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1.

EXECUTIVE SUMMARY

This report explores some of the options for evolving how the electricity network licensees – EirGrid as the
Transmission System Operation (TSO), and ESB Networks as the Distribution System Operator (DSO) and
Transmission Asset Owner (TAO) – are regulated. The forthcoming regulation period (PR5), which covers 2021-25,
could be a pivotal opportunity to support Ireland’s climate change ambitions as reflected in the Climate Action Plan
(CAP) and to transform the licensees’ businesses to meet the future requirements of the electricity system.
In this report we:

•

Look at some of the key questions and issues that need to be thought about in developing a regulatory
framework that supports the Commission for Regulation of Utilities’ (CRU) objectives for PR5.

•

Review the regulatory frameworks that each licensee has proposed for PR5.

•

Build on the licensees’ proposals to outline a proposal – for consultation – that can be expected to achieve
the CRU’s objectives for PR5.

The CRU’s consultation paper on the PR5 regulatory framework is an initial step in what should be a longer
conversation between the CRU, licensees and stakeholders on the topic. Further work and consultation would be
required to finalise the details of the framework. Our aim for this report is to explore the different regulatory options
that may be suitable for PR5, in order to inform the CRU and stakeholders’ discussions on the matter.

Background and objective
The government has set out ambitious targets for decarbonisation of the Irish economy, which would put the
country on the path towards net zero emissions by 2050 and meet Ireland’s contribution towards the Paris
Agreement. The changes envisaged in the CAP would impact what the electricity network licensees need to deliver
in forthcoming price controls and the costs they incur in carrying out their roles. The network licensees have an
important facilitation role in the CAP and so it is important that the price control regulatory framework enables them
to do so, while protecting consumers’ interests.
To that extent, the CRU has set four strategic objectives for PR5 that are informed by the CAP:2

•

Facilitating a secure low carbon future

•

Transforming the role of the DSO

•

Increasing efficiency and protecting consumers

•

Resolving local security of supply (e.g. in the Dublin area)

We consider that the current framework as applied in PR4 has generally been effective in achieving the broad aims
of economic regulation – incentivising efficient costs, enabling necessary investment, and holding the licensees
accountable for delivering what consumers need. Nevertheless, with potentially more unforeseen changes to the
electricity sector, the regulatory model will need to place more emphasis on the outputs that the network
companies need to deliver rather than the inputs (i.e. opex and capex) they use to deliver those outputs. That is, the
regulatory framework needs to be ‘agile’. More generally, consumers would benefit from a regulatory framework
that places more emphasis on the outputs being delivered than on the inputs being used.
Such a framework would give the licensees more flexibility to change expenditure plans to best deliver outcomes
during PR5; for example, prioritising or de-prioritising certain projects, or swapping an opex solution for a previously
envisaged capex solution. This would need to be coupled with mechanisms by which the licensees’ revenue
—————————————————————————————————————————————————
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allowance would be adjusted (either during or at the end of the regulatory period) if factors that influence the
licensees’ costs and operations turn out to be materially different from those expected at the time of the CRU’s
determination. By providing greater transparency on how any justified departures from the licensees’ business
plans would be treated, a framework can also support innovation and financeability.
Within this context, the CRU has asked CEPA and GHD to:

•

identify the guiding principles and issues that it might take into account when setting the regulatory
framework for PR5 and subsequent price controls;

•

review the proposals that the network licensees have made for changing the regulatory framework and
identify the potential benefits and risks of these proposals; and

•

set out options for the regulatory framework – and its constituent building blocks – that might address the
CRU’s objectives for PR5 and the challenges in the Irish electricity sector arising from the CAP.

By ‘regulatory framework’ we mean the principles, guidelines and commitments that determine how:

•

the costs incurred by the licensee would be reflected in charges to consumers;

•

the licensees’ performance (‘outputs’) would be measured, and how any financial rewards for
outperformance or penalties for underperformance would be reflected in charges (‘incentives’); and

•

what measures would be in place to protect the licensees from events that are outside of their control
(‘uncertainty mechanisms’).

Guiding principles and options
A range of different regulatory systems have been employed internationally that set different requirements and
expectations on what licensees are expected to deliver under price controls.
At one end of the spectrum are systems that are primarily defined through the licence obligations that are placed
on network licensees. These licence obligations and objectives define what the company is held accountable for
and the price control is expected to provide the funding or “inputs” to deliver on those high-level objectives. At its
essence, the price control (and the associated price control review) is more “input-based”, focused on establishing
the efficient cost that the licensee requires to deliver against its licence objectives. 3
At the other end of the spectrum, are regulatory frameworks where outputs are placed at the heart of regulatory
decision-making. This provides greater visibility and transparency of what the network licensees are required to
deliver in discharging their license obligations and how that aligns with the overall regulatory objectives for the price
control period. Depending on implementation, this makes the system more “contractual” of what is expected from
licensees for the allowances that are funded by customers through the price control.
Different positions on this spectrum will inevitably involve trade-offs for licenses and customers:

•

A more discretionary, input based system may on the one hand offer flexibility for licensees to focus on
delivery during the price control period, with funded allowances flexed to changing circumstances, e.g. as
part of an ex post review of efficient delivery. However, for this form of regulation to be effective requires
clear principles for how allowances would be flexed, where the burden of proof lies for justifying such
changes to allowances, and what process would be followed to ascertain the basis for flexing allowances.
Where such principles are not established and agreed by key stakeholders (the regulator, licensees,

—————————————————————————————————————————————————
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focused on the allowances for opex, capex and financing costs.
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customers and their representatives), the licensees may view the ex post process as creating risks that, in
turn, may inhibit innovation and focus of effort on what customers value most.4

•

A more “contractual” output-based framework, may in contrast increase the power and clarity of cost
and performance obligations and incentives, and in doing so empower the electricity network licensees to
deliver on their role in the CAP. However, experience in other sectors and countries also shows that a more
“high-powered” regulatory framework has various execution issues and delivery risks.5

For the reasons set out above, we consider that approaches that move, either incrementally or more fundamentally,
towards a more output based regulatory framework are worthy of consideration in PR5 in the light of the strategic
objectives the CRU has established for PR5. This might also be accompanied by:

•

clearer sharing rules (‘cost incentives’) for how variations in outturn expenditure against ex ante
assumptions will be treated at the close-out of PR5;

•

changes in the approach to how funded allowances are defined and treated and the flexibility to shift
expenditure between opex and capex ‘pots’; and

•

strengthening and broadening of the performance incentives that applied in PR4 to incentivise the
licensees’ role in the CAP.

We do not consider that a total expenditure (totex) based regulatory system is feasible for PR5 although this should
be the ambition for PR6. However, one of the proposals that we have considered for changes to the cost incentive
regime – based on one of the licensees’ proposals – would have features of a totex mechanism.
The challenges and the execution issues associated with changing the established and well understood regulatory
framework that applied in PR4, means that all change options require careful consideration, and hybrid, potentially
less ambitious change approaches, should be assessed alongside more fundamental changes.

Assessment of company proposals
We have found considerable merits with the regulatory framework proposals that each of the licensees has put
forward for PR5. The proposals are consistent with an ambition to:

•

place a greater emphasis on the outputs that each of the licensees would be expected to deliver during
PR5 as part of the regulatory settlement;

•

increase the power of efficiency incentives and increase the regulatory clarity of the licensees’ flexibility to
make expenditure choices and decisions that trade-off capex vs. opex;6

•

create new mechanisms that would help them to respond flexibility to the delivery challenges PR5 creates
given the uncertainty of delivery; and

•

increase the power and range of performance incentives that would be linked to the proposed outputs and
deliverables under the price control.

Our assessment has also identified some issues with the licensees’ proposals. In some cases, this means we
consider that elements of the licensees’ proposals would require substantial changes, or at least require further
—————————————————————————————————————————————————
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While there may be a perception that this is prevented under the current regulatory framework, in principle, the system is
intended to allow the licensees to recover their efficient costs. As a consequence, in principle the ex ante to ex post system of
regulation should allow licensees to spend opex and capex where it is most effective to do so. However, we accept that the
current system does not directly incentivise this or set out rules for how such flexibility of expenditure would be treated.
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consultation, before they could be adopted in PR5. In other cases, we believe there may be other options than the
licensees’ proposals that may better align with the CRU’s strategic objectives.
For example, for all the licensees, while we support the ambitions for an output-based regulatory framework to
support the delivery of the CAP, we also consider that alongside higher-level output metrics, the regulatory
framework will need to include ‘intermediate outputs’ or price control deliverables (PCDs) – see further discussion
below.
For the TSO, our review has identified:

•

a role for a Monitoring Committee to provide flexibility to manage uncertainty and support funding of new
initiatives and projects during the course of PR5;

•

a need for certain changes to the Monitoring Committee’s governance, powers and composition to achieve
the right balance of regulatory objectives;

•

the potential need for a more powerful and ambitious performance incentive around the treatment of
imperfections; and

•

issues to be resolved around the proposed balance of risk and rewards across the performance package,
relative to the PR4 settlement.

For the DSO and TAO, our assessment has identified:

•

An ambitious set of outputs and PCDs as put forward by the licensee, but also a potential need to make this
more focused, to ensure clarity of the delivery ambition and avoid less valuable actions being
unintentionally prioritised because of the incentives created by the regulatory system.

•

Considerable merits with the DSO’s proposed cost incentive mechanism, in particular, in incentivising the
DSO to make efficient decisions on a totex basis and enable ‘flexibility solutions’ to network need. It would
be a foundation for a move to a full totex framework in PR6.7

•

However, the proposed cost incentive also involves considerable complexities, and relies on the resources
that are funded ex ante being commensurate with the expected outputs and PCDs. Given the context of
PR5, there is at least a possibility that this may not be the case.8

•

As with the TSO, issues, or at least questions, around the proposed balance of risks and rewards across
the proposed performance incentive package, particularly given that the DSO has proposed a large
number of new incentives compared to PR4.

Notwithstanding these issues, we consider the licensees’ proposals a strong foundational basis for identifying
option packages for the building blocks of a new regulatory framework in PR5.

Straw-person options for PR5
We support an output-based regulatory system in PR5. However, alongside the higher-level output metrics which
the licensees have proposed, we consider that the regulatory framework in PR5 should also include what we
described above as ‘intermediate outputs’ or PCDs. PCDs would be more closely attached to elements of allowed

—————————————————————————————————————————————————
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Should the CRU consider this to be an appropriate regulatory objective and outcome.

The DSO is a single jurisdiction licensee and the unique and uncertain operating environments in PR5. A considerable step
change in expenditure is being requested for the price control relative to current expenditure run rates in PR4. Regulatory
confidence in the proposed incentive regime and the potential for windfall gains – or losses – will be dependent on the
confidence in the baseline level of allowed expenditure.
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opex and capex in PR5, particularly the key initiatives and “step changes” in expenditure that both licensees have
proposed as part of their business plans.9
We consider this an appropriate part of a framework that places more emphasis on delivery and clarity of the
outcomes achieved from the step changes in opex and capex that are expected to be funded in PR5. However,
clearly a balance needs to be struck between PCDs being overly restrictive in how licensees choose to approach
delivery in PR5, with the expectation that funded expenditure in PR5 should be used for stated purposes: to support
performance improvements, transformation and/or delivery of the broader outputs package expected during PR5.
We have considered three options for the treatment of costs and the creation of efficiency incentives in PR5. These
can be summarised as follows:

•

Incremental change: We have developed two variants of this approach, Broad & Flexible (Option 1) and
Agile & Guidance Based (Option 2). Both options maintain the ex ante determination of cost allowances
and outputs as the key feature of the regime, but they differ by the scope and granularity of the principles
and guidance set out for ex ante and ex post treatment of costs.

•

Fundamental change (Option 3): This option is broadly similar to the DSO’s proposal. It places greater
emphasis on the regulator getting the cost allowances and outputs right at the ex ante step, with a narrower
approach to the price control close out / ex post review. The other key difference to Options 1 and 2 is that
under- and over-spends would be reviewed and incentivised on a totex basis.

The Broad & Flexible incremental change option would:

•

Continue with separate ex ante opex and capex allowances.

•

Be expected to involve an ex post review in which the obligation would be on the licensees to explain any
differences between allowed and outturn costs and the efficiency of the variations. The CRU would
undertake its review at a relatively disaggregated / bottom-up cost category level, with any restatement (ex
post) of allowances based on the agreed principles of the review.

This option is closest to the existing regulatory framework but potentially with greater guidance provided on the
underlying principles of the review, which should provide clarity on cost variations from the allowance would be
treated.
The Agile & Guidance Based incremental change option would:

•

Continue with separate ex ante opex and capex allowances.

•

Be expected to involve an ex post review in which the obligation would be on the licensees to explain
differences between target and delivered outputs, the efficiency of incurred expenditure and any
corresponding differences in costs to the allowance. The CRU would review:
o

Differences in total controllable opex, subject to a review of opex related outputs and PCDs.
Differences between outturn and allowed opex would be subject to a pre-determined sharing rate
(e.g. 100% or 50%) after any adjustments for outputs and PCDs.

o

Capex at a more granular level – individual cost categories, programmes or projects – i.e. a
“deep” dive assessment, if the CRU considers there has been a material variation between ex ante
assumptions and outturn delivery of outputs and ex ante assumptions and outturn capex. 10

—————————————————————————————————————————————————
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and capex allowances for these initiatives, i.e. the level of funding provided.
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Under the Agile & Guidance Based approach, the licensee would be incentivised to both defer capex when it is
efficient to do so and find efficiency savings when delivering the capex programme. These incentives would be
created through guiding principles for the close-out process / ex post review of PR5, which would describe:

•

how movement of costs between categories (e.g. capex and opex) would be treated where the licensee
can demonstrate the need and efficiency (e.g. through cost-benefit analysis);11 and

•

how additional outputs or PCDs that were not envisaged as part of ex ante allowances would be treated in
the final true-up of allowances, if not already captured in other uncertainty mechanisms.12

The more Fundamental Change option would be similar to the DSO’s proposal, with the CRU expected to define
upfront how the ex post review of outputs and PCDs would be expected to operate in this regime. We consider that
the DSO’s proposal has merit in that it would “equalise” incentives between opex and capex and, therefore, help to
support objectives like the facilitation of flexibility solutions; and create an ex post review process that is more
focused on the licensees’ delivery against the outputs, PCDs and strategic objectives.
The main issues that we identify with this approach are:

•

Thought would be required as to whether it could be adapted to the TSO – we consider that it could be, but
further development work is likely to be needed.

•

The proposal is complex, particularly once the protections and sharing rules around the capex programme
are considered alongside the totex variation mechanism.

•

A guidance-based regime – as envisaged, for example, in the Agile & Guidance Based model – may be able
to achieve similar objectives, perhaps with less complexity.

As noted above, protecting consumers’ interests under the DSO’s proposal also relies on the resources that are
funded ex ante being commensurate with the expected outputs and PCDs. Given the context of PR5, there is at
least a possibility that this may not be the case. Regulatory confidence in the proposed incentive regime and the
potential for windfall gains or losses will depend on the confidence in the baseline level of allowed expenditure.
The key elements of each of the three options described above are summarised in Table ES1.

—————————————————————————————————————————————————
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Table ES1: Potential frameworks for PR5 regulatory framework
Element

Broad & Flexible

Agile & Guidance Based

Fundamental change – totex based

Definition of
allowances

Opex and capex allowances are
separate

Opex and capex allowances are separate

Opex and capex allowances ex ante

Flexibility to move allowances between opex and capex
subject to principles agreed ex ante

Variations (ex post) assessed on a totex
basis

Opex ex ante & ex
post assessments

At defined categories of
operating expenditure

Total controllable opex – subject to the outcome of an initial
output delivery performance review

Totex based

Capex ex ante & ex
post assessments

At defined categories of capital
expenditure

“Shallow” or “deep” dive assessment of outturn capex
dependent on the outcome of an initial output delivery
performance review

ex post review if the licensee under delivers
its outputs and PCDs and under spends
costs

Deep dive assessment is applied to categories or project
level spend – may differ by business area
Opex incentive

100% of efficiency saving

Sharing rate on total opex variations

Licensee retains the benefit of underspends
up to a defined cap and collar

Capex incentive

5-years of depreciation and
return on the capex saving
(rolling incentive)

5-years of depreciation and return on the capex saving
(rolling incentive)

Specific carve outs for elements of the capex
programme

Relatively high level focused on
the key principles that will be
applied

Detailed principles agreed ex ante on:

Defined for:

• Flexible use of allowances

• Calculation of totex variations

Guidance

Period of return and depreciation on efficient deferral of
projects until start of PR6

• Governance of ring-fenced funds

13

• Categories of capex variations
• Treatment of those capex variations compared to delivery
of outputs
• Treatment of opex variations in the event of over or under
delivery of PCDs outside of other specified uncertainty
mechanisms
Source: CEPA/GHD

—————————————————————————————————————————————————
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For example, upfront opex for network flexibility solutions.
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• Interaction between outputs, PCDs and
cost incentives
• Process / principles for ex post review if
triggered

All three options can be developed to meet the CRU’s objectives for PR5, but each presents a number of trade-offs
or compromises. Given the principles and objectives for the PR5 regulatory framework we consider that a regime
more closely aligned to the Agile & Guidance Based option is worth consideration for PR5.
Compared to the Broad & Flexible approach, we consider the Agile & Guidance Based option:

•

May offer a clearer framework – alongside the output and PCD-based framework proposed above – to set
out ex ante what the licensees are expected to deliver in PR5. This would then form a basis against which
actual delivery can be verified at the conclusion of the price control.

•

Can provide stronger incentive properties for the licensees to find efficiency savings across the business in
the confidence that they will be able to retain part of the efficiency savings they achieve.14

•

Should potentially be simpler to operate and administer at the ex post review of PR5, with many of the
same objectives as the current regime, but clearer expectations and principles for the treatment of opex
and capex under-/over-spends in the context of specified outputs and deliverables.

Compared to a more Fundamental Change option as envisaged in the DSO’s regulatory proposal, adopting the
Agile & Guidance Based option would depend on:

•

the CRU’s ambitions to transition to a full totex regime (applied at both the ex ante and ex post stages) for
the next price control – i.e. PR6;

•

the degree of confidence in the ex ante estimates of allowed expenditure on a combined opex and capex
basis, relative to the agreed outputs and PCDs; and

•

the degree of regulatory flexibility and discretion that the CRU may wish to retain as part of the review of
the licensees’ delivery in PR5.

There are also some commonalities between the Fundamental Change and the Agile & Guidance Based options.
So, in principle, the detailed components of the incentive framework could be developed alongside further
consultation and discussion on the key principles of either cost incentive regime.

Dealing with uncertainty
We have also assessed and proposed a series of uncertainty mechanisms that could accompany changes in the
approach to the cost incentive mechanisms in PR5. The necessity for these mechanisms is greater under the Agile
& Guidance Based and Fundamental Change approaches, given that in the Broad & Flexible approach many
sources of uncertainty would be managed through the ex post review. However, in principle, the uncertainty
mechanisms could be adopted alongside any of the cost regimes we have outlined above.
For the DSO, our proposed straw-person option includes possible uncertainty mechanisms for:

•

large customers and small customers;

•

uptake of low carbon technologies (LCT);

•

pay as you go (PAYG) meters; and

•

flexibility services.

The mechanisms for large customers, small customers and LCTs are informed be the DSO’s proposal but we
highlighted some details that may need to change relative to the proposal. The mechanisms for PAYG meters and
flexibility services were not included in the DSO’s proposal. We identified the need for these uncertainty
mechanisms when reviewing the DSO’s cost proposals for PR5.

—————————————————————————————————————————————————
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With clear principles set out ex ante to reflect this.
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For the TSO, our proposed straw-person includes the possible use of a Monitoring Committee for larger initiatives
where the need is currently uncertain. As discussed above, we consider that further work is required to ensure that
such committee afford the CRU the same ability to scrutinise costs as would be the case for costs set in the ex ante
price review, and that accountability for costs remains with the TSO.

Defining PR5 outputs & ensuring that efficient delivery is financeable
Based on a review of the licensee’s proposals by the licensees, we have identified a set of overarching outputs and
corresponding financial performance incentives that link back to the strategic objectives that the CRU had set for
PR5. These are summarised in Table ES2.
Table ES2: List of potential PR5 performance incentives
DSO
Maintaining reliability and
security of supply

Customer service and
stakeholder satisfaction

Transformation of the energy system

• Customer interruptions

• Customer satisfaction
survey

• Smart metering

• Communications with
customers

Potential new incentives for PR5:

• Customer minutes lost
• Worst served customers

• Stakeholder engagement

• Connections (distributed renewables access)
• DSO-TSO collaboration
• Time of restoration for outages
• Flexibility services
• LV network visibility
• Smart services
• Broader DSO role transformation15

TSO16
Transformation of the energy
system

Maintaining security of
supply

Controlling costs

Grid development

• System Non Synchronous
Penetration (new for PR5)

• System minutes lost

• Network project
handover (joint with
TAO)

• Investment planning
and delivery, and
deployment of new
technology

• Renewables dispatch
down (new for PR5)

• System frequency

• Imperfections

Potential new incentives for
PR5:

Potential new incentive
for PR5:

• DSO-TSO collaboration

• Broader incentive for
constraints and local
security of supply
management

• Connections

• Stakeholder
engagement

TAO
• Scorecard and outage measures

• Network project handover (joint with TSO)

Source: CEPA/GHD

We have also produced working assumptions of the revenue-at-risk for each incentive from Table ES2 – again,
informed by the licensees’ proposals and while having regard to the strength of each incentive in PR4. Figure ES1
—————————————————————————————————————————————————
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E.g. implementation of new business and organisational structures to be a neutral market facilitator.

The TSO has also prosed incentives on the share of electricity from renewable sources and on cyber security. For the former
we do not recommend that this incentive is introduced for PR5 as the share of renewables in the system depends on a number
of factors that are outside of the TSO’s control. We consider that cyber security should be a PCD rather than a financial
incentive, since the TSO would be funded for its cyber security in PR5.
16
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summarises the total upside and downside on performance incentives in our working assumptions17, and compares
those to the licensees’ proposals and to PR4.
Figure ES1: Performance incentives’ total upside and downside

50%

TSO

Revenue at risk as % of
controllable opex

40%

DSO

TAO

30%

20%
10%
0%
-10%
-20%

-30%

Our PR5 proposal

Licensee's PR5 proposal

PR4

Source: CEPA/GHD

Our proposed package of performance incentives would increase the revenue-at-risk for each licensee compared
to PR4, but would reduce it for the DSO and TSO compared to their proposals. For the TAO, our proposed package
would result in the same upside and more downside than proposed by the licensee.
Our Agile & Guidance Based option for cost incentives would not fundamentally change licensee’s risk exposure to
cost over-/under-spends. But by providing further clarity on how any variations in outturn costs and adjustments to
ex ante allowances would be applied, this option might be considered to reduce the perception of risk.
Ultimately, financeability is underpinned by the transparency and stability of the regulatory framework. Even as the
framework evolves from one regulatory period to the next – as every public policy must do in light of changing
situations, new information and different public expectations – the consultative process through which such
changes are explored and finalised supports financeability.
We are not proposing to change the fundamental nature of the regulatory framework, which at its core enables
NPV-neutral recovery of past investment over the period in which that investment delivers value to customers –
through depreciation of and return on the RAB. For the TSO, the RAB represents a relatively small part of cash
flows, so an important feature of the regime to support financeability is the margins that it is allowed to earn in
addition to the return on the RAB. This includes an allowance for the increased margin risks (i.e. high operating
costs relative to base returns) which we have proposed is retained for PR5. 18

Conclusions
This report presents a broad approach that could be used to inform the CRU’s decisions on the regulatory
framework that should apply in PR5. There are good reasons to explore an evolution of the PR4 framework, given
the changing roles of the licensees to enable the CAP and other strategic imperatives, such as security of supply in
the Dublin area and transformation of the role of the DSO.

—————————————————————————————————————————————————
These are working assumptions and subject to change – upwards and downwards – as the overall package of incentives / risk
and reward, is calibrated for the final price control proposals.
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See CEPA, PR5 cost of capital estimation – report for the CRU for further discussion.
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We stress that the proposals for PR5 presented in this report are intended as a jumping-off point for further
discussions between the CRU, licensees and stakeholders. In particular, further work is required on:

•

Agreeing on the outputs and PCDs that each licensee would be held accountable for in PR5 and, therefore,
delivery of would be verified at the close out / ex post review for PR5.

•

Confirming which of the three approaches to treating cost variations to adopt (our straw-person is that the
Agile & Guidance Based approach should be explored for PR5, but as set out above, it can be developed
with the more fundamental change approach as proposed by the DSO still being considered).

•

Establishing how each uncertainty mechanism would work, including the conditions under which cost
allowances would be adjusted and how such adjustments would be determined (i.e. if mechanistically, what
unit costs would be used; if discretion is required, how will the CRU exercise that discretion).

•

Developing the form of performance incentives, including determination of the target or any threshold
beyond which rewards/penalties would apply, and the level of such rewards/penalties.

•

Testing that the package of performance incentives and cost incentives is robust to plausible downside
scenarios, such that the overall framework is consistent with the CRU’s financeability duty.

Clearly any decisions on the regulatory framework need to be made within the broader context of decisions on PR5,
such as on ex ante costs allowances which effectively specify the resources that each licensee would be funded for
to deliver the outputs during PR5. This too is an ongoing conversation between the CRU, licensees and
stakeholders. We suggest that the regulatory framework can be developed and finalised as part of this process.
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2.

INTRODUCTION

Cambridge Economic Policy Associates (CEPA) and GHD are supporting the Commission for Regulation of Utilities
(CRU) on a range of economic and technical issues for the electricity transmission and distribution revenue controls
that will cover 2021 to 2025 (PR5). This paper should be viewed as a ‘think piece’ that sets out options for a
regulatory framework that could apply to the electricity network licensees in PR5, in order to inform the CRU’s
consultation on the matter and aid stakeholders in considering their response to that consultation.19,20
By ‘regulatory framework’ we mean the principles, guidelines and commitments that determine how:

•

the costs incurred by the licensee would be reflected in charges to consumers;

•

the licensees’ performance (‘outputs’) would be measured, and how any financial rewards for
outperformance or penalties for underperformance would be reflected in charges (‘incentives’); and

•

what measures would be in place to protect the licensees from events that are outside of their control
(‘uncertainty mechanisms’).

A number of issues that interact with the regulatory framework are outside the scope of our recommendations in
this report. This includes: the CRU’s approach to the PR4 close-out / ex post review process; the approach and
techniques used for assessing the licensees’ costs proposals for PR5; pass-through costs; the cost of capital; 21
asset lives and depreciation; and indexation of revenues and of the Regulatory Asset Base (RAB).
The rest of this section describes the context for this paper.

2.1. THE PR4 REGULATORY FRAMEWORK
The regulatory framework that the CRU applies has evolved since being first implemented in 2001.22 A core feature
of the current framework is a two-step approach to cost allowances:

•

First, the CRU sets ex ante operating expenditure (opex) and capital expenditure (capex) allowances to
deliver a set of outputs that are defined at the time of the price control review. These are informed by
business plans submitted by each licensee, which are assessed by the CRU and its advisors.

•

Then, at the time of the next price control review, the CRU conducts an ex post assessment of outturn opex
and capex. The ex post review effectively adjusts the ex ante allowances to reflect the costs actually
incurred by the licensees, with two exceptions: 23

—————————————————————————————————————————————————
The licensees are ESB Networks as the Distribution System Operator (DSO) and the Transmission Asset Owner (TAO), and
EirGrid as the Transmission System Operator (TSO).
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This is one part of a series of documents we have produced for PR5. Other reports in the series cover related topics such as:
• Assessment of licensees’ efficient costs. See: GHD and CEPA, Consultancy Support for Electricity Transmission Revenue
Controls (2020-2025) - Price Review 4 and 5 TSO and TAO Opex and Capex; and
GHD and CEPA, Consultancy Support for Electricity Distribution Revenue Controls (2020-2025) - Price Review 4 DSO Opex
and Capex and Price Review 5 DSO Opex and Capex
• Ongoing efficiencies and real price effects. See: CEPA, Real price effects and ongoing productivity improvements for PR5 Report for the CRU
• The cost of capital. See: CEPA, PR5 cost of capital estimation – report for the CRU
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And the additional margins that are set for the TSO.

Prior electricity price control reviews (including PR4) were set by the CRU’s predecessor – the Commission for Energy
Regulation (CER).
22

23

See: CER, Decision on DSO Distribution Revenue for 2016 to 2020, CER/15/295, section 13.1; and

CER, Decision on TSO and TAO Transmission Revenue for 2016 to 2020, CER/15/296, section 13.4
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o

if a licensee can demonstrate that (some) of its underspend was efficient, it is allowed to retain the
benefit of that underspend (i.e. that part of the allowance is not retrospectively adjusted
downwards); and

o

if a licensee is unable to demonstrate that (some) of its overspend was efficient, it bears the cost of
that overspend (i.e. that part of the allowance is not retrospectively adjusted upwards).

The current framework also includes a number of measures to protect the licensees:

•

the price control close out / ex post review process accounts for unforeseen changes in activities and
costs;

•

costs that are deemed outside the licensees’ control (e.g. the CRU levy and, for the TSO only, the costs of
ancillary services to balance the system) are passed-through to electricity network charges; and

•

annual revenues and the RAB are indexed to a measure of general inflation – HICP.24

Additionally, in extreme circumstances the CRU has the power to re-open the price control entirely. For example,
the 2011-15 price control (PR3) was re-opened to account for the impacts of the recession that affected Ireland
following the 2008 Global Financial Crisis.
Licensees’ performance during the regulatory period is monitored and incentivised under a framework that has also
evolved over time. The current framework came into effect in 2018 – part-way through PR4.25 It includes a range of
financial incentives that are bespoke to each licensee. The current incentives are listed in the table below.
Table 2-1: List of PR4 financial incentives
DSO

TSO

TAO

• Customer Interruptions

• System Minutes Lost

• Scheduled outages

• Customer Minutes Lost

• System Frequency

• Investment Delivery

• Customer satisfaction (survey)

• Investment Planning and Delivery

• Customer satisfaction (

• Stakeholder engagement

• Metering – 1 read per year

• Connections (ECP-1)

• Metering – estimated reads

• Strategic incentives

• Stakeholder engagement

• Imperfections (all island basis)

• Worst served customers
• Connections (ECP-1)
• Smart metering (2020 only)
Source: CRU

2.2. CONTEXT FOR PR5
The government has set out ambitious targets for decarbonisation of the Irish economy, which would put the
country on the path towards net zero emissions by 2050 and meet Ireland’s contribution towards the Paris
Agreement.26 The Climate Action Plan 2019 sets targets that include 70% of electricity coming from renewable
generation sources by 2030; increased uptake of micro-generation (including ‘prosumers’ selling power to the
grid); and all new cars and vans sold in 2030 being electric (resulting in 950,000 EVs on the road by 2030). 27

—————————————————————————————————————————————————
24

Specifically, it is the depreciation and return on the RAB that are indexed to HICP.

25

CRU, Reporting and Incentives under Price Review 4 – Decision, CER/18/087

26

United Nations Framework Convention on Climate Change, The Paris Agreement, 2015

27

Government of Ireland, Climate Action Plan 2019
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The changes envisaged in the Climate Action Plan (CAP) would impact what the electricity licensees need to
deliver and the costs they incur in carrying out their roles. The licensees have an important facilitation role in the
CAP, and so it is important that the regulatory framework enables them to so while protecting consumers’ interests.
To that extent, the CRU has set four strategic objectives for PR5 that are informed by the CAP:28

•

Facilitating a secure low carbon future

•

Transforming the role of the DSO

•

Increasing efficiency and protecting consumers

•

Resolving local security of supply (in the Dublin area)

We consider that the current framework has generally been effective in achieving the broad aims of economic
regulation – incentivising efficient costs, enabling necessary investment, and holding the licensees accountable for
delivering what consumers need. Nevertheless, with potentially more unforeseen changes to the electricity sector,
the regulatory model would need to place more emphasis on the outputs that the network companies need to
deliver rather than the inputs (i.e. opex and capex) they use to deliver those outputs. That is, the regulatory
framework needs to be ‘agile’. More generally, consumers would benefit from a regulatory framework that places
more emphasis on the outputs being delivered than on the inputs being used.
Such a framework would give the licensees more flexibility to change expenditure plans to best deliver outcomes
during PR5; for example, prioritising or de-prioritising certain projects, or swapping an opex solution for a previously
envisaged capex solution. This would need to be coupled with mechanisms by which the licensees’ revenue
allowance would be adjusted (either during or at the end of the regulatory period) if factors that influence the
licensees’ costs and operations turn out to be materially different from those expected at the time of the CRU’s
determination. By providing greater transparency on how any justified departures from the licensees’ business
plans would be treated, a framework can also support innovation and financeability.
Moreover, regulatory best practice evolves over time as solutions are developed for new regulatory challenges in
different countries and different sectors. Electricity consumers, the CRU and the licensees would benefit from
testing the existing framework against the latest regulatory thinking and making changes where appropriate for the
context of PR5.

2.3. HOW WE HAVE DEVELOPED THE REGULATORY FRAMEWORK STRAW-PERSON
We have taken a principled approach to developing key features (‘straw-person’) of a framework that could be used
for PR5, and which is set out in this report in order to inform the CRU and stakeholders’ discussion on the matter.
The relevant principles and regulatory considerations are discussed in Section 3. We have then assessed the
licensees proposals for amending the current regulatory framework against our guiding principles (see Section 4).
We then considered a number of possible changes and alternatives to the licensees’ proposals, which might better
align with the guiding principles (see Section 5).
Below we include definitions for three terms that are used extensively throughout this report:

•

‘Uncertainty mechanism’ refers to any mechanism or process that limits a licensee’s exposure to cost,
volume or price risk. An uncertainty mechanism typically applies during the regulatory period. It can be
mechanistic or discretionary (i.e. requiring a determination by the CRU).

•

‘Output’ refers to a quantitative or qualitative measure against which a licensee would report. Ideally, an
output would capture the impact on customers. Where that is not possible, an intermediate measure could
be used, as long as it is informative about the ultimate customer impact.

—————————————————————————————————————————————————
28

CRU, Discussion Paper on the Approach for Transmission & Distribution Price Review Five, CRU19152
17

•

‘Incentive’ refers to a quantitative output for which a target is set and the licensee is given a financial
reward / penalty based on how its performance compares to the target, or alternatively following an
assessment process of its performance (e.g. using a discretionary reward scheme.

2.4. REPORT STRUCTURE
The rest of this report is structured as follows:

•

Section 3 discusses the principles that may guide the design of a regulatory framework.

•

Section 4 summarises our assessment of the frameworks that have been proposed by each licensee for
PR5.

•

Section 5 presents the key features or components (‘straw-person’) of a potential regulatory framework for
PR5.

•

Section 6 draws a few concluding remarks.

Further details on the licensees’ proposals and on the straw-person proposals that we present in this report are
included in appendices.
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3.

GUIDING PRINCIPLES AND BUILDING BLOCKS

In this section we set out the key objectives of the regulatory framework for PR5, and the principles and building
blocks that could form the basis of a model for the forthcoming price control.
The range of issues and approaches that we outline below frames our assessment of the licensee’s proposals for
the regulatory framework in PR5 (Section 4) and our own “straw-person” options in Section 5.

3.1. OBJECTIVES AND PRINCIPLES FOR THE PR5 REGULATORY FRAMEWORK
As discussed in the introduction, there are multiple objectives for the PR5 control. It will need to encourage and
support the licensees to play their role in delivering the CAP. It also offers an opportunity for the licensees to
transform their businesses to continue to deliver long-term value for money services to customers as the
conditions, technologies and working practices in the electricity system change.
To achieve these objectives, the regulatory framework needs to enable delivery of the outputs that customers value
most and that, in particular, support the delivery of the CAP. It also needs to be agile and flexible to the changing
needs of the electricity system in an environment of potential uncertainty. The regulatory framework also needs to
incentivise efficiency from the licensees, both from new and business as usual activities, and ensure that efficient
delivery is financeable given the scale of the transition and investment challenge both licensees face.
The CRU’s information paper for PR529 set out the guiding principles that it expected to consider in developing the
regulatory framework for the price control in the context of these objectives. These are:

•

Network companies remain solely responsible for its expenditure decisions.

“The network companies are best placed to decide on how to embed innovation within investment decisionmaking and deliver on the strategic objectives … the onus will remain on the network to demonstrate that the
right outcomes were delivered efficiently.”

•

Ease of implementation.

“PR5 occurs at a time in which the electricity system is transitioning, and likewise the regulatory framework in
PR5 would represent a point in the evolution of regulation ahead of potentially more substantial changes in PR6.
It is essential that any changes to the framework can be credibly implemented in the time available.”

•

Clarity of the outcomes achieved

“The CRU wishes to place a greater focus on outcomes for customers. The selection of the most appropriate
outcomes will be key to this … The CRU is interested in evidence that the network companies are behaving
flexibly to deliver what consumers require.”

•

Appropriate risk and reward

“The CRU is open to considering changes that would allow the network companies [to] retain a different share
of the benefits or savings delivered under the current arrangements.” However, any such framework must also
demonstrate “valued added to customers” and be “balanced” and “proportionate to the information available.”

