Draft decision - INSERE

Australian Capital Territory

distribution determination
2009-10to 2013-14

7 November 2008

ALSTRALIAN
w— ENERGHY
REGULATOR



© Commonwealth of Australia 2008

This work is copyright. Apart from any use permitted by the Copyright Act 1968, no part may be
reproduced without permission of the Australian Competition and Consumer Commission. Requests
and inquiries concerning reproduction and rights should be addressed to the Director Publishing,
Australian Competition and Consumer Commission, GPO Box 3131, Canberra ACT 2601.



Request for Submissions

This document sets out the Australian Energy Regulator’s (AER) draft distribution
determination for ActewAGL Distribution (ActewAGL) for the period 1 July 2009 to
30 June 2014.

The AER will hold a pre—determination conference on its draft distribution
determination on 8 December 2008 in Canberra for the purpose of explaining its draft
determination and receiving oral submissions from interested parties. The pre—
determination conference for ActewAGL will be held jointly with the pre—
determination conference regarding the AER’s draft distribution determination for
Country Energy. Interested parties can register to attend the pre—determination
conference by calling the Network Regulation North Branch of the AER on (02) 6243
1233 or by emailing aerinquiry@aer.gov.au by 2 December 2008.

Interested parties are invited to make written submissions on issues regarding this
draft distribution determination and the consultants’ reports to the AER by

16 February 2009. The AER will deal with all information it receives in the
distribution determination process, including submissions on the draft distribution
determination, in accordance with the ACCC/AER information policy. The policy is
available at www.aer.gov.au.

Submissions can be sent electronically to aerinquiry@aer.gov.au
Alternatively, submissions can be mailed to:

Mike Buckley

General Manager

Network Regulation North
Australian Energy Regulator
GPO Box 3131

Canberra ACT 2601

The AER prefers that all submissions be publicly available to facilitate an informed
and transparent consultative process. Submissions will be treated as public documents
unless otherwise requested. Parties wishing to submit confidential information are
requested to:

. clearly identify the information that is the subject of the confidentiality claim
. provide a non—confidential version of the submission.

All non—confidential submissions will be placed on the AER website,
WWW.aer.gov.au.

A copy of ActewAGL’s regulatory proposal, proposed negotiating framework,
consultancy reports and submissions from interested parties are available on the AER
website.

Inquiries about the draft distribution determination or about lodging submissions
should be directed to the Network Regulation North Branch on (02) 6243 1233.


mailto:aerinquiry@aer.gov.au
http://www.aer.gov.au/
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Contents

O VEIVIEW oeeeererreeeeceerereecenreseescssesssssssesssssssesssssssasssssssasssssssssssssssasssssssasssssssasssssssasssssssanssses ix
SUIMIMATY ceviierercssnnessssncsssrncsssssossasssssssssssssssssssesssssosssssosssssosssssssssssssssssssssssssssssssssssssssses xiii
1 B 0300 00 1 T (1) 1 1
0 B 2 3 el ¢4 (01 1 L R 1
1.2 Transitional arrangements...........cccueevueerieeriienieenieeeie e eieeiee e eseeeseeesaee e 4
1.3 REVIEW PIOCESS ..evvieeiieeiiieeiiiieeiieeeitteeestteeetteeesaeeesseeesseeessseeesssesennseesnsseesnnns 4
1.4  Structure of draft AECISION......ooveeeeeeeeeeeeeeeeee e, 5
1.5 Overview of the ACT electricity network ..........cccccvveeviieeiiieeiiiecieeeiee e, 6
2 ClaSSIfICATION OF SEIVICES eeeeurerreeeeieereeeeeereeeeecereseesessessssessesssssssssssssesssssssssssssssssssse 7
2.1 INEEOAUCTION. et e e e e e e e e e e e e e e eeeeaaaaaens 7
2.2 Regulatory reqUITEMENLS ........ccevieriieeiieiieeieeriie et eiee et e sieeeteeseeeebeeseneesens 7
2.3 ACteWAGL PIropPOSal ...cccuviieiiieeiiiecieecee et 9
2.4 Issues and AER CONSIAEratiONS ........ccoveeeeiiiiiieeiiiieeeeeeeee e 9
2.5  AER dAraft AeCiSION. .. et et e e 13
3 Arrangements for NEGOtIAtION .......cccvvericesisnricssssnnrecssssnssecssssssnesssnssesssssssssssanns 14
3.1 ItEOAUCTION .. et e e e e e e e e e e eeeaeeeeeeereeanaan 14
3.2 Negotiable COMPONENLS......cc.eeviieiiieriiieiieeie ettt ettt e e seeeeeeees 14
3.3 Negotiable COMPONENt CIILETIA . ....cccuvreerireriieeeiieeeieeerieeeeteeesreeesreeeeaee e 17
3.4 Negotiating frameWOTK ..........cccueeiiiiiiiiiiieieeie e 18
3.5 AER draft dECISION . ..uumne e ettt e e e e e e e e e e eeereeeeeeeeeeneaes 23
4 Control mechanisms for standard control services......cc..... 24
A1 INETOAUCTION et e e e e e e e e e e e e e e e e e e eeeeenaaaeaeaaaees 24
4.2 Regulatory reqUIrEMENTS.......c.cevveeriieriieriieeieeiee et esiee e e sieeereeseaeeseeseee e 24
4.3 ACteWAGL Proposal ......cc.eeeveuieiiiiiiiiie ettt 25
4.4 AER CONSIAETATIONS ..evvveeeeeeeeeeeeeeeeeeeeeeeeee e eeeeeaeeeeeseeeseneeenenenenenene 26
4.5 AER CONCIUSION «.eeeeeeeeeeeeee et eee s 32
4.6 AER Araft deCISION. ...eueeeeeeeeeeeeeeeeeeeeeeeee e eeeeeeeeeeeeeaeeesesenenenenes 32
5 Past capital expenditure........ccccceeecercssneicssnricssnrcssnressnanes 35
5.1 INEEOAUCTION ..o 35
5.2 Regulatory reqUIr€mMents..........cceeevureerieeerieeeiieeeieeeeieeeereeesreeesereeesnseeenee 35
5.3  ACteWAGL Proposal.....ccccoecuieiiiiiiieiieeiieeie ettt 36
5.4 CONSUILANT TEVIEW ..overeneeee ettt e e e e e e e e e e e e e eeeeeeeeeeeeaaaaeeeeenenes 37
5.5 Issues and AER CONSIAETATIONS .. .uuuneneeeeeeeeeeeeeeeeeeeeeee e e eeeeeeeeeereeenenas 39
5.6 AER CONCIUSION «.cevvteteeee e e e e e e e e see e e e e e aeenaans 40
6 DeMANA FOTFECASES eveeeereereeneceereeeeeereeneecereseecsesesssssssssssssssasssssssssssssssssssssssasssssssases 41
6.1  ACteWAGL Proposal........cccciieiiiiiiiieciiece e 41
0.2 SUDITUSSIONS ..o e e e e e e e e e e e e e e e e e e e e eeeeeeeeeeeeeeeeaeeeeaeaeeananas 44
6.3 AER CONSIAETATIONS ..vneeeeeeeeeeeeeeee et e e e e e e eeeeeeeeeeeeeeeeeaeeeeeeeeneees 44
6.4 AER CONCIUSION ..o 51
6.5 AER draft dECISION . ..uumneeeeeeeeeeeeeeee e e e e e e e e e e et eeeeeeeeeeeneaes 52

iv



10

11

OPpening ASSEt DASE.....cccvvvnriiisisnricsissnnnicssssnsnesssssssscsssssssesssssssssssssssssssssssssssssssasss 53
2 I 15 o 16 13 Te15 (o) o H OO ERRO 53
7.2 Regulatory reqUITCMENTS .......cecuiereiieiieeieetieeiieeieesteeteeereeteesiaeenseeseneenseens 53
7.3 ACteWAGL Proposal........ccccuiieiiiiiiiieeieeeeeee et 53
7.4 Issues and AER CONSIAEIatiONS.........cccuvveeeevuveeeeeiineeeeeeiieeeeeeeieeeeeeereeeeeeennes 54
7.5 AER CONCIUSION ...uvvvviiiiiiiiiiiiiieiee ettt e et e e s e eenns 58
7.6 AER draft deCiSION..........ccovuviiiiiiiiieceeieeee e 59
Forecast capital eXpenditure ..........ccceeicivnccsinninisnncsssencssssncsssncsssnessssnessssseses 60
8.1 INITOAUCTION......uviiiiiiiiie ettt et e e e etaee e e eeaaeeeeeenraeas 60
8.2  Regulatory reqUIreMENTS.......cccuviervieeeiieeeiieeeieeeeieeeereeeereeesereeseereeeareeenes 60
8.3  ACtEWAGL PropoSal.....cc.oeiuiieiiiiiiieiieeie ettt 62
8.4 SUDIMUISSIONS ..euvvvvviiiiieiieiiiiieeeeee et e e e e e eett e e e e e e e s eesstareeeeseeseennnnaees 64
8.5  CONSUIANT TEVIEW ...uvviiiieiriieeeeiiee et eee e e e et e et e e e eenaneee s 64
8.6 Issues and AER conSiderations........ccc.ueeeeeeeiieiiiveeeeeieeeeeieiriieeeeeeeeeesennnenens 64
8.7 AER CONCIUSION .....uvviiiieiiiiee et 79
8.8 AER draft deCISION.......ccoouvviiiiiiiiiiieeeeee e 81
Forecast operating eXpenditure........ccccceceeeiccsssnnricssssnnrecssssssessssssssesssssssssssasss 82
L0 I U U5 (0 Y6 L To1 5 (o) o WO 82
9.2 Regulatory reqUITCMENES ........ccoueeeiieriieeiieiieeieesiee et eiee et e et e sieeebee e 82
9.3 ACtEeWAGL PIropoSal ....cceviieieiieeiiieeieecee et e 83
0.4 SUDIMISSIONS ....ccuvvvieeeeiiieeeeeteeeeeeiteeeeeeeteeeeeeeteeeeeeetaeeeeeeareeeeeereeeeeeeseeeeans 85
9.5 CONSUIANE TEVIEW ..vvvvviiiiiiiiieiiiiieieee et ee e e eeeetaaee e e e e e e e sesasaaaeeeeeeeseenanes 85
9.6 Issues and AER conSiderations.............ccceeeeeeeuveeeeeeiveeeeeeiieeeeeeereeeeeeeveeeeens 86
9.7  AER CONCIUSION ...ttt 118
9.8 AER draft deCiSION..........ccoeiviiiiiiiiiee et eeee e 120
Estimated corporate iNCOME tAX......ccccvvrecrsunccssnrecsssressssnessssnesssssssssssssssssssensess 120
JO.1 INtrOAUCTION.....coioiiiiiiiiiee et e s e e e e e e e 121
10.2 Regulatory reqUIrCMENLS ........cccvierrieeieeriieeieenieeeieenieeereeseeeeseessneenseesnneenne 121
10.3 ActeWAGL Proposal ........cccoceereiiiriinieiinieneeeeteeeeeee e 122
10.4 CONSUIANT TEVIEW .....vvvveieeeeiieieeeeieeeeeeeeeee e et e e eetee e e eeaaeeeeeeaaeeeeeenaaeeeeenns 122
10.5 Issues and AER conSIderationsS..........coevvvviieeieiiiiiiieiiieeeeeeeeeiiieeeeeeeeeseeinns 122
10.6 AER CONCIUSION ....cooiviiiiiiiiiiicc et e e eaaeee e e 127
10.7 AER draft deCiSION. .......cooviiiieiiiiieie ettt e 127
DePreciation .....ccueeiciceenieiesinienseecssencsssnecsssnesssssesssssessssesssssssssssssssssessssssssssses 128
T1.1 INtTOAUCTION.....coiiiiiiiiiiiei et e e e e e e e e 128
11.2 Regulatory reqUIrCmMENTS ........cccvieruieereeriieeieeniieeieenieeereesereeseessneenseesnneenns 128
11.3 ActeWAGL Proposal ........cccocveriiiiriiniiiiiicneeeeecieeeeee e 129
11.4 Issues and AER CONSIAEIationS ..........cccuveeeeeeuveieeieiieieeeeieeeeeeeieeeeeeeineeeeens 129
11.5 AER CONCIUSION ..uvvvvviiiiiiiiiiiiiieieee ettt ettt s et e e e e s e eans 131
11.6 AER draft deCiSION.........cooviviiiiiiiiiieeeeeee e e 131




12

13

14

15

16

CoSt Of CAPILAL c..eceenneriiiiinnricniinnrinsssnnicsssssnsesssssssesssssssssssssssssssssssssssssssssssssssss 132
12.1 Regulatory reéqUIr€mMeNtS........ccccueeeeieeeriieeeiieeereeesreeesereeeeereeesereesereeeneeas 132
12.2 ActeWAGL Proposal..........cccuveviiiiieiiiiiieiie ettt 133
12.3 Issues and AER conSIiderations..........cccuvvveieiieiiiiiiieeeeeeeeeeeeeiiieeeeeeeeeeeeinns 133
12.4 AER CONCIUSION ....ocooiiviiieeiiiie ettt eeeee e e eeaaee e e eareeeeenns 140
12.5 AER draft deCiSION........cooviiiiiiiiiieiee et 141
Service target performance incentive arrangements ..........ccoeeeeeeeccssnerecssnnes 142
| R T B ' 15 ¢ Y6 10 o7 o) o WU PPN 142
13.2 ActeWAGL Proposal.........ccccueiiiiiiieiiieieeiieeie et 142
13.3 SUDIMNISSIONS ...oiiiiiiiiiiiiie ettt e eeeee e e e e e e eet e e e e e e e sesasbraeeeeeeeeean 143
13.4 Issues and AER cONSIAErations...........cc.eeeeeeeurreeeeeiureeeeeeiieeeeeeevveeeeeeveeeeenns 143
13.5 AER CONCIUSION «..vvvvviiiiiiiiiiiiieieee ettt e e e e 146
13.6 AER draft deCiSION..........coceviieiieiiiiieeeeiieee et 148
Efficiency benefit sharing SCheme...........couuiievvericivericscnrinssnnisssnnisssercssssnessnnnes 149
14.1 INtrOAUCTION......cuviiiiieiieie et e e e e e et e e e eeaneeeean 149
14.2 Regulatory reqUIreMENtS........cccuieeeiieeeiieeeiieeeieeesreeesereeeeereeesereeeereeenneas 149
14.3 ActeWAGL Proposal..........cccieiiiiiienieeiieieeie et 150
14.4 CONSUIANT TEVIEW ...evviiiiiiiiiiiiiiiieee ettt e e eeetrtee e e e e e e e e enaataereeeeessenanes 151
14.5 Issues and AER cONSIAErations...........cc.eeeeeevurreeeeeiureeeeeeiieeeeeeeieeeeeeeveeeeenns 151
14.6 AER CONCIUSION ...uvvvviiiiiiiiieiiieiiec et e et e e e e e 154
14.7 AER draft deCiSION..........cccoiuviiiieiiiee et e eaaeee e 155
Demand management incentive schemes 156
I5.1 INtrOAUCTION......cuviiiiieiieie et e et e e e eeaaeee s 156
15.2 Regulatory reqUIreMENtS........cccuveeeiieeriieeeieeeeieeeeieeeeeveeeeeaeeesereeeereeeneeas 156
15.3 Demand management innovation allowance ..........cc.cceceeverveereenenieneenne. 156
15.4 ActewAGL regulatory proposal..........ccceeeeieeeiiieeiieeciieeeiee e 157
15.5 NSW DNSPs regulatory proposals ..........cccceeeereenerieneeneniienecneeieeeee 159
15.6 Issues and AER CONSIAEIationS..........cccuveeeeeiuvrieeeeiiiiieeeeieeeeeeeieeeeeeeineeeeenns 160
15.7 AER CONCIUSION ..vvvviviiiiiiiiiciiiiiiieee ettt ettt s esaaaae e e e e e s eeans 163
15.8 AER draft deCiSION........ccoiiiviiiiiiiiiiieeeiee e e 163
Pass through arrangements........cc.eceeceiciseicssnnsssanesssanessssnessssssssssssssssssssssssses 164
16.1 INIrOAUCTION......cuviiiiieiieic ettt et eeeeaaaee e 164
16.2 Regulatory reqUIrEMENLS ........cevieruieeiieiieeieeiie ettt ettt ettt et 164
16.3 ACteWAGL Proposal........cocuiiiiiiiiiiieciiie et 165
16.4 SUDIMISSIONS ...oviiriiiiieieeeeeeciieiie e e e e e ettt e e e e e e e e e aaareeeeeeessesnabreeeeeeeesanas 166
16.5 CONSUIANT TEVIEW .....vvvveieieiiieieeeeieeeeeeeeeeeeeeiee e e et eeeeaaeeeeeeaaeeeeeenaaeeeeenns 166
16.6 Issues and AER conSIderationsS..........cocuvvvvvieeiiiiiiiiieiiieeeeeeeeeiiieeeeeeeeeseeinns 167
16.7 AER CONCIUSIONS.......cuvviiiiiiiiieeeceiiiee ettt e et eeeeaeeeeeeeaaneeeenns 171
16.8 AER draft deCiSION. .......cooviiiiiiiiiiiei ettt 172

