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Executive Summary

· regulation of energy markets needs to focus increasingly on creating a sustainable environment for long-term investment: this depends in large part on creating a market framework which reduces the prospect of  political or regulatory intervention;

· Ofgem should withdraw from regulation of competitive markets in a predictable manner and should give more priority to the removal of regulatory constraints on competitive markets which have outlived their usefulness but still impose unnecessary costs on market participants;

· we would appreciate publication of an analysis of the costs and benefits of new projects;

· key factors in developing sustainable, secure distribution networks are clear objectives and deliverables, investment incentives which balance risk and reward and the minimisation of political and regulatory uncertainty;

· we support the principle of competition in connections, but it is important first to reach agreement on the overall framework for the connections market;
· we strongly support a zonal-based system for apportioning transmission losses, which we regard as an integral component of the BETTA reforms;
· we support the introduction of separate price controls for LDZ's;
· major changes to strategy or budget plan following the publication of the Energy Policy White Paper should be open to scrutiny by all interested stakeholders;

· we are concerned that the budget statements in this year’s plan are less detailed than last year. Ofgem’s non-licence fee income of £4M could arguably have been used to reduce the cost to licensees rather than to enable an expansion of total costs.

General Comments

1. Powergen welcomes Ofgem’s invitation to contribute to the development of its corporate strategy for the next three years, and the opportunity this affords stakeholders to contribute to and benefit from the thinking behind Ofgem’s forward planning process.

2. We believe that regulation of energy markets needs to focus increasingly on creating a sustainable environment for long-term investment. This means creating a robust framework of market rules and regulation which are capable of meeting well understood objectives, and which minimise the need for future political or regulatory intervention. Independence of regulation within a statutory framework set by Parliament has an important role to play in achieving this.

3. We understand the point made in the strategy plan document regarding the degree of policy and budgetary uncertainty due to the forthcoming White Paper on Energy Policy. Major changes to strategy or budget plan following the publication of the White Paper should be open to scrutiny by all interested stakeholders.

4. We welcome Ofgem’s undertaking to include an assessment of the impact on security of supply and environmental objectives of any new proposals. We would appreciate also publication of an analysis of the costs and benefits of new projects. This would help ensure that substantive new areas of work are not undertaken without a proper understanding of the net benefits to customers, and that Ofgem is making effective use of its resources.

Regulation of Competitive Markets

5. We endorse Ofgem’s view that competition has delivered real savings for all consumers, as detailed in the recent Occasional Paper on competition in supply. We repeat the point made last year that participants in competitive markets still remain subject to a number of superfluous economic regulatory constraints. We are concerned that these should be removed, particularly where they are applied only to some licensees in a discriminatory manner; generation licence condition 18 and the first-tier supply obligation are cases in point. Ofgem should give more priority to the removal of regulatory constraints which have outlived their usefulness but still impose unnecessary costs on market participants.

6. We support the CBI’s recommendations in its recent brief “Challenges for UK Sector Regulation.” This report stressed the need for the scaling back of regulation where competition is effective, and emphasised the responsibility of regulators to set out their vision of ideal competition using clear and consistent criteria. Ofgem should, of course, still monitor developments and propose change in the electricity and gas markets. However, steps should also be taken to ensure its continuing withdrawal from regulation is predictable and transparent, by publication of an action plan, for example.

Distribution Network Regulation

7. RPI-x frameworks have delivered significant improvements in cost efficiency and consequent benefits for both customers and consumers. However, we draw Ofgem's attention to recent reports (the PIU’s Energy Review & NAO’s "Pipes and Wires") which both recognise the risks associated with excessive focus on reducing costs in the short term. In our view, key factors in developing sustainable, secure networks are clear objectives and deliverables, investment incentives which balance risk and reward and the minimisation of political and regulatory uncertainty. As Ofgem recognises, the RPI-x approach needs to develop to reflect these.

8. We encourage the use of ‘smart’ asset management processes to both identify and fund long term needs, particularly in the context of the “rewiring” of Britain. Periodicity of risk and returns currently gives weak incentives to invest in “40 year” network assets due to uncertainty beyond each 5-year price control period. We would also recommend that serious consideration be given to longer price review periods and/or a “rolling review” system, as recommended by the CBI.

9. We are glad to see recognition of the changing and challenging conditions facing distribution network operators. We welcome the effort Ofgem has put in to involving industry fully in its preparations for DR4 and its focus on increasing the transparency of methods used to develop price controls. We would encourage further stakeholder participation in model development.
10. We appreciate the need to develop robust incentives to facilitate meeting the Government’s target on renewables and to enable fair competition in generation. Powergen intends to facilitate implementation of distributed generation, through full involvement with the DR4 review. The transition from lowest cost operation of a passive network to active operation to meet environmental as well as economic and quality of supply objectives will take several years, if not decades. In the extreme, active management of high volumes of unconstrained distributed generation may require investment orders of magnitude above current levels. 
11. However, this work should not be to the exclusion of incentives to ensure other necessary sustainable investment in the infrastructure. We should not lose sight of the fact that the majority of electricity will still come through traditional routes for some time to come.

