) United
United Utilities Electricity PLC Utilities
Consultation Response

Electricity Distribution Price Control Review

United
Utilities

Responseto Ofgem Consultations:
1) Second Consultation
2) Ofgem Financial M odel

3) CEPA’sReport on Total Factor Productivity

February 2004

DPCR 2nd Consultation with no ‘commercia in confidence' 1



N

8

21

31
3.2
3.3
34
35
3.6
3.7

41
4.2
4.3
4.4
4.5
4.6

5.1
52
5.3
54
5.5
5.6

6.1
6.2
6.3
6.4
6.5
6.6
6.7
6.8
6.9

7.1
7.2
7.3
7.4
7.5

United Utilities Electricity PLC
Consultation Response

Contents
EXECULIVE SUMMIAIY ..ottt enne e 4
Timetable and Consultation ProCeSS........ccoeeverienieneeie e 6
TIMEBIE. ..ottt 6
Form Structure and Scope of Price Control ...........cocooeveverieeienenencsesenne 7
The structure of the price CONIOlS..........vcveieeiiee e 7
REVENUE DIVEIS......ceieeceeeee et s nne e 7
The scope of the Price CONIOIS.........cueiieieiee e 8
Dedling with uncertainty, new obligations and COSIS.........cccevvrerieerencneneneene 9
Duration of the main price CONtrol...........ccooeeveeieceere e 10
INCENLIVE FrAMBWVONK. ..o 10
Price controls for MEtering SEVICES. .......ccveveeveeieceece e 11
Quality of Service and Other QULPULS.........ccceverieriereereeee e 14
Guaranteed and Overadl Standards of Performance...........cccceveveieneseneenne. 14
REVIBWVING TP ..o 17
NEWOIK TESIIENCE. ... 19
Incentives for telephoNe rEPONTE ........eeuieieeeie e 21
ENVIronmental OULPULS ........cc.eerieeieiierie et se et e e 21
(0107 g 155 U= SRS 22
Distributed Generation..........coceveviiininieeiese e 23
Review of DNO information on distributed generation...........ccccceeveevveiiennnnne. 23
Incentive framework for distributed generation............cccoceeeverceveeceeceeceenee, 24
INcentive SCheme ParameterS..........cooveieieenenee e 28
DG Incentive Framework — Ofgem’s “ Other Issues’ (Para5.34) .................. 31
INNovation FUNAING INCEMIVE .........coueiiiieeee e 32
Regitered POWEN ZONES.......cccviieieeie et 34
ASSESSING COSES ...ttt sttt b e e bt nesn b e ene e 36
Overdl approach to (0000 S 1T 36
(000S B\ (0] 71007 1157 [0 o 1SR 36
ReVIAW Of ACIUEI COSES......ooveeiriisiesiesieeiesieee et 36
Review Of FOreCast COSIS......oovriiiiiiinie e 37
Bottom-Up MOAEiNG ..o 37
TOP-OWN ANBIYSS. ..ot 37
ProduCtiVity GIOWEN.........c.ceieieece e 39
TS 0= £ TP PPN 39
RAV RO FOMWEIT.......ccueiiiiiieee e 39
FINANCIAl I SSUES.......ooieieieiieeeetee ettt et 40
Thefinandd MNG-TENCE........c.oceeeeeee s 40
The COSt Of CPITAL........eeeeeeieeee e 40
FINaNCial MOTE ........cciiiiieee e 41
FINaNCIAl INAICAIONS.........eeeeieieieeieeie et 42
Treatment Of PENSION COLS.......ocveiieeiiciere e 43
APPENTICES ...ttt n e 46

Page 2

" i Unit
U/ Utilit



), United

United Utilities Electricity PLC Utilities
Consultation Response
Appendices
Appendix 1 Developing the RIAsfor Distributed Generation, |Fl and RPZs....... 46
Appendix 2 Commentson the Draft Financial Moddl..............cccooiiiiiieccieeciee 52
Appendix 3 Comments on CEPA’sReport on Total Factor Productivity............... 57

DPCR 2nd Consultation with no ‘commercial in confidence 3



) United
United Utilities Electricity PLC Utilities
Consultation Response

1 Executive Summary
This document integrates our response to Ofgem on:

The December Consultation Document on the Digtribution Price Control Review;
The Consultation on the draft Financid Modd (Appendix 2); and
The Report by CEPA on Tota Factor Productivity (Appendix 3).

The summary below identifies the key points made across the three consultation documents.

We are concerned that some of the policy framework and much of the detailed
price review methodology remains to be finalised. Whilst there is till time for these
to be completed by Ofgem in time for the March Policy Statement and the June
Initidl Proposals, the absence of a detailed plan of how dl of the current eements
of work will come together needs to be addressed urgently.

We believe that the basic form, structure and scope of the control require little
change, but we support evolution of additiond dements in an (RPI-X)+I+Q
dructure.

The leve of uncertainty around future costs is very large and needs to be dedlt with
via precise mechanisms, which are agreed in advance.

The baance of incertives needs to be reviewed to ensure that both performance

and efficiency are suitably rewarded.

Given the progress of competition in the market, over-regulation of the metering
part of the business should be avoided.

The risks of stranded metering costs and assets need to be dedlt with as part of the
main price control.

We see only limited need to modify the approach to Guaranteed and Overdl
Standards.

We recommend stability in the I1P Framework, and only minor changes to its
detailed operation.

We believe it is possible, and appropriate, to develop a measure of Network
Reslience

The outcome of Ofgem’s Willingness to Pay survey of customers, together with
companies submitted costs, should be used as a key input in order to fine tune
margina service performance.

We believe that more redligtic incentive levels are required if targets for distributed
generation are to be met.

The drategic and enabling investment required within our network for DG should
be dedt with as part of the main price control, with funding coming from bath
generators and demand customers,

The uncertainty and range of costs for DG needs to be recognised more fully.

Both IFl and RPZs warrant further development work.
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We support the work so far to establish a consstent and comparable data set from
which to assess companies efficiencies. This work needs to be completed as an
urgent priority.

Quadity of supply, tota cost, and the effects of mergers must be taken into account
in comparing efficency.

The uncertainties in any ‘top-down’ analysis are subgtantia. It istherefore unlikely
that it can be disproved that al companies are gpproximately equaly efficient.

A report by Horton 4 Consulting, which reviews CEPAs TFP work, notes that
there are no grounds to expect DNO TFP growth to be much higher than for the
economy asawhole.

The exiding finencid ring-fence is sufficiently robudt.

We support a post-tax approach to the cost of capitd, reflecting individua
companies circumstances.

The work to complete the financid mode shoud be accelerated since it is an
integra part of the process to ensure that dl work streams in the review ae
completed on atimely basis.

We expect early confirmation of the financia indicators to be used to test
financesbility. These must be congstent with being comfortably within invesment
grade credit rating.

We agree with Ofgem’s high-level principles on pensons. However, the
retrogpective gpplication of these price controls principles to previous price review
periods, is an area of considerable concern. The most important issueisto ensure
that adequate funding is provided for the future.

We would welcome the opportunity to discuss our detailed comments with Ofgem’ s Staff.

DPCR 2nd Consultation with no ‘commercial in confidence 5
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2 Timetable and Consultation Process

2.1 Timetable

We welcome Ofgem'’s clarification of the mgor milestones but we are concerned that some
of the policy framework and much of the detalled price review methodology remains to be
finaised. Whilg there is il time for these to be completed by Ofgem in time for the March
Policy Statement and the June Initid Proposds, the absence of a detalled plan of how dl of
the current eements of work will come together needs to be addressed urgently.

A great ded remains to be done. Specificdly the data upon which the comparative
efficency work will be based needsto be finalised. At the same time the policy framework
needs to be completed — particularly in the aress of: the Structure of charges, metering;
qudity of supply, standards and I1P; distributed generation; customer willingness to pay; the
trestment of pensions cogts, and other financid issues. The financid modd is in its early
stages of development and yet it will need to be capable of correctly representing these and
other areas in order for the price control to be set in the form of Initid Proposdsin June.
Another example here is how it will be difficult to incorporate the results of the customer
survey in the initid proposas, given that the results will be available only shortly before the
proposas need to be finalised for publication. Without completion of these work aress the
review remains an opagque methodology for setting future revenue.

It would be helpful to dl parties if we could review and comment on the detailed plan for dl
of this work, a a level of detall below that presented in the consultation document. We
gppreciate that we would need to comment very quickly and accept some decisions that will
be compromises by Ofgem, but are concerned that in the absence of seeing the plan we can
help little more than to identify the key areas for attention.

It would be worthwhile for Ofgem to represent the flow chart setting out the timing and
interrelationships of the separate work packages. This might provide reassurance that the
overd| project plan is dill deliverable.

DPCR 2nd Consultation with no ‘commercial in confidence 6



) United
United Utilities Electricity PLC Utilities
Consultation Response

3 Form Structure and Scope of Price Control

We bdlieve that the basic form, structure and scope of the control require little
change, but we support evolution of additiond dements in an (RPI-X)+I+Q
structure.

The leve of uncertainty around future cogtsis very large and needs to be dedlt with
via precise mechanisms, which are agreed in advance.

The balance of incentives needs to be reviewed to ensure that both performance
and efficiency are suitably rewarded.

Given the progress of competition in the market, over-regulation of the metering
part of the business should be avoided.

The risks of stranded costs and assets need to be dedlt with as part of the main
price control.

3.1 The structure of the price controls

We support the continued use of ‘RPI-X’ price controls. Aswe have discussed before, this
structure can be extended to provide separate specific incentives for particular behaviours.
This is dready the case for digribution losses and some dements of qudity of supply
(through 11P). The proposed incentives in respect of investment to support Distributed
Generation would aso fit thismode. It will be gppropriate to wait until the customer survey
results are available before findising the scope of the control, but further additions to the
basic form of control may be needed to reflect other issues, such as growing concern on
network resilience. We continue to see a model based on (RPI-X)+1+Q as a suitable
gructure for the future.

3.2 Revenue Drivers

We agree that the use of revenue drivers is intended to protect companies from cost
volaility driven by demand growth. In our view, there are two main sources of uncertainty
in this respect — the impact of energy efficiency commitments and distributed generation.
We are moving into an era where volume reductions are as likely as increases, 0 the
protection that is required is somewhat different. So long as the base assumptions for setting
the price control reflect the likely trend in sdles volumes, it can il be appropriate to include
arevenue driver plit equaly between customer numbers and kWh delivered.

Whilgt in theory it may be better to include a capacity related eement for large customers,
we remain to be convinced that this extra complexity can be judtified.
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3.3 The scope of the price controls
331 NGC exit charges

The treatment of NGC exit charges has been consistent since 1990, with the cogts excluded
from digtribution price control, but faling within the regulated income of NGC. This ensures
an adequate level of customer protection. DNOs have little short term control over their
aset requirements (these being driven more by P2/5 requirements). Most work at GSPsis
currently driven by asset replacement considerations rather than power flows, so there is
limited opportunity for DNOs to make dternative arrangements.  Furthermore, the leve of
‘exit charges is st to fdl subgantidly (by about 50% in our case) leaving a much smdler
quantum to consder. We are not aware that the theoretical risk of gaming is a mgor
practica concern. There are examples of companies choosing the least cost option, even
though it may not use NGC assets. So long as Ofgem continue to reward efficient
investment in price control settlements there is no reason to change the current scope of the
price control.

We share the concerns of other respondents to your previous consultation in respect of
whedled units. It would help to balance incentives if payments made to neighbouring DNOs
for wheding were treated in the same way as NGC exit charges. Where there are
dternative ways of increasing the import cgpability of our network, there should be no
regulatory distortion of the analyss of the options.

There is one other ‘wheding’ issue that we think should be addressed in this review. It is
likdy that the dectricity didribution market may follow the same course as for loca gas
digribution and small, separately regulated, embedded networks develop. The extent to
which this happens will not be within the control of the existing DNO, and any revenue for
network usage up to the boundary with the new networks should therefore be excluded
from price control. This becomes al the more important since many such networks may
have generation (especidly CHP) embedded within them, making volumes and load profiles
particularly unpredictable.

332 EHV charges

We have observed before that our EHV customers have not expressed any dissatisfaction
with our gpproach to pricing. There seems to be some confuson in Ofgem over the
gppropriate means of monitoring DNO performance. We understand our obligations to
require us to avoid undue discrimination.  This does not necessarily align with a common rate
of price movement. The baance of codts to serve EHV customers will often be different
from those relating to other, andler customers. This can arise because NGC charges tend
to make up a larger proportion of the total costs to serve EHV customers and because a
much smdler proportion is usudly needed to cover hilling and adminidtretive expenses. Itis
also right to mint out that EHV customers have, in the past, had more opportunity to
negotiate the balance between connection and use of system charges, again increasing the
likeihood that future prices need to cover adifferent mix of costs.

DPCR 2nd Consultation with no ‘commercial in confidence 8
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These observations need not imply that a new taiff basket for EHV charges is
ingppropriate.  However, care would be needed in desgning the approach and in
underganding subsequent performance.  This may be no more complex than the current
arrangements, where companies seem to be unable to provide sufficient evidence to satisfy
Ofgem that EHV charges are soundly based.

3.33 Non-contestable connection charges

We support Ofgem’ s desire to introduce more competition into the connections market. By
providing choice over who undertakes connections work, customers will have the
opportunity to seek improved vaue for money, either through lower prices or variaions in
sarvice quality. However, the success of the competitive market depends on support from
the DNO. There will inevitably be some non-contestable services that protect the existing
network owner where third parties are going to connect to the existing asset base. Such
sarvices, and the related charges, are specified in Condition 4 statements, and are therefore
subject to Ofgem review prior to publication. This may be a more effective form of control
than trying to design a price control to cover what are essentialy one off costs that depend
ggnificantly on the detalls of the project under congderation.

We agree that customers need to see evidence of protection where monopoly services are
provided by a DNO, but this does not dways have to take the form of forma price control.
Non contestable service charges can be challenged by individud customersif necessary, and
Ofgem can provide routine monitoring of published rates including inter-company
comparisons. It is dready the case that service standards are set and DNOs report
regularly to Ofgem on performance.

334 Businessrates and other excluded servicesidentified by DNOs

Ofgem have previoudy given DNOs to understand that locd authority rates would be
treated as a pass-through in future price controls. It is difficult to separate discussion of this
particular issue from the more genera question of how to ded with uncertainty in cost
edimates for the price control period. However it is worth confirming the principle that
excluded sarvices should embrace dl activities where costs or volumes are sufficiently
uncertain asto make it impractica to include them within an overdl revenue cap.

3.4 Dealing with uncertainty, new obligations and costs

There is a generd recognition that the level of uncertainty around future codts is greater than
a any time since privaisation. It is particularly important that the price control settlement
acknowledges this. We are uneasy with the idea that we might only be offered some kind of
generd comfort letter. The early work by Frontier Economics provided a framework on
which to build some more precise mechanisms for deding with specific areas of uncertainty.
In some cases pass-through may be appropriate, in others incentive mechanisms could be
defined that would encourage efficiency in deding with events of unknown impact.

DPCR 2nd Consultation with no ‘commercial in confidence 9
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The detailed review of Frontier’s proposed approach was raised n the Deding with
Uncertainty Working Group some months ago. It is now important that this work is
followed through to narrow the areas of uncertainty. Within that process we would not yet
rule out the tools used by Ofwat, dthough we agree that this may offer weaker incentives
than more targeted options designed to address specific issues.

3.5 Duration of the main price control

We are pleased to see confirmation that the next price control will be designed to run for
fiveyears. Thisdarity will hep our internd planning. There is a separate question about the
duration of benefit retention within efficiency incentives. The work that has been done on
both the rolling RAV adjustment and the opex benefit retention enable these to gpply for
different time periods than the price review intervals.

3.6 I ncentive framewor k

We are concerned that more work needs to be done to consider the interaction of incentives
that are in place or have been proposed. The table in 3.83 is a helpful check-ligt, and the
discussion in the paper raises anumber of important issues.

The initid work by Frontier Economics provided an early simulus for discusson, but
subsequent progress has been dow. This may be because the objectives are not yet
aufficiently clear, (if we cannot describe desired outcomes, it is impossible to specify
appropriate incentives).

The overal objective must be to ensure that customers receive both the right services and an
appropriate price. This can lead to tension between rewards for performance and incentives
to reduce cogs. We can see circumgtances in which digibility tests can provide a link
between the two strands. It can even be the case that incentives can be strengthened
smultaneoudy on performance and efficiency, if thereis an digibility test.

However, we believe that the development of an incentive framework is more complex than
this and care is needed to ensure that the interactions between different incentives are
consgdered sufficiently. Our work on incentives around the connection of distributed
generaion has helped to clarify someissues. For example, we can now distinguish between
mandatory and discretionary investment, and see that they must be treated separately.
Where invesment is discretionary, companies can only be expected to spend where this
represents the best use of marginal capita. This will depend upon both the margina reward
and the risk of non-performance.

This gpproach is equaly appropriate wherever margind performance attracts margina
reward (such as in the IIP or the losses incentive). On the other hand, some aspects of
performance have absolute standards, such as those defined in Guaranteed Standards. The
position is further complicated because the costs that companies expect to incur will ddliver
a combined effect across a range of different types of measure. Investment to improve
expected speed of restoration will not only contribute to GS performance, but also towards
[P rewards, for example).

DPCR 2nd Consultation with no ‘commercial in confidence 10
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It is unlikely that expenditure can be unbundled entirely and therefore digibility tests for any
broad efficiency rewards must also be broad. We suggest that five-year rolling average fault
rates may be a suitable measure to secure capex efficiency gains, while opex benefits could
be linked to CML performance. Nether will be a perfect measure, but we anticipate a
gradua move towards a wider range of output/outcome related rewards, reflecting
dimensions of performance vaued by cusomers (or by Ofgem, on cusomers behdf).

