DCP 328 impacts to IDNOs
Summary
This impact relates to the Proposed Solution for fully settled sites which are billed through ither the tariff or rebate solution. The assessment is limited to the CDCM tariffs. 
The current proposals, if implemented, risk introducing tariffs which are not compliant with competition law. There are two reasons for this risk occurring from the introduction of these tariffs as well as two areas which we believe may unduly discriminate against IDNOs or provide false incentives to operate networks on an unlicensed basis.
1. The calculation of the LES tariffs is based on the forward-looking element of the existing tariff. It does not consider the total cost of operating the network up to the boundary of the LES. As the LDNO discount tariffs are based on a total cost model when they are compared to the LES tariffs created under the proposal it is impossible to say with any degree of certainty that the resultant margin available to IDNOs is compliant with competition law.
2. The calculation of the LES tariff differentiates the revenue recovered by tariff element. For example, in the LES LV Domestic tariff the LES is only charged 100% of the unit rates of the tariff and only part of the fixed charge. This has the effect that the margin (in absolute £ terms) available to the LES in these instances is fixed. For IDNO connected customers a uniform discount is applied to all tariff elements which means that the value of the margin available to IDNOs varies according to their customers’ consumption. This difference in approach to calculating revenue may cause the IDNO to be revenue negative in instances where is connected low consuming customers. 
3. The billing arrangements under the ‘billing’ option are not available to IDNOs. For IDNO connections, the DNO bills the IDNO directly for use of system to the point of connection between the two systems. Under the billing option the DNO would bill the supplier the LES tariff directly. Under the IDNO arrangements the IDNO bears the risk of non-payment of their all the way tariff whereas the LES is insulated from supplier failure as the DNO is billing their use of system directly to the supplier.
4. The creation of a LES HV/LV tariff appears to indicate that a LES can connect to a DNO network at the transformation level and be afforded a commensurate discount to the tariff. This option is similar to the HV+ network tier where LDNO tariffs are calculated for connections to the DNO network within the boundary of the primary substation. There is no equivalent discount available to IDNOs who connect within the distribution substation.
This paper only considers the impacts to IDNOs and does not consider the compliance with competition law of the tariffs levied in respect of licence exempt networks
Assumptions
· IDNO charging methodologies are such that they ‘mirror’ DNO charges to Licence Exempt Network connected customers.
· Special Condition BA2 of the IDNO licence prohibits IDNOs from charging more than the host DNO for domestic customers connected to Licence Exempt Networks.
· Further IDNO tariffs are not introduced to provide a discount to LES Tariffs where the LES is connected to an IDNO network.
· A notional downstream DNO business operating in the same ‘market’ as IDNOs and would be restricted by the above assumptions to how they charge
Analysis
Impacts on average customer bills

The impact assessment provided by the modeller shows instances where the assumed DNO bill (calculated with reference to average consumption and or capacity figures) to a LES connected customer is lower than the assumed DNO bill for an LDNO connected customer. In such instance, and subject to the assumptions above, the LDNO would be in a negative revenue position for owning network which connects to Licence exempt systems.

Example:

An IDNO connects to a DNO (WPD East Midlands) network at LV and supplies a licence exempt network, also at LV. This licence exempt network supplies a customer at LV who is on the LV Non-domestic Aggregated tariffs. Based on the analysis provided by the DCUSA Modeller the billing for the average customer in this class is as follows

DNO bill to IDNO - £40.42
IDNO bill to LES - £29.82
IDNO Net revenue -  -£10.42

The IDNO net revenue shown above does not take into account any other costs which the IDNO incurs in operating that network.

Across all 14 DNO areas and each demand tariff type there are 28 LES tariffs where the IDNO supply that type of customer could end up with negative revenue based on the average type of customers.

Namely, these instances are: 

