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1. Introduction  

Context 

1.1. In RIIO-2, we will set revenues for energy network companies that will enable 

them to meet the requirements of consumers and network users in the years 

ahead. In order to set these revenues, we will need information from the 

companies. Companies will provide this information to us in the form of a 

business plan, which we will then assess. The gas distribution, gas and electricity 

transmission network companies and the electricity system operator, will need to 

submit their final business plans to us in December 2019. 

 

1.2. In developing their plans, it is essential that companies carry out extensive 

engagement with consumers/network users and other stakeholders and use the 

enhanced engagement framework1 we have established for RIIO-2 to test their 

plans. We expect to see companies sharing early drafts of their business plans 

with their stakeholders throughout 2019, prior to their final submission to us. 

 

1.3. These plans should demonstrate how companies will manage their networks in 

the RIIO-2 period, including: how they will meet the challenges associated with a 

transition to a low carbon energy sector; what they will deliver, in the form of 

outputs that consumers and network users value; and the costs that they expect 

to incur in doing so. In justifying their costs we expect companies to explain how 

these represent good value to consumers, and how cost-saving efficiencies and 

innovation through RIIO-1 have helped to reduce costs in RIIO-2. And crucially, in 

a period when the energy system is changing rapidly, we expect the plans to 

describe how companies will adapt if the future turns out to be different from 

what they expect.   

 

1.4. We are publishing this Guidance Document to give network companies and their 

stakeholders an initial indication of the information we are likely to require to 

allow us, and stakeholders, to assess plans on a comparable basis. 

 

1.5. This document provides insight on our initial thinking on the following aspects of 

business plans: 

 

 Approach to setting outputs and incentives 

 Approach to cost assessment 

 Consistent views of the future 

 Use of uncertainty mechanisms 

 Inflation 

 Anticipatory investment 

 Innovation 

 Whole systems 

 

Cross-sector workshops 

1.6. We recognise that companies and stakeholders will want more information than 

we provide in this Initial Guidance Document. We are hosting a series of cross-

sector workshops over the autumn to discuss our thinking on the type of outputs 

companies will be expected to deliver, how their plans will be assessed (and 

rewarded or penalised) and the specific format of data submissions. We will use 

feedback from stakeholders to reissue this guidance alongside our December 

Sector Methodology Consultation. 

 

                                                           
1 Please see Ofgem, RIIO-2 Framework Decision, July 2018. 

https://www.ofgem.gov.uk/system/files/docs/2018/07/riio-2_july_decision_document_final_300718.pdf
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1.7. The key cross-sector workshops are as follows: 

Business plan content 

1.8. This workshop will be held in mid to late October. We intend to discuss: 

 

o The core sections of the business plan and the more detailed content which we 

may expect 

o The use of page limits to restrict the submission of superfluous information 

o The use of cross-referencing to improve the ‘readability’ of plans and ensure costs 

quoted in the business plans are easily traceable to those set out in cost template 

submissions 

o The type of additional information that companies may choose to publish in 

response to stakeholder requirements 

o The elements of the business plan that are most likely to inform our assessment 

of whether a reward or penalty should be applied. This could include the extent to 

which the plan enables or hinders our ability to set a stretching price control, and 

the process of engagement the company has gone through to develop their plan. 

 

1.9. Sector specific workshops will focus on the exact data required for each sector 

and the detailed design of data templates. We will be working to bring more 
consistency to the data we receive and to the underlying cost benefit analyses. 

Outputs and incentives 

1.10. This workshop was held on 26 September 2018. We used it to discuss: 

 

o The need for and design of any cross-sector outputs 

o The principles for setting licence conditions, price control deliverables and output 

delivery incentives 

o The criteria for company-specific outputs. 

 

1.11. Sector specific workshops will focus on the type of outputs required for each 

sector and their detailed design. 

Totex and business plan incentives 

1.12. This workshop was held on 26 Septembers 2018. We used it to discuss: 

 

o Proposed approaches for incentivising totex submissions 

o Our approach to incentivising companies to outperform cost allowances 

o Proposed approaches to assessing and incentivising good quality business plans. 

