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Introduction

The letter is very welcome for setting out the issues.  

I have elsewhere set out my views of the appropriate way forward for economic regulation with respect to Distribution Networks

. This is based on shallow connection charges for generators, entry charges set by DNOs, exit charges, RPI-X, performance based regulation relating to an increased value of DNO revenue and benchmarking.  The idea is that Ofgem regulates at a high level but that the DNO has more flexibility to set entry and exit charges, with the latter including UoS charges. All costs of operating, designing and maintaining the network should be placed on DNOs in tandem with all incentives (RPI-X, clarity on output requirements and benchmarking).  It is then up to the DNOs to set charges and prices for use of system so that they operate their network in a least cost manner while meeting their outputs. 

Only in this way, can the DNO be incentivised to operate and design the ‘whole’ network at least cost, allowing them to move on from incremental charging, which must overall be more expensive for the customer and less efficient in terms of  network development.

An important aspect of future economic regulation is that it promotes integrated, holistic regulation of both different networks (gas and electricity) and transmission and distribution and between time-scales,  given uncertainty.  While it is understandable that Ofgem has to consult on the different issues – ie losses and price controls, it is to be hoped that all the consultations for various aspects of economic regulation come together to achieve an integrated and complementary whole.

This response considers that the Open Letter goes some way towards this outcome but still not far enough. 

Detailed Comments

1. With respect to the section on Beyond 2005, a fourth principle should be that the framework promotes innovation . This should complement the results of whatever comes out of the DTIs current Review of Innovation. 

2. With respect to the section on Up to 2005, it is important that DNOs can respond to any increased demand and be confident that investment is adequately remunerated.  

3. Of the incentive arrangements for DNOs, this response supports shallow connections and an incentive for connections and operating the network efficiently and economically. It is agreed that arrangements for incentives and the principles for assessing incentive mechanisms should fulfil the characteristics set out in the Annex to the letter but should include an additional bullet in both areas related to innovation.  It is important that innovation is incentivised and currently is missing as a high level goal of Ofgem.

4. With respect to the possible drivers :

This response favours: network reinforcement costs of connection being added to the DNO RAV; distributed generation as an alternative to network investment and losses (see below).  This response is not so keen on the MWh driver but recognises that it is what the DNOs want and therefore finds it acceptable in conjunction with both the previous drivers.  This response does not favour the MW driver. 

5. Losses.  This response argues that the DNO should be responsible for losses and incentivised to keep them down. This response understands the DNOs worries about measurement but considers that the placing of responsibility for, and incentives to reduce,  all network losses entirely on them combined with other output measures  would cause the DNOs to find appropriate means of measurement.  Ofgem could oversee a 2 year measurement process if necessary prior to implementation, as with IIP.  The consultation document puts forward three options –adjusting current scheme, the NGC approach and DNOs purchasing electricity to cover losses.  DNOs purchasing electricity to cover losses would be the most direct incentive.  The extent to which this would support or undermine the other, wider objectives of Ofgem with respect to distributed generation would have to be analysed closely. 

6. Power Zones.  These strikes the response as a useful way forward.  It will be important though for there to be an exit strategy from Power Zones into mainstream price control.  My view therefore is that they should have done their job by 2010 at the latest.
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