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LIST OF ABBREVIATIONS

The following abbreviations are used in these Submissions:

Authority The Gas and Electricity Markets Authority (the Respondent) and/or
Ofgem.

BGT British Gas Trading Limited (the Appellant).

BMCS Broad Measure of Customer Satisfaction scheme.

CAA Civil Aviation Authority.

CC Competition Commission.

CCA Current Cost Accounting.

CI Customer Interruptions.

CML Customer Minutes Lost.

CRC Charge Restriction Condition.

DNO Distribution Network Operator.

DPCR Distribution Price Control Review.

EA89 Electricity Act 1989.

ED1 (RIIO) Electricity Distribution (Price Control) 1.

EHV Extra High Voltage.

ENWL Electricity North West Limited.

EPN Eastern Power Networks plc.

ES Excluded Services.

GD1 (RIIO) Gas Distribution (Price Control) 1.

HV High Voltage.

IIS Interruptions Incentive Scheme.

IQI Information Quality Incentive.

kV Kilovolt.

LPN London Power Networks plc.

LV Low Voltage.

MEAV Modern Equivalent Asset Value.

MMC Monopolies and Mergers Commission.

NOA Notice of Appeal.

NPV Net Present Value.

PMICR Post-Maintenance Interest Cover Ratio.
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RAV Regulatory Asset Value.

REC Regional Electricity Company.

RIIO Revenue = Incentives + Innovation + Outputs.

RPE Real Price Effects.

RPI Retail Prices Index.

SEPD Southern Electric Power Distribution plc.

SHEPD Scottish Hydro Electric Power Distribution plc.

SPN South Eastern Power Networks plc.

T1 (RIIO) Transmission (Price Control) 1.

UKCSI UK Customer Satisfaction Index.

UKPN UK Power Networks.

WPD Western Power Distribution.
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A. INTRODUCTION

1. These representations and observations on BGT’s grounds of appeal are submitted

jointly by the addressees of the Decision which BGT challenges, namely the following

DNOs (together, “the Slow-Track DNOs”):

Name Represented by

(1) Eastern Power Networks plc CMS Cameron McKenna LLP

(2) Electricity North West Limited Norton Rose Fulbright LLP

(3) London Power Networks plc CMS Cameron McKenna LLP

(4) Northern Powergrid (Northeast) Limited Slaughter and May

(5) Northern Powergrid (Yorkshire) plc Slaughter and May

(6) Scottish Hydro Electric Power Distribution plc Freshfields Bruckhaus Deringer LLP

(7) South Eastern Power Networks plc CMS Cameron McKenna LLP

(8) Southern Electric Power Distribution plc Freshfields Bruckhaus Deringer LLP

(9) SP Distribution plc Allen & Overy LLP /

Shepherd & Wedderburn LLP(10) SP Manweb plc

2. As conditions of the distribution licences held by each of the Slow-Track DNOs have

been modified by the Decision which BGT challenges, each Slow-Track DNO is a

“relevant licence holder” within the meaning of section 11A(10) EA891, such that it is

a person referred to in section 11C(2) EA892 and therefore an “interested third party”

as defined in rule 2.1(e) of the Energy Licence Modification Appeals Rules.

3. The Slow-Track DNOs submit that BGT’s appeal should be dismissed, and the relief

sought should not be granted, for the reasons set out below.

4. These Joint Submissions are structured as follows:

(1) Section B responds to the allegations in section 4(1) of the NOA that the

Authority has adopted inappropriate mechanisms to return “double-recovered”

revenues from the previous price control period.

1 [Tab 35].
2 [Tab 35].
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(2) Section  C  responds  to  the  allegations  in  section  4(2)  of  the  NOA  that

inappropriate incentive targets have been set for IIS and BMCS.

(3) Section D responds to the allegations in section 4(3) of the NOA that there has

been an unwarranted ex post change to IQI.

(4) Section E responds to the allegations in section 4(4) of the NOA about the

transitional arrangements for the change in asset life policy.

(5) Section F responds to the allegations in section 4(5) of the NOA about the change

in cost of debt indexation.

(6) Section G contains the Slow-Track DNOs’ conclusions.

(7) The allegations of procedural flaws in section 4(6) of the NOA, for which the

CMA has given limited permission to appeal, are addressed as they arise in

Sections B to F.

5. In addition, the Slow-Track DNOs will be filing two separate submissions on the

statutory framework, and there are individual submissions by certain of the Slow-Track

DNOs on other discrete points.
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B. “DOUBLE-RECOVERED” REVENUES

B1. INTRODUCTION

6. This Section B addresses BGT’s arguments in section 4(1) of the NOA – that the

Authority opted for an “inappropriate” mechanism to return revenues relating to certain

“excluded services” that were “double-recovered” in the previous price control period

(DPCR5).3

7. It is structured as follows:

(1) Section B2 provides an overview of BGT’s arguments and why they are wrong.

(2) Section B3 provides relevant background, which is further detailed in the witness

statement of Sarah Walls served with these Submissions [Tab 4].

(3) Sections B4 to B6 set out the Slow-Track DNOs’ detailed response to each of

BGT’s arguments.

(4) Section B7 sets out the Slow-Track DNOs’ conclusions.

B2. OVERVIEW

(a) Summary of BGT’s arguments on this issue

8. The NOA alleges that the Authority’s decision on this issue is wrong for two main

reasons:

(1) it fails to have proper regard to the interests of consumers and to principles of

“best regulatory practice” (Ground 1);4 and

(2) the Authority risks setting an inappropriate incentive for DNOs to “over-recover”

in the future (Ground 2).5

3 NOA, para. 1.9(a).
4 NOA, para. 4.12(a).
5 NOA, para. 4.12(b).
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9. BGT also contends that the Authority has failed to give adequate reasons in support of

its decision and to engage with it on the subject (Ground 3).6

(b) Why BGT’s arguments are incorrect

10. BGT’s arguments on all three of these grounds are without foundation and incorrect.

11. In respect of Ground 1 (the interests of consumers and best regulatory practice), the

Authority’s treatment of ES4 revenues in the DPCR5 close-out calculations

implemented in RIIO-ED1 is in line with its policy decision taken in DPCR5 to ensure

DNOs do not double-recover their costs for the excluded services. The Authority

carefully considered the options available as part of its DPCR5 review and decided that

the costs associated with ES4 should not be added to the RAV. During the DPCR5

period, the Authority decided that the most appropriate source of information about

those costs was the revenues charged for those ES4 services (since charges were set in a

cost-reflective manner). As a result, the costs associated with ES4 revenues are

deducted from the costs which are used in calculation of RAV additions. This ensures

that the costs which have been directly recovered through ES4 revenues are not also

remunerated through an addition to RAV. The overall decision was in the interests of

consumers as a whole and was therefore in line with the Authority’s primary duty under

EA89. In addition, the Authority’s decision is entirely consistent with best regulatory

practice and well within the bounds of its regulatory discretion.

12. As for the specific core arguments BGT makes in support of Ground 1:

(1) BGT’s suggestion that the double recovery represents an “over-charge” or “over-

payment” by consumers and resulted in an “excess return”7 is unfounded. BGT

has misunderstood the position. There was no over-recovery of revenues; the

issue concerned the treatment of costs. It would therefore be inappropriate to

make any cash payment to consumers. Moreover, CRC15.9 of the licence in

DPCR58 always permitted recovery of the relevant costs and the DNOs’

treatment of the associated revenues. There was no “over-charge”.

6 NOA, paras. 4.20, 4.21(d) and 4.128(a).
7 NOA, paras. 4.8-4.10.
8 [Tab 25].
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(2) BGT is wrong to state that the Authority deferred the issue of how the revenues

should be returned, so that it would be determined when setting the RIIO-ED1

price control, rather than requiring payment in the context of DPCR5.9 The issue

was not “deferred”. The decision was taken at DPCR5 Final Proposals and

implemented during DPCR5. The licence modifications in RIIO-ED1 merely

implemented the close-out aspects of the DPCR5 decision.

13. Having misunderstood the issue generally, BGT proceeds to make further erroneous

allegations:

(1) BGT misinterprets the Authority’s statutory duties when it states that the

Authority failed to strike the appropriate balance between different generations of

consumers.10 The Authority is not required to prioritise existing consumers over

future consumers. It is for the Authority to strike a balance, and it did so. BGT

takes a different view, for obvious reasons, but that does not mean that the

Authority was wrong.

(2) BGT is incorrect to assert that the Authority’s approach gives inappropriate and

unsupported weight to considerations of financeability.11 The Authority’s

determination on this point, including its regard for financeability, was consistent

with its statutory duties in taking into consideration the potential impact on

DNOs’ finances when seeking to further the consumer interest.

(3) BGT does not appear to have understood the nature of the calculations when it

states that no provision was made for the payment of interest in respect of the

year in which the excluded revenues were collected and the adjustment.12 Leaving

aside the question of whether “interest” as such can be due, consumers will

however be better off as the relevant calculations are adjusted by RPI, which

provides a higher uplift over the DPCR5 period than interest applied to over-

recoveries.

9 NOA, para. 4.11.
10 NOA, paras. 4.19(a) and 4.19(b).
11 NOA, para. 4.19(c).
12 NOA, para. 4.17.
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14. As to Ground 2 (setting an inappropriate incentive), there was no “incentive” in place

for the DNOs to “over-recover” at any point in the past because the licence permitted

levying of the charges and a mechanism was in place to avoid costs being funded twice.

15. As to Ground 3 (inadequate reasons and engagement), the Authority’s policy intention

was clear throughout DPCR5 and was the subject of extensive consultation. The

Authority has provided sound reasons for its approach throughout that process. In fact,

it was BGT’s own failure to engage with the Authority when the Authority consulted

on its approach to ES4 costs and revenues and reached a final decision, much earlier, in

DPCR5 that is the basis for BGT’s (unfounded) frustration with the Authority’s

process. In this respect, because the RIIO-ED1 licence modifications merely

implemented the close-out aspects of DPCR5, the appropriate time for challenging the

Authority’s approach in principle on this issue has long since passed.

B3. RELEVANT BACKGROUND

16. It is important to understand the relevant background and context to the Authority’s

consideration of this issue, in particular because BGT’s description of this issue rests on

incorrect assertions that the double recovery represents an “over-charge” or “over-

payment” by consumers and that the Authority had deferred the determination of the

issue of how the revenues should be returned.

(a) The nature of “excluded services”

17. Excluded services are services which fall outside of regulated revenue (i.e. outside of

the scope of the price control). A wide range of excluded services exist including

contestable connections, works required because of alterations to premises and revenue

protection services. The concept is firmly established in relation to other licensed

regulated networks, such as gas distribution.

18. The relevant category of excluded services for the purposes of this appeal is the

Authority’s fourth category (ES4) as it was defined during DPCR5, which covers top-

up and standby and enhanced system security services.
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19. Top-up and standby services are provided by DNOs to consumers to “top-up” their on-

site generation or on a “standby” basis when their main connection (or their generation)

is not available. This means that these assets are used only intermittently and have low

or no utilisation.

20. Enhanced system security services are provided by DNOs to consumers that require a

higher level of security than provided for in relevant engineering recommendations.

(b) The DPCR5 licences permitted DNOs to treat top-up and standby/enhanced

system security revenues as excluded services

21. In submitting that the DNOs have “double-recovered” revenues or that there has been

an “over-charge” or “over-payment”13, BGT mischaracterises the requirement for the

Authority to make an adjustment. In fact, the DNOs were permitted to levy the relevant

charges pursuant to the DPCR5 licence. As explained in the witness statement of Sarah

Walls14, the adjustment was required to stop costs entering the RAV that have already

been paid for through excluded services revenues. BGT seems to believe that the issue

concerns the Authority’s treatment of revenues. This is a misunderstanding. The issue

concerns the Authority’s treatment of costs, not revenues. Revenues are used simply as

a proxy for costs. It would therefore be inappropriate to make a cash payment to

consumers. This was not an “over-charge” or excess but an adjustment to account for

costs that may otherwise have been taken into account twice. This was fully taken into

account in the Authority’s analysis of the return required on the part of DNOs to

finance their functions. To the extent that due account was taken of the Authority’s

decision in relation to depreciation, there can be no question of excess return.

22. The treatment of top-up and standby and enhanced system security revenues has been a

consistent feature of DNOs’ regulatory returns to the Authority for more than a decade.

It is well understood by the Authority.

23. The DPCR5 special licence conditions (as modified following the DPCR5 Final

Proposals) set out how top-up and standby/enhanced security system revenues would be

treated in the price control’s charge restriction conditions (CRCs).

13 NOA, paras. 4.8-4.10.
14 Witness statement of Sarah Walls, paras. 20-26 [Tab 4].
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24. CRC15.915 permitted DNOs to treat top-up and standby and enhanced security system

services as “excluded services”, categorised as ES4.

25. Other aspects of the CRCs necessitate that excluded services shall not count towards

the calculation of actual revenues which are used to calculate under- or over-recovery

relative to allowed revenues.

26. The revenues related to ES4 services therefore cannot give rise to over-recovery of

allowed revenues.

(c) The Authority’s decision was taken in DPCR5 not RIIO-ED1

27. The Authority’s decision to treat top-up and standby/enhanced security system services

as excluded services was taken and implemented during the DPCR5 price control

modifications.

28. In addition to determining the treatment of ES4 revenues, the Authority also determined

how the costs associated with ES4 would be treated in the DPCR5 close-out RAV

calculations.

29. In summary, the Authority determined that in closing out DPRC5 it would take account

of the costs associated with providing excluded services in its RAV addition

calculations. Specifically, the Authority provided that it would not allow the costs

associated with ES4 excluded services to flow into the DPCR5 RAV addition

calculations. Pursuant to this approach, where a DNO charged consumers directly for a

set of costs as an excluded service, the costs that flow into its RAV addition calculation

would be reduced. The reason the adjustment is required is to stop costs entering the

RAV that have already been paid for. It prevents any “over-recovery” of costs both

through the excluded services charges and through RAV additions.

(d) The RIIO-ED1 licence modifications simply implement the close-out aspects of the

DPCR5 decision, to avoid the costs of ES4 being paid for twice

30. The RIIO-ED1 licence modifications implement the close-out aspects of the DPCR5

price control settlement. In other words, the Authority has simply implemented the

15 [Tab 25].
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decision taken at DPCR5. In the RIIO-ED1 Decision, the Authority has deducted the

costs associated with ES4 from the actual costs used in the RAV additions calculation.

This approach is entirely consistent with the methodology prescribed by the Authority

in its DPCR5 Final Proposal – see paragraphs 1.15 and 1.16 of “Final Proposals –

Financial Methodologies”.16

31. The Authority’s calculations use the revenues associated with those services as the

measure of costs associated with providing ES4 services. This is because the revenues

are, necessarily, reflective of the costs of providing ES4 services.

32. The calculations therefore have the appearance of ES4 revenues being deducted from

RAV additions (through the RAV close-out calculation). This is not the case in

practice. The costs associated with ES4 revenues are deducted from the costs which are

used in the calculation of RAV additions. This ensures that the costs which have been

directly recovered through ES4 revenues are not also remunerated through a RAV

addition.

33. Additional background explaining the Authority’s approach is set out in the witness

statement of Sarah Walls at [Tab 4].

B4. DETAILED RESPONSE TO GROUND 1

34. By Ground 1, BGT alleges that the Authority failed to have proper regard to the

interests of consumers and to the principles of best regulatory practice because any

over-recovery of costs should have been adjusted for as soon as practicable to return

any overpayment to current consumers.17 BGT’s arguments on this ground are

unfounded, for the reasons set out below.

(a) The decision is in the interests of consumers and consistent with the Authority’s

relevant duties in this regard

35. The Authority’s treatment of ES4 revenues is in line with its policy decision taken in

DPCR5 to ensure DNOs do not over-recover their costs for the excluded services in

question. Preventing double recovery of those amounts through an adjustment of the

16 [Tab 24].
17 NOA, para. 4.12(a).
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RAV is in the interests of consumers as a whole, in line with the Authority’s relevant

duties under EA89, as explained below in paragraphs 39 to 43.

36. BGT is, in any event, wrong to suggest that any reduction in future charges as a

consequence of the DPCR5 close-out should be conferred fully on consumers within

the ED1 period. This assertion relies on the incorrect premise that current consumers

are the group “best approximating the DPCR5 consumers who have been overcharged

over the last price control”.18 Both the DPCR5 Initial Proposals and Final Proposals

state that the costs associated with these services are incremental network-related costs.

As explained in detail in the witness statement of Sarah Walls19, in DPCR5 network-

related costs were funded 15% within the year and 85% over the regulatory life of the

asset. The Authority’s approach to apply a RAV adjustment is reasonable and

proportionate taking into account the Authority’s duty to protect the interests of both

existing and future consumers.

37. The Authority’s choice of making an adjustment to the RAV ensures efficient financing

because it spreads the reduction in charges (compared to a scenario where no ES4

services were charged for) over a longer period of time. That this would occur over a

20-year period followed the Authority’s decision in the DPCR5 Final Proposals that the

DPCR5 RAV, and any costs added to the RAV, would be depreciated over this period

of time.20 It follows that a decision not to allow costs associated with the provision of

ES4 services to be added to the RAV will have the effect of reducing RAV depreciation

and return over the subsequent 20 years.

38. The Authority’s decision to address the issue of a potential double-recovery of costs via

a depreciating adjustment to the RAV of the relevant DNOs over a 20-year period is

therefore entirely consistent with the Authority’s duties.

18 NOA, para. 4.12(a).
19 [Tab 4].
20 DPCR5 Final Proposals – Allowed Revenues and Financial Issues (Ofgem 147/09), para. 2.8 [Tab 23].
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(b) BGT’s claim that the Authority must prioritise the needs of existing consumers

over future consumers misinterprets the Authority’s statutory duties and is

incorrect as a matter of law

39. BGT misinterprets the Authority’s statutory duties when it states that any recovery of

costs should be adjusted for as soon as practicable by returning any overpayment to

current consumers and that the Authority failed to strike the appropriate balance

between different generations of consumers.21 BGT also claims that any departure from

this approach requires “cogent justification”22.

40. It is difficult to see the basis for this assertion, even ignoring the incorrect references to

“over-charge” and “over-payment”. Under section 3A(1) EA8923, the Authority’s

principal objective in carrying out its functions under Part 1 EA89 (which includes the

Authority’s functions of granting licences to distribute electricity (section 6 EA89) and

modifying the conditions of those licences (section 11A EA89) is to:

“protect the interests of existing and future consumers in relation to electricity
conveyed by distribution systems or transmission systems”.

41. Section 3A(1A) EA89 provides:

“Those interests of existing and future consumers are their interests taken as a whole,
including: ...

(b) their interests in the security of the supply of electricity to them; and

(c) their interests in the fulfilment by the Authority, when carrying out its functions as
designated regulatory authority for Great Britain, of the objectives set out in Article
36(a) to (h) of the Electricity Directive.”

