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Overview:

The next electricity distribution price control, RIIO-ED1, will be the first to reflect the new
RIIO model. RIIO is designhed to drive real benefits for consumers; providing network
companies with strong incentives to step up and meet the challenges of delivering a low
carbon, sustainable energy sector at a lower cost than would have been the case under our
previous approach. RIIO puts sustainability alongside consumers at the heart of what
network companies do. It also provides a transparent and predictable framework, with
appropriate rewards for delivery.

In September 2012 we consulted on the key elements of the regulatory framework
(“strategy”) that the 14 electricity distribution companies (DNOs) will need to understand in
order to develop their business plans. We are now setting out our decision on this strategy.
This supplementary annex to the main decision document sets out our decisions on the
outputs that DNOs will need to deliver over the price control period, the associated incentive
mechanisms and our decisions on innovation. This document is aimed at those who want an
in-depth understanding of our decisions. Stakeholders wanting a more accessible overview
should refer to the main overview decision document.
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1. Introduction

1.1. This supplementary annex to the ‘Strategy decision for the RIIO-ED1
electricity distribution price control’ sets out our decisions on the outputs that
DNOs will need to deliver over the RIIO-ED1 period, and the associated
incentive mechanisms. It also sets out our approaches to setting the efficiency
incentives and the operation of the information quality incentive (IQI), and
describes the package of measures that will stimulate innovation.

1.2. This document is aimed at those who want an in-depth understanding of our
proposals. Stakeholders wanting a more accessible overview should refer to
the ‘Strategy decision - Overview’. Figure 1.1 below provides a map of the
RIIO-ED1 documents published as part of this decision.

Figure 1.1: RIIO-ED1 Supplementary annex document map

RIIO-ED1: Strategy Decision - Overview paper

RIIO-ED1 supplementary annexes

Outputs, incentivesand « Business plans and

innovation \ ll proportionate treatment
* Dutputs, secondary deliverables and + Business plans
incentives by primary output category ! * Proportionate treatment & fast tracking
+ Efficiency incentives and QI / + Common cost benefit analysis
¢ Innovation ”
— — Uncertainty
Financial™ Tools for cost mechanisms
issues assessment + Potential mechanisms
+ Allowed return » Totex assessment + Mid-period review
* Financeability * Operating expenditure + Disapplication
s RAY + Capital expenditure
* Taxation » Benchmarking Reliability & safety:
* Pensions * Real price effects detailed sub- annex to Outputs |
« Annual iteration | + Data assurance incentives & innovation document

Glossary

Links to these documents can be found in the ‘Assaciated documents’ section aof this document

Facilitating the low carbon future

1.3. We think that the DNOs’ key challenge for RIIO-ED1 is ensuring that they will
be able to connect the new low carbon loads required to achieve the national
emissions targets. They will need to enable these loads and generation to
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connect in an appropriate timeframe, at appropriate cost, without causing
network problems and without incurring excessive costs.

1.4. We believe this behaviour will be driven by a coherent and balanced package
of outputs and incentives, alongside a combination of ex ante assessment and
appropriate uncertainty mechanisms. Since these mechanisms are described
in different chapters of this decision, we have included a chapter at the start
of this document (Chapter 3 - Driving sustainable networks) setting out how
our individual mechanisms will incentivise the DNOs to ensure that their
networks have the necessary flexibility and capacity to connect these new
loads. A diagram of how the Driving sustainable networks chapter links with
other chapters and documents is shown in Figure 1.2 below.

1.5. Smart grids solutions will be an important way of delivering the outputs at
reasonable cost. However, they are a means of delivering an output, rather
than an output themselves. We consider that DNOs’ progress on enabling the
transition to a smarter, low carbon network will be measured and incentivised
through the package of outputs we have proposed. We have also set out our
thinking on this in Chapter 3.

Figure 1.2: Map of the Driving sustainable networks chapter and linked
chapters and documents

fSupplementa ry annex — Outputs, incentives and\ Other

innovation supplementary
annexes

3. Driving sustainable
4. Reliability, networks Tools for cost
availability and safety * Low carbon overview assessment
* Relevant outputs and incentives

6. Customer * Smartgrids Uncertainty
* Smart meters

satisfaction o mechanisms
* Recovery of load/generation

reinforcement costs :
Business plans

. . and
9. Efficiency 10. Encouraging DR EER LI
i i i : treatment
incentives and 1Ql innovation

Summary of proposed outputs and incentives

8. Connections

1.6. Table 1.1 below summarises the key elements of the proposed RIIO-ED1
outputs.
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Table 1.1: Summary of RIIO-ED1 outputs framework

Primary output
category

RIIO-ED1 outputs and incentives

Safety

e Compliance with the legislative and regulatory framework
regulated by the Health and Safety Executive (HSE).

Environmental
impact

e Replace DPCR5 losses incentive with: an obligation to reduce
losses, ex ante funding for loss reduction activities and a
discretionary reward for efficient and innovative loss
reduction initiatives.

e Maintain reputational incentive for business carbon footprint
(BCF).

e Maintain allowance for undergrounding overhead lines in
areas of outstanding natural beauty and national parks.

e Introduce a reputational reporting requirement on broad
environmental impact.

Customer e Strengthen the Broad Measure of Customer Satisfaction
satisfaction (BMCS) introduced in DPCR5.
Social e Putting in place incentives to ensure DNOs play a full role in

obligations

addressing consumer vulnerability, through:

e improving the information they hold on customers
connected to their wires and identifying how they can
improve the assistance they provide

e engaging with a wide range of other agencies to ensure
customers get access to support that is available

e identifying opportunities to enable energy solutions for
vulnerable households that might also reduce demands
on the distribution network

e The stakeholder engagement incentive rewards DNOs that
demonstrate the delivery of benefits result from the above.

Connections

e For smaller connection types - increase in the incentive
value associated with the customer satisfaction survey and
introduce a new incentive relating to the average time taken
to connect customers.

e For larger connection types — introduce a new Incentive on
Connections Engagement (ICE), requiring DNOs to engage
with and understand the requirements of different
customers.

e Maintain underlying framework of licence conditions and
guaranteed standards of performance to safeguard minimum
levels of performance for all customers.

Reliability and
availability

e Continue existing interruption incentive scheme (IIS) with
small improvements. Improve the consistency of the asset
health and loading indices secondary deliverables.

¢ Reduced payment threshold under the guaranteed standards
of reliability and uniform coverage.

¢ Maintain the DPCR5 mechanism for worst served customers.

e Introduce secondary deliverables on network resilience.
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Structure of document

1.7. The remainder of this document sets out our output measures and incentive
mechanisms for the six primary output categories, alongside our approach to
the efficiency incentive and the Information Quality Incentive (IQI), and the
package of mechanisms to stimulate innovation. The document leads with an
overview of the outputs and incentives and how they are designed under
RIIO. This is followed by an overarching chapter setting out how we think our
RIIO-ED1 proposals will encourage DNOs to anticipate the low carbon future.

'—L
®

The chapters are set out as follows:

Chapter 2: Overview of outputs and incentives
Chapter 3: Driving sustainable networks
Chapter 4: Reliability and safety

Chapter 5: Environmental impacts

Chapter 6: Customer satisfaction

Chapter 7: Social obligations

Chapter 8: Connections

Chapter 9: Efficiency incentives and IQI
Chapter 10: Encouraging innovation.
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2. Overview of outputs and incentives

Chapter Summary

This chapter summarises our overall approach to identifying the outputs that DNOs
will need to deliver during RIIO-ED1, as well as our approach to setting the
associated incentive mechanisms. We also discuss our approach to regulatory
reporting requirements which will support the outputs-based framework.

Outputs-led framework

2.1.

2.2.

Outputs are at the heart of the RIIO regulatory framework. Base revenues and
incentives are linked to the delivery of these outputs. Their delivery should
also form the core of the companies’ business plans.

We expect DNOs to deliver outputs in the six RIIO primary output categories:
safe network services, environmental impact, customer satisfaction, social
obligations, connections, and reliability and availability.

Stakeholder engagement

2.3.

We have continued the working groups® to assist us to develop further the
outputs and incentive mechanisms in light of the responses to our September
strategy consultation. Our decisions reflect the working group discussions and
consultation responses as well as views expressed at other stakeholder
forums. Our decisions have also been informed by discussions with the
Consumer Challenge Group, a small group of consumer experts, which acts as
a ‘critical friend’ to Ofgem in ensuring that the views of consumers are
considered fully in the review.

Output measures

2.4.

2.5.

The outputs framework comprises both primary outputs and secondary
deliverables. Primary outputs concern aspects of the network services
provided directly to customers. Secondary deliverables are indicators of
performance which may be used in support of the required primary outputs.

The primary outputs are designed to be: controllable by the DNOs,
measurable, auditable and comparable. Where components of the DPCR5

! Full details of all RIIO-ED1 workings groups, including minutes and slide packs can be found on our
website: http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/riio-ed1/working-
groups/Pages/index.aspx



http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/riio-ed1/working-groups/Pages/index.aspx
http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/riio-ed1/working-groups/Pages/index.aspx

2.6.
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framework are working well and satisfy the RIIO principles (such as the
interruptions incentive and DNOs’ reporting of their carbon footprint), we are
maintaining them as part of RIIO-ED1.

If a DNO is only focused on delivery of primary outputs in the forthcoming
price control period, there is a risk that it will miss opportunities to take action
that could improve its delivery of primary outputs in future periods. We
therefore expect DNOs to include in their business plans the costs required to
deliver primary outputs beyond RIIO-ED1. To ensure that consumers do not
pay unnecessarily high prices, DNOs will be expected to set out the rationale
for expenditure in the context of a long-term delivery strategy.

Setting baselines

2.7.

For many of the outputs we plan to set the level (or baseline) to be delivered,
taking into account stakeholder views. However for some outputs and
secondary deliverables (such as the asset health and loading indices), DNOs
will need to set out their proposed level of delivery in their business plans.
This level should be justified in terms of the costs and benefits to network
users and should be informed by their stakeholder engagement.

Incentive mechanisms

2.8.

2.9.

2.10.

For each output category, we have considered a range of incentive
mechanisms to encourage DNOs to deliver the primary outputs and secondary
deliverables at value for money to current and future consumers. These
incentives include financial rewards/penalties and reputational incentives. Our
objective is to create a streamlined and balanced package of outputs and
incentives which are clear to DNOs and do not create any perverse incentives.
Our intention is that the total incentive package ensures that those DNOs that
deliver for consumers earn an attractive rate of return, whereas those that
demonstrably do not deliver will earn low returns.

The structure of the incentive mechanism, for example whether is it
symmetric/asymmetric, and the basis for setting the reward/penalty depends
on the output measure. If a DNO earns a reward, the amount of revenue it is
allowed to raise from customers increases, thereby increasing its return.
Conversely a penalty means that the amount of revenue it raises decreases
and reduces its return.

We have not included financial incentive mechanisms for all output measures.
For example, we have not proposed any financial incentives for the set of
safety related outputs. For these outputs, DNOs need to comply with legal
obligations, and are subject to Health and Safety Executive (HSE)
enforcement action in the event of non-compliance.

10
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We have designed the incentives taking into account the status of
competition. This is particularly relevant for connections, where independent
providers can provide connections services as well as DNOs. Where effective
competition exists to protect the customers’ interests we have been mindful
not to provide potential incentive benefits to DNOs that are not available to
these independent providers.

The DNOs are incentivised to deliver the outputs at efficient cost. Our
assessment of the business plans encourages the companies to propose
solutions that offer value for money. Once the settlement has been
determined, the efficiency incentive provides an ongoing incentive for them to
seek out lower cost solutions and manage the cost of output delivery. (The
efficiency incentive is described in more detail in Chapter 9). We expect that
in many cases innovation, including the implementation of smart grids
techniques (such as demand side response), should enable DNOs to deliver
outputs at long-term lower costs than conventional solutions.

Caps and collars

2.13.

2.14.

2.15.

2.16.

For some outputs and incentives we have set upper and/or lower limits on the
revenue adjustment. These limits are dependent on:

e the extent to which we think it is appropriate for consumers to pay for
more or less of an output relative to what was assumed when the price
control was set

e the extent to which there is useful information on customers’ valuation
of the outputs

e the robustness of the information that is available both to set targets
and measure performance against them.

Where we use caps and collars we have designed them to limit the risk of
creating perverse incentives and aim to make them as simple as possible.

We will set caps and collars as fixed £m, derived from a consistent potential
DNO shareholder return from the incentive (the return on regulatory equity,
RORE). We will set the £m limits based on the same number of basis points
for each DNO. In our decisions for customer satisfaction and connections we
have also stated the equivalent percentage base revenue? for comparison with
our September strategy consultation and DPCR5.

In our September strategy consultation we noted that we have historically
used two different approaches to set caps and collars; basis points and

2 Historically we have used the term ‘allowed revenues’. However it is more correct to use ‘base
revenues’, since ‘allowed revenues’ includes incentives - effectively make the calculation of caps and
collars circular.

11
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percentage of allowed revenues. All but one respondent favoured basis points.

We note that we will not be able to set the value of caps and collars until the
Draft/Final Determination for any DNO, since the value will be dependent on
the base revenues allowed for the company.

Recovery of incentive rewards or penalties

2.18.

2.19.

Responses to our September strategy consultation reiterated the concerns of
some stakeholders about the volatility of network charges. In October 2012
we published our decision on options to improve the predictability, and reduce
the volatility, of charges arising from the price control settlement, including
the impact of incentive rewards and penalties.® Our decision was to increase
the lag on incentive rewards/penalties that network companies recover
through allowed revenues, and increase the lag on adjustments to allowed
revenues from some types of uncertainty mechanisms. We have adopted
these decisions for RIIO-ED1. Incentives will be funded with a two-year lag so
that performance in one year will be reported in the next, and the reward or
penalty will feed into allowed revenues (and therefore charges) the year after.
Volume drivers and pass-through items will be funded in the same way.

Respondents also expressed concern over the visibility of a potential step
change in charges between the end of DPCR5 and the start of RIIO-ED1. We
are not making any changes to the RIIO-ED1 process at this time, but are
establishing a separate work stream to look at this issue.

Monitoring output delivery and reporting

2.20.

2.21.

2.22.

We will need to be able to monitor and evaluate the DNOs’ performance
against the proposed set of outputs. In the current price control our main
reporting mechanism is the Regulatory Instructions and Guidance (RIGs),
which provide a common framework for DNOs to report relevant performance
data and cost information.

For RIIO-ED1, we will need to revise and expand the current RIGs to enable
us to monitor DNOs’ performance against the proposed output measures. We
propose to start work early on the development of RIGs for RIIO-ED1 and to
issue draft revised RIGs in advance of our Final Determination in November
2014. We will work with the industry in developing common reporting
templates which will form part of the RIGs.

Respondents to our September strategy consultation did not think there were
any serious potential difficulties in ensuring the submission of accurate and

3 Decision on measures to mitigate network charging volatility arising from the price control settlement,
17/10/2012, available at http://www.ofgem.gov.uk/Networks/Policy/Documents1/CV Decision.pdf

12
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comparable data across our proposed outputs. Some DNOs noted specific
areas which may cause problems (which have been considered in the relevant
sections of this document). One respondent flagged that steps to improve
comparability and harmonisation should not stifle innovation. Most
respondents did not think the reporting requirements were likely to lead to
disproportionate regulatory costs.

The RIIO model sets out a balanced scorecard approach to assessing company
performance. The purpose of the scorecard is to provide a clear and simple
way to convey information about network company performance and to
facilitate a meaningful comparison of performance over time. We are using
this approach in the existing electricity distribution annual report* which we
will update in the first year of RIIO-ED1 to reflect the RIIO-ED1 outputs.

As part of their reporting, DNOs will need to provide data assurance. Our
requirements for RIIO-ED1 encompass two broad principles. First, that the
onus is placed firmly on the DNOs to ensure the integrity of data submitted to
Ofgem. Second, that data assurance is risk-based and the data assurance
activity adopted for each data submission is proportionate to that risk.

DNOs will have to comply with a new data assurance licence condition and the
Data Assurance Guidance (DAG).> The DAG will provide guidance on best
practice for conducting and reporting data assurance activities to ensure
complete, accurate and timely data is submitted to Ofgem.

While the reporting requirements (ie what and when data should be reported
to Ofgem) will be set out in the Regulatory Instructions and Guidance (RIGs),
the DAG will set out the processes DNOs should follow in order to assure the
accuracy, completeness and timely submission of that data.

Changes to outputs

2.27.

Recognising the scope for significant changes in outputs during an eight-year
price control period, the RIIO framework sets out a provision for a mid-period
review of output requirements. In setting a mid-period review there is a risk
that it could undermine the purpose of setting a longer price control period.
Consequently, we propose to restrict the scope for the mid-period review to
changes to outputs that can be justified by clear changes in government policy
and the introduction of new outputs that are needed to meet the needs of
consumers and other network users. This is discussed in more detail in the
‘Supplementary annex — Uncertainty mechanisms’.

4 The most recent report, for 2010-11, can be found at:
http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/DPCR5/Documents1/Electricity Distribution Ann

ual Report for 2010 11.pdf

> We have been working with DNOs in a DPCRS5 trial to develop the Data Assurance Guidance (DAG)
document.
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3. Driving sustainable networks

Chapter Summary

This chapter sets out how the separate elements of our decision on outputs and
incentives work together to encourage and facilitate DNOs to fulfil their role in a low
carbon economy. It also sets out our decision on how to address potential barriers to
DNOs fulfilling this role. It signposts where further details on each aspect of the
framework can be found within the suite of decision documents.

Introduction

3.1.

3.2.

3.3.

14

We identified in the September strategy consultation that a key challenge for
RIIO-ED1 would be how DNOs accommodate and facilitate the increase in low
carbon technologies. These include heat pumps, electric vehicles (EVs) and
distribution connected generation (DG), which are being driven by the
government’s climate change targets. There is considerable uncertainty
around the volume and location of take up of these technologies.

This chapter sets out how the various outputs and incentives for RIIO-ED1 will
encourage DNOs to provide a high-level of service for connections, while
maintaining a reliable network and continuing to deliver value for money for
existing and future customers. It outlines the role that smart grids can play in
helping DNOs meet this challenge. In addition, it clarifies who should pay for
reinforcement of the network required to accommodate load and generation
growth associated with the connection of low carbon technologies at existing
domestic premises.

Alongside the framework set out below there are a number of key elements
which we consider have a crucial role in helping DNOs facilitate the transition
to a low carbon economy. In our September strategy consultation we set out
our proposals for these elements as part of this chapter. However, we think
that decisions for the following elements sit more logically elsewhere in the
suite of decision documents:

the level of detail required on scenarios for business plan submissions
(Supplementary annex — Business plans and proportionate treatment,
Chapter 4)

uncertainty mechanisms for the load related expenditure reopener
(Supplementary annex - Uncertainty mechanisms, Chapter 3)

treatment of smart meter roll-out costs (Supplementary annex — Uncertainty
mechanisms, Chapter 3).
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Specific low carbon technologies incentive

Our decision

3.4.

We have concluded that a specific output or incentive for the connection of low
carbon technologies is not required for RIIO-ED1. We consider that the
package of outputs and incentives which are set out in the other chapters of
this document are sufficient to drive the behaviours required to facilitate the
transition to a low carbon economy. Figure 3.1 provides a high-level summary
of the key aspects of the framework of output and incentives for RIIO-ED1.

Figure 3.1: high-level output framework®

3.5.

Outputs are delivered at the most efficient cost

IS, GSOP, BMCS incentive
Innovation
ICE, GSOP, BMCS Stimulus

The detail of the reliability, customer satisfaction and connection outputs and
incentives depicted in Figure 3.1 are set out in Chapters 4, 6 and 8 of this
document respectively. At a high level, they interact with the efficiency
incentive (Chapter 9) and innovation stimulus (Chapter 10) to drive the
behaviour required from DNOs to respond to and facilitate the connection of

low carbon technologies and distributed generation (DG) within the RIIO-ED1
period.

Delivering outputs

3.6.

Unless the network has adequate spare capacity, the connection of heat
pumps and/or EVs could lead to supply interruptions where their additional
demand overloads the network. Under the interruptions incentive scheme
(IIS), DNOs will face financial penalties for the number and duration of
interruptions. The prospect of these penalties will drive DNOs to be proactive

6 The acronyms used in this diagram are: IIS - Interruption Incentive Scheme; GSOP - Guaranteed
Standards of Performance; BMCS - Broad Measure of Customer Satisfaction; ICE - Incentive for
Connections Engagement
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in ensuring that the low voltage (LV) network is resilient to anticipated
increases in demand and generation.

For large connections, including DG, a new incentive on connections
engagement (ICE) will drive improved engagement and higher levels of
service. Under ICE, DNOs will need to engage with stakeholders and use their
feedback to agree a work plan and relevant targets to measure performance.
We will assess performance against these targets and companies will face
penalties if they fail to deliver. This will drive DNOs to meet DG customers’
expectations of levels of service.

Finally, the guaranteed standards of performance (GSOP) set out minimum
levels of service which DNOs must meet in terms of reliability and time to
connect new demand and generation. DNOs will provide payments to
customers if they fall below these standards.

At efficient cost

3.9.

3.10.

DNOs will have an ex ante allowance to deliver the outputs set out in this
document. In Chapter 9 we set out an efficiency incentive whereby companies
can retain up to 70 per cent of any under spend whilst funding 70 per cent of
over spend against this allowance, with customers retaining or funding the
remaining 30 per cent. This provides a strong incentive on companies to
deliver outputs at efficient cost. It will also drive DNOs to consider how smart
grid solutions, such as demand side response (DSR) can deliver outputs at
lower cost than conventional techniques.

The innovation stimulus will supplement the efficiency incentive by providing
learning on the costs and benefits of innovative techniques, including smart
grids. This learning will help inform DNOs where they can start to deploy these
techniques as business as usual and drive down costs over time.

Summary of consultation proposals and respondents’ views

3.11.

3.12.

The decision not to include a specific incentive for the connection of low
carbon technology is in line with our proposals in the September strategy
consultation. There was widespread support for this proposal amongst
respondents. However, UKPN stated that whilst the proposed framework
would protect against poor performance in connecting low carbon
technologies, they felt that DNOs should be incentivised to look for more
innovative solutions. RenewableUK shared these concerns as did BEAMA who
commented that there may be little incentive on DNOs to invest in smart
solutions to help connect low carbon technologies.

The remaining DNOs were all supportive, with one commenting that
connection of low carbon technologies was outside of the control of network
companies and so it would be inappropriate to incentivise them on it. Another
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commented that our proposals already contained a range of incentives and
requirements on DNOs to facilitate the transition to a low carbon economy.
Suppliers were also supportive, whilst emphasising the need for DNOs to
enable new types of low carbon connection. Consumer Focus stated that whilst
the proposed framework seemed sensible, it would be important to see if the
value of the incentives were appropriately balanced.

Reasons for our decision

3.13.

3.14.

We agree with the majority of respondents that the range of incentives we
have presented are sufficient to drive the behaviour from DNOs required to
help facilitate a low carbon economy. For an incentive to be effective, DNOs
must be able to control their performance in relation to it. We agree that
DNOs are not in control of where low carbon technologies and DG request to
connect and therefore, it would be inappropriate to place a specific incentive
on connecting them.

We consider it more appropriate to incentivise DNOs to respond to the volume
of low carbon technologies and DG connecting to their networks. This is within
their control. We consider that the package of outputs and incentives does not
simply drive minimal levels of performance but encourages DNOs to strive for
excellence. For example, under the efficiency incentive, DNOs will be
encouraged to deploy new innovative solutions (potentially already trialled
through the LCN Fund and Innovation Stimulus) where they can reduce costs.

Smart Grids

3.15.

3.16.

Through the Smart Grid Forum’, we have undertaken extensive work in
conjunction with DECC, DNOs and other industry parties to help understand
the role which smart grids can play in RIIO-ED1. Through this work, low
carbon scenarios produced by DECC have been combined with the smart grid
solutions evaluation framework, initiated by Ofgem and taken forward by the
DNOs. This has been captured in the work stream 3 model.?

This has indicated that the deployment of smart grid solutions has potential
benefits over conventional reinforcement under some scenarios. The take up
of low carbon technologies is predicted to increase significantly during RIIO-
ED2 and RIIO-ED3, the modelling indicates that, over time, a more integrated
“top down” smart grid is likely to have benefits over traditional methods. The
RIIO-ED1 period represents an opportunity to start to deploy smart grid
solutions and get prepared for the more radical network changes that may be
required in the future.

7 This was jointly established by DECC & Ofgem in 2011 to provide leadership on smart grid issues in GB.
8Also called the ‘Transform’ model elsewhere in this decision. More information can be found at
http://www.ofgem.gov.uk/Networks/SGF/Publications/Documents1/Smart%20Grid%20Forum%20Workstr

€am%203%20Report%20071011%20MASTER.pdf



http://www.ofgem.gov.uk/Networks/SGF/Publications/Documents1/Smart%20Grid%20Forum%20Workstream%203%20Report%20071011%20MASTER.pdf
http://www.ofgem.gov.uk/Networks/SGF/Publications/Documents1/Smart%20Grid%20Forum%20Workstream%203%20Report%20071011%20MASTER.pdf
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Our decision

3.17.

3.18.

3.19.

3.20.

We have decided that DNOs must demonstrate how they have considered
using smart grid solutions as part of their core business if they wish to be
fast-tracked. This is in response to stakeholder concerns that despite financial
incentives on DNOs to start deploying smart grid solutions in RIIO-ED1,
companies may be slow to do so.

We have also decided that DNOs can pass through any fixed costs of smart
metering data up until the smart meter roll out is complete at the end of
2019. While some of the benefits will start being realised during the roll out
period, we expect that DNOs will be able to realise the full benefits from this
data once the roll out is complete. Consequently, we expect that DNOs’ use of
smart metering data from 2019 onwards will deliver at least an amount of
benefits which offsets all of the fixed costs of obtaining that data.

This means that beyond 2019, we will treat the fixed costs as any other cost
which the DNO will be expected to fund from the benefits realised. For the
avoidance of doubt, we are not providing ex ante funding for any of the
variable costs of smart metering data - since the DNOs should only incur
these where they can realise sufficient benefits to fund them.

We expect the DNOs to set out their strategies for maximising the value that
they will leverage from the smart meter roll-out in their business plans.
Based on these strategies we expect the DNOs to make full use of the smart
metering capabilities and services to maximize the benefits of the smart
metering programme on behalf of consumers.

Assessing DNO progress in adopting smart grid solutions

3.21.

The consideration of smart grid solutions will need to be at the heart of the
DNOQ'’s business plan if they wish to be eligible for fast tracking. DNOs who fail
to consider fully the use of such solutions in their core business risk falling
behind our assessment of efficient cost. We expect a well-justified business
plan to:

e clearly demonstrate how they have considered alternative solutions in their
cost benefit analysis in order to justify expenditure

e outline how learning from LCN Fund projects has been embedded into their
core business

e use the work stream 3 model, alongside similar tools, to clearly articulate
a strategy for the deployment of smart grid solutions in RIIO-ED1

e use the work stream 3 model, alongside similar tools, to demonstrate how
their investment plan can *flex’ to provide value for money if a different
low carbon scenario emerges within the price control period

¢ outline a strategy for how they will use the RIIO-ED1 period to prepare for
future challenges in RIIO-ED2 and ED3, including an assessment of the
option value and the full life benefits of proposed smart grid investments
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e set out a clear strategy for the intelligent use of data in their business
alongside analysis demonstrating the cost of this data and supporting
systems is outweighed by the benefits to customers

e set out in the innovation strategy how they will build on current learning
and smart grid deployment to test new techniques, including arrangements
with customers and other parties in the value chain.

As set out in Chapter 10, we plan to review the level of funding available to
DNOs under the Network Innovation Competition (NIC) in 2016. If DNOs do
not demonstrate clear evidence of how emerging learning will be deployed in
business as usual, then there may be a strong case for removing NIC funding
for DNOs post 2016. In order to gather evidence, we are minded to require
DNOs to include smart grid solutions deployed as part of the reputational
environmental reporting requirement. This is discussed further in Chapter 5.

In the future, we will also consider whether an additional criterion for the
initial screening process is required for the NIC under which DNOs will need to
demonstrate how they are deploying smart grid solutions within their
business. If DNOs are unable to do this, they may not be eligible to compete
for funding.

Smart grid developments during RIIO-ED1

3.24.

3.25.

3.26.

The toolkit of smart grid solutions is likely to expand over RIIO-ED1 as further
learning emerges from the LCN Fund and innovation stimulus trials. In
addition, the cost of these solutions could fall over time, improving their
business case during the price control period. We are confident that the
framework we have set out in this chapter is sufficiently flexible to allow DNOs
to make use of these developments within RIIO-ED1.

In parallel to RIIO-ED1, we will commence a project to look at the options for
the development of smart grids, particularly in terms of how smart grids will
engage with customers. This engagement could take a number of different
forms. For example, it could enable customers to respond to price signals.
Alternatively, customers could make an upfront choice about what appliances
they are willing to have interrupted, how often, for how long and when. Once
these preferences are set, they could be used to drive a more automated
smart grid.

The roles of industry parties and the relationships between them may need to
change depending on which of these options (or others) emerges. The project
will outline what these roles and relationships could look like for each
identified smart grid option. The driver for these should be to enable a simple
proposition to be put to customers which enables them to receive full benefit
for their actions. The roles and relationships will also need to consider the
most efficient way to maintain the stability of the electricity system from a
technical perspective, in a world where there may be numerous active
devices. These roles and relationships will also consider the merits of DNOs
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playing a role in local demand and generation balancing and behaving more
like Distribution System Operators.

The project will assess the high-level commercial arrangements required
between industry parties to support the most efficient discharge of the roles
and relationships required for each option. This will not only provide options
for smart grid development, along with associated commercial arrangements,
but it will allow an assessment of these against the regulatory regime to
identify where changes may need to be made to enable different smart grid
options. This will ensure that we are able to initiate any required changes and
implement them in a timely manner.

