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[bookmark: _Toc404700925][bookmark: _Toc462754774]Shortened forms
	Shortened form
	Extended form

	AEMC
	Australian Energy Market Commission

	AEMO
	Australian Energy Market Operator

	AER
	Australian Energy Regulator

	augex
	augmentation expenditure

	capex
	capital expenditure

	CCP
	Consumer Challenge Panel

	CESS
	capital expenditure sharing scheme

	CPI
	consumer price index

	DRP
	debt risk premium

	DMIA
	demand management innovation allowance

	DMIS
	demand management incentive scheme

	distributor
	distribution network service provider

	DUoS
	distribution use of system

	EBSS
	efficiency benefit sharing scheme

	ERP
	equity risk premium

	Expenditure Assessment Guideline
	Expenditure Forecast Assessment Guideline for Electricity Distribution

	F&A
	framework and approach

	MRP
	market risk premium

	NEL
	national electricity law

	NEM
	national electricity market

	NEO
	national electricity objective

	NER
	national electricity rules

	NSP
	network service provider

	opex
	operating expenditure

	PPI
	partial performance indicators

	PTRM
	post-tax revenue model

	RAB
	regulatory asset base

	RBA
	Reserve Bank of Australia

	repex
	replacement expenditure

	RFM
	roll forward model

	RIN
	regulatory information notice

	RPP
	revenue and pricing principles

	SAIDI
	system average interruption duration index

	SAIFI
	system average interruption frequency index

	SLCAPM
	Sharpe-Lintner capital asset pricing model

	STPIS
	service target performance incentive scheme

	WACC
	weighted average cost of capital


[bookmark: _Toc416278154][bookmark: _Toc416346517][bookmark: _Toc416278157][bookmark: _Toc416346520][bookmark: _Toc416278160][bookmark: _Toc416346523][bookmark: _Toc416278163][bookmark: _Toc416346526][bookmark: _Toc416278166][bookmark: _Toc416346529][bookmark: _Toc416278169][bookmark: _Toc416346532][bookmark: _Toc416278172][bookmark: _Toc416346535][bookmark: _Toc416278175][bookmark: _Toc416346538][bookmark: _Toc416278178][bookmark: _Toc416346541][bookmark: _Toc416278181][bookmark: _Toc416346544][bookmark: _Toc416278184][bookmark: _Toc416346547][bookmark: _Toc416278187][bookmark: _Toc416346550][bookmark: _Toc416278190][bookmark: _Toc416346553][bookmark: _Toc416278193][bookmark: _Toc416346556][bookmark: _Toc416278196][bookmark: _Toc416346559][bookmark: _Toc416278199][bookmark: _Toc416346562][bookmark: _Toc416278202][bookmark: _Toc416346565][bookmark: _Toc416278205][bookmark: _Toc416346568][bookmark: _Toc416278208][bookmark: _Toc416346571][bookmark: _Toc416278211][bookmark: _Toc416346574][bookmark: _Toc416278214][bookmark: _Toc416346577][bookmark: _Toc416278217][bookmark: _Toc416346580][bookmark: _Toc416278220][bookmark: _Toc416346583][bookmark: _Toc416278223][bookmark: _Toc416346586][bookmark: _Toc416278226][bookmark: _Toc416346589][bookmark: _Toc416278229][bookmark: _Toc416346592][bookmark: _Toc416278232][bookmark: _Toc416346595][bookmark: _Toc416278235][bookmark: _Toc416346598][bookmark: _Toc416278238][bookmark: _Toc416346601][bookmark: _Toc462754775]Regulatory depreciation
Depreciation is the allowance provided so capital investors can recover their investment over the economic life of the asset (return of capital). In deciding whether to approve the depreciation schedules submitted by TasNetworks, we make determinations on the indexation of the regulatory asset base (RAB) and depreciation building blocks for TasNetworks' 2017–19 regulatory control period.[footnoteRef:1] The regulatory depreciation allowance is the net total of the straight-line depreciation (negative) and the indexation of the RAB (positive).  [1:  	NER, cll. 6.12.1, 6.4.3.] 

This attachment sets out our draft decision on TasNetworks' regulatory depreciation allowance. It also presents our draft decision on the proposed depreciation schedules, including an assessment of the proposed standard and remaining asset lives to be used for forecasting depreciation.
[bookmark: _Toc462754776]Draft decision
We do not accept TasNetworks' proposed regulatory depreciation allowance of $107.2 million ($ nominal) for the 2017–19 regulatory control period.[footnoteRef:2] Instead, we determine a regulatory depreciation allowance of $98.6 million ($ nominal). This amount represents a reduction of $8.6 million or 8.0 per cent on the proposed amount. In coming to this decision: [2:  	TasNetworks, Regulatory proposal 2017–19, January 2016, p. 113.] 