Where there is no absolute performance measure of acceptable standards, it will be
important for Ofgem to alow rewards to be sufficient to encourage genuinely discretionary
expenditure. Aswadll as the case of investment in advance of specific distributed generation
projects, we would aso highlight the position on losses.  Investment to reduce losses must
compete with other discretionary projects for finance and management time.  For such
investment to be undertaken it must offer the prospect of returns as great as those available
from improving CI/CML or facilitating future DG connections.

Further, Ofgem must set reward levels that reflect the drength of their dedre to see
performance changes, or they must price each incentive on the basis of a vauation of
customer benefit and leave the commercia behaviour of DNOs to identify the optima mix of
outputs.

We recognise that this is not an easy area, and as the desre for a wider portfolio of
incentives grows, it becomes more difficult to keep them in badance. Once initid proposds
for individua incentives have been made, it will be easier to review their potentid interaction.
In the meantime, we would recommend that the Incentives Working Group be encouraged
to develop a st of principles to guide future work. Through this group it may dso be
possible to identify suitable means of countering the gaming risks identified in 3.80. It should
be posshble for Ofgem to establish, ex-ante, the reasonableness of a company’s capex
forecasts. This is indeed a key task for the Cost Assessment work-stream. It would be
wrong to assume tha larger investment programmes are necessaily inflated and less
deserving of incentives to manage out-turn costs. The investment should be judtified in terms
of the various measures used to judge network performance.

3.7 Price controls for metering services

We accept that Ofgem have no.w concluded that metering services should continue to be
subject to price control beyond 2005. However, our prime concern in this arearemains the
appropriate trestment of cogs faling on the digtribution business as areault of its past and
continuing licence obligationsin respect of metering services. We do not accept that these
can be satisfactorily addressed through price controls on a competitive service.

DPCR 2nd Consultation with no 'commercia in confidence 11
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3.7.1 A separate metering price control

It isimportant for Ofgem to move quickly to develop more detailed proposas for a separate
price control, Snce it is only when that has been settled in principle, thet the true extent of
the digtribution business exposure, as a result of market reform, will become clear. We
assume that Ofgem’s intention is to provide a ‘safety-net’ to reassure customers and
suppliers in respect of metering charges and that this will apply equdly to dl meter
operators.

We are pleased that Ofgem have, in principle, accepted the depreciated replacement cost
vauation of exising metering assets, but it is important not to believe that this protects the
DNO from asset rdated risk. Whilgt it will be effective at the time the price control is first
set, it will not protect againg future changes in technology or shifts in supplier behaviour, (for
example to move to an aternative prepayment system). DNOs can be expected to use
termination feesto further protect thelr existing invesments.

It is dso pleasing to note that Ofgem have recognised the stranding of opex as another issue
to be dedt with for as long as a last resort service obligation is in place. Our FBPQ has
been presented in away that helpsto identify these costs. The costs associated with exiding
employees (including the related pengion ligbilities) and IT sysems will be just as important
to our future financeability as the metering asset base.

3.7.2 Scope and duration of the metering price control

In our opinion no price control is necessary post 2005. Early notice of this intention would
act as a further spur for suppliers to enter the competitive market. Nevertheless we can
understand Ofgem’s more cautious gpproach of seeking to undertake a competition
assessment before making this change.  However, any such assessment needs to teke
account of the fact that suppliers will inevitably say that such obligations should remain in
place.

It is important therefore that the competition assessment focuses on awareness and
capability rather than absolute measures of market share. Given the nature of the metering
market whereit is licensed suppliers who are the customers for DNO metering services, any
andysis based on absolute measures could be distorted by suppliers who have metering
businesses within their own groups. Once a mgor supplier has demongrated thet it is
possible for suppliers to migrate from the DNO to a third party meter provider, then this
should be evidence of capability.

3.73 Form of the Price Control

If Ofgem remain determined to put price controls in place for metering services, we strongly
favour smple price caps on key services. The nondiscrimination provisons in the
digtribution licence can then be used to ensure that other prices are kept in step with the
core regulated prices.

Our suggestion would be to cap the MAP charges for a single phase credit meter and for a
prepayment meter. For a meter operator the ingtdlation charges for the same equipment
could dso be cgpped. It is likely that competition will be the main driver of future prices,
and any price caps should act only as asafety net. This suggests that they do not need to be
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st a alevd that implies great efficiency savings. Indeed to do so may remove the
headroom for competitive market entry. Our Smple suggestion would be to use the upper
quartile of 2003/4 published prices as the cap, to apply equally across dl meter operators.

DPCR 2nd Consultation with no ‘commercial in confidence 13
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4 Quality of Serviceand other outputs
We see only limited need to modify the approach to Guaranteed and Overdl
Standards.
We recommend gability in the 1IP Framework, and only minor changes to its
detailed operation.
We believe it is possble, and appropriate, to develop a measure of Network
Reslience

The outcome of Ofgem’s Willingness to Pay survey of customers, together with
companies submitted cogts, should be used as a key input in order to fine tune
margind service performance.

4.1 Guaranteed and Overall Standards of Perfor mance

In generd both Guaranteed and Overdl Standards provide an agppropriate means of
protecting customer service standards. OS provide a suitable public metric to compare
companies macro peformance agang minimum service levds whils GS provide an
gopropriate and materiad guaranteed payment for individuad customers. [IP should in
contrast, alow the fine-tuning of service performance agangt an etimate of customers
willingness-to-pay for margina service variations.

There is congderable merit in gability in the form and scope of incentive mechanisms. 1t is
only when companies can undergand the long-term consequences of their actions, that they
are likey to respond pogtively to incentives to change behaviour. We believe tha the
combinaion of GS, OS and a relaively smple form of |IP is an gppropriate bass for
managing performance in terms of Quality of Supply and customer service.

Turning to the pecific suggestions contained in section 4.7 of the consultation:

411 Severe Weather

We support the interim arrangements and welcome Ofgem’s intention to put longer-term
arangements in place. Any revised arrangements must recognise the inherent interaction
between capitd expenditure for Qudity of Supply and Network Resilience purposes, and
the operation of exemption criteria. For example:

a DNO that invests in network automation to improve customer service and to gain
rewards under 11P, would perversaly be less likely to meet the current materidity
threshold for a given level of sorm damage. (Even though there are an exceptiond
number of Cls, if these are restored effectively as aresult of targeted investment, the
CMLsmay be lower than the materidity threshold).

Equadly if a DNO invested to increase the resilience of its overhead lines, for agiven
gorm these would result in less Cls, again potentidly exposing the DNO to the full
vaue of GSfailures below the exemption gate.
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It might be necessary to review the gate criteria annualy to reflect the underlying changesin
network performance arising from capitd investment to mitigate the potential for perverse
incentives. An dternate mechanism would be to dlow the DNO an upfront alowance in
anticipation of such exceptionad events occurring in a given period. The DNO would
therefore be incentivised to reduce its exposure to actud GS falures and retain any out
performance. This gpproach would transfer additiona risk to the DNO and an appropriate
reward would be required, however it would have benefits for customers, as the risks are
best transferred to the stakeholder best placed to mitigate them.

4.1.2 Automatic Payments

The provison of an automeatic GS payment service is an achievable god in the forthcoming
regulatory period. We believe that the most significant benefit of such a mechanism is to
provide such payments promptly to customers. This objective does not in our view require
the creation of a complex and expensive single phase connectivity model. However, it
would be essentid to recognise the impact of such a change on the companies. In particular
there are three features to take into account:

1. that automatic payments would be more numerous than claimed payments;

2. that systematic over-payments would be made where single phase low voltage faults
occurred;

3. that higher adminigrative costs (including new 1T) would be incurred.

Our response to the FBPQ QoS question 4 outlines in detail our views on how such a
mechanism may be implemented.

413 Business Customers

We do not support the impostion of different regulatory standards for business customers.
Our network has been designed to historic P2/5 standards. these in turn are intended to
ddiver predetermined levels of supply security dependent upon the Sze of load and voltage
of connection. There is no separate standard for customers according to their usage of
eectricity. Medium and large busness cusomers do however have the opportunity to
specify their required level of supply security. This is reflected in both cgpital connection
costs and ongoing DUOS charges. This opportunity is not afforded to domestic and smaller
customers.

It would certainly not be gppropriate to make large GS payments to business customers
who had chosen to take less secure connection arrangements. We would aso be wary of
the potentia impact on restoration policy, which currently aims to secure the highest volume
of restored suppliesin the shortest possible time.

If there were a genuine demand for greater insurance among business customers we would
expect to see a market develop, led probably by suppliers. Such commercia arrangements
could operate in pardld with anon-discriminatory approach to restoration from DNOs.
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4.1.4 Scope of Exemptions

We welcome Ofgem’s proposa on the clarification of current exemptions, as these have
higoricaly been subjective and inconsstently gpplied, which has led to uncertainty for
customers.

Any tightening or remova of the current exemptions must be accompanied by appropriate
protection, such as the introduction of GS1 payment pass-through as part of the interim
sorm payments arrangements.

Any congderation of changes to exemptions must also extend to encompass both the scope
and threshold of exemptions. With regard to scope, events such as Foot & Mouth Disease,
a nationd fue crigs etc, are currently classfied as non-exempt despite being beyond our
reasonable control and having material impacts on performance.

With regard to threshold, current exemptions, such as that in respect of industrid action,
protect us againg potentialy very large GS exposure. Whilst we agree indudtria action isto
some extent controllable, it is questionable whether it is reasonable to expose us to its
unlimited effects without gppropriate dlowance for insurance. A compromise might be to
rase the threshold for example to materid indudtrid action lagting longer than 5 days, but
even this would add to our risks and would need to be offset by an additiond revenue
alowance.

We believe that dl the issues outlined above in respect of exemptions would be best dedt
with by the gpplication of a generd mechanism which gpplied exceptiondity and materidity
threshold tests.  Such events would then invoke an gppropriate exemption mechanism. We
would welcome the opportunity to work with Ofgem to develop the detaill of such a
mechaniam.

415 Voltage Complaints

Companies performance in response to voltage complaints is dready good. In redity the
time tken to respond to the initid complaint is usudly a rdativdy smdl part of the totd
period to fix the problem, (snce this often involves the design and implementation of a
reinforcement scheme). We see little need (or vaue to customers) in compressing the
dlowed time to respond to the complaint. This would add to the risk for companies, whilst
having little materid effect on the time taken to solve the customer’ s problem.

4.1.6 Replacement of Overall Standards

As dated previoudy we support Overal Standards as an appropriate mechanism for
defining minimum cusomer sarvice levels. The fact tha these dandards are generdly
satisfied is a measure of success, not a reason for change. We would aso support an
extension of performance reporting 0 long as this was not a step towards inappropriate
targeting a a disaggregated leve.

4.1.7 Priority Service Register Customers

We are sympathetic to the needs of customers on the Priority Services Register, and aready
take specia action to protect them where necessary. However we see mgor flaws in the
proposa to implement special standards of performance.
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As we have explained above, our network is designed to meet criteria that apply to the
generdity of cusomers. It would be difficult, if not impossible, for usto tallor service levels
to individud customers. Furthermore, the PSR fulfils a number of separate purposes, and
not dl customers included on the register need specid congderdtion in dl circumstances.

We would not wish to see customers (or their suppliers) clamouring to enter the register in
order to obtain preferentia restoration.

If there is genuine evidence of concern, we would prefer a more targeted gpproach to
paticular customers, for example we could ingtal Power Outage Devices (PODs) a
individua premises to give more rgpid derts of supply interruptions. Thisiis likely to be a
more cost effective solution for small numbers of vulnerable cusomers.

4.2 Reviewing | I P

We fully support the concept of the I1P and see it as an important element in an incentive
dructure that focuses on vaue for money rather than just cost efficiency. In this context the
use of Willingnessto-Pay estimates to support the pricing of incentives is essentia if
customers best interests are to be served.

42.1 Scope of Output Measuresand Financial | ncentives

The current 11P mechanism focuses on Cls and CMLs. We bdlieve that these represent a
reasonable measure of primary customer service and, post disaggregation, are readily
comparable between companies.

In the current period, the introduction of 1P has meant that customers have benefited from
ealier investment initiatives as |IP has served to focus company attention on the annud
delivery of performance targets, rather than end of period delivery. However the incentives
were only attractive if the rewards were anticipated to continue for the foreseeable future. A
period of stability in target scope and leve is necessary to dlow companies to redize the
benefits of investments made.

4211 Distinguishing between types of consumer for reporting

We are happy to prepare disaggregated performance data, where this will be meaningful
and useful. However, any proposas to extend the scope of 1P reporting must take account
of its cost and effectiveness. Having developed robust reporting systems that meet audit
sandards, any modifications would have to be as rigorous and be fully tested. The costs of
this would be subgtantidly greater than producing a one-off indicative report on anew basis.

Furthermore, we would need to be convinced of the long-term benefits of additiond
reporting. This could include confirmation of nontdiscrimination, (which might be an
effective counter to the concerns received on behdf of business customers). However such
data collection could be seen & a forerunner to new customer specific reward schemes.
These would be as inappropriate as the variable GS/OS arrangements discussed earlier.
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421.2. Protecting Worst Served Customers

In our view the recently introduced Multiple Interruption GS and OS go along way towards
adequatdly protecting ‘Worst Served Customers . Such individual customer based metrics
are well developed and are more representative than targeting worst performing circuits.

Targeting of dircuit-based metrics is generdly open to manipulation and has not higoricaly
produced significant benefits for customers.

We remain open to the possibility of incorporating MI performance into 1P, this could help
to narrow the gap between average and worst service experienced, if there is generd
acceptance of this objective from customer research.

4.2.1.3. Disaggregated Performance Data Provision

As discussed in 4.2.1.1, developing new reporting systems that meet |1P audit sandards is
not necessarily cheap. However if disaggregated data is valuable to customersit should be
made avallable.

4.2.2 Form of the incentive for interruptionsto supply

We acknowledge the wesknesses in the current 1IP that Ofgem have identified. The
problem can be characterised by the need to reconcile a desire for consistent incentives with
an inherently volatile level of performance. This can best be achieved by removing the more
extreme fluctuation in performance and then providing assurance as to the consstency of the
incentives and targets for future years.

4221 Annual Rewards and Penalties

We would support a move to greater symmetry in the 1P, with rewards as well as pendties
available each year. So long as there is long-term gability in the targets and the incentive
rate reflects (a reasonably congtant) willingness to pay, the fluctuations around average
performance should balance ouit.

4222 Use of Dead-bands

Dead-bands are appropriate where the target performance is constant. They can, in those
circumstances, recognise the inherent voldility of short-term performance. However, they
would dgort incentives, if (asin the initid period) the IIP was aming to drive performance
improvements, rather than preserve the satus quo. As we have argued elsawhere, we are
unconvinced of the support from customers for further improvements in performance, given
the likely associated cogs. We are therefore more willing to accept dead-bands now than
intheinitid phase of 1P,

Nevertheless we believe that the gability of 1P ill depends upon removing the impact of
subgtantialy abnorma events. In our own case, 2002/03 performance was sgnificantly
digorted by a smal number of EHV faults that happened to have a paticularly large
customer impact. This was outsde the probability range we modeled before accepting the
HP.

Ofgem have acknowledged the need to adjust for some forms of severe weather and we
now consider conditions for other exceptiona events should aso be defined and excluded
from reported performance.
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4223 Rolling Aver age Perfor mance

Using rolling averages is another way of dampening the effect of individua year movements
in performance, but the overd| effect is not necessarily reduced. Indeed, if thereis an upper
limit on rewards or pendties, rolling averages can increase the impact of an abnormd year.
As discussed above, we would prefer to find ways of excluding such events, so that the
scheme can work effectively on an annud basis.

4224 Weighting of Incentives

We agree that any review of rdative weights should be delayed until the cusomer survey
results are known. Even then it will be important to consder the potentia value for money
from different initiatives before agreeing to any changes.

423 Targets, incentiverates and financial exposureto theincentive scheme

We have conggently maintained that the current Qudity of Supply targets should be
retained. We have no evidence that customers would prefer to pay more for ahigher quaity
of service. However we are prepared to review any aternative evidence from Ofgem'’s
customer survey againg the costs identified in our mid-January FBPQ submission.

It would be more gppropriate for Ofgem to set margind rewards that reflect customers
vauation of incrementa changes in quaity and leave companies to identify the most cost
effective outcome.

4.2.4 Planned interruptionsin final year of the current scheme

The issues outlined in section 4.21 of the consultation arise because of the asymmetrica
nature of the current incentive mechanism.  Such potentiad for gaming would be removed
once the system became symmetrical.

4.3 Network resilience

We welcome Ofgem’s increased interest in resilience. Although it is a complex and multi-
dimensona concept, it is important that ways are found to baance the dements of
performance, so that good restoration practice can be vaued against more robust network
arangements. We have been working aong these lines to produce a resilience measure,
taking ingpiration from the work of the Network Resilience Working Group, and would be
pleased to share our thinking with Ofgem. Our comments below draw on our other work
and summarise our present views.

43.1 Existing incentives relating to network resilience

We agree that the existing incentives under 11P, GS and OS are inadequate to quantify and
incentivise reslience as.

Current IIP and OS metrics relate to average performance not pesk storm
performance.

Whilst GS1 has exemptions for storm conditions for judtifiable reasons, it does tend
to weaken its effect as aredlience incentive.

Current measures are exclusvely backward looking in their assessment of resilience.
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It is important to differentiate between network reslience and softer issues such as
communication with cusomers during sorm events. The latter, whilst important, is
extremely subjective and open to influences beyond the reasonable control of UU, for
example, differing customer expectations across the operating area.  We believe that
customer communications satisfaction is adequately covered by current quality and speed of
telephone response measures. It may be appropriate to expand the size of the sample
during slorm events, but in principle the existing mechaniam is quite adequate.

