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EXECUMESUMMARY

CEPA has been contracted to review the RIIO framewanki network O2 Y LI YA S& Q
performanceduring the RIIEL price controlsA Y 2 NRSNJ {2 thinirgamMive h F3SY
approach to RIIQ. Ofgem is developing its approach am$sons from RIKD, including
suggestionghat network companies have been earningjustified high returns, as well as

broader changes to the energy sector that are challenging previous regulatory axioms.

Customers (and other stakeholders) reasonabtpect that network companies would only
earn additional returns if they deliver exceptionagrformance.Evidence to date suggests
that RIIG1 has sucoeded at incentivising network companies teetter deliver outputs for
customers.Our analysis shows thaigh returns arein part, a result ofnetwork companies
improving their efficiency and their performance against output targets. Those are positives
that reflectthe waysin whichthe RIIOframeworkis working effectively

The RIIGL price controls wee, however,the first applicationof the RIIO framework. Given
the breadth and complexity of the framework, it is perhaps not surprising that there will be
room to improve how the framework is implemented in future price controls by learning from
RIIG1. We identified issues around the way the Rilprice controls were implemented, and
the risk-reward balance of those price controls, that have aitsade materialcontributions

to the level ofaddedreturnsfor network companies

Ofgem wouldheed to addresthese issues future price controlgo provide customers with
confidence thatthe chargesthey pay for network services reflects efficient costSowe
framed our recommendations in terms of:

1 changes in the application of the RIIO framework for Rti@nd

f OKFy3aSa G2 GKS wLLh FNIYSg2N] AGaStF GKIFQ
impactsif applied in RIIE2.

A/ 9t NB®BASY 2F ySGg2N] O2YLI YIASEAQ LISNF2NXYIyO
Limitations of the analysis

Our assessment has been conducted on the bafsthe available evidence to datefour
years of data for RIKD1 and GD1, and two for RIED1.Given the limited number of years
available to inform our assessmentthe views presentedin this report represent a
provisionalview of the successes and flares of RIIO1 price controls

LG Aa Ifaz2 AYLRZNIIFIYyG G2 y20S GKFG LINANOS 02y
3 YSés a2 GKS AYLIOG 2F GKS wLLh FNFXYSE2N] ¢
price controls. For example, if Rll@shresulted in larger efficiency savings, some of the

benefit will feed through to lower charges for consumers in RlI®ut a further benefit to

lAaasSaairy3a ySihie2N] 02 YLANS AGSSyD Kdxy AND| AGR23 (G2 Y2Ld S/NU SiaAQy SNB f +
the scope of this review. Likewise, considerations of the cost of capital and financeability are also out of scope.



consumers would be when Ofgem uses those revealed costs to set lower allowances in RIIO
2. We expect both Ofgm and the network companies to be in a better position to apply the
principles of the RIIO framework in future price controls.

In conducting our review, we have relied primarily on data collected by Ofgem from the
network companies. We also surveyed the network companies for examples of how they
responded to the introduction of the RIIO framewoEPA has not independently vegti

the data provided by Ofgenmor the statements made by the network companies.

The sources of added returrduring RIIG1

InSection2wed dzY Y NA &S 2dzNJ [ 4aSaayvySyid 2F ySiéez2N)] Oz
1 and the reasons for the observed levelseturns. The majority ohetwork companies are

forecast to underspend their totex allowances for RUOrhese underspends do not appear

to have come at the expense of delivering the required outpasmetwork companies have

generally improved their péormance against output targetsThis points to improved

efficiency on the part of the network companiddut we have also identified the following

issues that suggest the framework can be impraved

Application of the principles and objectives of the RIlftamework: The RIIO framework is
ambitious and broad, creating execution risk for Ofgem. The framework was intended to be
G K ALK S NS R ©icf executedcorrectly the consequences for network companies
and/or customers would be more significant. Wesmdified the following implementation
issues that resulted in added returns for network compameRI1OL:

1 Allowances for example for nonloadrelated capex forNational Grid Electricity
TransmissiofiNGET)were not adequately linked to outputs. The conditions under which
Ofgem might claw back any related underspend were not well defined.

T c2tt2eAy3a GKS 1 SIfGK | yR {gasHiStibationonetBotksizii A &S Q
(GDN3more discretiononthe#y YIF Ay a NBLI I OSYSyd LINPINI YY
allowances were based on the previous, more expensive, approach. Ofgem might not
have been able to credibly set different allowances at the time, but it also did not build in
mechanisms that would allow to revisit allowances in light of new information during
RIIGGD1 Additionally, GDNs may have been doubtewarded asctivities funded under
repex may have led to improved performance against the shrinkage and environmental
emissions incentives.

1 In RIOED1, the interruptions incentive schen(dS)was based on outdated data
However, we note thah ¥ 3 Sdéds@dn wasiltimately upheld by the Competition and
Markets Authority (CMA)As a result, a number dflectricity distribution network
companies DNO9 were outperforming their targets from the start of the new price
control period, resulting in returns that are not proportionate to the performance
improvement.



Risk allocation:The RIIEL price controls exposeetwork companies to some risks that are
likely to be outside their control. So far in RllQhese risks have turned out favourable to
network companies, resulting in added returns that are not due to improved performance.
For example:

1 We estimate that during the first four years of RT@and GDJ real price effectsRPEp
have resulted in additionakturns of regulatory equity (RoR&)80 basispoints for NGET,
40 basispoints forNational Grid Gas Transmissiof@GJ and 70basispoints for GDNs.

1 GDNs have been rewarded through tmational transmission systemxé capacity

AYOSYGA@S LI NLfe o0SOlFdzasS 31a @2fdzySa KI @S

1 The fasttrack settlements for the Scottighansmission operatorsiO3 included baseline
allowances fotransmissionprojects that dependedn new generation coming online.
Delays or cancellation of the generation projects resulted in underspand additional
returns for the TOs.

Skew of expectedreturns: Ex antemechanisms apply a powerful incentive on network
companies to become more effent and deliver service improvemestbut they carry an
inherent risk of Ofgem setting the wrong allowances and/or tardéis example, because
the information available at the time turns out subsequently to have bemworrect) In
practice, the upsidgotential for network companies is likely to exceed the downside risk
because the companies have an information advantage over Qfgéss means that the
intended highrisk/high-reward framework might not be realistically achievable. However,
Ofgem did notinclude a mechanism in RHIOto protect customers against thesidualrisk

of network companiesarningaddedreturnsthat are not due to performance improvements

Review of other key elements of the RIli@amework

In addition to the above analysis of returns during RlJQve have also assessed the key
elements of the RIIO framework am@dw effective they have been at having their intended
impacts.We highlight the following observations:

f  Sakeholder engagement, Our assessment is that K éhhaftted engagemeft Y 2 RS f

RIIG1 has been a positive step. There is evidence that network companies are learning by

doing stakeholder engagement in both developing the RED1 business plans and on an
ongoing basis has beamwtably more effective than in RHOL and GD1. So Ofgem could
reasonably expect significant improvements from all network companies IR2RI1O

1 Proportionate assessment of business plans and fhst-track incentive ¢ We estimate
that the fasttrack incenive is likely to have resulted in a net benéfitcustomers in RIIO
ED1 We were not able to establish whether the fasack incentive (and the decision to
fast-track the Scottish TOs) resulted in a net benefit to customers inRll&hd GDXOur
analyss suggests that the fagrack incentive is more likely to result in net benefits to
customers irsectors where there igreater comparability betweenetwork companies

Ay



asit is more likely to incentivisthe companies to compete against each othere fast
tracked

1 The information quality incentive IQI) and totex incentive rate¢ Ofgem nade two
changes in how the 1QI was applied in Rllthat have had theffect ofstrengthening the
incentive Under the new application of the IQInetwork companies retain
outperformance for the life of the assge.g. 45 years)compared to the previous
approach in which outperformance was retained for five ye@hss effectively results in
an added returnf a network compa@ (a@st of capitais lowerthan theallowedrate of
return (andvice versa Additionally, the totex incentive rate is\ow calculated on a post

tax basisothat, for the same incentiverate/ SG 62 NJ] O2Y LI yASaQ NBIdzN

wider variations as a result of under oversperds.

i Longerprice controk ¢ At the time of this report we only have maximum of fouyears
of information (for transmission and gas distributiooh how network companies have
responded to the move to eightear price controls at RHD. We havereceivedsome
anecdotal evidence from network companies how they responded to the longer price
control periodsput it is too early to make a definitive assessment of the costs and benefits
of longer price controls.

Tothe extent that network companies have been able to achieve greater efficiencies as a
result of the move tdongerprice control periods, customers would benefit from higher
reductions in network costs through thetex incentive rate Additionally,Ofgemwould

be able to useany suchower revealed costs when settiradlowances fothe next price

O2y iNRfad LYy GKAA gFe&x LINAROS O2yiNRt NBOAS

the gains from longer control periods playing out over more than justdight years of
the current periodsHowever, he longer a price control period, the greater theope that
actual outcomes would diverge frometworkO2 YLJ YA S&4 YR h¥3ISYQa

B. / 9t re€bénmendations forRIIG2
Implementingthe RIIO framework bettein RIIG2

In S=ction 3 we set out recommendations forditer application of the RIIO framework and
its underlying principlesvhichcango some way towardaddres#ng thefirst two sources of
added returns discusseabove To a degree His isto help Ofgemconsiderthe resources and
processesequiredto implementthe RIIO framework.

Our review identified the following elements of the RIIO framework as ones that Ofgem
should prioritise implementing better for RHD

i Stakeholder engagementc¢ In order to make more effective use ofénhanced
engagemen®Qfgem should specify the areas of the price control where stakeholders are
best placed to shape the settlemerand the forms of engagement that would be most



effective. More can also be done to definkw & Ww322RQ t221a fA1S
price control reviews.

1 Output incentives¢ In orderto addressissues such as demonstrated thye IS Ofgem

T2

aK2dzf R NBGASg (GKS 2dzildzi AyOSyiA@S Gl NBS

performancein RIIG1 and consider the latest data when settifigture targets Some
outputs better lend themselves to relative, rather than absolute, targets. For others,
Ofgem ould considersetting localised targetsf there is a material differencenilocal
Odza ( 2 Yefehlices. LINJ

1 Relationship between output targets and totex allowancesin orderto ensure that
incentive targetsare set such that network companies are not rewarded for performance

AYLINR@SYSyida GKIFG I NB doublagrdawardingy &f¢eR shodNE dz3 K

conducta sensecheckof totex allowances against output targefhis is on top of general
requirements for Ofgem to develop a clear understanding of what network companies
would be expected to deliver with their totex allowances, and engutirat allowances
reflect efficient costs This would also help mitigate against situations suchaabeen
20aSNIUSR ¢ A-loddrelatBdcapa y 2y

1 Dealing with uncertain investmeng, In order to address issues suchnath the electricity
¢ h & Q-refatd tapexOfgem can allocata larger share of uncertain casiowances to
the cost uncertaintymechanismge.g. revenue driversjather than including them in
baseline allowances. Another way of addresscwst uncertainty is through more
competitionfor the market (e.g. @mpetitively Appointed TransmissiorOwners), which
places the onus on biddersather than on Ofgentp estimate the efficient costs of new
investment We note that such uncertainty mechanisms placeaalditionalresourcing
burden onOfgem, network companies and stakeholders.

f Longtermviewoncostgb S 62 NJ 02 Y LI y Aaaniber ofdidercaitkoll A S &
LISNA2RasX FYyR (KA&A aK2dZ R 0S NBFTf{SOGSR Ay
particularly pertinent issue for repex in RIGD2: Ofgem should consider using a
workload profile for RIIE@D2 that accounts for the assumed, rathbam actual repex
profile for RIIGGD1. This would protect customers from cases where GDNs sadriti
lower-cost work in RIS D1 and left the higherost work for RIIEED2.

Amending the frameworkior RIIG2 to achieve a lowetarget risk/ reward balance

The RIIO framework was intended to be higbwered. It is rooted in the belief that the best
longterm outcome for customers would be to create incentives for shareholders to apply
LINSdadz2NE 2y ySig2N] O2YLI yASaQ YIyk@RySyi
performance. Our analysis shows that, to an extent, RIKas been successful at driving such
behaviour But we also foundhat some risks were not efficiently allocated in RU@nd that

the overall risk profile is likely to have been lower thvaould justify the available returns.

Qx



Moreover, we do not think that the truly highisk/high-reward profile envisaged for RIIO can

be realistically achieved under the current framework. This is because the complexity of the
framework, coupled with informtion asymmetry between Ofgem and the network
companies, naturally leads Ofgem to act with caution in setting its price control allowances
and targetg(for example the safety risk of underinvestmeim the network is likely to be of
greater concern thamhe cost to consumers af 3 2L0f R {invastehén). This naturally de

risks the price control for network companijesr in other words, creates the potential for
high returns to be made

We draw an important distinction between risilsiring each price cotmol period and risks
ahead of the control period (i.e. at the price control review stage). This distinction is
particularly important when considering the impact of the length of price control periods on
risk. Longer price controls would increase certasis during the period, but reduce others
through less frequent price control reviews. For most options assessed, our analysis focuses
on risk allocation during the price control period. When discussing options for the length of
the control period we alseover risks ahead of the price control period.

We note that regulatory risk, which is brought about by price control reviews and any other
NBIdzZ F G2NE AYOISNBSYyGA2yas A& YAOGAIFGSR o6& h
consultation)andi G { SK2f RSNARAQ oAt AGe GMAFLIWISIEE hFIS

Based on our analysis cbmmercial risks that network companies may face under RIIO price
controls we recommend that Ofgenargetsa lower riskrewardbalance in future RIIO price
controls? In Section 4 we set outand evaluatesome of the options that Ofgem mapnsider
usingto change the risk profile of RIIO price contr@\& present options for achieving a lower
targetrisk-reward balance by changirne following elements:

proportionate assessment arttie fast-tracking incentive;

the scope of outpus andhowto encouragewvhole-of-system thinking;
totex allowances and thimformation quality incentivelQ));

dealing with uncertaintyparticularly with regard to RPEs;

the length of the price control periodand

= =/ =2 =4 =4 =

options forprotecting customers against unjustifiedturnsby network companies

We look ata range of options, includirekante mechanisms that would achieve a risk/reward
balance that is more aligned to the actuakriprofile of RIIEL price controls, an@éx post
mechanisms. The latter would result in a lower risk/return profile more akin to rate of return
regulation in the US.

2n a separate report published alongside this one, CEPA has advised Ofgem the IRIVO framework may
address certain financial risks in future price controls.



We note that some of the riskthat would be affected by the options we discusay be
diversifiable, while others are more likely to be systematic (in practice aigkrarely one or
the other, but rather have diversifiable and nafiversifiable elements to them). As suthe
impact of any changes in risk allocation will need to be camnsitticarefullyand take account
of the combined effect of any changes

Whicheveroptions Ofgem decides to adopt for RHD it is essential thatOfgem modes$
YySUUg2N] O2YLI YyASAQ 0SKI @A 2 dzNJor dng RrigdNTonirédd S LINE |
Individual poliees/mechanisms that may be watfitentioned and appropriate on their own

could have a combined effect that results in perverse incentwgch Ofgem should seek to

identify and mitigate against as early as possible in the price control proeassof his

exercise, particularly as regards risk mitigation, should involve Ofgem challenging its own
assumption; for instance, tasking either an internal or external team to see how any proposals

might be exploited by network companies in order to identify putal weaknesses. Whilst

not being foolproof, this would help identify risks and ways of mitigating them.
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1. INTRODUCTION

Economic regulation of energy networks was introduced in Great Britain (GB) in 80s 19
following the privatisationof British GasTheregulatory framework initially simpladjusted
allowed revenues by thRetail Prices Inddess a higHevel efficiency savings estimateP

X), andwas focusedn lowering the cost of energy network services. Over time the regulatory
framework has takemn additional aims, and new mechanisms were introduced in order to
address perceivedssueswith the previous frameworkfor example,incentives related to
service quality were introducetb balance themperative under RPX controls for network
companiedo minimisecost at the expense of longéerm service quality

Ofgem reviewed the regulatory framewoirkits RPIX@20 RevieWwThe resulting Revenue =
Incentives + Innovation + Outputs (RIIO) framework was introduced in 2010. RIIO established
a conceptal framework to regulation that could be applied consistently across the four
energy network sectors that Ofgem regulates (electricity distribution, electricity transmission,
gas distribution and gas transmissioayer time But it was also recognised thdhe
frameworkmay need to beeviewedin light of lessons from previous price contratsd from

other sectorsand to respond to changes in government paficy

The RIIO frameworkvolved fromh F 3SYQa | LILINR I OK  {(@articulMBx 2 NJ  LJIN.
DPCR5c F2NJ SEIF YLX S (GKS dzaS 2F (20l tnetwdrk LISY RA
O 2 Y LJ guip@s? But it also introduced some new ideamost notably a move to longer

price control periods (eight yearatherthanT A @S0 | yR (G KS 2 Llishpacy
O2yUNRE SIENIe AT Al &adzo-¥ NG O STReyREM GBIy also 6
3 @S aill {SK2fRSNA | Y2NB LINBYAYSYyd NBfS
influencing or challenging F3SYQa FAYlFf LINROS O2y{iNRf RS

2 |
dza Ay
Ay
OA &
Ofgem applied the RIIO framework for the first time to gas distribution (R&II), and to

electricity and gas transmission (RIT®) from E April 2013. It then applied the framework

to electricity distribution (RIIEED1) from 1 April 2015° Since the RD framework was
introduced, a number of other regulators in thinited KingdomK) and internationally have
adoptedsome of theRIIO concepts.

3{ SS h T3SYQemgRPH@2N BeSidv

4 Ofgem, Handbook for implementing the RIIO model, 4 October 2010.

Sh20S GKFIG Ay GKA& NBLERNI ¢S dzaS GKS GSNY wLbdedS O2y (N
NE@SydzSa FyR 2dzildzi dGFNBSGad 2SS dzaS GKS GSN)¥ WLINRKROS
allowances and targets apply (eight years in R)O

SWeNBFSNJ) G2 GKS FTANRG aSi 2F-m@WLh LINAOS O2yiNRfa O2ff ¢
"h ¥ ¢ (i Qpricewontwohreview(PR14) used 2 1 SEX G KS LR GSYyGAl f beh@&dpled?2 YLI YA
SIFNI& O6WSYyKFIYyOSR aitlGddzaQ Ay h¥glGdQa GSN¥YAy2f2380 vy
OW2dzi 02YSaQ Ay mSeegdiviaiQetting SrNaycbni@st f@ A0 @inal methodology and
SELSOGLIdGAZ2Yya FT2N) O2YLI yASaQ o6dzaAySaa LXIyazr WdzZ & Hnwmo
The Office for Rail and Rod®RR)s proposing to require Network Rail to engage more extensively with
stakeholders as part of the 2018 periodic reviedee:ORR, Overall framework for requlating Network Rail, A

PR18 consultation, July 2017
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https://www.ofgem.gov.uk/network-regulation-riio-model/background-rpi-x20-review
https://www.ofgem.gov.uk/ofgem-publications/51871/riiohandbookpdf
https://064f1d25f5a6fb0868ac-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2015/12/pap_pos201307finalapproach.pdf
https://064f1d25f5a6fb0868ac-0df48efcb31bcf2ed0366d316cab9ab8.ssl.cf3.rackcdn.com/wp-content/uploads/2015/12/pap_pos201307finalapproach.pdf
http://orr.gov.uk/__data/assets/pdf_file/0007/25279/overall-framework-for-regulating-network-rail.pdf
http://orr.gov.uk/__data/assets/pdf_file/0007/25279/overall-framework-for-regulating-network-rail.pdf

In July 2017 Ofgem published an open letter detailing its ambitions for the next set of RIIO
price controlsrey Sga 0 02t tHBOPRIGSfrice cowtrels drencurrently scheduled
to commence on 2 April 2021 (RIIED2 and T2) andApril 2023 (RIIED?2).

As part of developing its approach to REQOfgem is reviewing the RIIO framework itself and

isalsof 221 Ay3 (G2 dzy RSNEOGFYR 6KIFIG A& O0SKAYR (K¢
performance so farFor example Ofgem is keen to understand why network companies

across the boardre earning returns that are materially above the baseline set at-R]Mith

some earning higher returnsthan¥ 3SYQa SadA Yl 4§ SR dzLJLISIWhad 2 dzy R
Decisiony¢ seeFigurel.l.

