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Dear Lars,

Electricity Distribution Losses

Further to your recent consultation on Distribution Losses, I have set out below the views from Aquila. We have a number of concerns with the present incentives on Network Operators (DNOs) to reduce network losses and therefore welcome this review.

In summary, we believe that the present arrangements are ineffective in encouraging DNOs to reduce technical losses and serve only to reinforce the already substantial incentives upon DNOs to reduce non-technical losses such as theft, incorrect registrations etc. Since reducing such ‘losses’ only increases units sold rather than reduces the GSP take there is absolutely no environmental benefit produced.

It is therefore of some concern that this consultation paper seems to perpetuate this approach of treating losses as a homogenous commodity that can be addressed by a single economic incentive. Instead there should be recognition that losses comprise two distinct classes:

Technical – fixed and variable, savings which reduce GSP take and ultimately generation requirements therefore satisfying environmental objectives. It is generally accepted that the present incentive has little influence on this category of Losses.

Non-Technical – Meter errors, settlement errors, inaccurate unmetered supplies, illegal abstraction, unregistered sites etc reductions in which will increase sales / revenue for a given GSP take thus producing no environmental benefit. The present Losses incentive strongly (excessively?) encourages DNOs to eradicate such losses through both the revenue and losses drivers in the price control, i.e. adding one extra domestic customer’s consumption via a correct registration or reduction in illegal abstraction will increase DNOs’ allowed revenues by over £150 per annum.

Any revised framework to encourage a reduction in distribution losses must acknowledge this distinction and devise separate incentives for each category using the appropriate drivers. In addition, as recognised in the Paper, it will also need to address both the inter-relationship between the different incentives that are part of the present price control, particularly in respect of quality, and capex and opex efficiencies, and, looking ahead, to the effect on losses of increased amounts of distributed generation on DNO networks. 

Incentive Framework

For an incentive framework to work properly, it is important that the deliverable is controllable, as acknowledged by the paper, and also capable of objective measurement. Presently, measurement is based upon the difference between energy which enters the system, principally at the GSP, and energy that is estimated as leaving the system. 

Measurement issues are a key constraint to the introduction of an appropriate losses incentive. The paper highlights that a 1% reduction in losses (from 7% to 6%) could save 4% of the governments target reduction in CO2 emissions by 2010 and be worth in excess of £80m a year in financial and environmental benefit. The sensitivity of a change in losses of this extent is overshadowed by the tolerances in measurement and particularly the accepted error within the Settlements process of +/- 1.5% (this spread being the equivalent of almost 50% of the losses percentage). Whilst the current incentive is simple and output based and such vagaries could be said to balance out over a long enough period of time, an incentive based upon 1 year, subject to such material tolerances that are both accepted by the industry and are outside of the control of distributors, is clearly ineffective. This is particularly so when compared with the explicit incentives which exist for operating and capital efficiency in the price control. 

We acknowledge that these difficulties would be compounded if we were to seek to separately identify the different categories of losses.

Also, as displayed by the significant variation in losses across the companies, a number of factors impact upon each company’s losses performance which are either inherent to or have been inherited by the DNOs including customer  (HV/LV) mix and network configuration. In this respect, there are a number of similarities to the customer service performance issues that the Information and Incentives Project (IIP) was set up to examine. Variable measurement standards and a lack of understanding over why performance across companies varied to such an extent dominated the initial work. To address these all companies have had to improve and standardise their measurement systems which are now subject to audit. The disaggregation working group is likewise making progress in understanding the key drivers of performance. If we are to take seriously our intent to devise an appropriate incentive for DNOs to reduce losses, perhaps we should examine the issue in a similarly comprehensive way by devising say, a common model for, estimating technical losses and undertaking analysis to understand better their key network drivers.  

Network Considerations

We believe that our significant use of direct 132/11kV transformation contributes to us having low losses. The Ofgem consultation recognises this, but perhaps exaggerates our policy.  Our policy is to review each project on its merits rather than a blanket policy of eliminating 33kV. In urban areas we have found where significant asset replacement at 33kV and 132/33kV was required in a relatively short period, a move to direct 132/11kV transformation was the most economic option based on a number of factors.  Whilst capital cost was the most significant factor, losses were reviewed and savings found to be significant.  Whilst this is usually our conclusion in densely populated urban areas such as the West Midlands conurbation and the Potteries, we do not anticipate 132/11kV transformation eliminating the 33kV and 66kV systems in rural areas.

In addition to direct 132/11kV transformation we also have some 66/11kV transformation where the supply is taken from NGC at 66kV so eliminating the requirement for an intermediate voltage again. We do not consider 66kV a standard voltage for the future and do not anticipate further development at this voltage outside the area it currently supplies.

We anticipate in our area an efficient maximum of around 70% of our demand being supplied through direct transformation and with our current plans are not far off this figure.

The policies outlined above, whilst clearly reducing technical losses together and achieving the associated environmental benefits, were undertaken for other reasons of network economy and efficiency rather than loss reduction arising from the incentives in the regulatory framework.

Adjusting the present incentive scheme

Given the above concerns over the objective measurement of overall losses, it is difficult to see how a simple modification to the current incentive as described in the consultation paper, would be the appropriate solution, i.e.