4.3.2 Improving the ability of the network to withstand sever e weather

We agree that more work is needed to improve our ability to understand the relaive
peformance of companies. This is patly a question of identifying the differences in
circumgtances faced by DNOs, and patly about measuring the network’s inherent
reslience.

We are hopeful that a set of measures can be agreed, but recognise that a second best
option might be to define input requirements that would be subject to separate monitoring by

Ofgem. However, such an gpproach would only be effective if there was dready
acceptance of the network performance characteristics that were being targeted.

4.3.3 Ability of a company to respond to a severe weather event

All networks will sometimes suffer damage, causing loss of supply. In these circumstances
Speedy restoration is necessary to meet customer expectations. However, we are
concerned that too much emphasis could be placed on restoration without considering the
inherent strength of the network. A significant weakness of the October 2002 inquiry was
thet it identified as best practice companies who suffered large numbers of Cls, which they
quickly restored. We prefer to see best practice as a combination of robustness against Cls
and restoration performance.

We have significant reservations over the proposd to introduce staged percentile restoration
targets at 6, 12, 24 hours etc. Percentile targets are fraught with difficulties and perverse
incentives. For example these could incentivise companies to turn off automation schemes
prior to stormsto improve their percentile restoration performance. All such proposds have
to be seen in the wider context of the overdl incentive framework.

We agree that post storm performance assessment is a vaduable discipline and a necessary
part of the I1P excluson mechanism. We disagree that such assessments should underpin
the reward/pendty regime. Such assessments are extremely subjective and could
discriminate againgt companies investing to reduce sorm Cls.

4.3.4 Management of communications during an event

We broadly support the proposd to dlow no storm exclusons from generd telephony
incentives. These, in our view, dready provide adequate incentives for good quality service.

To adequately reflect a company’s performance it is however essentid to sgnificantly
increase the sample Sze of customer cdls for such events.
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Agan we view ex-post performance assessments as extremely subjective, particularly when
linked to numbers of complaints / cdls to energywatch and Ofgem. Such referds are
generdly reflective of the Sze and duration of the event rather than how well a company
communicates with its consumers. For example, a DNO may accurately communicate with
severd thousand customers that they will be off supply for 72 hours but this would tend ill
to result in alarge number of complaints to Ofgem.

4.4 I ncentives for telephone response

We bdlieve that the current incentive mechanism has been extremedy successful in focusing
companies atention on the quality of telephone response. This comparative mechanism has
produced an upward shift in mean performance, however we agree that this has now
resched a plateau with relative performance differences generdly narrowing. From this
point, there may be vaue in moving to an absolute performance target that rewards
improvements in performance, whilst not necessarily pendising the lowest scoring company,
if they continue to meet customer expectations.

The current mechanism does not adequately reflect the benefits to customers of automated
messaging and we would support the incorporation of this dement into the survey
assessment.

In terms of survey bias, we would agree that companies who have generdly low Cls and
CMLs tend to do reatively poorly on cusomer satisfaction. This reationship is in our
opinion due to a sampling bias towards longer duration LV faults which form a larger
proportion of the Cl base of such companies.

45 Environmental outputs

We support Ofgem’ s recognition that environmenta outputs should aso be subject to value
for money testing. However, the results of the customer survey need to be checked against
the Government’ s views on long-term socid vauation of environmenta improvement.

We suggest that a reward structure based on physica outputs is most appropriate, with
companies able to compare the costs of ddivering benefits with the vauation identified by
Ofgem. This implies no ‘target’ is set but companies would ddiver an efficent levd of
improvement.

We would be happy to consider awider extent of environmenta reporting if this provided a
badis for future investment plans. The cogts of additiona data collection would have to be
considered.

Findly, we note that losses are not mentioned in your discussion of environmenta outputs.
We are aware of separate correspondence on the refinement of the ‘losses incentive’, but
think it is important to keep this workstream in line with a broader evaluation of incentivesin
the price control programme.
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4.6 Other Issues

We ae not aware of any other Qudity of Supply issues that require development in the
current review. The focus should be on refining the gpproach to CML and Cl and to
developing suitable measures of Network Resilience. Across dl discussions on Quality of
Supply, vaue for money should be the key. There is no merit in improving levels of service,
unlessthisis congstent with customers wishes.
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5 Distributed Generation

We bdlieve that more redigtic incentive levels are required if targets for distributed
generation are to be met.

The drategic and enabling investment required within our network for DG should
be dedt with as part of the main price control, with funding coming from both
generators and demand customers.

The uncertainty and range of costs for DG needs to be recognised more fully.

Both IFl and RPZs warrant further devel opment work.

5.1 Review of DNO information on distributed generation

Digributed Generation is likely to be a subgtantial businessissue in the years ahead. We are
committed to supporting the Government’s drive towards a lower carbon future and have
been prominent in the work of the EGWG and, more recently, the TSG. We have dso
made proposas intended to contribute to a more supportive incentive regime that could help
ensure that Digtribution companies play their part in network transformeation.

Againg this background, we have been keen to ensure that the hitoric and forecast
information provided in our DGBPQ should present a redigic framework, given the
information available to us, and as sound a basis as possible for informing the price control
development work. We were pleased that both Ofgem and MM-BPI have acknowledged
the thorough approach used in our submission. At our meeting with MM-BPI two particular
points emerged during the discussion of this deta that deserve re-emphasis here:

We are not convinced that historica datawill be ahdpful guide to future costs

The forecast data is surrounded by inevitable uncertainties, many of them outsde the
control of the DNOs

In order to ded with the latter point, we developed a number of scenarios to present the
potential costs of network development over the period to 2010. Our main concern Now is
that the summary data published in your current consultation document does not adequatdly
bring out this uncertainty and potentia range of costs. We look forward to seeing the more
detailed verson of this data (Para 5.4 of the Consultation Document).

In particular, we note (Para 56.) that MM-BPF identified unit cost impacts arisng from

differences between individuad DNO design palicies and we question how this informetion is
to beused. The derivation of the forecast numbers presented in our BPQ required acertain
amount of engineering judgment being gpplied to determine the extent to which exiging

“Badc Active Management” techniques, not yet in widespread gpplication, could be used.
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The document quotes (Para. 5.20) an average £44/kW cost for reinforcement (including
grategic reinforcement), and a range of £10/kW to £90/kW. However it is clear from the
Tablesthat 10% of the projects reported by DNOs have costs greater than £148/kW, up to
a maximum of £1113/kW. The average is consgent with the numbers published in the
October update document however it isimportant to note that the DNO has no control over
which individuad projects actudly come forward for connection and that, as shown in Table
5.2, costs rise ggnificantly for the last 20% of capacity, leading to weighted average costs
well in excess of £50/kW.

As pat of an exercise to identify potentiadl RPZ projects UU has identified a number of
gpecific examples of projects that would, if connected by traditional methods, incur
reinforcement costs of £90/kW, £250/kW and £500/kW respectively. The incentive
scheme needs to ded appropriately with particularly high cost schemes as dl DNOs are
exposed to therisk that such schemes will materidise.

Furthermore, with the proposed change in DG connection boundary from “deep” (induding
adl necessay reinforcement) to “shdlowish” (where only a proportion of necessary
reinforcement is funded through the connection charge), there may well be an upward driver
on average reinforcement costs compared with average levels seen at present and this needs
to be fully reflected in the proposas.

5.2 I ncentive framework for distributed generation
521 Introduction and Background

We welcome Ofgem’ sintention to introduce an incentive framework for DNOs in rdlation to
the connection of digtributed generation. We have concerns however with regard to the
risk/reward profile being proposed and believe that this will be the key determinant of
acceptability as detalls of the scheme, in particular the exact structure of charges, are
developed.

In reviewing the current proposas we have kept two main issues in mind:

In terms of rik, to what extent can DG connections be treated smilarly to
connections for load customers?

Is the objective of the incentive smple cost-efficiency, or isthe intention for it to be
agenuine driver towards growth in DG connections?

It is important to clarify to what extent the purpose is to ddiver the higher return needed to
reflect the congtruction/volume risk on dl DG assets, or to encourage some speculative
infragtructure build to accelerate the prospects of DG development to meet Government
targets for renewables and CHP.

This Section 5.2 of our response, deding with the DG Incentive Framework, takes the
following form:

Congderation of the issues of risk and reward for DG

Clarification of the distinction between mandatory and discretionary investments
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Highlighting of issues arising out of the detalled charging arrangement

Proposd for an overdl framework for DG incentives

Detalled comments on the DPCR paper, including comments on the proposed values, are
contained in the following Section 5.3, “DG Incentive Scheme Parameters’.  Section 5.4
addresses Ofgem’ s * Other 1ssues’.

5.2.2 Risk

For aDNO, therisk profile of DG connections is not the same as for load. All connections
carry adegree of congruction cost risk, in that fixed price quotations are given to cusomers
in advance of the work being carried out, however for load thisrisk is mitigated to an extent
by the volume of connections and the ability to standardize on a range of basic design
“building blocks’. Thisis not the case for DG, where by comparison very few connections
are caried out annudly and individud schemes tend to be highly specific in nature, both
geographicaly and eectricaly. The risks associated with the connection of distributed
generation clearly exceed those associated with “business as usud”.

The rdaively low numbers of connections, generdly of a much more ggnificant size then
load connections, dso make it extremey difficult to forecast the growth of DG capacity.
The externd uncertainties that face generation projects (in particular, market economics and
the planning process to name but two) represent an additiona source of risk that has to be
taken into account by a DNO contemplating invesment in sraegic reinforcement in
advance of DG requirements.

We have identified a digtinction between reinforcement assets that are required by an
individual connection request, and assets that are ingtdled on a discretionary basis by a
DNO having agenuine incentive to do so. Thisdigtinction is explored further below.

523 Distinction between Mandatory and Discretionary | nvestments

The proposas for the structure of charges imply a separation of costs associated with
generator connections between shallow asseats (to be recovered through connection charges)
and deep assets (to be recovered through use of system charges).

Assets that must be provided to meet a Statutory request can be consdered mandatory.
There is an obligation on the Licensee to provide such assets and the alowed return needs
to be sufficient to alow an efficient DNO to finance its activities. We welcome Ofgem’s
acknowledgement that for the connection of distributed generation it may be gppropriate to
dlow a higher rate of return than for the generdity of assets used to service demand
customers.

It is dso possble to envisage a further categorisation, which incorporates discretionary
invesments that would facilitate future connections. Under the current proposds, such
investments would only obtain their full potentid rate of return if the asset were fully utilised
by connecting DG. Assets that must be provided to meet a Satutory connections request
do not need to be subject to the same challenge.

DPCR 2nd Consultation with no ‘commercial in confidence 25



) United
United Utilities Electricity PLC Utilities
Consultation Response

Where invesments are discretionary they must compete for funding with other projects
avalableto the DNO. In these cases the internd investment approvals process will consider
the balance between risk and reward compared with other discretionary projects. Given the
practica limitations on capitd availability this will require a higher ‘hurdle rate than that
assumed for ‘gtatutory work’. Thisis discussed further under “Reward” below.

524 Reward

We agree in principle with the statement in Para 5.16 that: “DNOs...on average can earn a
return which is more than their alowed cost of cgpitd for other investments — but which is
not excessve’, and with the overal objectives set out in this paragraph, however we suspect
that the assumed definition of “excessve’ return tekes insufficient account of the risks
involved in such invesments.

In considering the reward available to DNOs, it appears that the premise underlying the
current proposasis contained in paragraph 5.17 of the document, which states, “In terms of
the incentives towards efficiency, the generd capex incentive dlows DNOs typicaly to
retain about 40% of any reduction in cgpex”. It is important to note that this Statement
relates to the current arrangements where the potential for capex efficiency exists through
unit cogt reduction or by the DNO finding dternative solutions in what is essentidly a high
volume activity. The risk mitigation which exigs in “business as usud” is not available in the
DG activity and thus a 100% pass through into the RAB, earning the Weighted Annua Cost
of Capita, represents, at best, a position of smple cost recovery.

Ofgem have suggested thet it might be gppropriate to dlow a premium rate of return on
digributed generation related investments. One level of premium could be judtified by the
increased congtruction risk resulting from the one-off nature of such projects, coupled with a
traditional gpproach to connection charging that sees charges set on the basis of estimated
costs, before the work is done. This gives price certainty to the customer base, but leaves
the cost risk with the company.

It is on this basis that we have previoudy suggested that the hybrid scheme could be
interpreted as 100% pass through at the standard cost of capitd, plus a £kW (or p/lkWh)
alowance to provide an incentive for action. If dternative schemes providing for partia
pass through are to be constructed then the cost risk being taken by the DNO, which is
clearly dgnificant a this sage in the devdopment of DG, needs to be offsst by
commensurate levels of reward.

The levd of risk and reward associated with discretionary drategic investments merits
Separate condderation. Asidentified in 5.2.3, above, discretionary investments will have to
compete for funding with other projects. In order even to be considered, any project would
be moddled againgt arange of planning scenarios and would have to be projected to deliver
inits base case arate of return at least equal to a pre-defined “hurdle rate’. Thiswould bea
first step in the approva process, the project still being required to compete, on the basis of
its risk/reward profile, with other investment opportunities.
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525 Structure of Charges

The detailled payment arrangements under the incentive scheme will have a strong bearing on
the risks faced by the DNO. The impact of this could be mitigated if the roll forward of
actual capex into the RAB worked separately for DG related assets, rather than being
combined with other investment spend, (where the incentives would encourage companies
to beat the capex forecast used for price setting). If DG overspend offset this effect,
companies would not be adle to retain the legitimate benefits of capex efficiencies.

In commenting on the proposals our working assumption has been that the current RAB
approach would be adapted for DG such that the pass through proportion would be
accommodated by means of an ex post adjustment to arolling RAB, and the £/kW portion
would be funded by UOS levied on the generator community as awhole. We envisage a
roling sum of DG MW whereby the MW should be “counted” for the incentive
arrangements at the point of sgning the generator connection agreement. Once counted for
the incentive arrangements, the MW should stay for the full 15 years, irrespective of the
continuation of the actual generation schemes. Otherwise, DNOs could be left with
stranded assets having arisk exposure Smilar to that affecting new generation schemes, and
for which the cost of capitd would need to be such as to provide the DNO with the
expected returns that a generation project would earn for its owner.

Variations around this basc arangement are possble, particularly when considering the
digtinction between Statutory Requests and Discretionary Investments where in the latter
case our suggestion would be the ex ante gpprovd of schemes and RAB dlowances (see
5.2.6 beow). Similarly, it is not clear a this stage in the Structure of Charges consultation
process exactly what costs will appear in GDUOS and how it will be charged. In
conddering this, it should be noted that arrangements that rely on continuing payments being
derived from individud generators would carry dgnificantly more risk for the DNO than a
generd GDUOS based on charging the generator community as a whole (or charged
through the supplier hub principle).

The spreading of DG cods is a Sgnificant issue at this stage of the development of DG, not
only between individua generators but so on a GB bass. We underdand that this latter
point is an issue for minigers raher than Ofgem, but Smply note here that charging
arrangements should be sufficiently transparent to dlow for the segregation of the excess
costs of DG by individual DNOs.

5.2.6 UU Framework Proposal
The following summarises the structure proposed by UU:

a) Shallow connection assets — Costs would normally be recovered through
connection charges. Connection charge policy should reflect the greater risks
through the target margins on estimated codt.

b) Deep connection assets — Costs recovered through use of system charges.
Allowed income should be based on:

Estimated costs enter the RAB at the standard cost of capital
Rolling RAB adjustment treats DG related assets separately
The enhanced return is provided viaa £/kW supplement
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The £/kW is paid over aguaranteed life

The £/kW is funded from GDUQOS levied across dl generators

The £/kW could be converted to a p/lkWh allowance, where the kWh are
based on network (export) capacity by half hour (see 5.4.3 below).

c) Strategic developments — For mgor infrastructure projects (typicdly a EHV)
that involve subgtantia investment not linked to an individua generation scheme, a
separate process for ex-ante individua project gpprova should be adopted, with
asset values moving into the RAB in the manner suggested in (b). However, such
projects would be pre-authorised by Ofgem, and may aso need to be dlowed a
higher rate of return to be consistent with Ofgem’s policy proposals, and to reflect
their discretionary nature and the construction cost risk.

d) Strategic developments (alternative) — Arrangements to be smilar to those for
Deep Connection (Statutory Requests) except that a different risk/reward profile
would apply (see comments on Average and Minimum Rates of Return, below).

Appropriate vaues for Pass Through Proportion, Incentive Rate and other parameters to
use within this framework are discussed under “5.3 Incentive Scheme Parameters’, below.

5.3 | ncentive Scheme Parameters
(With paragraph references to the Ofgem document)

531 Regulatory Asset Life

Para’5.22. The scheme life is designed as 15 years, based on the assumed regulatory life of
the DG connection. DNO income would be dependent on the life of the DG itsef unless
this risk is removed by adopting a fixed recovery period from the generator (or customer)
community rather then from individua generators, as suggested in our Framework Proposal.
We ds0 suggest that this period should commence from the network capacity being made
available rather than the generator physicaly connecting. If recovery is from individua
generators (or from a tariff capped generator community) then the risk of late or norn+
connection/early termination should be offset by the use of a shorter regulatory life.

532 Pass Through Proportion

Para 5.24. We have identified above that the incentive scheme should be based on 100%
pass through supported by a £/kW supplementary risk premium/incentive. We accept in
principle that it would be possble to lower the pass through rate in exchange for an
enhanced supplement, however this must consst of a £/kW driver of sufficient megnitude
and certainty to offset the associated cost risk and provide an appropriate incentive for
action. We note here that schemes having lower pass through proportions are the most
susceptible to generator related risks.  Although some of these can be dedlt with directly, as
described in our comment on Regulatory Asset Life, 5.3.1, there ill needs to be proper
recognition of the resdud risk left with the DNO.
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Para5.25 — 26. Ofgem’s caculations indicate that on an annuitised basis, the minimum
guaranteed rates of return from the proposed approach (i.e. if no MW connect) are 1.4%
and 3.2% for options A and B respectively. However, as the cash flow from an investment
in the RAB has a dedlining profile over the years, the actud rates of return that would be
seen through the pass-through dement are lower than this. Even ignoring this effect, the
rates of return indicated under this scenario would be totally unacceptable to UU; we would
not enter discretionary projects with this rate of return, nor would we accept being required
to invest at thisrate to satisfy statutory requests.