•

Consistency between the frameworks for the DSO and TSO

“The regulatory frameworks should consider how interaction between both the DSO and TSO can be facilitated
to deliver the CRU’s PR5 objectives. It is noted that solutions delivered on the distribution system may have
transmission benefits and vice versa.”
—————————————————————————————————————————————————
CRU, Discussion Paper on the Approach for Transmission & Distribution Price Review Five, CRU19152. The quotes in this
section are taken directly from this paper.
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•

Appropriate level of oversight

“Monitoring and reporting gives visibility to what each company is delivering and improves accountability. The
regulatory framework must consider a practical level of monitoring and reporting requirements during the
period.”

•

Facilitate target setting against ‘best in class’ KPIs

“The scale of the challenge of achieving the 2030 targets, and likely upward pressure on costs associated with
them, means incremental improvements to business-as-usual processes will not be sufficient to ensure an
economically sustainable transition to a secure a low carbon future.”30
These principles have guided the licensees’ submissions on regulatory framework proposals for PR5. They have
also guided our assessment of the licensees’ proposals and the development of our own ‘straw person’ framework
that could be considered for PR5.

3.2. BUILDING BLOCKS FOR THE PR5 REGULATORY FRAMEWORK
We have identified five key questions or “building blocks” that we believe need to be addressed in identifying an
appropriate regulatory framework for PR5.

•

What is the licensee held accountable for and expected to deliver? Regulators’ duties are typically
framed in terms of the impact on final customers. This suggests that price controls should focus on the
outputs that licensees deliver. But, as we discuss below, outputs may be difficult to measure or else it could
be difficult to establish clear causality between what a licensee does and the impact on consumers. 31 When
that is the case, regulators may rely on intermediate outputs (such as projects or programmes that the
licensee is expected to deliver) that are more easily attributable to the licensee or, where that is not
possible, on the inputs (costs) used by the licensee.

•

How are licensee costs treated and efficiency incentivised? The approach that is taken to set
allowances for operational and capital expenditure and the treatment of variations between ex ante
assumptions and outturn (ex post) expenditure levels will create efficiency incentives for the licensees. How
funded allowances are defined – e.g. a total opex, capex or total expenditure (‘totex’) level or a more
granular level – can be expected to impact licensee behaviour as well as the incentives and risks that taking
different actions and solutions to meet the needs of customers may create for them.

•

How is uncertainty dealt with? At the extremes, a regulator could adopt either a “set and forget”
approach in which a price control is set ex ante and a new one is set for the next period based on the
prevailing information at the time, or a completely retrospective approach in which the licensees’
performance (however defined) is assessed ex post. Many regulators (including the CRU) adopt a more
nuanced approach in which some assumptions are set up front and others are revisited during or at the
end of the regulatory period. The approach taken has important implications for the allocation of risk
between the licensee and its customers.

•

What performance incentives should be set? This is intricately linked to the first question. Having set out
the expectations of what licensees should be expected to deliver and be held accountable for during PR5,
what financial (or reputational) rewards/penalties should be in place if the licensees out- or under- perform
their performance targets? How should these performance incentives be calibrated? Which outputs should
they apply to and how challenging should the performance targets be?

—————————————————————————————————————————————————
The CRU also note that: “The framework must ensure that there is an ambitious and systematic focus on increasing efficiency
in terms of cost and quality of service delivery by demonstrating how companies compare to ‘best in class’ comparators.”
30

31

At least within a 5-year regulatory period.
20

•

How to ensure that efficient delivery is financeable? This requires price controls that are set to an
agreed set of principles. Typically, this includes allowed revenue calculations that are consistent with the
principle of financial capital maintenance with an allowed return that reflects the risks and opportunity costs
of capital employed in the licensees’ businesses. To ensure that efficient delivery is financeable, requires a
financeability assessment informed by a number of sources and information, including ratings agency credit
metrics.

The is no single “correct” answer to the above questions.
The most suitable framework will depend on the context of each regulatory review. In particular: What is the legal
framework for regulation and for the licensees? Is there a well-established existing regulatory framework? What
information is available to the regulator to inform decisions and assess the licensee’s performance? What is the
quality of the information (e.g. consistency over time and across licensees) and can it be tested against
independent sources of information (e.g. benchmarking)?
We set out in the subsections below, some of the different approaches and principles that regulators internationally
have taken to address the questions we have outlined under each of the building blocks.
This is not intended to be a fully comprehensive review of price control regulatory theory and practice. Instead, we
seek to map out, at a high-level, a range of different approaches that could in principle be considered for PR5 and
the issues they raise in principle. In some cases, e.g. the approach to ensure efficient delivery is financeable, we
have taken things as given based on the approach that the CRU set out in its discussion paper for PR5.
We use this high-level mapping of key issues and options as the basis for our assessment of the licensees’
proposals for PR5, alongside the CRU’s principles for the regulatory framework set out above.

3.3. WHAT ARE THE LICENSEES HELD ACCOUNTABLE FOR?
A range of different regulatory systems have been employed internationally that set different requirements and
expectations on what licensees are expected to deliver.
At one end of the spectrum are systems that are primarily defined through the licence obligations that are placed
on network companies. These licence obligations and objectives define what the company is held accountable for
and the price control is expected to provide the funding or “inputs” to deliver on those high-level objectives. At its
essence, the price control (and the associated price control review) is more “input-based”, focused on establishing
the efficient cost that the licensee requires to deliver and discharge its licence objectives and obligations.
These “inputs” – the costs that are funded for delivery – may be established ex ante or reviewed ex post (see
section 3.4). Clearly “outputs” will still be required and delivered by the company in the course of doing business
and the discharge of their license obligations. However, these “outputs” are less clearly defined as part of the price
control which instead is focused on the allowances (inputs) for opex, capex and financing costs.
At the other end of the spectrum, is a framework where outputs are placed at the heart of regulatory decisionmaking. This provides greater visibility and transparency of what the licensees are required to deliver and how that
aligns with the overall regulatory objectives for the price control period. Depending on implementation, this makes
the system more “contractual” of what is expected from licensees for the allowances that are funded by customers
through the price control. As discussed above, “outputs” can be thought about in different ways:

•

Direct outputs - Services or service levels that have a very direct impact on the customer (e.g. the
reliability of the network or levels of customer service).
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•

Intermediate outputs – Deliverables that will relate to overarching objectives and obligations on the
licensees, but are more closely tied to the costs, investment programmes or projects in company business
plans.32

What are the benefits of more clearly defined outputs and deliverables in price controls? In principle:

•

They tie the allowances – the funded resources – in the price control more closely to the overarching
obligations of the company and the outcomes and services that customers value most.

•

They can help to distinguish between genuine realised efficiency gains as opposed to under delivery by
network licensees.

•

They help to create a clearer framework within which companies can plan and develop their network and
services to deliver long term value for customers, while responding flexibly to changing circumstances.

Given these benefits, what are the drawbacks or risks?

•

International experience has demonstrated that output-based price controls – while well intentioned – can
be complex and challenging to execute effectively.

•

There are complexities in identifying the right outputs and deliverables and ensuring that what is
“contracted for” is considered of value to customers and sufficiently challenging to achieve.

•

Having identified an appropriate set of outputs, how to incentivise their delivery and also provide flexibility if
needs and conditions change, can increase the complexity of the regulatory framework (see Section 3.5).

In the electricity sector, the CRU has to date set price controls for ESB Networks and EirGrid that have tended to
reflect a more “inputs” based system, although PR4 saw the introduction of a range of output-based performance
incentives, following consultation. Broadly this system can be described as:

•

The price review setting the expectations (ex ante) of the direct and intermediate outputs that the licensees
are funded to deliver.

•

The close-out, ex post, review process at the subsequent price review being used to assess if the incurred
costs and funded allowances are consistent with the delivered outputs.33

As discussed in Section 4, both licensees have proposed a more output-based framework for PR5. This is intended
to provide a clearer focus on the outputs that both licensees consider they must deliver in support of the
overarching objectives for PR5, in particular, in relation to the CAP. It is also considered to increase visibility and
transparency in relation to what efficient delivery will be considered to mean by the end of PR5.
The benefits in principle and in theory of an outputs-based framework are clear. Indeed, the CRU’s regulatory
approach took a step towards an outputs-based framework at PR4 with the introduction of new performance
incentives, which provide the platform for PR5. We consider that a more “outputs” focused price control, relative to
the current regulatory system, is more consistent with the principles and objectives the CRU has set for the
regulatory framework in PR5. However, any adopted output-based framework also needs to overcome the
execution challenges and issues we have identified above. In particular, that proposed outputs need to be:

•

reflect what customers value from their electricity networks;

•

be defined and measurable;

•

be controllable by the licensees; and

—————————————————————————————————————————————————
These are sometimes referred to as price control deliverables (PCDs), or secondary deliverables in the lexicon of the RIIO-1
regulatory framework employed by Ofgem.
32

33

If necessary, resulting in resetting of allowances (either up or down) based on outturn delivery information.
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•

incentivised (see section 3.6) where possible.

As indicated in the CRU’s information paper, this will require good monitoring and information systems to
demonstrate that the outputs and outcomes that are being incentivised through the price control, and create a
meaningful delivery obligation.

3.4. HOW ARE COSTS TREATED AND EFFICIENCY INCENTIVISED?
As with outputs, a range or spectrum of approaches have been taken internationally to set allowances for funded
costs and to incentivise efficient delivery from network companies. The current regulatory system employed by
CRU is a variant of a two-stage ex ante and ex post regulatory system. As described above:

•

The ex ante price control sets the allowances for capex and opex based on a price review assessment of
the licensees’ business plans and required outputs.

•

The ex post review then results in a “true-up” to the funded allowances based on a review of outturn
delivery relative to those ex ante expectations.

This system provides scope for licensees to be rewarded in cases where they can demonstrate efficiency savings.34
The ex post review process also incentivises efficient delivery as where a licensee does not demonstrate that its
expenditure is well justified, this may not be funded by the CRU following the conclusions of the review.
Although not explicit, to date both the assessment of electricity licensee costs, and the approach to setting capex
and opex allowances ex ante and at the close out of the price control, has typically focused on individual categories
of expenditure. This has tied the assessment process to the delivery of direct and intermediate outputs: projects
and programmes of work that are tied to the expenditure which the licensees expected to incur and then in practice
incurred to meet their licence obligations and business objectives.
One of the benefits of the current system is that it provides a relatively flexible approach to the allowances. As they
are “trued-up”, the ex post review process in principle, acts as an uncertainty mechanism and permits flexibility for
funded allowances to be used in different ways over the course of the price control, provided that the licensee is
able to justify the incurred expenditure and demonstrate that it is in customers’ interests.35 However, as a
consequence, the ex post review retains a degree of regulatory discretion which means that for this form of
regulation to be effective there need to be clear principles for how allowances would be flexed, where the
obligation/burden of proof lies for justifying such changes to allowances, and what process would be followed to
ascertain the basis for flexing allowances. Where such principles are not established and agreed by key
stakeholders (the regulator, licensees, customers and their representatives) the licensees may view the ex post
process as creating a – real or perceived – risk of ex post disallowances.36 What alternative systems could in
principle be considered?
Other jurisdictions have created a set of rules that apply more mechanistically to the licensee’s costs, e.g.
symmetric efficiency incentive rates that apply to under or overspends compared to ex ante allowances. This
creates greater clarity on the rules and the power of financial incentives that apply if the company is under- or outperforms the regulatory assumptions made at the time of the ex ante price review.
Allowances can also be set at different aggregation levels, including:

•

totex;

—————————————————————————————————————————————————
We understand this is mainly for opex, as the ex post review process of capex typically only ever allows the allowances to be
set equal to outturn costs.
34

35

i.e. there is a need and the incurred is considered to be additional, economic and efficient.

It may also reduce the role and incentive properties of comparator benchmarking if funded allowances (ex post) are set with
reference to actual company costs.
36
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•

total opex or total capex;

•

individual categories / pools of expenditure (e.g. maintenance); or

•

by investment project.

The more aggregated allowances are defined and assessed as part of the regulatory framework, in principle, the
more agile and flexible companies can be in their business decisions to find efficiencies when delivering the
expected outputs and objectives for customers during the price control within a given expenditure envelope.
Where incentives – e.g. symmetric incentive rates – are applied to different forms of expenditure consistently (e.g.
opex and capex), this can also help to “equalise” the financial power of incentives that the licensees are subject to
under the price control, reducing distortions to company behaviour and to efficient delivery that might be created
by the regulatory framework itself.37 This may be particularly important in future electricity systems where new
technologies and working practices may permit the licensees to operate their networks more flexibly and “smarter”
(see further discussion in Section 3.6).
What are the risks and issues with adopting more a mechanistic and/or aggregative approach to the treatment of
expenditure in the price control? We highlight the following points for consideration:

•

In the absence of an effective – i.e. tested and well understood – efficiency benchmarking framework and
an accompanying output-based framework,38 the more allowances are aggregated, the more challenging it
can be to identify instances of true efficiency vs. under delivery.39

•

There are significant implementation challenges, particularly with the full adoption of the type of totex
framework that has been introduced in regulated sectors in Great Britain, including gas, electricity and
water network businesses.40

•

As discussed above, a less mechanistic approach to the treatment of expenditure under- and over-spends
compared to ex ante allowances may provide more flexibility to adapt to changing circumstances and
reduce the risks that licensees are exposed to.

To address some of these challenges, some regulators have considered hybrid systems, that seek to apply as
mechanistic treatment of under- and over-spends as possible, alongside ex post review systems which include
regulatory guidance on how the process for any “true-up” to ex ante allowances will be undertaken. An example of
this is the framework applied in the gas sector in Ireland, as summarised in the text box below.
Text Box: GNI opex and capex incentives
GNI operates under a similar two-stage regulatory framework to the electricity network licensees. For direct
opex GNI keeps any difference between the allowed opex and outturn opex for the price control.41 Capex is
subject to an ex post efficiency review that is similar to the one that applies to the electricity network licensees.
The CRU expects to prepare a workbook alongside its determination, which sets out the projects, work
programmes and assumptions (e.g. unit rates) that have been used to set the determination. These will then
form a key input to the close out process of the current price control, where the CRU would compare outturn
projects and unit costs to those in the workbook and the ex ante allowances.
—————————————————————————————————————————————————
For example, one of the benefits of a totex system, is considered to be that it helps to address some of the perceived capital
expenditure biases for network companies.
37

That includes clarity of both direct outputs and the intermediate outputs or deliverables that closely tied to the original ex ante
funded allowances.
38

In Ireland’s electricity system, the lack of direct domestic comparators can make it difficult to benchmark costs and
performance. International comparisons can be informative, but also have some limitations.
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See, for example: Frontier Economics, Total expenditure frameworks – a report of the Australian Energy Market Commission,
December 2017
40
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For rates GNI keeps 25% of the difference, as it is considered that some of the changes in rates are outside of GNI’s control.
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GNI is allowed to earn the rate of return plus depreciation on capex that was delivered more efficiently than the
allowance. The benefit is retained for five years, at which point the RAB and depreciation are recalculated on the
basis of the actual investments (i.e. it is a rolling incentive mechanism). Where capex has been deemed to have
been efficiently deferred, GNI is allowed to earn the rate of return plus depreciation until the start of the next
regulatory period, at which point outturn capex (i.e. zero) is added to the RAB.
Unfinanced overspend refers to instances where GNI delivered a volume of capex work at a higher unit cost than
was assumed at the time of the determination, but the CRU views the overspend as unjustified. GNI bears the
financing costs for such overspend during the relevant regulatory period, but at the outturn capex is added to
the starting RAB of the next regulatory period.
Source: CER PC4 determination42

In practice, the system applied in the electricity sector in Ireland is very similar to the Irish gas sector. Currently
though, the gas licensees arguably operate under a clearer set of guidelines of how particular sets of variations, will
be treated at the subsequent price review. There are also clearer ex ante incentives for efficiency.43
As discussed in subsequent sections of the report, clearer regulatory guidance and principles on the treatment of
outturn variations compared to ex ante assumptions, could be one more incremental change for reforming the
existing regulatory system in for PR5. This may be an alternative to more fundamental changes that also achieve
some of the high-level objectives CRU has established for PR5.
As discussed in Section 4, the DSO has proposed an approach for PR5 whereby allowances for capital investment
and operational activities are set in a manner consistent with previous electricity price reviews, but that the
efficiency incentive that is applied to operational costs today be applied to capital investment also, with a single
incentive mechanism to be applied to opex and capex. 44 This would be a relatively substantial shift in approach
compared to the current regulatory system outlined above.
The TSO has not proposed substantial changes to how allowances are expected to be set at the price review.
However, various parts of its submissions for PR5 highlight:

•

concerns with the current process and scope of the ex post review, in particular absence of regulatory
guidance on how it understands this will be undertaken at the close of PR5; and

•

requests that funded allowances be treated as flexibly as possible – i.e. as an overall envelope – to
encourage innovation and efficiency in the delivery of its outputs during PR5.

3.5. HOW IS UNCERTAINTY DEALT WITH?
The existing regulatory framework manages uncertainty through a series of mechanisms:

•

The ex post review.

•

Reopeners during the price control (if agreed by CRU).

•

Small number of more “rules-based” uncertainty mechanisms.

Some other regulatory systems apply greater use of “mechanistic” or “rules-based” tools to manage uncertainty.
Similar to other building blocks discussed above, compared to more discretionary systems of regulation, this can
create greater transparency and clarity of how risks are to be managed and allocated between companies and
customers: a clearer “contractual” basis on which changes in need and circumstances are dealt with. This can
protect the ability for networks to finance efficient delivery and help to create greater clarity for the company to the
—————————————————————————————————————————————————
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CER, Decision on October 2017 to September 2022 Distribution Revenue for Gas Networks Ireland, CER/17/259

As noted above, we understand that under the current regulatory system in electricity, capex allowances are set equal to
outturn expenditure, meaning that any incentive for efficient capex delivery is provided through the scope of the ex post review.
43

44

ESB Networks PR5 business plan, Output based Regulatory Framework, 2020, p. 9-10
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make the right decisions for customers knowing how allowed revenues may be expected to adapt to changes in
need and circumstances of expenditure decisions.
However, there are also execution challenges and risks with using uncertainty mechanisms:

•

They can – substantially – increase the complexity of the regulatory framework given that the ‘heads of
terms’ and detailed rules must be clearly defined and understood.

•

When poorly designed, they can reduce the incentive for companies to manage the uncertainty they face or
weaken their responsibility for expenditure decisions.

•

The more “contractual” the approach to managing uncertainty, the less flexibility there may be to adapt to
scenarios that are not clearly defined within those mechanisms.

The licensees as part of their proposals have set out a range of uncertainty mechanisms which we have assessed
considering the various key issues and principles discussed above (see Section 4).
The CRU has set out the importance of the regulatory framework reducing real or perceived barriers to the
licensees responding in an agile and flexible way to the changing circumstances and conditions in the electricity
system, driven in particular by the requirements of the CAP. Given these objectives and the high degree of
uncertainty surrounding the development of the electricity network in PR5 and PR6, we consider that the PR5
regulatory framework is likely to require a greater use of uncertainty mechanisms.
However, the execution challenges described above, alongside also need to be addressed when deciding on the
right balance of new mechanisms alongside the current ex post review system (this point was captured in the
CRU’s principle that PR5 framework should be easy to implement).

3.6. HOW SHOULD PERFORMANCE INCENTIVES BE SET?
At PR4, the CRU introduced various performance incentives on both licensees to financially incentivise the outputs
it considered most valued by customers, linked to the current price control’s strategic objectives. Both licensees
have proposed that the performance incentives that were implemented as part of PR4 should be expanded and
realigned with the outputs that most directly support the CRU’s strategic objectives for PR5.
The CRU has set out the principle that the regulatory framework in PR5 should facilitate performance incentives
that reflect ‘best in class KPIs’:
“The scale of the challenge of achieving the 2030 targets, and likely upward pressure on costs
associated with them, means incremental improvements to business-as-usual processes will not be
sufficient to ensure an economically sustainable transition to a secure a low carbon future. The
framework must ensure that there is an ambitious and systematic focus on increasing efficiency in
terms of cost and quality of service delivery by demonstrating how companies compare to ‘best in
class’ comparators.”
It has also emphasised the importance of an appropriate balance of risk and reward within the regulatory
framework.
What implications do the CRU’s guiding principles have for the design of the PR5 performance incentive
framework? We highlight three key issues:

•

As discussed above, the importance of setting performance incentives that are linked to outputs that are
relevant, verifiable, representative of what customers value most and controllable by the licensees.45
Targets should also be sufficiently challenging – “best in class” not “average performer”.

—————————————————————————————————————————————————
ESB Networks uses a similar set of principles indicating that performance incentives should apply to outputs that are: most
critical, more mature, most challenging and that involve a level of risk which the licensee might not otherwise seek to incur.
45
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•

The aggregate recommendations for the incentive package and its monetary value for each licensee
require anchoring and justification to conclude that they balanced, proportionate and consistent with the
value that customers place on the delivery of the package of outputs in PR5.

•

The importance that the performance incentives support transformation as opposed to incremental
improvements from business as usual practices. This may require consideration of the wider social benefits
licensees may unlock from their actions in PR5 and beyond in designing the incentive package.

What do these issues mean in practice? We would expect a focused number of performance incentives in PR5 that
are closely aligned with the strategic objectives the CRU has set for PR5 linked to:

•

Delivering on the objectives of the CAP.

•

Transformation of the role and practices of the DSO and the TSO.46

•

Solving local security of supply issues (e.g. in the Dublin area).

•

Clear demonstration that the licensees are fulfilling the needs of network users and final customers. 47

We would also expect an aggregate incentive package that is strengthened in monetary value relative to PR4
consistent with the CRU’s view that that the licensees should be exposed to the risks of inaction or under delivery
given the importance of the price control period. However, to ensure that efficient delivery is financeable, the
aggregate incentive package for each licensee may need to be linked to:

•

The sufficiency of expected profits to meet the downside risks if they arise.

•

How exposed a licensee is expected to be to the risk of maximum penalties across:

•

o

individual incentives; and

o

the package as a whole.

Other mitigations or management actions that may be needed to manage cash flow risk. 48

In line with the CRU’s guidance, we would also expect:

•

Performance incentives to have a demonstratable customer value.

•

Have higher financial value where they are more established outputs and incentives.

•

Balanced – i.e. the starting presumption should be that there are both rewards and penalties.

We have used these considerations to inform our own ‘risk based’ assessment of the licensees’ proposed outputs
and performance incentives in PR5 in Section 4.
How can the CRU be confident that the package of performance incentives it sets in PR5 – alongside other building
blocks – will support the necessary transformation in the price control consistent the expected social as opposed to
private benefits (or costs) from the licensees actions (or inaction)? It will be important that that EirGrid and ESB
Networks have sufficient incentives across the board to develop new tools and working practices that will improve
future performance of the system as a whole. That may mean that the overall incentive package – for the current
but not necessarily all future price control periods – might need to have a greater focus on reward only incentives
to create the right investment and operational environment in PR5. A degree of ‘asymmetry’ to help reduce the of

—————————————————————————————————————————————————
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For example, in the way that the TSO and DSO plan and run the transmission and distribution system in coordination.

47

For example, in terms of connections performance, network reliability and customer satisfaction.

In principle, decisions on the building blocks of other elements of the price control, e.g. assumptions of notional gearing, could
be linked to the expected degree of exposure under the incentive package. See CEPA, Equity wedge principles, 2010.
48
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risks of disincentivising new developmental expenditure and projects may, in particular, be needed to support
aspects of the climate change transition.49
One area where this issue may be particularly important is the DSO’s use of flexibility rather capital solutions in the
distribution network. Equalising the incentives on under- and over-spends on capex and opex – as for example,
would apply under a totex framework (see Section 3.3) – should in theory leave the DSO neutral to different
expenditure decisions. But will this be sufficient to incentivise changes in working practices, given the risks and
uncertainty for the DSO of introducing more innovative approaches than business as usual? 50
Planning decisions themselves (both for the DSO and TSO) should be based on the relative costs and benefits of
different solutions to meeting the network need. However, there may be additional operating and business planning
risks with different solutions. While in principle these might be captured within the DSO’s planning decision tools,
providing positive incentives51 if using flexible solutions – “tipping the balance” in favour of new working practices52
– while allowing the DSO to capture more of the economic value of these activities, may also help to mitigate the
additional risks during the process of transforming the way the way the DSO plans and operates its network.
A similar principle might also apply to new activities that the TSO will need to undertake in PR5, e.g. trialling and
application of new data and machine learning approaches to system operation with a high level of renewables or
new approaches to managing the planning and connection process of the network.
While in some circumstances net present value (NPV) positive incentives can have strong theoretical foundations,
the desire to incentivise transformation through performance incentives also needs to balanced with the fact the
licensees have proposed a series of initiatives – step changes in expenditure – in PR5 to meet proposed
performance targets. While the principle of providing upside incentives (“carrots rather than sticks”) to encourage
key actions from the licensees may in some cases be necessary, the regulatory system should not result in “double
funding” of new initiatives through the cost and incentive regime.
Again, we have taken these considerations into account as part of our assessment of the licensees’ proposals and
the development of our own in Section 5.

3.7. HOW TO ENSURE THAT EFFICIENT DELIVERY IS FINANCEABLE?
As noted above, ensuring that efficient delivery is financeable requires the application of a clear set of principles for
setting the key building blocks of the price control, including the allowed return and the approach taken to test and
investigate financeability. The CRU’s PR5 discussion paper states that PR5 will be premised on:

•

The use of the Capital Asset Pricing Model (CAPM) to aid the determination of the risk adjusted opportunity
cost of capital.

•

A Regulatory Asset Base (RAB) based approach to setting allowed revenues that, applied correctly,
provides for financial capital maintenance.

•

A framework of regulation that builds on the PR4 approach, which includes appropriate testing for the
notional licensee’s financeability.

—————————————————————————————————————————————————
This principle is well recognised and discussed in economic theory. For example, J.J. Laffont & J. Tirole, Competition in
Telecommunications, 2000 discusses, in the context of the telecoms sector, the potential need for utilities to earn positive quasirents in current/near future periods to the extent that it will enhance future improvements.
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Changing working practices may also require overcoming behavioural biases – for example, a preference to adopt familiar
solutions rather than novel ones.
50

51

Alongside more equalised incentives for treatment of costs.

Effectively, on an expected basis, the DSO would not be neutral to different expenditure solutions. This may in part be to
account for the risks / opportunity costs involved in employing more flexible solutions.
52
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What other issues might the design process of the PR5 regulatory framework need to consider in order to ensure
that efficient delivery is financeable during the price control?
We have already highlighted above, potential interactions between the incentive package, the overall balance of risk
and reward for the licensees during PR5 and the financial building blocks of the price control. We discuss how the
licensees’ own proposed changes to the regulatory framework could influence the CRU’s decision on the
appropriate allowed return in PR5 in a separate report. 53
In addition, while the importance of incentivising transformation and improvements in performance is central to the
strategic objectives of PR5, it is also important that the regulatory framework does not provide excessive returns or
reward inefficiency. Additional protections might be needed or considered to ensure that changes to the regulatory
system do not result in windfall gains and losses for customers or the licensees.
These factors are also taken into consideration in subsequent sections of the report.

3.8. SUMMARY
We have provided above a high-level and relatively discursive, consideration of the principles and building blocks
that the CRU might consider for the PR5 regulatory framework.
While it is not possible to capture all the issues and approaches touched on within a single options space, we
believe the key strategic questions that the CRU face in developing the regulatory framework for PR5, are focused
on the degree of emphasis on inputs (costs) or outputs (e.g. system reliability) and the extent to which changes in
funded opex and capex allowances are based on rules that are set out in advance by the CRU (‘mechanistic’) or
CRU’s interpretation of the evidence (‘discretionary’). This is captured in Figure 3.1.
Figure 3.1: Ilustration of different option spaces for the PR5 regulatory framework

Source: CEPA/GHD
* Although depends on degree and track record of application of regulatory discretion

—————————————————————————————————————————————————
53

CEPA, PR5 Cost of Capital estimation – report to the CRU
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Different positions on this options space will inevitably involve trade-offs, in terms of providing flexibility and agility
for licensees to respond to changes in need and circumstances on the on hand, and the nature of the risks and
rewards that the licensees would be exposed in delivering during PR5 on the other.

•

A more discretionary, input based system, involving price control close out processes and ex post review
may from one perspective offer greater flexibility for licensees to focus on delivery during the price control.

•

For this form of regulation to be effective requires clear principles for how allowances would be flexed,
where the obligation lies for justifying such changes to allowances, and what process would be followed to
ascertain the basis for flexing allowances. Where such principles are not established and agreed by key
stakeholders (the regulator, licensees, customers and their representatives), the licensees may view the ex
post process as creating risks that, in turn, may inhibit innovation and focus of effort on what customers
value most given perceptions of how costs may be treated as part of the price control close out.

•

A more “contractual” output-based framework, that increases the power and clarity of cost and
performance obligations and incentives relative to ex ante expectations, may provide empower the
licensees, with sufficient funded resources, to deliver on their role in the CAP and other strategic projects
that are expected to be delivered in PR5.

•

On the other hand, a more “high-powered” framework potentially exposes customers and licensees to
various execution issues and delivery risks.

The fact is there are trade-offs, which given the importance of PR5 need to be considered carefully in the context of
the objectives and principles the CRU has established for the regulatory framework and price control generally in
PR5. This forms the basis of our work in subsequent sections of this report.
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4.

ASSESSMENT OF THE COMPANIES’ PROPOSALS

In this section we summarise our assessment of each licensee’s proposed regulatory framework for PR5. We first
explain the criteria under which we assessed the proposal and then apply those criteria to each proposal. Further
details on our assessment against the criteria is included in Appendices A and B.

4.1. OUR ASSESSMENT CRITERIA
We applied a set of assessment criteria to the licensees’ proposed uncertainty mechanisms, outputs and financial
incentives. A different set of criteria was applied to each of these, reflecting their different roles in the regulatory
framework. Our assessment is informed by the available evidence. We scored each proposal against the criteria
using a ‘traffic light’ rating, where:

•

Green = proposal meets the relevant criterion

•

Amber = proposal partly meets the relevant criterion

•

Red = proposal does not meet the relevant criterion

For uncertainty mechanisms, we used the following criteria, which are informed by the principles and discussion in
Section 3:

•

Need and controllability. Uncertainty mechanisms should only apply where a factor that is outside the
licensee’s direct control is expected to impact the licensee’s costs, and where that factor cannot be
forecast sufficiently accurately at the time of the price control review.

•

Materiality. Uncertainty mechanisms add complexity to the price control, so should only be used where
the degree of uncertainty and the cost impact could have a demonstrable impact on consumers and/or the
licensee.

•

Appropriate allocation of risk between the licensee and consumers. Risks should be allocated to the
party that is best placed to manage it efficiently. This holds even for risks that originate from factors that are
outside of the licensee’s direct control. The uncertainty mechanisms should retain the core aims of the
regulatory framework – for example, incentivising the licensee to operate efficiently.

•

Ease of implementation and proportionality. The degree of complexity of the mechanism should be
proportionate to the risk being mitigated. Additionally, the mechanism needs to be clearly defined and
unambiguous in order to provide confidence that it would be applied as intended and to protect against
unintended outcomes.

For outputs, we used the following criteria:54

•

Relevant. Outputs should be directly related to well-defined consumer outcomes / values.

•

Verifiable. Outputs should be measurable indicators / surveyable or involve specific commitments.

•

Representative. Outputs (collectively) should capture a range of identified consumer outcomes / values.

•

Controllable. Companies should have some demonstrable controllability over these outputs.

—————————————————————————————————————————————————
Another way to view these criteria is as the widely used ‘SMART’ (specific, measurable, attainable, relevant and time-bound)
criteria for setting effective key performance indicators (KPIs), where the time dimension is implicitly defined by the duration of
PR5.
54
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We took the view that a proposal had to pass the output criteria for it to be a candidate for a financial incentive. That
is: all incentives are also outputs, but not all outputs have a financial incentive attached to them. We applied the
following criteria for incentives (in addition to the criteria for outputs listed above):

•

Value. Financial incentives should be introduced for the outputs that are expected to have a material
impact on consumer value. Additionally, rewards or penalties should apply from a point at which additional
consumer benefit (or disbenefit) is likely to materialise – i.e. incentive targets should be “stretching”.

•

Proportionate. As far as possible, the strength of the incentive should be linked to the level of consumer
value in question.

•

Balanced. Design of incentive should be linked to the nature of the consumer impact – i.e. reward-only,
penalty-only or both; and the degree of symmetry to reward / penalties.

4.2. DSO
4.2.1.

Summary of DSO proposals and overall assessment

The DSO has proposed a regulatory framework for PR5 that could be characterised as output-focused and highly
mechanised. The proposed changes are:

•

That variations between outturn and allowed costs would be assessed on a basis of total expenditure
(totex) such that any over- or under-spends within cost categories would, effectively, be netted off against
each other. The DSO would retain / bear any over-/under-spend on totex up to a cap.

•

A cap on total rewards / penalties (alternatively this can be thought of like a cap and floor on returns). The
cap would cover all incentives as well as totex under-/over-spend (this would be additional to the specific
cap on totex under-/over-spend).

•

A focus on output delivery in the price control close out / ex post review process, with rewards / penalties
for over-/under-delivery of outputs.

•

Designating certain large capex programmes as ‘price control deliverables’ for which the cost allowance
would be clawed back if they are not delivered.

•

Four uncertainty mechanisms: new mechanisms to address low-carbon technology uptake and exceptional
weather events, and retention of the existing mechanisms on large customer connections and domestic
connections.

•

More than 50 outputs for PR5, of which ten would have a financial incentive. The outputs covered, in the
DSO’s terminology, the following areas: connections, reliability, customer satisfaction, vulnerable
customers, safety and the environment.

Each of these areas is reviewed in further detail in the sub-sections that follow.
Overall, we consider that the DSO has made a concerted effort to respond to the CRU’s strategic objectives for
PR5. With a number of adjustments, we consider that its proposals could form the basis to a PR5 framework that
focuses on the outputs that customers value. To do so, the following key issues need to be addressed:

•

The framework needs to offer clarity on how the price control close out / ex post review process would be
applied, so that the licensees can be innovative and flexible with their expenditure during PR5 without fear
that they would be penalised for diverging from their business plan – as long as they can demonstrate that
outputs have been delivered efficiently.

•

The DSO’s proposed regulatory framework is very complex, given the number of new outputs, incentives
and uncertainty mechanisms involved. It is also unclear how the framework would support the DSO in
making strategic decisions that require trading-off some outputs against others.
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•

Elements of the proposal would represent a transfer of risk from the DSO to customers. This is because of
the introduction of new uncertainty mechanisms (some of which are justified, some in our view less so). In
principle, the application of a total cap on the DSO’s return also represents a transfer of risk to customers,
although we note that level at which the cap is proposed is higher than the maximum exposure on incentive
in PR4.

•

One source of such potential risk transfer is the new outputs and incentives proposed by the DSO. These
require good information to enable the baseline for each output/incentive to be set at the appropriate level,
which may not be available for new outputs/incentives.

•

We also think there can be a case for uncertainty mechanisms and incentives that were not included in the
DSO’s proposal.

4.2.2.

Assessment of the DSO’s proposed cost incentive

The DSO proposed that the key focus of the ex post review is on output delivery. This would mean that the ex post
review would assess whether the DSO has met its output commitments and stayed within its total expenditure
(totex) allowance. If outputs are delivered in line with their targets, cost variations are borne by the DSO up to a
cap. Variations would be assessed at totex level – as illustrated below.
Figure 4.1: Illustration of ‘totex’ cost incentive
Share of opex in
allowed costs

Opex allowance
€50m

Actual expenditure
(opex + capex)
€90m

NPV adjustment
recovered in PR6

Underspend
€10m

Capex allowance
€50m

Share of capex in
allowed costs

Adjustment to the
RAB, recovered over
time

Source: CEPA, adapted from ESB Networks presentation dated 25th February 2020

However, over- or under-delivery of outputs would trigger a review of the associated costs with one of the following
potential outcomes:

•

Overspend due to over-delivery of outputs: DSO is funded for efficient overspend and earns a further
financial reward for over-delivery of outputs.

•

Overspend but under-delivery of outputs: DSO bears a share of the overspend according to a pre-defined
sharing rate, and faces a financial penalty for under-delivery of outputs.

•

Underspend but over-delivery of outputs: DSO retains a share of the underspend according to a predefined sharing rate, and earns a further financial reward for over-delivery of outputs.

•

Underspend due to under-delivery of outputs: PR5 allowance is re-stated for the underspend (the amount is
“clawed back”) and faces a financial penalty for under-delivery of outputs.

The DSO says that the focus on outputs at the price control close out / ex post review process and the ‘totex’
approach to treatment of cost variations would encourage it to be more innovative across all expenditure
categories, particularly given the potential to use flexible solutions instead of traditional network reinforcement.
The DSO proposed that additional safeguards could be added to the ex post review to ensure a sufficient level of
scrutiny applies at the next price control:

•

Price control deliverables – Large capex programmes that are deemed necessary could be designated as
a ‘‘price control deliverable’, with the associated costs clawed back if the programme is not delivered.
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•

Tolerance bands for underspend of capex – If underspend in a given capex category is above a set
threshold (e.g. 20%) the CRU may review whether the underspend should be clawed back.

