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Shortened forms

Shortened form Full title

AER Australian Energy Regulator

ACT Australian Competition Tribunal
CPI consumer price index

DNSP distribution network service provider
Ergon Energy Ergon Energy Corporation Ltd

FiT feed-in tariff

NEL National Electricity Law

rules, NER National Electricity Rules

QCA Queensland Competition Authority
RIN regulatory information notice

SBS Queensland Solar Bonus Scheme
WACC weighted average cost of capital
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Overview

On 26 October 2015 Ergon Energy Corporation Ltd (Ergon Energy) submitted a pass
through application to us, the Australian Energy Regulator (AER), in respect of feed-in tariff
(FiT) payments incurred under the Queensland (Qld) Solar Bonus Scheme (SBS) in 2014—
15. Ergon Energy subsequently submitted a revised application on 8 December 2015. In its
revised application Ergon Energy proposed a positive pass through amount of $125 884 026
($2016-17).

The pass through mechanism of the National Electricity Rules (NER) recognises that a
distributor can be exposed to risks beyond its control, which may have a material impact on
its costs. A cost pass through enables a distributor to recover (or pass through) the costs of
defined unpredictable, high cost events that are not built into our distribution determination.
The NER includes prescribed pass through events for all distributors but also allows
distributors to nominate additional pass through events (nominated events), subject to our
distribution determinations.

This decision relates to a nominated pass through event specified in Final Decision:
Queensland distribution determination 2010-11 to 2014-15.

Our discretion in assessing pass through events is limited in the NER under clause 6.6.1 (j)
which is replicated in section 3 of this decision.

We consider Ergon Energy’s pass through application establishes a pass through event
occurred. Ergon Energy is obliged under the Electricity Act 1994 (QId) to incur FiT payments.
We are satisfied the direct FiT payments incurred by Ergon Energy in 2014-15 were paid
through the operation of the Electricity Act 1994 (Qld) and materially increased Ergon
Energy’s costs in providing direct control services.

Neither Energex nor the AER is able to influence the costs Energex incurs under the SBS.*
Costs associated with FiT payments under the SBS increased sharply between 2010 and
2015 and will diminish slowly over time.

The rules require us to determine the amount to be passed through. Based on our
assessment of the relevant factors in clause 6.6.1(j) of the rules, we conclude the approved
pass through amount for Ergon Energy is $125 884 026 ($2016—17).

This means in 2016—17 Energex will increase its approved revenue by the approved pass
through amount. Energex can recover this amount from customers through higher network
charges.

The pass through of these amounts in 2016—17 means Ergon Energy revenue cap will be
increased by the approved pass through amount. While Ergon Energy's retail arm will be
required to pay the higher network changes, these costs will not be subsequently passed
onto consumers. This is due to the operation of the uniform tariff policy across Queensland.
Ergon Energy retail customers pay the retail tariffs as if the network charges of Energex

AER, Draft Decision: Queensland distribution determination 2010-11 to 2014-15, November 2009, p. 339.
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were applied. This means the costs of this pass through decision will not impact on the
electricity bills paid by customers in Ergon Energy's area.

Queensland solar bonus scheme

The SBS is a Qld Government initiative that came into effect on 1 July 2008. It provides
eligible customers with credit for the surplus electricity, generated by solar photovoltaic (PV)
panel systems, that is exported into the QIld electricity grid. The SBS is available to small
residential and business customers who consume less than 100MWh per year, with grid-
connected PV panel systems not exceeding 5kW capacity.

At the end of each billing period the customer's meter is read to determine the total amounts
of surplus electricity exported to the grid. The DNSP provides this data to the customer’s
retailer which then calculates the amount of the 'solar bonus' by multiplying the number of
kWh exported by the rate of the feed-in tariff. The solar bonus amount is deducted from the
customer's consumption charge for imported electricity. If the value of the customer’s
exports exceeds their consumption charge for imported electricity their retail account is
credited.

