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Dear Arthur





Distributed Generation: Price Controls, Incentives And Connection Charging. Further Discussion, Recommendations And Future Action





This letter constitutes MicroGen’s formal response to the above Ofgem document, published on 26 March 2002.





General Observations





We welcome Ofgem’s wish to play its part in encouraging the uptake of distributed generation, in particular by identifying short term (i.e. pre distribution price control) measures that can be implemented within the existing regulatory framework.





The specific attention given to domestic combined heat and power (DCHP) is particularly welcome, and we look forward to playing a prominent role in the Distributed Generation Technical Steering Group, and in particular its Microgeneration workstream.





The document offers a good summary of the viewpoints of the various stakeholders engaged in the process and helpfully gives well considered views on general policy and direction in a number of important areas. For those policy aspects where a clear case has been made, the challenge now is to translate these policy directions into specific and precise changes to the array of regulatory, legislative, contractual and other documentation that the electricity industry operates to today. In addition, we believe that some policy aspects would merit further analysis and consideration before arriving at final conclusions.





MicroGen will be launching commercially in the fourth quarter of 2003. We have observed in the past that relevant code and license changes in the electricity industry often take place with effect from 1 April to coincide with the regulatory accounting year. Consequently, we believe that a number of key industry documentation changes will need to take effect from 1 April 2003. Specific examples are mentioned below on an issue-by-issue basis. 





Our more detailed comments cover the following areas: metering, connection – both commercial and technical aspects, the 28 day rule, and longer term (price review) issues. For the first three of these, our conclusions are sequentially numbered for ease of reference.


�
Metering





Ofgem has put forward the view that the measurement of both imports and exports is a necessary minimum. We believe this is one area in particular where some detailed analysis would assist in determining the right way forward, and we refer to a specific need for a cost / benefit analysis below. 





We have a number of comments in this area, broadly relating to settlement requirements, metering and installation costs, cost / benefit analysis, cost sharing arrangements and legal / contractual / regulatory requirements. As explained below, we believe Ofgem’s figure of £15 to be a considerable underestimate of the true costs involved.





Settlement Requirements





To date, little work has been done in quantifying the errors in the settlement process that may result from not metering imports and exports separately. A working group set up by Elexon at the request of the Balancing and Settlement Code panel has looked at this issue in more detail recently. The group’s preliminary findings indicate that, in a worst-case scenario, a “do nothing” approach to metering would result in supply volume allocation errors quantified at £37.50 per annum for each customer installing DCHP. It is important to stress that this is a worst-case scenario, and that whilst this error can be reduced by progressively more complex (and therefore expensive) metering solutions, it can never be eliminated without moving to full half-hourly metering. We fully agree with Ofgem’s view that half-hourly metering for small generators is likely to be expensive, and the implicit conclusion that it is therefore not suited to domestic scale generation.





Profiling as a solution





Whilst we would accept that only limited data will be available in the early years of DCHP uptake, in the longer term profiling offers a cheap and effective mechanism for both reducing errors in settlement and for rewarding electricity exports from the customer’s premises. A pragmatic approach would be to ensure that during the early years, proper, representative samples of the population are selected and monitored with a view to developing full profiles for DCHP customers. During the period that this takes place, the volumes of DCHP penetration are likely to be relatively low. This would avoid completely the need to undertake any metering work, and therefore also avoid potentially prohibitive up-front costs (see below).





Metering and Installation Costs





MicroGen’s preliminary analysis shows that the labour costs of changing a meter are £35 - £175 (see attached breakdown in Attachment 1). The cost of the meter must be added to this. This varies depending on the type of meter required. The work done by the Elexon working group referred to above indicates that a multi register Standard Time Of Day (SToD) meter provides greatest flexibility in the future for allowing greatest value to be obtained from DCHP in the early years, so our cost estimate is based on this type of meter, and pricing discussions with metering manufacturers.





We note Ofgem’s quoted figure of £15. From our discussions with metering manufacturers, this appears to be based on the most basic, single-direction recycled electromechanical meter. Such a metering solution may require the addition of extra equipment to ensure that the existing meter continues to operate correctly, and there may be insufficient physical space in the consumer’s installation for two meters. Consequently, our assessment is based on the assumption that a full meter change will be necessary in the majority of situations. In any event, the installation cost of a meter change is unlikely to be materially different from a meter change, because the labour implications are similar.