Persistent high returns across all energy network companies threaten the credibility of the
regulatory framework. In order to ensure that the regulatory framework continues to work in
Odza G 2 Y St dteresss yOfgem needs respond to the lessons from RHDIt needs

to set a frameworkhat provides customers with confidence that thetwork chargeshey

pay reflect efficient costsand thatreturns are justified and legitimaté&his is also in network
companies andtheik Yy 3SaG2NEQ Ay GSNBado

Figurel.1: Estimated returns and estimated upside for RI@ightyear average)
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Cost of Equity ™ 1QI Additional Income = Performance against baseline— RIIO-1 FP estimated upside
Source: CEPA analysis of Ofgem data

Note: Performance against baselirepresentsactualoutperformance (or underperformance) to date
and forecasts for the remaining years of R11O

LarfteQa wS3dz F §2NE ! dziK2NRGE F2NJ 9t SOGNAROAGE DIFa FyR
the 5" electricity transmission andistribution networks price control, which covers 262623, although the

details of implementation have yet to be finalis&ke:A. Oylietti and M. Delpero, Electricity network reqgulation

in Italy moves towards a new paradigm, Oxera, Agenda, February 2016

8 Ofgem, Open letter on the RHOFramework, 12 July 2017

9 Returns are measured in terms of return on regulatory equity (RoRE).
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https://www.ofgem.gov.uk/system/files/docs/2017/07/open_letter_on_the_riio2_framework_12_july_final_version.pdf

1.1, h¥3ISYQa NBI|jdANBYSyGa

Ofgem commissionednalysis fromCanbridge Economic Policy Associat€EPAto inform

its thinking on any potential changéisat may be requed for RIIG2. The projectonsists of

two relatedworkstreamsy(1)areview of the RIIO framewolbuilding blocksndlessons from

its application forR1IQ1, and(2) areview ofnetworkO2 Y LI YA Sa Q sduidnyBHI@ N I y OS
1. We have also drawn on lesseand best practice fromegulation inother sectorsn the UK

and internationally The terms ofreferencefor this projectare included iPAnnex A

1.2.  Summary of our approach

We undertook astructured and thoroughapproach to assessing tiellO frameworkOur
starting point was to map each Rilprice control againsin Inputsg Outputs¢ Outcomes
¢ Impacts evaluation frameworklhe evaluation framework tescribed in AnneB. Figure
1.2 illustrates theultimate impacts(essentially the objectiveshat RIICsought to achieve.

Figurel.2: lllustration2 ¥ G KS wLLh FNIYSE2N] Qa AYGISYRSR AYLI Of
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generation)
Networks
meet social
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Source: CEPA

Once mappedwe reviewed information from Ofgem and the network companies to
understand the extent to which the intended impacts had been achi@reate expected to

be achievedn RIIG1® ! & LI NI 2F (GKA&a 6S NBOASGHGSR ySig2
their outputtargets and their actual and forecast expenditure against allowed tdféx then

analysed in detail the elements of each price contublere there had been the greatest
BFNAFGA2Y 06S0G6SSYy ySGue2N] O2YLI yASaQ LISNF2N
Ofgem.
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b2GS GKIFG daaSaaiay3d ySGg2N] O2YLI yASaQ dzyAld
relative efficiency is outside the scope of this review. Likevasesiderations of the cost of
capital and financeabilitgre alsoout of scope.

In light of our analysis we framed our recommendationgerms of:

1 changes in the application of the RIIO framework for Ril@nd

f OKlFIy3dSa (2 GKS wLLh FNIYS62N)] Adldanedddd GKI G
impactsif applied in RII€2.

1.3. Structure of the report

The rest of this report is structured as follows:

1 Section2 reviews whether the RIIO framewohas delivered its intended impacts. It
analyses the performance abmpanies duringrllG1 and the reasons for any significant
outperformance.

i1 Section3 identifies the existing elements of the RIIO framework that, ifythesreto be
applied better in RII€, would materially mitigate the risk of unintended outcomes

i Sectiond discusses different options fdetter aligning the risks and rewardshierent in
RIIO price controls

Additional detail is provided in annexes to the report
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2. How sucCesSFUL HAYIIOBEEN AT MEETINTS STATED GOALS

Thissectionsummarises ouassessment ofietworkO2 YL YA SEAQ LISNF2NX I yOS
the RIIG1 price controlsand the extent to which observed outcomes are in line withRi€

framework® aims In particular, weprovide a detailed assessment of the key elements of

RIIO1 that have resulted in added returnfor the network companies.

2.1. Our key findings

Customers (and other stakeholders) reasonably expect that network companies would only
earn additional returns if they deliver exceptionarformance.Evidence to date suggests
that RIIG1 hassucceededat incentivising network companies to deliver better outputs for
customers'® However there is a question of whethehe costs being borne by customdos

the delivery of these outputs are too high

Our analysis shows that the levelreturnsearned by network companies so far in RIS,

in part, a result ofnetwork companies improving their efficiency and their performance
against output targets. Those are positives treftect the waysin whichthe RIIOframework
isworking effectively. Bt we also identified threether sources of added returns for network
companies, whiclofgem would need to address in future price controls to provide customers
with confidence that the charges they pay for network services reflects efficient.costs

Applying the principlesand objectives of the RIIO frameworkThe RIIO framework is
ambitious and broad, creating execution risk Ofgem The framework was intended to be
G K ALIKs S NIB®&RiE nbt executedcorrectly the consequences for network companies
andor customers would be more significarithe way in whictOfgem implemergd the
framework in RIIEL has resulted in some of the added returns observed in-RIKD far,
without a corresponding benefit to customers

We identified the followingmplementaton issues that resulted in added returns for network
companies:

i1 Allowances for noroadrelated (NLR)capex forNational Grid Electricity Transmission
(NGETwere not adequately linked to outputs. The conditions under which Ofgem might
claw back any related underspend were not well defined.

1 Following the Ildalth and Safety ExecutiveQ 8HSE)decisionto grant gas distribution
networks GDN$ more discretionon the iron mains replacement programmgepex)

WLy GKA& NBLR2NI ¢S dzaS WOdzali2YSNEQ +Fa F 3ISYSNIf GSNY
service from anetwork company. This includes enders (domestic, commercial and industrial consumers),
generators, retailers and, potentially, other network companies.

LC2NJ SEFYLX SY K248 O02YLI yASa GKIFIG RSt AGHMetHa2 NI O2y &
demonstrably do not deliver, will earn low returns. Very poor performers could see rates of return on regulated

SljdzA e 06St2¢ DKS, FD2ARwW 2aF to REGIH énerdy networkéinal decision, October

201G p. 40).
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https://www.ofgem.gov.uk/sites/default/files/docs/2010/10/decision-doc_0.pdf
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h ¥ 3S Y (uilowdh@es wiere based on the previous, more expensive, approach. Ofgem
might not have been able to credibly set different allowances at the time, but it also did
not draw on the uncertaintynechansmsuse elsewhere in R#Dto enableit to revisit
allowances in light of new information during the price conpetiod.

1 In RIIGEDL], the interruptions incentive scherfi€&S)was based on outdated dafalbeit
h¥3SYQa RSOA&AAZY 4| don anllIMBketR Auiharity (CRAAs/a2 Y LIS G 7
result, a number of electricity distribution network companies DNO3$ were
outperforming their targetdfrom the start ofthe new price controperiod, resulting in
returns that are not proportionate to the performanaaprovement.

Risk allocationNetwork companies are proteetlfrom many of the risks that faceompanies

in competitive industrieg particularlywith regard to the impact of prices and demand on the
revenue earned by the compangut RIIG1 price contraé do expose retwork companies to
some risks that are likely to be outside their control. So far in-RHii@se risks have turned
out favourable to network companies, resulting in added returns that are not due to improved
performance. For example:

1 We estmate that during the first four years of RHl and GD1real price effectsRPEp
have resulted in additional RoORE8&basispoints for NGET, 4Basispoints for National
Grid Gas TransmissioNGGJand 70basispoints for GDNSs.

1 GDNs have been rewarded through thational transmission systenNT$ exit capacity
incentive partly because gas volumes (and exit capacity ptes®) been lower than
h¥3aISyQa F2NBOlado

1 The fasttrack settlements for the Scottighansmission operatorsliO3 included baseline
allowances fotransmissionprojects that depended on new generation coming online.

Delays or cancellation of the generation projects resulted in underspand additional
returns for the TOs.

Skewof expected outcomesEx antemechanisms apply a powerful incentive on network
companies to become more efficient and deliver service improves)dmit they carry an

inherent risk of Ofgem setting the wrong allowances and/or tard&is example, because

the information available at the me turns out subsequently to have been incorrect)

' 38YYSONRO AYF2NNIGAZ2Y YR NARa]l FOSNEAZ2Y 2V
potential for network companiess likely to exceed the downside risk. This means that the
intended highrisk/high-reward framework might not be realistically achievakiowever,

Ofgem did not include a mechanismRIIQ1 to protectcustomersagainst the risk afietwork
companiesarningunjustified high returns.

A key lesson from our review is that an essential part of the price control review process
should be for Ofgemtassessandy 2 RSt y S g2N] O2YLI yASaQ 0SKI €
the price controlpackage This is because individual policies/mechanisms thay be wel

intentioned and appropriate on their own could have a combined effect that results in
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perverse incentives for network companid®art of this exercise, particularly as regarid&
mitigation, should involve Ofgem challengitgiown assumptin; for instance, tasking either

an internal or external team to see how any proposals might be exploited by network
companies in order to identify potential weakness@#ilst not being foejproof, this would

help identify risks and ways of mitigating the

2.2. Limitations of the analysis

Our assessment has been conducted on the basis of the available evidence 1o fdate

years of data for RIKD1 and GD1, and two for RIEID1. This means that we are only able to

present a partial view of the success (ohetwise) of the RIIO framework. Network
O2YLI yASEAQ LISNF2NXIYOS YR GKS STFFSOGAPSySaa
change significantly over the course of the entire price control perod the conclusions of

this report should be consided with the above in mind

LG A& lfaz2z AYLRNIFIYyG (G2 y20S 0GKFG LINROS O2y
I YSés a2 GKS AYLIOG 2F GKS wLLh FNFXYSE2N] ¢
price controls. For example, if RIIO hasutesl in larger efficiency savings, some of the

benefit will feed through to lower chrges for consumers in RHD but a further benefit to

consumers would be when Ofgem uses those revealed costs to set lower allowances in RIIO

2. We expect both Ofgem arlde network companies to be in a better position to apply the
principles of the RIIO framework in future price controls.

We have attempted to identify whether material outperformance in Rll@as been a result
of:

T networkO2 YLI YAS&Q AYLINRPOSR STFAOASyOe
i forecasting errors built into the price contr@nd/or
1 information asymmetry between Ofgem and the network companies.

However, it is difficult to definitelyattribute outperformance to one of the above to the
exclusion of all other reasonSimilarly, tiis difficult to disentangle the impact of policies that
aim to achieve relatedutcomesg for example, both the fastrack incentive andhformation
quality incentive IQl) aim toencourage networlkcompanies to reveal thegfficient costs.

In conductirg our review we have relied primarily on data collected by Ofgem from the
network companies. We also surveyed the network companies for examples of how they
responded to the introduction of the RIIO framewo@EPA has not independently verified

the dataprovided by Ofgem or the statements made by the network companies.

2.3. Haveactualimpactsmet expecttions?

We have drawron Ofgen2a | yy dzZl £ LISNF2NXI yOS NBEGASga G2
evaluation frameworkhat is describedn Annex BWhere additional detail was required, we
AYOGSNNR Il §SR y Si ¢ aagdlator® gepotiihgypacksy RRPH ey asdzent
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each network compang set of question®n how it has responded to the RIIO framework
FYR O2yaARSNBR UK S o asyesdmgnWshaustdBhia injaryiaiich a
to qualitatively assess how successful the Rll@ice controls hee been at meetingheir
desired impacts on customers

We make the followingey2 6 a SN A2y a Fo02dzi ySig2Nthe O2 YLy
intended outcomes andmpactsof RIIGL. Given the limited number of years available to

inform our assessmentthe views presented belowan only be considered to represent a
provisionalview of the successes and failures 81101 price controls

1 All network companieexceptfor three DNOs antlGGTare forecast to underspend their
totex allowances for RIKD. These underspends do not appear to have come at the
expense of deliverintipe required outputs (see below). This pointsrgproved efficieny
on the part of the network companieblote thatai & SaaAy3 ySGg2N] O2 Y LI
overtime2 NJ 0 SYOKYFNJAy3 O2YLIyASaQ NBtlFiIAGS S
review. During the price control periodustomersbenefit fromO2 Y LI Yy A &dings O2 & i
via the totex incentive rateThere is also an enduring benefit to customers as Ofgem
would be able to use revealed information abgGtS G 6 2 NJ| O2 Y Lkeyldwdra Q O2 a
allowances at the next price control review.

i1 Different network companies hawaought to innovateo different degrees so far in RHO
1. We havefound anecdotal evidence of technical, operational andontractual
innovations Some of these havebuilt on preRIIO innovation funding (in the case of
DNOs) so it is possible thaaomeinnovationfunding provided in the first half of RHD
would lead tobusinessasusual improvements in later yeat$

1 Sofarin RIIQ, and based on the latest forecasts for the rest of the period, it appears that
the framework has been successful at drivingproved output delivery for customers
We make the following general observationgh regard to theimpacts that RII€l set
out to achieve:

o Customers customer satisfaction scores have generally been impgandthere is
evidence that network companies across theurfosectors haveimproved their
engagement with stakeholderalbeit certain sectors (e.g. transmission) have lagged
others.

0 Reliability and availabilityg there is evidence of improved performamacross the
sectors®® In electricity distribution DNOs have been reducing the impact of planned
and unplanned interruptions (and have earned additional returnghedlS.

o Safetygall network companies are on track to meet theafety targets or obligations.
In particular,all GDNs are on track to meet or exceed their risk removed targets for
the iron mains replacement programme.

2 vyySE D LINPGARSA Y2NB RSGIFAf 2y 2dz2NJ F ad485aavySyid 2F h¥
B We note that Ofgem is reviewing the reliability targets for GDNSs in lighpdi@nt errors.
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o Environmentalg with the exception oNGGT, network companies have reduced their
business carbon foptint, and reduced emissions and network lossEempanies
have also taken steps to improttiee process and timelinessg connections, including
for low-carbon generation.

o Socialg all but one GDN are on track to meat exceed their fuel poor connections
targets. It is too early to tell whether DNOs are on trdokmeet their social
obligations.No social targets apply in transmission.

Overall, there is evidence that network companies across all four sectors haesn

responding to the intended incentivesf RIIO. This includeadopting more flexible
approaches to their activities and being responsive to new information. However, it is too

early to say definitively whether RHD has improved dngterm value for moneyfor

customers. In partthe longterm outcome for customers would depend on how Ofgem uses

the information and evidenc&rom RIIG1 to inform its future regulatory decisior(& this

aSyasS LINAOS O2yiaNRfta YIe 0S aSSy Fa | aNBLSH

2.4. Contexualising performance

hFasSyQa {(Seé& 7TAgetwgrioda ¥ LI YYSA SiddeN BLadeNos mdilatgfyO S A &
equty RoOREEP LG A& olFaASR 2y h¥3ISYQa | aadzYLliazy 27
financed by debt and equity. RORE is averaged over the course of eacbqpic period in

order to minimise the impact of changes to the timing of expenditure. As such, RORE may not
perfectly match the returns that network companies report in their annual accotfnts.

We use RoRE to compare the performance of different networkpanies, the performance
at different pricecontrols and to compare energy networks to water companigigure2.1
showsRoRHor the RIIQ1 price controls and for the previous control in each sectoPCR5,
TPCR4/R@ndGDPCR1For the RII€ price controls, RdRs estimated on théasisof actual
performance to date (four years in R{IQ and GD1, two years in RED1) and network
company foreasts for the remaining years. CEPA hasused any of its own forecasts in this
analysis.

hGKSN) NBF&a2ya T2NJ RAFTFSNBYOSa 080688y w2w9 FyR NBdz
Ay Of dzZRS RAFFSNBYOSa 0S50G6SSyY NBIdA FG2NE FyR | 002dzyGiAy
YySis2N] O2YISYNSya (SD&EBs G(KS ft268R 024G 2F RSod |
YR h¥3S8yQa GIE Ftt26lyOS FyR (GKS FY2dyd 2F GFE | OGdz



Figure2.1: RoRE performance against the baseline (exclutiadQlreward)¢ RIIO and RPX price
controls
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Source: CEPA analysis of Ofgem daie 2016/17 RIIO annual performance reports and closeout
reports for previous price controls.

Note that the above chart does not control for differences in notional gearing between companies/
price controls, nor for dérent incentive rates on over/undepend.

RoREs presentedn terms of additional returns against the baseline (the allowed return on
equity) in each price control. This allows us to compare performance in different price
controls on a likeor-like basis. We exclude any returns or penalties earned through the 1QI
WFRRAGAZ2Y LT AyO02YSQ dracked Sipmmied) ThiSishecanstie IR
FRRAGAZ2YIFE AyO0O2YS NBFfSOGa GKS STFFAOASyOe
actual performance during the price control period. We note that different price controls have
different levels of notional gearing and different incentive rates for eueder-spend?*®

The one notable outlieon the chartis UK Power Networks (UKRNyhichis forecast to
achieveapproximately double th&koRE outperformanacef the other DNOsn RIIGED1 We
also note that RORE outperformance in RBO1 is estimated to be consistently higher than
in GDPCRL1. Other than those, the general trend appears tonss Expected RORE in R{10
compared to the previous set of RRIprice controls. We discuss the potential r@asfor the
observed level of performance in sectiarb.

We have also sought to understand how returns in the energy sector compare to the water
sector. The energyand water sectors have used similar regulatory approaches albeit with

15 Adjusting for these does not materially change our conclusions.

23



some differercesin implementation There are also important differences in the structure of
the sectors; for example, water companies have been vertically integrated until recently.

Figure 2.2 presents estimated RoRE for water companies over ayeht period. It is

important to note thath T ¢ I 1 Q&4 FA 3dzNBa | NBwehadlsddyeyades f w2 w
for the entire price contrbperiodin energy The former is more volatildueto changes in the
LINEFAEfAYI 2F AygSadySyido LG A& Ffaz2 dzyOf SH N
notional gearing and different incentive rates on ovender-spend.Nevertheless, theange

of median returns reported by Ofwat (roughly between 5% and 11.5%) is consistent with the

range of estimated returns in RHD'®

Figure2.2: Ofwat-estimated RoREom 200102 to 201213
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SourceOfwat, Setting price controls for 2032 ¢ risk and reward quidance, January 2014, Figure 10
CAIdzNB& IINBE o0FaSR 2y getudnSNI O2Y LI yASaAaQ | yydz € RI

2.5.  What has led to the level of outperformance?

As noted in sectio.3, network companies havgenerally reduced their costs compared to
allowances, and improved their performance against the defined outpsiiscentives under
the RIIO frameworkTheséhave resilted in additional returns for the network companies, as
well as benefitting customeryVe investigated further to understand which elements of RIIO
1 had the most material impact on network comparissturns.

Based on the data available at the time ohducting the analysis (four years of actuals for
RIIGT1 and GD1, two years of actuals for FEIQL, forecasts for the remaindef RIIG1) we

16 Note that returnsd 2 NJ LINP FAG &0 NBLERZ2NISR Ay 6FGSN O2YLI yASEAQ | (
estimates for similar reasons to those that apply to energy network companies.
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haveidentified thata few specific elements of the RI@rice controls explain more than half
of the observe@utperformance:

1 RIIGED1¢ on a weighted average basis, DNOs are forecasting toaraund 160 basis
points of additionaRoRE from outperformance on the IIS. This repres&®tsof forecast
RORE outperformance across RHED1. The next highest contrilaut to RoORE
outperformance is totex, where the weighted average returbd6basis pointsHowever,
the totex return masksgreat variability between individual DNQ@sthree DNOs are
FT2NBOFadGAy3d yS3IIGADBS NBOdzNYy & 2 ytingibetive®edk ¥ 6 KA -
290 and 34 basis points of additional return¥hissuggessthat totex outperformanceas
less likely to be a systematic issue.

1 RIOGD1¢ GDNs are forecasting to underspend their totex allowance by aro@i £
billion. Two thirds (nearl14 billion) of this are forecast to be underspend on repéx.
We estimate that this translates to around A®asis points of additionaRoRE on a
weighted average basis across GIQI¥84% of forecast RORE outperformance aciRE®
GD1. GDNs arferecastirg aneight-yearunderspendof 19% onrepex, compared td.2%
forecastunderspendon the rest oftotex.

1 RIIGT1 (electricity)g TOs are forecasting to underspend their totex allowance by around
£1.7 billion, with an estimated£1.1 billion forecast to be underspenddy NGE©n NLR
capex'®We estimate that tistranslatesto around B0 basis points of addition&oRE on
a weighted average basis acrd¥3s ¢ 68% of forecast RORE outperformance across-RIIO
ET1.

1 RIOTL1 (gasy No part of the T@ontrol has resulted in more thas0 basis pointRoRE
outperformance with NGGT forecastirground 70 basis pointSRoRE loss as a result of
totex overspend. fie majority of outperformancdjust over 100 basis points) in the SO.

In transmission and gatistribution a key contributor to additional returns has been lower
RPEs than Ofgem had allowed for in the price controls. RPEs are not estimhsace been
a material source of positive or negative returns in FEIQL so far.

No other element of theRIIG1 price controls has systematically led to more th&nlasis

points additional RORE across a#twork companiesin a sector Figure2.3 illustratesthe

share of RORE that is attributable to different sources of returns in RH@J in the most

recent RRKX price controlsWe note that indexation of the allowed return on deint RIIO1
hasremoveds KI 4 gl & | &a2dz2NOS 27F I NP dzygreviqusipriagel & A & |
controls.

The remainder of thisectiondiscusses the key sources of outperformanceore detail.