Our decision on the recovery of costs outlined below, places urgency on this
body of work to provide a means through which customers can reduce
demand at times of network peak. We will want to ensure that this means is
identified and can be implemented as soon as sufficient smart metering data
and enabling technology is available.

Use of data, including smart metering data

3.29.

3.30.

3.31.

DNOs will need to consider how they can use data to improve their operations
and provide benefits for customers, both in terms of cost saving and the
quality of service they can offer. Smart metering data can play a critical role in
the development of smart grids and we expect DNOs to be making a strong
case to DECC in terms of the data they will require. This case will need to be
based on the benefits which this data can provide compared to the costs of
receiving that data.

Our decision on the treatment of the fixed costs of smart metering data is in
line with the sentiments, expressed in the September strategy consultation,
that DNOs must offset the costs of the data with the benefits they can provide
to customers. Since September, DECC has provided clarity that DNO will pay
their proportion of the fixed cost from day one of the smart meter roll out.

We appreciate that DNOs will not be able to realise the full benefits of smart
metering data until later in the roll out period. Once these benefits start to
emerge we consider it appropriate that DNOs should use them to offset the
costs of the data.

Recovery of costs due to load and generation increases from
existing domestic customers

3.32.

In practice DNOs currently recover the cost of network reinforcement
triggered by load growth at existing domestic premises through distribution
use of system (DU0S) charges. This is because they are unable to identify
which individual customers are driving the costs. However, since they are
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allowed to charge individual customers, there is the potential for inconsistent
treatment across DNOs.

Our decision

3.33.

3.34.

3.35.

3.36.

3.37.

Ideally, DNOs would recover costs from those customers who impose them.
However, since this is currently not practicable we have decided that until
DNOs have a means to accurately identify the customers who trigger cost,
they will continue to recover the costs of any reinforcement caused by load or
generation growth by domestic (as defined in the electricity distribution
licence) and small business (profile class 3-4) customers through DUoS
charges. DUoS charges are paid by all customers as part of their overall bill to
reflect the costs of transporting electricity through the distribution network.

This decision will apply to all equipment installed in existing domestic or
profile class 3-4 properties, including where that equipment is part of multiple
installations made by a landlord.

Given the projected take up of low carbon technologies by domestic customers
over time, we consider that there needs to be a consistent policy across all
DNOs. Otherwise customers may be unaware of connection charges which
they are liable for and face these charges only after they have installed
devices.

At present the only practical policy which can apply across the board is for
DNOs to recover the costs of reinforcement from all customers through DUoS
charges. Without access to granular data or installing costly monitoring
equipment, the only means DNOs have for identifying domestic or small
business customers who may trigger reinforcement are through the types of
appliances they install. DNOs are working, through the Energy Networks
Association (ENA), to receive advanced notification of when certain devices
are installed. However, they will not know with confidence when these devices
are used and hence whether they are triggering costs.

Socialising the cost of reinforcement to accommodate domestic growth means
that customers who are not adopting high energy consumption equipment
may, in effect, be paying for those who do through raised DUoS charges. This
reflects current practice of funding reinforcement costs through DUoS charges
where DNOs cannot identify the customers who trigger these costs. A system
that targets upfront connection costs at individual domestic and small
business customers may not only be impracticable, but also costly as DNOs
would need to identify and approach individual customers. The impact of that
approach would be likely to increase DNOs’ overall costs which are passed
through to all consumers.
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3.38. We recognise that socialising reinforcement costs may insulate domestic and
small business customers from the financial consequences of their actions,
rather than actively encouraging them to properly manage their demand.’®
However, this will be an interim measure until sufficient smart metering data
is available to identify those who trigger reinforcement and incentivise them to
manage their consumption in order to avoid reinforcement. A key element of
our smart grid project (outlined above) will be to understand how incentives
on these customers to manage demand can be introduced. This goes to the
heart of what form a future smart grid should take and how it should interact
with customers.

Summary of consultation proposals

3.39. In our September strategy consultation we noted that there may be merits in
recovering the cost of upstream reinforcement triggered by load or generation
increase from existing customers (profile class 1-4) through DUoS charges.
This was proposed as an interim measure until a practical mechanism is
developed to incentivise customers to manage the load they place on the
network. We explained that without visibility of the timing of customers’
consumption, it is difficult to identify who was driving costs and therefore who
should be charged. We also commented that it is easier for DNOs to receive
notification of some new appliances (typically the low carbon ones which
register for subsidies) than others, such as power showers and hot tubs. We
outlined that it seemed unfair only to target costs associated with some
appliances and not all.

3.40. We also identified four implementation issues associated with our proposal.
These were; how to retain an incentive on customers to purchase equipment
which poses the least power quality issues on the network; how to treat
installations by landlords across multiple domestic premises; the impact on
the margins which independent distribution network operators (IDNOs) can
earn; and potential for a perverse incentive on developers to underestimate
capacity for new build sites.

Respondents views

3.41. There was widespread support for our proposal across DNOs, suppliers and
consumer groups. DNOs commented that it is currently impractical to try and
charge every domestic customer who triggers reinforcement since they would
never have visibility of all new appliances. Whilst supporting our proposal, one
DNO highlighted that identifying domestic customers by profile class may not
deliver the intended policy intent. The DNO highlighted that customers will
change from profile class one or two to profile class zero when a smart meter
is installed in their home. This could mean that DNOs are obliged to charge

° From this point on, we refer to demand when talking about both demand and generation.
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these customers before sufficient smart metering data is available from all
customers.

Respondents to the consultation, particularly DNOs, stated that DNOs should
reserve the right to charge customers who cause identifiable power quality
issues on the network. Suppliers commented that it was the responsibility of
the DNO to ensure that devices connected to their distribution network were
not likely to cause network issues. This would mean there would be no need
for the DNO to levy additional charges on customers but may require the DNO
to approve the connection of every piece of equipment which may cause
network issues.

Responses were not in agreement over whether the policy proposal would
have an impact on the IDNO gross margin. Some DNOs felt that the changes
in revenue caused by our proposal would feed through the charging model in
its current form to ensure IDNQO’s regulated revenue continues to be sufficient
for them to discharge their licence obligations. However, other respondents
felt that changes would need to be made to the model itself to ensure IDNOs
received an equivalent margin to that which is received currently.

Reasons for our decision

3.44.

As a result of consultation responses, we have refined our proposals so that
they will apply to domestic customers as defined in the electricity licence. This
will mean that when these customers have a smart meter installed during the
smart meter roll out, they will not risk being charged for reinforcement until
an alternative overall strategy is established using smart metering data.

Associated implementation issues

3.45.

As part of our September strategy consultation we identified a nhumber of
associated issues with the implementation of our policy proposal.

Equipment with power quality issues

3.46.

3.47.

Allowing DNOs discretion over charging for certain types of equipment does
not provide transparency for customers. Customers need to know the likely
cost of their action before they purchase equipment, rather than being
presented with a connection charge once they have installed devices. We also
have concerns that a policy which leaves discretion on charging with DNOs

would mean that only those customers who are easily identifiable are charged.

However, we will consider allowing DNOs to charge in specific circumstances
in the future, if it emerges that some clearly identifiable equipment is posing
significant network issues.

We recognise that this may potentially remove an incentive on customers to
purchase equipment which causes fewer power quality issues but consider
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that this incentive can be better provided elsewhere. For example, we support
the ENA’s proposal to DECC that sub-standard heat pumps that cause
significant network issues and costs should be ineligible for the renewable
heat incentive.

Impact on IDNOs

3.48.

We will continue to work with IDNOs and DNOs to assess the impact of our
decision on IDNOs’ gross margin. However, since this gross margin is a
product of the common distribution charging methodology (CDCM), this is not
an issue which will impact DNOs’ business plans and therefore does not need
to be resolved now.

Treatment of landlords

3.49.

The ENA is currently developing a notification process for the connection of
low carbon technologies. This will allow DNOs to plan their network properly
and ensure that it is resilient. DNO members of our policy working group have
stated that if they charge for multiple installations by a landlord but not single
installations by an individual, there is a clear incentive for landlords to submit
consecutive applications to try and avoid charges. This could lead to the
network being developed inefficiently on the basis of misleading information.

Design standards

3.50.

3.51.

Our decision regarding cost recovery relates to increases in load from existing
connections. It does not apply to new connections, since DNOs have full
visibility and must conform to design standards for new connections. We
recognised in the September strategy consultation that this could create a
perverse incentive on developers to request a lower capacity than will
ultimately be needed, in the knowledge that any future reinforcement will be
funded through DU0S charges.

We do not consider that this issue should impact DNO business plans,
particularly since we are proposing a reopener to deal with the uncertainty
surrounding load related expenditure. However, we consider that this is an
important issue which will require further discussion with independent
connections providers (ICPs), IDNOs and DNOs. One option that should be
considered further is the development of a clear and consistent methodology
for design standards.

Strategic investment

3.52.

Strategic investment is investment made in network assets in anticipation that
customers will subsequently request to make use of them. The main issue is
who should bare the risk (and cost) of the assets if the connecting customers
do not emerge. While we did not raise this as a specific issue in our
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September strategy consultation, we have received significant stakeholder
feedback that current policy prevents the timely roll out of capacity for large
development schemes.

Our decision

3.53.

3.54.

3.55.

We do not consider that changes need to be made to the legal or regulatory
framework in order to provide DNOs with greater freedom to undertake
strategic investment. Under our current approach to cost assessment, we are
open to DNOs submitting a case for strategic investment in their business
plans, on a project by project basis, which appropriately shares the risk of
stranded assets between themselves, connecting customers and DUoS
customers.

One way of doing this could be to assemble a consortium of customers who
wish to make use of strategic investment. DNOs can sign a Section 22
arrangement!® with the consortium. This would commit them to pay their
share of the costs (under the current charging rules) once the assets are
installed. Under the Electricity (Connection Charging) Regulations, customers
in this consortium can be reimbursed within five years if additional future
customers make use of remaining capacity created through the strategic
investment.

In addition, if DNOs can demonstrate to Ofgem that there are benefits to
DUoS customers of a strategic approach, then we will consider allowing DUoS
customers to fund up to the level they would have done under an incremental
approach. In practice, we would expect DNOs to pass some of the cost
benefits on to DU0S customers in recognition of the increased risk they are
taking.

Stakeholder feedback

3.56.

3.57.

DNOs have indicated that they cannot take the risk of investing strategically
and prefer to wait for specific connection requests and develop the network in
an incremental manner. If a large volume of demand does emerge over time,
the overall costs of connecting it may be larger under an incremental
approach. Some customers may also experience delays in connection.

Stakeholders, particularly in London, have expressed concerns that under the
current approach, DNOs are not incentivised to think longer term and plan the
network strategically. They have commented that this can cause connection
delays for high value development projects and that these delays are harming
the competitiveness of the GB economy.

10 Section 22 of the Electricity Act allows customers and DNOs to reach their own commercial terms for
connection, outside the auspices of the other requirements of the Act.
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Reasons for our decision

3.58. Distribution charging is based on a ‘shallowish’ connection policy. This means
that connecting customers pay for any sole use assets plus a proportion of any
reinforcement on shared use assets up to one voltage level above the point of
connection.!! DUoS customers pay for the remaining costs of reinforcement of
shared use assets. This approach provides an incentive on connecting
customers to locate where there is existing spare capacity so that they do not
pay a share of any reinforcement costs. This helps to ensure the network
develops in an efficient manner. These principles are enshrined in primary
legislation which only gives DNOs the right to charge connecting customers for
spare capacity if that spare capacity was created through connecting an initial
customer.'?

3.59. In the vast majority of cases the current legal and regulatory requirements
drive efficient outcomes. They incentivise customers to connect where there is
spare capacity and to consider alternative commercial arrangements such as
those involving demand side response (DSR), in order to reduce their
connection charge. We consider that DNOs should be reluctant to gamble on
investments with DUoS customers’ money. We also recognise that DNOs are
not financed to take this risk.

Distributed generation

Introduction

3.60. During the RIIO-ED1 price control period it is expected that increasing
volumes of (largely renewable) generation will connect to the distribution
network. As customers of the DNOs, distributed generation (DG) developers
should receive a good level of service and low cost connections. The
connection of renewable DG will be important in contributing to the UK's
carbon emissions targets. In RIIO-ED1 there will be a range of incentives and
mechanisms to encourage DNOs to better facilitate the connection of DG to
the network.

Our decision

3.61. We have decided not to retain the DPCR5 DG incentive mechanism. DG will be
treated in the same way as demand. We set out below the reasons for our

1 This proportion is determined by the cost apportionment rules which are set out in the common
connection charging methodology (CCCM).

12 Section 19.2 of the Electricity Act (1989). The Electricity (Connection Charging) Regulations sit under
the Electricity Act and state that DNOs can recover costs within 5 years of the initial connection. Where
the initial connectee ‘wholly or mainly’ contributed to cost of the works, the regulations compel the DNO to
charge subsequent connectees who make use of the capacity and return a proportion of these charges to
the initial customer.
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decisions, including the RIIO-ED1 mechanisms which will better encourage the
DNOs to be proactive and engage with DG customers.

Summary of consultation proposals

3.62. The DG incentive was introduced in DPCR4. We introduced this mechanism to
incentivise DNOs to invest efficiently in reinforcement required to connect an
uncertain volume of DG. It did not, however, encourage DNOs to connect DG
per se. The DG incentive was primarily an uncertainty mechanism and an
incentive on capex efficiency. In the September strategy consultation we
proposed to remove the DG incentive. We considered that other mechanisms
in the proposed package would appropriately incentivise DNOs to efficiently
connect an uncertain volume of DG.

Summary of consultation responses

3.63. The majority of DNOs agreed with our proposal to remove the DG incentive for
RIIO-ED1. Of these, some were keen to see additional mechanisms to manage
uncertainty, and one DNO wanted the DG incentive retained. DG customers
raised concerns over the level of uncertainty the DNOs face in forecasting DG
connection volumes and associated reinforcement costs, and the strength of
incentives for DNOs to facilitate or enable the connection of DG customers.

Reasons for our decision

3.64. With the RIIO-ED1 package, we want to encourage DNOs to facilitate DG
connections and provide a good level of service to DG customers. We also
want to ensure that efficient investment is strongly incentivised in order to
provide low cost connections and reduce costs for DU0S customers. This
package should enable DNOs to respond appropriately to demands from DG
customers, in terms of volume of connections, the associated cost, and service
requirements. We also believe that this package will encourage the use of
more innovative alternatives to traditional reinforcement to facilitate DG
connections.

3.65. We believe that the range of mechanisms in RIIO-ED1 that will apply to DG
customers and connections will adequately address the concerns raised by
respondents. Feedback from the DG community has indicated that the
perceived complexity of previous arrangements has sometimes been a barrier
to engagement with DNOs and investment. We believe that by removing the
DG incentive, the treatment of DG in the price control should be simplified in
comparison to DPCR5.

Interaction with DG customers

3.66. In connections, DNOs should be customer-facing businesses and therefore
should be concerned with their level of service. DG customers should receive a
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good level of service from DNOs across a range of services and activities. In
RIIO-ED1 there will primarily be three mechanisms designed to promote this.

DNOs should be incentivised to provide a good connections service to DG
customers. The Incentive for Connections Engagement (ICE) will require DNOs
to provide good customer service where there is insufficient competition in the
connections market to drive this behaviour. DNOs will need to set
requirements for interacting with different types of connection customer. DG
customers can work with the DNOs to develop requirements that are
appropriate for their needs. Failure to meet these requirements will lead to
DNOs facing a financial penalty.

Guaranteed Standards of Performance (GSOP)*? in connections ensure that
DNOs meet minimum timescales for the delivery of specified connections
services. If the DNO fails to meet the prescribed standard, they must pay
compensation to individual customers.

The Broad Measure of Customer Satisfaction (BMCS)** should encourage DNOs
to improve the quality of their customer service by capturing and measuring
customer contacts with their DNO across a range of services and activities. It
will be retained for DG customers for RIIO-ED1 in relation to non-connection
related activities only (ie complaint resolution and stakeholder engagement).
To incentivise improvements to the connection service provided for DG, the
connections element of the BMCS will be replaced by the ICE where there is
no effective competition.

While the minimum legal requirements provide a level of standardisation
across DNOs in their interactions with DG customers, we expect DNOs to work
with all stakeholders to implement innovative solutions. In addition, networks
are not homogenous and therefore it is expected that different solutions are
applicable in different locations, and for different customers. However, despite
the range of approaches we anticipate, the range of incentives on DNOs
should drive behaviours that are of benefit to DG (and demand) customers.

Cost of connecting DG

3.71.

The cost of connecting DG customers has three elements (using the same
methodology as for demand connections): sole use, shared use and DUoS. For
sole use assets, DNOs are required to offer the minimum cost scheme to
connecting customers. The connectee pays the whole cost of the sole use
assets as these are only for the use of that specific customer. Where network
reinforcement is required to make the connection, the cost of the
reinforcement is split between the connecting customer and DUoS customers

13 get out in more detail in Chapter 8.
14 Set out in more detail in Chapter 6.
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in proportion to the percentage of maximum capacity required by the
connectee.

The expenditure on network reinforcement to facilitate the connection of DG
customers is covered by three elements. DNOs are funded through an ex ante
allowance for the efficient investment required to connect their forecast
volume of connections. Through stakeholder engagement, DNOs will develop
forecasts of volumes of DG connections and related reinforcement
expenditure. DNOs will benefit from accurate and justified forecasts of DG
connections and are therefore incentivised to engage constructively with the
DG community.

Actual expenditure on network reinforcement will be included in the load
related expenditure reopener to protect DNOs and customers from uncertainty
in the investment forecasts. For further information on the load related
expenditure (LRE) reopener, see ‘Supplementary annex — Tools for cost
assessment’ and ‘Supplementary annex — Uncertainty mechanisms’. Including
expenditure in the LRE reopener will protect DNOs from significant changes in
the volumes of DG connections they have to facilitate. Whether this is due to
policy changes, reducing costs of DG developments, or other factors, this
protection should enable DNOs to respond to the volume of connections the
DG community requires. Furthermore, in comparison to the start of the DPCR5
price control period, DNOs should now have greater experience of forecasting
and managing DG connections.

DNOs are incentivised to ensure the reinforcement costs arising from
connecting DG (and demand) are efficient through the efficiency incentive.
The existing DG incentive provided cost efficiency incentives on 20 per cent of
capex and the remaining 80 per cent of capex was passed through. DNOs
faced a maximum of 20 per cent efficiency incentive, but no incentives on
opex. In RIIO-ED1, DNOs will be incentivised on 100 per cent of totex (total
expenditure, the combination of capex and opex). This has two key impacts
which are of benefit to the DG community. Firstly, as DNOs will be incentivised
on a higher proportion of expenditure, the incentive to reduce costs is
increased. Secondly, by equalising incentives on capex and opex, DNOs will be
incentivised to implement smart solutions in instances where they are lower
cost as these can be opex rather than capex dominated. These increases in
cost efficiency incentives should lead to cheaper and more innovative
connection offers for those connections requiring upstream reinforcement.

Assessment and design (A&D) fees

3.75.

In the September strategy consultation we stated that we consider that a
reduction in speculative connection applications could enable DNOs to provide
better service to connection customers. At present, in the absence of
regulations under the Electricity Act 1989 (the Act), DNOs are unable to
charge for assessment and design (A&D) fees in advance of the customer
accepting a formal connection offer. As such, many customers use the
connection quotation process as a method of collecting information.
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Consequently, A&D costs for customers that accept connection offers are
increasing and the number of applications is causing delays in the provision of
quotations.

Reducing the number of speculative requests will enable DNOs to devote more
time to each application and proceed with the certainty that the application is
genuine. This would allow them to fully consider the connection options,
including smart grid solutions, which may provide quicker and lower cost
means of connection. It could also allow DNOs more time to discuss the
specific requirements of certain customers (eg DG and the best way to
accommodate them).

Responses to the September strategy consultation from the DG community,
DNOs and other stakeholders showed support for the introduction of
appropriate and reasonable A&D fees. Providing DNOs are able to demonstrate
the direct benefit to customers of introducing upfront A&D fees, Ofgem will
support an application to DECC to make the necessary regulation under the
Act to charge for A&D upfront. Industry is currently working to develop a cost
benefit analysis to demonstrate the benefit customers will see as a result of
any new regulations.
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4. Reliability and safety

Chapter Summary

This chapter summarises our decisions for the output areas of reliability and safety in
RIIO-ED1. It gives an overview of the primary outputs, secondary deliverables and
incentives in these two areas. It also sets out how Climate Change Adaption should
be approached in this area.

We have set out full details of our decisions and the reasons for them in the
‘Supplementary annex — Reliability and safety’.

Introduction

4.1.

4.2.

4.3.

The long-term safety and reliability of the electricity distribution networks and
their impact on customers are key priorities for Ofgem. Customers expect the
DNOs to maintain a safe network while minimising the number and duration
of supply interruptions. We also expect DNOs to use their price control
funding to prevent longer-term deterioration of the network.

Whilst working to improve reliability and restoration, DNOs must maintain
compliance with their overall requirement to ensure that their networks are
designed and operated in a way that ensures the safety of the public and their
employees.

This chapter summarises the decisions we have made in the area of reliability
and safety as well as setting out a high level summary of responses. The
‘Supplementary annex - Reliability and safety’ explains our decision in each
area in greater depth and sets out the specific proposals consulted on in
September, summarises responses to these proposals and explains the
reasons for our decisions.

Health and safety

4.4,

4.5.

Our decision is that the appropriate primary output for health and safety is
compliance with the safety requirements set out in legislation and enforced
and regulated by the HSE. We have decided not to introduce any financial
incentive.

We are introducing secondary deliverables which have an element of safety
performance embedded within them. These are the asset health indices,
criticality indices, and composite risk indices. These indices provide a
framework for managing network risks including some safety implications and
provide a useful means of monitoring and ensuring that the DNOs’ compliance
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with future safety requirements is not put at risk by decisions made during
RIIO-ED1.

4.6. As we set out in our consultation, DNOs must comply with all health and
safety legislation. The HSE enforces regulations that are contained within this
and has powers to secure compliance with the law. Our views that our
primary output and secondary deliverables should therefore support rather
than duplicate the HSE’s functions. Our decision not to apply a financial
incentive is also consistent with the RIIO principles which set out that we will
not use automatic financial mechanisms that could have a detrimental effect
on safety.

Reliability
Introduction

4.7. Customer research indicates that the reliability of supply remains the most
important output category for customers.!®> We will continue with the DPCR5
package of outputs and incentives to drive the DNOs to ensure their networks
are reliable both in the short and long term. This package consists of:

e Interruptions Incentive Scheme (IIS) - DNOs are incentivised on the number
and duration of network supply interruptions versus a target derived from
benchmark industry performance

e guaranteed standards of performance - customers are eligible for direct
payment of specific fixed amounts where a DNO fails to deliver specified
minimum levels of performance

e worst served customers - DNOs have access to funding to improve the
reliability performance experienced by a subset of customers experiencing a
specific level of interruptions. This funding is given on the condition that the
specific customers experience a specified improvement in service

e health and load indices - these are secondary deliverables designed to tie
specific price control network investment to specific in-period risk reduction
associated with the condition and loading of assets. These metrics encourage
longer-term strategies by linking the longer-term reliability benefits of
healthier and less highly-loaded assets to a measurable deliverable within the
price control

¢ resilience - refers to the ability of the electricity distribution networks to
continue to supply electricity to customers during disruptive events, such as
floods, or severe storms. DNOs are required to design and operate their

15 Report for the Ofgem Consumer First Panel Year 4:
http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/riio-
ed1/consultations/Documents1/RITIOED1ConResConsumerPriorities.pdfhttp://www.ofgem.gov.uk/Networks
/ElecDist/PriceCntrls/riio-ed1/consultations/Documents1/RIIOED1ConResConsumerPriorities.pdf
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networks in accordance with relevant statutes, codes and standards (such as
Engineering Recommendation P2/6). For RIIO-ED1 we have decided we will
monitor and publish performance secondary deliverables for each of the areas
of flooding, Black Start (which refers to actions necessary to restore electricity
supplies following total or widespread shutdown of the GB transmission
system) and overhead lines under the overall banner of Network Resilience.

Interruptions Incentive Scheme

4.8. We are retaining the Interruptions Incentive Scheme (IIS) in RIIO-ED1, with
some modifications to the DPCR5 scheme.

Incentive rates

4.9. We have aligned the IIS incentive rates with those proposed as part of the
RIIO-T1 Energy Not Supplied incentive. We have decided that the efficiency
incentive should be applied to these rates.

4.10. These changes ensure that the IIS incentive rates best reflect the value that
customers put on supply interruptions.

Revenue exposure

4.11. We have decided that the overall revenue exposure to the IIS will be 250
RORE basis points per annum.® This will be symmetrical, meaning that 250
RORE basis points will be the maximum reward or penalty available in each
year of RIIO-ED1.

4.12. We believe that this range is more reflective of credible DNO performance
ranges than the higher ranges put forward within the September strategy
consultation.

Targets

4.13. We have decided to separate planned and unplanned targets to provide clarity
for stakeholders and due to the fact that there are different methods used to
calculate planned and unplanned targets.

16 This will be converted to a fixed £m value which will be set out in the licence.
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Planned target setting

4.14.

4.15.

4.16.

A certain level of planned interruption will inevitably be required to allow for
the necessary asset expenditure plans in RIIO-ED1. As customers are
inconvenienced less by planned outages, where sufficient notice is given, we
will weight the incentive on these interruptions at 50 per cent relative to
equivalent levels of unplanned interruptions.

Annual DNO targets for planned interruptions will be set at the annual
average level of planned interruptions and minutes lost over the previous
three year period. There will be a two year lag on the years utilised in setting
the target, so the starting 2015-16 target would be the average annual
performance over the 2011-12 to 2013-14 period. This three-year average
performance rolling target will update on an annual basis. DNOs will be
rewarded or penalised based on the difference between their actual
performance and the target, using the incentive rate that is half that of
unplanned interruptions.

DNOs can propose alternative targets for their planned interruptions in their
well-justified business plans. Proposals should include justification for why
targets should differ from those we have set out.

Unplanned target setting

4.17.

4.18.

We have decided to set unplanned targets for each DNO up front, in advance
of RIIO-ED1 using the same methodology as indicated in the September
strategy consultation. We have decided to use data up to 2012-13 for setting
unplanned targets for all DNOs. In Appendix 2 of ‘Supplementary annex -
Reliability and safety’ we set out indicative targets for RIIO-ED1. These have
been set using the methodology we will be using for RIIO-ED1 targets, but
without the future performance figures that will be included in the setting of
the final targets.

DNOs can propose alternative targets for unplanned interruptions in their
well-justified business plans. Proposals should include justification for why
targets should differ from those we have set out.

Exceptional events

4.19.

34

Particular large interruptions can occur that DNOs have limited ability to
prevent. In order to reduce the volatility and impact of these occurrences on
their performance (and future target setting), these exceptional events are
excluded from annual performance figures. Exceptional events are classified
as being either a severe weather exceptional event or a one-off exceptional
event.
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A severe weather exceptional event is where a minimum, verified, number of
higher voltage interruptions directly caused by bad weather have occurred
within a 24 hour period. The minimum number is referred to as the severe
weather exceptional event threshold.

As proposed in the September strategy consultation, we have decided to
maintain this severe weather exceptional event threshold at eight times the
average daily fault rate at higher voltage. The indicative threshold numbers
using data including the 2011-12 reporting year are presented in Appendix 2
of ‘Supplementary annex — Reliability and safety’.

One-off exceptional events refer to a single cause outside of the DNO’s control
causing a significant level of interruption. To be considered a one-off event, a
specific and verified number of interruptions and/or minutes lost are required
to have resulted. These numbers are referred to as the one-off exceptional
event thresholds.

We have decided to maintain the one-off exceptional event thresholds of
25,000 customers interrupted and two million customer minutes lost.

Cut-out failures

4.24,

We have decided not to include interruptions resulting from a single premise
cut-out fault within the IIS. This is primarily driven by concern over the
robustness of the relevant historical data and its suitability for setting targets.
We have put in place improved reporting during DPCR5 which will allow us to
explore the possibility of introducing these failures into the IIS as part of
RIIO-ED?2.

Short interruptions

4.25.

Having explored the possible approaches to incentivising the reduction of
short interruptions, we have decided that it is not appropriate to implement
such an incentive for RIIO-ED1. This is based on our research on customer
willingness to pay, and awareness of the potential for adverse interactions
and overlaps between a scheme to reduce short interruptions and the IIS.

Guaranteed Standards of Performance

4.26.

We have decided to amend the guaranteed standards relating to quality of
network service, Statutory Instrument (SI) No. 698, 2010 as follows:

7 http://www.legislation.gov.uk/uksi/2010/698/pdfs/uksi 20100698 en.pdf
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. the 18 hour normal weather interruption duration standard will be
reduced to 12 hours

. the Highlands and Islands exemptions from specific guaranteed
standards will be removed

. the DNO exemption from paying out in the event of a one-off exceptional
event will be removed

. the specific levels of payment identified within SI No. 698, 2010 will be
up-rated in line with the forecast inflation rate to the midpoint of RIIO-
ED1 (2018-19) and rounded to the nearest £5.

The guaranteed standards relating to severe weather will continue as in
DPCR5. The exceptional event thresholds for the guaranteed standards will
continue to be aligned with the IIS severe weather thresholds, as outlined
above in paragraphs 4.19 and 4.21.

Payments to customers on the priority service register should be made
automatically, as DNOs will be aware of when, and for how long, they have
been interrupted.

We do not expect DNOs to make automatic payments to other eligible
customers that are not on the priority service register. As DNO systems are
currently unable to individually identify which premises are impacted by
individual interruptions, customers will still need to apply to their DNO for
payments. Until smart meters are rolled out we do not think it is appropriate
to expect DNOs to make payments to these customers automatically.

DNOs are encouraged to set out in their business plans their proposals on how
they can better inform their customers of their eligibility for payment, as well
as raising awareness of the guaranteed standards among their customers by
providing clear links on their website. This should ensure that eligible
customers are more aware of their entitlements under the guaranteed
standards. To further encourage payments to be made to eligible customers,
we have decided to apply a penalty rate on unpaid compensation.

