NORTHERN POWERGRID

CLOSING OUT THE LOSSESINCENTIVE FOR THE FOURTH DISTRIBUTION
PRICE CONTROL REVIEW

APPLICATIONS FROM NORTHERN POWERGRID (NORTHEAST) LTD AND
NORTHERN POWERGRID (YORKSHIRE) plc TO RESTATE 2009-10 LOSSES FOR
THE PURPOSE OF DPCR4 CLOSE-OUT IN ACCORDANCE WITH THE DATA
REQUEST IN AN OFGEM DECISION DATED 12 JULY 2013

02-08-2013



TABLE OF CONTENTS

INTRODUCGCTION ...t 2
STATISTICAL TEST RESULTS ...t 3
PATTERN OF LOSSES OVER TIME ..o, 11
EVIDENCE PROVIDED BY ENERGY SUPPLY BUSINESSES. ..., 15
EFFECT OF GVC CORRECTIONS ON SETTLEMENTS....cco i, 17
RESTATEMENT OF LOSSES FOR THE CLOSE-OUT ..., 21
RESTATEMENT OF LOSSES FOR THE ANNUAL INCENTIVE .........cccoooiiiiiiiiinns 22
CONCLUSIONS. ... e e e r e eeeaaens 23



INTRODUCTION

1. On 21 July 2013 Ofgem published a document tibbedision on the process to follow
for closing out the losses incentive mechanisntHerfourth distribution price control
(DPCRA4) (the Decision). The Decision included a data estjuaddressed to all
electricity distribution network operators (DNOajd provided DNOs with the option
to apply for restatement of 2009-10 losses for ihgpose of closing out the losses

incentive for the DPCR4 period.

2.  Northern Powergrid (Northeast) Ltd and Northern Bawid (Yorkshire) plc
(respectively referred to as Northeast and Yorlksimithis document) formally apply to
restate distribution losses in 2009-10. This doenimsets out the evidence that
supports that application, and sets out resultstiier restatement which Northern

Powergrid believes is justified based on the ewéden

3.  The rest of this application:

a) First, sets out the results of the statistical pesscribed in the Decision.

b) second, sets out compelling evidence, in additmrithe prescribed test,
demonstrating that abnormal activity has affecté@9210 and subsequent

years; and

c) third, sets out the restatement values that résuit our application.

4. Ofgem has set out a clear process for evaluatingorafality and undertaking
restatement. Starting with reported data, thi®lves determining whether individual

regulatory years have been subject to abnormalesethts activity, determining a



normal proxy for any such years, and then recargiill data to meet the requirements

of the DPCR%-inal proposals

5. Ofgem’s decision states thddNOs unable to identify abnormality using the t@sty
submit other evidence, both quantitative and gatie, to demonstrate that they have

been affected by abnormal data corrections in 2009

6. Under the restatement methodology chosen by Ofgstaplishing whether or not the
post-2009-10 years have been affected by abnorimakations activity is also a
determinant of the eventual outcome of the restatémWe therefore expect that, in
addition to the statistical test results, Ofgeml wilsh to take into account evidence
which is relevant to establishing whether or nat thost-2009-10 years have been
affected by abnormal data corrections activity. isTis especially the case because
abnormal activity in 2009-10 is likely to continaéfecting settlements data for some
time (even if there had been no further activiar)d because changes in how abnormal
activity is propagated through the dataset ovee tmill make the prescribed statistical
test less effective as a means of identifying wiedbnormal activity has continued to
affect the dataset. This document and the restiltsup restatement application have

been prepared accordingly.
STATISTICAL TEST RESULTS

7. Ofgem has now decided that the omshatistical test that can be used to provide a
determinative conclusion that particular years hdeen affected by abnormal
settlements activity is the statistical test set iouthe template published with the

Decision. This test is based on settlements relcamens data for 2005-06 to 2012-13,

1 paragraph 3.21 of the Decision.



10.

and an estimate of any abnormality present inesag&hts final (SF). This adjustment is

known as the SF adjustment.

The SF adjustment is an integral part of SP/Engaggnod, and is adjusted for prior to
statistical testing. Engage identified that the @ition during 2008-09 and 2009-10

would have been abnormal due to two factors:

a) the impact of the recession, which would have reduactual energy

consumed while SF was still being estimated oreargcession basis; and

b) abnormal settlement corrections activity depressimg forwards-looking

estimated annual consumption (EAC) values useldarestimation of SF.