12. We support the principle of competition in connections,  but it is important first to reach agreement on the overall framework for the connections market. We continue to have some serious concerns about the overall framework for competition in connections, and the progress that is being made.

13. There are a number of issues which need to be resolved before a robust framework for competition in connections can be established. We believe that, had a full regulatory impact assessment been carried out, potential problems would have been highlighted at a much earlier stage. 

14. We believe that the way forward is through a voluntary adoption process, supported by a sound legal framework, and that this should be a priority for Ofgem in the coming year.
Transmission Networks and System Operator incentives

15. We strongly support a zonal-based system for apportioning transmission losses, which we regard as an integral component of the BETTA reforms. In addition to the need to send proper locational signals for generation and demand, we believe a zonal transmission system will permit fairer and more transparent competition. For example, we are concerned that “constraining-off” payments are not unfairly earned by Scottish-based generators at the expense of other GB market participants. Failure to deal with this issue properly could result in non-incumbent suppliers being at a competitive disadvantage in Scotland, thus reducing the potential benefits for Scottish consumers. 
16. We are not convinced that the benefits of the proposed NGC transmission access scheme outweigh the cost. We believe that the current scheme is satisfactory and that, at this stage, Ofgem’s efforts are best directed at implementing BETTA effectively, especially given the challenging timetable proposed. We believe the focus of BETTA should be on bringing the benefits of competitive choice to the Scottish market and ensuring that all market participants have the opportunity to compete on equal terms, rather than simply creating a unified GB market. We stress the need to avoid overly complex incentive mechanisms in the introduction of new transmission owner and system operator price controls.
17. We accept that, in some cases, consistency between elements of the gas and electricity markets may be desirable, in order to avoid inefficiencies. However, we caution that consistency should only be applied where appropriate. For example, we do not consider access to gas and electricity transmission networks to be comparable. In the case of gas, several participants require access at a given terminal, and therefore sufficient liquidity exists for trade in access rights between the parties concerned. However, in the case of electricity, access is locational and is not freely exchangeable with access at other points. Therefore, at best, only a limited number of participants will be able to trade particular rights.

Gas Issues

18. We strongly support the introduction of separate price controls for LDZ's, and see the development of this area as a natural progression in promoting competition in the gas sector. Also, any moves to simplify and standardise shippers' relationships with independent gas transporters are to be warmly welcomed.
19. It is imperative that improvements to the gas storage framework address the financial security of users of storage, specifically the issue of the ownership of the stored gas. The present system, whereby ownership passes to the operators of the storage facility, can cause significant problems if the storage operators experience financial difficulty.

Environmental and Social Objectives

20. Powergen welcomes Ofgem’s programme of working with Government and energywatch to meet the needs of customers on low incomes. We believe that ongoing measures to encourage market efficiency will reduce costs to all consumers, including the fuel poor, of achieving the Government’s objectives. The continued emphasis on energy efficiency in the domestic sector will address both environmental and fuel poverty issues. 
21. The current Energy Efficiency Commitment (EEC) scheme provides flexibility for suppliers to pursue a wide range of projects and include these in their marketing activities. However, we believe the scheme would benefit from a longer period to enable suppliers to plan investment and the application of resources. Also, targeted fiscal incentives should be introduced to encourage take-up of energy efficiency measures by consumers.
Ofgem Costs and Efficiency

22. In general, the budgets set out in the strategy document are less detailed this year than last year, and some categories of expenditure have been amalgamated. The section also omits any out-turn costs (or estimates) for the current year. Inclusion of these would help place plan figures in context, and aid understanding. Additionally, some further explanatory notes regarding changes in budget allocation of different activities from last year’s plan (e.g. ‘Electricity Trading Arrangements’) would have been beneficial.

23. Without some further explanation, it would appear that total estimated Ofgem costs for 2003/4 have risen from £36M in last year’s final plan to £40M in this year’s plan and that the net cost to licensees has been contained at £36M only because of the inclusion of income of some £4M for property rental and other income. This could arguably have been used to reduce the cost to licensees rather than to enable an expansion of Ofgem’s total costs.

24. We welcome Ofgem’s continued efforts to improve its operational efficiency. We understand the role contracted staff can play in this, particularly for major projects, such as the BETTA implementation and DR4 review. However, Ofgem should ensure that permanent members of staff can easily be contacted and identified, who can best respond to issues in a consistent and sustained manner.
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