The changes that we have made to the guaranteed standards were widely
supported by stakeholders, particularly the reduction of the normal weather
standard from 18 to 12 hours, and the removal of the exemptions covering
the Highlands and Islands and certain circumstances for one-off exceptional
events.

Worst served customer mechanism

4.32.

We have decided to retain the current mechanism to provide a conditional
allowance on a use it or lose it basis that requires DNOs to improve the
reliability of service experienced by customers experiencing a service
significantly worse than the majority of customers.
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We have made modifications to aspects of the existing scheme, permitting
DNOs to propose appropriate parameters to particular areas that have
previously been prescribed by Ofgem. An overall allowance of £76.5m will be
distributed across DNOs in line with the number of qualifying customers in
each region. Within the constraints of this allowance, based on engagement
with relevant stakeholders, and likely solution costs, DNOs will be able to
propose an appropriate cap on the expenditure per customer covered by the
scheme, as well as the service improvement that these customers will
experience.

Further details of our decision on the worst served customer mechanism are
set out in Chapter 8 of the ‘Supplementary annex — Reliability and safety’.

Secondary deliverables

Load Index (LI)

4.35.

4.36.

The LI provides a measure of the loading of the substations on each DNO's
primary network.

We have worked with industry to develop greater consistency in calculating
loading and the classification of substations into LI ratings. We set out the
classifications for the LI1 - LI5S ratings that are to be used in business plans
within Chapter 5 of the ‘Supplementary annex — Reliability and safety’. We
have decided that the DNOs’ business plans will set out the funding that they
will need to deliver a specific level of loading across their substations, rather
than being funded for a specific level of improvement. Chapter 5 of
‘Supplementary annex — Reliability and safety’ also sets out how the impacts

of distributed generation (DG) growth are to be captured in the LI framework.

Health, criticality and risk indices

4.37.

4.38.

Health and safety compliance must remain the priority for DNOs when
developing their business plans and making investment decisions. The health,
criticality and risk indices are secondary deliverables which we will use to
assess changes in the respective position of DNOs’ networks in these areas
over time.

We have decided to modify the existing health index (HI) by stripping out the
criticality element and creating a separate criticality index, measured on a
scale of C1 to C4 which will include criticality elements not previously
embedded in the HI. We believe this will allow DNOs to more clearly
demonstrate that actions taken by them during RIIO-ED1 to reduce network
risk take account not only the probability that an asset fails, but also the
expected impact of such failures.
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The health and criticality scores for relevant assets will be combined and
consolidated into a newly developed composite risk index. Using DNOs’
forecasts for their network’s position according to the risk index, we will be
able to determine an asset risk score improvement or delta, which will
represent the DNOs’ agreed deliverable for RIIO-ED1. We believe that such a
framework will enable us to quantify improvements over time and provide
sufficient flexibility for DNOs to pursue asset management practices they
deem to be most appropriate for their networks.

At the end of RIIO-ED1 the risk index will attract a reward or penalty for
material over or under delivery. This incentive mechanism will contain two
elements. If a DNO has not delivered the agreed total asset risk score
improvement and does not have a reasonable justification for doing so, a
downward adjustment to their RIIO-ED2 allowed revenue will be applied. The
DNO will also be subject to a penalty of 2.5 per cent of the value of the under
delivery. Conversely, where a DNO has delivered more than the agreed total
asset risk score improvement, and this improvement has been justified, an
upward adjustment to their RIIO-ED2 allowed revenue will be applied. The
DNO will also receive a reward of 2.5 per cent of the value of the over
delivery. Consultation respondents agreed with our proposal to include a
financial incentive mechanism and we believe it will help to drive good asset
management practice through efficient and timely investment decisions over
the course of RIIO-ED1.

Resilience

4.41.

4.42,

38

We have decided that for RIIO-ED1 we will monitor and publish performance
against specific secondary deliverables relating to resilience. For each of the
areas of flooding, Black Start and overhead lines, we will track DNO
performance in removing risk against the level of risk reduction provided by
their agreed settlement.

High impact, low probability (HILP) events are extreme events which could
potentially result in the prolonged loss of electricity supply. The impact of
such events are beyond the level of credible first or second outage event
impacts, which distribution networks are designed to ensure high levels of
security of supply for. For HILP events, we will maintain the option for the
government to provide guidance to us on what work is required by the DNOs
and whether this should be funded through the price control. If this is
forthcoming during RIIO-ED1 we will work with the government and DNOs to
ensure that any investment is made efficiently, taking into account all
available options and the benefits delivered by these. This will potentially
involve introducing a HILP metric. Responses to the consultation were in
favour of this approach.
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Climate change adaptation

4.43. Climate change is likely to have an increasing influence on both average
conditions and the frequency and severity of extreme weather in the UK. This
could have an adverse impact on DNOs’ safe and reliable operation of their
networks, without appropriate risk management measures being put in place.
This is particularly relevant for those assets which DNOs expect to be in
operation for several decades.

4.44. The main factors affecting electricity networks from current climate change
projections are:

¢ hotter average and extreme temperatures, particularly in summer

e more rain in winter and more extreme downpours all year - leading to
a greater risk of flooding

e rising sea levels and greater storm surges - leading to a greater risk of
coastal flooding.

4.45. The potential impacts of these changes are described in more detail in the
Energy Network Association’s (ENA) ‘Energy Networks Climate Change
Adaptation Report’ (2011).18

4.46. We expect DNOs to present evidence for how risks to their networks from
extreme weather and climate change have been assessed using the latest
climate projections and science. DNOs should also explain how they plan to
manage climate risks to make sure that new and existing schemes are
sustainable. DNOs’ business plans should set out:

o the risks climate change pose to their services

¢ how these risks have been assessed

e what options have been influenced by climate change, and how
resilient these options are to different climate change projections.

4.47. The specific assets and areas of investment that we would expect DNOs to
consider in regard to these risks and more broadly their networks’ overall
resilience, would include the following:

e flooding resilience

e overhead electricity lines eg overhead line ratings and structural
strength of supporting structures

e vegetation infestation eg changes in growing season prompted by
climate change

¢ underground cables eg the impact of climate change on cable ratings

e substation earthing eg the impact of climate change on earth
resistance

e transformer and substation resilience.

8 http://www.defra.gov.uk/environment/climate/sectors/reporting-authorities/reporting-authorities-

reports/
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Climate change cannot be used to justify investment in unnecessary
infrastructure. If business plans include a need for greater investment to cope
with climate change, DNOs should justify how the extra investment will save
money and protect services in the future. This may involve cost benefit
assessments (CBA) for potential issues, in order to determine the most
appropriate investment strategy. Our approach to CBAs is set out in Chapter 5
of ‘Supplementary annex — Business plans and proportionate treatment’.
Where appropriate, this will include our assessment of customers’ willingness
to pay for adaptation measures, and take into account any wider societal
aspects. Sometimes it may be appropriate for a DNO to delay investment in
some measures to reduce climate risk, but ensure that it leaves these options
open so it has the ability to respond flexibly and employ them should future
needs demand this.

Reliability and Safety

Summary of consultation proposals

4.49,

4.50.

A full summary of the proposals for each area is included in the relevant
chapters of the ‘Supplementary annex — Reliability and safety’.

In the ‘Supplementary annex — Outputs, incentives and innovation’ of the
September strategy consultation, we asked respondents for views on our
proposals for primary outputs and secondary deliverables and whether they
agreed with the areas we had focused on.

Summary of consultation responses

4.51.

4.52.

4.53.

Respondents were in agreement with our focus in terms of areas covered by
primary outputs and secondary deliverables.

There were some concerns raised over the proposal to reintroduce the upside
cap on the IIS and applying the criticality measure to a wide scope of assets
unlikely to be replaced within RIIO-ED1.

One respondent was concerned that moving towards a more standardised
approach to the Load Index would drive particular DNOs to become more risk-
averse and invest, rather than optimising assets usage for customers.

Reasons for decision

4.54,

40

For detailed reasons for our decisions, please refer to the ‘Supplementary
annex - Reliability and safety’.
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5. Environmental impacts

Chapter Summary

This chapter sets out our decision on the outputs that the DNOs will need to deliver
to ensure that they manage their environmental impact and contribute to meeting
Great Britain’s (GB) broader environmental goals.

Background and context

5.1.

5.2.

The RIIO framework requires companies to reduce their business
environmental impact (the narrow environmental objective) as well as
contribute to meeting GB’s environmental targets (broader environmental
objectives). In our September document, we proposed environmental outputs
to meet the RIIO criteria to address these objectives.

In this chapter we set out our decisions on:
‘Narrow’ environmental impacts

electricity losses on the distribution network
electricity theft

Business Carbon Footprint (BCF)

sulphur hexafluoride (SFg)

fluid filled cables (FFC)

noise reduction

‘Broad’ environmental impacts

e undergrounding in Areas of Outstanding Natural Beauty (AONB) and
National Parks (NPs)
e environmental discretionary reward.

Electricity losses on the distribution network

5.3.

Electricity losses are an inevitable consequence of transferring energy across
electricity distribution networks. Electricity losses are a significant source of
greenhouse gas (GHG) emissions. Effective losses management also protects
customers from unnecessary cost increases. DNOs do not pay for electricity
lost on their network and therefore have no inherent incentive to manage
losses efficiently. We believe that a strong incentive is required to ensure that
DNOs place an appropriate level of focus on losses reduction activities. We
consider that the approach detailed below offers the best way of driving down
losses.
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Our decision

5.4.

Our decision is to implement a losses reduction mechanism consisting of four
components: licence obligation, loss reduction expenditure in the business
plans, annual reporting and discretionary reward. These components will work
together to provide a strong incentive for DNOs to manage losses efficiently.

Licence

5.5.

5.6.

We will place a licence obligation on DNOs requiring them to design and
operate their networks to ensure that losses are as low as reasonably
practicable. This will sit alongside the DNOs’ overarching obligation to develop
and maintain an efficient, co-ordinated and economical distribution system.
This, together with our approach to the use of cost benefit analysis outlined
below, should ensure that DNOs manage the losses on their networks
efficiently and that any loss reduction measures are justified.

The licence will provide for Ofgem to be able to audit a DNO’s losses reduction
activities. Any enforcement would be similar to that taken for any other
breach of licence.

Business plans

5.7.

5.8.

5.9.
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DNOs will be required to set out in their business plans their approach to
losses reduction in support of their licence obligation. This strategy statement
should demonstrate their overall approach, as well as set out specific projects
or actions, with timescales and deliverables and an assessment of their impact
on losses and the associated additional costs. It may be necessary to update
this strategy within the RIIO-ED1 period. We therefore expect the DNOs’
strategy statements to set out their proposals for reviewing and updating their
losses reduction strategy within the price control period.

DNOs should include low loss equipment expenditure and other proposed
actions to reduce losses in their business plans. This should be justified by
considering the losses reduction actions and associated benefits (eg carbon
abatement) in companies’ whole life costing and cost benefit analysis (CBA).
In Chapter 5 of the ‘Supplementary annex - Business plans and proportionate
treatment’ we set out the common CBA approach which we expect DNOs to
use to justify expenditure. We will provide guidance on the valuation of lost
energy and carbon abatement. We note that certain EU initiatives may lead to
obligations which will impact on the DNOs’ actions and expenditure in this
area. However, we expect that the DNOs will identify and analyse the net
benefit of all practicable loss reduction measures, ensuring that their
consideration is not limited to any potential EU obligation.

DNOs should demonstrate in their business plans a thorough understanding of
how losses can best be managed across their networks, as well as how they
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propose to ensure that best practice is shared within the industry. We also
expect them to set out proposals for establishing a reliable baseline of losses
during RIIO-ED1 as it is our intention to consider a robust losses incentive for
RIIO-ED2. Companies should consider how power system modelling,
innovative approaches, sharing of best practice and shared initiatives could
assist in this process.

Annual reporting

5.10. We will also require DNOs to report annually on their losses reduction
activities undertaken in the year, setting out improvements achieved in the
year and cumulatively, and actions planned for the following year. The
reporting will be linked to the CBA of relevant actions.

Losses discretionary reward

5.11. We will introduce a losses discretionary reward (DR) of up to £32m across all
DNOs, awarded in three tranches over the eight years (one tranche of up to
£8m in year two, a second tranche of up to £10m in year four, and a final
tranche of £14m in year six). The aim of this DR is to encourage DNOs to
undertake additional losses reduction actions over and above those set out in
their business plans. For example, these might include identifying more cost
effective and innovative ways of utilising the allowed revenue to enhance the
reduction of losses.

5.12. We are minded to adopt a scorecard approach to the DR. We expect industry
to work with us to develop the criteria and key strategic and operational
objectives against which DNOs’ performance will be measured and scored and
will consult on this in due course. The categories against which the DNOs’
performance may be measured include:

e companies’ understanding of their losses and preparation for a measurable
losses incentive in RIIO-ED2

o effectiveness of actions taken to reduce losses, including any actions
which have achieved losses reductions which are substantially greater
than those forecast

e the demonstrable engagement of DNOs with their stakeholders (eg
connection customers, supply chain partners) on losses

e innovative approaches to losses reduction (outside of any projects funded
through the innovation stimulus mechanisms)

e performance against the strategy set out to address losses

e sharing of best practice with other companies.

5.13. DNOs wishing to participate in the DR will be required to submit evidence
against the scorecard criteria. The criteria could be weighted differently over
the three tranches. Ofgem will assess the submissions, with expert advice
where necessary, and make recommendations to the Authority. We will ensure
that a DNO is not rewarded multiple times for the same actions, but only
rewarded for additional actions undertaken.
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We note that the testing of innovative approaches to reducing losses may be
eligible for funding under the innovation stimulus mechanisms (Chapter 10),
in circumstances where they meet the relevant criteria.

Summary of consultation proposals for losses reduction mechanism

5.15.

5.16.

5.17.

5.18.

We explained in our September strategy consultation that we had an incentive
based on measured losses volumes in previous price controls. However, due
to ongoing difficulties with data integrity we have recently replaced the
mechanism with an enhanced reporting requirement.*®

We do not believe that there is currently a reliable source of data common to
all DNOs for measuring distribution losses. We therefore proposed that the
RIIO-ED1 mechanism should focus on actions undertaken by DNOs which lead
to reduced losses.

We set out three options in our consultation: a duties based approach, a
losses allowance approach, and our preferred approach which combined
aspects of both. The key components of our preferred approach were:

e a licence obligation

e arequirement for DNOs to set out their losses reduction strategy in their
business plans

e overall allowed revenue to include the funding required to undertake the
actions justified in the business plans, based on a positive CBA

¢ an annual reporting requirement setting out losses reduction activities
undertaken in the year, a rolling assessment of improvements achieved in
the year and cumulatively, and actions planned for the following year.?°

e a provision for Ofgem to be able to audit a DNO's losses reduction
activities

e innovative approaches to reducing losses which meet the relevant criteria
could be considered for funding under the innovation stimulus
mechanisms

e alosses DR of up to £32m across all DNOs, to be awarded twice during
the RIIO-ED1 period in two tranches in years four and eight, to encourage
DNOs to find more cost effective and innovative ways of utilising the
allowed revenue to enhance the reduction of losses.

We proposed that DNOs should adequately demonstrate a good understanding
of how losses can be minimised across their networks in their business plans.

1% A more expansive background can be found in the September strategy consultation
http://www.ofgem.gov.uk/Networks/ElecDist/PriceCntrls/riio-

ed1/consultations/Documents1/RIIOED1SConQutputsincentives.pdf

20 This reporting requirement will be similar to the distribution losses reporting requirement currently
being finalised in relation to changes to the DPCRS5 losses incentive mechanism. For further information

see

http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=6&refer=Networks/ElecDist/Policy/losses-

incentive-mechanism
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We also stated that we would also expect them to set out proposals (which
could include power system modelling) for establishing a reliable baseline of
losses during RIIO-ED1 so that a robust losses incentive could be considered
for RIIO-ED2.

Summary of responses

5.19.

5.20.

5.21.

5.22.

5.23.

Seventeen respondents commented specifically on aspects of the proposed
preferred option for the losses reduction mechanism. Overall, there was
support for the key components of the proposals, although there were some
concerns that the mechanism was overly complex. One DNO did not support
the approach and would prefer to see the previous (DPCR5) mechanism
activated. Another response suggested that penalties for not managing losses
should be considered.

One response suggested that compliance with an appropriate engineering
standard could complement the licence condition. Another noted that the
licence condition would not necessarily lead to a reduction of overall losses but
would need to ensure that increases in losses were minimised.

Some respondents requested further guidance on aspects of the CBA and
forecasting incremental costs attributed to losses actions.

Some respondents agreed with the amount and frequency of the DR
proposals, while others suggested that the fund was too low and/or suggested
more frequent awards. Some respondents suggested that the proposed DR be
increased substantially, based on proportionality with the RIIO-T1
Environmental Discretionary Reward (EDR).?! They also noted the importance
of ensuring that DNOs are not rewarded more than once for the same action,
for example through the allowance, the IQI and the DR. It was also suggested
that the DR should also make some provision for sharing of best practice
between DNOs.

One response suggested that the DR should not be awarded in the first three
years, since little action would have been achieved and reported on.
Thereafter there should be an annual award of £5m from years four to seven
with a final tranche of £12m in year eight based on a review of the cumulative
impact of actions by that date. Other responses suggested that the DR should
be awarded every two years or every year, to maintain momentum.

21 1t was suggested that the losses DR could be anything up to £224m, up to seven times the RIIO-T1
EDR, based on the number of distribution network companies compared to transmission network
companies.
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Reasons for our decision

5.24.,

We have balanced the need for a strong incentive to manage losses efficiently
with the very real difficulty of accurately measuring distribution network
losses and therefore assessing the benefits of any losses reduction measures
at this time. Bearing in mind this constraint, we consider that our preferred
approach offers the best way of driving down losses.

Licence

5.25.

5.26.

DR

5.27.

5.28.

5.29.

5.30.

DNOs have a general obligation to develop and maintain an efficient, co-
ordinated and economical network, minimising investment and system losses.
An additional licence condition to explicitly require consideration of actions to
reduce electricity losses will sit alongside this obligation. A materially more
prescriptive licence condition setting out specific targets could restrict the
DNOQ'’s ability to manage their network efficiently, and could conflict with other
initiatives such as the low carbon agenda and development of smarter grids,
which in some circumstances could lead to increased losses. The introduction
of the licence condition is designed to ensure that the most cost-effective
approach to optimising losses reduction is followed.

Subsequent discussions with stakeholders have led us to conclude that linking
the licence condition to compliance with an Engineering Standard is not
considered necessary, as long as adequate guidance and standardisation on
the CBA is given on quantifying losses and the valuation of carbon.

A number of alternate suggestions for the amount and frequency of the DR
were put forward. We have considered the points raised but have not
identified a compelling argument to increase the amount of the DR available.
We do, however, see merit in changing the frequency of the award.

In considering the response suggesting increasing the proposed DR in line
with the RIIO-T1 EDR, we note that the stated purpose of the RIIO-T1 EDR is
to sharpen transmission companies’ focus on strategic environmental
decisions and organisational and cultural change to facilitate growth in low
carbon energy. Reducing losses is only one of many actions which is expected
to be considered.

RIIO-T1 does not contain any specific allowed revenue relating to losses
reduction expenditure (other than for the System Operator), whereas the bulk
of DNO expenditure to reduce technical losses is likely to be motivated
through the allowed revenue in RIIO-ED1.

We also considered the size of the DR against the potential for DNOs to effect
a 0.25 to 0.5 per cent reduction on their current losses position through
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Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

investment supported by their price control allowance and consider that a
reasonable additional improvement could be achieved through the DR. In
addition we believe that the continued focus on energy efficiency and carbon
abatement, including compliance with the European Energy Efficiency
Directive??, provides a strong incentive for DNOs to undertake loss reduction
actions. The DR will provide an additional reputational incentive.

Uncertainty around substantive criteria for the DR, as well as the concerns
raised in ensuring that actions are not funded multiple times (for example
through allowed revenue, innovation stimulus and the DR), have contributed
to our decision not to increase the amount of the DR.

We considered all of the suggestions put forward regarding the frequency of
the DR in discussion with the working group. There was little support for an
annual award due to the administrative burden, but agreement that three
tranches would be better than two (years two, four and six, or three, five and
seven). Factors that we considered included: what actions we might consider
rewarding in each tranche; whether there was justification for varying the
amount of each tranche; when data would be available for any assessment;
and the specific administrative burden applicable at those times.

We agreed that there would be limited benefit in having a final tranche
occurring in the last two years of RIIO-ED1, due to the administrative and
reporting burden overlapping with preparations for RIIO-ED2.

Although limited data on actions undertaken will be available by year two of
RIIO-ED1, the reward in that tranche could be focussed on the overall
approach to managing losses and this information would be available. The
tranche for this first reward would be proportionately smaller than later
tranches. The second, slightly larger tranche in year four would be more
focussed on specific actions undertaken, with a final (largest) tranche more
focussed on cumulative actions and information sharing undertaken, with a
stronger focus on results achieved in preparations for a robust mechanism in
RIIO-ED?2.

Electricity theft

Our decision

5.35.

The arrangements for tackling electricity theft will be dealt with through a
separate approach outside of the losses reduction mechanism, in line with the
approach set out in our proposals. In particular, we will consult on these
arrangements in spring 2013, with a key focus on supplier obligations. Prior to
implementing a revised approach, DNOs should maintain their current levels

22 http://eur-lex.europa.eu/JOHtml.do?uri=03:L:2012:315:SOM:EN:HTML
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of support for suppliers in identifying and resolving unregistered premises and
recovering appropriate costs.

5.36. The core elements of our proposed approach are listed below.

e To require DNOs to tackle theft where a supplier is ‘not responsible’.
Where possible the link between the supplier and the customer should be
maintained. We propose amending the standard conditions of DNO and
supplier licences. DNOs should be able to recover their reasonable costs
associated with this activity.

e To introduce licence requirements for electricity suppliers, in relation to
tackling theft, which are equivalent to our updated proposals for gas
suppliers.

e To identify principles for a scheme to address the disincentives that
suppliers face in detecting theft. Appropriate proposals (similar to those
for the gas market) should be introduced by a code modification.

e To require suppliers to put in place a central service (equivalent to the
Theft Risk Assessment Service (TRAS) in the gas market) to analyse data
and provide information to suppliers (and network companies) to help
them meet their obligations to detect theft.

e Suppliers and DNOs should implement, where appropriate, the additional
measures that we identified as supporting the arrangements for tackling
gas theft.>> We consider that these additional measures should be
introduced through existing industry code governance arrangements.

Summary of consultation proposals for approach to electricity theft

5.37.

5.38.

5.39.

Theft of electricity increases the costs paid by customers and can have serious
safety consequences. It leads to misallocation of costs among suppliers that
can distort competition and hamper the efficient functioning of the market.
The amount of theft is unclear but some estimates put it at around £400m per
year.

DNOs do not have specific licence requirements to tackle electricity theft.
Some DNOs provide revenue protection services which are used by suppliers
to help detect theft and are often helpful in identifying theft proactively.

The non-activation of the DPCR5 losses incentive and the revised approach in
RIIO-ED1 to losses reduction could impact on DNO incentives to support the
arrangements for tackling theft. We therefore proposed a package for
electricity theft similar to those for tackling gas theft**. We consulted on the

23 These include establishing and maintaining a single, 24-hour theft telephone contact number that
members of the public or other third parties could use to report suspected theft. For a full list of
supporting measures see paragraph 4.23 in Tackling Theft of Gas: The Way Forward, Ofgem March 2012
(Ref: 35/12)
http://www.ofgem.gov.uk/Markets/RetMkts/Compl/Theft/Documents1/Tackling%?20gas%20theft%20decisi

on(1).pdf
24http://www.ofgem.gov.uk/Markets/RetMkts/Compl/Theft/Documents1/Tackling%20gas%20theft%20dec
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proposed approach and our decision has not deviated from any of the core
elements.

Summary of responses

5.40.

5.41.

5.42.

A number of stakeholders responded directly to the question on the proposed
approach to theft. All DNOs and some suppliers broadly supported the
approach, while noting that dealing with theft is more of a supplier than a
DNO responsibility, and that the link between suppliers and customers should
be maintained. One DNO considered that there was no scope for DNOs to
participate in any theft initiative outside of their current practices.

Some DNOs noted that it would be appropriate to maintain the current levels
of support to suppliers’ theft initiatives until new arrangements were in place.
The base costs for investigating and resolving unregistered premises should
be recoverable (as they are currently).

Two suppliers contended that DNOs may be ‘double recovering” when
unregistered sites are identified and that any value recovered should be fed
back through industry processes to reduce the impact on customers. Another
stakeholder alluded to existing disincentives for DNOs to address theft and
that these should be considered in any approach taken. One stakeholder said
that any amended theft arrangements should clearly set out the approach to
vulnerable customers.

Reasons for our decision

5.43.

5.44.

Electricity theft was previously included in the losses mechanism because the
measurement of losses included energy unaccounted for due to theft. Since
the proposed losses mechanism does not measure these units, there is no
rationale to continue to include electricity theft in the losses mechanism.

No stakeholders disagreed with the proposals for addressing theft. Feedback
received and issues raised will be considered through the separate theft
initiative set out in our decision.

ision(1).pdf
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Undergrounding in areas of outstanding natural beauty
(AONBs) and national parks (NPs)

Introduction

5.45.

5.46.

The present non-mandatory undergrounding scheme was first established for
electricity distribution in DPCR4. It allows for undergrounding of existing
overhead lines in two specific designated areas: AONBs and NPs. The primary
objective of this scheme is the protection of visual amenity in line with specific
statutory obligations.?®

In our September consultation, we considered additional elements to be added
or clarified within the scheme: our intention to continue with the same funding
pot calculation as for the current Distribution Price Control Review 5 (DPCR5)
adjusted for an eight year price control period, the inclusion of National Scenic
Areas designation as comparable to AONBs in Scotland, and clarity on the use
of the 10 per cent allowance. Finally, we also acknowledged the necessity for
continued engagement between stakeholders and DNOs regarding assessment
of candidate projects and stakeholder engagement.

Funding pot

Our decision

5.47.

5.48.

We will set the funding pot at £103.6m. This takes account of the extended
time period for RIIO-ED1 compared with DPCRS5, recent prices and the
inclusion of overhead lines in National Scenic Areas (NSAs). We consider that
the willingness to pay research we conducted in DPCR5 and the methodology
for calculating the funding pot continues to be appropriate.

Table 5.1 sets out the undergrounding allowance by DNO. This has been
calculated in line with DPCR5, and is based on the km of overhead lines to be
undergrounded and the number of customers in the DNO licensed region.

Table 5.1: Undergrounding allowance by DNO.

DNO Number of | Total km of overhead Allowance
customers lines in designated areas | £m

ENWL 2,364,446 3,217.0 9.0

NPgN 1,581,420 3,611.8 7.9

NPgY 2,266,464 1,007.9 6.0

WMID 2,462,123 3,947.2 10.2

EMID 2,623,103 662.3 6.3

25 Electricity Act 1989; National Parks and Access to Countryside Act 1949 (as amended by Environment
Act 1995); Countryside and Rights of Way Act 2000
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DNO Number of | Total km of overhead Allowance
customers lines in designated areas | £m
SWALES 1,103,465 2,329.3 5.3
SWEST 1,551,046 6,409.9 11.4
SPN 2,247,823 4,567.3 10.5
EPN 3,537,357 1,853.6 9.7
SPD 1,994,241 427.5 4.7
SPMW 1,487,412 3,449.3 7.5
SSEH 745,907 3,122.2 5.5
SSES 2,952,565 2,737.7 9.6
Total 29,184,812 39,355.0 103.6

N.B. Since UK Power Networks (LPN) is almost entirely underground network
it is not eligible for the scheme

Summary of our consultation proposals

5.49.

5.50.

5.51.

In our September consultation, we proposed to use the same calculation for
the funding pot and allocation as was used for the current price control. We
separately advocated the inclusion of NSAs within the undergrounding
scheme, as a comparable designation to AONBs, to help facilitate greater use
of the scheme in Scotland.

We therefore highlighted our intention to include NSAs within the pot and
indicated that we were aware that there were elements of double counting
that would need to be taken into consideration when calculating the pot with
the inclusion of this designation.

As outlined in our consultation, the willingness to pay research we conducted
in DPCR5 focussed on AONBs and NPs but not NSAs. However, as there are
relatively few distribution lines crossing NSAs, we considered that the
inclusion of this designation, as comparable to AONBs for Scotland, would
have a minimal impact on the funding pot and on willingness to pay.
Therefore, we were of the view that the current willingness to pay results are
still relevant for RIIO-ED1.

Summary of responses

5.52.

5.53.

Respondents welcomed the continued use of the methodology for calculating
the funding pot. However, they voiced concerns about us taking account of
the results of the willingness to pay research being conducted by transmission
network companies for the purposes of RIIO-T1, and the potential for dilution
of the pot given the inclusion of NSAs.

However, there was general agreement for including NSAs on the same basis
as AONBs. One respondent suggested that this would not guarantee uptake of
the undergrounding scheme in Scotland as the scheme is not compulsory.

51



5.54.

5.55.

Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

One respondent noted that there was a risk of double counting where some
NSA designations fall into existing National Parks.

Another respondent also advocated ensuring that the formula should allow the
distributor to consider higher voltage lines that have a particularly high
negative impact on the landscape. Another response mentioned the inclusion
of metal towers within the scheme.

Reasons for our decision

5.56.

5.57.

5.58.

5.59.

5.60.

In our consultation, we indicated our expectation that DNOs would provide
clear evidence on the location and designation of undergrounding schemes to
ensure that there was no double counting between overlapping National Parks
and NSAs.

We consider that by including the NSA designation, we are facilitating greater
access for interest groups in Scotland. The number of overhead distribution
network lines in NSAs appears to be relatively small and thus has a minor
impact on the total funding pot.

In response to one particular respondent, it should be noted that the pot does
not discriminate between voltage levels, or against metal towers. Under
DPCR5, we removed the voltage caps that were previously set within the
mechanism and this will be continued into RIIO-ED1. The structure of the
scheme is such that interest groups and DNOs cooperate to allocate funds to
projects in the most cost effective manner to maximise visual amenity
benefits in the designated areas.