Since modelling both of these impacts would beesrély complex, the SP/Engage
method estimates the degree to which SF lossesrgliifom the normal levels of losses
seen before the recession. By adding this diffszeto reconciliations received in
2009-10, the total impact on electrical lossesh& thange in supplier settlements

corrections behaviour, along with any recessioe#figct, can be estimated.

The results of the statistical test, with the Skusithent to 2008-09 and 2009-10, are

shown below.



Figure 1:Statistical test results applying the SF adjustment to 2008-09 and 2009-10
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The test results show that reconciliations and kity in 2009-10 was abnormally
negative. 2009-10 therefore qualifies for restaeimn accordance with the Decision

without the need to consider further evidence.

The Decision recognises that abnormality may il demonstrated where the
prescribed statistical test does not indicate ahabty in 2009-10. In such cases
DNOs are invited to'submit other evidence both quantitative and qadie, to
demonstrate that they have been affected by abnatata corrections..? As the
prescribed statistical test for abnormality is Sfagd for both Northeast and Yorkshire
there is no need for further evidence. This isswprising, as in both Northeast and
Yorkshire the reconciliations we received durin@2{0 led to significant reductions
in reconciled units distributed during 2007-08, 2@® and 2009-10. What may
however be surprising is the narrow margin by wkabhormality is found in Yorkshire
under the prescribed statistical test. Given tierwhelming scale of negative

reconciliations received during 2009-10, at founds the level seen in the previous

Paragraph 3.21 of the Decision.



13.

14.

15.

year, the test appears to be drawing a bar forratalidy that is higher than would

actually be appropriate.

In light of this, we expect that Ofgem will wish take into account further evidence in
evaluating whether the data for the post-2009-1&ry/és abnormal. Since Ofgem is
open to receiving such evidence in relation to 2009it should be equally open to
taking it into consideration for the subsequent ryea Moreover, the negative
reconciliations were particularly apparent in repdrdata for 2009-10 as they related to
settlements corrections suppliers were making fteetlyears. Nothing in the Decision

precludes Ofgem from taking such information intount.

In the subsequent years, abnormal activity contigt the same level would be less
apparent in reported data, partly because theigciiv 2009-10 will continue to

propagate into SF, and partly because suppliers bieady had the opportunity to
undertake some of the adjustments that their nevabeural standard is consistent
with. For example, the significant number of negateconciliations applied to 2007-
08 and 2008-09 during the course of 2009-10 willamehat the reported level of
negative reconciliations in 2010-11 is likely to logver, simply by virtue of the fact

some historical reconciled data had already be@rstdl. But that is not to say that
supplier behaviour reverted to its earlier standalmbleed, there were still significant
volumes of negative reconciliations affecting 20@-being undertaken in the
subsequent years. It simply means that the datargténg process will tend to mask
continued abnormal activity when applying Ofgem’segeribed statistical test to

reported data.

This means that additional evidence, beyond thecpiteed statistical test, of continuing

abnormal activity may well bmorerelevant for the subsequent years than for 2009-10



since by definition the nature of the activity amdttlements systems means that
continuing abnormal activity is less likely to lentified by the statistical test applied

to these years than is the case for abnormal gcinv2009-10.

16. Using only the prescribed statistical test, theadat 2010-11 with respect to Northeast
and Yorkshire shows marginal failures of the pribsa statistical test if SF adjustment
is only applied to 2008-09 and 2009-10, being clofsthe boundary of the confidence
interval. As Ofgem recognises at paragraph 3.2€hefDecision, the test has some

inevitable shortcomings. The test has low povemabise:

a) there is a small number of data points available;

b) there is evidence that abnormal supplier correstictivity started prior to

2008-09°% and

c) the pattern of reconciliations seen in 2005-06 asormally positive.

17. All of these factors mean that the confidence irgkaround the data used to define it is
relatively wide. It also means that there is atreély high probability that it will

incorrectly find data to be normal which is in fatinormal.

18. In other words, the post-2009-10 data may well lm@oamal even though it does not
quite reach the threshold for a determinative figdof abnormality using Ofgem’s
chosen 95% confidence interval. In this respeistriélevant that the p-values for 2010-
11 are comfortably below 0.15, meaning that abntitynia found at a confidence level

of 85%, despite the low power of the test.