533 I ncentive Rate

Para’5.28. We support the pragmatic approach of designing a scheme based on a uniform
national £/kW rate. We had concluded independently that attempting to design individud
schemes for each technology would be hugely complex and dso involve increased risks
since there would be a reduction in the averaging effects which arise out of dedling with a
wider range of connection types (i.e. the sum of the risks of severd different schemes would
be greater than the aggregate contained in one overal scheme).

534 Benchmark cost

Para5.19 — 21 and Tables. We have dready expressed our concerns regarding the use of
average codts in deriving the benchmark cost (“typica DNO dl-in costs’, Para 5.29) and
uggest that this only gives an indication of the order of magnitude of costs faced by
individud DNOs, bearing in mind the high varigbility of cogts identified by MM-BPI (Para
5.18). In paticular we have identified the ggnificant risk of high cogt projects being
required - the Tables showing that 10% of the projects reported by DNOs have costs
greater than £148/kW, up to a maximum of £1113/kW. We have dso identified an upward
pressure on these costs as the DG connection boundary moves from “deep” to “ shalowigh”.
We suggest below that an appropriate way of deding with particularly high cost schemes
would be the application of a suitable ‘floor’ on the rate of return achievable.

Para 5.29. Our further concerns relate to the direct application of average costs in setting
the benchmark for the scheme. If the incentive scheme is to be successful in bringing
forward sufficient schemes to meet the Government’ s targets then the benchmark should be
set on the basis of the incrementd costs of the last project required in order for the totd
MW to just meet the targets.
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To meet the targets will require approximately 3GW CHP' and 10.5GW? wind-equivaent
renewables generation. Table 5.2 suggests that applying a benchmark of around the DNO
average will bring forward around 80% of available schemes. This represents about 7-
8GW (based on the October update document). It appears from this analyss that the
targets would only be met if 100% of the recently announced 7GW of Round 2 offshore
wind (amost certain to be grid connected) were connected by 2010. Bearing in mind the
uncertainties with regard to offshore suggests that a greater contribution will be required
from DNO connections, implying the use of a higher benchmark cogt.

535 Average Rate of Return

Para 5.29. The digtinction between mandatory work and discretionary work is highly
relevant to the determination of both average and minimum rates of return. In the case of
discretionary investment, projects will only be contemplated if they can ddiver areturn that
meets individua company hurdle rates. The extents to which such projects are exposed to
generator development and construction cost risks would have a bearing on the appropriate
rate of return.

We rote here that the agpproach used for Transco’'s new capacity sales allows a maximum
return of three times the standard cost of cepita (and a floor of 1% below the WACC),
however this is gpplied in a fiedd of activity which is far less disaggregated than DG
development, and therefore less risky to predict.

For mandatory work, the focus is more upon the minimum rate of return, and our view of
the average return would be dependent upon the existence of an appropriate minimum rate
of return to provide arisk “floor”.

5.3.6 Minimum Rate of Return

Para 5.29. One criterion for deriving the incentive rate is suggested to be that a project
costing £120/kW should earn not less than 5%. For discretionary investments, a minimum
rate of return of 1% below the WACC would be consstent with the Transco arrangement
but it needs to be gpplied in dl circumstancesi.e. dso at costs greater than £120/kW.

For investments that we are required to make under statute, it is difficult to see why DNOs
should be exposed to returns representing less than cost recovery. This implies a “floor”

equa to the WACC, gpplied either on an overdl basis or a least to dl costs up to the level

reported by DNOs (which for UU is of the order of £500/kW).

53.7 Operating and Maintenance Costs

Para. 5.33. The suggestion of asmple £/kW payment leaves the DNO with arisk of under
recovery on the more expensive projects (e.g. along length of new overhead line for awind
project). Condderation needs to be given to including at least a proportion of these costs
within the pass-through dement.

! Based on 7.5GW -8 GW in 2010. Lessthan the 10GW target but consistent with most recent DTI
expectations.

2 Assumed 30% load factor, generating 27.5TWh, equivalent to the shortfall between renewables
generated unitsin 2003 and the 10.4% 2010 target. In practice, this could be delivered by 8.5GW wind
plus 1GW of other renewables having an average load factor of 60%.
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5.4 DG Incentive Framework — Ofgem’s “ Other Issues’ (Para
5.34)
54.1 Strategic investments

Strategic Invesment — Our proposal is that Strategic investment to facilitate the connection
of DG generaly and not associated with specific DG connections should be taken out of the
incentive mechanism, be subject to ex ante gpprova, and be funded through the main price
control settlement (i.e. subject to 100% pass-through).

If an incentive approach were to be pursued for this area of investment it would require a
ggnificantly enhanced reward profile, of more than three times the weighted average cost of
capital, and with afloor no lower than 1% below WACC.

54.2 Choice of risk/reward package

Conddering the differing requirements of the 14 DNOswe think it is entirely appropriate for
there to be an option for each to pick the most appropriate risk/reward package. We
suggest that there could be further flexibility, with the £kW incentive being determined,
within congraints, by an agreed methodology from a chosen pass through proportion.

54.3 Ongoing network access

We support the extenson of te incentive design to not only encourage the provision of
deep connection assets but also to support the ongoing production environment of new
generators. We do not, however, support the setting up of compensation schemes with
individua generators. Our proposd is that the supplementary driver should be adapted to
reward the availability of export capacity, asfollows:

Form of incentive — the essence of the scheme is to reward availability on the basis
of a target and a margind p/kWh rate (based on the capacity provided for
generators with the hours of availability). This scheme has the flexibility to set the
p/kWh rate a a level to give an appropriate incentive a the margin, thus avoiding
theissue of very low margina reward rates.

Vdue of incentive — The maximum return would be avalable to a company
providing 98% avalability, together with diding scde down to an availability
threshold of 90%.

Possble cdculation mechanism — In a manner Smilar to the [P, this approach
would rely on system outage data from DNOs, not on metered volumes.

544 Interaction with other incentive schemes

We have conggently argued to date that DG will bring margina benefits and disbenefits to
both losses and qudity and security of supply. As such we believe the overdl effect will be
neutral and we have no further information that would lead us to take a different view.
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5.5 Innovation Funding Incentive

We dso doubt whether the current low levd of R&D in DNOs is appropriate or
sudtainable, and agree that as a darting point, 0.5% of turnover does not seem
unreasonable. It isthe nature of R& D that Smple measures of outturn effectiveness are not
readily identifisble and that given the long-term nature of much R&D work, there is
condderable pressure to minimize such Opex codts year on year. A congant erosion of
R&D investment is inevitable under a pure RPI-X form of regulation. Although such
regulation will incentivise the subset of R&D that leads to direct cost savings for the DNO,
and where the payback is sufficiently close (ie within the current price control or possibly the
next), it will not provide any incentive for R&D in areas which might directly reduce costs to
customers without clear savings to the DNO.

We have many examples of R&D where specific short-term developments are undertaken
with the expectaion of sgnificant costs savings accruing, again in the short term.  For
examplein the last few years we have

redesigned our LV joints to support single man working;
introduced our current OH line management approach;
designed and implemented our own 33KV gas cable joint;
introduced a new standard 33KV jointing system;
introduced new 11kV cables and jointing systems.

These initiatives vary in the content and balance of research and development that each
contain, but dl have associated business cases that ddliver recognized paybacks in relatively
short timescales.

To underline that this is not a complete or sufficient gpproach, consder the establishment of
our Condition Based Risk Management gpproach to asset replacement that is explained in
our FBPQ submission, particularly Section 22. Our ability to gpply these techniques, and
thereby save tens or even hundreds of millions of pounds from an age-based asset
replacement programme is founded on collaborative industry R&D in areas such as partid
discharge and oil condition assessment that go back 25 years. Yet it isonly now that these
techniques are mature enough to gpply a a programme level to our investment needs.

Cugtomers will directly benefit in Xd4, and beyond, from the investments tha they have
indirectly funded over the last twenty-five years. The current necessary gpproach to R&D
support in DNOs is not providing any input in to such long term research amed a
understanding the fundamenta physics and engineering aspects of the asset base. Similarly
R& D associated with network/system development is dso grounded in attacking immediate
Cost pressures.

Both the above R&D development trgectories (i.e. business led specific development), or
more diffuse R& D codescing into a coherent cost reduction (or performance improvement)
drategy, provide considerable benefits to customers in the long term through reduced future
prices.
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In common with other industry commentators we believe tha the chdlenges to network
design and operation philosophy for the medium to long term are immense. The growth of
large numbers of digtributed generators at domestic level will probably be unspectacular in
the short term, but longer term will make for a very inefficient energy sysem unless its
presence is fully integrated and al the vdue rdeased. Ofgem will be aware of the difficulty
that TSG WS5 is having in recruiting DNO (and other) expertsto contribute to its projects.
It is particularly striking that there was 0 little engagement from DNOs. UU believes that
thisis due to DNOs having very few engineers committed to thinking about any future issues
beyond 2010, and dl such resources are dready fully committed. To us this is a clear
argument that the Government should be concerned about R&D in DNOs. We are grateful
to Ofgem for raising the profile of thisissue.

You will be aware that UU is an enthusiastic collaborator in the EATL Strategic Technology
Programme, which itsdf is a mixture of research and development projects, athough with
the accent on development. Again our collaboration and funding is under constant pressure
and scrutiny, and EATL are increasingly focussing their work and attention on projects that
give pay offs in the immediate future, or are reactive to current issues and pressures in the
industry. Recent successful projectsthat illustrate this are:

cable fault sniffer;
designsfor pole top switchgear earthing arrangements,
removd of oil from redundant oil-filled cables;

dudging of ail in switchgear (UU did not have the problem affecting the rest of
the DNOs).

What EATL are not doing, because the DNOs are not funding this, is to do research where
the paybacks are not likely to be within a few years at most. There are some exceptions-
for example aspects of Module 5 of the STP (Digtributed Generation) does have some
projects for which there is no immediate prospect of gpplication, but DNOs are happy to
fund this a low levd for the time being, in anticipation of DG growth, and future need.

Clearly if R&D is squeezed, then in comparison to the current business related projects,
these will be starved of funds or wound up.

We 4ill therefore bdieve that IFI funding should be 100%. To put this in context: the
Government policy on renewables indicates that by 2010, 10% of units will be accompanied
by a £0.03 subsidy per unit (ROCs). We egtimate this, in broad terms, to be about £1
billion per annum, or about £40 per customer per annum. The annuad cods of [F will be
about £14M for GB, or about 50p per customer per annum. We make further observations
on cogts and benefits in our comments on developing the RPZ and IFI RIAs in Section 8
below.
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A find point on the IFI proposasis that whilst we agree that DNOs will generdly be active
in the Development phase (with reference to the diagram on p5 of Ofgem’s Innovation and
RPZ Discussion Pgper — July 2003), we believe that there is arole, dbeit a much smaler
one, for DNOs to be able to develop ideas, or have sufficient funds to find a research
partner, that clearly liein the Research part of the modd. We are not arguing for thisto be a
sgnificant part of DNOs work, and we agree with your central argument that DNOs should
be involved in development and demonstration phases. Nevertheess many good idess are
likely to be developed by DNOs, particularly as the chalenges of DG rall forward into the
DNOs, and DNOs need to be able to develop the capability of nurturing some of these
ideas until their true potentia can be seen.

Returning to the questions in your consultation paper, we believe that the checks and
balances proposed, i.e. Annua Reports and scrutiny as part of ARM will enable Ofgem to
ensure that the overal R&D programme worked by DNOs delivers al the benefits that
could reasonably be expected.

UU has dready indicated its current view of what R&D is required in the Xd4 period, in
Section 33.4 of the FBPQ and Section 7.13.2 of the DG BPQ. The extent to which any of
this programme is fulfilled does depend on funding, or perceptions of funding, in the price
control settlement. If it is UU’s perception that the funding avalable for R&D is less than
100%, or there are other irresstible pressures on Opex, then hard choices will need to be
made about which parts of the intended programme have to be dropped.

5.6 Registered Power Zones

We reman supportive of the RPZ concept. We bdieve that it should be a smple
transparent mechanism for helping DNOs overcome dl the challenges of bringing new ideas
into use. We explore some of the costs and benefitsin Section 8 below where we comment
on the draft RIA. We have a concern that the incentive rate as described in the consultation
paper might be too low to be effective, particularly for any initiatives on the LV system to
help DCHP or PV, where the costs per MW are high.

On thislast point we hold the view, shared with some other wider industry participants, that
the opportunities (and chalenges) of the mass deployment of truly distributed technologies,
such as DCHP, will be the most sgnificant in the long term.  We therefore believe that a
ggnificant effort will need to be made in R&D to rdease the full potentid of these
technologies, particularly in displacing the security services obtained from centra generation
currently, and to improve on the current security provided by networks. We do not see
these as short-term issues, but we do believe that sgnificant developmert effort needsto be
committed in the near term to gart to develop the network transformation Strategies. This
issue reaches right across the industry and needs wide industry participation and support.

Incentives to participate that are based on MW are likdly to be unattractive as the absolute
levd of MW involved is smadl.
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We gtrongly support the smplicity of asingle RPZ award scheme, with no subdivisons. We
believe that it is gppropriate to have an Ofgem administered peer review RPZ award
process. Without peer review it will be hard to determine the novedty of an RPZ gpplication.
Having sad this, we bedieve there is merit in awvarding RPZS on a unique- per-company
bass i.e. if one DNO has implemented a novel technique, we bdieve that other DNOs
should dill be incentivised to follow, as there will be DNO specific issues to overcome in
every case. Thisis probably an important point in helping to incentivise DG growth across
al DNOs.

We bdlieve that there is one other aspect of RPZs where your proposals are incomplete.
There will be ingances in most networks where a generator dready exidts, and the
opportunity will arise to make use of that generator to provide system support or to
otherwise interact with demand in novel ways. As currently envisaged, this instance could
not be registered as an RPZ as there are no additional MW being connected to provide the
RPZ income driver. We bdlieve in this case that it would be appropriate to declare an RPZ
and that the vaue of deferred or avoided reinforcement capacity could be the RPZ income
driver.

We imagine that a subgroup of the TSG could fulfil this function in the short term, with
appropriate steps in place to avoid conflict of interest of DNO or developer TSG members.
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6 Assessing costs

We support the work so far to establish a consistent and comparable data set from
which to assess companies efficiencies. This work needs to be completed as an
urgent priority.

Quadlity of supply, tota cost, and the effects of mergers must be taken into account
in comparing efficiency.

The uncertainties in any ‘top-down’ andyss are substantid. It istherefore unlikely
that it can be disproved that al companies are gpproximately equaly efficient.

A report by Horton 4 Consulting, which reviews CEPAs TFP work, rotes that
there are no grounds to expect DNO TFP growth to be much higher than for the
economy asawhole.

6.1 Overall approach to assessing costs

The work on cost assessment is the most important aspect of the Price Control Review. It
will underpin the review of performance in the current period and provide the bass from
which to project future revenue requirements.

We are pleased with the approach Ofgem has taken to thiswork, and support the continued
emphasis on trangparency, consstency and comparability. However, we remain concerned
by the amount of work that still has to be done and the dow pace of progress in establishing
aconsgdent data set for andysis.

6.2 Cost Normalisation

We share the common view on the importance of data normdisation. Comparison of
performance can only be meaningful if the data used has been prepared on a consstent
bass. Ofgem’s work in this area is now well defined but we do have sgnificant concerns
over the timetable for completion. The process has dready taken longer than we would
have hoped and there remain alarge number of issues to resolve. We have every intention
of keeping to Ofgem’s timetable, but we recognise the risk that the project will be
unsuccessful unless dl companies ddiver in atimely manner.

Whilg we understand the argument that a more disaggregated approach should make it
eader to identify cases of potentid inconsstency, we remain to be convinced that the
resulting data will improve the comparisons that can be made. We 4ill suspect that
comparisons will need to be made a a more aggregated levd.

6.3 Review of Actual Costs

It is helpful to be able to begin to review cost performance data for the early years of the
current price control period. Companies have generdly outperformed the cost alowances,
but it is worth noting that the likelihood of additiona, unforeseen costs increases as we move
further from the date when the cost estimates were made. This can be seen particularly in
respect of penson and ESQCR obligations that add to our forecast costs in 2003/04 and
2004/05. We expect dl companies to show a smilar profile of outperformance across the
fiveyears.
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6.4 Review of Forecast Costs

We welcome Ofgem’s intention to take more account of companies cost forecasts. We
appreciate the need for some form of vaidation, based on the moddling techniques
proposed, but we expect our estimates to be used as the basis of revenue alowances so
long as they fdl within reasonable bounds.

6.5 Bottom-up Modelling

Our approach to cost modeling has tended to be bottom-up, based on our own
experiences and the likely changes in costs and procedures that we envisage. We hope that
any models that Ofgem develop will be based on the tools used by DNOs. In particular, the
models must be sophisticated enough to pick up inter-company variaions (such as the
impact on fault repair costs of asset age and type, or the effect of a condition-based
approach to maintenance planning).

Modes should be used to validate normalised activity costs and will therefore need to
operate with adjusted data provided by al companies.

6.6 Top-down Analysis

It was hepful for Ofgem to confirm that the role of the CEPA report on benchmarking was
only to initiate debate. From that perspective, we believe it has been very successful and
some of its provocative conclusions have usefully encouraged debate on a more considered
way forward.