Furthermore, in response to comments regarding the non-compulsory nature
of the scheme, we consider that the mechanism works well and in some areas
there is very active stakeholder involvement. We acknowledge that there are
areas where smaller stakeholder groups suffer resource constraints and
therefore may not be as involved as in other areas. However, we feel it is
against the spirit of the scheme to compel DNOs to take part. We encourage
DNOs to engage with their local stakeholders and consider potential projects
in their regions that could be addressed through this scheme.

In our consultation we indicated that we may take into account, where
relevant, the results of any future studies on willingness to pay conducted
under RIIO-T1. We are aware that the criteria for these studies are different
to those we would consider under RIIO-ED1 and that the investment decisions
on the transmission system would be on a different scale to those in
distribution. However, we are interested in the criteria and views of
consumers with regard to these larger scale investments in undergrounding.
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10% allowance
Our decision

5.61. The 10% allowance provision was included as part of DPCR5 to encourage
flexibility and cooperation with the scheme. In continuing with this provision
for RIIO-ED1, we have decided to provide best practice guidance outlining
specific instances where the allowance has been used effectively.

5.62. We will ask DNOs to provide us with examples and will collate and publish
these as best practice examples. Thereafter, we hope that DNOs continue to
cooperate and share new best practice examples of cooperation between each
other and with their stakeholders. In addition, we intend to promote the
benefits of the undergrounding scheme within specific public documents which
we publish on our website.?®

Summary of our consultation proposals

5.63. In our September consultation, we acknowledged that DNOs and interest
groups may need clarity on the use of the 10% allowance and so we
requested views on whether guidance should be provided and what form this
should take.

Summary of responses

5.64. The majority of responses were in favour of continued flexibility within the
10% allowance. Respondents either suggested that no guidance was
necessary for fear of limiting flexibility, or suggested high level guidance
outlining examples of best practice use.

5.65. Respondents demonstrated a good understanding of the intent of this
allowance and instances of its use.

5.66. We also received comments from respondents that the undergrounding
scheme as a whole could be better promoted.

5.67. One respondent advocated that the 10% allowance should be extended to
undergrounding projects that had an effect on Special Qualities outlined in
Lake District National Park policy documents. Special Qualities, we
understand, include complex geology, archaeology and particular flora and
fauna.

26 Electricity Distribution Annual Report and Sustainable Development Focus
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Reasons for our decision

5.68.

5.69.

5.70.

We consider that sharing examples of best practice of use of the 10%
allowance could encourage stakeholders and DNOs to be able to consider the
use of any of these examples for their individual projects as appropriate.

We agree that the undergrounding scheme could be promoted better and will
do so within specific publications which we will issue on our website.

We consider the structure of the undergrounding scheme, including the 10%
allowance, is sufficient for stakeholders and DNOs to consider and agree on
the various merits and impacts of particular projects and accommodate any
special circumstances of particular projects as appropriate, e.g. Special
Qualities.

Assessment policy and stakeholder participation

Our decision

5.71.

We expect DNOs to develop, and make available, policies for assessing
candidate projects and for interacting and supporting relevant stakeholders as
necessary.

Summary of our consultation proposals

5.72.

In our consultation, we advocated that DNOs should develop policies outlining
how they assess potential undergrounding projects including consideration of
competing factors and impacts that any project may have. Furthermore, as a
stakeholder-led scheme, we acknowledged that some stakeholders (interest
groups or relevant authorities) may not be as forthcoming with
undergrounding projects due to lack of resources. We are aware that some
DNOs have in certain cases provided a variety of ways to support their
stakeholders. We considered that this information should be formalised and
shared with stakeholders to allow them to fully engage with the scheme and
their DNO.

Summary of responses

5.73. The DNOs welcomed our proposal. They agreed to the need for clear policies
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Additional undergrounding comments

The growth and infrastructure bill

5.74. We are aware of the Department of Culture Media and Sport’s (DCMS) current

5.75.

Scope

5.76.

5.77.

5.78.

5.79.

5.80.

consultation, which proposes to relax planning restrictions for overhead
broadband lines in protected areas for a period of five years in order to
facilitate cheap and fast roll-out of the broadband project.

We intend our undergrounding scheme to continue as proposed. We have
engaged with DCMS, Ofcom and other stakeholders and we understand that
they are aware of the potential impact on our undergrounding scheme in
situations where incentives are in place for retrospective undergrounding to
protect visual amenity and at the same time new services are being installed
via overhead lines in order to reach rural communities. We encourage
stakeholders to engage with the DCMS consultation process.

of undergrounding

One respondent advocated that the scope of the undergrounding scheme be
extended to include coastal areas and areas of local amenity like village
commons. Another suggested that the scheme should be able to include
candidate National Park (NP) extension areas.

A respondent commented on the difficulty of securing consent in non-
designated areas for refurbishment of overhead lines in favour of
undergrounding.

We appreciate that there are areas of visual and community amenity that
some interest groups feel should be protected and should be within the
boundary of the scheme. However, we consider that extending the scope of
the scheme would undermine its effectiveness in seeking to protect the
specific designations in line with specific statutory obligations.

The scheme remains open to those areas that are newly designated AONBs
(or NSAs) or NPs during the price control period, which may include
circumstances where boundaries of existing designated areas are extended,
eg NP extension areas.

In our consultation, we clarified that the scheme does not represent a DNO'’s
entire undergrounding programme. The scheme seeks to incentivise
retrospective action to maximise the benefit to visual amenity of
undergrounding overhead lines in specific designated areas. Outside of the
scheme, the DNO (or a customer) may choose to underground lines for other
reasons and fund this through means outside of this scheme. We encourage
parties to cooperate to seek alternative funding as appropriate to cover the
expense of projects outside of this scheme.
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Business carbon footprint (BCF)

Our decision

5.81.

5.82.

We have decided that the scheme, introduced in DCPR5, will remain
reputational and that the league table will include details of proactive actions
taken by DNOs to reduce their emissions. We will ask DNOs to provide this
additional reporting. We will be publishing the first league table and baselines
as set for each DNO as part of our Electricity Distribution Annual Report. We
will include an option for us to review and for DNOs to reapply for baseline
resets once during the extended RIIO price control period.

In DPCR5, we made clear our intention to use one year’s reporting data to set
individual baselines for each DNO. We are finalising the setting of the baseline
and have agreed that this would be included in the 2011-12 Electricity
Distribution Annual Report. Three DNOs came forward with proposals for their
baselines to be reset. Going forward into RIIO-ED1, we consider that we may
need an opportunity to review baselines, given the extended price control
period and that DNOs may wish to seek a reset of their baseline due to actions
taken during this price control period. We will indicate a possible point where a
review of baselines will be considered during the price control period as part of
BCF guidance.

Summary of our consultation proposals

5.83.

In our consultation, we proposed to retain the DPCR5 scheme and keep it
reputational. We noted that greater detail on proactive actions would be useful
for us to understand the positive activities DNOs are engaging in to reduce
their emissions.

Summary of responses

5.84.

In response to our consultation questions on whether respondents considered
that there are any additional elements that should be included in the BCF
reporting, some respondents advocated the inclusion of additional elements,
eg recycling, or the removal of exceptional events from the scope, or
increased detail in the data, eg net or gross.

Reasons for our decision

5.85.

BCF is a reputational scheme based on a league table and a baseline.
Therefore, the data itself has been kept at a high level in order to allow for
comparison between DNOs and, in the future, comparison of a DNO against
their set baseline over time.
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5.86. We have been clear in our BCF guidance that we expect the GHG Protocols to
be the framework under which DNOs report against the BCF and that any
specific assumptions and deviations from the protocols need be clearly
outlined in reporting packs for BCF. We note that there have been recent
Scope 3 guidelines published?” which DNOs should be aware of in completing
any future BCF reporting. Therefore, we do not consider it necessary to
include any additional elements or remove existing elements from the
mechanism.

Sulphur hexafluoride (SFeg)
Our decision

5.87. We have decided that SF¢ reporting will remain as part of the BCF and that we
will introduce enhanced regulatory reporting specifically for SFs. We consider
that DNOs should be preparing themselves for the possibility of increased
external obligations and reporting on SFg emissions,?® such as the proposed
amendments to the F Gas Regulations 2009 and Greenhouse Gas Emissions
(Director’s Report) Regulations 2013 being developed by government.

Summary of our consultation proposals

5.88. In our consultation, we proposed that SF¢ reporting should be enhanced within
regulatory reporting requirements, including additional forecast data and
commentary on mitigation activities as proposed under the BCF.

Summary of responses

5.89. There was general agreement to our approach. One respondent felt that
regulatory reporting should not be enhanced if increased external obligations
were going to be introduced.

Reasons for our decision

5.90. We consider that SF¢ reporting needs to be enhanced to aid our understanding
of the scale of inventories and emissions and how they change over time. We
have therefore decided to include forecast data reporting and additional
explanatory narrative as part of regulatory reporting.

27 http://www.ghgprotocol.org/standards/scope-3-standard

28 1EC 2271 international standard relating to gas tightness; ENA Engineering Recommendation S38
and/or PAS 55 asset management standard; requirements under Gas Regulations 2009 relating to
recovery and maintenance, labelling and end of life disposal and forthcoming amendments to these
regulations as relevant.
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Fluid filled cables (FFC)
Our decision

5.91. We have decided that the current external Operating Code agreed between
the Environment Agency (EA) and the DNOs is sufficient to incentivise the
appropriate management of this environmental concern, and that any
additional incentives would be duplicative. This code includes a risk based
approach to strategic replacement and aims to benchmark current
environmental performance and sets improvement targets and milestones.

5.92. We will however include forecast data reporting required as part of regulatory
reporting for the RIIO-ED1 period.

Summary of our consultation proposals

5.93. We proposed that no additional intervention was necessary to incentivise
mitigating actions or management of fluid filled cables.

5.94. In an effort to ensure completeness in reporting, we proposed enhanced
forecast data should be included as part of regulatory reporting for RIIO-ED1
which would include details of planned replacement, where needed.

Summary of responses

5.95. There was agreement that the current approach is working well and additional
forecast data to be included in regulatory reporting was welcomed.

Reasons for our decision

5.96. We engaged with both the DNOs and the Environment Agency during the price
control process and are encouraged that the Operating Code between these
parties continues to guide DNOs on their management of the impact of fluid
filled cables on the environment.

Noise reduction
Our decision

5.97. We have decided to retain this reporting requirement as part of regulatory
reporting along with enhanced reporting to explain the steps taken by the
DNOs in cases where noise reduction activities have been conducted.
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Summary of our consultation proposals

5.98. Our proposal outlined that the noise reduction reporting requirement did not

appear to be particularly transparent. We proposed removing this reporting

requirement because it did not appear meaningful.

Summary of responses

5.99.

Most DNOs agreed with our suggestion to remove this reporting requirement.
However, one DNO pointed out that the issue of this requirement not being
meaningful or transparent would be better remedied through enhanced
narrative to accompany any reported expenditure under noise reduction. This
DNO also confirmed that noise reduction can incur a real cost where
complaints about noise act as a primary driver for particular activities and
associated expenditure by the DNO.

Reasons for our decision

5.100.

On review, we agree that this work can represent a material cost to DNOs and
therefore have decided to retain it in the reporting requirements. We agree
that meaningfulness and transparency may be better served through an
amendment to the reporting table and potentially the definition of this term,
as necessary, rather than complete removal of the requirement. We consider
that the removal of reporting on noise reduction activities would contradict our
other proposals in this chapter for enhanced reporting requirements.

Environmental discretionary reward

Our decision

5.101.

5.102.

We have decided to develop a reputational environmental reporting
requirement to address concerns around public accountability and integration
of learning and performance. We will engage with DNOs and relevant
stakeholders to develop this thinking further.

We have decided against including an environmental discretionary reward. We
considered that our proposals for connections including of low carbon
technologies (ie distributed generation), innovation and the use of smart grid
solutions mean that a reward using criteria similar to those in RIIO-T1 would
be highly duplicative. We consider that the current package of incentives and
outputs provides a sufficient framework to adequately incentivise DNOs to
integrate carbon and other environmental considerations within their day-to-
day business.
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Summary of our consultation proposals

5.103.

5.104.

In our consultation, we set out how we are designing RIIO-ED1 to encourage
the DNOs to anticipate the impact of the low carbon future on their networks
and the role that they will need to play. We questioned whether the DNOs
need further incentives to manage their broad environmental impact.

We welcomed views on whether our planned package of incentives and
outputs contained any gaps that would be best addressed through an
environmental discretionary reward, which would be incorporated as an
additional element of the proposed reward scheme for distribution losses
reduction.

Summary of responses

5.105.

5.106.

The majority of respondents felt that there may be some merit in the
introduction of such a reward scheme for environmental measure. However,
apart from suggesting that such a reward scheme would drive behaviour and
could be a powerful reputational incentive, for instance in the connection of
renewables, respondents only indicated two potential gaps that this scheme
might cover; meeting carbon reduction targets and waste management
obligations.

There were also concerns raised regarding the public accountability and
transparency of DNOs’ progress and approach to meeting their environmental
obligations. Some respondents advocated the merits of a balanced scorecard
framework, as in RIIO-T1.

Reasons for our decision

5.107.

5.108.

We acknowledge concerns relating to public accountability and the integrated
thinking DNOs should be demonstrating in leveraging performance and
learning with respect to their environmental obligations. We consider this
would be best addressed by a reporting requirement on DNOs’ environmental
performance.

We consider that the facilitation of low carbon technologies in connections,
innovation and addressing of environmental impacts?® forms a strong element
of the current distribution price control, DPCR5. Discretionary reward schemes
are of value where they seek to establish and encourage behaviour to be
integrated into the business of a participant. We consider that DNOs have
already been provided with clear signals regarding the establishment of
appropriate behaviour in these areas and specifically in addressing the impact
of a low carbon future through the design of DPCRS5.

2 Losses, undergrounding, business carbon footprint etc.
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Our design of RIIO-ED1 maintains the emphasis on these elements,
encouraging greater focus on innovation, integration of smart grids into
business as usual, performance in the connections sector and enhanced
reporting and monitoring. We consider there to be a strong emphasis on
environmental incentives in RIIO-ED1 which compel companies to integrate
these issues in their business plans. Companies would struggle to meet the
minimum criteria for fast-tracking if this was not the case. Therefore, we see
little reason in introducing an environmental discretionary reward.

Furthermore, waste management or meeting carbon reduction targets, whilst
not explicitly addressed in the price control, are associated with appropriate
external obligations for DNOs and we expect that the RIIO-ED1 emphasis on
preparing for a low carbon future should complement and encourage
behaviour that will improve performance under these obligations.
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6. Customer satisfaction

Chapter Summary

This chapter outlines what we require DNOs to deliver in order to improve how they
respond to the needs of their customers. We want DNOs to provide customers with a
good quality service; we want DNOs to deal with complaints quickly and effectively;
and we want DNOs to carry out meaningful engagement with a wide range of
stakeholders. Our incentive framework is intended to drive improvements in DNO
performance in each of these areas.

Our decision

6.1.

6.2.

6.3.

6.4.

We want to ensure that DNOs are focussed on providing a good service to
customers. For many customers this service is limited to ensuring they receive
a reliable supply of electricity. The long-term safety and reliability of the
electricity distribution networks is core to the work of DNOs and this is
reflected through a suite of measures outlined in Chapter 4. Other customers
however, have (or require) a more significant interaction with the DNO and we
have identified the need for separate incentives to apply to the service that
they receive.

Our incentive framework is therefore intended to drive improvements to the
service provided to customers that require a new connection, seek information
from the network in the event of a supply interruption or have made a general
enquiry. We also expect network companies to take the necessary steps to
ensure that complaints are dealt with quickly and effectively. Finally, we want
to ensure that the DNOs are sufficiently incentivised to engage with a wide
range of stakeholders and use the outputs from this process to inform how
they run their business.

We will therefore retain the Broad Measure of Customer Service (BMCS) that
was established in DPCR5, with its three components of (i) a customer
satisfaction survey (ii) a complaints metric and (iii) a reward based on an
assessment of each DNO’s stakeholder engagement activities.

We will increase the overall maximum revenue exposure applied to the BMCS
from +/- 1 per cent in DPCR5 to +/- 1.5 per cent of base revenues in RIIO-
ED1.%° This is to ensure that DNOs are sufficiently incentivised to improve
performance in customer-facing activities over a longer-term price control
period. In particular, this will provide a stronger incentive to improve the
service provided to connections customers. This will also strengthen the

30 This will be set as a £m figure in the DNOs’ licences, based on +/-86 basis points of RORE.
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incentives on DNOs to ensure a broader coverage and engage with
stakeholders, with a specific focus on their role in addressing consumer
vulnerability.

The maximum financial exposure associated with the BMCS is slightly smaller
than proposed in our September strategy consultation. This is due to an
element of our proposals (a survey amongst major connection customers
which was accompanied with a maximum penalty of -0.5 per cent of base
revenues) being removed from the BMCS and replaced with a separate
incentive mechanism (see Chapter 8 for details).

Table 6.1 below sets out the different elements of the BMCS and the level of
financial exposure that will be associated with DNO performance.

Table 6.1: Broad Measure of Customer Service

6.7.

BMCS Incentive Maximum
reward/penalty
(per cent of annual
base revenue)?3!
Customer satisfaction survey Connections +0.5/-0.5
Interruptions +0.3/-0.3
General enquiries +0.2/-0.2
Complaints metric 0/-0.5
Stakeholder engagement incentive +0.5/0
Maximum penalty/reward exposure +1.5/-1.5

DNO performance in both the customer satisfaction survey and the complaints
metric will be measured against fixed targets. We will gather data on
performance in DPCR5 and use this to set targets for RIIO-ED1. We provide
more detail below on the various elements of the BMCS.

Customer satisfaction survey

6.8.

We are retaining the three customer categories that are currently included in
the customer satisfaction survey for DPCR5. The level of reward/penalty
associated with each category is outlined in Table 6.1 above. These categories
are as follows:

e connection customers
e customers experiencing an interruption
e customers making a general enquiry.

31 As stated previously, this will be set as a £m figure, based on common basis points of RORE.
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6.9. In calculating performance under the customer satisfaction survey, we will
factor in the number of ‘unsuccessful’ calls from customers experiencing an
interruption, eg calls terminated by the DNO or calls abandoned by the
customer in the queue. For this category a DNO’s overall performance score
will therefore deteriorate the more calls it fails to answer. We will work with
DNOs and other stakeholders to ensure that this mechanism is implemented
consistently.

6.10. We will extend the reach of the customer satisfaction survey by including all
customers making a general enquiry to the DNO where a service has been
provided and/or a job has been completed, regardless of their chosen
communication channel.

6.11. We will also extend the reach of the customer satisfaction survey by including
customers who have experienced an interruption and received relevant
information from the DNO via new communication channels.?? We will work
with stakeholders to specify the type of contact that will be included in the
sample for the survey.

6.12. The survey that is conducted with connections customers will only include
those that have required a ‘minor’ (lower voltage, metered demand)
connection. Separate incentives will apply to the service provided to
customers requiring a ‘major’ (higher voltage metered demand, unmetered,
distributed generation) connection, but these will not be included in the BMCS.
This reflects concerns raised about the viability and suitability of a survey,
given the more complex nature of their relationship with DNOs and the
relatively small number of these customers. More detail on our approach for
connections customers is provided in Chapter 8.

Complaints metric

6.13. The complaints metric will consist of four components which are set out in
Table 6.2 below. We also indicate the weighting that will apply to each
separate component in calculating overall performance.

Table 6.2: Complaints metric

Indicator Weighting |
The percentage of total complaints outstanding after one day 10%

The percentage of total complaints outstanding after 31 days 30%

The percentage of total complaints that are repeat complaints 50%

The number of Energy Ombudsman (EQO) decisions that go 10%
against the DNO as a percentage of the total complaints

32 At present only those customers experiencing an interruption that contact the DNO by telephone to
request information are included in the survey sample.
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These arrangements are broadly equivalent to those that apply to the existing
complaints metric used in DPCR5. However, we have changed the
methodology used to assess Energy Ombudsman (EO) decisions that go
against the DNO; these will now be expressed as a percentage of total
complaints (instead of a percentage of EO decisions). We have also reduced
the weighting that is applied to this element of the incentive from 20 per cent
to 10 per cent, with the remaining 10 per cent being added to component "(ii)
the percentage of total complaints outstanding after 31 days’.

DNOs that perform at or above target levels will not be exposed to any
financial penalty. Those that fail to achieve target levels of performance will
face a penalty up to a maximum of -0.5 per cent of annual base revenues. In
line with consultation responses, we will undertake further modelling to
identify the level of performance at which the maximum penalty will apply.

Stakeholder engagement incentive

6.16.

6.17.

This incentive is intended to encourage DNOs to engage effectively with a
wide range of stakeholders and use the outputs from this process to inform
how they plan and run their business. In doing so, this should help enable the
ongoing delivery of an efficient network that embraces wider social and
environmental objectives.

We will increase the overall exposure of the stakeholder engagement incentive
to +0.5 per cent of base revenue. In strengthening this incentive, we
specifically want to encourage DNOs to maximise their role in addressing
issues relating to consumer vulnerability. Our expectations of the role DNOs
should play in addressing consumer vulnerability are outlined in Chapter 7.

Summary of our consultation proposals

6.18.

6.19.

In our September strategy consultation we proposed a range of outputs and
incentives (based upon existing arrangements) to improve the service
provided by DNOs and their approach to engaging with stakeholders.

We proposed to maintain the BMCS, which was introduced in DPCR5. To drive
improvements in the overall quality of the customer experience, we proposed
to increase the maximum penalty/reward exposure to +1.5/-2 per cent of
annual base revenues.

Customer satisfaction survey

6.20.

We did not propose any changes to the three customer categories. We
proposed to increase the overall maximum revenue exposure applied to the
BMCS customer satisfaction survey to +1/-1.5 per cent of base revenues. This
increase would require DNOs to focus more specifically on providing a better
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service to customers seeking a connection. We proposed that a fixed target,
as opposed to a rolling target, had merits.

We proposed to include in the sample of customers included in the survey
those who had made a general enquiry regardless of the communication
channel used. We also sought views on whether to include customers that
have experienced an interruption and received information from the DNO
through a broad range of communication channels.

We sought stakeholder views as to whether the number of unsuccessful calls
made to a DNO should be factored into a DNQO’s overall performance.

In order to improve services for connections customers, we proposed to
introduce a new survey specifically to canvas the views of customers requiring
a major connection. This was proposed to be more qualitative in nature with a
particular emphasis on the DNQO’s ability to provide information to their
connections customers.

Complaints metric

6.24.

6.25.

We considered the DPCR5 BMCS complaints metric remained a useful method
of ensuring DNOs manage complaints effectively and therefore proposed to
maintain the maximum (penalty only) exposure of the incentive at -0.5 per
cent of base revenue. However, we noted that as all DNOs are performing
significantly better than the maximum penalty level, the size of penalty for
companies that perform below the target is relatively small.

We therefore proposed to review the maximum penalty levels to ensure there
is sufficient incentive on DNOs to improve their complaint handling
performance. In addition, we proposed to either reduce the overall weighting
applied to the EO element of the BMCS complaints metric score or to change
the indicator to reflect the percentage of total complaints that are referred to
the EO and found in favour of the complainant.

Stakeholder engagement incentive

6.26.

6.27.

We looked to increase the overall exposure of the incentive from +0.2 per
cent to +0.5 per cent of base revenue. This was to incentivise DNOs to
explore a range of issues with stakeholders and also to align with the
maximum revenue exposure introduced for RIIO-GD1.

In addition, we proposed that the increased incentive would encourage DNOs
to address key social issues (eg fuel poverty and consumer vulnerability) or
undertake activities that lead to significant benefits for key groups of
stakeholders.
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Summary of responses

6.28.

6.29.

6.30.

All DNOs supported the proposal to retain the BMCS and most agreed with
increasing the maximum revenue exposure. However, a couple of DNOs
thought that the incentive was disproportionately weighted towards
connections customers, and noted the higher volume of customers that are
affected by interruptions. A supplier stated that they agreed with the retention
of the BMCS, but disagreed with the increase in the size of the incentive as
they felt that the DNOs did not need more incentive to deliver the outputs
required. Consumer groups and suppliers welcomed the proposals for BMCS,
but expressed doubt as to whether it delivered value for money for all
customers. They felt that most customers would have little interaction with
the DNO and may therefore not benefit from any improvements in the aspects
of service covered by the BMCS.

Several DNOs considered that we should fix targets for the whole of the RIIO-
ED1 price control period. The DNOs argued that fixed targets would encourage
them to share best practice and would also make it easier for them to build a
business case for new investment in order to improve service. One DNO
suggested that fixed targets may need to be reviewed during the period if
there is a significant change in performance.

A supplier and consumer group proposed that rolling targets should be used to
respond to changes in industry performance and that the penalty and rewards
associated should not be asymmetric.

Customer satisfaction survey

6.31.

6.32.

6.33.

The majority of DNOs and a consumer body felt that a wider range of
customers who have received information about an interruption should be
included in the sample for the survey. This would therefore include those who
have received information through social media and other communication
channels. This view was accompanied by the proviso that the DNO should be
able to identify individually these customers and whether they have been
affected by an interruption.

However, a couple of DNOs and a supplier expressed doubts about this
approach. One DNO thought that alternative channels of communication
constituted only a tiny proportion of customer interactions (compared to
telephone contacts). They also felt that the type of communication via these
media was too broad to meaningfully capture the provision and receipt of
information relating to a specific incident. As these channels of communication
have not been included in the data used for target setting they should not be
included in the survey that determines performance.

The majority of DNOs felt that the number of unsuccessful calls should be
included in the calculation of overall performance. However, in doing so they
wanted to ensure there was no perverse incentive on a DNO to reduce the
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flow of calls. It was noted that DNOs may need to amend their telephony
arrangements to ensure this is applied consistently. One DNO did not think
unsuccessful calls should be included as they felt that past experience had led
to problems with establishing (and auditing compliance with) common
definitions. This DNO believed that customers would eventually get through to
the DNO and that therefore the experience of those who do not is already
captured.

The majority of respondents were supportive of splitting the connections
component of the customer satisfaction survey into minor and major
customers. However, several parties expressed concerns that the smaller
number of major connection customers would make it challenging to develop
a sufficiently robust sample size upon which to assess performance. It was
noted that the difficulty of developing a robust methodology for major
connection customers would be compounded by the impact of the Competition
Test process.>?

Complaints

6.35.

6.36.

DNOs agreed with the approach to maintain the current indicators for the
complaints metric, and the majority agreed with the proposal to reduce the
weighting given to EO complaints to 10 per cent. In addition, it was also felt
by some DNO respondents that the EO element should reflect findings in
favour of the customer as a percentage of the total number of complaints,
rather than the existing measure of ‘the percentage of EO decisions that find
in favour of the complainant’.

A couple of DNOs felt that the approach to calculating the score at which the
maximum penalty would be realised should be the same as for RIIO-GD1, ie
1.75 standard deviations from the mean, but that modelling should be
undertaken to identify a new maximum penalty score.

Stakeholder engagement incentive

6.37.

DNO respondents agreed with our proposal to increase the overall incentive
for stakeholder engagement from +0.2 to +0.5 of base revenue. The DNOs
felt that this increase would give a clear incentive for wider engagement. They
would however like early sight of assessment criteria and guidance. A supplier
felt that this additional incentive should deliver the necessary consumer
engagement and customer experience required for the smart meter rollout. A
trade organisation added that the incentive should encourage stakeholder
engagement geared around the needs of the audience rather than the
convenience of the DNO.

33 See Chapter 8 for more information.
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Reasons for our decision

6.38.

6.39.

6.40.

6.41.

6.42.

We will increase the overall maximum revenue exposure applied to the BMCS.
We recognise that not all respondents were in favour of this increase, however
we believe stronger incentives are required to ensure DNOs make the
necessary improvements to their service (in particular to connections
customers) and their approach to stakeholder engagement. Following the
introduction of the BMCS in DPCR5 we have seen DNOs respond positively to
BMCS incentive and make improvements to their service provision. We are
confident therefore that this incentive mechanism is effective in changing DNO
behaviour.

Whilst we agree that it may only be a minority of customers who interact with
a DNO, the point at which this interaction occurs is invariably critical. For
example, customers who are experiencing an interruption in supply or
requiring a new connection. In these instances we believe it is essential that
the DNO is incentivised to provide an appropriate level of service.

For reasons set out below, we do not propose to include major connections
customers in the customer satisfaction survey. The incentive (-0.5 per cent of
base revenues) that was associated with this element in our September
strategy consultation has therefore been removed from the BMCS. This
decision has reduced the overall range of this incentive (there is however a
corresponding increase in the incentive value associated with connections
outputs - see Chapter 8).

We agree that setting a fixed target for the period is an effective way of
delivering improvements in service. We believe that this approach makes it
easier for DNOs to justify additional investment where this will lead to service
improvements. By setting a target score at the outset of the RIIO-ED1, we
can be more confident that the allocation of financial rewards or penalties will
accurately reflect the performance delivered (a ‘relative’ approach could result
in DNOs receiving rewards for performance which, whilst better than other
DNOs, is poor in comparison to other industries — and vice versa). The above
principles apply for setting the target score for both the customer satisfaction
survey and the complaints metric.

We aim to establish a target score at the outset that can be objectively
assessed to represent a good level of performance, even when compared to
other industries employing equivalent metrics. As part of this process we will
consider whether there is requirement to ratchet up the score across RIIO-
ED1.

Customer satisfaction survey

6.43.

We want DNOs to communicate with their customers by using the medium
that is most suited to the customer’s needs and this may involve exploring
new technologies. We want the survey arrangements that are in place to be
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able to accommodate these changes. We believe we will encourage this
behaviour by expanding the scope of the customer survey to capture all
interruption customers that have been proactively contacted by the DNO.

