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Introduction

British Gas welcomes the opportunity to respond to Ofgem’s consultation document on the subject of electricity distribution losses.  

We agree, in general, with the basic premise that a review is needed of the incentives that are in place to try and reduce electricity distribution losses.  We concur that any incentive regime implemented to limit or cut down on losses should provide the correct economic signals; that is the methodology should be cost reflective, and the cost and benefit analysis should be robust.  The mechanism should also be environmentally robust. Regulatory risks should not be increased significantly or unnecessarily.

This Section includes our initial, general comments on the subjects raised in the consultation. The incentive mechanisms discussed by Ofgem in its consultation are discussed in more detail in Section 2, and associated issues to distribution losses and incentives to decrease them are covered within Section 3.  Responses to specific Ofgem consultation questions are included within these two sections. 

1.1 DIFFERENCE IN LOSSES across networks

Electricity losses are an inevitable cost legitimately incurred in electricity distribution.  

Whilst we accept that different Distribution Network Operators (DNOs) have different network characteristics, the standard deviation in the losses level between the operating companies is very wide, varying between 5.4 and 9.1 per cent in 2000/01.  We are concerned how the increasing variation in distribution losses may lead to divergent retail charging, which is difficult to justify to end-customers, to whom the identity of the network operators has, over time, become less distinct.

Evidence given by the DNOs (in §2.9 of Annex 1) shows that only nine of the 14 consider losses and low loss options when undertaking new investment plans, whereas five claim that considering losses in investment decisions is not viable. From this we would conclude that Ofgem’s current incentive mechanism on distribution losses is too weak, and would encourage Ofgem to investigate whether there is a correlation between the consideration given to losses in the internal processes relating to investment decisions and the amount of losses produced by the DNO.  We would also urge Ofgem to investigate whether a lower level of operational efficiency might be the cause of the higher losses across some DNOs compared to others.  

In its consultation, Ofgem lists the average losses level in other comparable countries (in Table 4.2).  It may be helpful to understand the measures undertaken to reduce losses thus far in the UK or in comparable countries. At the same time, it must be recalled that distribution networks cannot be readily compared due to different network characteristics.

1.2 Optimum level of losses

On the issue of whether losses are currently higher than the optimal level, we would state that the optimal level is currently unknown.  However as some DNOs have levels that are much lower than others (with the difference varying between 5.4 and 9.1 per cent), it could be speculated that there is obvious room for improvement on the average of 7 per cent across the UK.  

In analysing what the optimal level of losses should be, care must be taken in balancing the additional benefit in reaching this level with the additional cost of achieving the reduced losses level.  A reduction in electricity losses should not be pursued regardless of the cost efficiency. 

We would encourage Ofgem to conduct a cost benefit analysis of the effect of its proposed incentive mechanism decision on regulating distribution losses.  

1.3 Action Taker

We believe that it is DNOs who are the best placed in the industry to make a significant impact on reducing losses.  The majority of losses are of a technical nature, and thus directly within the scope of DNOs, as assets owners, investment takers and system operators.

There is we believe an additional area which should be included in the analysis of losses reduction. Some DNOs have ‘network controlled areas’ or ‘load managed areas’, in which there are constraints on the networks.  We believe that a greater understanding of how this structure effects electricity losses would be beneficial, and an analysis of whether there are links between these structures within a DNO area and the level of losses within that DNO’s boundaries.

Action to reduce other sources of losses such as unmetered supplies and revenue protection should fall on both distributors and suppliers.  We welcome Ofgem’s assurance to coordinate the issue of illegal abstraction with the present consultation (§4.34), and we will continue to support Ofgem’s work in these related areas. 

Incentive Mechanisms

Electricity distribution losses can be described as an externality, in that the cost to society as a whole is not internalised by the producer of the externality, that is by the DNOs. The objective of Ofgem’s incentive mechanism is to internalise the issue of losses into investment decision making and/or operational management issues of the DNOs.

In order to choose how best to revise the incentive mechanism for distribution losses, two issues need to be understood.  Firstly, why does the current mechanism not fulfil its objective, and secondly what is it that Ofgem would like to see resulting from an incentive mechanism.

The costs of electricity distribution losses include the augmented network capacity, the environmental aspects of an increased generation of electricity, and the value of the electricity lost.  Ofgem estimates the total cost of losses across distribution to be in the region of £600 – £720 million per year. 

1.4 Current scheme

The current incentive scheme is weak and unsophisticated.  It bears limited relation either to the volume of losses produced or to real prices of the electricity lost.  There is also limited encouragement to DNOs to limit or decrease losses to any specific level.  Whether due to one or more of these reasons, the current scheme has failed to produce the results anticipated.

We therefore agree with Ofgem that a review of the current scheme - its aims and methodology – be undertaken.  The incentive mechanism can aim either to target investment decisions on new network design and build, or to target the operational decisions.  The type of mechanisms, including timefames, may need to be different according to which objective is targeted. 

Given the general operational passivity of the operation within distribution networks, there is likely to be a greater potential in influencing investment decisions.  The focus will then be in deciding at what level of income, or share of the benefits from losses savings, it would be necessary to cover the incremental capital expenditure costs associated with investments, in low loss equipment, for example. 

1.5 Framework for future scheme

We agree that a value for the environmental impact of distribution losses should be included in the calculation for the incentive.  It should not be at the same level as the cost of electricity lost, as this would imply that there is no energy production cost.

Whilst an input based approach looks at the cause of a problem, it can be problematic to enforce.  This type of approach may be too inflexible to allow for innovation, and consideration to the lifecycle of any assets in question, some of which may be over 20 years, would require timeframes to be much longer than current industry practices.