We accept TasNetworks' proposed asset classes, its straight-line depreciation method, and the standard asset lives used to calculate the regulatory depreciation allowance. We consider TasNetworks' proposed standard asset lives for its existing asset classes are consistent with those approved at the 2012–17 distribution determination and largely comparable to the standard asset lives used for other distributors. 
We accept TasNetworks' proposal to create a new 'Business management systems' asset class with a standard asset life of 10 years. This asset class will contain asset management IT systems capex incurred from 1 July 2017. We consider the proposed standard asset life of 10 years reflects the nature of the assets in this asset class and is comparable with the standard asset life used by other distributors for a similar asset class. We are satisfied that TasNetworks' proposed standard asset lives would lead to a depreciation schedule that reflects the nature of the assets over their economic lives[footnoteRef:3] (section 5.4.1).  [3:  	NER, cl. 6.5.5(b)(1).] 

We accept TasNetworks' proposal to use the year-by-year tracking method for depreciating its existing assets consistent with the approach we approved in our recent decisions for the Victorian distributors.[footnoteRef:4] However, we do not accept TasNetworks' implementation of the approach in its proposed RFM, which is based on the average depreciation method to calculate remaining asset lives at 1 July 2017. We have therefore implemented the year-by-year tracking method to calculate the depreciation for TasNetworks' existing assets in this draft decision.[footnoteRef:5] These calculations are made in a separate depreciation model, and the depreciation amounts are substituted directly into the post-tax revenue model (PTRM) (section 5.4.2). [4: ]  [5: ] 

We made determinations on other components of TasNetworks' proposal that also affect the forecast regulatory depreciation allowance—the opening RAB at 1 July 2017 (attachment 2) and the expected inflation rate (attachment 3).[footnoteRef:6] [6:  	NER, cl. 6.5.5(a)(1).] 

Table 5.1 sets out our draft decision on the annual regulatory depreciation allowance for TasNetworks' 2017–19 regulatory control period.
[bookmark: _Ref456790746][bookmark: _Ref410380127]Table 5.1	AER's draft decision on TasNetworks' depreciation allowance for the 2017–19 regulatory control period ($ million, nominal)
	 
	2017–18
	2018–19
	Total

	Straight-line depreciation
	79.5
	100.8
	180.4

	Less: inflation indexation on opening RAB
	39.9
	41.8
	81.7

	Regulatory depreciation
	39.6
	59.0
	98.6


Source: 	AER analysis.
[bookmark: _Toc462754777]TasNetworks' proposal
For the 2017–19 regulatory control period, TasNetworks proposed a total forecast regulatory depreciation allowance of $107.2 million ($ nominal). To calculate the depreciation allowance, TasNetworks proposed to use:[footnoteRef:7] [7:  	TasNetworks, Regulatory proposal 2017–19, January 2016, pp. 110–113.] 

the straight-line depreciation method employed in our PTRM
the closing RAB value at 30 June 2017 derived from our roll forward model (RFM)
proposed forecast capex for the 2017–19 regulatory control period
an approach to calculate depreciation on the opening RAB by reference to a new method the AER adopted in recent determinations for other distributors. TasNetworks submitted that this new method, which we labelled as year-by-year tracking, provides a more accurate depreciation approach because it recognises the specific timing of new capex. However, TasNetworks' proposed calculations for depreciating its opening RAB are based on the average depreciation method
standard asset lives for depreciating new assets associated with forecast capex for the 2017–19 regulatory control period consistent with those approved in the 2012–17 distribution determination
a new 'Business management systems' asset class with a standard asset life of 10 years to depreciate asset management IT systems capex incurred from 1 July 2017.
Table 5.2 sets out TasNetworks' proposed depreciation allowance for the 2017–19 regulatory control period.
[bookmark: _Ref410378606]Table 5.2	TasNetworks' proposed depreciation allowance for the 2017–19 regulatory control period ($ million, nominal)
	 
	2017–18
	2018–19
	Total

	Straight-line depreciation
	90.8
	100.4
	191.2

	Less: inflation indexation on opening RAB
	41.2
	42.8
	84.0

	Regulatory depreciation
	49.6
	57.6
	107.2


Source:	TasNetworks, Proposed PTRM, January 2016.
[bookmark: _Toc462754778]Assessment approach
We determine the regulatory depreciation allowance using the PTRM as a part of a service provider's annual revenue requirement.[footnoteRef:8] The calculation of depreciation in each year is governed by the value of assets included in the RAB at the beginning of the regulatory year, and by the depreciation schedules.[footnoteRef:9]  [8:  	NER, cll. 6.4.3(a)(3) and (b)(3).]  [9:  	NER, cl. 6.5.5(a).] 