Section 44A of the Electricity Industry Act 1994 (Qld) imposes a condition on DNSPs to allow
a credit, for electricity exported to the grid by small PV generators, at the prescribed amount.
Accordingly, under the SBS the retailer recovers the cost of crediting customer accounts
from the DNSPs. The DNSP then passes the cost onto customers more generally through its
network pricing.

Changes to the SBS

Customers who lodged an application to participate in the SBS on or before 9 July 2012
receive a payment of 44c/kWh for surplus electricity fed into the grid. SBS participants who
applied prior to midnight on 9 July 2012 continue to receive the 44c/kWh FiT as long as they
continue to meet eligibility criteria. The Queensland Government has now closed the 44c
rate to new applicants.

A replacement FiT of 8c/kWh is paid to customers who applied between 10 July 2012 and 1
July 2014. Since 1 July 2014, customers in south east Qld (Energex customers) receive a
FiT determined by the market. That is, as offered by electricity retailers.

In regional QId, customers of Ergon Energy receive a rate determined by the QId
Competition Authority (QCA). In the 201415 financial year that rate was 6.534c/kWh. From
1 July 2015 the rate is 6.348c/kWh.?

Determination document structure

This determination is structured as follows:
e Chapter 1 — sets out our determination on Ergon Energy’s pass through application

o Chapter 2 — sets out Ergon Energy’s pass through application

QCA, Solar feed-in tariff for regional Queensland for 2015-16, June 2015, p. 6.
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e Chapter 3 — sets out our assessment approach

o Chapter 4 — sets out our reasons for our determination.

Final decision



1 Determination

We consider Ergon Energy’s pass through application establishes a pass through event
occurred. We are satisfied the direct FiT payments incurred by Ergon Energy in 2014-15
were paid through the operation of the Electricity Act 1994 (Qld) and materially increase
Ergon Energy’s costs in providing direct control services in the regulatory control period.

The rules require us to determine the amount to be passed through in each remaining year
of the regulatory control period. Based on our assessment of the factors in clause 6.6.1(j) of
the rules we conclude the approved pass through amount for Ergon Energy is $125 884 026

($2016-17).
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2 Ergon Energy’s pass through application

On 26 October 2015 we received a pass through application from Ergon Energy relating to
payments for the SBS.2 A revised application with minimal changes was submitted on 8
December 2015.*

Ergon Energy’s application says it incurred $115 340 395 ($2014-15) of FiT payments in
2014-15. Ergon Energy’s application noted the forecast amount of 2014-15 FiT payments
included in forecast operating expenditure was $4.04 million ($2009-10).°

Ergon Energy submitted:®

"Adjustments to costs were first required, to account for the consumer price index
(CPI) and the time value (refer Table 1 and 2). In addition, the amount of
prescribed credit amount payments incurred as captured in the general ledger
have been reduced (as per prior years) for those payments made for customers in
Isolated Regions and any incorrect prescribed credit amount payments identified."

Ergon Energy submitted that when this figure is adjusted for inflation, the time value of
money and other corrections the total amount is $125 884 026 ($2016-17). Ergon Energy
applied to have this amount treated as a positive pass through amount under clause 6.6.1 of
the rules.

Ergon Energy proposed the positive pass through amount be incorporated into network
charges for the 2016—17 regulatory year.7

The value of Ergon Energy's SBS payments is subject to verification through the audit of its
2014-15 regulatory information notice (RIN). We rely on the audited RIN to verify the inputs
to the calculation of the pass through amount.

Ergon Energy, 2014-15 Pass through application — Queensland Solar Bonus Scheme, October 2015.

It is this iteration of the application which we have assessed and reflected in this decision paper.

AER, Final Decision: Queensland distribution determination 2010-11 to 2014-15, May 2010, p. 184.
Ergon Energy, 2014-15 Pass through application — Queensland Solar Bonus Scheme, October 2015, p.4.
Ergon Energy, 2014-15 Pass through application — Queensland Solar Bonus Scheme, October 2015, p.4.
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3 Assessment approach

Our discretion in considering a pass through application is set out in clause 6.6.1(j) of the
rules.