Whole system outcomes 

1.13. This workshop was held on 18 September 2018. We used it to discuss: 

 

o The potential barriers, within the price control, to greater whole system outcomes 

o The potential enablers of whole system outcomes which are best placed within 

the price control 

o The impact that a different definition of ‘whole systems’ would have on company 

behaviour. 

Innovation 

1.14. This workshop was held on 18 September 2018. We used it to discuss: 
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o Encouraging network companies to do more innovation as part of their business 

as usual activities 

o Focussing innovation stimulus funding on projects which support the energy 

system transition 

o Greater coordination with other public sector innovation funding 

o Increased third party involvement in network innovation projects 

Asset resilience 

1.15. This workshop will be held in the second-half of October and we intend to discuss:  

 

o our views on how asset management processes should develop over the course of 

RIIO2 and how we could incentivise this  

o the nature of information expected in the business plan submissions. 

Fair Returns and Finance Issues 

1.16. A workshop was held with the ENA 19 September 2018.  We used it to discuss at 

a high level: 
 

 the timing of a switch to CPIH and impacts 
 the potential to index cost of equity  
 estimating cost of equity CAPM parameters 
 distinguishing expected and allowed equity returns 

 cost of debt indexation 
 financeability and the concept of a cash flow floor 
 tax allowances (pass through and double lock). 

There will be additional finance workshops in October.  These have not yet been 

scheduled. 

Other workshops 

1.17. We expect a number of other cross-sector and sector-specific workshops to be 

scheduled later in the autumn. We will publish details on those on our webpage 

(https://www.ofgem.gov.uk/network-regulation-riio-model/network-price-controls-

2021-riio-2/riio-2-events-seminars-and-working-groups ), including details of how to 

get involved.  
 

2. Approach to outputs and incentives  

Background 

2.1. In the RIIO-2 Framework Decision we set out our broad approach for setting 

outputs: 

 

 We will use the enhanced engagement framework to inform network 

companies’ licence obligations 
 We will establish price control deliverables where appropriate. For these, 

we will provide a revenue allowance to enable delivery 

 We will apply output delivery incentives where service quality 

improvements beyond the minimum standard may be in the interests of 

consumers and other network users.  

 

https://www.ofgem.gov.uk/network-regulation-riio-model/network-price-controls-2021-riio-2/riio-2-events-seminars-and-working-groups
https://www.ofgem.gov.uk/network-regulation-riio-model/network-price-controls-2021-riio-2/riio-2-events-seminars-and-working-groups
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2.2. We propose to set a number of common outputs and associated incentives within 

each sector, and potentially across sectors. These might relate to:  

 

o Reliability 

o Environment 

o Stakeholder surveys.  

 

2.3. The delivery of some specific outputs may be financially incentivised, or 

reputational only in nature. Our approach will depend on a number of factors, for 

example how confident we are in our ability to set targets and the extent 

companies are already funded to deliver this output through their base revenues. 

 

2.4. Network operators will have the opportunity to propose outputs in collaboration 

with their stakeholders and Customer/User Groups.  

 

2.5. In proposing outputs and any associated incentives, companies should seek to 

adhere to the following principles: 

 

 Reflect the network services that existing and future 

consumers/network users require/will require 

 Be as complete as possible in capturing the activities of the network 

operator 

 Focus on simpler output categories of value to consumers/network users 

 Allow comparison of performance across companies where there is 

sufficient commonality 

 Capture the long-term nature of outputs.  

 

2.6.  In assessing proposals, we are likely to consider amongst other things: 

 

 Whether the output reflects a service that consumers expect to receive from 

a network company that cannot be funded through base revenues provided 

in price control settlement 

 The existing level of service that consumers receive and the extent to which 

the target level is an improvement on this 

 Where appropriate, the level of service provided by other 

companies/comparators 

 The value that consumers will receive from the service level being 

targeted/increases in existing service levels 

 The reward consumers believe is appropriate for achieving the target 

level/increments of improvement above the target level 

 The penalty consumers believe is appropriate for not achieving the target 

level/increments below the target level 

 The activities (and indicative costs) associated with achieving the targeted 

level of service 

 Proposals for licence conditions if performance falls below existing service 

levels 

 Who benefits from the output and why it is appropriate for the incentive to 

be provided through the price control and paid by the generality of 

consumers 

 Who is best placed to deliver certain outputs (eg network companies, other 

agencies including government).  
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Consolidation of output categories 

2.7. To support a focus on having simpler output categories, we are considering 

consolidating the existing output categories2 into three new categories: 

 

 Improve the consumer and network user experience: Network 

companies must deliver a high quality and reliable service to all network 

users and consumers, including those who are vulnerable.  