We note concerns raised at including a wider range of contacts within the
survey. We believe however that these are largely addressed providing that
each customer has meaningful contact with their DNO. In practice, for
customers who have not contacted the DNO by telephone this would mean
that:

e the customer would either have proactively opted into the information
service provided (and that this could be linked to their unique Meter Point
Administration Number) or

e customers must have had a direct communication with the DNO via a
published channel (ie this would not include a customer who had been
contacted via a blanket broadcast message or generic social media
/internet message) and

e the DNO has the necessary contact details.

Additional filter questions may need to be attached to the customer
satisfaction survey, to ascertain how and when the customer had contact with
the DNO. We will develop and trial a revised approach that seeks to
accommodate customer contacts that meet the relevant eligibility criteria.

Changes in the scope and methodology of the customer satisfaction survey
may have implications on the scores received. We therefore consider that the
inclusion of these proposed changes will be incorporated into the survey
methodology prior to setting targets.

In line with consultation responses, we have decided that the number of
unsuccessful calls should be included for the interruptions element of the
incentive. We expect DNOs to take the necessary actions to ensure that
customers requiring assistance do not experience difficulties in contacting
them. We do not believe that a presumption that all customers will get
through eventually is either accurate or acceptable. However, we will work
with the DNOs to ensure that there is no perverse incentive to reduce call
volumes and that there is consistency in the approach taken by each DNO.

We share concerns that have been expressed about achieving a robust sample
size for a new survey for major customers and have therefore decided that an
alternative approach is required. The Incentive for Connections Engagement
(ICE) that is described in detail in Chapter 8 can encompass a broader range
of performance measures than a single survey and can be tailored to the
needs of different types of major connections customers.
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Complaints

6.49.

6.50.

6.51.

6.52.

We recognise that measuring ‘the percentage of EO decision that go against
the DNO’ potentially places too great a weight on a small number of cases (ie
if the EO only makes one finding and it goes against the DNO, this represents
100 per cent failure against this element of the metric). As a result a DNO
could face a penalty that may be far in excess of the value of the works in
dispute and could therefore be perversely incentivised to avoid EO findings,
regardless of their merits of their position. Therefore to reduce this risk, we
propose to change the metric to ‘the number of EO decisions that go against
the DNO as a percentage of the total complaints’. Since the number of the
cases referred to the EO is relatively low, the contribution to a DNO's
composite metric score will be correspondingly reduced.

In our September strategy consultation, we proposed that either the overall
weighting to the EO metric is reduced (to 10 per cent) or the indicator should
change to reflect the percentage of total complaints that are referred to the
EO and found in favour of the complainant.

However, after considering responses to the consultation, and also to bring
the proposals in line with RIIO-GD1, we have decided to reduce the weighting
of the EO element of the complaints metric and change the metric to reflect
the percentage of EO decisions that go against the DNO as a percentage of
total complaints received. We believe this is a fairer arrangement and reduces
the risk of a DNO facing disproportionately large penalties for a small number
of EO decisions.

We have placed the additional 10 per cent weighting (from the reduced EO
component) on the percentage of complaints unresolved after 31 working
days, as we believe that this is an area where DNOs have significant
opportunity to improve their service and business processes. We have decided
the incentive rate will be determined by dividing the total revenue exposure
by the difference between the maximum penalty score and the industry
target. This is in line with our approach for RIIO-GD1.

Stakeholder engagement incentive

6.53.

6.54.

Our aim for the stakeholder engagement element of the BMCS is to reward
companies for high quality outcomes resulting from the stakeholder
engagement process. In order to achieve the required results we will increase
the maximum exposure of the incentive from +0.2 per cent to +0.5 per cent
of base revenue.

Specifically, we intend for DNOs to use this increased incentive to ensure they
maximise the role they can play in addressing issues associated with
consumer vulnerability. For more information on this, please see Chapter 7.
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7. Social obligations

Chapter Summary

In this chapter we set out the role we expect DNOs to play to help consumers in
vulnerable situations. We describe the type of activities we expect DNOs to
undertake and how these might be funded and rewarded.

Our decision

7.1.

7.2.

7.3.

We believe that DNOs have an important role to play in helping consumers in
vulnerable situations. We set out below the type of activities and behaviours
they will need to undertake to fulfil this role. These should be considered
alongside other measures we are taking to improve current arrangements. For
instance, we are introducing arrangements to ensure vulnerable customers
automatically receive any payments due under the guaranteed standards for
supply interruptions.**

Our Consumer Vulnerability Strategy®® and work programme will be published
in spring 2013. It provides an overarching framework for how we will consider
consumer vulnerability going forward. The overall objective is to take a more
sophisticated approach to understanding vulnerability within the energy
market. We want to encourage DNOs to maximise their role in understanding,
identifying and dealing with consumers in vulnerable situations. We recognise
that for DNOs to fulfil this role they will need to undertake a major cultural
and behavioural shift.

DNO business plan submissions will need to demonstrate their strategy for
realising this objective. In particular, they need to explain how they will:

e Improve the quality of information they have access to about vulnerable
consumers and how it is used so that these consumers get the support and
services they require.

e Engage with a wide range of stakeholders such as local authorities,
devolved administrations, health providers, suppliers, other energy
distributors (both gas and electricity), other utility providers and
community groups. This engagement should consider how best to use the
information they collectively hold on consumers in vulnerable situations.

e These activities should include the delivery of assistance to customers that
are on their Priority Service Register (PSR). DNOs must explain the steps
they will take to: publicise the benefits that are offered through the PSR,
ensure that their PSR captures all of those that should be included and

34 See Chapter 4 for further information.
35 http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=73&refer=Sustainability/SocAction
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describe what assistance these customers may receive. This assistance
may be provided directly by the DNO or by other agencies.>?®

e Utilise relationships and build partnerships with other stakeholders to
identify and deliver solutions (both energy and non-energy) for affordable
energy.

e Embed their strategy for addressing consumer vulnerability in their
systems, processes and how they manage customer interactions.

7.4. We set out below more detail on how we see these strategies being
implemented and the funding and incentive arrangements that will be in place
for RIIO-ED1.

Strategy implementation

7.5. Through more effective use of consumer data and by establishing better
partnerships with other stakeholders, DNOs will have a more mature
understanding of the broader role they can play in assisting vulnerable
customers. This could include, for example, enabling access to affordable
energy.

7.6. This should not result in a DNO assuming responsibility for solving issues that
extend beyond the scope of its business. This is about DNOs recognising the
potential that is afforded by their function; specifically their ability to interact
with consumers, their role in a community, the information they have access
to and their scope to form partnerships with others.

7.7. The type of support a DNO provides may be in the form of direct assistance.
Equally, however, there may be opportunities for a DNO to signpost the
services provided by third parties or refer customers directly to other
agencies.

7.8. In some instances these activities may reveal benefits for the broader base of
network users. For instance, measures enabling more efficient use of energy
for fuel poor households (through alternate heating technologies or in-home
measures) might offset the need for wider network reinforcement.

7.9. Alternatively, a DNO may identify off-gas grid fuel poor customers and could
help in the delivery of additional assistance. This could involve liaising with a
gas network to enable a connection to the gas grid, or helping to identify
alternative electric heat technologies or household efficiency improvements

36 DNOs have a licence condition to maintain a PSR. This condition is in place to ensure DNOs identify and
provide support to customers that may be especially vulnerable in the event of a supply interruption. As
part of our Consumer Vulnerability Strategy, we are starting a comprehensive review of the PSR.
However, the actions we expect DNOs to undertake will complement this review by ‘raising the bar’ on
how they identify eligible customers and use the PSR to provide additional notification and support.
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and linking in with government schemes/other forms of assistance that could
support their delivery.

Framework for funding

7.10.

7.11.

Much of the above, including activity to help address fuel poverty, does not
necessarily require additional expenditure. DNOs will be required however to
outline and justify in their business plans their strategy, including the type of
activities they plan to undertake to assist vulnerable customers, together with
any associated costs and the outputs or benefits that will be delivered. We will
then assess these as part of our decision on fast-tracking and proportionate
treatment.

DNOs may also identify activities that require additional investment during the
course of RIIO-ED1. DNOs already have strong load management incentives
to undertake activities that avoid reinforcement costs. During RIIO-ED1 the
efficiency incentive®” provides an ongoing incentive for DNOs to seek out lower
cost solutions and manage the cost of output delivery. This should ensure
DNOs undertake schemes to work with customers to manage their electricity
usage and offset the need for network reinforcement. Other, more innovative,
schemes that may provide broader network benefits may be able to access
funding to trial solutions through the Network Innovation Allowance (providing
the scheme meets the relevant criteria).

Framework for reporting and reward

7.12.

7.13.

7.14.

For DNOs to deliver a fully realised strategy that maximises their role in
addressing consumer vulnerability they will need to undertake a significant
change in their approach.

To ensure there is sufficient incentive for DNOs to make this change, the
maximum level of reward available under the Stakeholder Engagement
element of the Broad Measure of Customer Satisfaction will increase from
+0.2 per cent of annual base revenues in DPCR5 to +0.5 per cent in RIIO-
ED1. This increased incentive will enable us to assess and reward specifically
the steps they are taking in response to the above challenges and the impact
of their actions. To ensure we are clear on the broadening of scope of the
Stakeholder Engagement incentive (and the specific emphasis we are placing
on consumer vulnerability) we may alter the name of this incentive to reflect
this shift in focus.

As part of the Stakeholder Engagement incentive, we will develop a
mechanism for assessing the DNOs’ use of data and customer insight to

37 The efficiency incentive shares any over- or under-spend against the company’s allowed revenues
between the company and the customer.
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understand and identify effective solutions for vulnerable consumers, as well
as their ability to integrate this into core business activities. This assessment
could take the form of a balanced scorecard, to inform the allocation of reward
for DNO performance in each of these areas.

We expect DNOs to deliver a set of outcomes from these activities. A well
performing company would be rewarded where it demonstrates how it had
used its data to develop enhanced customer service, targeted support, and
developed partnerships that helped deliver a solution for vulnerable
customers. Where we see good practice, we will reward it and ensure it is
highlighted to other network companies (both DNOs and GDNs), and
stakeholders more widely.

Summary of consultation proposals

7.16.

7.17.

7.18.

7.19.

In our September strategy consultation we outlined the role DNOs play in
addressing customer vulnerability, including fuel poverty. We noted that DNOs
already have licence requirements in place to maintain the PSR. However, we
set out that the effectiveness of the PSR, in enabling priority services to be
provided to the right customers, depends on the quality of information it
contains.

We proposed that DNOs use their business plan to describe how they will work
in partnership with other stakeholders to share and use information on
consumer vulnerability more strategically during RIIO-ED1.

To incentivise wider engagement we proposed to increase the Stakeholder
Engagement incentive (within the Broad Measure of Customer Service) from
+0.2 in DPCR5 to +0.5 per cent of base revenue in RIIO-ED1.

We invited responses to identify any potential activities or measurable outputs
that DNOs may be best placed to deliver and whether specific funding should
be made available for these identified activities.

Summary of responses

7.20.

7.21.

7.22.

In general, respondents agreed that DNOs should focus on improving the
information and assistance provided to customers on the PSR.

There was also broad support for DNOs to work with other agencies
responsible for the health and well-being of residents to identify any additional
issues, and increase awareness of the full range of support to which eligible
households may be entitled.

Some non-DNO respondents felt that DNOs should, wherever possible, do
more to enable access to affordable energy for off-gas and off-electricity grid
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customers. Some respondents also highlighted that DNOs could support the
installation of measures to reduce heating costs for low-income households. It
was highlighted that this approach might also enable a reduction in
expenditure on network reinforcement. For example, if a DNO were to replace
electrically heated tower blocks with a contribution towards a district heating
network, this may reduce energy consumption and, in turn, the need for
additional network capacity.

It was suggested that DNO assistance could be delivered in a number of ways
(potentially involving liaising with a gas network to enable a connection to the
gas grid, or helping to identify alternative electric heat technologies or energy
efficiency improvements). One respondent highlighted that network
companies could charge a lower cost to customers (reduced or zero Use of
System charges) on the PSR, or redistribute ‘surplus’ funds from the gas fuel
poor network extension scheme to enable electricity heating solutions for
those off the gas grid.

One respondent noted that as DNOs provide a monopoly service, in many
ways this makes them well placed to deliver against a range of social issues,
not necessarily limited to those involving the distribution of electricity.

Although respondents were able to describe the type of activities DNOs might
undertake, they were less able to propose tangible outputs that the DNOs
should be responsible for delivering. One non-DNO respondent proposed that
a DNO could be incentivised for the length of their cabled network that is
shared with another utility (such as broadband). DNOs themselves did not
propose any output measures.

The majority of respondents stated that a separate funding allowance would
only be appropriate if the activity being funded could be clearly identified and
the expenditure was supported by stakeholders.

In general, respondents agreed that the proposal to increase the reward
available under the Stakeholder Engagement incentive should enable DNOs to
undertake initiatives addressing social issues. However, a couple of
respondents noted that it may not encourage investment in innovative
approaches or encourage other DNOs to adopt best practice.

A number of DNO respondents and one consumer group felt that consideration
should be given to allow funding for the delivery of projects that may benefit
vulnerable customers but which have not been funded at the outset of RIIO-
ED1 (similar to the innovation stimulus package). They stated however that
access to this funding should only be allowed for specific activities and where
strict criteria have been met.
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Reasons for our decision

7.29.

7.30.

7.31.

We do not believe that a specific social output that is entirely within the
control of a DNO to deliver has been identified. However, we believe that our
broader RIIO-ED1 package will encourage DNOs to play a major role in
helping to address certain social issues. In developing and implementing
strategies that fulfil this role, DNOs will undertake many of the activities
identified by respondents, or at least explore their potential for doing so.

Additionally, in response to our consultation some further, more radical,
suggestions were made. These included offering zero use of system charges
for fuel poor households and redistributing funding from the gas fuel poor
network extension scheme to enable electricity heating solutions for those off
the gas grid. Whilst both suggestions are of interest, we feel neither is
appropriate for the RIIO-ED1 price control framework. The first proposal
would require an increase in DUoS charges for other customers, thereby
potentially placing more customers into fuel poverty. This proposal would also
require DNOs to maintain a comprehensive register of all households that are
in fuel poverty, requiring access to information that is not within their control
to obtain. The second suggestion raises issues under our statutory duties.

Much of the above, including activity to help address fuel poverty, does not
necessarily require additional expenditure and no specific activities requiring
direct funding were identified in consultation responses. Given this, we do not
believe there is sufficient justification to establish a separate funding stream
to enable the delivery of these and other, as yet unspecified, activities.
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8. Connections

Chapter Summary

This chapter outlines our decision on the connections incentives and arrangements
that will be applied during RIIO-ED1. These incentives and arrangements are
designed to promote a significant improvement in the connection service that
customers receive.

Introduction

8.1. Under the Electricity Act 1989, DNOs are obliged to offer a connection to any
customer that wishes to connect to the network. Customers seeking a new
connection rely upon the DNO to provide them with an efficient, high quality
service. When customers are not connected in the timescales they require this
can result in significant adverse consequences, both to individual customers
and to society more generally; new businesses are unable to open their doors,
new housing is not made available and low carbon generators are unable to
export to the market.

8.2. Despite introducing a range of incentives to improve performance in DPCR5,
we remain concerned that the experience of connecting to the distribution
network continues to fall below the expectations of many customers.

8.3. DNOs need to deliver a service that meets the requirements for all
connections customers. The type of services a customer requires may depend
on the type (or size) of connection they seek and this in turn may impact upon
how performance should be measured and incentivised. For connections at the
lower voltages (minor connections) the connections process can be reasonably
straightforward. We have put in place output measures and associated
incentives to ensure that these customers get a good level of service and are
connected in quicker timescales than they currently experience.

8.4. For connections at higher voltages and generation/unmetered connections -
major connections - their requirements are often more complex and we have
taken this into account in how we have designed the incentive framework for
these customers.

8.5. We also recognise that customers at the higher voltages may be able to
choose between using a DNO or an alternative connections provider. In
parallel with the development of the RIIO-ED1 incentive framework, we are
assessing the level of competition in various segments of the connections
market (the ‘Competition Test’). Where we see evidence of effective
competition we will not apply regulatory incentives on the connection services
provided by the DNO (other incentives such as the stakeholder engagement
incentive and the complaints metric that form components of the BMCS will
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continue to operate in these market segments). Appendix 2 provides detail on
the impact of the Competition Test on our RIIO-ED1 proposals.

Our decision

8.6. We have decided upon a package of incentives to promote improvements in
the connections service provided for RIIO-ED1. This package includes:

e a customer satisfaction survey (for minor connections customers)
a Time to Connect incentive (for minor connections customers)
an Incentive on Connections Engagement (ICE) (for major connections
customers).

8.7. We have also reviewed existing licence conditions that relate to connections
services, in particular those concerning the connections guaranteed standards
of performance and those requiring DNOs to provide information to
prospective connections customers.® We have decided to retain the following
licence conditions because we consider that they continue to benefit
customers:

¢ Connections Guaranteed Standards of Performance
e publication of a Long Term Development Statement
e publication of a Distributed Generation (DG) Connections Guide.

8.8. We will however remove the requirement for DNOs to publish an Information
Strategy because we consider that this is not delivering the right outcome for
customers. Instead we have incentivised the provision of good quality
information through the ICE mechanism.

8.9. For RIIO-ED1 we are increasing the overall strength of the incentives on DNOs
to focus their attention on their connections activities. Our decision on the
financial values of the various incentives that will apply to connection activities
is summarised in Table 8.1 below:

38 Electricity Distribution Standard Licence Condition 25 ‘Long Term Development Statement’ and
Standard Licence Condition 25A ‘Distributed Generation: Connections Guide and Information Strategy’.
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Table 8.1 Maximum revenue exposure for RIIO-ED1>°
Scope Incentive/ Measure Maximum reward | Maximum penalty
exposure (per exposure (per
cent of base cent of base
revenue) revenue)
All Guaranteed Standards of None 0/As per GSOP
connections | Performance (GSOP) payment value
customers (minimum service level)
Minor Customer satisfaction +0.5 -0.5
connections | survey
customers Time to Connect +0.4 0
incentive
Major Incentive on Connection None Up to -0.9
connections | Engagement (ICE)
customers
Total Penalties/Rewards +0.9 -0.5to -1.4

Customer satisfaction survey (for minor connections customers)

8.10.

8.11.

8.12.

8.13.

8.14.

The BMCS was introduced during DPCR5. Under the BMCS a customer
satisfaction survey is conducted with customers who have experienced an
interruption, made a general enquiry or required a connection. The survey
measures the extent to which customers are satisfied with the service they
receive. Financial penalties and rewards are linked to performance (as outlined
in Table 8.1).

We will strengthen the incentives associated with the connections component
of the customer satisfaction survey in order to encourage further
improvements to the service. The survey sample will be drawn from minor
connections customers who have received either a quotation or a completed
connection.

The RIIO-ED1 customer satisfaction survey target will be based on industry
performance in DPCR5. We will consult on the approach we will use to
calculate the target and will set the target values prior to the start of RIIO-
ED1.

We have decided to increase the financial exposure of the connection
component of the customer satisfaction survey from +0.32/-0.2 to +/- 0.5 per
cent of base revenue per licensee.

For more information on the BMCS please refer to Chapter 6.

39 This will be set as a £m figure in the DNOs' licences, based on +23 and -52 basis points of RORE.
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Time to Connect incentive (for minor connections customers)

8.15.

8.16.

8.17.

This new incentive will measure the time taken from initial application
received to the issue of a quotation and the time taken from quotation
acceptance to connection completion. The incentive will capture minor
connections customers. No exemptions will apply.

The Time to Connect incentive targets will be based on performance data
captured in DPCR5. We will set the target values in advance of RIIO-ED1 and
we have decided that they will decrease across the period (so that quotes will
be issued and connections will be completed in increasingly shorter timescales
for DNOs to be eligible for a reward). We will consult upon the approach used
to determine the target and subsequent target values, prior to the start of
RIIO-ED1.

The incentive will apply on a reward only basis. The maximum reward is 0.4
per cent of base revenue per annum, per distribution licensee.

Incentive on Connections Engagement (ICE) (for major connections
customers)

8.18.

8.19.

8.20.

8.21.

We have decided to introduce the ICE to focus DNOs on understanding and
meeting the needs of major connections customers.

As part of their well-justified business plans, we expect DNOs to set out their
approach for meeting the requirements of these customers during RIIO-ED1.
This will give us, and the wider community of connections customers,
exposure to each DNO’s high-level strategy for engagement and delivery.

Under the ICE, each DNO will be required to submit evidence of how they
have identified, engaged with and responded to the needs of their customers.
We will assess their submissions against a set of minimum requirements. The
minimum requirements are likely to require each DNO to make a submission
demonstrating how they have engaged with a broad range of customers,
established relevant performance indicators and developed a forward-looking
work plan of actions to improve performance (with associated delivery dates).
DNOs will be required to make their submissions on a periodic basis
(potentially on a biennial basis).*® Subsequent submissions should
demonstrate performance against their relevant performance indicators and
progress against their work plan of actions.

Separate submissions will be required for different market segments; each
representing a different type of customer (eg metered demand, DG, and

4% Each DNO’s initial workplan will be published before the start of RIIO-ED1.
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unmetered). The DNO will incur a penalty if we consider that they have not
satisfied minimum requirements for that market segment.

8.22. Alongside this assessment approach, we will continue to engage with
stakeholders to identify key issues and gather feedback on DNO performance
throughout RIIO-ED1. Specific focus will be placed on DNOs that are failing to
deliver against commitments made in their work plan or achieve associated
performance indicators. We will use this information to inform our assessment
of the DNOs’ submissions and whether to apply additional scrutiny to specific
DNOs/market segments.

8.23. We will work with stakeholders to specify minimum requirements and the ICE
assessment process prior to the start of RIIO-ED1.

8.24. The ICE is a penalty only incentive. The maximum penalty under the incentive
will be 0.9 per cent of base revenue, per annum, per licensee. However, the
maximum penalty that can be applied to a DNO will be proportionate to the
market segments that have passed the Competition Test (ie if a DNO has not
passed the Test for any market segments, then they will be exposed to
penalties of 0.9 per cent of base revenue per annum. A DNO that has passed
all market segments will face no penalty). We will consult on the approach
used to scale the size of penalty (eg relative to the number or value of market
segments that have not passed the Competition Test) prior to the start of
RIIO-ED1.

8.25. The ICE will continue to operate even in those market segments where there
is effective competition. However, in these instances, it will only capture the
DNOs’ provision of non-contestable*! services and there will be no financial
incentive attached.

Connections related licence conditions
Connections Guaranteed Standards of Performance (GSOPs)

8.26. The Connections GSOP** will remain in place for all connection customers
during RIIO-ED1 (including voluntary payments for DG customers not covered
by regulatory framework).

41 Much of the work involved in providing a connection can be undertaken by either the DNO or a
competitive alternative (an Independent Connections Provider or/and Independent Distribution Network
Operator) and is referred to a ‘contestable’ activity. At present other work, such as determining the point
of connection to the DNO network, can only be undertaken by the DNO and is referred to as ‘non-
contestable’.

42 The Connections GSOPs specify minimum standards of performance that we expect from each of the
DNOs. If DNO fails to meet this standard of performance then they must make a compensatory payment
to the customer affected.
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All electricity distribution GSOP payment values, including the Connections
GSOPs, will be updated to reflect inflation. We will inflate the existing standard
payments by the forecast inflation amount to 2018-19. Additionally, payment
levels will be rounded to the nearest £5; this will provide a simpler outline for
both customers and DNOs.

The guaranteed standard payments for DPCR5 and the proposed payment
level for RIIO-ED1 (as described above) are set out in Appendix 3.

Long Term Development Statement (LTDS), DG Connections Guide, Information
Strategy

8.29.

We have decided to retain licence obligations for DNOs to produce a LTDS per
licensee area and a DG Connections Guide because we consider that they are
useful to consumers. We have decided to remove the obligation on the DNOs
to produce a DG Information Strategy because we do not consider that it is
delivering the desired outcomes.

Treatment of customer contributions

8.30.

At the end of RIIO-ED1 we intend to true up the difference between the value
of relevant expenditure forecast to be funded by connection customers and
the actual amount that is contributed. This true up would be carried out across
the load-related expenditure as a whole, rather than just the connection cost
categories.

Summary of consultation proposals and responses

8.31.

8.32.

8.33.

In our September strategy consultation we consulted on proposals to improve
connections services. We proposed to build upon DPCR5 connection
arrangements and strengthen the financial incentive on DNOs to improve their
connection services.

We noted that different types of customers may have different concerns, but
we put forward proposals that did not differentiate between demand and
generation connections.

We highlighted the potential impact of the Competition Test on our proposals.
We sought wider views on how the presence of effective competition should
affect our proposals.

Developments since our September strategy consultation

8.34.

In parallel with the RIIO-ED1 price control process we have also held a
number of DG Forum events to discuss the issues affecting DG customers
trying to connect to the network. Our RIIO-ED1 proposals were discussed at
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each event. The feedback we received, together with the actions arising from
these sessions, has informed our revised approach for all major connections
customers.

Customer satisfaction survey

8.35.

8.36.

8.37.

8.38.

8.39.

8.40.

8.41.

In the September strategy consultation we provided an overview of our
proposed changes to the customer satisfaction survey for connection
customers (as part of the BMCS). To ensure appropriate focus is placed on
different types of connection customers we proposed separating the survey
between minor and major connections customers. We invited views on how
the survey could operate for major connections.

We questioned how the impact of the Competition Test should influence our
proposals and sought views on whether additional incentives were required to
improve the provision of non-contestable services by the DNOs.

The majority of respondents were supportive of splitting the connections
component of the customer satisfaction survey into minor and major
customers. However, several parties had concerns about developing a
statistically robust methodology for sampling major connections customers in
different market segments, given the small number of these customers.

One supplier disagreed with the increase to maximum reward/penalty
exposure of the customer satisfaction survey as they felt that this would not
guarantee corresponding expenditure from the DNOs. Consumer and trade
associations welcomed the proposals, but expressed doubt as to whether it
delivered value for money. One DNO was concerned that the proposed value
of the financial incentives was disproportionate to the size of the connections
market value.

Respondents agreed that effective competition should ensure that customers
receive good customer service and, where this is the case, it may not be
appropriate to apply additional incentives.

Stakeholders had mixed views on whether additional incentives were needed
to improve performance in the delivery of non-contestable work. Some
considered that there were already safeguards and incentives to ensure that
DNOs deliver a good quality of service for these customers (eg Standard
Licence Condition 15). Others considered that additional incentives were
needed to improve customer service.

Further comments on the design of the customer satisfaction survey - and our
response to them - are outlined in more detail in Chapter 6.
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Time to Connect incentive

8.42.

8.43.

8.44.

8.45.

8.46.

We proposed to introduce a new Time to Connect incentive to shorten the
end-to-end process of connecting to the network. We proposed that the
incentive would measure the:

e average time to produce a quote
e average time taken from quotation acceptance to completion of works.

We invited further views on the scope of the incentive, how to set the targets
and the financial value of the incentive. We proposed tightening the target
over the period in order to maintain a continuous focus on seeking
improvements.

Stakeholders were generally supportive of introducing a Time to Connect
incentive for minor connection customers. Some DNOs and larger connection
customers considered that the Time to Connect incentive may not deliver
improvements in the most critical areas of the service for major connection
customers. For major connection customers, respondents were also concerned
about using a potentially small sample size to set targets and monitor
performance, as well as the impact of a small nhumber of jobs with
exceptionally long (five+ years) lead times.

DNOs were generally supportive of splitting the Time to Connect incentive into
(i) the time to quote and (ii) the time from quote acceptance to connection
completion. Some DNOs considered that exemptions should be applied for
delays that are outside of the DNO’s control.

The DNOs were generally supportive of fixing individual targets for each DNO,
based on their historic performance during DPCR5. They considered that this
would take into account the different factors that affect performance in each
DNO region.

Connections related licence conditions

8.47.

8.48.

The GSOPs set out the minimum timescales for delivering specified
connections activities. We proposed retaining the Connections GSOPs for
RIIO-ED1 and asked for views on whether we should increase payments to
reflect inflation.

We considered that DNOs may be able to provide more information to
connections customers earlier in the connections process that would allow
them to make a more informed connection application. We proposed retaining
the obligation on DNOs to produce LTDSs and a DG Connection Guide. We
sought views on removing the obligation for DNOs to produce a DG
Information Strategy.
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We noted that improvements are being to information provision across the
industry, but we invited views on whether an additional incentive was needed
to drive further improvements. We suggested that the customer satisfaction
survey might provide an appropriate vehicle to incentivise this behaviour.

Several respondents to our consultation highlighted the importance of the
Connection GSOPs to customers.

All respondents considered that DNOs should retain a requirement to produce
a LTDS and DG Connections Guide. The majority of respondents were
comfortable with removing the obligation on DNOs to produce a DG
Information Strategy and recognised that the existing requirements did not
necessarily result in DNOs producing information that customers find useful.

There was a mixed response from stakeholders about whether additional
incentives were necessary in this area. Some respondents considered that
more incentives were required and suggested placing a greater weight on
certain customer satisfaction survey questions. Other parties considered that
there were already sufficient incentives on the DNOs to produce information to
connection customers (eg BMCS, cost saving of dealing with reduced volumes
of connection applications).

Treatment of customer contributions

8.53.

We noted that our current treatment of customer contributions (ie costs
recovered from connecting customers via connection charges) for *high cost,
low volume’ connections may disincentivise the DNOs from undertaking
strategic investment. To resolve this issue we proposed to adjust the DNOs’
baseline allowance and recorded spend to take into account actual customer
contributions. We asked stakeholders whether they agreed with our proposed
approach. Respondents were broadly supportive of our proposals.

Reasons for our decision

Customer satisfaction survey

8.54.

8.55.

Based on responses to our consultation we have decided to retain the
customer satisfaction survey for minor connections customers.

Ongoing feedback has highlighted the need to improve the DNOs’ connections
services and revealed that some customers do not receive the level of service
they expect from the DNO. To ensure that DNOs place greater focus on
responding to the changing needs of connections customers over RIIO-ED1,
we have decided to increase the financial exposure on the connections
element of the customer satisfaction survey to +/-0.5 per cent of base
revenue, per distribution licence, per annum.
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We share stakeholder concerns about achieving a robust sample size for major
customers and therefore we have decided that the customer satisfaction
survey will only capture minor connection customers.*?