3 This evidence is set out below. The section isf épplication on the pattern on losses over tiais s

out CUSUM analysis from which it is possible to glee timing of changes in supplier settlements bieta.
The section on evidence provided by energy suppdjnesses sets out both qualitative evidence from
statements made by suppliers in meetings with MontPowergrid, and quantitative evidence that tnergy
supply businesses on the number of GVC operattmsperformed over time.



19.

20.

The Decision is silent on whether or not the Skisttpent should be taken into account
in applying the test to determine whether laterryeshould be restated. We have
prepared this application on the basis that sucidgstment should either be made, or
is relevant as additional quantitative evidencedidition to the prescribed statistical

test. There are two very compelling reasons wiySk adjustment should be made to

the post-2009-10 years.

a) Firstly, abnormal supplier corrections activity enken in 2009-10 (and
earlier) will continue to affect SF losses sincegy&ge state that such activity

would depress forwards-looking EACs.

b) Secondly, there could be ongoing settlements imfrach the stop-start
recovery from recession. As Engage notes, suclcttsffare difficult to

disentangle and best estimated by reference tardirrenormal period.

For these reasons, consistency with how the SFsaw@nt is applied to 2008-09 and
2009-10 is required for the post-2009-10 years. NAke therefore also performed the
statistical test including the SF adjustment fo0209 to 2012-13, rather than just

2008-09 to 2009-10. The results of the statistestl are set out below.



Figure 2:Statistical test results applying the SF adjustment to 2008-09 to 2012-13
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The test results show that, once the abnormal l@v8F during 2010-11 to 2012-13 is
taken into account, reconciliations activity in tilese years is abnormal in Northeast.
In Yorkshire, the width of the confidence interva¢ans that 2009-10 remains the only
year to exhibit abnormality at the 95% confideneeel. However, the subsequent
years are all close to a finding of abnormality. fdct, 2010-11 is very marginal at the
95% level, and shows abnormality at a 93% confiddaegel, while 2011-12 and 2012-

13 comfortably show abnormality at an 85% confidelevel.

This finding, that additional years are abnormakwhhe SF adjustment is properly
taken into account, is not surprising. As set lmelbw, the level of reconciled losses
changed fundamentally following the start of thpgier corrections activity, making a
step change to a new higher level. Over timeetifiect of the abnormal settlements
correction activity by suppliers has shifted froecaenciliation runs into a different

level of SF losses on an ongoing basis.

Had supplier settlements behaviour not changed, e new higher level of SF losses

could have been expected to be offset by subseguasittve reconciliations. The fact



24,

25.

26.

that such subsequent positive reconciliations ave present in the data actually
observed must be taken into account in any asses@hthe degree to which supplier

settlements behaviour over the post-2009-10 yeassaltnormal.

Ofgem has itself already recognised the effect ugpsers’ use of Gross Volume
Correction (GVC) within the settlements processlasses reporting for 2009-14nd
2010-11, concluding thdteview work carried out by Elexon supports thewithat
there may have been a material effect on the lefvisses reportable by some DNOs

for 2009-10 and 2010-1%.’

Bearing in mind that the purpose of the restateragaicise is to get back to the dataset
that would have existed had suppliers not changent behaviour, compared to their
behaviour when the price control proposals were anlagl Ofgem and accepted by
DNOs, it would be manifestly irrational and unreaeole to disregard a behavioural
change that Ofgem has itself acknowledged hastafteears after 2009-10 and where
it is at least partially reflected in the SF rundamherefore, is less evident in the

subsequent settlement runs.

With the SF adjustment taken into account, the -g0809-10 years in Northeast all
show abnormal reconciliations. And regardless bétler or not the SF adjustment is
applied to the post-2009-10 data in Yorkshire, ¢hgsars still only fail the test by
narrow margins. Given the low power of the tedhjol increases the likelihood of
incorrectly finding abnormal years to be normalge tadditional qualitative and
quantitative evidence set out below should theesh® sufficient to justify restatement

of the data for every year.

4 Letter from Rachel Fletcher, 20 July 2010, Refl87/
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PATTERN OF LOSSESOVER TIME
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The pattern of reconciled losses over time showesdtiect that abnormal supplier
settlements corrections has had on the measuresséd that is used in the DPCR4

close-out. The charts below show reconciled lofses 2002-03.