 

 Support the energy system transition: Network companies must enable 

the transition to a low carbon, consumer-focused energy system. 

 

 Improve the network and its operation: Network companies must 

deliver a safe, sustainable and resilient network that is more responsive to 

change. 

 

2.8. We believe that these three categories will make the price controls simpler and 

better describe what outcome we are seeking to achieve. We are engaging with 

stakeholders on these categories, including at the workshop on 26th September, 

and we will consult on this proposed categorisation in December 2018.  
 

3. Approach to Cost Assessment 

3.1. In the RIIO-2 Framework Decision, we set out our broad approach for assessing 

and setting costs. At a high level, our approach is to continue to provide 

incentives for companies to outperform where we can confidently forecast costs 

through using historical information or an independent benchmark. Where 

appropriate, we will use indices to reduce the reliance on forecasts of economic 

indicators. Where need, scope, costs or volumes cannot be forecast with 

confidence we will consider appropriate uncertainty mechanisms. 

 

3.2. In proposing costs for operating and developing their networks, companies should 

seek to ensure that they provide: 

 

 The rationale behind their business plan decisions and assumptions through, 

for example, cost benefit analysis 

 The different options they have considered for meeting future network 

requirements, including the cost of “doing nothing” options 

 A justification of the efficiency of their proposed costs 

 A justification for any associated assumptions they consider we should use 

when assessing costs. For example, the extent to which regional factors 

determine cost variations 

 An explanation of how they will account for the costs of projects that 

straddle price control time periods 

 An explanation of how they will deal with projects where the deliverable 

changes/is no longer needed. 

 

3.3. In the December Sector Methodology consultation, we will outline our 

considerations for cost assessment in RIIO-2. These will be informed by what we 

                                                           
2 Reliability and availability, social obligations, safety, customer satisfaction, conditions for connections, 
environmental impact 
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did in RIIO-1, the views of network companies and other stakeholders, and any 

other analysis we have undertaken. 

 

4. Consistent views of the future 

4.1. The core of a business plan is informed by a range of potential future outcomes. 

Networks determine a set of investments and activities which can meet these 

outcomes. More important than picking the ‘correct’ outcome is that business 

plans are designed to flex when circumstances change. 

 

4.2. While maintaining this flexibility is paramount, it is also crucial that all networks 

have a consistent and coherent approach to building their view of the future. This 

will improve whole system coordination, stakeholder engagement, and the 

eventual determination process with Ofgem. With this in mind, we are expecting 

networks across transmission, distribution, gas, and electricity to agree a set of 

common factors and assumptions to developing their core view of the future.  

 

4.3. The major building blocks may include factors such as: 

 

 Overall demand (by energy source) 

 Some disaggregation of drivers of demand (such as EVs) 

 Connections (including volume of green gas connections) 

 Quantity and form of generation 

 Forecasts of significant economic indicators. 

 

4.4. Having a core view will not undermine the ability for networks to account for 

regional variations and to plan for a wide range of scenarios. However, where 

investment plans vary from this core view, we will expect these variations to be 

proportionately evidenced. 

 

4.5. We expect to receive well-justified business plans. The quality of stakeholder 

engagement and the network’s response to this engagement are key aspects of a 

business plan’s justification. In an increasingly integrated energy system, some of 

the key stakeholders for a network are the other energy networks. As such, we 

expect well-justified business plans to incorporate a consistent set of factors and 

assumptions which are shared across all networks. A lack of this consistency will 

suggest that we will need to apply greater scrutiny to aspects of the business plan 

which flow from the inconsistency. 

 

4.6. We are consulting with and encouraging the networks to work together to develop 

these consistent factors and assumptions. Networks should ensure the RIIO-2 

Challenge Group has an opportunity to scrutinise the outputs of this work ahead 

of networks incorporating the consistent core view into their business plans. 

Accordingly, we believe they should present their work to the Challenge Group in 

late November 2018. 