42. The relevant “consumers” are accordingly existing and future  consumers.  BGT’s

argument that the Authority has acted improperly by failing to prefer existing

consumers has no merit. In satisfying its primary duty, the Authority is required to

consider the interests of both existing and future consumers, and has no duty to

prioritise the former over the latter. Indeed, preferring existing consumers over future

consumers could well constitute a breach of the Authority’s obligation, because the

interests of existing and future consumers are to be taken “as a whole” (section 3A(1A)

21 NOA, paras. 4.14-4.16, 4.18 and 4.19(a).
22 NOA, para. 4.12(a).
23 [Tab 35].
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EA89). But even if there is room for the Authority to balance the interests of present

and future, this is plainly a matter of judgement and discretion. The Authority struck a

balance. BGT takes a different view, for obvious reasons, but that does not mean that

the Authority erred.

43. The Slow-Track DNOs agree with the Authority that it is in consumers’ long-term

interests to make these adjustments through the RAV, which is consistent with the

DPCR5 decision and with the long-term, asset-based, nature of the ES4 service.

(c) It was appropriate for the Authority to consider financeability in reaching its

decision

44. BGT claims that the Authority has failed to explain why financeability is a relevant

consideration when assessing the interests of consumers in this context, and that the

Authority’s approach gives inappropriate and unsupported weight to financeability.24

However, BGT ignores the priority given to financeability in EA89.

45. Section 3A EA89 requires the Authority to have regard to financeability when seeking

to further the consumer interest (its primary duty). Subsection 2 provides:

“In performing the duties under subsections (1B) and (1C), the Secretary of State or the
Authority shall have regard to – ...

(b) the need to secure that licence holders are able to finance their activities which are
the subject of obligations imposed by or under this Part...”

46. In addition to this express provision in section 3A(2)(b), the Authority is also bound to

give consideration to financeability under its primary consumer duty. This is because a

failure to take into account the effects of alternative options on the financial position of

DNOs would risk compromising the interests of existing and future consumers if the

DNOs were not able to raise finance to make the investments necessary to provide

electricity distribution services.

47. The Authority therefore has a duty to consider financeability – it is of necessity a

relevant consideration in relation to any issue affecting the financial position of the

individual DNOs. If the Authority had determined that the adjustment to avoid the

24 NOA, paras. 4.19(c) and 4.21(c).
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double-recovery of costs should be made other than via a RAV log down, this would:

(a) have been contrary to the DPCR5 decision; and (b) have impacted on the

financeability of some of the affected DNOs (unless specific provision had been made).

For example, it is clear from data published by the Authority that certain DNOs already

have tight financial ratios.25 The Authority was therefore correct to give weight to this

factor in selecting a mechanism to avoid the double-recovery of costs.

(d) The Authority’s approach to this issue is consistent with regulatory best practice

48. BGT claims that any decision not to make an adjustment for over-recovery of amounts

as soon as practical by returning over-payments to current consumers – which it terms

“the standard approach” – is inconsistent with regulatory best practice.26

49. To the contrary, the Authority’s decision to introduce an adjustment to the RAV to

prevent double-counting of excluded services costs is entirely consistent with

regulatory best practice and well within the bounds of its regulatory discretion. BGT’s

reference to “the standard approach” is also misplaced. Even if there had been an over-

recovery (which there was not), there is no standard approach. In fact, there are many

examples of regulators in the UK preventing over-recovery of costs via RAV (or

equivalent) adjustments or, more generally, not preferring existing consumers over

future consumers. By way of example:

(1) the CC made adjustments to the regulatory asset bases in its inquiries into the

price caps at BAA’s (then) London airports in 2007 and 200827;

25 See, e.g., Final Determinations – Overview, para. 5.26 [BG2/35A/43].
26 NOA, paras. 4.14 and 4.15.
27 CC report: BAA Ltd (28 September 2007), Summary, para. 10 [Tab 21]; CC report: Stansted Airport Ltd (23
October 2008), para. 6.47 [Tab 22]. Under the Airports Act 1986, the CC was required to review the maximum
level of “airport charges” that certain designated airports could levy during the relevant price review period,
following reference by the CAA. The decision is based on an RPI+/-X formula (which is adjusted by a pass-
through of additional costs, above a threshold limit, of meeting any additional security requirements, and a
correction factor in subsequent years for over- or under-recovery of permitted charges in any year) and against
certain statutory criteria related to public interest, investment and development. For Heathrow Airport, the CC
recommended that, amongst other things, there should be a reduction in the regulated asset base for the value of
the pension fund holiday taken by BAA in the 1997/98 to 2002/03 regulatory period, to prevent users being
charged twice for the pension costs relating to that period. For Stansted Airport, the CC recommended a £35
million reduction to the value of the opening Q5 regulatory asset base due to, amongst other things, adjustments
relating to its capital expenditure and pensions programmes, as well as higher expected rate of RPI forecast by
BAA.
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(2) the CAA’s regulatory framework for National Air Traffic Services in the CP3

price control includes similar adjustments for the return of certain over-recovered

costs28; and

(3) Ofwat’s PR14 price control determination includes a correction mechanism for

the 2015-20 period.29

50. The provision of returns over a period of time, for example a full price control period,

also provides regulatory certainty for the business concerned. In addition to

contributing to financeability, this provides stability for investment decisions and

supports confidence in the regulatory process (the DPCR5 Final Proposals were settled

over five years ago). The fact that the decision in principle had been taken much earlier

to make a corresponding RAV adjustment to prevent the costs associated with the

revenues flowing into the RAV – an approach that had been explained, consulted on

and endorsed in a long and considered process – also created a legitimate expectation

for the DNOs that this approach would be implemented at the close-out of DPCR5. It

would not have been an act of best regulatory practice to reverse this decision at the

final implementation step, in the RIIO-ED1 determination, when it had been relied

upon by the DNOs in planning to continue to provide ES4 services.

28 CAA Decision: NATS (En Route) plc – CP3 Price Control Review (December 2010), paras. 5.5 and 5.32
[Tab 27]. The Transport Act 2000 gives the CAA the power to modify charge control conditions in the air traffic
services licence held by NATS (En Route) plc (NERL). In its decision for the third control period (CP3) from
2011 onwards, the Authority set price controls which provided for a return on the RAB, based on assumptions
for levels of net capital expenditure, and also provided for an allowance for pensions costs based on assumptions
for levels of pension contributions.  The Authority decided that, amongst other things, for certain categories of
cost (such as pension costs associated with NERL’s defined benefit pension scheme and radio spectrum costs)
divergences between outturn and forecast costs would be dealt with through an end of period ‘true up’ of
NERL’s regulatory asset base at the end of CP3.  The Authority also revised its proposals in relation to
operating expenditure (a reduction, to reflect lower traffic forecasts).
29 Ofwat, Final price control determination notice (December 2014), policy chapter A4, sections A4.3 and A4.6
[Tab 32]. Ofwat’s PR14 price control determination was made on the basis of RPI+/-K, the use of regulatory
capital value, as well as overarching statutory objectives. Amongst various considerations, Ofwat took into
account the regulatory capital value adjustment that companies received through the 2010-15 CIS true-up, and
allowed investors a reasonable return (with scope for out- and underperformance) on that basis. Ofwat also
made adjustments based on each company’s actual and projected revenue difference relative to the assumptions
it made in its PR09 final determinations for 2010/11 to 2014/15. This adjustment was annualised over the five
years between 2015 and 2020, in NPV terms in order to apply it to the allowed wholesale revenues in the next
control period.
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(e) The RAV is adjusted by RPI, so it is misleading for BGT to suggest that the

Authority has failed to provide for the payment of interest

51. As part of its argument about having regard to the interest of consumers, BGT claims

that the Authority has failed to require the DNOs to pay interest for the period between

revenues being charged and the RAV adjustment.30 However,  BGT ignores the nature

of the specific calculations.

52. First, BGT’s claim that “interest” is payable assumes that there is an “over-charge”,

which there is not for the reasons set out in paragraph 21 above. “Interest” is the wrong

term. In any event, consumers will be better off than if interest had been charged

because the Authority has made an adjustment through the RAV. As BGT should be

aware, all costs are indexed to a constant price base before RAV is calculated. The

adjustment for ES4-related services, based on the revenues charged, is also treated in

this way. Once calculated, the RAV is indexed by RPI, and therefore the negative RAV

adjustment in respect of ES4 costs will also increase at the same rate. BGT’s

observation that the Authority has not provided for interest payments is irrelevant.

Interest is not used to up-rate cost information from one year to the next for the purpose

of the DPCR5 close-out calculations; RPI inflation is used instead.

53. Further, the RPI inflation rate used in the relevant calculations compares favourably

(from the perspective of consumers) to the average 2% interest rate that would have

applied for under- or over-recovery payments throughout the DPCR5 period. An

adjustment to the RAV ensures that, in respect of the time value of money, consumers

are in a better position than would have been the case if treated as an over-recovery

(which would not have been appropriate given the circumstances).

54. This effect is illustrated in Table 1 below, which shows that the RPI adjustments that

apply during the relevant DPCR5 period significantly outstrip the rate of interest that

would have been applied to any “over-recovery” re-payment (i.e. 1.5% above Bank of

England base rate, as provided for in the DPCR5 licence).

30 NOA, para. 4.17.
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Table 1: interest rates v. RPI inflation rates

55. As can be seen, the interest rate of 2% p.a. over the DPCR5 period is consistently lower

than RPI inflation adjustments (which range from 2.9% to 4.8% p.a.).

56. In summary, the interest effect of the RPI adjustments to the RAV results in consumers

being better off in respect of the time value of money.

B5. DETAILED RESPONSE TO GROUND 2

57. By Ground 2, BGT argues that the Authority’s preference for making the RAV

adjustment rather than return the over-recovered amounts to current consumers in the

form of a rebate risks setting an inappropriate incentive for DNOs to “over-recover” in

the future.31 The assertion is without any foundation in either fact or logic.

(a) There was no incentive to over-recover in the past

58. BGT is incorrect to imply that there was any “incentive” for DNOs to “over-recover” at

any point in the past. “Over-recovery”  is  simply  the  wrong  term  because  the  DNOs’

licences permitted levying of the charges in DPCR5.

(b) There can be no incentive in the future

59. In circumstances where there has been no over-recovery in the past, it is curious to be

suggesting that an incentive to over-recover will be created in the future. Even if it

could be said that there was an “incentive” under previous price control periods (which

31 NOA, para. 4.12(b).

Interest/Inflation rates
As applied for adjustments made in the
previous year

2011-12 2012-13 2013-14 2014-15

Average bank base rate, as defined for over-
recoveries

0.5% 0.5% 0.5% 0.5%

Interest rate adjustment for over-recoveries 1.5% 1.5% 1.5% 1.5%
Aggregate interest rate for over-recoveries
(DPCR5 licence) 2.0% 2.0% 2.0% 2.0%

RPI inflation (financial year average) as
defined for the RAV addition calculations 4.8% 3.1% 2.9% 3.1% *

* Ofgem assumption
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the DNOs deny), the treatment of ES4 revenues in the RIIO-ED1 period will be

different from during DPCR5. The change in approach for RIIO-ED1 results from the

modification to CRC5C and means that there is no possibility of over-recovery of costs

for excluded services in the new price control period. The Authority has now changed

the rules, and it cannot fairly be suggested that the DNOs are being incentivised to do

something which their licences prevent.

B6. DETAILED RESPONSE TO GROUND 3

60. By Ground 3, BGT contends that the Authority has failed to give adequate reasons in

support of its decision and to engage with it on the subject.32 BGT is wrong to suggest

that the Authority has not provided adequate reasons and to imply that it did not have

an adequate opportunity to engage with the Authority.

(a) BGT was not responsible for bringing this issue to the Authority’s attention

61. BGT states that “BGT first raised the issue” of over-recoveries with the Authority in

May 2013.33 BGT further implies that the Authority first recognised the issue in the

Draft Determinations, and that the Authority first introduced the prospect of applying a

RAV adjustment in the RIIO-ED1 Final Determinations.34 This version of events

overlooks the fact that the Authority consulted on this point as part of DPCR5. The

Authority’s policy intention was clear throughout that process and was the subject of

extensive consultation, as explained in the witness statement of Sarah Walls.35

62. The Authority has carried out more than adequate consultation, both in DPCR5 and

ED1 (see Ms Walls’ statement). This provided more than ample opportunities for

stakeholders (including BGT) to state their views on the Authority’s proposals. The

Authority duly took these into account in determining the most appropriate adjustment

mechanism.

32 NOA, paras. 4.20, 4.21(d) and 4.128(a).
33 NOA, paras. 4.8 and 4.20.
34 NOA, paras. 4.10 and 4.11.
35 See in particular paras. 18 to 22 [Tab 4].
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(b) The lack of engagement is entirely of BGT’s making – BGT should have engaged

much earlier

63. BGT also contends that the Authority has failed to engage adequately with BGT on this

topic.36 This claim does not pass scrutiny: BGT itself has, in its NOA, challenged the

validity of some of the Authority’s explanations to BGT, for example to provide for an

appropriate inter-generational balance between consumers and to have regard to

efficient financing. BGT cannot maintain that the rationale for adopting the approach

selected by the Authority, in weighing its duties and exercising its regulatory discretion,

is wrong merely because it disagrees with the Authority’s decision.

64. In  fact,  it  is  BGT’s  own  failure  much  earlier  to  engage  with  the  Authority  when  the

Authority consulted on its approach to ES4 costs and revenues and reached a final

decision in DPCR5 that is the basis for BGT’s (unfounded) frustration with the

Authority’s process. In this respect, because the RIIO-ED1 licence modifications

merely implemented the close-out aspects of DPCR5, the appropriate time for

challenging the Authority’s approach in principle on this issue has long since passed.

BGT cannot reasonably complain now, years later and in an appeal against the RIIO-

ED1 modifications, that it did not have an opportunity to make submissions on an issue

that was decided in principle as part of a previous price control review.

B7. CONCLUSION

65. For the reasons stated above, there is no basis for the CMA to accept any of BGT’s

arguments on this issue. The Authority:

(1) Was not wrong to prevent the costs associated with the service from flowing into

the RAV calculation (thus delivering benefits to consumers over many years)

rather than effecting larger reductions in charges immediately. Its decision was

consistent with its DPCR5 policy and in the interests of consumers, as well as in

line with its duties and regulatory best practice.

(2) Did not set an inappropriate incentive for DNOs for the future.

36 NOA, paras. 4.20 and 4.21(d).
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C. INCENTIVE TARGETS FOR IIS AND BMCS

C1. INTRODUCTION

66. The RIIO-ED1 price control incorporates several incentive mechanisms for DNOs.

These schemes provide for (capped) additional revenues for DNOs which outperform

certain predetermined targets, and (collared) revenue deductions for DNOs which fail

to meet those targets.

67. In section 4(2) of its NOA, BGT focuses on two such incentive mechanisms: the

Interruptions Incentive Scheme (IIS), which sets targets for the number and duration of

supply interruptions by DNOs; and the Broad Measure of Customer Satisfaction

scheme (BMCS), which sets targets for customer-facing performance.

68. BGT objects to the IIS and BMCS targets set by the Authority for RIIO-ED1. The

broad theme of its complaints is that the targets are based on outdated information, are

too lenient and are, therefore, likely to lead to rewards for DNOs without corresponding

improvements in performance.

69. For the reasons detailed in this Section C, BGT’s allegations are without merit. The

targets set by the Authority were determined in a rational and systematic way, with due

regard for the interests of consumers, and took into account all relevant considerations

and appropriate data. In setting the IIS and BMCS targets, the Authority acted in

accordance with its principal objective and general duties as provided in section 3A

EA89.

70. The remainder of this Section C is structured as follows:

(1) Section C2 summarises the background to IIS and BMCS.

(2) Section C3 addresses BGT’s arguments in relation to IIS.

(3) Section C4 addresses BGT’s arguments in relation to BMCS.

(4) Section C5 addresses BGT’s allegations of procedural defects in relation to this

topic.
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(5) Section C6 contains the Slow-Track DNOs’ conclusions on this part of BGT’s

appeal.

C2. BACKGROUND

(a) Preliminary points

71. IIS  and  BMCS are  separate  mechanisms  and  operate  in  different  ways.  At  the  outset,

however, it is important to make two preliminary points about both schemes which are

fundamental.

72. First, IIS and BMCS provide mechanisms by which DNOs’ revenues can be adjusted to

account for effective investment (or lack of investment) in quality-of-service and

customer service. In the initial calculation of the DNOs’ base revenue allowances, no

account is taken of expenditure above the deemed efficient cost.37 IIS and BMCS play a

critical role in funding, and thus incentivising, long-term investment in service. Such

incentives provide a balance to what would otherwise be a cost-focused price control

settlement.

73. In this regard, it is instructive to note the terms in which the Authority itself describes

the nature of the IIS and BMCS schemes:

(1) In relation to IIS:

“The Interruptions Incentive Scheme (IIS) is designed to encourage DNOs to
manage the number and duration of supply interruptions. The IIS provides an
incentive for DNOs to invest in and operate their distribution system to manage
and reduce both the frequency and duration of power cuts experienced by their
customers, where efficient to do so.”38

(2) In relation to BMCS:

“Our incentive framework is therefore intended to drive improvements to the
service provided to customers that require a new connection, seek information
from the network in the event of a supply interruption or have made a general
enquiry. We also expect network companies to take the necessary steps to ensure
that complaints are dealt with quickly and effectively. Finally, we want to ensure

37 There is no quality variable in any of the Authority’s three cost benchmarking models: for further details, see
the witness statement of James Hope, para. 7 [Tab 6].
38 Strategy Decision – Reliability and Safety Annex, para. 4.1 [BG2/10C/21].
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that the DNOs are sufficiently incentivised to engage with a wide range of
stakeholders and use the outputs from this process to inform how they run their
business.”39

74. Secondly, IIS and BMCS operate – as does the whole price control system – under the

RIIO framework.40 The RIIO model emphasises stakeholder engagement. There are

four main stages to the RIIO price control process:

(1) Stage  1: The Authority assesses DNOs’ performance and (in consultation with

stakeholders) establishes the outputs to be delivered. The Authority publishes a

strategy decision.

(2) Stage  2: Based on the approach set out in the strategy decision, DNOs develop

business plans. These plans contain detailed estimates of the costs of delivering

the outputs required by the Authority. Some DNOs may be ‘fast-tracked’ to Stage

4 if their business plans are sufficiently strong and certain other criteria are met.

(3) Stage  3:  Those  DNOs  that  have  not  been  fast-tracked  must  consider  any

comments received from the Authority and provide revised business plans. These

revised plans are scrutinised by the Authority. The witness statement of Keith

Hutton exhibits by way of example extracts from the revised business plan that

was submitted by UKPN to the Authority on 17 March 2014.41 Other DNOs

followed a similar process.

(4) Stage  4: The Authority sets and implements the price controls for each DNO,

taking into account the detailed cost estimates of the DNOs given at Stage 3 (or,

for fast-track DNOs, Stage 2).

75. The determination of price controls under the RIIO model is a complex exercise that

requires detailed submissions from DNOs as to their estimated costs and financial

requirements over the relevant period. Plainly the DNOs cannot give a meaningful

estimate of their costs and financial requirements without a clear idea of what they are

expected to deliver in that period. In particular, DNOs cannot estimate their overall

level of investment (including investment in relation to quality-of-service) and

39 Strategy Decision – Outputs, Incentives and Innovation Annex, para. 6.2 [BG2/10B/62].
40 Handbook for Implementing the RIIO Model (October 2010) [BG2/4].
41 Witness statement of Keith Hutton [Tab 7].
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financing requirements without knowing what the incentive targets are (see paragraph

108 below). This is why indicative output targets are established at Stage 1 of the RIIO

procedure, and targets are essentially finalised before Stage 3: these targets feed into

the final cost and financial estimates, which are in turn used to determine price controls

(Stage 4).

