remains appropriate
including with respect to

the alocation of connection costs, including reinforcement, between
new and existing users,

the demarcation of connection and use of system assets;
the introduction of anon-firm connection option;

the scope for adlowing users to undertake connection work
themsalves,

the method used to recover the cost of connection including the cost
of capitd;

the balance between connection and use of system charges,

geographical differentiation of charges and incentives to reduce
transmission congtraints; and

chargesfor transmission |osses.



7

PREPAYMENT METER CUSTOMERS

Introduction

7.1

7.2

7.3

7.4

7.5

Since Vesting there have been reductions in average eectricity prices for al groups of
customers. Over that period, domestic customers have seen real reductions of about 20
per cent. Domestic and small business customers will be further protected by price
restraints during the introduction of competition, until March 2000. Concerns have,
however, been expressed - most recently in the Government’s Green Paper on utility
regulation - about the implications of liberalisation of the eectricity market for certain
groups of disadvantaged customers, including those on low incomes. In its Green
Paper, the Government stated that an aim of the regulatory system should be to ensure
efficiency, choice and fairness in the provision of eectricity and gas to disadvantaged
customers. It asked the gas and dectricity regulators to prepare adetailed action plan to
meet thisaim. The two regulators published their action plan on 25 June 1998.

Concerns have focused in particular on customers who pay for their energy through
prepayment meters (PPMs). The number of dectricity customers who pay in this way
has increased significantly in the years since Vesting, doubling to some 3.8 million over
the eight years to 1998. On average, 15 per cent of domestic eectricity cusomers are
now supplied on this basis. The proportion varies by PES, ranging from 9 per cent
(Northern) to 23 per cent (ScottishPower). The proportion of domestic gas customers
served by pre-payment meter is much lower, at about 5 per cent.

PPMs are varioudy chosen by customers to assist in budgeting or to avoid the need for
security deposits. They can dso be cdibrated to recover debt. Data provided by the
PESsindicates that the proportion of PPM customers who are repaying debt varies by
company, from about 5 per cent in the case of London and Southern, to nearly 30 per
cent for Y orkshire and SWALEC.

PPM customers are typicaly charged more for their eectricity than those paying by
other methods. At present this amounts to about £15 per customer per year compared
to standard domestic quarterly tariffs, dthough there are wide variations between
companies, ranging from about £9.50 for Midlands to nearly £26 for SWALEC.
Hydro-Electric does not make additional charges for PPMs, and offers these customers
a discount on unit rate rates to reflect what it sees as the cash flow advantages of
prepayments, making its PPM tariff cheaper than its standard domestic quarterly tariff.

ECCs and other consumer bodies have raised concerns about these higher charges.
They note the variations in charges between companies and are not convinced that these
reflect the net additional costs. Most argue that the surcharges should be reduced or
removed, and that there should be greater incentives on PESs to reduce the relevant
costs. They are concerned that the higher costs fall on customers who, to a significant
extent, are those least able to meet them.

89



7.6

7.7

7.8

7.9

7.10

The new supply price redraints give PPM customers the same minimum price
reductions as corresponding customers on quarterly payment tariffs. They dso place
efficiency incentives on companies. They are intended to protect PPM customers from
unjustified price increases, and alow them to benefit from the competitive market.

There has been a tendency to equate customers who pay through PPMs with
disadvantaged or low income cusomers. The Green Paper notes, however, that there
is no straightforward relationship between the two. Many disadvantaged customers
have PPMs. Recent market research for OFFER by MORI indicated that about half
PPM customers are “low income”’ customers (those in receipt of Income Support or
Family Credit). The Green Paper notesthat nearly half of PPM users are lone parents.

The MORI research suggested, however, that only about half of low income customers
have PPMs, and that the remainder use other methods to pay for their dectricity. In
addition, half of all PPMs are used by those who are not on “low income’ as defined.
Many customers - regardless of income level - choose them as a helpful way of
budgeting for their consumption of eectricity (or in some cases repaying debt). Indeed,
the MORI research found that 82 per cent of PPM customers were elther totaly or very
satisfied with PPMs as a payment method, suggesting that they are relatively content
with present arrangements.

The use of particular payment methods, such as prepayment, as a proxy for
disadvantage or low income is therefore imprecise. This should be recognised when
assessing what further might be done to ensure that disadvantaged and low income
customers are not excluded from the benefits of competition.

Againg this background it isimportant that a number of arrangements are in place: first
to ensure that there are incentives for PESs to improve the efficiency and reduce the
costs of PPMs, while protecting PPM customers from being overcharged; second to
ensure that PPM customers are able to participate in the competitive market; and third
to ensure that PPM customers are protected as regards standards of service.

