
Getting a head start on RIIO-ED2
Priorities for DNOs for the next electricity distribution price control

Strategic challenge

Distribution network operators (DNOs) across Great 
Britain will need to make significant investments in network 
infrastructure in the near future in response to the ongoing 
decentralisation of power generation, the digitalisation of 
energy systems, and ambitious decarbonisation targets  
set by legislators.

At the same time, customer representatives and regulatory  
authorities are exerting ever greater pressure on the sector  
to reduce bills amidst an ongoing threat of re-nationalisation.

Recent regulatory determinations for transmission and gas 
distribution (known as ‘RIIO-T2’ and ‘RIIO-GD2’) are a good 
indication of what DNOs can expect from the upcoming 
price control for electricity distribution (‘RIIO-ED2’). DNOs 
also have a unique opportunity to help determine how best 
to reduce customer bills while also investing to develop 
sustainable networks.

Given the recent determinations for RIIO-T2 and RIIO-G2, it seems 
that the regulatory framework for RIIO-ED2 will shift further away 
from incentive-based regulation and more towards ‘regulation by 
proof’ as the sector regulator, Ofgem, responds to calls to reduce 
allowed returns following out-turns during the current price control 
period being higher than some stakeholders had anticipated.

DNOs should therefore expect allowed returns to fall significantly 
and the scope to perform against incentives to reduce. There will 
also be a greater emphasis on proving the existence of consumer 
value before expenditure plans are approved.

Nevertheless, DNOs will still need to make significant investments 
to ensure that customer needs and policy targets are met. For 
example, meeting the Government’s ‘net-zero’ carbon ambition  
will require significant investment in networks and enhanced use  
of existing resources.

To navigate this complex regulatory and political landscape, 
successful DNOs will need to engage Ofgem early on in the price 
determination process. Their engagement will need to be based 
on focused, original and evidenced business plans for each of the 
building blocks of RIIO-2, as illustrated in Figure 1 below. We explore 
each of these building blocks in turn overleaf.

Figure 1: Simplified schematic of the RIIO framework
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Regulatory approach

Under RIIO-T2/GD2 the regulator has shifted towards a more 
prescriptive approach for determining total expenditure or ‘Totex’:

•    Ofgem has reduced the number of output categories and 
secondary deliverables, potentially oversimplifying the Totex 
assessment for some licensees.

•    The regulatory framework is increasingly focused on inputs 
rather than outputs. This could potentially limit licensees’ 
flexibility to allocate funding between different outputs and/or 
projects.

•    There have been no proposals for a risk/reward sharing 
mechanism for anticipatory investments. This could place 
limitations on DNOs’ flexibility to invest in projects that would 
help meet decarbonisation, decentralisation and digitalisation 
objectives and customer needs.

Implications for DNOs

Assuming the same approach to R110-ED2, similar constraints 
on Totex would be intended to limit the potential for unwarranted 
outperformance (for example driven by information asymmetries). 
However, constraining Totex may reduce DNOs’ ability and 
incentives to deliver optimally against continually evolving 
customer needs and policy objectives. DNOs will therefore need to 
proactively support the development of the regulatory framework 
to maximise societal benefits.

Regulatory approach

The current indicative estimate for the cost of equity for RIIO-2 
put forward by the regulator is between 2.9% and 4.5% (real, RPI). 
Ofgem has noted that investors can expect a mid-point return 
of c. 3.7%. 

This marks a substantial decrease from RIIO-ED1, where the 
cost of equity was around 6.0%. The 3.7% return includes an 
expectation of incentive outperformance, meaning that Ofgem 
is expected to dial the allowed return up or down depending on the 
incentives set.

Overall, it appears that the regulator’s aim is to set the minimum 
return possible that allows it to maintain its statutory duty to 
ensure that companies remain financeable. This is often interpreted 
as having a “comfortable” investment grade credit rating  
(A3/Baa1 or A-/BBB+).

However, we anticipate that, unlike Ofwat, Ofgem will not 
implement a sharing mechanism for advantageous capital 
structures. That is, companies will retain the ability to structure 
their HoldCo freely around the specific regulated licensee.

Implications for DNOs

Overall, investors should expect a significantly lower return on 
equity for investments in the next price control period relative to 
RIIO-1. (even if Ofgem's most recent consultation suggests some 
possible flexibility from the regulator).

Totex Financeability

DNO priorities

Priority 3: Engage Ofgem on potential financeability 
issues

Clear, robust and transparent communication is required on 
potential financeability issues. Any concerns should focus on 
specific Ofgem assumptions (e.g. dividend yield of 2.4%, not 
breaching existing bank covenants etc.) and be backed by 
cash-flow modelling and other hard evidence.

Priority 4: Set the grounds for any potential CMA appeal

The business plan and any underlying economic and financial 
evidence should be carefully developed in the event of a CMA 
appeal in the future. This also relates to the other issues 
beyond financeability, such as the Totex allowances.