7 Figures are in 2016/17 price basis.
B Figures are in 2016/17 price basis.
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Figure2.3: Sources of RORE performance against the baseline (excluding the 1QI rewR#@)and
RP1X price controls
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Source: CEPA analysis of Ofgem deden 2016817 RIIO annual performance reports and closeout
reports for previous price controls.

Note that the above chart does not control for differences in notional gearing between companies/
price controls, nor for different incentive rates on over/ursigend.

2.5.1. Real price effects

Allowed revenues and the Regulated Asset Value (RAV) il RHiGe controls are indexed

to the Retail Prices Index (RPH measure of economwide inflation. However, some of the

costs that network companies face may not move in line with RPI. Toxtieatehat such

O2ail LINBFaadzaNBa NS O2yaARSNBR (2 0SS 2dziaARS
an allowance for forecast cost inflation (above RIatjng the price control period.

Ofgem used a mixture of independent shtetm forecasts and historical averages of
representative indices to set RPEstioe RIIGM LINA OS O2y iNRfad 2SS KI @
methodology with outturn values for the indices used by Ofdéihe results of ouanalysis

are illustrated inFigure2.4.

19\We were unal# to source the latest data for the FOCOS Resource cost ¢nidépastructure, and foiPrice
Adjustment Formulae IndicesPlastic Pipes.
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Source: CEPA analysis of Ofgem decision documents and publicly available indices
Note that for electricity transmission Ofgem did not publish RPE assumptions for tiradketi TOs

It is important to stress that RPEs are a regulatmonstruct. In practice, network companies

may have faced higher or lower input cost pressuhes implied by the index outturn values

The actual cost pressures faced by network companies depenceamh O2 Y LI y & Q&
circumstances, anids approach to contacting for labouy materialsand equipment

The share of RPEs in outperformance is highly dependent on the assumptions made about
RPE levels in the remaining years of the price control periods. Instead of relying on forecast
RPEs for the remaining fourams of RIIEI'1 and GD1, and remaining six years of BIQ,

our assessment only considered the yefarswhich we can estimate outturn RPBased on

the data available at the time of the analysie can say that:

1 RIIGT1 (electricity); RPEs account faround80 basis points of additional RoORE NGET
over the first four years of the price contrpériod.?

1 RIIOT1 (gask RPEs account faround40 basis points of additional RORE for NGGT (TO
only) over the first four years of the price contperiod.

1 RIIOGD1¢ RPEs account faround 70 basis points of additional RORE acrossGIbéNs
(on a weighted average basmjer the first four years of the price contmpériod.

1 RIIOEDI¢ RPEs broadly hadheutralimpact on RoRE over the first two years of phiee
control period.

202010/11 = 10Gor RIIGT1 and GD1; 2013/14 = 100 for REDL.
21 The figure is around 100 basis poiatsoss the Os (on a weighted average basis) assumed that the same

YSGK2R2t 238 gl a dzaSR FT2NJ GKS {O020GAaK ¢haQ wtoa | a&
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We note that the methodology employed by Ofgem to set RPEs irlERIIOvas the same as

for RIIGT1 and GD1.This points to the differenimpact onprice controlsthat started at

different times, rather than necessarilgointing to a - dzf Ay h¥3ISyqQa YS
Neverthelessjt may not be efficient to allocate the risk of RPEs to network compamies. |
section4.5we consider differenapproaches to RPESs, including indexation.

We also note that the variandeetween forecast and outturlRPEs occurred during tHiest
four years of RII@1and GD1(andthe first two years of RIIKED1). As sugclihe difference
between forecastand outturn APEsobservedso faris consequentlynot a function ofthe
greater forecasting risk inherent imoving toeight-year price controlg?

Lastly, when considering RPEs it is important to look at the ongoing efficieQces
corresponding adjustment to allowansethat Ofgem makes. AnneX.1 summarises our
analysis of ongoing efficiencies.

2.5.2. Interruptions incentive scheme in RIKGD 3

The l1Svas introduced in 20002 andisdesigned to encourage DNOs to manage the number
and duration of supply interruptions. The number and duration of supply interruptions are
the primary outputs for network reliabilitin RIIGED1

The interruption incentive scheme has symmetric anmealards and penalties depending
2y SIFOK 5bhQa lyydzf LI SNF2NXIFYyOS F3lFAyald GKS

i1 the number of customers interrupte(Cl)per 100 customes; and
1 the number of customer minutes lost (CML).

The DNGspecific targets are based on a combinationfof@ 5b h Qa 24y KA &0 2 NRC
and benchmarked frontier performanc8eparate targets are set for planned and unplanned
customer interruptions and minutes lost.

The DNOs can make coéf exceptional event claims to adjust their performance in relation

to supply interruptionsLarge interruptions (to qualify interruptions must be above certain
thresholds) due to exceptional evengse.g. severe weatherroone-off events outside the

control of a DNQ, are excluded from annual performance figures. Thesmeptional event

Of FAYa I NB NBGASHESR 6@ h¥aSyQa |LIWRAYGISR SEI

RIIGED1 approach

Forunplanned interruptionsOfgem decided to apply targets set upfront using the established
benchmarking procedsom previous price controlgnd usingimprovement factorQ Ofgem
used data up to 20¥243 to set targetsor unplanned interruptions

22 Assuming that Ofgem would have applied the same methodology if it was setting RPEs for a shorter period.
23 Annex C.3 offers similar assessments of the NTS exit capacity, shrinkage and environmental emissions
incentives in RIIEGD1.
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The process for setting the targetss slightly modified compared to DPCRberetargets

for unplanned interruptiod ¢ SNX o6 AaSR 2y SIFOK 5bhQ& 5t/ wn
at DPCR5 were largely flat over the price contwdlich allowedDNGs to earn additional

returns as their reliability improved gradually over the price control.

For RIIGED1, Ofgem made thidedsion toapplyimprovement factorgo both unplanned Ci

and CML targetdf companies are performingbove (i.e. worse tharthe benchmark, their
Cltargetwould decrease by 1.5% each year, until their performance matches the benchmark.
TheCltarget then decreases by 0.5% per year. If companies are perfotmeiow (i.e. better
than) the benchmark, their targetvould decreaséoy 0.5% each yeaf.

Ofgem argued that its benchmarking approach capduienprovements in historical
performance while the improvements factors mean thaetwork companies face gradually
more challenging targets in RIED1. Ofgem also considered that this approach reduced the
risk of performance improvements realised late in DPCR5 naotgeflectedin the targets

for RID-ED1.

Forplanned interruptionsannual targets are set on a rolling basis at the annual average level
of planned interruptions and minutes lost over the previdheee-year period (applied with

a two-year lag). For example, the starting 2016 targetwas set using the average annual
performance over 201112 to 201314.

As wistomers are less inconvenienced by planned outages with sufficient ndtiese are
weighted at 50% relative to unplanned outages. The incentive rate used is also half that of
unplanned outages

Apart from the introduction of improvement factorsyb other notable changes were made
to the IS at RIKED1:

i1 change in incentive payment rates; and
i introduction of an incentive revenue cap.

As part of theRIIGED1 determinationOfgem decided that the IIS incentive rates should be
aligned with thevalueof lost loadusedto setthe energynot supplied incentivén RIIGT12°
However,this changeseems to have resultesh significantly higher incentive papents in
RIIGED1 thann DPCRS5, which means companies dagher returnsfor the same level of
outperformance.This is shown ifrigure2.5, which compares incentive ratefor customer
interruptions in RIIGED1 with those in DPCR&nd in Figure 2.6, which compaes the
incentive rates for customer minutes lost.

24 Ofgem, Strategy decision for the RED1 electricity distribution price controReliability and safety, 4 March
2013.

25 Ofgem, Strategy decision for the RED1 electricity distribution price contrelOutputs, incentives and
innovation, 4 March 2013.
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Figure2.5: Customer interruptions incentive rates REDland DPCR5
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Figure2.6: Customer minutes lost incentive rates FEland DPCR5
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For RIIGED1 Ofgenseta cap on the amountachDNO can earn frorthe IISin millions of
pounds, based o250 basis points oRORE per yeat® The cap on upside performance was
seen as a measure to protect consumers fraigher than expected returns.

RIIGEDL1 performance

All DNOs have outperformed their targetstime first two years ofRIIGED] with the IIS
accounting for the majority of RORE outperformance in electricity distributtustomers
have benefited fronfewer and shorter interruptionas a result of the incentivéut the large
and systematic levels atturns from the IISan be partly explained by the fact thdiet
targets for RIIGED1were set using data up to 20123.

5SaLIAGS hF¥3aSyYQa AyidSyidAz2y dhatahe [ISrtargethave dok y 3 (1 K
sufficiently accounted for thenprovements irb b h germance that occurred ithe last

%|n RIIGT1 and GD1, Ofgem set caps and/or collars for several incentives (for example in customer satisfaction)
in terms of a percentage of allowed revenues.
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two years oDPCRS5. By the start of REED1several DN®were alreadyeatingtheir targets.
Figure2.7 shows targets and performance for customer interruptions BlMOsas a whole
since the start of DPCR#shows how the industry has consistently improved its performance
over the last decadéut alsothat targets set for the different price controls have not kept up
with the improved performance

Figure2.7: Customer interruptionsargets and performangendustryaverage
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In the secondyear of RIIGED1, all DNOs beat their targets fhe number and duration of

customer interruptions exceptScottish Power ManwelSEMW which narrowly missed its
target for the number of Clgis shown irFigure2.8 and Figure2.9 (lower score means better
performance)ln 201316, all DNOs outperfored their targets for both number and duration
of interruptions.

Figure2.8: Number of Customer Interruptions (&xding exceptional events), 201
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Figure2.9: Duration of Customer Interruptions (excluding exceptional eventsf/ 201
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Figure2.10 compares the reward earned by DNOs from the IIS during the first two years of
RIIGED1 with the maximum reward availakfiee. the level of the cap. Two DNOs have
earned the maximum additional reven@rm the schemeOveralDNOs havearned around
77%o0f the additional revenue available under the IIS in the first two years ofEHDIO

Figure2.10: Maximum rewardavailableand reward earned during firéwvo years of RIIEDE’
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The design of the IIS was one of ti@undsfor appeal wherBritish Gageferredthe RIIG
ED1decsionto the CMA. Bitish Gasargued that the design of the incentive scheme was
flawed in a way that was likely to lead to significant rewards for DNOs without any substantive
improvements in performancet argued for usin@013 14 datarather than 201213 data to
setthe incentivetargets.The CMAuled thatthe decision was not wrong given the grounds
allowed for upholding an appe#.

2T The reward figures shown are calculated based on-RD® incentive payments rates and company
performance against targets. The numbersarepre E | y R Ay Of dzZRS OSNI I Ay 6&YIff O
annual iteration process.

B¢KS /a! O2yOfdzRSR GKFdGY ahdzNJ I aaSaayYSyd R2Sa y2a adz
systematically reward slowrack DNOs for maintaining current levels of performance. (§8éA, British Gas

Trading Limited v The Gas and Electricity Markets Authority, Final determination, 29 Septembepa&®@15

5.58).
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Conclusions

For RIIE2, Ofgemshould investigateoptionsfor ensuiing that targets capture the most up
to-date information. A solution might be todapt a rolling mechanism for setting targets
similar to that used to set planned interruptions targetsrothe shrinkageand environmental
emissions incentives in RHGD1.

Another issue is the extent to which baseline expenditure set at the price control review
shouldcontribute to improved reliability performanceln areas such as the IIS, there is the
possibilitythat, if DNGs are funded through their totex allowance toplement programmes

or replace assets that are expected to result in better reliabétyd thus less interruptions)

DNOs will also earn additional revenue in the form of incentive payments for the improved

IIS performance. In this case consumers coultefigpaying twicefor the same outputonce

through the baseline expenditure and once through incentive mechanism payments. In
future, improved reliability expected as a result of tHeNGA Q LINRP L2 ASR Ay @€
programme should be captured in the 1S tatge with rewards only payable for
improvementsabove and beyond that

Estimated mpact on customers

DNOshave earned around £185 million in additional revenue through the IIS for each year of
RIIGED1 so faf? This isaround 3.5% ofnnualallowedrevenues for RIKED1. We estimate

that this is equivalent to a little more than a £3 increase in electricity distribution charges on
average across DNGkThe extent to which this increase in charges affects electricity
consumers would depend on suppli@s LINA O A §/ GiverkiBaOthed|$ rgets become
increasingly more challenging during the course of fEIDQ through the application of
improvement factors, consumexsill continue to pay the same amount going forward only if
DNOscontinue to improveheir reliability performance.

2.5.3. Repex in RIIEGED1

Before the start of RIKGD1, the HSE announcatgnificant changes to the iron mains
replacement programméL a wt 0 X ( K S ref@bpoogranme Tha HSE deded to
move away from a prescriptive approattiat required GDNs to remove a set length of iron
mains Instead,GDNswere givenmore freedom to prioritise the removal of the riskiest iron
mains first(at least in terms of modelled riskand to decide on themanagement of the
remainder of their iron mains through a combination of maintenance and replacement
techniques in a similar way to how other assets are managdt HSE describes the change

VLY y2YAYFE LINAOSaz: ol aSR 2y joshigdsMdyéflechifeviadt that pagdbift & CA 3 d
of the incentive occurs two years in arrears.
% aASR 2y h¥3SyQa oAfft -BDYPGFR.G OF f Odzf  GA2ya Ay GKS wLL
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inapproachat G aKAFTO Ay SYLKFIaAa FANPNY B KSET gWRI2E SHRX 4
G2 GFNBSGSR NRA] YIylFr3aSyYSyil¢o

The newHSE programme has introducethaee-tier approach covering all iron mains within
30 metersof a property:

T GASNI M FINB YIAya tSaa GKFEyYy 2N Rl deiNR yi 2IAIS &7
within this category),

I tier 2 are mains above 8" and less than 18" in diameter; and

i tier 3 are mains equal to and greater than 18" in diameter.

RIIGGD1 determination

At Initial ProposalsOfgem used a regression analysis of the totatallic mains population
for all diameters to benchmartier 1 repex costg? Unit costsderived fromGDNshistorical
costs andtheir forecasts forthe first two years of RIKGBD1were rolled forward based on
forecast volumes ofier 1 mains workload andssociated service§or the Final Proposals,
Ofgem recognised concerns expresseddinN that reporting of costs between tier 1 and
other repex categories was not consisteAsa result, Ofgendecided to assess unit costs for
all mains and services repagingregression analysiSier 1 annual workloads were assumed
to be relatively constant over the remaining length of tiepexprogramme (i.e. to 2032).

For tier 2 works,Ofgem set revenue drivers based oderived unit costs (£/m mains
abandonment and/service replacedjor mains with amodelledrisk score already above or

expected to exceed the risk threshold le(gr 2A) Allowancedor tier 2Arepex areadjusted

based on the actual workload completed during the price contid® NA 2 R>X dza Ay 3 h
allowed unit costs

For mains below theier 2riskthreshold and fortier 3, GDNs had to submitcstbenefit
analysiSCBA)} YR YSSG hT3ISYQa Ay Witalydiyafoywad masNgk theS NRA | &
costs (87%) submitted by GDNs but increased the allowances at Final Proposals in light of
GDN resubmitting their investment appraisals for tiead tier 3 mains.

Repex outperformance in RIKGD1

Ouranalysis of repex outperfornmae has focused on examining actual Giostsand volume

of work delivered against allowances and assumptions made at the time of the price control
review. Our analysis suggestisat GDN$§performance is due to lower spending per km of
mains abandoned

1 In the first four years of RIKGD1 GDNs have unddelivered workload volumes (in
aggregate across all gas mains categories) by 2% against expected volumes at this stage

31See HSE websitEnforcement Policy for the iron mains risk reduction programme 2@021
32 O0fgem, RIIE@5D1:Initial Proposals Swporting document Cost efficiencyJuly 2012

34


http://www.hse.gov.uk/gas/supply/mainsreplacement/enforcement-policy-2013-2021.htm
https://www.ofgem.gov.uk/sites/default/files/docs/2012/07/gd1-cost-efficiency-initial-proposals-270712.pdf

of the price control period. However, GDNs are underspending their repex allowances by
around 2% as shown ifigure2.11.

1 Atthe same time, all GDNs are on track to meet thedelledrisk reduction targets (with
two GDNs having already exceedeeithtarget for the entire price contrgberiod) as
shown inFigure2.12.

Figure2.11: Workload and expenditure to date in RIBD1
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Figure2.12: Performance againshodelledrisk reduction target
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2S dzy RSNEGOFYR FTNRBY RA&aOdzaaA2Yya ¢AGK hF3ISY
workload to prioritise smaller diameter mains, igh are cheaper and may result in more
modelledrisk being removed. We also understand that, where allowed, some GDNs have

used different approaches tmanagethe risk of iron mains, rather than taking existing mains

out of the ground and replacing them. These observations reflect the greater discretion given

G2 D5baQ o6& GKS OKIFy3S Ay | {9 LJ2réspoddngtoo dzi (¢
new informaton and adapting their approach tielivering the outputs required under RHO

1.

Conclusions

If, asis currently forecastthe GDNs meet their risk removed targesr RIIGGD1 by
reprofiling theirrepexworkloadto prioritise lower-cost workthan Ofgem hadssumed, ltey
would be left with thecostlierwork in RIIGGD2. In order to ensure thaustomelrs do not
pay twicefor those more expensive project®fgem shoulatonsiderusnga workload profile
for RIIGGD2 that accounts for the assumed, rather thartuat profile for RIIGGD1.
Otherwise higher unit cost allowances for RH&D2 would protecGDNdrom overspending
despite them being able tonderspendn RIIGGD1 by prioritising lowecost work

While the issue described above is particularly relévan repex, it touches on a broader
consideration of how Ofgem should approacB @t ¢ 2 NJ O2 YLJ yhatSgata | OGA O
number pfprice control periods

AnnexC.2describsl RRAGA 2yt FaaSaavySyid S O2yRdzOGSR
repex expenditure and the transition of the repex capitalisation rate duringGDQ.

Interaction with RPEs

Anather source of the apparent unit cost outperformanicerepexmay bethrough RPEs. As
discussed irsection2.5.1, actual RPEs hage farbeen significantly belowhie assumptions
used by Ofgemn RIIGGD1 Figure2.13 shows the assumed andutturn changes irthe
indices used by Ofgem to sBPEs for repex. Since 2012, the annual average change in
repex RPEs has bee®d.5%,compared toan annual average increase of 0.@dowed in
Ofgem a Erapgdals
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Figure2.13: Repex RPEs, assumptianslindex outturn value(2010/11 = 100)
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Estimated mpact on customers

GDNs are forecasting to underspend their repex allowance for&RIDOby nearly £1.4 billion
over the course of the price atrol period33 GDNs would retain around 631% of any such
underspend through the totex incentive mechanism. Around 30% of the underspef#B0
million) will result in lower network charges for customensthe current price control
period34 On an annulised basis, this is around 1.5% of allowed revenues for@DO. We
estimate that this is equivalent to about a £2 reduction in gas distribution charges on average
across GDN®.The extent to which this reduction in charges would be passed through to gas

O2yadzYSNAE ¢2dzZ R RSLISYR 2y adzZJJX ASNBQ LINAOAYyY 3
2.5.4. Loadrelated capex in RIICET £¢

Loadrelated capex is the investment required to connect new generators and customers to
the network, to upgrade the existing network and to cater for growth in deménd.driven

by the capacity requirements and location of new customers (particularly nexe@rggon
customers) and changes to existing custor@quirements poth demand and generation).
Giventhe uncertainty aboufuture generation and demand requirements, the level of load
related capex thatsrequired over thdength ofthe price control griodis also uncertainthe
RIIOframework usesuncertainty mechanismsuch asvolume drivers and withiperiod

331n 2016/17 price base.

34The remainder is paid out in tax.

B ASR 2y h¥3ISyQa oAff -GDIREFRG OF f Odzf  GA2ya Ay GKS wLL
36\We note that there seems to be some inconsistency in the reporting of elégtiiansmission capex numbers

even within the same RRP. Therefore, there is a degree of uncertainty around the precise cost estimates
presented in this section and the next.
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determinations for strategic wider worKSWWYo mitigate the risk of wide variance between
allowed and actual costs for loadlated capex’

RIIOET1 performance

Loadrelated capexs forecast to beone of the main areas of outperformance in RTO
across all three TOFable2.1 compareseachTaR & | O dzi f on HadkdBigdrapéxdzNS
against allowancesTo calculate this, we have used figures reported by the TOs in their
2016/17 RRPRs

We show figures fathe first four years of RIKD1, as well as forecast performance across the
entire price control periodThe distinction is important because tlsaibstantialdegree of
outperformance observed over the first four years of the price control is fordcasiduce
over the remainng four yearsThis seems to benainly due toallowanceshaving been set on
the basis ohigher expenditure in the early part of RITQ, whereas the TOs are currently
forecastingexpenditure to pick un the latter years

Table2.1: Companyperformance against allowances for electricity transmission-tedated capex
(Em 2016/17 prices)

Network Mid-period RIIGT1 (actual)
company

Total RIIGT1 (forecast)

Over-/under- %of allowance Over/under- % of allowance

spend (Em) spend (Em)
NGET -655 -24% -288 -7%
SHET -618 -31% -306 -11.5%
SPTL -146 -15% -62 -5%
Total -1,419 -25% -656 -8%

Source: CEPA analysis of 2016/17 RRPs

Figure2.14 shows annual loadgelated capex allowances and actual spending for NGRS .
profiling of allowances assumed that more than tinrds of loadrelated capex would be
incurred in the first fouyears of RII1.While NGET has underspéts annual allowance in
eachyear so far, it forecastto overspend in three of theemainingfour years.