76. For RIIO-ED1, it took from February 2012 to November 2014 for the Slow-Track

DNOs to move through the four stages set out above. Clearly, as time passes, more

historical performance data will become available. However, in order for the RIIO

procedure to operate effectively, there must be a cut-off point after which no new data

will be considered. As of this point, the performance targets will be essentially fixed, so

that DNOs can finalise their business plans balancing (on the one hand) cost efficiency

with (on the other) opportunities to increase incentive rewards or reduce incentive

penalties, all while ensuring the proposed investments are financeable. These plans will

then inform the Authority’s final decision as to price controls. Were performance

targets to be materially revised following submission of final business plans by the

DNOs, the RIIO system – which is informed by stakeholder engagement, and which

requires price control decisions to reflect stakeholders’ views – would be undermined.

77. As a further preliminary point, it is necessary to make some observations about the

manner in which BGT has advanced its grounds of appeal in relation to IIS and BMCS.

BGT has failed to explain in proper context the manner in which the two schemes have

been designed by the Authority and the manner in which they operate in practice. In

addition, BGT has adopted a selective and self-serving approach in its NOA. For

example:

(1) In relation to IIS, Table 5.3 in the report of BGT’s consultant AlixPartners42

purports to show on the basis of certain forecasts that in total the Slow-Track

DNOs would earn £146.2m of rewards; however it fails to show that on the basis

of the very same forecasts the revenue deductions would be £161.7m. The Slow-

Track DNOs calculate that the additional revenue would in fact be £138.5m

42 AlixPartners Report [BG1/HH1-1/38].
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(rather than £146.2m as used by BGT), and therefore the net total revenue

deduction on BGT’s hypotheses is in fact (£161.7m – £138.5m =) £23.2m.43

(2) In relation to BMCS, BGT omits reference to certain elements of the BMCS

scheme, including for example the downside-only unsuccessful calls element (as

to which see below).

78. Further examples of this nature are set out in the witness statements of James Hope44

and Keith Hutton45 in relation to IIS and BMCS respectively.

(b) IIS

79. IIS was established in 2002 to ensure consistency in reporting and to manage supply

interruptions and restoration performance, and has been developed further over time. In

DPCR5, as developed, it was designed to be a stable long-term framework within

which DNOs can make efficient investment decisions, taking account of the costs of

correcting faults, and customers’ willingness to pay for particular standards of

performance.

80. Under IIS, DNOs’ performance is measured against two metrics: the number of

“customer interruptions” per 100 customers (CI) and the number of “customer minutes

lost” (CML).

81. For RIIO-ED1, the Strategy Decision established that the targets would be set taking

into account data up to and including 2012-13. The Strategy Decision included

indicative targets, such that DNOs would have been able to estimate, with reasonable

accuracy, their eventual levels at the stage of submitting their fast-track plans. These

targets were subsequently revised, at the stage of the fast-track decision, and became

draft targets incorporating 2012-13 data. DNOs therefore knew the near-final targets,

subject only to minor revision for data adjustments, when they submitted their revised

business plans at Stage 3 of the price control process. The Authority’s process was

therefore designed to set targets at a stage which was early enough to allow DNOs

reasonable opportunity to cost their plans on the basis of their targets.

43 Witness statement of James Hope, para. 67 [Tab 6].
44 [Tab 6].
45 [Tab 7].
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82. The way in which CI and CML targets are set is as follows:

(1) In relation to planned interruptions, the Authority takes account of the fact that by

their very nature DNOs have significant control and discretion over the number

and duration of planned interruptions. For RIIO-ED1, the Authority has

implemented a revised methodology, based on each DNO’s actual three-year

historical rolling average performance for planned CI and CML. Additionally, in

light of past willingness-to-pay research, in which customers revealed that they

placed a lower value on power cuts where they had been given advance notice,

the Authority applies a reduced incentive rate to planned CI and CML

performance (50% of the unplanned rate).46

(2) The Authority adopts distinct methodologies to derive unplanned CI and CML

targets. As part of this process, it develops specific CI and CML benchmarks, as

described further in the witness statement of James Hope. There are four voltage

levels to which these methodologies apply:

(a) LV;

(b) HV;

(c) EHV; and

(d) 132kV.

(3) Interruptions performance is assessed separately for each DNO at LV, EHV and

132kV. The Authority does carry out industry-wide benchmarking at HV for the

purpose of setting CI targets.47 Each network has different characteristics, hence

this approach.

(4) In contrast, restoration benchmarks used to set CML targets are established on an

industry-wide basis, thereby reflecting the investment decisions of all the

DNOs.48

46 DPCR4 Initial Proposals, para. 4.34 [Tab 19].
47 See the witness statement of James Hope, paras. 17-24 [Tab 6].
48 Witness statement of James Hope, paras. 35-50 [Tab 6].
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83. To determine improvement factors the Authority looked at historical performance

across all DNOs for CI and CML across all voltage levels.

(1) For CI targets, the Authority looked at performance over a 10-year period and

(following consultation) determined improvement factors of:

(a) 0.5% for DNOs that were better than the CI benchmark; and

(b) 1.5% for DNOs that performed worse than the benchmark.

(2) For CML targets, the improvement factors are based on assessing the CML/CI

performance of the industry at each voltage level over the same number of years

as is used in setting targets. The Authority stated that it based these on the

average of the range of improvement rates observed across the industry at each

voltage level. The same underlying improvement factors were applied to all

DNOs.

(c) BMCS

84. BMCS is intended to ensure that DNOs take customer service into account when

making expenditure decisions. The inclusion of customer service in the price control

framework provides for a more holistic view of network and customer management.

85. Under BMCS, DNOs which surpass their targets obtain additional revenues. DNOs that

do not meet their targets suffer a revenue deduction. A strong BMCS acts as a powerful

counterbalance to incentives on costs. DNOs choose the optimal level of performance,

bearing in mind the incentive rates.

86. As with IIS, the targets for BMCS were established prior to Stage 3 of the price control

process, which allowed the Slow-Track DNOs to submit costed plans for the delivery

of those targets.

87. There was limited historical information available to the Authority, as the BMCS

customer satisfaction survey was not introduced until 1 April 2012. The Authority

consulted49 and decided to use wider UK service industry customer satisfaction

49 Consultation on RIIO-ED1 customer service and connection incentives (4 September 2013), question 3
[BG2/13/5].
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performance data when reviewing appropriate targets. The Authority’s assessment in

relation to BMCS needs to be considered by the CMA in the light of this distinction

between BMCS and IIS.

88. Under BMCS, DNOs’ performance is measured against three metrics:

(1) Customer satisfaction: An independent company conducts a survey of each

DNO’s customers. These surveys measure customers’ attitudes to three aspects of

DNOs’ performance: supply interruptions; small services connections; and

general customer enquiries. DNOs are assigned numerical scores out of ten in

each category by their customers as part of this survey. Additionally, there is an

unsuccessful call element applied to the supply interruption aspect of customer

satisfaction. This is based on the percentage of customer calls to DNOs which

have been abandoned or terminated within the DNOs’ telephony systems.50

(2) Complaints: A single score is assigned to each DNO based on a weighting of: the

percentage of total complaints against the DNO outstanding after one day; the

percentage of total complaints outstanding after 31 days; the percentage of total

complaints that are repeat complaints; and the percentage of total complaints in

relation to which the Energy Ombudsman finds against the DNO.

(3) Stakeholder engagement: Each DNO submits an annual report on stakeholder

engagement to the Authority, which is assessed by an independent appointed

panel and given a numerical score. Specific consideration is given to vulnerable

and hard-to-reach customers.

89. Targets for each of the three measures of customer satisfaction – interruptions, small

services connections and general enquiries – are set by the Authority with reference to

customer service in the wider service industry. The break-even target has been set at a

level above the mean for the wider service industry. The maximum (above which no

additional incentive may be earned) and the minimum (below which no additional

penalty may be incurred) are set at 1.75 standard deviations51 from the mean.

50 Witness statement of Keith Hutton, paras. 16 and 24-25 [Tab 7].
51 Witness statement of Keith Hutton, para. 19 [Tab 7].
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90. There are separate incentives and penalties for meeting or missing predetermined

targets in each of the three customer satisfaction categories and in the stakeholder

engagement category. By contrast, there are no rewards attached to the complaints and

unsuccessful calls metrics: these are “penalty-only” or “downside-only” mechanisms.

Incentives and penalties are capped at specified maxima and minima. BGT focused on

the potential rewards. BGT ignored the significant risk which DNOs have accepted

resulting from the substantial potential penalties for unsuccessful calls.

91. Following consultation, the complaints metric target scores were set at a level equal to

the industry average. A maximum penalty score was set at a level equal to the

performance of the DNO which was the worst performing at the time the targets were

set.

92. For the stakeholder engagement category the Authority published a framework, again

following consultation, for establishing the level of rewards on a linear basis depending

on the scores achieved by the DNOs.52 Each year within RIIO-ED1 the independent

panel assesses DNOs’ stakeholder submissions against industry best practice (at that

point in time) and assigns an overall numerical score.

93. There is no target for unsuccessful calls. Every customer call that is unsuccessful incurs

a penalty to revenue (amounting to a 0.02% revenue penalty for every 1% of calls that

are unsuccessful). The revenue deduction is capped at the amount of the incentive

exposed under the supply interruptions aspect of the customer satisfaction metric.

94. The Authority set out its approach on BMCS throughout the RIIO-ED1 process, and

demonstrated that it had considered the issues, consulted and had regard to responses,

and ultimately came to a decision based on the information it believed was appropriate.

This was in accordance with its responsibilities and duties.

95. Hence, the Authority’s Strategy Decision stated:

“5.19. We will continue the Broad Measure of Customer Satisfaction (BMCS),
introduced in DPCR5 and increase the associated incentive. The BMCS comprises
three elements: an assessment of the company’s ongoing stakeholder engagement; a
measure of the effectiveness of the DNO in resolving complaints; and a survey of

52 Witness statement of Keith Hutton, paras. 29-30 [Tab 7].
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customer satisfaction that incorporates the views of customers who have made a
general enquiry, experienced an interruption or required a connection.”53

96. The Draft Determinations for the Slow-Track DNOs stated that BMCS would be part of

the RIIO-ED1 approach.54 This was confirmed in the Final Determinations.55

C3. BGT’S APPEAL – IIS

97. BGT argues that the CI and CML targets set by the Authority in its Decision confer

substantial rewards on DNOs, without ensuring corresponding benefits for consumers

in the form of substantive improvements in performance.56 It alleges three specific

errors in the Authority’s approach:

(1) The Authority’s targets for CI and CML are based on outdated information and

fail to take account of recent improvements in performance, specifically 2013/14

actual performance data.57

(2) The improvement factors applied by the Authority for CI and CML targets are

well below historical average rates of improvement, and substantially below the

rates achieved by upper quartile DNOs, and are therefore inappropriate.58

(3) The CML initial targets are asymmetric, as DNOs that have exceeded previous

targets are allowed to benefit from their own past performance, yet

underperformers are not penalised for their poor performance to date.59

98. The Slow-Track DNOs’ response to each of these points is set out below.

(a) Outdated information

99. In setting CI and CML targets, the Authority analysed DNO performance data over the

period from 2009/10 to 2012/13. BGT argues that the Authority ought also to have

taken into account the data for 2013/14. Had it done so, and had it begun its analysis

53 [BG2/10A/25].
54 Overview, paras. 2.30 [BG2/30A/17] and 3.8 onwards [BG2/30A/19].
55 Overview, para. 3.10 onwards [BG2/35A/14].
56 NOA, para. 4.29.
57 NOA, para. 4.34.
58 NOA, para. 4.38.
59 NOA, para. 4.40.
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with the 2010/11 data rather than the 2009/10 data, then BGT suggests that the

Authority would have seen a higher average rate of improvement in DNOs’

performance. The implication is that the Authority would or should then have set

tougher CI and CML targets in RIIO-ED1.60

100. In pursuing this argument, however, BGT has mischaracterised the RIIO model and the

process by which it was established.

101. There are two principal answers to BGT’s complaint.

102. First, the suggestion by BGT that the Authority has erred by failing to use such data is

misconceived. The exclusion of the 2013/14 data was neither an accidental omission

nor a deliberate attempt to skew the performance targets in any particular direction. The

2013/14 data were not finalised at the time that the Authority took its Decision. Indeed,

it remains the case today that the 2013/14 data have not been finalised. As the

Authority explained in its letter to BGT dated 3 February 2015, using data that had not

been finalised and delaying setting targets until finalised data became available:

“would not have afforded the DNOs the clarity and ability to make timely investment
decisions ... setting clear and certain targets is crucial to any effective incentive
mechanism.”61

103. Secondly, and in any event, it was entirely proper for the Authority to have used the

data up to 2012/13 in light of the process. Stage 1 of RIIO-ED1 began on 6 February

2012. Indicative CI and CML targets were provided in the Strategy Decision dated 4

March 2013. The Authority confirmed in the Strategy Decision that the targets would

be updated to take account of actual performance data for 2012/13 when they became

available. Accordingly, the targets were revised on 22 November 2013, in the course of

Stage 2, prior to the provision of revised business plans by the Slow-Track DNOs.

Further minor revisions were made to correct the errors and to reflect the finalisation of

2012/13 performance data.

104. 28 July 201362 was the effective cut-off point after which no new data could be utilised.

The exclusion of the data was a necessary corollary of the RIIO procedure, which

60 NOA, para. 4.35.
61 Para. 35 [BG2/39/9].
62 Witness statement of Keith Hutton, para.11] [Tab 7].
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required the DNOs to provide detailed business plans upon which the Authority would

base its final decision on price controls.

105. In any event, the point made by BGT fails to recognise that even though the Authority

did not use the 2013/14 data in finalising the CI and CML targets, the Authority has

specifically made an allowance for the likelihood of improved performance by DNOs

in 2013/14 and 2014/15 by applying an estimated annual improvement rate for those

two periods and factoring this into its calculation of the CI and CML targets for

subsequent years.63

106. BGT makes a number of supplementary points in relation to the Authority’s use of the

2009/10 to 2012/13 data, which are also without merit.

107. First, BGT suggests that, taking into account forecast data for 2014/15, DNOs will

exceed the CI and CML targets set by the Authority in RIIO-ED1 “by an even greater

margin than is suggested by the most recent actual data”.64 This is an irrelevant point.

BGT is not arguing that the Authority should actually have taken 2014/15 forecast data

into account in setting CI and CML targets. In any event, data for forecast unplanned

interruptions are not typically used by the Authority to set targets. Forecast CI and

CML data are uncertain and speculative, for example, due to weather and network

unpredictability.

108. Second, BGT contends that adopting an initial target based on a four-year average

means that DNOs will “in any event be expected to outperform the index, irrespective

of the four years used”, because “performance has improved over the four year period,

and the average will therefore be worse than the most recent performance achieved”.65

But this contention is based on an assumption that the performance of the DNOs will

invariably improve each year. Such an assumption is plainly unsound.66 In addition,

BGT says in its NOA67 that the DNOs’ investment decisions do not depend on these

specific targets or improvement rates set by the Authority. In this respect BGT purports

to rely upon paragraph 103 of the witness statement of Mr Manning.68 For his part, he

63 Witness statement of James Hope, paras. 31-32, 52(4) and 53-56 [Tab 6].
64 NOA, para. 4.36(a).
65 NOA, para. 4.36(b).
66 Witness statement of James Hope, paras. 58-63 [Tab 6].
67 NOA, para. 4.37(a).
68 [BG1/AM1/33].
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says that the DNOs do not need to know the absolute targets in order to be able to plan

their investments. But it is wrong for BGT to focus on targets for IIS in isolation. As a

matter of fact, the DNOs make and need to make their investment decisions on the

basis of the overall package including the specific IIS targets in order to ensure the

proposed investments are financeable. This is a point of common sense and BGT’s

assertions to the contrary are wholly unsubstantiated.

109. Third, BGT argues that the Authority ought not to have based RIIO-ED1 targets on

three-year-old performance data, as opposed to the two-year-old data used under

DPCR5.69 However, as noted in paragraph 105 above, the Authority accounted for the

age of the data by applying improvement factors for 2013/14 and 2014/15 and factoring

these into the CI and CML targets.

110. Finally, BGT states that “the Authority’s Strategy Decision did not contain the initial

targets to be applied by the Authority, and the DNOs did not have the actual data for

2012/13 subsequently relied on by the Authority to fix those targets when they prepared

their business plans”.70 As to the former point, the Authority’s Strategy Decision did in

fact contain indicative CI and CML targets. As to the latter point, the DNOs did in fact

have the 2012/13 data available to them at the date of the submission of their revised

business plans. As stated above, revisions to the targets made after submission of the

revised business plans were based on a known common methodology and were minor.

The DNOs were therefore able to provide the Authority with comprehensive business

plans based on the 2012/13 data (which was available to them) and the Authority’s

methodology (which was known to them) prior to the formulation of price controls by

the Authority, as envisaged by the RIIO model.

(b) Improvement factors are below historical averages

111. BGT argues that the annual improvement factors applied by the Authority to the CI and

CML targets in RIIO-ED1 are unduly lenient, as they fall substantially below historical

average rates of improvement and the rates achieved by upper quartile DNOs.71

69 NOA, para. 4.37(b).
70 NOA, para. 4.37(c).
71 NOA, paras. 4.38-4.39.
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112. The new improvement factors introduced by the Authority for RIIO-ED1 are not

lenient. Calculating improvement factors from the inception of the scheme and then

applying these to the current level of performance is highly selective and fails to

recognise diminishing returns as DNO performance gets closer to zero.

113. For CML, the rate of improvement reflects the differing voltage mix (LV, HV, EHV

and 132kV) for each DNO and is therefore more reflective of reality than simplistically

applying an overall percentage at a high level. Given the underlying volatility in year-

on-year performance across the voltages, the Authority has taken a prudent view of

potential annual average improvement rates over the next 8 years, rather than selecting

a short time period because it yields a ‘good’ answer.

114. Indeed, if shorter timeframes are used, then certain voltages exhibit marked annual

volatility – e.g. LV CMLs improved by 25% between 2010/11 and 2011/12 and then

deteriorated by 15% the following year. The witness statement of James Hope72

describes the mixed and volatile year-on-year change in performance by voltage by

DNO. Attempting to overlay a high-level and simplistic average would be inappropriate

and would again fail to take into account the different networks across Great Britain.

115. Moreover, the RIIO-ED1 process necessitated establishment of targets to a reasonable

degree of certainty before DNOs submitted their costed business plans. If more onerous

improvement targets had been established, the costs in those business plans (which

were the basis for the Authority’s comparative benchmarking exercise) may well have

been higher.

