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Arthur Cooke

Distributed Generation Co-ordinator

Ofgem

9 Millbank

London SW1P 3GE

Dear Arthur

DISTRIBUTED GENERATION: PRICE CONTROLS, INCENTIVES AND CONNECTION CHARGING - LE GROUP’S RESPONSE TO OFGEM’S MARCH 2002 FURTHER DISCUSSIONS DOCUMENT

The LE Group (LEG) has significant interests in many aspects of the UK’s gas and electricity trading framework, having two public electricity distribution network operators (EPN and LPN), as well as interests in private networks, gas and electricity supply businesses (under the London Electricity, SWEB and Virgin brands) and significant generation interests (The London Power Company).  LEG is therefore particularly interested in the development of distributed generation and welcomes the opportunity to comment on Ofgem’s further discussion document.

Ofgem’s paper is timely, given the likelihood of an increasing proportion of generation from plant that is connected to distribution networks.  LEG accepts that such a development will assist in helping to meet environmental targets and offer extra choice to consumers.  LEG is therefore supportive towards the development of this market and would wish to help ensure that commercial arrangements, and the regulatory structures that support them, are both fair and cost reflective and create the right incentives for all the parties involved.  

We agree that it is appropriate to distinguish between those issues that can  be tackled now and those that must be dealt with in the next price control review.  Nevertheless, we believe that debate on the longer term issues should not be delayed and that Ofgem should develop and publish a timetable for that work.  It would also be beneficial if Ofgem clarified the relationship between work under the aegis of the DGCG and Ofgem’s own workstreams.

There is also a series of wider issues concerning the development of distributed generation, some of which have been identified in the DTI’s 4 April paper on small generators, that as a potential developer of and purchaser from distributed generation we would wish to see taken forward in an integrated way.  It would be helpful to those who wish to contribute to it for such a work programme to be transparent and under single governance arrangements.

Our detailed responses to the paper are presented below, where practicable in the same order as Ofgem’s consultation.  The numbers in brackets refer to the relevant numbered paragraphs in the consultation.

Charging principles (2.22) 

We are pleased that the sound principles identified by Ofgem in the last consultation will be used as a basis for further work on distribution charging. However, we are disappointed that Ofgem has not commented on the useful points raised in the responses.  In particular, Ofgem should commit to allowing the relevant distributor to earn a rate of return on ongoing connection charges that takes full account of the risks involved.  While we would wish to present reasonable payment options to distributed generators, this should not increase the overall risk profile of the distribution business or result in undue cross subsidy from demand customers.  Therefore, the rate of return on deferred connection charges for distributed generation will need to be high enough to minimise the risk of that cross subsidy.  It will also however be essential that any unrecoverable connection costs are treated as an allowable addition to a DNO’s Regulatory Asset Base (RAB) at subsequent price control reviews.

Distinction between generation and demand (2.37)

We accept the view that during this interim period (up to the next price control period) there will be insufficient medium-sized distributed generation to constitute a class to which overall capacity costs could be apportioned into cost reflective generator use of system charges (GDUoS). Therefore, site-specific charging seems most appropriate for the present.

Bands/classes of distributed generation (2.67)

We agree that further work is required in determining where the boundaries fall and how the bands relate to the time scale for the development of distributed generation. We look forward to seeing and commenting on the DGCG’s Technical Steering Group conclusions on the most appropriate system of banding for distribution generation. 

Charging options (3.12) 

We note that the majority view was Option 5.  However, this approach if implemented will need further consideration during the price control review process.  We favour an enduring solution that mirrors the cost-reflective rationale underlying demand DUoS charges.  Resolution of these issues will require careful consideration and analysis supported by robust empirical data.  

‘Deep’ connection charging as a barrier to entry (3.32) 

We appreciate that connection costs may pose a financial challenge to some distributed generation schemes.  However, we do not believe that Ofgem is correct to conclude that they represent a barrier to entry, in the sense of their restricting competition.  High connection costs could simply mean that these schemes are not financially/economically viable.  Ofgem’s own paper contains ample evidence to support the view that the real barriers to entry lie elsewhere than in connection costs.