6.6.1 Key Principles

We agree with the principles identified in 6.45, but suggest that these need to be
supplemented with a principle concerning rigour or robustness of conclusions. This could be
an dternative interpretation of “explanatory” but we believe it implies a different gpproach to
the “intuitively correct” criterion you have identified.

It was dso important to acknowledge the use to which the benchmarking andysis will be
put. In predictive mode it is presumably intended to identify the range of cost estimates that
could reasonably be expected from a DNO with particular underlying characterigtics. Such
a probabilistic gpproach is consstent with the desre to validate the reasonableness of a
company’ s own forecasts.

6.6.2 Cost Categories

We have previoudy expressed concern over the potential design of a hypotheticd DNO
from the separate benchmarking of a number of cost dements. This would be less
appropriate i the modds were used only for validation purposes. We agree that Ofgem
should explore the benchmarking of a number of cost categories and seek to identify those
with the greatest predictive capability. Subject to the agreement of an gppropriate definition
of capita consumption, we would expect a measure of total cost to be the most helpful.
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6.6.3 Benchmarking Techniques

We are pleased that Ofgem remain open-minded on the techniques to be used. As we
explained in our response to the origind CEPA paper, we think it is premature to determine
the anaytical tools before we can see their effectiveness on a reasonably reliable data set.
We have provided you with a copy of independent expert advice we have received on the
CEPA report.  This confirms the difficulties that are likely in opting for any particular
gpproach to benchmarking. We bdieve these difficulties can be mitigated by your intention
to use the output to vaidate, rather than set, cost estimates. We continue to favour an
approach that concentrates on the 8 management teams rather than the 14 licensees
athough we appreciate that you will eventudly have to caculate dlowed revenue on an
individud licence bass

6.6.4 Frontier or Average Benchmark

We had understood that one of the few unanimous conclusions from last year’s workshop
with CEPA on benchmarking was a clear preference for average benchmarks. Frontiers are
inherently unreliable, especialy when drawn from such a smdl data set. In any event, we
find it difficult to understand how a frontier gpproach fits with the generd intention to use
company forecasts where possible.

6.6.5 Total Cost Analysis

We are pleased that Ofgem intend to continue exploring the use of totd cost andyss.
Within that approach we agree that different measures of capita should be considered. We
would prefer to see a measure of capitd consumption added to operating expenditure, but
recognise that this may compound the growing problems in normalisation.

6.6.6 International and Panel Data

We do not believe that the additiona use of ether internationa or pand datais likely to be
robust in the current review. If such an gpproach is to be adopted in future, an early Start
must be made to understand the normalisation and comparability questions so that data
would be immediately useful in the price control review.

6.6.7 Inclusion of Quality of Supply

We have explained before the importance of including qudity of supply in any comparison.
This can be looked a from two perspectives. What matters to customers is overdl vaue
for money. It is this which should be benchmarked. Yet such an gpproach is impossble
without recognising the variaionsin service levels delivered by DNOs.

The second approach is to acknowledge that quaity costs money, and it is therefore
meaningless to compare companies cost performance without dlowing for variaions in
srvicelevds.

We have suggested ways of doing this that use Ofgem’s own vauation of margina changes
in service (as defined in 11P). 1t would be useful to consider how different adjustments might
be, if they were ingtead derived from the customer willingness to pay identified in the current
survey being undertaken by Accent.
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6.7 Productivity Growth

We have commissioned a report by Horton4 Consulting on CEPA’s report on Tota Factor
Productivity (TFP). This is included as Appendix 3. It concludes that CEPA’s centra
esimate is not reliable because of judgements made in reaching the conclusions from the
evidence. It also concludes that there are no grounds to expect DNO TFP growth to be
much higher than for the economy as a whole. We would like to discuss the atached report
with Ofgem and CEPA in some detail. We understand that the March meseting of the Cost
Assessment Working Group will give companies the opportunity to discuss the next steps
following the CEPA report on TFP.

6.8 Mergers

We strongly support the consideration of merger effects in any cost assessment. It is clear
from Ofgem’s own work that mergers of DNO's release cost savings that are not available
from other corporate transactions. These were edimated to have a maximum vaue of
£12.5m, but that it might take 5 years for new organisations to bed down delivering that
leve of savings.

We agree that other merger benefits are available to dl companies and should rightly be
reveded through benchmarking. However a specific adjustment (to put al licensees on an
even footing) is necessary unless dl benchmarking is done on an ‘8 management tean
bass. We had hoped that the use of accepted Ofgem numbers (£2.5m pa up to 5 years)
would have been a noncontroversa approach, which probably underestimates the true
effect.

Thereis then a separate question as to how future revenues should be set. For this purpose
any adjustments made to dlow the comparative efficiency analyss to be fairly undertaken
must be reversed out. In addition the price attached to the loss of a comparator should also
be levied to ensure customers gains are sustained in the long run.

6.9 RAV Roll forward

We see the debate on RAV roll forward as an important demonstration of regulatory
consgency. We beieve we have correctly applied an gpproach to regulatory accounting
consstent with the price control assumptions made in 1998/9. It is imperative that other
DNOs are equaly congistent, both to avoid customers paying twice for the same costs and
to ensure any benchmarking is genuindy comparative. We are confident that Ofgem will
pursue this issue to an gppropriate conclusion.
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7 Financial | ssues
We agree with Ofgem’s high-level principles on pensons. However, the
retrogpective application of these price controls principles to previous price review
periods, is an area of consderable concern. The most important issue is to ensure
that adequate funding is provided for the future.
The exiging finandd ring-fence is aufficiently robudt.
We support a post-tax approach to the cost of capitd, reflecting individua
companies circumstances.
The work to complete the financid mode should be accelerated since it is an
integrdl part of the process to ensure that al work streams in the review are
completed on atimely basis.
We expect early confirmation of the financid indicators to be used to tet
financegbility. These must be consstent with being comfortably within invesment
grade credit rating.

7.1 Thefinancial ring-fence

We can see no reason to further strengthen the ring fence for DNOs. The current
arrangements are already more onerous than those we face in our water business (where
concerns over the flight of equity have been greater). The changes discussed in your paper
gppear unnecessaxily intrusive and have the potentid to create additiond uncertainty.

We bdieve that any ring fence must be very clearly defined and not require subjective
interpretation. 1t would be a retrograde step to modify the licence condition in a way theat
removes some of the clarity that exists a present.

7.2 The cost of capital

We have commissioned independent advice on this important area and we will present these
findings to Ofgem on the level that should be assumed for the cost of capitd when these
reports are avalable. It is crucid that Ofgem ensures that an adequate cost of equity and
debt is reflected in the assumed cost of capitdl.

We sirongly support the use of a post-tax methodology &t the price review, using an alowed
return based on a post-tax cost of capitd. Thisrequiresthe caculation of a post-tax cost of
capitd that is the weighted average of a pre-tax cost of debt and post-tax cost of equity.
The dlowed return used in the financia modd should be set at afigure of at least thisvaue.

Future projected effective tax rates of the DNOs will vary on a company-by-company
basis. To ensure that the tax alowance provides companies with sufficient cash flow to
cover ther expected tax liabilities, we bdieve that Ofgem should forecast an alowance for
tax liabilities by estimating the specific tax liabilities of each company. This approach has the
benefit of treating tax costs to the DNO in the same way as any operating cost impacting on
the busness.
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A pretax cdculation of the cogt of capitd provides an ingppropriate incentive for
companies to adopt highly geared capitd structures, cregting a sgnificant risk of systemic
financid ingability in the industry. We therefore strongly recommend that Ofgem should
cdculate the cost of capital on a post-tax basis.

Market evidence of the costs of equity and debt indicates that the overal weighted average
cost of capitd has increased since the last price review.

The dlowed returns used in the price control should be at a sufficient levd that recognises
the need for equity funding over the next review period as capex requirements increase.

This can be achieved by an explicit dlowance or premium in the cost of equity to cover new
equity issuance costs.  UU is committed to a business modd that uses a mix of debt and
equity funding. Thisis evident from the group’s plans to raise up to gpproximately £1 billion
more equity through a two- part rights issue to fund the significant invesment in its regulated
businesses. We recognise the importance of the conventiona equity modd in ensuring that
shareholders, not customers, bear an gppropriate proportion of risks of infrastructure failure.
This requires an adequate equity buffer. The success of the second tranche of the rights
issue requires an dlowed return for equity investors that is judged sufficient by the equity
markets.

The cost of capitd cannot be conddered in isolation from other practicd funding
requirements of the DNO, eg. it needs to dlow for issuing/hedging costs incurred when
raisng new borrowings in the cost of dett.

There are regulatory precedents at the last price review that made an appropriate dlowance
for the cost of embedded debt. The extra financing cost of this debt should be fully funded
in the price control if the debt was fixed a a higher rate in the past than the projected
floating rate assumed model for the future. The cost of debt needs to be consistent with the
assumed interest rate used in the financid modd. In the case of UU these extra costs relate
to unique legacy decisons taken severd years ago and are unavoidable sunken costs
impacting on the business. The alowed cost of debt needs to be condgtent with the
assumed interest rate used in the financid modd.

7.3 Financial model

We wdcome Ofgem'’s initidtive to consult on the financid modd as a further way of
increasing the trangparency of the review. This process has been aided by Ofgem sharing
their financid modd at the gppropriate stages. We have set out in this response our detalled
comments S0 far on the model, which we have aready sent to Ofgem. In addition to these
comments we would like to make the following overal points

The financid modd will be dependent to some extent on severd policy issues
discussed in the December update and expected to be resolved in the March Policy
Statement. As the methodology to set revenue in the review is findised then the
financia mode will need to be reviewed to take account of these policy decisions.

The above process needs to be planned for each key aspect of the model so that
the policy, methodology and data gathering work streams can identify and prioritise
those areas of work as soon as possible.
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Because of the importance of the effectiveness of the modd to the overal price

review, we strongly advise that the modd should be independently audited before
thefind verdon is rdeased to give comfort on the reiability of the results.

We have a number of comments on the latest published version of the financid modd, which
we have tested againgt our own internal model. In summary our main concerns are as
follows

The cdculation of tax. There is a ggnificant shortfal in the cdculation of tax post
2005, which is an increasingly important issue.

The method of caculating the post-tax building blocks.

There are crude demand assumptions in the Ofgem modd. These have been
overamplified and may lead to errors in the revenue caculations.

The conversion of required revenues into annud price limits.
Errorsin the modd logic.

Some of these issues are technical and we have therefore included more comprehensive
detailsin Appendix 2.

There are indications in this consultation of the financid ratios Ofgem intend to use at the
price review. However, these have not yet been built into the modd and it isimportant that
companies are able to comment on these in the context of the financiad mode as soon as

possible.

It would be hdpful if there is aclear audit trail showing changes to the company submissons
in the financid mode leading to the determination. This will ad trangparency and help
companies replicate the modd ling results at each stage of the process.

We look forward to working with Ofgem in improving the robustness of the mode!.

7.4 Financial indicators

The find outcome of the price control review must be a level of alowed revenue that is
consgent with a fully financegble business plan. Thisis not just a matter of satifying us, but
more importantly, involves satisfying the providers of the finance that will be essentid to
support our combined investment and operation.

Companies should be able to raise finance not only from debt, but dso from the equity
markets, snce otherwise there will be a trend away from conventiona equity Structures,
which we congder to be undesirable as thisincreases the risk that customers bear.
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Financid ratios are likely to be a more important issue in this review than they have been
previoudy as we expect a sgnificant increase in required investment. Allowed revenue
needs to be & a a levd tha meets Ofgem’s target of “comfortably within investment
grade’. Thisis commensurate with financid indicators supporting a credit rating comfortably
within Moody’s A3 asaminimum. An gppropriate credit rating is a key factor to enable us
to ensure Stability, provide a buffer for cost shocks and ultimately ensure we are able to
finance our functions. Furthermore, prospects of future downgrades make it difficult to raise
debt without a significant increase in cost, SO we need stable ratings to ensure adequate
funding is available at reasonable rates.

It is extremdy important that Ofgem obtains independent evidence on issues affecting debt
and equity funding by talking to investors and rating agencies to seek their views.

The main points we would raise in this respect are:

The importance of cashtbased indicators. Our understanding is that agencies now
congder cash based indicators and RAV based gearing rather than book gearing.

UU has a credit status and raises finance based on its actud baance sheet. Any
assumed adjustment to the balance sheet by Ofgem may mean that UU would be
unable to finance its functions in the manner assumed by Ofgem.

Credit rating agencies use cash based indicators and it is helpful that Ofgem has recognised
the important of these measures in assessing ratings. We focus on three key measures to
demondrate asolid investment grade. These are;

FFO interest cover
RCF/Net Debt
RAYV based gearing

To mantan a financeable plan may require the injection of an appropriate level of new
equity funding consstent with the level of additional capex required. We do not consder
that repex is an gopropriate way to bridge any cashflow shortfdls, since it can put an undue
burden on ‘today’s customers, and by reducing the RAV, has an adverse effect on a
company’s future ability to raise funds and to cope with cost shocks.

An increase in cogt of capitd may be required to ensure that the lower limits of financid
indicators conggtent with an A3 credit rating can be maintained, both on average over the
2005-10 period and towards the end of the plan period. The trend is dso important as a
downward trend may also lead to a credit rating downgrade. We bdlieve this is consstent
with the gpproach used by credit rating agencies.

7.5 Treatment of pension costs

Whilst we recognise the need to close down discussion on the principlesin order to advance
the detailed implementation, it is disgppointing that there has been no forma response to the
arguments presented in our submission on behdf of the ENA in November 2003.
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From a UU perspective, we confirm our support for the principles you have identified, but
we recognise thet in your guidelines there is consderable scope for interpretation in gpplying
those principles in practicee  Our key concern remains the threat of retrospective re-
examination of previous price review periods.

The recent data gathering exercise indicated the difficulty in gathering the necessary historical
datato apply the principles set out. All partieswill have to accept the inevitable use of some
edimation in order to deliver the intent behind the principles.

751 M ethodology statement

We welcome the additiond details provided on the practical application of Ofgem's
suggested gpproach, and particularly the clarity on the alowances for ffiliates and related
undertakings. We also support the proposa that, once an alowance has been s, the price
control should not be modified to reflect the penson fund vauation in 2007 unless the
variation exceeds a predefined threshold. We return to the adjusments identified in 7.73 in
the sections below.

7.5.2 Allocation between price-controlled and non-price-controlled activities

We agree, in principle, with the proposa to split the assets and liabilities of pension schemes
between businesses, in a way which reflects historical employment patterns. However it is
a0 necessary to acknowledge the data limitations which affect the detailed gpproach that
can be used.

For pre-privaisation leavers we do not have the detailed records to alow us to follow
precisely this methodology and welcome Ofgem’'s willingness to accept a pragmatic
approach based on broader employment cost records.

For post-privatisation leavers we gill have difficulties in accessing records for individud

employees, but we expect to be able to andyse a sample of leavers. Given our difficulties
we are willing to use Ofgem’s smplifying assumption (that we analyse on the basis only of
last employment location), but we do have records that demondrate the different average
sdary and length of service by employment group, and these should be taken into account.

We recognise the sgnificance of the assumptions made on asset alocation. However it
does seem to us gppropriate to match, as far as possible, the assets to the different classes
of scheme members. Thiswill provide a closer gpproximation to the way that pension funds
are managed.

Onthefind point in this section, we are concerned here, as dsewhere, that issues relating to
costs associated with distribution licence obligations to provide metering services are
intended to be resolved in a metering price control. Thiswill not work. Liabilities thet relate
to digtribution licence obligations that need to be considered in the main distribution price
control. As metering competition erodes volumes and margins for meter operators, it will
not be possible to cover these liahilities from metering services revenues. It is essentid that
Ofgem take a broader view of the cogts that can be stranded by their policy decisonson
competitive markets.
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7.5.3 Over or under provision

Whilst we accept the principle Ofgem have proposed, its gpplication is not without difficulty.
None of the proposed options for cdculating an assumed dlowance digns with the
methodology sed to derive opex alowances at the last distribution price control. To be
consgtent with this methodology it should be possible to derive the assumed contribution
rates used by the frontier companies in the base year and gpply the movement required
towards this frontier in respect of penson costs. This would be a more acceptable
approach to UU.

The data required to caculate the assumed allowances back to privatisation (other than
option 2) is not avalable. An dternative gpproach is therefore to consder whether the
actud levd of funding made by the companies is congstent with the advice given to them by
the independent actuaries throughout the period. If the actud level of contribution is
conggtent with this advice then no penalty should be applied.

754 Early retirement deficiency costs

It isin this area where the concerns over the retrospective application of the principles set
out by Ofgem come into sharpest focus. As the podtion currently stands management
decisons made since privatisation that have resulted in efficiency benefits for customers are
retrogpectively being judged asinefficient. This creates unwel come uncertainty and risk.

Money cannot be removed from pension schemes by employers therefore there are only a
limited number d ways in which penson surpluses can be utilissed  Continuing to place
money in ascheme with a sgnificant surplus which cannot be withdrawn would be judged as
inefficient by shareholders, scheme actuaries and regulators dike.

Use of such surpluses to fund efficiency improvements in the business is therefore an
effective and efficient management decison. Any disalowances should only be by reference
to the specific past actions or behaviour by digtributors that were demonstrably inefficient.
Thisis not the case with UU.

7.5.5 Stewar dship

We agree that some check on ‘stewardship’ is appropriate, but have no reason to believe
that thiswill bring to light any untoward behaviour.
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8 Appendices

Appendix 1 Developing the RIAsfor Distributed Generation, | Fl
and RPZs

Costs and Benefits

We welcome Ofgem’s commitment to develop Regulatory Impact Assessments for dl
subgtantid policy conclusons. This provides a vehicle for demongtrating the expected costs
and bendfits of Ofgem’s policy initiatives.  Such trangparency will be helpful for both
customers and companies and should aid understanding of many proposas.