Figure 3:Reconciled losses over 2002-03 to 2012-13
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* Data for 2011-12 and 2012-13 is not yet fullyoaciled

The charts show that over the period 2002-03 t®&ZDOfully reconciled losses ran at a
level of around, and often slightly below, 5%. Tty exception was one year of
slightly lower losses in Northeast, and two yeafssignificantly lower losses in

Yorkshire.

From 2007-08 onwards, fully reconciled losses stepyp to a new, higher, level. This
is the first year affected by large negative red@imns that were processed in
regulatory year 2009-10. From then onwards, lobse® remained at or near to this
new higher level. In other words, the evidencenghthat the effect of the change in
supplier behaviour, that is most pronounced in megbdata for 2009-10, is continuing

to have a clearly visible effect on losses.

11



30. The effect can also be seen by looking at the cativel sum of reconciliations

Cumulative SF to DF (GWh)

31.

32.

received, along with the SF adjustment as calodl&ae 2008-09 onwards. The charts

below show this for Northeast and Yorkshire.

Figure 4:Cumulative impact of settlementsreconciliations and the SF adjustment
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We note that the pattern of reconciliations seegr ¢tivne also has implications for the
statistical test. In its August 2012 restatemeppliaation, Northern Powergrid

identified that abnormally positive reconciliatiomsre experienced in calendar year
2005. Inspecting the cumulative sum charts itl$® gossible to see that abnormal
supplier activity (including the SF adjustment)ritd in January 2008, abated for

several months (reversing much of its impact) tlestarted from January 2009.

This pattern therefore adds additional variabiiitythe data used to define normal (and
abnormal) behaviour for the purposes of the siedistest, since this includes the
periods of April to December 2005, and January srdt 2009, when reconciliations
behaviour was visibly abnormal. This has the éftédancreasing the sample variance,
in turn widening the confidence interval calculatedls a sensitivity to the statistical

test, we have therefore calculated the resultggusatendar year data, using only 2006,

12



2007 and 2008, and a critical value for the tesstistic which reflects the reduction
in the number of degrees of freedom from 3 to e Tesults are set out in the charts

below, using the same underlying monthly data as wsed for the statistical test

results set out ikigure IFigure-Bbove.

Figure 5: Statistical test results on a calendar year basis, applying the SF

adjustment to 2008-09 and 2009-10
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33. The charts demonstrate abnormality of calendarsy2@tO and 2011 in Northeast, and
2010 in Yorkshire. This is despite the fact tHa teduction in the number of data
points to three, and the associated increase ioritieal value for the t-statistic, which
acts to offset the reduction in the sample variamoright about by a dataset which
excluded the abnormally positive reconciliations2@05, and abnormally negative

reconciliations in 2009.

34. The change in the confidence intervals brought abguhis move to calendar years is
most acute for Yorkshire. The confidence intemaitrowed from around 90GWh in

the test illustrated in Figure 1 to a little ov®GWh in this test, despite the reduction in

13



the number of data points by 1 which, all else hetshstant, acts to widen the

confidence interval.

35. As noted at paragraph 19 above, it is also necessanclude an SF adjustment for the
post-2009-10 years in order to fully capture anypaet the abnormal supplier
reconciliations and stop-start recovery from theession may have had on settlements
final, and be consistent with the approach to 209&nd 2009-10. The charts below
show statistical test results for calendar yeausthis time including the SF adjustment

for the post-2009-10 years.

Figure 6: Statistical test results on a calendar year basis, applying the SF

adjustment to 2008-09 to 2012-13
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36. The charts show that, having undertaken the test calendar year basis to reflect the
pattern of supplier reconciliations behaviour sa@ethe underlying data, and applied
the SF adjustment to the post-2009 years, eveglesyear demonstrates abnormality

for both licensees.

37. This additional quantitative evidence is a furthewerful reason why the reported data

for all the post-2009-10 years warrants restatement

14



EVIDENCE PROVIDED BY ENERGY SUPPLY BUSINESSES

38. Northern Powergrid met with representatives of sgveupply businesses during May

39.

to July of 2010. While one supplier cited comma&irconfidentiality as a reason for not

answering questions about its data adjustmentiggctothers were more forthcoming.

a)

b)

d)

Projects to materially change the basis on whiehdhta flowed started as

early as 2007.