Examination of PPM Costs

7.11

Table 26 shows for each PES the level of additiona PPM chargeson 1 April 1998 and
the total additiona charge for a customer with atypica demand of 3300 kWh per year,
compared to standard domestic quarterly tariffs.



TABLE 26 PREPAYMENT METER CHARGES FOR DOMESTIC CUSTOMERS

(LAPRIL 1998)

PES Additional Unit rate Annual Value | Net Additional
Standing Discount p/kwh | of Unit Rate PPM Charge
Charge Discount £ £ per year
£ per year (€ @

Eastern 11.96 0.00 0.00 11.96
East Midlands 21.20 0.00 0.00 21.20
London 17.89 0.22 7.26 10.63
Manweb 21.20 0.10 3.30 17.90
Midlands 9.48 0.00 0.00 9.48
Northern 21.88 0.20 6.60 15.28
NORWEB 23.42 0.22 7.26 16.16
SEEBOARD? 13.50 0.08 2.64 10.86
Southern 18.00 0.09 297 15.03
SWALEC 29.52 0.11 3.63 25.89
South Western 16.00 0.15 4.95 11.05

Y orkshire 23.60 0.00 0.00 23.60
ScottishPower 16.22 0.00 0.00 16.22
Hydro Electric 0.00 0.13 4.40 -4.40
Average 17.42 0.09 3.07 14.35
Notess 1 Cdculated assuming an annua consumption of 3300 KWh.

2 SEEBOARD’s PPM surcharge includes a discount of £1 per quarter over the credit
standing charge.
3 Fourth column = first column less third column.
7.12 Theadditiona costs which companies claim as judtification for these additiona charges
derive from two sources:

those incurred by the distribution business in purchasing, ingaling and
maintaining PPMs (reflecting their higher costs, shorter working life and
lower rdiability); and

costs falling on the supply business in providing a network of fecilities

to sdl tokens or recharge keys, and in  handling smal cash payments,

offset to some extent by earlier or more secure payments for eectricity.
7.13 The last supply price review noted considerable differences in claimed costs between
PESs, reflecting differences in metering technology, in the number and type of PPM
customers, in the methods of alocating cogdts, and in the companies efficiency. It
pointed out that, Since the level and attribution of many of the costsinvolved potentialy
overlap between distribution and supply businesses, a full andyss of the Stuation
would need to await the joint review which is the subject of this consultation.
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7.14

7.15

OFFER will carry out afull examination of al the costs of PPM services, including the
costs of the meters themsealves, the infrastructure for accepting payment, and the various
costs of hbilling, meter reading, customer service, maintenance, debt collection and so
on. It will compare costs across PESs which have different metering technologies and
policies. Questionsto consider will include:

the scope for the development of smpler, more reliable, and lower cost
PPMs,

the benefits to PESs of the earlier recaipt of payments and the reduction
inther costs of recovering debt;

the extent of prospects for competition in the provision of PPM services;
and

the scope for dternativesto PPMs.

The review will consder the treatment of any additiona charges with respect to the
price controls. At present the PPM surcharges made by the distribution businessto the
supply business are excluded services and so outside the scope of the distribution price
control. It is for consderation whether this should remain the case. Charges by the
supply business to PPM customers fall within the scope of the supply price restraint,
which as explained above was set to ensure that PPM customers received the same
minimum price reductions as other domestic customers. It will be for consderation
whether any further supply price restraints should continue to limit charges to PPM
customers, and if so what form they should take and a what level the limits might be
.

Compsetition for PPM Customers

7.16

7.17

During 1998 and 1999 competition in the supply of eectricity is being introduced
across the country for domestic customers.  Customers will be able to choose the
supplier which offers the best combination of price and quality of service. To enable
PPM customers to benefit from competition, speciad arrangements have been put in
place to allow second tier suppliers access to the PPM infrastructure operated by PES
supply businesses. In devel oping arrangements for the further separation of distribution
and supply, careful consderation will need to be given to the treatment of PPM
infrastructure. Any proposals should seek to protect PPM customers in the short-term
without restricting or distorting competition to supply them in the longer term.

The Government and OFFER are concerned to ensure that all groups of customers
have the opportunity to benefit from competition. OFFER has been asked to monitor
the impact of competition on different classes of customers. Systems are being put in
place to collect relevant information. \When this becomes available it may be necessary
to consder whether anything further needs to be done to ensure that PPM customers
can fully participate in the market.
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Service Standardsfor PPM Customers

7.18

7.19

7.20

In its consultation paper last October on the scope for improvements in Guaranteed and
Overadl Standards, OFFER identified a need for measures to strengthen protection for
PPM customers. To that end, a new Guaranteed Standard is being introduced requiring
PESsto repair PPM faults within 3-4 hours.