Time to Connect incentive

8.57.

8.58.

8.59.

8.60.

8.61.

Responses to our consultation suggested that minor connections customers
would benefit most from shorter end-to-end connection timescales and
highlighted concerns over the application of this incentive for major
connections. We have therefore decided that the Time to Connect incentive
will only apply to minor connections customers. We consider that the ICE will
incentivise DNOs to complete major connections in a timely manner, in
accordance with customer requirements.

The Time to Connect incentive will measure the time from initial application
received to the issue of a quotation and from quotation acceptance to
connection completion. This will incentivise DNOs to reduce timescales for the
elements of the connection process that are in the DNO’s control. We have
decided to start measuring from the date of initial application (as opposed to
the date on which the application was accepted by the DNO) to ensure that
DNOs are incentivised to help customers identify the minimum information
required to progress their application, prior to its submission.

To ensure that DNOs improve service throughout RIIO-ED1, the target value
will decrease across the period (ie connections will need to be completed in
increasingly shorter timescales).

For the purposes of simplicity, we have decided that no exemptions will be
applied to this incentive. We recognise that there will be a proportion of
customers that require particularly long timescales for connections; however
we believe that these are likely to be equally present in the base data used to
set targets.

We consider that a potential maximum reward of 0.4 per cent of base
revenue, per distribution licence, per annum is appropriate, taking into
account the total value of the minor connection works completed. We consider
that achieving a connection in a timely manner is likely to remain a key issue
throughout the RIIO-ED1 period. We have set the value of this incentive at a
lower level than the incentive applied to the customer satisfaction survey, to
ensure that a DNO’s main priority is satisfying customers. This approach

43 For more information on the customer satisfaction survey (eg target setting) please refer to Chapter 6.
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should avoid any perverse incentives on DNOs to rush through the
connections process at the expense of customer requirements.

Incentive on Connections Engagement (ICE)

8.62.

8.63.

8.64.

8.65.

8.66.

Based on the feedback we received to our consultation, we revised our
proposals for major connections. As a result we have introduced the ICE.

The ICE is intended to replicate the type of activities we expect DNOs to
undertake in market segments that are subject to effective competition. For
example, we expect a DNO seeking to win work from competitors should take
steps to understand the needs of its customers, make improvements to their
service where required and assure itself that these changes have delivered
benefits to customers. We want DNOs to demonstrate the same behaviours
for all customers. This approach allows service propositions and performance
measures to be tailored to customer needs and evolve across the RIIO-ED1
period.

By requiring DNOs to make submissions under the ICE for non-contestable
services, we will incentivise DNOs to engage with customers and improve their
service, albeit with no financial penalty attached.

The size of the incentive (a penalty of up to 0.9 per cent of base revenue, per
annum, per licensee) is equal to the size of the penalty that we proposed for
the components of the Time to Connect incentive and the customer
satisfaction survey that related to major connections customers in our
September strategy consultation. The size of the penalty will be adjusted
downwards for each market segment that passes the Competition Test.

In setting the size of the incentive, we have taken into account the total
market value of these relevant market segments (including both contestable
and non-contestable work). We note that the DNOs forecasted the value of
their sole use funded demand connections to be over £1.7bn for DPCR5 (in
addition to the DNOs’ generation and unmetered connection work). We also
consider that the value of an efficient connections service to customers often
far exceeds the cost of work involved. We believe that this aspect of DNO
activity is in particular need of improvement and that the incentive we attach
must be of sufficient size to deliver the necessary changes.

Connections related licence conditions

8.67.

We consider that the GSOPs protect customers from receiving poor levels of
service and the DNO is the connection provider of last resort for all market
segments. We have therefore decided that they will remain in place for all
market segments in RIIO-ED1. To remain consistent with the approach used
for the GSOPs that relate to the reliability of the network, we have used
inflation forecasts to set the connection GSOP payment levels for RIIO-ED1.
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Based on the responses to our consultation, we have decided to retain the
DNOs' licence obligation to produce LTDSs and the DG Connections Guide
during RIIO-ED1.

We consider that the DG Information Strategy arrangement is not delivering
the desired information to DG customers. We have therefore decided to
remove the obligation to produce a DG Information Strategy.

We note that several DNOs are already employing innovative methods to
improve information provision. Based on the responses to our consultation, we
consider that the RIIO-ED1 framework will provide sufficient incentive on
DNOs to publish more information to connection customers at an earlier stage
in the connections process (eg ICE, BMCS). We therefore consider it
unnecessary to introduce a new incentive focussed solely on information
provision.

Treatment of customer contributions

8.71.

We will true up the difference between the value of relevant expenditure
forecast to be funded by connection customers and the actual amount that is
contributed. This true up will be carried out across the load-related
expenditure as a whole, rather than just the connection cost categories.
Stakeholders were broadly supportive of this approach and it should ensure
that, from an allowed revenue perspective, DNOs are neutral to whether a
specific level of reinforcement is carried out as part of a connections project or
fully funded by the DNO.
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9. Efficiency incentives and IQI

Chapter Summary

This chapter sets out our decision on efficiency incentives and the IQI for RIIO-ED1
and how these will apply for fast-tracked and non-fast-tracked DNOs.

Efficiency incentive rate

9.1.

9.2.

9.3.

The RIIO framework is designed to ensure that DNOs face strong financial
incentives to deliver outputs at an efficient cost, using approaches that
provide better value for money for existing and future customers. In
particular, in line with our September consultation document:

¢ We will determine a fixed and symmetric efficiency incentive rate for each
DNO. This will give companies a clear and strong financial stake in
managing, and where possible reducing, the costs of delivering outputs.

¢ We will not make retrospective adjustments to revenue in the event that
costs turn out to be different to what was assumed in the price control
itself, save through the application of the efficiency incentive rate and
uncertainty mechanisms. We will only consider using ex post adjustments
if outputs are not delivered or a DNO has manifestly wasted money.

We will set an efficiency incentive rate for each DNO for the duration of the
price control period. This rate will apply regardless of whether the DNO has
spent more or less than envisaged. The same efficiency incentive rate will
apply to operating expenditure and capital expenditure. This will reduce the
risk that decisions may be distorted in favour of capital expenditure solutions.

We set out the potential range of the efficiency incentive rate, and how we will
assess it for each DNO, in the Information Quality Incentive (IQI) section later
in this chapter.

Implementation of the efficiency incentive rate

9.4.
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In line with RIIO-T1 and GD1, we will apply the efficiency incentive through
annual revenue adjustments during the price control period. This will form
part of the annual iteration process for determining allowed revenues (as
explained further in ‘Supplementary annex - Financial issues’). Any revenue
adjustment arising from the efficiency incentive will be made two years after
the relevant expenditure is incurred. The time delay allows the DNOs to report
their actual expenditure data and enables revenue adjustments to be
calculated in good time, in line with our stated intentions on volatility of
charges, to enable notification to network users of changes in DUoS charges.
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The level of the efficiency incentive rate will determine the extent to which
totex is adjusted in light of a given over-spend or under-spend. The higher the
efficiency incentive rate, the more of any over-spend would be borne by the
company and the more of any under spend would be retained by them. The
‘Supplementary annex — Financial issues’ sets out our annual iteration process
for determining allowed revenues during RIIO-ED1.

Interaction with uncertainty mechanisms

9.6.

The Supplementary annex - Uncertainty mechanisms’ sets out our approach to
managing uncertainty for RIIO-ED1 and the areas we believe require
uncertainty mechanisms. In general, we would expect to set the uncertainty
mechanisms for RIIO-ED1 such that any qualifying expenditure would be
subject to the efficiency incentive rate. For example for a company with a
threshold set at £10m, and an efficiency incentive rate of 50 per cent, then
only where they have spent £20m would they be deemed to have met the re-
opener threshold. Expenditure below the re-opener threshold, or in
unanticipated areas not subject to a re-opener, would be subject to the
efficiency incentive rate. The ‘Supplementary annex - Uncertainty
mechanisms’ sets out how the efficiency incentive rate will interact with each
uncertainty mechanism.

Information quality incentive (IQI)

Our decision

9.7.

9.8.

9.9.

The IQI is designed to incentivise the network companies to provide accurate
cost forecasts in their business plans and drive efficient expenditure. We will
continue to use it in RIIO-ED1. The scope of the IQI will include costs and,
where applicable, volumes associated with capital expenditure, network
operating costs, closely associated indirect costs, business support costs and
non-operational capital expenditure.**

We will include Real Price Effects (RPEs) in the costs that form part of the IQI
assessment as there are close interactions with other types of costs and this is
more consistent with a totex approach. This provides a strong incentive for
DNOs to submit robust forecasts for RPEs.

A few small cost categories, such as traffic management costs (excluding
administration costs) and guaranteed standards of performance, will be
excluded from the application of the efficiency incentive rate and continue to
attract a 100 per cent incentive rate. This is in order not to alter the marginal

44 Indirect costs are broken into two categories: business support and closely associated indirect costs.
Closely associated indirect costs include network policy (including research and development), network
design and engineering, engineering management and clerical, wayleaves administration, control centre,
system mapping and health and safety functions.
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penalty rate as set by the Department for Transport in respect of traffic
management and Ofgem in respect of guaranteed standards of performance
payments.

Fast-track

9.10.

9.11.

9.12.

Our approach is in line with RIIO-T1 and GD1: to provide a fast-tracked
company upfront additional revenue of 2.5 per cent of totex (in lieu of the IQI
settlement). Our approach for RIIO-ED1 is that each DNO that achieves fast-
tracking is provided with the same upfront additional revenue of 2.5 per cent
of totex. They will also receive an efficiency incentive rate of 70 per cent.

If a fast-tracked DNO would have been better off in the IQI matrix that is
subsequently used for non-fast-tracked DNOs, then we will true-up the
difference for that company. We will not claw back the 2.5 per cent if the fast-
tracked DNO is below this level in the IQI matrix.

There will not be a published IQI matrix as part of the fast-track decision.

Non-fast-track

9.13.

9.14.

9.15.

9.16.

For a DNO that is not fast-tracked, we will produce our own view of its
expenditure requirements (drawing on the DNOQO’s business plans and our own
benchmarking and cost assessment tools). We will set the IQI matrix based on
the final submissions from all 14 DNOs.

We will calibrate the IQI so that a DNO which submits an expenditure forecast
for RIIO-ED1 that matches our assessment of that DNO's efficient expenditure
will be able to achieve a return equal to our estimate of its cost of capital, if it
were then to spend, over the price control period, the amount it had forecast
(leaving aside the impact of other incentive schemes on the company’s
returns). As set out in the ‘Supplementary annex - Tools for cost assessment’
our assessment will be based on upper quartile benchmarking of totex.

This means that DNOs that submit expenditure forecasts that are higher than
our assessment of their efficient expenditure requirements would earn returns
lower than our estimate of their cost of capital unless they were able to deliver
outputs at lower costs than our assessment or to earn financial rewards
through other incentive schemes. Our estimate of DNOs’ efficient expenditure
requirements will be reasonable and based on a range of information. We
have set out how we intend to assess the DNOs’ costs in the ‘Supplementary
Annex - Tools for cost assessment’.

The efficiency incentive rate for a specific DNO will depend on the ratio
between its expenditure forecast and our assessment of its expenditure
requirements as well as the parameters used to calibrate the IQI. Whilst this
means that there will be differences in the DNOs’ efficiency incentive rates
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depending on the robustness of their forecasts, we can operate the IQI in a
way that allows us to set the broad range of efficiency incentive rates upfront.

Our intended efficiency incentive rate range for RIIO-ED1 is 45-65 per cent,
with a higher rate of 70 per cent for fast-track DNOs.

We will set out the IQI matrix as part of our Draft Determinations for the non-
fast-track companies, which we intend to publish in July 2014.

Treatment of groups

9.19.

9.20.

Where there is more than one DNO within a single ownership group, we will
set a single efficiency rate for the group. This rate will be calculated by
assessing the sum of all expenditure forecasts of DNOs within a single
ownership group. This is the same approach that we used for the current price
control, DPCR5.

Where not all DNOs within a group are fast-tracked, we will set out the
methodology for equalising the efficiency incentive rates in our July 2014
Draft Determinations. This is likely to be done based on the proportion of
totex allowances for each DNO within the ownership group. For example,
where DNO A has a proposed totex allowance of £750m and DNO B £250m,
with proposed efficiency incentive rates of 70 per cent and 50 per cent
respectively, then the equalised rate across the group would be 65 per cent.

Volume and output adjustments

9.21.

9.22.

We intend to include both cost and volume differences in our IQI assessment.
Where a DNO opts to include additional outputs we will strip these out before
compiling the IQI matrix. DNOs will need to clearly identify any costs
associated with such outputs. Where a DNO opts to include additional volumes
over and above those we believe are required, and fails to justify them, then
we will include such differences in the calculation of their IQI ratio, i.e. a
company that over-forecasts its required volumes will be penalised via the
operation of the IQI matrix. It is our intention that such volumes will feed
through into the DNOQO'’s relative position in the matrix. We believe this sends a
strong signal to DNOs to submit robust forecasts of both volumes and costs
for RIIO-ED1. Where a DNO justifies extra volumes we will take these into
account in our view.

Where an area is covered by a volume driver, eg for smart meter roll-out
costs, then we will apply a consistent volume assumption for both the
company forecast and the Ofgem view.
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Summary of consultation proposals

9.23.

9.24,

9.25.

9.26.

In our ‘September strategy consultation’, we stated that we intended to
continue both the IQI and the efficiency incentive.

However, we proposed to change the start-to-earn point in the IQI matrix
compared with previous price control reviews. We proposed that where a
DNOQ'’s forecast expenditure was equal to our upper quartile assessment of its
efficient expenditure requirements, the DNO would achieve a return equal to
our estimate of its cost of capital if it delivered its outputs in line with its
allowances.

We proposed to reduce complexity and boundary issues compared with DPCR5
and to bring the bulk of costs within the scope of a single efficiency incentive
rate. As part of this approach we proposed to increase the strength of
efficiency incentives for RIIO-ED1. We set out an indicative IQI matrix
showing incentive rates from 50-70 per cent if DNO forecasts were between
90-130 per cent of our baseline.

We also consulted on rewards for fast-tracking and how we proposed to
equalise the efficiency incentive rate across DNOs within the same group,
where at least one DNO in the group was fast-tracked and the other(s) were
not.

Summary of consultation responses

9.27.

9.28.

9.29.

9.30.

Responses to the consultation questions in this area suggested that the
efficiency incentive rate should cover everything except for RPEs. In addition,
there was agreement that the range of the efficiency incentive rate should be
expanded to create a higher incentive to investment.

All respondents gave different views on the approach to the IQI. For
calibrating the IQI it was suggested that either the approach should be
consistent with RIIO-T1 and GD1 (ie providing expenditure estimates which
match Ofgem’s estimates would result in a financial reward), or the IQI should
be aligned with mean rather than upper quartile benchmarking.

It was also suggested that RPEs should be excluded from the IQI assessment
for RIIO-ED1, since they would be more appropriately dealt with via an
uncertainty mechanism.

Several respondents referred to issues that may arise from the proposed IQI
matrix, predominantly regarding the reward for fast-tracked or slow-tracked
DNOs. The respondents suggested that fast-tracked companies should be
rewarded differently from slow-tracked.
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There was, however, no common agreement on a reward for fast-tracked
companies. Suggestions included the use of the proposed IQI matrix, financial
incentives (anywhere between two and five per cent), and an incentive rate at
the top of the range plus an additional reward.

For slow-tracked companies, it was suggested that several IQI matrices could
be introduced. One matrix would cover those companies that Ofgem had
limited concerns over specific elements of the business plans, with another
matrix for those companies that are subject to “other proportionate
treatment”.

Most respondents agreed with our proposal to assess the sum of all
expenditure forecasts of DNOs within a single ownership group. They noted
that if treated as a single group, the efficiency rate of a fast-tracked company
would not be known until the review of the slow-tracked company is
completed.

Reasons for our decision

9.34.

9.35.

9.36.

9.37.

9.38.

We continue to believe that the IQI provides strong incentives for companies
to put forward efficient forecasts and as such we are retaining the mechanism
for RIIO-ED1.

In light of consultation responses and further discussions at price control
working groups, we recognise that there needed to be some clarification of the
interaction between fast-tracking and the IQI. We have decided that a fast-
track DNO will receive a true-up to the outcome it would have received under
the slow-track IQI matrix if it would have been better off under that matrix.

We do not consider that it is appropriate to relax the IQI matrix so that a
company that is forecasting a higher cost than our upper quartile benchmark
is able to break-even. To do so would increase the reward/reduce the
penalties for all companies, including those who provide less challenging
forecasts, without changing the incentives.

We believe that how we determine the upper quartile has to be taken into
consideration as well. In past price reviews DNOs have criticised us for
applying upper quartile benchmarking at a very disaggregated level, resulting
in a “cherry picked” answer, which no one DNO can achieve across the board.
Our cost assessment approach for RIIO-ED1 takes a more holistic approach to
determining efficiency and as such our view of the appropriate
rewards/penalties available in the IQI matrix reflects this.

We consider that including RPEs within the IQI provides strong incentives for
companies to put forward efficient forecasts in this area. Including RPEs in the
IQI reduces any incentives to load costs onto RPEs whilst proposing low unit
costs for activities that feed into the IQI.
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10. Encouraging innovation

Chapter Summary

This chapter sets out our decisions on the use of time-limited mechanisms within
RIIO-ED1 to encourage innovation where this adds value to consumers. It also
emphasises the importance of DNOs demonstrating that they are embedding
innovation funded in past price controls within their business during RIIO-ED1.

Background and context

10.1.

10.2.

10.3.

10.4.

10.5.

DNOs face significant challenges over the coming years, such as facilitating
the transition to the low carbon economy. To meet these challenges cost
efficiently, DNOs will need to try new operational, technical, commercial and
contractual arrangements within their business.

Many elements of the RIIO price control framework are designed to encourage
innovation, for example lengthening the price control period to provide
companies with more certainty of the rewards for successful innovation. DNOs
have had access to specific funding for innovation in DPCR5 through the
Innovation Funding Incentive (IFI) and LCN Fund. We consider the LCN Fund
has worked well and it is widely considered to have significantly improved the
DNOs’ attitude to innovation, knowledge sharing, anticipating the low carbon
future and collaborative working with third parties.

We therefore expect DNOs to demonstrate clearly throughout their business
plans that they have properly considered the use of alternative or innovative
techniques in all areas of their business to deliver their outputs more
efficiently. We expect to see concrete evidence of learning from IFI and LCN
Fund projects being utilised within the DNOs’ businesses.

We will take account of past and future innovation funding provided to DNOs
in setting the efficiency frontier for the period (ie we would expect the high
levels of innovation funding to date to allow DNOs to achieve results more
efficiently).*

We consider that within the RIIO-ED1 framework there are strong incentives
to innovate as part of normal business. For example, the IIS should encourage
DNOs to anticipate the impacts of new loads and the efficiency incentive
should incentivise DNOs to implement innovative solutions within their
business, where they are more efficient than conventional approaches.

45 Further information with respect to innovation in the business plans can be found in the ‘Supplementary
annex - Business plans and proportionate treatment’.
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10.6. However, we also appreciate that certain research, development, trials and
demonstration projects are speculative in nature and yield uncertain
commercial returns. This is particularly true where benefits do not directly
accrue to the DNOs and are linked to the role of energy networks in the
transition to a low carbon economy. In September, we therefore set out the
provision of a time-limited innovation stimulus package in RIIO-ED1 to provide
additional funding for innovation initiatives that can benefit consumers but
that DNOs would be unlikely to undertake in its absence.

10.7. The innovation stimulus will replace the LCN Fund and IFI that are part of the
current price control, DPCR5. The final LCN Fund second tier competition will
be held in April 2014 and funding awarded in that year (up to £64m) will be
collected from consumers in 2015-16.%¢ The LCN Fund also includes a
discretionary reward. DNOs may be eligible for a discretionary reward upon
successfully delivering the projects which are deemed to have delivered
exceptional learning. As some projects will not be completed until after the
start of RIIO-ED1, if any discretionary reward is allocated after April 2014 this
will be recovered during RIIO-ED1. Funding will be recovered through DU0S
charges and in accordance with the LCN Fund Licence Condition and
Governance Document.

Our decision

Innovation stimulus

10.8. The innovation stimulus will apply to DNOs from April 2015. We will adopt
broadly the same arrangements that have been adopted for RIIO-T1 and GD1.
The innovation stimulus consists of three components:

. The Network Innovation Competition (NIC): a single annual competition
for electricity transmission and distribution that funds large-scale,
innovative projects with low carbon or other environmental benefits.
Companies can apply to have a maximum of 90 per cent of the project
costs funded through the NIC.

. The Network Innovation Allowance (NIA): a set use-it-or-lose-it
allowance that each DNO receives to fund small-scale innovative projects
as part of their price control settlement. The value of the NIA will be
between 0.5 and 1 per cent of base revenues. The amount awarded to
each DNO will depend on how well the DNO demonstrates in its
innovation strategy that it has a well thought through plan to focus its
innovation efforts over the price control period. DNOs will be able to pass
through a maximum of 90 per cent of NIA expenditure.

46 Funding awarded under the LCN Fund second tier in 2014-15 will be recovered in 2015-16. The first
NIC competition with transmission and distribution will be run in 2015-16 with funding recovered in 2016-
17. Therefore there will be no overlap between the funding awarded under the NIC and LCN Fund, except
for any discretionary reward that may be subsequently awarded.
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o The Innovation Roll-out Mechanism (IRM): a revenue adjustment
mechanism designed to make funding available for the roll-out of proven
low carbon or environmental innovations within the price control period.
The criteria for innovative solutions eligible for funding under the IRM will
be included in a specific IRM licence condition. There will be two
application windows for the IRM during RIIO-ED1. The first will be
between during May 2017, the second during May 2019. The IRM will be
subject to a materiality threshold*’ and the DNO must submit a relevant
adjustment proposal for each innovation project being rolled out. The
IRM cannot be used to recover innovation roll-out costs that have
already been incurred.

The innovation stimulus can provide funding to all types of innovative
solutions: technological, operational, commercial and/or contractual. DNOs
will also be expected to collaborate with other parties and leverage external
funding where possible.

We have developed with industry the licence conditions and governance
documents that set out the regulation, process and procedures for the
different components of the innovation stimulus for RIIO-T1 and GD1. They
have been developed with DNOs with the intention of replicating these for
DNOs from April 2015.%8

Below, we have set out our decisions on the level and duration of electricity
NIC funding from April 2015, and guidance on the innovation strategy
requirements for RIIO-ED1.

Level and duration of electricity NIC funding

10.12.

Innovation funding will be to be time-limited. DNOs have been provided with
similar funding throughout DPCR5 to encourage a step change in how they
approach innovation within their business. This funding is intended to kick
start a cultural change where DNOs establish the ethos, internal structures
and third party contacts that facilitate innovation as part of business as usual.

10.13.The funding cap for the electricity NIC will be £90m per annum in 2015-16

and 2016-17.%°° This includes the £30m already allocated for the duration of
RIIO-T1. The £90m funding available is the maximum and we do not have to
award any funding if projects are not of sufficient quality. Following

47 One per cent of average RIIO-ED1 base revenue threshold
48 The Licence Conditions and Governance Documents for RIIO-T1 and GD1 can be located
athttp://www.ofgem.gov.uk/Networks/Trans/PriceControls/RIIO-T1/ConRes/Pages/ConRes.aspx and

http://www.ofgem.gov.uk/NETWORKS/GASDISTR/RIIO-GD1/CONRES/Pages/ConRes.aspx

49 Flat in real terms, set in 2011-12 prices and inflated by RPI.

0 There is a lag between when the competition is held and when funding is recovered, ie the first
competition including distribution will be held in 2015, with the funding recovered the following year from
April 2016.
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completion of the majority of LCN Fund projects, we will undertake a learning
review of the LCN Fund outcomes and use the findings to set the level and
profile of electricity NIC funding for the remaining years of RIIO-ED1. We
expect this review to take place in early 2016, so that a decision on funding
for the remainder of RIIO-ED1 will be made by the end of the 2016 and in
time to update the governance for the 2017 competition.

10.14.The funding for selected NIC projects will be recovered through Transmission
Use of System charges in line with our March 2012 decision®! and the existing
electricity NIC funding mechanism.

Innovation strategy guidance

10.15.DNOs must submit an innovation strategy as part of their business plan
submissions. This will set out their approach to innovation during RIIO-ED1
and beyond.

10.16.The innovation strategy should contain, at a minimum, the following
information:

. the high-level problem(s) and/or challenge(s) which the sector/company
expects to face over the period, and the justification for initiating
projects to address these

. the process or methodology by which the company will decide the focus
for innovation during RIIO-ED1

. demonstration that the problems/challenges have been
identified/prioritised and justified in consultation with stakeholders

. discussion of the relative priorities, risks, benefits, value for money and
potential customer impacts

. the consequences of innovation(s) not occurring

. deliverables and potential deliverables from the research or development
or trials, such as defined learning on an issue, revised codes, new
charging methodologies etc.

10.17.In addition, DNOs must set out in their innovation strategy information
relating to the following three requirements:

. evidence of how DPCR5 innovation funding (ie IFI & LCN Fund) has been
used effectively and resulted in improved outcomes for consumers

o a description of their approaches to ensuring the efficient roll-out of
successful innovation into business as usual (including innovation
developed by other DNOs)

o a description of their processes for reviewing and updating their
innovation strategies within the price control period

Shttp://www.ofgem.gov.uk/Networks/nic/Documents1/March%20decision%20document%20Final.pdf
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Based on the quality and content of a DNO’s innovation strategy, we will set
the NIA for the full duration of the price control period. The NIA will be
between 0.5 and 1 per cent of base revenues. The default level of funding will
be 0.5 per cent unless a DNO produces a clear, coherent and well justified
innovation strategy that exceeds the minimum requirements and justifies fully
why additional funding of up to 1 per cent is required. The DNO should
indicate the level of NIA requested in the business plan data template. A
DNO'’s NIA will not reflect whether they have been fast-tracked, it will be
assessed on the quality of the innovation strategy alone.

Summary of our proposals

Role of innovation in RIIO-ED1

10.19.

Level

10.20.

For RIIO-ED1, we proposed to implement the innovation stimulus broadly as it
has been designed in RIIO-T1 and GD1 since we had designed it considering
electricity distribution as well. We asked stakeholders if there were any
aspects of the innovation framework for RIIO-ED1 that should differ from the
RIIO-T1 and GD1 arrangements. We proposed limited changes, specifically
relating to the level of funding for the electricity NIC and guidance on the
requirements for the innovation strategy.

and duration of electricity NIC funding

In September 2012, we consulted on a proposed funding range of £60-90m
per annum being available for the electricity NIC for 2015-16 and 2016-17.°2
We proposed to undertake a review of the learning and outcomes from the
LCN Fund in 2016 in order to inform the level of funding from 2017 to the end
of the price control.

Innovation strategy guidance

10.21.

10.22.

We consulted on whether we should revise the minimum requirements
applicable under RIIO-T1 and GD1 and sought stakeholders’ views about what
essential information should be provided in the DNO innovation strategies.

We also asked stakeholders whether it was valuable for the DNOs to consult
and update their innovation strategies regularly during the price control
period.

2 The competition will be held in 2015-16 and 2016-17 with the funding recovered in 2016-17 and 2017-
18 respectively.

100



Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

Summary of responses and reasons for our decisions
Role of innovation in RIIO-ED1

10.23.The majority of stakeholders noted the importance of innovation and
welcomed our approach to innovation in RIIO-ED1. Two respondents noted
that significant levels of innovation investment during RIIO-ED1 could be
premature as the challenges and potential solutions are yet to be fully
understood.

10.24. We acknowledge there is some uncertainty surrounding the speed with which
these challenges will develop. However, the review of the level of electricity
NIC funding in 2016 will allow us to review the existing levels of funding and
have a clearer idea of the challenges DNOs will face in the future. This should
help mitigate some of this uncertainty and we can then determine the
appropriate level of funding for the remainder of RIIO-ED1.

Level of electricity NIC funding and review

10.25. Most stakeholders supported our proposed range of funding. Some responded
that the funding threshold should be set at £90m. They noted that as the
funding is provided at Ofgem’s discretion, the entire amount does not need to
be awarded each year. Some respondents argued that a lower cap may mean
that some worthy innovation is not undertaken. Only one respondent stated
that the proposed threshold may be too high, noting the future challenges and
potential solutions may not be apparent yet. They stated that the current level
of funding could lead to DNOs innovating at the expense of consumers.

10.26. We consider that DNOs will play a key role in facilitating the transition to a low
carbon economy. Therefore incentivising them to innovate should help them
do this in the most cost-effective way. Potential projects will be assessed
against a set of evaluation criteria, which include how the projects provide
value for customers’ money. To receive funding, the DNOs will need to satisfy
us that the project performs strongly against these criteria. We are not
required to allocate the total funding available each year and will only award
funding where we consider the projects meet the evaluation criteria
sufficiently. In last year’s LCN Fund decision®, we awarded £45.5m, out of an
available £64m of funding. Two project bids did not receive funding as we
were not satisfied that the projects performed sufficiently strongly against the
evaluation criteria.

53 Last year’s LCN Fund decision can be found
http://www.ofgem.gov.uk/Pages/Morelnformation.aspx?docid=55&refer=Networks/ElecDist/lcnf/stlcnp/ye
ar3
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All respondents supported our proposals to review the LCN Fund in 2016 and
to revise the level of funding that will be available for RIIO-ED1 accordingly.
Therefore, we will undertake this review in 2016.

Innovation strategy guidance

10.28.

10.29.

10.30.