vi



17  Building block revenue requirement ...........cceccceeeeccccsnneecsssnssesssssssesssssssssssnns 173

17,1 ItEOAUCTION ..ot e e e e e e e e eeeeeeeeenaeenans 173
17.2 Regulatory reqUIrEMENTS ........cccvieruieeiieriieeieeniieeieesiteeieesieeereeseneeseesaee e 173
17.3 ACteWAGL Proposal........ccccuiiieiiiiiiieeciieeeeee e e e 175
174 SUDITUSSIONS ..o e e e e e e e e e e e e e e e e e e e e e e eeeeeeeeeas 176
17.5 AER assessment of building blocks...........ccceeveiiiriiieiiiieiieeieeeeeen 176
17.6 AER CONCIUSION ... 178
17.7 AER draft AECISION . ....ueeeeeeeeeeeeee e ee e e e e e e eaeeeeeeeneees 181
18  AILernative CONTIOl SEIVICES ceeeueeereerereereenererreeeercesessscssssssssssssssssssssssssssssssossases 182
I8.1 INtrOAUCTION ... et et e e e e e e e e e e e e e eeeneeanann 182
18.2 Regulatory reqUIrEMENES ........cccvieruieeiieriieeiieiieeiee e eieesieeereeseeeeeeesaee e 182
18.3 ACteWAGL Proposal........ccccuiiieiiiiiiieiiie et e 184
18.4 CONSUILANT TEVIEW ... e e e e e e e e e eeeeeeeaeseseeeaeaeaaaaaenas 187
18.5 Issues and AER CONSIAEIAIONS ... ..ceeeeeeieeeeee e e eeeeeeeeeeeeeeneens 188
18.6 AER CONCIUSION ..o 193
18.7 AER draft dECISION . ...uu et eeeeeeee et ee e e e e e e e e e e e e e eeeneees 194
GIOSSATY cuuureriicscsnnricssssnnnecssssnsnessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssassssssse 195
Appendix A: Assigning customers to tariff classes........ccoevvevcvrcrcercscnnrcsnnns 198
Appendix B: Negotiable component Criteria.........cceecvveeeccscsnrecsscsnnnecsssnsseces 200
Appendix C: Negotiating frameworkK........ceecevveecssrinssnnccssnncssnnessnnrcssssncsanns 202
Appendix D: Miscellaneous standard control SErviCeS....cceceeeereeeeeerreeeeecrrenee 219
Appendix E: Transmission overs and unders aCCOUNL........ccoceerercurecssnercsenes 222
Appendix F: Changes to tariff structures and the maximum allowable

Appendix G:

average revenue and side constraint formula ........................ 224

COSt CSCALALOTS cuuuerrenereerreneecerrereecerreseesesreseesessasesssssssssssssssssssssesee 230

vii



Shortened forms

ACCC

ActewAGL
AEMC
AER

capex

CPI

current regulatory control period
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capital expenditure
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National Electricity Market
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Overview

A transition to a new regulatory framework

Under the National Electricity Law (NEL) and the National Electricity Rules (NER),
the Australian Energy Regulator (AER) is responsible for the economic regulation of
electricity distribution services provided by distribution network service providers
(DNSPs) in the National Electricity Market (NEM).

The AER’s draft distribution determination for ActewAGL for the 2009-14
regulatory control period is one of the first distribution determinations to be made by
the AER under the NEL and the NER.' This draft determination is being made under
transitional provisions set out at part M of chapter 11 of the NER (the transitional
chapter 6 rules) which incorporate key aspects of the new general chapter 6 rules, but
also lock in certain aspects of the current determination made by the ACT regulator,
the Independent Competition and Regulatory Commission (ICRC).

The AER’s considerations in making its draft determination on the efficient levels of
future capital and operating expenditures for the next regulatory control period mirror
the new general chapter 6 rules. The transitional chapter 6 rules require the AER to
maintain the maximum average revenue cap form of control and the classification of
services established by the ICRC in its 2004 distribution determination for the current
regulatory control period. The transitional chapter 6 rules also establish parameters
which the AER must use to determine the weighted average cost of capital.

The transitional chapter 6 rules require the AER to assess the prudence of
ActewAGL’s capital expenditures for the current regulatory control period as part of
the process of setting the opening regulatory asset base (RAB). As part of the process
of determining the reasonableness of ActewAGL’s forecast capital expenditures for
the next regulatory control period, the AER reviewed the reasons for variations
between forecast and actual capital expenditure over the current regulatory control
period including ActewAGL’s overspend of $42 million which is largely attributable
to wooden pole replacements.

Review process

In making its draft determination, the AER assessed ActewAGL’s regulatory proposal
to determine if it was in accordance with the requirements of the NER. Expert
engineering consultants, as well as financial and economic experts, assisted the AER
in making its assessment. The AER has considered the past performance of
ActewAGL, and the effectiveness of its policies and procedures, both in terms of past
performance and in the development of its regulatory proposal.

The process of assessing ActewAGL’s regulatory proposal commenced in June 2008.
Prior to that time, the AER, in consultation with ActewAGL, developed a regulatory
information notice (RIN) which included information templates. ActewAGL was
required to complete the information templates in accordance with the RIN and

' The AER’s distribution determinations for the NSW DNSPs (Country Energy, EnergyAustralia

and Integral Energy) were released concurrently with this draft distribution determination.
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submit them to the AER in support of its regulatory proposal. These information
templates allowed ActewAGL’s regulatory proposal to be made in broadly consistent
terms with the NSW DNSPs regulatory proposals and allowed comparisons to be
made regarding the key drivers underpinning the expenditure proposals.

Following its receipt of ActewAGL’s regulatory proposal, the AER conducted a
preliminary assessment to establish that it complied with the cost allocation
principles, and that asset values and revenue models had been correctly applied in
accordance with the requirements of the RIN and the NER. Following this initial
assessment, ActewAGL’s regulatory proposal was published on the AER’s website
and submissions were sought from interested parties. One submission was received.
The AER’s consideration of this submission forms part of this draft decision.

The detailed examination of ActewAGL’s regulatory proposal was informed by
advice from Wilson Cook and Co. Limited (Wilson Cook). Wilson Cook is an
engineering and management consultancy firm, and has considerable experience in
reviewing the performance and operating requirements of DNSPs. Wilson Cook had
previously undertaken a similar review process for the Independent Pricing and
Regulatory Tribunal (IPART) in relation to the NSW DNSPs. Wilson Cook reviewed
ActewAGL’s regulatory proposal and supporting information supplied throughout the
review process. In addition, during the review Wilson Cook and AER staff inspected
supporting documentation such as planning documents, manuals and financial
models. As part of this process senior ActewAGL staff were questioned in relation to
the assumptions underpinning the regulatory proposal and its implementation. This
process assisted Wilson Cook and the AER to satisfy itself that the regulatory
proposal was soundly based and that appropriate policies and procedures had been
established to deliver the proposed capital works.

Wilson Cook assessed the regulatory proposal to establish the necessity of the
proposed expenditure and the reasonableness of expected costs. This included a
bottom up assessment of ActewAGL’s proposed programs and unit costs, as well as
benchmark assessments of programs against historical costs and comparative
performance of operating expenditures against that of other DNSPs.

The AER has largely accepted the reasons for the need for a substantial increase in
capital works by ActewAGL over the next regulatory control period. Amongst other
reasons, increased capital expenditure is needed to:

= construct and augment zone substations due to urban and commercial expansion

= augment the ACT network to comply with legislated network security obligations

= conduct asset replacement and renewal driven by regulatory, safety and security
requirements

» meet high forecast levels of residential and commercial expansion.

While the AER has accepted the need for ActewAGL’s proposed capital works, it has
determined that ActewAGL’s application of input cost escalators does not reflect a
realistic expectation of the efficient cost inputs required to achieve the capital
expenditure objectives within the NER.




As part of a recent electricity transmission determination, the AER developed a
methodology to assess likely increases in the costs of materials. This methodology
sought to ensure that the affect of the commodities boom on metals’ prices and labour
costs—key inputs for the energy sector—was fully factored into regulatory
determinations. For the reasons detailed in this draft decision, the AER has modified
the input cost escalators proposed by ActewAGL in its regulatory proposal.

After assessing ActewAGL’s regulatory proposal against the requirements of the
transitional chapter 6 rules, the AER has determined that the capital expenditure
allowance proposed by ActewAGL is greater than the amount needed to meet the
capital expenditure criteria in the NER. The AER has therefore determined a capital
expenditure allowance of $278 million for ActewAGL for the next regulatory control
period.

Wilson Cook assessed ActewAGL’s operating expenditure proposal, and confirmed a
need for higher operating expenditures over the next regulatory control period. Higher
operating expenditures are resulting from the increased size of the network, increased
planned maintenance activities and higher labour costs.

In the ten years to 2007-08, real wages growth in the electricity, gas and water sector
in the ACT exceeded growth in economy-wide real wages by an average of 1.3 per
cent per annum. Labour costs in the utilities sector are forecast to continue to exceed
the economy-wide average over the course of the next regulatory control period.

The AER has amended the labour cost escalators proposed by ActewAGL to reflect
the efficient costs that a prudent operator in the circumstances of ActewAGL would
require to achieve the opex objectives, as required by clause 6.5.6(c). The AER has
also made amendments to the proposed allowance for self insurance, debt raising
costs and the utilities network facilities tax. Accordingly, the AER has amended
ActewAGL’s proposed operating expenditure. The AER has determined ActewAGL’s
operating expenditure allowance for the next regulatory control period is to be set at
$296 million, representing a reduction of 3 per cent on the total amount proposed.

Over the course of the next regulatory control period, ActewAGL will significantly
increase investment on its network, which will result in higher prices for electricity
consumers in the ACT. The percentage price increase will be greatest in 2009,
reflecting the fact that ActewAGL overspent its capital allowance in the previous
regulatory control period by $42 million. However, prices will rise in real terms in
each year of the next regulatory control period, in line with increased investment and
higher operating costs. As a result of the draft decision, the AER has estimated that
the average ACT retail customer’s electricity charge is likely to increase by 4.1 per
cent in 2009.

In part, higher electricity charges are also the result of maximum demand on
ActewAGL’s network increasing at a faster rate than overall energy consumption. The
need to expand the network to meet higher peaks in demand reduces the efficiency of
the network and increases the cost of supplying electricity. Over the next regulatory
control period, maximum demand on ActewAGL’s network is expected to increase by
1.9 per cent per year. Energy consumption on ActewAGL’s network is forecast to
grow by 1.6 per cent per year. The discrepancy between maximum demand and
energy consumption growth reduces the overall efficiency of the network, and
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increases the need for effective demand management. The AER’s draft decision
supports ActewAGL’s development of innovative responses to rising peak demand
through the application of the demand management innovation allowance.

The global financial crisis may impact on the price of electricity by raising the
weighted average cost of capital used to determine DNSPs’ allowed revenues. The
cost of capital has fluctuated from around 9 per cent in early 2007, up to around

11 per cent in mid-2008. However, since then the cost of capital has fallen to 9.82 per
cent, as at 17 October 2008. The cost of capital used to determine future revenues will
be determined closer to the time of the AER’s final determination. If global financial
conditions improve in the interim period, and the commercial debt risk premium
subsequently declines, this will be reflected in a lower cost of capital for ActewAGL
and lower electricity prices for consumers.
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Summary

Introduction

In 2004, the Independent Competition and Regulatory Commission (ICRC)
determined ActewAGL Distribution’s (ActewAGL) average revenue cap for a five
year period from 1 July 2004 to 30 June 2009 (the current regulatory control period).

The AER assumed responsibility for regulating electricity distribution services

provided by ActewAGL from 1 January 2008. The distribution determination for the
period 1 July 2009 to 30 June 2014 (the next regulatory control period) is the first for
ActewAGL to be conducted by the AER under the National Electricity Rules (NER).

The transitional chapter 6 rules took effect on 1 January 2008. The AER must make a
distribution determination for ActewAGL according to these rules and with reference
to the AER’s transitional guidelines for the ACT and NSW.

The AER published ActewAGL’s regulatory proposal and proposed negotiating
framework on 26 June 2008. Interested parties were invited to make submissions on
all documents. One submission was received. ActewAGL presented its regulatory
proposal at a public forum held in Canberra on 29 July 2008.

The AER engaged the following consultants to assist in the assessment of
ActewAGL’s regulatory proposal:

=  Wilson Cook & Co Limited (Wilson Cook) to provide technical engineering
expertise

= Energy and Management Services Pty Ltd (EMS) to provide additional expert
engineering advice

= Econtech to provide wage growth forecasts.

This draft decision should be read in conjunction with these consultants’ reports,
which are available on the AER’s website.

The key decisions addressed in this draft decision are:
= the opening regulatory asset base (RAB) value for ActewAGL

= the AER’s assessment of ActewAGL’s forecast capital expenditure (capex)
program

= the AER’s assessment of ActewAGL’s forecast operating and maintenance
expenditure (opex) program

= an estimate of the efficient benchmark weighted average cost of capital (WACC)
for ActewAGL

= ActewAGL’s annual revenue requirement for each year of the regulatory control
period
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= the AER’s decision regarding ActewAGL’s proposed negotiating framework for
negotiable components of direct control services

= the AER’s proposed negotiable component criteria (NCC) that will apply to
ActewAGL.

The AER’s consideration of each of these components is summarised below. Further
detail is provided in the relevant chapters and in the appendices attached to this draft
decision.

Regulatory requirements

National Electricity Law

The National Electricity Law (NEL) sets out the functions and powers of the AER,
including its role as the economic regulator of the National Electricity Market (NEM).
The NEL states that when performing or exercising a regulatory function or power,
the AER must do so in a manner that will or is likely to contribute to the achievement
of the national electricity objective. The national electricity objective under the NEL
is:

...to promote efficient investment in, and efficient operation and use of,
electricity services for the long term interests of consumers of electricity with
respect to

(a) price, quality, reliability and security of supply of electricity; and

(b) the reliability, safety and security of the national electricity system.