Most of the loadrelated capex underspend is due to lower than predicted generation and
demand connectins, which reduced the need for boundary reinforcemerigspite the fact
that a drop in required connections will result in an adjustment to allowances through the in
built uncertainty mechanisms, NGET still forecasts a significant underspend in this area

37 For example, volume drivers for NGET covevetlme of new generation connectisn new demand
connections; wider reinforcement workand planning requirements to mitigate impacts of new transmission
infrastructure on visual amenity
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Figure2.14: NGERnnualloadrelated capex actual spending against allowances
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Figure2.15 shows the annual loatelated capex allowances and actual spendingSoottish
HydroElectric TransmissiorSHEY. The allowance shown includes the impact (actual or
forecas) of uncertaintymechanismsAs with NGET, SHET has underspent its allowance in
each of the first four years of RH but is forecasting to overspend in the remaining years.
The majority of this underspend over RITQ is related tdforecast or realisedavings on
larger wider works projectgboth included in the baseline and approved under the SWW
mechanism) as well as underspend on connection assets covered by connection chiaeges
expected underspend in loagtlated capex will also outweigh predicted overspend b BH

in NLRand nortoperational capex.

Figure2.15: SHEBnnualload-related capex actual spending against allowances
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Figure2.16 shows the annual loatelated capex allowances and actual spendingSoottish
Power Transmission Limite@RT)L The allowance shawincludes the impact (actual and
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forecast) of uncertanty mechanismsMost of the loadrelated expenditure was expected to

be incurred in the first three years of RIIQ. This is partly due to the expected timing of
wider works projectsncluded in the baseline as discussed below. As the delivery of some of
GKSaS LINRP2SOGa Kl a o8SSyela@Iapexehdsheen ifcriedor BT  { t
expected to be incurred between 2016 and 2018.

Figure2.16. SPThannualload-related capex actual spending agaiasibwance$®
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Conclusions

For the two Scottish TOspme loadrelated projectsvere included in baseline allowancas
part of the fasttrack settlement whe they would have otherwise been covered by an
uncertainty mechanism. These projectgere dependent omew generation connecting to
the network (particularly onshore windfarms any delays or cancellation of the generation
projects would appear as underspefehd additional returngor the TO3.

For example,ife wider works2 dz(i LJdzi & ¢ SNB Ay Of dzR-ERtedicgpex{ t ¢ [ Q3
allowance forRII@ md . FaSR 2y {t¢[ Qad HAMCKMT wwt3> F2
expected to be completed during RITQ.The delivery of the fifth output, related to provisi

of voltage support to address the possible closure of Hunterston B nuclear power station, is

no longer required in the form specified in the RMO decision due to the delayed closure of

the power station. Ofgem considered the issue as part ohtiteperiod review MIPR parallel

work and decided to consider the output delivered if SPTL manages voltage across the
network efficiently?® The agreed allowance for this output was £15@werall, SPTL is

expected to underspend its baseline wider works alloveabg around £87m.

38 The negative allowance in 2020/21 is due to adjustments to allowed capex related fossoiefrastucture.
3% Ofgem, MPR parallel work decision, 4 July 2017
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2.5.5. Non loadrelated capex in RIIET1

NLRcapex covers expenditure that replaces or refurbishes aslatsare either at the end of

their useful life due to their age or condition, or need to be replaced on safety or
environmental groundsNLRexpenditure igorimarily driven by asset health conditions, the
risk of asset failure and the impact on the transmission system (criticd\gtwork Output
Measures (NOMSs) are used to measure these various factors and help to determine the extent
to which NLR expenditure is needddOMs are alsoised as secondary deliverabliesRIIOQ

ET1 for networkcompanies to assesie reliability of thar networks.

Aswe discuss furthem section 3.2.2 RIIG1 price controls made only limited attempts to
directly link allowed expenditure to outputs. Ofgem has been working with network
companies to develop consistent NOMs methodologmhich could bekey to enabling
greateralignment betweerexpenditure and outputs in RH®) particularly for NLRapex

However, in RIIETL TOSQNLRcapexforecasts were not based on a consistent NOMs
methodolbgy but instead oreachcomparyQ individual methodologies~or the fasttracked
TOs Ofgem largelyacceptedthe forecast of NLRapex For NGET Ofgem undertook a
detailedassessmenodf NLRcapex(with support from independent consultantd)lLRcapex
allowancesn RIIGET1were typicallynot tied to the delivery ofspecific outputssothere is

an ongoing risk ofetwork companies underspending in this area relative to oth@sit is
more difficult to directly attribute links between specific underspend and network
performance at present

RIIGET lperformance

NLRcapex is expected to be a significant source of outperformanc&€@srin RIKET1 Table

2.2 shows that to althree TGs have underspent in this category, witkeral underspend

being 31% below allowans& date and is forecast to be 16% below allowances for the whole

Of RIIGET1%] 2 6 SPGSNE (GKSNB I NBE RAFTFSNBYyOSa o0SiGsSSy
the course of the price control period.

Most of the estimated atperformance isoy NGETwhich hasunderspern its allowance by

£856 million (35% over the first four years of RHET1. This isignificantly larger both in

absolute and percentage terms than the Scotfl¥bs By the end of the price contrpleriod,

NGET is expected to underspeatgiNLR capex allowanbg £12 billion.

40 As for loadrelated capex, tese figures suggest that #firee TOsare expecting to increasactual spending
relative to allowances in the second half of REQ.
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Table 2.2: Company performance against allowances débectricity transmissioNLRcapex (Em
2016/17 price¥

Network Mid-period RIIQT1 (actual)

Total RIIGT1 (forecast)

company Over-/under- %of allowance Over/under- %of allowance
spend (Em) spend (Em)

NGET -856 -35% -1,177 -20%

SHET -20 -18% 106 33%

SPTL -13 -4% -62 -8%

Total -889 -31% -1,133 -16%

Source: CER#alysis of 2016/17 RRPs

. St26 6S AYy©@SAaGA3ILGS bD9¢ Q& dzy RSNBRLISYR Ay Y2
is presented irAnnexC.4

Figure2.17 shows NGET actual and forecast NLR capagainst allowances over the price

control period. Unlike loaerelated capexthe majority ofNLR capex asexpected to occur

during the second halbf the price controlperiod, with current forecastamatching that
expectation

Figure2.17. NGET annudLRcapex actual spending against allowances

1,200
?
8 1,000
2 800
S
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-
& 400
§ 200

2014 2015 2016 2017 2018 2019 2020 2021
Actuals Forecast

ET1 Allowance = Actual

Source: CEPA analysis of 2016/17 RRPs

Accordingto OfgerQ &  H 74 RIKETM annual report, the main factors for NGB&
underspend on NLR capex are:

1 greaterunderstanding of asset conditions compared to the stafRGDOET];
1 changingof asset intervention plansnd

1 revisingthe delivery of works that has allowed projects to be delivered in shorter
timeframes and at a reduced cost.
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To dateNGH hasunderspenmn across mossub-categories of NLBapex. However, 72% of the
underspend relates taircuit breakers (£213m underspengyrotection, control, telecoms
and metering (£192m underspend)nd underground cables (£188m underspend).

Conclusions

One common theme for NLR capex is that all three TOs have adapted their asset replacement
programme since the price control period began as a result of having better information on
the conditions of their assetsWe suggest that it would be worthwhile fabfgem to
understand why that has been the case.

Regardless of the reasorf, mew technologies and techniques have allowed for better
assessment of asset health, it should be expected that for-RIil@e variation between
allowances and expenditure on NLBpex would be lower. However, the incentive to
underspend would remain strong unless Ofgem was able to closely link allowances for NLR
capex to outputsFurther assessment diow Ofgem could consider approaches to do this are
provided insection3.2.2
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3. LESSONS FOR IMPLEMESTHERIIOFRAMEWORK BETTER

The RIIEL price controls were the first applicatiai the RIIO frameworkGiven the breadth

and complexity ofthe framework, 1 is perhaps not surprising thahere will be room to

improve how the framework is implemented future price controldy learning from RIIQ.

This can go some way towards ensuring that returns earned by network companies are
legitimate (although it would not eliminate the risk inherent@x anteprice controls).

Il ydzYoSNJ 2F (1Se& AYLINRO@SYSyGa NBfIGS 2 (GKS L
capacity to deliver it (e.g. developing cost assessment models that are informed by new
information revealed in RIKD). We do not discuss those core activities further. Instead w

focuson fourareas foimprovement:

T 6KS NRtS 2F WSyKI yhenbintiee pidcé doritr8l kededwR SNJ Sy 3 3 S
i setting the targets and rewards/penalties for output incentives;

i ensuring that totex allowances and output targets are consistent with each other; and

i using uncertainty mechanisntg address unpredictable investment needs.

A related issue is Ofgeneedingto take alongefil SNY @A Sg6 2F ySiGg2N] O2Y
rather than treating their investmenin each price control period as discreet activitiés.
section2.5.3we stress the important of this issue with regard to repex in F3QP.

3.1. Sakeholder engagement

The RIIO framework formalised an expectation that network companies would engage
extensively with their stakeholders bote inform their business plans and on an ongoing
basis during the price control period itself. This expectation was part of a broader intention
within the RIIO framework for network companies to shift their focus from negotiating with
Ofgem tounderstandimconsumed Q O KregtiShidyiiBeting then.4!

Ofgemidentified the following nine principles @nhancedstakeholder engagement in RIIO

1 Inclusiveness 1 Accountability

1 Transparency i Taking views seriously
1 Accessibility 1 Demonstrating impact
1 Control i1 Evaluation

1 Responsiveness

AnnexEprovides more detailon T3SYQa 202SO0APSa F2Nhowl | SK2f

41 Ofgem identified the following stakeholder grougamestic,industrial, commercialand small and medium
enterprise consumersenvironment groupssuppliers generators(including distributed generatorsghippers
providers of energy servicegovernment other regulators investors electric vehicle developersstorage
operators carbon capture and storagdevelopers interconnector operators independent DNOs biogas
developersand independent gas transporters.
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the enhanced engagemenmodel was used during theRIIG1 reviews, and provides
observations on ongoing stakeholder engagement salf@ing the price control period.

3.1.1. What has beenthe benefit to customers of enhanced engagementRIIG1?

To dateour assessment is th@hhanced engagemeriitas beera positive stepThe evidence
presentedin AnnexE1 shows thatnetwork companies have ipnoved their stakeholder
engagemenyear on yearalbeit with some differences across and within sectors.

¢ KNRdzZAK /9t! Qa LINAYI NE NBaSFNODK F2NJ KA A LINER

1 what elements oftheir business plasfor RIIQ1 benefited the most fronstakeholder
engagement

1 how engagement activities thadlhey haveintroduced under RIIQ have added value for
customers and

1 which d the stakeholder engagement initiatives thttey used to informtheir RIIO1
business plashave been retained

Responsesvaried but most commentedthat stakeholder engagementrovided a strong
basis for the development of the outputs framewofkr RIIG1 and allowed for the
identification oftopics that stakeholders rated as the most importafsli.network companies
provided example of how engagement activitibave added value for customer&lthough
not all of the examplegesulted in cost savings for customers.

With regard to ongoing engagement, sometwork companieshaveevolved their approach
since the RIIQ businesslanning stagan order to better meet stakeholder needs and
improve stakeholder communication.Network ®©mpanies have received substantial
feedbackon their stakeholder engagemetttirough the RIIEL price control review process
andfrom the panelfor the annualincentive schemeAs a resultcompanies say thahey have
been able to tailor their stakeholder engagement approaches accordingly.

3.1.2. Recommended changdsr RIIG2

There is gidence that network companies are learning by dotbgkeholder engagement in
both developing the RIKED1 business plans and on an ongoing basis has been notably more
effective than in RIIG1 and GD1. So even if Ofgem did not chaihgerequirements for
stakeholder engagementit could reasonably expectignificant improvemerd from all
network companies in RI@. Furthermore, now that stakeholder engagement has been
trialled in RIGL, it is reasonable for Ofgem to apply (strongel) penalties for
insufficient/inadequatestakeholder engagement in RHO

Setting out the specific purpose of stakeholder engagement

Gompared to other sectors and regulatory frameworksetRIIO framework is largely
unspecific about the areas of the price control that would benefit the most fstakeholder
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engagementAs a resu] it has been difficult to pinpoint specific benefits from enhanced
engagement, but that is not to say that engagement cannot deliver tangible benefits.

Other sectors show that engagement has the greatest benefit where it is focused on areas of
greateststakeholder knowledge (se®nnexE.2for case studies of approaches used in other
UK sectors). For more technical issues such as cost assessment aosttbicajial there is

likely to be a need for more direct involvement by the regulator. This means that the most
effective form of stakeholder engagement depends on the context of the sector and the
nature of the issues being assessed. This also points to a aeatbfe specific direction by
Ofgem on what areas of the price controls companies should focus their engagemet on.
area where we see particular benefit for further guidance from Ofgem is in how engagement
can capture the needs of future customers.

Ofgem could revise the framework to specify the areas of the price control where
stakeholders are best placed to shape the settlem@ng. the value placed on companies
delivering a certain level of outputgndto influence business strategy and decisadfgem

could likewise specifthe forms of engagement that would be most effective for those areas

(e.g. willingness to pagWTP)studies to calibrate incentive payut rates).h F3SYQa 24V
engagement activities should also be targeted to the areas thdtesialders are most
knowledgeable about.

Minimum standards for engagement

More can be done to define wha¢presents effective engagemerithe lessons from RHD

(and other sectors) can be used to set the expectations for how stakeholder engagement is
usedi 2 A Yy T2 NYXY O2 YL} {£ThB @wald Gehrdffeyhagplyihdgtplopbiiohate
assessment to the plans (be it for fashcking or otherwise), as well as in determining any
incentive payments/pealties for ongoing engagemeritheLJI Yy SiéwSohthe stakeholder
engagement incentives represent a baselimfethe expectationsor network companies,
which Ofgem should considen setting a baseline requiremeridr engagementon RI1G2
business plans

Specifying the form of engagement

In our work on the RPIX@20 Review, CEPA highlighted the potential benefits of a more
structured involvement for customerm the price control procesOne model that we
highlighted & the time is the Wonstructiveengagemen®that has been used by the Qvil
Aviation Authority (CAARs part of the price control reviews for Heathrdiv

Constructive engagememequired the regulatedhirport to consult withairlinesand the air
traffic control service provider idevelopingits plansfor the next price control periodThe

42 Ofwat has further defined its expectations for stakeholder engagement in its PR19 final methodology. See
Annex E.2 for more information.

43 Attempts were also made to use constructive engagement for GatwidkSéansted airports when they were
regulated and, to an extent, for the National Air Traffic Services (NATS) price control review.
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airlines and airport were expected to engage directly on all areas relating to the regulatory
building blocks to identify areas of joint agreement, or indeed where they do not agree.
Passengers were not directly represented, as the approach assumesrtimegsaadequately
represent passengefs DX S 4 a

In AnnexE.2we provide our observations on constructive engagement in the most recent
Heathrow price control reviest We alsaliscuss arrangements introduced enable more
stakeholder involvement iongoingR SOA A A 2 y 4 NI 3 taNdpkogrammie.S | 0 K N2 ¢ Q

For constructive engagement to be effective, stakeholders must be sufficiently resourced and
knowledgeable and have access to the necessary informattonbe able to challenge the
NB3dzZ SR 02 Y LI yifRtkbae stakddiolileysSasednot IthEnalycdnsumers
themselves,tiis also essential that their interests are aligned with thosérafl consumers

The mgoingcapex governace arrangements introduced for Heathrow are likely to be most
effective for large, discregirojects.

The above characteristics suggest thanhstructive engagemennaybe moresuitedto gas
and electricitytransmission but is likelyto be less effectivan distribution. However, there
are important differences between the aviation and energy sectors that need azt@unted
for:

f energy is @iomogenous goodyhereasda NI Ay Sad OFy RAAGAYIdzA aK (K
eyes through the choice diie airport they operate fromand

1 in energynetworks connections are specific to the usewhereasadditional airport
capacity could be competed for by any airline.

As a resultthe interests of current and futur@enerators(or those of other users of the
transmission network)may not be aligned with one anothernor with those of final
consumers.

In AnnexEwe also summase the lesson$or Ofgem fromthe approaches to stakeholder
engagementaken in the water sectors in Scotland and in England and Wales.

3.2.  Output incentives

hdzNJ FaaSaaySyid 2F ySitie2N] 02 Y:-L)seeSbcstinow?) LIS NI 2
highlightedthe 11S in RII<ED1as theoutput incentive whereDNGs have consistentlgarned

high returns. We also note that GDNs have been able to consistently outperform thexiiTS e
capacityincentive, and theshrinkageand environmentalkemissiors incentives(see Annex

C.3.
The above are alloutputs where the use of incentives is warrantexhd wherenetwork
comparh Sp&rf@drmance hagenerallybeen strongand improvingover the course of RIKD.

“28 y20S GKIG F2N 1 SHEIKNRgQa yiSitiddudidyd dSsun@rciialieNdet NB JA
forum.
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The question facing Ofgens whether the levels of outperformance observed justify the
rewards earned.

Our analysi®f the information available to datsuggestghat some of he added returns
observed cannot be attributed purely to actions taken by the network companies. As such,
Ofgem should look to address the following issues for-RI1O

1. Mis-calibration of targetsc For examplehistorical dataused to set output targets didot
capture more recent performance improvement§Ve discuss this issue with regard to the
[IS in detail in sectioB.5.2 and suggesthanges for RIK2 in sectim 3.2.1

2. External factors outside the control afietwork companies¢ Some incentives in RHD
expose network companies to potential windfall gains or lossesrasudt of factors that
they do not control ¢.g.energydemand, macroeconomitends) In Sectiord we discuss
options for changing what risks network companies are exposedntduture price
controls

3. Potential doublerewarding through totex allowances ahincentive payments; Some
of the costs funded through baseline allowaneeaylead to improved performance on
incentives, resulting in network companiatsoearning a reward through the incentive
mechanismsWe discuss thissue furtherins sectior3.2.2

3.2.1. Setting output incentive targets for RIIQ

Customers (and other stakeholders) reasonably expect that network companies would only
earn additional returns ifttey deliver exceptiongberformance. Soni order to address the

first issue listed above mis-calibration of targetg it is important that Ofgem clearly defines
what level of output deliveryrepresents exceptiongberformance.This is not a trivial task
particularly as:

i the data available to Ofgem may not be sufficiently accurate to alidav identify with
confidencewhat constitutes exceptional performance on certain outputs; and

1 the cost of meeting certain levels of performance may exdbedenefitto customers
from that improved performance (e.¢he cost of reducing a network safety risiay be
disproportionate to the likelihood of the risk occurring and the harm caused if it were to
occur).

However, going into RIK) Ofgem should have better infimation2 y y S 82 NJ] 02 Y LJ
performance against output measures than did at the RII€l reviews.It would have also

had more time to work with stakeholders to define what the key outputs are, how to best
measure them, anavhat standard of performances iexpected.

Recommended changdsr RIIG2

We recommend thatOfgem wsethe AY F2NX I GA2Y FTNRY ret&leds 2 N]  C
performance against outputs,and customerWTP studies (including studies of whether
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customers value further improvements in outpuf8),o set more stretching output targets.
Ofgem should alsconsiderwhether it is appropriate tset localised targetsf studies reveal
material differencesyf Odza (i 2 Y S NAitdiffeddhSdgdndS y OS &

Forsomeoutput measures it may be more difficult $et absolute targetas it may be difficult

(or impossible) to defineexceptional performance in absolute term§hose outputs (e.g.
stakeholder engagement, connections) may be more suited to incentives that are set on a
relative basis (subject to a minum threshold of performance).

3.2.2. Relationship between outputs and totex allowances

For RIIGL price controlsonly afew outputs were linkedlirectly to expenditure allowances.
For example:

1 InRIGGTL NGGTas the System Operatomasgivena permits allowance to enable it to
deliver outputs related to meeting incremental capacity targets.

1 In RIGGDOL GDM have ex anteallowances to enable all stdedud networks to be
SOARSYOSR NJa 0 AyEa d@@E FSYR 2F wLLh

1 INRIGEDLDNOsg SNB 3IAGBSY | WwWdzaS Ad 2N f2asS AdQ |
services to customershvo currently receivehe worst services.

We note that the above examples relate to specifists that are directly attributable to a
project or programme of wrk. However, our review of RiHDsuggests thabfgemcould have
adopted a moresystematicapproach toconsidemgwhether output targetsare aligned with
the performance level that can be expected frootex allowances® For exampleywe have
not been able to identify alear link between théargets for the shrinkage and environmental
emissions incentives in RH&ED1 and the allowances GDNSs receivedrgpex This is despite
the one of the key benefits dhe iron mains replacementrpgrammebeing lower leakage
from the networks?’