Our standard approach to calculating depreciation is to employ the straight-line method set out in the PTRM. We consider the straight-line method satisfies the NER requirements in clause 6.5.5(b) as it provides an expenditure profile that reflects the nature of assets over their economic life.[footnoteRef:10] Regulatory practice has been to assign a standard asset life to each category of assets that represents the economic or technical life of the asset or asset class. We must consider whether the proposed depreciation schedules conform to the following key requirements: [10:  	NER, cl. 6.5.5(b)(1).] 

the schedules depreciate using a profile that reflects the nature of the assets of category of assets over the economic life of that asset or category of assets[footnoteRef:11] [11:  	NER, cl. 6.5.5(b)(1).] 

the sum of the real value of the depreciation that is attributable to any asset or category of assets must be equivalent to the value at which that asset of category of assets was first included in the RAB for the relevant distribution system.[footnoteRef:12] [12:  	NER, cl. 6.5.5(b)(2).] 

If a service provider's building block proposal does not comply with the above requirements, then we must determine the depreciation schedules for the purpose of calculating the depreciation for each regulatory year.[footnoteRef:13] [13:  	NER, cl. 6.5.5(a)(ii).] 

The regulatory depreciation allowance is an output of the PTRM. We therefore assessed the service provider's proposed regulatory depreciation allowance by analysing the proposed inputs to the PTRM for calculating that allowance. The key inputs include:
the opening RAB at 1 July 2017
the forecast net capex in the 2017–19 regulatory control period
the expected inflation rate for that period
the standard asset life for each asset class—used for calculating the depreciation of new assets associated with forecast net capex in the regulatory control period.
We usually depreciate a service provider's existing assets in the PTRM by using remaining asset lives at the start of a regulatory control period. Our preferred method to establish a remaining asset life for each asset class is the weighted average remaining life approach.[footnoteRef:14] However, TasNetworks has submitted an alternative approach, as discussed in section 5.4.2. [14:  	This method rolls forward the remaining asset life for an asset class from the beginning of the 2012–17 regulatory control period. We consider this method reflects the mix of assets within an asset class. It reflects when the assets were acquired over that period and the remaining asset lives of existing assets at the end of that period. The remaining value of all assets are used as weights at the end of the period.] 

Our draft decision on a service provider's regulatory depreciation allowance reflects our determinations on the forecast capex, forecast inflation and opening RAB at 1 July 2017 (the first three building block components in the above list). Our determinations on these components of the service provider's proposal are discussed in attachments 6, 3 and 2 respectively.
In this attachment, we assess TasNetworks' proposed standard asset lives against:
the approved standard asset lives in the distribution determination for the 2012–17 regulatory control period
the standard asset lives of comparable asset classes approved in our recent distribution determinations for other service providers.

[bookmark: _Toc462754779]Interrelationships
The regulatory depreciation allowance is a building block component of the annual revenue requirement.[footnoteRef:15] Higher (or quicker) depreciation leads to higher revenues over the regulatory control period. It also causes the RAB to reduce more quickly (assuming no further capex). This outcome reduces the return on capital allowance, although this impact is usually smaller than the increased depreciation allowance in the short to medium term.[footnoteRef:16]  [15:  	The PTRM distinguishes between straight-line depreciation and regulatory depreciation, the difference being that regulatory depreciation is the straight-line depreciation minus the indexation adjustment.]  [16:  	This is generally the case because the reduction in the RAB amount feeds into the higher depreciation building block, whereas the reduced return on capital building block is proportionate to the lower RAB multiplied by the WACC.] 

Ultimately, however, a service provider can only recover the capex that it incurred on assets once. The depreciation allowance reflects how quickly the RAB is being recovered, and it is based on the remaining and standard asset lives used in the depreciation calculation. It also depends on the level of the opening RAB and the forecast capex. Any increase in these factors also increases the depreciation allowance. 
The RAB has to be maintained in real terms, meaning the RAB must be indexed for expected inflation.[footnoteRef:17] The return on capital building block has to be calculated using a nominal rate of return (WACC) applied to the opening RAB.[footnoteRef:18] As noted in attachment 1, the total annual revenue requirement is calculated by adding up the return on capital, depreciation, opex, tax and revenue adjustments building blocks. Because inflation on the RAB is accounted for in both the return on capital—based on a nominal rate—and the depreciation calculations—based on an indexed RAB—an adjustment must be made to the revenue requirement to prevent compensating twice for inflation. [17:  	NER, cl. 6.5.1(e)(3).]  [18:  	NER, cl. 6.5.2(d)(2).] 

To avoid this double compensation, we make an adjustment by subtracting the annual indexation gain on the RAB from the calculation of total revenue.[footnoteRef:19] Our standard approach is to subtract the indexation of the opening RAB—the opening RAB multiplied by the expected inflation for the year—from the RAB depreciation. The net result of this calculation is referred to as regulatory depreciation.[footnoteRef:20] Regulatory depreciation is the amount used in the building block calculation of total revenue to ensure that the revenue equation is consistent with the use of a RAB, which is indexed for inflation annually. [19:  	NER, cl. 6.4.3(b)(1)(ii).]  [20:  	If the asset lives are extremely long, such that the RAB depreciation rate is lower than the inflation rate, then negative regulatory depreciation can emerge. The indexation adjustment is greater than the RAB depreciation in such circumstances] 