	DNO:LDNO Boundary
	LDNO:LES Boundary
	Tariff
	DNO Area

	HV
	HV
	Non-domestic Aggregated Band 1
	NPgY

	HV
	HV
	Non-domestic Aggregated Band 1
	SSEH

	HV
	HV
	Non-domestic Aggregated Band 1
	SSES

	HV
	HV
	Non-domestic Aggregated Band 1
	EMID

	HV
	HV
	Non-domestic Aggregated Band 1
	WMID

	HV
	HV
	Non-domestic Aggregated Band 1
	SWEST

	HV
	HV
	Non-domestic Aggregated Band 1
	SWALES

	HV
	HV
	LV Sub Site Specific Band 1
	NPgY

	HV
	HV
	LV Sub Site Specific Band 1
	WMID

	HV
	HV
	HV Site Specific Band 1
	NPgY

	HV
	HV
	Unmetered Supplies
	ENWL

	HV
	HV
	Unmetered Supplies
	SSEH

	HV
	HV
	Unmetered Supplies
	SSES

	HV
	HV
	Unmetered Supplies
	EMID

	HV
	HV
	Unmetered Supplies
	WMID

	LV
	LV
	Non-domestic Aggregated Band 1
	NPgN

	LV
	LV
	Non-domestic Aggregated Band 1
	NPgY

	LV
	LV
	Non-domestic Aggregated Band 1
	SSEH

	LV
	LV
	Non-domestic Aggregated Band 1
	SSES

	LV
	LV
	Non-domestic Aggregated Band 1
	SPD

	LV
	LV
	Non-domestic Aggregated Band 1
	EMID

	LV
	LV
	Non-domestic Aggregated Band 1
	WMID

	LV
	LV
	Non-domestic Aggregated Band 1
	SWEST

	LV
	LV
	Non-domestic Aggregated Band 1
	SWALES

	LV
	LV
	Unmetered Supplies
	ENWL

	LV
	LV
	Unmetered Supplies
	SSEH

	LV
	LV
	Unmetered Supplies
	SSES

	LV
	LV
	Unmetered Supplies
	EMID

	LV
	LV
	Unmetered Supplies
	WMID

	LV
	LV
	Unmetered Supplies
	SWEST

	LV
	LV
	Unmetered Supplies
	SWALES



Furthermore, there are 46 LES tariffs across the 14 DNO areas where the IDNO margin is less than 10% of the tariff charged to the LES. The complete list of these instances is not included in this paper but they are most prevalent in non-domestic tariffs (especially band 1) and also within the WPD DNO areas. See below example where the margin available is less than 10% of the charge to the LES:


Tariff – LV Site Specific Band 2
DNO Area – WPD West Midlands
DNO to LDNO Connection Voltage – LV
LDNO to LES connection Voltage – LV

ATW Tariff - £5,192.36
DNO Tariff to LDNO - £3,438.19
LDNO Tariff to LES - £3,596.41
LDNO Margin - £158.22 (4.4% of tariff to LES)

We are not able to undertake an AEC test to confirm that such a margin would be insufficient for a notional downstream business to operate. However, in developing the solution no assessment of the total costs to calculate the LES tariff has been undertaken and so we believe that it is entirely possible that the margin available to IDNOs in these instances may be insufficient.

Impacts of unit variation

The method for determining the LES tariff removes the elements in the tariff which are calculated to be related to the network tiers that the LES does not provide. In the event where the LES connects to the licenced network at LV this means that the LES operator’s margin will only contain fixed charge elements. Whilst this method may have some merit, insofar as the costs of operating those assets are likely to be more fixed than at higher network tiers, this does create a disconnect where an LDNO is being charged by a DNO based on all tariff components and the LES is only being charged part of the fixed element of the tariff. There are two main issues with this approach:

1. This could mean that an unlicenced network operator is able to earn a higher margin for their network than a licenced network operator. This may provide an undue incentive to connect to the network on a unlicenced basis.
2. In the event that the LES is connected to an LDNO who, in turn, connects to a DNO it is possible that this disconnect will create more instances where the LDNO will be left with negative revenue for operating network.

These two points can both be highlighted with the following example.

Tariff – Domestic Aggregated with Residual
DNO Area – NPg Yorkshire
DNO to LDNO Connection Voltage – LV
LDNO to LES connection Voltage – LV

Assuming the average consumption for this type of customer class, 3,174 kWh, and a typical ratio between consumption during different time bands, 15:33:52 in Red:Amber:Green,  derived from forecast consumption in NPg Yorkshire 2022 CDCM model, the tariffs are calculated as follows

DNO Tariff to LDNO – £54.97
LDNO Tariff to LES – £57.03
LDNO Margin - £2.06
LDNO Margin as a % of LES tariff - £3.61%

If a customer consumes higher or lower than the average units then the % margin available to the LDNO changes. For example if the LES connected customer consumes the same as the Ofgem published (from 6th January 2021) low band typical domestic consumption value, 1,800kWh, then the revenue charges are as follows:

DNO Tariff to LDNO - £47.13
LDNO Tariff to LES – £43.97
LDNO Margin - -£3.16
LDNO Margin as % of LES Tariff - -7.19%

It is worth noting that in each of these instances if the LES were to charge on the same basis as the DNO then their margin would be fixed in £value terms at £34.27 irrespective of consumption.

The fact that the % margin available to LDNOs who connect to LES networks is variable means that the opportunity for the margin available to them to be insufficient increases.

Possible solutions

Takin each of the points provided in the summary in the same order the possible solutions to address the concerns raised in this paper are:

1. Establish a new set of LDNO tariffs which are discounted from the LES tariff where an IDNO is billing the LES tariff to the supplier. The percentage discounts are still calculated in the PCDM, but the discounts are applied to the LES tariffs created by this change such that the % margin available to the LDNO is consistent. This solution does not address the cost reflectivity of the tariffs being created by DCP 328. The alternative is to create the LES tariffs based on a top-down assessment of total costs and create discount percentages to the all the way tariffs similar to the PCDM. This could be an extension to the existing PCDM but with a different allocation of costs dependent on the activities that the LES undertakes and is, therefore, avoided by the DNO/LDNO. This would create tariffs which are more likely to be cost reflective based on the costs avoided by the DNO and therefore more likely to be compliant with competition law (for both the LDNO and the LES).
2. As above. 
3. The rebate solution could address the disparity between risk of supplier failure which the billing solution creates. An alternative would be for the DNO/LDNO to bill the LES directly rather than the supplier. However, this would require significant system and process changes.
4. Remove the HV/LV LES tariffs from this change proposal. 