Our view
We consider there are merits in the DSO’s proposed approach to cost incentives and treatment of the variations
compared to ex ante allowances. As discussed in Section 3, enabling the licensees to respond flexibly to changing
circumstances is in consumers’ interest. Additionally, the proposal reiterates the DSO’s responsibility to deliver
outputs efficiently, by exposing it to totex over-/under-spends. However, to ensure that the DSO’s proposal
achieves its intended objectives would require having a high level of confidence that ex ante allowances are set at
an efficient level. It would also require overcoming some of complexities that are inherent to the proposal, such as
the equivalence of outputs (i.e. how the ex post review would deal with a situation in which some outputs are overdelivered while others are under-delivered, with potential over-/under-spends on each).
We consider that the desired flexibility in the DSO’s spending could be achieved by the CRU providing clearer
guidance on cost incentives and treatment of variations compared to ex ante allowances, without necessary
applying a totex approach. We explore this in detail in Section 0 where we take on board the DSO’s proposal to
develop options for cost incentive regimes and the role of the PR5 close out process within this.
The proposed inclusion of price control deliverables and tolerance bands for underspend of capex allowances is
helpful in clarifying and codifying elements of how the CRU currently applies the price control close out assessment
of capex currently. In Section 0 we explore options that include a similarly systematic approach to the review of
capex, but one that would apply to all capex.

4.2.3.

Assessment of the DSO’s proposed caps on rewards / penalties

The DSO has proposed three caps on rewards / penalties in PR5:

•

±€450 million on totex over-/under-spend assessed at the ex post review;

•

±€300 million on total rewards / penalties from incentives;55 and

•

an aggregate cap of ±€450 million.56

Our view
We agree that it is important to clearly define the total upside and downside exposure of the licensees upfront.
However, the DSO’s proposal is complicated, and further information would be required from the DSO demonstrate
that the level of complexity is justified.
We consider that an appropriate level of maximum risk exposure can be achieved through the treatment of cost
over-/under-spends (see Section 0) and total incentive package (see Section 5.5). As a sense check, we compared
the DSO’s proposals on rewards and penalties to the return on regulated equity (RoRE) opportunities that regulated
energy and water companies in GB are provided (see Figure 4.2).

—————————————————————————————————————————————————
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We note that the DSO’s proposed incentives have a total downside of €246 million – see Table 5-6 of this report.

This is based on ±3% of ‘return on regulated equity’ (RoRE) on the DSO’s business plan. Return on regulatory equity is
calculated as the reward/penalty divided by the share of the RAB that is assumed to be funded by equity (1 – the notional
gearing assumption).
56

By way of comparison, the incentives in PR4 add to a RORE range of -1.4% to +1.1% for the DSO, with further upside/downside
risk on costs. In theory, the DSO’s exposure on costs in PR4 is unlimited. In practice, however, our ex post review of PR4 costs
recommends setting a revised allowance that is less than 1% below the DSO’s submitted costs – translating to -0.95% in RoRE
terms.
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Figure 4.2: Comparison of the DSO’s PR5 proposal to RoRE ranges in GB network price controls (relative to
baseline allowance)

RoRE
upside
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RoRE
downside
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Networks
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Source: CEPA/GHD analysis of ESB Networks business plan, and of Ofgem57,58,59 and Ofwat60 publications

4.2.4.

Assessment of the DSO’s proposed uncertainty mechanisms

The DSO has proposed four new uncertainty mechanisms to deal with what it considers to be specific risk outside
of its control:

•

Low-carbon technology (LCT) uptake – this would involve the DSO’s allowances being automatically
adjusted if the uptake of LCTs (e.g. electric vehicles, batteries, etc.) breached a certain threshold.

•

Large customers – this would involve the DSO’s allowances being adjusted if more large customers
connected to the distribution network.

•

Domestic customers – this would involve the DSO’s allowances being automatically adjusted if the
number of domestic connections breached a certain threshold.

•

Exceptional weather events – this would involve the DSO’s costs being passed-through for every weather
event that met a set of criteria such as Met Eireann ‘orange’ warning and a level of disruption to customers.

Our view
We have assessed the DSO’s proposed uncertainty mechanisms against the criteria listed at the top of this section.
The outcome of our assessment is summarised in Table 4-1. Overall, we consider that:

•

The proposed large customers and domestic customers uncertainty mechanisms should be used in PR5
subject to a number of details being addressed.

—————————————————————————————————————————————————
Ofgem, RIIO-ED1: Final determinations for the slowtrack electricity distribution companies, Overview, November 2014, Figure
5.1
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Ofgem, RIIO-GD1: Final Proposals - Finance and uncertainty supporting document, December 2012, Figure 4.2

Ofgem, Draft Determinations - RIIO-GD2 Licence Model, accessed 9 July 2020 at: https://www.ofgem.gov.uk/publications-andupdates/riio-2-draft-determinations-transmission-gas-distribution-and-electricity-system-operator
59
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Ofwat, PR19 final determinations: Aligning risk and return technical appendix, December 2019, Figure 3.11
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•

The proposed LCT uptake uncertainty mechanism would require more substantive changes to ensure that
the intended aims are met.

•

The uncertainty that the exceptional weather events mechanism seeks to address may be better
managed through more specific guidance as to how such costs would be treated at the close out / ex post
review process for the price control.

Table 4-1: Overall assessment of the DSO’s proposed PR5 uncertainty mechanisms
Mechanism

Assessment of uncertainty mechanism
Need and
controllability

Low-carbon
technology (LCT)
uptake

Materiality

Ease of
implementation

Appropriate
allocation of
risk

Overall
assessment

We recognise that increased LCT uptake will have an impact on the network, which may
result in different operational and cost requirements for the DSO than are expected at
the time of setting PR5. However, the impact of LCTs on the network is highly specific to
the location on the network (i.e. the profile of local customers, asset condition and age).
Some of this would be influenced by past investment in the network and the DSO’s
maintenance policy. Altogether, changes in LCT uptake are unlikely to have a one-forone impact on funding requirements.
The above points would need to be addressed in order to ensure that any LCT
uncertainty mechanism results in appropriate risk allocation and incentivising efficiency
behaviour by the DSO.

Large customers
This appears to codify a process that in PR4 has been addressed through the annual
tariff setting process. We consider that the proposed uncertainty mechanism has been
well justified. However, the mechanism does require intervention from the CRU during
the price control period to work effectively. There are also interactions with connections
charging that go beyond the scope of our advice to CRU for PR5.61
Domestic customers
We consider that the need for the mechanism has been justified. It should also be
relatively easy to implement.
However, the use of unit costs to adjust allowances could result in windfall gains or
losses for the DSO as the cost of new connections can vary by location. But the same
risk also applies to the ex-ante new connections allowance.
Exceptional weather
events

We recognise that exceptional weather events can have a large impact on the DSO’s
network. At the same time, the DSO can have some degree of influence on the costs
that would be incurred as a result of exceptional weather events through its
maintenance and operational activities. So, a full pass-through of costs may not achieve
appropriate risk allocation and efficiency incentives.
In Section 5.3 we explore how the regulatory framework can give the DSO confidence
that it would be able to recover the efficient costs of responding to exceptional weather
events.

Source: CEPA/GHD analysis

—————————————————————————————————————————————————
Charging policy (for both connections and use) could influence decision of where large customers connect to the network and
how they size their connections. This, in turn, may influence the costs for the DSO of a large customer connecting.
61
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4.2.5.

Assessment of the DSO’s proposed outputs and incentives

The DSO has proposed over 50 outputs for PR5 – many of which are new. Table 4-2 summarises our assessment
of any outputs which were rated green on our RAG rating and/or for which the DSO proposed a financial incentive.
‘N/A’ is used where a proposed output does not have a financial incentive associated with it. A more detailed
assessment is included in Appendix B.1.
Table 4-2: Overall assessment of the DSO’s proposed PR5 outputs and incentives
Measure

Overall assessment of output

Overall assessment of financial
incentive

Clear consumer value and interest in
measuring these as outputs

N/A

Builds on the PR4 incentive.

Builds on PR4 incentives. DSO has
proposed more revenue-at-risk,
which we consider is appropriate.

Connections
Avg. time from enquiry
to quote
Avg. time from enquiry
to completion
Installation of smart
meters

We consider the incentive should
retain higher downside than upside
(DSO proposal is symmetric).
Reliability
Customer interruptions

Build on the PR4 incentives.

Build on PR4 incentive. DSO has
proposed more revenue-at-risk,
which we consider is appropriate.
Experience from GB stresses
importance of ensuring target is
stretching.62

Customer minutes lost

Worst-served
customers

Builds on the PR4 incentive.

Builds on PR4 incentives. Important
that the CRU and DSO are aligned
on how the incentive is specified.

Storm restoration

Clear customer value in reporting on
this.

N/A

Clear customer value in reporting on
this. The methodology would need to
be developed carefully – we note
that the DSO’s methodology is
somewhat different from the one
adopted in GB.

N/A

Guaranteed Standards
of Performance
(GSOPs)
Load index63

—————————————————————————————————————————————————
Analysis by CEPA noted that the way Ofgem had set targets on customer interruptions and customer minutes lost in RIIO-ED1
had contributed to the electricity network companies earning high returns. See: CEPA, Review of the RIIO Framework and RIIO1 performance, 2018.
62

A Load Index is a quantitative way of capturing the risk to a DSO’s substation assets. This is important for the DSO’s ability to
identify emerging risks and manage its network in light of the uptake of electric vehicles and heat pumps. A Load Index can be
used to forecast load growth and any necessary network investments.
63
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Measure

Overall assessment of output

Overall assessment of financial
incentive

Health and criticality
index64

Clear customer value in reporting on
this. The methodology would need to
be developed carefully – the DSO is
proposing to adopt the same
methodology as used in GB, building
on a pilot project from PR4.

N/A

Security of supply
standards

Clear customer value in reporting on
this.

N/A

Build on the PR4 incentive.

Build on PR4 incentives. DSO has
proposed more revenue-at-risk, but
that may not appropriate for a
survey-based incentive. Targets
should be updated so that they
remain stretching.

Clear customer value in reporting on
these.

NEW for PR5. DSO proposal
includes progressively tightening
targets over time. In Section 5.4 we
explore options for this incentive.

Customer satisfaction
Broad measure of
customer service
(survey)
Communication with
customers (ESATRAT)
Provision of a time for
restoration of outages

2-day notice of planned
interruptions

N/A

Complaint resolution
Stakeholder
engagement
(combined metric)

Builds on the PR4 incentive. DSO
proposal changes some of the
weights applied to the components
of the metric.

Build on PR4 incentive. DSO has
proposed more revenue-at-risk, but
that may not be appropriate for a
process-based incentive.

Forums/surgeries with
owners of distributed
energy resources

This is a process measure.
Consumer value from this measure
is indirect.

Increased focus on engagement
with vulnerable customers
welcome.

Clear customer value in reporting on
these.

N/A

Clear customer value in reporting on
these. DSO has an active role in

N/A

Safety
Health & Safety
compliance (no
prosecutions)
Injury rate per 1,000
staff
Completing safety
investigations
Actioning investigation
recommendations
Environment
Volumes of distributed
generation

—————————————————————————————————————————————————
A Health Index is a quantitative methodology for estimating the Probability of Failure of an individual network asset, based on a
combination of asset age, location, duty factor and condition. This can inform a more effective and efficient maintenance and
asset replacement programme. The approach will also allow asset risk to be compared across different asset categories and be
monetised – enabling a comparison of the costs and benefits of asset maintenance.
64
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Measure

Overall assessment of output

MV capacity to connect
HV capacity to connect

connecting distributed generation
and enabling the capacity for
connections.

Distributed renewables
access

Continuation of the Enduring
Connection Policy from PR4.

Builds on PR4 but the increase in
revenue at risk needs to be
examined and care taken in
establishing baselines/targets

Use of flexibility

The PR5 framework should enable
and incentivise the DSO to use
flexible resources as an alternative to
network reinforcement. The DSO
should report on its progress in this
regard.

NEW for PR5. Based on a
proposed ‘scorecard’ of the output
measures on the left. DSO has
proposed ±€50m revenue-at-risk
across PR5.

Customer value in reporting on this.
But there is a risk of creating a
perverse incentive for overinvestment.

NEW for PR5. Based the output
measure on the left. DSO has
proposed ±€30m revenue-at-risk
across PR5.

Reporting on flexibility

Enabling flexibility

Visibility of LV system65

Overall assessment of financial
incentive

We agree that incentivising greater
use of flexibility is desirable, but the
proposed revenue at risk may be
too high for a new incentive. In
Section 5.4 we explore options for
this incentive.

We agree that the DSO would need
to improve its visibility of the LV
system given the expected uptake
of LCTs. But the proposed revenue
at risk may be too high for a new
incentive. In Section 5.4 we explore
options for this incentive.
Cable fluid leaks
SF6 leakage reduction

Clear customer value in reporting on
these.

N/A
N/A

Source: CEPA/GHD analysis

The extensive list of outputs the DSO proposed can be beneficial in demonstrating the breadth of its activities, and
in ensuring that the DSO’s management pays attention to all of these activities. On the other hand, the large
number of outputs could result in a less clear view of the customer value that the DSO is delivering. 66 We also
consider that a flexible regulatory framework should enable the DSO to trade-off different outputs in light on new
information, and there is a risk that the large number of outputs being proposed could make such trade-offs more
difficult. While these factors do not necessarily mean the DSO’s proposal should not be adopted, they certainly
require careful consideration, and mean possible alternatives to the DSO’s proposal should be considered.

—————————————————————————————————————————————————
Visibility refers to the level of real-time information a network operator has about its network. DSOs were historically able to
manage with low levels of visibility of the lower voltage parts of their networks because power flows were one-directional (from
transmission-connected generators down through the different levels of voltage). The increased update of distributed energy
resources (such as electric vehicles) mean that power flows at low voltage may be bi-directional, and less predictable than I the
past. So DSOs now need to have better visibility in order to manage their networks more efficiently and securely.
65

e.g. if the DSO is meeting a large number of less meaningful outputs while underperforming on one of the more impactful
outputs.
66
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4.3. TSO
4.3.1.

Summary of TSO proposals and overall assessment

The TSO has proposed to largely retain the core features of the current regulatory framework, with further
guidance on how the price control close out / ex post review process for PR5 would work.
The TSO also proposed the following changes:

•

Three new uncertainty mechanisms: a Monitoring Committee for major initiatives, a ‘package mechanism’
for currently uncertain projects, and indexation of real price effects (RPEs).67

•

Twelve outputs for PR5, each of which with a financial incentive. The outputs covered, in the TSO’s
terminology, the following areas: decarbonisation, grid security, costs and performance. The TSO has
proposed a cap and floor on total incentive rewards/penalties in a year – set at +€7 million and -€3 million,
respectively.

•

A 3% allowance over its proposed costs to account for what it says is asymmetric risk inherent in the CRU’s
ex post review (i.e. EirGrid suggests that inefficient costs incurred can be disallowed but there is no
mirroring reward for costs not spent. We understand that this view is not shared by CRU).

We consider that the TSO has made a concerted effort to respond to the CRU’s strategic objectives for PR5. With a
number of adjustments, we consider that its proposals could form the basis to a PR5 framework that focuses on the
outputs that customers value. To do so, the following key issues need to be addressed:

•

Some of the proposed outputs and uncertainty mechanisms would need to be defined carefully so that they
provide useful information for the CRU on the TSO’s costs and performance. It would also be useful to
explore an incentive related to the TSO’s role in enabling connections to the transmission system.

•

There is a need to ensure that incentive targets are set at stretching but achievable levels. The information
provided does enable this to be confirmed for each of the proposed incentives (the TSO characterises its
incentive package as having an expected positive return).68

•

Care should be taken in deciding whether incentives should have asymmetrically higher rewards than
penalties. A further key consideration is how the package of incentives might affect the financeability of the
asset-light TSO, and whether a cap on rewards / penalties should be set (and whether any such cap should
be asymmetric).

4.3.2.

Assessment of the TSO’s overarching proposals

The TSO proposed an annual cap on total rewards / penalties from incentives (the TSO is not proposing to change
the benefit sharing approach to cost over-/under-spends), with rewards capped at +€7 million and penalties at -€3
million. By way of comparison, the PR4 incentives have an annual cap of around ±€2 million per annum. The
proposed caps are asymmetric to reflect what the TSO says is the value it can offer to customers, while the
downside was informed by financeability considerations.
The TSO has also proposed a 3% allowance over its proposed costs to account for what it says is asymmetric risk
inherent in the CRU’s price control close out / ex post review process.

—————————————————————————————————————————————————
67

RPEs are any structural difference between the inflation rate for input price and the general rate of HICP inflation.

Specifically: “It is important that the overall framework is calibrated to deliver the necessary financial resilience for the
challenges ahead. An expected annual payout of over €2m per annum year on year would be necessary to restore to EirGrid the
same financial ratios the CRU provided for in PR4. Any outperformance would need to be on top of this.” (EirGrid PR5 business
plan, p. C7-20).
68
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Our view
We consider that the desired outcomes can be achieved through (1) calibration of the individual incentives (see
Section 5.5) and (2) clearer guidance on the CRU’s cost incentive regime (see Section 5.2). We do not consider
that an allowance should be provided for (perceived or actual) asymmetric risk, as this would result in the expected
return being higher than the cost of capital.

4.3.3.

Assessment of the TSO’s proposed uncertainty mechanisms

The TSO has proposed three new uncertainty mechanisms for PR5:

•

Monitoring Committee – EirGrid, the CRU and the Department of Climate Change, Communications and
the Environment (DCCAE) to meet twice a year to oversee the progression and management of
expenditure of certain large / uncertain projects.

•

‘Package’ mechanism – this would be an amount of money set aside for the TSO to draw on once the
need for the project is confirmed (i.e. for projects where need is currently unknown).

•

Indexation of RPEs –– this mechanism would involve the TSO’s allowance being automatically updated if
some measures of input prices breached certain thresholds.

We have assessed the TSO’s proposed uncertainty mechanisms against the criteria listed at the top of this section.
The outcome of our assessment is summarised Table 4-3 with further details in Appendix A.1.
Overall, we consider that:

•

The proposed Monitoring Committee would require further clarification on membership, roles, and
interactions with the PR5 close out / ex post review process to ensure that the intended aims are met.

•

The proposed ‘package’ and RPEs mechanisms need more consideration in terms of how they would
operate in practice, create an appropriate risk allocation between customers and the TSO and ensure they
do not create perverse incentives for the TSO.

In all cases, the proposed uncertainty mechanisms require careful consideration against the CRU’s stated principles
for the PR5 regulatory framework, in particular, the importance of appropriate risk allocation between the TSO and
customers and the expectation that by the CRU that the TSO remains solely responsible for its expenditure
decisions.
Table 4-3: Overall assessment of the TSO’s proposed PR5 uncertainty mechanisms
Mechanism

Assessment of uncertainty mechanism
Need and
controllability

Monitoring Committee
for major initiatives

Materiality

Ease of
implementation

Appropriate
allocation of
risk

Overall
assessment

A Monitoring Committee would be one way to action important projects during the
regulatory period if their need is currently deemed uncertain. This should give the TSO
additional confidence that efficient costs incurred on these projects would be funded.
We, therefore, think that a Monitoring Committee can provide an effective challenge for
the need of important projects, subject to appropriate governance arrangements.
Any such arrangements would need to retain the accountability for costs with the TSO,
while the CRU would need to be able to assess the efficiency of these costs to a
comparable degree as for costs set ex ante. Further clarity is required on how the
TSO’s proposal would achieve that (see Appendix B for further discussion).
Overall, we consider that a Monitoring Committee that consists of a stakeholder panel
could be effective in demonstrating the need for major investments that did not have
an ex ante allowance (the CRU could be an observer to the group). However, our
41

Mechanism

Assessment of uncertainty mechanism
Need and
controllability

Materiality

Ease of
implementation

Appropriate
allocation of
risk

Overall
assessment

experience with such arrangements in other jurisdictions suggest that such panels
typically do not have the expertise to sufficiently challenge a company’s costs. To
ensure that the costs incurred are efficient, an independent advisor could review the
TSO’s proposals and report on them to the group and the CRU. These reports could
then inform the CRU’s determination at the PR5 close out / ex post review process on
the final level of costs added to the allowance (see Section 5.3 for more details).
It may also be appropriate to consider structuring the Monitoring Committee as a
forum that provides guidance and challenge rather than a decision-making body – this
means the TSO would remain solely responsible for its operational and investment
decisions, and the CRU would remain ultimately responsible for setting/adjusting
allowances. In this case, the Monitoring Committee would be closer to a stakeholder
challenge group or forum as has been successful employed in other regulatory
contexts.69 The Committee would provide the justification, challenge and evidence
base to support the need for additional expenditure in PR5.
A bigger departure from the TSO’s proposal would be to introduce a review around the
midpoint of PR5, in which progress against major initiatives and the need for new major
initiatives would be reviewed in detail. Allowances for the rest of PR5 would then be
adjusted, if required as a result of the review.
‘Package mechanism’
The TSO proposes that this mechanism would only be used for projects where the
costs of a proposed project / deliverable is well understood at the time of the price
review but there is uncertainty around when the project will be delivered (i.e. timing
uncertainty). The project expenditure would be released if trigger mechanisms /
contingent events are demonstrated to be met.
The TSO has not identified any such projects, which makes it difficult to assess the
potential materiality of the mechanism.
The successful implementation of this uncertainty mechanism requires very clearly
defined projects, project costs and criteria associated with the envisaged contingent
event that triggers the need for the expenditure. Further information is required from
the TSO before that can be ascertained for this mechanism in PR5.
Indexation of RPEs
The TSO’s proposal links to its request that the cost allowance baseline be uplifted by
1.0% for RPEs (net of scope for ongoing productivity). There are at least reasons to
question if the TSO’s cost inflation will be expected to be as structurally and materially
above general inflation in PR5 as indicated in the submission.70
The TSO has some degree of control over its labour costs – for example, through its
pay policies and procurement/contracting decisions – and indexation of RPEs could

—————————————————————————————————————————————————
Customer challenge groups are an increasingly key part of network utility businesses planning processes in GB and Australia.
Challenge forums and groups are also a part of the latest round of price control reviews in those countries.
69

For further discussion of this issue see: CEPA, Real price effects and ongoing productivity improvements for PR5 - Report for
the CRU
70
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Mechanism

Assessment of uncertainty mechanism
Need and
controllability

Materiality

Ease of
implementation

Appropriate
allocation of
risk

Overall
assessment

result in weakening of incentives and/or inappropriate risk allocation if passing-through
macroeconomic trends to the TSO’s costs allowance. 71
At the same time, we would also expect movement in labour rates in the general
economy to act as an external cost driver for the TSO.
As discussed in Appendix A, the impact on TSO’s incentives and risk allocation
between the TSO and customers would need to be carefully considered before any
indexation mechanism was accepted by the CRU.
For example, rather than an automatic indexation mechanism, a deadband around a
long-term estimate of labour RPEs could be an alternative approach to consider that
would mitigate annual price volatility from RPEs and potentially create stronger
incentives for the TSO to manage its costs.
Source: CEPA/GHD analysis

4.3.4.

Assessment of the TSO’s proposed outputs and incentives

The TSO has proposed 12 outputs for PR5, each of which with a financial incentive. Our assessment of each is
summarised in the table that follows, with further detail provided in Appendix B.3.

Our view
Table 4-4: Overall assessment of the TSO’s proposed PR5 outputs and incentives
Measure

Overall assessment of output

Overall assessment of financial incentive

Share of electricity
from renewable
sources

While this is an important metric on
progress against the CAP, it may not
be a representative measure of the
TSO’s impact on the electricity
system. For example, a growing share
of renewables may connect at the
distribution level.

NEW for PR5. TSO proposal implies
that modelling would be used to
define a baseline each year to
identify a target share of RES. This
would include rebasing the target for
“events outside of its control”.
Further detail is required to
determine whether this would be a
meaningful incentive after such
exclusions.

System Non
Synchronous
Penetration (SNSP)

Clear customer value in reporting on
this. TSO has an active role in
managing SNSP.

NEW for PR5. The SNPS limit in any
month can be clearly compared to
the target that is in place for that year

Renewable Dispatch
Down (%)

Clear customer value in reporting on
this. TSO has an active role in
managing dispatch down.

NEW for PR5. Setting the baseline
would require careful consideration.
Therefore, the points at which
rewards/penalties kick in and their
strength should be commensurate
with the level of confidence in the
baseline.

Decarbonisation

—————————————————————————————————————————————————
Ofgem considered indexing RPEs or RIIO-ED1 and concluded against doing so. At the time it noted that “We think the RPE
and ongoing efficiency assumptions reflect what an efficient DNO can achieve. It is up to each DNO to balance the price it pays
for its inputs against the productivity improvements achievable by these inputs.” (Ofgem, RIIO-ED1: Final determinations for the
slowtrack electricity distribution companies - Business plan expenditure assessment, p .159)
71

However, Ofgem is revisiting the use of RPE indexation for RIIO-2.
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Measure

Overall assessment of output

Overall assessment of financial incentive

Build on the PR4 incentives.

Same as PR4 incentive. Target
should be updated so that it remains
stretching.

Grid security
System Minutes
Lost
System Frequency
(%)

Builds on the PR4 incentive. The
TSO proposed a number of changes
for how the target is defined and the
level at which rewards/penalties
apply.
Setting the baseline would require
careful consideration – balancing
evidence on the TSO’s achieved
level of performance against the cost
of ancillary services that the TSO
would incur in meeting the target (as
these are passed-through to
charges).

Benchmarking of
EirGrid Group cyber
security

Clear customer value in reporting on
this. Care must be taken if information
about cyber security vulnerabilities is
to be published.

NEW for PR5. We note that the TSO
requested (and we recommend
allowing) funding in PR5 for its cyber
security.72 Setting a target needs to
take that into account to mitigate the
potential for double-remuneration of
the TSO for the same expenditure.
As such, this may work better as a
price control deliverable (see Section
5) than as a financial incentive.

Joint TSO/TAO reporting against the
planned invoicing/spend profile for
PR5. The proposal would exclude a
wide range of factors the TSO/TAO
consider are outside of their control
(land access, customer consent, etc.).

Builds on the PR4 incentive –
interactions with planning and
delivery incentives are important. It
would also be important to ensure
that only factors that are truly outside
of the licensees’ control are
excluded.

Cost
Network Project
Handover

This output would capture a process
that, if effective, can benefit
consumers by leading to faster/more
efficient delivery of essential
investment.
Imperfections

Builds on the PR4 incentive.

The potential upside and downsides
should be considered carefully (the
TSO’s proposal is for higher upside
than downside).
Builds on the PR4 incentive. With
imperfections potentially becoming a
growing cost items, there may be a
case for exploring different
incentives and means to encourage
the TSO to address network
constraints, as we do in Section 5.4.

—————————————————————————————————————————————————
GHD and CEPA, Consultancy Support for Electricity Transmission Revenue Controls (2020-2025) - Price Review 4 and 5 TSO
and TAO Opex and Capex
72
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Measure

Overall assessment of output

Overall assessment of financial incentive

Stakeholder
Engagement

Builds on the PR4 incentive.

Builds on the PR4 incentive.
Appropriateness of the TSO’s
proposal for higher revenue-at-risk
should be considered carefully as
this is a survey-based incentive.

Infrastructure
Delivery

Builds on the PR4 incentive.

Builds on the PR4 incentive. The
TSO’s proposal of a upside-only
incentive should be considered
carefully.

Performance

Investment Planning
Deployment of New
Technology

This is a process measure, but the
TSO has proposed a detailed
‘scorecard’ methodology.

Source: CEPA//GHD analysis

4.4. TAO
ESB Network’s proposal does not specify whether its proposals for the DSO – such as a totex approach to
differences between outturn and allowed costs, a cap and floor on total returns, and uncertainty mechanism related
to storms – should also apply to the TAO.
On outputs and incentives, the TAO has generally proposed to retain same the mechanisms from PR4, with the
addition of a joint TSO/TAO incentive.

Our view
We have summarised our assessment of the proposed output and incentive in the table below, with further detail in
Appendix B.2.
Table 4-5: Overall assessment of the TAO’s proposed PR5 outputs and incentives
Measure

Overall assessment of output

Overall assessment of financial incentive

Reliability scorecard

Same as PR4 incentive.

Same as PR4 incentive. Target
should be updated so that it remains
stretching, in line with the
expectations when then PR4 targets
were set.

Joint TSO/TAO
incentive

Three joint metrics within the
Investment Planning TSO incentive.
These include sensible criteria
measuring for cooperation between
the two licensees.

Builds on PR4 TSO incentive. The
TAO’s proposal of a upside-only
incentive should be considered
carefully.

Source: CEPA/GHD analysis
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5.

STRAW-PERSON REGIME OPTIONS FOR PR5

In this section, we build on our assessment of the licensees’ proposals and the principles set out in Section 3 to
present the key features of a regulatory framework that could be developed for PR5 to support the CRU’s strategic
objectives. We develop this ‘straw person’ of a regulatory framework using the building blocks outlined in Section 3.
For some building blocks we have presented options that adopt the licensees’ proposals in full or with only
incremental changes to those proposals – e.g. the level of a performance target or the incentive reward/penalty. In
other cases, we have set out options that involve more fundamental departures from the licensees’ proposals,
either because we consider other options may be better aligned with the CRU’s objectives (see Section 3), or we
consider other options are worth further consultation alongside the licensees’ proposed solutions – this is especially
the case where we have scored part of a licensee’s proposal ‘red’ in Section 4.
We provide a summary of the key proposals, with supporting information provided in Appendices C and D. Note
that our proposal does not cover: the techniques that should be used in the ex ante cost assessment; the regulatory
treatment of ongoing productivity and RPEs; and the WACC and financeability testing.

5.1. OUTPUTS AND DELIVERABLES
Both licensees have proposed regulatory frameworks that are “output-based” and many of the proposed “outputs”
have been linked to performance incentives (see Section 4). As discussed in Section 3, with potentially more
unforeseen changes to the Irish electricity sector, we consider the regulatory model in PR5 needs to be more ‘agile’
and, therefore, place a greater emphasis on the outputs that the network companies need to deliver. More
generally, consumers would benefit from a regulatory framework that places emphasis on the outputs being
delivered as opposed to the inputs being used. We support the licensees’ ambitions in this regard.
However, we do consider that alongside higher-level output metrics, the regulatory framework in PR5 should
include what we described in Section 3 as ‘intermediate outputs’ or price control deliverables (PCDs). These PCDs
would be more closely attached to elements of allowed opex and capex in PR5, particularly key initiatives and “step
changes” in expenditure that both licensees have proposed as part of their business plans. 73 Clearly a balance
needs to be struck between PCDs being overly restrictive in how licensees choose to approach delivery in PR5,
with the expectation that funded expenditure in PR5 should be used for stated purposes: to support performance
improvements and/or delivery of the broader outputs package expected from the licensees during PR5.
We set out our proposals for PR5 outputs in the subsections below.

5.1.1.

TSO

As discussed in Section 4, we are broadly supportive of the TSO’s high-level categories and proposals for output
measures. The one exclusion that we make is the share of electricity from renewable sources. Clearly this is an
outcome that is the intended consequence of the CAP. However, we consider for the purposes of the TSO’s price
control, outputs should be focused more on defined services and activities that are controllable by the TSO and
then contribute to the CAP and Ireland’s ambition to increase the share of electricity from renewable sources. So,
for example, we are supportive of outputs that relate to grid connections, management of transmission system
constraints and SNSP as these closely relate to the TSO licensed activities and support the CAP.

—————————————————————————————————————————————————
We note that in some cases, the GHD-CEPA opex and capex reports have proposed that some of these initiatives and step
changes should not be included in the draft decision, pending further discussion and review of information submitted by the
licensees on the need, additionality and efficiency of the proposed initiatives. We consider that the regulatory framework can still
be developed with PCDs in mind that might accompany these initiatives, alongside further consultation on the appropriate opex
and capex allowances for these initiatives, i.e. the level of funding provided.
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In Section 5.4 we also comment on a possible incentive that would capture collaboration between the TSO and
DSO to ensure that their activities result in a secure and reliable energy system that meets consumers’ needs at the
lowest possible cost.
We also consider that a form of PCD should be attached to some of the initiatives that the TSO has proposed a step
change in funding for in PR5. This would create a clear set of expectations as to what the TSO is expected to
deliver in PR5 (recognising that in practice it may have to change or reprofile its plan in response to new
information). We would expect that as part of the PR5 lookback process at the PR6 review, that the TSO’s
submission would identify:

•

The original objectives of the initiative.

•

How the initiative contributed to the TSO’s primary outputs and outturn performance.

•

Impact of the delivered initiative on TSO costs.

Where there are material changes to the business priorities and the strategic initiatives delivered in PR5, we would
expect the TSO to provide an explanation of those material changes and how they developed over PR5.
In addition to setting clear expectations ex ante of the TSO is being funded to deliver, this monitoring of the delivery
of the strategic initiatives would be expected to be an important input to any form of ex post review in the cost
incentive framework for PR5 (see Section 5.2). We have listed below some key initiatives that we might expect
PCDs to apply too. This is not meant to be an exhaustive list of PCDs – these would need to be set out as part of the
acceptance of the CRU’s final determination for PR5 – but an illustration of the types of intermediate outputs that we
would expect to form part of the assumptions for the price control.
Possible PR5 Price Control Deliverables for the TSO (illustrative, non-exhaustive)
Strategic initiatives
• DS3+

• Operate, Develop
and Enhance the
Grid

• Enhanced
Customer Journey

• Engagement
and Education

• Enduring Access
Planning & Connection
Management

• Capacity
secondary market

• State Aid
Cross Border
Capacity

• Other – TBD

Specific project deliverables
• Implementing a
mixed integer

• European
network codes

Source: CEPA/GHD review of TSO business plan

5.1.2.

DSO

The DSO proposed over 50 outputs, 11 of which had incentives. We would suggest the focus should be on the
incentives (bearing in mind our assessment in Appendix B.1) but stress that this does not prevent the DSO from
reporting extensively about its other activities, including those captured by its proposed outputs.
We also consider that the TSO and DSO should jointly report on how they have been coordinating their activities to
ensure a secure and reliable energy system that meets consumers’ needs at the lowest possible cost.
As with the TSO, we consider that the DSO should have a set of PCDs that accompany key initiatives that are
funded in PR5. Again, this would create a clear set of expectations as to what the DSO is expected to deliver in PR5
(recognising that in practice it may have to change or reprofile its plan in response to new information). We would
expect the DSO as part of its PR5 lookback submission to explain:

•

The original objectives of the initiative.

•

How the initiative contributed to the DSO’s primary outputs and outturn performance in PR5.

•

Impact of the delivered initiative on DSO costs.
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Our proposed approach to PCDs is broadly similar to that proposed by the DSO itself – the DSO’s plan suggests
that particularly key strategic elements of its capex programme could be treated as PCDs in PR5, subject to
clawback of the ex ante allowance if they are not delivered.
We have listed below some of the key initiatives that we might expect PCDs to apply to. The smart metering PCD
could be particularly important given its delivery could be affected by both internal and external factors, and there
are interactions between delivery of the smart metering programme and other cost categories that would need to
be taken into account (e.g. meter reading and data aggregation). Another important programme for PR5 is the
transformation of the DSO to support the CAP and the energy transition – as reflected in the use of flexibility
services, having greater visibility of the LV network, and innovative uses of the information provided by smart
metering.
Again, these are listed for illustration purposes, and we would expect the PCDs to be finalised as part of the
acceptance of the final determination, and pending the outcomes of the consultation on the funded opex and capex
allowances that would support a number of the new initiatives that the DSO has proposed for PR5.
Possible PR5 Price Control Deliverables for the DSO (illustrative and non-exhaustive)
Strategic initiatives
• LV visibility

• Flexibility
tenders

• Smart metering

• HV station
renewals

• MV rural and urban
condition assessment
and follow on

• Remote meter reading
– max demand meters
for MV90

• Asset health
indices

• Other – TBD

Specific project deliverables
• LiDAR for timber
management

• Meter Reading
- Long Term No
Access

Source: CEPA/GHD review of DSO business plan

5.1.3.

TAO

The TAO has a more limited number of proposed outputs given its more focused delivery role in the transmission
system. We broadly support the outputs that the TAO has proposed and the associated incentives.
As with the other licensees, we have listed below, some of the key project deliverables that we would expect PCDs
to apply to the TAO.74 Again, this is provided for illustration purposes only and we would expect the PCDs to be
finalised, pending the outcomes of the consultation on opex and capex allowances.
Possible PR5 Price Control Deliverables for the TAO (illustrative and non-exhaustive)
Specific project deliverables
• North South 400
kV Interconnector

• Cross Shannon
400 kV cable

• Intel 220 kV

• STATCOM

• Other – TBD

Source: CEPA/GHD review of TAO business plan

5.2. TREATMENT OF COSTS AND EFFICIENCY INCENTIVES
We have considered three options for the treatment of costs and the creation of efficiency incentives in PR5. These
can be summarised as follows:

—————————————————————————————————————————————————
74

Strategic initiatives typically sit with the TSO
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•

Incremental change: We have developed two variants of this approach, Broad & Flexible (Option 1) and
Agile & Guidance Based (Option 2). Both options maintain the ex ante determination of cost allowances
and outputs as the key feature of the regime, but they differ by the scope and granularity of the principles
set out for ex ante and ex post treatment of costs.

