Distributed generation: price controls, incentives and connection charging. 

Further discussion, recommendations and future action

Ofgem, March 2002

Response from:

Dr. Catherine Mitchell

Centre for Management Under Regulation

Warwick Business School

University of Warwick

Coventry CV4 7AL

catherine.mitchell@wbs.ac.uk

10 May 2002

The Regulation of Distribution Networks should be complementary to, and a seamless part of,  wider energy regulation

The Consultation Document on distributed generation issues is valuable to the extent that it shows that Ofgem is concerned about distributed generation issues.  Clearly, a great deal of thought needs to be undertaken about  the role of distributed generation and how it will fit with, and alter, any future energy system and its regulation. Chapter 8 makes clear that Ofgem intends to undertake this broader thinking as a background to the next distribution price control review process.  This is very welcome but adds strength to the conclusion that this consultation document can be little else but a ‘filler’ until the more fundamental thought about principles of regulation of distribution networks has been undertaken. 

The document also omits any mention of the current energy policy context. The PIU Report and the soon to be published White Paper should solidify the objectives of energy policy for the next few years, possibly entailing new legislation and certainly likely to lead to new Guidance from Government to Ofgem.  This is a time for change within energy policy, which makes Ofgem’s job more difficult, but it may also lead to a new framework for energy policy which could affect Ofgem’s decisions. 

Most criticisms of the document flow from these two key points. Ofgem is in a difficult position: if it did not produce a document on distributed generation then it could have been accused of complacency about the area; on the other hand,  having produced a document on distributed generation,  which does show that Ofgem is concerned to move forward on this issue,  it can be criticised for not placing distributed generation into a wider regulatory and policy context and for proposing details of distributed generation regulation which appear premature.

Of these two positions, Ofgem took the sensible option but a preferable third position would have been to produce a shorter paper - essentially an expanded Chapter 8 - which set out:

· the context of the distribution network debate

· a timetable for completing work to do with the primary issue of  establishing the principles of regulation of the distribution network

· a timetable for regulation of several secondary concerns, including distributed generation

· Ofgem’s proposed interim measures for distributed generation  

The following discussion of the consultation document should be taken in the light of this difficulty for Ofgem.  

Establish the principles of regulation of distribution networks

The objectives of regulation of distribution networks need to be established before the details of distributed generation regulation can be addressed. In this sense, some of the recommendations within the consultation document either appear premature - because we don’t know how regulation of distribution networks will evolve - or create further concerns about whether the proposed interim measures will or won’t complement future principles of distribution regulation.  

Distributed generation is a regulation and price control issue and should be situated within the regulation division of Ofgem.  The first step for Ofgem, already being undertaken, is to review regulation of distribution networks and how this interacts with other regulatory areas such as regulation of the transmission network and the trading arrangements.

A central issue is what should the objectives of distribution regulation be? As para 8.27 states ‘ the key objective of a price control is to create a balanced package of incentives for quality of supply, efficient operation and network development’. But what does this mean in relation to distribution networks and businesses? Would this promote a continuation of the type of distribution businesses now in place or would this imply an alteration of the character of distribution businesses?

Current incentives tilt distribution network operators to act as ‘passive’ transporters of electricity as opposed to ‘active’ businesses.  One argument runs that if DNOs were incentivised to become ‘active’ managers of their networks not only would they design and manage their networks more economically and efficiently from the point of view of customers but a side-effect of this would be an increase in deployment of distributed generation. 

What position does Ofgem take on this?  Until this is decided the finer details of network regulation cannot be established.

Distribution Businesses: Active or Passive?

This response would argue that DNO businesses have to become ‘active’ in order to minimise the costs of increased capacity of distributed generation but also to maximise their benefits. If Ofgem were to take this view, how should DNOs be incentivised towards ‘active’ management.  There is a spectrum of views on this ranging from (some) DNOs which say that it will be very expensive and risky (and therefore distributed generation needs to be directly incentivised) through to those which say that it will be at no extra net cost and although inherently more risky the rewards would be greater (and therefore incentives should be geared to efficient distribution businesses rather than specific to distributed generation).  Again, where would Ofgem stand on this spectrum because it will have fundamental implications for distributed generation incentives?

An agreed first stage towards more ‘active’ network management is to remove the incentives on DNOs to remain as passive electricity transporters.  This was the fundamental recommendation of the Embedded Generation Working Group (EGWG).  This would not incentivise distributed generation but remains solely in the arena of improving distribution network management.

Relationship between Distribution Networks and Other Regulatory Areas

What should be the principles of distribution network interaction be with other regulatory areas, such as transmission regulation, trading arrangements and competition policy? For example, if it is agreed that current distribution regulation promotes a particular type of distribution business and tilts incentives towards transport of centralised power, then this could not be said to be ‘neutral’ between distribution or transmission networks or between centralised or distributed generation.  Neutrality of regulation might mean in this situation a more disaggregated, transparent, cost-reflective use of system pricing.  This combined with output or performance incentives should enable network operators to make their own business decisions. Exactly what ‘neutral’ would mean however with respect to distribution networks and broader regulatory areas needs to be better understood. Until this is clear, more detailed thoughts on charging regimes, connection policy or output incentives are premature. 

Output incentives for running the network better or for incentivising distributed generation are not clearly mentioned in Chapter 8, although there are oblique references.  This is an important area for the review of distribution regulation to assess.