National Electricity Rules

The transitional chapter 6 rules of the NER set out the provisions the AER must apply
in exercising its regulatory functions and powers for the NSW and ACT distribution
network service providers (DNSPs) providing direct control services and negotiated
distribution services.

Broadly, the transitional chapter 6 rules:
= specify the classification of services that the AER is to apply —based on the

ICRC’s classification that applies in the current regulatory control period

= require the AER to assess the DNSP’s negotiable components of direct control
services, and negotiating framework

= require the AER to propose NCC

= require the AER to assess the DNSP’s control mechanism for standard control
services

= set out the methodology for establishing the opening RAB

= require the AER to assess the DNSP’s demand forecasts and cost inputs to achieve
the capex objectives

= set out the requirements for DNSPs’ revenue proposals, including the requirement
to forecast capex and opex necessary to meet the capex and opex objectives.
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These objectives include meeting the expected demand for standard control
services, complying with all applicable regulatory obligations or requirements and
maintaining the quality, reliability and security of supply of standard control
services and the reliability, safety and security of the distribution system through
the supply of standard control services

= require the AER to assess whether the forecast capex and opex proposed by a
DNSP reflect the efficient costs that a prudent operator in the circumstances of the
relevant DNSP would require to achieve the capex or opex objectives

= set out the methodology for calculating the estimated corporate income tax

= set out the methodology for calculating depreciation on the assets to be included
in the RAB and require the AER to assess whether or not to approve the
depreciation schedules submitted by a DNSP

= set out the methodology for calculating the cost of capital

= provide that the AER may develop and publish a service target performance
incentive scheme, efficiency benefit sharing scheme and demand management
incentive scheme

= require the AER to assess pass through events

= require the AER to specify the DNSP’s annual revenue requirement for each year
of the regulatory control period and to set the X factor for each year of the
regulatory control period

= set out the form of control the AER may apply to alternative control services.

The relevant regulatory requirements set out under the transitional chapter 6 rules are
outlined in detail at the beginning of each chapter in this draft decision.

Classification of services

ActewAGL proposal

ActewAGL has not proposed any reclassification of direct control services. However,
ActewAGL has distinguished between the provision of metering data to retailers from
the provision of metering services to small customers. ActewAGL submitted that
provision of metering data to retailers is a standard control service while provision of
metering services to small customers is an alternative control service.

AER conclusion

The AER accepts ActewAGL’s proposed classification of services as it aligns with
that deemed under the NER, and is based on the existing classification of services
applied by the ICRC. Accordingly, the provision of metering data to retailers is
classified as a standard control service and not an alternative control service.
Alternative control services only include the provision of metering services for small
customers.

The AER provisions for the procedures for assigning customers to tariff classes, based
on the principles in the NER, are set out in appendix A of this draft decision.
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Arrangements for negotiation

Negotiable components

ActewAGL proposal

ActewAGL did not propose any negotiable components of direct control services and
did not comment on the AER’s proposed NCC.

AER conclusion

The AER has decided not to specify any particular components of ActewAGL’s direct
control services as negotiable components for the next regulatory control period.
However, the AER has decided to define a negotiable component of a direct control
service as any component of a direct control service (or the terms and conditions on
which that direct control service or component are provided) where:

= the direct control service exceeds the network performance requirements which
the direct control service is required to meet under any jurisdictional electricity
legislation

= the direct control service, except to the extent of any prescribed requirements of
jurisdictional electricity legislation, exceeds or does not meet the network
performance requirements (whether as to quality or quantity) as set out in
schedule 5.1a or 5.1 of the NER or

= the direct control service is a connection service provided to serve network users
at a single distribution network connection point, other than connection services
that are provided by one network service provider to another network service
provider to connect their networks where neither provider is a market network
service provider.

Therefore, components that fall within the scope of the above definition are
negotiable components.

Negotiable component criteria

ActewAGL proposal

ActewAGL did not provide comments on the AER’s proposed NCC, which is the
same as that to apply to the NSW DNSPs during the next regulatory control period.
AER conclusion

In response to a submission on the NCC provided by EnergyAustralia, the AER will
change the heading of criterion 1 from ‘national electricity market objective’ to
‘national electricity objective’.

The NCC for ActewAGL is set out in appendix B of this draft decision.
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Negotiating framework

ActewAGL proposal

ActewAGL stated that its proposed negotiating framework has been prepared in
fulfilment of its obligations under the NER and will apply to ActewAGL and any
service applicant who applies to receive a negotiable component of a direct control
service.

AER conclusion

As required by the NER, the AER approves ActewAGL’s negotiating framework to
apply for the next regulatory control period. The AER has assessed ActewAGL’s
negotiating framework and considers that the negotiating framework in appendix C of
this draft decision complies with the requirements of the NER.

Control mechanism for standard control services

ActewAGL proposal

ActewAGL has proposed to recover revenues from its standard control services under
a maximum average revenue cap. This constraint is expressed as the maximum
allowable average revenue for network services, per kWh. ActewAGL stated that this
proposed mechanism is consistent with the AER’s standard control services guideline
and the transitional chapter 6 rules relating to side constraints and overs and unders
adjustment for TUOS charges.

AER conclusion

The AER considers that ActewAGL’s proposed form of control mechanism is
compliant with the requirements of the NER and its standard control services
guideline. The proposed maximum allowable average revenue cap is the same
mechanism that was applied by the ICRC.

The AER’s consideration of ActewAGL’s building block proposal for standard
control services is detailed in the relevant building block element chapters and
appendices throughout this draft decision.

In monitoring compliance with the maximum allowable average revenue cap and side
constraints, the AER will apply the approach set out in its standard control services
guideline.

Past capital expenditure

ActewAGL proposal

ActewAGL submitted that its capex for the current regulatory control period will
exceed the ICRC’s 2004 determination allowance by $42 million ($2008-09) or

34 per cent. The majority of this overspend is attributable to additional wooden pole
related expenditure.
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AER conclusion
To assess ActewAGL’s past capex the AER:

= assessed the prudence of the expenditure decisions based on the information
available to ActewAGL at the time of the investment, and not in hindsight

= observed the approach adopted by the ICRC in ActewAGL’s distribution
determination for the current regulatory control period

= considered advice from Wilson Cook

= considered written representations made by the ICRC to ActewAGL before
1 January 2008.

Based on its review and advice from Wilson Cook, the AER considers all of
ActewAGL’s capex in the current regulatory control period to be prudent and that the
projects and programs undertaken were required, efficient and consistent with
ActewAGL’s policies and good industry practice. The AER’s decision on the past
capex to be rolled into ActewAGL’s opening RAB for 2009 is set out in table 1.

Table 1: AER conclusion on ActewAGL’s prudent past capex ($m, nominal)

2004-05 2005-06 2006-07 2007-08 2008-09 Total

Actual capex 21.7 23.4 29.5 37.8 42.7 155.0

Opening regulatory asset base

ActewAGL proposal

ActewAGL proposed an opening RAB of $593 million as at 1 July 2009. The
proposed opening RAB includes a net capex amount of $143 million for the current
regulatory control period.

Depreciation has been calculated using the average remaining life as at 30 June 2004,
assigning a standard life of 40 years to all new assets acquired since that time and
assigning a remaining life of 21.77 years to all existing assets as at 30 June 2004.
ActewAGL stated that this approach is in accordance with the approach determined
by the ICRC in the previous regulatory control period. The proposed RAB has been
reduced by depreciation ($135 million) based on the actual capex and in accordance
with the approach determined by the ICRC for the current regulatory control period.

The proposed opening RAB has also been indexed for actual inflation using the CPI,
reduced by $3.8 million for the difference between actual and estimated capex for
2003-04, and further reduced by $2.3 million representing the forecast return on the
unspent capex.

AER conclusion

Consistent with the NER, ActewAGL has proposed to roll forward its RAB,
established in the ICRC’s 2004 determination, to determine an opening RAB for the
next regulatory control period. The AER has determined ActewAGL’s opening RAB
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to be $588 million for the next regulatory control period (as at 1 July 2009). The RAB
roll forward calculations are set out in table 2.

Table 2:  ActewAGL’s opening RAB for the next regulatory control period
($m, nominal)

2004-05 2005-06 200607  2007-08*  2008—09"

Opening RAB 510.5 520.2 5323 554.1 576.6

Actual net capex” 21.7 234 29.5 37.8 30.1

CPI adjustment on opening RAB 12.2 14.2 19.4 13.4 16.0

Straight-line depreciation

(adjusted for actual CPI) -243 -25.5 -27.1 -28.6 -30.0

Closing RAB 520.2 5323 554.1 576.6 592.7

Less: difference between actual 27

and forecast capex for 2003—04 '

Less: return on difference? 1.6

Opening RAB at 1 July 2009 588.4

(a) Based on forecast 2007-08 capex. The actual capex will be updated at the time of the AER
final distribution determination.

(b) Based on estimated net capex and forecast inflation rate. The forecast inflation rate will be
updated for actual CPI at the time of the AER final distribution determination.

(©) The cash values for disposal of assets have been deducted.

(d) This relates to the difference between actual and forecast capex of $2.7 million for 1 July
2003 to 30 June 2004.

Demand forecasts

ActewAGL proposal

ActewAGL has based its load driven expenditure forecasts primarily on summer
maximum demand at the 10 per cent probability of exceedence (POE) at the zone
substation level.

ActewAGL’s energy and maximum demand forecasts for the next regulatory control
period are outlined in table 3. ActewAGL’s forecast indicates that at 10 per cent POE,
its network will transition from winter peaking to summer peaking in 2009-10.

Table 3: ActewAGL’s energy and maximum demand forecasts 2009-14

Average

2009-10 2010-11 2011-12 2012-13 2013-14 growth

2009-14

Energy sales (base) — GWh 2878 2925 2972 3018 3066 1.6%
System maximum demand 694 708 721 734 748 1.9%

(10% POE) - MVA®

Source: ActewAGL, Regulatory proposal, pp. 92-94.
(a) All values are summer maximum demands.
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AER conclusion

To assess ActewAGL's demand forecasts for the next regulatory control period, the
AER analysed the key drivers of demand and energy consumption, historical demand
trends and elements of good forecasting methodology as highlighted by the AER's
consultants.

The AER considers ActewAGL’s maximum demand forecast methodology and
forecasts are reasonable for the purposes of assessing ActewAGL’s proposed capex
and opex.

The AER considers ActewAGL’s energy forecast methodology is reasonable,
however, it considers that the forecasts should be updated to take into account the
most recent energy sales data, for calendar year 2008. Accordingly, the AER requests
that a revised energy forecast be submitted to the AER for consideration in its final
distribution determination.

Forecast capital expenditure

ActewAGL proposal

ActewAGL proposed a capex allowance totalling $278 million ($2008—-09) for the
next regulatory control period. Table 4 sets out ActewAGL’s proposed capex by
category.

Table 4:  ActewAGL’s capex proposal by category ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
Asset 20.2 215 18.9 18.8 19.3 98.6
renewal/replacement
Customer initiated 21.7 23.9 20.3 15.2 12.9 94.0
Augmentation 29.9 14.6 13.9 15.4 2.7 76.5
Reliability and
quality 0.2 0.4 0.4 0.3 0.3 1.5
improvements
Network IT systems 43 4.1 3.5 35 5.1 20.5
Capital 5.8 82 75 42 3.7 294
contributions
Non-systems assets 0.5 0.5 0.5 0.5 0.5 2.6
Corporate services 7.4 1.5 1.6 1.4 1.5 13.3
business support
Total 78.3 58.3 51.7 50.9 38.5 277.7

Source: ActewAGL, Regulatory proposal, p.126.
Note: Totals may not add up due to rounding.
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AER conclusion

In assessing ActewAGL’s forecast capex the AER reviewed:

= its governance framework, capex policies and procedures

= the methods used to develop the capex proposal, including planning processes,
demand forecasts and network planning criteria

= the need for the projects proposed in the regulatory proposal and whether the
scope, timing and costs are efficient

= the cost estimation processes employed by ActewAGL

= the deliverability of the forecast capex program.

The AER’s conclusion on the ActewAGL’s capex allowance for the next regulatory
control period is set out in section 8.7 of this draft decision.

The AER has considered ActewAGL’s proposed forecast capex allowance and for the
reasons set out in chapter 8 of this draft decision, considers that the proposed capital
projects and programs reviewed are consistent with the capex objectives in the NER.
However, the AER does not consider ActewAGL’s forecast capex allowance satisfies
the capex criterion at clause 6.5.7(c)(3) of the NER.

While the AER is satisfied that the scope of the forecast capex program is appropriate
and necessary, it considers ActewAGL’s application of input cost escalators does not
reflect a realistic expectation of the cost inputs required to achieve the capex
objectives, as required by clause 6.5.7(c). Following its review of the SKM cost
escalation methodology the AER has modified the input cost escalators used by
ActewAGL in its regulatory proposal.

After applying the amended input cost escalators, the AER considers that a forecast
capex allowance that reflects the efficient costs that a prudent operator in the
circumstances of ActewAGL would require to satisfy the capex objectives and capex
criteria in the NER is $278 million. The AER’s conclusion on ActewAGL’s forecast
capex is set out in table 5.

Table 5: AER’s conclusion on ActewAGL’s capex allowance ($Sm, 2008—09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
ActewAGL's proposed 79.9 59.8 53.5 53.0 403 286.6
net capex
AER’s adjustments to 22 16 16 18 15 85
cost escalators
AER’s capex allowance 71.7 58.2 51.9 51.2 38.9 277.9
(a) These amounts reflect an increase of $8.9 million from ActewAGL’s published

proposal due to a correction of its cost escalation calculations.
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Forecast operating expenditure

ActewAGL proposal

ActewAGL’s forecast opex for the next regulatory control period is $306 million
($2008-09), which is $81 million greater than its expected opex in the current
regulatory control period.

AER conclusion

To assess ActewAGL’s forecast opex allowance, the AER:

= considered ActewAGL’s regulatory proposal and additional supporting
information

= reviewed ActewAGL’s planning procedures, policies and forecasting methods and

their application to forecast projects and programs

= considered technical advice from Wilson Cook as independent engineering
consultants

= considered the opex program and forecast allowance in the context of the
objectives and criteria of the NER.

The AER has considered ActewAGL’s forecast total opex of $306 million
($2008-09) and for the reasons outlined in chapter 9 of this decision is not satisfied
that the total opex forecast proposed by ActewAGL reasonably reflects the opex
criteria in the NER, taking into account the opex factors. In drawing this conclusion
the AER has had regard to the opex factors set out in the NER.

After considering the advice of Wilson Cook, and undertaking its own analysis

of ActewAGL’s proposed opex, the AER has applied a reduction of $9.5 million to
ActewAGL’s proposed opex. This represents a reduction of around 3 per cent of
ActewAGL’s proposed opex of $306 million and results in a revised forecast opex
allowance of $296 million.