•

Fundamental change (Option 3): This option is broadly similar to the DSO’s proposal. It places greater
emphasis on the regulator getting the cost allowances and outputs right at the ex ante step, with a narrower
approach to the ex post review. The other key difference to Options 1 and 2 is that under- and over-spends
would be reviewed and incentivised on a totex basis.75

We discuss each of the options in the subsections below.

5.2.1.

Option 1 – Broad & Flexible

The Broad & Flexible incremental change option would:

•

Continue with separate ex ante opex and capex allowances.

•

Be expected to involve an ex post review in which the obligation would be on the licensees to explain any
differences between allowed and outturn costs and the efficiency of the variations. The CRU would
undertake its review at a relatively disaggregated / bottom-up cost category level, with any restatement (ex
post) of allowances based on the agreed principles of the review.

This option is closest to the existing regulatory framework but with greater guidance provided on the underlying
principles of the review, which should provide clarity on cost variations from the allowance would be treated.
Primarily this guidance would focus on the principle that so long as outputs are met and that the licensee
demonstrates that variations have been efficient, allowances are re-stated in the ex post review to outturn costs.
The licensee would be able retain the benefit from any material underspend (opex or capex) if it can demonstrate
that the overall underspend is the result of efficiency savings made during the price control. The outputs and PCDs
that are agreed for PR5 would form an important input to this ex post review process. The licensee would be
expected to bear the cost of any material overspend that it cannot demonstrate are efficient and costs that were
incurred and are demonstratively inefficient76 may not be allowed to be recovered from customers.
We consider that the regulatory framework proposed by the TSO for PR5 most closely resembles a Broad &
Flexible framework. Again, broadly it can be thought as the current system, but with new guidance on the
principles and treatment of cost deviations from the ex ante allowance.

5.2.2.

Option 2 – Agile & Guidance Based

The Agile & Guidance Based incremental change option would:

•

Continue with separate ex ante opex and capex allowances.

•

Be expected to involve an ex post review in which the obligation would be on the licensees to explain
differences between target and delivered outputs, the efficiency of incurred expenditure and any
corresponding differences in costs to the allowance. The CRU would review:
o

Differences in total controllable opex, subject to a review of opex-related outputs and
deliverables. Differences between outturn and allowed opex would be subject to a pre-determined
sharing rate (e.g. 100% or 50%) after any adjustments for outputs and PCDs.

—————————————————————————————————————————————————
Alongside other regulatory rules as set out in ESB Networks’ PR5 business plan annex DF01-03: Regulatory Framework,
December 2019.
75

e.g. the licensee cannot provide any information or justification for the need for the incurred expenditure, or there is evidence
provided that best practice design and project delivery processes were not followed.
76

49

o

Capex at a more granular level – individual cost categories, programmes or projects – i.e. a
“deep” dive assessment, if the CRU considers there has been a material variation between ex ante
assumptions and outturn delivery of outputs and ex ante assumptions and outturn capex.77

Under the Agile & Guidance Based approach, the licensee would be incentivised to both defer capex when it is
efficient to do so and find efficiency savings when delivering the capex programme. These incentives would be
created through guiding principles for the close-out process / ex post review of PR5, which would describe:

•

how movement of costs between categories (e.g. capex and opex) would be treated where the licensee
can demonstrate the need and efficiency (e.g. through cost-benefit analysis);78

•

how additional outputs or PCDs that were not envisaged at the time of the PR5 ex ante review would be
treated in the final true-up of allowances, if not already captured in other uncertainty mechanisms.79

5.2.3.

Option 3 – Fundamental Change

The more Fundamental Change option would be similar to the DSO’s proposal, with the CRU expected to define
upfront how the ex post review of outputs and PCDs would be expected to operate in this regime. We consider that
the DSO’s proposal has merit and aligns with some of the principles that the CRU set out for the PR5 regulatory
framework. In particular:

•

it will help to align and “equalise” incentives between opex and capex and, therefore, help to support
objectives like the facilitation of flexibility solutions; and

•

create an ex post review process that is more focused on the licensees’ delivery against the outputs, PCDs
and strategic objectives.

The main issues that we identify with this approach are:

•

Thought would be required as to whether it could be adapted to the TSO – we consider that it could be, but
further development work is likely to be needed.

•

As discussed in section 4.2, the proposal is complex, particularly once the protections and sharing rules
around the capex programme are considered alongside the totex variation mechanism. A further
complexity relates to how outputs would be baselined and equivalenced so that performance against
targets would be captured to inform the cost review.

•

A guidance-based regime – as envisaged, for example, in the Agile & Guidance Based model – may be able
to achieve similar objectives, perhaps with less complexity.

•

The DSO’s proposal appears to propose that the full variation (under- or over-spend) up to a cap and collar
is borne by the licensee (although a sharing factor could easily be introduced).80

In our view, protecting consumers’ interests under the DSO’s proposal also relies on the resources that are funded
ex ante being commensurate with the expected outputs and PCDs. Given the context of PR5 – single jurisdiction
licensees, the uncertain operating environments in PR5, and the step change in requested expenditure for the price
control relative to current expenditure run rates in PR4 – there is at least a possibility that this may not be the case.
Regulatory confidence in the proposed incentive regime and the potential for windfall gains or losses will depend on
the confidence in the baseline level of allowed expenditure.
—————————————————————————————————————————————————
This would involve an assessment of both the delivered outputs and the PCDs and the variation in capex compared to the
expectations made in the ex-ante allowances.
77

78

This would be used, in particular, to help the DSO deliver flexibility services.

This would be to ensure that the regime is symmetric, and that the licensees can be clear that allowances may be reduced if
delivery is lower than expected but also increased if delivery is greater than expected.
79

80

e.g. rather than benefiting from the underspend in full (100%), a percentage (e.g. 50%) could be shared with customers.
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The DSO’s proposal builds in some protections against these issues – caps and collars and various protections
around the treatment of the capex programme and PCDs. However, we would suggest the proposed regime would
– to a degree – still shift the burden of proof to the CRU to demonstrate that underspends are the result of under
delivery against ex ante expectations, rather than a result of true efficiency savings. This is in contrast to the current
system where the burden is more on the licensees to demonstrate that expenditure is efficient.81
Of course, the objective of the proposed totex system is to provide strong and transparent sharing rules to help
promote and clarify efficiency incentives and help enable greater innovation. The question is whether the outputbased framework, PCDs and uncertainty mechanisms (see Section 5.3) are sufficiently clear and linked to
expenditure decisions made in PR5, that a meaningful assessment of the licensees’ delivery performance can
indeed be made. This is a regime execution challenge for PR5.

5.2.4.

Our recommendation for PR5

The key elements of each of the three options described above are summarised in Table 5.1. Any one of these
three options could be developed to meet the CRU’s objectives for PR5, but each presents a number of trade-offs
or compromises. Given the principles and objectives for the PR5 regulatory framework (see Section 3) we consider
that a regime more closely aligned to the Agile & Guidance Based is worth consideration for PR5.
Compared to the Broad & Flexible approach, we consider the Agile & Guidance Based option:

•

May offer a clearer framework – alongside the output and PCD-based framework proposed in Section 5.1 –
to set out ex ante what the licensees are expected to deliver in PR5. This would then form a basis against
which actual delivery can be verified at the ex post review.

•

Can provide stronger incentive properties for the licensees to find efficiency savings across their
businesses in the confidence that they will be able to retain at part of the efficiency savings they achieve. 82

•

Should potentially be simpler to operate and administer at the ex post review of PR5, with many of the
same objectives as the current regime, but clearer expectations and principles for the treatment of opex
and capex under-/over-spends in the context of specified outputs and deliverables.

Compared to a more Fundamental Change as envisaged in the DSO’s proposal, adopting the Agile & Guidance
Based option would depend on:

•

the CRU’s ambitions to transition to a full totex regime (applied at both the ex ante and ex post stages) for
the next price control – i.e. PR6;

•

the degree of confidence in the ex ante estimates of allowed expenditure on a combined opex and capex
basis, relative to the agreed outputs and PCDs; and

•

the degree of regulatory flexibility and discretion that the CRU may wish to retain as part of the review of
the licensees’ delivery in PR5.

There are also some commonalities between the Fundamental Change and the Agile & Guidance Based options.
So, in principle, the detailed components of the incentive framework could be developed alongside further
consultation and discussion on the key principles of either cost incentive regime. Common factors to both models
include:

•

Guidance and principles for variations in costs and outputs relative to those set ex ante.

—————————————————————————————————————————————————
We consider that the burden of proof should typically sit with the party that has more information on efficient costs, and given
the information asymmetry inherent between a regulator and a licensee, a change of the burden of proof from the current
system should be deliberated and challenged by the CRU and stakeholders before it is introduced.
81

82

With clear principles set out ex ante to reflect this.
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•

Approach to time value of money adjustments. 83

•

Treatment of outputs, PCDs and strategic elements of the capex programme.

•

Interactions with uncertainty mechanisms.

•

Power of incentives (e.g. sharing rates of under- and over- spends).

—————————————————————————————————————————————————
83

Licensees would be expected to be compensated for the time value of revenue adjustments.
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Table 5-1: Summary of potential options for PR5 regulatory framework
Element

Broad and flexible

Agile & Guidance Based

Fundamental change – totex based

Definition of
allowances

Opex and capex allowances are
separate

Opex and capex allowances are separate

Opex and capex allowances ex ante

Flexibility to move allowances between opex and capex subject
to principles agreed ex ante

Variations (ex post) assessed on a totex basis

Opex ex ante
& ex post
assessments

At defined categories of
operating expenditure

Total controllable opex– subject to the outcome of an initial
output delivery performance review

Totex based

Capex ex ante
& ex post
assessments

At defined categories of capital
expenditure

“Shallow” or “deep” dive assessment of capex dependent on the
outcome of an initial output delivery performance review

Opex incentive

100% of efficiency saving

Sharing rate on total opex variations

Licensee retains the benefit of underspends up
to a defined cap and collar

Capex
incentive

5-years of depreciation and
return on the capex saving

5-years of depreciation and return on the capex saving

Specific carve outs for elements of the capex
programme

Guidance

Relatively high level focused on
the key principles that will be
applied

Detailed principles agreed ex ante on:

Defined for:

• Flexible use of allowances

• Calculation of totex variations

Deep dive assessment is applied to categories or project level
spend – may differ by business area

Period of return and depreciation on efficient deferral of projects
until start of PR6

• Governance of ring-fenced funds

84

• Categories of capex variations and treatment of those capex
variations compared to delivery of outputs
• Treatment of opex variations in the event of over or under
delivery of PCDs outside of uncertainty mechanisms
Source: CEPA/GHD

—————————————————————————————————————————————————
84

ex post review if the licensee under delivers its
outputs and PCDs and under spends costs

For example, upfront opex for flexibility solutions – see next section.
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• Interaction between outputs, PCDs and cost
incentives
• Process / principles for ex post review if
triggered

5.3. UNCERTAINTY MECHANISMS
Uncertainty mechanisms can be used within a regulatory framework to overcome cost, timing and/or output
uncertainty. Uncertainty mechanisms should be defined within the ex ante assessment and evaluated during the
price control period (e.g. uncertainty mechanism annual revenue adjustments) and/or at the end of the price control
period. Whether a mechanism comes into effect during or after a regulatory period would depend on the risk that is
being mitigated, and on the design of the uncertainty mechanism.
In the sub-sections below, we describe a set of bespoke uncertainty mechanisms we consider could form part of
the regulatory framework for each licensee in PR5 in addition to the overall cost management framework discussed
in Section 5.2. The options we explore in this section build on our review of the licensees’ proposals in Section 4.

5.3.1.

DSO

Our review of the DSO’s proposal identified that two uncertainty mechanisms had been well justified: those related
to large customers and to domestic customers. We propose that they are adopted in PR5, subject to some
potential limitations being addressed in further consultation between the CRU, DSO and stakeholders (see
Appendix C for details). These primarily relates to the CRU’s involvement during PR5 to verify that the conditions
for triggering either mechanism have indeed been breached.
The DSO also proposed uncertainty mechanisms for LCT uptake and exceptional weather events. In Section 4.2 we
took the view that the DSO had demonstrated that the regulatory framework should suitably support the DSO in
managing the uncertainty around of these factors. However, we also highlighted potential unintended
consequences of the mechanisms as proposed by the DSO. We agree that the uncertainty associated with LCT
uptake should be managed through a specific mechanism (see Appendix C for details of a potential mechanism).
We consider that costs imposed by exceptional weather events are best addressed through a full review at the
close out of the price control (in whatever form – from Section 5.2 – CRU decides to adopt), with the CRU
potentially agreeing to ‘placeholder’ costs through the annual tariff setting process (as currently).
We also consider that one other uncertainty mechanisms should be explored for the DSO:85

•

Pay as you go (PAYG) meters – under delivery of PAYG meters resulted in a notable underspend in PR4.
The variation between forecast and outturn volumes of PAYG meters was influenced by broader
macroeconomic factors that are not in the DSO’s control. We consider that a volume driver could be
effective at better linking the DSO’s allowances to the volume of PAYG meters delivered during PR5.
The PAYG meters mechanism would, in effect, codify any adjustments to allowances that would normally
be expected to happen through the PR5 ex post review when comparing allowances to outturn delivery.
The additional clarity provided through such mechanisms should give the DSO confidence that it would be
able to recover its efficient costs. We recommend that the CRU and DSO engage on how the uncertainty
mechanism should operate in practice.

Uncertainty regarding the use of flexibility services
Finally, we recognise the importance of incentivising and enabling the DSO to conduct flexibility tenders during PR5
where it is efficient to do so. However, there is considerable uncertainty about the extent to which flexible energy
resources would participate in such tenders during PR5 or at what the cost. While the DSO has commendable

—————————————————————————————————————————————————
As part of the DSO’s PR5 opex assessment we also identified that an uncertainty mechanism should be considered for
forestry and wayleaves costs. After consideration, we do not think that the risk of factors outside the control of the DSO driving
increases in wayleaves opex are likely to be sufficiently material to warrant a standalone uncertainty mechanism. Variations
between allowed and outturn costs for forestry and wayleaves would be recovered through the cost incentive under all three of
the options that were set out in section 5.2.
85
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ambitions to use flexibility services during PR5, we expect it will also need to develop its own internal working
practices, to embed these new solutions within its network planning functions.
In its business plan, the DSO has proposed an ex ante opex allowance that is based on the net present value (NPV)
of expected capex savings from flexibility tenders, based on evidence on the success of such tenders in Britain. 86
We support the DSO’s ambition to use flexibility services but consider that its proposal also raises some issues. The
proposal could result in windfall gains or losses for reasons that may be outside of its control – for example, if it is
unable to deliver the expected number of flexibility tenders because of insufficient uptake of LCT at locations where
flexibility tenders were expected to be used. This may particularly be the case if the proposed allowance operated
within the fundamental change approach to the cost incentivisation regime that the DSO has proposed for PR5,
absent of a PCD framework around the use of flexibility tenders.
So how should the regulatory framework enable the DSO to use flexibility services where efficient? There are four
essential questions that we consider need to be answered:

•

How would a starting ex ante allowance for flexibility services be set and what would it cover?

•

How would uncertainty around the volume of flexibility services (e.g. number of locations on the network
where a flexibility tender is run) be treated?

•

How would uncertainty around the cost of flexibility services be treated?

•

How would the DSO be incentivised to use flexibility services, given that from its perspective traditional
capex reinforcement may be seen as a less risky option?

Broadly, we have identified three options that could be adopted.
Option 1 treats the costs of meeting the network planning need as part of the overall cost allowance, with the ex
ante allowance established at the PR5 review based on the costs of the required capex (this could be thought of as
the ‘counterfactual’ to using flexibility services). If the DSO delivers these projects through flexibility tenders, it
would retain the benefit of any underspend, relative to the capex counterfactual, until the start of PR6.
At the PR5 close-out / ex post review process, the opening RAB for PR6 would be trued-up (reduced) to reflect the
deferral of the capex in the original PR5 ex ante allowance. The additional opex that the DSO incurred in procuring
the flexibility would count against the total opex allowance for the DSO and any resulting overspend would be
remunerated in accordance with the efficiency sharing rules.
To give an illustrative example:

•

Say the DSO was due to deliver 5 reinforcement projects, each of which was given an ex ante capex
allowance.

•

Also say the DSO delivered one of these projects via a flexibility tender during PR5, at a lower cost than the
capex allowance.

•

Under the Agile & Guidance Based cost incentive framework, the close out process for PR5 would reduce
the opening RAB at PR6 given the deferral of the capex.

•

The DSO would retain the NPV benefit of the efficient deferral of the capex project (the return and
depreciation on the deferred capex in PR5) before the opening RAB is trued-up at PR6.

•

The DSO would recover any overspend on opex as a result of delivering the flexibility solution, subject to
the cost efficiency rules, as the expenditure counts against its opex allowance.

—————————————————————————————————————————————————
86

The DSO is also proposing a financial incentives with symmetric rewards/penalties, based on a ‘scorecard’.
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This approach is flexible to the employment of any number of flexibility tenders in PR5, provided that there is an ex
ante provision for the project in the capex allowances that can be offset.
In the example provided, while the DSO would benefit in NPV terms once the adjustments to capex and opex are
made at the time of the PR5 ex post review, during the regulatory period this substitution could have a negative
impact on the DSO’s cash flows as it would incur opex in-year but be remunerated through the (slower)
depreciation of and return on the capex during the price control.
It can also be seen that for Option 1 to be effective, the treatment of (sharing rates applied to) over-/under-spends
would also need to be carefully calibrated to enable efficient substitution between capex and opex. This point
applies to all cost categories and is not specific to flexibility services. However, there is a risk with this approach
that the DSO is not held whole for the total opex it incurs in funding flexibility solutions.
Option 2 also treats the costs of meeting the network planning need as part of the overall cost allowance, but this
time the ex ante allowance is based on the forecast costs of the flexibility services themselves (treated as opex).
This addresses the cash flow timing issue flagged with regard to Option 1.
To mitigate the risk of windfall gains from an unused opex allowance, PCDs could be defined for the expected
flexibility tenders, with the allowances funded upfront clawed back at the close out / ex post review process for PR5,
if these tenders are not delivered (how the PCDs are defined would require careful consideration).
The main issue with Option 2 is that the incentive to undertake more flexibility tenders than in the ex ante allowance
may be limited, as the DSO would bear any over-/under-spend on these (i.e. beyond the ex ante allowance, this
effectively turns into Option 1). Another challenge with Option 2 may be in estimating a reasonable ex ante
allowance for flexibility services opex – particularly in Ireland where there is no precedent that could be used to set
these allowances. While the DSO’s proposed provision in its business plan provides a reasonable starting
assumption, it is unclear how sufficient this provision is under different possible outturn scenarios.
Option 3 would apply a “cost-plus” based methodology to funding the DSO for flexibility solutions in PR5. The CRU
would set a ring-fenced fund for flexibility solutions. The DSO would be able to draw down against this fund during
the price control, in order to deliver flexibility solutions. If expenditure on flexibility solutions exceeds the fund – e.g.
more projects are delivered than expected – the CRU could in principle be able to increase the size of the ringfenced fund (e.g. as part of an interim determination) as long as outputs are delivered. The DSO would still be
allowed to retain efficient underspend, as under Option 1 and 2, for example, if a capex project is deferred because
of an implemented flexibility solution. If the DSO instead fulfilled the network need through capex, this would be
treated like any other project under the PR5 close-out process.87
Again, to give an illustrative example:

•

Say the DSO was due to deliver 5 deferred reinforcement projects, with funding provided as part of the
ring-fenced ex ante fund for flexibility solutions.

•

Also say the DSO delivered all five of these planned deferred reinforcement projects via a flexibility tender
and implemented a flexibility solution for a sixth project.

•

The DSO would draw down against the ring-fenced fund for all six projects, and if it exceeded the fund, it
would request an extension by determination from the CRU.

•

Under the Agile & Guidance Based cost incentive framework, for the sixth project, the close out process for
PR5 would reduce the opening RAB at PR6 given the deferral of the capex.

•

The DSO would retain the NPV benefit of the efficient deferral of the capex project (the return and
depreciation on the deferred capex in PR5) before the opening RAB is trued-up at PR6.

—————————————————————————————————————————————————
87

i.e. the incurred capex would enter the RAB if incurred expenditure is deemed to be efficient.
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Each of these options could be coupled with a performance incentive in order further encourage the DSO to use
flexibility services. Under all the options, we consider it is important that such a performance incentive includes
more upside than downside, to overcome some of the potential disincentives for using flexibility that all the options
above could in theory create.88 We discuss performance incentives for the DSO in Section 5.4.1.
In Table 5-2 we explore how each of the three options described above would address the original questions listed
above for treatment of flexibility.
Table 5-2: Options for flexibility services
Setting an
ex ante
allowance

Option 1

Option 2

Option 3

• Costs of procuring flexibility
are included within the
general allowance

• Costs are included within
the general allowance

• Costs are set in a ringfenced allowance

• Allowances reflect the
forecast opex to deliver the
expected outputs (e.g. as in
the DSO’s proposal)

• Allowances reflect the
forecast opex to deliver the
expected outputs (i.e. as in
the DSO’s proposal)

• Allowances reflect the
forecast capex to deliver the
expected outputs (i.e.
traditional reinforcement)
Volume
uncertainty

• Managed through the ex
post review of capex and
opex (e.g. in accordance
with pre-agreed principles
under a Agile & Guidance
Based straw person)

• Managed by defining
relevant projects (or the
programme) as PCDs

• Managed through the drawdown against the ringfenced allowance, including
potential within-period
determinations by the CRU
to increase the allowance

Cost
uncertainty

• Managed through the ex
post review of capex and
opex (e.g. in accordance
with pre-agreed principles
under a Agile & Guidance
Based straw person)

• Managed through the ex
post review of capex and
opex (e.g. in accordance
with pre-agreed principles
under a Agile & Guidance
Based straw person)

• Managed through the drawdown against the ringfenced allowance, including
potential within-period
determinations by the CRU
to increase the allowance

Incentive
to use
flexibility
services

• Through the general
efficiency incentive scheme
that applies to opex and
capex (i.e. retention of
efficient underspend)

• Through the general
efficiency incentive scheme
that applies to opex and
capex (i.e. retention of
efficient underspend),
combined with the ‘stick’ of
PCDs

• Through the general
efficiency incentive scheme
that applies to opex and
capex (i.e. retention of
efficient underspend)

Source: CEPA/GHD

The options set out above demonstrate how complicated the facilitation of flexibility is within a separated allowance
system for opex and capex. One of the reasons to consider a totex incentive mechanism – the fundamental change
cost incentive option described above – is that it helps to reduce these complexities. The totex allowance would be
set to reflect the DSO’s expected efficient costs to fulfil network requirements. It would then be for the licensee to
determine what is the most efficient delivery approach, balancing alternative capex and opex solutions.
Nevertheless, we consider the options above also offer a potential practical solution to providing a more agile /
flexible framework different opex and capex solutions on the distribution network through potentially creating ringfenced funds and principles for how expenditure is being reallocated between opex and capex.

Summary – DSO uncertainty mechanisms for PR5
The table below summarises the uncertainty mechanisms that we propose developing for the DSO for PR5. Further
details – along with pros and cons– of each of these proposed mechanisms is provided in Appendix C.
—————————————————————————————————————————————————
88

The DSO’s proposal has a symmetric performance incentive.
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PR5 uncertainty mechanisms – recommended options for the DSO
1. Large customers: reopener
2. Domestic connections: volume driver
3. Low carbon technology (LCT): reopener
4. Pay-as-you-go (PAYG) meters: volume driver
5. Flexibility services: ex ante allowance with PCD or ring-fenced allowance with specific cost-sharing rules
Source: CEPA/GHD

5.3.2.

TSO

Our review of the TSO’s proposal identified that a ‘Monitoring Committee’ for large and uncertain projects is
worth exploring further.
Our experience in other jurisdictions is that bodies similar in form to that envisaged by the TSO for the Monitoring
Committee can be very effective in negotiating and reaching decisions on the need for expenditure.89 Typically
deciding on the efficient costs to be recovered from customers is more difficult. While the TSO envisages that the
CRU would be a member of the Monitoring Committee to help perform this role, we still consider it to be one of the
challenges with the proposed approach as set out in the TSO business plan.
For these reasons, we have developed an alternative straw-person proposal for how a Monitoring Committee could
operate in practice, which focuses on demonstrating stakeholder support of the need for a project while allowed
costs are finalised as part of the PR5 close out / ex post review process. Once the Monitoring Committee has
signalled stakeholder support for the project, the CRU could do one of the following:

•

Assess the efficiency of the proposed costs in line with the level of scrutiny applied at the ex ante review.
This may not be practicable for the CRU and the TSO, and could result in delays to the project.

•

Use the TSO’s cost estimate as a placeholder in the tariff, which a detailed review of cost efficiency to be
conducted as part of the ex post review. This approach might expose the TSO to the risk that it would not
be able to recover its costs, unless very clear rules are in place regarding the ex post review.

•

Conduct a “light touch” assessment of the proposed costs at the time the project need is approved, which
would be added to allowed revenues.
The CRU would determine a reasonable range around the central forecast, with principles for how outturn
costs would be treated at the ex post review (e.g. “shallow dive” if outturn costs are within the range, “deep
dive” if they are outside the range).

In Appendix C we provide further details on one potential design of a monitoring Committee for PR5. This is aimed
at facilitating further consultation and discussion on the proposal. We have developed this proposal with the
principle of the CRU setting indicative ranges for costs as part of the Monitoring Committee process.
Based on our review of the TSO’s PR5 business plan, we do not consider that additional uncertainty mechanisms
are needed for the TSO. The table below summarises the uncertainty mechanism that we recommend developing
for the TSO for PR5.
PR5 uncertainty mechanisms – recommended options for the TSO
1.

Monitoring Committee: stakeholder forum(s) to assess need and cost ranges for uncertain costs.

Source: CEPA/GHD

—————————————————————————————————————————————————
See, for example, the AusNet trial of the New Reg process in Australia. Discussion of the earlier stages of trial is provided in
CEPA, New Reg: AusNet Services Trial: Insights Report 3: Conclusion of the Early Engagement Process, 2020
89
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5.3.3.

TAO

Based on our review of the TAO’s business plan, we have not identified the need for specific uncertainty
mechanisms.

5.4. PERFORMANCE INCENTIVE REGIME
This section builds on our initial assessments of the outputs and incentives from Section 4 with our own
recommendations on how the licensees should proceed. The framework we described in that section outlined
principles that any proposed outputs and incentives should pass in order to be considered.
All incentives must first have suitable outputs defined.90 Incentives by definition are where the consumer value and
financial impact sit, so our recommendations in this section will focus on them. We describe what we see to be the
issues with the incentives as described by the licensees and then make proposals as to how they might be
amended. In some cases, we recommend that the proposed incentive not go ahead.
Our recommendations for PR5 incentives are informed by:

•

The CRU’s strategic objective for PR5, as they apply to each of the DSO, TSO and TAO – this accords with
the outputs and deliverables (PCDs) that are discussed in Section 5.1.

•

The principles the CRU set out as part of its information paper for the development of the PR5 regulatory
framework (see Section 3). In particular, the performance incentive regime should:
o

Facilitate target setting against ‘best in class’ KPIs. We interpret this to mean that performance
targets should be challenging for the licensees and go beyond incentivising incremental
improvements in performance and business transformation.

o

Appropriate risk and reward allocation. The PR4 performance regime carefully balanced risk and
reward for the licensees. We understand that the CRU is open to revising the PR4 assumptions, but
it also expects that the PR5 regime must continue to be balanced and proportionate.

•

What should be the relative strength of different incentives? In general, we think incentives that are linked
to quantifiable impacts on the system or on consumers should have more revenue at risk than survey- or
process-based incentives. Similarly, incentives that have been established for some time and where there
is a history of a licensee’s performance should have more revenue at risk than newly introduced incentives.

•

Symmetric incentives would typically be used in case where neither of the following applies:
o

there is no specific objective to encourage risk-taking by the licensee (such incentives should have
more upside); or

o

there is no specific objective to discourage an outcome that is not in consumers’ interest or where
the output is funded through the licensees’ cost allowance (such incentives should have more
upside).

In Section 5.5 we discuss a final step in which the overall incentive package is calibrated to ensure that it is
consistent with the CRU’s financeability duty.

5.4.1.

DSO

Our initial detailed assessment of the DSO’s proposed incentives against the principles can be found in Appendix
B.1.2. In Table 5-3 we present a short description of what each incentive is looking to measure, a summary how
existing incentives were set in PR4, the DSO’s proposal for PR5, and our proposals for how and why they should be
modified (it at all). At this stage we have based most of our analysis on a bottom-up assessment of each incentive,
—————————————————————————————————————————————————
90

In the case of the DSO some outputs are not proposed to have financial incentives attached.
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based on its own internal logic as described by the DSO and in relation to how it was determined in PR4. In Section
5.5 we look at the overall package across cost and performance incentives.
The DSO grouped its incentives as shown in Table 4-2. For our purposes we have used a top-down categorisation
of:

•

Maintaining reliability and security of supply

•

Customer service and stakeholder satisfaction

•

Transformation of the energy system

We expect that the need for the DSO to adapt to the requirements of the CAP and other environmental drivers will
cut across these different incentive categories, as do the conditions for connection – which are one of the output
categories that the DSO has proposed in its business plan.
Nevertheless, we have found these three categories of incentives provide a helpful organising principle when
comparing the overall level of revenue that may be risk as part of the incentive regime.
Each individual incentives may be symmetric, have more upside, or more downside. But we would expect
incentives in the first group to have, in total, a broadly symmetric upside and downside. We would expect incentives
in the second group to have, in total, more downside than upside. And we would expect incentives in the third
group to have, in total, more upside than downside. What is the rationale for this?

•

Reliability and security of supply – we consider that the impacts on customers are more symmetrical.
There are incremental costs and benefits from, for example, increases or reductions in the number and
duration of customer interruptions.

•

Customer service and stakeholder satisfaction – we would expect the DSO to provide a high level of
service to all customers as part of the day to day operation of the business. As a consequence, we would
expect the incentives to be more weighted to the downside rather than upside. 91

•

Transformation of the energy system – as discussed in Section 3 and above, there is a rationale in
economic theory and in practice to consider upside incentives for actions that may help to transform the
energy system, to avoid the licensees just “sticking to the plan” or discouraged from innovation because of
the risks of adopting new approaches.

Of course, as discussed above, the overall incentive package needs to be sufficiently challenging and proportionate
to the context of PR5. As a consequence, we have sought to calibrate the assumptions across our bottom-up
review with some regard to the overall “top-down” balance of risk and reward that the package will create for the
DSO (see Section 5.5).

—————————————————————————————————————————————————
The main exception to this is the stakeholder satisfaction incentive. The nature of the activity lends itself more to an upside
weighted incentive. See further discussion below.
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Table 5-3: DSO incentives92
Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

The 2021 target is 115.8 CI, decreasing
at a rate of 2.1 p.a. to 107.4 over PR5. It
is unclear how the initial target was set.

In terms of revenue-at-risk and symmetry, this
proposal seems reasonable, though we
recommend ensuring that the target is stretching
– the PR5 starting target in 2021 should be 2.1
below the eventual end of PR4 actual outturn (not
the average over PR4).

Maintaining reliability and security of supply
Customer interruptions (CI)
This longstanding incentive aims to
minimise the frequency of
unplanned customer interruptions
each year.

The average number of CI from
2012-16 was 106.5, which was the
starting point for the PR4 incentive
in 2017, decreasing at a rate of 2.1
p.a. to a target of 100.1 by the end.
The overall upside was €55m (5.1%
opex) and the downside was €49m
(4.6% of opex).

Customer minutes lost (CML)
This longstanding incentive aims to
minimise the duration of
unplanned customer interruptions
each year.

The average CML from 2012-16
was 81.5, which was the starting
point for the PR4 incentive in 2017,
decreasing at a rate of 2.1 p.a. to a
target of 75.1 by the end.
The overall upside was €55m (5.1%
opex) and the downside was €49m
(4.6% of opex)

The penalty/reward per deviation is
proposed at €500K per deviation, to a
maximum of ±€10m per year or ±€50m
over PR5 (4.0% of opex).
The 2021 target is 89.4 CML,
decreasing at a rate of 2.0 p.a. to 81.4
over PR5. It is unclear how the initial
target was set.
The penalty/reward per deviation is
proposed at €500K per deviation, to a
maximum of ±€10m per year or ±€50m
over PR5 (4.0% of opex).

In terms of revenue-at-risk and symmetry, this
proposal seems reasonable, though we
recommend ensuring that the target is stretching.
The annual target rate of decline of 2.1 CML from
PR4 should be maintained, and the 2021 target
should be 2.1 below the eventual end of PR4
actual outturn (not the average over PR4).

—————————————————————————————————————————————————
Note that most of the incentives in PR4 only ran over the final three years of the period. This is reflected in the second column when aggregating over PR4. We assume all incentives will run
over the entirety of PR5 unless otherwise stated.
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

Worst-served customers

In PR4 the DSO received funding of
€6.7m (0.6% opex) to improve
standard of supply reliability to
6,000 WSCs by at least 20%. If it did
not deliver against this it could lose
this funding, or if it exceeded up to
9,000 WSCs it could double it.

The proposed PR5 incentive builds on
the PR4 framework but is more
complex, with two forms of asymmetry
– the DSO’s proposal is based on twice
the number of WSC its PR5 funding
(€26m or 2.1% of opex) is supposed to
reach (18,000) and it would receive
more upside than downside per
additional WSC served above a
deadband.

We support this incentive in principle, but we
think further discussion is needed to precisely
define what is meant by WSCs, improvements
and how targets are set and measured in practice.

This incentive is put in place in
order to improve outcomes for
those households and business
who would otherwise have a
sustained and materially lower
standard of supply reliability.

It is important that the target is set at a level that is
consistent with the capex allowance that the CRU
sets for WSCs. In principal, the CRU could
maintain the PR4 incentive and structure as the
basis for doing this, which would likely result in
significantly less revenue at risk than the DSO
proposes.
In the rest of this report we use a working
assumption based on the PR4 monetary amounts
(i.e. €6.7m, which represents 0.5% of controllable
opex).

Provision of a time for
restoration of outages
This proposed incentive
recognises that customers
particularly value the availability
and accuracy of outage
information

New for PR5

Proposed to be scorecard-based, with
processes and data assurance in the
early years of PR5 before measuring
delivery against targets from 2023.

In the sub-section that follows this table we
discuss some of the options that the CRU could
explore for new incentives in PR5, such as for
provision of time for restoration.

Measurement against this scorecard
would result in an incentive valued at
±€2m per year or ±€10m (0.8% of
opex) over PR5.

Broadly, we consider that an incentive similar to
what the DSO has proposed could be considered.
Alternatively, this new proposal could be wrapped
into a broader discretionary reward system for a
number of new incentive areas. Pros and cons of
both approaches are discussed below.
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

The target for this incentive was
81% over PR4, with a €738K
award/penalty per percentage
deviation from this target, to a limit
of ±€2.7m per year or ±€8.2m (0.7%
of opex) over PR4.

The PR5 target is for an annual 0.5%
improvement to 83% by the end of
PR5. The suggested award/ penalty per
percentage deviation is €333K, which
the DSO suggests is an “updated
monetary value per deviation” though
we have confirmed with CRU that this
represents a decrease from the PR4
amount of €738k.

We think there is an issue with the drafting of this
incentive over the level of award/penalty per
percentage deviation from target. The incentive
as presented would provide rewards or penalties
up to 15% away from the target. Considering the
modest annual increased target of 0.5% this
seems disproportionate.

Customer service and satisfaction
Broad measure of customer
service
This is an annual survey carried
out by an independent body to
assess customer satisfaction with
the DSO.

This would aggregate to a potential
limit of ±€5m per year or ±€25m (2.0%
of opex) over PR5.

As this is a survey-based measure, the DSO has
less direct control over the outcomes than with
other incentives. For this reason, there is a
question whether increasing the overall amount of
revenue at risk is appropriate.
We suggest keeping the PR5 proposed targets
but returning to the annual reward/penalty levels
in PR4 – €738K per percentage point deviation to
a limit of ±€2.7m per year or ±€13.5m (1.1% of
opex) over PR4.
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

Communication with customer
(ESATRAT)

The target for this incentive was
90% over PR4, with a €738K
award/penalty per percentage
deviation from this target, to an
average upside of €2.9m per year
and average downside of €13m per
year. The upside total was €8.8m
(0.8% of opex) and the downside
total was €39.8m (3.7% of opex)
over PR4.

The PR5 target is to maintain 90%
satisfaction over PR5.

We think there is an issue with the drafting of this
incentive over the level of award/penalty per
percentage deviation from target. The incentive
as presented would appear to be set such that
maximum reward can only be achieved if the
score exceeds 100%.