The consultation on Standards and the associated market research by MORI suggested
that other areas of PPM services were aso of concern to customers. These included
access to charging points and to PPM outlets, the speed of repair of faulty charge
points; and the speed of replacement of faulty keys (or equivaent for PESs who do not
use key-based systems). OFFER therefore asked PESs to draw up their new Codes of
Practice on payment methods based on specific targets for these services. The review
will assessthe scope and need for Standards covering these services.

The work outlined in this Chapter forms an important component of the action plan
covering disadvantaged customers which OFFER has submitted as part of its reply to
the Green Paper.

| ssuesfor Congderation

7.21

Views are invited on any aspect of prepayment meter services, including those covered
intheaction plan, and in particular on

the scope of the study of the costs of PPM services,

whether the revenue from distribution business PPM surcharges should
continue to be excluded from the distribution price control;

whether further steps need to be taken to enhance the ability of PPM
customers to participate in the competitive market;

whether supply price restraints should continue to apply to PPM customers;
and

the scope and need for further Standards of Performance covering PPM
services.
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8.1

8.2

SUMMARY OF RESPONSES TO THE FEBRUARY 1998 CONSULTATION
PAPER

The February 1998 consultation paper described the programme of work and reviews
to be undertaken over the next two years in relaion to the 14 Public Electricity
Suppliers (PESs). This section summarises the responses to the consultation paper on
issues related to the reviews of distribution and metering price controls, quaity of
supply standards, competition and supply price restraints, transmission price controlsin
Scotland and prepayment meters.

Forty responses were received from a wide range of interested parties - 14 PESs,
8 Electricity Consumers Committees (ECCs), and 18 others. A list of respondents is
set out in Annex 1.

Viewsof Public Electricity Suppliers

1)
83

8.4

85

8.6

Digtribution and Metering Price Controls

Of those PESs that commented on the form of the price control there was support for
continuation of RPI-X as it provides agppropriate incentives towards efficiency. One
PES suggested that revised price controls could be set for a period of ten years, since
investment decisons are based on long-term considerations. Another PES suggested
that revised price controls should be set for aperiod of five years.

A number of PESs dressed that the analysis of operating and capital costs should
identify relative efficiency, treat companies on a consstent basis and take account of the
operating conditions within each PES area.  Some PESs expressed concern about
certain issues being revisited during the price control review. In particular, PESs
argued that the gpproach to the vauation of distribution business assets should not be
re-opened. It was suggested that any change to the method could lead to an increasein
regulatory risk which would need to be reflected in a higher cost of capital.

Other issues raised included the need for an explicit recognition of environmenta
obligations and their impact on the level of cogts, whether the funding for the energy
efficiency Standards of Performance should be collected through the distribution price
control, and the need to review the role of the tariff basket mechanism in the revenue
driver of the price control.

There was a general concern among PESs that if there is a separate price control on
metering activities it would be important to assess the potential impact of the level of
the control on the development of competition. One PES argued that any price control
should incorporate sufficient headroom to alow potential competitors to recover costs
and an adequate level of return. It suggested that this would encourage the
development of competition. There was aso a concern that the present obligation on
PESSs to provide customers with meters could lead to stranded metering assets when



8.7

ii)
8.8

8.9

competition isintroduced in 2000. It was argued that any price control should include
an alowance to cover the potentid costs of stranded assets. A number of PESs also
argued that OFFER should review the allowance for data management services to
include the recovery of costs not covered by the present arrangements.

Quiality of Supply

There was a genera concern that if enhanced quality of supply targets are put in place,
any associated capita investment and operating expenditure should be alowed for in
setting the price control. A number of PESs argued that OFFER should undertake
customer research to assess the appropriate bal ance between improved quality of supply
standards and prices. One PES suggested that OFFER should examine how PESs have
performed in terms of total expenditure againg the existing quality of supply targets. It
also identified a number of areas that revised standards should focus on. These
included the overal minutes lost per year, number of interruptions, length of
interruptions, provison of information during interruptions, and accuracy of supply
voltage. It dso argued that an overal quaity measure should be developed for PES
disribution businesses, based on system rdiability and performance aganst the
Guaranteed and Overal Standards of Performance. Another PES suggested that if
more uniform quality of supply standards are introduced this may have a sgnificant
impact on codts, particularly in PES aress that are sgnificantly different in terms of
geography, state of the network and customer density.

Competition and Supply Price Restraints

Of those PESs that commented most indicated that there should be no presumption that
price restraints would be needed after 2000. One PES suggested that it may be
appropriate to protect customers through non-discrimination conditions rather than with
price restraints. Another expressed the view that price restraints would not be needed
unless there was no development of competition in generation. There was aso a
concern among some PESs that competition in Scotland may not develop to the same
extent asin England and Wales. PESs generally argued that if price restraints were
extended the coverage should be reduced. One PES argued that if the coverage is
restricted to a small group of domestic customers it may be appropriate to set revised
price restraints for a period of more than three years. Another PES argued that the
method used for establishing the existing maximum price restraints was flawed and that
any revised control should be based on a consistent application of purchase cost
assumptions across al PESs.