This revised estimate represents the AER’s estimate of the total opex costs that a
prudent operator in the circumstances of ActewAGL would require to achieve the
opex objectives specified in the NER. The AER is satisfied that the revised total
forecast opex of $296 million over the next regulatory control period, reasonably
reflects the opex criteria, taking into account the opex factors. This is shown by opex
category in table 6.
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Table 6: AER’s conclusion on ActewAGL’s total opex allowance ($m, 2008-09)

2009-10  2010-11  2011-12  2012-13  2013-14 Total

ActewAGL proposed opex

g;’;lfo“able 52.9 53.9 55.0 56.8 568 2753

UNFT 4.0 4.1 4.2 43 4.4 20.9

Debt raising 0.3 0.4 0.4 0.4 0.4 1.8

Self insurance® 1.5 1.5 1.5 1.5 1.5 7.5
Total opex 58.7 59.9 61.0 63.0 63.0 305.5
AER revised opex

ch’:fouable 52.7 53.4 54.3 55.9 55.6 271.9

UNFT 39 4.0 4.1 4.2 4.3 20.7

Debt raising 0.3 0.3 0.4 0.4 0.4 1.8

Self insurance” 0.3 0.3 0.3 0.3 0.3 1.7
Total opex 573 58.2 59.1 60.8 60.6 296.0
Note: Totals may not add up due to rounding.
(a) Based on allocation for standard control services.

Estimated corporate income tax

ActewAGL proposal

ActewAGL proposed an allowance for tax that was calculated by the post tax revenue
model (PTRM), which calculates a tax allowance in accordance with the methodology
set out in the NER. It should be noted that the allowance for tax is an output of the
PTRM rather than an input to be specified or proposed by the regulated business.

ActewAGL proposed an opening tax asset base derived in a manner consistent with
the AER’s preferred approach set out in its issues paper on the transition from pre—tax
to post—tax.

AER conclusion

The AER has assessed each of the inputs to the PTRM that are used to calculate the
expected cost of corporate income tax in accordance with the NER. The AER
considers that ActewAGL’s proposed tax remaining and tax standard lives are
appropriate. The AER also considers ActewAGL’s proposed tax asset base of

$473 million appropriate and reasonable. Using these inputs, the AER has used the
PTRM to calculate the allowance for corporate income tax presented in table 7.
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Table 7: AER’s conclusion on ActewAGL’s corporate income tax allowance
($m, nominal)

2009-10 2010-11 2011-12 2012-13 2013-14 Total

Tax allowance 5.1 6.0 6.2 59 6.1 29.1

Depreciation

ActewAGL proposal

ActewAGL proposed to continue using the straight-line approach to calculating
depreciation in the PTRM. It proposed the regulatory depreciation allowance set out
in table 8.

Table 8: ActewAGL’s proposed depreciation allowance ($m, nominal)

2009-10 2010-11 2011-12 2012-13 2013-14

Regulatory depreciation 14.8 16.0 17.3 18.6 20.0

Source: ActewAGL, Regulatory proposal, p. 218.

ActewAGL aggregated its RAB value into a single asset category in the PTRM and
applied a single remaining and standard asset life.

Under this approach, ActewAGL’s forecast capex incurred over the next regulatory
control period is included in the RAB as a single asset category. ActewAGL stated
that splitting the RAB into asset classes in the PTRM and assigning them remaining
lives that were not used when the assets were first included in the RAB, would be
inconsistent with the NER.

AER conclusion

The AER has assessed each of the proposed asset life inputs to the PTRM that are
used to calculate the regulatory depreciation allowance in accordance with the NER.
It does not consider ActewAGL’s proposed depreciation schedules comply with the
NER and therefore has not approved the schedules.

While the AER accepts ActewAGL’s approach to depreciate its opening RAB
(existing assets) within the single asset category based on the proposed remaining life,
the AER considers it appropriate to include a more detailed breakdown of
ActewAGL’s forecast capex (new assets). ActewAGL has provided the asset classes
and standard lives which will apply to its forecast capex from the next regulatory
control period onwards. The AER has reviewed these asset classes and standard lives
and considers them to be reasonable.

On the basis of these approved asset lives, opening RAB and forecast capex
allowance, the AER has determined ActewAGL’s regulatory depreciation allowance
for the next regulatory control period in accordance with the NER, as set out in
table 9.
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Table 9: AER’s conclusion on regulatory depreciation allowance ($m, nominal)

2009-10  2010-11 2011-12  2012-13 2013-14 Total

Regulatory depreciation

14.5 16.2 17.7 19.3 21.1 88.8
allowance

Cost of capital

ActewAGL proposal

In estimating the WACC for its regulatory proposal, ActewAGL has used the values
for the WACC parameters set out in the NER. For the purposes of its regulatory
proposal ActewAGL has calculated a nominal vanilla WACC of 10.70 per cent.

AER conclusion

For this draft decision, the AER has determined a nominal vanilla WACC of 9.82 per
cent for ActewAGL. The WACC is less than that proposed by ActewAGL due to the
decline in the risk-free rate and debt risk premium since ActewAGL submitted its
regulatory proposal.

Table 10 outlines the WACC parameter values for this draft decision. The AER will
update the nominal risk-free rate and debt risk premium, based on the agreed
averaging period, and the expected inflation rate at a time closer to its final
distribution determination.

Table 10: AER’s conclusion on ActewAGL’s WACC parameters

Parameter ActewAGL’s proposal AER’s conclusion
Risk—free rate (nominal) 6.27% 5.46%
Risk—free rate (real) 3.67% 2.84%
Expected inflation rate 2.51% 2.55%
Debt risk premium 3.38% 3.27%
Market risk premium 6.00% 6.00%
Gearing 60% 60%
Equity beta 1.00 1.00
Nominal pre—tax return on debt 9.65% 8.73%
Nominal post—tax return on equity 12.27% 11.46%
Nominal vanilla WACC 10.70% 9.82%
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Service target performance incentive arrangements

ActewAGL proposal

ActewAGL has acknowledged that the details of the service performance data
collection process would be settled following the publication of the AER’s national
distribution service target performance incentive scheme (STPIS). At the time of
lodgement of ActewAGL’s regulatory proposal on 2 June 2008, the national
distribution STPIS had not been published. ActewAGL submitted that, in developing
its regulatory proposal, it assumed that the information requirements of the final
national distribution STPIS would be similar to those set out in the proposed national
distribution STPIS published in April 2008. ActewAGL has proposed that any
significant changes to the national distribution STPIS occurring after the date it
submitted it regulatory proposal to the AER, which have cost impacts, could be
addressed in response to the AER’s draft distribution determination, or through
ActewAGL’s proposed ‘transitional period’ pass through event mechanism.

ActewAGL has submitted that it expects to incur additional costs to establish new
systems and processes, during the next regulatory control period, to prepare for the
introduction of the national distribution STPIS from 2014. ActewAGL has included
forecast capex and opex amounts in its regulatory proposal to establish these systems
and processes.

AER conclusion

In consultation with ActewAGL, the AER has developed service performance data
reporting requirements for the next regulatory control period. As foreshadowed in the
AER’s final decision on STPIS arrangements for the ACT and NSW determinations,
the data reporting requirements have been aligned with the requirements of the
national distribution STPIS, published on 26 June 2008.

In accordance with the NER, the AER will collect and monitor ActewAGL’s service
performance data during the next regulatory control period. Revenue will not be
placed at risk under the data collection process during this period.

In implementing the data reporting requirement, the AER expects to accumulate a
sufficient data series to allow the application of the national distribution STPIS to
ActewAGL from 1 July 2014. The application of the national distribution STPIS for
the 2014—19 regulatory control period for ActewAGL will be the subject of
consultation under the framework and approach process, prior to the 2014 distribution
determination.

Efficiency benefit sharing scheme

ActewAGL proposal

ActewAGL has proposed to exclude self insurance costs, debt raising cost, costs of
approved pass throughs, and the utilities network facilities tax payable to the ACT
Government from the operation of the EBSS.
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ActewAGL did not propose a method for adjusting forecast opex for EBSS purposes
to account for any difference between forecast demand growth and actual demand
growth during the next regulatory control period.

AER conclusion

The AER will apply the EBSS released in February 2008 to ActewAGL for the next
regulatory control period. Recognising ActewAGL’s view that to form a relationship
between demand growth and opex would be a complex task, the AER will not adjust
the EBSS for the consequences of changes in demand growth for ActewAGL for the
next regulatory control period.

The following opex cost categories will be excluded from the operation of the EBSS
for the next regulatory control period:

= debt raising costs

= self insurance costs

® insurance costs

" superannuation costs

= the utilities network facilities tax payable to the ACT Government
= non—network alternatives.

These are in addition to the costs of pass through events which are directly excluded
by the EBSS.

Demand management incentive scheme

ActewAGL proposal

ActewAGL did not comment on the application of the original demand management
innovation allowance (DMIA) in its regulatory proposal. It stated that it would
provide its proposal in relation to the application of a DMIA in its annual pricing
submission, in accordance with the requirements set out in the AER’s final decision
on the demand management incentive scheme.

AER conclusion

The AER’s draft decision, subject to the agreement of ActewAGL (as the affected
DNSP), is to substitute the original DMIA with a replacement DMIA, published
concurrently with this draft decision. Under the replacement DMIA, ActewAGL will
have its forecast opex increased by $100 000 in each year of the next regulatory
control period.
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Pass through arrangements

ActewAGL proposal

ActewAGL proposed that, in addition to the four defined events in the NER, the
following five events be included as pass through events:

* amajor natural disaster event

= atransitional period event

* asmart meter event

= an input price event

= asupply curtailment event.

AER conclusion

The AER considers that ActewAGL’s proposed major natural disaster event meets the
AER’s assessment criteria for nominated pass through events and therefore the AER
accepts ActewAGL’s proposal.

The AER considers that the following events do not meet the AER’s assessment
criteria for nominated pass through events and therefore the AER does not accept
ActewAGL’s proposals in relation to:

= a transitional period event

= asmart meter event

* an input price event

= asupply curtailment event.

Building block revenue requirement

ActewAGL proposal

A description of ActewAGL’s calculation of annual revenue requirements and X
factors is in chapter 12 of its regulatory proposal. These calculations are contained in
the completed PTRM submitted as attachment 8 of its proposal and are summarised in
table 11.
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Table 11: ActewAGL’s proposed annual revenue requirements and X factors

($m nominal)

2008-09 2009-10 2010-11 2011-12 201213 2013-14
Regulatory depreciation 14.8 16.0 17.3 18.6 20.0
Return on capital 63.4 70.8 75.9 80.2 84.5
Tax allowance 55 6.4 6.7 6.4 6.7
Operating expenditure 60.2 62.9 65.7 69.4 71.4
Annual revenue 144.0 156.1 165.5 174.7 182.5
requirements
Energy sales (MWh) 2834932 2878338 2925120 2971701 3018337 3066270
Revenue yield (¢/kWh) 4.09 5.05 5.28 5.52 5.77 6.03
Expected revenues 116.0 145.3 154.4 164.0 174.2 185.1
Forecast CPI (%) 2.51 2.51 2.51 2.51 2.51
X factors® (%) -20.37 —2.00 —2.00 -2.00 -2.00
Source: ActewAGL PTRM.
(a) Negative values for X indicate real price increases under the CPI-X formula.

AER conclusion

The AER’s draft decision results in a total revenue requirement over the next
regulatory control period of $779 million as set out in table 12, compared to
$823 million proposed by ActewAGL. The main reasons for this difference reflect:

= updated WACC parameters

= minor reductions to opex and capex reflecting escalation reductions

= correction of errors which are discussed in this draft decision.
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Table 12: AER’s conclusion on ActewAGL’s annual revenue requirements and

X factors ($m nominal)

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14
dR:I;gr‘élgg"t‘gn 14.5 16.2 17.7 193 21.1
Return on capital 57.8 64.5 69.1 73.1 76.9
Tax allowance 5.1 6.0 6.2 59 6.1
Operating expenditure 58.8 61.2 63.7 67.2 68.8
ig‘;‘;raelngf:“e 136.2 147.8 156.7 165.5 172.8
Energy sales (MWh) 2834932 2878338 2925120 2971701 3018337 3066270
é‘jﬁf{}ﬁ;‘ yield 4.09 478 5.00 5.23 5.47 5.72
Expected revenues 116.0 137.5 146.1 1553 165.0 175.3
Forecast CPI (%) 2.55 2.55 2.55 2.55 2.55
X factors® (%) -13.82 —2.00 -2.00 —2.00 -2.00
Source: PTRM.
(a) Negative values for X indicate real price increases under the CPI-X formula.

Alternative control services

ActewAGL proposal

Consistent with the approach applied by the ICRC, ActewAGL has proposed a

revenue allowance based on a building block analysis, with maximum allowable
revenues to be escalated each year by CPI. The revenue allowance for alternative
control services will be established based on the rolled forward value of the relevant
metering assets, and an analysis of costs associated with providing the services.

AER conclusion

The AER is satisfied that ActewAGL has satisfied its obligation to apply and
demonstrate compliance with the control mechanism set out in the AER’s statement
on control mechanisms for alternative control services.

The AER has decided to approve a maximum allowed revenue for ActewAGL of

$40 million for alternative control services for the next regulatory control period. This
revenue will be recovered through a Py adjustment in 2009-10 of 31.34 per cent and
allowed revenues adjusted in line with CPI each year for the remainder of the
regulatory control period. ActewAGL’s maximum allowed revenue for alternative
control services is set out in table 13.
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Table 13: AER’s draft decision on maximum allowed revenue — alternative control

services ($m)

2009-10  2010-11 2011-12 201213 2013-14
Unsmoothed revenue requirement 7.5 7.7 8.1 8.2 8.7
Smoothed revenue requirement 7.6 7.8 8.0 8.2 8.4
X factor (%) -31.34 0.00 0.00 0.00 0.00
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1 Introduction

1.1 Background

Under the National Electricity Law (NEL) and the National Electricity Rules (NER),
the Australian Energy Regulator (AER) is responsible for the economic regulation of
certain electricity distribution services provided by distribution network service
providers (DNSPs) in the National Electricity Market (NEM).

The Independent Competition and Regulatory Commission (ICRC) made
ActewAGL’s current price direction for a five year period from 1 July 2004 to

30 June 2009 (the current regulatory control period) under the National Electricity
Code, which has been replaced by the NER. ActewAGL Distribution (ActewAGL) is
the owner and operator of the electricity distribution network in the Australian Capital
Territory (ACT).

The AER has made this draft decision and determination according to the relevant
transitional provisions within chapter 11 the NER (the transitional chapter 6 rules).
The AER’s principal task is to set the building block revenues that a DNSP can
recover from the provision of direct control services for 1 July 2009 to 30 June 2014
(the next regulatory control period).

Through its distribution determination, the AER is required to provide ActewAGL
with the opportunity to recover sufficient revenues to meet the efficient costs of
providing its direct control services and complying with regulatory obligations.

On 2 June 2008 ActewAGL submitted to the AER its regulatory proposal and its
proposed negotiating framework for the next regulatory control period. On 27 June
2008 the AER published these and its proposed negotiable component criteria for
ActewAGL.

1.1.1 National Electricity Law

The NEL sets out the functions and powers of the AER, including its role as the
economic regulator of utilities operating in the NEM. Section 16 of the NEL states
that when performing or exercising a regulatory function or power, the AER must do
so in a manner that will or is likely to contribute to the achievement of the national
electricity objective. The national electricity objective is:

...to promote efficient investment in, and efficient operation and use of,
electricity services for the long term interests of consumers of electricity with
respect to

(a) price, quality, reliability and security of supply of electricity; and

(b) the reliability, safety and security of the national electricity system.

Further, the NEL specifies that in performing or exercising its regulatory functions or
powers, the AER must ensure that the regulated distribution system operator to which
the determination applies and any affected registered participant be:

=  informed of material issues under the AER’s consideration




given a reasonable opportunity to make submissions in respect of that
determination before it is made.