This is an annual survey carried
out by an independent body to
assess customer satisfaction with
the customer care service
provided by the DSO.

The suggested award/ penalty per
percentage deviation is €250K, which
the DSO suggests is an “updated
monetary value per deviation” though
we have confirmed with CRU that this
represents a decrease from the PR4
amount of €738k. This could aggregate
to a limit of ±€5m per year or ±€25m
(2.0% of opex) over PR5.

We recommend maintaining a more downsideweighted incentive as in PR4. This can be
achieved through weighting the deviations from
target more heavily on the downside.
We recommend each percentage deviation from
target worth ±€833K, with rewards earned up to
3% above the target and penalties earned up to
9% below the target.
This would mean a total upside of +€12.5m (1.0%
of opex) and downside of €37.5m (2.8% of opex)
for this incentive over PR5.
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

Stakeholder engagement (SE)

The DSO was scored out of 10 with
the following broad weightings

The DSO has proposed a more
structured marking scheme and has
incorporated vulnerable customers:

As a relatively new incentive, wholesale change
may be premature, but we do think that there may
be value in placing more emphasis on
engagement with vulnerable customers.

This incentive measures the
scope, quality and outcomes of the
DSO’s stakeholder engagement
activities.

• 20% quality of the strategy
• 40% SE delivery of forums etc
implementation of the strategy
• 40% demonstrable impacts
effectiveness of the strategy
For scores over 5, an upward-only
incentive of up to €1m per year or
€3m total (0.3% of opex).

• 40% SE delivery of forums etc
• 35% impacts (“confirming the
channels/forums delivered, the key
messages from each, and what ESB
Networks is doing differently as a
result.”)
• 25% meeting vulnerable customer
needs
With an upward-only incentive of €5m
per year or €25m (2.0% of opex total).

This could be either by emphasising vulnerable
customers within each of the existing components
(i.e. strategy for engagement with vulnerable
customers, delivery of forums for vulnerable
customers, impacts on vulnerable customers) or it
could be by adding a new component specifically
relating to vulnerable customers – as proposed by
the DSO.
The CRU could also consider a new criteria for
evaluation of stakeholder engagement which is
demonstration that the DSO is meeting (or
catching up to) best practice by regulated and
unregulated Irish and international comparators.
This would provide a further reference point for
the panel evaluating the DSO’s performance.
The proposed fivefold increase of revenue at risk
would be a substantial change, particularly for an
incentive that not been in place for very long. We
propose a total incentive for PR5 that is closer to
the reward structure available in PR4.
We consider that there may also be a case for the
CRU to explore introducing a downward element
in PR5, to further encourage evidence of impacts
and improvements in vulnerable customers.
In the rest of this report we use a working
assumption based on the PR4 monetary amounts
- i.e. €1m per year or €5m in total (0.4% of
controllable opex).
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

This was a new incentive in PR4 that
rewarded successful delivery of
smart meters against target over the
final five quarters of the period. The
upside was €4m (0.4% opex) and
the downside was €20m (1.9% of
opex).

Similar incentive for PR5, with
milestones set with respect to the
delivery of Phase 2 and Phase 3
functionality during 2021 – 2024.The
proposed incentive is symmetric,
±€7.5m per year for 4 years ±€30m in
total (2.4% of opex)

PR4 incentive had a 5:1 downside to upside ratio,
which reflected that the SMP was long under
development and is funded by customers.

Transformation
Installation of smart meters
The overall objective of the Smart
Metering Project (SMP) is to install
2.3 million SMs by the end of
2024.
1 million meters are planned to be
installed during Phase 2 (2021-22),
as well a number of pilot studies.
The remaining 1 million meters will
be installed in Phase 3.

The delay to the roll-out of smart meters, all things
being equal, will translate into delayed benefits for
Irish consumers.
For this reason, we do not consider that the logic
for the incentive structure has changed materially
from PR4, so do not recommend moving to a
symmetric incentive. However, moving to a 3:1
ratio may be justified as the programme has
expanded and will be more challenging in the
next phase of the roll-out.93 In our view, this would
also result in a better balance of the overall
incentive package for the DSO.
We recommend upside of €1.5m per year and
downside of €5m, leading to +€6m (0.5% opex)
and -€20m (1.6% opex) over PR5.

—————————————————————————————————————————————————
93

At this stage it is unknown whether the COVID-19 pandemic would have any long-term effects that could impact the smart metering rollout.
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Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

Distributed renewables access

The first scheme, ECP-1 was
delivered during PR4. The DSO was
measured on how long it took to
make connection offers to all
applicants within the first batch of
the scheme. The incentive was on
an all-or-nothing basis of ±€0.5m
per year or ±€1.5m (0.1% of opex)
in total over PR4.

Although the number of batches over
PR5 is not yet known, the DSO
proposes increasing the value of the
incentive to ±€6m per year or ±€30m
(2.4% of opex) in total over PR4. It also
suggests moving from an all-or-nothing
approach to a more graded incentive.

From correspondence with the CRU and the
DSO’s proposal, it is apparent that there are more
discussions to be had on the appropriate
assumptions for batches, total and internal ECP
targets before this incentive is finalised.

Continuation of the Enduring
Connection Policy (ECP) process
to assist new renewable
generators to access the electricity
system

In broad terms, it may be appropriate to offer
more upside than downside in this incentive as it
reflects the DSO’s role in facilitating the energy
system’s transformation.
As a working assumption, we recommend upside
of €3m per year, or €15m in total (1.2% of opex)
and downside of €2m per year or €10m in total
over PR5 (0.8% of opex).

Flexibility
The DSO is being encouraged to
use flexible resources as an
alternative to network
reinforcement.

New for PR5

A scorecard with annual goals over
PR5 including:
• Promoting the introduction of
tenders for flexible non-wires
alternative
• Promoting the establishment of
standard products and services,
• Promoting the establishment of
robust reporting and transparency
arrangements
Proposed value of ±€10m per year or
±€50m (4.0% of opex)
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In the section that follows this table we discuss
some of the options that the CRU could explore
for new incentives in PR5, such as for flexibility
services.
Broadly, we consider that an incentive similar to
what the DSO has proposed could be considered.
Alternatively, this new proposal could be wrapped
into a broader discretionary reward system for a
number of new incentive areas. The pros and
cons of both approaches are discussed below.
Any targets for this incentive should be set while
having regard to any cost allowances that the
CRU grants in PR5 for the DSO to use flexibility
tenders, so as to avoid double-remuneration of
these activities.

Incentive description

PR4 target

DSO’s proposed PR5 target

Our PR5 proposal

Visibility of LV system

New for PR5

This incentive would be based on the
delivery of project milestones and
deliverables.

In the section that follows this table we discuss
some of the options that the CRU could explore
for new incentives in PR5, such as for LV system
visibility.

The DSO’s overarching goal is to
have 50% visibility of the low
voltage system by 2025.

The specific project milestones and
deliverables could relate to:
• Key milestones in developing
visibility of the system,
• Percentage of referencing
information gathered or validated;
• Percentage of LV networks included
in connectivity model;
• Delivery of systems interfaces;
• Delivery of beta and production data
exchange interfaces or platforms for
third party access
Proposed value of ±€6m per year or
±€30m (2.4% of opex)

Broadly, we consider that an incentive similar to
what the DSO has proposed could be considered.
However, a scorecard could be difficult to
establish in practice.
Alternatively, this new proposal could be wrapped
into a broader discretionary reward system for a
number of new incentive areas. Pros and cons of
both approaches are discussed below.
Any targets for this incentive should be set while
having regard to any cost allowances that the
CRU grants in PR5 for the DSO to improve LV
visibility, so as to avoid double-remuneration of
these activities.

Sources: CEPA/GHD; review of CRU, Reporting and Incentives under Price Review 4 - Decision and of the DSO PR5 business plan, DF02-01 Outputs and Incentives Paper
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DSO role transformation - possible new incentives for PR5
In the table above there are three proposed incentives which we think would benefit from more extensive
discussion before making firm recommendations. In this section we offer a framework for how those discussions
could be structured in the next phase of work.
The three DSO incentives that fall under this area are: (i) provision of a time for restoration of outages (ii) flexibility
services and (iii) visibility of LV systems. In all three cases, we found them to be orange or green in our outputbased framework (see Section 4), which suggests that in principal they are a useful measure of consumer value.
We also recognise from a strategic perspective that encouraging transformational technologies and ways of
working are a central theme of PR5, and that for the DSO this means doing more on flexibility and visibility.
However, we also consider there are three interlinked questions that need to be considered for each of these
proposed three incentive areas:

•

Is a mechanistic or more discretionary design appropriate for these new incentive areas?

•

What is the appropriate upside to downside ratio?

•

How much money overall should be at risk?

The DSO’s proposals for these incentives are all scorecard-based. This reflects the fact that these would essentially
be developed from scratch and would need annual milestones over the period to come up with baselines, targets
etc. While well intentioned, we highlight a number of potential issues with this approach, given they are new
incentive areas:

•

The DSO would have considerable influence over the design of the proposed scorecards and targets.
While these would need to be agreed with the CRU, it may be difficult to establish if they are sufficiently
challenging or not.

•

Linked to the previous point, it is unclear if good quality data and information currently exists to inform and
set appropriate targets.94,95

•

There is a risk that delays or other factors outside of the DSO’s control could have an impact on the
development of these incentives during PR5.

•

The amount of money at risk that the DSO proposed for the three elements we identify above, is a
substantial portion of the overall package and is symmetric.

In at least two cases, the proposed incentives also interface with one of the CRU’s broader objectives for PR5 (see
PR5 Approach paper)96 which is the DSO role transformation objective for PR5. This raises the questions:

•

Are the flexibility and visibility of LV system incentives broad enough to cover the strategic objective
alongside the DSO’s other incentives (e.g. smart meter rollout and renewable connections?

•

Is a more extensive “transformation of the DSO role” incentive needed for PR5 than can capture many of
the different business transformation and process changes that are needed?

We see three options for how to proceed with these issues, which we think represents a spectrum which take the
above consideration into account. Whichever option is selected would need to take into account the bottom-up
—————————————————————————————————————————————————
We also note that the DSO’s proposed scorecard for the flexibility incentive would assess its efforts “promoting” the use of
flexibility. The proposed value of the incentive would merit rewards and penalties linked to a more tangible measure of customer
value.
94

Moreover, I the case of visibility of the LV network, our cost report recommends funding for the DSO to improve its visibility of
the LV network, so care would need to be taken to ensure that the incentive does not result in double-remuneration.
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CRU, PR5: Electricity Networks Price Control Review Five, 2021-2025, CRU19152
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issues of individual incentive design and goals as well as the top-down perspective on how it would affect the
balance of the overall package and financial repercussions for the DSO – i.e. the points we have set out at the start
of Section 5.4.1 and those covered in Section 5.5.

•

Option 1 would be to accept that the risks are too high with such early-stage incentives to put any money
at risk over PR5. They could be developed over that time – perhaps using the DSO’s proposed scorecards
as a framework – and be ready to be fully-fledged incentives for PR6.

•

Option 2 would be to use a discretionary-reward incentive. Rather than explicit targets being set, there
would be an assessment at the conclusion of the price control of the DSO’s progress against the new
incentive areas (see text box below for how in principle this might work).

Text Box: Possible Discretionary Reward Incentive “basket”
As outlined above, the DSO has proposed three incentives in PR5 that could be changed to discretionary reward
incentives: provision for a time for restoration of outages, flexibility and visibility.
The DSO should be encouraged to make progress in these areas over the course of PR5 (perhaps through
reporting along the lines of the scorecards suggested), and the CRU should consider a discretionary basket of
rewards to be granted as part of an overall review at the end of PR5.
There is precedent seen in Ofgem’s treatment of outputs and incentives as part of the RIIO-1 process. Both the
gas97 and electricity98 distribution incentives had ‘discretionary reward schemes’. Ofgem has also moved to a
more discretionary based reward system for the newly stand-alone Electricity System Operator. 99 These are
generally put in place to encourage more efficiencies (such as rewarding unfunded environmental outputs) or to
minimise network losses, but can also be used where it is more challenging and difficult to establish an upfront
baseline against which to monitor and target performance improvement.
We think this approach could be adapted to three of the new incentive areas and other areas of DSO role
transformation (see below) and could encourage the DSO to be creative in how it develops them over the PR5
period, with potential evolution to mechanistic incentives in PR6 (as proposed by the DSO).
The CRU would, however, need to publish guidance on how it would apply a discretionary reward. 100 This would
need to cover: who would assess the DSO’s performance (e.g. an independent panel), what criteria the would be
applied, what information will be required from the DSO, and how would the amount of any reward be decided.
The CRU would also need to take careful consideration of the differences between an annual and end-of-period
payment for incentive and how that might impact the DSO’s effort in these categories. A potential way to
manage this could be an indicative annual assessment of discretionary rewards that rolls up over the period.
The potential advantages with a discretionary reward incentive are that it is a relatively simpler system to
implement at the time of the price review, with less proscriptive rules, targets and deadlines per year.
The DSO’s progress against these key new output categories can be assessed ‘in the round’ at the end of
PR5. During PR5 the DSO can focus on delivery.
The disadvantages of a discretionary reward system are that without very explicit guidance (ex ante) the
DSO may be discouraged from innovation and risk-taking if it is unclear how its actions may be treated as
part of the discretionary reward system. While this can be mitigated through the incentive being more
reward (as opposed to penalty) based, it is likely that less money would need to be at risk, given the more
qualitative “in the round” basis of assessment. This may reduce the importance of the three new incentive
areas, relative to other output categories.

—————————————————————————————————————————————————
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Ofgem, RIIO-GD1: Final proposals supporting document - Outputs, incentives and innovation, December 2012

Ofgem, Strategy decision for the RIIO-ED1 electricity distribution price control - Outputs, incentives and innovation, March
2013
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99

Comparable to the TSO in Ireland

100

This could form part of agreed principles that cover new cost and performance incentives in PR5.
70

The end of period nature of the incentive may also mean that year-on-year improvement is less strongly
incentivised from the DSO unless the CRU considered an annual discretionary reward/penalty system.

•

Option 3 would be to proceed with some form of the proposed scorecard incentive approach for these new
incentive areas PR5. A key advantage of this approach is that it would make the key transformation
elements of the DSO business central to the performance regime in PR5, as envisaged in the DSO’s
proposal. Calibrated appropriately, the regime will also provide clear guidance and targets for performance
improvements in new areas (e.g. restoration of outages, or a percentage of visibility on the system) and
transformation of working practices (e.g. use of flexibility solutions). The main disadvantages are around the
calibration of the new incentives (see discussion above).

We consider that both Option 2 and Option 3 could in principle also be expanded to incorporate other
outputs/measures of performance that the CRU wants to incentivise in PR5, but were not explicitly part of the
DSO’s proposal – for example, as well as network flexibility and LV visibility the CRU’s PR5 Approach paper
highlighted the following as part of the DSO transformation:

•

greater DSO-TSO cooperation;

•

greater R&D and innovation;

•

greater provision of ‘smart services’;

•

“neutral market facilitator” outlook and function.101,102

Under Option 2 – the discretionary reward based scheme - additional money could be added to the discretionary
reward incentive pot and the output accommodated as part of the overall assessment of the DSO’s performance
improvement. As highlighted in the text box above, guidance will be required on how the CRU – or a different body
– would assess the DSO’s performance, including how each components of the incentive (flexibility, visibility, etc.)
would be evaluated and weighted in the overall reward or penalty. The challenge with this approach, as discussed
above, would be how to give the incentive framework “bite” and incentivise year-on-year improvement.
Option 3 could also be developed to encompass the range of business transformation areas that the CRU has set
as an objective for the DSO in PR5. Broadly, we would envisage that these key transformation areas would be
encompassed into the PCD framework that we set out in Section 5.1. The PCDs would reflect the strategic
transformation results – however defined – that the CRU would expect from the DSO by the end of PR5 and the
associated scorecards (outputs, milestones etc.) would form the basis of the incentive mechanism. This would
incorporate year-on-year as well as end of period expectations on the DSO business transformation with associated
milestone payments/penalties if the scorecards are met.
We illustrate the concept conceptually in the text box on the next page.

—————————————————————————————————————————————————
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e.g. strengthening of the separation of ESB Networks and ESB Group.

102

See CRU, PR5: Electricity Networks Price Control Review Five, 2021-2025, CRU19152, p. 7
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Text Box: Scorecard / PCD based incentives for DSO role transformation
The DSO and CRU would define a set of strategic initiatives that are associated with the transformation of the
DSO role. For example, this might include: (1) development of flexibility capability, tender process delivery and
processes for reporting / interface with markets (as per DSO proposal); (2) developing the LV network visibility
(again, as per DSO proposal); (3) business transformation actions for a neutral market facilitation role; and (4)
improving interfaces and integration of market facing systems and services between the DSO and TSO.
Each strategic initiative would be expected to have a set of interim ‘triggers’ and ‘milestones’ which the DSO
would be expected to meet within a balanced scorecard either for each initiative, or as part of an overall DSO
role transformation incentive. The objective would be define these initiatives in output / PCD terms, with the
responsibility of the DSO to demonstrate effective transformation has been achieved. For example, as well as
process improvement, we would also expect elements of the score card to reflect:
• Delivery of actual flexibility tenders as well as development of internal processes.
• Developing other tools that encourage flexibility – e.g. new network pricing systems and signals.
• Implementation of corporate policies and statements of how the DSO is a “neutral” market facilitator.
• Demonstration of benefits from new processes to allow greater LV system visibility.
• Demonstration of the size of flexibility market explored and created in PR5 etc.
We would expect that this balanced scorecard would have both reward and penalties for achieving milestones
and demonstrating progress towards the overall strategic objective.
The table below sets out some of the key features of each of these broad regulatory options or strategies for the
new incentive areas we have set out above.
Table 5-14: Key features of the strategic options for new DSO incentives in PR5
1. Postpone to PR6

2. Discretionary

3. Mechanistic

• Delay incentive to PR6

• New incentives for PR5

• Develop licensee proposals

• Time to get design right

• Rewards based on progress

• Proscriptive annual targets

• May not be prioritised

• Lower powered incentive class

• Higher powered

• No risk, no reward

• Low risk, medium reward

• Higher risk, higher reward

Source: CEPA/GHD

We do not consider Option 1 to be consistent with the CRU’s strategic priorities for PR5. We would suggest that the
CRU explore the merits of Option 2 and Option 3 during the consultation process for PR5. This means that we
would propose that some form of financial incentive is introduced for:

•

time of restoration of outages;

•

flexibility;

•

LV systems visibility; and

•

other areas of DSO business transformation that the CRU may wish to encourage.

However, whether that is best achieved through a general discretionary reward or a set of specific target or
milestone based incentives requires further discussion and consultation. Similar to the conclusions we reached on
new ideas for cost incentives, we would suggest that this is not a barrier to developing a successful incentive
framework that covers these areas, given that both approaches will require guidance on how performance would be
evaluated / measured, along with incentive values, to be agreed ahead of the final determination for the price
control. How these would be applied, however, would differ between the two proposals.
As a final note, in section 5.5.1 we present a table of our overall conclusions for the DSO’s incentive package. This
means recommending values for the three outstanding proposed incentives discussed in this section. We would
stress that these are indicative pending further discussion on the points as outlined above.
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•

For customer outages we propose halving the proposed amount, meaning a symmetric incentive of ±€1m
per year or ±€5m (0.4% of opex) over PR5.

•

For the flexibility and visibility incentives we propose that relative to the DSO’s proposal these should have
lower power and slightly more upside, to reflect their importance to the transformation agenda. We make a
working assumption for modelling purposes of an overall amount for DSO role transformation incentives in
PR5. For the rest of this report we have assumed a total upside of €6m per year, or €30m (2.4% of opex)
over PR5; and downside of €2m per year, or €10m (0.8% of opex) over PR5. This pot could accommodate
new areas of expected PCDs on DSO transformation in PR5 or it could be expanded (in €m terms) to
strengthen the pot of the incentive.

We discuss our overall recommendations on the power and value of the performance incentive regime – alongside
potential impacts of different options for the cost incentives in PR5 – in Section 5.5.

5.4.2.

TSO

TSO proposals for outcome / output-based performance incentives
For the TSO all of its outputs have associated incentives. Our initial detailed assessment of the proposed outputs
and incentives against the principles can be found in Appendix B.3. In Table 5-4 we present a short description of
what each proposed incentive is aiming to capture, a summary of treatment in PR4 for existing incentives, the
TSO’s proposal for PR5, and our recommendations for how and why they should be modified (it at all). At this stage
we have based most of our analysis on a bottom-up assessment of each incentive, based on its own internal logic
as described by the TSO and in relation to how it was determined in PR4. In Section 5.5 we look at the overall
package across cost and performance incentives.
The TSO grouped its incentives as shown in Table 4-4. For a top-down perspective of the incentive package, we
have re-stated these as falling into one of the following categories:

•

Transformation of the energy system

•

Maintaining security of supply

•

Controlling costs

•

Grid development

Again, we expect that the need for the TSO to adapt to the requirements of the CAP and other environmental
drivers will cut across these different incentive categories.
We have found these categories of incentives a helpful organising principle when comparing the overall level of
revenue that may be risk as part of the incentive regime.
Each individual incentive may be symmetric, have more upside, or more downside. But we would expect incentives
in the first group to have, in total, more upside than downside. We would expect incentives in the second group to
have, in total, more downside than upside. We would expect incentives for controlling costs to be more symmetric
and we would expect incentives in the final group to have, in total, more upside than downside.
Again, what is the rationale for this?

•

Transformation of the energy system 103 - as with the DSO, there is a rationale in economic theory and in
practice to consider upside incentives for actions that may help to transform the energy system, to avoid
the licensees just “sticking to the plan” or discouraged from innovation because of the risks of adopting
new working approaches or technologies.

—————————————————————————————————————————————————
103

Under this category we include proposed incentives for renewable dispatch and SNSP.
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•

Maintaining system security104 – we suggest this is a core performance commitment for the TSO, with
considerable negative impacts if system security is not achieved. As a consequence, we might expect that
incentives in this category would be more heavily weighted to the downside, consistent with the approach
that was taken by the CRU at PR4.

•

Controlling costs – the TSO’s actions can incur incremental costs and lead to incremental cost benefits
(reductions). We consider that in principle, incentives for costs should be more symmetric to encourage the
TSO to stick to target costs.

•

Grid development – similar to the incentives in transformation of the energy system, we would expect the
incentive framework to encourage new business process development and innovation as part of this key
activity for the TSO.

—————————————————————————————————————————————————
104

Under this category we included proposed incentives for systems minutes lost, cyber security and system frequency.
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Table 5-4: TSO incentives105
Incentive description

PR4 target

TSO’s proposed PR5 target

PR5 proposal

New for PR5

TSO proposal implies that complex
modelling would be used to define a
baseline each year to identify a target
share of RES. This would include
rebasing the target for events that are
deemed outside of the TSO’s control.

We do not recommend this as an incentive for PR5. This is a
very broad, economy-wide metric which the TSO
acknowledges would involve baselining and measurement
issues. Control over outcomes is one of the principles we
consider essential for an incentive, and it is unclear how the
TSO’s actions would directly impact this metric.

System transformation
Share of electricity from
renewable sources
This will measure the
portion of electricity from
renewable sources for each
year.

Proposing upside of €1m and
downside of -€0.33m per year, or
+€5m (1.7% of opex) and -€1.67 (0.6%
of opex) over PR5.
System Non-Synchronous
Penetration (SNSP)
SNSP is an important
enabler for increasing the
level of renewable sources
of electricity generation on
the power system. New
tools and processes are
required by the TSO to
allow increases in the SNSP
metric.

New as standalone incentive for
PR5

Annual percentage of SNSP measured
against target. Temporary SNSP
exclusions due to weather warnings
would be omitted. Every 5% away from
the target leads to 33% of the reward
or penalty.
The target for SNSP is for 75% over
PR5, apart from the final year, where it
is 85%.
Propose upside of €1m and downside
of -€0.33m per year, or +€5m (1.7% of
opex) and -€1.67 (0.6% of opex) over
PR5.

The TSO’s submission included measured SNSP over PR4,
which showed a steady annual increase rate of around 4%.
However, the proposal for PR5 presents targets increase
stepwise towards the end of the period, instead of building on
the steady pattern of annual improvements as in PR4. We
recommend maintaining a similar targeted rate of
improvement – starting with 75% in 2020 and increasing
annually by 2% in order to meet the 85% target at the end of
the period (i.e. 77% in 2021, 79% in 2022, 81% in 2023, 83%
in 2024 and 85% in 2025).
The range of ±15% around the target seems broad and we
suggest tightening this to ±10%. For new incentives we would
usually suggest caution around a upside-heavy proposal, but
given the importance of this area we would suggest only
reducing the power slightly - i.e. upside reduced to €0.8m per
year or €4m over PR5 (1.3% of opex) and downside reduced
to €0.3m per year or €1.5m (0.5% of opex) over PR5.

—————————————————————————————————————————————————
Note that some of the incentives in PR4 ran for less than the entire period. This is reflected in the second column when aggregating them over PR4. We assume all incentives will run over
the entirety of PR5 unless otherwise stated.
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Incentive description

PR4 target

TSO’s proposed PR5 target

PR5 proposal

Renewable Dispatch
Down (%)

New for PR5

Annual percentage of RDD measured
against target.
TSO describes at least two categories
of exclusions for this incentive, as well
as a deadband.

At an output level this seems to have clear consumer value.
As an incentive there seems to be some issues of level of
TSO control, with at least two categories of exclusions on top
of a deadband. We think further discussions are needed to
fully define this incentive at a technical level.

Every 1% away from the deadband
leads to 25% of the reward or penalty.
The target increases from 8% to 10%
over PR5, having increased from 3%
to 7% over PR4.

In terms of the targets, we note that Article 13(5) of the EU
Clean Energy Package (CEP) refers to a 5% curtailment level
for renewable energy.106 The targets proposed by TSO could
exceed that requirement. As a consequence, we suggest the
incentive could be set with this key target in mind.

Proposing upside of €1m and
downside of -€0.33m per year, or
+€5m (1.7% of opex) and -€1.67 (0.6%
of opex) over PR5.

For example, the opening PR5 target could be set at final PR4
level of RDD and then transition to the 5% target by the end
of the price control. Alternatively, the 5% target could be set
from the start of the price control Alternatively the CRU
could consider setting a broadly symmetric incentive for
improvements around the TSO’s proposed dispatch down
targets – i.e. rewards or penalties – with additional rewards
applying if the dispatch down is below the target curtailment
level in the CEP.

This incentive is to minimise
the dispatch down of
renewable generation.

For new incentives we would usually suggest caution around
an upside-heavy proposal, but given the importance of this
area (and stretching nature of the targets) we would only
reduce the power slightly - i.e. upside reduced to €0.8m per
year or €4m over PR5 (1.3% of opex) and downside reduced
to €0.3m per year or €1.5m (0.5% of opex) over PR5. As
discussed above, there are a range of options for how this
incentive pot could apply to different targets. So, for example,
a broadly symmetric incentive (+/-) of €0.3m per year could
apply around the TSO’s proposed dispatch down targets
(with or without a deadband) but to access the additional
€0.5m per year, the TSO would need to reduce curtailment to
below 5%.
—————————————————————————————————————————————————
106

European Commission, Proposal for a Regulation of the European Parliament and of the Council on the internal market for electricity, COM(2016) 861 final/2
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Incentive description

PR4 target

TSO’s proposed PR5 target

PR5 proposal

Deadband between 1.5 and 3.0
SML, where there is neither a
penalty nor incentive payment.

The proposed parameters are the
same, but the financial amount has
been changed to a symmetric ±€0.5m
per year, with 20% per 0.1 SML
deviation from the deadband.

Past performance (1.109 SMLs on average from 2004-2019)
implies that the targets in the proposal can be adjusted down
compared to PR4 (while recognising that the system is
becoming more complex to manage). We propose reducing
the targets by 0.5 SMLs i.e. a deadband between 1.0 and 2.5
SML.

System security
System Minutes Lost
This will measure the
number of system minutes
lost due to faults on the
Transmission System, for
which the TSO has control
over.

System Frequency (%)
This measures the
performance of the system
frequency against the
nominal frequency of 50 Hz

For every 0.1 SML the TSO
deviated from the deadband, it
would be penalised/rewarded
€66K. However, the maximum
overall downside of €2.1m (0.9%
of opex) was higher than the
maximum upside €1.4m
(0.6%).107
Target of 96% within 50Hz ± 0.2
range.
The incentive is a €33K per
0.2% deviation in either direction
up to 50Hz ±2% from target. The
maximum overall downside of
€2.1m (0.9% of opex) was
higher than the maximum upside
€1.4m (0.6%).108

This is ±€2.5m (0.8% of opex) over
PR5.

TSO proposes moving from what it
suggests is 100% compliance in
maintaining frequency within 50Hz ±
0.2 range to assessing time spent
within 50Hz ± 0.1 range.
Every 0.1% away from the central
target of the 96% target will equate to
5% of the incentive payment or
penalty, as applicable, up to ±2%.
The amount is ±€0.5m per year or
±€2.5m (0.8% of opex) over PR5.

Retaining the asymmetry of the PR4 incentive and the
magnitude of revenue-at-risk relative to controllable opex
would result in an upside of €1.5m (0.5% of opex) over PR5
and downside of €2.5m (0.8% of opex).
We propose that the target be made more challenging than
the TSO’s proposal, given that the TSO regularly achieves
above 99% compliance with the grid code target, and that
this is one of its core functions.109
Therefore, we propose a target of 98% and maintaining the
50Hz ± 0.1 range. We would suggest accepting the proposed
rate of penalties for deviations below this target. On the
upside we would propose €0.1m each if performance
exceeds: 98.0%, 99.0% and 99.5%.
For incentives around grid security, we would recommend
greater weight on the downside given their importance to the
entire system. Therefore, we recommend reducing the
proposed upside incentive to €0.3m per year, or €1.5m (0.5%
of opex) over PR5 and accepting the proposed downside
incentive of €2.5m.

—————————————————————————————————————————————————
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Percentages shows are for PR4 in total, we note that strength of the incentive was changed from 2018 onwards

108

Percentages shows are for PR4 in total, we note that strength of the incentive was changed from 2018 onwards

109

If the target was expressed in terms of time rather than percentage, a target of 96% compliance would imply that the system is outside of safe operating levels for 14.6 days a year.
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Incentive description

PR4 target

TSO’s proposed PR5 target

PR5 proposal

Benchmarking of EirGrid
Group cyber security

New for PR5

This would be based on an
independent scorecard, which the
TSO has already been measuring itself
against. The assessment is carried out
annually by an independent auditor. It
would improve from a current score of
2.5 to 3.8 over PR5. Every 0.1 away
from the target should equate to 20%
of the incentive payment or penalty.

We note that the TSO requested (and we recommend
allowing) funding in PR5 to improve its cyber security.

This measures the maturity
of the EirGrid Group cyber
security

We consider this is more appropriately designated a PCD for
PR5, rather than a financial incentive. This could be
accompanied by reporting of the TSO’s actions to improve
both resilience and restoration capacity. We suggest that the
proposed PCD be defined as part of the next stage of the
price review.

The amount is ±€0.5m per year or
±€2.5m (0.8% of opex) over PR5.
Cost
Network Project
Handover
Assess TSO/TAO outturn
performance against a
baseline PR5
invoicing/spend profile that
will be agreed with CRU in
2020. This measure will
assess timely handover
from the TSO to the TAO.

Imperfections
The aim of this incentive is
to minimise constraints
costs (which arise due to
the difference between the
ex post market schedule
and the real-time dispatch);
these costs are passed

This was one of the aspects of
the ‘single balanced scorecard’
which made up the investment
planning and delivery incentive
in PR4. That incentive was
awarded annually based on an
ex post review and came to
about ±€900K per year or
±€2.8m (2.0% of opex from
2018 onwards).

It is proposed to assess TSO/TAO
outturn performance against a
baseline PR5 invoicing/spend profile
that will be agreed with CRU in 2020.
An ex post annual adjustment will be
required to account for issues outside
the control of the TSO and TAO that
lead to projects not being progressed
as planned.

An all-island imperfections
allowance is set by the
regulators. If the TSOs makes
savings below this level (after a
deadband) it retains a share of
the saving. The deadband is
7.5% and the sharing factor is
10%.

The TSO is proposing changing the
deadband to 2.5% and a sharing factor
of 25%. After further consultation with
the CRU they suggested modifications
to ensure multi-year benefits and to
improve governance.

The submission does not explain the strength and asymmetry
of the proposed incentive. In the rest of this report we use a
working assumption that assumes this continues to be part of
the ‘balanced scorecard’ as in PR4.

The incentive is set at upside +€2.5m
and downside -€1m per year, or
+€12.5m (4.2% of opex) and -€5m
total (1.7% of opex).

The incentive is set at upside +€2.5m
and downside -€1m per year, or
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We consider that further consultation between the CRU, TSO
and stakeholders is required to ensure that the design and
strength of this incentive is appropriately targeted.
Either as a replacement of – or in addition to – the existing
imperfections incentive that applies to the all-island TSOs, we
have considered other options for how constraint
management and local security of supply issues could be
made a part of a broader incentive framework for the TSO
(see further discussion below).

Incentive description

PR4 target

onto the end electricity
consumer.

TSO’s proposed PR5 target

PR5 proposal

+€12.5m (4.2% of opex) and -€5m
total (1.7% of opex).

As a working assumption and recognising that the incentive
relates to the broader transformation of the energy system,
we would propose using a working assumption with more
upside than downside – using an indicative amount of €5m
upside (1.7% of opex) and €1m downside (0.3% of opex) over
PR5. This working assumption could cover any of: the current
incentive, an evaluative incentive as described after this table,
or a combination of the two.

This would be based on steps 4–6 of
the Investment Planning and Delivery
framework, with the incentive
rewarded on a 3-point scale.

In the absence of further explanation from the TSO as to why
the Investment Planning and Delivery incentive from PR4 was
split into separate incentives, or why these should becomereward, we would propose a working assumption that retains
the combined ‘balanced scorecard’ incentive (with the
Network Project Handover incentive potentially separated –
see discussion after this table) and applies upside of ±€0.9m
per year or ±€4.5m (1.5% of opex) over PR5, and downside
of -€0.3m per year or €1.5m (0.5% of opex) over PR5.

Grid development
Infrastructure Delivery
The deliverable that this
metric refers to is the
delivery aspect of the
Investment Planning and
Delivery Balanced
Scorecard framework for
PR4, in particular steps 4-6
of this process110
Investment Planning
The purpose of this metric
is to ensure that the TSO is
making well-evidenced
investment decisions in a
timely manner in order to
ensure the grid is safe,
secure, and reliable and is
able to deliver climate
action targets
Deployment of New
Technology

These three incentives –
together with the Network
Project Handover incentive
discussed above – were part of
the ‘single balanced scorecard’
which made up the investment
planning and delivery incentive
in PR4. That incentive was
awarded annually based on an
ex post review and came to
about ±€900K per year or
±€2.8m (2.0% of opex from
2018 onwards).

Proposed upward-only incentive of
€0.5m per year, or €2.5m (0.8% of
opex) in total

This would be based on steps 1-3 of
the Investment Planning and Delivery
framework, with the incentive
rewarded on a 3-point scale.
Proposed upward-only incentive of
€0.5m per year, or €2.5m (0.8% of
opex) in total

This would be a qualitative incentive
based on rolling two-year plans on the
deployment of new technology, which

—————————————————————————————————————————————————
110

For an explanation of the steps in the Investment Planning and Delivery see, for example: EirGrid and ESB Networks, Investment Planning and Delivery Report 2018
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Incentive description

PR4 target

The purpose of the metric
is to ensure processes are
effective in enabling the
trialling, piloting,
deployment and use of new
technology on the grid and
in the TSO’s operations
Stakeholder Engagement
Measures how effectively
the TSO conducts
stakeholder engagement

TSO’s proposed PR5 target

PR5 proposal

the TSO would report against
annually.
Proposed upward-only incentive of
€0.5m per year, or €2.5m (0.8% of
opex) in total

A CRU established a
stakeholder panel to assess and
score the TSO on the quality
(20%), implementation (40%)
and effectiveness (40%) of their
stakeholder engagement
strategy in the previous year.
The panel is chaired by CRU
and consists of representatives
from a range of stakeholders.

Same as PR4 except the proposed
upward-only incentive is €0.75m per
year – i.e. €3.75m (1.2% of opex) over
PR5.

Slightly increase the annual monetary value of the incentive
to €0.5m per year or +€2.5m (0.8% of opex) over PR5.