In the same way, that the Performance and Innovation Unit realised that it could not establish the principles of a sustainable energy policy without thinking about broader energy policy issues so regulation of distributed generation cannot be sensibly thought about without placing it not only within the wider context of regulation of distribution networks but also broader regulation of energy systems.  

Distributed Generation

The regulatory process can act in three ways with respect to distributed generation:

· it can discriminate against distributed generation by embodying incentives which together promote centralised power - as is the current situation

· it can be established so that it has incentives which are ‘neutral’ in terms of centralised or distributed generation - a ‘level playing field’

· it can establish incentives which ‘tilt the level playing field’ towards distributed generation.

The EGWG Report argued for steps to be taken to level the playing field. It did not argue for ‘tilting’ the incentives on DNOs towards distributed generation.  

It was hoped that the ‘levelling of the playing field’ would be enough to move the DNOs towards a new way of designing and operating their network.

The PIU report was concerned that the internal distribution business momentum (to work in the way that they had always done) might be stronger than the incentives of a ‘level playing field’.  In this case, if, even with ‘neutral’ incentives, a greater rate of distributed generation deployment was not achieved, then new measures should be implemented. This would mean that if the incentives (to ‘level the playing field’) put in place by 2005 in the price control had not measurably improved the rate of deployment by 2007 then new incentives in favour of distributed generation should be ready to be put in place.  Incentives specifically targeted to promote distributed generation would probably not fit with current Ofgem Duties and the PIU Report recommended that legislation may have to be considered to enable this to occur.  Presumably, the White Paper will discuss this.

The work of the Technical Sub Group of the Distributed Generation Co-ordinating Group is valuable in this context.  It should be able to develop output measures in parallel to the review of network regulation which would:

(1) neutralise regulation and improve the running of distribution networks, which should have the side-effect of increasing the incentives on DNOs to connect distributed generation thereby improving the rate of take-up of distributed generation; or

(2) can be targeted specifically to promote distributed generation. 

(1) reflects measures recommended by EGWG and PIU to be in place in this next price control, while (2) reflects measures recommended by PIU to be put in place by 2007  if  (1) has no measurable effect on distributed generation deployment. Of course, this may change given possible White Paper recommendations which may say that distributed generation is so important that both (1) and (2) needs to be put in place by the next price control.

Document does not set out difficulties for distributed generation

The document does not set out the difficulties that distributed generation face with respect to the distribution network. For example, it describes the micro-details of connection difficulties but it does not attempt to explain why distribution network operators have little to gain from connection of distributed generation.  

If the reader were to understand the broad incentives placed on DNOs,  then the readers could understand why distributed generation is not a priority for them.  It then becomes easier to understand what changes to the current incentives and standards are required and whether these changes would be ‘neutral’ or not.

The list of proposed interim changes within the consultation document combined with what the various respondents thought could then be understood in context.  Currently, it is not clear what the significance of the responses is.

Consultation is important and all respondents should be treated fairly.  One DNO is not the same as a lobby organisation, which might have several hundred members. But also consultation should be put in context and is not apparent that respondents views were related to the broader questions about what distribution networks should be and how they relate to the wider energy system.

Particular Concerns of the Consultation Document

It can be argued that distribution businesses are passive because their revenue raising ability is so limited. They will only be able to be more ‘active’ or flexible when their revenue raising ability is more flexible.  There are, arguably,  three main ways of doing this:

· instituting performance measures against revenue (as with the IIP project);

· altering the Use of System charging mechanism; and 

· linking connection charges to the RAB.

This response argues that the most economically efficient method of providing this flexibility would be a combination Use of System charge based on shallow connection charge plus an entry and exit charge combined with performance measures linked to revenue.  Such a combination could either ‘level the playing field’ or be targeted to improve distributed generation. 

Nevertheless, shallow connection charge  + entry or exit charging is the basic building block.  Unless these are in place – even if they are set to zero initially - it is difficult to understand how regulation of distribution networks can be neutral with other regulatory areas. The generator distribution use of system charge,  as discussed in the document,  alters the way a deep connection should be paid for, and in this sense is welcome.  The term GDUoS used in this way could be altered to fit with a shallow +entry/exit mechanism.  It is to be hoped that in future the term GDUoS is not used or clarified to its connection and entry charge basis.

Entry and Exit charging is mentioned in Chapter 8.  It is not clear how Premium Power Zones would complement or differ from this, other to reduce its flexibility.  Premium Power Zones are therefore of concern.

Network charging, the relationship between connection policy and regulatory asset base (RAB), capital and operational expenditure is at the crux of how network businesses can progress. Interim proposals for new ways to finance connection costs is on the one hand welcome (because it should make connections easier).  However, for it to be voluntary to DNOs and established separately from other potential changes means it is of questionable value since it may introduce another set of groups of generators which need to be thought about differently when trying to establish a longer term mechanism.

Many of the issues raised throughout the document, particularly those of a technical nature, are valuable.  Nevertheless, it is the broader, bigger picture that is required first.

Conclusion 
Distributed generation is an important issue which needs to be addressed following an agreement on the principles of regulation of distribution networks which in turn needs to be placed within the broader principles of regulation of the energy system.  Until the latter is established, the issues related to distributed generation within this consultation document can only be temporary and may have to change.  Chapter 8 of the consultation document sets out most of these issues well.
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