Section 16 of the NEL also specifies revenue and pricing principles that the AER
must take into account in making a distribution determination in relation to direct
control network services. These principles are:

(2) A regulated network service provider should be provided with a

(€))

“

(&)

(6)

O]

reasonable opportunity to recover at least the efficient costs the operator
incurs in-

(a) providing direct control network services; and

(b) complying with a regulatory obligation or requirement or making a
regulatory payment.

A regulated network service provider should be provided with effective
incentives in order to promote economic efficiency with respect to direct
control network services the operator provides. The economic efficiency
that should be promoted includes-

(a) efficient investment in a distribution system or transmission system
with which the operator provides direct control network services;
and

(b) the efficient provision of electricity network services; and

(c) the efficient use of the distribution system or transmission system
with which the operator provides direct control network services.

Regard should be had to the regulatory asset base with respect to a
distribution system or transmission system adopted-

(a) 1in any previous-

(1) as the case requires, distribution determination or transmission
determination; or

(i) determination or decision under the National Electricity Code
or jurisdictional electricity legislation regulating the revenue
earned, or prices charged, by a person providing services by
means of that distribution system or transmission system; or

(b) in the Rules.

A price or charge for the provision of a direct control network service
should allow for a return commensurate with the regulatory and
commercial risks involved in providing the direct control network
service to which that price or charge relates.

Regard should be had to the economic costs and risks of the potential for
under and over investment by a regulated network service provider in, as
the case requires, a distribution system or transmission system with
which the operator provides direct control network services.

Regard should be had to the economic costs and risks of the potential for
under and over utilisation of a distribution system or transmission
system with which a regulated network service provider provides direct
control network services.”

2
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1.1.2 National Electricity Rules

The transitional chapter 6 rules set out provisions the AER must apply in exercising
its regulatory functions and powers for electricity distribution networks in the ACT
and NSW for the next regulatory control period. In particular, the AER must make a
distribution determination for ActewAGL that includes a:

= building block determination in respect of standard control services
= determination in respect of alternative control services
= determination relating to the negotiating framework for direct control services

= determination specifying the negotiable component criteria for direct control
services.

Building block determination

Clause 6.3.2 of the transitional chapter 6 rules requires a building block determination
specify for a regulatory control period the following matters:

= the DNSP’s annual revenue requirement for each regulatory year of the regulatory
control period

= appropriate methods for the indexation of the regulatory asset base

* how any applicable efficiency benefit sharing scheme, service target performance
incentive scheme, or demand management incentive scheme are to apply to the
DNSP

= the commencement and length of the regulatory control period
* any amounts, values or inputs on which the building block determination is based.

Negotiating framework determination

A negotiating framework applies to circumstances where a person seeks to vary the
normal terms and conditions relating to the supply of negotiable components of direct
control services. Clause 6.7A.3 of the transitional chapter 6 rules states that a
determination relating to the negotiating framework of a DNSP must set out
requirements that are to be complied with in respect of the preparation, replacement,
application and operation of a DNSP’s negotiating framework.

Clause 6.7A.5 requires that a DNSP must prepare a negotiating framework setting out
the procedure to be followed during negotiations between the DNSP and any person
who wishes to be provided with a negotiable component from the DNSP, as to the
terms and conditions of access for the provision of a negotiable component.

Negotiable component criteria

The negotiable component criteria must give effect to and be consistent with the
negotiable component principles set out in clause 6.7A.1 of the transitional chapter 6
rules.




Under clause 6.7A.4 of the transitional chapter 6 rules the AER’s determination on
the negotiable component criteria must set out the criteria that the DNSP must apply
in negotiating the terms and conditions of access including:

= the variations to the prices that are to be charged for the provision of the
negotiable component of the direct control service concerned by the DNSP for the
relevant regulatory control period

= any access charges which are negotiated by the DNSP during that regulatory
control period.

The negotiable component criteria also must include criteria, which the AER will
apply in resolving an access dispute, between the DNSP and a person who wishes to
be provided with a negotiable component, in relation to terms and conditions of
access including:’

= the variation of the prices that are to be charged for the provision of the negotiable
component of the direct control service concerned by the DNSP

= any access charges that are to be paid to or by the DNSP.

1.2 Transitional arrangements

The timing of the changes to the NEL and NER, establishing a national framework for
the economic regulation of distribution services, has required that transitional
arrangements be included for the ACT and NSW DNSPs. The transitional
arrangements have been established in the form of an appendix to chapter 11 of the
NER specifying the form in which chapter 6 applies to NSW and the ACT for the next
regulatory control period.

1.3 Review process

The AER has reviewed ActewAGL’s regulatory proposal and proposed negotiating
framework in accordance with the review process outlined in part E of the transitional
chapter 6 rules. To date, this process has involved:

= Pre—consultation—the AER consulted with ActewAGL about the development of
the regulatory information notice, pro forma templates and guidelines.

= Cost allocation method—in March 2008 the AER assessed and approved
ActewAGL’s cost allocation method under clause 6.15.8 of the transitional
chapter 6 rules.

= Proposal—ActewAGL submitted its regulatory proposal and proposed negotiating
framework to the AER on 2 June 2008. The AER assessed ActewAGL’s proposal
against the transitional chapter 6 rules and the AER’s transitional guidelines.

=  Public consultation—The AER published ActewAGL’s regulatory proposal,
proposed negotiating framework and the AER’s proposed negotiable component
criteria for ActewAGL on 27 June 2008. It called for interested parties to make

Transitional chapter 6 rules, clause 6.7A.4.




submissions. The AER also held a roundtable on ActewAGL’s proposal on
29 July 2008, where ActewAGL and interested parties made presentations.

Submissions—the AER received one submission, from Energy Market Reform
Group (EMRF), directly relating to ActewAGL’s regulatory proposal or the
AER’s proposed negotiable component criteria for ActewAGL.

Assessment by technical experts—the AER engaged Wilson Cook to advise it on
a number of aspects of ActewAGL’s regulatory proposal.

Wilson Cook has provided its advice to the AER on these matters, representing its
independent views based on its assessment of ActewAGL’s regulatory proposal.
The AER has considered this advice in making its draft distribution determination.
The terms of reference guiding Wilson Cook’s review are set out in appendix A of
volume 1 of its report.

Additional technical advice—the AER engaged Energy and Management Services
(EMS) to provide the AER with technical and engineering advice throughout the
review process. EMS assisted the AER in reviewing the technical aspects of
material contained in ActewAGL’s proposal, submissions and Wilson Cook’s
report.

Other specialist advice—the AER engaged Econtech to provide a forecast of ACT
and NSW labour costs growth relevant to electricity distribution businesses.

ActewAGL provided additional information and clarification to the AER and its
consultant following submission of the regulatory proposal.

1.4 Structure of draft decision

The AER’s consideration of ActewAGL’s regulatory proposal and proposed
negotiating framework together with the negotiable component criteria to apply to
ActewAGL, is set out as follows:

chapters 2 to 4 address the classification of services, arrangements for negotiation
and control mechanism for standard control services

chapters 5 to 12 relate to key elements of the building block calculation
chapters 13 to 16 set out relevant schemes and pass through arrangements

chapter 17 sets out the annual building block revenue requirements for the next
regulatory control period

chapter 18 sets out the control mechanism and AER’s review of alternative control
services.




1.5 Overview of the ACT electricity network

ActewAGL’s distribution network delivers electricity to around 156 000 customers in
the ACT. The network is supplied by TransGrid’s Canberra and Queanbeyan bulk
supply points.* Figure 1.1 shows ActewAGL’s network.

The network comprises 11 zone substations, 2 switching stations, 4700 km of line
assets, 4700 transformers and around 53 000 distribution poles. Approximately 50 per
cent of ActewAGL’s network by line length, is underground.’ Of the overhead
network assets, a significant proportion are reticulated through suburban backyards,
rather than street fronts. ActewAGL noted that historically, ACT planning approaches
have meant that low voltage reticulation must run along rear property boundaries
rather than on street verges as is normal practice elsewhere.

Figure 1.1 Map of ActewAGL network
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4 ActewAGL, ActewAGL Distribution Determination 2009-14: Regulatory proposal to the
Australian Energy Regulator, June 2008, p. 9.

ActewAGL, Regulatory proposal, p. 10.

ActewAGL, Regulatory proposal, p. 17.




2 Classification of services

2.1 Introduction

A distribution service is a service provided by means of, or in connection with a
distribution network, together with the connection assets, which is connected to
another transmission or distribution system. There are three classes of distribution
services—direct control services; negotiated distribution services and unregulated
distribution services.

This chapter sets out the AER’s proposed classification of ActewAGL’s distribution
services for the next regulatory control period.

2.2 Regulatory requirements

2.2.1 Classification of services

Clause 6.2.3C of the transitional chapter 6 rules specifies the classification of services
that the AER is to apply—based on the ICRC’s classification that applies in the
current regulatory control period.

Direct control services

Standard control services

For ActewAGL, the ICRC’s prescribed distribution services are deemed to be direct
control services and further classified as standard control services for the next
regulatory control period under clause 6.2.3.C(a) of the transitional chapter 6 rules.
Consequently, all distribution services provided by ActewAGL, with the exception of
the provision of and servicing of meters for customers consuming less than 160
megawatt hours per annum are deemed to be standard control services.

The AER may vary this classification by agreement with ActewAGL as part of its
distribution determination under clause 6.2.3C(c) of the transitional chapter 6 rules.

Alternative control services

For the next regulatory control period, clause 6.2.3C(b) deems alterative control
services in the ACT to be the same as the ICRC’s excluded distribution services,
namely, the provision of and servicing of meters for customers consuming fewer than
160 megawatt hours per annum including: meter testing, reading and checking;
processing of metering data; and provision of non-standard meters.

The AER may vary this classification by agreement with ActewAGL as part of its
distribution determination under clause 6.2.3C(c) of the transitional chapter 6 rules.
Negotiated distribution services

Chapter 10 of the NER provides that a negotiated distribution service is a distribution
service that is a negotiated network service within the meaning of section 2C of the
NEL. Negotiated network service is defined in the NEL as follows:

A negotiated network service is an electricity network service-




(a) thatis not a direct control network service; and
(b) that-
(i) the Rules specify as a negotiated network service; or

(i) if the Rules do not do so, the AER specifies as a negotiated
network service in a distribution determination or transmission
determination.

Clause 6.2.3C of the transitional chapter 6 rules does not include any deeming of
distribution services as negotiated distribution services.

Unregulated distribution services

A distribution service that is not classified as a direct control service or a negotiated
distribution service is classified as an unregulated distribution service.

Clause 6.2.3C of the transitional chapter 6 rules does not include any deeming of
distribution services as unregulated distribution services.

2.2.2 Assigning customers to tariff classes

Under clause 6.12.1(17) of the transitional chapter 6 rules the AER must make a
decision on the procedures for assigning and re-assigning customers to tariff classes
for direct control services.

A DNSP is required to set out tariff classes as part of its pricing proposal that is
submitted after the publication of the distribution determination under clause 6.18.2 of
the transitional chapter 6 rules. Clause 6.18.3 of the transitional chapter 6 rules
provides that separate tariff classes are constituted for customers who are supplied
with standard control services and alternative control services with regard to the need
to group customers together on an economically efficient basis and the need to avoid
unnecessary transaction costs.

Clause 6.18.4 of the transitional chapter 6 rules outlines the principles that the AER
must have regard to when formulating procedures for the assignment or re-assignment
of customers to tariff classes. These are:

(a) ...

(1)  customers should be assigned to tariff classes on the basis of one or
more of the following factors:

@) the nature and extent of their usage

(i1) the nature of their connection to the network

(iii) whether remotely—read interval metering or other similar
metering technology has been installed at the customer’s

premises as a result of a regulatory obligation or requirement

(2)  customers with a similar connection and usage profile should be treated
on an equal basis;




(3) however, customers with micro—generation facilities should be treated
no less favourably than customers without such facilities but with a
similar load profile;

(4) a Distribution Network Service Provider’s decision to assign a
customer to a particular tariff class, or to re—assign a customer from
one tariff class to another should be subject to an effective system of
assessment and review.’

2.3 ActewAGL proposal

ActewAGL’s distribution services comprise:

= gstandard control services, which include all network use and connection services
except the alternative control services

= alternative control services, which comprise the provision and servicing of all
meters for customers consuming fewer than 160 MWh per annum

= unregulated services, which include street lighting, training and contestable
metering services.

ActewAGL does not provide any services that are classified as negotiated services.®

ActewAGL has not proposed any reclassification of direct control services. However,
ActewAGL has distinguished between the provision of metering data to retailers from
the provision of metering services to small customers. ActewAGL submitted that
provision of metering data to retailers is a standard control service while provision of
metering to small customers is an alternative control service.’

2.4 Issues and AER considerations

2.4.1 Classification of services

The AER does not propose to vary the deemed classification of services as set out in
clause 6.2.3C of the transitional chapter 6 rules. However, in classifying services as
alternative control services the AER has considered ActewAGL’s interpretation of
metering data processing. The AER considers ActewAGL’s interpretation reflects the
current arrangements in the ACT, and is also supported by the definition of small
customers in the NEL. '

The AER accepts ActewAGL’s distinction between processing of small customers’
raw data and provision of metering data to retailers. The provision of metering data to
retailers is classified as a standard control service and the provision of metering
services to small customers is an alternative control service.

Transitional chapter 6 rules, clause 6.18.4.

ActewAGL, Regulatory proposal, p. 5.

ActewAGL, Regulatory proposal, p. 249.

10 NEL, section 16;

Electricity Act 1996 (SA), section 4;

Electricity (General) Regulations 1997 (SA), regulation 4B — each customer whose annual
electricity consumption level for a connection point is less than 160 MWh is classified as a small
customer in relation to electricity supply to the customer through the connection point.




The AER notes that ActewAGL has not classified any services as negotiated
distribution services in the next regulatory control period and that it also provides
some services that are not regulated under the NER (unregulated services).

24.2 Assigning customers to tariff classes

The AER notes clause 6.12.1(17) of the transitional chapter 6 rules requires it to make
a decision on the procedures for assigning or re-assigning customers to tariff classes
as part of its distribution determination. There is no requirement on DNSPs to propose
such procedures and consequently the AER must develop the required procedures.

Clause 6.18.4 sets out the principles that the AER must have regard to in formulating
procedures for the assignment of customers to tariff classes. The AER, having regard
to the principles in clause 6.18.4, proposes the following procedures that ActewAGL
is required to follow when assigning customers or re—assigning customers to tariff
classes:

Assignment of existing customers to tariff classes at the commencement of the next
regulatory control period

1. Each customer who was a customer of ActewAGL immediately prior tol July
2009, and who continues to be a customer of ActewAGL as at 1 July 2009, will
be taken to be assigned to the tariff class which ActewAGL was charging that
customer immediately prior to 1 July 2009.

Assignment of new customers to a tariff class during the next regulatory control period

2. If, after 1 July 2009, ActewAGL becomes aware that a person will become a
customer of ActewAGL, then ActewAGL must determine the tariff class to
which the new customer will be assigned.

3. In determining the tariff class to which a customer or potential customer will be
assigned, or re-assigned, in accordance with section 2 or 5, ActewAGL must
take into account one or more of the following factors:

®  the nature and extent of the customer’s usage
®  the nature of the customer’s connection to the network

®  whether remotely—read interval metering or other similar metering
technology has been installed at the customer’s premises as a result of a
regulatory obligation or requirement.