Transmisson Price Control in Scotland
Few PESs commented specifically on the Scottish transmission price controls. One
PES commented that it welcomed a thorough review of transmisson charges in

Scotland. Another PES argued that it will be important to consider the comparators
against which operating and capital efficiencies might be assessed.
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v)

8.10

Prepayment Meter Customers

There was general support for the review of arrangements for PPM customers. One
PES suggested that it may be appropriate to place the PPM surcharge within the scope
of regulated revenue. It argued that this would provide greater incentives towards
efficiency and might lead to lower surcharges. Another PES suggested that the
provision of the prepayment infrastructure could be treated as part of the distribution
business, rather than as part of the supply business.

Viewsof Electricity Consumers Committees

1)

811

8.12

8.13

ii)

8.14

Digtribution and Metering Price Controls

Of those ECCs that commented on the form of the control there was support for the
continuation of RPI-X price controls. One ECC suggested that revised price controls
should be st for a period of five years. Two ECCs expressed concern at the lack of
competition in new connections. Ancther ECC highlighted the importance of
distribution losses. It suggested that targets and pendties could be introduced to
increase incentives towards energy efficiency. A number of ECCs argued that the
price control review should include a rigorous assessment of the gppropriate level of
distribution business capita expenditure.

One ECC suggested that OFFER should consider the issues associated with joint meter
reading and the possibilities for increased use of remote meter reading technology.
Another ECC commented that it would support measures to promote competition in
metering as this could lead to an increased level of service and lower costs. One ECC
argued that OFFER should ensure that in any revised arrangements relating to metering
it is clear where the responsibility for detecting metering interference lies.

Quiality of Supply

The mgjority of ECCs highlighted the importance of quality of supply. Severd ECCs
suggested that more detalled targets should be set and that these should be more
gringent than the present targets. One ECC suggested that PESs may have little
incentive to ingtall underground cables on the digtribution network. Another ECC
expressed concern about the possible costs of setting more stringent Standards.

Competition and Supply Price Restraints

Severad ECCs commented on the assessment of the development of competition. One
welcomed the proposal to monitor the development of competition across al customer
groups. Another suggested that the review should include an assessment of the
standards of service offered by suppliers. One other ECC expressed the view that price
restraints should continue for five years, with the possbility of removd if necessary. It
also suggested that the funding of the energy efficiency Standards of Performance

9%



8.15

should be continued under revised arrangements. Another ECC suggested that this
could be financed through the distribution price control.

Prepayment Meter Customers

There was generd support among the ECCs for the review of arrangements for PPM
customers, particularly the proposa to examine dl the costs of prepayment services.
Two ECCs suggested that the focus of the review should be widened to consider al
customers on low incomes rather than solely PPM customers.  Two aso expressed
concern at the possibility of PPMs leading to customers being sdlf-disconnected from
their eectricity supply.

Views of Other Parties

1)

8.16

8.17

8.18

Distribution Price Controls

One respondent commented that much of the work associated with the price control
review would involve looking at the operating costs of the PESs and that there should
be complete transparency in this area. Another respondent suggested that the funding
for the energy efficiency Standards of Performance should be recovered through the
digtribution price control. It aso commented that the price control review would
provide an opportunity to reconsider incentives towards energy efficiency.

A number of respondents stressed the importance of devisng arrangements for
metering and meter reading which encourage the development of competition. One
respondent said that it is unclear which of the costs associated with metering and data
sarvices are covered by the existing distribution price control. Two other respondents
said that independent meter operators should be encouraged to enter the market and that
an alowance should be made for the difficulty that new entrants may face in competing
with incumbent suppliers of metering services. They also argued that in a competitive
market it should not be necessary for PESs to continue to be obliged to provide data
management services. Another respondent argued that PESs should adopt a consistent
approach towards the depreciation of metering assets. It suggested that without this
there could be significant differences between PESsin the prices charged for selling or
leasing of metering equipment.

Quiality of Supply
One respondent suggested that the focus of the review of quality of supply should be
extended to include aspects of customer service such as the provision of bills and other

information in dternative formats, compliance with Codes of Practice, and customer
satisfaction.
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ii)

8.19

8.20

Competition and Supply Price Restraints

One respondent suggested that important factors in the development of competition are
the level of customer awareness and the ease with which customers can change
supplier. It dso suggested that any barriers to entry into the supply market should be
removed. Another indicated that it intends to undertake aregular independent survey of
the competitive market. One respondent argued that it will be important to consider
whether the competitive market will encourage energy efficiency measures. Another
respondent suggested that unless price restraints are absolutely necessary they should
not be extended after the year 2000. It argued that price restraints have an adverse
impact on the development of competition in the generation market.