This approach produces the same total revenue requirement and RAB as if a real rate of return had been used in combination with an indexed RAB. Under an alternative approach where a nominal rate of return was used in combination with an un-indexed (historical cost) RAB, no adjustment to the depreciation calculation of total revenue would be required. This alternative approach produces a different time path of total revenue compared to our standard approach. In particular, overall revenues would be higher early in the asset's life (as a result of more depreciation being returned to the service provider) and lower in the future—producing a steeper downward sloping profile of total revenue.[footnoteRef:21] Under both approaches, the total revenues being recovered are in present value neutral terms—that is, returning the initial cost of the RAB.  [21:  	A change of approach from an indexed RAB to an un-indexed RAB would result in an initial step change increase in revenues to preserve NPV neutrality.] 

Figure 5.1 shows the recovery of revenue under both approaches using a simplified example.[footnoteRef:22] Indexation of the RAB and the offsetting adjustment made to depreciation results in smoother revenue recovery profile over the life of an asset than if the RAB was un-indexed.  [22:  	The example is based on the initial cost of an asset of $100, a standard economic life of 25 years, a real WACC of 7.32%, expected inflation of 2.5% and nominal WACC of 10%. Other building block components such as opex, tax and capex are ignored for simplicity as they would affect both approaches equally.] 

[bookmark: _Ref454186887]Figure 5.1	Revenue path example – indexed vs un-indexed RAB 
($ nominal)
[image: ]
Source:	AER analysis.
Figure 2.1 (in attachment 2) shows the relative size of the inflation and straight-line depreciation and their impact on the RAB based on TasNetworks' proposal. A 10 per cent increase in the straight-line depreciation causes revenues to increase by about 5 per cent. 
[bookmark: _Toc462754780]Reasons for draft decision
We accept TasNetworks' proposed straight-line depreciation method for calculating the regulatory depreciation allowance as set out in the PTRM. We also accept the proposed asset classes and proposed standard asset lives. However, we do not accept TasNetworks' proposed implementation to depreciate its existing assets, which is based on the average depreciation method to calculate remaining asset lives at 1 July 2017. We have instead applied the year-by-year tracking method.
Overall, we reduced TasNetworks' proposed forecast regulatory depreciation allowance by $8.6 million (or 8.0 per cent) to $98.6 million ($ nominal). This amendment also reflects our determinations regarding other components of TasNetworks' regulatory proposal—the opening RAB as at 1 July 2017 (attachment 2) and the expected inflation rate (attachment 3)—which affect the forecast regulatory depreciation allowance.
[bookmark: _Ref433190077][bookmark: _Ref433190143][bookmark: _Toc433522179][bookmark: _Ref461537661][bookmark: _Toc462754781]Standard asset lives
We accept TasNetworks' proposed standard asset lives for its existing asset classes. These asset lives are consistent with the approved standard asset lives for the 2012–17 regulatory control period and comparable with the standard asset lives approved in our recent determinations for other distributors.[footnoteRef:23] We also accept TasNetworks' proposed standard asset life of 10 years for the new 'Business management systems' asset class.  [23:  	AER, Final decision: Jemena distribution determination 2016–20, attachment 5, May 2016, p. 10; AER, Final decision: Powercor distribution determination 2016–20, May 2016, attachment 5, p. 12; AER, Final decision: United Energy distribution determination 2016–20, May 2016, attachment 5, p. 10; AER, Final decision: CitiPower distribution determination 2016–20, attachment 5, May 2016, p. 12; AER, Final decision: AusNet Services distribution determination 2016–20, May 2016, attachment 5, p. 10; AER, Final decision: Ausgrid distribution determination 2014–19, attachment 5, April 2015, p. 10; AER, Final decision: Endeavour distribution determination 2014–19, attachment 5, April 2015, p. 9; AER, Final decision: Essential Energy distribution determination 2014–19, attachment 5, April 2015, p. 9; AER, Final decision: ActewAGL distribution determination 2014–19, attachment 5, April 2015, p. 10; AER, Final decision, Energex distribution determination 2015–20, attachment 5, October 2015, p, 10; AER, Final decision, Ergon Energy distribution determination 2015–20, attachment 5, October 2015, p. 10; and AER, Final decision, SA Power Networks distribution determination 2015–20, attachment 5, October 2015, p. 9. ] 

Existing asset classes
CCP member David Headberry submitted that TasNetworks' standard asset lives are generally shorter than other distributors and that there needs to be consistency across all distributors for the rate of depreciation of their assets.[footnoteRef:24]  He also suggested that the standard asset lives for the purposes of depreciating the RAB should reflect the actual age of asset on replacement rather than the notional expected life of the assets used in providing the service.   [24:  	CCP (David Headberry), Submission to the AER, Response to the proposal from Tasmania's electricity distribution network service provider (TasNetworks - TND) for a revenue reset for the 2017–19 regulatory period, 4 May 2016, p. 46.] 