4.  In addition to the requirements under section 3 ActewAGL, when assigning a
customer to a tariff class, must ensure the following:
a. that customers with similar connection and usage profiles are treated equally
b. that customers which have micro—generation facilities are not treated less
favourably than customers with similar load profiles without such facilities.
Re-assignment of existing customers to another existing tariff during the next regulatory
control period

5.  If ActewAGL believes that an existing customer’s load characteristics or
connection characteristics (or both) have changed such that it is no longer
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10.

1.

12.

13.

appropriate for that customer to be assigned to the tariff class to which the
customer is currently assigned or a customer no longer has the same or
materially similar load or connection characteristics as other customers on the
customer’s existing tariff, then ActewAGL may re-assign that customer to
another tariff class.

ActewAGL must notify the customer concerned in writing of the tariff class to
which the customer will be re-assigned, prior to the re-assignment occurring.
The notice must include advice that the customer may request further
information from ActewAGL, may object to the proposed re-assignment and, if
the customer objects to the proposed re-assignment and that objection is not
resolved to the satisfaction of the customer, the customer or ActewAGL may
request the AER to decide which of ActewAGL’s tariff classes the customer
should be assigned to.

If, in response to a notice issued in accordance with section 6, ActewAGL
receives a request for further information from a customer, ActewAGL must
reconsider the proposed re-assignment, taking into consideration the factors in
section 3 above, and notify the customer in writing of its decision and the
reasons for that decision.

If, in response to a notice issued in accordance with section 6, a customer makes
an objection to ActewAGL about the proposed re-assignment, ActewAGL must
reconsider the proposed re-assignment, taking into consideration the factors in
section 3 above, and notify the customer in writing of its decision and the
reasons for that decision.

If the AER received a request in accordance with section 6, then it must decide
which of ActewAGL’s tariff classes the customer should be assigned to, taking
into account one or more of the following factors:

® the nature and extent of the customer's usage
® the nature of the customer’s connection to the network

®  whether remotely—read interval metering or other similar metering
technology has been installed at the customer’s premises as a result of a
regulatory obligation or requirement.

As soon as practicable after being requested to do so by the AER, ActewAGL
must provide to the AER a statement setting out which tariff class a particular
customer or group of customers has been assigned to and the reasons for
ActewAGL’s decision.

The AER must notify the customer and ActewAGL in writing of its decision
and the date from which its decision should be applied.

If the AER does not give a written notice under section 11 within 30 business
days of receiving the relevant request under section 6 or within such further
period that the AER may decide, then the AER is to be regarded as having
decided that the customer giving the relevant request under section 6 should not
be reassigned.

ActewAGL must comply with a decision by the AER under section 9 and 11 in
relation to a customer.

11



System of assessment and review of the basis on which a customer is charged

14.  Where the charging parameters for a particular tariff result in a basis of charge
that varies according to the customer’s usage or load profile, ActewAGL must
set out in its pricing proposal a method of how it will review and assess the
basis on which a customer is charged.

15. If the AER considers that the method provided under section 14 does not
provide for an effective system of assessment and review of the basis on which
a customer is charged, the AER may request additional information or request
that ActewAGL revise and resubmit a revised method.

16. If the AER considers the method provided in accordance with section 14 is
reasonable it will approve that method by notice in writing to ActewAGL.

2.4.3 AER conclusion

The AER accepts ActewAGL’s proposed classification of services. The provision of
metering data to retailers is classified as a standard control service and not an
alternative control service. Alternative control services only include the provision of
metering services for small customers.

The AER provisions for the procedures for assigning customers to tariff classes, based
on the principles in clause 6.18.4 of the transitional chapter 6 rules, are set out in
appendix A of this draft decision.

12



2.5 AER draft decision

In accordance with clause 6.12.1(1) of the transitional chapter 6 rules the AER
decides that the following classification of services will apply to ActewAGL for the
next regulatory control period:

a distribution service provided by ActewAGL that was previously determined by
the ICRC to be a prescribed distribution service (for the purposes of the current
regulatory control period) is deemed to be classified as a direct control service and
further classified as a standard control service. Hence, all distribution services
provided by ActewAGL (with the exception of those services related to metering
as discussed in section 2.4.1 of the draft decision) are classified as standard
control services

a distribution service provided by ActewAGL that was previously classified as an
excluded service by the ICRC (for the purposes of the current regulatory control
period) is also deemed to be classified as a direct control service and further
classified as an alternative control service. The provision of and service of meters
for customers consuming below 160MWh per annum is classified as an alternative
control service

there are no services classified as negotiated distribution services

ActewAGL provides the following unregulated services: street lighting; training;
and contestable metering services.

In accordance with clause 6.12.1(17) of the transitional chapter 6 rules the AER
decides the procedures for assigning customers to tariff classes or reassigning
customers from one tariff class to another are specified in appendix A of the draft
decision.
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3 Arrangements for negotiation

3.1 Introduction

This chapter sets out the AER’s draft decisions regarding the arrangements facilitating
negotiation for certain ActewAGL distribution services for the next regulatory control
period. It sets out the regulatory requirements, proposals, and AER’s considerations
and conclusions on:

= those services, or components of services, which are to be classified as negotiable
components during the next regulatory control period

= the negotiable component criteria
= the negotiating framework to apply to negotiable components.

A negotiated distribution service for the purposes of the NER is defined as a
distribution service that is a negotiated network service under section 2C of the NEL.
In turn, section 2C of the NEL provides that a negotiated network service is a service
that is not a direct control service and that the NER specify as a negotiated network
service or, if the NER does not do so, that the AER specifies as a negotiated network
service in its distribution determination.

There are currently no negotiated distribution services in the ACT. However, clause
6.2.7A of the transitional chapter 6 rules provides that the control mechanism for
direct control services for ACT and NSW DNSPs may include negotiable components
to be regulated under part DA of the transitional chapter 6 rules. Part DA is a
transitional provision and only applies for the next regulatory control period for ACT
and NSW DNSPs. Any negotiable components of direct control services will not be
applicable in subsequent regulatory control periods. Future classification of services
will be governed by the AER’s likely approach in its framework and approach paper
which must be prepared in anticipation of each distribution determination under
general chapter 6 of the NER.

3.2 Negotiable components

3.2.1 Regulatory requirements

The AER may include in its distribution determination a decision that one or more
components of the provider’s direct control services are negotiable components
(clause 6.7A of the transitional chapter 6 rules). The AER must make a decision on
which, if any, components of direct control services are negotiable components as part
of its distribution determination under clause 6.12.1(16A) of the transitional chapter 6
rules.

Negotiable components are described in clause 6.7A(b) of the transitional chapter 6
rules as:

... anegotiable component may be a particular component of the direct
control service or may relate to the terms or conditions on which a direct
control service or a component of a direct control service is provided.
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If the AER decides that one or more components of direct control services provided
by a DNSP are negotiable components then the provisions set out in clause
6.7A.1-6.7A.6 of the transitional chapter 6 rules will have effect.'' These provisions
cover:

= principles relating to access to negotiable components

= determination of terms and conditions of access for negotiable components
= negotiating framework determination

= negotiable component criteria determination

= preparation of and requirements for negotiating framework

= confidential information.

3.2.2 ActewAGL proposal

ActewAGL did not propose any negotiable components of direct control services. It
stated that there is only limited scope for negotiation in relation to direct control
services and that it is often difficult to define in advance which components will be
negotiable. However, ActewAGL proposed a definition using examples to assist in
identifying negotiable components of direct control services, rather than specifically
identifying negotiable components.

ActewAGL suggested that a negotiable component of a direct control service should
be any component (or terms and conditions on which that component is provided)
where some variability can be applied to the provision of the direct control service
without interfering with a DNSP’s ability to comply with any regulatory obligation or
requirement of the NER."?

ActewAGL provided the following examples of possible negotiable components:*

= Jocation of a substation to support customer load

= Jocation of a customer’s connection to ActewAGL’s distribution network

= voltage level or capacity of a customer’s connection

= distribution access charges for embedded generators

= any increase (or decrease) in the security or reliability of the shared distribution
service requested by a customer in excess of that which would otherwise be

provided at the customer’s point of supply

= provision of standby network connections capacity (often applicable to embedded
generation projects)

Transitional chapter 6 rules, clause 6.7A(d).
ActewAGL, Regulatory proposal, chapter 14.
ActewAGL, Regulatory proposal, pp. 246-247.
ActewAGL, Regulatory proposal, pp. 246-247.
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= special aesthetic requirements in relation to ActewAGL network equipment
= non-standard substation configuration or use of non-standard equipment.

3.2.3 Submissions

The AER called for submissions on ActewAGL’s definition and list of examples as
part of its Explanatory Statement and Issues Paper."> No relevant submissions were
received.

3.2.4 Issues and AER considerations

Clause 6.12.1(16A) of the transitional chapter 6 rules requires the AER to decide
which, if any, components of direct control services are negotiable components.

In considering the examples of possible negotiable components provided by
ActewAGL, the AER has also considered ActewAGL’s claim that the circumstances
of the service provision will influence whether or not a particular component of the
service may be considered a negotiable component. The AER accepts that differing
circumstances may mean that a service component could be treated as negotiable for
one customer but not for others.

The AER also notes that ActewAGL has not identified any specific negotiable
components of direct control services which they intend to provide during the next
regulatory control period.

Given the difficulty of identifying specific negotiable components that are universally
applicable to ActewAGL’s customers the AER considers it is not appropriate to
specify any particular components of direct control services as negotiable
components. However, the AER considers that it is appropriate to define negotiable
components of a direct control services in order that ActewAGL and its customers
have a means by which they can identify negotiable components on a case—by—case
basis. The AER considers that this will provide flexibility by allowing negotiation to
take place in relation to these types of services (which would not have otherwise
occurred). It is envisaged that only sophisticated customers of ActewAGL would seek
to negotiate for services which would be considered to be negotiable components of
direct control services. Such negotiations are only likely to occur in a small number of
circumstances and only in relation to a small element of the total service. The AER
would expect the definition of negotiable components of direct control services to
cover requests made by customers for aesthetic reasons or convenience. '®

In developing a definition for negotiable components of direct control services, the
AER acknowledges that it is important that a negotiable component does not interfere
with a DNSP’s ability to comply with any regulatory obligation or requirement of the
NER. It is also envisaged that if there are concerns regarding threats to reliability,

AER, Call for submissions: Proposed negotiable component criteria for ACT and NSW
distribution network service providers; Proposed negotiated distribution service criteria for
EnergyAustralia, Explanatory statement and issues paper, Canberra, June 2008.

Examples of possible points of negotiation could include a customer seeking a variation to the
location of a substation required to support the customer’s load, the voltage level at which the
connection is made and the provision of alternative supply connections.
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safety or security for other network customers posed by a proposed negotiable
component then those concerns will need to be assessed.

The AER also notes that the transitional chapter 6 rules regarding negotiable
components will cease at the end of the next regulatory control period, and at that
time those services will either have to be reclassified as negotiated services or will
remain as direct control services not subject to negotiation.

3.2.5 AER conclusion

The AER has decided not to specify any particular components of ActewAGL’s direct
control services as negotiable components for the next regulatory control period.
However, the AER has decided to define a negotiable component of a direct control
service as any component of a direct control service (or the terms and conditions on
which that direct control service or component are provided) where:

= the direct control service exceeds the network performance requirements which
the direct control service is required to meet under any jurisdictional electricity
legislation

= the direct control service, except to the extent of any prescribed requirements of
jurisdictional electricity legislation, exceeds or does not meet the network
performance requirements (whether as to quality or quantity) as set out in
schedule 5.1a or 5.1 of the NER or

= the direct control service is a connection service provided to serve network users
at a single distribution network connection point, other than connection services
that are provided by one network service provider to another network service
provider to connect their networks where neither provider is a market network
service provider.

Therefore, components that fall within the scope of the above definition, are
negotiable components. This approach to defining a negotiable component of a direct
control service is based on a definition proposed by Integral Energy in its regulatory
proposal for its NSW distribution determination.'” The AER considers that this
definition is consistent with the examples of possible negotiable components provided
by ActewAGL and can be used to provide a framework under which the NSW and
ACT DNSPs can operate.

3.3 Negotiable component criteria

3.3.1 Regulatory requirements

The AER may, if relevant, make a decision on the negotiable component criteria
(NCC) as part of its distribution determination under clause 6.12.1(16B). The NCC
sets out the criteria that are to be applied by the DNSP in negotiating the terms and
conditions of access for negotiable components, including variations to the prices that

7" Integral Energy, Regulatory proposal to the Australian Energy Regulator 2009 to 2014 —

delivering efficient and sustainable network services, 2 June 2008, Appendix H, section 1.3.
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are to be charged for certain direct control services and any access charges which are
negotiated by the provider during the regulatory control period.'®

The NCC will also be used by the AER in resolving any access dispute between a
DNSP and a person wishing to be provided with a negotiable component in relation to
the terms and conditions of access including the variation of the prices that are to be
charged for the provision of the negotiable component of the direct control service
and any access charges that are to be paid to or by the provider."’

3.3.2 AER proposed negotiable component criteria

The AER has developed its proposed NCC based on the principles set out in clause
6.7A.1 of the transitional chapter 6 rules and has developed criteria that give effect to
and that are consistent with those principles in accordance with clauses 6.7A.4(b) of
the transitional chapter 6 rules. The AER has also included an additional criterion that
promotes the achievement of the national electricity objective (see criterion 1 of the
proposed NCC).**

In accordance with clauses 6.9.3(a) and 6.9.3(b) of the transitional chapter 6 rules, the
AER published its proposed NCC and an issues paper in June 2008.?'

3.3.3 Issues and AER considerations

The AER received a submission from EnergyAustralia in response to the AER’s
proposed NCC. EnergyAustralia proposed that the heading for criterion 1 should be
renamed the ‘national electricity objective’.”? The AER’s analysis of
EnergyAustralia’s submission can be found in the AER’s draft distribution
determination for the NSW DNSPs.* The AER considers that this analysis is
applicable to any NCC for ActewAGL.

3.3.4 AER conclusion

In light of EnergyAustralia’s submission, the AER will change the heading of
criterion 1 from ‘national electricity market objective’ to ‘national electricity
objective’.

The NCC for ActewAGL is set out in appendix B.

3.4 Negotiating framework

3.4.1 Regulatory requirements

The AER must make a decision on any negotiating framework that is to apply as part
of its distribution determination under clause 6.12.1(15) of the transitional chapter 6
rules. Under clause 6.12.3(g) of the transitional chapter 6 rules, the AER must

Transitional chapter 6 rules, clause 6.7A.4(a)(1).

Transitional chapter 6 rules, clause 6.7A.4(a)(2).

2% AER, Call for submissions: NCC and NDSC, p. 14.

21 AER, Call for submissions: NCC and NDSC, p. 15.

EnergyAustralia, Response to AER’s request for submissions on AER proposed NCC and NDSC,
8 August 2006, p. 3.

2 AER, NSW distribution determination 2009-10 to 2013-14, Draft decision, Canberra,
November 2008.
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approve a proposed negotiating framework if it is satisfied that it adequately complies
with the requirements of Part DA.

The AER must set out the reasons for its decision to approve, or refuse to approve, the
DNSP’s proposed negotiating framework.”* The AER’s determination relating to the
DNSP’s negotiating framework must set out any requirements that are to be complied
with in respect of the preparation, replacement, application or operation of the
DNSP’s negotiating framework.” If the AER’s decision is to refuse to approve the
DNSP’s proposed negotiating framework in its final decision, it must include an
amended negotiating framework in its final determination. Any amendments made by
the AER must be based on the DNSP’s proposed negotiating framework and amended
only to the extent necessary to enable it to be approved in accordance with the
transitional chapter 6 rules.?