Our estimate of the overall cost of meeting Ofgem’s suggested approach of basic import / export active power measurement is as follows:





Meter Capital Cost		£60


Installation				£35 - £175


Total					£95 - £235





Cost / Benefit Analysis





In considering a cost / benefit analysis for required metering changes, there are two perspectives to consider. One of these is the value of the exports, and the other the costs that result from GSP volume allocation errors. 





For the first of these, DCHP export volumes are likely to be trivial� when compared to the cost of metering changes to measure them. DCHP is a heat-led technology and analysis of domestic central heating usage and electricity demand profiles indicates a high degree of correlation between heating demand and electricity demand. Export typically occurs during the winter first thing in the morning during the period between central heating and hot water starting and the time that customers become active. 





For the second of these, the Elexon-led working group, as described above, has quantified a worst-case error of £37.50 per annum for a “do nothing” approach. We have speculated that a SToD-based approach may result in a 50% reduction in the errors (i.e. £18.75) introduced compared to the “do nothing” approach. We would welcome Elexon taking a closer look at the reduction in error that various different metering solutions might bring.





Cost of errors under a “do nothing approach”		£37.50 per annum


Error reduction							£18.75 per annum (speculative)


Cost of remedy							£95 - £235 (one-off)





The cost of any metering changes needs to be compared to the likely benefit these changes bring. In this example, on a simple payback analysis, the up-front metering work costs would take anything between five and twelve years to payback. Particularly for the longer payback example, this is well beyond the payback range that most domestic consumers will tolerate when taking individual choices about spending available capital. We therefore question whether the costs of metering changes are justifiable when compared to the benefits they bring.


�
Cost Sharing Arrangements





We agree fully with Ofgem’s view that it is important for consumers to expect a one-stop call for all necessary work to be completed. However, the introduction of up to a further £235 of cost into the supply chain for DCHP would clearly present a serious competitive barrier if this cost had to be borne in its entirety by the installer (and therefore the consumer).





Consideration needs to be given to an appropriate allocation of these costs between the various stakeholders. In particular, the existing meter may have a residual value, the new meter will become a regulated asset on which the meter operator can earn a rate of return, and the meter change is brought about by a largely externally driven requirement relating to avoiding errors in settlement. Consequently, for DCHP to be able to compete effectively, the proportion of costs falling to the installer should be kept to an absolute minimum. 





Clearly, the installer would bear these costs initially, so some means of cost recovery from meter operator will needs to be developed. This could take place through the existing contractual relationship between the meter operator and the supplier / DNO. 





Legal / Contractual / Regulatory Issues





The contractual, procedural and legal issues involved in the installer performing the metering changes are presently onerous. In addition to the installer needing special training, the following additional considerations are relevant:





Legal Requirements - Presently only licensed meter operators or the DNO are permitted to break the incoming supply fuse seal, or the seals on the existing meter. Changes will be needed to a number of regulatory, contractual and possibly legislative documents to facilitate Ofgem’s preferred approach of a one-stop call.





Meter Ownership Issues – Presently the meter operator owns the meter and is responsible for carrying out any necessary work. Meter ownership and management will need to be addressed for the installer to perform the necessary work. We believe this whole area needs significant further discussion, but one possible solution is for the meter operator to continue to own the new meter, and that the installer acts in a similar manner to the present situation where a number of meter operators contract out their installation and maintenance work. In this way, minimum change is required to the regulatory and contractual framework governing meters.





Meter Reading and Return – Every time a meter is changed, the new and old readings will have to be passed to the supplier for billing purposes. In addition, the old meter will have to be returned to the meter operator for recycling or disposal. Associate detailed contractual and procedural documentation will need to be developed.





Our Conclusions on Metering





To conclude, we believe:





The costs of introducing import / export metering may outweigh the benefits. We would like Ofgem to undertake and publish a detailed cost / benefit analysis to inform the eventual view on metering. The work already undertaken by Elexon provides a useful starting point and could form the basis for further detailed work





Profiling remains a viable long term solution. During the time it takes to develop profiles, the errors introduced are unlikely to be significant.





DNOs’ meter connection and testing requirements should be harmonised – should a detailed cost / benefit analysis conclude that metering changes are justified on financial grounds, the requirement to spend up to four hours testing a meter installation presents a serious market barrier for DCHP installations.