Activity varied over time, and could be undertakestages, addressing one
class of non-half hourly customers before work waslertaken on other

classes.

External consultants were sometimes engaged, athover time the work

was moved in-house.

GVC was commonly used to revise consumption floalthough other

techniques were also available.

At least one supplier took steps to maximise the afsGVC before March
2010, when a rule change came in to limit its uselbcing time bounds on

its retrospective nature.

At Ofgem’s suggestion we recently renewed our retjte suppliers for information

that would help us to quantify the extent of sugwsli data correction activities from 1

April 1998 to the present. Two major energy suggliwere able to supply some data

for a small part of this time period, while othenal suppliers that responded had only

entered the market in recent years. We have redeio response from several major

energy suppliers at the time of preparing this igpibn.

15



40. The charts below show the number of meter pointiadination numbers (MPANS)
for which readings were affected by GVC performedtliie only two suppliers that

provided us with data, during the time period cedeby their datasets.

41. Figure 7:MPANs corrected by suppliersthat have provided data

Supplier A - GVC performed from early 2008 to Supplier B - GVC performedin 2009 and 2010
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42. We are unable to use the data provided by suppterestimate the volume of
electricity involved in these GVC corrections. Bthie charts do powerfully
demonstrate that abnormal levels of GVC were pteseth in the latter parts of 2009-

10, and also during 2010-11.

a) One of the two suppliers that provided us with datmificantly increased
its use of GVC during 2009, relative to low backgrd levels during 2008.
This activity peaked during June and July 2009, serdained at elevated

levels (relative to 2008) during the early par261.0.

b) The other supplier that provided us with data digantly increased its use
of GVC during late 2009, relative to the low baakgnd levels observed
prior to this. This continued into 2010, and itsivaty actually increased

further from March 2010 onwards.

16



43.

44.

45.

In other words, abnormal supplier corrections dgtiusing GVC continued beyond
2009-10. The data we have received also giveseason to suppose that supplier
settlements behaviour has more recently revertethé¢olow levels of background

activity seen in the earlier years of the dataset.

Furthermore, as we establish in the next sectieen & the suppliers’ use of GVC had
subsided significantly more recently than 2010, uke of GVC will have had a lasting

effect on both future reconciliations and SF data.

Overall the data provided by these two supplievegjincontrovertible evidence that,
not only is the reported 2009-10 data inconsistgtit the basis on which the targets

were set, but also that the data from the followjegrs is inconsistent.

EFFECT OF GVC CORRECTIONSON SETTLEMENTS

46.

47.

As noted by Engage in their paper setting out tRéE8gage method, changes due to
the use of settlements correction techniques sacB\4C have an impact both on a

forwards-looking and backwards-looking basis.

Once the technique is used, historical settlemeats is revised when a reconciliation
run ‘opens up’ a particular date. On any given, dagonciliations are applied to five
different days in the past, at various intervalgrothe previous 28 months. As each
new day passes, new days become open via settienagct if GVC has been used to
change consumption data for an individual MPAN itllwead to subsequent
reconciliation revisions becoming more negativenttteey would otherwise have been.

This will continue until all 28 months of historicdata have been affected by the

17



reconciliation runs. Since five settlement days are open at any giires, the full
effect will be seen after less time than 28 montBst all else held constant, the GVC
technique will still affect settlements reconcilkets for over a year after it is

implemented.

48. In terms of its effect on forwards-looking datee tise of the GVC technique will affect
the EAC of individual MPANs. The chart below showsstylised example of how
GVC can works in the case of an individual MPAN,ietha supplier identifies as
having been recording ‘too many’ units distributeatfe submitted this stylised chart to
Elexon in the days before we prepared this apjlicatElexon has confirmed that our

understanding as set out in this chart is correct.
Figure 8:Stylised example of the impact of GVC on asingle M PAN
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° A rule change by Elexon means that from March02BY C could continue to be used but should not

have been applied after RF. Our discussions wikdh and suppliers have indicated that this rblenge may

have been interpreted differently by various bypdigps and their data collection agents, potentilthiting its
effectiveness.
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49.

50.

51.