We agree that the same asset types should have the same standard asset life applied across the distributors, taking into account any environmental or operational factors that may impact on the expected useful life of the asset. However, each asset class used in the PTRM is not for a single asset type, but covers a group of similar assets. As the overall make-up of assets entering a certain asset class may differ by business, we consider it reasonable for there to be variation in the average standard asset life for an asset class applied across businesses. For example, TasNetworks separate its distribution line assets into eight asset classes, ranging with a standard asset life of 60 years for underground lines and 35 years for overhead lines. On the other hand, SA Power Networks has only one asset class for its distribution lines with a standard asset life of 55 years. Due to this reason, a strict like-for-like comparison of the standard asset lives used by the distributors may not be possible for all asset classes. 
We are also cautious of the potential for a selective review of asset lives that may distort the overall depreciation outcomes. CCP member David Headberry compared the asset lives provided in the Economic benchmarking RIN and highlighted particular TasNetworks' asset classes that have shorter asset lives compared to other distributors.[footnoteRef:25] However, we note that while TasNetworks has the shortest asset life for 'overhead network assets', its asset life for 'Underground network assets' is longer than that provided by other distributors in the Economic benchmarking RIN. Also, we note that the asset lives in TasNetworks' Economic benchmarking RIN are prepared at a much broader level of asset categories compared to the PTRM asset categories it employs. Although the Economic benchmarking RIN provides a high level comparison of asset lives between the distributors, we consider it more appropriate to focus on the standard asset lives as provided in the PTRMs. By calculating the weighted average of the standard asset lives in the PTRM, we consider this will provide a more accurate comparison of the standard asset lives used by the distributors for depreciation purposes.  [25:  	CCP (David Headberry), Submission to the AER, Response to the proposal from Tasmania's electricity distribution network service provider (TasNetworks - TND) for a revenue reset for the 2017–19 regulatory period, 4 May 2016, p. 45–46.
] 

Table 5.1 shows the weighted average standard asset lives of all distributors in the NEM. It shows that TasNetworks' weighted average standard asset life is broadly comparable with that of the other distributors, although towards the bottom of the range. However, we do not consider the difference is material, particularly in terms of their impact on overall depreciation. Therefore, our draft decision is not to make any changes to the proposed standard asset lives for TasNetworks' existing asset classes.
Figure 5.2	TasNetworks' weighted average standard asset lives compared to other distribution service providers' weighted average standard asset lives (years)
[image: ]
Source:	AER analysis.	 
Note:	The opening RAB values for each asset class as set out in the approved PTRMs are used as the weights. Non-depreciable assets such as 'Land' and 'Easements' are excluded from the calculation.
Further, we note that the NER requires that the depreciation schedules must reflect the nature of the assets or category of assets over the economic life of that asset or category of assets.[footnoteRef:26] While we agree with CCP member David Headberry that the standard asset lives for depreciation purposes should be generally close to the actual asset life at replacement, it does not necessarily mean that any discrepancy between the two would require changes. This is because the depreciation schedule is a forward looking assumption necessary for new investment. For example, a distributor's cost benefit assessment for capital investment may include the depreciation cost. For this reason, the distributor may adopt the manufacturer's design life or the expected economic life of the assets for depreciation purposes to determine the optimal timing and form of investment. The design life or the expected economic life of the asset may reflect the minimum life that most of the assets are expected to last and may therefore differ from the actual asset lives at replacement.  [26:  	NER, cl. 6.5.5(b)(1).
] 

We note that the Category analysis RIN provides the mean economic life for each asset type. The asset lives in TasNetworks' Category analysis RIN are not directly aligned with the standard asset lives in its PTRM due to different asset classifications between the two. Nevertheless, we have attempted to map the asset age profile in the Category analysis RIN with the standard asset lives in the PTRM. We found that TasNetworks' standard asset lives in the PTRM broadly align with the average economic lives provided in its Category analysis RIN for similar asset types. Therefore, we accept TasNetworks' proposed standard asset lives for its existing asset classes because they reflect the nature of the assets or category of assets over the economic life of that asset or category of assets.[footnoteRef:27] Appendix B of attachment 6 discusses TasNetworks' replacement capex and the role of asset lives in our assessment of its proposal in more detail. [27:  	NER, cl. 6.5.5(b)(1). ] 

New 'Business management systems' asset class 
TasNetworks' proposed new 'Business management systems' asset class relates to allocating capex associated with its proposed asset management and IT solution (Ajilis) project. The assets to be included are for asset management, financial, human resources and IT systems. CCP member David Headberry submitted that the proposed standard asset life of 10 years for the 'Business management system' asset class is too short for regulatory depreciation purposes.[footnoteRef:28] Tasmanian Small Business Council noted that the proposed 10 years for Ajilis asset management and IT solution is much longer than normal for IT assets.[footnoteRef:29]  [28:  	CCP (David Headberry), Submission to the AER, Response to the proposal from Tasmania's electricity distribution network service provider (TasNetworks - TND) for a revenue reset for the 2017–19 regulatory period, 4 May 2016, p. 45; Tasmanian Small Business Council, TasNetworks' electricity distribution regulatory proposal 2017–19 and tariff structure proposal submission, May 2016, ]  [29:  	Tasmanian Small Business Council, TasNetworks' electricity distribution regulatory proposal 2017–19 and tariff structure proposal submission, May 2016, p. 8.] 