The meter operator should bear the cost of any metering changes, and this subsequently recovered through existing regulatory mechanisms. A further way of reducing the impact for customers would be to capitalise the meter and associated costs, and recover these costs over its full lifetime. This would avoid a one-off up-front cost for consumers.





Legal, contractual and regulatory changes should be expedited to allow DCHP installers to perform any necessary work, should a cost / benefit analysis conclude that metering changes are necessary.





The Distributed Generation Microgeneration Workstream referred to in Ofgem’s document will look at all of these metering-related issues in due course. We believe that this, with close involvement from Ofgem, is the appropriate vehicle through which to progress these issues and develop detailed solutions.








Connections





Commercial Arrangements 





We welcome the move to standardise and simplify connections arrangements and pricing and charging mechanisms for DCHP. This is an essential feature of a mass-market product approach for DCHP.  In particular, 





A special connection agreement may not be needed at all for DCHP – the existing standard agreement may be perfectly adequate.





The customer should be completely insulated from any process involving a change of connection agreement. Any additional paperwork or complexity for the customer will act as a competitive barrier for DCHP.





Should a different agreement be necessary, this process should be dealt with automatically between the Supplier and DNO following installation notification. This currently happens when a customer switches supplier, so the processes and systems to facilitate this should already be in place.





We support the move to consider true shallow connection charges – all users benefit from upstream investment in the network, so it is appropriate to spread the associated cost. In addition, this helps DNOs to fulfil their statutory obligation to facilitate competition in generation and supply.





We support Ofgem’s view that there may be no need for site-specific connection charges for DCHP. In fact, it is difficult to see any situation in which an additional connection charge can be justified, particularly if shallow charging takes effect. The output of DCHP units is considerably less than the rating of domestic service cables. Consequently, no extra assets are needed at the point of connection; therefore no extra connection charge can be justified.








Technical Arrangements





As with the commercial aspects of connections, we welcome the move to simplify and standardise technical requirements for connection to the network. In particular:





We fully agree with Ofgem’s view that pre-installation inspection is unnecessary.





Ofgem’s suggestion of a “plain English guide” for DCHP connections is a welcome move. We have encountered widely differing approaches amongst different DNOs. Such differences make it very difficult and costly to manage installation logistics.





The Electricity Association is developing a new Engineering Recommendation, G83, that will apply to domestic scale generation. It is essential that, once finalised, this applies universally, and we believe the most effective means of achieving this will be a reference from the Distribution Code.





DCHP and other forms of Microgeneration should not afford DNOs the opportunity to defer necessary investment in distribution networks. In particular, the tripping of DCHP, which would result in customers losing central heating and hot water heating facilities, must not be used as a mechanism for controlling voltage on the distribution system under normal and predictable operating conditions. Voltage control is a statutory responsibility of DNOs. If a network is not designed to perform within statutory limits once DCHP has been connected, the DNO concerned will need to undertake any reinforcement work necessary to meet the requirements of the law.





There is a need to develop more appropriate governance arrangements for the development and adoption of technical standards such as Engineering Recommendations. We welcome Ofgem’s recent consultation on this subject, and will respond in more detail to that document.





Our Conclusions on Connection Arrangements





Any new connection arrangements should apply automatically, without the need for the customer or the DCHP installer to become involved in any contractual discussions or additional paperwork.





DCHP customers should not be expected to pay additional connection charges - the connection of a DCHP unit does not require any additional assets at the point of connection.





Liaison between the DCHP installer and the DNO is unnecessary, other than routine notification of the connection of a type-certified appliance and installation (to the new G83, when this is issued).





Consumers should not have to go without hot water and central heating for DNOs to control voltage effectively. Under normal system operating conditions, the tripping of generation should not be used as the first line of defence for voltage control in the event that a DNO’s network is unable to deliver performance within statutory limits, regardless of historic network design considerations.








28 Day Rule





We welcome Ofgem’s view that the 28 day rule should not have the effect of preventing long-term contracts for DCHP provision. Whilst we also understand Ofgem’s view that the 28 day rule is considered an important safeguard, it is important to understand why it acts as a barrier to the uptake of energy efficient technology.





