NIAER Consultation on NIE T&D Price Control 2007-2012
Response by Airtricity
Introduction

Given that NIE's allowed revenue for RP4 represents an effectively non-optional contribution of £792m to the Company by customers in Northern Ireland, we are surprised that the justification for the proposed approach appears to be based on a preference not to repeat the 

"hard negotiations and extensive and expensive work agendas for both parties
",
a desire for
"avoiding a protracted capital debate involving consultants and the prospect of an appeal
",
and a wish to avoid a process that

"is time consuming and resource intensive
".

We believe that, given the amount of money involved, customers ought to have reassurance that their charges represent fair value for the service they are receiving from NIE.  To this end it would be reasonable to provide additional background information that would demonstrate the proposed NIE revenue is comparable with the requirements of other comparable businesses.  The effort and cost required to deliver such assurance would represent an "insurance" cost that they will receive value for money for their T&D charges.

Our subsequent comments are based on this perspective.

A five year term

NIAER's consideration of a three year price control term to align NIE's review timetable with that in GB is an implicit recognition of the value of benchmarking.  We support this objective in principle, but have concerns that a three year term could be seen as too short to provide a reasonable reward incentive for performance improvement in a capital intensive business.  On the other hand, given the proposed "rolling" basis of the current review and the savings in the consequent work agendas, a shorter duration for RP4 could be regarded as a reasonable interim arrangement pending a more fundamental review and comparison with the GB wires businesses.  There are also likely to be savings in the cost of analysing NIE's submission through linking this work to the Ofgem process.
We do not believe that investor confidence would suffer because of this; there have already been three different bases to price control setting – by Government, by the MMC and by negotiation.  Arguably a clear path to a predictable regulatory environment that is consistent with that in GB will improve investor confidence – the proposed review of the allowed rate of return after three years is in any case not entirely consistent with a five year review. The concern as to expenditure planning for a three year review period could be ameliorated by adding a transitional allowance to the start of RP5 to compensate for the shorter duration of RP4. 
On balance therefore Airtricity supports the idea of a three year review period for RP4, on the basis that it will support an improvement in subsequent reviews.
The approach to setting opex

We do not accept that the traditional approach to Opex analysis should be rejected because it is time consuming and resource intensive.  As stated in the Introduction, Airtricity believes that customers deserve to be given detailed background information to justify the charges that they are required to pay.  We do not believe that the issue of diminishing efficiency incentives towards the end of the review period are as practically important as theory would suggest, as the business would also have an incentive to use the latter part of the review period to plan major efficiency improvements for delivery at the earliest possible time in the subsequent review period.  Over time the scale of delivered Opex reduction will not be impaired.
The proposed rolling mechanism is predicated on the assumption that "actual" Opex in each year of the current RP3 is less than the allowed value ("which should be less than the allowed Opex – if the company is making efficiency improvements
").  We do not believe that assumptions of this sort are an appropriate basis for determining allowed revenue, nor does the Consultation set out a strong justification as to why a historic actual Opex represents an appropriate basis for future Opex; in addition the basis of the £4.2m reduction in the first two years of RP4 is unclear – why should it not be £6m, or £3m and why only for the first two years?  The basis of the adjustments should be clarified.
As described, the proposed rolling method will replicate the profile of previous actual Opex, including any effect of diminishing efficiency incentives over the five year term, but without the efficiency incentive that would have been provided by an RPI-X indexation; the only incentive appears to be the £4.2m adjustment and the disallowed pension deficit funding.  The price cap adjustment has as much to with energy volume forecasts as an efficiency incentive.
The Consultation does not make clear, although we assume from the inclusion of the "K" factor in the price control formula, that differences between actual and forecast uncontrollable Opex will be corrected in subsequent years.
Airtricity does not accept that the proposed rolling basis should be used for RP4, unless it is strictly an interim approach for a three year review period, until the review timetable and methodology can be aligned with that in GB. 
Ringfencing the NIE Powerteam

Airtricity supports the need to ringfence NIE Powerteam as described, however the whole issue of branding NIE businesses needs to be addressed in the context of a competitive market structure.  for example, the use of the acronym PES to brand the service offered to external customers may be seen as linking PES to the PES Supply business.
Airtricity strongly proposes that part of the Price Control objectives for PR4 should be that by its end, NIE T&D is completely separated from any competitive business of Viridian Group and that this includes logos, other aspects of branding and internet URLs.
The allowed rate of return

Rate of return revenue is driven by both Capex-driven changes to the RAB and asset lives, in addition to the percentage rate of return used in the calculation.