The use of digtributed generation as an example to build up a modd RIA is paticularly
appropriate, since it will be necessary to show both the direct &fect on companies costs
and the indirect impact on wider stakeholders, of the move towards a lower carbon future.
One of the key chdlenges we foresee is identifying these wider socid benefits and ensuring
that DNOs are incentivised to act in away that facilitates their achievement.

In our response below to the specific questions you have raised, we are concerned that the
focus is dmog exclusvely on the immediate impact on DNOs. Thisin itsaf will not provide
the most appropriate assessment of the overdl impact of the policy proposds. We assume
that Ofgem will am to pick up esewhere, the anticipated benefits of their policies, and any
costsincurred by other parties.

What would be the impact of each of the:

distributed generation incentive;

IFI; and

RPZ mechanisms
on the volume (or capacity) of distributed generation connecting to the distribution
networks?

It is difficult, with this and subsequent questions, to provide an answer of any precision.
There are so many factors that might affect the development of distributed generation that
we cannot provide a quantified response in the form ‘if these incentives are put in place, XX
MW more capacity will be connected’.

As we have argued in the main body of our response, we believe the current proposals are
inadequate in their impact on the attractiveness of DNO investiments. We have nevertheess
tried to use the cost estimates in our DG-BPQ to help explain the impact of your proposals.
It may be easer to discuss the potentia impact in pardlel with a debate on the form of

incentives proposed.

If the proposed initiatives are successful in encouraging DNOs to make strategic investment
in the area of DG connection, ether directly in the network or through Research or
Development, then connection costs will be reduced with a postive effect on the number
and capacity of schemes connecting. However the magnitude and extent of this effect can
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only redly be determined by experience over a reasonable period of time (possbly beyond
2010).

What would be the additional expected costs of the incentive framework to distributed
generators for connecting to the network? What benefits would it provide?

We estimate that the NPV over fifteen years of the proposed Ofgem incentive scheme as
applied to UU’s BBPQ Own Case Scenario is about £4M — dthough dearly this will be
affected by take up and cost of connection issues. These costs could be visited upon
generators in proportion to the MW of the connection capacity. By way of putting this cost
into perspective this would equate in round terms to about £0.20 per customer per yedr, if it
were to be levied on demand customers.

What would be the impact of IFI and RPZs on research and devel opment and network
innovation? What benefits would these provide to generators and other connected
consumers in comparison to the associated costs that would be incurred?

Both IF and RPZs offer the prospect of an improved environment for innovation, research
and development. We would expect them to have some postive effect, but we do not fed
able to quantify it a present — not least because of our uncertainty regarding the base costs,
agang which any improvement should be measured.

It is particularly hard to link IFl to absolute DG growth numbers since IFl is by its nature a
long-term incentive. The benefits of IFl are likely to accrue in terms of overdl reduced cost
of DNO operations that will be of benefit to both demand and generation cusomers. We
do believe, however, tha the sgnificant growth of distributed technologies, both demand-
dde and generation, will need sgnificant innovation across the whole industry. We believe
that a strong and vibrant innovation culture and capability is necessary to meet these
chdlenges and strongly support Ofgem’s concerns to promote these abilities in the DNOs.
For this reason we beieve that the RIA should specificaly support IFI for dl suitable
projects, not just DG related ones.

Qur initid thoughts on the RPZ proposds are:

The mogt likely candidates for RPZ will have costs much greater than the expected
nationd average

We will only pursue projects that provide a discretionary rate of return at the
expected outturn costs - thisis dependent on the terms of the incentive scheme, but
we would suggest that the target RPZ cost would have to be at or beow the
£50/kW average

This rules out obtaining smdl incrementa improvements on high cost projects

A sngle £/kW dlowance will adso fal to encourage RPZs for domegtic or other
micro-generation projects.
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Our underlying concern is that, when congdering individua projects, the risk effects of the
incentive scheme would tend to outweigh the explicit RPZ income available, and therefore
discourage innovation.

The specific RPZ income = £10k/MW NPV (£2.5/kW for 5 years @ 6.5%°)

In theory this, together with the effects of the incentive scheme, should provide 13%
return on projects with outturn costs of £50k/kW

However, under the incentive scheme the return is highly susceptible to the achieved
costs of the project and i therefore probably insufficient to support discretionary
investment

This highlights the need for an gppropriate minimum rate of return “floor” within the incentive
framework, and an expected rate of return that matches the DNOs requirements for
discretionary investments.  An dternative gpproach might be that the incentive scheme
should not gpply for RPZ projects and that these should be funded ("on application”) as a
subset of the overdl IFl arrangements.

What would be the impact of each of the proposed incentive schemes on the costs of
connecting distributed generation in the period to 2010 and in the longer term — both
in terms of £/kW and total system costs?

We bdlieve there is sgnificant scope for cost reductions through the application of more
sophigticated means of network management. There are likely to be a number of steps on
the path towards such an outcome, which will depend on the right test environment and
aufficient projects to dlow ideas to develop We would expect the benefits to be seen
further into the future than 2010, but do not have a strong fed for the likely overal effect.

How would you expect new technological developments to reduce the £/kW cost of
connecting distributed generation over that period?

See previous question.

To what extent does the connection of distributed generation require new R&D by the
DNOs?

As has been discussed in the development of RPZ and IFl to date, it seems likely that
sgnificantly more development work will be needed rather than new research. We bdieve
that the main effort needs to be in the amagamation of current techniques and thinking into
new ways of implementing, probably on alarger scde (particularly for technologies such as
SCADA and communications) than hitherto. Nevertheless there will be redl risks associated
with employing untested solutions and it is important that appropriate risk teking is
incentivised.

% For consistency with the Consultation Document, present values are calculatedin this Appendix using
the cost of capital from the last review of 6.5% real pretax.
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What would be required to do to administer each of the proposed incentive schemes
and what would be each of the associated costs?

We believe that operdtion of the incentive scheme can be largdy “automatic”’, ie with no
more intervention by licensees and regulators than occurs now, for example, with the lIP. In
saying this we would expect DNOs to keep records of generators connected, which would
form the bagis of an auditable return to Ofgem. We believe that RPZs and IFI would need
more intensive management again by both licensees and Ofgem. However, we foresee the
number of projects in either category as being between half a dozen and a dozen per annum
and thisis unlikely to be an overwheming burden on ether party. We would imagine thet it
equates to less than one manyear per licensee per annum, and possibly about haf a man+
year of management by Ofgem per annum.

What would be the impacts of changes in the volume of distributed generation on
quality and security of electricity supply; and
losses?

Will distributed generation provide benefits in these areas, and if so, can they be
quantified?

We have consgtently argued to date that DG will bring margina benefits and disbenefits to
both losses and qudity and security of supply. As such we believe the overdl effect will be
neutral and we have no further information that would lead us to take a different view.

How much of the increased volume in distributed generation would be of environment
friendly types (e.g. renewables)? By how much would this be expected to replace
electricity from non-renewable sources?

Would such generation contribute to the reduction of emission levels and, if so, how
should these benefits be quantified?

Again, in accordance with our DG BPQ, we believe that the renewables targets for 2010
are just about achievable, dthough what the mix is between offshore and onshore wind
remains to be seen. Smilarly we bdieve tha there should be an increase from the current
levels of high qudity CHP, dthough not as much as the Government’s target of 10GW.
Given stable demand for dectricity we would expect each MWh of renewable dectricity to
displace a MWh of non-renewable centradly produced eectricity, and smilarly esch MWh
of new high quality CHP to displace a MWh of centrally produced eectricity. We do not
have the information or expertise to forecast the effect on the MW of centrd or other non+
renewable generation that remainsin commisson.
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Distributional effects

Would there be significant costs outstanding if expansion of the network was not
taken up by distributed generators? Could the additional capacity be utilised in
another way, and if so, how should any costs be treated?

It is hard to know, given the current uncertainty on the development of DG, particularly
types, sSzes, and locations, what the risks of unused network expansion is. However, based
on UU’s DG forecasts, we can see ome £40M of drategic investment needed by 2010
primarily in the 132kV sysem to connect renewables. The remaning DG investment
(E70M) we have forecast is driven by projects. This means that the risk of stranded pre-
invesment is £40M, dthough there could be other stranded investment associated with
generators who then subsequently cease operating before the design life of 15 years expires.

We firmly believe that any stranded costs should be picked up by the genera bulk of
customers, idedly GB wide, dnce it is consumers who are the intended beneficiaries of the
Government’ s environmenta policies.

Are the IFI and RPZs likely to provide benefits to all consumers connected to the
network, and if so, how would these compare to the benefits realised by distributed
generators and DNOs?

We believe that IF will be used by DNOs across the range of its activities, and that through
the normd operation of RPI-X regulation innovation will bring immediate benefits to qudity
of sarvice and supply reliability and in time reduced costs through the operation of price
controls.

RPZs are intended to benefit generators, and will do so by incentivizing DNOs to find more
cost- effective ways of making connections. Ultimately, of course, consumers benefit from
cheaper generation codts as this will eventualy feed through into supply tariffs (and reduced
Renewables Obligation cogts). As has been shown above, the typica costs to consumersis
modest: IFl is about £0.50 per customer per annum; we believe that RPZ might cost of the
order of a few pennies (4p) per cusomer per annum. By contrast the Renewables
Obligation islikely to cost the average domestic customer £40 per annum in 2010.

The incentive framework for distributed generation assumes an asset life of 15 years
for infrastructure assets required for connecting distributed generation. Is this
appropriate and how does it compare to the assumed lives for other network assets?

We believe that 15 years is on the long Side for assets associated with DG, given the
uncertainty of their operating life. We bdieve tha assuming 15 year or shorter asset lives
will considerably reduce issues of asset stranding and risk to DNOs. Clearly most physica
assets will last longer, comparable with other network assets. However at the locd leve the
DNO's dhility to obtain full utilization of assets specificaly indaled is most unlikely following
the demise and/or disconnection of the DG that prompted the investment. The relevant life
to condder under the DG incentive scheme is the life of the payment stream rather than the
physicd life of the asst.
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Risks and unintended consequences

Ofgem would welcome views in this area, including, where possible, quantification of
the likely impact.

Clearly any incentive scheme or arrangement will have a propendgty for some unintended
consequences. We are unable to point to any likely ones, barring those that have been
outlined above. In this context it is worth pointing out that the RPZ in particular is quite
modest. Ofgem will need to consder carefully if the rate is sufficient to overcome dl
impediments to innovation.

Competition
Views are invited on the impact of the incentive framework for distributed generation
on competition in the generation sector.

Clearly any measures that favour the growth of DG can be expected to increase competition
in generation. UU does not have any information to estimate this effect in absolute terms.

Review and compliance

Views are invited on the likely costs of any monitoring that would be required for
each of the incentive framework for distributed generation; the IFIl; and RPZs.

We would imagine tha the cost of managing and monitoring the IFl and RPZ framework
equates to less than one man year per licensee per annum, and possibly about haf a man
year of management by Ofgem per annum.
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Appendix 2 Comments on the Draft Financial M odel

For completeness, these comments capture al the issues raised so far in our review of the
Ofgem financid modd. It is our underdanding that many of these items are now
incorporated in the latest version of the modd.

The comments identify the sheet and cdll references in the moddl wherever possble. We
have a number of mgor concerns, particularly with regard to tax, the post-tax building
blocks and the use of the tariff agorithm. These are important aress of the modd, directly
affecting price limits

COMMMENTSRELATING TO OFGEM’ SDRAFT FINANCIAL M ODEL (VERSION 1)
ISSUED 16 SEPTEMBER 2003

Tax Calculation

The modd only adjusts for capitd alowances and depreciaion and ignores any
permanent timing differences such as entertaining, disallowed lega fees, depreciation of
land and short term timing differences such as the movement on generd provisons.

The modd shows a plit for capitd alowances over tax revenue, long life, IBA and
P&M. There is no scope to include nontdigible expenditure or expenditure on leased
assets. It istoo smple to apply the same proportions each year and there should be a
facility to use a different tax anaysis for each year, which dlows for the annud variation.
This would overcome the problem of usng afixed % of non-load operationa capex asa
proxy for “non-load” expenditure for tax purposes. As an example:

Tax Category 2005-06 | 2006-07 | 2007- | 2008- 2009-
08 09 10
Tax Revenue — 100% Expensed
Tax Revenue — Accounting Life | 30% 35% 30% 35% 40%
Long Life— 6% reducing balance | 30% 30% 30% 30% 30%
IBA - 4% draght line 10% 5% 10% 10% 5%
P&M — 25% reducing baance 15% 15% 20% 15% 15%
Leased Assets 10% 10% 6% 5% 5%
Non-€elighle 5% 5% 4% 5% 5%
Tota 100% 100% 100% | 100% 100%

The percentages in the table are purdly for illustration and would be applied to the capex
for the relevant year.

The WDA on IBA should be 4% straight line on costs not on a reducing baance (cell
C32 — formulainput shest).
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We do not follow the formulae in cdl R103 (notes to fin reps sheet) onwards regarding
deferred revenue.  This seems to use a combination of lives. For statutory accounting
purposes we use a fixed number of years from new.

The deferred tax caculation in the modd appears incorrect. Deferred tax should be
30% * Profit before tax less current tax on a non-discounted bas's after adjusting for
permanent timing differences. The deferred tax in the modd seems to be based on the
opening balance rather than the closing accelerated capital alowances (net book vaue
less tax written down vaue), usng a discount rate based on the red cost of debt. We
assume a discount rate based on bond rates for producing our statutory accounts and
therefore there should be the option to input a separate bond rate. Discounting using an
gppropriate bond rate conforms to FRS19. The introduction of internationa accounting
gandards will remove the option to discount the deferred tax ligbility.

The sheet “financid reports (red)” is missng deferred tax in the profit and loss account
(seeline 24 of the financid reports (nomina) shedt.

On the user interface sheet the tax treatment of nontload capex will be based on
accounting lives. Therefore the option showing regulatory lives is redundant and could
be deleted (cdl G9).

Cell B119 (selected inputs sheet) should read nortload not load (minor point).
Post Tax Building Blocks

We do not understand this part of the modd (lines 47 to 50 of the price control calcs
sheet). Instead of the pre-tax return using a pre-tax methodology the post tax gpproach
should subgtitute actual current tax (as calculated above for the profit and loss account)
and a post-tax return (based on a pre-tax debt plus post-tax equity WACC * RAV). It
isimportant that the model is clear and trangparent on thisissue.

Projected Revenue

The Po and X factors should be calculated from the projected revenue for 2004/05
under the tariff agorithm set out in the licence. Thisis how revenues are dlowed in the
regulated digtribution business. This dlows for changes in demand across categories
and customer numbers and gpplies a predefined weighting factor. It dso dlows for
losses. The Po and X factors should be adjusted so that NPV of the projected
revenues using this gpproach equas the NPV of the required revenue using the building
blocks over the price control period, e.g. 2005-10.

The modd counts nonregulated revenues (i.e. de-minimus income) as regulated

revenues in the revenue cdculation. Lines 37 and 77 of the price control calcs sheet
include non-regulated revenues and these are included in tota alowed revenue and
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compared with total required revenue when caculating the X factors. We assumed that
the model would exclude al non-regulated revenues and codtsin the X caculation.

Key outputs from the mode are the Po and ongoing X factor, which should be clearly
shown.

RAYV Rolled Forward

The row that adds LRE to the RAB picks up the net vaue for 2005/06 but then
switches to the gross va ue from 2006/07 (see Cell R13 and S13 on the rav roll forward
sheet). Thisrequires correction.

If a depreciation life for non-operational of say 5 yearsis used then the modd continues
to depreciate after the life has expired and the RAV eventudly goes negative (see lines
37 and 38 of therav rall forward sheet).

The section Mar 03 Red RAV on the price control sheet (lines 93 to 99) does not add
down in the table. The opening/closing and average RAV vaues derived in this section
exclude nonoperational. This affects returns, tota reported RAV, baance sheet
adjustments etc.

Allowed Returns

The alowed returns on line 13 of the price control calcs sheet do not include the returns
on the non-operationd RAV.

Capex I ncertive

The logic in the modd is not quite the same as the mode the industry presented in the
meeting on 26 June 03. The adjustment for depreciation (line 18 of the capex incentive
sheet in the model) should be 5 * annud depreciation on the out-performance 5 years
ealier. This adjudts the RAV for the cumulative depreciation dready dlowed in the
previous price control and ensures the RAV isrolled forward correctly.

Cdl G9 of sheet cgpex incentive should show the formula that picks up the projected
actua capex for 2004/05 but is currently blank. This digtorts the efficiency incentive
cdculation.

Replacement Expenditure

Repex requires greater flexibility and therefore there should be the facility to vary the %
of capex classified as repex each year.
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Dividends

It would be hdpful to have the option of gpplying a dividend growth assumption
annudly, eg. 0% redl. It this case the dividend would be linked to the prior year vaue
plus a growth assumption.

Linkswith the FBPQ

It would be helpful if the inputs to the financial model were referenced to the FBPQ so
that an audit trail can be established. It would aso be helpful if the outputs from the
modd were consstent wherever possible with the profit forecasts, balance sheets and
cash flows in the FBPQ Tables 0, 1, 5 and 11. For example dividends paid are
included within “returns on investments and servicing of finance’ in the modd wheress
Table 11 of the FBPQ shows dividends outside.

As discused a the last DNO meeting it would be helpful f you could issue a more
comprehensive st of indructions and a description of each sheet in the modd (initidly we
had difficulty getting the macro to run because of incomplete cdls).

We would aso gppreciate the opportunity to comment on the areas of the modd that are
yet to be developed, eg. financid indicators, opex and losses incentives and incentives for
distributed generation at the appropriate stage.

