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Introduction 

The consultation paper published by the Northern Ireland Authority for Energy Regulation (NIAER) in December 2005 sets out proposals for a new price control to apply to the transmission and distribution (T&D) business of Northern Ireland Electricity plc (NIE).  The proposals reflect the outcome of a period of collaborative working between NIAER and NIE aimed at developing a price control that strengthens efficiency incentives and delivers a balanced outcome for both customers and shareholders.

This paper begins by summarising the key elements of the proposals before giving NIE’s response to the specific areas in which NIAER has sought the views of respondents.

Key elements 

The proposals apply to the fourth regulatory period (RP4) due to start on 1 April 2007 for which NIAER proposes a 5-year term.  The other main elements of the proposals are as follows:

NIAER proposes to adopt the Great Britain DNO
 precedent for the post tax rate of return to be allowed on the distribution portion of T&D’s Regulatory Asset Base (RAB) (which is taken to represent 82% of the overall RAB) but to apply a lower rate to the 18% representing the transmission portion.  This results in a blended allowed rate of return of 4.78% (post tax real) for the overall T&D RAB.  This is lower than the 4.84% Ofgem currently allows to the DNOs.

The proposed rate of return for the distribution portion will either decrease or stay flat for the last two years of RP4 depending on the outcome of the next DNO review with effect from April 2010.  There would be no upward adjustment to the rate of return if the DNO allowed rate of return were increased.  The rate of return allowed on the transmission part of the RAB would remain unchanged.  The rate of return to be allowed for the fifth regulatory period (RP5), starting April 2012, would be assessed at that time in the light of prevailing precedent.

Under the proposals, uncontrollable operating costs (i.e. rates, licence fees and wayleave costs) would be allowed on a pass-through basis.  The allowance for controllable costs would be determined by a rolling mechanism whereby the allowance in each year of RP4 would be set equal to the RPI-indexed level of actual costs incurred during the corresponding year in the current regulatory period (RP3), subject to reductions of £2.6m2 and £1.6m
 in 2007/08 and 2008/09 respectively and a disallowance of £0.2m2 per annum in respect of early retirement pension deficiency costs (calculated based on the DNO precedent).

The allowance for controllable costs would be further reduced to the extent that the T&D price in any year of RP4 would otherwise exceed a price cap
; however any such reduction would be recoverable in later years in RP4 as long as recovery would not cause the price cap to be exceeded.  The price cap ensures that the benefit to customers of the 40% real reduction in NIE’s network charges that has been achieved since the introduction of price controls in 1992 would be maintained until 2012, despite the need for increased investment in the network.
NIAER’s paper explains that consultants have been appointed to review NIE’s proposed capital expenditure for the next regulatory period of £326m
. 

NIAER and NIE would continue to work together on the further development of the SMART programme (which is designed to promote the Sustainable Management of Assets and Renewables Technologies).

NIE would be committed to funding a £1m vulnerable customer fund to help alleviate fuel poverty in Northern Ireland and a further £1m to fund research focused on identifying the best long term options for development of the T&D network to accommodate Government objectives on sustainability.  These costs would be funded from NIE’s own resources rather than being specifically provided for in NIE’s allowed operating costs.

Request for views

NIAER’s consultation paper specifically seeks views on the following issues:

1. The proposal for a 5-year term.

2. The approach to setting the operating cost allowance, the allowed rate of return, rolling forward the RAB, depreciation and the price cap.

3. The proposal to continue with the SMART programme. 

4. The proposal to separately fund the network planning and research facility and the Vulnerable Customer Programme.

5-year term and the building blocks

Given the collaborative approach and the discussions, debate and exchanges of information that have taken place in bringing the proposals to this point, NIAER is already aware of NIE’s views on these issues.  This is particularly true of the proposals for the 5-year term and the core building blocks of opex, rate of return, rolling forward the RAB, depreciation and the price cap.  

Whilst progress has been made on the majority of the building blocks for the new price control, the capital expenditure programme is only now being discussed in detail. 

The focus of network investment in the first two regulatory periods had been to address the infrastructure deficit that NIE inherited in 1992 as a result of the constraints on capital investment before privatisation.  After privatisation, network investment was targeted towards strengthening the capacity of the distribution network through the provision of new 33kV/11kV substations and improving the performance of the very extensive rural network through a programme of 11kV overhead line refurbishment.  During the third regulatory period the challenge has been to maintain the performance of the network with a much reduced capital allowance.  

The main focus for investment in RP4 is the increased population of assets that are approaching the end of their life, based on their condition.  This arises as a consequence of network growth in the 1960s and 1970s.  The need for increased expenditure to replace worn assets has been recognised across the UK electricity industry as reflected in the capital expenditure forecasts for the distribution companies in GB where Ofgem has acknowledged the need for a 48% increase in capital spending. 