In respect of larger distributed generation schemes, we agree that a choice of payment terms could be offered, including payment over a negotiated period. However, in framing our terms and conditions, it will be necessary to take account of the risks involved.  In particular, DNOs should be able to earn a rate of return commensurate with the risks involved, so that the extent to which demand customers have to pay for unrecoverable costs is kept to a minimum.

Standards of service on network studies (3.33)

We welcome any changes that will improve the efficiency and transparency of the process.  However we do not accept that the introduction of standards and simple deadlines will necessarily improve the efficiency and transparency of results.  We must emphasise that when work of this nature is carried out, connection requests are thoroughly investigated to ensure that the risks to the distribution network (and to its users) are acceptable.  In doing this, we do of course take seriously our duty to facilitate the development of competition in generation, subject to the need to safeguard network security and cost recovery. 

DCHP arrangements (3.36)

We look forward to contributing to Ofgem’s proposed workstream in this area.

Advantages of “deep” and “shallow” connection charges (3.60)

As we have noted above, we agree that a choice of payment terms should be made available in respect of larger schemes (connected at EHV for example).  However, we have a number of concerns: 

· DNOs must be able to manage the risks they are exposed to through annualised connection charges.  Ofgem’s suggestion of termination payments does not fully address this risk where a distributed generator goes bankrupt within the negotiated period. Inclusion of any residual net capital costs in the DNO’s Regulatory Asset Base (RAB) would enable recovery of any stranded costs in future price control periods.  

· We would need to develop new IT systems and processes to enable the billing and recovery of annualised connection charges over time.    However, we believe that a relatively small number of larger distributed generators could be accommodated at modest cost.

· We do not believe that it would be appropriate to defer connection costs over very long periods in view of the increased level of uncertainty involved (we share Ofgem’s view that distributed generators are likely to have a limited life span – less than that of the connection assets). We believe that for most schemes deferment should be restricted to five to ten years.

· Only incremental costs arising from the presence of generation should be recovered through deferred payments.  The necessary cost of meeting any demand component should not be included in a deferred arrangement.

· When considering a GDUoS charge at the next price control review there will need to be a clear definition of the boundaries of “deep”, “shallow” and “shallowish” charges.  

· We also want to draw Ofgem’s attention to the fact that deferred connection charges could increase recorded capital spending by DNOs, and that this spending should not affect Ofgem’s recording of the capital efficiency performance of DNOs at the next price control review.

Interruptible distributed generator connections under a “shallow” regime (3.77)

We agree that moving to shallow charging will not necessarily result in problems over network access and that there is already in practice a degree of choice available as to the firmness of connection.  In particular, we welcome the suggestion that any GDUoS charge should cover only the basic level of security of connection; any reinforcement work for an enhanced level should be recovered in the connection charge.

Anticipatory reinforcement (3.79)

The impact of distributed generation will be felt not only in Scotland and the North West of England as Ofgem suggests.  EPN’s area, for example, has significant opportunity for coastal windfarm and biomass development.  Bearing this in mind, we support Ofgem’s approach to the question of deeper reinforcement in anticipation of clusters of major renewable connections.  We agree that this issue is one for the price control review but work must begin now to develop, in sufficient detail, plans for such reinforcement.  Further, we believe that it is in the interests of customers that, in this interim period, DNOs are able to consult with Ofgem as to how any specific and properly justified reinforcement schemes might be financed.

Publication of connection charge determinations (3.102)

We have no objection in principle to Ofgem publishing distributed generation related determinations.  However, it would be for Ofgem to seek the permission of the customer, as we do not believe that it would be appropriate for DNOs to seek customers’ agreement in advance of a possible dispute.

Modelling power flows (3.115) 

We agree that, before a ‘with-without’ test can be considered, further development should be undertaken of a methodology for balancing the requirements for an increased complexity in modelling and suitability for large-scale applications. Such consideration should be carried out alongside the relevant commercial framework issues, and should, in particular, take into account the scope and practical possibilities for a DNO to constrain-on distributed generation so that modelled benefits are realisable with appropriate certainty.

The development of generator diversity over time will, of course, impact on the certainty of embedded benefits.  However, lack of realisable embedded benefits will be a barrier to the establishment of realisable generator diversity.  Incentives for generators to provide, and for DNO’s to procure, relevant embedded services could help resolve this problem.