One way in whichOfgemhas looked into more closehlnking totex to outputs is through
NOMs.NOMs were not used to set allowances ®RHQ1 price controls, but Ofgem did
express an intentionto reviewieg 2 N O2 YLI YASEAQ LISNF2NXI yOS |
the price control periodswith potential subsequent adjustments to allowanc€fgem has
stated thatnetwork companies that are able to jusgibver-delivery against NOMsould be

funded for the incremental cost of owelelivery, andcould be rewarded by up tan extra

2.5%o0f the incremental cost. By the same tokeretwork companies that are not able to
justify underdelivery against NOMs would not be funded at R2Ifor catching up to the RIFO

45 Such studis could either be conducted by Ofgem itself (as was the case in DPCR3) or else network companies
could be required to provide WTP evidence to support their business plans (as was the intention-for RIIO

46\We note that such a process is not necessaiityple, as the relationships between costs and outputs can be
complex.

47 CEPAHSE/Ofgeml10 year review of the Iron Mains Replacement Programme, 2011
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1 targets and may be penalised lnp to an extra 2.5% of the avoided cd5t.

In order to ensure that an assessment of NOGidisited expenditure and performance against
NOMs can be achieved, Ofgem included a special licence conftitinetwork companies to
have a common NOMs methodology in place by the end of Rl the time ofpreparing
this report, Ofgem has signed offiethodologies forelectricity and gas distributiorf® while
the methodology forelectricity transmissions expected to be signed off by m0D18.The
commonNOMs methodologs are also expected to allowetwork companies to monetise
criticality and asset healtbo that they can be used {BBAghat inform totex proposals and
allowances for RIIQ.

A similar approach for linking outputs to allowances was attempted by Ofwat during PR14.
This experience, describedtime boxbelow, represents a concerted effort by a regulator to
mitigate the risks of doubleewardingcompanies through both totex allowmaes and output
incentives, but it also demonstrates the challenges involved. As such, the Ofwat case study
could have important lessons for Ofgem when considering its approach for linking
expenditure and outputs.

Case study, Outcome Delivery Incentive@ODIs) in the water sector

As part ofthe 201520 price control reviewRR14 Ofwat introduced ODIs in order t
incentivise water companies to deliver outcomes that were in the interest of consu
and societySome ODIscludedfinancial penalties/rewals. We understand that Ofwa
considered ways of capturing ODIsiti& cost assessment in order to more closely |
outcomes to totex. However, this was not pursued because:

i Thefinal ODIs were not known at the time @ffwatdeveloping thecost assessmemhodels
(econometric and unitcostmodels) KS FAYy It tAad 2F h5La 6
Final Determination.

1 The water companies were able to propose their own ODIs, resulting in over 50(
in PR14, many of which are compaspecific. Thisnade it difficult to capture&eompany
specific ODIs a sectofwide totex model.

1 There is a high degree of interaction between ODIs, making it difficult to allocate
to specific outcomes.

1 Includingthe actual level o©ODIsin cost model€ould leado counterintuitive results
such assuggesting that worse performing companies should be given higher
allowancege.g. for companies who had higher leveldeatkage) To address this issu
Ofwat calibrated ODIs using the incremental cost for thenpany of providing tha
service, i.e. Ofwat used a methodology that allowed to consider the current level
ODI of the company and the expected stretch the company would be facing.

48 This assessment will be based on revieyihe various asset health indices, and from these determine the
level of investment that took place, as opposed to having specific expenditure allowances linked directly to
NOMs

49 NOMswere first introduced in electricity distribution as partBPCR5
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Instead of including ODIs in totex models, Ofwat introduced a edidor mechanism
whereby companies would be rewarded/penalised for over or urtkdivering ODIs base
on consumer willingness to pay, the cost of not meeting an outcoamel the totex
incentive rateL y / 9t ! Q &is apprdlch Adefher with the way I NB S (i &
ODIs were benchmarked across water companigguces butdoes not eliminate the risl
of companies being remunerated twice for the same outcogr@nce through totex anc
once through ODI reward$Ve note that Ofwat has sought to develdp approach to ODI
in PR19, in light of lessons from PR14.

The ley lessons for Ofgem to consider from this include:

1 The reed to ensurehat specific, manageable set of output measures are agreed uj
in each sectoso thatcompaisons could be made andutputs potentially beused in
totex models.

1 The importance of@nsideinginteraction between different outputs

1 The need to mesurethat usingoutputs intotex modelling (or othercost assessmenys
doesnot encourage perverse company behaviour

SourceOfwat, Setting price controls for 20-PB - final methodoloqgy and expectations for companies'
business plansAppendix 1: Integrating the calibration of outcome delivery and cost performance
incentives, July 2013

Recommended changdsr RIIG2

Directly linking outputs to expenditure is currently in its infancy (although we note Ofgem has
made some progress witlegard to NOMsand it may not be possible to directly link all costs

to outputs. But,as a minimumOfgem should build a sensdeck of totex allowances and
output targets into the price contralkeviewprocess to mitigate the risk oetworkcompanies
being doublerewarded.

Ofgem shoulde clear in RIIQ about theperformance improvements (e.g. reliabilitiiat

are funded through base allowancel should also develop an understanding fodw
activities fundedthrough baseline allowanceare likely toimpact performance as a -bi
product (e.g.the impact of repex on leakage from the gas distribution network). Output
targets should be set such thaetwork companies are only rewarded for performance above
and beyond what is funded through lEme allowancesso that customers do not pay twice
for the same output

3.3. Dealing with wncertain investment

This section focuses on how the regulatory framework may deal with uncertain future
investment in the networks.

51


http://webarchive.nationalarchives.gov.uk/20150603202824/https:/www.ofwat.gov.uk/pricereview/pr14/pap_pos201307finalapproachapp1.pdf
http://webarchive.nationalarchives.gov.uk/20150603202824/https:/www.ofwat.gov.uk/pricereview/pr14/pap_pos201307finalapproachapp1.pdf
http://webarchive.nationalarchives.gov.uk/20150603202824/https:/www.ofwat.gov.uk/pricereview/pr14/pap_pos201307finalapproachapp1.pdf

3.3.1. How effective are current uncertaity mechanismgelated to network investmen®

Ofgem used a range ofechanisms in the RHDprice controls to deal with uncertain network
investment as highlighted in Table 3.1.5° Further details regarding the use of these
mechanisms during RHDcan be found in Annex

Table3.1: Uncertainty mechanisms linked to netk use in RIIQ

Uncertainty Description Sector
mechanism
SWwW Arrangementfor in-period assessment on some projec Electricity

that were uncertain (both in terms of cost and timing) at t transmission
time of theprice control reviewGiven the varying size of tr

TOs eachhave specific cost threshold§50m for SHET

£100m for SPTL and £500m for NGET.

Within period In-period revenue adjustments to account for speci Electricity
determinations for projects taking place due to other projects also going ah transmission
specific projects (for example, projects under SWW). These are often-r

load related, and of a smaller scale than SWW.

Volumefevenue Mechanism whereby allowances vary depending on spe All

drivers measurable events that can influence costs. Exam
include increased generation, demand or capa«
connections in transmissioand revenue drivers for tier :
repex in gas distributian

Reopeners Specific windows whereby allowances can be adjus All

(beyond a certain thresholdp allow or disallow specific
costsin light of newinformation abouty St ¢ 2 NJ O
activities. Examples include -openers for highvalue
projects ad loadrelated expenditure in electricity
distribution. There also companyspecific reopeners,
includingconnectingremote households to thgas network
(Scotia Gas NetworkSGN) and for meeing peak demand
obligations(NGGT)

Source: CER#alysis of Ofgem publications

The degree of uncertainty in expenditure varies between ¢nergy network sectorsFor
example, a considerable amount of expenditurelectricity transmissionis subject to within
period determinations via the SWW mechaniamd reopeners for other wider worksAs

part of this review we have assessed the extent to which different sector expenditure is
subject to difering degrees of uncertainty.

S0Please note that in this section we do not discuss the uncertainty mechanisms not linked to network work use
(for example, pasthrough costs and RPI indexation). We have also omitted the MPR from this list, given that
this is in place to review whethe&hanges are needed to primary outputs, as opposed to being an uncertainty
mechanism linked to specific investments.
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InFigure3.1 we have separated expendituneto different categories based on their expected
levels of uncertainty! NLRcapex and repex, and controllable opex are generally censitl
to be fairly predictable. Baseline loadlated capex carries some uncertaintwhile
expenditure linked to within period determinations (such as SWVeleetricity transmission
and reopeners for other sectorgndrevenue driverss the most uncertain

Figure3.1: Share of totex allowancemd forecastllowancesy uncertainty grouping

GT

GD

ED

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
Controllable opex Non-load-related capex and baseline repex
Baseline load-related capex M Uncertainty mechanisms

Source: CEPA analysis of 2016/17 RRPs and Gifigaecision documents

As Figure 3.1 shows, 32% of totex in RHEX1 is subject to some form of uncertainty
mechanism, which is notably higher than the proportions found in other sectors.

We have also assessdlde variance between allowed and actual co$br each of the
categories fronFigure3.1.52 This is summarised Figure3.2.

8¢ KS FTAIANB Aa olaSR 2y olaStayS (G2G64SE rtt2slyOSasz

uncertainty mechanisms.
521ncluding forecast allowances under the uncertainty mechanism.
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Figure3.2: Variance between allowed and actual totex (absolute terms)
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Source: CEPA analysis of 2016/17 RRPs and @Giiga@ecision documents

As thefigure shows, there has been considerable variability between expected allowances

and actual costs for expenditure linked to uncertainty mechanisms. The high variability
0SU6SSY Itt26SR O6AYyOfdzZRAY3a O2YLI YyASaQ F2NBO
uncertainty mechanisms have helped protect customers from bearing the costs that are
difficult to forecast, particularly for electricity transmissidrhe high variance between actual

and allowed expenditure for NLR capex in electricity transmission wagssied in detail in
section2.5.5

3.3.2. Recommended changdsr RIIG2

As noted insection 2.5.4, a large amount of underspend by the ScottBBswas due to
uncertain loadrelated capex being included in baseline allowances. Such issues could be
addressed going forward by effectively utilising the range of uncertainty mechanisms
OdzNNBy Gt & | (i ablEtedSnivadles.1. R s énpd2tanithéit he conditions under
which these uncertainty mechanisms would be used, and the prabass/ould be followed,

are clearly set out in licenceso as to enable all parties to make informed decisions regarding
future investment

We recognise that implementing uncertainty mechanigtaes a greater resourcing burden
on Ofgem andthe network companies during the price control periodBut this cost is
relatively small compared to the potential for network companies to make windfall gains or
losses as a result efroneousforecasts of future investment needs.
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4. RESETTING THE RFEERWARD BALANCERNIO

The RIIO framewornkas intended tde highpowered>3 It isrooted in the belief that the best

longterm outcome for customers would b® create incentivesgor shareholdergo apply

pressure onnetwork O2 YLI YAS&Q YIylF3ISYSyd thircugh Rt®agh S NI ¢
performance* Our analysis shows that, to an extent, Rli®as been successful dtiving

such behaviour.

However,we have also found other important reaiss for the level of added returns earned
by network companies so far in RI1O

1 OfgenQ) appication of the principlesand objectives of the RIIO frameworfthis is
addressed irbection3).

1 Network companies were exposed to a number of risks thay beoutside their control,
and have earned added returns when these risks have dotfiaed out in their favour.

1 The absence d dfailsafe€ mechanismin RIIG1, despitethe information asymmetry that
Ofgem facesand the risk aversionin its decisioamaking which mean thatnetwork
companiesare more likelyenjoyupsiderisksthan be expogd to downside risk.

In this sectionwe review how risk were allocated in RHD and discuss the options that
Ofgem could introduce in RH®to adjust that risk balancéVe cover the following elements

of RIIO price controls: proportionate assessmamd the fasttracking incentive; the scope of
outputs and how the regulatory framework might encourage whaollesystem thinking; totex
allowances and the 1QI; dealing with uncertainty, particularly with regard to RPEs; the length
of the price control perid; and options for calibrating returr?s.

We rote that the options we discuss do naddressnetwork O2 YLI YA SaQ FFoAf Al
additional returnsthrough higher gearingminimising theirtax payments,decisions they
make regardingiccounting depreciatiorgr financialarrangementsat group level

Whicheveroptions Ofgem decides to adopior RIIQ2, it is essential that the impaain
YySig2N] O2 YL ycar&dlassesSdad amdotietatihdrderito mitigate the risk

of unintended outcomesindividual policies/mechanisms that may be weltentioned and
appropriate on their own could have a combined effect that results in perverse incentives
which Ofgem should seek to identify and mitigate against as early as possible in the price
control procesgsee section2.1for a suggestion of how Ofgem might do this)

53 Ofgem, RIIO: A new way to regulate energy netwarfisal decision, October 2010

>4 See, for exampleOfgem, RIGED1 Strategy Decision presentation by Hannah Nixon, Senior Partner,
Distribution, 8 March 2013

5 In Annex G we review the mechanisms Ofgem uses to encourage network companies to innovate, and how
innovation is addressed in other regulatory contexts.
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4.1. Risk allocationn RIIG1

It is useful to apply aisk/reward matrixto regulatory regimes in order to understand the
allocation of risks betweaenetwork companies and customers and to assess, at least in the
round, whether the observed returns appear to be in line with the resksiedby companies
Two key principle;form how the regulatory framework should treat risk:

9 risks should be allocatl to the parties best placed to manage th@morder to maximise
the efficiency of risk allocatigrand

1 the price control package should be calibrated so that baseline returns are consistent with
the level of risknetwork companies are exposed to.

Figure4.1 illustrates the second principlelt is important to stress that the range of risk
reward options illustrateaven at the top right hand side &igure4.1 is still lower tharthat

faced by companies in competitive sectors.

Figure4.1: An illustration ofriskandrewardin a price control
Purely ex ante price cap
(e.g. electricity and gas

distribution in Australia)

Unacceptable to customers

High
Reward

Low
Reward

Unacceptable to investors

Purely ex post - - - >
(e.g. rate of return Low Risk High Risk

controls in the US)

Source: CEPA

We mapped the RIKD price contras againsta list of therisks thatdirectly impact network
O2YLI yASaQ O2 a iia thosgtRak affédd theBsK Boyhe sy &hareholdeisje

have only covered risks that can be directly influenced by decisions Ofgem makes in setting
price controlsWe did not include environmental, healdnd safety, and political risks.

We also draw an important distinction between rigksring each price ontrol period, and
risksaheadof the control period (i.e. at the price control review stage). This distinction is
particularly important when considering thepact of thelength of price control perioden

risk. longer price controls would increase cdnaisks during the period, but reduce others
through less frequent price control reviewSor most options assessedur analysis focuses
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on risk allocatiorduringthe price control periodWhen discussing options for the length of
the control period we &0 cover riskaheadof the price control period.

We note that regulatory risk, which is brought about by price control reviews and any other
NEJdz  62NE AYyOISNBSylGA2yas Aa YAGAILIGSR oe@
consultation) and stakehf RSNARAQ oAt AGe G2 FLIWSIFE hF3ISyQa
Figure4.2 illustrates therisks that are directly affected by RIIO price controls, which awesh

NP dzLJISR dzy RSNJ WO2 YMIBNDAIIf Q YR WTFAYIYOALITQ

Figure4.2 Overview of commerciaind financiakisks in RIIO price controls

Cost
recovery

Market cost of

Market cost of Marketbased
equity risks

Pension deficit

Financial

Output
Performance CEIVED
2.2 Emergency
response

Source: CEPA

In Table4.1 we provide a brief description of each risk and indicate how it was allocated in
RIIG1. In the rest of thisectionwe focus on options that only affect commercial ridksa
separate repar published alongside this on€EPA has advised Ofgem on how the RIIO
framework may address certain financial risks in future price controls.

We note that some of the risks we list may be diversifiable, while others are more likely to be
systematic (in practice risks are rarely one or the other but rather have diversifiable and non
diversifiable elements to them). As suébr, some of the riskissted allocating more of the risk

to network companies would not necessarily increase their cost of capitalj@dersalt is

also important to consider the interaction between different risks. For example, development
risks are likely to be correlatl with project scope/need risk.
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Table4.1: Summary of risk allocation in R{10

Type of risk
Development; The risk toa network company of Ofgem not allowing it - Allocated to network companies, as the recovery of costs relate

Commercial risks

Cost recovery

Development
Cash flow

Constructiong
Project
scope/need
Construction
Delivery

Constructiong
cash flow
(delay)

Technology
Adoption

Market ¢ Input
costs

Marketc Price

Description

recover the costs that it incurred in developing a proje
particularly if the needs case for the project changes.

The risk of a network company incurring costs but |
earningrevenue during the development phase of a proje

The risk that, as a resudf need or scope changes, the co:
of projects undertaken by a network company would
different from the forecasts used to set allowed revenue.

The risk that the costs of activities taken by a netw
company would be different from the forecasts used to :
allowed revenue.

The risk of a network company incurring costs but |
earning revenue during theonstructionphase of a project.
particularly in light of delays to the project becomil
operational.

The risk that technological advances would lead to ct

incurred by a network company being different from tl
F2NBOlIalda 2y 6KAOK GKS O2

The risk that the cost of inputs used é&petwork company
would be different from the forecasts on which tt
O2YLIl yeQa Fftt26lyO0Sa ¢SNB
exchange rate movements.

¢KS NRral G2 | ySiag2N)iiyde
charge the price it charges for its services.

Risk allocatiorduring RIIG1

projects that are no longgd Yy SSRSR A& |4 h¥3¢
such as Avonmouth (gas transmission) suggest that Ofgem would
companies to recover reasonable development costs.
{KINBRZ la ySie2N] O2YLIyASaQ
existing assets at the same time as they incur costs developing othe
Allocated to customers for costs that are deemed uncertain, via the
of SWW(in electricity transmissionyolume drivers, reopeners and pass
throughs. Otherwise shared through the totex incentive.

Sharel through the totex incentive, which allocates a larger proportior
the risk to network companies (% differs by company).

{KINBRZ a ySig2N] O2YLI YyASaqQ
existing assets at the same time as they incur costs developing ot
Additionally, assets undeconstruction may be added to theegulated
asset valueRAV.

In principle allocated to network companies. In practice, during (e
years of) price control periods network companies wdikiely onlyadopt
technologies that reduce their costs. Technologies that incre
O2YLI yASaQ Oz2ada ¢2dZ R em2hal &a
correspondingly higher allowances at the price control review. Sorr
the risk is also borne by customers through innovation allowances.

General inflation risk is allocated to customers through the indexatio
revenues and thef RAV to RP The residual risk relating to inpabst
inflation is primarily allocated to network companies during the pr
control period, although a fixefex ante)allowance is provided fdRPEs

Allocated to customers during price control periods through
application of a revenue cap (which may potentially be adjusted at
mid-period review)
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Type of risk Description Risk allocatiorduring RIIG1

Market g Therisktog/ SGg2N] O2YLJ ye& Q& NJ Allocated to customers during price control periods throughe |
Volume/ demand for its services changing, for example throt application of a revenue cap. For costs included in the RAV, volume
demand competition or as a result of technological changes; inclu allocated to customers over the assumed life of the assets.

asset utilisation/stranding risk.
Performanceg ¢ KS NRA&a] GKIFG F ySGg2N)] O Allocated to network companies for those outputs for which a finan

Output delivery a result of itsperformance against output targets (e. incentive is defined. Allocatl to customers where allowances are r
availability, safety, etc.}his includes the risk of asset failu linked to an output.

GKFdG FTFFSOGa I ySteg2N] 02
Performance;  The risk that a network company would incur additiotr The risk relating to added costs is allocated to network companies uf
Emergency costs as a result of events such as severe weather an point, although a fixed allowance is provided for contingency costs. A
response that its performance against output targets wid be extreme, a disapplication clause protects companies in the cas
affected. significant impact otside of their control. The risk relating to outpi

AYyOSYyiA@S NBGSydzS Aa |tft20F4SH
performance is generally measured after excludimgeptionalevents.
Market cost of The risk that the market costf debt, against which ¢ Allocated to customers through the use of the cost of debt index.

debt network company may have to raise money, would char
Market cost of The risk that the market cost of equity, against whict Allocated to network companies throughe use ofa fixed allowance.
equity network company may have taise money, would change

Pension deficit The risk that, as a result of changes in the value of Allocated to customers through the paisough of established pensio
underlying assets and liabilities, a network compaoyld deficits (subject to triennial efficiency review).

% recover its definedenefit pensiordeficit via its allowance
% Cost of financial The risk that the financing costs a network compéncurs Allocated to network companies as allowed rate of return is basec
S instruments/  as aresult of its financing choices (e.g. currency of issu¢ notional assumptions.
€  hedging use of swaps) would be different from its allowances.
L Financial Therisk that the financing costs a network company inc Allocated to network companies as allowed rate of return is basec
leverage as a result of its chosen level of gearing would be differ notional assumptions.
(gearing) from its allowance.
Tax The risk that a netwqr O2 YLJ y&@ Q& (i | E At the licensee level allocated to customers, other than within the
different from itstax allowance trigger deadband where risk of changes in tax are allocated to net\

companies. The risk of differences betweegulatory and accounting
depreciation is allocated to network companies.