The key drivers of capital investment in RP4 include the need: 

· to replace worn assets to ensure the continued safety of the network and to maintain its performance in terms of reliability, quality of supply and resilience to storm damage,

· to meet continued growth in customers’ demand for electricity, 

· to connect new customers to the network, 

· to meet new and more stringent legislative requirements (e.g. relating to safety and the environment). 

In assessing the investment requirements arising from these drivers NIE’s proposed investment incorporates a 10% efficiency assumption.  This stretch target represents a considerable challenge and will require innovation in design, improvements in productivity and further savings in the procurement of materials and services.  

NIE’s proposed capital expenditure plan for RP4 amounts to £326m
.  This requirement should be viewed in the context of a capital expenditure allowance in the current regulatory period (RP3) of £257m5 that was 26% below the level of investment in the second regulatory period (£349m5).  The RP3 level is not sustainable as a long-term strategy without adding significantly to network risk.

We will continue to work closely with NIAER’s consultants who are currently reviewing the proposed capex plan. 

The SMART programme

NIAER’s paper acknowledges the positive response NIE has made to the challenge of enhancing the sustainability of the electricity system, not least through the SMART programme.  The programme is now well established having been expanded significantly during 2004/05.  There is now commitment to 34 projects covering a wide range of technologies; photovoltaics, solar water heating, micro combined heat and power generation, biomass generation, hydro generation, ground source heat pump generation, small scale wind generation and tidal generation.  The photovoltaics (PV) programmes have been particularly successful.  Prior to the commencement of the SMART programme there had been no take-up of the Energy Saving Trust PV grants in Northern Ireland.  The province is now one of the highest take-up areas within the United Kingdom.

The first three years of the £250k p.a. SMART1 allowance are now fully committed.  While the level of funds actually paid out is lower than the amount of funding committed to date, it is anticipated that a significant majority of the projects identified will be implemented in due course.

The company has committed £1.67m under the SMART2 programme to support three major renewable/CHP proposals.  Total expenditure of £1m has been incurred and has supported the establishment of the Balcas Biomass CHP plant in Enniskillen.  A further £0.6m has recently been committed to fund a feasibility study into energy from waste.

NIE supports the continuation of the SMART programme into the next regulatory period.  Continuation of the SMART1 allowance would facilitate an expansion in the range of projects currently supported.  While the projects being supported under SMART2 have sound renewables credentials they have not been able to offset conventional investment in network reinforcement in the current period. Such projects are not likely to be readily forthcoming in the next regulatory period either and SMART2 funding should therefore be considered as a supplement to the RP4 capex budget.   

Research Fund

The consultation paper “A 2020 Vision for Renewable Energy” issued jointly by DETI and DCMNR last July noted that the choices and decisions that will be made in the pursuit of governmental policy on sustainability could materially affect grid investment plans over the next 20 years, potentially giving rise to a sizeable requirement for increased investment in the networks.  The paper went on to say that the advent of substantial amounts of renewable energy to the market place “signals a time of unparalleled change in the way in which the electricity systems on the island of Ireland will be operated. Network operators now face a series of challenges which will need to be addressed with real determination and clarity.”  As part of an agreed price control package NIE will make detailed proposals to NIAER as to how the £1m fund, which NIE will make available from its own resources, can be applied to planning and research activities aimed at identifying the best long-term options for network development to accommodate Government’s sustainability objectives.

Vulnerable Customer Fund

Fuel poverty is caused by three major factors: low income, energy inefficient homes and energy costs.  Whilst NIE continues to be active in improving energy efficiency and helping to reduce electricity costs, our activity in the area of household income has been restricted to supporting bodies such as Citizens Advice who provide advice on income benefits.  Under NIAER’s proposals for the new price control NIE would be committed to funding, out of its own resources, a £1m 3-year programme that would assist vulnerable customers to identify unclaimed benefit and facilitate, where appropriate, the making of relevant claims to the Social Security Agency.

Since this would be a new initiative it is proposed that a number of limited pilot schemes covering different groups of vulnerable customers would be developed and implemented over the first 9 months.  NIE would work in partnership with a third party organisation in the development and evaluation of the pilot schemes with the aim of identifying the most effective way in which to roll-out a more comprehensive programme in subsequent years.

The Vulnerable Customer Programme would make an important contribution to Government’s strategy and NIAER’s Social Action Plans for the alleviation of fuel poverty in Northern Ireland.  We would seek to be in a position to initiate the programme as soon as licence modifications to implement a new agreed price control were adopted.

Final decision

When the outcome of the capex review is known and integrated within NIAER’s final proposals to be issued early in Spring 2006, NIE will then be in a position to make its formal decision on the price control.

� Distribution Network Operator.


� 2004/05 price base.





� The price cap would be set at 1.81p/kWh (2004/05 price base).  It would be flexed to accommodate any increase in uncontrollable costs and any new costs incurred in the event of new or more strict obligations being placed on T&D, e.g. as a result of a change of law.


� Net of customer contributions (2004/05 price base).


�	Net of customer contributions (2004/05 price base).
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