Ofgem focuses on the ability to contract for the export from the DCHP unit separately from the supply contract, and points out that this export contract is not subject to the 28 day rule. This may be correct, but export considerations are much less relevant than the reduction in energy consumption that results from installing DCHP. There are a number of important aspects that need to be considered in relation to the 28 day rule, that Ofgem does not discuss in the document:





The 28 day rule prevents the higher capital cost of DCHP from being spread over a longer time period. The changing of a domestic boiler is frequently a large expense for most customers, and often takes place under pressure due to failure of an existing system. The inherently more costly characteristics of DCHP make this worse for customers. Consequently, the ability to offer a comparable up-front price, and recover the additional cost through a longer-term energy contract forms an important part of making DCHP a viable consumer proposition.





The Main Benefit of DCHP is reduced bills, not reward for exports - The main customer benefit provided by a DCHP is a reduction in electricity consumption and therefore energy bills. Savings can be expected to average around 1500kWh per annum per customer. 





The linking of pricing strategy to customer benefits - Given this basic customer benefit, the inability to link the pricing of the unit to the customer benefits it delivers constrains the type of package available to offer the customer. Specifically,





DCHP necessarily contains a significant extra component (the engine) in its design when compared to a conventional boiler. It also requires additional training for the installer. For these principal reasons, the basic installed cost is higher.





One component of a marketing proposition could be where the customer pays less than full price up-front, but the subsequent reduction in energy bill is less than would have been the case had they purchased the DCHP unit outright. Effectively, this is allowing the customer to spread the additional costs of the DCHP unit over a period of time, but utilising the electricity bill as the means of repayment, rather than a conventional lease, loan or hire purchase arrangement. Clearly, this approach cannot work if the customer is able to switch Supplier with only 28 days’ notice.





We note that the Condition 47, 4(a) of the Electricity Supply Licence Standard Conditions allows for the differentiation of electricity supply from goods and services. We do not, however, believe this provision is sufficient to allow proper linking of the cost of a DCHP unit to it’s basic benefit – a reduction in electricity supply costs.





Customer Value to Suppliers – The involvement of a Supplier in the sale of a DCHP may result either in that supplier winning a customer from a competitor, or avoiding the loss of a customer who would otherwise have switched. Customer churn of this nature is a well-understood and analysed concept, and has an economic value, in part related to the cost of persuading a customer to switch. It can also be measured by looking at the acquisition price per customer of supply only businesses�. Consequently, the ability for a supplier to reduce customer churn creates more competitive value for DCHP than would be the case without a Supplier’s involvement.





The “Packaging” of customer benefits - such as the Energy Efficiency Commitment (EEC) - Energy Efficiency is an important feature of DCHP, and the ability to benefit from EEC is key to allowing DCHP to compete effectively against existing boiler technology. Because EEC is administered through Energy Suppliers, a Supplier needs to be introduced into the marketing proposition for DCHP to be able to benefit from the support offered by EEC. Although technically, there is no need for an energy contract to be placed with a Supplier for that Supplier to claim EEC benefits, there are obvious attractions in bundling a number of incentives, including EEC, into one marketing package.








Modifying the 28 day rule to allow longer term contracts to be offered as part of a financing package will allow DCHP access to all of these benefits. This was also a recommendation of the recent Review of Energy Policy� by the Cabinet Office’s Performance and Innovation Unit. 





Our Conclusions on the 28 Day Rule





The 28 day rule should be relaxed in cases where the supply contract is linked to the longer term financing of accredited DCHP.





This relaxation need not take the form of preventing the customer from switching supplier, but would allow the existing supplier to recover the additional cost that the customer did not pay up front at the time of installation (under the existing Supply licence this would be termed a termination payment and would not be allowed).





“Accredited” could mean that the appliance in question needs to carry a certificate issued under the government’s CHPQA programme, or perhaps to carry an EEC or SEDBUK rating in excess of a certain level.





We are developing a detailed financial model to illustrate these points in more detail. For reasons of commercial confidentiality, we are unable to provide further details in a public response such as this, but would like to share this information privately with Ofgem in due course.





 


Longer Term (Price Review) Issues





We welcome Ofgem’s move to reconsider the energy based charging components of the current price control formula. 





There are two particular features of the DNO’s regulatory framework that act as a disincentive to DNOs encouraging the uptake of domestic scale generation.