Source: CEPA analysis
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As noted earlier, information asymmetry means titfa¢ distribution ofrisksis more likely to
beAy ySGg2N] O2Y layandtiem. Contbindd ditlzMhe prokettigns provided
within the regulatory frameworkour analysis sggests thatsome risks were not efficiently
allocated in RII€, and that the overall risk profiles likely to have been lower thamould
justify the availableange of returnsFigure4.3 illustrates this concept.

We do not think that the truly highisk/highreward profile envisaged for RIIO can be
realistically achievedinder the current framework. This is because the complexity of the
framework, coupled with information asymmetry between Ofgem and the network
companies, naturally leads Ofgem to act with caution in setting its price control allowances
and targets. This narally derisks the price control for network companjesssentially
resulting in a misalignment between risk and return

Figured.3 also illustrates aange of potetial options forOfgemto recalibrate the risk/reward
balance to in RIIQ:

T M2NB OFly 068 R2y$S (2 NB Rud® risksSinsaeNdtsid®d @ Y LI v A

their control, including making greater use of existing uncertainty mechanisms (as
discussed irsection 3.3). This could also include making greatgse of competitive
mechanisms such a€ompetitively Appointed Transmission OwWs€CAT®), which
would allocate therisks relating to tendered projects with the bidders, instead of the
current price control mechanisms that rely on Ofgem accurately forecasting efficient

costs’®®/ 2YOAYSR GAUGK GFNBSGSR aFl Af akstitSta YSOKI

framework where the risk/reward balance is more aligned todh#uial risk profile of RIIO
1 price controls.

1 If Ofgem was more concerned about the variabitifyreturns it could potentially draw
on moreex postmechanisms that apply to thentire price control package. These would
result in a lower risk/return profile more akin to rate of return regulation in the US.

56 We note that the CATO regime depends on primary legislation changes.
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Figure4.3: lllustration ofthe risk/rewardbalance in RIIO price controls
Stated objective for

RIO: “high-powered
A framework”

Q o

High RIIO1 in practice:
Reward upside potential
more likely than
downside risks

* Range of options for RII02:®
align reward with actual
Low risk profile of RII01
Reward »y
* Range of options for @
RIIO2: lower risk and
reward framework
Low Risk High Risk
Souce: CER

Note: the location of stars in the above diagram is illustrative of the/reskard profile and is not a
guantified estimate of risk.

4.2. Proportionate assessment and fastack®’

A key change introduced by the RIIO framework has been the notidH laNE LJ2 NIi A 2 V |
ONBFOGYSYyiQ 2F ySGg2N] O2YLI YASEAQ LINRAROS O2yil
rationale behind proportionate treatment was to focus effort where it is most needed. At the

same time, it would allow those network companies thatyide welljustified business plans

to spend less time on the price control review and more time on running their busihess.

2 KSNE h¥3aSY 2dzR3aASa | ySiGg2N] O2YLI yeQa LINELJE
G2 aSdadtsS GKIFG O2 Yawluy boGdyeal INAdBce Of 2hg StAlBladrd NS O
GAYSQOl alf NS GYFOFd& (i

The fasttracking incentive aims to address the information asymmetry between network
O2YLI yASa yR h¥3aISYoe LG R2Sa a2 o6& YIF1Ay3a A
costs in thé& business plans, set stretching output targets, and demonstrate that their
business plans deliver what stakeholders want.

CNRY | ySGg2N] O2 Y itdhcking Bcks i tie Njuladrpsetlethenta ygar a U
earlier, allowing managementto focassy RSt AGSNEB® LG | f a2 NBLINBEAS
by the regulator, which might give it an advantage in accessing finance from debt and equity
providers. Network companies may also expect afiagtk settlement to be more favourable

57 Annex D provides more detail on prationate assessment and fastacking in RII€L.
58 Ofgem, Handbook for implementing the RIIO model, October 2010.
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than slow track,0 SOl dz&S GKS NB3Idz 2N Aa FOOSLIiAy3

Additionally, Ofgenprovided specific financial incentives for being fastked in RIIEL: an
ex antereward in leu of the IQI(higher than the likely IQddditional allowance under slow
track) and ahighertotex incentiverate thanwould have likely been set under slavack.

4.2.1. What has been the benefit to customers of the fagtack incentive??

In this section we use the RHED1 price control to assess thkely benefits and costs to
customers of the fastrack incentive and the decision to fasack Western power
distribution WPD. We use RIKED1 for two reasons:

i as the most recent application of the RIIO framework, it captures learnings from previous
RIIO decisions arzhn be consiered to bemore representative of future applications of
the fasttrack incentivef©

i the DPCRS5 price control used many of the elements of the RIIO framework but did not
include the fastracking incentive, so it offers a reasonable counterfactual agaihsthw
to measure the impact of the fastack incentiveb?

The latest RRKX price controls for transmission and gas distribution were substantially
different from the RIIO framework. $Asuchthey do not allow us to assess the benefits and
costs offast-track due to the lack of counterfactual and lfa-like comparisonWe explain
this in more detail irsection4.2.2

We acknowledge that quantifying the efft of fasttrack is a challenging exercise as many
other aspects of the price control regime have the potential to impactthets submitted by
network companies in their business plam@ur approach seeks to arrive at a reasonable
order-of-magnitudeestimate, rather than a specific figure.

Ourapproachto estimating the customer benefits of fastick in RIIGED1 is as follows:

1. We begin by estimating thadditional totex allowance and allowed revenues that were
Ay Of dzZRSR Atrglck dettlSn@niconpared id what it might have been set under
slowii NI} O1® ¢KAA 3IAPSa dza |y AYRAOI draRy 2 F
estimated savingsvould need to be at least thisighto suggest thathere might have
beena net benefit to customers iNIR-ED1.

2. We then estimate the reduction in totex allowances between DPCR5 anERI@on a
like-for-like basis). We compare these to the totex breakeven point calculated in step 1
andidentify the share of totex reduction that needs to be attributedatst-frack in order

59 Unless stated otherwise, all figures in this section amsented in the 2016/17 price base.

501t is worth noting that the same incentive properties for being fmatked would not necessarily result in the

same costs/benefits in the future as this would depend on how the network companies respond to thrafkst
incentive in the next RIIO controls.

61 Other key differences between DPCR5 and-EDQ are: the move to eiglyear price controls, indexation of

GKS +Fff26SR NBUdz2NY 2y RSo60GX yR G4KS | LILX A QOltihésey 2 7F
differences are likely to have a systematic impact on our estimated costs and benefits of ttradashcentive.
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for the incentive to have led to a net benefit for customahe consider whether
attributing that share is reasonable.
3.28 GKSy Ndzy GKS SadGAYFIGSR (2G48SE al gay3a (K
(PCFM) for RIHED1 to estimat the reduction in allowed revenued/e compare that
figure to the allowed revenue breakeven point, identify the share of revenue reduction
that needs to be attributed to fadtrack in order for the incentive to have led to a net
benefit for customers dung RIIGED1, and consider whether attributing that share is
reasonable.

Table4.2 summarises the sources of additional allowances for WPD and the sources of totex
savngs that are covered by our assessment. We note that the first source of savings is the
benefit of having the fastrack incentive in place, and is not dependent on any company
actually being fastracked. The second and third sources of savings do depandne or

more companies being fastacked.

Table4.2: Sources of totex savings and additional revertiasmay be attributedo fast-track

Cost of RIIEED1 fasttrack: Savings of RIED1 fasttrack:
sources of additional revenués sources of totex savings

i Higher allowed return on equity, leading tc { Lower cost company initial proposals (les:

a highernweighted average cost of capital aIF YAYTELOD

i Additional income reward of 2.5% of totex Y Lower cost company revised proposals
(in lieu of the I1QI reward). (slowtracked companies respond to

| Higher cost allowancg®RPEs and smart benchmark set by the fastacked
grid adjustments). company).

1 More efficient Ofgem baseline costs (fast
trackedcompany used to benchmark
allowances for slow track).

Source: CEPA analysis
Note: Only a proportion of these totex savings could be attributed tetrfask.

Our assessment of thpossiblebenefits of fastirack is necessarily limited to certain areas
that can be reasonably quantified and assessed on a comparable basis. It excludes other
sources of costs and benefits relating to fasick, such as:

f higher output targets and lower cost of capitalniatworkO2 YLJI YA S&4Q LINR L2 a | f

i resource costs incurred B9fgem, network companies and stakeholders of participating
in the fasttrack process;

f administrative savings such as the fdisNI O1 SR 02 Y LI} ye&Qa YI yIl 3SYS\

62 We also note that, as a result of being fasNI O1 SR 2t5Qa Iff28SR NBGdNYy 2y
WiNRYO2YySQ I ppieiNtd sladMikack (DK®si WHD is also subject to slightly differerdbpeners

compared to the slowiracked companies. These two items have not been included in the table above as they

refer to different risk profiles instead of cost savings, i.e. noeieht added costs).
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1 the impact of having a higher totex incentive rate for the faatked company?

Estimded oosts of the decision to fastrack WPD in RIIED1

h ¥ 3 S Y @ED1 publitations indicate that WPD was provided with a higher allowed revenue
as a result of being fastacked compared to its likely slow track settlement. This consists of
three elemens:®*

1 Theallowed return on equitywas higher for WPD at 6.4% than for sittacked DNOs
Gcdr:0d ¢KS NBadzZ GAy3d RAFFSNBYOS Ay [ff26SI
£100mover the course of RIKBD1.

1 Ex antereward of 2.5% of totexn lieu of the 1QI additional income. In comparison, the
highest reward in slow track was 0.66% of totex (achievedElegtricity North West
Limited ENWI). Had WPD been set an 1QI reward of 0.66% instead of 2.5%, the resulting
difference in allowed revelzS F2NJ 2t 5Q& F2dzNJ 5bha g2dzZ R F
£140mover RIIGEDL1.

f Higher cost allowancesf 2 NJ wt 9&8 YR &YFNI 3INAR O0SYySTAlL
determinations implies that WPD would have been subiject to:

0 areduction in allowed totex of £525mrftower RPEs than the company had proposed,;
and

0 areduction in allowed totex of £153m to reflect smart grid benefits.

The resulting £678m reduction in totex would have translated to approxim&2ZRm
f26SNI ff26SR NBJSydzSa dushldfRIKEDOA F2dzNJ 5bha.

We summarise the estimated additional allowances for WPTalrle4.3.
Table43Y 9a G A YI BFR LIa NG laREkng dédisiokKiSRIBD1a G

Estimated totex breakeven point for WPD in H=silggiele Rl [0)17=1s REEVETBER o (LG o o] 1)
RIIGED1 for WPD in RIIEED1

1 £678m 1 £510n%°
Source: CEPA analysis

Totex savings that may relate to RHBED1fast-track

The three sources of savings identifiedTiable4.2 (second column ilgreen are presented
in turn below.

53 In RIIGED1WPDwas set an incentive rateof 70%, whereas incentive rates felowtracked DNOsanged
between 53% and 58%he higher incentive ratmeansthat customersshare a smaller proportion of efficiency
savingdy the fasttracked network company (albeit starting from what is likely to be a lower cost baseline than
would have been the case without fasacking).But it also means that, if a company had been faatked on

the basis of submitting unrealistically low totex pasals, customers would hgrotected against overspersd

¢ KS NBGSydzS FTAIdzZNB A ¢ RiN@nbed POLRIGEDIRCENR dza Ay 3 hF3IASYQa
8 Calculated a§100m + £140m + £270m£510m
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1. Lower cost company initial proposalOfgem useda range of models to set totex
allowances for RIO5mM® ¢ KA & AyOfdzZRSR 020K GRUISE 068
assessments of specific cost categories. All models relied on costs (both historical and
T2NBOlFadao LINPGARSR 08 (K& ofefiidiedt @osts &ered dzOK =
influenco @ GKS f S@St 2F O2ada Ay 5bhaQ o0dzaAySa
by DNOs, the lower the allowances Ofgem could set (and, therefore, the greater the
savings for customersy.

We use thelQl efficiencya O2 NB G2 O2YLI NB (KS O2adta 2F 5
DRCR5 and RHED1 on a likéor-like basi€’ Table4.4 shows that all DNOs except

Scottish Power Energdyetworks (SPEN) achieved lower 1QI scores for their initial business
plans in RIIED1 compared to the same stage in DPCRS.

Table4.4: DPCR5 v RHED1 comparison of initial business plasig 1QI scores

DRCR5 RIIGED1 Initial business plan$QI
score
DNO (by Initial business DNO (by Initial business RIIG ED1 improvement
group) plan IQI score group) plan IQI score against DPCR5?
ENWL 123.4 ENWL 102.4
NEDL/YEDL 111.1 NPg 106.9
EDF 118.6 UKPN 113.7
SPEN 117.6 SPEN 123.5
SSEPD 110.0 SSE 102.4
CNE/CNW 112.4
WPD 99.3
WPD 110.0
Median 112.4 104.7
Upper quartile 110.6 102.4

Source: CEPA analysis based on Ofgem DPCRS5 initial assessment of business plastsCanohiRHIO
assessment dusiness plans

Note: Cells highlighted in light blue identify the companies that have an 1Ql above the median.

By multiplying the change in the difference in median 1QI scores J2&%& | £t f 5bha
proposed totex for RIKED1 (£28 billion) we can estimateetsaving from lower totex in

6 RRAGAZ2yItfes hT¥FaSyQa G2GS8SE 32T 20k & OBlaa HISANYS 0% HBRY 12
proposals on a 75:25 basis. This means that lower cost proposals would have resulted in lower allowances after
applying the IQI interpolation.

8 The IQkfficiencya O2NB A& (GKS NI GA2 2F O2YLI yASaAQ LINRPLRA&ASR 02
not vary with different calibrations of the IQI mechanidtowever, IQI scores might change as a result of Ofgem

using different approaches to identify efficient&di a ® C2NJ SEIl YLX S h¥3SY dzaSR 0+%
forecast costs to identify efficient costs in RED1, whereas it only used historical costs in DPCRS5. All other

things being equal, that is likely to have led to lower 1QI scores iRHRMO Even ih the above consideration

AY YAYRXI S O2y&aARSNJ GKIFIG LvL aod2NBa INB (KS o6Sad @
business plans in RHED1 and DPCR5.

68 DPCR5 median 1QI minus RED1 median 1QI: 112c&104.7 = 7.8.
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initial company proposals for RHED1 compared to DPCRBWe note that hese savings

cannot be entirely attributed to fastracking. DNOs could have been responding to new
AYF2NXIEGAZ2Y 2NJ ail 1 SK2etaRSilNids ébat Ssgebsment rfodel Y Q &
likely lowered IQI scores; and some of the least efficient DNOs at the start of DPCR5 had
been taken over by new management before REDL.

Approximate saving from lower totex in initial company proposals for RED1

£2,230 million over eight yeaf$

2. Lower cost company revised proposalor the DNOs that were not fasticked, there
was an opportunity to propose more efficient costs in their revised business plans.
proportion of the lower costs proposed by netwatkmpanies in their revised proposals
may be due to DNOs responding to the benchmark set by \BIR[X can also be because
DNOs may have responded to new information or stakeholder views, or corrected errors
from their initial business plans. They may @also responded to more information
revealed by Ofgem about the likely final price control settlement (e.g. the level of the
allowed rate of returi.
Figure4.4 demonstrates thatin DPCR®NOSs reduced their totex proposals By8%
(E246m on an eighyear equivalent basis) between initial and final business plans. In RIIO
ED1 the DNOs reduced their totex proposals by Zf884m)’*

Figured4.4: DPCR5 and R{ED1 totex proposals
30,000

246 804
25,000
20,000
15,000
10,000
5,000

0
DPCR5 IBPs DPCR5 RBPs RIIO-ED1IBPs RIIO-ED1 RBPs
(8 yr equiv) (8 yr equiv)  submitted for FT submitted for ST

£m (2016/17 prices)

B Totex Difference between RBP totex and IBP totex

Source: CEPA analysis based on Ofgem DPCR5 afdDRIiittial assessmesuf business plans

Approximate saving from lower totex in revised company proposals in REL

£560 million ove eight years

% The savigs based on the change in the upper quartile IQI saced.1%

0 An alternative way of calculating the savings is by using a weighted average change in 1QI scores, with the
weights being the totex amounts submitted by each DNO in their initial busiri@ss.'his approach accounts

for the relative size of the DNOs. With a weighted average, the approximate savings from lower cost initial
business plans in RHED1 would be £1,900 million in 2016/17 prices.

L The reduction is 3.8% if WPD is excluded
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3. More efficient Ofgem baseline costdn RIIGED1,0fgemset totex allowances for the
slowtracked companies using:

o Two totex topdown models each given 25% in setting the cost baseline. One model
used a cost driver that reflected a weightaderage of the drivers used in each of the
RAAF3IINBIFI GSR-AXPRYx0Z0 WM.SKH (625t 26 00 ¢ KS 210
RNAGSNI 2F Y2RSNY SljdAagltSyd aasSad @l fdzS o
o One bottomup (disaggregated) totex model, which was giaes0% weight placed on
Al Ay aSiadAy3a GKS 02ai olaStAaAySed ¢KS WRA:
an aggregate value from over 40 activity level models.
We reran the topR2 6y Y2RSft a ¢A(K2dzi EDISIQdrderfi@ NSOl &
estimatewhatS T F SO0 GK2aS F2NBOlada KFER 2y h¥3aSyQ
replicate this test for the bottorup models, as they relied on a range of benchmarks that
O2dzZ R y20 06S RANBOGEE ftAY]1SR (2 2t5%6 F2NBC
Figured58 K2 g¢& GKI G SEOf dzZRAY 3 2dowh hadelsSFradNdBlpad & (G & 1
minor impact on the cost baselineFhis suggests that slow NI O1 S Rrevised h { Q
odzaAySaa LXIya OFdAKG dzLd G2 G RiSsiscéyistertY | NJ
with our analysis in the preceding section.
Figured.5: Results of the RHBED1 topdown models excluding WP&récasts

ENWL NPGN NPGY LPN SPN EPN SPD SPMW SSEH SSES

= Bottom-up CSV m MEAV CSV

o

R

&

£m (2012/13 prices)
iSS

o

-10

{ 2dzNOSY /9t ! |yl f & dEDAtopdokv@ntoRels2y hF3ISYQa wLLh
Note: The estimates are before modelling adjustments are reversed, RPEs added and the upper quartile
is applied. Figures are presente®bi2/13pricess | & dzA SR EPImbdEIISY Q& wLLh

Approximate saving from using WPD in totex models in RED1

£40 million over eight years
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How do the totex savings and costs compare?

As mentionedpreviously, he savings estimated in the above threeurcescannot be

attributed entirely to fasttracking ¢ companies could have been responding to new
information, stakeholder views, management preferences, and other facibable 4.5

compares the estimated totex costs and savings from the previous sections. It shows that at

least 24% of the estimated savings need to be attributable to thetfask incentive in order

for it to have had a net benefit on customers through lower totex allowari¢éslight of the
aGraSyYSyda nh¥3aSY YIRS NB3IF NRA yEDI'Swe boadidlerA y A G A |
that attributing at least 24% of the estimated savings to fasickis rea®nable

Table4.5: Estimated osts and savings (totex) as a result of finatk in RIIGED1

Savings/costs Totex

1. Lower cost company initial proposals £2,230m
2. Lower cost company revised proposals £560m
3. More efficient Ofgem baseline costs £40m
Total estimatedotex savings £2,830m
Total estimatedotex cost £680m
Share of savings that need to be attributable to fasack for breakeven 24%

Source: CEPA analysis of Ofgem data
Note: All figures are iB016/17 price base.

How do the savings and costs on allowed revenues compare?

For the eight years of RHED1 we estimate that:

1 WPD was set allowed revenues that were approximagélyOmhigher than had it been
slowtracked.

1 The estimated £2,830m reductiom totex (from the previous section) results in
approximately &1,120mreduction in allowed revenues for all DNOs over the course of
RIIGED1.

1 As such45% of the estimated reduction in allowed revenue needs to be attributable to
the fasttrack incentivein order for fasttrack to have led to a net reduction in electricity
distribution charges recovered from customers in RE1’4

We consider that 8% is towards the upper end of savings that can be reasonably attributable
to fasttrack. As such, it iseks clear that fastracking resulted in a net saving for customers

72 Catulated as 680/2,830 = 24%

B For exampletr 1 KS LJ2 G Sy GiANIfO 1SR A aTMANER ff 5bha (2 NIAa
SELSYRAGIINE 61 & mMu O0Aff A2Yy SbuceSdin, D&clsiyh t5dithck WesteINB G A 2 dz&
Power Distribution, 28 February 2014

74 Calculated as 510/1,120 = 46%
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during the eight years of RHED1.It is not surprising that théasttrack incentive is more
likely to have led to a net benefit in the longerm, as the incentive involvegpfront
payment in exchange for network companies revealing information that Ofgem could use to
set lower allowances in the future.