 

5. Uncertainty mechanisms 

5.1. In the December Sector Methodology consultation, we will set out our thinking on 

some of the uncertainty mechanisms that may be required for RIIO-2. These will 
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be informed by our assessment of the key risks to our underlying assumptions, 

and whether consumers or network companies are best placed to manage these. 

 

5.2. As part of their business plans, network companies can justify additional 

uncertainty mechanisms. The table below gives an illustration of the type of 

material we may expect to see to support any company proposals. In assessing 

the need for additional uncertainty mechanisms, we will be mindful of our 

intention to simplify the price control and focus on those areas of most benefit to 

consumers. 

 

Table 1: Information required for additional uncertainty mechanisms 

Issue  Information required 

What is the issue/risk that the 

proposed mechanism 
addresses? 

Set out the uncertainty identified and why an uncertainty 

mechanism might be appropriate. 

Is the issue/risk regionally specific or industry wide? 

Where does the ownership of 
risk lie in relation to the 
uncertainty? 

Clearly set out where the risks lie with regard to 
Customer/Network company/both. 

Materiality of issue 
Quantification of the materiality of the issue i.e. what is the 
expenditure exposure of the issue – we will not prescribe a 

specific methodology for the quantification of materiality.  

Frequency and probability of 
issue over the price control 
period 

What is the expected frequency and probability of the issue 
during the price control period? 

What is the proposed 
mechanism? 

A description of what the mechanism is and how it works. This 
needs to be detailed enough to allow for potential 
implementation. If there is a materiality threshold, this would 
need to be set out as a percentage of allowed revenue. If 
there is a specific trigger event this should be defined. 

What are the justifications for 

the mechanism? 
Set out the benefits of the mechanism. 

What are the drawbacks from 
the proposed mechanism? 

Set out the drawbacks of the mechanism. Again, where 
possible, the materiality of these drawbacks need to be set 
out, eg the impact on charging volatility. 

Can the drawbacks be 
reduced? 

Explain why the drawbacks cannot be mitigated through 
alternative mechanism designs, eg by using a volume driver 
instead of logging-up or cost pass through. 

On balance, does the 
mechanism deliver value for 
money while protecting the 

ability to finance efficient 
delivery? 

Explanation of why the benefits of the mechanism outweigh 
the drawbacks. 

We also expect the quantification of how the proposed 

mechanism delivers value for money whilst ensuring efficient 
delivery.  
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Stranding/under-utilisation 

5.3. One of the key uncertainties for RIIO-2 is the risk associated with assets 

becoming underutilised, or not required at all, due to changes in how the energy 

system is used. To address this risk, we will be setting higher evidentiary hurdles 

before approving new investment. We expect to see network companies provide 

this evidence in their business plans. We will expect companies to describe a 

number of elements, including: 

 

 With respect to the core scenarios and sensitivities mentioned above, the level 

of risk that new investments/existing assets could become 

underutilised/stranded in the future 

 The alternatives to investment that they have considered, including the 

deferral of expenditure, non-network solutions and phased construction 

programmes  

 The mitigation they will put in place to reduce the risk of 

underutilisation/stranding  

 What monitoring they will undertake to ensure a continuous assessment of 

risk levels. 

Real Price Effects 

5.4. In RIIO-1, we provided companies with fixed, ex ante allowances for real price 

effects (RPEs). These RPE allowances were for the forecast increase of certain 

input prices (such as labour and materials) over and above the forecast increase 

in the Retail Price Index (RPI). So far during RIIO-1, input price inflation has been 

lower than forecast and this has had a material impact on companies’ costs and 

returns.   

 

5.5. In our RIIO-2 decision document we confirmed that we will index RPEs in RIIO-2. 

In December we will provide further details on our approach to RPEs and expect 

that work to be complemented by information provided by companies in their 

business plans, including:  

 

 evidence on whether costs have deviated (or are expected to deviate) 

materially from general inflation 

 proposed input prices indices, including justification for their choice (eg how 

well historical trends in indices compare to actual costs) 

 proposed weight to apply to each input type / price indices, including an 

explanation of how it is derived 

 a forecast of real price effects. 