Arrangements for second comers (3.133)

We support use of the same arrangements for all classes of connected, customer, not just domestic.  However, as Ofgem is probably aware, these arrangements cannot be applied retrospectively.

Records of “second-comer” assets (3.134)

We support the proposal for setting up and maintaining a suitable register of material assets going forward in order to reimburse either generation or demand connections arising from subsequent connections characterised by generation, demand or a combination of both.

It is agreed that it is feasible for DNOs to carry out work to render their records suitable to allow reimbursement of generator initial contribution.  We believe that an open-ended scheme would be inappropriate, and that a ten-year time limit would be suitable (because of the limited life span of distributed generation schemes referred to above).  It is important that Ofgem expresses their views regarding a time limit period.  

Benefits of distributed generation (4.21, 4.24) 

We look forward to Ofgem’s consultation on ER P2/5 and we will actively contribute our expertise and experience to taking the standard forward.  

Ofgem notes that there is a “strong case for modification of deferred deep connection charges in recognition of deferment of asset replacement” and seeks implementation by DNOs “from now on”.  This proposal causes us concern, since such deferment would eventually be taken into account in future price controls as actual RAB figures took the place of planned.  It is therefore difficult to see how the benefit can be captured by distributed generation as well. To achieve this, it would be necessary to retain permanently in the RAB the planned timing and amount of replacement in the absence of distributed generation.  This is clearly an issue for the next price control review, when a suitable and enduring incentive scheme that rewards efficiently deferred or avoided capex should be developed to overcome this difficulty.  

Immediate reflection of benefits (4.35)
In principle, we support the approach of negotiating charge variations on the basis of costs and benefits. This situation is likely to be more relevant in the more remote areas of the country where the cost of network reinforcement may be most prohibitive.  

Existing distributed generators (4.47) 

Existing distributed generators will have already paid a connection charge based on the full costs arising from the connection.  We agree that such arrangements should not be disturbed during this interim period.

Increased/reduced generation (4.62)

We welcome the negotiated, site-specific approach during the interim period. Applying this approach during the interim period will provide information on exactly how capacity variation is affecting the network, which will help in defining an approach for the next price control period.  

Licence modification (5.24)

We agree that no Licence modifications are required by the interim solution.
Problems of metering technology (6.7)

Ofgem makes a number of interesting points about increased problems of meter security where distributed generation is present. However, we would recommend an alternative path going forward.  If the introduction of DCHP is going to affect the current approach to metering, it could be an ideal opportunity for Ofgem/DTI and the industry as a whole to develop a long-term metering strategy involving state-of-the-art metering technology.  This opportunity, if not seized now, is unlikely to recur.  We do not believe that competition in metering, on its own, will be able to facilitate such a strategy.  Such metering could contain a range of relatively inexpensive security measures.

We agree that meter security is the only issue that presents a technical problem.  However we are concerned by Ofgem’s suggestion that the cost of half-hourly recording for DCHP (which will prove to be relatively expensive) will have to be balanced with the potential savings in losses caused by tampering with meters.  We believe that a simple “smart” electronic meter will be capable of being programmed to record the net import and export amounts.
Metering for small generators (6.35)

We agree with Ofgem’s preference for the measurement of both import and export quantities for all distributed generation until further analysis and consultation on the issues has taken place.  We look forward to contributing to Ofgem’s proposed workstream on DCHP metering.

Condition 4 statements (6.56)

The form of our current statements reflects the fact that requests to connect generators to their network are infrequent and are typically made by customers who have a relatively sophisticated understanding of the issues involved.  Nevertheless, in view of the likely development of distributed generation, we will constructively review our statement in the light of Ofgem’s suggested areas for improvement. 

‘Plain English Guide’ for micro-generation and DCHP connections (7.23) 

We are pleased that Ofgem recognises the value of our suggested ‘Plain English Guide’ to connections of micro-generation and DCHP.  We intend to put together such a guide in consultation with energywatch and equipment manufactures. This will improve the transparency of the process. 

Conclusion

I hope you will find this response helpful.  If you have any queries, please do not hesitate to contact Paul Delamare (on 020 7725 3169) or myself.

Yours sincerely
Denis Linford

Group Head of Regulation
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