Key observations

We note that the largest saving appears to be derived from the first component (lower cost
initial proposals), suggesting théte main benefit is derived from eredible possibility that

one or morenetwork companies would be fadtacked. Our analysis sd shows that the
savings from the second and third components are notably smaller. In partithéampact

of Ay Of dzRA Yy 3 2 ty5 ChaT IF2MEROdaEif G85éssiment models in RAD1
appears to have been very smalhis suggests théhe DNOSrevisedproposalswere close

to the benchmark set by WRIneaning there was less scope to cut allowances further

In theory, all network companies could be farstcked if their business plans are judged by
Ofgem to be of sufficiently highuality. Thiswould be in line with adopting business plans
that are in the best interest of consumers. However, in practtm®e important aspects need

to be considered before fadtacking any company, for example, compahistorical
performance complexity of operabns,size or significance to national security. Additionally,

if all business plans are of very high quality, the hurdle for a company standing out and being
fasttracked may be raised (deliberately or inadvertentlypeTcosts and benefits of fast
tracking would likely change compared to our estimates for 8O if fewer or more
network companies are fag¢tacked

Overall, we estimate that the fastack incentive is likely to have resulted in a net benefit to
customers in terms of the costs (totexgumred during this period that would be recovered
from customers at subsequent price control perjaasimay havealsodone so (although this

is less certainn terms of the charges recoverable during RE[L.

4.2.2. Estimating the mpact of fasttrack on RIIGT1 andGDL

Due to thesignificant differences between the RIIO framework and the preceding TPCR4 and
GDPCRfrice controlsit is not possible to estimate the impact of fasack on RIS and
GDL.”®> The differencesmeanit has not been possible for us s@t a counterfactuahgainst
which to estimate the costs and benefits of the fastck incentive We were also unable to
estimate costs psavings owing to specific reasons for each price cantrol

We also note thathe waythe fast-trackincentive was applied in RHOL and GD1 is unlikely
to reflect its future applicationFor example, Ofgem fast NI O1 SR G KS {0200 A akK
in RIIGT1 despite noting material concerns with their initial business plafisit Ofgem

SWe note that the purpose of the analysis is to attribute costs/savings tetfask ¢ as noted elsewére in the
NBLR2NIGE FdaSaaiyd OKFy3dSa Ay ySisg2N] O2YLI yAaASaqQ Oz2al
study.
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deemedthoseto be resolvable beforés final decision. It would be reasonable to expect
that this is unlikely to happen again in RR@s all network companies will have learned from
the fasttrack process in RI}D.

ForRIIGGD] the only applicableamponentfrom the assessment we used for RIED 1is
lower cost initial business plam&cause no GDNs were fadsacked However, we were not
able to quantity thiscomponentbecauseOfgem did not publishnpr, to the best of our
knowledge,calculate)lQl scores for RIIEGD1 initial business plank any casglQIl scores
would have only offered limited comparability between RGD1 and GDPCR1 becaustén
latter price controlthe 1QI only applied to capex and repex.

ForRIIGT1, we were not able t@stimate the lower cost initial business plans and the lower
cost revised business plans as done for the HBIDQ analysisThis idoecauseTPCR4 did not
use the IQIsowe muld notestablish a counterfactual for the efficiency of business plans in
RIIQTL. We were also unable to estimate the savings from more efficient Ofgsing the
fasti NI O1 SR ¢ h BaSelineLbacause RIEL reBedadn bottorrup cost assessment.
Even if Ofgem had used totex benchmarking in-RlQOexcluding the Scottish $@ould have
left only NGET in théotex model, which would have nullified the analysis.

Furthermore, we were not able to ascertain the costs (or benefits) associated with RPEs as
we did in the RIIEED1 analysis. Unlike in RED1, Ofgem did not state iwothe RPEs for
RIIGT1 slowtrack compared to those allowed for the fasacked companies.

Finally, in relation to theost of capital we do not think that the allowedate of returnfor
fasttrack could be meaningfully compared to tAkowed rate of réurn for slowtrack in RII©

T1. The RIIO framework specifies that notional gearing would be different where risk profiles
are materially different. This is the case in RTID where the Scottish T@g&re deemed by
Ofgem toface a higher risk profile thadGET. This is distinct from RED1, where the fast
tracked and slowracked companies face similar risk profiles.

Below we consider how the sources of saving discussed above may apply to the other sectors:

1 Lower cost company initial proposatsGDNs shald have a similar incentive to compete
for fasttrack as the DNOs had in RED1. In transmission, the Scottish TOs may decide
to compete for fastrackingwhilstNGET may consider itself too biglte comparable to
the other TOs0 may noentirelyreveal its efficient costs in its initial business plan. NGGT
does not directly compete for fastacking, so may not respond strongly to the incentive.

1 Lower cost company revised proposatsif one or more GDNs are fastcked, it is
reasonable to expect thahis would encourage the remaining GDNs to submit lower
revised proposals, as was the case in f&B0. The impact is likely to be more muted in
electricity transmission, where the TOs are somewhat different from one another and face
different circumstaes. This component does not apply to gas transmission.

1 More efficient Ofgem baseline costsOfgem used a similar set of tajpwn and bottom
up models in RIKGD1 as it did in R#BD1, so the impact of using a fisN> O1 SR D5b Q
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forecasts to set cost bafines is likely to be comparable to RED1. The impact is likely

to be more muted in electricity transmission, where Ofgem assesses costs using bottom
up techniques, including assessing the costs of individual projects. This component does
not apply togas transmission.

The above suggests that the fastick incentive is more likely to result in net benefits to
customers in distribution than in transmission. This is because the greater degree of
comparability between companies in electricity distributemd gas distribution is more likely

to incentivise companies to compete against each other, thus offering better value for
customers Overall, we were not able testablish that the fastrack incentive led to a net
benefit to customers in RIKD1,unlikeRIIGED1 where our analysis suggests that a net benefit
was likely.

4.2.3. Options for RIIG2

The fasttrack incentive is not riskree for Ofgem. The process is resoumcensivec Ofgem
effectively needs to undertake a detadl assessment of network companfes LINRP L2 al t a
2NRSNJ G2 06S 6fS (G2 ARSYyi(UATFTe 4KSGKSNIlIye 2F
The work assessing initial business plans may come at the expense of-temger
development of policies and models that woudd valuable at theslow track stage. Ofgem

may also find that allowances given in the fasick settlement set out an overly generous

baseline for the slow track decisidh.

The costs and benefits of fagacking would likely change if more/fewer companies were
fasttracked so Ofgem may want to consider whether the reward for fimatkingshould be
dependent on the number of companies fasicked

Table 4.6sets out a number of options Ofgem may consider for RII@roportionate
assessment was a new core feat of the RIIO framework and we think it represents good
regulatory practice in terms of prioritisation. All options discussedTlable 4.6retain
proportionate assessment of business plans, but take different approaches to thedelkt
incentive.All gotions reduce the potenél gains from fastrack for companiegut to varying
degrees.This resuts in more of the price risk being borr®y custoners, as theincentive for
network companiesto revealtheir efficient costsand commit to stretching outputargets
may besomewhatweaker

AnnexD2 FFSNB | O2YLI NRAA2Y BRI OFAPTIQaA i KILINEBOKQ

6 For example, network companies in a sector are likely to face a similar risk profile. As such, the allowed rate
of return for fasttracked companies may be seen to also be applicable to-skweked companies. We note,
however, that Ofgem did set higher notional gearing for NGET than for the Scottish TOsid,RIi@ a lower

return on equity for slowtracked DNOs than for WADRIIGED1.
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Table4.6: Proportionate assessment and fasdck ¢ evaluation of opthns

Option

Impact on
risk
allocation
Pros

Cons

Practical
implications

Source: CEPA

Set a higher bar for being fadtacked, with a Remove the possibility of being fastacked Remove the fastracking incentive
lower financial reward through theex ante for transmission but keep it for distribution.  for all sectors.
allowance.

91 More price risk allocated to customettsan  § More price risk allocated to customettsan ' More price risk allocated to
in RIIG1 in RIIG1 customershan in RIIGL

9 Reduces the cost of fastacking but likely | Targets the incentivat the sectors where ' Proportionate assessment still

retains much ofhe benefit (see savings there is more likely to be a material net possible

under components 1 and 2 above) benefitfor customers 1 Reduced resourcing burden
9 A logical evolution now that network i Proportionate assessment still possibie

companies have been through one set of  transmission

RIIO controls { Reduced resourcing burden ftive parallel

il Tougher criteria would raise the bar in suc  RIIQT2and GDZeviews
a way that only a limited number of
companies would be able toe fasttracked

i The fasttrack process remains resource | Could result in more gaming / higher bids | Significant risk of increased

intensive for all involved from the transmission companies, particulai  gaming, particularly if IQI is also
if 1QI is also removefbee gction4.4) removed(see sectior.4)

1 It may be appropriate for Ofgem to set out §| Ofgem would need to build up ilssessment § Ofgem may have to develop new
upfront the maximum level of baselirend capabilities in electricity and gas distributior  approaches reducing the
expectedRORE for fasracked companies  § Ofgem would have to develop an approach  information asymmetry
that would accepted for assessing transmission proposaisisk ~ { Need to ensure that companies

9 Ofgem would need tbuild up its this being seen as reverting back to a RPI continue to engage stakeholders i
capabilities over the next 124 months; type of approach developing their business plans
particularly on cost assessment 1 Need to ensure that transmission companie

continue to engage stakeholders in
developing their business plans
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4.3. Scopeof outputs

One of the primary objectives of RIIO was to shift the regulatory framework from being
focused on what networlO2 YLJI YA Sa R2 OWAYLWziaQ Ay h¥3aSYQ
F20dzaSR 2y gKIG ySUg2N] O2YLI yASa 7"REdur OSNJI 6
incentives for the RIIQ price controls were defined in relation seven broad categories:

safety, customesatisfaction, reliability, availability (transmission only), environmental, social
(distribution only), and connections.

As part of this project CEPA was asked to assess whether there are any missing outputs in the
RIIO framework, specifically witegard to incentivising whotef-system efficient solutions.

We discuss wholef-system considerations in detail below. Otherwise, our review of the
RIIG1 outputs did not identify material missing outputsRather, we consider that the key
improvements fo RIIG2 are likely to be regarding how output targets are set and how cost
allowances are linked to outputs (see sectjon

4.3.1. Whole of system outputs

In July 2017 Ofgem arttie Department for Business, Energy & Industrial Strat@®fyl$
published a joint strategy document for a flexible future energy syste@ne of the key
issues raised in this document is the need to ensure that energy network companies (and the
System Operators) work together to deliver the best outcomes across tggisystem as a
whole. This includes, for example, joired planning so that investment decisions take place

at either the transmission or distribution levels, depending on which would best serve
Odza G2 YSNBQ AyiGdSNBaldao

In the context of price controls, ahole-of-system approach would aim to deliver the
objectives of the RIIO framework using all sectors in an integrated manner, as opposed to
considering each individual network in isolation. Adopting such an approach helps identify
solutions that offer thebest value for money (e.g. a constraint may be resolved through a
solution applied at the distribution or transmission level), as well as enabling the sector to
meet objectives in a comprehensive and coherent manner.

For the RIIO framework to appropridyeencourage whol®f-system thinking, it is essential

that Ofgem defines whathisY S| yad® 2 S y2-0f8eGaBBYQUWaE288YSGAY
describe interactions between the transmission and distribution levels (particularly in
electricity). But it carmlso apply to other energy sector interactions, including: electrigay

Tp2iS GKFG GKS GSN¥Ya WAYyLHziaQ FyR W2dzilldziaQ | NBS RSTA
evaluation framework (see Annex B).

"8 Existing outputsnay need to be modified to account for recent technological developméfttsxample, the

reliability output could be changed to also cover frequency control issiressdope and scale of electric vehicle

uptake can be covered under the current connections incentives digrctricity distribution but that the

incentive used in RFED1may need some calibration

79 Ofgem and BEIS, Upgrading our Energy Systemart systems and flexibility pladuly 2017

8 bid, p. 19
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interactions; interactions between networks in the same sector (e.g. two or more DNOS); or
interactions with norenergy sectors (such as rail electrification). Given the range ssilple
definitions, and in the absence of guidance from Ofgem at this stage, the remainder of this
section focuses on the concept of whalésystem solutions in broad terms.

If whole-of-system outputs are defined as the interaction between electricigngmission

and distribution, many of the key issues relate to system operation arafdioation. These
guestions are linked to the potential introduction of Distribution System Operators (DSOSs).
Ofgem is yet to state its position on the regulatory arramgats for DSOs. Depending on the
relationship betweerdSOsind DNOs, the former mdpe assedight businesses which case

the regulatory framework that would apply to DSOs can be expected to be markedly different
from current RIIO price controls. Thishiscause current price controls are fundamentally
concerned with efficient investment and use of assets that have natural monopoly
characteristics. The development of the appropriate regulatory framework for DSOs is outside
the scope of this project.

4.3.2. Options for RIIG2

Table 47 summarises options that Ofgem may consider for incentivising wbitsy/stem

thinking. These range from encouraging greater engagement between network companies in
different sectors by, for example, emphasising wholesystem optiy 8 Ay hF¥3ISYQa
assessment of business plans, to introducing incentives for deliverindgbireed wholeof-

system outputs.

The options set out i able 47 are not mutually exclusive. For example, encouraging greater
collaboration could be achieved bgquiring companies to submit data and/or develop a
methodology for valuing whotef-system outputs, while also introducing an incentive later
on in the price control once such data has been collected (for example, as part of the mid
period review).
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Table4.7: Incentivising wholef-system thinking; evaluation of options

Option PWIRFGS ySie2N)] O2 YL Define wholeof-system primary output  Introduce a financial incentive that
methodologies to take account of whotef- and introduce a reputational incentive applies across sectors (depending ¢
system costs and benefits, potentially i how whole-of-systemis defined)

penalties for companies whose CBAs are not
sufficiently evidenced or are missing.

Impact on risk [ No impact on risk allocation during price | No impact orcommerciakisk for 1 Increass output delivery risk for

allocation control periods, but potentially increases network companies network companies compared to
YySGg2N] O2YLI yA 8skdd RIIG1
disallowed costs at the price control review

Pros 9 May be simpler to implement than the othel J A more proportionate approach than a 9| If designed appropriately, can
options presented here financial incentive, given current fundamentally change network

plans and actions

Cons 1 Quality of CBAs likely to vary between 9 Likely to be difficult to isolate the impac § Likely to be difficult to isolate the
companies of a network company across the value  impact of a network company
chain across the value chain
1 Unclear how stronglypetwork companies 9 Potential for overlap with SO
respond to reputational incentives incentives
Practical 9 Resource burden on network companies | Ofgem would need to collect the i Ofgem would need to collect the
implications ONBIidAy3a ySg Y-sfla@deN. relevant data and develop (or task relevant data and develop (or tasl
and conducting CBAs network companies with developing) an  network companies with
1 Resource burden on Ofgem of reviewing evaluation methodology developing) an evaluation
methodology

CBAs can be significant
Source: CEPA
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4.4. Totex allowances and the IQI

{AYyOS 5t/wn h¥3aSY KIFa 0SSy dzaAy3a YSydz¢gNB3Idz |
the 1QI was initially just used for capex, lower time its use has expanded amader the RIIO
framework it has been applied for all expditure categories under totex.

The 1QI aims to address the information asymmetry between Ofgem and the network
O2YLI yASa o6& YIF1Ay3a Al Ay O2YLIYyASaQ oSad Ay
not to over or underbid). The two main critiges of the IQI is that it is overly complex, and

that the theoretical assumptions on which it is based do not hold in practice. For the IQI to

works optimally, the following conditions need to hdfd:

1 Network companies are rigkeutral (i.e. theyview the possibility of an £1m reward
equally to the risk of a £1m penalty).

f Ofgem is able to séts baselineview of ST FA OA Sy (i O2aiéa AYRSLISYRSy
forecasts (or more accurately, companies must not think that their proposals could
influence the baseline).

f Theallowed rate of returris equalto network compark Sa&t@l cost of capital.

These may not Hd true for some, or even all, regulated companies. For example, insight

from behavioural economics suggests tHass aversiormeans companies may favour
minimising the downside risk over maximising returns. Similprgsent biaxan exacerbate
prefererces for shorterm wins over optimising longef SNY NB G dzNyya® hFISYQ:
cost assessment means that the baseline is unlikely to be completely independent of
O2YLI yASaQ F2NBOlFadasx LI NIAOdz | Nipassesgnbidt (i NI y &
of O2YLI YyASEAQ LINRPLIRASR LINR2SOGAaA FYyR 0KS oAt
In the rest of this section weeviewthe approach to the 1QI in RHOQ andconsidersome

alternatives.

4.4.1. Application of the 1QI in RII&

As part of the RIIO frameworkDfgem changed the way efficiency adjustments are
implemented compared to previous price contréfs:

1 In RIIO, revenue adjustments are implemented annually during the price control period
through adjustments to the RAV and fasbney allowances. This is dow the annual
iteration process.

B{AYOS (GKS LvL FFFSOGa ySig2N] O2YLI yASaQ FoAfAaGe G2
RdzZNAYy 3 LINAOS O2yiNRfax Ad Aa Ffaz2 olaSR 2y Iy | &aadzyLdi
investors ae aligned.

82 Ofgem, Consultation on strategy for the next transmission and gas distribution price corRT1 and

GD1 Business plans, innovation afficeency incentives, 17 December 2030 4445
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1 In previous price controlhe RAV would track actual expenditure, but allowed revenues
during the price control period would follow allowances set at the price control review,
with adjustment for over'under-spend applid in the subsequent price contraviewon
anet present valueNP\) neutral basi$?

The new approach means thaetwork companies retain outperformance for the life of the

asset (e.g. 45 years), whereas the previous approach meant that outperformarscenia
NBGFAYSR F2NJ FAQGS @SIFENE® LT GKS Fff26SR NI GS
of capital, the two approaches are equal in NPV terms.

However, if network companies have a lower cost of capital than the rate of return allowed
NOASYQa LINAOS O2yiGNRfa O6YSEFEYyAy3a (GKFG ySiGg2N
above the amount required by their investors), then there are some potential gains for the
company under the new approach. To illustrate the impact of the new approach wiheise

following simplified example:

1 We assume a 50% incentive rate and 80% totex capitalisation rate.

T 2SS |faz2 aadzyS GKIFIG GKS |ff26SR Nlcastdf 2 F NIB
capitalis 3%.

1 In this case, a 10% underspend by the company woeddlt in 0.4% higher allowed
revenue over 45 years (in NPV terms) under the RIIO application of the 1QI than it would
have done under the previous approa&h.

An additional change was that the incentive rate is calculated on atpwdiasis whereas in
previouspricecontrols it was calculated on a ptax basis. This means that allowed revenues

are adjusted by both the share of any undever-spend allocated to customers and by the

tax impact of that undefover-spend. Another way to think about this isathfor the same
AYOSYGA@S NIGS o0So3d pmir0x ySGise2N] O2YLI yAS:
result of under or overspends.

4.4.2. Alternatives to the 1QI

In this section we provide flavour of the strengths and weaknessefstwo potential
alternatives to the IQIWe note thatthere may beother optionsthat Ofgem considers for
RIIG2, or different calibrations of the mechanisms described in this seitese may have
different incentive properties to thexamples we discuss and may lead téedént outcomes.
We have not modellethe various alternatives to the 1QI but would recommend that Ofgem
does so if it intends to introducene such alternative.

8ly 5t/ wp GKAa AyOf dzRSR dza soitiht ONOsHat@dfthe dapideffidighd BigeitivedS Y S (
for over/under-spend in each year of the price control period.

841n order to give a sense of magnitude, 0.4% of allowed revenues for thel RHCe controls is approximately

£400m in 2016/17 prices.
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Ofwat ¢ cost sharing mechanism for PR19

h¥ol G KFER LINSOA2dzaf & dia SfRostallowanSey. dewevarAiOfwat I NJ
has decided to abandon the menu for the 262®price control (PR19). This follows the GV
decision on the Bristol Water appeafl PR14, where the CMA rejected the application of the
menu for Bristol Water. The CMA2 Y aA RSNBR GKI G h¥gl 61Qa YSydz
made an effective contribution to the financial incentives for water companies to submit
more accurate expenditure forecasts.
¢KS LISNDSLIA2Y GKFEG YSydzza | NB O2vdsiorbte fA71S
FoktyR2Y (GKSY® Ly GKS 062E 6St26 6S RS&aONROS h
Case study, Cost sharing mechanism for PR19
h¥ol GQa 024G akKlFINARYy3A YSOKI y Aoa tfe riex papeThs
mechanism has a number of kisatures:
T NB3IIFNRfSaa 2F 6KFG O2YLI yASa LINRLR A
view of efficient expenditure;
1 different incentive rates apply to oveand underspend,;
T GKS AYyOSyiA@S NIGS F2NJ dzy RSNRLISYR R
is judged to be; and
1 the incentive rate for overspend is fixed for companies that are judged to be at le:
STFAOASY(O |a h¥gl 1Qa ol asatkaeg pdgedlioybr les
efficient than the baseline.
C2NJ O2YLI yASa GKIFIG FFNB OFiGS3aI2NRaSR o
incentive rates are fixed at 75% for overspend and 25% for underspend (these a
shown in the tableon the nextpage.

