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Dear Lars,

Consultation on Electricity Distribution Losses

The consultation document discusses a number of important points concerning the incentivisation of network companies.  On these general points (summarised in para 5.43 of the consultation document) our views are as follows:

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 appropriate?

In order to incentivise network companies to design and operate the networks appropriately, we agree that it is sensible to have incentive arrangements that seek to internalise the consequential costs of design and operational decisions.  It is our experience that such arrangements can be very effective in driving innovation in the management of the network to produce benefits that can be shared with customers. For example, during the period that we have had an exposure to the volume of transmission losses they have reduced from 5.67TWh in financial year 1995/6 (i.e. just under 2% of energy requirements) to 4.44TWh in financial year 2001/2 (i.e. circa 1.5% of energy requirements).  

In terms of the appropriate valuation of losses, the value of losses being proposed for use in transmission loss incentive scheme next year is £17/MWh.  This is considerably lower than the values identified in the consultation document for use in the distribution context.  To avoid distortions in network investment and operational decisions it is important to ensure that the values are consistently derived.

We note the wholesale price for electricity should cover, in theory, both the costs of energy and the costs of providing generation capacity needed to meet demand plus losses.  Wholesale prices do not at this time include all the environmental costs of electricity production.  Similarly, electricity prices corresponding to a point in the network, while reflecting the additional network costs to meet demand and losses at that point, are also unlikely to fully reflect all environmental costs.  

We are aware that a number of different values for the environmental costs of electricity have been estimated, reflecting in part the uncertainties in the valuation of CO2 and the potential for volatility as future developments take place.  Energy prices are also volatile and may also change as certain environmental costs are internalised and passed on by generators. If environmental costs that are not currently included in the wholesale price are to be included in network company incentive schemes then we think it is important that the method for setting such values is transparent and consistent across the industry.

In seeking to provide the wider industry and its customers incentives to address climate change issues, we note the Government has introduced obligations on businesses to pay a climate change levy of £4.30/MWh unless specifically exempted.  Also suppliers are obliged to purchase a certain proportion of their energy from certified renewable sources or buy-out from this obligation at £30/MWh.  It would be possible to incorporate prices derived from such government policy instruments into loss incentive schemes and this would avoid the selection of arbitrary values by Ofgem.

Such derived values would provide a surrogate to exposure to the market price of energy, including environmental costs, and could be used in incentive arrangements that do not require a network company to directly purchase energy for losses (i.e. options 1 & 2 in the consultation document).  As network companies are not required to pay the climate change levy or the renewables obligation on losses (and indeed, it would ‘double count’ and increase customer exposure to these obligations if network companies were so obliged) this approach can not be used in Option 3 of the consultation document.  

Surrogate market values can reflect the effect of load factors (i.e. loss load factors) by representing an ‘average’ loss weighted price.  In the context of distribution networks, a surrogate market value could be derived by taking a surrogate wholesale price and increasing it by the embedded benefits that a distributed generator could expect. If required, the fact that embedded benefits vary from area to area due to Transmission Network Use of System charges and transmission loss factors could be reflected in the loss incentive rates for different areas. (i.e. reflecting the fact that savings in the South are worth marginally more than savings in the North).

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

Incentive schemes should:

· reflect costs that companies can control (this implies that the costs can be measured with sufficient accuracy); 

· not impose additional costs without an appropriate income stream;

· provide a consistent incentive over a reasonably wide range of potential outcomes; and

· provide an appropriate sharing of benefits between companies and their customers.

In earlier reviews Ofgem have stressed the importance of avoiding interactive incentive arrangements that might distort decision making by providing more favourable cost or benefit sharing in one area than another. We believe this is a sensible approach, and it is particularly important in order to ensure that company decision making is perceived by customers to be appropriate and unbiased. 

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

National Grid Company has consistently purchased equipment from manufacturers by making our losses appraisal procedures known in advance so that manufacturers can provide designs which have an appropriate trade-off between losses and capital costs.  We have been willing to purchase low loss equipment on the basis that Ofgem have given assurance that such costs will be considered efficiently incurred and included in our Regulatory Asset Base and so receive a return.

Our decisions to purchase low loss equipment have been reinforced by our output-based incentive scheme.  However, these schemes have been for relatively short durations and they have been set on a basis that gives little confidence that improved performance achieved by investment decisions will be recognised in the setting of future controls.  On this basis, it is our experience that short duration output based schemes give weak incentives to make improvements by investing in long-life assets.  For this reason we see a continuing important role for the input based incentives and a thorough forward-looking RPI-X price review process. 

In the context of distribution price controls, where companies have been compared against an efficient frontier for investment that does not reflect potentially different performance with respect to losses, we suspect there can be a strong disincentive to incur the higher capital costs associated with low loss equipment and reinforcements.  Our experience with output based schemes leads us to question whether they would offset this disincentive, even if output incentive rates were artificially raised.  If techniques for comparing companies cannot be refined to reflect investments to reduce losses, then perhaps a second-best approach would be to require companies to use standardised low loss equipment.  Although this would reduce the disincentive to purchase low loss equipment items, it would not incentivise other aspects of network design that could economically reduce losses in the longer-term. 

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

With respect to the three options presented in the consultation paper:

Option 1 (comparison to historic losses) has the advantage of minimising financial risks arising from a mismatch between an imposed target value and the efficient and achievable level of losses.  However, it does not necessarily provide sufficient retention of benefits to incentivise low loss investments.

Option 2 (a regulator imposed target like NGC’s SO scheme).  In principle, this could  provide scope for allowing a sufficient capture of benefits by a network company to give confidence that investments will make the required return.  However, this will depend on the period over which benefit retention is allowed.

Option 3 (DNOs purchasing the cost of losses).  This has the advantage of more accurately reflecting the market price of losses.  However, it is at the expense of imposing market risk on network companies.  We suspect the additional price accuracy achieved would not provide a significant improvement in incentive properties over a solely volume based incentive and a stable ex ante loss incentive price would allow manufacturers to develop and refine low loss equipment designs rather than redesign equipment each time prices change.

As well as the individual merits and demerits of the options, we believe there are benefits from having a consistent regulatory approach between transmission and distribution in the gas and electricity businesses respectively.  

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? 

‘Fixed’ technical losses are not constant but can vary significantly albeit for reasons other than the variation of load.  On this basis there would appear to be only relatively minor benefits in terms of price accuracy to be achieved by separating their incentivisation from so-called variable losses.  As both give rise to similar environmental costs (in terms of CO2 emissions), there would appear to be little benefit in not treating these under the same scheme (as is the case for NGC).  

Non-technical losses, which arise from unmetered supplies or metering error, are by definition difficult to measure and separate from technical losses.  While rectification of such losses (by  accurate billing) may not reduce actual generation and the associated environmental costs, it would nonetheless not appear unreasonable for network companies to pursue free-riders incurring environmental costs with the same effort that companies pursue technical improvements that may avoid the same environmental costs.  Such an approach would remove the need to design more complex incentive arrangements.

Yours sincerely

Tim Tutton

UK Director of Regulation, 
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