(c) Asymmetry

116. BGT’s argument that the asymmetry of the CML targets is unduly favourable to the

DNOs is  incorrect.  In  fact  the  opposite  is  true.  On CIs,  the  methodology  works  such

that the 5 DNOs which are better than their benchmarks have their own “current

average” performance as their starting targets, with a further 0.5% per annum

improvement built into the targets throughout RIIO-ED1. To meet the targets, the 5

DNOs which are worse than their benchmarks are all required to improve, initially at

the rate of 1.50% per annum and then at 0.5% per annum as and when they reach their

72 Witness statement of James Hope, paras. 58-63 [Tab 6] and Exhibit JH1/6 [Tab 6.F].
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benchmark. As such, all 10 Slow-Track DNOs are required to make improvements in

CIs and cannot merely stand still to earn a reward under the IIS. If anything, this is

asymmetric against the DNOs and in favour of consumers.

117. The resultant impact of the overall CML target-setting methodology, shown in the

witness statement of James Hope73, is that 9 of the 10 Slow-Track DNOs are required

to improve their performance74 in order to meet their year 1 RIIO-ED1 targets. This

directly refutes BGT’s allegation in paragraph 4.41 of the NOA.

118. Much of the financial benefit from the CML target-setting methodology accrues to

WPD. WPD was fast-tracked and so is not affected by this appeal. Accordingly, WPD’s

figures should not be used by BGT (and its adviser AlixPartners) to make comparisons.

The reward/penalty picture is more mixed as between the 10 Slow-Track DNOs.

119. It should also be noted that there is no “guarantee” of reward. The mechanism in the

Decision does not simply reward all improvements assessed in absolute terms. Under

the BGT approach, a DNO that has had a ‘bad’ year as a result of the inherent volatility

of unplanned network outages75 but is still significantly ahead of its peers could

conceivably be penalised.

120. BGT’s argument appears to be that targets should be set at each DNO’s own latest 4-

year average level of performance, rolled forwards using BGT’s preferred improvement

rate. DNOs only get a subsequent “reward” if they improve beyond this level. This is

untenable and fundamentally different to the approach taken by the Authority

exercising its regulatory judgement. The Authority utilises cross-DNO benchmarking

and attempts to ensure that DNOs trade off the costs of achieving a certain level of

performance against the additional revenues that can be earned as a result of such

achievement.

73 Witness statement of James Hope, para. 72 [Tab 6].
74 Average performance is taken as the most recent 4-year period (i.e. 2009/10 – 2012/13).
75 Witness statement of James Hope, paras. 58-63 [Tab 6].
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C4. BGT’S APPEAL – BMCS

121. As with IIS, BGT argues that the BMCS targets set by the Authority will lead to

“systematic unearned rewards at the sectoral level without any corresponding

improvement in performance”.76 BGT points to three alleged flaws:

(1) The targets set by the Authority have been relaxed by comparison with previous

targets and/or are too low, assessed against recent performance.77

(2) The BMCS targets do not incorporate any annual improvement factors.78

(3) The incentives and penalties relating to the customer satisfaction survey metric

are unjustifiably asymmetric, in the sense that the value of the rewards is higher

than the value of the penalties.79

122. The Slow-Track DNOs respond to those allegations as follows.

(a) Targets have been relaxed and/or are too low

123. BGT’s criticisms of the BMCS target levels are vague and unsubstantiated. There are a

number of obvious and fundamental errors in its case.

124. First, the targets were established as part of the overall price control process whereby

the Authority set output targets, and DNOs produced costed plans for meeting those

targets. The targets were set prior to Stage 3, with adequate notice for the Slow-Track

DNOs to propose cost levels in their plans which were consistent with the targets.

DNOs had strong incentives to minimise the costs they proposed (as a result of the

Authority’s comparative cost benchmarking). Tougher targets can be assumed to have

resulted in higher costs being proposed.

125. Second, BGT fails to understand that customer expectations tend to increase over time.

This is borne out by the UKCSI report exhibited to the witness statement of Keith

Hutton which shows customer satisfaction scores reducing over time (which is

76 NOA, para. 4.44.
77 NOA, para. 4.45.
78 NOA, para. 4.46.
79 NOA, para. 4.47.
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attributed in part by UKCSI to increasing customer expectations).80 It necessarily

follows that some degree of improvement is required on the part of DNOs simply to

maintain existing customer service and satisfaction levels from year to year. Contrary to

BGT’s suggestion, it is not necessary to impose tighter standards at every available

opportunity in order to incentivise improvement by the DNOs in this respect.

126. Third, BGT has cherry-picked particular aspects of the BMCS targets in order to

sustain its argument that standards have been relaxed and/or are too low.

(1) In relation to the customer satisfaction metric, BGT focuses on the targets for the

“interruptions” and “general enquiries” categories of customer. BGT fails to take

proper account of the connections metric where service standards are lower81, as a

result of which the Authority has increased the weight of the incentive from 40%

to 50%. This reflects a desire on the part of the Authority and connection

customers to place the DNOs under greater pressure in areas where customer

service is currently weaker.

(2) BGT omits reference to the unsuccessful calls element which has been introduced

to moderate the supply interruptions element of the BMCS scheme. This is a new

downside for RIIO-ED1 and could have significant implications for the DNOs.

15% of all calls being unsuccessful can fully negate all the available upside

incentives for that year. This is a real risk in practice because, for example, severe

weather events are not excluded and can create significant volumes of

unsuccessful calls which will materially affect the outcome of the supply

interruptions element. DNOs’ exposure to this penalty mechanism is also linked

to satisfaction scores, such that DNOs are incentivised not only to answer calls

successfully but also to offer excellent service.

127. In relation to stakeholder engagement, BGT states correctly that no change has been

made to the methodology used by the Authority. However, the assertion that BGT goes

on to make, namely that the “failure to tighten the existing incentive arrangements has

the effect that substantial rewards are likely to be conferred on all DNOs, including the

worst performing”82, does not follow as a matter of logic. BGT fails to recognise that

80 Witness statement of Keith Hutton, para. 21 [Tab 7] and Exhibit KH1/7 [Tab 7.G].
81 Witness statement of Keith Hutton, para. 23 [Tab 7].
82 NOA, para. 4.45(c).
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the responsibility for the granting of rewards in this respect lies with an independent

panel’s recommendation and the Authority’s decision is based on that recommendation.

There is no basis for BGT to suggest that the panel would recommend that all DNOs

should receive rewards in circumstances where they have not engaged with

stakeholders based on industry best practice at that point in time. As with customers’

expectations, it is reasonable to assume that stakeholder panel expectations will

increase every year. The stakeholder engagement incentive was increased from 0.2% in

DPCR5 to 0.5% in RIIO-ED1, including a social element focusing on vulnerable and

hard-to-reach customers (the outcomes for whom will be independently audited).

128. Overall, the targets set by the Authority in RIIO-ED1 are above the mean for the UK

service sector as a whole and are significantly above performance levels in the utility

sector in particular. What is more, DNOs’ levels of customer service and customer

satisfaction are, on the whole, good. Customer satisfaction levels are above average

overall and well above the average for the utilities sector, as measured by the UKCSI.

In those circumstances, there was no need to tighten – and indeed there was some room

to relax – the BMCS targets in RIIO-ED1.

(b) No improvement factors

129. BGT contends that, without annual improvement factors in the BMCS targets, BMCS

cannot achieve its stated objective of incentivising the improvement of performance in

customer-facing activities.83

130. That is not correct. As noted in paragraph 125 above, customer expectations tend to rise

over time. Additional investment and improvement is required simply to maintain

existing levels of satisfaction. It is self-evident, therefore, that the DNOs will be

incentivised to improve performance without the need for annual improvement factors.

131. Furthermore, there are known events outside DNOs’ control (e.g. smart-meter

programme roll-out)84 that are expected to have an adverse prolonged impact on DNOs’

customers’ satisfaction. DNOs will have to address this problem by improving their

performance in customer service and they will do so without earning any reward under

83 NOA, para. 4.46.
84 Witness statement of Keith Hutton, para. 22 [Tab 7].
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BMCS. This is a clear example of the fact that targets do not always need to be

tightened to improve DNOs’ performance in customer service.

(c) Asymmetry

132. The Slow-Track DNOs make three points in response to BGT’s complaint that the

incentive rates for the customer satisfaction survey rewards and penalties are not

symmetric:

(1) First,  it  is  correct  that  there  is  asymmetry.  However,  the  only  reason  such

asymmetry exists is because, as described above, the break-even point for the

DNOs has been set by the Authority above the service industry mean. In other

words, the asymmetry is the consequence of the basic approach adopted by the

Authority, which is to require the DNOs to perform better than average in order

to earn rewards.

(2) Secondly, it is wrong to look at customer satisfaction survey rewards and

penalties in isolation (as BGT does). In fact, the incentive balance in BMCS must

be considered as the sum of all the components. Whilst the customer satisfaction

survey incentive rates are asymmetric, if customer service were to worsen then

the downside-only incentives (e.g. the complaints incentive and the unsuccessful

calls element) are also likely to have an effect, thus worsening the position of the

relevant DNO. In the circumstances it is not correct that the asymmetry

necessarily works to the advantage of the DNOs.

(3) Thirdly, and in any event, BGT has failed to establish why incentive targets

should be symmetrical. It is a commonly accepted principle in incentive design

that it becomes increasingly expensive for companies to improve their

performance (or maintain their current performance) and therefore applying

asymmetric incentives to improve companies’ performance is rational and in

customers’ interest. Indeed, the Slow-Track DNOs note that the Authority’s

approach to incentive targets and rates in relation to customer service in gas
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distribution85 and also Ofwat’s Service Incentive Mechanism86 are also

asymmetric.

C5. ALLEGED PROCEDURAL DEFECTS

133. At paragraph 4.128(b) of its NOA, BGT alleges that the Authority has committed an

error of procedure in relation to IIS and BMCS. BGT does not properly particularise

this allegation. However, it appears to take issue with the nature of the relevant part of

the consultation process that was carried out by the Authority. There is no basis for this

allegation. The Authority conducted an extensive public consultation and considered a

large quantity of data in relation to a large number of issues before adopting its

Decision.87 BGT itself participated actively and extensively in the consultation process.

In the circumstances, it is somewhat surprising that BGT now seeks to complain about

it and to assert that it does not properly understand the reasons for the Authority’s

Decision.

C6. CONCLUSION

134. For the reasons set out above, there is no merit in this aspect of BGT’s appeal. The

reality is that IIS and BMCS have delivered, and continue to deliver, significant

efficient improvements (30%88) in interruptions and restoration performance. The two

schemes are therefore operating to the clear benefit of consumers, which is precisely

what the Authority intended when it designed them. For example, the vast scale of the

benefit to consumers brought about by the IIS scheme is evidenced by the fact that

when compared with the equivalent final year targets for DPCR5, the new IIS targets

for the Slow-Track DNOs in the RIIO-ED1 period represent a benefit of circa £730m to

consumers.89

85 RIIO-GD1: Final Proposals – Supporting Document – Outputs, incentives and innovation (17 December
2012), page 23, table 3.1 – reproduced at Exhibit KH1/9 [Tab 7.I].
86 Ofwat, Service Incentive Mechanism (SIM) for 2015 onwards – Conclusions (April 2014) – reproduced at
Exhibit KH1/8 [Tab 7.H].
87 Witness statement of Keith Hutton, paras. 31-36 [Tab 7].
88 Letter from the Authority to British Gas dated 3 February 2015, para. 36(1) [BG2/39/10].
89 Witness statement of James Hope, para. 75 [Tab 6] and Exhibit JH1/10 [Tab 6.J].
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D. CHANGE TO INFORMATION QUALITY INCENTIVE

D1. INTRODUCTION

137. This Section D addresses BGT’s arguments in section 4(3) of the NOA – that the

Authority made an unwarranted ex post change to the information quality incentive

(IQI) for RIIO-ED1.90

138. It is structured as follows:

(1) Section D2 provides an overview of BGT’s arguments and why they are wrong.

(2) Section D3 provides relevant background.

(3) Section D4 addresses each of BGT’s arguments in more detail.

(4) Section D5 sets out the Slow-Track DNOs’ conclusions.

139. Reference is made in particular to the following additional documents:

(1) The expert report by Oxera served with these Submissions at [Tab 5.A].91

(2) The Authority’s IQI matrix, which is provided in electronic Excel form only at

[Tab 30].

(3) Appendix A to these Submissions, containing calculations referred to in this

Section.

D2. OVERVIEW

(a) Summary of BGT’s arguments on this issue

140. BGT  has  raised  several  points  in  support  of  its  argument  that  the  Authority  made  an

unwarranted ex post change to the IQI but ultimately its challenge under this ground of

appeal is narrowly confined. BGT is not questioning whether the Authority should have

90 NOA, paras. 1.9(c) and 4.62(g).
91 As set out in the First Witness Statement of Alan Horncastle at [Tab 5], Oxera was instructed by ENWL but
all the Slow-Track DNOs support Oxera’s expert report.
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used an IQI at all. Nor is it challenging that the matrix selected by the Authority

functions as a proper IQI (i.e. it incentivises the DNOs to provide high-quality and

well-justified business plans).

141. BGT’s challenge to the Authority’s IQI decision is based on two premises, that:

(1) the change to the IQI matrix after the DNOs had submitted their business plans

conferred an undue financial benefit on the DNOs, and is harmful to consumers

without any countervailing benefit;92 and

(2) the Authority erred in selecting the specific IQI matrix and numbers in its RIIO-

ED1 determination, and should have preferred a different IQI matrix.93

(b) Why BGT’s arguments do not stand up to scrutiny

142. BGT’s arguments are without foundation. The Authority always stated that the exact

form of the IQI matrix would be set in the Draft Determinations. The fact that this

occurred after the submission of business plans does not constitute an “ex post” change.

The Authority’s setting of the IQI was consistent with its policy intention to incentivise

the DNOs to provide accurate cost forecasts in their business plans and encourage

efficient expenditure, as well as being proportionate and ultimately in the best interest

of consumers. In terms of the IQI eventually set, there is a considerable range of

potential IQIs that the Authority could have applied that would have met its policy

intention. The Authority’s decision in selecting the final IQI was a reasonable exercise

of discretion and fully consistent with its EA89 duties. Contrary to BGT’s assertions,

the Authority’s specific use of the IQI for RIIO-ED1 should be regarded as a success as

it has resulted in more efficient business plans being submitted and consequently will

ensure lower bills for consumers both in the RIIO-ED1 price control period and in

future price control periods.

143. As to the five specific points BGT makes in support of its argument on this issue:

(1) BGT is wrong in its claim that the fact the IQI was adjusted after the DNOs’

business plans were submitted means it cannot have an incentive effect.94 In its

92 NOA, para. 4.55.
93 NOA, paras. 4.62(d)-4.62(f).
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Strategy Decision, published in March 2013, the Authority had proposed to set

the matrix in a manner which would deliver additional income to DNOs within

the upper quartile. The DNOs were therefore incentivised to submit their best

estimates of their future expenditure needs in their revised business plans in

March 2014 in response to this incentive. Following submission of the plans the

Authority set the matrix to ensure the upper quartile benefited – thus ensuring the

effectiveness of the IQI.

(2) BGT’s statement that the adjustment to IQI increases the allowable returns of the

Slow-Track DNOs by around £290m over the course of ED195 is misleading. The

adjustment to the IQI needs to be seen in context. The submitted business plans

for all Slow-Track DNOs at the fast-track stage sought a total of £19.5bn in

allowed expenditure. When they submitted their revised business plans at the

slow-track stage in March 2014, the DNOs had reduced the proposed total

allowed expenditure to £18.7bn: a difference of approximately £743m, which also

drove a reduction in benchmarks of £625m.96 The final allowed expenditure of all

the Slow-Track DNOs determined by the Authority was £17.45bn, i.e. £1.33bn

lower than the slow-track business plans and £2.1bn less than the expenditure in

the fast-track business plans originally submitted by the DNOs. BGT fails to take

account of the fact that, as a result of the success of the specific approach to the

IQI used by the Authority, the Slow-Track DNOs produced efficient plans that

were £743m lower than the plans they had submitted for assessment under the

fast-tracking process. This allowed the Authority to set benchmarks that were

£625m lower than at the fast-track decision. There is therefore no merit in BGT’s

claim that the Authority’s decision to adjust the IQI after the business plans

harms consumers’ interests.

(3) BGT is wrong to claim that the effect of the adjustment is to weaken the

incentives of DNOs to submit high-quality and well-justified business plans in

subsequent price controls.97 The fact that some DNOs obtained additional income

in accordance with the Authority’s setting of the specific IQI means that all

DNOs can have confidence in the strength of the incentive and are incentivised to

94 NOA, paras. 4.52 and 4.56.
95 NOA, para. 4.57.
96 See calculations in Appendix A to these Submissions, Table A1.
97 NOA, para. 4.60(a).
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submit challenging plans in the next price control review. Without a strong

incentive for DNOs to reveal savings, consumers will pay much more in future

price controls.

(4) BGT’s analysis that the Authority was wrong to suppose that the overall effect of

the adjustment is to benefit only the 4 DNOs with the best business plans98 is

flawed. BGT’s claim that 9 out of 14 received rewards in respect of their business

plans overlooks the facts that: (i) four of the DNOs are fast-track DNOs so are

irrelevant in the context of this appeal; and (ii) of the remaining DNOs, four

licensees qualified for additional income under the IQI matrix but five received

positive additional income because of the Authority’s decision to equalise

incentive properties between DNO licensees in the same group.

(5) BGT is wrong when it claims that the change to the IQI matrix for smart grid

benefits and RPEs was out of proportion to the net impact.99 There is no evidence

that DNOs were not responding to the incentives of the IQI matrix in proposing

their plans in the areas of smart grids and real price effects. While the Authority

may have viewed the plans as deficient in these respects, it recognised that the

bulk of the plans still contained much of merit. The Authority exercised its

reasonable regulatory judgement and discretion in reaching its decision and its

actions were entirely consistent with regulatory best practice.

D3. RELEVANT BACKGROUND

144. It is important for the CMA to understand the relevant background and context to the

Authority’s consideration of this issue, in particular the purpose of the IQI and the

policy intention communicated by the Authority as to how the DNOs should respond to

the incentive.

145. The Authority has used IQIs (or other variations on menu regulation) in price reviews

since 2004. The purpose of an IQI is to persuade a regulated company to reveal its best

estimates of future expenditure during the price review process. One of the textbook

problems in regulation is that companies and regulators have asymmetric information

98 NOA, para. 4.61.
99 NOA, para. 4.62(f).
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and there is a risk that companies might have incentives to submit overly prudent cost

forecasts. An IQI seeks to overcome this by showing a company that it is better off

financially if it provides high-quality and well-justified information (i.e. containing the

lowest cost scenario that it believes is consistent with delivering its outputs) to the

regulator.

146. The IQI does this by declaring upfront that the amount of cost that a DNO will be able

to recover from customers will be determined by reference to three numbers: (1) the

Authority’s assessment of efficient costs; (2) the amount that the DNO actually spends;

and (3) the amount that the DNO said it would spend in its business plan. The

innovation in the IQI is the attention that it pays to the third element, the DNO’s

declared planned costs. Background to use of the IQI for RIIO-ED1 is provided in

Oxera’s expert report.100 The workings for the particular IQI matrix used by the

Authority for the Slow-Track DNOs are to be found in Authority’s IQI matrix, an Excel

spreadsheet at [Tab 30].

