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Introduction

EME is pleased to respond to Ofgem’s consultation paper Electricity Distribution Losses, January 2003.

Our response is in two parts, broken down as follows:

1. EME’s view of distribution losses;

2. Responses to individual issues identified in the consultation paper.  This section comprises responses which follow and are numbered according to the structure of the consultation paper.

EME’S VIEW OF DISTRIBUTION LOSSES

Our views on distribution losses are essentially those we presented at the October DNO workshop on losses.  They can be summarised as follows:

· As an ISO 14001 accredited company EME is committed to continuous environmental improvement

· EME’s preference is to do something more positive on future losses

· EME believe that the current incentive should be withdrawn only if there is something better to replace it

· EME does not favour an input based incentive

Consistent with this position, we would like to make the following proposal for the future incentive:

· Losses should be valued on the basis of the average wholesale cost of electricity, plus the costs of transmission and distribution.  The valuation should also include an allowance in respect of environmental impacts in so far as these are not reflected in the wholesale price.

· Allowed losses should be calculated as the average level of losses since privatisation, or for the last 20 years, whichever is the shorter period. 

We believe the proposed incentive retains the good features of the current incentive and provides a degree of continuity.  It would also more fairly recognise the value of loss reductions, and share this more equitably between DNOs and customers.  It may also be appropriate to review the method of measurement of losses, and we set out some ideas below.

The Measurement Of Losses

The current method of measuring losses is based on the premise that all units enter the distribution system at the ‘top’ (GSPs), and flow ‘down’ to customers. This method will become increasingly unsuitable as more distributed generation is connected to distribution systems.  In future it would be more appropriate for losses to be defined simply as the difference between what flows into the distribution system (measured at generator-connection boundaries and GSPs), and what flows out (measured at customer terminals).  

This much simpler definition removes the circularity involved in the current method, which ‘uplifts’ embedded generation output to GSP equivalent values using Line Loss Factors.  It also gives a more realistic picture of actual losses, and allows the impact on losses of distributed generation (both positive and negative) to be recognised.

RESPONSES TO INDIVIDUAL ISSUES RAISED IN THE CONSULTATION PAPER

This section follows the order and numbering of the consultation paper.

4.39. Views are invited on the issues raised in this chapter and in particular on the following:

· Are there any other areas in which losses can be reduced?

The paper identifies many generic approaches to loss reduction.  The key to success in reducing losses will be the use of an appropriate mix of these approaches in response to suitable incentives.

· What is the scope for further reducing losses on the 14 DNOs in England, Scotland and Wales?

We believe that there is substantial scope for further reductions in losses.   Achievement of these reductions will, however, require substantial investment over a long period.

· Is Ofgem’s view that the current incentive on distribution losses is too weak and losses are currently higher than what is optimal the correct one?

We share Ofgem’s view that the current incentive is too weak to promote serious efforts to reduce distribution losses, and that losses are currently higher than could be the case.  

· Which specific efforts are likely to be overall cost effective, bearing in mind that the cost of losses may be 3p/kWh?

An incentive set at around 3p/kWh would not provide an enhanced incentive for DNOs, unless it was combined with an increased share of the overall benefits (i.e. more than the 30% that the current incentive effectively gives).  As indicated in the paper, the current share of benefits between DNO and customer is approximately 30:70.  A substantial shift would be required in favour of the DNO to make the incentive effective.  

5.43. Views are invited on the issues raised in this chapter and in particular on the following:

· What is the appropriate valuation of losses? Is it appropriate to include a value for environmental impact and, if so, is the method and level used in this document the appropriate?

In our view it is clearly necessary to recognise the environmental cost of losses in any incentive.  The appropriate valuation is one which recognises both the cost of producing and transporting the electricity to the point at which it is lost, and the cost to the environment.

· What are the important factors in assessing the merits and demerits of alternative incentive schemes?

Any effective incentive scheme would need to be:

- adequate to promote the desired outcomes;

- clear, simple and understandable;

- free of perverse incentives;

- fair and equitable;

- capable of bringing identifiable benefits to customers / society.

· What are the merits and demerits of an input based versus an output based incentive scheme?

Input based incentives have the merit of rewarding ‘effort’ put into reducing losses, rather than actual reductions achieved.  Thus investment in low loss equipment, or changes to operating procedures aimed at reducing losses might be rewarded whether or not they actually ‘did the trick’.  This could be a desirable feature in situations where losses were increasing, and a good result was simpy to make them stand still.  Set against this are all the difficulties of deciding what type of ‘effort’ should be rewarded and quantifying this, and the risk of distorting investment towards unnecessary low-loss kit.

Output based schemes have the advantage of rewarding the actual achievement of a desired outcome.  The reward is able to be justified by the result achieved, and can be demonstrated to be cost-effective.  Such schemes are well suited to situations where the outcome can be measured and compared to targets etc.  The demerit of such schemes are that they do not necessarily link ‘effort’ with reward.

· What are the merits and demerits of the alternative options for incentivising losses?

Option 1

This is the option which aligns best with the proposal we stated earlier in this response.

We believe our proposed incentive retains the good features of the current incentive and provides a degree of continuity.  It would also more fairly recognise the value of loss reductions, and share this more equitably between DNOs and customers.

We do not believe that it would be possible to derive an ‘efficient level of losses’ with any degree of confidence for networks as extensive and complex as ours.  In the absence of this, an historic average remains appropriate  

Option 2
The NGC approach is suitable for a system operator incentive, where there is detailed and accurate HH data on the inputs and outputs of the network, and where the behaviour being incentivised is the management of the network in real time to reduce losses.  

We do not believe it is appropriate for DNOs with their much more questionable and delayed NHH data on most outputs, and where the most appropriate behaviours to be incentivised are the long-term ongoing design and construction of the network.

Option 3

We do not believe that DNOs should become players in the energy trading world, either directly or through agents.  

We believe this would create unnecessary complexity for Ofgem and DNOs, resulting in additional costs and resources for both parties, with no guarantee that it would achieve the desired aims.

This would:

· require significant reworking of the price control;

· increase risks for DNOs;

· require additional and more complex regulatory monitoring;

· divert DNO management time from the main business of managing network assets;

· probably encourage gaming and manipulation;

· require new skills and expertise to be developed within DNOs (whether the main activity was undertaken in-house or outsourced).

We believe making DNOs buy electricity to reduce losses is the proverbial “sledge hammer to crack a nut”.

The actions and behaviours which DNOs should be taking to achieve reductions in losses are relatively straightforward and are best served by a simple incentive mechanism, which does not take attention away from the main business of a DNO.

· Would it be appropriate to introduce an incentive scheme that differentiates between variable, fixed and non-technical losses? Would it be appropriate to introduce an incentive scheme that differentiates between losses occurring at different points in time?

In our view the losses incentive needs to be simple and transparent.  Introducing different treatments for different types of losses, or for losses occuring at different times of day, adds unnecessary complexity without bringing any significant benefits. Making the incentive overly complex could undermine its effectiveness, and increase the difficutly of administering it fairly.
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