Energy-based charges. The DNO’s are able to levy part of their charges through an energy (p/kWh) charge. This means that the reduction in demand that results from DCHP installations reduces the DNO’s revenue from this component of their tariff. Unless they are able to recover the allowed revenue by resetting other charges, this can result in a reduction in their allowed revenue.





Deferment of reinforcement investment. The RPI-X form of regulation can create an incentive to defer investment�, because it





Reduces cash outflow in a given year,


Reduces costs (which may be additional depreciation) charged to the Profit and Loss account in a given year, and therefore increases profitability in that year, given that income is largely fixed,


Avoids completely the financing cost associated with bringing forward capital investment in reinforcement (assuming that the reinforcement would need to take place anyway).





The impact of an incentive to defer investment on domestic (and other distributed) generation is that the DNOs have an incentive to place onerous system control requirements on the generators themselves. An example of this is in the area of voltage control, where the absence on the DNO system of modern automatic voltage control equipment can result in voltages above statutory limits once large volumes of distributed generation are connected. The DNOs have a clear incentive in this instance to place onerous technical requirements on the generating units, because this allows the deferment of investment in more sophisticated voltage control equipment on their networks. In the extreme, some DNOs have advocated the tripping of domestic generation as the first line of defence for voltage control, rather than adopting network reinforcement measures.








Finally, as you know, through our involvement in the Microgeneration workstream, we intend to play a full part in helping Ofgem and others to identify solutions and bring about the necessary change to allow DCHP and other forms of Microgeneration to compete effectively.





Please get in touch if you would like to arrange a follow-up meeting or briefing session to discuss our comments in more detail.





Yours sincerely











Dave Sowden


Head of Regulation and Public Affairs - MicroGen


�
ATTACHMENT 1 - METER EXCHANGE – ASSESSMENT OF COSTS


Introduction





This attachment provides an estimate of the likely cost involved in a suitably qualified DCHP installer routinely performing a meter exchange as part of the DCHP installation procedure.





This attachment focuses exclusively on the direct incremental costs of changing the meter. It does not look at the legal, regulatory and contractual requirements, nor the costs associated with up-front additional training and accreditation requirements for a DCHP installer to be able to carry out the necessary work.





Installation Costs





The following information has been obtained from a meter installation manual for a basic electricity meter. It is possible that if SToD meters are used, the procedure will become more complex and lengthy. 





Break DNO seal and remove service fuse (0.5 min)


Check no power (3 min)


Disconnect cables (3min)


Remove existing single phase meter (5 min)


Fit new bi-directional meter (10 min)


Make electrical connections (5 min)


Complete meter connections safety check (5 min)


Fit Fuse and make seal (3 min)


Complete commissioning and functionality checks (2 min)


Complete minor works certificate (NIC EIC/IEE Requirement) (2 mins)   





Total Time – 38.5 minutes.





38.5 min @ £30/hr� 			£19.25


Ancillaries					£10.00


VAT						  £5.12


Total Installation Costs			£34.37





It is important to note that this is based on minimum testing requirements. Some DNOs insist on a full electrical installation completion certificate. This can take up to four hours to complete, and would result in an increase in labour cost of £141, bringing the total to around £175.





Meter Costs





Discussions with metering manufacturers have placed the price of SToD meters at around £60 each.


� We have some commercially confidential detailed analysis to support this, which we would be happy to discuss privately with Ofgem.


� In 1998, National Power acquired Midlands’ Supply business at a price of £180m. With a customer base of 2.2m, this equates approximately to £82 per customer.


� Ref “The Energy Review”, Recommendation 37, p134 – Cabinet Office Performance and Innovation Unit, February 2002


� Some observers believe that DNOs have an incentive to increase the size of their asset base, because the asset base multiplied by the allowed (or regulatory) cost of capital is a large determinant of revenue in the setting of a price control. However, this is only true if the allowed (regulatory) rate of return materially exceeds the company’s true cost of capital. With the comparatively low regulatory rates of return provided for in more recent price controls, this is increasingly unlikely.





� The £30/hr is based on a £24 per hour rate quoted by a company that performs meter changes. We have assumed this is based on a qualified electrician trained in metering. DCHP installers will attract a higher rate than this because they will be multi-skilled and qualified for both gas installations and electrical work. Consequently, we have assumed the higher rate of £30 per hour.
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