147. The incentive to provide high-quality and well-justified business plans is not unique to

the particular IQI matrix with the particular numbers that the Authority used in its

RIIO-ED1 decision. By adjusting the three parameters – the efficiency incentive rates,

the amounts of additional income/penalty and the rule for calculating allowed

expenditure – a regulator can present companies with any given level of pay-off for any

given row/column pairing. The only constraint it faces is that the matrix must in the end

be “incentive compatible”. That is to say, it must always reward informative and

efficient business plans.

148. The Authority intended that the IQI for RIIO-ED1 should have strong incentive

properties. Central to achieving this objective was the need to ensure that the incentive

was effective, i.e. that DNOs which submitted informative and efficient business plans

were awarded additional income.

149. The Authority set out its proposed approach to IQI for RIIO-ED1 in its Strategy

Decision published on 4 March 2013:

“The aim of the IQI is to encourage companies to submit more accurate expenditure
forecasts in their business plans. A necessary feature of the IQI is that the efficiency

100 Section 2 of Oxera’s report [Tab 5.A].
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incentive rate for each company depends on the difference between its expenditure
forecast and the Authority’s assessment of its efficient expenditure requirements. The
smaller the difference, the higher the incentive rate. We will set the efficiency incentive
rate for each company as part of IQI.”101

150. In the “Outputs, incentives and innovation” annex, the Authority provided further detail

about IQI including its approach to fast- and slow-track DNOs:

“9.10 Our approach for RIIO-ED1 is that each DNO that achieves fast-tracking is
provided with the same upfront additional revenue of 2.5 per cent of totex. They will
also receive an efficiency incentive rate of 70 per cent.

9.11. If a fast-tracked DNO would have been better off in the IQI matrix that is
subsequently used for non-fast-tracked DNOs, then we will true-up the difference for
that company. We will not claw back the 2.5 per cent if the fast-tracked DNO is below
this level in the IQI matrix.

9.12. There will not be a published IQI matrix as part of the fast-track decision.

9.13 For a DNO that is not fast-tracked, we will produce our own view of its
expenditure requirements (drawing on the DNO’s business plans and our own
benchmarking and cost assessment tools). We will set the IQI matrix based on the final
submissions from all 14 DNOs.”102

[emphasis added]

151. The Authority intended that the most informative and efficient DNOs would earn

additional income.

152. The Slow-Track DNOs submitted their revised business plans in March 2014. Having

considered the plans, the Authority set the IQI matrix – at the point in the price control

review at which it stated it would do so – to avoid a situation where none of the Slow-

Track DNOs would have broken even.

153. If the Authority had not set the matrix in the manner it did, the incentive properties of

the IQI would have been compromised.

101 Para. 6.20 [BG2/10A/34].
102 [BG2/10B/92].
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154. Further explanation about the Authority’s approach is provided in Oxera’s expert

report.103

D4. DETAILED RESPONSE TO BGT’S ARGUMENTS

155. The DNOs’ detailed responses to BGT’s arguments on IQI are set out below. To avoid

repetition, the DNOs have grouped the points raised by BGT in support of its argument

into five broad issues. The DNOs conclude in respect of each issue that BGT has failed

to make out the legal grounds upon which it seeks to rely.

(a)  The Authority always planned to set the IQI to provide additional income to the

best-performing DNOs, to ensure the effectiveness of the IQI

156. The Authority’s estimate of DNOs’ efficient expenditure requirements needs to be

reasonable and based on a range of information. Absent disclosure of information, there

is little transparency on costs. This applies in particular to future expenditure plans

which are not reflected in historical unit cost information. If DNOs provide high quality

information this enables the Authority to produce better estimates, which ultimately

means a better outcome for consumers through ensuring real efficiency gains are

identified. Moreover, better information revelation by DNOs improves the comparative

dynamic and therefore innovation across the sector, resulting in lower costs being

funded by consumers.

157. BGT is wrong in its claim that the fact the IQI was set after the DNOs’ business plans

were  submitted  constitutes  an  “ex post” change or that it cannot have an incentive

effect.104 For RIIO-ED1, the Authority was clear at the outset of the price control

period that it intended to apply an IQI to incentivise DNOs to provide accurate costs

forecasts in their business plans and to drive efficient expenditure.105 The Authority

made clear in its Strategy Decision that the exact form of the matrix would be set after

final plans had been submitted.106

103 [Tab 5.A].
104 NOA, paras. 4.52, 4.55 and 4.56.
105 Strategy Decision – Outputs, incentives and innovation, para. 9.7 [BG2/10B/91].
106 Strategy Decision – Outputs, incentives and innovation, para. 9.13 [BG2/10B/92].
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158. At the Draft Determinations stage, the Authority confirmed that it intended to reward

the best-performing DNOs that had provided good information in the comparative

benchmarking.107 It set out its proposals for the IQI breakeven point, noting that no

DNO would receive a reward according to its original design.108

159. The Authority consulted on its proposal and confirmed its view in the Final

Determinations.109 The Authority stated that the benefits of adjusting the break-even

point included:

“ensuring DNOs that have provided good quality information which has aided our
comparative benchmarking receive a reward – in line with the original policy intent of
the IQI. It maintains penalties for those DNOs who have provided less robust forecasts
... preserving the incentive properties of the IQI for future price control reviews.”110

160. If the Authority had not set the IQI in this way – having committed to do so – the

incentive properties of the IQI would have been lost as the IQI would have been

regarded as a failure and regulatory certainty for future reviews would have been

undermined.

161. The fact that the Authority set the IQI as it said it would (setting the break-even point to

grant additional income to the best-performing DNOs) not only ensured the success of

the specific IQI as used for RIIO-ED1 but also the credibility of IQIs generally as

useful incentive mechanisms that could be utilised in future controls. Put simply, the

promise of additional income acts as a strong incentive on DNOs to ensure that they

submit high-quality and well-justified plans. If the Authority had used the information

provided by the DNOs in RIIO-ED1 but not awarded any additional income to the

DNOs that submitted the most informative and efficient plans, the incentive for all

DNOs to reveal high-quality information upfront in future price controls would have

diminished considerably.

107 Draft Determinations, para. 4.56 [BG2/30A/35].
108 Draft Determinations, para. 4.55 [BG2/30A/35].
109 Final Determinations, para. 4.96 [BG2/35A/39].
110 Final Determinations – Overview, Appendix 9, para. 1.29.
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(b) The Authority’s approach in setting the form of the IQI matrix is very materially

to the benefit of consumers

162. BGT claims, based on the AlixPartners Report, that the effect of the specific IQI chosen

is to increase allowable returns of the Slow-Track DNOs by £290m, which BGT

characterises as a cost to consumers.111 This figure is highlighted in isolation, and

ignores other aspects of the Authority’s approach in this area.

163. BGT’s analysis on this point is flawed. The actual impact of the specific IQI set by the

Authority materially benefits consumers, as explained in Oxera’s report.112

164. In terms of the exact IQI matrix chosen, there was a considerable range of potential

IQIs that were within the range of the Authority’s discretion that would give effect to

its policy intent. The Authority’s decision in selecting the final IQI lay firmly within

that range and was consistent with its EA89 duties. Contrary to BGT’s assertions,113 the

Authority’s specific IQI for RIIO-ED1 should be regarded as a success. It has resulted

in more efficient business plans being submitted and consequently will ensure lower

bills for consumers both in the RIIO-ED1 price control period and in future price

control periods.

165. In particular, BGT’s analysis fails to acknowledge that the DNOs proposed better plans

than in the fast-track process. Given that there still remained the potential for Slow-

Track DNOs to earn slightly above the cost  of capital  (despite not qualifying for fast-

track), the DNOs were incentivised to submit revised business plans which would

identify further savings. Contrary to what BGT appears to suggest,114 the DNOs did not

simply reduce their plans to the level proposed by the fast-track DNOs. The DNOs

remained incentivised by the Authority’s commitment to set the IQI to reward the best-

performing DNOs and submitted demonstrably better plans that were £743m lower than

those submitted for assessment under the fast-tracking process. These reductions will

result in significant savings for consumers as a result of the effectiveness of the specific

IQI set by the Authority.

111 NOA, para. 4.57.
112 Paras.2.18-2.32 [Tab 5.A].
113 NOA, para. 4.62.
114 NOA, paras. 4.55 and 4.62.



53

166. A further comparison which BGT has not presented in its evidence to the CMA is the

impact that the savings revealed by the new slow-track plans had on the level of cost

allowances proposed by the Authority. The Authority’s view of efficient costs for the

ten Slow-Track DNOs following its slow-track assessment was £625m lower than at

fast-track.115 It is the effect of both these reductions on allowances that is the relevant

comparison that the CMA should consider here.

167. It is entirely appropriate that the Authority opted to exercise its regulatory judgement to

ensure that DNOs that proposed the most efficient plans were able to earn slightly more

than the cost of capital for doing so. Under the example IQI published by the Authority,

even the frontier DNO would not earn above the cost of capital if it incurred the costs

set out in its business plan. As set out in Appendix A to these Submissions, no DNO

was fully funded for its submitted business plan.

168. The adjustment to the IQI needs to be seen in context. The increase in IQI payments

made is a small fraction of the reduction in allowances that consumers would otherwise

have funded. The submitted business plans for all Slow-Track DNOs at the fast-track

stage sought a total of £19.5bn in allowed expenditure. When they submitted their

revised business plans at the slow-track stage in March 2014, the DNOs had reduced

the proposed total allowed expenditure to £18.7bn: a difference of approximately

£743m, which also drove a reduction in benchmarks of £625m.116 The final allowed

expenditure of all the Slow-Track DNOs determined by the Authority was £17.45bn,

i.e. £1.33bn lower than the slow-track business plans and £2.1bn less than the

expenditure in the fast-track business plans originally submitted by the DNOs.

169. Maintaining consistent rewards for efficient performance throughout the current review

will maintain stronger incentives at future reviews.117 Removing rewards for efficient

performance and related information revelation, whether undertaken by the Authority

or the CMA, will result in perverse incentives at RIIO-ED1 and beyond. If the

Authority had not conferred the expected rewards to the most efficient DNOs, DNOs

would have been deterred from revealing savings in future price controls. As the

115 See calculations in Appendix A to these Submissions, Table A1.
116 See calculations in Appendix A to these Submissions, Table A1.
117 See section 4 of Oxera’s report [Tab 5.A].
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Authority would not have had access to the information about future cost savings, this

would have resulted in consumers paying much more in future price controls.

170. Reneging on the intended incentive reward system could also cause detriment to future

consumers. Any decision by the CMA to reverse these payments could materially

distort  the  effectiveness  of  the  IQI  mechanism  in  future  price  controls.  Even  if  the

Authority  were  to  “announc[e] a revised mechanism prior to the submission of

business plans for the next price control period (RIIO-ED2)”118, as suggested by BGT,

the mere fact that the CMA had previously overturned a decision to award the best-

performing DNOs with additional income would deter DNOs from revealing

efficiencies. They would be conscious that any awards made by the Authority might be

reversed by the CMA. As a result, the Authority would not have access to the

information about future cost savings. This would result in consumers paying much

more in future price control periods and there is a risk that the cost allowances funded

by consumers would be larger than if a strong information revelation incentive had

existed.

171. BGT has failed to demonstrate the negative effects claimed as a result of the specific

IQI which the Authority set. In fact, BGT itself has erred because it has ignored the fact

that the adjustments were positive for consumers, not negative. The Authority exercised

its regulatory judgement to set the IQI to ensure that the intended incentive properties

were achieved – to encourage DNOs to submit more efficient business plans with the

result that consumers would receive lower bills. This is exactly what the Authority

achieved.

(c)  BGT has misunderstood the Authority’s approach to IQI, which is, rightly, to

ensure that the DNOs are incentivised to submit good business plans

172. Contrary to BGT’s contention119, the Authority did not adopt a perverse decision when

it adjusted the IQI break-even point to ensure DNOs benefited under the mechanism. It

is correct that four DNOs had already achieved rewards under the fast-track process

118 NOA, para. 4.60(b).
119 NOA, para. 4.62(b).
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(the WPD licensees). However, it does not follow, as BGT appears to contend120, that

further rewards should not have been granted in the slow-track process.

173. The rewards achieved by the fast-tracked WPD licensees should not be counted as part

of the number BGT is challenging in the context of considering the treatment of the

Slow-Track DNOs for the purposes of this appeal. In addition, to deny the Slow-Track

DNOs the opportunity to submit revised plans with a view to obtaining a reward would

have been discriminatory and contrary to best regulatory practice. The Authority’s

intention to set the IQI matrix at Draft Determinations was stated at the outset. The fact

that it did so, and the manner in which it did, was consistent with best regulatory

practice: it gave effect to the Authority’s policy intent and also supported the

Authority’s overall regulatory objectives by minimising the cliff-edge between the

remuneration received by slow-track and fast-track DNOs for revealing efficiencies.

The specific IQI set by the Authority was proportionate to the rewards afforded to fast-

track DNOs, thus helping to preserve the incentive value of the IQI for future price

controls.

174. The Authority was correct to ensure that the best-performing DNOs received additional

income. There are good policy reasons for using rewards as opposed to just penalties,

linked to incentivising performance at or near the efficiency frontier, with the intention

of pushing out the frontier further, which is then of benefit to consumers across the

industry as a whole. Further detail on this point is set out in Oxera’s report.121

175. Prior to setting the specific IQI at the RIIO-ED1 Draft Determinations a cliff-edge

existed, with a disproportionate gap in rewards between a notional 100% efficient DNO

and the same DNO if it was not fast-tracked (for example because of some other

deficiency in its business plan):

(1) A fast-track DNO judged to be 100% efficient received a 2.5% reward under the

strategy decision at ED1 (and other RIIO price controls).

120 NOA, para. 4.62(a).
121 Section 3 of Oxera’s report [Tab 5.A].
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(2) A slow-track DNO judged to be 100% efficient received no reward under the IQI

conceptual break-even point originally described in the Strategy Decision122,

despite having a plan which was as efficient as that of the fast-track DNO.

(3) However, under the specific IQI set at Draft Determinations, a slow-track DNO

judged to be just efficient would receive a reward of 1.7%, which is less than (but

still proportionate to) the 2.5% fast-track reward.

176. The existence of a cliff-edge in rewards between fast-track and slow-track is damaging

to the incentives for revealing genuine efficiencies, since a DNO could be encouraged

to either: (1) under-bid in order to secure fast-track; or (2) not declare potential

efficiencies.

177. If certain DNOs choose to underbid, this could cause the Authority to establish cost

benchmarks which are unachievable for other DNOs, which would cause the Authority

to fail to allow a reasonable return to other DNOs. A failure which would cause the cost

of capital to increase (or unsustainable allowances that lead to under-investment in

infrastructure) would be contrary to the interests of current and future consumers.

178. In setting the specific IQI for RIIO-ED1 that it did, and removing a cliff-edge in

rewards between different limbs of the process, the Authority has ensured that the

DNOs do not have an incentive to “underbid” their cost forecasts to gain a fast-track

reward; they will only be left with an incentive to reveal genuine efficiencies. The

Authority’s decision to set the IQI in such a way as to preserve the value of the

incentive was therefore in line with regulatory best practice.

(d) The fact that five Slow-Track DNOs benefited from additional income in the Final

Determinations reflects the Authority’s decision to equalise incentive properties

between licensees in the same group

179. BGT is wrong to say too many DNOs benefited from the Authority’s approach. BGT’s

claim that 9 out of 14 DNOs received rewards in respect of their business plans123

overlooks the facts that four of the DNOs are within WPD’s group (and, being fast-

track DNOs, are accordingly irrelevant to the number BGT is challenging).

122 Strategy Decision – Outputs, incentives and innovation, para. 9.14 [BG2/10B/92].
123 NOA, para. 4.62(a).
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180. Four of the Slow-Track DNOs are identified as receiving additional income under the

specific IQI set by the Authority. However, the Authority’s grouping policy leads to

this reward being spread across five DNOs in three ownership groups. The data

supporting this is provided in Appendix A.

181. The Authority made it clear at the outset of the RIIO-ED1 price control review that it

considered the equalisation of incentives across DNOs in the same ownership group as

being in consumers’ interests as it avoids perverse incentives to distort cost allocations

between DNOs in the same group. The CMA is referred to the following passage from

the Authority’s Strategy Decision:

“Where there is more than one DNO within a single ownership group, we will set a
single efficiency rate for the group. This rate will be calculated by assessing the sum of
all expenditure forecasts of DNOs within a single ownership group. This is the same
approach that we used for the current price control, DPCR5.”124

182. BGT is therefore wrong to suggest that the Authority erred in reaching its decision. The

Authority’s approach was clearly consistent with regulatory best practice.

(e)  There is no evidence that DNOs were not responding to the incentives of the IQI

matrix in proposing their plans in the areas of smart grids and real price effects

183. Contrary to BGT’s assertion125, there is also no evidence that DNOs were not

responding to the incentives of the IQI matrix in proposing their plans in the areas of

smart grids and real price effects. While the Authority may have viewed the plans as

deficient in these respects, it recognised that the bulk of the plans still contained much

of merit. This factor may have influenced the Authority’s setting of the IQI but so did

other factors, including the Authority’s cost assessment method. It would have been

contrary to the Authority’s intention to incentivise DNOs to provide high-quality, well-

justified plans if DNOs received no recognition for the quality of their plans because of

certain deficiencies in other areas. The decision taken by the Authority was necessary

to secure good incentives to reveal information in future.

184. The Authority had a range of options available to it to set the IQI. A number of these

related to how it factored the output of its RPE and smart grid analysis into the setting

124 Strategy Decision – Outputs, Incentives and Innovation, para. 9.19 [BG2/10B/93].
125 NOA, paras. 4.61 and 4.62(c)-4.62(e).
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of the matrix. Table 2 below sets out a number of the options that were available to the

Authority that were proposed as part of its consultation process or that had been used

by the Authority in previous decisions.

Table 2: Options to set the IQI – effects on the Slow-Track DNOs

185. It is important to note that none of the options set out above includes any changes to

any component of the Authority’s price control approach apart from the choice of the

IQI matrix. These options propose differences in the order in which key calculations are

made and the order in which components of the price control are included.

186. The various options affect the level of additional reward awarded, the totex allowances

provided and the efficiency sharing factor applied. All except the option proposed by

BGT126 would have achieved the Authority’s stated strategy intent of ensuring that

DNOs with the most informative and efficient plans would receive additional income.

187. All of the other options available to the Authority were within its reasonable range of

regulatory discretion to achieve its policy intent with respect to the IQI. Indeed, as

recently as in its fast-track decision, the Authority had opted to follow the approach that

would be most beneficial to DNOs.

126 NOA, para. 4.60(b).

Total
Number of
licensees

with IQI
additional

income

Total IQI
additional

income
£m

Total Totex
Allowances

£m

Average
efficiency

sharing
factor %

 (10 DNOs)

Scenario Analysis - compared to
Final Determination

3 -76 18,427 58.7%

Incentive properties of IQI reduced
as only 3 licensees receive IQI
additional income.
Totex allowances £972 million more
than Final Determination.