Prepayment Meter Customers

One suggested that the review of arrangements for PPM customers should be more
widdly defined and should be extended to consider the availability and fairness of
supply to al domestic customers. One respondent said that it would be important to
analyse dl the costs and benefits of PPMs.  Another respondent said that OFFER
should ensure that prepayment meter services are provided by the PESs on a non-
discriminatory basis.

98



ANNEX 1

LIST OF RESPONDENTSTO FEBRUARY 1998 CONSULTATION PAPER

1 Public Electricity Suppliers

East Midlands Electricity
Eastern Electricity
London Electricity
Manweb

Midlands Electricity
Northern Electric
NORWEB

Scottish Hydro-Electric
ScottishPower
SEEBOARD

Southern Electric
Southern Western Electric
SWALEC

Y orkshire Electricity

2 Electricity Consumers Committees

East Midlands ECC
Eastern ECC
Midlands ECC
North West ECC
South East ECC
South WaesECC
South West ECC

Y orkshire ECC

3 Other Respondents

British Gas

CBI

Centre for Utility Consumer Law, University of Hull
Coalfiedld Communities Campaign - Y orkshire
Consumers Association

Dundee City Council

Electricity Association

Energy Savings Trust

Enron

Findhorn
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First Hydro

VO Energy

Nuclear Electric

Powermet Ltd

Quadrant Consultants

Roya Nationd Institute for the Blind
Scottish Electricity Settlements
Unison Energy

100



ANNEX 2

THE MMC'S CALCULATION OF HYDRO-ELECTRIC'S DISTRIBUTION PRICE
CONTROL

In its report on Hydro-Electric the MMC used present value caculations to estimate the
revenues which Hydro-Electric's distribution business would require over the price control
period 1995/96 to 1999/2000.

The MMC cdculated the present vaue of cash outlays on operating costs and capital
expenditure during the period, plus a vaue for the opening assets less a value for the closing
assats. It then calculated a price control which had the same present value of revenues as the
present value of costs. Allowance was made for the fact that some of Hydro-Electric's costs
and revenues refer to excluded services and were not part of the price control, and for Hydro-
Benefit.

Line 1 of Table 27 sets out the MMC' s projections of operating costs net of depreciation. Line
2 sets out projections of network capita expenditure and line 3 projections of non-operationa
capital expenditure. Line 4 adds these together and line 5 discounts these totals to give present
vaues. Over thefive years of the control the present vaue of these outlaysis £457.9 million.

Line 6 notes the opening value in 1995/96 of the assets assumed to be in existence at the
beginning of that year, and the present value of the closing balance in 1999/2000 of the assets
assumed to be in existence at the end of that year. The opening asset vaue was derived from
the calculations set out in Table 28. The MM C used the same approach to calculate the closing
vaue, with depreciation calculated assuming an asset life of 20 yearsfor those assets existing at
Vesting and 40 years for subsequent network capital expenditure. The difference in present
values between the 1995/96 and 1999/2000 asset values of £128.2 million represents a return
on the value of assetsin the period.

Line 7 shows the sum of the present value of the cash outlays plus the present value of the
assatsin the period, totalling £586.1 million.

TABLE 27 MMC’'S CALCULATION OF HYDRO-ELECTRIC’S DISTRIBUTION
BUSINESS COST S (1994/95 PRICEYS)

1995/96 | 1996/97 | 1997/98 | 1998/99 | 1999/2000 | TOTAL
1. Operating Costs 60.7 5905| 583 57.1 56.0
2. Network Capital Expenditure 435 432 | 438 44.1 44.6
3. Non-Operationa Expenditure 6.7 56 53 56 50
4. Total Cash Outflow 1109| 1083| 107.4| 106.8 105.6
5. PV of Cash Outflow 107.2 97.8| 90.7 84.3 779| 4579
6. PV of Asset Vauesat 7% 563.0 -4348| 1282
7. 586.1
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TABLE 28: MMC'S CALCULATION OF HYDRO-ELECTRIC’S DISTRIBUTION
ASSET BASE (1994/95 PRICES)

1990/91 | 1991/92 | 1992/93 | 1993/94 | 1994/95
Opening Value 5234| 5346| 5344| 5361| 5451
Depreciation Q72| ©@r9| (87| (7] (310
Network Capital Expenditure 38.4 27.7 30.4 38.7 489
Closing Value 5346| 5344| 5361| 5451| 5630