3.1 Relevant regulatory requirements

The clauses of the rules we had regard to when making our determination are outlined in
appendix A. In particular, the relevant factors in clause 6.6.1(j) of the rules we must take into
account when making a pass through determination are set out below.

Relevant factors

() In making a determination under paragraph (d) or (g) in respect of a Distribution Network
Service Provider, the AER must take into account:

(1) the matters and proposals set out in any statement given to the AER by the provider
under paragraph (c) or (f); and

(2) in the case of a positive change event, the increase in costs in the provision of direct
control services that, as a result of the positive change event, the provider has incurred
and is likely to incur until:

(i) unless subparagraph (ii) applies — the end of the regulatory control period in which
the positive change event occurred; or

(ii) if the distribution determination for the regulatory control period following that in
which the positive change event occurred does not make any allowance for the
recovery of that increase in costs — the end of the regulatory control period following
that in which the positive change event occurred; and

(2A) in the case of a negative change event, the costs in the provision of direct control
services that, as a result of the negative change event, the provider has saved and is
likely to save until:

unless subparagraph(ii) applies — the end of the regulatory control period in which the
negative change event occurred; or

if the distribution determination for the regulatory control period following that in which the
negative change event occurred does not make any allowance for the pass through of
those cost savings to Distribution Network Users — the end of the regulatory control
period following that in which the negative change event occurred; and

(3) inthe case of a positive change event, the efficiency of the provider's decisions and
actions in relation to the risk of the positive change event, including whether the provider
has failed to take any action that could reasonably be taken to reduce the magnitude of
the eligible pass through amount in respect of that positive change event and whether the
provider has taken or omitted to take any action where such action or omission has
increased the magnitude of the amount in respect of that positive change event; and
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(4) the time cost of money based on the weighted average cost of capital for the provider
for the regulatory control period in which the pass through event occurred; and

(5) the need to ensure that the provider only recovers any actual or likely increment in
costs under this paragraph (j) to the extent that such increment is solely as a
consequence of a pass through event; and

(6) in the case of a tax change event, any change in the way another tax is calculated, or
the removal or imposition of another tax, which, in the AER's opinion, is complementary to
the tax change event concerned; and

(7) whether the costs of the pass through event have already been factored into the
calculation of the provider's annual revenue requirement for the regulatory control period
in which the pass through event occurred or will be factored into the calculation of the
provider's annual revenue requirement for a subsequent regulatory control period; and

(7A) the extent to which the costs that the provider has incurred and is likely to incur are
the subject of a previous determination made by the AER under this clause 6.6.1; and

(8) any other factors that the AER considers relevant.

3.2 Assessment approach

When assessing Ergon Energy’s positive pass through application we must determine
whether a ‘positive change event’ occurred. We do this assessment with reference to the
rules and our current determination for Ergon Energy (that defines the pass through events
Ergon Energy can utilise during the regulatory control period). As part of this process we
also determine the materiality of the proposed pass through amount. Chapter 10 of the rules
defines a positive change event for a DNSP as:

....a pass through event that materially increases the costs of providing direct control
services.

Once we determine a positive change event occurred we must then determine:
¢ the approved pass through amount; and

¢ the amount of that approved pass through amount that should be passed through to
distribution network users in each regulatory year during the regulatory control period.

We make this determination taking into account those factors set out in clause 6.6.1(j) of the
rules (quoted above).

3.3 What we considered in making this determination

We have made our determination in accordance with clause 6.6.1 of the rules. In forming our
determination we have:

e considered the application and supporting information we received from Ergon Energy

o undertaken our own analysis to verify the information provided by Ergon Energy.
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4 Reasons for determination

We are satisfied Ergon Energy’s pass through application establishes a pass through event
occurred. We consider the direct FiT payments incurred by Ergon Energy in 2014-15
materially increase Ergon Energy’s costs in providing direct control services, as defined
under clause 6.6.1(j)(2) of the rules.