2 -118 17,680 57.9%

Incentive properties of IQI reduced
as only 2 licensees receive IQI
additional income.
Totex allowances £224 million more
than Final Determination.

4 -3 17,455 54.8%

0 -292 17,455 54.8%

Incentive properties of IQI
undermined as no licensees receive
IQI additional income.
Totex allowances consistent with
Final Determination.

NON-ALIGNED WITH STRATEGY

BGT in Appeal to CMA
As Final Determination with IQI matrix set

to 100

The 3 components of the IQI matrix

Description of Option

ALIGNED WITH THE AUTHORITY'S STRATEGY INTENT

Fast track approach
RPE and Smart Grid included in Upper

Quartile (UQ) assessment

SSE proposals for treatment of post
cost assessment adjustments

Exclude RPEs from IQI as uncertain
event; include Smart Grid in UQ

calculation, recognising impact on relative

Final Determination
RPEs and Smart Grid applied after UQ
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E. CHANGE IN ASSET LIFE POLICY

E1. INTRODUCTION

191. This Section E addresses BGT’s arguments in section 4(4) of the NOA relating to the

transitional arrangements that the Authority is putting in place to implement its change

in asset life policy. It should be read together with the accompanying witness statement

of Keith Noble-Nesbitt at [Tab 8] and Appendices B and C to these Submissions.

192. As is explained at paragraph 4.66 of the NOA, since privatisation in 1990, a regulatory

policy  of  “accelerated depreciation” has been applied to DNO assets. Prior to the

RIIO-ED1 price control review decision, such assets were assumed to have a 20-year

life for the purposes of the depreciation charges which are allowed in price control

revenues, even though their physical life can be much longer.127 The Authority has

explained that this regulatory policy was adopted “to improve a company’s near-term

cash flow ratios and improve their perceived financeability”.128

193. As part of the transition to RIIO, in 2010 the Authority decided to adopt a new asset life

policy, stating:

“… the depreciation rate will reflect the average expected economic life of the asset
base. In this way, the interests of existing and future consumers will be fairly
balanced.”129

194. The Authority recognised that such a change could, however, result in a “sudden

reduction” of allowed revenue for DNOs, and that the application of the policy “in a

single step could cause excessive disruption to capital markets and/or raise concerns

about financeability”. It therefore allowed for the possibility of transitional

arrangements, “to ensure efficient delivery of regulatory obligations is financeable”,130

noting that “The onus will be on the network companies to demonstrate to us in their

well justified business plans why transition arrangements are necessary and to propose

127 The NOA simplifies the actual history, which involved the vesting asset base having effectively been subject
to accelerated depreciation, and subsequent policy decisions being taken to continue accelerated depreciation in
order to avoid financeability issues for the sector. A more detailed chronology can be found in Appendix B to
these Submissions.
128 RIIO Handbook [BG2/4], para. 12.22.
129 Ibid., para. 12.23.
130 Ibid., paras. 12.24 and 12.35.
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a suitable methodology.”131 It emphasised that “Under the RIIO model we will continue

to assess financeability in the round”.132

195. The change in regulatory policy was, therefore, motivated by a desire to provide for a

fairer balance between the interests of existing and future consumers; in both designing

and implementing the change, the Authority had regard to its statutory duty to protect

the interests of both categories of consumers, and to the financeability of DNOs, the

efficient delivery of whose obligations is also in consumers’ interests.

196. As is explained at paragraph 4.70 of the NOA, in March 2011 the Authority confirmed

its decision to apply the change in regulatory policy from accelerated to economic

depreciation, but to new assets only, from the beginning of RIIO-ED1. A 45-year asset

life would be assumed for new assets, with the remaining stock of existing assets

continuing to be depreciated over 20 years. The decision also confirmed the Authority’s

willingness to allow DNOs to propose transitional arrangements for a progressive

implementation of the new regulatory policy. The Authority expressed a preference that

such arrangements should take at most one regulatory period, but expressly allowed for

them to take longer if justified.133

197. Similar policy decisions were also taken in March 2011 in relation to electricity and gas

transmission and gas distribution, sectors which faced similar changes to asset cost

recovery in the move to RIIO. Price control reviews were then undertaken for all these

companies (RIIO-T1 and RIIO-GD1). In every case bar one, one-period transitional

arrangements were granted by the Authority. In the remaining case, which was

considered exceptional, a two-period transition was granted.134

198. The individual DNOs duly submitted evidence of the need for transitional arrangements

in their business plans. Having reviewed this evidence, the Authority decided to allow

one-period (i.e. eight-year) transitional arrangements for the change in policy.

131 Ibid., para. 12.37.
132 Ibid., para. 12.26.
133 The Authority expressed this preference in its Strategy Decision – Financial Issues at para. 4.19
[BG2/10F/32]. In its March 2011 decision letter, it noted that transitional arrangements “may need to be over
more than one price control period” [BG2/5/1].
134 Scottish Hydro Electric Transmission Limited was given a two-period transition for asset lives in RIIO-T1.
The Authority stated, “Given SHETL’s very high capex:RAV ratio (based on its ‘best view’), we consider it
appropriate to treat the company as a ‘special case’ in RIIO-T1 when determining the appropriate financial
package” (RIIO-T1 Initial Proposals for SP Transmission Limited and Scottish Hydro Electric Transmission
Limited (7 February 2012), para. 5.24 [Tab 29]).
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E2. SUMMARY OF THE SLOW-TRACK DNOS’ RESPONSES TO BGT’S

ALLEGATIONS OF ERROR

199. The NOA alleges that the Authority “erred” for the purposes of section 11E(4) EA89 in

applying these transitional arrangements. The “errors” alleged are:

(1) that the transitional arrangements are harmful to the “interest” of consumers, in

that the Authority’s approach “delays an economically efficient change and

increases the cross-subsidy between current and future consumers”135 and means

that “current consumers continue to pay more than is economically appropriate

for their use of DNO assets … thereby perpetuating the cross-subsidy of future

consumers”136;

(2) that the Authority should not have applied the transitional arrangements across

the DNO sector, but should have done so “case-by-case on the basis of

demonstrated need”;137 and

(3) that the Authority’s Decision is procedurally flawed, by reason of inadequate

consultation, an inadequate statement of reasons in support of the decision, and

failure by the Authority to act in accordance with its duties of transparency and

accountability.138

200. In the view of the Slow-Track DNOs, the Authority cannot be said to have “erred” for

the purposes of section 11E(4) in relation to this aspect of its Decision:

(1) Contrary to BGT’s assertions, current consumers are not paying more than is

economically appropriate for their use of DNO assets. The transitional

arrangements do not cause charges in the ED1 period to be more economically

inefficient than they would be absent the transitional arrangements; and they do

not create a “cross-subsidy” by causing existing consumers to “overpay” for

electricity to the benefit of future consumers. Instead, they simply soften the

impact on consumers and DNOs generally of the move from the status quo to the

higher long-term charges which the change in regulatory policy creates. As

135 NOA, para. 4.73(a).
136 Ibid., para. 4.75.
137 Ibid., para. 4.73(b).
138 Ibid., paras. 4.91(c) and 4.128(d).
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illustrated in figure 8.1 of the AlixPartners Report139 which accompanies the

NOA, the arrangements flatten the progression from the current level of charges

to the future level.

(2) The Authority’s decision to implement transitional arrangements is an appropriate

and standard regulatory response to the potential “cliff-edge” its policy change

could otherwise create in DNOs’ revenues and hence in consumer charges, in

light of its duty to protect the interests of both existing and future consumers (a

duty which BGT glosses in favour of existing consumers).

The Authority invited the DNOs to provide evidence of the need for transitional

arrangements in their business plans. They did so. The Authority did not take its

decision on the basis of blanket, sector-wide evidence, but on the basis of

demonstrated need.

(3) The Authority’s decision to implement transitional arrangements was signposted

five years in advance, and was subject to extensive consultation; in light of the

public process of evidence-gathering which the Authority followed, its reason for

adopting transitional arrangements was clear.

E3. THE “INTEREST” OF CONSUMERS

(a) Economic efficiency

201. BGT states, at paragraph 4.75 of the NOA, that:

“Delaying the introduction of economic asset lives by the use of transitional
arrangements means that current consumers continue to pay more than is economically
appropriate for their use of DNO assets.”

202. Hence, BGT considers the move to economic asset lives “an economically efficient

change”, and transitional arrangements a delay to the achievement of that efficiency.140

In support of this assertion, BGT relies on:

139 [BGT/HH1-1/96].
140 NOA, para. 4.73(a).
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(1) a quotation from the Authority stating that “longer-term” pricing signals will be

better under the new policy, with which BGT agrees;141

(2) statements that ED1 consumers’ contributions to new investments would equal

the cost associated with these new assets;142 and

(3) more general statements that current consumers “have historically overpaid for

the use of assets” and “continue to pay more than is economically appropriate for

their use of DNO assets” due to transitional arrangements.143

203. Other evidence provided in relation to “economic efficiency” in fact appears to relate to

inter-generational fairness.144

204. BGT presents a simplified view of the relationship between “appropriate” charges and

the benefits consumers enjoy, endorsing a view that 45-year asset lives will lead to

more “appropriate” charges in the long term, assuming that prices are currently higher

than is efficient, and concluding that transitional arrangements damage economic

efficiency.145

205. BGT has, however, not explained how transitional arrangements cause a price signal to

be sent that causes economic inefficiency by virtue of the fact that it is ‘too high’. As

explained in the witness statement of Keith Noble-Nesbitt:

(1) there is no practical sense in which price signals can discourage the use of new

assets in favour of continued use of old assets; and

(2) the relative small size of the current asset base in electricity distribution, which

has been maintained over many decades, means that current charges for network

assets are relatively low (compared to an estimate of charges had asset lives

always been 45 years) as opposed to too high as BGT implies.146

141 Ibid., paras. 4.68 to 4.69. See also the AlixPartners Report, para. 8.2.2 [BG1/HH1-1/94].
142 AlixPartners Report, para. 8.2.3(a) [BG1/HH1-1/94]; NOA, para. 4.74.
143 NOA, para. 4.75.
144 See AlixPartners Report, paras. 8.2.3(b) to 8.2.4 [BG1/HH1-1/94-5].
145 See witness statement of Keith Noble-Nesbitt, paras.10ff [Tab 8].
146 See witness statement of Keith Noble-Nesbitt, paras. 10-14 [Tab 8].
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206. As the witness statement of Keith Noble-Nesbitt explains147, transitional arrangements

do not cause economically inappropriate charges to be perpetuated within the ED1

period, but allow the Authority to soften the impact of the shift from the current

situation of relatively low prices to a future pricing system involving higher prices,

which necessarily involves a dip in prices between the start and end points. The

Authority’s decision is entirely concerned with creating a balance between the impact

on charges in approximately the next 20 years, and approximately 20 to 50 years,

following implementation of the policy change. This is demonstrated in a simple

worked example in Annex A to the witness statement of Keith Noble-Nesbitt148, which

shows the following profiles illustrating the general effect of longer asset lives.

Figure 1: Worked example illustrating the general effect of longer asset lives

(b) Cross-subsidy between current and future consumers

207. BGT argues that the Authority’s decision to apply transitional arrangements is contrary

to the principle of intergenerational fairness, and that the Authority has consequently

failed properly to have regard to its principal objective of protecting the consumer

“interest”, in that these arrangements prolong a situation in which existing consumers

“overpay” for electricity distribution services, unfairly subsidising future consumers.

208. The Slow-Track DNOs contend that:

147 [Tab 8].
148 [Tab 8].
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(1) existing consumers are not “overpaying” for electricity distribution services; and

(2) transitional arrangements represent a fair mechanism for apportioning the

economic effects of the change to longer asset lives, taking the interests of

existing and future consumers in the round.

209. The witness statement of Keith Noble-Nesbitt, at paragraphs 18 to 19149, addresses

these points in detail. It explains that it is not axiomatic that an accelerated depreciation

policy results in overpayment by any particular cohort of consumers. In the context of

the actual investment profiles in electricity distribution, it demonstrates that consumers

have in fact enjoyed lower regulatory asset-related charges under 20-year asset lives

than they would have if asset lives had always been 45 years, and that the effect of the

change in asset lives is therefore to decrease charges in the ED1 period even further.

The policy change does not, therefore, correct any past “overpayment” by consumers.

210. Since existing consumers have not in fact “overpaid”, transitional arrangements are an

appropriate mechanism to apportion fairly the benefits and costs of the policy change

between them and future consumers (an immediate change would represent a

“windfall” to existing consumers, while increasing charges more quickly for future

consumers). As explained in the witness statement of Keith Noble-Nesbitt, transitional

arrangements also soften the speed of the fall in revenues DNOs would otherwise

experience as a result of the change in regulatory policy.150

211. In relation both to consumers and DNOs, therefore, transitional arrangements are an

appropriate (and, in regulatory terms, a standard) way of addressing prospective “cliff-

edges” resulting from material regulatory policy changes. Indeed, the Authority

referred to its desire to avoid such a “cliff-edge” in DNOs’ revenues as a motivation for

the move to economic depreciation in its 31 March 2011 decision letter on regulatory

asset lives.151 Other changes in regulatory asset life policy since privatisation have been

justified on the basis of avoiding a “cliff-edge”.152 In fact, the latest policy decision on

asset lives is the most recent in a long series of decisions on the same topic. As can be

149 [Tab 8].
150 Witness statement of Keith Noble-Nesbitt, para. 19 [Tab 8].
151 [BG2/5/3]. In their economic report, AlixPartners note that the Authority’s decision not to apply economic
depreciation to existing assets was partly based on “Consistency with RIIO principles of not creating shocks or
instability”: para. 8.1.8(c) [BG1/HH1-1/91].
152 See DPCR3 Final Proposals, pages 44-45 [Tab 18] and DPCR4 Final Proposals, page 94 [Tab 20].
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seen in Appendix B, in making stepwise adjustments to depreciation policy to avoid

cliff-edges since DPCR3, the Authority has explicitly recognised the need to balance

the interests of existing and future consumers, and to take into account the

financeability of DNOs. The possibility of a move to 45-year asset lives “in the longer

term” was even signalled as early as DPCR4, but that decision made it clear that the

“peculiarities” of pre-vesting asset lives (and the need to maintain broad financial

stability for the DNOs) were relevant factors.153 Examples of avoiding sudden changes

can also be drawn from wider regulatory experience: for instance, full competition in

the electricity supply market was implemented in stages up to 1998, eight years after

privatisation.154

212. Selecting a pathway that softens the impact of policy change on both consumers and

DNOs is pre-eminently within the discretion of a regulator whose duties require it to

protect both existing and future consumers, and to have regard to licence holders’

ability to finance themselves. As noted elsewhere in these Submissions, the Authority’s

principal objective under section 3A(1) EA89 is to “protect the interests of existing and

future consumers”.155 Protecting the interests of both existing and future consumers

necessarily implies that where a material regulatory policy change creates benefits or

costs which vary across current and future price control periods, a balance has to be

struck and a judgement made as to how those benefits or costs are to be apportioned. In

striking that balance, the Authority should have regard not only to consumers’ short-

term interest in the immediate price of electricity, but also to their long-term interest in

the future price of electricity, and their long-term interest in the financeability of the

DNOs, as sections 3A(1A)(b) and 3A(2)(b) EA89 make clear. Transitional

arrangements are net present value neutral: they affect the rate at which costs and

benefits flow to consumers, and do not require a transfer of ‘value’ from consumers to

DNOs (in contrast to the alternative means of addressing the impact of the Authority’s

153 DPCR4 Final Proposals, page 95 [Tab 20].
154 For a more recent example, compare the transitional arrangements implemented by the Government “with the
aim of preventing an investment hiatus” during the move from the Renewables Obligation to the new support
mechanism for renewables under Electricity Market Reform:
https://www.gov.uk/government/policies/maintaining-uk-energy-security--2/supporting-pages/electricity-
market-reform [Tab 33]. The arrangements were announced as early as December 2010: see DECC Electricity
Market Reform Consultation Document, page 7 [Tab 26].
155 [Tab 35]. Compare section 3A(6) EA89, which emphasises that in performing its subsidiary duties, the
Authority must consider the interests of both existing and future consumers.
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change in policy on DNOs’ financeability – altering their notional gearing – which

would increase their cost of capital).156

213. BGT recognises that the implication of its recommended approach – applying no

transitional arrangements – is that there will be a sharper revenue fall in the next

approximately 20 years, and that future consumers will incur a cost when DNO revenue

is impacted by the larger asset base, and higher long-term interest charges, associated

with longer asset lives,157 as  discussed  in  the  witness  statement  of  Keith  Noble-

Nesbitt158. BGT argues that any consequent upward pricing trend “is better addressed

(if appropriate) in subsequent price controls”.159 Leaving aside the question of what is

a “fair” or “appropriate” level of charges for existing consumers to pay (which BGT

does not address),  the clear possibility of a need for further regulatory intervention to

address future price increases in itself makes the use of transitional arrangements an

appropriate response to the effects of a material regulatory policy change of this kind,

and shows that the decision sits within the bounds of the Authority’s regulatory

discretion.160

214. BGT appears to assume that the Authority’s approach is “contrary to the Authority’s

duties to protect the interests of consumers” because it will result in higher charges for

existing consumers than if there were no transitional arrangements.161 Its argument

156 Contrary to BGT’s assertion that the transitional arrangements could not be justified by financeability
considerations on the basis that the critical post-maintenance interest cover ratio (PMICR) is “either not at all or
only to a minimal extent” supported by the arrangements (NOA, para. 4.88(b)), transitional arrangements are an
appropriate means of improving financeability in the round. Improving other financial metrics helps to
compensate for metrics on which DNOs generally appear weaker, such as PMICR, since rating agencies
consider a basket of metrics when assessing DNOs’ credit strength. The “headroom” created in other metrics
may also allow DNOs to address their PMICR, e.g. by managing cashflow timings.
157 “Switching to a 45 year economic life will have the effect of (i) reducing the annual allowance which
customers pay for depreciation allowances and returns in the RAV until around 2035/36; and then (ii) of
increasing such charges to consumers until they return to long-run steady-state.” (AlixPartners Report, para.
8.2.3 [BG1/HH1-1/94]).
158 [Tab 8], in particular para. 19.
159 NOA, para. 4.83.
160 BGT also argues (NOA, para. 4.89) that DNOs should be expected to address financeability concerns
themselves, e.g. by means of lower dividends or additional equity. In fact, if the change to economic asset lives
were to apply immediately from 2015/16, by the time the current 20-year asset lives ended in 2034/35, the
2035/36 depreciation allowance would make up less than half of capital maintenance costs. The Authority
acknowledged this point in its letter of 3 February 2015, noting that moving to 45-year asset lives immediately
“would have led after 20 years to only 20 years’ worth of assets being depreciated over 45 years, a running rate
of depreciation that could represent less than half the capital maintenance costs associated with the assets in
use. This would significantly alter the cash flow profile of the businesses and would have a detrimental effect on
many of the conventional credit metrics” (para. 28 [BG2/39/7]). Transitional arrangements help to reduce this
gap. Until “steady state” is reached, annual capital investment cash flow will be funded partly out of returns
(e.g. dividends).
161 NOA, para. 4.91(a).
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appears effectively to equate the interests of consumers with only the short-term

interest of existing consumers  in  low  prices.  Its  argument  elides  the  fact  that  the

interests of consumers are far broader than this focus implies, and include their interests

in the security of supply, the value of the service they receive, the long-term stability of

DNOs (including their ability to continue attracting investment), and the predictability

of network charges. Its argument also assumes that historical consumers are represented

by existing consumers, but that future consumers are a distinct group, stating that

“current consumers, who have historically overpaid” are cross-subsidising future

consumers – and therefore BGT argues that past “overpayment” should be “refunded”

without delay.162 This elides the questions of judgement necessarily involved in

apportioning benefit and cost between these fluid and fluctuating interest groups. In

reality, consumer generations cannot be distinguished in this way.