Generally, stakeholders were supportive of our proposals for DNOs to submit
an innovation strategy, although each respondent had additional comments
relating to certain areas of the business plans. Several respondents stated
that the DNOs should include how previous approaches to innovation and
learning from the LCN Fund have benefitted customers. Some respondents
suggested that innovation strategies should include cost benefit analysis of
innovation projects and another stated that the strategy should include clear
processes to take ideas and concepts, through development, to initial
deployment and then full scale adoption. Another respondent commented that
DNOs’ strategies should focus on priorities within their own network.

Two respondents commented that Ofgem should not be overly prescriptive as
criteria may act as a barrier to innovation. One respondent noted that DNOs
should identify the opportunities and potential benefits to customers. It
commented that DNOs should have control over the information contained in
their innovation strategy. We consider that the minimum requirements are
high level information requirements that we expect to see in DNO innovation
strategies. DNOs are free to expand on or provide any additional information
in their strategy they deem is relevant for their stakeholders to understand
their approach to utilising innovation funding. We expect the DNOs to produce
an innovation strategy that is supported by its own stakeholders and identify
their own priorities and business process for conducting and embedding
innovation activities within their business.

We welcome the suggestions made and have identified three additional
minimum requirements for the RIIO-ED1 strategies building on the
suggestions made. The full list of minimum requirements for DNO innovation
strategies can be found in the ‘Our decisions’ section of this chapter. We have
also made some minor amendments to the wording of the requirements used
in RIIO-T1 and GD1 to aid clarity.

Revising the innovation strategy within RIIO-ED1

10.31.

102

The majority of respondents considered it would be valuable for the DNOs to
update their innovation strategy within the RIIO-ED1 period. A number
commented the DNOs are best placed to decide when this is necessary.
Therefore we have outlined that the DNOs should provide a description of
processes for reviewing and updating their innovation strategy within the price
control period in their innovation strategy. We expect DNOs to then follow this
approach during RIIO-ED1.
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Changes to the innovation stimulus framework for RIIO-ED1

10.32.Respondents did not consider there were any additional aspects of the
innovation framework that needed to differ from those in RIIO-T1 and GD1
(other than those identified above). A number of the DNOs commented that
the development of the RIIO-T1 and GD1 arrangements through the
Innovation Working Group, which they attended, meant they were broadly
happy with the arrangements as they stand. Therefore we are not deviating
from the framework developed for RIIO-T1 and GD1.
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Appendix 1 - Summary of consultation
responses

1.1. We received 49 responses to our September strategy consultation. Responses
were received from the DNOs, National Grid, DECC, environmental groups, consumer
groups and other stakeholders. Not all respondents answered each of the questions
set out in the consultation documents. We have published non-confidential responses
on our website as associated documents to the strategy consultation.>

1.2. The following is a summary of responses. We have summarized the views of
respondents against each of the questions set out in the consultation.

Chapter Two

Question 1: We welcome respondents’ views on the approach we have taken to
develop the outputs framework.

1.3. All of the DNOs supported the approach taken to develop the outputs
framework. One noted that six output categories were appropriate. No other
respondents commented on this question.

Question 2: Do any of our proposed output measures present potential difficulties in
ensuring the submission of accurate and comparable data?

1.4. Respondents did not think that our proposed output measures presented serious
potential difficulties in ensuring the submission of accurate and comparable data.
One DNO did not identify any difficulties. Other DNOs noted specific areas which may
cause problems. One DNO felt that risk indices may require more data to be made
more robust. Another DNO stated that if telephony were to be introduced it would
create significant comparability issues. Other potential difficulties identified included
comparability and consistency between DNOs in the new losses mechanism and the
amount of data required for the time to connect measure.

1.5. One respondent highlighted that it is important that steps taken to improve
comparability and harmonisation do not stifle innovation.

Question 3: Should we use a percentage of allowed revenue or £m set using basis
points of return on regulatory equity (RORE) to set caps and collars?

54

http://www.ofgem.gov.uk/Pages/MoreInformation.aspx?docid=36&refer=Networks/ElecDist/PriceCntrls/rii
o-ed1/consultations
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1.6. Five DNOs and one supplier stated that we should use £m set using basis points
of RORE to set caps and collars. One DNO indicated a preference for using a
percentage of allowed revenue. No other respondents answered this question.

Question 4: Are there any aspects of our proposed outputs framework where the
reporting requirements are likely to lead to disproportionate regulatory costs?

1.7. Most respondents did not identify issues with our proposed outputs framework
where the reporting requirements were likely to lead to disproportionate regulatory
costs. Two DNOs stated that it was not possible to comment with regard to social
outputs because the reporting requirements were not sufficiently developed. One
DNO felt that time to connect and HIs would involve more cost if taken to an
inappropriate level of detail. Another DNO noted that criticality is only useful if assets
are being replaced.

Chapter Three

Question 1: Do you agree that a specific output or incentive focussed solely on the
connection of low carbon technologies is not necessary?

1.8. Most respondents, including five DNOs, agreed with our proposal that there is no
need for a specific output or incentive focused solely on the connection of low carbon
technologies (LCTs) as the desired behaviours are incentivised through various
existing mechanisms. Two DNOs noted that it was difficult to differentiate between
LCTs and other technologies and hence a specific output was not required. One DNO
felt that a specific output was inappropriate because the adoption of LCTs were
generally determined by factors outside the DNO’s control. Another respondent
supported the RIIO framework for incentivising the efficient delivery of a sustainable
energy sector.

1.9. A number of respondents felt that although a specific output was not necessary,
it was of primary importance that the DNOs facilitate the timely connection of LCTs.
One respondent stated that there should be a specific requirement on DNOs to
ensure that they delivered this.

1.10. Some respondents did not agree with our proposal. One environmental group
suggested that there should be an overarching incentive for DNOs to work towards
long-term decarbonisation goals. Another respondent felt that there needed to be an
explicit incentive for the connection of LCTs because the proposed incentives relating
to timely connections, network reliability and reinforcement were insufficient to drive
LCT investment.

Question 2: Do you agree with our proposals on the level of detail DNOs will be
required to submit on the different scenarios in their business plans?

1.11. Only the six DNOs and one other respondent answered this question. These
respondents mostly agreed with the proposal. One DNO felt that each DNO should
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decide on the level of detail provided. Another DNO suggested that more detail was
needed, in particular in relation to DG, energy efficiency forecasts and a number of
other areas.

1.12. Some respondents also commented on the use of different scenarios in their
business plans. These respondents approved of providing a DNO best view scenario.
One respondent felt that the reference scenario should be one of the DECC medium
scenarios, rather than the DECC low scenario as proposed.

Question 3: Do you agree that an uncertainty mechanism is required to manage the
uncertainty around the penetration of low carbon technologies?

1.13. Most respondents agreed that an uncertainty mechanism was required to
manage the uncertainty around the penetration of LCTs. All of the DNOs agreed in
principle with the proposal. One suggested that it would require a high level of
granularity or would need to be calibrated differently for each DNO. Another agreed
but did not support Option 1 as set out in the proposal because it would affect some
DNOs more favourably than others. One DNO suggested that expenditure within the
volume driver should be included in the load-related reopener because unit costs are
uncertain.

1.14. Three suppliers also agreed with the proposal. One supplier highlighted that it
was important to ensure that DNOs put sufficient resources into developing forecasts
and that any mechanism should be tightly capped. One environmental group agreed
with the proposal but commented that the uncertainty mechanism should not
inadvertently disincentivise the adoption of LCTs.

1.15. Two other respondents felt that neither of the options presented in the
consultation were appropriate, one of which suggested that an uncertainty
mechanism may not be needed at all.

Question 4: Do you agree with the three tier approach we propose to introduce for
the recovery of the DNOs’ costs during the smart metering roll-out?

1.16. Only the six DNOs and one supplier responded to this question. All respondents
agreed with our proposed three tier approach. They noted that the three tier
approach was pragmatic for the recovery of the DNOs’ costs during the smart meter
roll-out. A number of respondents noted that there was need for clarification about
some aspects of the proposal. One DNO noted that there was uncertainty around
suppliers’ roll-out profiles, making it difficult to set allowances and volume drivers in
advance. Another DNO felt that the smart meter reopener should be expanded to
include all DNOs’ costs. One supplier noted that the meaning of reasonable in the
proposal needed clarification.

Question 5: Should costs of load and generation growth for existing customers in
profile classes 1-4 be socialised, until smart metering data is available?
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1.17. Most respondents felt that costs of load and generation growth for existing
customers in profile classes 1-4 should be socialised, until smart metering data is
available. One respondent noted that until smart meter data is available, it will be
very difficult to ascertain which customers have caused network issues and therefore
cost socialisation is a pragmatic approach. One consumer group approved of the
proposal but stated that even before the mass roll-out phase of the smart metering
programme, there might be sufficient data to move to a more cost reflective model,
which would be preferable.

1.18. One DNO disagreed. It felt that it was more pragmatic and simple to use either
the demarcation of half metering or voltage. Another respondent voiced concern that
socialising these costs could lead to fuel poor customers incurring excessive costs. A
number of respondents also noted that the use of smart meter data when it became
available remained highly uncertain.

Question 6: Should DNOs retain the ability to charge existing customers in profile
classes 1-4 who install equipment which poses significant power quality issues for
the network?

1.19. All DNOs thought that they should retain this ability. One DNO noted that the
current arrangements work well and ensure that customers who significantly affect
power quality face the costs of addressing the problem. Another DNO suggested that
costs should be socialised where it is not possible to clearly identify those
responsible.

1.20. One supplier stated that the DNOs should have a role in ensuring that suitably
accredited equipment is connected to their system. This would avoid the issues
associated with the connection of this equipment and subsequent investment, thus
improving the experience of the customer. Another respondent suggested the need
for an incentive on consumers to invest in technology which had a lower network
impact.

Question 7: If we socialise costs of existing profile classes 1-4 customers, will the
use of system charging methodology need to be changed in order to protect IDNO
margins?

1.21. Most respondents to this question thought that the use of system charging
methodology would need to be changed in order to protect IDNO margins. One DNO
noted that adjustments could be made to customer contribution assumptions in the
charging model if socialised expenditure becomes significant, which would have the
effect of increasing IDNO margins to reflect the additional expenditure. Another DNO
stated that due to the way scaling works, the current methodology would result in all
DUoS charges rising, therefore costs in the 1-4 profile classes would rise more than
charges and the DUoS charging methodology would need to be changed.

1.22. One respondent made the general comment that the common distribution
charging methodology would need to be changed to reflect all policy changed arising
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from RIIO-ED1. Another commented that it did not anticipate any ‘margin squeeze’
to occur for IDNOs with a portfolio of networks.

Chapter Four

Question 1: What are your views on the primary outputs and secondary deliverables
for reliability and safety? In particular:

(@) Do you agree that these are appropriate areas to focus on?
(b) Are there any other areas that should be included?

1.23. The DNOs broadly agreed with the primary outputs and secondary deliverables
for reliability and safety. They agreed that the areas set out in the consultation were
the appropriate areas to focus on. They also made a limited number of specific
comments. One DNO, for example, suggested that any costs related to the EGS2
standard that could not reasonably be managed by the DNO should be socialised
across all customers. Another commented that the worst served customer
mechanism needs to be revised to include an incentive scheme to encourage overall
reductions in the number of interruptions experienced by customers.

1.24. No respondents put forward any major additional areas that should have been
included. One DNO advocated that, with regard to load indices, a measure of
priority/criticality should be included that recognises the short- and long-term drivers
of asset maintenance and replacement. It also suggested that further work was
needed before finalising the primary outputs and secondary deliverables for the final
RIIO-ED1 framework.

Chapter Five

Question 1: Will our proposed approach ensure effective losses reduction actions?

1.25. Most respondents supported our proposed approach to ensuring effective
losses reduction actions. One respondent supported the combination of approaches,
noting that it allows for the deployment of low carbon technologies. A number of
respondents agreed with the proposal but raised potential issues. One respondent
suggested that the proposal could be overly complex and that more detail was
needed on aspects of the cost benefit analysis and how to forecast incremental costs
attributed to losses actions. One DNO warned that it could make DNOs indifferent to
benchmarked reduction in energy consumed at substations.

1.26. Some respondents did not believe that a reputational incentive was effective.
One suggested that DNOs should compete for a national losses allowance. Another
suggested that an ex post review was needed. One DNO did not think that the
approach could be extended to IDNOs. Other comments highlighted the role of
energy conservation, energy efficiency and distributed generation in reducing losses.
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1.27. One respondent did not support the overall approach proposed in the
consultation. It proposed as an alternative activating a stronger version of the DPCR5
mechanism.

Question 2: Will our proposed losses discretionary reward provide the required
incentive on DNOs to reduce losses? Should this be awarded twice during RIIO-ED1
or more frequently?

1.28. Three DNOs considered that the level of the reward was appropriate and that it
would place the required incentive on DNOs to reduce losses. Two DNOs and one
consumer group felt that the reward was insufficient and should be larger in order to
have its desired effect. Respondents also noted that there was need for clarity on the
interaction of the reward with the IQI and a need to ensure that DNOs are not
rewarded twice through different incentives.

1.29. Two DNOs and one supplier agreed that the reward should be awarded twice
during RIIO-ED1. One DNO noted that this would ensure that measures implemented
give long-term benefits. One DNO and two suppliers suggested that it should be
awarded every two years, and one supplier felt that an annual award would support
sustained performance.

Question 3: Should DNO actions to identify and address electricity theft be
encouraged through an approach outside of any losses reduction mechanism? Do you
have any views on the proposed approach, or any alternate proposals, that we
should consider?

1.30. Most DNOs supported our proposed approach for DNOs to identify and address
electricity theft through a separate mechanism. They noted that DNOs should
address theft where necessary and that costs of theft reduction actions must be
recoverable, and should be covered as per Schedule 6 of the Electricity Licence. One
DNO stated that costs for investigating and resolving unregistered premises should
be allowed in base revenue. Two other respondents fully supported our proposals.

1.31. One supplier felt that a specific approach to vulnerable customers should be set
out. Another supplier raised concerns that DNOs were ‘double recovering’ on some
items. One DNO did not accept that theft was a DNO issue and did not believe that
DNOs should identify and address theft outside of the losses mechanism.

Question 4: Do you think that further guidance should be provided with regard to
the use of the 10 per cent allowance’ for undergrounding? If so, what form should
this guidance take?

1.32. Responses to this question were mixed. Three respondents felt that there was

no need for further guidance because there was already sufficient clarity as to how it
should be used. One DNO noted that the examples given provided a ‘steer’ whilst not
being prescriptive or constraining the flexibility that this allowance should encourage.
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1.33. Seven respondents felt that more guidance would be beneficial but most
emphasised the point that this guidance should not be prescriptive. Two respondents
noted that there was a need for greater clarity in terms of how and when it can be
applied, particularly outside of NSAs and AONBs. A number of respondents
commented that the use of best-practice case studies would be an appropriate form
for this guidance to take.

Question 5: Are National Scenic Areas (NSAs) sufficient to allow for effective use of
the scheme in Scotland in the protection of visual amenity?

1.34. All respondents agreed that NSAs were sufficient. Two respondents noted that
accurate reporting would be required to ensure that no double-counting occurred in
areas that have dual designations. One DNO commented that the inclusion of NSAs
should depend on them being comparable to AONBs and that extra funding should be
considered to avoid the risk of reducing funding available for undergrounding in other
areas. Some respondents noted that the density of lines in NSAs is relatively low and
that the mechanism could deal with growth by scaling any allowances to reflect
actual growth.

Question 6: Do you agree with our proposals with regard to DNO assessment and
stakeholder engagement within the undergrounding scheme?

1.35. Five DNOs responded to this question and agreed with our proposals. Two
DNOs noted that they agree that the assessment and prioritisation of
undergrounding projects should remain with the DNO, except in the case of AONB.
One environmental group thought it was appropriate for there to be a published
policy outlining the process of assessment and prioritisation of projects by DNOs and
suggested that it should concentrate on the stages of the process. Another
environmental group suggested that current best practice should be used rather than
each DNO evolving their own assessment practices.

1.36. Three environmental groups supported our proposal to publish policy
documents outlining the options available to stakeholders for engagement and
project support from DNOs. They all emphasised the importance of stakeholder
engagement in this area. One noted that the publication should include the format in
which stakeholders should request support. Another remarked that DNOs should be
tasked with identifying their stakeholders and appropriate representatives of these
groups.

1.37. One DNO highlighted that these published policies should not be prescriptive or
constrain the diversity of approaches taken by the DNOs in stakeholder engagement.
Another respondent supported our proposals but noted that they should not be
allowed to lead to additional bureaucracy or increased costs which reduce funds
available for undergrounding.

Question 7: Do you agree with our proposed approach for BCF? Do you consider
there are any additional elements that should be included within the BCF reporting
scope?
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1.38. All the DNOs broadly agreed with our proposed approach for BCF. One noted
that it was appropriate to strengthen the reporting to include proactive activities
because this reduced the risk of any reputational incentive being based on the
incorrect interpretation of data. Another DNO commented that they should be
provided with guidance to ensure comparability.

1.39. One consumer group felt that BCF reporting created a weak reputational
incentive on DNOs and that it would not motivate them to reduce their
environmental impact. One DNO felt that exceptional events should be removed from
the BCF and that additional activities which are less easily measured should be
included, such as waste management or recycling. One environmental group felt that
BCF could be more detailed and proposed that DNOs should report net carbon
figures.

Question 8: Do you agree with our proposed approach to SF6 monitoring, reporting
and management?

1.40. The DNOs broadly agreed with our proposed approach. Five DNOs agreed that
reporting of SF6 should be enhanced. One DNO agreed that control measures should
be implemented to monitor and minimise leakages. Another DNO did not think that
SF6 regulatory reporting should be increased given increases in statutory SF6
regulation.

1.41. One DNO felt that it was appropriate to ensure DNOs are compliant with
international standards. An environmental group welcomed the proposals and
supported raising awareness of forthcoming legislation.

Question 9: Do you agree with our approach for fluid filled cables?

1.42. All DNOs agreed with our approach for fluid filled cables. One environmental
group also welcomed the proposed approach, noting that effective reporting ensures
that progress is monitored.

Question 10: Do you agree with our approach to noise reduction?

1.43. Only five DNOs responded to this question. Four DNOs broadly agreed with our
approach to noise reduction. One commented that Ofgem should clarify how to
consistently report projects undertaken by DNOs where the primary purpose was to
reduce noise. Another noted that the level of expenditure in this area is very small,
and hence it is appropriate to remove it from environmental expenditure reporting,
although a small portion of the environmental allowances should be retained to
undertake such schemes.

1.44. One DNO disagreed with our proposed approach. It felt that it was
contradictory to proposals in other areas to remove the reporting requirement and
that since companies do incur expenditure to tackle noise reduction this should be
reported. It stated, however, that the current reporting requirements were not
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appropriate and suggested that reporting was amended to provide space for
explanatory narrative.

Question 11: Do you agree with our assessment of the need for an additional
environmental discretionary reward?

1.45. Two respondents stated that there was not a need for an environmental
discretionary award and five respondents stated that there was. Two DNOs
suggested that the losses discretionary reward should be expanded to encompass all
environmental objectives, supported by an increase in the reward available.

1.46. One DNO commented that an EDR would be an efficient way to drive
behavioural change. Another DNO felt that certain areas, such as waste
management, would benefit from an environmental discretionary award (EDR). Two
environmental groups also noted that there was a need for an overall environmental
incentive and that an EDR could potentially create a strong incentive for DNOs to
take appropriate action.

Chapter Six

Question 1: Do you agree with our proposal to retain the Broad Measure of
Customer Satisfaction (BMCS) and increase the maximum revenue exposure?

1.47. DNOs and other respondents were broadly supportive of our proposals. DNOs
agreed with retaining the BMCS and increasing the maximum revenue exposure
although some highlighted areas for improvement. Two DNOs noted that the
maximum penalty had increased to a greater degree than the maximum reward,
which they felt not to be appropriate. One DNO felt that the percentage increase for
connections customers was too high.

1.48. One supplier disagreed with the proposal to increase maximum revenue
exposure. One consumer group questioned whether BMCS delivered value for
money.

Question 2: We seek views on the approach to setting targets for the RIIO-ED1
period, including whether these targets should be fixed for the price control period or
should be responsive to changes in industry performance.

1.49. Responses received were mixed regarding whether targets should be fixed for
the price control or responsive to changes in industry performance. Four DNOs
indicated a preference for fixed targets. They noted that fixed targets gave certainty
for investment planning and should effectively incentivise DNOs to improve
performance. One DNO felt that fixed targets were preferable but suggested a mid-
point review to reflect the impact of industry developments such as the rollout of
smart meters.
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1.50. Three respondents (one DNO, one supplier and one consumer group) did not
think that fixed targets were appropriate and indicated a preference for responsive
targets to allow for targets to reflect industry developments. One respondent had
reservations on the effectiveness of the approach to setting targets altogether,
noting that customer satisfaction surveys can be highly subjective.

Question 3: We seek wider stakeholder views on whether interruption customers
that have been proactively contacted by the DNO via new methods of communication
(eg social media) should be included in the customer satisfaction survey.

1.51. One DNO fully supported the inclusion of new methods of communication. Most
respondents stated that new methods of communication should not be included
unless customers were contacted via a specific and identifiable contact channel. They
felt that it was inappropriate to include more general customer contacts. One
consumer group commented that further work was required to assess how new
communication channels, such as social media, could be measured and used to
develop appropriate incentives.

Question 4: Should the provision of information to connections customers be taken
into account when calculating the score of the customer satisfaction survey?

1.52. Most respondents did not think that it was appropriate to place additional
weight on the provision of information to connections customers in the customer
satisfaction survey. Four DNOs did not think the provision of information needed to
be taken into account separately because the existing measures already reflected
customers’ views on this issue and were therefore satisfactory.

1.53. One DNO considered it to be a significant issue for connections customers, but
one that would be better assessed against objective criteria rather than subjective
responses to a survey. Another respondent suggested that it should be taken into
account and this could be done by increasing the weighting on the information
provision element of the questions for customers whose details are available.

Question 5: Should the number of unsuccessful calls be taken into account when
calculating the score of the customer satisfaction survey?

1.54. Only DNOs responded to this question. Four DNOs felt that the number of
unsuccessful calls should be taken into account. They noted that it was an important
consideration and that it should be trialled before it is introduced.

1.55. One DNO highlighted that this needs careful consideration to ensure it avoids
creating perverse incentives to reduce the flow of calls. Another did not think that it
should be taken into account, noting problems with common definitions and auditing
in the past, and suggesting that eventually customers will get through and would
then be eligible for interview.
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Question 6: What indicators should we use to measure complaints performance?
How should these be weighted?

1.56. Only DNOs responded to this question. One respondent felt that the existing
weightings were satisfactory. Another agreed with our proposals, including
maintaining the principle that the absolute number of complaints should not be
incentivised and the proposal to adjust the weighting given to Energy Ombudsman
(EO) decisions that go against the DNO.

1.57. Other respondents agreed with the indicators and weightings proposed with
few suggested improvements. Two respondents agreed with the approach with the
exception of EO decisions. One felt that it should be assessed against the total
number of complaints and the other suggested that its weighting should be reduced.

Question 7: How should we calculate the BMCS complaints metric target for RIIO-
ED1? How should we calculate the score at which the DNO incurs their maximum
penalty exposure?

1.58. Only the DNOs responded to these questions. Two respondents stated that the
approach should be the same as in RIIO-GD1 and RIIO-T1. Other respondents
suggested that the complaints metric target should be calculated against a fixed
benchmark based on the historical performance of all DNOs and by taking an
average of upper quartile performers.

1.59. One respondent felt that the current maximum penalty was unlikely to be
reached and that a new score should be calculated through modelling when a second
year of data could be assessed. Another suggested that the maximum penalty should
apply where performance is worse than a multiple of the benchmark figure.

Question 8: Do you agree with the proposed approach to assessing stakeholder
engagement?

1.60. Respondents broadly agreed with our approach. Positive comments included
that the additional rewards should assist DNOs looking to invest in this area, and
that increasing the reward from 0.2 to 0.5 per cent sets a clear incentive. One
respondent noted that guidance should be clearly communicated and should enable
proposals of innovative solutions. Respondents stressed that it was important that
the minimum requirements were clearly communicated at an early stage.

1.61. One environmental group highlighted that stakeholder engagement should be
geared towards the needs of the various stakeholders rather than the convenience of
the DNO.

Chapter Seven

Question 1: Are there additional social issues that the DNOs should address?

115



Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

1.62. One DNO identified an additional social issue in the form of assisting agencies
such as the police to address issues such as increased electricity use in cannabis
farms. However, in general they agreed that their activities should be focussed on
supporting vulnerable consumers and that they should work in partnership with other
agencies responsible for the health and well-being of residents. This would identify
any further issues and increase awareness of the additional support to which eligible
households are entitled. This engagement and promotion would be incentivised via
the Stakeholder Engagement initiative. One respondent noted that as DNOs provide
a monopoly service, they are well placed to deliver social actions and support work to
alleviate fuel poverty in a cost-effective manner.

1.63. Other respondents felt that the additional social issues that the DNOs should
address fall into two broad categories: (i) those which seek to enhance the current
obligation to maintain a Priority Services Register (PSR) in order to provide additional
support to vulnerable consumers (ii) those which suggest additional issues that DNOs
could address. In particular, some felt that DNOs should, wherever possible, through
links to the social obligation placed on GDNs and suppliers, do more to address
vulnerable off-gas grid customers (and also off electricity-grid in national parks) to
provide reasonable grid-connection opportunities. These included the socialisation of
network reinforcement costs with regards to the installation of low carbon heating.

Question 2: Are there any specific outputs that the DNOs could be responsible for
delivering?

1.64. DNOs did not identify any specific outputs that they could be responsible for
delivering and felt that careful consideration would need to be given to the
organisation or mechanism through which DNOs report information about customers
in fuel poverty. However, there was reference to activities that sought to enhance
current obligations on the PSR. These included; improving data captured by DNOs
about vulnerability and seeking to target or support the production of relevant
publications, such as Braille, to ensure that supportive information on the benefits of
the PSR is distributed effectively within relevant networks. A number of respondents
felt that DNOs should play a greater role in the identification of customers in fuel
poverty, particularly those off the gas grid.

1.65. One respondent proposed that a DNO could be incentivised for the length of
their cabled network that is shared with another utility (such as broadband), either
over or underground. They could also be responsible for delivering connections for
off-gas and off-electricity grid customers as well as the installation of low carbon
measures to low-income households, to avoid the use of expensive fuels and network
reinforcement. For example, a DNO may be able to replace electrically heated tower
blocks with a contribution towards a modern efficient district heating network,
extensive insulation with a potential link up to Green Deal and ECO (or gas
connections in blocks of less than three storeys). The contribution by the DNO to the
cost of these alternative projects would always have to be lower than the cost of the
network reinforcement.

1.66. It was also suggested that DNO assistance could be delivered in a number of
ways (potentially involving direct rebates to households, liaising with a gas network
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to enable a connection to the gas grid or helping to identify alternative electric heat
technologies or energy efficiency improvements). One respondent highlighted that
network companies could charge a lower cost to customers (reduced or zero Use of
System charges) on the PSR if there is an effective mechanism to discount these
charges by the supplier as a rebate on energy bills.

Question 3: Should a separate funding allowance be provided to enable DNOs to
carry out activities in response to social issues?

1.67. The majority of responses stated that a separate funding allowance would only
be appropriate if the activity can be clearly identified and supported by stakeholders.
However, in general respondents agreed that the increased stakeholder engagement
funding should include the identification of initiatives to deal with social issues and
the coordination of partnerships and mobilisation of local networks and resources to
support vulnerable customers. These respondents considered that DNOs should be
encouraged to consider their social obligations as part of core business and not a
corporate social responsibility activity which is additional to main business.

1.68. A minority of responses felt that consideration should be given to an innovation
fund to explore projects that benefit fuel poor customers. However, they considered
that Ofgem should clarify any ambiguity that leads DNOs to believe that social action
by them is potentially restricted solely to engagement on issues relating to the PSR.
It was felt that there is a significant opportunity to incentivise DNOs to work with
different parties to take a longer-term view of reinforcement requirements on their
network, leveraging additional funds based on other parties and making sure the
investment is cost effective, but also ensuring that there is a direct social outcome.

Question 4: Are DNOs adequately incentivised to engage with social issues as part
of the BMCS Stakeholder Engagement incentive?

1.69. Respondents largely agreed that DNOs are adequately incentivised to engage
with social issues as part of the increased Stakeholder Engagement incentive.
However two respondents noted that it did not encourage investment in innovative
approaches or encourage other DNOs to adopt best practice.

Chapter Eight

Question 1: Do you consider that our proposed package will drive the appropriate
behaviour for connecting both demand and generation connections?

1.70. Respondents generally considered that our proposed package would drive the
appropriate behaviour for connecting both demand and generation connections. They
commented that a technology neutral approach was appropriate, and that it would
incentivise DNOs to perform beyond GSOP timelines.

1.71. Some respondents raised concerns about our proposed package. Three
respondents did not think the package provided sufficient incentives to connect DG.
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One DNO stated that the DG incentive should be maintained for RIIO-ED1. Another
DNO felt that there was a significantly higher risk of penalty, but only a marginal
increase in potential reward, in comparison with DPCR5.

1.72. Other comments noted that connection incentives should be removed in market
segments that pass the competition test and that this should be achieved
proportionally. One DNO felt that more clarity was needed in some areas which could
lead to perverse incentives, such as a time to connect for major connection
customers who may require very long timescales for their connection.

Question 2: Is it appropriate to remove the DG incentive?

1.73. DNOs and suppliers mostly agreed that it was appropriate to remove the DG
incentive, but other respondents generally disagreed. Five DNOs and two suppliers
commented that it was appropriate to remove the DG incentive, in particular
considering the changes to connections anticipated through the RIIO-ED1 period.
They felt that the DG incentive was no longer necessary because DG was sufficiently
covered by other mechanisms, including information incentives and the time to
connect incentive. They suggested that uncertainty in forecasting DG could be
managed through a load related reopener. One DNO stated that generation and
demand should be treated equally because it was not practical to determine which
caused reinforcement. Two DNOs and one supplier agreed that the DG incentive was
not necessary but thought that there should be an uncertainty mechanism related to
DG.