2§ y24S GKIG a2y$8S 2F GKS /a! Qa ONRGAILdzSa NBEFGS G2 |
how Ofgem ued the IQI. In PR14 water companies only submitted a single business plan and were able to select

their totex incentive rate within a range specified by Ofwat after cost allowances are set. In contrast, the
incentive rate in RIIO price controlsisdeter®R 6& GKS LvL NXdGAz2z F2N Sk OK O2YLl
based on revised business plans.
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Business plan

80% 85% 90% 95%  100% 105% 110% 115% 120%

totex %

Ofwat fotex 100% 100% 100% 100% 100% 100% 100% 100%  100%

baseline %

WSSV 65 00| 62.50| 60.0%| 55.0%| 50.0%| 45.0%| 40.0%| 37.5%| 35.0%

(underspend)

WESINEREER 50 00| 50.09%| 50.0%| 50.0%| 50.0%| 55.0%| 60.0%| 62.5%| 65.0%

(overspend)

Actual Total incentive payment or penalty to company (payment as a % of Ofwat totex

expenditure:  baseline)

baseline
80% 13.0%| 12.5%| 12.0%| 11.0%| 10.0%| 9.0%| 8.0%| 7.5%| 7.0%
85% 0.8%| 9.4%| 9.0%| 83%| 7.5%| 68%| 6.0%| 56%| 5.3%
90% 6.5%| 6.3%| 6.0%| 55%| 50%| 45%| 4.0%| 3.8%| 3.5%
95% 3.3%| 3.1%| 3.0%| 2.8%| 25%| 23%| 20%| 1.9%| 1.8%
100% 0.0%| 0.0%| 00%| 0.0%| 00%| 00%| 00%| 00%| 0.0%
105% 25%| -2.5%| -2.5%| -25%| -2.5%| -2.8%| -3.0%| -3.1%| -3.3%
110% 5.0%| -5.0%| -5.0%| -5.0%| -5.0%| -55%| -6.0%| -6.3%| -6.5%
115% 75%| -75%| -7.5%| -7.5%| -7.5%| -8.3%| -9.0%| -9.4%| -9.7%
120% 210.0%]| -10.0%| -10.0%]| -10.0%| -10.0%| -11.0%]| -12.0%| -12.5%]| -13.0%

SourceOfwat, 2019 price review: Final methodoloqgy, Cost sharing rates spread&emsmbel
2017.

l'da hF¥glGQa LINRPLRASR YSOKFIYyAaY KI & edséed

how water companies would resporid the incentives contained therein. Therefore, it

too early to conclude whether the mechanism can have its desired eBBasted on the

information available to date, however, CEPA makesfollowingobservatimsregarding

h¥gl 6Qa LINRPLRASR: FfGSNYyFGA@S (2 GKS L
Whereas the 1QI is designed to incentivise network companies to reveakiheicosts
OKSUKSNI 6KS& INB 2SN 2NJ KAIKSNFaK
mechanism incentivises companies to propose lthweestcosts. The best outcome for
companyd 2 i KSNJ GKIFy (K2a$8 ¢gK2 SELISOG (it
Syadz2NB GKIdG AG&a LINRPLI2&aSR O2aitea | NB Y:
Thisconcernwas noted in stakeholder responses to a slightly different version of the
sharing mechanismwhich was proposed ih F g I G4 Q& R NJ PiOfwitdas
amended the cost sharing mechanism for its final methodaldggwever,in / 9 t
opinion the issue remains.

Ofwat considers that other elements of the price control reviewspecificallythe
requirement for companie€boards to sign off on their proposatsand O 2 Y LJ
assumed aversion to being seen to overspend their all@garould mitigate the risk of
unreasonably low cost proposaisNevertheless,fithe incentive results in companie
LINR LI2AAY 3 dzyNBFfAaGAOLIffte t2¢ O2aidax
compromised.

BagwSall2yRSyia O2yaARSNBR GKFG GKS LINRLRaSR 02ai &Kl N
Gi22¢ 262 ANNBaALSOGA MMbichzah leddNdaSdesids lnifcOmiek foricasybmezsBndO2 & (i & |
02 Y LJ yQhnéad Ddivering Water 2020: Our final methodology for the 2019 price reviewersip 15:

Responses to our draft methodology, December 2(.7165166, Table 8.2)

8 |bid.
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https://www.ofwat.gov.uk/publication/cost-sharing-rates-spreadsheet/
https://www.ofwat.gov.uk/wp-content/uploads/2018/12/Appendix-15-Responses-00-COMPLETE.pdf
https://www.ofwat.gov.uk/wp-content/uploads/2018/12/Appendix-15-Responses-00-COMPLETE.pdf

1 The cost sharing mechanism in one aihumber of factors that contribute towards
g1 SN Oapptahcly ® DsZbusiness plan.y / 9t | Qthe irkdnivgs o e
water company to propose efficient costs in its business plan would depend on F
expecsto be categorised in Ofwed 0 dzA Ay S& a L3 company exgedsit
0S OF{iS3aI2NRASR F2NJ WaA3IayATAOlFIy(dl aONX
independent of its proposal

Varying incentive rates

One option that regulators have often considered is to set diffiérincentive rates for
different levels of ovefunder-spend. The thinking behind this approach is that companies
should be exposed to small variations between actual and allowed costs, but that customers
should be protect from large variations becausedh are more likely to represent a mistake

in the level of allowances.

Aside from the added complexity that setting different incentive rates for different levels of
over-/under-spend would entail, this idea has typically been rejected because of thefrisk
unintended consequences. In the bbelow we provide a higHevel illustration of how
Yaperedincentive rates could discourage network companies from maximising efficiencies
that would later be used by Ofgem to set lower allowances

lllustration ¢ Waperedincentive rates

To illustrate the impact diaperedincentive rateson the incentive for network companie
to achieve efficiency gaingie have used a simplified example in which expenditure wi
10% of the allowance faces a 60% incentive rate] expenditure of more than 10% fro
the allowance faces a 20% incentive rate. We compare the outcomes for custome
the regulated company under three scenar{gse table on the next page)

1 scenario 1 is a counterfactual in which a single incentate of 60% applies to a
underspend;

1 in scenario 2 the company minimises its expenditure in every year; and
i in scenario 3 the company maximises its profit in each price control period.

Our modelling uses the following assumptionsyefr price controls ah 45year
assessment horizgrthe regulator sets an allowance of £10m per year in the first p
control period the company identifies efficiencies in Year 2 that mean its efficient cost
£8m per yeay for future price controls, the regulator setsdhallowance equal to the
O2YLI yeQa | OlGdz2rf O2aila Ay (KS;adiskoft fate &f
3% is used for NPV calculations. We ignore the impact of tax and inflation.
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Scenariol  Scenario2  Scenario 3
Starting annuaallowance £10m £10m £10m
Company annual expenditure Year 1 £10m £10m £10m
Company annual expenditure Year8 2 £8m £8m £9m
Company annual expenditure Years® £8m £8m £8.1m
Company annual expenditure from Year 17 onwar £8m £8m £8m
Incentive ratefor underspend <=10% 60% 60% 60%
Incentive rate for underspend >10% 60% 20% 20%
NPV of total profit to the company £7.3m £4.8m £6.9m
NPV of total cost to customers £205.3m £202.9m £211.6m

Source: CEPA

The table above shows that, wittapered incentive rates the best outcome for th
company would be to underspend allowances by 10% in the first and second price ¢
periods (scenario 3). This approach results in a 40% increase in profits compared to s
2, in which the company maximisis efficiency as soon as Year 2. Because the com
does not immediately reveal its efficient costs in scenario 3, the cost to customers
higher than would have been the case with a single incentive rate (scenario 1).

4.4.3. Options for RIIG2

Table 4.&ets out a number of options Ofgem may consider forRIIBor each of the options

discussed it is essential that Ofgem consider the implications of setting materially different
incentiveratesinRIM 2y ySi62N] O2YLI yAiSaQem8itdedsfy RA (i dzN
RIIG1 and in RIIE2.
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Table4.8: Totex and the I@] evaluation of options

Option

Impact on
risk
allocation

Pros

Cons

Practical
implications

Source: CEPA

Set a consistent 1QI across all four energy Reduce the incentive rate(s) or introduce = Replace the IQI with a new approach for
network sectors, with a stronger truth Wil LISNBRQ Ay OSy i A @< setting incentive rates for all sectors
telling incentive(steeper profile of

expected outcomes).

i Allocates moralelivery and project scope i Allocates lesselivery and project scope 9 Risk allocation depends on the specific
riskto network companies compared to riskto network companies comparedto ~ design and parameters of the new
RIIO1 RIIOG1 approach

1 If network companies behave in line witl § Customers would retain a larger share ¢ | Potential to htroduce a more effective
the assumptions underlying the I@ile any underspend mechanism than the 1QI
stronger incentive would be more
effective in revealing true costs

9| The mechanism is familiar to
stakeholders

I If network companies do not behave in  Weaker incentive for network companie 9 Risk of ending up with a less effeetiv
line with the assumptionsinderlying the to seek efficienciesn the longer term mechanismand/or onethat is more
IQI there could be unintended results LR GSYdAlrfte NBRdAzOA complexthan the IQI

q Perception that the 1QI is complex, and  lower cost allowances
that its theoretical assumptions do not 9§ Customers would liable for a larger shat

holdin practice of any overspend
il Standardising the IQI across all sectors 9§ Ofgem would need to consider the 9 Any proposed alternative mechanism
means that some network companies w  strategic implications of protecting would require extensivenodellingand
likely face materially different incentive network companies from overspends in  testingto understand its likely impaaif
rates in RIIE than they do in RIKD RIIG2 having allowed them to retain a GKS YSOKIFIYyAAY 2Yy vy
larger share of underspendas RIIG1 behaviour
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4.5. Dealing with uncertaintyg real price effect$®

Our analysis in sectioR.5.1 showsthat RPEs are likely to have been a source of material
added returnsso far in RIIEX1 and GD1This is a result of the decision to allocate the risk
around RPEs (input cost risk in our terminolagynetwork mmpanies.

Ofgem set fixeex anteRPE allowancdsr RIIQ1 that were largely based on the historical
relationship between different input cost indices and . T3 SY Q& | LILINR I OK N
stable and predictable lontgrm relationship between RPI and inpprices. If this is not the

case, forecasts may be biased. For example, labour costs are the largest component of RPEs
and there is some evidence that real labour costs have grown at different rates over several
decades, suggesting that they reflect stwal changes in the economy and in labour
productivity %

alye 2F (KS O2YLRySyGa 2F hT3ISYQa 20SNIff wt
be difficult to explain. For example, falling working hours, changes in workforce composition

and increases in neworking costs during the 20689 economic downturrmay have all

acted to reduce real wage growth. However, these factors do not appear to explain the
continued decline in real earnings after 2010. Other components of RPEs are generally more
volatile than labour costs, and so even more difficult to foréc@ke difficulty of forecasting

most components highlights the risk of setting fixed RPEsidtit-year price control periods.

The main advantage of the current approach is that customers are protected from
unexpected increases in real input prices. Tleiaves the risk of unexpected real cost
increases with network companies, generating strong incentives for them to manage these
costs efficienth?! Network companies are likely to have some scope to manage the risk
around their input costs through contriieg and hedging. Howevenetwork companies
would remain exposed tthe impact of factors outside of their control dine costs of labour,
materials and equipment.

The result, as seen in RITA and GD1, is that RPEs could resudtindfall gains or lases for

network companies that are not the result of company actigksthe risk relating to RPEs is
d2a0SYFGAOZT NBRAzZOAY3I ySig2 N2 sBGANY L SieRaNg  2LY:
cost of capital.

88 This section draws 08EPA, Response to tldgem consultation on Real Price Effects for RIIO ED1, Report

prepared for British Gas, September 2014

89 As part of this project we did not review the use of RPI for indexing allowed revenues and the value of the

RAV. We note that a recent review by th& Statistics Authority concluded thatD2 @SNy YSy G | yR NX 3
aK2dz R ¢g2N)] G266l NRa SyRAyYy3 GKS dza SPaul Johngdh, UK Condurkes W
Price Statistics: A Review, January 2@l35.

90 Ciaren Taylor, Adrew Jowett and Michael Hardie, An Examination of Falling Real Wages, ZMi%) Office

for National Statistics, 31 January 2014

%1 That incentive is strengthened by the move to setting allowances for eight ye&®1, providing an added

imperative for network companies to entdongerterm contracs.

83


https://www.ofgem.gov.uk/sites/default/files/docs/2014/10/cepa_report_on_behalf_of_british_gas_0.pdf
https://www.ofgem.gov.uk/sites/default/files/docs/2014/10/cepa_report_on_behalf_of_british_gas_0.pdf
https://www.statisticsauthority.gov.uk/archive/reports---correspondence/current-reviews/uk-consumer-price-statistics---a-review.pdf
https://www.statisticsauthority.gov.uk/archive/reports---correspondence/current-reviews/uk-consumer-price-statistics---a-review.pdf
http://webarchive.nationalarchives.gov.uk/20160108042646/http:/www.ons.gov.uk/ons/dcp171766_351467.pdf
http://webarchive.nationalarchives.gov.uk/20160108042646/http:/www.ons.gov.uk/ons/dcp171766_351467.pdf

4.5.1. Options for RIIG2

Table 49 evaluates two option®©fgem may consider for reducing network compagies NA a {
exposurefrom RPEsAnnexF.3summarises the approaches taken by other UK regulators in
their most recent pice control reviews.

Table4.9: RPES evaluation of options

Option Set fixed allowances for RPEs, Set indexed allowances for RPEs using
with dead-band beyond which notional cost structuresand a set of pre
RPEs are rget®? determined indices.

Impact on 9 Allocates less input cost risk to | Allocatesinput cost riskprimarilyto

risk network companies than in customers
allocation RIIO1
Pros I Retains much of the incentive | Reduces the potential for ottinder-
for network companies to performance due to forecasting errors
minimise inputcost inflation 1 Retains some incéive for network
9 Simpler to set and administer companies to minimiseput cost inflation
than indexation {1 The concept is familiar to stakeholders
1 Depending ormow allowances following the use of the cost of debt inde»
are reset, potentially Iess ¢ can be incorporated into the annual
reliant on ongoing availability 0 jteration process
indices
Cons 1 Still potentialfor windfall gains | If RIIG1 turns out to be a period of below

or losseglue to factors that are average RPEs, introducing indexation foi

2dziaA RS O2YLJ} Yy RIQG2 risks allowing network companies '
retain RPE outperformance in Ri1Qvhile
protecting them from RPE
underperbrmance in RIIQ

9 More complex to set and administer

i Potentially inconsistent with a fixed
ongoing efficiency adjustment

Practical 1 Ofgem would need to confirm 9] Ofgem would still have to set a
implications with stakeholders that its methodology for calculating RPEs based
methodologyfor calculating the  the appropriate indices
initial RPE valueemans { Different cost structures mean thaaeh

appropriate sector will have different indexed

1 The rules for resetting allowances
allowances beyond the dead  q Risk that indices are discontinued or that
bandswould have to be their methodology changes

consulted and tested carefully
Source: CEPA

92 CEPA has previously advised Ofgem on options for adjusting RPEs subject to a deadbafdl/Seessearch
into volume and input price uncertainty for electricity distribution price control review 5, April 2009
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https://www.ofgem.gov.uk/sites/default/files/docs/2009/05/cepa-uncertainty-study_0.pdf
https://www.ofgem.gov.uk/sites/default/files/docs/2009/05/cepa-uncertainty-study_0.pdf

4.6. Length of the price control period

Setting the duration of price controls involves determining an appropriate balbateeen

the stability of regulatory decisions and the risk that forecasts made at the price control
review stage (by either network companies or Ofgem) will turn out to be wrong. For Ofgem,
the decision to move to eightear price controls for RIIO (instkaf five previously) was one

of a set of changes aimed at encouraging lorgem thinking by network companiés.

Longer price controls can be expected to enable network companies to achieve higher
efficiencies by being able to plan for the longerm and, consequently, being able to be

more innovative and extract more value from contracting. Additionally, longetraisrmean

GKIFIG O2YLIyASaQ YrylF3aSYSyid Aa FotS G2 aLISYR
focusing on operational issues, rather than on negotiating with Ofgem.

For Ofgem, longer price contradésomean that it is able to draw on a longer timergs of
YSUg2N] O2YLIYASAaQ LISNF2NXI YOS gfkédygarpgi&i Ay 3
control periods, Ofgem typically only had data from the first two years of the current price

control as it was conducting its next review. At times netwasknpanies have taken as long

as two years to adjust to a new regulatory period, meaning that figsyear controls Ofgem

NAala RNIgAYy3I 2y AYF2N¥IGAZ2Y GKIF G Yohgdingy2d | O
activities. As noted in sectidh5.2 using outdated information to set the Rlprice controls

is likely to have contributed to some of the outperformance observed to date.

On the other hangdshorter pice controls help to reduce the risk that forecasts would be
materially wrong (i.e. they carry loweisk during the price control period). However, this
comes at the expense of higher uncertainty for companies and investors through more
frequent resettingof prices (i.e. higher riskheadof the price control period). More frequent
reviews also carry a higher administrative burden for Ofgem, network companies and
stakeholders.

4.6.1. What has been the customer benefit of moving to eigiar price controls?

AtthS GAYS 2F /9t! O2yRdzOGAy3 GKA& NBOASGHI RI
activities and performance during the first four years of RIlCand GD1, and the first two

years of RIIED1. This means that any assessment of the benefits of longer gontrols is

based on only a fraction of the relevant information. As subh,observations presented

below should be considered as preliminary views only

Table4.10summaisesthe potential impacts of longer price controls, and identifidsen and
how they may be assessed. In the remainder of this section we discuss the potential impacts
of longer price controls in more detail.

93 Ofgem RIIO: A new way to regulate energy networkisial decisionOctober 2010
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https://www.ofgem.gov.uk/ofgem-publications/51870/decision-docpdf

Table4.10: Assessment of the elements of the RIIO frameworks in relation to the length of the price control

Effect of longer price control periods Can the impact be When can it be assessed How would the impact beassessed?

assessewow?

- 9 Now and throughout Y Anecdotal evidence from the network
Improved efficiency from longeterm

DOVOSO

planning and innovative contracting the.prlce control companies.

period.
Lower allowances for the next price contro i At the next price 91 Allowed unit costs for the next price control
based on more efficient costsevealed in control review stage. period compared to those allowed for the curre

the current period period (in real prices).

hTI8Y 08 |64t Reimiorakaats 91 At the price control T.FasSR 2y h¥3aSYQa RSOA

in cost assessmamodels review stage (and historical data used in the cost assessment
now). models.

h¥3aSYQa | oAf Al 2-seied 1 At the next price 7.+raSR 2y hF¥3asSyqQa RSOA

of historical costs incurred under the same control review stage. historical data used in the cost assessment

price controlin cost assessment models models.

9 Now and throughout  § Benchmarking unit costs (or developing
the price control LINE RdzOGA@PAGE AYyRAOSAVD
period. submissions. Note that assessment of unit cost
2dz20aARS (GKS aoz2LS 27

bSig2N] O2YLI yASaAQ
or productivity indices)

9 Once data is available 9 Compare variance from allowances/ targets in
for years6-8 of the years6-8 to variance in year$-5.
price control period.

Forecasting errors for cost allowances/
RPEs/ outputs for théatter years of the
control period

Source: CEPA
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To the extent that network companigsave been able to achieve greater efficiencies as a

result of the move to eighyear price control periods, customers would benefit from higher
reductions in network costs through the incentive rate on totex. However, arguaiyyader
benefit to customesA & hF¥3ISYQa FFoAfAGe G2 dzasS GK2asS f 2
YSEG LINAROS O2y(iNRf&d LYy (KAA 6l e&3 LINAROS 02yl
with the gains from longer control periods playing out over more than just the eighsyefa

the current periods.

We asked network companies to provide detaifsany strategic change programmes they
introduced for RIIEL in light of the longer price control periodllote that claims made by
network companies were not independently verifiedyoCEPA.

¢tKS O2YLI yASaQ NBalLkRyaSa GIFNASR odzi Yz2ald LR2A
1 network companies to negotiate longer contracts with third parties/suppliers, thus
reducing overall costs;

1 more scope for network companies to innovate and driviicefncies, which may result
in more ambitious options taken forward, in turn supporting investor confidence; and

1 company management to spend more time managing the performance of the business
instead of making submissions to Ofgem.

Some network companiesaid they adopted a more strategic view in preparing their business
plans for RII€L. For others, their approach did not change as they already had longer strategic
plans in place before RIIO, e.g. 4gear plans.

Some network companies pursued organigaél changes as a response to longer price
controls, althouglsome note thathese were not solely driven by the longer price control.
For example, UKPN and Cadent commented that they pursued major reorganisation to better
align their processes to delivéreir business plans. But these were also aimed at improving
employee engagement, issue resolution, visibility of team deliverables and customer service.

A few specific examples of savings attributed to the longer price control included:

1 One GDN triallec different contracting model for delivering repex work. It has since
awarded contracts up to the end of RI&D1, and estimates that these have resulted in
savings of £8m per annum (around £50m over the course of R3D1). The GDN
attributed the savingo having a longer period to trial and embed the new approach.

1 A TO said that the longer price control meant it was commissioning a wider portfolio of
transformer replacement/maintenance. Combined with focusing on the primary output,
the TO claimed it has been able to save £28m.

1 ATO said that the longer price contrallowed it to review the portfolio of wider works
projects over the 8ear period and identify common solutions to multiple projects
deferring some and changing the scope of others. By finding a common solution for three
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