COMMENTSRELATING TO OFGEM’ SDRAFT FINANCIAL MODEL (VERSION 2)
PUBLISHED 7 NOVEMBER 2003

Opening Balance Sheet I nputs

Debtors Intercompany Baance (UUE Inputs sheet, cell 0222) — this cdl is not picked
up and the balance sheet in the Financid Reports sheet does not bdance. Entered into
Debtors Other (UUE Inputs sheet, cell 0223) as default in order to balance.

Other Reserves (UUE Inputs sheet, cell O255) — this cdl is not picked up and the
balance sheet in the Financial Reports sheet does not bdance. Entered into P&L
Reserves (UUE Inputs sheet, cell O254) as default in order to balance.

Cost of Sales

The mode gppears to be ignoring dl cost of sdes (UUE Inputs sheet, cells R23-AF26)
in the building block methodology. Opex (UUE Inputs sheet, cdll R28-AF28) has been
used as default to include NTR costs and other costs of sales. Although this corrects for
the building blocks the notes to the accounts can bein error.
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Capex I ncentive Scheme

In the Price Control Calcs sheet (cdl R14-AF14 and R54- AF54), the capex incentive
scheme revenues are picked up as a negative when a company has outperformed the
dlowances. This is incorrect snce dlowed revenues should increase under these
circumstances.

Tax

Capital Allowances for 2002/03 IBAs (UUE Inputs sheet, cells O290-0294) deducts
the WDA for the year from the closing balance. 1BAs are cdculated on a sraight-line
basis and therefore this allowance should use gross vaues before WDA' s are deducted.

The Total Additions section (UUE Inputs sheet, cdls O343-AF346) requires three
more categories.

> Indigible
» Deferred Tax Revenue (alowed as depn)
» Tax Revenue— Genera (allowed as 100% tax deductible)

This will then dlow for the tax change in 2005 when tax revenue — generd effectively
switchesto deferred tax revenue. Without these tax categories the alowance in the post tax
building blocks will be grossy understated.

The tax computation (Price Control Calcs sheet, cdls R53-AF53) is ‘solved by iteration’
and it is not clear how this calculation works. To date we have not been able to reconcile
the numbers. Under certain assumptions this can produce tax credits post 2005 when we
have aready established implied tax rates greater than 30% in this period.

There are two lines in the modd that caculate tax charges (Price Control Calc lines 89
and 90). Line 89 refers to the number used in the profit and loss and line 90 refers to
the post tax building blocks. Under the scenarios we have run both produce quite
different results. Also the line 89 caculation does not involve iterations whereas line 90
does. | do not understand why the adinary tax number (before deferred tax) in the
P&L is different from the number in the post-tax building blocks — the two should be the
sane.

Smoothing of PO and X Factors

The modd appears to calculate a R value (Price Control Calcs sheet, cel Q35) for
2005/06 as the baancing item, after using the input X Factor for years 2006-10 (UUE
Sheet, cdls S19-V19) —the input X Factor for 2005/06 (cell R19) does not appear to
be used. It would be hdpful if the modd aso included an option to caculate the flat X
factor equivdent, i.e. what X factor in each year of the price contral is equivdent in
NPV terms.
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UUE: TFP comments 27 January 2004

1 | ntroduction and summary

As part of its review of distribution network operators (DNOs) the Office of Gas and
Electricity Markets (Ofgem) has published work by Cambridge Economic Policy Associates
Ltd (CEPA) entitled Productivity Improvements in Distribution Network Operators.
United Utilities Electricity (UUE) has asked Horton 4 Consulting to comment on it.

Why estimate productivity growth?

Work on comparative efficiency has tended to confirm that it is difficult to reach reliable
conclusions on the comparative efficiency of DNOs. If, as seems likely, it is not possible to
reject the hypothesis that companies are efficient, price controls should be set on the basis that
an individual company’s future costs will only differ from present onesin real terms insofar as
total industry productivity growth (or factor price change) is likely to differ from that in the
economy as awhole. It is therefore to be welcomed that Ofgem has commissioned work on
DNO productivity improvements. However, there are severd possible definitions of
productivity and which one is appropriate depends in part on the use to which it will be put.

M ethodology

CEPA makes a number of estimates of total factor productivity (TFP) growth in sectors it
considers to be comparable to DNOs from which it derives a range for future DNO
productivity growth that it then compares with afigure for UK general productivity growth. It
does s0 by examining an international data set compiled by the Nationa Institute for Social and
Economic Research (NIESR), regulated accounts of companies in the UK and in Norway and
the US, and its own surveys of analysts and companies.

It adso discusses partid factor productivity growth, sometimes labour productivity and
sometimes operating cost efficiency.

While we have some concerns about details of the analysis, the main problem in CEPA’s
report concerns the judgmental leap between the evidence presented and the conclusion.
CEPA'’s central TFP growth estimate is smply the mid-point of an upper and lower bound.
The former is derived entirely from performance by companies in an immediately post-
privatisation period that cannot be expected to be sustained over the longer term. The latter
seems admost arbitrarily selected from a range of figures that would appear to imply a
sgnificantly lower number. It follows that CEPA’s centrd estimate is not reliable.

A number of features of the methods used may affect the results.

CEPA appears to have used the CCA modern equivaent asset method to measure
capitd assets employed, which will introduce revauation effects. We prefer an
inventory gpproach rather than use of figures teken directly from current cost
accounts.

Adjusments are not made for changes in cogt dlocations that have occurred,
dthough these will have resulted in large overstatements of DNO productivity
growth — particularly in 2000/01 when 14% of operating costs were redlocated
away from DNOs.
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Outputs are measured in different ways when compiling productivity measures that
are then compared with each other.

When including qudity as an output CEPA incorrectly caculates its weight by
multiplying the assumed vaue by the number of logt units. However, the qudity
sarvice that is delivered is not the number of units thet is lost but the number thet is
not lost.

Estimates of trend productivity growth

CEPA'’s report concentrates on total factor productivity. It rightly draws few conclusions as
regards partial factor productivity or operating cost efficiency. The figures derived from the
NIESR data set are al of labour productivity, which is not directly comparable with measured
operating cost efficiency but would be expected to be higher. The figures for operating costs
are either for the post-privatisation experience of the DNOs themselves, NGC and the water
companies or for Norwegian and US electricity distribution companies. Experience of these
two last is of modest operating cost efficiency growth of 1.6% and 0.5% respectively.
However, there is no smilar whole economy measurement with which these can be compared
in order to calculate the extent to which the sector outperforms the RPI.

Our assessment of TFP, based on the evidence presented, differs from that reached by
CEPA. It is that the forecast of the potential for trend DNO TFP growth is subject to
dgnificant error but there are no strong grounds to expect it to be much higher than that for
the economy as awhole.

DNO past performance is subject to substantial measurement error and is influenced
by privatisation effects and so is not agood guide to future performance.

Similar congderations gpply to the evidence from other UK utilities.

Evidence from US and Norwegian distribution companies has unexpected features
but is consistent with a growth smilar to the UK economy average.

US, French and German nationd accounts data suggest TFP growth in the utility
sector dightly lower than that for the UK economy and around that for ther
economies asawhole,

CEPA’s survey of andyds is smdl but the results are consstent with TFP growth
amilar to that for the economy asawhole.

TFP growth in the UK utility sector was dso 0.7% higher than that for GDP as a
whole in the 1950-90 period but thisis on the basis of a utility output definition that
grows faster than that used by Ofgem.

The composite sectord TFP estimate (excluding post-privatisation utilities deta)
gives a TFP growth rate dightly higher than that for the economy as awhole.

2 Horton 4 Consulting
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2 Differences in productivity measures and thelr usein
price control

Previous price controls have assessed the scope for cost reduction during the coming price
control period primarily by attempting to assess the extent to which companies productivity is
below an efficient level. The extent to which the efficient level might itself move in the future
has been a secondary consideration to which comparatively little attention has been paid.

If, as seems likely, it is not possible to reject the hypothesis that companies are efficient and
there is no scope for catchrup cost saving, the potentid for efficiency growth will be that of
the industry as a whole. Cost savings would be possible, relative to an economy-wide price
index like the RP, if industry productivity growth exceeded that for the economy or if the
relative price of the industry’s inputs fals. Price controls should therefore be set on the basis
that an individual company’s future costs will only differ from present ones in red terms
insofar astotal industry productivity growth (or factor price change) is likely to differ from that
in the economy as awhole.

Further work on comparative efficiency has tended to confirm that it is difficult to reach
reliable conclusions on the comparative efficiency of DNOs. It is therefore to be welcomed
that Ofgem has commissoned work from CEPA on DNO productivity improvements.
However, there are severa possible definitions of productivity and which one is appropriate
depends in part on the use to which it will be put.

Previous DNO price control reviews have used a “building block” approach that has
necessitated a disaggregated view of productivity.

A judgement has been taken of the scope for improvement in an operating cost
productivity measure thet is the ratio of controllable operating costs deflated by the
retail price index (RPI) to a weighted sum of three outputs — customer numbers,
units digtributed and line length.  The question has been whether the particular
crcumstances of the dectricity indudry are likey to result in grester gans in
efficiency than those in the economy as a whole that are embodied in the RPI.
There has been debate as to whether this partid measure will be affected by
changes in the capitd output ratio or by unusua movements in relaive factor prices
but no specific adjustments have been made for those reasons.

Capitd cost productivity has dso been assumed to rise relative to that in the
economy as awhole in that the unit price of installed pieces of capitd equipment has
sometimes been assumed to fdl inred terms.

In the last (1999) review financing costs were assumed to fal and the cost of capital
was reduced.

These efficiency judgements have been used merdly to forecast costs and an X
factor has been calculated to equate net present values of expected costs and
revenues. There has been no systematic atempt to derive X from productivity
trends.

The productivity measures assessed in CEPA’ s report include more general measures whose
gpplication would be different. It discusses “partia factor productivity”, relating to operating
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costs, but its mgor conclusons concern growth in a measure of total factor productivity and
the difference between it and that for the economy as a whole, which “ over the longer term
.... it can be appropriate for the X factor to approach”.

Most productivity analysis attempts to relate physica outputs to a weighted sum of physica
inputs such as labour or materials or the services of items of capital equipment. Given a view
of likely productivity growth of this sort a forecast of cost movements relative to the RPI can
be obtained, but only with additiona assumptions about productivity growth in the economy as
a whole and likely movements in the prices of the inputs relative to the RPl. Given an
appropriate starting price level, X could be set equal to forecast industry productivity growth
less that for the economy as a whole less relative input price increases.

CEPA’s work on DNOs relates output in physical terms to the money value of costs deflated
by the RPI and therefore combines physical productivity changes with the impact of relative
price movements. The resulting productivity estimates are compared with smilarly derived
measures for other utilities in the UK and overseas and with national accounts data for the
US, France and Germany. The method implicit in the nationa accounts data differs in that
expenditures on inputs are deflated separately, not by a general measure such as the RPI, and
the productivity estimate attempts to derive only the physical measure.

Bearing these conceptua differences in mind we now proceed to discuss:

CEPA’s method of arriving & its conclusions (section 3);

The theoretical problems involved in making the estimates (section 4);
The estimates themsalves (section 5);

Partid factor productivity (section 6); and

Our conclusions (section 7).
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3 CEPA’s method of drawing conclusions from the
evidence

CEPA attempts to forecast future DNO productivity growth by considering:
Past DNO productivity growth (calculated from regulated accounts);

Past productivity growth in other UK utilities (cal culated from regulated accounts);

Pagt productivity growth in dectricity distribution in other countries (calculated from
regulated accounts);

Past productivity growth in comparable sectors of the economy and in gas,
eectricity and water in the United States, France and Germany (caculated from
nationa accounts);

Forecasts by analysts and comparable companies.

This produces a number of estimates from which CEPA derives arange for future DNO total
factor productivity growth that it then compares with a figure for UK general productivity
growth derived from the national accounts.

While we have some concerns about details of the analysis (see sections 4 and 5), the main
problem in CEPA’s report concerns the judgmental leap between the evidence presented and
the conclusion.

Having obtained a set of TFP estimates CEPA then says™:

“from the discussion above, the trend rate of growth in DNOs, and in the utility sector
provided by the NIESR data set provide an upper bound for future trend growth by the
DNOs. The NIESR estimated rate of growth is the lowest of these, and therefore our
estimate of the upper bound of future TFP growth is 3.4%. This upper bound is
consistent with the longer term trend in DNO performance excluding a portion of the
exceptional gains achieved in 1999/00-2000/01; and

“Trend TFP growth in the sector from most other sources was above that expected for
the UK economy. This included median analyst expectations, the trend for utilities in
other countries, and expected productivity gains in other industries. The lower bound of
these is provided by the German utilities aggregate industry TFP trend at 1.4%.

“We therefore expect total factor productivity over the next five yearsto lie in the range
1.4-3.4%, with a central case expectation in the middle of this range of 2.4%, or just
over 1% above the rate of growth for the economy.”

In other words, an upper rate of 3.4% is set by UK utility performance, a lower bound of
1.4% by performance in Germany and splitting the difference gives the centra estimate.

However, this reasoning is serioudy flawed:

4 p57
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The upper bound consgs dmost entirdy of the post-privatisation performance of
the DNOs themselves and of other privatised industries, which of course involves
much higher productivity growth than any likey sudaned trend rate. The two
figures given are the DNOs own 1991-2001 performance and the nationa
accounts figure for “UK utilities’ 1990-99. The former condsts of the post-
privatisation period, is likely aso to be affected by data errors and includes the
probably anomaous year 2000-01 (see section 4.2). Thelatter isactudly the gas,
eectricity and water sectors, which include not only the DNOs themsdlves, but dso
the recently privatised generators, NGC, Scottish dectricity companies, English and
Welsh water companies and British Gas.

The lower bound of 1.4% is sad to be the figure for gas, dectricity and water in
Germany for the last ten years. Figure 33 on page 47 of CEPA’s report actudly
gives 1.2% as the volume-adjusted rate. The smilar figures for France and the
United States are 1.5% and 0.2%. There is a separately caculated figure for US
eectricity digtribution of 2.2% and one for Norway of 0.2%. The seven anayss
surveyed produced a range of estimates from minus 0.2% to 2% with a median of
1.5%. Undescribed forward-looking analysis of twelve companies was said to
produce a figure of 2.3%. These figures represent practicaly al the quoted recent
results other than those for companies immediately after privatisation. It is, to put it
mildly, unclear why CEPA adopted a lower bound of 1.4% from studying the
numbers. The smple average of the seven estimates is 1.3%, and so another
commentator might pick CEPA’ s lower band as a centrd estimate.

It follows that CEPA’s centra estimate, which is the mid-point of an upper bound set by post-
privatisation performance and a seemingly arbitrarily selected lower bound, is not reliable. The
figures cited would seem to imply a significantly lower number.
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4 M ethodological issues

The estimation of total factor productivity growth is not a smple matter. Both outputs and
inputs must be measured and weighted together. The movement in the ratio can then be
calculated but some of that may be due to other factors, notably economies of scale resulting
from increases in outpuit.

In this section we discuss problems relating to:

The measurement of capitd factor inputs,
Operating cost uncertainty;

Waeaghting;

Unmarketed outputs such as quality; and
The effect of output growth.

4.1 Capital inputs

As CEPA explains, neither historic cost capital asset values nor the regulatory asset base is
likely to provide a suitable estimate of the asset base, whose return and depreciation should be
included as a capita factor input. CEPA saysit uses current cost values but the method used
is not described in detail.

We prefer an inventory approach rather than use of figures taken directly from current cost
accounts. Current cost vaues taken from regulatory accounts will include the effect of
revaluations (other than those for RPI changes) that may suggest changes in capital input that
did not in fact take place.

Even using an inventory method, there are severa possible approaches. For example, in other
work, we have constructed an estimate of DNO network assets by calculating asset value and
depreciation estimates from the reported CCA network values at vesting and network
investment since then. Constant price values are derived by indexing using the RPI. Post-
vesting assets are assumed to depreciate 2.5% a year for forty years. Pre-vesting assets are
assumed to have an age profile ranging from O to 40 years that can be represented by a
straight line that is tilted so as to produce an average age equal to that reported at vesting’.
Depreciation in each subsequent year can be calculated from that assumed age profile.

We do not know precisely what method CEPA has used but it appears to have been the CCA
modern equivalent asset method, which will introduce revauation effects.

® Thus an average age of 20 years would be represented by aflat line with an equal amount of assetsin
each of years 1-40. Some companies had such short average ages that the age line was not only tilted
but also truncated to avoid it passing through zero before 40 years. The method was tested against the
depreciation profile used for Northern Ireland Electricity by the MMC to replace the truncated profile by
which all vesting assets are fully depreciated at the average age (see MM C 1997 report on Northern
Ireland Electricity paras 2.98ff. and appendix 2.5), and it produced a reasonabl e approximation.
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4.2 Operating cost uncertainty

Operating costs are normally much more easily measurable but, in the case of the DNOs,
there are still problems.  Throughout the 1990s there have been changes in the methods of
transfer pricing and cost alocation between businesses. The trend has been to move the
dlocation of costs away from the digtribution business, which will tend to overstate
productivity growth. Indeed the accounting changes following the 1999 distribution price
control review are likely to have been a significant cause of the large apparent cost reduction
between 1999-00 and 2000-01 noted by CEPA.

The transfer of costs to supply in the 1999 DNO review (net of the increased capitalisation
also assumed) represented a reduction in standard controllable costs d more than 14%. This
followed earlier transfers of costs such as meter reading, advertising, corporate and IT.