DNSP proposal

In accordance with clause 6.8.2(c)(8) of the transitional chapter 6 rules, a DNSP must
submit a negotiating framework if it proposes negotiable components of direct control
services as part of its regulatory proposal. Clause 6.7A.5(b) of the transitional chapter
6 rules requires that a DNSP’s negotiating framework must comply with the
applicable requirements of its distribution determination and the minimum
requirements for a negotiating framework set out in clause 6.7A.5(c) of the
transitional chapter 6 rules.

AER negotiating framework determination

The AER will assess the DNSP’s proposed negotiating framework to ascertain
whether it satisfies the following minimum requirements:*’

(1) arequirement for the provider and a Service Applicant to negotiate in
good faith the terms and conditions of access to a negotiable component; and

(2) arequirement for the provider to provide all such commercial
information a Service Applicant may reasonably require to enable that
applicant to engage in effective negotiation with the provider for the
provision of the negotiable component, including the cost information
described in subparagraph (3); and

(3) arequirement for the provider:

(i)  to identify and inform a Service Applicant of the reasonable costs
and/or the increase or decrease in costs (as appropriate) of providing
the negotiable component; and

(i) to demonstrate to a Service Applicant that the charges for
providing the negotiable component reflect those costs and/or the cost
increment or decrement (as appropriate); and

(iii) to have appropriate arrangements for assessment and review of
the charges and the basis on which they are made;

24
25
26
27

Transitional chapter 6 rules, clause 6.12.2(4).
Transitional chapter 6 rules, clause 6.7A.3.

Transitional chapter 6 rules, clause 6.12.3(h).
Transitional chapter 6 rules, clause 6.7A.5(c).

19



Note:

If (for example) a charge, or an element of a charge, is based on a customer’s
actual or assumed maximum demand, the assessment and review
arrangements should allow for a change to the basis of the charge so that it
more closely reflects the customer's load profile where a reduction or
increase in maximum demand has been demonstrated.

(4) arequirement for a Service Applicant to provide all commercial
information the provider may reasonably require to enable the provider to
engage in effective negotiation with that applicant for the provision of the
negotiable component; and

(5) arequirement that negotiations with a Service Applicant for the
provision of the negotiable component be commenced and finalised within
specified periods and a requirement that each party to the negotiations must
make reasonable endeavours to adhere to the specified time limits; and

(6) aprocess for dispute resolution which provides that all disputes as to
the terms and conditions of access for the provision of negotiable components
are to be dealt with in accordance with the relevant provisions of the Law and
the Rules for dispute resolution; and

(7) the arrangements for payment by a Service Applicant of the provider's
reasonable direct expenses incurred in processing the application to provide
the negotiable component; and

(8) arequirement that the Distribution Network Service Provider determine
the potential impact on other Distribution Network Users of the provision of
the negotiable component; and

(9) arequirement that the Distribution Network Service Provider must
notify and consult with any affected Distribution Network Users and ensure
that the provision of negotiable components does not result in non-
compliance with obligations in relation to other Distribution Network Users
under the Rules; and

(10) a requirement that the Distribution Network Service Provider publish
the results of negotiations on its website.

3.4.2 ActewAGL proposed negotiating framework

ActewAGL has submitted its proposed negotiating framework for negotiable
components of direct control services.*®

ActewAGL’s proposed negotiating framework would apply to ActewAGL and any
service applicant who has made an application in writing for a negotiable component
of a direct control service.”” Any service applicant should apply and comply with the
requirements of the negotiating framework. The requirements of the negotiating
framework are additional to any requirements of clauses 5.3, 5.4A and 5.5 and chapter
6 and chapter 6A of the NER and if any inconsistencies exist, the requirements of the
NER prevail.*” The negotiating framework also requires that both parties involved in

28
29

ActewAGL, Regulatory proposal, attachment 9.
ActewAGL, Proposed negotiating framework for negotiable components of direct control
services: 2009-14 regulatory control period, clause 2.1, p. 1.

3 ActewAGL, Proposed negotiating framework, clause 2.4, p. 2.
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the negotiating process should negotiate, in good faith, the terms and conditions of
access for the negotiable component.*’

The proposed negotiating framework contains clauses that allow the provision of
commercial information to both parties to facilitate effective negotiation and also
contains safeguards for confidential information and disclosure by consent.

ActewAGL’s proposed negotiating framework also requires it to provide a reasonable
estimate of the costs of providing the negotiable component and demonstrate how the
charges reflect those costs, including any increases or decreases. It also provides
arrangements for assessment and review of charges and the basis of the charges.**

The timeframes for commencing, progressing and finalising the negotiation are set out
in the negotiating framework.>> The proposed timeframes can be modified with the
agreement of both parties. The negotiating framework states that once an application
is received from a service applicant both parties must use their reasonable endeavours
to adhere to the proposed timeframes.>®

The stated timeframes do not commence until the service applicant has paid the
application fee. In addition, the timeframes can recommence if there is a material
change in nature of the negotiable component sought.>’

The application fee is not specified in the negotiating framework although it states
that the application fee will be deducted from the reasonable costs incurred by
ActewAGL in processing the application for the negotiable component.*® ActewAGL
may issue the service applicant with a notice setting out the reasonable costs incurred
and requesting payment of amounts above the application fee.*® Within 20 business
days, the service applicant is required to pay ActewAGL any amount requested in the
notice.*® Further, ActewAGL may require the service applicant to enter into a binding
agreement regarding the payment of ongoing costs.*'

ActewAGL’s proposed negotiating framework includes an obligation to determine the
potential impact on other network users and notify and consult with any affected
network users to ensure that the provision of negotiable components does not result in
non—compliance with other obligations.** It also refers to the relevant dispute
resolution mechanisms™® and ActewAGL’s obligation to publish results of
negotiations on its website.**
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ActewAGL, Proposed negotiating framework, clause 3.1, p. 2.
ActewAGL, Proposed negotiating framework, clauses 5-7, pp. 4-8.
ActewAGL, Proposed negotiating framework, clause 7.1, p. 7.
ActewAGL, Proposed negotiating framework, clause 8.1, p. 8.
ActewAGL, Proposed negotiating framework, clause 4.4, table 4.1 p. 4.
ActewAGL, Proposed negotiating framework, clause 4.4, pp. 2-3.
ActewAGL, Proposed negotiating framework, clause 4.5, p. 4.
ActewAGL, Proposed negotiating framework, clause 12, p. 10.
ActewAGL, Proposed negotiating framework, clause 12.3, p. 10.
ActewAGL, Proposed negotiating framework, clause 12.4, p. 10.
ActewAGL, Proposed negotiating framework, clause 12.5, p. 10.
ActewAGL, Proposed negotiating framework, clause 9, p. 8.
ActewAGL, Proposed negotiating framework, clause 11, p. 9.
ActewAGL, Proposed negotiating framework, clause 15, p. 12.
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3.4.3 AER considerations

The AER notes that ActewAGL’s proposed negotiating framework contains the
requirements set out in clause 6.7A.5(c) of the transitional chapter 6 rules.

The AER notes that the distribution determination must set out the requirements that
are to be complied with in respect of the preparation, replacement, application or
operation of a DNSP’s negotiating framework. *

The AER considers that ActewAGL has prepared its proposed negotiating framework
in accordance with the requirements of clause 6.7A.5 of the transitional chapter 6
rules and that the proposed application or operation of the framework is also in
accordance with clause 6.7A.5.

However, the transitional chapter 6 rules do not explicitly state how or when a DNSP
should prepare or replace its negotiating framework. In absence of a specific rule, the
AER considers that a DNSP’s negotiating framework will apply for the duration of
the regulatory control period to which the distribution determination relates. The
preparation of the negotiating framework for 2014-2019 regulatory control period
must be undertaken in accordance with the framework and approach processes for that
regulatory control period.

3.4.4 AER conclusion

As required by clause 6.12.3(g) of the transitional chapter 6 rules, the AER approves
ActewAGL’s negotiating framework to apply for the next regulatory control period.
The AER has assessed ActewAGL’s negotiating framework and considers that the
negotiating framework in appendix C of this draft decision complies with the
requirements of Part DA of the transitional chapter 6 rules.

* Transitional chapter 6 rules, clause 6.7A.3.
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3.5 AER draft decision

In accordance with clauses 6.12.1(15) and 6.7A.3 of the transitional chapter 6 rules
the AER decides the negotiating framework in appendix C of the draft decision is to
apply to ActewAGL for the next regulatory control period. The preparation of the
negotiating framework for 2014-2019 regulatory control period must be undertaken
in accordance with the framework and approach processes for that regulatory control
period.

In accordance with clauses 6.12.1(16A) and 6.7A of the transitional chapter 6 rules
the AER decides the components of ActewAGL’s direct control services which are
negotiable components are any component of a direct control service (or the terms
and conditions on which that direct control service or component are provided) where:

= the direct control service exceeds the network performance requirements which
the direct control service is required to meet under any jurisdictional electricity
legislation

= the direct control service, except to the extent of any prescribed requirements of
jurisdictional electricity legislation, exceeds or does not meet the network
performance requirements (whether as to quality or quantity) as set out in
schedule 5.1a or schedule 5.1 of the NER or

= the direct control service is a connection service provided to serve network users
at a single distribution network connection point, other than connection services
that are provided by one network service provider to another network service
provider to connect their networks where neither provider is a market network
service provider.

In accordance with clauses 6.12.1(16B) and 6.7.4(a) of the transitional chapter 6 rules
the AER decides the NCC for ActewAGL is at appendix B of the draft decision.
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4 Control mechanism for standard control
services

4.1 Introduction

A distribution determination imposes controls over the prices, and/or revenues, that
ActewAGL may recover from providing direct control services. Direct control
services are categorised as either standard control services or alternative control
services. Classification of ActewAGL’s direct control services is discussed in chapter
2 of this draft decision.

The AER has published guidelines under clause 6.2.8(a)(2) of the transitional
chapter 6 rules setting out the control mechanisms it proposes to apply to
ActewAGL’s direct control services for the next regulatory control period. For
ActewAGL’s standard control services this mechanism is a maximum average
revenue cap. This chapter discusses how this mechanism will be applied and sets out
how the AER will determine compliance with this mechanism during the next
regulatory control period.

The control mechanism and assessment of ActewAGL’s proposal regarding
alternative control services is considered in chapter 18 of this draft decision.

4.2 Regulatory requirements

Clause 6.12.1 of the transitional chapter 6 rules requires the AER to make the
following constituent decisions which are related to the form of control mechanism
for standard control services:

= adecision on the control mechanism (including the X factor) for standard control
services (clause 6.12.1(11))

= adecision on how compliance with the relevant control mechanism is to be
demonstrated (clause 6.12.1(13))

= adecision on how the DNSP is to report to the AER on its recovery of
transmission use of service (TUOS) charges for each regulatory year and
adjustments to prices in subsequent years to account for TUOS over or under-
recoveries (clause 6.12.1(19)).

For standard control services, clause 6.2.6(a) of the transitional chapter 6 rules
requires that the control mechanism must be of the prospective CPI minus X form, or
some incentive—based variant of that form, in accordance with the building block
approach.

Clause 6.2.5(c1)(2) of the transitional chapter 6 rules provides that the control
mechanism for ActewAGL’s standard control services must be substantially the same
as the control mechanism determined by the ICRC for the current regulatory control
period (the ICRC control mechanism). The ICRC control mechanism is based on the
prospective CPI minus X form and the objectives and principles outlined in the
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National Electricity Code. The ICRC control mechanism is a maximum average
revenue cap.

The AER published a guideline for standard control services (the standard control
services guideline) that sets out the operation of the maximum average revenue cap
mechanism to apply to ActewAGL’s standard control services during the next
regulatory control period.*® This mechanism is substantially the same as the ICRC
control mechanism, with the following exceptions:

» The AER will apply a side constraint formula to each tariff class*’, as required
under clause 6.18.6 of the transitional chapter 6 rules.

= In assessing compliance with the side constraint, the AER will disregard the
recovery of revenue to accommodate the pass through of charges for TUOS
services to customers.

The AER may allow adjustments to this formula to recognise any demand
management incentive and/or service target performance incentive schemes.

The standard control services guideline is not binding on the AER or ActewAGL,
however, if the AER’s distribution determination is not in accordance with the
guideline it must state the reasons for its departure.**

4.3 ActewAGL proposal

ActewAGL has proposed to recover revenues from its standard control services under
a maximum average revenue cap.”’ This constraint is expressed as the maximum
allowable average revenue for network services, per kWh. ActewAGL stated that this
proposed mechanism is consistent with the AER’s standard control services guideline
and the transitional rules relating to side constraints and overs and unders adjustment
for TUOS charges.”

ActewAGL proposed to demonstrate compliance with the maximum allowable
average revenue in each financial year (e.g. 2009-10) through the following steps:

*  multiply the maximum allowable average revenue for that particular year by total
kWh sales in the previous calendar year (e.g. 2008) to derive a total revenue cap

* make adjustments to this total revenue cap to:

4 AER, Guideline on control mechanisms for direct control services for the ACT and NSW 2009

distribution determinations, February 2008.

The standard control service guideline was written using terminology from ICRC, Final decision -
Investigation into prices for electricity distribution services in the ACT (March 2004). The
terminology used in this chapter reflects the terminology used in the NER. For example,
references in this chapter to ‘side constraints for tariff classes’ equates to the concept of ‘side
constraints to the distribution component of individual network tariffs” which is used in the
standard control service guideline.

Transitional chapter 6 rules, clause 6.2.8(c).

ActewAGL, Regulatory proposal, p. 239.

ActewAGL, Regulatory proposal, p. 5.
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®  deduct revenues from regulated miscellaneous standard control services
(calculated by applying prices for the next financial year to the sales quantities
from the previous calendar year)

® adjust for any under and over recoveries of the Utilities Network Facilities Tax
(UNFT) with respect to forecast tax payable for the next financial year

= propose prices for standard control services for the next financial year, which,
when multiplied by sales volumes in the previous calendar year, must not result in
notional revenues exceeding the adjusted total revenue cap.

ActewAGL proposed to report TUOS under and over recoveries on an annual basis to
the AER. It stated the revenue will be calculated on the basis of the proportion of
TUOS to total network prices. For any given year (e.g. 2010-11) ActewAGL
proposed to make adjustments to TUOS in each prospective year (e.g. 2011-12) to
reflect under or over recoveries of the previous year (e.g. 2009-10).

Where historical data is required in the above calculations, ActewAGL proposed to
use independent data which can be verified.”!

4.4 AER considerations

Maximum allowable average revenue cap

The AER notes that ActewAGL has proposed a constraint on maximum average
revenue. The AER considers this to be substantially the same mechanism as that
applied by the ICRC and therefore consistent with clause 6.2.5(c1)(2) and the AER’s
standard control services guideline. The AER considers that some amendments to the
expression of the mechanism are required which are explained below.