The chart shows a pattern whereby:

a) In years 1-4 reported settlements data for the MR&Kunning at a high

level of units distributed.

b) A supplier which identifies that this historicaltddlow is erroneously too
high for settlements purposes applies GVC to adjustdata to a lower
level, on average, potentially over a relativelprstperiod. This leads to a

material downwards movement in year 5.

c) Following the application of GVC the ongoing lew#l units distributed to

the MPAN will be lower in years 6-8.

GVC can be used to adjust units distributed botlvards and downwards. But since
the technique has predominantly been used by sipglh remove electricity from the
settlement account of the suppliers, it would redd&Cs. Elexon states thHapplying
GVC to compensate for an earlier excessively la&k@dannual advance — used to set
consumption for settlements purposesin result in a negative AA. Depending on the
size of the negative AA and the duration of theeM@dvance Period, the associated
forward-looking EAC can also be negative or muckvdo than the likely rate of

consumption for the Metering Systém.’

These reduced forwards-looking EACs are then usegstimate ongoing consumption
at the MPAN for SF units distributed, so the use@fC that led to abnormally
negative reconciliations would also have had tHecefof depressing SF in future.
From June 2010 onwards, Elexon has replaced neg&ACs with class average

values. But EACs that were reduced due to the ais&VC, without becoming

6

Elexon, 13 March 2013, Gross volume correctioilgpuoce, version 3.0
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52.

53.

negative, would not be affected by this rule chandgre other words, there is a clear
transmission mechanism between abnormal settlenoemtections activity that was
seen in 2009-10, and the ongoing level of SF. Tiaigsmission effect is still present,

despite rule changes which should have reduceréagth from June 2010 onwards.

This is one of the reasons why Ofgem must be op@onsidering additional evidence
that the post-2009-10 years remain abnormal, éviie iprescribed statistical test does
not clearly demonstrate this. In the subsequeatsyeabnormal activity continuing at
the same level as in 2009-10 would be less appareaported data, partly because the
activity in 2009-10 will continue to propagate ingF, and partly because suppliers
would have already had the opportunity to undertaee of the adjustments that their
new behavioural standard is consistent with, sichdustments already made to the
2007-08 and 2008-09 reconciled datasets durin@@38-10 reporting year. But that is
not to say that supplier behaviour reverted tceédier standard. Indeed, there were
still significant volumes of negative reconciliat®affecting 2009-10 being undertaken
in the subsequent years. It simply means thatiétta generating process will tend to
mask continued abnormal activity when applying @itgeprescribed statistical test to

reported data.

In other words, such additional evidence of contigiabnormal activity may in fact be
more relevant for the subsequent years than fo®-AQ0 since by definition the nature
of the activity and settlements systems meansciatinuing abnormal activity is less
likely to be identified by the prescribed statiatitest than abnormal activity in 2009-

10.

20



RESTATEMENT OF LOSSESFOR THE CLOSE-OUT

54. The Decision stipulates that the restatement adeleanust be undertaken using the

55.

SP/Engage method. Furthermore, it also stipulates:

a) The variant of the methodology known as ‘Approachn@st be used, as

described in Appendix 2 to the decision.

b) The normal period for SF losses, and reconciliations, must be April

2006 to March 2008.

c) Seasonality must be preserved in restated SF |obgesormalising any
given month using the weighted average SF lossescdoresponding

months in the normal period.

d) Restated reconciliations must be calculated seglgrédr each run type
using weighted average reconciliations as a pesgendf SF units exiting in

the normal period for that run type.

Our calculations and methodology are identical hosé used in our previous
restatement application for approach C, except éhanges necessitated by
requirements b) and c) above. We can confirm tlehave implemented approach C
by applying the SP/Engage method to reported datayrder to calculate restated
reported data for 2009-10 and the subsequent y&seshave then fully reconciled the

resulting dataset. The restated losses whichtragiket out in the table below.
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Table 1: Restated fully reconciled losses in 2009-10 forghgposes of the close-out
of the DPCR4 incentive

Northeast Yorkshire
Losses (% units exiting) 4.9% 5.0%
LUD (GWh) 15,791 23,039
AClLz009-10(GWh) 766 1,15¢
DCPR4 period net closef 2.1 10.7
out (Em)

56. Accordingly, Northern Powergrid now applies to atstits 2009-10 fully reconciled

losses on this basfs.

