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The industry is facing unprecedented change

De-carbonisation

Security of Supply

Ageing Assets

Affordability

ELECTRICITY
NETWORKS

&

GAS
NETWORKS

/Renewables / new generati

* Smart Grids

» Electricity storage

» Electric vehicles

» Different network patterns
 Electrification of heat

« Energy efficiency

» Local generation

+ Demand Side Management

 Biomethane

+ HVDC
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« Carbon Capture and Storage

Y

/




ofgem  Promoting choice and value

for all gas and electricity customers

RIIO - A new approach to Network Regulation

Revenue

Constraint set up front to ensure:

Timely and Network
efficient companies are
delivery financeable

Transparency
and
predictability

Balance between costs
faced by current and
future consumers

Deliver outputs efficiently over time with:

8 yr control || Rewards/penalties for delivery

Upfront efficiency rate

Technical and commercial innovation encouraged through:

Core price control || Option to give third parties Innovation
incentives a greater role in delivery ||stimulus package

Outputs set out in clear ‘compact’, reflecting expectations of
current and future consumers
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RIIO - Financeability: Our duty

Ofgem’s Principal objective: to protect the interests of
Financeability existing and future consumers

Must also “have regard to the need to secure that licence
holders are able to finance the activities which are the
subject of obligations on them”

duty

= In the interest of consumers that efficient network companies can secure finance in time
and at reasonable cost

= No bail-out if financial distress is due to own behaviour
= No reward of inefficiency or unwarranted returns

= Capital structure remains the responsibility of network companies’ management

Regulatory commitment: Transparency, predictability,
transitional arrangements (no sudden impact on cash flow)
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RIIO - Investors have a role to play

We rely on
investors to:

You will
have:

Keep pressure on management teams not to underperform
To support management teams to appeal Ofgem’s decisions if they
believe them wrong.

Enough regular information to make these judgements
An awareness that all companies could outperform in theory (ie No
“median theory” is in play)

= Investors to be alert: ineffective, lazy or poor management will be found out under RIIO
= GB Network Regulation was never intended to be risk free

= There is now a wider template for risk/reward

Consumers and Investors have commmon interests
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RIIO - So far so good

First price controls under RIIO have achieved:

v Fundamentally changed behaviour and Board discussions at companies

v' Significant step-up in stakeholder engagement to present well thought-out,
detailed and better justified business plans

v Ofgem staying true to RIIO principles:
v Framework and key parameters clearly set out early on

Transparency of approach from early on— No ‘black box” dates

v
v' Increased stakeholder engagement - including investors
v

Proportionate treatment

v' Higher level of scrutiny focused on areas not well justified
v' Two Scottish TOs fast-tracked

v' Flexibility in allowed costs ensure customers pay only for necessary
expenditure

v" Financeability not compromised - transition where needed

Balancing huge investment needs and costs to consumers
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RIIO-ED1 - Timetable

Feb 2012 Launch consultation
Sept 2012 Strategy consultation
Ofgem published -
4 March 2013 Mar 2013 Strategy decision |
July 2013 Business Plans DNOs to submit
Initial Assessment;
Oct 2013 Fast-Track decision (&

Initial Proposals)

Feb 2014 Fast-Track Final Proposals

Non-Fast-Track Business
Mar 2014 Plans resubmitted
July 2014 Non-Fast-Track Initial
Proposals
Nov 2014 Non-Fast-Track Final
Proposals
1 April 2015 RIIO-ED1 commences
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RIIO-ED1 - Key issues

= New types of generation

= New and unusual demand

= Uncertainty of take up of new technologies
= |ocal generation
= heat pumps
= electric vehicles

= Greater use of smart grid technology & Demand-side response
(DSR) to maximise network flexibility at minimum cost

Timely and cost-effective connection of new low-carbon technologies
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RIIO-ED1 - Financeability

RIIO-ED1
Strategy Decision AR
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DNOs to justify transitional arrangements needed
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RIIO-ED1 - Next steps

DNO Business Plans - July 2013

Well justified business plan

Robust process followed

= Delivery of required outputs All or parts of business plan
= Efficient costs for delivery of outputs need further scrutiny
= Efficient financing arrangements

proposed

» Key uncertainties & risks addressed

Fast-track Initial Proposals - Resubmit Business Plans -

October 2013 March 2014

The ball is on DNOs’ court now
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Contact

For further information please contact:

Alex Lyon Harry Rippon
Head of Investor Relations Investor Relations Officer
0207 901 7158 0207 901 7460

alex.lvon@ofgem.gov.uk harry.rippon@ofgem.gov.uk
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Annex: RIIO-T1 & GD1 Final Proposals

(Fast tracked)

Cost of Equity
Cost of Debt

Notional gearing

Asset lives transition

Capitalisation rate

Revenues growth

RAV growth

Totex

SHETPLC SPTL NGET
TO

7.0%

55%

16 yrs

All: 90%

212%

263%

£4.2bn

7.0% 7.0% 6.8%

iBoxx 10 year trailing average

55% 60% 62.5%
8 yrs 8 yrs na
Base: 64%
All: 90% All: 85% Increm:
90%
429 30.5% 28%
77% 69% 42%%

£2.1bn £14.5bn £4.9bn

6.7%

65%

Stepped
capitalisation
36-66%
(depending on
GDN)

4.7%

6.7%

£14.4bn
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