The total of £586.1 million in Table 27 represented the present value of the revenue that the
MMC considered HE would need to raise in order to cover its alowable cash outflows and
earn a7 per cent return on its asset value. The MMC calculated that the continuation of the
existing price control would raise revenue with a present value of £462.1 million, which fell
short of this amount. However there was an additiona source of revenue, the Hydro-Benefit,
which could be transferred from the generation business to the distribution business in
accordance with Schedule 7 of Hydro-Electric’'s PES licence. In deciding how much Hydro-
Benefit should be used to reduce Hydro-Electric’s distribution charges the MMC considered it
appropriate set distribution charges by reference to the historic relationship between Hydro-
Electric’s charges and those of ScottishPower. Taking thisinto account the MM C decided that
an appropriate relationship would be established and maintained if Hydro's price control
required it to reduce prices by 0.3 per cent in 1995/96 followed by reductions of 2 per cent a
year for the next 4 yearsin line with the RPI-X price controls then applying to ScottishPower
and the RECs. The MMC calculated that this would need an annua Hydro-Benefit of £29.2
million. Table 29 shows the MMC's projections of distribution business revenue, including its
assumption of £29.2 million per year in Hydro-Benefit. The present vaue of revenue and
Hydro-Benefit is £586.1 million, which is equal to the present value of costs and return on
assetsshown in Table 27.

TABLE 290 MMC’S PROJECTIONS OF HYDRO-ELECTRIC’S DISTRIBUTION
BUSINESS REVENUE (1994/95 PRICES)

1995/96 | 1996/97 | 1997/98 | 1998/99 | 1999/2000 | TOTAL
Regulated Revenue 105.2 104.6 103.8 1029 102.1
Unregulated Revenue 55 53 51 50 4.8
Hydro-Benefit 29.2 29.2 29.2 29.2 29.2
Totd 139.9 139.0 138.1 137.2 136.2
PV of Revenue a 7% 135.2 125.6 116.6 108.2 100.4 586.1

102




ANNEX 3

THE VALUE OF THE CAPITAL OF THE DISTRIBUTION BUSINESSES AT
FLOTATION

The last distribution price control review included caculations of the value of capital invested
in the digtribution business. 1n making these caculations the value of capita invested was split
into two components, the initial capital as it stood at flotation and the investment made since
then. Chapter 3 explains the broad gpproach to these issues. This annex sets out the
caculations made at the time of the last distribution price control review of the vaue of the
initial capital at flotation.

As explained in Chapter 3 the approach to valuing the initial capital involved caculating an
initia market vaue for each PES and adjusting this in order to trandate it to a value for the
distribution business.  Theinitid market value for each PES was caculated by adding avaue
of its net debt to avalue of its equity. The process differed dightly as between the RECs and
the two Scottish PESs.

The value of each REC' s net debt was estimated by taking the nominal value of debt shown in
the REC privatisation prospectus (issued in November 1990) and adjusting it to a market value
to reflect differences between the market rate of interest in 1990 and the rate of interest
necessary to service the debt. Thiswas converted to a net figure by adjusting for the short term
cash position shown in the prospectus. Similar calculations were made for the Scottish PESs,
based on the privatisation prospectusissued in May 1991. The value of net debt for each of the
PESsisset out in Table 30.

TABLE 30: VALUE OF PESs DEBT

Nominal Value of Debt | Market Subtract Snort- | Ny
in Prospectus£m Value of Term Cash Debt

Debt £m Em £m
Eastern 263 269 (29) 298
East Midlands 127 124 (42) 166
London 310 303 185 118
Manweb 63 68 (52 120
Midlands 120 117 (34) 151
Northern 164 163 65 98
NORWEB 153 167 (39 206
SEEBOARD 125 128 2 130
Southern 295 286 84 202
SWALEC 25 25 (11 36
South Western 80 89 (45) 134
Y orkshire 189 186 32 154
TOTAL REC 1914 1925 112 1913
ScottishPower 34 426 (120) 316
Hydro Electric 232 257 3 254

103




The vaue of equity for each REC was calculated from the market value of its shares. The
market price for each REC was initidly quoted on a partly paid bass. This needed to be
adjusted to take account of the future payments due on the shares. The cost (discounted at 10
per cent) of future instalments, payable on the shares in October 1991 and September 1992,
was added to the share price at the close of business on the first day’s trading (in December
1990). This adjusted market price was multiplied by the total number of shares to derive the
market vaue for each REC's equity. Similar calculations were made for the Scottish PESs,
based on afirst day share price in June 1991 and further instalments payable in May 1992 and
April 1993. These calculations are shown in Table 31.