The situation is exacerbated because there is reason to believe that DNO costs in the early
1990s were overstated. Domah and Pollitt® “ note hat there was a rise in real unit
distribution and supply controllable costs by about 15 per cent immediately after
privatisation in 1990. The cost remained at a high level until 199495, after which there
was a dramatic fall. The rise in controllable cost of £358 million (in nominal terms)
between 1989-90 and 1990-91 represents a 21 per cent increase in nominal terms or a
7 per cent rise in real controllable costs per unit distributed.” In other words, given an
expectation of continuing productivity growth, total operating costs in the regiona electricity
companies immediately after privatisation were about 10% higher than might have been
expected. The reason for this has not been established clearly but it is likely that there was an
element of provisioning and other means of bringing costs forward to the 1990-94 period when
the price control regime was relatively generous and reported profits would otherwise have
been higher.

Relative to the present level of operating costs, DNO costs at the start of the period contained
substantial elements that are now alocated elsewhere and were probably also temporarily
increased in the immediate post-privatisation period. Therefore the fal in costs and the
estimate of productivity growth is overdtated.

4.3 Weighting and money values

The contrast between CEPA’s approach of deflating money values by the RPI and that in the
national accounts data, where inputs and outputs are separately deflated, was discussed above
insection 2.

However, CEPA does not treat al costs as a single monetary unit but deflates capital and
operating costs separately and weights them together. It does so using weights from the
average over the period rather than using the weights for each individua year.  The
difference this makes has not been reported.

® Preetum Domah and Michael G. Pollitt The Restructuring and Privatisation of Electricity Distribution
and Supply Businesses in England and Wales: A Social Cost—Benefit Analysis Fiscal Studies (2001)
vol. 22, no. 1, pp. 107-146
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4.4 Quality and other outputs

The DNO output term is weighted together using the weights Ofgem used in its operating cost
equations, but omitting line length because of data problems. Whether the same weighting is
appropriate when considering total costs is debatable. The same or similar methods appear
also to have been used by CEPA for US and Norwegian dectricity distribution and for BT but
this differs from what has been used in the nationa accounts utilities comparisons and for the
water companies and NGC, all of which use units delivered. We have not checked the figures
but units delivered tend to rise more rapidly than customer numbers and so the difference in
method would tend to increase the figures derived for those comparators’.

The addition of quality as an output, which has a significant impact on some of the results,
raises considerable problems. Some of these relate to its measurement but the greatest is the
decison of what weight to assign to it. In water a cost based approach is used (and is
discussed in 5.3 below) but in other industries, including electricity distribution, the weight is
derived from customer valuation — a price times avolume. While difficult to do, the value of a
margind increase in quality can be estimated and a price derived. The real problem lies in
assessing the volume of the service that is delivered.  CEPA incorrectly multiplies the
assumed vaue of alost kWh (£2.80) by the number of lost kwWh (14 million) to derive a weight
of about £40 million or 2%. However, thisisthe wrong weight as can seen from the fact that,
if more effort is put into quality and fewer units are logt, the weight would be reduced. The
quality servicethat is delivered is not the number of units that islost but the number that is not
lost. Use of that figure (i.e. all units successfully delivered) would produce an absurdly high
weight for quality but the method that produces the 2% weight is flawed.

An dternative method would be to exclude quality-related costs, thereby removing the need to
adjust output. However, this would be difficult to do, particularly as regards capital assets.

4.5 Scale

As CEPA explains, if there are economies of scale, some productivity improvement can occur
purely as a result of output increase. Depending on the means of conducting the price control
calculations and, in particular, on whether the price control formula assumes sca e effects, the
measure of productivity growth that should be used may be that after removing that part which
is due to scale.

The adjustment is to subtract (1-?)/? times the change in output, where ? is the elasticity of
costs with respect to scale. CEPA reports a regression estimate of 0.7 for the scale dadticity
in digtribution in a log equation and Ofgem’s assumptions of £25 million fixed operating cost
and linear form imply DNO controllable operating cost scale elagticities ranging from about
0.35 to 0.6 depending on the size of the company. The figure actualy used in the adjustment
is0.85. Thisisjudtified mainly on the basis of findings in other countries. We do not wish to
contest the figure but merely point out the degree of uncertainty and the possible inconsistency
with what Ofgem assumes elsewhere.

" Between 1993 and 2000, for example, GB electricity customer numbers grew 0.7% per annum and units
1.6%. Ofgem’s composite variable would show 1% growth, a difference of 0.6% per annum from units
delivered.
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5 The evidence

Given the methodological problems it is not surprising that results are uncertain and varied.
CEPA presents and discusses them intelligently but then proceeds to draw unwarranted
conclusions.

5.1 The UK economy

TFP growth in the UK economy is estimated at around 1.4% pa, 1.3% after a small
adjustment for economies of scae. Although there is bound to be some uncertainty over the
figure, it appears to be soundly based and stable. It lies between the (unadjusted for scale)
1974-99 TFP trend growth figures for the United States and France of 1% and 1.5%
respectively.

However, all these TFP growth estimates are calculated on a different basis from the
accounting analysis in sections 5.2, 5.3, and 5.4.1 below.

5.2 DNOs

CEPA derives a TFP growth of 4.2% but this is of little help in making forward projections.
Firgtly, performance in the period has been affected by post-privatisation improvements for
which there will be much less scope in the future. Secondly the estimate is uncertain since it
depends on assumptions on the method of compiling the capitd stock, the size of the
economies of scale effect, the treatment of quality and the consistency of the regulatory
accounting data over time. Significantly different views can be taken on al these factors.
CEPA reports the impact of removing the single year 2000-01 from the cal culation as reducing
the average annual growth figure from 4.2% to 3.2%.

53 Other UK utilities (accounting data)

Three other groups of UK utilities are investigated — NGC, the water companies, BT and
Railtrack. Thesetoo are of little help in making forward projections for the same reasons.

Firstly, dthough the immediate post-privatisation periods are excluded for the water companies
and BT, the results will gill be affected by privatisation effects, strongly so in the case of NGC
and, probably, Railtrack.

Secondly, the estimates are uncertain.

The output of the first two is assessed on the basis of units delivered rather than the
composite (? customers, ? units) used for DNOs.

The results for water companies depend entirely on the treatment of quaity. When
this is given a 42% weight (based on costs) TFP growth from 1994-95 to 20001-
02 is 7.7% pa, with a 2% weight (based on customer valuation) the answer is 0.1%
and, if qudity is excluded, TFP growth is negative. Both the cost and customer
vaue welghts gppear to have been calculated incorrectly. The cost weight is a share
of capita expenditure, not total costs or even total assets. The customer vaue
weight gppears to result from a smilarly flawed cdculation as that for DNOs
discussed in 4.4 above.
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In any case, the results are so diverse as to be of little use in making projections for DNOs
even if they were good indicators of future productivity growth in those companies. The
water company estimate can be minus 0.3% or 7.7%, depending on the treatment of quality,
NGC is said to be 24%°2, Railtrack, based only on four years (1997-98 to 2001-02), 2.9% and
BT, based on the same four years, 13.2%.

5.4 I nter national compar ators

International comparisons are made for eectricity distribution from regulated accounts for the
United States and Norway and for gas/electricity/water (“utilities’) from national accounts
data for the United States, France and Germany.

54.1 Electricity (accounting data)

While much accounting data for Norway and the US was available from the regulatory
authorities CEPA has had to construct estimates of CCA assets from HCA data. We have
not examined the data but wonder if either the method or special features of the time period
analysed may in some way have affected the results. While opex productivity is calculated at
0.5% in the US and 1.6% in Norway, the results for capital assets are very different (4% and
minus 1.1% respectively) with the result that the US TFP estimate is 2.2% and that for
Norway 0.2%

54.2 Gas, dectricity and water (national accounts data)

The Nationa Ingtitute of Economic and Socia Research (NIESR) has compiled measures of
productivity growth by sector and for the economy as a whole for the UK and for a number of
other countries. These NIESR estimates have been carefully prepared but require the use of
assumptions that may not be correct. The results are therefore uncertain. For example, the
1974 oil price rise may have made a part of the capital stock redundant in some countries so
the increase in inputs (from a lower base than assumed) may be understated and TFP growth
exaggerated.

In the 1990-99 period calculated TFP growth in the gas/electricity/water sector was reported
by CEPA as 0.2% in the US, 1.5% in France and 1.2% in Germany. The electricity sector in
the US recorded higher TFP growth (1.7%) than gas and water but the US utility sector had
low growth in the longer 1974-99 period when even eectricity had only 0.5% pa TFP growth.
France' s utility TFP growth in 1974-99 is estimated at 2.1%°.

Over an even longer 1950-99 period US utility TFP growth is calculated at 1.4% (electricity
1.7%). TFP growth in France was very rapid in the 1950s and 1960s, when utility output was
growing at almost 10% per annum, producing a reported 4.4% for the period as awhole.

The smple average of utility TFP growth estimates for the US, Germany and France 1990-99
was 1% and for US and France in the longer period 1974-99 0.9%. If the US eectricity
sector is used, rather than the utility sector, the figures are raised to 1.5% and 1.3%
respectively.

8 But only 1.1% compound annual growth rate because of movementsin the first and last years. The
NGC figureisdifferently reported as 4.3% in the summary table but this appearsto be an error. Thetext
of section 7 gives yet another number but seemsto confirm the lower table 7.1.2 estimate.

® German data are only available for the 1990-99 period.
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55 UK sectoral estimates

Similar figures for the UK gas/electricity/water sector show 3.4% for 1990-99, 2.8% for 1974-
99 and 2.5% for 1950-99. This implies growth of 3.4% in the pogt-privatisation 1990-99
period, 2.5% in 1974-90 and 2.2% 1950-74. CEPA aso quote their own rather different trend
estimates (3.2%, 2.0%, 1.2%) which imply 3.2% in the recent period, 1.3% 1974-90 and 0.4%
1950-74. However, we cannot reproduce these results.

CEPA dso reports a TFP growth estimate for DNOs by disaggregating their functions,
comparing them with other sectors in the economy (18% construction, 36% engineering, 28%
utilities, 9% business services and 9% communications) and calculating the weighted sum of
1990-99 TFP growth in those sectors.

Like CEPA, we do not find this approach particularly convincing.

The method is sugpect because it implicitly assumes didribution is more intensve in
engineering, communications, business services and condruction than are utilities in
generd but the method used to derive the weights did not attempt to test whether
that was the case but merely assigned activities to those categories.

The weighted sum calculated is 2.0% but this depends in part on the (circular) use of
the high post-privatisation utility TFP growth. If the 2.5% figure is subdtituted the
edimate fals to 1.8% and use of the 1.3% CEPA 1974-90 trend produces an
estimate of 1.5%.

5.6 Further analysis of the NIESR database

Since we did not fully understand the derivation of the figures CEPA calculated from the
NIESR database, in particular the “trend” figures quoted in figure 35, we calculated TFP
growth estimates for gas/electricity/water and the whole economy for the UK, US, France
and Germany for 1950-99 and a number of sub-periods using the NIESR data set.

We estimated trend growth rates for the periods 1950-74, 1974-90, and 1990-99 (and for the
longer periods 1974-99 and 1950-99) by regressing the log of the NIESR estimate of TFP
againgt a constant and atime trend. This produced the trends given in table 5.6.1.

Table 5.6.1 TEP growth - trend coefficients
| Electricity, gas and water Whole economy
France Germany UK US US elect'y| France Germany UK US
1950-74 6.9% 2.6% 3.6% 4.1% 3.8% 1.1% 1.7%)
1974-90 2.9% 2.7% -1.1% -0.3% 2.1% 1.7% 0.8%
1990-99 1.5% 1.6% 3.9% 0.6% 2.2% 0.7% 1.3% 1.5% 1.2%
1950-99 4.6% 3.0% 1.3% 1.8% 2.7% 1.4% 1.1%)
1974-99 2.4% 3.1% 0.1% 0.6% 1.5% 1.5% 1.0%)
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We then adjusted them for economies of scale using eagticities of 0.85 for eectricity, gas and
water and 0.95 for GDP, which resulted in the figures shown in table 5.6.2.

Table 5.6.2 TEP growth - trend coefficients volume adjusted
| Electricity, gas and water Whole economy
France Germany UK UsS US elect'y| France Germany UK UsS
1950-74 5.2% 1.7% 2.4% 2.9% 3.5% 1.0% 1.5%)
1974-90 1.9% 2.3% -1.4% -0.7% 2.0% 1.6% 0.6%
1990-99 1.1% 1.3% 3.4% 0.3% 1.9% 0.6% 1.2% 1.4% 1.0%|
1950-99 3.4% 2.3% 0.6% 1.0% 2.6% 1.3% 1.0%)
1974-99 1.6% 2.6% -0.2% 0.2% 1.4% 1.4% 0.8%

Table 5.6.3 shows the differences between TFP growth in the utilities sectors and that for the
economy as awhole.

Table 5.6.3 Difference between utility and whole economy
volume adjusted TFP growth

France Germany UK UsS US elect'y
1950-74 1.6% 0.7% 0.9% 1.4%
1974-90 -0.1% 0.7% -2.0% -1.4%
1990-99 0.5% 0.1% 2.0% -0.7% 0.9%
1950-99 0.9% 1.1% -0.4% 0.0%
1974-99 0.1% 1.2% -1.0% -0.6%

Thus it appears that gas/electricity/water TFP growth in the UK was about 0.7% higher than
that of GDP in 1974-90 and around 2% higher in the post-privatisation period. However, this
does not seem to have been the case in the United States, France and Germany where, apart
from in France in the 1950s and 1960s when output increased eight-fold, experience has varied
somewhat but TFP growth seems to have been around that for the economy as awhole.

It should be remembered that dl these measures use a definition of utility output that is likely
to have grown significantly faster than that used for distribution by Ofgem and so a likely
downward adjustment to productivity growth is required.

5.7 Surveys

CEPA reports the results of their surveys of analysts and companies tersely.

Only seven analysts replied to the survey and their answers are widely dispersed. The highest
TFP estimate was 2%, the lowest minus 0.3% and the median 1.5%. Given the apparent
skewedness of the distribution it may be a reasonable guess that the mean was lower than the
median. The analysts do not appear to have been asked for TFP projections for the UK
economy as awhole.

Twelve company projections were considered. CEPA do not describe the method used to
convert the data but they calculate that three chemicals companies expected 3.1% TFP
growth, three oil companies 1.1%, two metals companies 2.8% and four engineering
companies 2.1%. It is not clear why these companies where chosen or why they should be
expected to perform differently from the economy as a whole. It would appear that the
resemblance to DNOs is one of capital intensity but the figures cited throughout the report do
not suggest that capita efficiency growth is normdly high.
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6 Partial factor productivity

CEPA presents some figures for partia factor productivity. These sometimes consider
operating costs deflated by a genera price index as an input and sometimes give figures for
l[abour productivity. The two are not directly comparable. The latter is normaly higher than
the former since real wages tend to increase and so labour input deflated by wages will rise
less rapidly than the same money expenditure deflated by a genera price index.

The figures derived from the NIESR data set are al of labour productivity. The figures for
operating costs are either for the post-privatisation experience of the DNOs themselves, NGC
and the water companies or for Norwegian and US electricity distribution companies.
Experience of these two last is of modest efficiency growth of 1.6% and 0.5% respectively.
However, there is no similar whole economy measurement with which these can be
compared.

Operating cost efficiency growth will differ from that for total factor productivity because of
the impact of changes in the proportion of capita relative to other inputs (capital substitution).
The rate of growth of operating cost productivity will be equa to that for TFP plus the
difference between the rate of growth of capital and other inputs times the elasticity of output
with respect to capital. Thus the likely rate of growth of operating cost efficiency can in
principle be derived from likely TFP growth given a forecast of the increase in capital assets
(other than that for other purposes such as quality improvement) and an estimate of the
elasticity. However, thisis not smple and, unsurprisingly, is not addressed in CEPA’ s paper.

CEPA report DNO capital stock as increasing around 6.5% per annum relative to opex in

1991/92-2001/02. This sort of change in relative factor inputs is not expected to continue and
so the difference between DNO TFP and opex efficiency growth is likely to be less marked.
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7 Conclusions

CEPA has produced an interesting report but it appears to be one of work in progress. There
appear to be inconsistencies in some of the numbers, the methods used are not fully described
and the conclusions drawn are not justified.

Our assessment, based on the evidence presented, is that the forecast of the potential for trend
DNO productivity growth is subject to significant error but there are no strong grounds to
expect it to be much higher than that for the economy as a whole, which has been around
1.3%.

DNO past performance is subject to substantial measurement error and, since it is
influenced by privatisation effects, would not (even if correctly measured) be a good
guide to future performance.

The evidence from other UK utilities is adso not a good guide to future DNO
performance. It is strongly affected by the assumptions used and/or derived from
limited data periods. The results are diverse and affected by privatisation.

Evidence from US and Norwegian distribution companies has unexpected features
but is conggtent with a growth amilar to the UK average. The smple average is
1.2%.

NIESR edimates derived from US, French and German nationd accounts data
suggest TFP growth in the utility sector dightly lower than that for the UK economy.
The smple average growth 1990-99 was 1%. Apart from in the period of rapid
growth in France 1950-70, utility TFP growth in those countries has been around
that for their economies asawhole.

TFP growth in the UK utility sector, gpart from having been stronger in the 1990-99
post privatisation period, was dso 0.7% higher than that for GDP as awhole in the
earlier 1950-90 period but thisis on the basis of a utility output definition that grows
faster than that used by Ofgem.

CEPA’s composite sectora TP estimate excluding post-privatisation utilities data
gives a TFP growth rate (1.5-1.8%) dightly higher than that for the economy as a
whole (1.4%).

CEPA’s survey of andydts is smal but the median TFP figure (1.5%) and the
downward skewed distribution are congstent with TFP growth similar to that for the
economy asawhole.

The evidence from company accounts produces a higher figure (2.3%) but - given
the lack of definition of the concepts used, explanation of method applied,
judtification for the selection of the twelve particular companies or explanaion why
these might be expected to differ from the economy as a whole — we do not
congder that much weight can be placed on it.

15 Horton 4 Consulting