 

6. Inflation 

Inflation of RAV and calculation of allowed revenue 

6.1. In RIIO-2 we propose to move away from RPI to CPIH for inflation measurement 

in calculating RAV and allowed returns. 

 

6.2. As part of this, and in conjunction with stakeholders, we will be considering 

whether a phased transition between RPI and CPIH is necessary or desirable, and 

if so what form it should take. 
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6.3. In December, we will set out our minded to position on this subject for Decision in 

Spring 2019. 

 

6.4. We will expect network companies to provide historical data in their business 

plans, and to use a consistent methodology to convert all data series in 

accordance with our new approach to inflation. 

 

7. Anticipatory investment 

7.1. There may be items of expenditure that are not required to meet demands 

expected in RIIO-2, but where companies believe that investment now would 

reduce costs to consumers over time.  In their business plan, we will expect 

companies to describe these types of investment in a separate section from their 

‘core’ business plan proposals. 

 

7.2. To support these proposals for anticipatory investment, companies should 

demonstrate: 

 

 The level of risk surrounding their assumptions on future demand, including 

clarity on government policy 

 The benefits to network consumers that may flow from earlier investment 

 The consequences of not making anticipatory investment 

 The justification for why network consumers should fund this work, including 

an examination of which other parties (including local authorities, national 

governments, and third parties) could fund the investment 

 The balance of risk that is to be shared between consumers, the company and 

any third party. 

 

8. Innovation 

8.1. Our expectation is that companies will undertake more innovation through their 

business as usual activities. We will continue to provide an innovation stimulus for 

activities that have the potential to make a significant contribution to facilitating 

the energy system transition. We want greater alignment between price control 

funding and other sources of public funding, and we want greater participation 

from third parties. 

 

8.2. To support this, we expect companies’ business plans to explain how their 

projected expenditure reflects the roll-out of proven innovation projects into their 

business as usual activities. Where companies have chosen not to use proven 

innovation, we would expect this to be accompanied by a justification. We will 

also expect expenditure requirements to demonstrate what additional efficiencies 

the companies plan to achieve through innovations that they will be rolling out as 

business as usual.  

 

8.3. For other forms of innovation, we will expect to see companies provide evidence 

of: 

 

 What approach they will take to focus on strategic energy issues, such as 

facilitating the energy system transition 

 What type of benefits might arise from these activities 

 How their activities might be co-ordinated with innovation undertaken by 

other network firms across the sectors, or in other sectors 
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 How their approach will align with projects supported by other forms of public 

funding 

 What arrangements they will make to secure third party participation in their 

innovation scheme. This should include the type of third parties they will seek 

to engage with, and the methods of engagement they will adopt 

 At a high level what amount of funding for innovation support may be 

appropriate.  

 

9. Whole systems 

9.1. The energy system is changing. The impacts of network activities or consumer 

behaviours on one part of the system can increasingly impact on other parts of 

the system. In RIIO-2, we aim to ensure that companies consider the role they 

can play to support the delivery of ‘whole system’ outcomes that result in the 

most benefit to the end consumer.  As discussed in the workshop on the 18th 

September, in due course we will provide further detail on the scope of ‘whole 

system’ outcomes for the purposes of RIIO-2. 

 

9.2. Achieving whole system outcomes will require network companies to share 

information and coordinate their activities to a much greater degree than has 

happened to date. In their business plans, we expect companies to describe the 

process of engagement they have undertaken to support such coordination, and 

what steps they will take through the price control period to ensure that 

coordination continues.   

 

9.3. Many activities which generate whole system benefits can already be planned and 

undertaken through the standard business planning process and we expect 

funding for these, where necessary, to be incorporated into companies’ core 

business plans. Where networks identify additional projects or activities (and their 

expenditure) to support whole system outcomes that cannot be delivered through 

business as usual arrangements, we expect these to be set out separately in their 

business plan. We expect projects of this nature to be supported by information 

that demonstrates: 

 

 The benefits that may flow as a result of these steps and what may be the 

indicators of these 

 The level of coordination with other network companies they have already 

undertaken to support these proposals 

 Any costs that they anticipate incurring by implementing these projects or 

activities  

 How uncertainty mechanisms, including reopeners, should be used or 

triggered to support the project  

 What arrangements they will put in place to ensure these measures are 

operating effectively, or can be revised accordingly  

 Why this project or activity cannot already be undertaken, and why a market 

solution cannot be utilised to produce this result. 
 