· Increase in the losses driver – The paper suggests a possible change in the losses driver to include both the economic and environmental costs, the total value of losses being around 3.0 – 3.6p per unit. Any increase in the current incentive on this basis must be capable of displaying the environmental benefit. As argued above, we do not believe such a change would, however, be desirable since distributors’ behaviour would be unlikely to be influenced to reduce those technical losses that are being particularly targeted. Furthermore, any increase in the driver above present levels would represent an increase in revenue exposure and hence risk over which DNOs have only limited control.

· Adjust length of period for the incentive – i.e. increase duration of incentive, commensurate with the life of the asset. Such an approach would better align the incentive mechanism with the time horizon of the costs of improving losses. It would also remove some of the volatility and issues over measurability and hence uncertainty from the current mechanism created by sources not controllable by the DNO. Whilst this may seem to be a sensible move, there would remain the above issues with the aggregated losses incentive and regulatory risk given the increase in duration over which any benefit is recovered. Also, whilst the use of a fixed 5 year mechanism would similarly remove much of the volatility, many of the other issues of aggregation, manageability and measurability within the current framework would remain.

· Varying the incentive to incorporate seasonal and time of day variation – whilst this may be economically sound, the change would be complex to apply in practice and is unlikely to result in a change of behaviour, again given the increased sensitivity of such a variation to the measurement issues.

· Benchmarking – The benchmarking of losses between companies to drive companies to an optimal point is likely to be complex, given the lessons learnt from IIP with issues over measurement and normalisation for inherent and inherited factors. However, it would need to be an integral part of any more detailed review of losses performance.

Other Mechanisms Considered

The paper considers a number of different approaches to incentivising losses, the merits of which are discussed as follows:

· NGC – This approach may be viable for NGC since objective measurement is possible through half hourly metering. Even if it were transferable to distribution, many of the issues outlined above in respect of manageability would still remain, as would the key issue of measuring total losses rather than the individual components.

· Purchase of Electricity – Whilst this mechanism would reflect the ‘true’ economic value of losses to the end consumer, it would have significant implications for distributors. Distributors should not become energy traders with the associated implications for risk. Such a mechanism would also need to guard against any opportunity for gaming in the accounting of peak and off-peak units and hence costs. Fundamentally though, it is not clear what benefits such an incentive would create over and above the current framework since it still suffers from many of the same limitations such as measurement inaccuracies.

Possible Way Forward

Devising effective incentive arrangements to reduce losses must acknowledge each of the key drivers and not take a ‘one size fits all’ approach. This will not be straightforward and will require the disaggregation of technical from non-technical losses. 

a) Technical

Ideally, incentives which will induce a change in behaviour in order to reduce technical losses should be output or outcome based rather than related to the level of inputs. However, given the complexity of devising an effective scheme of this nature, it may be appropriate, in the short term at least, to implement a regime based upon specific measurable inputs which ultimately have an impact upon GSP take and hence the environment. For example, perhaps an electricity network equivalent of the new Building Regulations might be considered as a means of creating the appropriate environment for efficiency improvements pending the resolution of more in-depth analysis of the issues. Precise measurement of the effect on technical losses would not be necessary in the knowledge that meeting the new regulations would almost by definition lead to improvements; incentives to reduce non-technical losses would be retained (contrary to your concerns expressed in para.5.26) as long as a revenue driver is maintained.   

In the longer term, it may therefore be appropriate to seek to refine this approach through network modelling and devising a number of investment scenarios involving, for example, the increased use of low loss transformers, alternative network loadings, etc. This, as the paper acknowledges, would be complex and costly to model. However, if we wish to increase our understanding of the network dynamics and establish the contribution of a particular investment to a reduction in losses, we believe there is merit in exploring the possibilities. 

.  b) Non-Technical 

There are already incentives on DNOs to reduce non-technical losses through  the revenue driver in the price control. Settlement system errors are being reduced and companies are putting in more robust new connection processes to minimise the risk of unregistered sites. Inventories for unmetered supplies are also being updated and improved. Perhaps the only remaining concern is in the area of illegal abstraction where the uncertainty over the precise obligations and associated incentives of the market participants are preventing significant gains being made.
Suppliers, who currently hold the licence obligation to undertake revenue protection, have consumption information for customers through their billing activities and regular access to inspect the meter through their appointed data collector. However, the benefit from identifying abstraction is apportioned through settlements and the Grid Correction Factor to all suppliers leaving the supplier of the specific customer with use of system and legal costs which, on the whole, are unlikely to be recovered from the consumer. 

Distributors, on the other hand, contrary to the views expressed in paragraphs 4.11 and 5.26 of the paper, do have adequate financial incentives to undertake such work, abstraction having a long term impact on Distribution losses and metered units, but have little quality information to actively investigate possible incidents. 

We therefore believe that the responsibilities and hence licences of Suppliers and Distributors should be aligned with the incentives and be policed to ensure such obligations are discharged to ensure the long term integrity of the competitive market.

Conclusion

In summary, therefore, we believe that there needs to be a significant change in the way DNOs are incentivised to reduce their losses which reflects the diverse nature of the commercial and network drivers which determine them. The current incentive in its aggregate approach to the problem does not do that and merely encourages reductions in those losses which will have no environmental benefit at the expense of those that do. We therefore welcome Ofgem’s suggestion of a joint industry working group to take forward key aspects of the work relating to the Losses project and would be very keen to participate in it.

Yours sincerely

Andy Phelps

Regulation Director
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