We note that the standard asset life for IT systems assets approved for other distributors for regulatory depreciation purposes is between 5 to 7 years. We are satisfied with TasNetworks' proposal that the nature of the Ajilis solution and its associated costs means that the assets will continue to be used by TasNetworks for a longer life than would normally be associated with such type of assets. However, we consider that a standard asset life of more than 10 years may not be justified given the short-lived nature of IT assets. Therefore, we consider TasNetworks' proposed standard asset life of 10 years for this asset class is reasonable because it reflects the nature of the assets in this asset class.[footnoteRef:30]  [30:  	NER, cl. 6.5.5(b)(1).] 

Table 5.3 sets out our draft decision on TasNetworks' standard asset lives for the 2017–22 regulatory control period. We are satisfied the proposed standard asset lives would lead to a depreciation schedule that reflects the nature of the assets over the economic lives of the asset classes, and that the sum of the real value of the depreciation attributable to the assets is equivalent to the value at which the assets was first included in the RAB for TasNetworks.[footnoteRef:31] [31:  	NER, cll. 6.5.5(b)(1)–(2). ] 

[bookmark: _Ref456875902][bookmark: _Ref429734604]Table 5.3	AER’s draft decision on TasNetworks' standard asset lives at 1 July 2017 (years)
	Asset class 
	Standard asset life