215. In such circumstances it is entirely appropriate for the Authority to consider the

consumer interest in the round when making this type of regulatory policy decision.

The Authority explained in its letter to BGT of 3 February 2015 that this was its

approach. Observing that applying its change in policy without transitional

arrangements would result in significant adverse consequences for future consumers as

a result of upward pressure on network charges, the Authority:

“… concluded that the transitional arrangements proposed by most of the DNOs at the
time of fast  track,  and by all  of  them for slow track,  provided a better foundation for
longer term financeability and would be in the consumer interest, taking existing and
future consumers together.”163 [emphasis added]

216. BGT’s appeal is, however, generally framed in terms of prioritising existing consumers

at the expense of future consumers: it assumes that the Authority should seek to

minimise costs (or even to hand a “windfall”) to consumers within the next eight years

– a relatively short period of time in the context of the decisions which the regulator

frequently takes – and place relatively little weight on costs further in the future. The

problem caused by relatively rapidly rising distribution costs beyond 2035 shown at

Figure 8.1 of the AlixPartners Report164 will presumably be acutely felt by BGT at that

point in time, when it is no longer in the distant future. Yet the NOA prefers to

162 Ibid., para. 4.75.
163 Letter to BGT of 3 February 2015, paras. 28 and 29 [BG2/39/7-8].
164 [BG2/HH1-1/96].
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postpone any thought as to how this discomfort could be avoided until closer to the

time.

(c) Conclusion on the interests of consumers

217. The Authority’s decision on asset lives is therefore the result of an appropriate exercise

of judgement – indeed, such an exercise is necessary if the Authority is to give

adequate weight to the interests of both existing and future consumers. It does not

perpetuate or increase a situation of economically inefficient “cross-subsidy” from

existing to future generations. It cannot be said that the Authority has failed properly to

have regard to its principal objective or statutory duties in taking its decision;

prioritising existing consumers over future consumers, as the NOA suggests doing,

would be a better candidate for such an error. The weight the Authority placed on

considerations of financeability was also appropriate in the context of the balancing

exercise it sought to undertake.165

E4. APPLICATION ON A SECTOR-WIDE BASIS

218. BGT asserts that the Authority has implemented transitional arrangements on a blanket

basis,  despite  its  earlier  position  that  such  measures  would  be  “reserved for

demonstrated need on an individual company basis”.166 As noted at paragraph 194

above, the Authority explained in the RIIO Handbook that the onus would be on DNOs

to demonstrate in their business plans why transitional arrangements were necessary,

and to propose a suitable methodology.167 This position was confirmed in the March

2011 decision on ED1 asset lives, which acknowledged that “it may be appropriate to

phase in the new asset lives over one or more price control periods” and that DNOs

would be given an “opportunity to fully demonstrate” the need for transitional

arrangements in their business plans.168

165 In addition to the issue of balancing the interests of existing and future consumers, a further question of
balance arises between network companies: if the Slow-Track DNOs were not granted transitional arrangements
on a par with those afforded to the fast-track DNOs and implemented in RIIO-T1, they would potentially face a
higher cost of capital than other companies in the sector. Such differential treatment should not be imposed
without good reason.
166 NOA, para. 4.85.
167 RIIO Handbook [BG2/4], para. 12.37. See also Strategy Decision: Overview, para. 9.7 [BG2/10A/43].
168 March 2011 decision letter [BG2/5], pages 1 and 5.
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219. BGT appears to have overlooked the DNO-specific evidence which the Authority

considered before reaching its conclusions on this issue. In line with the RIIO

Handbook, the process the Authority established required each DNO requesting

transitional arrangements in relation to asset lives to provide its detailed justification for

the need for those transitional arrangements. Each DNO did so; the relevant references

are provided in Appendix C to these Submissions. The evidence base for the

Authority’s decision was not provided on a blanket, sector-wide basis.

220. BGT has not provided evidence to show that transitional arrangements are unjustified

in relation to a particular DNO, or that the supporting evidence provided by a DNO was

inadequate. BGT’s assertion that the Authority did not apply transitional arrangements

“case-by-case on the basis of demonstrated need” is therefore wrong: the DNOs each

demonstrated the need in their business plans. In light of the Authority’s statement that

its preference was to manage any transition required over one price control period169,

and the fact that the Slow-Track DNOs generally have broadly similar financial profiles

(when evaluated on a notional financing basis), the DNOs each understandably

proposed an eight-year transition, which avoided the need for changes to notional

gearing ratios (which would have increased the cost of capital). In these circumstances,

adoption  of  proposals  for  a  transitional  period  made  by  all  DNOs  in  the  sector  was

appropriate. It is also consistent with the process required in this case, of striking a

balance between the interests of existing and future consumers in the round, which

implies that a sector-wide approach is in any case appropriate (putting to one side the

procedure the Authority actually chose to apply).

E5. PROCEDURAL ASPECTS

221. BGT alleges in paragraph 4.91(c) and 4.128(d) of the NOA that the Authority’s

consultation process preceding the Decision was inadequate; that the Authority gave an

inadequate statement of reasons in support of its Decision; and that the Authority failed

to comply with its duties of transparency and accountability.

222. In common with other major regulatory policy changes, the move to economic

depreciation for DNO assets (and the possibility of transitional arrangements) was

169 Strategy Decision – Financial Issues, para. 4.19 [BG2/10F/32].
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foreshadowed for five years, and extensively consulted upon. Indeed, the issue the

policy addresses has been apparent since privatisation and the first price control review.

As explained in the Section E1 above, the need for the Authority to strike a balance in

relation to this decision was anticipated as early as the RIIO Handbook, in 2010. From

the inception of RIIO, therefore, the Authority had contemplated the need for well-

justified and suitably designed transitional arrangements;170 it invited the DNOs to

provide evidence of need, which they provided. This was in large part publicly

available, including to BGT. For example, Northern Powergrid’s submission showed,

with support from external credit analysts, that a transition was justified not only by

reference to its projected credit metrics in RIIO-ED1 but also by the steeper challenge

that those metrics would face thereafter in the absence of a one-period transition. Other

DNOs demonstrated similar challenges. The Authority was therefore entitled to accept

this evidence and allow the one-period transition proposed. Its decision to do so was

well within the scope of its regulatory discretion.

223. As the Authority noted in its letter to BGT, BGT was given the opportunity to make

representations on this issue on many occasions (for example, in response to the

Authority’s strategy consultation; during DNO consultations prior to publication of

their business plans, during the Authority’s consultations on those plans, during the

fast-track process; and during the slow-track process) – and did so.171 The Authority’s

process was robust.

224. Nor can it be held that the Authority’s reasoning was inadequate in the light of the

Authority’s reference to the balancing act it was undertaking, observing that asset life

assumptions have “intergenerational effects that change the balance between the

amounts that existing and future consumers must pay. Our primary duty relates to both

existing and future consumers”.172 Similarly, in its response to the fast-track business

plans, in which all DNOs except SP Energy Networks proposed an eight-year

170 In addition to the RIIO Handbook and the March 2011 decision letter, the issue was discussed in open letter
consultations in January 2011 [BG2/56] and February 2012 [BG2/6]; and in the strategy consultation for RIIO-
ED1 (September 2012) [BG2/8A] and [BG2/8F]. The DNOs’ proposals for transitional arrangements were
included in the fast-track draft determinations consultation in November 2013 [BG2/16B], and in the slow-track
draft determinations consultation in July 2014 [BG2/30A].
171 Letter to BGT of 3 February 2015, para. 2 [BG2/39/1]. Indeed, the Authority applied identical transitional
arrangements to WPD’s licensees in its fast-track decision; although BGT questioned the need for such
arrangements in its response to the fast-track consultation, it did not appeal WPD’s decision in the interests of its
consumers.
172 Draft Determinations – Financial Issues, para. 3.49 [BG2/30C/24].





74

F. CHANGE IN COST OF DEBT INDEXATION

F1. INTRODUCTION

228. In section 4(5) of its NOA, BGT alleges that the Authority erred when in the Draft

Determinations it “changed its approach” to the assessment of cost of debt. The word

“changed” suggests a departure from a firm position. In fact, it is clear that the

Authority’s thinking simply developed as a result of the evidence it received and

considered in response to its initial Strategy Decision and consultations thereafter. That

is the purpose of such consultation. Moreover, ever since the Draft Determinations, the

Authority has clearly indicated its intention to use a trombone index (i.e. an index

which extends by one year each year from a 10-year to a 20-year trailing average)

instead of a 10-year trailing average index. For the reasons set out below, it was

perfectly justified in doing so.

229. The Authority explained its position in particular in the following paragraphs of the

Final Determinations:

“5.8 Under RIIO, we set allowances for the cost of debt using an index derived from
market evidence of benchmark bond yields. This helps ensure allowances are sensitive
to changes in the interest rate environment that are known at the time of a price review.
At the start of this review, in our RIIO-ED1 strategy decision, we said that we would
use an index based on 10-year trailing averages. In our draft determinations we
proposed a modified index, a trombone index extending from a 10-year to a 20-year
trailing average. In developing this proposal, we tested a number of possible
specifications by comparing forecast levels for the resulting index with DNOs’ forecast
interest costs.

5.9 Our testing showed that extending the trailing average period would better protect
DNOs from exposure to market interest rate uncertainty. Recognising this advantage to
DNOs, we considered a 10 to 20-year specification would provide a reasonable match
with interest costs across the sector. It would not be a perfect match and our forecasts
indicated that DNOs’ actual debt costs might slightly exceed the allowance. Together
with our cost of equity estimate and the reduced exposure to interest rate uncertainty,
we considered the 10 to 20-year index would provide appropriate WACC allowances
overall.”175

230. As NERA explain in their expert report served with these Submissions176, extending the

trailing average in the indexation mechanism beyond 10 years is right as a matter of

175 Final Determinations, paras. 5.8-5.9 [BG2/35A/41].
176 NERA’s report, paras. 13 and 15 [Tab 9.A].
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economic principle since it more closely aligns both with the average term at issuance

of DNOs’ debt (21 years177) and the average remaining tenor of the bonds in the

benchmark index. As NERA explain178, theoretically the length of each of the

following should align: (1) the trailing average; (2) the average remaining tenor in the

indexation mechanism; and (3) the average term at issuance of DNOs’ debt. The

trombone mechanism ensures that this match is achieved over time.

231. The use by the Authority of a 10- to 20-year trombone mechanism, as opposed to a 20-

year trailing average from the outset, was, it is believed, motivated by: (1) the fact that

there is, or will be, data available to the Authority from which to calculate the trombone

trailing average as it extends for the full period (which would not have been the case for

an immediate move to a 20-year trailing average); and (2) the desire to ensure that

DNOs do not receive an allowance that exceeds their projected interest costs (which,

according to the Authority, would have been the case had the trailing average

commenced at 15 years – the longest period for which there was data available in

relation to the chosen benchmark index). Accordingly, by preferring a trombone

mechanism (as opposed to the theoretically preferable 20-year period, or a fixed 15-

year period) the Authority ensured that it protected the interests of consumers. The use

of the trombone index was therefore a pragmatic, middle course – and plainly a

reasonable approach.

232. The remainder of this Section F is structured as follows:

(1) Section F2 summarises the position of the Slow-Track DNOs in relation to each

of BGT’s criticisms of the Authority’s approach.

(2) Section F3 addresses each of BGT’s arguments in more detail.

(3) Section F4 concludes with some observations on the standard of review, as

relevant to Ground 5 of BGT’s appeal.

F2. THE SLOW-TRACK DNOS’ POSITION IN SUMMARY

233. Section 4(5) of BGT’s NOA alleges that:

177 Annex to the Draft Determinations on Financial Issues, para. 2.36 [BG2/30C/11].
178 NERA’s report, para. 15 [Tab 9.A].
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(1) “The Authority’s change of approach creates significant additional costs for

consumers … and is therefore not in the interest of consumers absent any strong

countervailing justification”.179 As explained below, the Authority has given

ample justification as to why its approach benefits consumers and is therefore

consistent with its principal objective.

(2) It is not appropriate for the Authority to justify the change by reference to the fact

that the trombone index better aligns cost of debt allowances to forecast interest

costs, “absent any analysis as to whether those costs were efficiently incurred”.180

However, “BGT accepts that such an analysis is not straightforward in the

context of cost of debt”181, and does not even attempt to provide an analysis itself.

In fact, the Authority’s use of the iBoxx benchmark reflected the Authority’s

consideration of reasonable debt costs that DNOs could be expected to incur. The

iBoxx index is composed of debt instruments issued by a wide range of non-

financial corporate issuers (including, but not limited to, energy and utility

companies) with investment grade credit ratings comparable to those of the

DNOs. As such, it represents a sensible proxy for the rates at which the DNOs

could be expected to raise debt efficiently, as confirmed by NERA182. Because

DNOs’ allowed debt costs are assessed against an independently-derived index,

rather than against other DNOs’ performance, once this index is chosen it is

unnecessary to consider the efficiency of DNOs’ actual debt issuance (whether

considered collectively, at the level of each individual licensee, or at the level of

each debt instrument). Instead, DNOs only recover debt costs that are at no higher

than the index, and fail to recover debt costs that are higher than the index. The

Authority’s assessment is that DNOs’ actual debt costs might slightly exceed the

allowance. This means that the DNOs will be in a position where some of their

debt costs will not be remunerated through the cost of debt allowance. That is

plainly not an overly generous approach to the DNOs.

Further, as NERA make clear in their report183, any efficiency assessment of a

DNO’s debt would need to take into account the DNO’s overall portfolio of debt.

179 NOA, para. 4.97, with additional commentary in paras. 4.98 and 4.99.
180 NOA, paras. 4.102-4.106.
181 NOA, para. 4.105.
182 NERA’s report, para. 14 [Tab 9.A].
183 NERA’s report, para. 37 [Tab 9.A].
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NERA’s analysis is that DNOs’ debt costs at an industry level are efficient,

compared to the iBoxx (10Y+) index. Moreover, DNOs have always had a strong

financial incentive to minimise the cost of individual debt instruments they issue:

within each price control period, DNOs have borne the full cost of any

‘inefficiency’ in debt issuance, since allowed revenues have not been adjusted to

reflect DNOs’ actual debt costs.

(Related to this point, there is no substance in BGT’s claims that the move to a

trombone index is not required to ensure that new debt, financed at efficient rates

will be fully funded in the future, and that a fixed-length trailing index will fully

achieve that goal, and that the trombone index may not achieve this objective as

lower weight is given to future years and higher weight to historical years.184

This is addressed in paragraph 250 below and in NERA’s report at paragraphs 15-

16 and 69-71185.)

(3) The Authority has failed to present any analysis as to whether any shortfall in the

recovery of actual interest costs may be attributable to factors other than

indexation186, notably DNOs’ actual vs. notional levels of gearing. As explained

in point (2) above, this is not a relevant consideration once it is understood that

the Authority’s approach is not to assess and allow DNOs’ actual debt costs but to

determine DNOs’ allowances from an index. Gearing is the only specific

potential factor that BGT identifies in the NOA. However, BGT does not provide

evidence that DNOs are affected by higher than efficient gearing, or that this has

any impact on their cost of debt. The analysis carried out by NERA187

demonstrates that, with only one exception, all licensees had gearing levels over

the period 2006-2014 below the notional 65% level assumed by the Authority in

its cost of capital assessment.

(4) The Authority has not taken account of a “halo effect”, whereby the market yields

of DNOs’ debt are allegedly around 50 basis points below the benchmark.188 In

fact, the Authority gave the halo effect careful consideration and concluded that it

184 NOA, para. 4.106.
185 [Tab 9.A].
186 NOA, paras. 4.107-4.109.
187 NERA’s report, para. 33 [Tab 9.A].
188 NOA, para. 4.110.
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is offset by issuance costs and other fees which DNOs have to bear when they

issue new debt. BGT appears to be relying on an earlier analysis in the

Authority’s Draft Determinations, which was issued by the Authority for

consultation but then superseded by its analysis in the Final Determinations.

(5) Reduction in exposure of DNOs to market interest rate uncertainty comes at the

expense of consumers.189 BGT fails to consider the benefit to consumers from the

trombone index in the event that there is a sustained rise in interest rates in the

future. The effect of the Authority’s decision is to smooth the effect of interest

rate fluctuations, as NERA make clear in their report190. This is also beneficial to

consumers, who will be better protected against the effects of volatility in interest

rates. Further, consumers’ interests are, as the Authority explains, aligned to

DNOs’ interests.

234. In paragraph 4.128(e) of the NOA, BGT further alleges that the Authority failed to

provide sufficient reasons for “departing from its original approach”. In fact, the

Authority did provide detailed reasons for its decision on this issue (see paragraph 243

below) and (in any event) the decision is correct.

235. The Slow-Track DNOs oppose BGT’s appeal on these issues, for the reasons further

detailed below and supported by the expert report of NERA at [Tab 9.A].

F3. DETAILED RESPONSE TO BGT’S ARGUMENTS

(a) Whether the Authority’s approach creates additional costs for consumers

236. BGT’s allegation that the Authority’s approach creates significant additional costs for

consumers “and is therefore not in the interest of consumers absent any strong

countervailing justification”191 betrays a misunderstanding of the statutory framework

under which the Authority operates.

189 NOA, paras. 4.111-4.114.
190 NERA’s report, paras. 58-61 [Tab 9.A].
191 NOA, para. 4.97.
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237. Of course, the Authority must act in accordance with its principal objective under

section 3A(1) EA89 “to protect the interests of existing and future consumers in

relation to electricity conveyed by distribution systems…”192. However, those interests

are not necessarily always best served by minimising the prices that may be charged by

DNOs in the short term, irrespective of the consequences.

238. Section 3A(1A) provides more detail on how the principal objective is to be interpreted.

It explains that “Those interests of existing and future consumers are their interests

taken as a whole” and lists several examples, including “their interests in the security of

the supply of electricity to them” and “their interests in the fulfilment by the Authority,

when carrying out its functions as designated regulatory authority for Great Britain, of

the objectives set out in Article 36(a) to (h) of the Electricity Directive”. The objectives

listed in Article 36 of the Electricity Directive include (so far as material):

“(a) … ensuring appropriate conditions for the effective and reliable operation of
electricity networks, taking into account long-term objectives; …

(d) helping to achieve, in the most cost-effective way, the development of secure,
reliable and efficient non-discriminatory systems that are consumer oriented, and
promoting system adequacy and, in line with general energy policy objectives, energy
efficiency … and distributed generation in both transmission and distribution networks

(f) ensuring that system operators and system users are granted appropriate incentives,
in both the short and the long term, to increase efficiencies in system performance and
foster market integration; …”

239. Further, by section 3A(1B), “the Authority shall carry out [its] ... functions ... in the

manner which ... the Authority ... considers is best calculated to further the principal

objective ...”. By section 3A(2)(b), in performing that duty, the Authority “shall have

regard to … the need to secure that licence holders are able to finance the activities

[which they are obliged to provide]”.