The Consultation highlights issues with distinguishing between Capex underspend due to valid efficiency gains and that due to investment deferral.  However in acceptance of an NIE suggestion that "it has set itself a target of" £326m for efficient management of its obligations (as a "saving" against a "requirement" to spend "in the region of £360m - £370m"), there is no indication either that this expenditure would be an efficiently incurred requirement or that it would not include any element of investment deferral;  the issue has just been further obscured.  The proposed Capex efficiency system does not appear to address issues such as necessity for the expenditure, that are equally as important as procurement and productivity efficiency.

We do not believe that it is possible to achieve the required level of proof as to both requirement and efficiency of Capex without detailing the projects that are to be contained within the scope of the allowed revenue and using standardised costings to determine the allowed expenditure on each.  The consultation does not indicate whether there has been any independent condition monitoring of assets that are intended for replacement, whether replacement may be due to savings having been made through reduced maintenance, or whether proposed new schemes are actually required.
The Consultation refers to equipment that has "typically been in service for 40 years or more
".  Evidence from GB suggests that mean asset lives for properly maintained equipment may be significantly in excess of this; considerably longer in the case of underground plant.  In its recent Decision on allowed revenue for ESB DSO, the Commission for Energy Regulation in RoI has now recognised this and made a considerable reduction in the ESB allowed revenue by extending the average asset life used to calculate the depreciation charge.  Depreciation is a non-cashflow charge that is used to permit the business to maintain its operating capacity; its impact on allowed revenue means that it is essential that it accurately represents true asset lives, otherwise the business will either make excess profits or be unable to replace worn out assets.  We believe that the current proposal to use a uniform forty year asset life
 is unduly conservative and will result in customers overpaying for the assets they use.
The proposed allowed rate of return is consistent with the values used for wires businesses in GB and we believe the proposed rate of 4.78% is appropriate for RP4.

In summary, Airtricity believes that proposed framework for determining NIE's Capex, including the capex efficiency process, is insufficient to determine the required efficient and effective provision of network assets, unless it is regarded as an interim measure pending a full review as part of the process of aligning the NEI review timetable with that of the GB Companies.  We also believe that customers would benefit from the asset depreciation profile being more closely aligned with realistic asset lives and that this, together with a more rigorous approach to determining network replacement and development requirements, will be of more benefit to customers than further adjustment of the allowed rate of return.
The SMART programme

As a renewable energy provider, Airtricity fully supports the objectives of the SMART programme in making the provision of network infrastructure more environmentally friendly and supportive of renewable technologies.
Embedded generation, peak demand and research capability

Airtricity supports the principle of research and planning to identify long term options for network development, but we are extremely concerned by the suggestion that NIE, Corporately or otherwise, should be exploring how "with increasing deregulation of the retail market ... it could adopt a more central role in the development and delivery of strategic energy objectives
".  This could be interpreted as NIE being allowed a position in which it could control such developments in line with its wider Corporate objectives and we would vigorously oppose any such proposal.
Prices

The statement that "NIE's T&D prices have fallen by 40% in real terms
" since 1992 is potentially misleading, without additional information as to the relative impacts of energy sales growth and changes in allowed revenue, on average p/kWh charges.  The impact of the proposed RP4 settlement on prices, as detailed in this section, is heavily dependent on the kWh growth assumptions used.  The impact of the price cap will be much more significant if unit growth is lower than forecast.  Without any proposal to adjust the price cap in the light of sales exceeding forecast, or a statement as to whether it is the allowed revenue in Table 4 or the price cap of 1.81 p/kWh in table 5 that takes precedence, it is possible that increased sales could deliver a windfall revenue gain to NIE within the fixed price cap.  Clarification on this aspect is required. 
Summary

Airtricity believes that the proposed approach to setting the Opex allowance is insufficiently rigorous unless RP4 is limited to a three year term and that the review process thereafter is tightly linked to that in GB.  We believe that such an approach would be in the best interests of customers and investors seeking greater regulatory certainty.
We accept that the proposed rate of return on the RAB is reasonable, but believe that the asset lives used in calculating the depreciation charge should be reviewed.  However we do not believe the proposed approach to determining allowed Capex is sufficiently rigorous to ensure that the rate base represents an efficiently structured and procured network.
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