10. Track-record 

10.1. In assessing the credibility of the business plan being proposed, we want 

stakeholders to take into account how companies have performed and behaved in 
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the RIIO-1 period. Therefore, in their RIIO-2 business plan, we expect companies 

to explain: 

 

 How their expenditure differed against allowances provided at the outset of 

RIIO-1. What factors contributed to any differences between allowances, and 

how these factors have been considered in the RIIO-2 business plans 

 What additional value they have provided to consumers outside of the price 

control/licence mechanisms (eg voluntary returns, voluntary additional GSOP 

payments, etc) 

 Their delivery against RIIO-1 output targets and the amount of 

penalty/reward they received 

 The returns companies earned over the RIIO-1 period 

 The level of dividend payment they offered to investors over the RIIO-1 

period 

 The level of innovation projects they undertook in RIIO-1 and the extent to 

which these have now been rolled-out as business as usual. 

11. Interlinkages with other work 

11.1. As highlighted in our framework decision in July3 and our March4 consultation, 

RIIO-2 interacts with a number of priority areas outlined in our strategy for 

regulating the future energy system.5  

 

11.2. We are continuing to ensure that all of these areas are joined up and working 

towards the common purpose of driving innovation and supporting the transition 

to a low carbon energy system. 

 

11.3. One of the key areas where there are strong ties to the RIIO-2 framework is 

reforming access and forward-looking charging arrangements. We recently 

published a consultation on this topic.6 Access and forward-looking charging 

reforms may change the scope of what is included in the price control for a 

sector. For example, changes in price signals or changes in how investment is 

recovered may change the amount of investment that is expected. 

 

11.4. Our aim is to signal changes to access and charging to network companies so that 

they can consider the implications in their business plans. However, we will also 

need to consider what mechanisms and processes are required to deal with any 

changes to existing arrangements that may arise during the price control period. 

 

11.5. The Electricity Targeted Charging Review aims to reduce harmful distortions 

associated with charging and ensure that system users are charged fairly. It is 

reviewing how charging needs to change to align with the changing use of the 

electricity system. Ofgem is supporting industry in taking forward the conclusions 

of the Gas Charging Review to ensure that the Transmission Operator charges for 
access to, and use of, the gas network are compliant with EU. 

12. Next steps 

12.1. Companies will make the formal submission of their business plans to us in 

December 2019. Prior to this, we expect to see draft versions of the business 

plans being issued to stakeholder groups at least twice (July and October) during 

2019. We also expect to receive these draft versions to help us in developing the 

                                                           
3 Ofgem, RIIO-2 Framework Decision, July 2018.  
4 Ofgem, RIIO-2 Framework Consultation, March 2018.  
5 Ofgem, Our strategy for regulating the future energy system, August 2018.  
6 Ofgem, Reform of network access and forward-looking charges 

https://www.ofgem.gov.uk/system/files/docs/2018/07/riio-2_july_decision_document_final_300718.pdf
https://www.ofgem.gov.uk/system/files/docs/2018/03/riio2_march_consultation_document_final_v1.pdf
https://www.ofgem.gov.uk/system/files/docs/2017/08/our_strategy_for_regulating_the_future_energy_system.pdf
https://www.ofgem.gov.uk/electricity/transmission-networks/charging/reform-network-access-and-forward-looking-charges
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methodologies we will use for assessing costs, but not for the assessment itself as 

we recognise that costs/volumes etc. may change between draft and final 

business plan.  

 

12.2. We expect draft versions of business plans to be of sufficient quality to facilitate 

engagement with and challenge from stakeholders, including the RIIO-2 

Challenge Group. We intend to reward/penalise companies if their draft business 

plans do/do not meet the objective of facilitating engagement and challenge in 

line our business plan incentive.  

 

12.3. We intend to periodically review and update this document to provide more detail 

on form, content and approach to assessing business plans. The sessions we have 

scheduled for the autumn will provide insight into what further information we 

should include in future versions.   

 

12.4. We anticipate issuing a revised version of this document in December, alongside 
our consultation on Sector Specific Methodologies. 

 