240. In other words, the statutory framework recognises that, if DNOs are inadequately

funded, this is liable to lead to prejudice to consumers, for example by jeopardising

security of supply, as a result of deterring timely and necessary investment.

241. By contrast, BGT has taken an overly simplistic and short term view of what the

principal objective requires. It fails to recognise that ensuring long-term investor

192 [Tab 35].
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confidence is necessary to facilitate efficient and low cost financing of this sector. A

failure to give proper weight to the need to secure that licence holders can finance their

activities would risk increasing the cost of capital, thereby having an adverse effect on

costs for consumers in the long term.

242. The point was clearly made by the Authority in its letter in response to BGT’s

representations on the Final Determinations:

“It is not in the interests of consumers to put DNOs in a position where their forecast
actual interest costs, taking the sector as a whole, are significantly underfunded. To do
so would be to expose DNOs to asymmetrical financing risks, including of breaching
financial covenants and therefore potential financial instability. This would ultimately
increase the cost of debt. We have therefore aimed to create a stable regulatory
environment by aligning forecast interest costs and cost of debt allowances.”193

243. In any event, contrary to what is alleged at paragraphs 4.99 and 4.128(e) of the NOA,

the Authority has given sufficient justification for moving from the position it adopted

at an early stage of the RIIO-ED1 consultation process (i.e. 10-year trailing average) to

the position it has adopted since the Draft Determinations (i.e. trombone index). The

CMA is invited to consider in particular:

(1) paragraphs 2.31 to 2.47 of the supplementary annex on Financial Issues at the

Draft Determinations stage194;

(2) paragraphs 5.1 to 5.20 of the Final Determinations195;

(3) paragraphs 1.1 to 1.8 of Appendix 8 to the Final Determinations196; and

(4) paragraphs 13 to 22 of the Authority’s letter dated 3 February 2015 responding to

BGT’s submissions on cost of debt indexation197.

193 Para. 14 [BG2/39/4].
194 [BG2/30C/10-13].
195 [BG2/35A/40-43].
196 [BG2/35].
197 [BG2/39/4-6].
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(b) Whether the Authority is allowing inefficiently-incurred debt costs to be passed on

to consumers

244. The iBoxx data which the Authority uses report average yield to maturity figures for A

and BBB rated GBP-denominated non-financial corporate bonds with over 10 years

remaining to maturity.198 They therefore reflect the market expectation of yields from

debt issuances from a wide range of non-financial corporate issuers (including, but not

limited to, companies in the energy or utility sectors) with broadly comparable

investment grade credit ratings to those of the DNOs.

245. BGT appears to be saying that it is inappropriate to compare DNOs’ debt costs with

iBoxx data without assessing whether DNOs’ debt costs were efficiently incurred.

However, “BGT accepts that such an analysis is not straightforward in the context of

cost of debt”199, and does not even attempt to provide an analysis itself.

246. In the absence of compelling evidence to the contrary (which BGT has not provided), it

is entirely reasonable to assume that the iBoxx data represent a sensible proxy for the

rates at which the DNOs could be expected to raise debt efficiently. Accordingly, the

iBoxx data can be used as a benchmark indicating an efficient level for the cost of debt.

This is confirmed by NERA, who state:

“We consider that the iBoxx index provides a reasonable measure of efficient debt
issuance costs for DNOs. It comprises a large number of constituent bonds and is
therefore a broad market measure.”200

247. The use of such a benchmark ensures that there is no pass through of inefficient debt

costs as contended by BGT: a DNO that raised debt at rates above the benchmark

would not recover all its costs. The Authority explained this clearly at Draft

Determinations stage201 and repeated the point in its letter of 3 February 2015 to BGT:

“We recognise, however, that interest costs should not be directly passed through. Our
cost of debt indexation broadly makes use of benchmark interest rates to ensure that

198 A more detailed description is contained in Appendix A of NERA’s report [Tab 9.A].
199 NOA, para. 4.105.
200 NERA’s report, para. 14 [Tab 9.A].
201 Draft Determinations – Financial Issues, para. 2.32 [BG2/30C/10].
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DNOs with outlying high interest costs are not able to pass these through to
customers.”202

248. Moreover, DNOs have always had a strong incentive to minimise the overall cost of

debt that they issue: within each price control period, DNOs have borne the full cost of

any inefficiency in debt issuance, since allowed revenues have not been adjusted within

the period depending on the actual cost of debt of the DNOs. It follows that every DNO

has had, and continues to have, a strong financial incentive to ensure that its debt costs

are efficient.

249. Having selected an appropriate benchmark index, the trailing average period of the cost

of debt indexation mechanism should be set equal to the average remaining tenor of the

bonds in the benchmark index. As NERA explain in their report:

“By doing so, a DNO that issues a bond with a tenor of 20 years will receive an
allowance equal to the efficient cost of the bond in each year of the lifetime of the bond,
thus creating a reasonable prospect of recovering its costs.”203

250. Once the above has been carried out, the level of DNOs’ actual debt costs has no

bearing on the costs that the DNOs are allowed to recover. Further, in any assessment

of efficiency, it would not be necessary for the Authority to assess the efficiency of

debt at the level of specific instruments, as NERA explain204; rather, any assessment

would need to take into account the portfolio of the DNOs’ debt, as DNOs (and

corporates generally) seek to optimise the cost of the portfolio of debt rather than

minimising the cost of any one specific instrument:

“For example, some individual debt instruments may be subordinate to existing debt,
and therefore have a high yield to maturity at issuance (relative to the benchmark).
However, this does not make such specific issuances inefficient. Such bond issuances
need to be viewed in the context of the companies’ wider corporate finance strategy.”

251. NERA also explain that it would have been impractical for the Authority to examine

each individual debt instrument, and that such an approach would have represented “a

marked change from GB regulators’ approaches to setting price controls.”205

202 Para. 15 [BG2/39/4].
203 NERA’s report, para. 15 [Tab 9.A].
204 NERA’s report, para. 37 [Tab 9.A].
205 NERA’s report, para. 39 [Tab 9.A].
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252. But in any event, as NERA explain206, the empirical analysis submitted by the DNOs to

the Authority during the course of the RIIO-ED1 price control review, and evidence

published by the Authority, shows that DNOs’ debt costs at an industry level enjoy a

yield to maturity at issuance at or around the benchmark yield to maturity (as measured

by the iBoxx index), and therefore that DNOs’ debt issuance is efficient compared to

other GBP corporate debt issuers.

253. Moreover, it is clear that the Authority gave careful consideration to the desirability

that debt costs should reflect the debt costs of a notionally efficient DNO. At Draft

Determinations stage, the Authority specifically noted the tension between

remunerating efficient debt costs and ensuring financeability207:

“We believe it is important to remunerate debt costs on a benchmarked basis since it
ensures DNOs have strong incentives to manage their debt efficiently. Under RIIO, we
have adopted an index-based benchmark but in previous reviews we also set cost of
debt allowances for the sector as a whole in the light of similar benchmark information.
Investors should have taken this into account in their valuation at the time of any
transaction involving a DNO.

If we gave a DNO with higher than average debt costs additional remuneration, we
should give less remuneration to a DNO with lower than average debt costs. But this
would undermine our incentive objectives and risk burdening consumers with higher
overall debt costs since DNOs would have little incentive to minimise their interest
costs. If we compensated high-cost DNOs without penalising low-cost DNOs,
consumers would have to pay more than the sector’s overall cost of debt. We cannot
justify either of these options.

However, our statutory duties require us to have regard to the need to secure that
DNOs are able to finance their regulated activities. We recognise that a DNO with
higher than average embedded debt costs may find that its ability to finance its
activities is impaired…”

254. In its letter dated 3 February 2015 responding to an earlier formulation of BGT’s

complaint, the Authority explained its position in clear terms:

“... we consider our approach sets an appropriate proxy for the notionally efficient
DNO you refer to ... We considered whether it would be appropriate to exclude certain
debt instruments from our calibration analysis. We recognised, however, this would
have a low impact on how we specify the cost of debt index and we had poor grounds
for claiming such instruments were inefficient. We were therefore concerned that this
could be characterised as cherry picking, which would heighten the perception of

206 NERA’s report, paras. 21-24 [Tab 9.A].
207 Draft Determinations, paras. 5.18-5.20 [BG2/30A/41].
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regulatory uncertainty with potentially adverse consequences for the cost of debt going
forward.”208

255. Finally, as the Authority recognises in its Final Determinations, far from over-

compensating, the trombone index used is, in fact, liable to lead to slight under-

provision to DNOs in respect of their costs of debt.209

(c) Whether the Authority took into account the impact of gearing levels on cost of

debt

256. BGT alleges that the Authority failed to analyse whether any shortfall in the recovery

of actual interest costs may be attributable to factors other than indexation, such as

gearing.210

257. However, BGT does not provide any cogent evidence that DNOs are affected by higher

gearing, or that this has any impact on their cost of debt. In fact, DNOs are constrained

in their ability to gear to excessive levels because they are required by their licence to

maintain an investment grade issuer credit rating, and as NERA explain in their

report211, gearing is a key determinant of a company’s credit rating.212

258. AlixPartners (in support of BGT’s appeal) cite evidence of gearing at group level.

However, as NERA observe213, the Authority did not take into account group-level debt

issued by highly-geared corporate entities in its cost of debt analysis. The Authority’s

approach in the cost of debt analysis of focusing on gearing at licensee level is entirely

reasonable given the regulatory ring-fence that sits around each DNO as a condition of

its licence, which is intended to protect consumers against the risk of financial distress

elsewhere within a DNO’s wider corporate group.

208 Para. 16 [BG2/39/5].
209 Final Determinations, para. 5.17 [BG2/35A/42]; Draft Determinations, para. 5.15 [BG2/30A/40]; and letter
to BGT dated 3 February 2015, para. 17 [BG2/39/5].
210 NOA, para. 4.107.
211 NERA’s report, para. 35 [Tab 9.A].
212 Standard licence condition 40.1 of the distribution licence provides: “The licensee must take all appropriate
steps within its power to ensure that at all times it maintains an Investment Grade Issuer Credit Rating…” [Tab
34].
213 NERA’s report, para. 35 [Tab 9.A].
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259. Moreover, the analysis carried out by NERA214 demonstrates that, with only one

exception, all licensees had gearing levels over the period 2006-2014 below the

notional 65% level assumed by the Authority in its cost of capital assessment. This

period covers around two-thirds of DNOs’ historical debt issuance considered by the

Authority in its cost of debt analysis.

260. Furthermore and in any event, as the Authority has pointed out215 and is noted in

paragraph 250 above, DNOs with outlying high embedded debt costs (whether as a

result of particularly high gearing or for any other specific reason) are not able to pass

these  costs  on  to  consumers.  This  is  because  the  cost  of  debt  allowance  is  based  on

benchmark interest rates, which are not materially influenced by actual debt costs

incurred by individual DNOs. NERA estimate216 that less than 5% of the iBoxx index

by value comprises DNOs’ debt issuances, and therefore no single DNO can materially

affect its value. Likewise, any effect that the DNOs might collectively have on the

iBoxx index is also bound to be extremely minor and, as noted above, the DNOs have

had, and continue to have, strong financial incentives to minimise the cost of their debt

portfolios.

(d) Whether the Authority took into account the possible halo effect

261. In its consideration of the alleged halo effect, BGT appears to have overlooked

paragraphs 1.1 to 1.8 of Appendix 8 to the Final Determinations. In these paragraphs,

the Authority accepted that its assessment in the Draft Determinations, which had

purported to show an apparent halo effect of some 50 basis points, needed to be revised.

The assessment at Draft Determinations stage had not taken into account differences in

the tenors (the remaining maturity of each bond) between the DNO bonds and the

benchmark. As a result of correcting for this factor alone, the Authority concluded in

the Final Determinations that if there was a halo effect it was only about 20 basis points

since 2012, and appeared to be negligible before 2012. The figure of 20 basis points

(i.e. 0.2%) corresponds to the Authority’s estimates of issuance and other fees for

214 NERA’s report, para. 33 [Tab 9.A].
215 Letter to BGT dated 3 February 2015 at para. 15 [BG2/39/4] and Annex to the Draft Determinations on
Financial Issues at para. 2.32 [BG2/30C/10].
216 See NERA’s report, para. 14, footnote 23 [Tab 9.A].
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issuing new debt.217 In other words, any halo effect was offset by issuance costs to the

DNOs. Accordingly, the Authority concluded that there was no need to adjust the cost

of debt index to account for issuance and other fees.218

262. The refinement of the Authority’s analysis described above followed DNO submissions

on this issue, which included a report commissioned from NERA by the Energy

Networks Association in response to the Draft Determinations219. NERA identified two

issues with the Authority’s analysis of halo effects; not just the “tenor effect” which the

Authority accepted, but also a “concavity effect”, which NERA explained as follows:

“The concavity effect arises due to the fact that the yield curve has a concave shape, i.e.
it increases as the tenor of the bonds increases, but at a decreasing rate, as shown in
Figure  3.4.  This  means  that  the  average  yield  of  two  bonds  with  a  maturity  of  say  5
years and 25 years is  not the same, but is  in fact  smaller than the yield on a 15-year
bond (i.e. a bond with their average maturity). The result is due to the fact that the
reduction in the yield on a 5 year bond vis-à-vis the 15 year bond is greater than the
increase in yield on the 25 year bond vis-à-vis the 15 year bond, due to the concave
feature of the yield curve. We estimate that on 18 August, 2014, this effect accounted
for 45bps for UK gilts for the above combination. This thus implies that a portfolio of
bonds with a high variability in the tenor of the composite bonds will have a lower
average yield than a portfolio with a low variability, even if the bonds had the same
average tenor.

Our analysis shows that indeed Ofgem’s DNO benchmark index included a significant
number of bonds which have less than 10-years maturity, i.e. the minimum maturity of
the iBoxx benchmark. This means that even if the DNO index had an average maturity
of 20-years (i.e. abstracting from the tenor issue for the moment), the inclusion of
short-term bonds (<10 Years to maturity) skews the average yield downwards, because
the short term bonds pull the average portfolio yield downward without there being a
compensating effect from the bonds at the higher end of the tenor spectrum.” 220

[Emphasis in original]

263. NERA concluded that once account was taken of both the tenor effect and the

concavity effect, this substantially eliminated the halo effect over ED1 down to around

5 basis points on average over the period of analysis.

264. In summary, therefore, and contrary to what is alleged by BGT, the Authority

concluded at the Final Determinations stage that the halo effect was much smaller than

the 50 basis points suggested by BGT. The NOA includes a quotation from the Draft

217 Final Determinations, Appendix 8, para. 1.3 [BG2/35A/91].
218 Final Determinations, Appendix 8, para. 1.8 [BG2/35A/92].
219 [Tab 9.E].
220 [Tab 9.E].
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Determinations pointing to a possible halo effect,221 which has since been superseded

by the more up to date analysis in the Final Determinations. Similarly, the expert report

from AlixPartners appears to rely entirely on the earlier analysis by the Authority at the

Draft Determinations stage, without mentioning the later analysis that was referred to in

the Final Determinations, which found a much smaller halo effect that was offset by

issuance costs and other fees. The AlixPartners Report includes a number of footnote

references to the Draft Determinations but ignores completely the conclusions set out in

the Final Determinations.222 The analysis in the AlixPartners Report is therefore

irrelevant to the issue under consideration; it simply does not address the Authority’s

final position.

265. There is therefore no substance in BGT’s complaint about lack of analysis on the part

of the Authority. On the contrary, it is BGT which has failed properly to analyse the

position.

(e) Whether the Authority took into account the impact of risk transfer on consumers

266. BGT’s allegation that the reduction in exposure of DNOs to market interest rate

uncertainty comes at the expense of consumers looks at only one side of the coin. The

effect of the Authority’s decision is to smooth the effect of interest rate fluctuations.

Such a smoothing effect is also liable to be beneficial to consumers themselves, who

will be better protected against peaks and troughs in interest rates.

267. As NERA explain: “… the trombone index eventually extending to a 20 year trailing

average will more accurately track the debt costs of an efficiently financed DNO, by

ensuring that the period for the trailing average matches more closely the average

tenor at issuance of DNO debt”.223 By contrast, NERA explain that, under a 10-year

trailing average, a substantial proportion (around 50% if evenly distributed over time)

of a DNO’s debt costs in any given year would have fallen outside the index.

268. Further, as already noted, consumers’ interests are, at least to an extent, aligned to

DNOs’ interests. BGT implicitly assumes that consumers are only interested in prices

in the immediate future. However, the Authority’s letter of 3 February 2015 explained

221 NOA, para. 4.110.
222 AlixPartners Report, paras. 9.2.8-9.2.11 [BG1/HH1-1/106].
223 NERA’s report, para. 60 [Tab 9.A].
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its view that “it  would  not  have  been  in  the  interests  of  consumers  to  put  DNOs in  a

position where their forecast actual interest costs, taking the sector as a whole, are

significantly underfunded”.224 The Authority noted in the same paragraph that this

would expose the DNOs to the risk of breaches of covenant and potential financial

instability.

F4. CONCLUSION

269. In relation to all of the above matters, it is clear that BGT’s points of appeal on the cost

of debt do not get close to demonstrating that the Authority’s Decision was “wrong”

but are rather mere disagreements with the Authority’s regulatory judgement. It is also

clear on the evidence that the Authority (rightly) took a holistic view of what the

protection of the interests of consumers required, and nothing in BGT’s submissions

casts doubt on the correctness of the Authority’s approach.

270. As such, the mere fact that BGT believes the Authority should have come to a different

conclusion, and opted to continue with the 10-year trailing index, is not relevant to the

assessment of whether the Authority’s Decision is “wrong” within the meaning of

section 11E(4) EA89.

271. However its case is presented in paragraph 4.115 of the NOA, there is simply a

difference of opinion between BGT and the Authority on the Authority’s decision to

adopt one particular form of indexation to set the allowance for cost of debt. BGT

suggests that the Authority should have retained the form of indexation that the

Authority had previously proposed, even though the Authority (having properly

analysed the facts during the RIIO-ED1 process) subsequently concluded on good

grounds (and, on any view, reasonable grounds) that this would be inappropriate. A

mere difference of opinion between a commercial entity and the Authority is not a

sufficient basis for allowing an appeal under section 11E(4). The Authority’s choice of

a trombone index was the subject of extensive consultation, is properly reasoned and is

not “wrong” on any relevant statutory ground. BGT has failed to disclose any legal

basis for interfering with the Authority’s Decision.

224 Para. 14 [BG2/39/4].
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G. CONCLUSION

272. For all the above reasons, all of the grounds of BGT’s appeal must fail and the relief

sought should be declined.

273. If, contrary to these Submissions, the CMA is minded to grant any relief, the Slow-

Track DNOs reserve the right to make further submissions on that subject.

Dated 22 April 2015
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