Upward only at €1.4m total
(1.0% of opex from 2018
onwards)
Sources: CEPA/GHD; review of CRU, Reporting and Incentives under Price Review 4 - Decision and EirGrid PR5 business plan submissions on outputs and incentives (including updated
submission on imperfections and the joint TSO/TAO incentives)
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New and additional considerations regarding incentives
There are three outstanding issues regarding TSO incentives: scorecard-based incentives, design of the
imperfections incentive, and new incentives.
Grid development incentives. The TSO’s current proposals suggests splitting the single scorecard-based
incentive from PR4 into four separate incentives for PR5.111 There is a rationale for separating out the network
planning handover aspect given that this is now going to be scored jointly with the TAO and is a discrete task. In
our own categorisation of the incentives we also have determined that this incentive is primarily focused on cost
reduction, whereas the other three elements are to do with grid development processes and working practices.
In section 5.4.1 we describe a framework for designing incentives which could be applied to the remaining three
aspects of the scorecard incentive (infrastructure delivery, investment planning and deployment of new
technology). We would also add stakeholder engagement to this analysis as it is the final incentive in the grid
development category and also scorecard-based. We note that we agree on the overall emphasis of what is being
proposed in these incentives, given that they are carrying over from PR4. We want to ensure that they are designed
to ensure efficient and financeable delivery. Here we discuss three options:

•

Maintain the PR4 scorecard. This would mean recombining the three metrics from the current scorecard
and perhaps adding the stakeholder engagement aspect and/or an incentive on TSO-DSO cooperation
(see discussion on the next page). This would also maintain the symmetry and power of the incentive from
PR4, which is quite different to the upward-only incentives proposed by the TSO. As the incentive was only
introduced in its current form for 2018, this would give CRU more time to observe the effectiveness of the
current incentive, and is the less risky option for both the TSO and CRU.

•

A middle ground option between the PR4 incentive and the TSO’s proposal would be to retain the
combined incentive, with more upside in exchange for more challenging targets than in PR4. This would be
the medium option in terms of risk and reward.

•

If the TSO’s proposal of separating the incentives is to be followed, we would recommend reviewing the
design of each incentive by considering the three key questions outlined in Section 5.4.1 (namely, whether
each incentive should be discretionary or mechanistic, what should be the ratio of upside to downside, and
what amount of money should be at risk). This would require further discussions between the CRU, TSO
and stakeholders. Assuming that the overall revenue-at-risk is broadly similar to the TSO’s proposal
(although potentially made more symmetric), this option could end up being higher risk/reward for the TSO.

In the rest of this document we use the first option as our working assumption.
Imperfections / Local security of supply. The imperfections incentive is set by the SEM Committee to apply to
both the EirGrid TSO and SONI – reflecting the all-island nature of the I-SEM balancing market. In this report we are
only advising on the framework that would apply in the Republic of Ireland for PR5, but clearly a consistent
approach to the imperfections would need to be adopted across the I-SEM.
The imperfections charge doubled from 2018/19 (outturn) to 2019/20 (SEM Committee final decision), highlighting
the importance of the TSO keeping these costs as low as practicable. 112 All else equal, the higher share of
renewables envisaged in the CAP would typically be expected to result in higher imperfection charges – for
example, increasing the available priority dispatch generation (e.g. wind) added €29 million to the modelled
2019/20 imperfections costs target.113 But the TSO can counter that effect through its role in grid development and
operation – higher flows on the interconnectors and the North-South Tie Line, along with operational constraints
—————————————————————————————————————————————————
This included the incentives for Infrastructure Planning, Infrastructure Delivery, Deployment of New Technologies, and
Network Project Handover costs.
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SEM Committee, Imperfections Charge October 2019 – September 2020 And Incentive Outturn October 2017 – September
2018, Decision Paper, SEM-19-040
112
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ibid, p. 8
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improvements, were modelled to reduce the cost of constraints by €19 million in 2019/20.114 In this sense, there are
complex interactions between what the TSO is funded to do (e.g. develop DS3+ system services, develop the Celtic
interconnector), what it is incentivised to achieve (e.g. the proposed SNSP incentive) and imperfections costs. The
current incentive design is only focused on the TSO’s role in minimising imperfections costs in a given year once
the target is set.
The TSO’s proposal for PR5 suggests that by allowing it to capture more of the upside it would have a stronger
imperative to keep imperfections costs down. We note that the TSO’s proposal would not change its downside
exposure from PR4.115 Economists have not formed a clear consensus on whether companies are more likely to
respond to positive or negative incentives (context, including corporate culture, matters although it is generally
accepted that risk aversion would lead companies to avoid downside outcomes), but we consider that further
engagement is needed to understand the rationale behind the TSO’s proposal to heavily tilt the incentive to the
upside.116
We understand that the CRU would like to see a broader reach for the incentive that better captures the complex
interactions between the TSO’s decisions. This certainly merits further discussions between the TSO, CRU, NI
Utility Regulator, and other interested stakeholders. We caution that it could be challenging to develop a
mechanistic incentive that captures those interactions in time for the CRU’s PR5 final determination.
Again, one possibility would be to either add a discretionary element to the incentive that would capture the TSO’s
longer-term impact on imperfections costs, or to replace the current incentive with this type of more evaluation
based incentive. Clearly, any change or removal of the existing mechanism would have to be agreed with the NI
Utility Regulator. Our proposals for clearly defined PCDs (see Section 5.1) would also help in drawing a clearer link
between the TSO’s allowances and its initiatives to better manage a low carbon electricity system. In the text box
below we discuss one potential approach for PCDs that would focus on the TSO’s role in reducing system
constraints, for example with a focus on the Dublin security of supply issue identified in the CRU’s Approach Paper.
Text Box: Scorecard / PCD based incentives for the TSO managing constraints and local supply issues
The aim would be for the TSO to demonstrate progress in addressing and managing key transmission network
security of supply / constraint areas during PR5. These would be PCDs that implement many of the working
practices and systems that are captured and evaluated at a total business level.
We would envisage that PCDs would be established following a three-step process:
• Step 1 – ahead of the PR5 final determination, the CRU and TSO would agree a short-list of strategic areas of
the country where transmission network constraints – power transfer capacity or voltage support – and local
demand /generation conditions are contributing to potential security of supply issues, high market (e.g.
imperfection) costs etc.
• Step 2 – having agreed the short-list of strategic network areas, the TSO would be expected to prepare a
programme report that sets out the measures and initiatives that it will take or is considering to manage the
issues, mitigate any adverse impacts on customers and potentially resolve the issue in PR5 (e.g. by
accelerating transmission network reinforcement to resolve a constraint).
• Step 3 – the CRU would establish a score-card which would include incentive payments linked to the TSO’s
key milestones and the potential resolution of the constraint / security of supply issue, based on the measures,
plans and timeline set out in the TSO’s report from Step 2. The TSO’s performance against the score-card
would be evaluated as part of the close-out process for PR5.

—————————————————————————————————————————————————
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The TSO’s share of the downside is currently half of its share of the upside (5% compared to 10%). Its proposal would see
the ratio change to 1:5 (5% compared to 25% of the upside). It is proposing that rewards would apply for 2.5% away from the
imperfections cost target, compared to 7.5% currently.
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Increasing the TSO’s downside exposure should be considered carefully given its potential impact on financeability – see
section 5.5.2 for further discussion on the issue.
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The strategic areas of the country could be linked to the areas that EirGrid has identified as potentially requiring
development of the grid in its System Needs report.117 Alternatively, the areas could be defined under an
alternative set of criteria – e.g. contribution to imperfection costs.
The rewards under the incentive should be weighted towards a “success fee” if the TSO can “resolve” the
network problem during the price control period, thereby sharing the value unlocked for electricity consumers.
Clearly the exact terms and conditions of the score-card – and the ambition of the TSO’s programme report –
would need to be carefully considered ahead of implementation.
New incentives. In section 5.4.1 we noted three options if the CRU wanted to introduce incentives that were not
included in the licensees’ proposals:

•

use PR5 to develop the incentive with a view to implement it in PR6;

•

introduce a discretionary incentive for PR5 with relatively low revenue-at-risk and potentially move to a
mechanistic incentive in PR6; or

•

introduce a mechanistic incentive if the evidence to set an appropriate target is available.

We noted that an incentive on DSO-TSO cooperation could fit logically within a broader “basket” of discretionary
reward for the DSO. If the CRU decided to do so, a similar reward should be introduced for the TSO.
Another– output / PCD metric and associated incentive that could be captured as part of a group of more scorecard / more process related incentives, could relate to balancing procurement. This is a key activity for the TSO,
where its actions in engaging and creating a route to market for different providers of balancing services, should be
encouraged in PR5.
Another possibly where the DSO incentive package could be informative for TSO incentives would be the
connections process (ECP). The incentive would be on the time taken by the TSO to make connections offers. It
would need to be adapted for the nature of transmission connections – both the volume and complexity of
connections. The DSO’s incentive is designed around batches, and the suitability of this approach to the TSO
should also be explored.
At this stage, we have not included a working assumption in the rest of this report for incentives that were not
included in the TSO’s proposal. However, in Appendix D we have set out in further detail, how the range of
proposals and options we have discussed above, could potentially be brought together into a coherent “layered”
framework of outputs and incentives for the TSO during PR5. As with all the above, the detailed proposals, would
need to be discussed and developed in further detail in the next stages of the price review process.
Note: In section 5.5.2 we present indicative amounts for the grid development and imperfections / local security of
supply incentives for the purposes of analysing how an entire incentives package would look. These should be
considered as placeholder working assumptions, which could apply to any of: the current incentives, combined
incentives (e.g. for grid development) and new or individually separated incentives.118

5.4.3.

TAO

The TAO has two outputs and associated incentives. In Table 5-5 we present a short description of the incentives, a
summary of their treatment in PR4, the proposal for PR5 and our recommendations for how and why we would
modify this.

—————————————————————————————————————————————————
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EirGrid, Tomorrow’s Energy Scenarios 2019 Ireland – System Needs Assessment, 2019

As noted in the section on the DSO, we would typically expect discretionary incentives to have less revenue-at-risk than
mechanistic incentives.
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Table 5-5: TAO incentives
Incentive description

PR4 target

TAO’s proposed PR5 target

PR5 proposal

Scorecard and outage
measures

A new project delivery incentive scheme was
agreed with CRU in September 2019. The
original KPIs for performance improvement
plans (PIPs) issued and transmission capex
delivered were retained. Two new KPIs for
project delivery process improvement and
customer project energisations were also
agreed, which broadened the range of KPIs
being assessed by the auditor as required by
CRU. Equal weightings apply for each KPI.

The TAO suggests continuing with the
scorecard and proposes the same
amount for incentives: ±€3m per year
or ±€15m total (9.5% of controllable
opex).

We agree with the TAO that continuing with
the incentive as proposed is sensible for PR5,
with ±€15m total (9.5% of controllable opex).

We have not received a formal version
of this proposal from the TAO side.
However, our understanding is that it
would be an reward-only incentive
assessed through a scorecard based
on 3, metrics which have a maximum
value of €1m p.a. each. This means
there is +€3m each year or €15m over
PR5 (9.5% of controllable opex)

In the absence of further information from the
TAO, we would propose a working
assumption that is symmetric and equal is
strength to the project delivery and outage
incentive – i.e. ±€3m per year or ±€15m over
PR5 (9.5% of controllable opex).

We would recommend increasing the targets
(which were not specified in the TAO’s
submission), noting that the PR4 KPIs were
kept within historic performance with the
understanding that they would become more
stretching over time.

The incentive came to ±€3m per year or
±€15m total (9.5% of controllable opex).
Joint TSO/TAO incentive
Assess TSO/TAO outturn
performance against a
baseline PR5
invoicing/spend profile that
will be agreed with CRU in
2020. This measure will
assess timely handover
from the TSO to the TAO.

New for PR5

Source: CEPA/GHD; review of CRU, Reporting and Incentives under Price Review 4 - Decision and of TAO PR5 business plan, TF01: Transmission System Development and Maintenance and
EirGrid, Enhanced Benefit Sharing Mechanism Output Metrics and Targets v 3.0 (with regard to the joint TAO/TSO incentive)
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5.5. ENSURING EFFICIENT DELIVERY IS FINANCEABLE
Up to this point the report explored the different parts of the regulatory framework individually. Putting it all together
leads to two important questions:

•

Is the overall balance of rewards and penalties appropriate?

•

Can the licensees be expected to be financeable under plausible downside scenarios?

Thinking about both questions requires consideration of how incentives on costs and incentives on performance
might interact within the proposed framework. In the Agile & Guidance Based framework that we propose the CRU
explore for PR5 licensees’ exposure to cost variations would be:

•

A share of opex over-/under-spend.

•

Any inefficient capex, while retaining the depreciation and return on capex efficiency savings (or efficient
deferral).

•

Potentially the costs incurred on any PCDs that were not delivered (subject to the pre-agreed principles for
how such costs would be treated).

Licensees’ exposure to performance incentives would be determined by the total revenue-at-risk across their
respective incentive package.
The TSO and DSO proposed to apply caps to these exposures in order to (1) achieve a balance of risk and reward
that they considered acceptable, and (2) ensure financeability under downside scenarios. The TSO’s caps would
apply to performance incentives and be set at +€7 million and -€3 million per annum. The DSO proposed individual
caps on cost variations and performance incentives in total over PR5, and an overall cap on exposure of ±€450
million.
We consider that a useful way to frame the questions of risk balance and downside financeability, drawing on the
licensees’ proposals, is in terms of return on regulatory equity (RoRE).
RoRE is useful for considering downside and upside on incentives because it is measured using the regulator’s
estimated cost of equity assumed level of gearing (i.e. the share of the licensee’s business that is funded through
debt). A RoRE downside of zero, for example, would imply that a maximum exposure in which shareholder return is
zero.
In theory, under certain circumstances shareholders may be willing to make one-off equity injections into a
business that is otherwise financially sound. However, we do not think that a sustained period in which shareholders
are expected to make equity contributions (i.e. earn a negative return) can be considered financeable. As such, we
would recommend that the downside is capped at no lower than zero RoRE. This could be set on a yearly basis if
only applied to performance incentives, but should be set for the entire regulatory period if it covers both costs and
performance incentives.
Turning to the upside, the CRU is faced with three options:

•

No cap on rewards.

•

A cap on rewards set to mirror the cap on the downside (this is the approach taken in the DSO’s proposal).

•

A cap on the upside that is some multiple (>1) of the downside cap (this is the approach taken in the TSO’s
proposal, but only for performance incentives).

The choice between these three would likely depend on the extent to which a price control is likely to represent
business as usual or a transformation period. The latter would suggest allowing greater upside. It would also
depend on the level of confidence the CRU has that ex ante cost allowances are set at an efficient level and
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incentive targets are stretching. The less confidence the CRU has in either of those, the greater the need protect
consumers from excess returns by the licensees that are not the result of true performance improvements.119

5.5.1.

DSO

Table 5-6 summarises what our working proposals on the DSO’s incentives would add up to, and comparing them
to the PR4 total and the DSO’s own proposals.

•

The overall package sees about half of the revenue at risk in ‘reliability and security of supply’ which are
symmetric for the reasons we set out above.

•

For customer outcomes, we think it is appropriate to have more downside risk; as discussed above,
customers should expect a high level of customer service as a BAU outcome.

•

Finally, the transformation category is slightly more upside-weighted (although separating out the smart
meters from the rest of the package shows that the remaining are strongly upside-weighted). While we
have outlined the need for further discussion on these incentives, we think it is broadly right to provide
more upside to encourage the DSO to take risks to further the transformation agenda.

•

In PR4, the DSO’s upside revenue-at-risk from incentives was at 13.7% of opex. The DSO’s PR5 proposed
incentives are 26.3% of projected opex. Our working assumption is closer to the PR4 package at 15.6%.

•

On the downside, PR4 had 16.6% of opex at risk. This increased to 18.4% of opex in the DSO’s PR5
proposals. Our working assumption is 16.3%.

•

The ratio of upside to downside revenue-at-risk was 0.83 in PR4. The DSO’s PR5 proposals saw this
increase to 1.43. Our working assumption is close to unity at 0.96.

•

Finally, in terms of a sense check on financeability, we have done some high-level calculations using
assumptions around RAB, notional equity and annual return for the DSO over PR5 and compared it to the
maximum penalty it could be exposed to. We think the DSO should have plenty of scope to accommodate
any performance penalties or cost overruns as a result of this package – see section 5.5.4 for an indicative
presentation of the total upside and downside in terms of return on regulatory equity (RoRE). Indeed, our
proposal is less powerful than the DSO’s own PR5 proposal on the downside.

—————————————————————————————————————————————————
This concern appears to be the reason Ofgem is proposing to introduce a cap on returns for the RIIO-2 price controls as part
of the new ‘Return Adjustment Mechanisms’ (RAMs).
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Table 5-6: DSO incentives summarised, incentive amounts in €m120,121
Incentive

DSO
Reliability and security of supply
Customer interruptions
Customer minutes lost
Worst-served customers
Provision of a time for restoration of outages

PR4

Licensee PR5 proposal

CEPA PR5 proposal

Upside
116.9
55.1
55.1
6.7
-

Downside
104.1
48.7
48.7
6.7
-

Upside
136.0
50.0
50.0
26.0
10.0

Downside
136.0
50.0
50.0
26.0
10.0

Upside
111.7
50.0
50.0
6.7
5.0

Downside
111.7
50.0
50.0
6.7
5.0

20.0
8.2
8.8
3.0

48.0
8.2
39.8
-

75.0
25.0
25.0
25.0

50.0
25.0
25.0
-

31.0
13.5
12.5
5.0

51.0
13.5
37.5
-

Transformation
Installation of smart meters
Distributed renewables access
Flexibility
Visibility of LV system

5.5
4.0
1.5
-

21.5
20.0
1.5
-

140.0
30.0
30.0
50.0
30.0

60.0
30.0
30.0
-

51.0
6.0
15.0

40.0
20.0
10.0

30.0

10.0

Other (PR4 only)

5.1

5.1

147.5
13.7%

178.7
16.6%

Customer outcomes
Broad measure of customer service (survey)
Communication with customer (ESATRAT)
Stakeholder engagement

Total
% of controllable opex
Annual average
Upside : Downside
Power of incentives vs PR4

29.5
0.83
-

35.7
-

351.0
26.3%
70.2
1.43
2.38

246.0
18.4%
49.2
1.38

193.7
15.6%
38.7
0.96
1.31

202.7
16.3%
40.5
1.13

Source: CEPA/GHD analysis, CER PR4 final determination and Reporting and Incentives decision, DSO PR5 business plan

—————————————————————————————————————————————————
For controllable opex in PR4 we consulted the CER’s decision paper from 2015 and used the figure of €1,076m. For PR5 we used projections for PR5 controllable opex allowance of
€1,241m and the DSO’s proposal of €1,337m.
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We note that PR4 incentives were presented in terms of their share of the DSO’s allowed revenue – upside of 3.6% over PR5 (approximately 6% in the three years in which incentives
applied) and downside of 4.3% (approximately 7% in the three years from 2018). Our proposed incentives in the above table result in upside of 4.6% of allowed revenues for PR5 and
downside of 4.8% of allowed revenues.
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5.5.2.

TSO

Table 5-7 summarises our proposals on the TSO’s incentives, comparing them to the PR4 total and the TSO’s own
PR5 proposals.

•

The overall package sees about one third of the revenue at risk in the cost control category (imperfections
and network planning handover), with the system transformation and system security categories receiving
about one quarter each and the remainder in grid development.

•

All of the categories with the exception of system security have more upside weighting. As set out above,
we think this is appropriate to encourage the TSO to adopt innovation approaches to support system
transformation and grid development categories.

•

We reiterate that several of these proposed revenue figures are indicative, and we think merit further
discussions before final amounts are decided.

•

In PR4, the TSO’s upside revenue-at-risk from incentives was at 4.3% of opex. The PR5 proposed
incentives are 17.8% of projected opex. Our working assumption is 7.6%.

•

On the downside, PR4 had 4.3% of opex at risk. This increased to 6.8% of opex in the TSO’s PR5
proposals.122 Our working assumption is at 3.5%.

•

The ratio of upside to downside revenue-at-risk was 1.0 in PR4. The TSO’s PR5 proposals saw this increase
to 2.61. Our working assumption is towards the middle of this range, at 2.19.

•

We note that the TSO proposed an overall annual cap of +€7.0m and -€3.0m. This would still lead to a risk
ratio of 2.33 to the upside. We think this may need to be revisited as part of the financeability assessment
and in finalising the PR5 package.

•

There is a risk that even the reduced package proposed here may lead to difficulties for the TSO in the
scenario where it receives maximum penalties alongside a cost overrun. This is based on some high-level
assumptions regarding TSO average RAB, equity and return over PR5 – see section 5.5.4 for an indicative
presentation of the total upside and downside in RoRE terms.

—————————————————————————————————————————————————
EirGrid’s regulatory submission also proposes a cap on total revenue at risk. The figure referenced is the headline incentive
value, i.e. before an aggregate cap on downside risk.
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Table 5-7: TSO incentives summarised, incentive amounts in in €m 123
Incentive

TSO
System transformation
Share of electricity from renewable sources
System Non Synchronous Penetration (SNSP)
Renewable Dispatch Down (%)
System security
System Minutes Lost
System Frequency (%)
Benchmarking of EirGrid Group cyber security
Cost
Network Project Handover
Imperfections

PR4

Upside
-

Licencee PR5 proposal

Downside
-

2.9
1.4
1.4
-

Downside
5.0
1.7
1.7
1.7

Upside
8.0
4.0
4.0

Downside
3.0
1.5
1.5

7.5
2.5
2.5
2.5

7.5
2.5
2.5
2.5

3.0
1.5
1.5
-

5.0
2.5
2.5
-

25.0
12.5
12.5

10.0
5.0
5.0

5.0
5.0

1.0
1.0

-

7.0

1.5

4.5

1.5

2.5

-

-

-

-

4.3
2.1
2.1
-

(PR4 balanced scorecard)
-

Grid development
Infrastructure Delivery
Investment Planning
Deployment of New Technology
Stakeholder Engagement

4.2

2.8

2.8

2.8

1.4

-

11.3
2.5
2.5
2.5
3.8

Other (PR4 only)

3.0

3.0

-

10.0
4.3%

10.0
4.3%

Total
% of controllable opex
Annual average
Upside : Downside
Power of incentives vs PR4

2.0
1.00
-

2.0
-

CEPA PR5 proposal

Upside
15.0
5.0
5.0
5.0

58.8
17.8%
11.8
2.61
5.88

22.5
6.8%
4.5
2.25

23.0
7.6%
4.6
2.19
2.30

10.5
3.5%
2.1
1.05

Source: CEPA/GHD analysis, CER PR4 final determination and Reporting and Incentives decision, TSO PR5 business plan

—————————————————————————————————————————————————
For controllable opex in PR4 we consulted the CRU Decision Paper on PR4 incentives and used the figure of €233m. For PR5 we used projections for PR5 controllable opex allowance of
€301m and the TSO’s proposal of €330m.
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5.5.3.

TAO

Table 5-8 summarises our proposals on the TAO’s incentives, comparing them to the PR4 total and the TAO’s own
PR5 proposals.

•

In PR4, the TSO’s revenue-at-risk from incentives was ±9.5% of opex. The TAO’s PR5 proposed incentives
are +19.7% and -9.9%. We have proposed introducing an equal downside element to the new TAO/TSO
joint incentive to maintain balance.

•

The ratio of upside to downside revenue-at-risk was 1.0 in PR4. The TAO’s PR5 proposals would have seen
this increase to 2.0. We recommend maintaining a balanced ratio.

Broadly, we have proposed the adoption of the TAO’s proposed incentives, except that we have proposed a more
symmetric overall framework.
Table 5-8: TAO incentive summarised, incentive amounts in in €m 124
Incentive

PR4

TAO
Scorecard and outage measures
Joint TSO/TAO network handover incentive
Total
% of controllable opex
Annual average
Upside : Downside

Upside
15.0
15.0
9.5%

Licensee PR5 proposal

Downside
15.0
15.0
9.5%

3.0
1.00

3.0

Upside
15.0
15.0
30.0
19.7%

Downside
15.0
15.0
9.9%

6.0
2.00

3.0

CEPA PR5 proposal

Upside
15.0
15.0
30.0
19.7%

Downside
15.0
15.0
30.0
19.7%

6.0
1.00

6.0

Source: CEPA/GHD analysis, CER PR4 final determination and Reporting and Incentives decision, TAO PR5 business plan

5.5.4.

Initial conclusions on financeability the package

Our proposed package of performance incentives would increase the revenue-at-risk for each licensee compared
to PR4, but for would reduce it for the DSO and TSO compared to their proposals. For the TAO our proposed
package would result in the same upside and more downside than proposed by the licensee. This is illustrated in
Figure 5.1.
Figure 5.1: Total upside and downside on performance incentives

50%

TSO

Revenue at risk as % of
controllable opex

40%

DSO

TAO

30%

20%
10%
0%
-10%
-20%

-30%

Our PR5 proposal

Licensee's PR5 proposal

PR4

Source: CEPA/GHD analysis

—————————————————————————————————————————————————
For opex in PR4 we consulted the CRU Decision Paper on PR4 incentives and used the figure of €157.4m. For PR5 we used
projections for PR5 controllable opex allowance of €152 – the same as the TAO’s proposal.
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Our Agile & Guidance Based option for cost incentives would not fundamentally change licensee’s risk exposure to
cost over-/under-spends. But by providing further clarity on how any ex post adjustments would be applied, this
option can reduce the perception of risk.
Ultimately, financeability is underpinned by the transparency and stability of the regulatory framework. Even as the
framework evolves from one regulatory period to the next – as every public policy must do in light of changing
situations, new information and different public expectations – the consultative process through which such
changes are explored and finalised supports financeability.
We are not proposing to change the fundamental nature of the framework, which at its core enables NPV-neutral
recovery of past investment over the period in which that investment delivers value to customers – through
depreciation of and return on the RAB. For the TSO, the RAB represents a relatively small part of cash flows, so an
important feature of the regime to support financeability is the margins it is allowed to earn in addition to the return
on the RAB. This includes a margin for operational gearing (i.e. operating costs representing a large share of its
expenses) which we have proposed is retained for PR5. 125

—————————————————————————————————————————————————
125

See CEPA, PR5 cost of capital estimation – report for the CRU for further discussion.
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6.

CONCLUDING REMARKS

This report presents a broad approach that could be used to inform the CRU’s decisions on the regulatory
framework that should apply in PR5. There are good reasons to explore an evolution of the PR4 framework, given
the changing roles of the licensees to enable the CAP and other strategic imperatives, such as security of supply in
the Dublin area and the transformation of the DSO role. Further development is required to specify how uncertainty
mechanisms would work in practice, confirm targets and financial parameters of incentives, and assess plausible
downside scenarios to test the potential impact on the licensees’ financeability.
We started with a set of questions or principles that explored the choices and trade-offs that the CRU faces in
developing the PR5 framework. Then, building on the detailed proposals by each licensee, we presented a potential
framework. We summarise some of the key takeaways in this section.

6.1. OVERVIEW OF THE PROPOSAL
In Section 5 we explored the options that may be adopted to achieve the CRU’s strategic objectives for PR5,
building on the licensees’ proposals. We looked at each of the following questions individually at first:

•

What would the licensees be held accountable to, and how?

•

How would costs be treated and efficient expenditure be incentivised?

•

How would uncertainty be dealt with?

•

How should performance incentives be set?

•

How would the framework ensure that efficient delivery is financeable?

In Table 6-1 we summarise how the ‘straw-person’ that we explored in this section addresses each of the above
questions. We also summarise how we understand the licensees’ proposals to address the same questions.
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Table 6-1: Summary of straw-person proposal
Our straw-person

EirGrid proposal

ESB Networks proposal

What would the
licensees be held
accountable to, and
how?

• Outputs measures
• PCDs for pre-specified strategic initiatives and
projects (i.e. funded ‘step changes’)

• Broad outcomes (decarbonisation; grid
security; cost; performance) informed by
output measures

• 50+ output measures with
rewards/penalties for over-/under-delivery

How would costs be
treated and efficient
expenditure be
incentivised?

• Opex and capex allowances set ex ante

• Opex and capex allowances set ex ante

• Opex and capex allowances set ex ante

• Under Agile & Guidance Based option preagreed principles for the treatment of variance
in outputs, ex post changes to ex ante
allowances, treatment of efficiency savings,
and flexibility between cost categories

• CRU to provide further guidance on how
ex post reviews would be conducted

• Ex post review / variation treatment done
on a totex basis, with caps on maximum
exposure on over-/under-spend

How would
uncertainty be dealt
with?

• Uncertainty mechanisms informed by the
licensees’ proposals (6 for the DSO, 1 for the
TSO, none for the TAO)

• Three uncertainty mechanisms

• Four uncertainty mechanisms

How should
performance
incentives be set?

• Largely the same incentives as proposed by
the licensees, but with some proposed
changes to the targets and revenue-at-risk to
achieve an appropriate balance of risk and
reward

• 12 incentives (4 new for PR5)

• DSO: 11 incentives (3 new for PR5)

• PCDs for large defined capex programmes
/ projects

• TAO: two incentives

• Options for additional discretionary incentives
(e.g. DSO-TSO collaboration)
How would the
framework ensure
that efficient delivery
is financeable?

• Incorporate assessment of RoRE downside to
financeability testing of the price control
package, with a recommended cap on RoRE
downside at zero (or higher)

• Annual cap on incentive downside of -€3
million

Source: CEPA/GHD
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• Caps on exposure to performance and
cost incentives, and a total cap on the
downside of -€450 million over PR5

Overall, the proposed straw-person framework features three cross-cutting elements:

•

Increased focus on what is being delivered for consumers. Accordingly, our proposal makes it clear that the
licensees should not be penalised (and, in some case, should be rewarded) for diverging from their plan for
PR5 if that would best meet consumers’ needs, and as long as they can demonstrate that they have done
so efficiently.

•

Retention of two-stage process that includes both an ex ante assessment and an ex post review. Improving
the clarity and guidance on ex ante allowances and the associated cost incentive regime is important for
meeting the principles set out in Section 3.

•

With the exception of a small number of uncertainty mechanisms in Section 5.3 that are designed to
address specific risks, the proposed framework does not envisage the CRU agreeing to amend the
allowance for incremental opex or capex during the price control. Any adjustment for efficiently incurred
incremental opex or capex would be established as part of the ex post review of PR5. However, the CRU
may agree to the need for expenditure during the price control period and, potentially, for that expenditure
to be provisionally recovered through the annual tariff-setting process. Any such provisional amount would
be assessed as part of the ex post review.

Interactions
Two important price control decisions are not covered in this report: how to identify ex ante the efficient level of
costs that should be recovered from consumers, and how the allowed rate of return (cost of capital) should be set.
Our advice to the CRU on these matters for PR5 are set out in separate reports.126
The regulatory frameworks that are explored here do not, in and of themselves, change the need to ensure that ex
ante cost allowances are efficient and informed by the best available evidence. Nor are they expected to
substantially change the techniques would typically be used to ascertain those points.127 The use of well-defined
uncertainty mechanism could, however, influence decisions on what level of uncertain costs to include in the ex
ante allowance.
This report has similar implications for estimation of the cost of capital: the CRU would still need to identify an
efficient level of return for the licensees (calculated on a notional basis) and to do so using the best available
information and estimation techniques. Different regulatory framework can leave the licensees exposed to different
risks and levels of risk, which would need to be considered with regard to estimation of the asset beta and in
selecting a point estimate for the overall cost of capital within the range of estimates.

6.2. ISSUES FOR FURTHER DEVELOPMENT
We stress that the proposals for PR5 presented in this report are intended as a jumping-off point for further
discussions between the CRU, licensees and stakeholders. In particular, further work is required on:

•

Agreeing on the outputs and PCDs that each licensee would be held accountable for in PR5 and, therefore,
delivery of would be verified at the close out of the price control

—————————————————————————————————————————————————
See: GHD and CEPA, Consultancy Support for Electricity Transmission Revenue Controls (2020-2025) - Price Review 4 and 5
TSO and TAO Opex and Capex;
126

GHD and CEPA, Consultancy Support for Electricity Distribution Revenue Controls (2020-2025) - Price Review 4 DSO Opex and
Capex and Price Review 5 DSO Opex and Capex; and
CEPA, PR5 cost of capital estimation – report for the CRU
Should the CRU, ultimately, move to setting totex allowances it may decide to place more emphasis on the results of totex
benchmarking than has been used to date. However, we note the challenges of drawing strong conclusions about cost
allowances from such models in Ireland given the lack of direct domestic comparators to each licensee.
127
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•

Confirming which of the three approaches to treating cost variations to adopt (our straw-person is that the
Agile & Guidance Based approach should be explored for PR5, but as set out above, it can be developed
with the more fundamental change approach as proposed by the DSO still being considered).

•

Establishing how each uncertainty mechanism would work, including the conditions under which cost
allowances would be adjusted and how such adjustments would be determined (i.e. if mechanistically, what
unit costs would be used; if discretion is required, how will the CRU exercise that discretion)

•

Developing the form of performance incentives, including determination of the target or any threshold
beyond which rewards/penalties would apply, and the level of such rewards/penalties

•

Testing that the package of performance incentives and cost incentives is robust to plausible downside
scenarios, such that the overall framework is consistent with the CRU’s financeability duty

Clearly any decisions on the regulatory framework need to be made within the broader context of decisions on PR5,
such as on ex ante costs allowances which effectively specify the resources that each licensee would be funded for
to deliver the outputs during PR5. This too is an ongoing conversation between the CRU, licensees and
stakeholders. We suggest that the regulatory framework can be developed and finalised as part of this process.
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REVIEW OF THE LICENSEE PROPOSED
UNCERTAINTY MECHANISMS
This section of the report assesses the uncertainty mechanisms proposed by the licensees in their PR5 business
plans.

ESB NETWORKS (DSO)
The DSO has proposed the following cost drivers that are subject to significant uncertainty in forecasting and may
therefore be linked to an uncertainty mechanism:

•

Low-carbon technology uptake

•

Large customers

•

Domestic connections

•

Exceptional weather events

Low-carbon technology uptake
Table A-1: Low-carbon technology uptake uncertainty mechanism assessment
Criterion

Assessment

RAG

Need and
controllability

The here is significant uncertainty surrounding the uptake timing, demand patterns,
diversity, clustering and location of low carbon technologies (LCT) such as electric
vehicles, heat pumps and solar photovoltaic (PV). The DSO says that an uncertainty
mechanism that provides an additional allowance for levels above a baseline forecast
could effectively address this uncertainty.
The DSO proposed a baseline LV system development investment of €202 million
out of a total proposed LV system development investment of €574.9 million. The
proposed uncertainty mechanism would enable the DSO to seek additional funds to
help accommodate LCT connections during PR5 should uptake be quicker or
clustering higher than what was expected for the baseline.
The DSO’s business plan outlines two scenarios. In the first scenario, uptake of LCT
is in line with the National Climate Action Plan – according to the DSO this would
result in the baseline allowance being exceeded in 2023 with a total PR5 LV system
development investment of €465m. In the second scenario, there is a higher level of
LCT clustering than expected, leading to a greater investment requirement. The DSO
says that without the uncertainty mechanism the investment required under these
scenarios could not be undertaken.
Overall, we consider that the DSO demonstrated the need for an uncertainty
mechanism in relation to LCT uptake. But care should be taken in adopting the
proposed volume-based uncertainty mechanism as the relationship between LCT
uptake and LV and/or MV reinforcement requirements is unlikely to be one-for-one.

Materiality

The uncertainty around the uptake and use of LCT in Ireland is material, which leads
to substantial uncertainty around the level of LV system development investment
required during PR5.
This is reflected in the very large difference between the DSO’s proposed baseline
LV system development investment of €202 million and its estimate of total potential
investment during PR5 of €574.9 million.

Ease of
implementation
and
proportionality

To explain how the mechanism would operate, the DSO set out the following:
• Baseline: €202 million, which is set based on the pace of LCT uptake expected in
the early years of PR5 (up to 2023). Only when the baseline LV and MV allowances
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Criterion

Assessment

RAG

are fully invested will the uncertainty mechanism be used. No further details were
provided on what outputs would be delivered under the baseline assumption.
• Costs covered by the uncertainty mechanism: include costs associated with
reinforcement interventions primarily at LV but also at MV.
• Mechanism type: a volume driver linked to the volume of interventions required.
However, further details from the DSO of what interventions are expected to be
delivered in the baseline allowance are required in order to clarify how the
mechanism would work in practice.
• Trigger: The DSO highlights two triggers that would lead to activation of the
uncertainty mechanism provided the baseline allowance for PR5 has been fully
invested or committed: (i) evidence that LCTs are connecting in a location; and (ii)
evidence that there is limited residual voltage or thermal headroom.
• It is expected that the uncertainty mechanism would only apply to capex (network
assets in the DSO’s RAB have a 45-year asset life).
Overall, the details of the proposed volume driver have been set out in a structured
way. But further details are required on the baseline level of outputs / interventions to
inform how the volume driver would work in practice.
Appropriate
allocation of
risk between
the licensee
and
consumers

Further information is needed to clarify what interventions / outputs are to be funded
through the baseline allowance. This, in turn, would provide assurance that the
mechanism would not result in double funding of costs.

Overall
assessment

We recognise that increased LCT uptake will have an impact on the network, which
may result in different operational and cost requirements for the DSO than are
expected at the time of setting PR5. However, the impact of LCTs on the network is
highly specific to the location on the network (i.e. the profile of local customers, asset
condition and age, etc.).
Some of this would be influenced by past investment in the network and the DSO’s
maintenance policy. Altogether, changes in LCT uptake are unlikely to have a onefor-one impact on funding requirements.
The above points would need to be addressed in order to ensure that any LCT
uncertainty mechanism results in appropriate risk allocation and incentivising
efficient behaviour by the DSO.