TABLE 31: PESS MARKET CAPITALISATION

Firs Day Valueof Total No. of Mar ket

Share Future Shares Capitalisation

Pricef Lnstalments £ million £m
Eagtern 1.480 1.237 2.717 269.9 733
East Midlands 1.505 1.237 2.742 218.1 598
London 1.420 1.237 2.657 218.1 579
Manweb 1.660 1.237 2.897 118.7 344
Midlands 1.440 1.237 2.677 209.4 561
Northern 1.425 1.237 2.662 1231 328
NORWEB 1.520 1.237 2.757 172.7 476
SEEBOARD 1.420 1.237 2.657 127.4 338
Southern 1.500 1.237 2.737 269.9 739
SWALEC 1.640 1.237 2.877 1015 292
South Western 1.500 1.237 2.737 123.1 337
Y orkshire 1.595 1.237 2.832 207.3 587
TOTAL 5911
ScottishPower 1.150 1.233 2.383 814.8 1942
Hydro-Electric 1.220 1.233 2.453 3834 941

Table 32 adds together the values net debt and equity for each PES, as derived from Tables 30
and 31.
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TABLE 32: VALUE OF NET DEBT PLUSEQUITY

Value of Net Debt Value of Equity Initial Market Value

£m £m £m
Eastern 298 733 1031
East Midlands 166 598 764
London 118 579 697
Manweb 120 344 464
Midlands 151 561 712
Northern 98 328 426
NORWEB 206 476 682
SEEBOARD 130 338 468
Southern 202 739 942
SWALEC 36 292 328
South Western 134 337 470
Y orkshire 14 587 741
TOTAL REC 1813 5911 7724
ScottishPower 316 1942 2258
Hydro-Electric 254 941 1195

In order to derive a vaue for each REC distribution business, it was necessary to adjust the
initid market vaue of each REC for the vaue of its other businesses and its shareholdings in
NGC. For the purpose of setting the price control it was assumed that the RECs other
business activities had a zero value. OFFER considered a number of approaches to splitting
the initial market value of the REC between the distribution business and the REC's
shareholding in NGC. Tables 33 and 34 show two such approaches.

In Table 33 the split is made for each REC according to the ratio of its distribution business
CCA net asset vaues to its share of NGC's CCA shareholder funds. A number of RECs
criticised this gpproach because it implied different implicit value for ashare in NGC from one
company to another. For example, a 1 per cent shareholding by London would be vaued at
£218 + 10.5=£20.8 million, whereas a 1 per cent shareholding by Southern would be valued
at £318m + 11 = £28.9 million. Table 34 shows a modification of this approach in which the
aggregate vaue of the REC shareholdingsin NGC and the aggregate value of their distribution
businesses are calculated in proportion to the aggregate CCA vaues of the two sets of
businesses. The resulting aggregate value are consistent with the aggregate vaues caculated in
Table 33. Each REC's sharesin NGC is then valued on a consistent basis by multiplying the
proportion of each REC's shareholdings in NGC by the value of NGC's shareholders funds.
The vaue for each REC' s distribution business is then derived by subtracting the value of its
NGC shareholding from itsinitial market value.

TABLE 33: HYPOTHECATION OF INITIAL MARKET VALUESON THE BASS
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OF CCA ASSET VALUES

Share- NGC CCA net | Digtribution | Initial Value of Value of

holdingsin | assetsallocated | CCA net Market | holdingsin | digtribution

NGC % by share assets£m Value | NGCE£m £m

(@) holdings £m 3 £m 5) (6)

) (4)
=(1) x 4363
Eastern 125 545 1246 1031 314 717
East Midlands 84 367 920 764 218 546
London 105 458 1008 697 218 480
Manweb 55 240 627 464 128 336
Midlands 9.2 401 964 712 209 503
Northern 6.5 284 572 425 141 284
NORWEB 8.2 358 823 682 207 475
SEEBOARD 7.3 319 631 468 157 311
Southern 11.0 480 941 941 318 623
SWALEC 54 236 415 328 119 209
South Western 6.3 275 687 470 134 336
Y orkshire 9.2 401 851 741 238 503
TOTAL REC 100 4363 9685 7724 2400 5323
Notes

(1) Percentage shareholdingsin NGC as shown in the REC privatisation prospectus.
(2) NGC's CCA shareholder funds as at 31 March 1991 (£4363 million) allocated to each REC according
to the proportion of its shareholdings in NGC. For example, Eastern owned 12.5 per cent of NGC's
shares and so hypothecating NGC' s asset val ue on this basis gives 0.125* 4363= £545 million.
(3) Digtribution business CCA net asst values at 31 March 1991.
(4) Initid market values from Table 32.
(5) Vdue of each REC's haldings in NGC caculated as the proportion of its hypothecated NGC CCA
shareholder funds (see nate 2) to the totd of its hypothecated NGC CCA shareholder funds ditribution
business net CCA asts (see note 3), multiplied by its initid market vdue. For example, Eagtern
545/(545 + 1246) x 1031 = £314 million
(6) Vdue of each RECs digtribution business calculated as the proportion of its digtribution business CCA
net assets (see note 3) to the tota of its hypothecated NGC CCA shareholder funds (see note 2) and
digribution business CCA net assets, multiplied by its initid market vdue. For example, Eastern
1246/(545 + 1246) x 1031 = £717 million.
TABLE 34: HYPOTHECATION OF INITIAL MARKET VALUES WITH EQUAL
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VALUESFOR SHARESIN NGC