	Overhead subtransmission lines (urban)
	[bookmark: RANGE!M7]50.0

	Underground subtransmission lines (urban)
	[bookmark: RANGE!M8]60.0

	Urban zone substations
	[bookmark: RANGE!M9]40.0

	Rural zone substations
	[bookmark: RANGE!M10]40.0

	SCADA
	[bookmark: RANGE!M11]10.0

	Distribution switching stations (ground)
	[bookmark: RANGE!M12]40.0

	Overhead high voltage lines urban
	[bookmark: RANGE!M13]35.0

	Overhead high voltage lines rural
	[bookmark: RANGE!M14]35.0

	Voltage regulators on distribution feeders
	[bookmark: RANGE!M15]40.0

	Underground high voltage lines
	[bookmark: RANGE!M16]60.0

	Underground high voltage lines SWER
	[bookmark: RANGE!M17]60.0

	Distribution substations HV (pole)
	[bookmark: RANGE!M18]40.0

	Distribution substations HV (ground)
	[bookmark: RANGE!M19]40.0

	Distribution substations LV (pole)
	[bookmark: RANGE!M20]40.0

	Distribution substations LV (ground)
	[bookmark: RANGE!M21]40.0

	Overhead low voltage lines underbuilt urban
	[bookmark: RANGE!M22]35.0

	Overhead low voltage lines underbuilt rural
	[bookmark: RANGE!M23]35.0

	Overhead low voltage lines urban
	[bookmark: RANGE!M24]35.0

	Overhead low voltage lines rural
	[bookmark: RANGE!M25]35.0

	Underground low voltage lines
	[bookmark: RANGE!M26]60.0

	Underground low voltage common trench
	[bookmark: RANGE!M27]60.0

	HVST service connections
	[bookmark: RANGE!M28]40.0

	HV service connections
	[bookmark: RANGE!M29]40.0

	HV metering CA service connections
	[bookmark: RANGE!M30]40.0

	HV/LV service connections
	[bookmark: RANGE!M31]40.0

	Business LV service connections
	[bookmark: RANGE!M32]35.0

	Business LV metering CA service connections
	[bookmark: RANGE!M33]25.0

	Domestic LV service connections
	[bookmark: RANGE!M34]35.0

	Domestic LV metering CA service connections
	[bookmark: RANGE!M35]20.0

	Emergency network spares
	[bookmark: RANGE!M36]n/a

	Motor vehicles
	6.0

	Minor assets
	5.0

	Non-system property
	40.0

	Spare parts
	[bookmark: RANGE!M46]n/a

	NEM assets
	[bookmark: RANGE!M47]5.0

	Business management systems
	[bookmark: RANGE!M48]10.0

	Land
	[bookmark: RANGE!M49]n/a

	Easements
	[bookmark: RANGE!M50]n/a

	Equity raising costs
	[bookmark: RANGE!M51]41.0


Source:	AER analysis.
n/a:	not applicable. We have not assigned a standard asset life to some asset classes because the assets allocated to those asset classes are not subject to depreciation.
[bookmark: _Toc456798319][bookmark: _Ref433190086][bookmark: _Toc433522180][bookmark: _Ref461537714][bookmark: _Toc462754782]Remaining asset lives
We accept TasNetworks' proposal to use the 'year-by-year tracking' method for depreciating its existing assets consistent with the approach we approved in our recent decisions for the Victorian distributors. However, we do not accept TasNetworks' implementation of the approach in its proposed RFM, which is based on the 'average depreciation' method to calculate remaining asset lives at 1 July 2017. We have therefore established a separate depreciation model for TasNetworks to correctly implement the year-by-year tracking method to calculate the depreciation of its existing assets in this draft decision. 
We consider that the year-by-year tracking method meets the requirements of the NER in that it:
produces depreciation schedules that reflect the nature of the assets and their economic life[footnoteRef:32] [32:  	NER, cl. 6.5.5(b)(1).] 

ensures that total depreciation (in real terms) equals the initial value of the assets[footnoteRef:33] [33:  	NER, cl. 6.5.5(b)(2).] 

allows the economic lives of existing assets to be consistent with those determined in previous decisions.[footnoteRef:34]  [34:  	NER, cl. 6.5.5(b)(3).] 

[bookmark: _Toc430269404][bookmark: _Toc433522181]Depreciation methods for existing assets
In its regulatory proposal, TasNetworks proposed to adopt an alternative depreciation approach to the 'weighted average remaining life' method for calculating its regulatory (and tax) depreciation for its existing assets at 1 July 2017.[footnoteRef:35] TasNetworks noted that in recent distribution determinations, the AER has approved a different depreciation method which recognises the specific timing of new capex. In our recent decisions for the Victorian distributors, SA Power Networks and Ergon Energy, we referred to this approach described by TasNetworks as the year-by-year tracking method.[footnoteRef:36] [35:  	TasNetworks, Regulatory proposal 2017–19, January 2016, p. 111]  [36:  	AER, Final decision SA Power Networks distribution determination - Attachment 5 - Regulatory depreciation, October 2015, p.7; AER, Final decision Ergon Energy distribution determination - Attachment 5 - Regulatory depreciation, October 2015, p. 11; AER, Preliminary decision Jemena distribution determination - Attachment 5 - Regulatory depreciation, October 2015, p.6. ] 

Although TasNetworks proposed to use the year-by-year tracking method, it has not implemented this method correctly in its proposed RFM. We note that it has instead employed the average depreciation method in its proposed RFM to determine remaining asset lives to be used for depreciating existing assets at 1 July 2017. In an information request to TasNetworks, we sought clarification on which approach its proposal was seeking to adopt. In its response, TasNetworks confirmed that its proposal is to adopt the year-by-year tracking method for depreciating its existing assets, which it submitted is compliant with the NER. It also submitted that the average depreciation method is compliant with the NER. TasNetworks noted that following its review of the year-by-year tracking method recently approved for CitiPower (one of the Victorian distributors) it has no objection to applying the depreciation model that implements this method.[footnoteRef:37]  [37:  	TasNetworks, Response to AER information request IR009 - Depreciation approach, June 2016, pp. 6–7.] 

We do not agree that the average depreciation method is consistent with the NER as submitted by TasNetworks. We have previously considered the three approaches in detail in our decisions for the Victorian distributors, SA Power Networks and Ergon Energy, where we rejected the average depreciation method.[footnoteRef:38]  [38:  	AER, Final decision SA Power Networks distribution determination - Attachment 5 - Regulatory depreciation, October 2015, pp. 10–17; AER, Final decision Ergon Energy distribution determination - Attachment 5 - Regulatory depreciation, October 2015, pp. 10–17; AER, Preliminary decision CitiPower distribution determination - Attachment 5 - Regulatory depreciation, October 2015, pp. 14–22; AER, Preliminary decision Powercor distribution determination - Attachment 5 - Regulatory depreciation, October 2015, pp. 15–22; AER, Preliminary decision Jemena distribution determination - Attachment 5 - Regulatory depreciation, October 2015, pp. 12–19. ] 

We note that all three approaches—average depreciation, weighted average remaining life and year-by-year tracking—implement straight-line depreciation. The average depreciation method uses a simple approximation (total asset value divided by annual depreciation in the final year of the previous period) to project future depreciation. In contrast, the other two methods have more explicit regard for the age of assets in the asset class. The key difference is that the weighted average remaining life method makes one depreciation calculation for all assets in an asset class, but the year-by-year tracking method performs multiple depreciation calculations within each asset class, disaggregating assets by year of expenditure. All three approaches ensure that the initial capital investment is recovered (in real terms), without over or under recovery and so they conform with clause 6.5.5(b)(2) of the NER. However, the three approaches differ with regard to the fulfilment of clause 6.5.5(b)(1) of the NER:[footnoteRef:39] [39:  	Clause 6.5.5(b)(1) of the NER requires the depreciation schedule must depreciated using a profile that reflects the nature of the assets or category of assets over the economic life of that asset or category of assets.] 