4.1 Occurrence of a pass through event

Chapter 15 of our Final Decision: Queensland distribution determination 2010-11 to 2014—
15, deals with pass through arrangements. In our determination we regard ‘Feed—in Tariff
event’ as a nominated pass through event. A ‘Feed—in Tariff event’ is defined as:®

‘a change in the total amount of direct feed—in tariff payments paid by a Qld DNSP in
respect of the Qld feed—in tariff scheme. For the purposes of this definition, the change
in the amount of the direct tariff payments paid by the DNSP must be calculated as the
difference between:

a) the amount of direct tariff payments paid by the DNSP in each regulatory year of
the next regulatory control period, derived from the metered output of generators
subject to the scheme and the applicable feed—in tariff rate applying to the metered
output; and

b) the amount of scheme direct tariff payments which were forecast for the
purposes of and included in the QId distribution determination for each regulatory year
of the regulatory control period.

Relevant direct tariff payments under this pass through mechanism are those paid
through the operation of the Electricity Act 1994 (Qld), and any amendments to this
act’

The reference to 'the Qld feed—in tariff scheme’ in the definition above is a reference to the
SBS.

4.1.1 Direct feed-in tariff payments

We are satisfied the direct payments incurred by Ergon Energy in 201415, as set out in its
pass through application, arise out of the operation of the SBS. The SBS is established
under the Electricity Act 1994 (QId). This legislation imposes a requirement on DNSPs to
allow credit for electricity exported to the grid by small PV generators.

4.1.2 Materiality
Chapter 10 of the NER defines a positive change event for a distribution network service
provider as:

a pass through event that materially increases the costs of providing direct control
services.

8 AER, Final Decision: Queensland distribution determination 2010-11 to 2014-15, May 2010, p. 311.
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In our Final Decision: Queensland distribution determination 2010-11 to 2014-15, we stated
a pass through event will have a material impact if the costs associated with the event
exceed one per cent of the annual smoothed revenue requirement.

However, in our draft determination we stated that a lower materiality threshold may be
appropriate for specific nominated pass through events, such as the feed-in tariff pass
through event, equivalent to the reasonable costs of assessing the pass through application.
We did not vary our position in our final determination.

Consistent with our final determination, we applied a materiality threshold for a specific
nominated event that reflects the administrative costs of assessing the application. That is,
the proposed pass through is to be considered material if the pass through amount is greater
than the cost of assessing the application. The positive pass through amount of $125 884
026 ($2016-17) proposed by Ergon Energy meets this threshold.

We consider the direct FiT payments incurred by Ergon Energy under the SBS increased the
costs of providing direct control services. This is because the activities Ergon Energy
undertakes to comply with its obligations under the SBS relate to direct control services as
defined in s. 2B of the National Electricity Law.

4.1.3 Timing of Ergon Energy’s application

Clause 6.6.1 of the rules requires DNSPs to submit a pass through application to us within
90 business days of the positive change event occurring.

We consider the feed-in tariff event occurred at the end of the 2014-15 regulatory year, i.e.
30 June 2015. This is the date when accounting journals are closed off and an over or under
recovery for the direct feed-in payment was realised. Ergon Energy submitted its positive
pass through application to us on 26 October 2015, within the 90 business day period.

Also under clause 6.6.1 of the rules, we have 40 business days to consider Ergon Energy's
pass through application. If, within that time, we have neither extended the time limit nor
made our determination, then the pass through would be considered to have been approved
at the conclusion of the 40 day period. The amount of the pass through would be as
proposed by Ergon Energy.

4.2 Assessment of the pass through amount

In considering Ergon Energy’s pass through application, we took into account factors in
clause 6.6.1(j) of the rules. We discuss each of these factors below.