Source: CEPA/GHD analysis

Large customers
Table A-2: Large customers uncertainty mechanism assessment
Criterion

Assessment

RAG

Need and
controllability

In PR4 there has been substantial growth in the volume of industrial or large
commercial loads, and clusters of smaller yet substantial point loads, whose need for
capacity is out of proportion with the capacity available in the location. The DSO
estimates that 23% of HV reinforcement in PR4 is driven by these connections.
The DSO included a provision for all committed projects in the PR5 business plan.
The DSO also proposes an uncertainty mechanism to allow for investment associated
with additional large customer connections that are required during PR5. The DSO
says that large or clustered point loads can emerge rapidly and that there is often a
local or national economic imperative to connect them quickly. Overall, we consider
that the DSO has demonstrated the need for an uncertainty mechanism in relation to
large customers. This need is driven by events that are outside the control of the
licensee (e.g. large customer new connection requests).
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Criterion

Assessment

RAG

Materiality

Materiality is considered within the proposed mechanism, as the reopener is only
triggered if the total HV system development capex allowance for the PR5 period is
likely to be breached by more than 10% in the forthcoming calendar year.

Ease of
implementation
and
proportionality

Overall, the proposed mechanism is clearly defined and could be implemented with
reasonable confidence:
• Baseline: the business as usual (BAU) HV system development plan, which
accounts for current known network constraints and new loads that are already
contracted or committed.
• Costs covered by the uncertainty mechanism: should cover costs associated with
reinforcing the network for large point loads that are not anticipated in or cannot be
accommodated within the BAU HV system development plan.
• Mechanism type: re-opener as costs are entirely bespoke to the unique
circumstances of the large customer looking to connect (e.g. size, location, etc.).
• Trigger: the re-opener is triggered if the aggregate material change in
circumstances as a result of large customer connection requirements is such that
either the total HV system development capex allowance for the PR5 period is
likely to be breached by more than 10% in the calendar year. The DSO would be
required to identify this in Q1 of the calendar year, in advance of the year’s tariff
setting process, alongside evidence of the investment required and Mega Volt Amp
(MVA) added. The incremental investment allowed would be capped at the least
cost technically acceptable solution.
However, when triggered, the proposed mechanism does require a mini
determination for the required investment to ensure that the least cost solution is
selected. This would require CRU intervention during the price control period,
meaning that CRU resources would potentially be needed at the beginning of each
calendar year.

Appropriate
allocation of
risk between
the licensee
and
consumers

The DSO says that the incremental investment allowed would be capped at the least
cost technically acceptable solution, including consideration of flexible solutions, that
can be directly attributed to large customer new connection requests from January
2020 onwards. For this to work effectively, the CRU would need to have the capacity
at the ready to scrutinise the proposed costs. If such capacity is in place, the proposal
should result in an appropriate allocation of risk between the licensee and
consumers.

Overall
assessment

This appears to codify a process that in PR4 has been addressed through the annual
tariff setting process. We consider that the proposed uncertainty mechanism has
been well justified. However, the mechanism does require intervention from the CRU
during the price control period to work effectively. There are also interactions with
connections charging that go beyond the scope of our advice to CRU for PR5.128

Source: CEPA/GHD analysis

—————————————————————————————————————————————————
Charging policy (for both connections and use) could influence decision of where large customers connect to the network
and how they size their connections. This, in turn, may influence the costs for the DSO of a large customer connecting.
128
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Domestic connections
Table A-3: Domestic connections uncertainty mechanism assessment
Criterion

Assessment

RAG

Need and
controllability

The DSO says that the number of new domestic connections over the PR5 period is
difficult to predict. It proposed an uncertainty mechanism as a way of balancing the
risk that connections could turn out to be lower or higher than forecast.
The proposed volume driver uses the unit costs associated with the shallow part of a
new connection (i.e. excluding reinforcement), for which good unit cost information
exists.
Overall, we agree with the need for an uncertainty mechanism given that the number
of new domestic connections that materialise is largely outside of the DSO’s control.
But it is important that the unit cost is set at an appropriate level as the DSO does
have control over the costs it incurs once the new connection materialises.

Materiality

Materiality is difficult to estimate as it depends on the level of forecast error (i.e.
actual versus forecast number of new domestic connections). Based on the unit costs
used in our report on DSO opex and capex (€1,357 per connection for domestic
scheme connections and €4,339 per connection for domestic non-scheme
connections) a plausible difference between forecast and actual connections volume
could be material.

Ease of
implementation
and
proportionality

The DSO proposes a volume driver linked to the volume of new domestic
connections, with an annual k-factor adjustment from year 3 onwards to avoid undue
price volatility. Therefore, it should be relatively easy to implement.

Appropriate
allocation of
risk between
the licensee
and
consumers

The DSO proposes a unit cost of €1,639 for domestic scheme connections (G1),
which compared to a unit cost of around €900 that was allowed in the PR4 decision. It
proposes a unit cost of €5,532 for domestic non-scheme connections (G2), which
compared to a unit cost of around €3,150 that was allowed in the PR4 decision.
The proposed unit costs therefore reflect a significant increase from PR4, which the
DSO says are based on outturn performance from 2011 to 2018, as well as new
externally driven factors such as increasing road opening charges and traffic
management costs and After Diversity Maximum Demand (ADMD) policy change.
Our cost report concludes that the forecast increase in G1 and G2 connections unit
cost in PR5 are not well justified or representative of the recent trend in PR4. Instead
we use unit costs of €1,357 and €4,339, respectively.
Providing the unit cost is set at an appropriate level it should lead to an appropriate
allocation of risk between the DSO and consumers.
However, the unit costs related to domestic new connections are set at a relatively
aggregated level. These unit costs (and ex ante allowance) reflect a forecast
connection mix (e.g. proportion of detached houses versus flats). If the actual
connection mix differs from the forecast connection mix, then it would mean that the
revenue adjustment made through the uncertainty mechanism would not be aligned
with the actual efficient costs incurred.
The risk of this event occurring could be somewhat mitigated by incorporating a
higher level of unit cost disaggregation within the mechanism. But this would add
another layer of complexity and is unlikely to be feasible based on historical data
collection.

Overall
assessment

We consider that the need for the mechanism has been justified. It should also be
relatively easy to implement.
However, the use of unit costs to adjust allowances could result in windfall gains or
losses for the DSO as the cost of new connections can vary by location. But the same
risk also applies to the new connections allowance.exant

Source: CEPA/GHD analysis
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Exceptional weather events
Table A-4: Exceptional weather events uncertainty mechanism assessment
Criterion

Assessment

RAG

Need and
controllability

The DSO presented forecasts that the frequency of ‘megastorms’ is increasing. It
requests a pass-through of the costs incurred when such events arise.
The DSO proposes that the mechanism cover the incremental costs associated with
storm response – overtime, materials and contractors, which it will report on a caseby-case basis in the annual tariff review process.
While exceptional weather events are uncertain by nature, it does not necessarily
follow that consumers should be solely responsible for the cost risk that this entails.
The DSO has a degree of control over the costs incurred as a result of exceptional
weather events even if the events themselves are outside of its control.
For example, the DSO could invest in improving the resilience of its network to these
type of events (e.g. reflecting the increased frequency of these events in its
maintenance programme). This would be expected to reduce the level of incremental
expenditure required in response to these weather events.
Viewed the another way, at the extreme, a pass-through of the costs of responding to
severe weather events could have the unintended impact of reducing the incentive
on the DSO to improve the resilience of its network.

Materiality

The impact of Storm Ophelia on the DSO’s network was very large and a substantial
response from the DSO was required to restore supply to customers. But the criteria
proposed by the DSO would also classify smaller events as eligible for a passthrough.
The DSO proposes that the mechanism would be triggered when a combination of
the following criteria are met:
• Met Eireann orange weather warnings for 10-minute wind speed have issued for 12
or more weather stations across the country.
• 150,000 customers or more are interrupted over the course of the storm event.
• There are 420,000 or more customer hours lost associated with the event.
The criteria that has been proposed by the DSO would have led to 6 events in the
period 2017 to 2019 being classified as exceptional weather events and resulted in a
pass-through.
Out of these 6 events, ESB Networks only requested additional revenue recovery
through the annual revenue review process for Storm Ophelia in 2017.

Ease of
implementation
and
proportionality

In principle a pass-through mechanism is easy to implement. Should these costs be
further subject to an efficiency test (i.e. only efficient costs of response to the event
will be passed through) detailed cost allocation would be required, which would add
to the complexity of the proposal.

Appropriate
allocation of
risk between
the licensee
and
consumers

We consider that, as proposed, a pass-through of storm related costs is unlikely to
result in an appropriate allocation of risk between the licensee and consumers given
that the DSO can have some degree of influence on the costs that would be incurred
as a result of exceptional weather events through its maintenance and operational
activities.

Overall
assessment

We recognise that exceptional weather events can have a large impact on the DSO’s
network. At the same time, the DSO can have some degree of influence on the costs
that would be incurred when such events occur, through its regular maintenance and
operational activities. So a full pass-through of costs may not achieve appropriate risk
allocation and efficiency incentives.

Very clear cost allocation rules and detailed evidence would be required to
demonstrate to the CRU that the costs being passed-through are truly incremental.

Source: CEPA/GHD analysis
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EIRGRID (TSO)
The TSO proposes three uncertainty mechanisms that are not part of the existing framework that are assessed
against the criteria below:

•

Monitoring committee

•

Package mechanism

•

Real price effects

Monitoring committee
Table A-5: Monitoring committee uncertainty mechanism
Criterion

Assessment

RAG

Need and
controllability

The TSO considers that the level of uncertainty going intoPR5 is much more
significant than in the past. It argues that a purely ex ante approach to the price
control could lead to under-investment or results in allowances that may not
materialise The TSO also considers that a higher rate of return would be required to
compensate it for taking that risk.
The TSO says that the ex post element of the price control has operated
successfully but carries no cost management incentive properties and is subject to
asymmetric risk. It also considers the bespoke arrangements set up for I-SEM
implementation and DS3 System Services implementation costs were cumbersome,
costly and subject to an asymmetric risk profile.
To address these concerns it proposes a Monitoring Committee to oversee the
progression and management of expenditure in respect of important projects
around decarbonisation, including DS3+, European Network Code delivery and
future legislative change around the Clean Energy Package.
The TSO envisaged that the Monitoring Committee would operate through a sixstage gate process and would enable both monitoring of project delivery and
amendment to the necessary revenue streams to enable cost recovery. Overall, we
accept the need of a mechanism akin with the Monitoring Committee to ensure that
uncertain and large projects can be actioned quickly and efficiently whilst also
ensuring that costs are efficiently incurred and outputs are delivered as expected.

Materiality

Based on the TSO’s proposal, the projects and costs covered by the Monitoring
Committee could be material relative to the TSO’s RAB (i.e. its ability to finance
additional costs) and cover a large number of initiatives. The scope of the
Monitoring Committee as proposed by the TSO would also be material as it would
include monitoring of project delivery and amendments to cost allowances where
necessary.

Ease of
implementation
and
proportionality

While the Monitoring Committee has merit as a concept, considerable work is
needed to establish appropriate governance arrangements and ensure that the TSO
remains solely responsible for its investment decisions while the CRU remains solely
responsible for determining the level of costs recovered from consumers.
While the TSO has proposed that the Monitoring Committee would approve both
need and allowed expenditure levels, we consider that it may be more challenging
for the Committee to approve costs (see discussion below).129 There is also an issue
around the proportionality of the process given that some initiatives are relatively
low value in the overall context of the transmission tariff.

—————————————————————————————————————————————————
As discussed in the main report, our experience in other jurisdictions is that bodies similar in form to that envisaged by the
TSO for the Monitoring Committee can be very effective in negotiating and reaching decisions on the need for expenditure.
Typically deciding on the efficient costs to be recovered from customers is more difficult.
129
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Criterion

Assessment

RAG

Appropriate
allocation of risk
between the
licensee and
consumers

The terms of reference of the Monitoring Committee that the TSO has proposed
would help to provide greater certainty to the TSO around the treatment of
expenditure for new strategic initiatives and may enable it to advance important
projects quickly without the concern that it may not be allowed to recover the costs
from customers.
However, as noted above, we consider that the key challenge with the approach is
around the approval of costs. The Monitoring Committee may not have the expertise
(e.g. IT systems) and/or sufficient time to scrutinise large investment project costs to
provide it with confidence that the proposed costs are efficient and should be
reflected in the TSO’s allowance. Care must also be taken that responsibility for
investment decisions remains with the TSO, and that responsibility for determining
allowed costs for recovery through charges remains with the CRU. Further
information is required from the TSO as to how the proposed terms of reference for
the Monitoring Committee would achieve that.

Overall
assessment

Overall, we consider that a Monitoring Committee that consists of a stakeholder
panel could be effective in demonstrating the need for major investments that did
not have an ex ante allowance (the CRU could be an observer to the group).
However, our experience with such arrangements in other jurisdictions suggest that
such panels typically do not have the expertise to sufficiently challenge a company’s
costs. To ensure that the costs incurred are efficient, an independent advisor could
review the TSO’s proposals and report on them to the group and the CRU. These
reports could then inform the CRU’s determination at the PR5 close out / ex post
review process on the final level of costs added to the allowance (see Section 5.3
for more details).
It may also be appropriate to consider structuring the Monitoring Committee as a
forum that provides guidance and challenge rather than a decision-making body –
this means the TSO would remain solely responsible for its operational and
investment decisions, and the CRU would remain ultimately responsible for
setting/adjusting allowances. In this case, the Monitoring Committee would be closer
to a stakeholder challenge group or forum as has been successful employed in
other regulatory contexts.130 The Committee would provide the justification,
challenge and evidence base to support the need for additional expenditure in PR5.

Source: CEPA/GHD analysis

Package mechanism
Table A-6: Package uncertainty mechanism
Criterion

Assessment

RAG

Need and
controllability

This uncertainty mechanism is described by the TSO as addressing cases where the
costs and outcomes of a proposed project / deliverable are known but there is
uncertainty around when the expenditure will be required (e.g. PR5 or PR6). In these
cases, The TSO propose that funding would not be allowed under the base allowance
but would be hypothetically approved subject to the contingent event occurring.
Should the event occur, and the need consequently arise, the funding would be
allowed with no revisiting of the design and costing.
We agree with the risk as characterised by the TSO. Our main query – as set out
below – is what projects would this be expected to apply to.

Materiality

The TSO has not identified what projects would fall under this uncertainty
mechanism. It is therefore unclear how material the coverage of this uncertainty
mechanism would be if it was implemented.

—————————————————————————————————————————————————
Customer challenge groups are an increasingly key part of network utility businesses planning processes in GB and Australia.
Challenge forums and groups are also a part of the latest round of price control reviews in those countries.
130
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Criterion

Assessment

RAG

Ease of
implementation
and
proportionality

In principal, the mechanism would be relatively easy to implement as revenue
adjustments would be made through the annual revenue process.

Appropriate
allocation of
risk between
the licensee
and
consumers

In principle, the proposed mechanism leads to a clear and sensible allocation of risk
between customers and the TSO. Customers will only pay for expenditure when
trigger mechanisms are met.

Overall
assessment

The TSO proposes that this mechanism would only be used for projects where the
costs of a proposed project / deliverable is well understood at the time of the price
review but there is uncertainty around when the project will be delivered (i.e. timing
uncertainty).

The challenge will be agreeing the projects – and allowed expenditure – that would
be included under this mechanism and identifying the appropriate triggers for
expenditure being drawn down.

But it is unclear how the CRU would establish an efficient level of expenditure
attributable to this mechanism given that the TSO has not identified what projects
would fall under this uncertainty mechanism. The mechanism’s successful
implementation requires clear scoping of projects, costs associated with each project
and clearly defined triggers which would allow expenditure to be released. Further
information is required from the TSO before that can be ascertained for this
mechanism in PR5.

Successful implementation of this mechanism requires very clearly defined projects,
project costs and criteria associated with the contingent event that triggers the need
for the expenditure. Evidence provided so far from the TSO is insufficient to support
the introduction of this mechanism for PR5.
Source: CEPA/GHD analysis

Real price effects
Table A-7: Real price effects uncertainty mechanism
Criterion

Assessment

RAG

Need and
controllability

Real price effects (RPEs) reflect movements in input prices relative to the inflation
rate used to index licensees’ revenue allowances (e.g. HICP). It may be appropriate
to make a provision for RPEs if: the prices the licensees pay for the inputs used to
run their business are outside their control; suitable price / cost indices can be
identified that tracks the input costs faced by the licensee; and where there is a
material gap between the movements in input prices and the inflation rate used to
index revenue adjustments.131
This provision could be in the form of an ex ante RPEs allowance, for example, as
used by Ofgem in RIIO-1 and by a number of other GB regulators.
However, both Ofgem and Ofwat have stated an intention to move to applying an
uncertainty mechanism to RPEs (this is in light of licensees making windfall gains in
previous regulatory periods when outturn RPEs faced by the companies turned out
to be lower than the assumed ex ante RPEs). For example, In PR19, Ofwat included
a RPEs adjustment for wages, which will be trued-up at the end of the period to
account for any over or underestimation.132
The TSO proposes a formulaic symmetrical adjustment for labour costs only. The
rationale for focusing the mechanism on staff costs is their large share in the TSO’s
overall cost base. A baseline allowance would be set, which would be adjusted
annually for any over or underestimation based on appropriate cost indices. The

—————————————————————————————————————————————————
131

For further discussion see: CEPA, Real Price Effects and ongoing productivity Improvements for PR5 – report for CRU

132

Source: Ofwat, PR19 final determinations: Securing cost efficiency technical appendix, December 2019
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Criterion

Assessment

RAG

TSO also proposes a three-year trailing average to smooth adjustments and that
index weights would remain fixed during the price control period.
Trends in labour costs may be the result of management action on the one hand
(e.g. labour terms and conditions and mix of staffing decisions) and external labour
market conditions and prices on the other. As we discuss in our separate report on
efficiencies and RPEs, the former effect does not remove the latter but it also means
that a licensees’ labour costs are unlikely to move one-for-one with any market
index.133
The need for a labour RPE indexation mechanism would reflect a set of regulatory
assumptions that: there is not a stable and predictable long-term (structural)
relationship between general inflation (HICP) and the TSO’s labour costs; there is an
expectation that movements in wage rates will be structurally higher than HICP;134
movements in general wage levels in the Irish economy are an (external) cost driver
for the TSO business (so labour unit costs are not controllable or predicable); and
any complexities in the design of the proposed indexation mechanism (see below)
can be overcome.
Materiality

The proposed RPEs uncertainty mechanism would cover staff costs, which
represents a substantial proportion of the TSO’s cost base. Hence, it is material
from a cost coverage perspective. It is unclear, however, how material annual
changes in macroeconomic and labour market conditions are for the costs incurred
by TSO’s (as most of the TSO’s staff is already employed by it and does not need to
be hired at the prevailing market conditions).

Ease of
implementation
and
proportionality

The proposed formulaic mechanism might in principle be relatively easy to
implement – once the design of any mechanism is agreed – but would require some
work once per year to assess under/outperformance and to adjust allowances
accordingly. Compared to any ex ante allowance for RPEs, it would add to the
complexity of the regulatory framework.
Further work would be needed to determine if the proposed weights and price
indices in the TSO’s proposed indexation formula are appropriately representative.
Any indexation mechanism would need to be outside of the control of the TSO and
avoid excessive volatility in tariffs if allowed revenues are updated during the price
control period. The TSO’s proposal appears to have been designed with these
relevant objectives in mind.

Appropriate
allocation of risk
between the
licensee and
consumers

The need for the introduction of the proposed RPEs uncertainty mechanism will
depend on the degree to which labour costs are considered controllable and
predictable by the TSO. We have suggested above that the TSO does exhibit some
degree of control over this cost category. As a consequence, we consider that it is
reasonable it should be faced with a degree of cost risk.
Does the TSO proposal achieve this?
The TSO would still be exposed to differences between actual movements in its
labour costs and those reflected in the price indices used in the uncertainty
mechanism – basis risk. The revenue cap framework provides incentives for the
TSO to reduce costs vs. the assumptions that are used to set the allowed revenues
of the TSO. However, an RPE indexation mechanism may also weaken the
incentives for the licensee to control its input costs – e.g. if it sought to follow rather
than “beat” the RPE index.135

—————————————————————————————————————————————————
Both ESB Networks and EirGrid may indeed have a degree of control over their labour and/or other input costs. However, this
does not mean there is also not an external (i.e. non controllable) RPE pressure faced by the businesses.
133

While in theory it might be envisaged that changes in labour unit costs could move above or below HICP, nominal wages
typically tend to exhibit downward rigidity (i.e. nominal wages tend not to fall) which places a limit on real wage declines.
134

Rather than responding to the incentive to reduce costs below the allowance. This is a behaviour of the firm, as well as
marginal financial incentive, consideration.
135
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Criterion

Assessment

RAG

An uncertainty mechanism could in principle protect customers as well the TSO
from forecasting errors and windfall gains / losses. If the CRU considered there was
strong evidence of a structural labour RPE, but some uncertainty of what the level of
that RPE may be, then an uncertainty mechanism would protect both the TSO and
customers from forecasting errors.
We note there are other ways that uncertainty around RPEs could in principle be
managed. For example, rather than an automatic indexation mechanism, a
deadband around a long-term estimate of labour RPEs could be an alternative
approach to consider that would mitigate annual price volatility from RPEs and
create stronger incentives for the TSO to manage labour costs. Price review
assumptions would only be revisited if outturn price indices materially exceed ex
ante assumptions (the level of materiality being defined by the deadbands).
Overall
assessment

The TSO has some degree of control over its labour costs – for example, through its
pay policies and procurement/contracting decisions – and so indexation of RPEs
could result in weakening of incentives and/or an inappropriate risk allocation, by
passing-through macroeconomic trends to the TSO’s costs allowance.136
At the same time, we would also expect movement in labour rates in the general
economy to act as an external cost driver for the TSO. The impact on TSO’s
incentives and risk allocation between the TSO and customers would need to be
carefully considered before any indexation mechanism was accepted by the CRU.

Source: CEPA/GHD analysis

—————————————————————————————————————————————————
Ofgem considered indexing RPEs or RIIO-ED1 and concluded against doing so. At the time it noted that “We think the RPE
and ongoing efficiency assumptions reflect what an efficient DNO can achieve. It is up to each DNO to balance the price it pays
for its inputs against the productivity improvements achievable by these inputs.” (Ofgem, RIIO-ED1: Final determinations for the
slowtrack electricity distribution companies - Business plan expenditure assessment, p .159)
136

However, Ofgem is revisiting the use of RPE indexation for RIIO-2.
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REVIEW OF THE LICENSEE PROPOSED OUTPUTS
AND INCENTIVES
In this appendix we present a detailed review of each output and incentive proposed by the three licensees against
the relevant principles.

DSO
Assessment of the DSO’s proposed outputs and incentives was informed by a review of the following documents of
its business plan submission:

•

ESB Networks, DF02-01 Outputs and Incentives

•

WSP, Output proposals for price review period 20121- 2025

Outputs
Table B-1: DSO outputs
Proposed output and
measure
Connections
Connections
performance average time from
enquiry to quote
Connections
performance average time from
enquiry to completion
Connections
performance – annual
survey of distributed
generation customers
Information sharing
and pre-application
support - network
‘heat maps’
Information sharing
and pre-application
support - online and
proactive information
sharing

Installation of smart
meters
Proposed incentive

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: 5 days (standard), 15 days (non-standard), 90 days (>100kW and/or
medium voltage)
Demonstrable consumer value, meets all principles
Description: 60 days. Penalties for failing to meet Guaranteed Standard of Performance
s (GSOPs)
Demonstrable consumer value, meets all principles
Description: Target number of customers in relation to connections p.a.
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
Description not yet provided by the DSO
Process-driven output. While heat maps may be an effective way of communicating the
cost of a connection or the value of flexibility at a location on the network, this is better
considered as a PCD. Any heat map would also be more beneficial to customers if it
was jointly produced by the DSO and TSO.
Description: Commit to improving online information available to potential customers
Further information is required as to how this would be measured if this is to be an
output
Description: The overall objective of the Smart Metering Project (SMP) is to install 2.3
million SMs by the end of 2024. 1 million meters are planned to be installed during
Phase 2 (2021-22), as well a number of pilot studies. The remaining 1 million meters will
be installed in Phase 3
This is a key programme for the DSO and is central to its role in the transformation of
the electricity system – clear customer value in monitoring this output
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Proposed output and
measure
Reliability
Interruptions –
customer
interruptions
Proposed incentive
Interruptions customer minutes lost
Proposed incentive
Interruptions – worstserved customers
Proposed incentive
Interruptions - storm
restoration
Interruptions Guaranteed
Standards of
Performance

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: 2.1 reduction p.a. to 107.4 by 2025
Continuity of supply is one of the core functions of the DSO
Description: 2.0 reduction p.a. to 81.4 by 2025
Continuity of supply is one of the core functions of the DSO
Description: 20% improvement for 18,000 WSCs
Continuity of supply is one of the core functions of the DSO. This output also captures
the DSO’s role in improving customers’ outcomes
Description: Restore 90% within 36 hours of storm cessation (including severe storms)
Continuity of supply is one of the core functions of the DSO.
Description: Variety of minimum standards. If failed, customer is paid compensation
Continuity of supply is one of the core functions of the DSO.

Health and load
indices – load index

Description: 11.2 million risk point improvement
Would offer valuable insight on the DSO’s network as long as suitable methodologies
are used. In the longer term, can be used to inform CRU decisions on allowed
expenditure.

Health and load
indices - health and
criticality index

Description: €273 million monetized delta risk improvement
Would offer valuable insight on the DSO’s network as long as suitable methodologies
are used. In the longer term, can be used to inform CRU decisions on allowed
expenditure.

Prevention standards data sharing with TSO

Prevention standards
– security standards
Customers
Broad measure of
customer service
(RedC survey)
Proposed incentive
Communication with
customers - ESATRAT
(5 call centre metrics)
Proposed incentive
Communication with
customers - no supply
calls

Description: Continued compliance with key organisational requirements, roles and
responsibilities (KORRR) in relation to data exchange
Process-driven output, unclear that the proposed definition would capture the need for
closer collaboration between the DSO and TSO to support the transition of the
electricity system
Description: 90,000 homes and businesses brought within security of supply standards
Security is one of the core functions of the DSO

Description: targets 81% in 2021 up to 83% by end of PR5
This is an established indicator of customer service, albeit with the standard limitations
of a survey
Description: 90% overall score
This is a direct measure of customer service at a point at which they interact with the
DSO
Description: Down from 16% to 10%
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
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Proposed output and
measure
Communication with
customers - provision
of a time for
restoration of outages
Proposed incentive
Communication with
customers - additional
comms of planned
interruptions
Complaint resolution
Stakeholder
engagement – SH
panel, workshops and
report
Proposed incentive
Stakeholder
engagement - DG
owner / operator
forum, DER surgeries
Safety
H&S law compliance number of H&S
prosecutions
Reducing accidents injury rate per 1,000
staff
Reducing accidents completing safety
investigations
Reducing accidents actioning investigation
recommendations
Reducing accidents number of good
catches per staff
member
Reducing accidents number of safety
conversations
Educating the public publication of
education materials

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: provide a time for 85% of customers experiences outages
According to the DSO, in its stakeholder engagement this was identified as a currently
unmeasured area of customer value

Description: Provide two days’ notice
Can be a useful way to monitor the DSO’s communications with customers on an issue
that would have direct customer impact
Description: Resolve 95% <5 days
This is a direct measure of customer service at a point at which they interact with the
DSO
Description: Annual score made of volume/type forums (40%), quality of impact report
(35%), and vulnerable customer plan (25%)
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
Description: The DSO’s advisors proposed that it could commit to a certain number of
these engagements per year.
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate

Description: 0 each year
Safety is a key responsibility for the DSO.
Description: 0 lost time injuries by 2030
Safety is a key responsibility for the DSO.
Description: 80% completed on time
Safety is a key responsibility for the DSO. This measure should strengthen
accountability.
Description: 80% completed on time
Safety is a key responsibility for the DSO. This measure should demonstrate that
lessons are being implemented
Description: 8,000 p.a. by 2025
Would require clear definition and understanding of how these would be treated by the
DSO, so as not to result in unintended incentives
Description: 500 p.a. by 2024
Would require clear definition and understanding of how these would be treated by the
DSO, so as not to result in unintended incentives
Description not yet provided by the DSO
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
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Proposed output and
measure
Educating the public electricity safety
education sessions

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: The DSO’s advisors suggested possible outputs such as no. people
engaged; increase over previous value; no. sessions offered
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate

Environment
Facilitating low carbon
technologies - ensure
infrastructure can
accommodate EVs
and heat pumps

Facilitating low carbon
technologies - volume
distributed generation

Facilitating low carbon
technologies - MV
capacity to connect

Description: Volumes connected to be reported. The DSO’s advisors also suggest a
target of 99.9% of EVs and HPs accommodated measured by maintaining 99% of
customers’ voltage within the EN 50160 standard for more than 99.9% of the time.
This could be an informative measure of the DSO’s role in enabling the transition of the
electricity system. Any target would need to be set carefully with reference to
appropriate benchmarks and in accordance with allowed costs, while taking care not to
create perverse incentives.
Description: Quarterly report
This could be an informative measure of the DSO’s role in enabling the transition of the
electricity system.
Description: Convert part of the network to 20KV, doubling capacity and creating
headroom for 64k customers
This could be an informative measure of the DSO’s role in enabling the transition of the
electricity system. Any target would need to be set carefully with reference to
appropriate benchmarks and in accordance with allowed costs, while taking care not to
create perverse incentives.

Facilitating low carbon
technologies - HV
capacity to connect

Description: 323 MVA of capacity added
This could be an informative measure of the DSO’s role in enabling the transition of the
electricity system. Any target would need to be set carefully with reference to
appropriate benchmarks and in accordance with allowed costs, while taking care not to
create perverse incentives.

Reducing technical
network losses –
emissions reductions

Description: 50,400 Tonnes CO2 p.a. (as a result of 20kV conversion)
Reducing losses is an important environmental output. As this is the result of the same
investment captured under the proposed ‘Facilitating low carbon technologies - MV
capacity to connect’ output, care should be taken in how the output is communicated.

Flexibility - use of
flexibility
Proposed incentive

Description: Annual targets include first scheme put to tender in 2021, increasing
annually until all schemes put to tender by 2024
Flexibility is an important area for the DSO to develop in order to enable the
transformation of the electricity system.

Flexibility - reporting
on flexibility
Proposed incentive
Flexibility - enabling
flexibility
Proposed incentive

Description: Establish standard market and regulatory reporting by 2023
Flexibility is an important area for the DSO to develop in order to enable the
transformation of the electricity system.
Description: Deliver congestion prediction engine
Flexibility is an important area for the DSO to develop in order to enable the
transformation of the electricity system.
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Proposed output and
measure

Visibility of LV system
Proposed incentive

Reducing risk of leaks
- cable fluid leaks
Reducing risk of leaks
- SF6 leakage
reduction

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: based on delivery of project milestones proposed by the DSO but decided
by CRU, including: percentage of referencing information validated; percentage of LV
network validated; delivery of interfaces; delivery of beta version.
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate. Any target would need to be set carefully with reference to appropriate
benchmarks and in accordance with allowed costs, while taking care not to create
perverse incentives.
Description: Threshold of 7,434L by 2021, falling to 5,310L p.a. by 2025
Clear consumer value from measuring reductions in the DSO’s environmental impact
Description: Reduce leakages to 0.1% of total SF6 use on the network (0.16% in 2021)
Clear consumer value from measuring reductions in the DSO’s environmental impact

Social obligations
Vulnerable customer
strategy - customers
register
Vulnerable customer
strategy - prioritise
restoration
Vulnerable customer
strategy – contact and
support
Vulnerable customer
strategy - training
Vulnerable customer
strategy - information
sessions

Vulnerable customer
strategy - other

Description: Work with partners on accuracy of vulnerable customers register
This could be a useful outputs, but further clarity is required on how it would be
measured
Description: Prioritise restoration in vulnerable areas
This could be a useful outputs, but further clarity is required on how it would be
measured
Description: Proactively contact and provide support to customers during power cuts
This could be a useful outputs, but further clarity is required on how it would be
measured
Description: Train staff on vulnerability
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
Description: Information sessions
Process-driven output, at least once step removed from the customer value it seeks to
demonstrate
Description: The DSO’s advisors proposed that it commit to providing a direct contact
line and to upskilling staff and take on a target number of apprenticeships
This could be a useful outputs, but further clarity is required on how it would be
measured

Source: CEPA/GHD analysis
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Incentives
Table B-2: DSO incentives
Proposed incentive
and revenue at risk

Principle-based assessment of incentive
Value

Proportionality

Balance

Overall

Continuity
Customer minutes lost
€50m over PR5
±€10m per annum
Customer
interruptions
€50m over PR5
±€10m per annum
Worst-served
customers
€26m over PR5
±€5.2m per annum
Outage information
€10m over PR5
±€2m per annum
Customers
Customer satisfaction
(RedC)
€25m over PR5
±€5m per annum
Care Centre
Performance
(ESATRAT)
€25m over PR5
±€5m per annum
Stakeholder
engagement
€25m over PR5
+€5m per annum

Basis for the starting target needs further evidencing. Annual update of the target would
represent significant improvement over PR5 (c. 10%) - clear customer value. The
increased revenue at risk proposal strengthens this incentive and recognise increase
importance of customer protection. Further evidence would be required to understand
how the proposed sums compare to customer benefit/disbenefit.
Basis for the starting target needs further evidencing. Annual update of the target would
represent significant improvement over PR5 (c. 10%) - clear customer value. The
increased revenue at risk proposal strengthens this incentive and recognise increase
importance of customer protection. Further evidence would be required to understand
how the proposed sums compare to customer benefit/disbenefit.
Stretching target and clear link to consumer value. The target should be set following
careful consideration of the interaction with the volume of WSC improvements funded
through the baseline cost allowances.

The DSO proposes this as a new incentive in response to feedback that this is important
for consumers. Cautious proposal acknowledges that it will take time to establish an
appropriate based, and the proposed relatively low revenue-at-risk is appropriate for
new incentive. Adjustable targets means that year-on-year gains can be banked for
customers.

Appropriate to continue this incentive from PR4. However, to justify the proposed
increase in penalty/reward we would typically expect to see a more stretching change in
the target.
Appropriate to continue this incentive from PR4. However, to justify the proposed
increase in penalty/reward we would typically expect to see a more stretching change in
the target.

The DSO proposes amended weights, with greater focus on vulnerable consumers.
Other aspects of the incentive should be considered carefully to align them with
consumer value (e.g. 40% for delivering program of stakeholder engagement may be
too high). Revenue-at-risk (reward only in PR4 and significantly increased in the DSO’s
proposal) should also be carefully tailored to the consumer value that is being
measured.

Climate action
Distributed
Renewables’ Access
€30m over PR5
±€6m per annum

Increasing incentive strength relative to PR4 seems reasonable with more ambitious
package and after successful completion of ECP1. Relationship with the transformation
of the electricity system suggests could have more upside than downside. Further
clarity is required on assumptions for batches, total and internal ECP targets before this
incentive is finalised.
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Proposed incentive
and revenue at risk

Principle-based assessment of incentive
Value

Proportionality

Balance

Overall

Smart Metering
€30m over PR5
±€7.5m per annum
(for four years)
Flexibility
€50m over PR5
+€10m per annum
Visibility
€30m over PR5
+€6m per annum

As this is a core programme for which the DSO would be funded in PR5, there is a case
for more downside than upside in the incentive.

While flexibility is important for the transformation of the electricity system, the
proposed revenue-at-risk is high for a new incentive, especially one primarily based on
scorecards. In Section 5.4 we discuss alternative incentive designs and strengths.
While visibility of the LV is important for the transformation of the electricity system, the
proposed revenue-at-risk is high for a new incentive. In Section 5.4 we discuss
alternative incentive designs and strengths.

Source: CEPA/GHD analysis

TAO
For the TAO we reviewed the following submissions:

•

ESB Networks, TF01: Transmission System Development and Maintenance

•

ESB Networks, DF02-01: Outputs and Incentives

•

EirGrid, Enhanced Benefit Sharing Mechanism Output Metrics and Targets v 3.0 (with regard to the joint
TAO/TSO incentive)

Outputs
Table B-3: TAO outputs
Proposed output and
measure
Reliability
Joint TAO/TSO
measure of network
handover

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Description: Same as PR4 scoreboard.
Clear link to customer value
Description: Details not set out in TAO submission, but we understand that this would
be a continuation of the PR4 incentive.
Direct link to infrastructure delivery and cost

Source: CEPA/GHD analysis

Incentives
Table B-4: TAO incentives
Proposed incentive
and revenue at risk
Reliability
€15m over PR5
±€3m per annum
Joint TAO/TSO
measure of network
handover
€15m over PR5
+€3m per annum

Principle-based assessment of incentive
Value

Proportionality

Balance

Overall

Retaining the design and revenue-at-risk of the PR4 incentive is reasonable as the
mechanism was introduced for 2018.
Builds on an element of the TSO’s PR4 balanced scorecard. The output being
measured would suggest that an element of downside risk would be justified.