Priority 5: Internal financial management

Managing day-to-day operational cash flows is likely to be 
more challenging under RIIO-ED2. Further consideration 
of potential regulatory tools (e.g. lower capitalisation rate, 
accelerated depreciation profiles) and different capital 
structures might need to be given to address these concerns.

DNO priorities

Priority 1: Seek broader flexibility on Totex

The scope for setting outputs would benefit from being wider 
with more focus on addressing future challenges, delivering 
consumer expectations, and facilitating a more cost-effective 
transition to a low-carbon energy system.

Priority 2: Develop a set of uncertainty and anticipatory 
investment mechanisms

As Government policy regarding decarbonisation and energy 
decentralisation is still being defined, investment flexibility is 
needed over the RIIO-ED2 price control period, and beyond 
into RIIO-3/4.  In response, mechanisms will need to be 
defined that allow Totex to be varied, up or down, relatively 
quickly, in order to avoid cumbersome re-openers.
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Regulatory approach

The regulator has proposed significant changes to the incentive 
framework in RIIO-2, including:

•    A reduction in the Totex incentive rate. The new blended 
sharing factor approach will likely result in lower rewards from 
outperformance against the Totex allowance.

•    A narrowing of the range and monetary value of existing 
incentives. Several newly implemented measures are likely to 
weaken the existing risk/reward framework.

•    A removal of the over-delivery incentive. Licensees will be 
discouraged from investing more than the allowance.

Implications for DNOs

DNOs may consider exploring the possibility of carrying existing 
incentives over into the new price control period and also proposing 
new ones, to enhance economic incentives on performance. 
However, any requests will need to be justified quantitatively and 
the potential value to consumers clearly demonstrated.

Hence, to protect the interests of both current and future 
consumers, incentives must be defined with a lifespan beyond  
the end of RIIO-2, and well into RIIO-3 and 4.

Additional value from the emerging 
role of DSOs

The management of distribution networks is increasingly 
associated with Distribution System Operators (DSOs), who 
would apply emerging technologies to manage distributed 
resources more proactively and efficiently, at the local level.

Although the exact form and value proposition for DSOs are  
still evolving, the potential opportunities (and risks) are clear,  
and likely to be significant:

•    Ongoing decentralisation and decarbonisation are contributing 
to more dynamic energy flows at the distribution level, both 
physically and financially.

•    The status quo outcome would have been a traditional expansion 
of the DNO asset base. Hence significant consumer value exists 
from avoiding such an expansion (which could be a double-
edged sword for DNOs).

•    Deployment of distributed resources is currently not efficient 
due to a lack of local price signals and coordination. This is likely 
to be exacerbated with more active consumers (e.g. peer-to-
peer trading).

We set out three potential “tiers” of DSO models that could lead to 
new sources of value for consumers and DNOs below.

Incentives Other areas of value

DNO priorities

Priority 6: Defend the retention or expansion of existing 
incentives 

This needs to be built upon very strong consumer benefit case.

Priority 7: Actively explore the potential for new 
incentives 

Develop bespoke ODIs with particular focus on “whole system” 
optimisation, environment and wider community.

Priority 8: Consider activities that go beyond the 
traditional utility remit

For example, consider the contribution to the environment 
(“natural capital”) as a performance commitment, as featured 
prominently in water sector for PR19.

DNO priorities

Priority 9: Explore near-term areas of consumer  
value in RIIO-ED2

Use the RIIO platform to explore new areas of value in the 
short-term, e.g. voltage management incentive / aggregation 
of distributed resources. Accelerate pilot innovation projects  
to explore the different dimensions of DSOs.

Priority 10: Explore potential market design changes  
to facilitate DSOs and local energy markets

Market design changes often take many years, and it is 
important to “get it right first time” to avoid perpetuating 
unintended consequences. The lack of a clear definition for 
DSOs means that DNOs have an opportunity to shape this 
discussion. This is likely to occur outside the RIIO process, but 
could lead to new sources of consumer value being created.
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FTI Consulting regulatory 
economics team

FTI Consulting economic regulation experts advise governments, 
regulators, companies and their investors in the pursuit of 
regulatory outcomes that strike a balance between the promotion 
of efficient investment incentives, competition, and continued 
improvements in services quality. Our advisors combine 
exceptional technical expertise and academic rigour with extensive 
sector-specific knowledge, as they advise clients facing complex 
and fundamental challenges in critical infrastructure sectors.

Experts in network regulation

We support network operators and their investors prepare 
for regulatory determinations and engage with regulators to 
achieve beneficial outcomes for consumers, organisations, and 
shareholders. We also advise regulators and policymakers on 
designing regulatory frameworks that strike a balance between 
efficient investment incentives, competition, and continued 
improvements in customer outcomes.

Our Team

Distribution networks
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