An output based approach, on the other hand, simply controls the level of the problem, without attempting to address the cause of the problem.  This raises the question of determining the optimal level of the distribution losses beforehand (which itself is problematic as stated above), but does allow companies to operate in the most cost effective manner within their own business requirements restraints. 

We believe that the proposed scheme should be a mixture of input and output based issues, as any scheme should consider both the cause of the problem and the problem itself.  

1.6 Assessment OF MERITS and demerits

The important factors in assessing the merits of each proposed incentive mechanism, aside from the cost benefit analysis, should include the following considerations: 

· How to ensure comparability between responsibility and controllability 

· Whether a different approach is needed for an operational incentive versus an investment incentive

· Should incentives be exposed to volume and price elements, and if so at what frequency should the price be changed to reflect changes to market costs

· Are changes in underlying power flows outside the DNOs control accounted for

· What is the best vehicle to introduce the incentive mechanism; should it be part of the DNO price control or a scheme similar to that of NGC

· What should be the timeframe of the incentive mechanism

· What is the guaranteed return that a DNO can expect for its investments     

1.7 The proposed options:

Although the current incentive scheme has not resulted in the desired decrease of distribution losses, the reason for this has not, we believe, been fully investigated by Ofgem.  Whether the cause is the structure of the incentive scheme, or the level of the incentive set, warrants, we believe, greater analysis. 

From the consultation document it is actually difficult to understand what would be needed for the DNOs to take losses into account in their investment and operational decisions. DNOs currently receive an NPV of 12.5p /kWh for losses savings that they make under their current price controlled incentive scheme.  We believe that a further study of what changes would be required to this level in order to give DNOs an incentive to take different operational and investment decisions, would be merited.

The first option proposed is a modification of the current incentive mechanism.  We do not believe that there is sufficient evidence that this may work at the current time. 

The second option proposed by Ofgem mirrors that given to the system operator (SO) of the transmission system.  Whilst this could be described as a more sophisticated version of the current system, the reason for applying this SO incentive scheme to a DNO is not apparent. 

The third option introduces the principle that the DNOs should be faced with the real cost of its actions. 

In principle we believe that DNOs should be faced with the real cost of actions, that is that they should pay the real cost of electricity lost.   However, in practice, this option is not ideal.  There is a danger in encouraging DNOs to participate directly in NETA, as they are not in the business of trading and forecasting volumes of electricity required. There would be additional short-term volatility resulting from this option, which could adversely affect all NETA participants. 

We would suggest that instead of using actual real half-hourly costs within an incentive mechanism model, that the price level used should track real market prices on an interval basis.  Although incentive levels would periodically change, the regulatory risk would be limited in that these changes would reflect market prices and could thus, in general, be predicted.

It is difficult to comment on the weakness of the current scheme although it is obviously having a minimal effect, given that the DNOs themselves say they more or less ignore losses.  The comparison of the different options needs to be set out in a format that enables a meaningful comparison between them by asking the pertinent questions about what is required in a scheme.

Thus we would conclude that the third option whilst intuitively appealing, has many problems.  The second option is more sophisticated than the first through its use of caps and collars and not merely a flat rate incentive.   Nonetheless as the problems of the first option are not fully understood, the changes proposed in the second option are similarly unclear.  We would thus propose that Ofgem conduct further analysis of these options, and through the creation of a comparative model establish an understanding of the effect of the final signals of each option upon the DNOs.

High-level elements that could be used in a matrix to compare the three proposed options could include:

· NPV of the value of losses savings

· Exposure to real cost of losses 

· Volume exposure 

· Impact on operational decisions

· Impact on investment decisions

Associated issues

1.8 Timetable

We believe that the industry working group suggested under §2.7 should include interested market participants from across the industry. In particular, we believe it important that suppliers be invited to contribute to this group’s work, as the issue of pass-through costs affects this group of market players.  We would be happy to participate in such a working group once established. 

1.9 Costs

In §1.12, Ofgem states its own costs for conducting this stream of work.  We believe it important that industry costs for the whole of this review operation should also be taken into consideration. 

1.10 Reported Savings from Decreased Losses

Savings from decreased losses can be either of a technical or non-technical nature. Only the former can be directly within the scope of the DNOs, and the chosen incentive mechanism should reflect this. The quoted savings of £600-£720 million per year is misleading, as this figure is likely to include both technical and non-technical losses.  If Ofgem’s incentive mechanism is aimed at only technical losses, then the target savings should reflect only these potential savings.  We admit that it is difficult to accurately measure the source of losses whether technical or non-technical, nonetheless the reported savings must reflect the targeted category of losses within the scheme.  

1.11 co-ordination of activity with related areas

One issue previously raised within this response is the most suitable platform for a distribution losses incentive mechanism, which may include the forthcoming DNO price control.  Whether this be the solution or not, this issue of distribution losses must be considered alongside subjects included the price control itself, and the expected changing demand on distribution networks.  The effect of the expected increase in distributed generation on the level of losses requires closer scrutiny. 

conclusion

To conclude, we agree with Ofgem that a review of the current incentive mechanism on electricity distribution losses is required.  Prior to determining the future framework of the incentive mechanism we believe that certain issues should be investigated further, primarily the reasons for the failure of the current scheme, and an understanding of how the individual DNOs operate differently vis-à-vis distribution losses.  The fact that there is such wide variation in the losses currently recorded by DNOs merits further investigation as to how the ‘best’ perform compared to the others, and whether there are lessons that can be learned across the industry. As regards the proposed options for a revised incentive mechanism, we believe that more in-depth analysis (including a cost benefit analysis) of the effect of these proposed options on DNO investment decisions and operational activity would be merited.

We trust that our comments will be taken into consideration as this work on distribution losses is progressed forward.  
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