The average depreciation method consistently overestimates annual depreciation (because it underestimates remaining asset lives), and so the initial capital investment is recovered earlier that the expected economic life. We consider that this approach does not meet the requirement of clause 6.5.5(b)(1). This is because the average depreciation method brings forward a proportion of the assets' depreciation so that it is received earlier than the underlying economic life of the assets. The resulting depreciation schedules will reflect asset lives that are shorter than the standard asset lives assigned to the assets when capex is incurred.
The year-by-year tracking method meets the requirement of clause 6.5.5(b)(1). This is because the depreciation received each year will reflect the underlying economic life of the assets. The resulting depreciation schedules will reflect the standard asset lives assigned to the assets when capex is incurred. 
The weighted average remaining life method also meets the requirement of clause 6.5.5(b)(1). This is because the depreciation received over the life of the assets will reflect the underlying economic life of the assets. Like the average depreciation method, there will be some years where depreciation is received earlier than the underlying economic life of the assets. However, there will also be some years where depreciation is received later than the underlying economic life of the assets. These two effects will exactly offset each other. In aggregate, across the life of the assets, the resulting depreciation schedules will reflect the standard asset lives assigned to the assets when capex is incurred.
Overall, the outcome under the year-by-year tracking method means TasNetworks will receive a lower amount of depreciation than it proposed for the 2017–19 regulatory control period. This is largely because of to two existing asset classes which are due to expire in the first year of the 2017–19 regulatory control period (subject to revised capex forecasts). 
Although we have accepted the year-by-year tracking method for TasNetworks, we maintain our preference for the weighted average remaining life method, which is our standard approach used in other decisions. We hold this preference because this method:
meets the requirements of the NER, in that it produces depreciation schedules that align with the economic life of the assets
avoids the additional complexity inherent in the year-by-year tracking method, which brings with it additional administration costs and increased risk of error
reduces the variability in depreciation schedules that may arise under year-by-year tracking. 
The year-by-year tracking depreciation model
As discussed above, the year-by-year tracking method is different to the other approaches. Under the year-by-year tracking method:
assets in existence at 1 July 2012 are depreciated by asset class using straight-line depreciation with the remaining asset lives as approved in the 2012 final decision 
capex in each year of the 2012 to 2017 regulatory control period is grouped by asset classes and separately depreciated over their standard asset lives as approved in the 2012 final decision. 
Each asset class will now have an expanding list of sub-classes to reflect every regulatory year in which capital expenditure on those assets was incurred. This extra data helps track remaining asset values, lives and associated depreciation. The year-by-year tracking method is more disaggregated, compared with the other approaches, and involves multiple depreciation calculations within each asset class, separately tracking capex by the regulatory year it was incurred. For this reason, it does not combine capex incurred during 2012 to 2017 with existing assets in 2012, and so does not require average remaining asset lives to be estimated at 1 July 2017.
We have set up a separate depreciation model for TasNetworks to implement the year-by-year tracking method to determine the depreciation on existing assets as at 1 July 2017. This model depreciates assets acquired prior to 1 July 2012 using the remaining asset lives approved in the 2012 final decision.[footnoteRef:40] It separately depreciates each year’s capex from 1 July 2012, using the standard asset life for the particular asset class. Each year’s capex effectively becomes a separate asset sub-class. The total depreciation amounts for each year from this model are then included (by way of hardcoding the outputs from the depreciation model) directly into the PTRM. [40:  	NER, cl. 6.5.5(b)(3).] 

As discussed in attachment 2, we have determined that forecast depreciation, rather than actual depreciation, will be used to roll forward the RAB over the 2017–19 regulatory control period. The adoption of a forecast depreciation approach in the RAB roll forward will create some distortion in the depreciation of disaggregated asset sub-classes, which can reduce the benefit of year-by-year tracking (particularly for short lived assets). For example, a particular year’s forecast capex may prove to be much greater than actual capex. In this case, the asset sub-class will have its value depreciated by more than the asset sub-class’ forecast depreciation would have suggested had actual capex been known at the time. The depreciation amount of the asset sub-class in future years will then be relatively lower to offset this over-depreciation early in the asset’s life.
Forecast depreciation, coupled with the greater disaggregation of capital expenditures under year-by-year tracking, will also increase the prospect of negative asset sub-classes at the end of the regulatory control period. This would occur where actual capex was much lower than forecast for a particular year so that actual capex was less than the forecast depreciation allowance. When negative asset classes emerge at the end of the regulatory control period, we consider these amounts should be returned to customers over the next regulatory control period.[footnoteRef:41] To the extent this situation occurs, we will consider it further as part of our assessment of TasNetworks' proposed depreciation schedules at the next regulatory determination. [41:  	Offsetting any negative closing asset sub-class value against another sub-class with a positive value within the same asset class would undermine the core reason year-by-year tracking is proposed. That is, to more accurately reflect the remaining asset lives of disaggregated asset sub-classes.] 
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