Matters and proposals set out by Ergon Energy

We reviewed Ergon Energy’s application and supporting information. We made our
determination based on the matters and proposals set out by Ergon Energy.

The increase in costs incurred by Ergon Energy
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We substantiated the actual SBS payment values used to calculate the positive pass
through amount sought by Ergon Energy by checking the proposed pass through amount
against the FiT payments reported in Ergon Energy’s audited 2014—15 RIN.

Actions to reduce the magnitude of the pass through amount

The SBS is a Queensland Government initiative. It is facilitated through provisions contained
in the Electricity Act 1994 (QId) including a section requiring DNSPs to allow credit for
electricity produced by small PV generators. We consider the legislative obligations imposed
upon Ergon Energy mean it is unable to reduce the magnitude of the pass through amount.
On this basis we consider the event and the pass through amount are not within the control
of the company. Ergon Energy has no ability to prevent the feed-in tariff event from occurring
or to reduce the magnitude of the pass through amount.

Time value of money

As specified in clause 6.6.1(j)(4) we take into account the time value of money based on the
weighted average cost of capital (WACC) for the provider. In calculating the pass through
amount we have made an allowance for the time cost of money.

We based the time cost of money firstly upon the WACC for Ergon Energy as set out in our
Final Decision: Queensland distribution determination 2010-11 to 2014-15. This is a
nominal vanilla WACC of 9.72 per cent. We applied this WACC for 1 year representing
2015-16.

We then applied a second WACC adjustment to inflate the pass through amount to
December 2016 values. This is because the revenue will be recouped, on average, halfway
through the 2016-17 year when the adjusted prices apply (i.e. 31 December 2016). This
WACC value of 6.01 per cent was drawn from our Final Decision Ergon Energy
determination 2015-16 to 2019-20.

Recovery of costs solely a consequence of the pass through event

We consider Ergon Energy’s proposed pass through amount only includes incremental costs
solely attributed to direct FiT payments it incurred. We verified Ergon Energy’s direct FiT
payments through its audited RIN for 2014-15.

Whether the costs have already been factored into Ergon Energy’s annual
revenue requirement

In our Final Decision: Queensland distribution determination 2010-11 to 2014-15 we
determined Ergon Energy’s forecast SBS operating expenditure for 2013—-14 was $ million
($2009-10). This amount relates to forecast feed-in tariffs for the SBS and does not include
administration costs.

Ergon Energy’s application identified the difference between the actual direct FiT payments it
incurred and those forecast in our final determination as reflecting the significantly higher
than expected take up of the SBS.
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We agree we did not provide for the difference between the forecast and actual direct FiT in
our Final Decision: Queensland distribution determination 2010-11 to 2014-15. In our Draft
Queensland distribution determination 2010-11 to 2014-15 we considered it appropriate for
Queensland DNSPs to recover or return to users any difference between forecast and actual
direct tariff payments through a nominated pass through event. This was on the basis that
the DNSPs may have insufficient historical data to reliably forecast the payments that they
will be required to make under the SBS, thereby making the cost impact difficult to forecast.

Extent the costs are subject of a previous determination made under the rules

We consider Ergon Energy’s proposed pass through amount is not part of a previous pass
through determination by us under clause 6.6.1 of the rules. We note Ergon Energy
submitted pass through applications associated with the occurrence of a feed-in tariff event
in 2011, 2012, 2013 and 2014:

e In December 2011 we approved a positive pass through amount of $4 754 512 to be
incorporated in distribution charges for 2012-13.

e In January 2013 we approved a positive pass through amount of $27 808 270 to be
incorporated in distribution charges for 2013-14.

e In January 2014 we approved a positive pass through amount of $84 020 873 to be
incorporated in distribution charges for 2014-15.

e In December 2014 we approved a positive pass through amount of $135 031 238 to be
incorporated in distribution charges for 2015-16.

Any other factors we consider relevant

There are no other factors we consider relevant in making our determination on the pass
through amount.
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