1.74. One environmental group stated that forecasting DG was particularly difficult
and that there needed to be an incentive on DNOs to support DG development and
to encourage engagement with the DG community. Two other respondents felt that
the proposed uncertainty mechanisms and incentives that would apply to DG did not
provide sufficient incentives to encourage DG connection, and that a specific DG
incentive should remain.

Question 3: Do you agree that we should split the BMCS customer satisfaction
survey into major and minor connections customers? If not, why not?

1.75. Most respondents supported splitting the BMCS customer satisfaction survey
into major and minor connections customers. All the DNOs agreed. They noted that a
“one size fits all” approach may not reflect major customers’ requirements and those
customers in market segments which have passed the Competition Test should not
be subject to incentive regimes. They suggested that careful attention should be paid
to the design of the survey and raised concerns about small sample sizes for some
relevant market segments. One DNO agreed with the split but thought that the
existing survey already achieved this distinction, and therefore introducing a new
qualitative survey was unnecessary.

1.76. Suppliers supported splitting minor and major customers to ensure that major
customers were represented. One respondent suggested that analysis should be
carried out to demonstrate the effectiveness of the BMCS.
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1.77. One consumer group supported the differentiation and also suggested that
there could be additional positive discrimination for community-led DG, for example
avoiding reinforcement costs, although it noted that this would be difficult to define
in @ robust manner. Another respondent commented that unmetered customers
needed to be recognised as a separate group within the major category.

Question 4: How should we set targets for the BMCS customer satisfaction survey?

1.78. All respondents considered that we should set fixed targets for the BMCS
customer satisfaction survey. They noted that this was the same approach as used in
RIIO-GD1 and that it would allow for the sharing of best practice. Respondents felt
that fixed targets were preferable because they provided clear signals for
improvement and made evaluation and justification of actions easier. One
respondent suggested that targets should be set individually for each DNO based on
historic performance.

1.79. One DNO suggested that a mid price control review might be beneficial in order
to respond to any changes in the industry. One supplier proposed that the fixed
targets were ratcheted up across RIIO-ED1.

Question 5: We invite views on our proposals for the Long Term Development
Strategy (LTDS), DG Connection Guide and Information Strategy (IS).

1.80. The majority of respondents agreed with our proposals. All respondents noted
that the LTDS and the DG Connection Guide were useful and therefore it was
appropriate for them to remain in place during RIIO-ED1. The majority of
respondents also agreed that there was no further need for a more prescriptive IS,
noting that DNOs were incentivised to meet customer information needs through
other mechanisms. One DNO considered that its customers had highlighted the
usefulness of the IS and therefore supported the existing framework.

Question 6: Are additional or alternative incentives required to encourage the DNOs
to provide better information to connection customers upfront? If so, what would
these measures and incentives be?

1.81. Most DNOs did not think that additional or alternative incentives were required.
They noted that incentives already in place are sufficient to drive the required
behaviour. One DNO felt that additional incentives were required and that this could
be achieved through a specific weighting on a customer satisfaction survey question.
Another DNO queried how an incentive would work as part of the customer
satisfaction survey and suggested that it might be necessary to consider alternative
arrangements for market segments that pass the competition test.

1.82. Other respondents commented that the ability to charge upfront for
assessment and design fees was appropriate and should improve the connections
process for customers. One also suggested that the connection quotation template
should be standardised across all DNOs.
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Question 7: We seek stakeholders’ views on the introduction of a new Average Time
to Connect Incentive.

1.83. Most respondents supported the introduction of the incentive and felt that it
would lead to improvements in the connections process. DNOs all agreed that the
introduction of a new Average Time to Connect Incentive would be beneficial. They
noted that it was important that the size of risk and reward was proportionate. One
DNO suggested that the incentive was reviewed at a mid period review to ensure
that it is delivering appropriate outputs.

1.84. Some respondents suggested that the Average Time to Connect Incentive
should not apply to major customers. They felt that for major customers, the main
concern relates to certainty of delivery or willingness to explore options rather than
end-to-end speed of process. They therefore felt that incentivising the Average Time
to Connect could lead to perverse behaviour.

1.85. Some respondents did not think that introducing the incentive was appropriate.
One environmental group felt that it may lead to unsatisfactory outcomes for
customers. Respondents also remarked that this incentive may stifle competition by
giving DNOs an unwarranted income stream that was not available to competitive
providers of connections, and that it should not be applied to relevant market
segments in which DNOs have passed the Competition Test.

Question 8: We seek views on which aspects of service should be measured, the
approach used for target setting and whether any exemptions should be applied
under the Average Time to Connect Incentive?

1.86. One DNO felt that it was appropriate to split the measurement between (i) time
to quote and (ii) time from quote acceptance to completion. Another stated that the
incentive could measure the time to connect or the percentage achievement of
agreed time to connect. For high volume, low cost connections, it thought it was
appropriate to measure the total time to complete works, and for low volume, high
cost connections, the percentage of variance from agreed time to connect should be
measured. Another suggested that measurement should avoid “stop the clock”
provisions which could create an incentive not to resolve issues.

1.87. DNOs had differing views on the approach used for target setting. One felt that
individual targets would be more appropriate for major customers to reflect the
difference between networks and other regional factors. One indicated a preference
for fixed targets based on historical performance, which should be subject to a mid-
period review. Another stated that targets should be DNO specific and set for each
Relevant Market Segment.

1.88. Most DNOs supported application of some exemptions under the Average Time
to Connect Initiative. They felt that exemptions should be allowed for delays caused
by factors that are outside the control of the relevant DNO.

120




Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

Question 9: Do you agree with our proposed approach for the treatment of
connection customer contributions by the DNOs during RIIO-ED1?

1.89. Respondents broadly supported our proposals. DNOs made a nhumber of
specific comments and recommendations. They noted that it should remove the
perceived level of risk associated with strategic investment in anticipation of future
demand, which would improve the timeliness of connections. One DNO suggested
that the mechanism should only apply to connection assets that do not form part of
the Regulatory Asset Value. Another DNO remarked that the proposed approach
removes an out-performance opportunity for the DNOs and reduced the
attractiveness to investors. Other comments included the need for further clarity and
simplification and the need to ensure that it does not create an incentive for DNOs to
invest in significant reinforcement where connections do not materialise.

1.90. One supplier and one other respondent also agreed with our proposed
approach.

Question 10: Are additional incentives needed to encourage the DNOs to provide
high-quality, timely non-contestable work? If so, what incentives should be applied?

1.91. Most respondents did not think that any additional incentives were needed.
Five DNOs felt that sufficient incentives were already in place. They noted that
Standard Licence Condition 15 worked well and that the development of effective
competition would drive improvements. One DNO felt that additional incentives were
needed.

1.92. One other respondent stated that DNOs should be incentivised to publish more
information in order to free up resources for legitimate connection applications.

Question 11: We seek views on the financial exposure and scope of incentives for
those market segments that have/have not passed the Competition Test.

1.93. DNOs generally agreed with our proposals. They noted that they were balanced
and provided an incentive to pass the competition test. They agreed that BMCS and
Time to Connect should be withdrawn for market segments that pass the competition
test. One DNO commented that the incentives in market segments that do not pass
the competition test should be proportionate and that approximate market value
could be estimated for each market segment. Another suggested that in market
segments that do pass the competition test, the potential upsides/downsides should
be proportionately adjusted, in line with the average value of these market segments
to a specific DNO.

1.94. Some DNOs raised concerns that they could be unfairly exposed to a penalty
when a market segment did not pass the competition test for reasons beyond their
control. They suggested that we consider redefining these market segments as
Excluded Market Segments. DNOs also expressed concerns about the potential level
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of penalty DNOs would be exposed to, based on very small sample sizes for Relevant
Market Segments that do not pass the competition test.

1.95. One supplier advocated that interruptions and general enquiries components of
the customer satisfaction survey should still apply in market segments that pass the
competition test. Another respondent questioned the effectiveness of the competition
test in determining whether effective competition exists and highlighted the risk of a
“detriment gap” between competition not working and Ofgem deciding to make a
reference to the Competition Commission.

Chapter Nine

Question 1: Do you agree with our proposed range for the efficiency incentive rate?

1.96. Respondents mostly agreed with our proposed range for the efficiency incentive
rate. One DNO agreed with the proposed range but stated that the consequent
increase in risk should be reflected in the allowed cost of equity or lower gearing.
Another DNO stated that it would not be appropriate for a fast-track company to
receive a lower incentive rate than a slow-track company, and therefore fast-track
companies should receive a 70 per cent efficiency rate and the IQI matrix should
only apply to slow-track companies.

1.97. One respondent felt that a range of 60 to 70 per cent was more appropriate.

Question 2: Do you agree with our proposed approach to the calibration of the IQI?

1.98. DNOs raised a number of concerns regarding our approach to the calibration of
IQI. DNOs’' comments suggested that the proposed IQI calibration should reward
companies whose forecasts are accepted without adjustment, as in DPCR5 and RIIO-
GD1. They felt that the proposed approach did not provide a financial incentive for
DNOs to meet their forecasted expenditure and suggested that the approach should
be consistent with DPCR5, RIIO-GD1 and RIIO-T1.

1.99. One stated that RPEs should be excluded from the IQI assessment because it
should not be subject to additional efficiency adjustments. Another DNO remarked
that the proposed approach would have a significant downward impact on return on
equity, compared to DPCRS5, due to a large downward adjustment to the IQI
associated income. It felt that the likely outcome of the approach was an expected
return lower than the allowed cost of capital and that the approach required revision.

Question 3: What are your views on the indicative IQI matrix?

1.100. The DNOs were generally critical of the indicative IQI matrix. One commented
that the IQI matrix from DPCR5 should be retained. It felt that the proposed matrix
would lead to negative outcomes. For example, one suggested that it would result in
a DNO being penalised via loss of allowance and penalised again via negative
additional income through the IQI and a substantial reduction in the expected return
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on equity. Others noted that the matrix seemed to penalise slow-track companies
rather than reward fast-track companies.

Question 4: What do you consider are the appropriate rewards for fast-track
companies compared to non fast-track companies? Should we have a differential
between the two?

1.101. Most DNOs agreed that there should be a differential between fast-track and
non fast-track companies. They stated that there should be strong rewards for fast-
track companies and that under no circumstances should non fast-track companies
receive a more favourable financial package. One DNO highlighted that fast-tracked
companies will submit the most challenging cost forecasts and thus deserve an
adequate reward. Additionally, if a non fast-track company receives and IQI
assessment that grants it a larger reward or a more favourable package, the fast-
tracked company should qualify for the same amount.

1.102. One DNO suggested that the same matrix should be applied to fast-track and
non fast-track business plans. It felt that fast-track companies should benefit from
an IQI ratio of 100 and that non fast-track companies should be eligible to do so.
Another stated that if a company was not fast-tracked due to concerns relating to
limited specific elements of their business plans, it could under some circumstances
benefit from the IQI matrix.

1.103. Most DNOs agreed that the IQI matrix was an appropriate mechanism for
rewarding fast-track companies. One noted that fast-track companies should receive
an incentive rate at the top of the range and an additional reward. It also felt that
using a range was more appropriate than a fixed percentage for the additional
reward until Ofgem have a clearer view on DNO business plans. Another suggested
that the additional reward of 2.5 per cent of totex used in RIIO-T1 and GD1 was
appropriate for RIIO-ED1.

Question 5: Do you agree with our proposals for the same efficiency incentive rate
to apply to all areas of expenditure that will be included within the IQI?

1.104. All respondents agreed that the same efficiency incentive rate should apply to
all areas of expenditure that will be included within the IQI. One respondent noted
that this would remove any remaining boundary issues on cost classification. A
number of DNOs, however, identified elements that they did not think should be
included in the IQI. One did not think that transmission exit charges should be
included in the framework. Another stated that expenditure associated with
uncertainty mechanisms should not be included in the IQI assessment to avoid
companies being unduly rewarded or penalised for differences in forecasts on
uncertain items. One DNO remarked that RPEs should be dealt with via an
appropriate and distinct uncertainty mechanism. Another did not think that it was
appropriate to include incremental deficit costs because areas outside the control of
DNOs should not be subject to a sharing mechanism.
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Question 6: Do you agree with our proposed treatment of DNOs within a single
ownership group? If you disagree with our proposals in these areas, please explain
the basis for an alternative approach.

1.105. The DNOs’ responses to this question were mixed. Three agreed with the
proposal. They felt that establishing IQI ratios by assessing the sum of all
expenditure forecasts of DNOs within a single ownership group was appropriate.
They commented that although having to wait for the outcome of the non fast-track
DNO(s) review to calculate the overall IQI ratio was not a significant drawback, it
would be preferable if all DNOs within a group were fast-tracked or not.

1.106. One DNO noted that it would be better to derive the overall ratio from an
aggregate IQI rather than by weighting the individual ratios by share of totex.
Another DNO felt that DNOs within a single ownership group should not receive the
same treatment.

Chapter Ten

Question 1: Do you agree that the cap on funding for the electricity NIC should be
within the range of £60m and £90m for 2015-16 and 2016-177? Please provide
evidence to support your suggested level of funding.

1.107. Six respondents stated that they believe the funding threshold should be set
at £90m. They noted that as the funding is provided at Ofgem’s discretion the entire
amount does not need to be awarded each year and a lower cap may mean that
some worthy innovation is not undertaken. Two respondents agreed with the
proposed range of funding. Two respondents stated that they had no comment on
the level of funding available. One respondent stated that the proposed threshold
may be too high as the future challenges and potential solutions are not yet
apparent. It stated the proposed level of funding could lead to DNOs innovating at
the expense of consumers.

1.108. One respondent disagreed with the discontinuation of the LCN Fund. We note,
for the avoidance of doubt, that the NIC will be replacing the LCN Fund and will serve
a similar purpose.

Question 2: Do you agree that the level of funding for the rest of the RIIO-ED1
period should be reviewed in 2016 following a review of the LCN Fund?

1.109. All respondents agreed that there should be a review of the funding threshold
after two years. Two respondents commented that the review should look at the
rate/efficiency of innovation from the LCN Fund being taken up into business as
usual activities. One of these respondents also stated the review could investigate
how to encourage the take up of LCN Fund innovation to business as usual. One
respondent stated that a provisional funding cap for the entire RIIO-ED1 period
should be announced to avoid uncertainty. One respondent registered surprise that
the NIC will not continue after 2017.
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Question 3: What are your views on the information DNOs should provide in their
innovation strategies? How can DNOs best demonstrate that their approach to
innovation is sufficiently well justified and robust?

1.110. The responses to this question were supportive of our proposals although
each respondent had additional comments relating to certain areas of the business
plans. One respondent stated the proposed level of detail should be the minimum.
Several respondents commented that innovation strategies should include how
learning from the LCN Fund has been used effectively.

1.111. One respondent stated the DNOs should include the approach to innovation
undertaken over recent years and explain how this approach has benefitted
customers. The respondent supported the proposed pre-registering of NIA projects
but opposed including details of proposed NIC projects in the strategy due to the
competitive nature of the fund.

1.112. Another respondent commented that justification for innovation should be
provided with specific examples. They also commented that DNOs should have
control over the information contained in the strategy and that it should reflect
stakeholder feedback and learning from the LCN Fund. One respondent stated that
the strategy should include clear processes to take ideas and concepts, through
development, to initial deployment and then full scale adoption.

1.113. Several respondents commented that Ofgem should not be overly prescriptive
as criteria may act as a barrier to innovation. One respondent queried the level of
detail required to achieve the higher level of the NIA. Another respondent stated that
the strategies should include cost benefit analysis of chosen innovation compared to
other options.

Question 4: Do you agree that it would be valuable for DNOs to consult and update
their innovation strategies regularly during the price control period?

1.114. All respondents agreed that innovation strategies should be updated during
the price control period. Four respondents stated that they believe the process
should not be overly prescriptive. One respondent commented that there should be
an enforced roll-out of proven innovation to business as usual.

Question 5: Are there any aspects of the innovation framework for RIIO-ED1, which
you think should differ from the arrangements from RIIO-T1 and RIIO-GD1? If yes,
please explain why.

1.115. All respondents agreed that the RIIO-ED1 arrangements should be similar to
the RIIO-T1 and GD1 arrangements. Two respondents commented that the low
carbon transition will have a greater impact on electricity distribution networks
compared with transmission and gas distribution networks. They believe the
arrangements should be mindful of these additional impacts. One respondent stated
that one reopener window for the IRM is too restrictive.
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Appendix 2 — Competition in Connections

Background

1.1. DNOs do not have a natural monopoly on the installation of new connections.
ICPs and IDNOs can compete with DNOs to complete some connection activities.

1.2. The activities that ICPs/IDNOs can undertake are described as ‘contestable
activities’. Contestable activities include the design, procurement and construction of
the sole use connection assets. Those activities that can only be carried out by the
DNO are described as ‘non-contestable’. Non-contestable activities currently include
determining the point of connection to the distribution system and undertaking
upstream reinforcement to the distribution system.

1.3. During DPCR5 we set out arrangements to facilitate the development of
competition for contestable services in the electricity connections market. We
specified segments of the market (the Relevant Market Segments) in which we
believed competition was viable for the contestable part of the connection. We have
used this market segmentation in developing our framework for RIIO-ED1.

1.4. For clarification, where in this document we describe ‘minor’ connections
customers we are referring to connections undertaken in the Excluded Market
Segments (these are segments where we do not consider competition is currently
viable). *‘Major’ connection customers relates to connections undertaken in the
Relevant Market Segments.

Table A2.1: Excluded and Relevant Market Segments

Excluded Market Segments (metered and demand only) — minor connections

Low Voltage (LV) connection activities relating to no more than four domestic premises or
one-off industrial and commercial work (ie one to four houses)

Connection activities in respect of a connection involving three-phase whole current
metering at premises other than Domestic Premises. (ie one-off LV connections)

Relevant Market Segments - major connections

Metered LV Work: LV connection activities involving only LV work, other than in
Demand respect of the Excluded Market Segments.

Connections | High Voltage (HV) Work: LV or HV connection activities involving HV work
(including where that work is required in respect of connection activities
within an Excluded Market Segment).

HV and Extra High Voltage (EHV) Work: LV or HV connection activities
involving EHV work.

EHV work and above: EHV and 132kV connection activities.

Metered DG LV work: LV connection activities involving only LV work.

HV and EHV work: any connection activities involving work at HV or above.

Unmetered Local Authority (LA) work: new connection activities in respect of LA
Connections | premises.

Private Finance Initiative (PFI) Work: new connection activities under PFIs.

Other work: all other non-LA and non-PFI unmetered connections work
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1.5. To allow headroom for competition to develop we allow DNOs to earn a
regulated margin (set at four per cent above cost) on contestable connection services
in the Relevant Market Segments.

1.6. As part of DPCR5 DNOs are required to demonstrate whether effective
competition exists in each of the Relevant Market Segments. This process is called
the Competition Test. If we agree that effective competition has been established (ie
the DNO passes the Competition Test) then we will lift margin regulation on
contestable connection services in that segment. This process is ongoing until
December 2013. We will review any of the Relevant Market Segments that have not
passed the Competition Test in 2014 and may consider referral to the Competition
Commission under competition legislation.

Impact of the Competition Test on RIIO-ED1 arrangements

1.7. We have been mindful of the impact of the Competition Test on our RIIO-ED1
arrangements and we set out below how the RIIO-ED1 regulatory framework will
apply to different segments of the connections market following the DPCR5
Competition Test (Table A2.2).

Table A2.2: Impact of the Competition Test on the RIIO-ED1 arrangements

Incentive/Measure Excluded Relevant Market Relevant
Market Segments that pass the Market
Segments | Competition Test Segments
that don't
Contestable | Non- pass the
contestable | Competition
Test

GSOP

Time to Connect incentive

BMCS Customer
satisfaction
survey
Complaints
metric
Stakeholder
engagement
incentive

ICE

Incentives that will apply to all market segments

1.8. As noted in Chapter 8, the connections GSOP protects all connections customers
from receiving unacceptably poor levels of service. Since the DNOs remain the
connection provider of last resort for all customers, we have therefore decided that
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the connections GSOP will continue to apply to all market segments during RIIO-
ED1.

1.9. We will not specify which stakeholders should, or should not, be captured as part
of the DNOs’ stakeholder engagement incentive submission during RIIO-ED1. The
DNOs' submission may therefore capture engagement with all connections
customers. However engagement with customers in Relevant Market Segments that
have passed the Competition Test, and in particular where this has been used to gain
a commercial advantage, will be taken into account during the assessment process
and in our decision to allocate a financial reward.

1.10. The complaints metric incentivises DNOs to respond to complaints efficiently
and effectively. We accept that, in principle, a DNO’s handling of complaints from
customers relating to contestable services in Relevant Market Segments, where there
is effective competition, should not be subject to regulatory incentives. However we
consider that in many instances it may be difficult to assess whether the complaint
relates mainly to the contestable or non-contestable part of the DNO’s connections
service. We also note that the majority of complaints that are included in the BMCS
complaints metric relate to supply interruptions (not connections) and that at least
some major connections customers may choose to raise concerns over service
outside of the formal complaint process. We therefore consider it acceptable and
pragmatic that the complaints metric captures complaints from all connection market
segments

Incentives that will only apply to Excluded Market Segments

1.11. In the absence of effective competition in the provision of connection services,
we consider that regulatory arrangements are required to protect the customers’
interests. To incentivise DNOs to produce high-quality, timely connections the Time
to Connect incentive and customer satisfaction survey incentives will apply to
connections work in the Excluded Market Segments.

Incentives that will only apply to Relevant Market Segments that do not
pass the Competition Test

1.12. For connections work in markets where effective competition has not been
demonstrated (ie Relevant Market Segments that have not passed the Competition
Test), we consider that additional measures are necessary to ensure customer
interests are protected. We consider that the customer satisfaction survey and Time
to Connect incentives may not deliver improvements in the most critical areas for
these connection customers. Instead, we have decided to introduce ICE to incentivise
DNOs to engage and respond to the needs of these connection customers.

1.13. The ICE will operate on a penalty only basis to ensure that there is no incentive
on the DNOs to not pass the Competition Test. The maximum penalty (0.9 per cent
of base revenue) will be scaled to reflect the outcome of the Competition Test (eg
the number of market segments that have passed the Competition Test or the size of

128



Strategy decision for the RIIO-ED1 electricity distribution price control
Outputs, incentives and innovation

the market segments that have passed the Competition Test). We will consult upon
the approach used to scale the penalty prior to the start of RIIO-ED1.

Relevant Market Segments that pass the Competition Test

1.14. We consider that the presence of effective competition will protect customers
from receiving poor levels of service for the contestable part of their connections
work. We are therefore not proposing to apply incentives to the contestable part of
the connections service, ie for Relevant Market Segments that pass the Competition
Test.

1.15. We note that the DNOs are still responsible for completing non-contestable
connection activities in these market segments. We consider that existing licence
arrangements ensure that DNOs deliver specified standards of performance for these
customers (eg Standard Licence Condition 15). To ensure that DNOs are incentivised
to deliver best practice in the provision of hon-contestable activities, we have
decided that for the non-contestable activities the ICE will operate on a reputational
basis in Relevant Market Segments that pass the Competition Test.
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Appendix 3 — Connection Guaranteed
Standards of Performance payment levels

The connections GSOP payments for DPCR5 and the proposed payment level for
RIIO-ED1 (as described in Chapter 8) are set out in Table A3.1 below.>

Table A3.1: Proposed RIIO- ED1 connections GSOP payments

Reporting

code Service RIIO-ED1 DPCR5
1A Provision of budget £50 - One off
estimate <1MVA £65 - One off payment | payment
1B Provision of budget £50 - One off
estimate >1MVA £65 - One off payment | payment
2A Provision of a quotation £15 for each working £10 for each working
for a single LV single day after the end of day after the end of
phase service connection | the prescribed period the prescribed period
up to and including the | up to and including the
day on which the day on which the
quotation is dispatched | quotation is dispatched
2B Provision of a quotation £15 for each working £10 for each working
for small LV projects: day after the end of day after the end of
= 2-4 LV single phase the prescribed period the prescribed period
domestic services or up to and including the | up to and including the
= for connections to 1-4 day on which the day on which the
LV single phase domestic | quotation is dispatched | quotation is dispatched
premises involving an
extension to the LV
network or
= asingle two or three
phase whole current
metered connection (not
requiring an extension to
LV network)
3A Provision of any other LV | £65 for each working £50 for each working

demand quotation

day after the end of
the prescribed period
up to and including the
day on which the
gquotation is dispatched

day after the end of
the prescribed period
up to and including the
day on which the
guotation is dispatched

55 These figures have been derived using actual inflation data from the Office of National Statistics (for
2010-11 and 2011-12, RPI CHAW - financial year average), forecast data from the HM Treasury
consensus forecast published August 2012 (for 2012-13 to 2015-16), forecast data from the Office of
Budget Responsibility published in March 2012 (for 2016-17) and a long term RPI forecast of 2.5 per cent
(2017-18 to 2018-19). The uplift applied to the DPCR5 payment levels reflects the cumulative inflation
figure to the end of 2018-19.
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Reporting

code Service RIIO-ED1 DPCR5
3B Provision of an HV £135 for each working | £100 for each working
demand quotation day after the end of day after the end of
the prescribed period the prescribed period
up to and including the | up to and including the
day on which the day on which the
quotation is dispatched | quotation is dispatched
3C Provision of a EHV £200 for each working | £150 for each working
demand quotation day after the end of day after the end of
the prescribed period the prescribed period
up to and including the | up to and including the
day on which the day on which the
quotation is dispatched | quotation is dispatched
4A Contact customer (post £15 for each working £10 for each working
acceptance) about day after the end of day after the end of
scheduling <5 LV service | the prescribed period the prescribed period
connections covered by up to and including the | up to and including the
2A & 2B day on which contact day on which contact
occurs occurs
4B Contact customer (post £65 for each working £50 for each working
acceptance) about day after the end of day after the end of
scheduling other LV the prescribed period the prescribed period
demand connections up to and including the | up to and including the
day on which contact day on which contact
occurs occurs
4C Contact customer (post £135 for each working | £100 for each working
acceptance) about day after the end of day after the end of
scheduling HV demand the prescribed period the prescribed period
connections up to and including the | up to and including the
day on which contact day on which contact
occurs occurs
4D Contact customer (post £200 for each working | £150 for each working
acceptance) about day after the end of day after the end of
scheduling EHV demand | the prescribed period the prescribed period
connections up to and including the | up to and including the
day on which contact day on which contact
occurs occurs
5 Commence LV,HV & EHV | £25 for each working £20 for each working
demand works on day after the agreed day after the agreed
customer’s site date up to and date up to and
including the day on including the day on
which the works are which the works are
commenced commenced
6A Complete service £35 for each working £25 for each working

connection works

day after the agreed
date up to and
including the day on
which the works are
completed

day after the agreed
date up to and
including the day on
which the works are
completed
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Reporting

code Service RIIO-ED1 DPCR5
6B Complete LV works £135 for each working | £100 for each working
(including phased works) | day after the agreed day after the agreed
date up to and date up to and
including the day on including the day on
which the works are which the works are
completed completed
6C Complete HV works £200 for each working | £150 for each working
(including phased works) | day after the agreed day after the agreed
date up to and date up to and
including the day on including the day on
which the works are which the works are
completed completed
6D Complete EHV works £270 for each working | £200 for each working
(including phased works) | day after the agreed day after the agreed
date up to and date up to and
including the day on including the day on
which the works are which the works are
completed completed
7A Complete LV energisation | £135 for each working | £100 for each working
works (including phased | day after the agreed day after the agreed
works) date up to and date up to and
including the day on including the day on
which energisation which energisation
occurs occurs
7B Complete HV energisation | £200 for each working | £150 for each working
works (including phased | day after the agreed day after the agreed
works) date up to and date up to and
including the day on including the day on
which energisation which energisation
occurs occurs
7C Complete EHV £270 for each working | £200 for each working
energisation works day after the agreed day after the agreed
(including phased works) | date up to and date up to and
including the day on including the day on
which energisation which energisation
occurs occurs
8A Emergency Fault Repair | £65 one off payment £50 one off payment
response
8B High Priority Fault Repair | £15 for each working £10 for each working
- Traffic Light Controlled | day after the end of day after the end of
the prescribed period the prescribed period
up to and including the | up to and including the
day on which the fault | day on which the fault
rectification works are | rectification works are
completed completed
8C High Priority Fault Repair | £15 for each working £10 for each working

- non Traffic Light
Controlled

day after the end of
the prescribed period
up to and including the
day on which the fault
rectification works are
completed

day after the end of
the prescribed period
up to and including the
day on which the fault
rectification works are
completed
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Reporting

code Service RIIO-ED1 DPCR5
8D Multiple unit fault repair | £15 for each working £10 for each working
day after the end of day after the end of
the prescribed period the prescribed period
up to and including the | up to and including the
day on which the fault | day on which the fault
rectification works are | rectification works are
completed completed
8E Single unit fault repair £15 for each working £10 for each working
day after the end of day after the end of
the prescribed period the prescribed period
up to and including the | up to and including the
day on which the fault | day on which the fault
rectification works are | rectification works are
completed completed
9 Provision of a quotation - | £15 for each working £10 for each working
New Works order (1-100 | day after the end of day after the end of
units) the prescribed period the prescribed period
up to and including the | up to and including the
day the quotation is day the quotation is
dispatched dispatched
10A New works order - £15 for each working £10 for each working
completion of works on a | day after the end of day after the end of
new site the prescribed period the prescribed period
up to and including the | up to and including the
day the works are day the works are
completed completed
10B New works order - £15 for each day after | £10 for each day after
completion of works on the end of the the end of the
adopted highways prescribed period up prescribed period up
to and including the to and including the
day on which the day on which the
works are completed works are completed
11A Quotation accuracy review | £335 - one off £250 - one off
scheme challenge single | payment payment
LV single phase service
connection (aligns to 2A)
11B Quotation accuracy review | £670 - one off £500 - one off
scheme challenge for payment payment
small LV projects (aligns
to 2B)
12 Where a Distributor fails | £65 - one off payment | £50 - one off payment

to make a payment under
the regulations
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