Source: CEPA/GHD analysis
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EIRGRID (TSO)
The assessment that follows is primarily informed by a review of the following submissions from the TSO:

•

EirGrid, Enhanced Benefit Sharing Mechanism Output Metrics and Targets versions 1.0, 2.0 and 3.0

Outputs
All of the outputs are also proposed incentives.
Table B-5: TSO outputs
Proposed output and
measure

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Decarbonisation

RES-E

System nonsynchronous
penetration (SNSP)

Renewable dispatch
down

Description: This will measure the portion of electricity from renewable sources for each
year. Items outside of the TSOs control would be adjusted on an annual basis.
While the share of RES-E directly links to the CAP targets, it is influenced by some
factors that are outside of the TSO’s control. Once those factors are adjusted for (which
may be difficult in practice), the measure may lose a lot of its meaning.
Description: This will measure the SNSP for each year. The target for 2030 is 95% expected to be consistent with the CAP target of 70% RES-E by 2030.
This more directly captures the TSO’s impact on the share of RES-E in the system than
the preceding output proposal.
Description: This measures the level of dispatch down of renewables to ensure this is
minimised. A deadband of ±1% is proposed to account for variables outside of the
TSO’s control such as demand and the share of RES-E.
This captures the TSO’s impact on the share of RES-E in the system. Further
information is required on how factors outside of the TSO’s control would be adjusted
for.

Grid security

System minutes lost

System frequency

Cyber security

Description: System minutes lost due to faults on the Transmission System, normalised
against the peak system demand. Deadband between 1.5 and 3.0 system minutes.
An established measure of the direct impact that the TSO has on the system and
customers.
Description: Measures performance against the nominal frequency limits. The TSO
proposes a target frequency range of 50 ±0.1 Hz (vs. the grid code range of 50 ±0.2 Hz)
System frequency is established measure of the direct impact that the TSO has on the
system. But further information is required on the proposal to set a narrower target
range than is required by the grid code, particularly as the cost of balancing services
that would be used to meet this target is passed-through to customer charges.
Description: This measures the maturity of EirGrid Group’s cyber security through
benchmarking against industry practice.
While this is an important measure, the value of an output is in publishing the
information on the licensee’s performance. Care must be taken that useful information
can be published without placing the TSO’s systems (and the transmission system
itself) at risk.
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Proposed output and
measure

Principle-based assessment of output
Relevant

Verifiable

Representative

Controllable

Overall

Cost

Network project
handover

Imperfections

Description: It is proposed to assess TSO/TAO outturn performance against a baseline
PR5 invoicing/spend profile that will be agreed with CRU in 2020. This measure will
assess timely handover from the TSO to the TAO.
In PR4 this was part of the balanced scorecard on investment planning and delivery. We
agree that there is value in reporting on it as a stand-alone output measure.
Description: This is an I-SEM- wide incentive that measures imperfections costs (of
which Dispatch Balancing Costs make the largest share) against a target set annually by
the SEM-Committee outturn.
Imperfections costs are expected to increase substantially as a result of more RES-E
being added to the system (particularly priority dispatch generation such as wind), so it
is important that this continues to be monitored and reported on.

Performance

Stakeholder
engagement

Description: A CRU-established Stakeholder Panel will assess and score the TSO on
the quality (20%), implementation (40%) and effectiveness (40%) of its stakeholder
engagement.
This is an informative output, recognising the challenges of capturing the customer
value of stakeholder engagement activities.

Investment planning

Description: Assesses whether the TSO makes well-evidenced investment decisions in
a timely manner. Part of the PR4 balance scorecard incentive.
A process measure, but one that links to the TSO’s responsibility for grid development.

Infrastructure delivery

Description: Part of the PR4 balance scorecard incentive.
A process measure, but one that links to the TSO’s responsibility for grid development.

Deployment of new
technology

Description: The purpose of the metric is to ensure processes are effective in enabling
the trialling, piloting, deployment and use of new technology
A process measure, but one that links to the TSO’s responsibility for grid development.

Source: CEPA/GHD analysis

Incentives
Table B-6: TSO incentives
Proposed incentive
and revenue at risk
Debarbonisation
RES-E
+€5.0m / -€1.7m over
PR5
+€1m / -€0.33m p.a.
SNSP
+€5.0m / -€1.7m over
PR5
+€1m / -€0.33m p.a.

Value

Principle-based assessment of incentive
Proportionality
Balance

Overall

N/A
As this did not pass the assessment of proposed output, we do not recommend it be
considered as an incentive for PR5.

The TSO’s proposal has targets that increase stepwise towards the end of PR5. Further
information is required as to whether this would be a more suitable target than one that
applies an annual rate of improvement (e.g. as per the 4% per year observed in PR4).
As this is a new incentive, caution should be taken around having an upside-only
incentive.
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Proposed incentive
and revenue at risk
Renewable dispatch
down
+€5.0m / -€1.7m over
PR5
+€1m / -€0.33m p.a.
Grid security

System minutes lost
±€2.5m over PR5
±€0.5m p.a.

System frequency

Value

Principle-based assessment of incentive
Proportionality
Balance

Overall

The TSO’s proposal has targets rising (i.e. becoming less challenging relative to the
status quo) over PR5. Additionally, the TSO proposes exclusions for demand and RESE, and a deadband. Further information is required to support the TSO’s proposals. As
this is a new incentive, caution should be taken around having an upside-only incentive.

We consider that further engagement is required to set the baseline and to understand
the reasons the TSO proposed a symmetric risk and reward (vs. more downside in
PR4).
On the one hand, past performance (1.109 SMLs on average from 2004-2019) implies
that the targets in the proposal could be adjusted down compared to PR4. On the other
hand, an increasingly complex system could lead to more outages and maintain the
current level could be an adequate target.
This is one of the TSO’s core functions and it has typically achieved more than 99%
compliance with the grid code target.

±€2.5m over PR5
±€0.5m p.a.

We consider that further engagement is required to define the target range (the TSO’s
proposes that an incentive target 50Hz ± 0.1 which is narrower than the grid code
range) and to understand the reasons the TSO proposed a symmetric risk and reward
(vs. more downside in PR4).

Cyber security

Increasing area of importance. The TSO has introduced the system internally in lead-up
to PR5, which can be informative in setting targets. As this is a new incentive revenueat-risk should be lower than for established incentives such as SML and system
frequency. Additionally, the TSO would be funded for cyber security improvements in
PR5, so the incentive should be weighted to the downside to mitigate against doublefunding. As such, this may be more suited to a PCD than a financial incentive.

±€2.5m over PR5
±€0.5m p.a.
Cost
Network project
handover
+€12.5m / -€5m over
PR5
+€2.5m / -€1m p.a.
Imperfections
+€12.5m / -€5m over
PR5
+€2.5m / -€1m p.a.
Performance
Stakeholder
engagement
+€3.75m over PR5
+€0.75m p.a.
Investment planning
+€2.5m over PR5
+€0.5m p.a.

Capex delivery program is an important aspect of the TSO’s grid development role.
Further information is required to verify how stretching the scoring mechanism is, and
the rationale for the TSO’s proposal of an upside-weighted incentive with significantly
more revenue-at-risk than in PR4.
The current incentive is asymmetric to the upside (the TSO’s sharing rate is higher for
outperforming the target than for underperforming it), but the TSO’s proposal would
make the PR5 incentive considerably more asymmetric. Further information is required
as to how this proposal would meet the CRU’s aims for PR5.

As this is a panel-based incentive (rather than directly measuring the impact on
customers or the electricity system) a more modest reward than is proposed by the
TSO may be appropriate.
As this is a qualitative ex post incentive a more modest reward than is proposed by the
TSO, coupled with some downside as in PR4, may be appropriate. Further information
is required for the rationale behind the TSO’s proposal to separate this from the PR4
Investment Planning and Delivery incentive.
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Proposed incentive
and revenue at risk
Deployment of new
technology
+€2.5m over PR5
+€0.5m p.a.
Infrastructure delivery
+€2.5m over PR5
+€0.5m p.a.

Value

Principle-based assessment of incentive
Proportionality
Balance

Overall

As this is a qualitative ex post incentive a more modest reward than is proposed by the
TSO, coupled with some downside as in PR4, may be appropriate. Further information
is required for the rationale behind the TSO’s proposal to separate this from the PR4
Investment Planning and Delivery incentive.
As this is a qualitative ex post incentive a more modest reward than is proposed by the
TSO, coupled with some downside as in PR4, may be appropriate. Further information
is required for the rationale behind the TSO’s proposal to separate this from the PR4
Investment Planning and Delivery incentive.

Source: CEPA/GHD analysis
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UNCERTAINTY MECHANISM OPTIONS
In this appendix we provide further details on the uncertainty mechanism options for PR5 that form part of our
straw-person. This supplements the discussion in Section 5.3.
We identify the type of uncertainty being addressed through the uncertainty mechanism in each case:

•

Cost uncertainty can make it difficult to achieve accurate estimates of the licensees’ future costs, and the
degree of cost uncertainty may vary across different expenditure areas.

•

Timing uncertainty relates to when the expenditure would need to take place. Accurately forecasting
efficient levels of expenditure for projects with highly unpredictable delivery timelines can be challenging.

•

Output uncertainty relates to the need for, and the quantity and/or quality of, outputs that are delivered by
the licensee.

DSO
The tables below present further detail of the DSO uncertainty mechanism options for PR5:

•

Large customers: reopener

•

Domestic connections: volume driver

•

Low carbon technology (LCT): reopener

•

Pay-as-you-go (PAYG) meters: volume driver

A further uncertainty mechanism, that could be introduced for flexibility services, is discussed in detail in Section
5.3 and is not repeated here.

Large customers
Table C-1: DSO large customers uncertainty mechanism
DSO Uncertainty Mechanism 1: Large Customers
Type of uncertainty
being addressed
Description

Cost

✓

Timing

✓

Output

✓

• This reopener uncertainty mechanism would involve the DSO’s allowances being
adjusted if more large customers connect to the distribution network than was assumed
in its business plan.
• The DSO would present the least cost solution to the problem to the CRU as part of the
annual revenue review process. The CRU would assess the ‘need’ and ‘additionality’ of
the expenditure based on the triggers below during this process and the HV system
development capex allowance would be adjusted accordingly.
• The CRU could also assess if the DSO has selected the least cost solution as part of this
process. Alternatively, the CRU could assess cost efficiency in the ex post review.

Triggers

• Is the total HV system development capex allowance for the PR5 period is likely to be
exceeded by more than 10% in the forthcoming calendar year
• Has the DSO demonstrated the impact of the new large customer request on existing
plans?? For example, does the new large customer request displace other projects in
the HV system development capex programme?

Strengths

• The proposed mechanism is clearly defined and could be implemented with reasonable
confidence.
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DSO Uncertainty Mechanism 1: Large Customers
• The mechanism should ensure that the DSO only receives funding for the least cost
technically acceptable solution that can be directly attributed to the large customer
connection.
Weaknesses

• The mechanism may require intervention from the CRU during the price control period
to verify that the DSO has proposed the least cost solution. This could be mitigated by
only assessing the ‘need’ and ‘additionality’ of the expenditure during the price control
period and assessing cost efficiency in the ex post review.
• There is a broader debate to be had as to whether the cost of reinforcement directly
attributable to large customers should be recovered from the generality of customers.
This is beyond the scope of our advice for PR5.

Source: CEPA/GHD analysis

Domestic connections
Table C-2: DSO domestic connections uncertainty mechanism
DSO Uncertainty Mechanism 2: Domestic Connections
Type of uncertainty
being addressed
Description

Cost



Timing

✓

Output

✓

• This volume driver uncertainty mechanism would involve the DSO’s allowances being
adjusted based on the difference between forecast and outturn new domestic
connections.
• The mechanism would use the efficient unit costs associated with the shallow part of a
new connection (i.e. excluding reinforcement), as determined by the CRU for PR5
(informed by our cost assessment reports).
• This would protect consumers if outturn new connections are less than expected and
would provide the DSO with the additional funding needed if outturn new connections
are higher than forecast.
• This mechanism could be applied within-period with allowances adjusted through the
annual revenue review process, or it could apply as a true-up at the ex post review.

Triggers

• Outturn versus forecast volume of new domestic connections.

Strengths

• The mechanism should be relatively easy to implement.
• The DSO has the incentive to outperform the ex ante unit cost that is used within the
uncertainty mechanism.

Weaknesses

• Reflecting the different unit costs of different connections could add considerable
complexity to the mechanism (and may not be feasible with current data). However, if
more aggregated unit cost estimates are used (the DSO’s proposal suggests two – for
scheme and non-scheme domestic connections), the DSO may be exposed to windfall
gains or losses. This risk, however, is also present in the ex ante allowance given that
the same aggregated unit costs are used.

Source: CEPA/GHD analysis
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Low carbon technology uptake
Table C-3: DSO low carbon technology (LCT) uptake mechanism
DSO Uncertainty Mechanism 3: Low Carbon Technology (LCT) Uptake
Type of uncertainty
being addressed
Description

Cost

✓

Timing

✓

Output

✓

• A reopener mechanism would be triggered around the middle of PR5 (2023) if the DSO
can provide evidence to demonstrate that the conditions (triggers) below have both
been met.
• The CRU would accept the need and additionality of additional LV and MV
reinforcement investment as a result of LCT uptake (or other exogenous factors) if both
conditions (triggers) are met.
• The DSO would then be expected to present the incremental LV and/or MV
reinforcement investment requirements associated with the least whole-life cost solution
to the CRU.
• The incremental RAB additions identified by the DSO would be included in the annual
revenue adjustment process up to a cap of the DSO’s requested PR5 LV and MV
reinforcement baseline allowance of €238.3 million providing the conditions/triggers
below have been met.
• The CRU would assess the efficiency of the expenditure associated with the incremental
investment allowed through this mechanism in the PR5 ex post review. The DSO would
be able to retain any benefit from delivering the outputs at a lower cost than the
allowance under the general cost incentive - as discussed in Section 5.2.
• A technical review / full reopener would be triggered if additional LV and/or MV
reinforcement investment is required beyond the DSO’s requested LV and MV
reinforcement baseline of €238.3 million as investment beyond this level has not been
assessed during the price review. This will ensure that customers are sufficiently
protected and to mitigate bill volatility.

Triggers

• Evidence that the ex ante LV and MV reinforcement allowances for PR5 have been fully
invested or committed.
• Evidence that there is insufficient residual voltage or thermal headroom.

Strengths

• The mechanism would provide the DSO with the greater clarity on the conditions under
which it would recover the costs associated with incremental reinforcement investment
that is attributable to LCT uptake. This will enable the DSO to maintain its investment
activity, avoiding potential ‘inflation points’ caused by the ex ante allowance turning out
to be insufficient.
• The mechanism does not constrain the DSO to select from a specified set of solutions,
which should ensure that the least whole-life cost solution is selected. This should
incentivise efficiency and protect consumers.
• The mechanism supports the CRU’s strategic priorities for PR5.

Weaknesses

• The mechanism requires some involvement from the CRU during the price control to
assess whether the DSO has provided sufficient evidence to demonstrate that both
conditions have been triggered. Additional involvement would be required if a technical
review / full reopener is triggered.

Source: CEPA/GHD analysis
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Pay as you go meters
Table C-4: DSO pay as you go meters uncertainty mechanism
DSO Uncertainty Mechanism 5: Pay as you go (PAYG) meters
Type of uncertainty
being addressed



Cost

Timing

✓

✓

Output

Description

• This volume driver uncertainty mechanism would involve the DSO’s allowances being
adjusted based on the gap between forecast and outturn PAYG meter installations and
the ex ante efficient unit cost (€370 per meter).

Triggers

• This mechanism could be applied within-period with allowances adjusted through the
annual revenue review process (potentially subject to a materiality threshold of volume
of PAYG meter installations compared to the ex ante forecast), or it could apply as a
true-up at the ex post review.

Strengths

• The mechanism should be relatively easy to implement.
• The DSO has the incentive to outperform the ex ante unit cost that is used within the
uncertainty mechanism.

Weaknesses

• The costs covered by the mechanism may be immaterial if the uptake of PAYG meters
remains low in PR5.

Source: CEPA/GHD analysis

TSO
The tables below present further detail of our alternative straw-person proposal for how a Monitoring Committee
could operate in practice.

Monitoring Committee
Table C-5: TSO Monitoring Committee uncertainty mechanism
TSO Uncertainty Mechanism 1: Monitoring Committee
Type of uncertainty
being addressed
Description

✓

Cost

Timing

✓

Output

✓

• The Monitoring Committee would signal the need for a major investment that was
uncertain at the time of the ex ante assessment. This could then be reflected in the
TSO’s tariffs via the annual tariff review – subject to the CRU’s discretion.
• For the CRU to accept the need of a proposed investment, the TSO would need to
demonstrate that the triggers below have been met. In addition, the TSO would need to
demonstrate, at a minimum:
o

The aims and objectives of the proposed investment.

o

That the proposed investment is aligned with the CRU’s strategic objectives
PR5.

o

That the proposed investment has broad stakeholder support.

• The emphasis is on the TSO to ensure that the evidence presented to the Monitoring
Committee, and subsequently to the CRU, is sufficiently detailed to enable them to make
a decision on whether to accept the need of a proposed investment. The criteria above
should facilitate this.
• In cases where the CRU accepts the need of the proposed investment, the incremental
opex and/or RAB additions associated with the investment would be included in the
annual revenue adjustment process.
• After the need of an investment is confirmed, the Monitoring Committee could be used
to provide an enhanced evidence base to demonstrate the efficiency and effectiveness
of the investment in time for the PR5 ex post review. The Committee’s ability to do so
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TSO Uncertainty Mechanism 1: Monitoring Committee
would depend on the make-up of its members and any expert advice it is able to draw
on (e.g. independent cost review of the TSO’s proposal).
• Projects / costs that pass through the Monitoring Committee would be subject to the
same treatment at the ex post review and cost efficiency rates as the ex ante allowance
– as defined by the straw-person proposals discussed in Section 5.2. The ex post review
would be informed by the information available to the Monitoring Committee at the time
the investment proposal was presented to it, and whether the expected outputs have
been delivered.
• The Monitoring Committee could be enhanced by providing an evidence base for the
CRU to assess and scrutinise the costs associated with the investment at the time it
signals the need for a major investment (which the CRU could potentially do ahead of
each relevant annual tariff review). Following the review of the Monitoring Committee’s
submission, the CRU could determine an estimated cost range associated with the
investment. A central cost estimate within the range would be included in the annual
tariff review, and clear principles would be developed on how investments that are
allowed through the Monitoring Committee are treated in the ex post review (e.g.
“shallow dive” as long as outturn costs are within the indicative range, “deep dive” if
outturn costs are above/below the range). This enhancement would require more
involvement from the CRU during PR5 to determine the range and central estimate.
• The TSO would be responsible for deciding which stakeholders sit on the Monitoring
Committee, and how the Monitoring Committee could be used to effectively
assess/demonstrate the need of a proposed investment. The CRU could be an observer
but would not be sit on the Monitoring Committee itself.
Triggers

• Confirmation that the proposed investment is sufficiently material (e.g. upper quartile
costs of PR5 initiatives included in the TSO’s PR5 business plan).
• Confirmation that there is no ex ante allowance associated with the proposed
investment.

Strengths

• The mechanism would provide the TSO with greater clarity on whether it would be
allowed to recover efficient costs associated with incremental investment needs that are
identified or confirmed during the price control period. This will enable the TSO to
maintain its investment activity, avoiding potential ‘inflation points’ caused by the ex ante
allowance turning out to be insufficient.
• The TSO would be incentivised to deliver efficiency savings – as costs that go through
the Monitoring Committee would be subject to the same cost efficiency incentive as ex
ante allowances.
• The mechanism supports the CRU’s strategic priorities for PR5.

Weaknesses

• The mechanism would require some involvement from the CRU during the price control
to assess whether the TSO has provided sufficient evidence to demonstrate the need
and additionality of the investment. The level of involvement is limited by applying a
materiality threshold to costs that go through the process and limiting the process to
investments not included in the ex ante allowance (see triggers above).

Source: CEPA/GHD analysis
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TSO INCENTIVES
In the main report we outlined the CRU’s objective to consider a broader incentive for the TSO on imperfections
and security of supply issues during PR5. The CRU also expects to see new outputs and potentially financial
incentives for the TSO related to DSO-TSO-TAO cooperation and a continuation of the ECP connections incentive.
In this appendix we set out an initial “straw-person” proposal for how these additional objectives for the PR5
regulatory framework could be accommodated with an overall framework for TSO incentives in PR5.
We have focused on the overall scope and the objectives for these additional proposals and possible interactions
with EirGrid’s own proposals. We recognise that further work on the detailed implementation of this approach would
be required during the next phase of the price review.

CONCEPTUAL PRINCIPLES FOR TSO INCENTIVES
Electricity TSOs undertake a range of functions that support the supply of electricity. Defined broadly, the TSO is
responsible for ensuring that demand and supply for electricity on the network is balanced. However, it can also be
involved in network activities over a longer-term investment timescale, for example, in relation to the strategy and
planning of the development of the transmission network.
Broadly and conceptually, this role requires the TSO to identify the transmission system’s requirements over both
shorter- and longer-term time horizons through system need, day to day operational and longer-term (strategic)
network planning studies. The system’s needs are then met by the TSO’s contracting and procurement choices and
decisions, via the various commercial agreements it enters into for balancing services, real time dispatch, new
connection offers or the procurement of new network infrastructure. 137
The system management and network development decisions that the TSO makes to address the transmission
system’s needs, will have significant cost implications for Irish electricity consumers. Both short-term costs from the
operational measures needed to balance the network today, e.g. management of congestion / network constraints,
and longer-term investment decisions to develop the network (e.g. to provide greater transfer capacity).
The more efficient the trade-off that is made between network investment on the one hand, and shorter-term
operational measures to balance the network on the other hand, the lower the expected cost of electricity supply to
electricity consumers. A TSO’s regulatory and incentive framework can be used to incentivise the network operator
to internalise these trade-offs and, based on the best available information at the time, make the decisions that meet
system requirements at the least long term sustainable cost for the electricity consumer.

REQUIREMENTS OF THE TSO INCENTIVE PACKAGE
How is the desired outcome of the TSO implementing effective trade-offs to meet the system needs in practice
achieved? We expect this to derive from the actions and processes the TSO follows to:

•

Plan the network’s development and identify the system’s needs.

•

Provide clear information to the market on system constraints and needs.

•

Develop new system operational tools and operational measures.

•

Management and commercial arrangements around connection processes.

—————————————————————————————————————————————————
Currently in Ireland this onshore transmission infrastructure provision role is provided by the TAO under the ESB-EirGrid
Infrastructure Agreement. In principle at least, these services could be provided by a third-party – e.g. following competitive
tender processes for building financing and operating new transmission network processes, as has been adopted in Australia
and Canada and is being considered in GB.
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•

Timely delivery of transmission network reinforcement.

•

Creation of new markets and products for balancing services.

•

Ensuring that there are routes to market for all market participants who can support the balancing of the
network.

Internationally, various different approaches have been considered to help ensure that the TSO seeks to implement
the right actions and processes so that the network is safe and secure both in the short and longer term and that
optimal trade-offs between investment and network balancing actions are made. This includes:

•

Structural or governance solutions – e.g. separation of the TSO planning and network operation
functions from its ownership of the transmission assets.

•

Target financial incentives – for example, schemes that incentivise a TSO to reduce the costs of network
congestion or other ancillary services needed to balance the network.

•

Assessment / scorecard-based incentives – e.g. independent panel assessment of the TSO’s
performance across its different roles and functions. 138

Ireland’s TSO already has many of these regulatory features in place. It is structurally separated from the TAO
which in principle may help to reduce the financial incentives that could exist for the TSO not to make investment /
short term network management decisions efficiently if it was under the same ownership group as the TAO.139
As discussed in the main report, the CRU introduced during PR4 a range of new output performance and reporting
measures that seek to measure and incentivise EirGrid’s performance in key output areas and strategic activities,
such as network planning and development. EirGrid as part of its PR5 business plan submission has proposed a set
of new and/or strengthened outcome based incentives to capture the value it provides from managing the tradeoffs discussed above in balancing the demand and supply for electricity on the Irish transmission network.
This existing framework – strengthened by EirGrid’s PR5 business plan proposals – captures many of the key
themes and objectives that the CRU has itself set out for the PR5 regulatory framework, including the promotion of
sustainability, decarbonisation, grid security, efficient costs and network performance. However, as discussed in
Section 5 there are also areas that the CRU would like to see given greater emphasis in the PR5, to ensure a safe
and secure transmission network in a low carbon future. This includes:

•

A strengthened and broadened incentive for management of imperfections.

•

Output measures and incentives for addressing security of supply in key network areas (e.g. Dublin).

•

Faster and more effective connection processes.

•

Broader development of EirGrid’s engagement with the market for network balancing purposes.

We have developed a “layered” straw-person model for EirGrid’s performance incentive framework in PR5. This
seeks to capture the performance incentives that are already proposed and discussed in the main report and
provides the basis strengthening the regulatory framework package to accommodate additional areas that the CRU
also expects to be a strategic focus for PR5.
As illustrated in Figure D1, the proposed model comprises three layers of output measures and incentives:

—————————————————————————————————————————————————
138

This is currently the approach that is used in GB to incentivise the ESO.

Whether this inefficient outcome could incur in practice depends on certain conditions being in place, e.g. that common
ownership creates opportunities for the TSO and TAO (under a single ownership group) to financially gain from sub-optimal
decisions. See Frontier Economics, The role of future energy networks – a report for Ofgem, September 2009 for further
discussion.
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•

Layer 1 seeks to capture the overall coherence and performance of the TSO across its different functions
and processes. It includes performance incentives that already apply to EirGrid in PR4.

•

Layer 2 would seek to capture EirGrid’s progress in progressing and delivering strategic plans to manage
constraints and local supply issues in key problem areas of the transmission network.

•

Layer 3 captures the broader outcome / target-based metrics that the actions in the earlier layers of the
incentive framework would impact on.

The first two layers, being more qualitative and evaluative based, would be expected to be predominantly outputs
and reporting measures that are scorecard based. The third layer, which includes the outcome performance
incentives discussed in the main report, would be more target based.
Figure D1 shows the grouping of investment planning, infrastructure delivery and deployment of new technology
performance incentives within a red dotted box. This is to reflect the discussion in the main report, that these could
be captured in a single scorecard incentive (as is the case in PR4) or in separate individual incentives (as EirGrid
has proposed in its PR5 business plan submission).
Figure D1 – Three layer model of TSO incentive package in PR5

Source: CEPA

The new incentive or reporting measures for key “problem” network areas under Layer 2 could be structured as
PCDs. This would mean that once the requirements for that area of the network are established, the TSO would be
responsible for demonstrating progress against the PCD over the course of PR5 and/or addressing the specific
constraints or local security of supply issues in the identified network area.
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Following the four themes / categories of incentives for the TSO that we set out in the main report, we have
grouped each of the building blocks in the three layers by the four themes in Figure D2.
Figure D2 – Building blocks of three layer model grouped by theme

Source: CEPA

We discuss each of the layers in further detail below.

LAYER 1
The objective of the output incentives and performance measures in Layer 1 are to capture the coherence of the
system needs, products and procurement strategies of the TSO and its delivery against key strategic initiatives. It
captures the commercial and operational activities that apply across the TSO business in achieving an efficient
trade-off between network investment and shorter-term network balancing costs.
Broadly, this captures the category of incentives that EirGrid has termed “performance”, i.e. “Whilst delivering on
decarbonisation, grid security and cost, EirGrid will also need to meet the expectations of its stakeholders. Creating
a transparent information sharing environment accompanied by the timely completion of our tasks will create
frictionless and efficient working relationships between the parties acting in the market.”
In addition to the output metrics that EirGrid has itself proposed, we have suggested another output metric that
relates to balancing procurement. Broadly, we envisage that this would cover process improvements within the
TSO to support the further development of balancing services and ancillary services markets that meet the
changing needs of the Irish transmission system. Similar to the themes set out in National Grid ESO’s ‘System
Needs and Product Strategy’ in 2017 and subsequent initiatives 140, this output metric would be seeking to capture
actions that EirGrid as the TSO is taking to allow all types of technologies to compete on a level playing field.
Similar to the Grid Development incentives, we envisage a score card-based system organised around:

•

The information that EirGrid provides to the market on system needs.

—————————————————————————————————————————————————
140

See National Grid ESO, Future of Balancing Services, accessed 26 June 2020
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•

Its procurement and product strategy.

•

Testing and investigation of new procurement strategies.

•

Use of market / auction-based solutions to network balancing problems. 141

Figure D1 highlights three other new incentives under this layer of the framework, including potential incentives for
TAO-TSO coordination and TSO-DSO coordination.
We would envisage that the TAO-TSO and TSO-DSO coordination incentives would operate to similar principles as
EirGrid and ESBN have proposed for the TAO-TSO joint incentives. This would comprise a scorecard focused on
aspects such as data exchange, IT system interfaces and joint process improvement. For the DSO-TSO incentive,
we would, in particular, expect the scorecard to focus on activities and interactions associated with the provision of
system services by distribution connected service providers (which may require DSO-TSO coordination).
Layer 1 could also comprise the type of PCDs and projects outlined in section 5.1.1: i.e. new internal strategic
projects to facilitate internal process improvement. Alongside the scorecard output metrics, delivery against PCDs
and initiatives – and how they have contributed to the TSO’s performance against the incentive based
output/outcome metrics - would form part of the TSO’s expected PR5 Output Performance Submission.

LAYER 2
Layer 2 would establish PCDs and a score-card evaluation system for the TSO demonstrating progress in
addressing and managing key transmission network security of supply / constraint areas during PR5. These would
be PCDs that implement many of the working practices and systems that are captured and evaluated at a total
business level under the previous layer of the framework.
As outlined in the main report, we would envisage that PCDs would be established following a three-step process:

•

Step 1 – ahead of the PR5 final determination, the CRU and EirGrid would agree a short-list of strategic
areas of the country where transmission network constraints – power transfer capacity or voltage support –
and local demand /generation conditions are contributing to potential security of supply issues, high market
(e.g. imperfection) costs etc.

•

Step 2 – having agreed the short-list of strategic network areas, the TSO would be expected to prepare a
programme report that sets out the measures and initiatives that it will take or is considering to manage the
issues, mitigate any adverse impacts on customers and potentially resolve the issue in PR5 (e.g. by
accelerating transmission network reinforcement to resolve a constraint).

•

Step 3 – the CRU would establish a score-card which would include incentive payments linked to the TSO’s
key milestones and the potential resolution of the constraint / security of supply issue, based on the
measures, plans and timeline set out in the TSO’s report from Step 2. The TSO’s performance against the
score-card would be evaluated as part of the close-out process for PR5.

The strategic areas of the country could be linked to the areas that EirGrid has identified as potentially requiring
development of the grid in its System Needs report 142. Alternatively, the areas could be defined under an alternative
set of criteria – e.g. contribution to imperfection costs.
We envisage that the incentives in Layer 2 would be more upside rather than downside weighted. The incentive
payments would be heavily weighted towards resolution of the network area “problem” (where possible within the
timeline) by the end of the price control. The result would be that EirGrid:

—————————————————————————————————————————————————
141

Rather than bilateral / local reserve service agreements (LRSAs) entered into under negotiation.

142

EirGrid, Tomorrow’s Energy Scenarios 2019 Ireland – System Needs Assessment, December 2019
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i.

would be able to receive financial benefits if it implements the processes and actions that it set out in its
original programme report; and

ii.

would also receive a “success fee” if it can “resolve” the network problem during the price control period,
thereby sharing the value unlocked for electricity consumers.

The rewards under the incentive would be weighted towards the second success fee element of the incentive.
Clearly the exact terms and conditions of the score-card – and the ambition of the TSO’s programme report –
would need to be carefully considered ahead of implementation. We do not expect the PCD to be a binary metric –
i.e. met or not met, given that there may be external factors that prevent the TSO from the resolving the local
network issue (e.g. resolving local security of supply issues). We expect the score-card would be graduated, so that
there would be rewards and penalties for hitting interim milestones and actioning measures, but that the TSO is not
exposed to penalties if the local constraint / security of supply issue cannot be fully “resolved” in PR5.
To help illustrate the concept we have summarised in the text box below a short case study of how we might
envisage the approach working for the Dublin area.
Box 1: Layer 2 application to Dublin area
Dublin-West is identified as a key network area in EirGrid’s 2019 System Needs report.
“The grid in this area mainly consists of 220 kV underground cable and overhead lines, with two 400 kV lines
connecting to the rest of the country. The anticipated growth in large energy users, such as data centres, yields
needs for voltage support. The expected growth in onshore wind generation across the country and offshore
wind generation in the Irish Sea results in a need for power transfer capacity. Increasing renewables on the
system displaces conventional generation in the area, resulting in voltage support needs. The need for grid
development in this area is high to very high across our scenarios.”
There has been extensive discussion around security of supply issues in the Dublin area as part of recent CRM
auction processes in the past couple of years. The Greater Dublin area is identified as a Locational Capacity
Constraint Area for the most recent CRM auction. The CRU has previously identified a range of different
measures to help manage security of supply in the Dublin area, including the introduction of locational scarcity
scalers for system services in the region, LRSAs, facilitating connection of new generation in the region and
acceleration of transmission reinforcement and flexible demand connection contracts. 143
Security of supply has been recognised within the CRUs Strategic Plan 2019-20212 and has also been included
as a core strategic objective as part of the CRU’s PR5 project. As part of the PR5 project, the CRU has
highlighted the importance of resolving Local Security of Supply in the Dublin region during PR5.
We would, therefore, expect that the Dublin region would be a strategic area identified in Step 1 of the Layer 2
PCD framework. In Step 2, we would expect EirGrid to prepare a short programme report of how it expects to
resolve local security of supply in the Dublin area during PR5. 144
In Step 3, we expect the CRU to establish a score-card system for resolving the Dublin security of supply issues
during PR5 – a PCD under Layer 2. The scorecard would have rewards and penalties associated with hitting the
key milestones and achieving process outputs during PR5 evaluated by the CRU or an independent review body
(such as the independent members of the SEM Committee). There would also be a reward if the overall PCD
was met and the security of supply issue in the Dublin area is considered to be “resolved” in PR5.

LAYER 3
Layer 3 consists of the higher level / more strategic outcome metrics which will comprise the TSO’s incentive
framework. These comprise target incentives related to:

•

Decarbonisation and transformation of the energy system (SNSP, renewable dispatch down, and delivering
new connections).

—————————————————————————————————————————————————
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See CRU, Dublin Security of Supply: Measures to mitigate the risk of disorderly exit, CRU/18/228
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This may build on or reflect information already provided as part of the PR5 business plan submission process.
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•

Maintaining security of supply / grid security (including targets for SML, System Frequency and Cyber
Security).

•

Controlling costs (outturn performance vs. targets for imperfection costs and targets for network project
handover costs).

An incentive has been applied to new connections for the TSO in PR4 and this would be an additional building
block for Layer 3. In PR4, the connections incentive was broadly defined as follows:
Box 1: ECP-1 connections incentive
The CRU decision on the Reporting and Incentives under Price Review 4 document states:
“The TSO shall be subject to a financial incentive on its performance in issuing connection offers to all applicants
being processed pursuant to the “2018 Batch” as defined in the CRU’s decision of March 2018.
DSO performance shall be measured by the average elapsed time between (a) the date by which the identity of
the projects to be processed under the 2018 batch is known, and (b) to date by which each offer is delivered.
The CRU will set a target average elapsed time (measured in working days). Payments or penalties for DSO
performance relative to this target will be determined in two steps. First, an unadjusted amount based on outturn performance. Second, the option for the DSO to submit evidence to justify and quantify the impact of
factors outside the control of the DSO. The CRU may then recalculate performance adjusting for well-reasoned
external impacts.”145
We would expect that a similar type and structure of incentive could be developed for PR5 organised around the
latest batch of forthcoming connection offers.

FRAMEWORK LAYER INTERACTIONS
If the three-layer framework as set out above was applied in practice, the interactions between the incentives would
require some consideration before finalisation. For example, if a number of PCDs under Layer 2 were delivered,
then this might be expected to have an impact on imperfection costs. Similarly, actions in Layer 2 may overlap with
some aspects of the network and project development incentives in Layer 1.
We consider this to be a strength of incentive question – i.e. given that aspects of the incentive layers may overlap
in terms of impacts for Irish customers, how much monetary value should be placed on the incentives given the
expected value for customers would need to be considered.
While there is overall issue to consider, we also believe that the different layers of the incentive framework should
also be self-reinforcing. For example:

•

In Layer 1 – we would expect the proposed outputs and incentives to help encourage EirGrid to continue
to develop its general business policies, products and strategies for grid development and balancing
service procurement.

•

In Layer 2 – we would expect the processes incentivised under Layer 1 would be put to use to help resolve
constraints and network security issues. The measures that are taken in Layer 2 may help to reduce
general system and market related costs.

•

In Layer 3 – the overall imperfections incentive – a target cost around which EirGrid can retain a proportion
of savings relative to a baseline – provides an overall reinforcing incentive for the TSO to make investment /
short term network management decisions efficiently.

—————————————————————————————————————————————————
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