Initial Share- \N/g“éeOf Value of

REC M ar ket holdingsin holdin distribution
NGC S |am

Valuefm % £m

) ) (©) 4
Eastern 1031 125 300 731
East Midlands 764 84 202 562
London 697 10.5 252 446
Manweb 464 55 132 332
Midlands 712 9.2 221 491
Northern 425 6.5 156 269
NORWEB 682 8.2 197 485
SEEBOARD 468 7.3 175 293
Southern 941 11.0 264 677
SWALEC 328 54 130 198
South Western 470 6.3 151 319
Y orkshire 741 9.2 221 520
TOTAL 7724 100.0 2400 5323

Notes

(1) Initid market values from Table 32.

(2) Shareholdingsin NGC as shown in the REC privatisation prospectus

(3) Vvaues for holdings in NGC based on the vaue for the RECs tota shareholdings in NGC (£2400
million) as derived in Table 33 gpportioned between the RECs according to ther percentage
shareholdings in NGC. For example, the value of Eagtern’s holding in NGC was cdculated as
0.125* 2400=£300 million.

(4) Vaue of digribution caculated by subtracting the vaue for holdings in NGC from the initid market
vaues. For example, the value of Eastern’ s didtribution business was caculated as £1031 million minus
£300 million giving £731 million

As explained in Chapter 3, the flotation values of the distribution businesses were then uprated
by 15 per cent. The first column of Table 34 shows the range of vaues for the distribution
businesses as calculated in Tables 32 and 33. The second column shows these uprates and the
third column the total uprated values.
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TABLE 35 UPRATE OF REC FLOTATION VALUE

Value of

Distribution | Plus15%
REC £m upr ate Total £m

€3]
Eastern 717-731 108-110 825-841
East Midlands | 546-562 82-84 628-646
London 446-480 67-72 513-552
Manweb 332-336 50 382-386
Midlands 491-503 74-75 565-578
Northern 269-284 40-43 309-327

NORWEB 475-485 71-73 546-558
SEEBOARD | 293-311 44-47 337-358

Southern 623-677 93-102 716-779
SWALEC 198-209 30-31 228-240
South Western | 319-336 48-50 367-386
Yorkshire 503-520 75-78 578-598
Notes

(1) The range derives from the values shown in Tables 33 and 34 for the vaue of the distribution business.

The circumstances of the privatisation of the two Scottish PESs were somewhat different to
those pertaining at the time of the privatisation of the RECs. Investors in ScottishPower and
Hydro-Electric purchased companies with substantial assets in generation and transmission as
well as digtribution. It was therefore more difficult to assess a vaue for the distribution
businesses alone.

In valuing generation assets it was assumed that investors valued the generation assets of
ScottishPower and Hydro-Electric at the same relation to their CCA book vaues asthey did for
Nationa Power and PowerGen. By deducting these values from the total vaue which
investors placed on the two Scottish companies values were derived for distribution close to
their CCA net book values. Scottish Power’s distribution business CCA net book vaue at 30
March 1990 was £1186 million, Hydro-Electric’ swas £464 million.

The September 1994 price control proposals explained afurther adjustment to these values. At
flotation anaysts and others reported that the initia distribution price controls in Scotland were
set on the basis of a 6 per cent return on the CCA book vaue of distribution assets at the time.
However, if the cost of capital for the distribution businesses of the Scottish companiesis taken
to be 7 per cant, as it was estimated to be, rather than 6 per cent as the Government had
reportedly assumed, then this implied that investors placed a lower vaue on the investment
than the CCA book vaue. Accordingly, a vaue lower than CCA net book value should be
used in order to be consistent with the reported basis of theinitia control.

However, as explained in Chapter 3 the MMC rgected this argument and adopted a value for
the distribution business of Hydro-Electric consistent with its CCA net book vaue.
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The numbers set out in Table 35 for the RECs and the numbers for the Scottish companies
described above, formed the basis for the vauation of the flotation assets of the PESs
distribution businesses. In the case of the RECs the implications for the level of price control
allowed revenue for the range of flotation values as set out above was considered. In making
the present value calculations of alowed revenue described in Chapter 3 and Annex 2 a
number of further adjustments were made to these values. First, they were adjusted upwards
by the change in the RPI to take account of inflation. Second, it was assumed that a proportion
of the flotation values would be written off on a uniform annua bass, depending on the
average age of that PES sassetsat Vesting.
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