RESTATEMENT OF LOSSESFOR THE ANNUAL INCENTIVE

57. The Decision stipulates that the restatement oB20Dlosses for the purposes of the
annual incentive must be undertaken by applyingstirae restatement approach as for
close-out but with the exception that data showddft on a reported basis (and not

fully reconciled).

58. The restated losses which result for the purpoféiseoannual incentive are set out in
the table below. We have not placed a financidlesan the annual incentive, as this
would not affect the value of the close-out. Hoarewve note that the results of the

restatement will have implications for the valuetad 2009-10 growth term.

7 Ofgem’s Decision states that it is minded to g@phew approach to calculating a cap. If theisap

implemented as per Ofgem’s proposal, it would adhtrease Northern Powergrid’s losses for theeclmst
and reduce the value of the restatement undeagibcation. We have not reflected the proposexicahis
application as the approach is still subject tostdtation. We expect to make representationson it
implementation in a subsequent submission.
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Table 2: Restated reported losses in 2009-10 for the puspaisithe annual incentive
and the growth term

Northeast Yorkshire
Losses (% units exiting) 4.9% 5.2%
LUD (GWh) 15,788 23,034
AClLz009-10(GWh) 76t 1,20¢

59. Accordingly, Northern Powergrid now applies to egstits 2009-10 reported losses on

this basis.

CONCLUSIONS

60. Ofgem has consistently recognised that the purpbt®e restatement exercise is not to
arrive at the correct statement of the level ofteleal losses in 2009-10 but to arrive at
the dataset that is most consistent with the datdst would have resulted had

suppliers not changed their behaviour.

61. Restatement is needed to restore consistency hettheebasis on which the targets
were set and the basis on which performance agiose targets is to be measured to
close-out the DPCR4 incentive. The fundamentaloi@mce of restoring consistency
between targets and reported outturn has been miseafy by Ofgem in its several
decisions dating back to 2009. It is importantt tttas purpose continues to guide
Ofgem in its treatment of the applications thateiteives following the publication of

the Decision.
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62. In this application, we have demonstrated that ebabactivity in supplier settlements

behaviour occurred, to an extent that warrantsatestent in order to ensure

consistency with the basis on which targets wete se

a)

b)

d)

During 2009-10, the requirements of Ofgem’s préxsatistatistical test for

abnormality are satisfied and there is no neeatsider further evidence.

During the post-2009-10 years, the abnormal agticiontinued, but its
effect is less likely to be confirmed only with eeénce to the prescribed
statistical test due to the impact of GVC on setdats. The transmission
mechanism is likely to have changed, since abnomanttity in 2009-10
will have propagated into abnormal SF in subseqyeats. Even though
there were significant volumes of negative recomidns during the
subsequent years, affecting reconciled 2009-10, ddéta prescribed
statistical test is less likely to identify abnotdiya Consideration of

additional evidence relating to these years isefioee warranted.

As Ofgem notes, the prescribed statistical testidnvagpower, giving a high
probability of falsely classifying abnormal actiitas normal. This is
compounded by the use of some abnormal data inb&mehmark for
normality. By limiting the test to the three calan years least affected by
abnormal activity, and making an SF adjustmentHerpost-2009-10 years,

we find evidence of abnormality for both licenseagvery year.

Inspecting the pattern of reconciled losses oveeithere is clear evidence
that the change in supplier behaviour led to anargw step in losses, from

2007-08 onwards, which has not been reversed & dat
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63.

e) Lastly, recent evidence from suppliers on the exteihn GVC activity
confirms that it ran at abnormal levels during 2Q@and 2010-11, and
gives us no reason to believe that settlementsvimirahas returned to

normal subsequently.

In light of this compelling evidence, our restatemieas been prepared on the basis that
2009-10 and the subsequent years, for both Noithead Yorkshire, warrant
restatement. Applying the SP/Engage method to reported data, then fully
reconciling the dataset, gives normalised losseshi® purpose of the DPCR4 period
close-out of 766 GWh in Northeast, and 1,153 GWhYorkshire. Applying the
SP/Engage method to our reported data without wation, as required for the
purposes of the 2009-10 annual incentive and gravth, gives normalised losses on

768 GWh in Northeast and 1,203 GWh in Yorkshire.
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