To distinguish this form of control from the term maximum allowed revenue (MAR)
as used in transmission, the AER will use the term ‘maximum allowable average
revenue’ (MAAR) to describe this constraint in this draft decision.>

The control mechanism to be implemented by the AER is a MAAR (expressed as
cents per kilowatt hour) adjusted according to the following formula:

MAAR, = MAAR,, x(1+CPIl)x(1-X,)
Where:

= MAARy, is the maximum allowable average revenue for the previous regulatory
year

= CPI means the all groups index number for the weighted average of eight capital
cities as published by the Australia Bureau of Statistics (ABS), or if the ABS does
not or ceases to publish the index, then CPI will mean an index which the AER

51
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ActewAGL, Regulatory proposal, p. 239.
Note this terminology represents a departure from the AER’s standard control services guideline,
however the meaning in the guideline is retained.
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considers is the best estimate of the index. CPI is determined from the following
formula:

_ CPI March(t-2) + CPI June(t-2) + CPI Sept(t-1) + CPI Dec(t-1) _
CPI March(t-3) + CPI June(t-3) + CPI Sept(t-2) + CPI Dec(t-2)

CPI,

= Xtis the X factor value for regulatory year t, specified in table 17.5 of this draft
decision.

The formula for adjusting the MAAR differs slightly from the expression used by the
ICRC and the AER’s standard control services guideline by:

= recognising X values as negative amounts in accordance with the ‘CPI minus X’
expression required under clause 6.2.6 of the transitional chapter 6 rules
(previously was expressed as (CPI+X))

= incorporating X in a multiplicative sense i.e. (1+CPI)*(1-X), as per standard
regulatory practice and consistent with the form envisaged in the application of
side constraints under clause 6.18.6 of the transitional chapter 6 rules (was
previously expressed as (1+CPI-X)).

The AER notes that these changes are not substantive and are also consistent with
ActewAGL’s proposed calculation of X factors in its PTRM.

To determine compliance with the MAAR for standard control services the AER will
assess ActewAGL’s proposed tariffs for all standard control services based on the
formula as applied by the ICRC and replicated in the AER’s standard control services
guideline.”® However, the AER notes that the tariffs for standard control services need
to include the revenues received from miscellaneous services as intended by the ICRC
and proposed by ActewAGL.>* The miscellaneous standard control services are
described in appendix D of this draft decision.

Regarding approved pass through amounts, the AER notes that the ICRC explicitly
excluded consideration of these amounts when assessing compliance with the control
mechanism, but did not specify how these would be taken into account when new
tariffs were proposed.™ In this context the AER considers that the control mechanism
should incorporate a minor amendment to recognise pass through amounts, as well as
miscellaneous services revenue, as per the following formula:

D" p! 0" +MSR, £ pass through,
MAAR, >

Kilowatt hours transported  ,

Where:

33 ICRC, Final decision, pp. 132.

3 ICRC, Draft decision— Investigation into prices for electricity distribution services in the ACT,
November 2003, pp. 113-114.

> ICRC, Final decision, p. 139.
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= ! is the price for each tariff component for standard control services (excluding
miscellaneous services) proposed for regulatory year t (e.g. 2009-10)

= ' represents sales quantities for standard control services (excluding

miscellaneous services) sold by ActewAGL in the previous calendar year t-1
(e.g. 2008) that correspond to the proposed tariff components

= irepresents individual tariff components of a total of n components across all
tariffs

= kilowatt hours transported;.; are the amounts of energy for the previous calendar
year delivered by ActewAGL for standard control services

=  MSR; is miscellaneous services revenue, calculated by multiplying the proposed
miscellaneous services charges for regulatory year t with the quantities of these
services sold in the previous calendar year

= pass through; represents approved pass through amounts relating to regulatory
year t as determined by the AER in accordance with clause 6.6.1 of the
transitional chapter 6 rules and chapter 16 of this draft decision.

The AER considers that the addition of miscellaneous services revenue and pass
through amounts does not substantively change the control mechanism applied by the
ICRC and is a more explicit recognition of the adjustments that need to be considered
when proposing and assessing tariffs for each regulatory year. The revised expression
also represents the same compliance calculation envisaged by ActewAGL.>®

Recovery of transmission use of system costs

Clause 6.18.7 of the transitional chapter 6 rules allows each DNSP to recover its
actual transmission related payments, through TUOS charges. Transmission related
payments include:

= transmission charges paid to TNSPs for use of transmission system
= avoided TUOS paid to embedded generators

= payments made to another DNSP for use of its network,

and are net of transmission settlement residue payments.>’

TUOS charges are based on a forecast of the transmission related payments for each
year, as well as a pass through of any under or over recovery of charges for the
previous regulatory year.’® Because the amount of any under or over recovery for a
particular year is not known at the time prices for the following year are set, there is
typically a lag of one year in correcting for this difference. For example, where there
is a difference between the forecast and actual transmission related payments,
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ActewAGL, Regulatory proposal, pp. 239-240
AER, Guideline on control mechanisms ACT and NSW, appendix B, p. 12.
Transitional chapter 6 rules, clause 6.18.7(b).
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resulting in an over or under recovery of TUOS charges for year t-2, DNSPs will only
be able to recover or return this amount when setting prices for year t.

ActewAGL is not currently subject to an overs and unders adjustment for TUOS.
Unders and overs will be monitored from the commencement of the next regulatory
control period. Given the two year time lag, the first overs and unders adjustments for
ActewAGL will occur in settling prices for year 3 of the next regulatory control
period.”® The reporting and administration of unders and overs balances is detailed in
appendix E of this decision and reflects AER’s decision to use only actual (and not
estimated) data on under or over-recoveries.®

Recovery of Utilities Network Facilities Tax

ActewAGL proposed that where a difference between the forecast UNFT liability and
the actual tax paid to the ACT Government occurred in a regulatory year, the net
amount of any difference should be incorporated into expected revenues for the next
regulatory year when determining compliance with the control mechanism.®' The
AER considers that the transitional chapter 6 rules do not allow for the adjustment
proposed by ACTEWAGL and hence does not accept ActewAGL’s proposal. The
AER’s reasons are given in chapter 9 of this draft decision.

Use of historical sales quantity data

ActewAGL stated that while the data used to determine the total energy sales for a
particular calendar year was not audited it was independent data that could be
verified. The AER’s final decision relating to the standard control services guideline
states that in determining compliance with side constraints and the control mechanism
for standard control services audited quantity data is required.®* However, should a
DNSP verify the quality of their unaudited quantity data in writing to the AER, then
the AER may accept unaudited quantity data. The AER considered that where a
DNSP provided an audit of relevant internal procedures or a statement that
demonstrated internal quality assurance processes were sufficient in place of audited
quantities it may be willing to accept unaudited quantity data.®

The AER asked ActewAGL to provide further information regarding the
independence of its energy sales data. ActewAGL advised the AER that:**

=  ActewAGL’s Meter Asset Management Plan (MAMP) (NEMMCO approved)
describes how ActewAGL tests the accuracy of the meters. NEMMCO will be
undertaking annual audits for ActewAGL meter provider accreditation in
accordance with the service level agreement. ActewAGL expects the first of these
annual audits in 2009. ActewAGL has already had two MAMP audits

= interval meters record consumption data every half hour. Interval metering data is
downloaded directly onto a handheld computer so there is little room for human
error (nearly half the ACT load is measured using interval meters see below)
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AER, Guidelines on control mechanisms ACT and NSW, appendix B, p. 12.
AER, Guidelines on control mechanisms ACT and NSW, appendix B, p. 12.
ActewAGL, Regulatory proposal, p. 242.

AER, Guidelines on control mechanisms ACT and NSW, appendix A, p. 11.
AER, Guidelines on control mechanisms ACT and NSW, appendix A, p. 11.
8 ActewAGL, email from ActewAGL to AER, 14 October 2008.
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= residential accumulation meters are read quarterly and commercial accumulation
meters are read monthly. Each time the meter is read, the total throughput of
energy through the meter is recorded. The previous meter reading is deducted
from the latest meter reading to calculate the energy consumed over the period.
Any error in one month (or quarter) would be rectified in the next month (or
quarter)

= all readings (accumulation and interval) undergo a rigorous validation process in
accordance with the National Metrology Procedure part B

= for franchise customers with accumulation meters, ActewAGL uses billing data
from ActewAGL Retail. The retail billing system is subject to independent
external audit/checking processes. ActewAGL's electricity, water and gas meters
are read concurrently. ActewAGL uses the ActewAGL Retail Gentrack system for
premise and site management and for read route management.

In these circumstances, the AER is satisfied that ActewAGL has demonstrated that its
internal quality assurance processes are sufficient (in place of audited quantities) and
the AER is willing to accept unaudited quantity data.

Where ActewAGL proposes new tariffs for which there are no historical sales
quantities (as otherwise required when demonstrating compliance with the MAAR in
each year) ActewAGL will be required to provide best estimates of sales quantities in
accordance with appendix F of this draft decision.

Side constraints

Clause 6.18.6(b) of the transitional chapter 6 rules provides that the expected
weighted average revenue to be raised from a tariff class for a particular year of a
regulatory control period must not exceed the previous year’s weighted average
revenue by more than the permissible percentage. The permissible percentage is
defined in clause 6.18.6(c) of the transitional chapter 6 rules as the greater of:

1.  CPI-X limitation on any increase in the DNSP’s expected weighted average
revenue between the two years plus 2%; or

2. CPIplus 2%.

In determining compliance with the side constraint the AER must disregard:

= the recovery of revenue to accommodate a variation to the distribution
determination under clauses 6.6 and 6.13 of the transitional chapter 6 rules®

= the recovery of revenue to accommodate pass through of charges for TUOS
services to customers. *°

The side constraint formula applicable to ActewAGL is outlined in appendix A of the
AER’s standard control guideline.®” The side constraint formula applicable to each
tariff class of standard control services is as follows:®®

% Clause 6.6 relates to cost pass throughs, service target performance incentive scheme and demand

management incentive scheme and clause 6.13 relates to revocation and substitution of a
distribution determination for wrong information or error.

5 Transitional chapter 6 rules, clause 6.18.6(d).
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! <(1+ACPI)xL, k=1,...,m.

Where: The tariff class has up to m components:
di is the proposed price for component K of the tariff class for year t

d,”" s the price charged by the DNSP for component k of the tariff in year
t-1

is the audited/verifiable quantity of component k of the tariff that was
charged by the DNSP in year t-2

Lt is the permissible real percentage change in the expected weighted
average revenue of a tariff class from year t-1 to year t of the
regulatory control period, being the greater of (1 — X)x(1 +2%) or
(1 +2%), as per clause 6.18.6(c) of the transitional chapter 6 rules

ACPI means the number derived from the application of the following

formula:
ACPI = CPI Marehct - 2) + CPI sunet - 2) + CPI september(t — 1) + CP pecembert - 1 1
CPI March(t - 3) + CPI June(t - 3) + CPI September (t — 2) + CPI December (t — 2)

Where:

CPI means the all groups index number for the weighted average of eight
capital cities as published by the Australia Bureau of Statistics (ABS), or if the
ABS does not or ceases to publish the index, then CPI will mean an index
which the AER considers is the best estimate of the index

CPI (month),(yeary means the CPI for the quarter and the year indicated.

Changes to tariff structure—compliance with the MAAR

If ActewAGL changes any of its tariffs, introduces new tariffs or moves customers
between tariffs, it will be necessary for ActewAGL to use a reasonable estimate of
sales quantities for the purposes of demonstrating compliance with the MAAR
constraint. This is necessary because audited historical sales quantity data will not be
available at the time the MAAR constraint is calculated. The requirement for
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AER, Guidelines on control mechanisms ACT and NSW, appendix A, p. 10.

AER, Guidelines on control mechanisms ACT and NSW. appendix A, p. 10. The guideline was
written using terminology from ICRC, Final decision. The terminology used in the equations for
this decision reflects the terminology used in the NER.
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demonstrating compliance with the MAAR is set out in appendix F of this draft
decision.

45 AER conclusion

The AER considers that ActewAGL’s proposed form of control mechanism is
compliant with the relevant NER requirements and its standard control services
guideline. The proposed maximum allowable average revenue cap is the same
mechanism that was applied by the ICRC.

In monitoring compliance with the maximum allowable average revenue cap and side
constraints the AER will apply the approach set out in its standard control services
guideline and appendix F of this draft decision.

4.6 AER draft decision

In accordance with clause 6.12.1(11) of the transitional chapter 6 rules the AER
decides that the control mechanism for standard control services is a maximum
allowable average revenue (expressed as cents per kilowatt hour) for each regulatory
year represented by the following formula:

MAAR, =MAAR , x(1+CPI)x(1-X,)
Where:
= MAAR, is the maximum allowable average revenue for the previous year

= CPI means the all groups index number for the weighted average of eight capital
cities as published by the Australia Bureau of Statistics, or if the Australia Bureau
of Statistics does not or ceases to publish the index, then CPI will mean an index
which the AER considers is the best estimate of the index. CPI is determined from
the following formula:

CPI March(t-2) + CPI June(t-2) + CPI Sept(t-1) + CPI Dec(t-1) 1

CPIl ., =
CPI March(t-3) T CPI Junet=3) T CPI sept(t-2) T CPI Dec(t-2)

®

= X, are the X factor amounts as determined by the AER in table 17.5 of the draft
decision.

In accordance with clause 6.12.1(11) of the transitional chapter 6 rules the AER
decides that the side constraint formula applicable to ActewAGL is:

= <(1+ACPl)x L, k=1,...,m
m
3 i«
k=1
Where: The tariff class has up to m components:
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dli is the proposed price for component k of the tariff class for year t

d," is the price charged by the DNSP for component k of the tariff in
year t—1

g, is the audited/verifiable quantity of component k of the tariff that
was charged by the DNSP in year t-2

Lt is the permissible real percentage change in the expected weighted
average revenue of a tariff class from year t-1 to year t of the
regulatory control period, being the greater of (1 — X)x(1 +2%) or

(1 +2%), as per clause 6.18.6(c) of the transitional chapter 6 rules

ACPI means the number derived from the application of the following

formula:
ACP| = CPI March(t — 2) + CPI June(t - 2) + CPI September(t — 1) + CPI December (t — 1) 1
CPI March(t — 3) + CPI June(t - 3) + CPI September (t — 2) + CPI December(t — 2)

Where:

CPI means the all groups index number for the weighted average of
eight capital cities as published by the Australia Bureau of Statistics
(ABS), or if the ABS does not or ceases to publish the index, then CPI
will mean an index which the AER considers is the best estimate of the
index

CPI (month),(yeary means the CPI for the quarter and the year indicated.

In accordance with clause 6.12.1(13) of the transitional chapter 6 rules the AER
decides that compliance with the maximum allowable average revenue cap for
standard control services must be demonstrated by ActewAGL using the following
formula in accordance with appendix F of the draft decision:

D" pi xq" + MSR, + pass through,
MAAR, >-=

Kilowatt hours transported,

Where:

= p; are the prices for each tariff component for standard control services
(excluding miscellaneous services) proposed for regulatory year t (e.g. 2009—10)
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» ' represent sales quantities for standard control services (excluding

miscellaneous services) sold by ActewAGL in the previous calendar year t-1
(e.g. 2008) that correspond to the proposed tariff components

= irepresent individual tariff components of a total of n components across all
tariffs for standard control services

= kilowatt hours transported; ; are the amounts of energy for the previous calendar
year delivered by ActewAGL for standard control services

= MSR; is miscellaneous services revenue, calculated by multiplying the proposed
miscellaneous services charges for regulatory year t with the quantities of these
services sold in the previous calendar year

= pass through; represents approved pass through amounts relating to regulatory
year t as determined by the AER in accordance with clause 6.6.1 of the
transitional chapter 6 rules and chapter 16 of the draft decision.

In accordance with clause 6.12.1(19) of the transitional chapter 6 rules the AER
decides that ActewAGL must submit, as part of its annual pricing proposal, a record
of the amount of revenues recovered from TUOS charges and associated payments in
accordance with appendix E of the draft decision.
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5 Past capital expenditure

5.1 Introduction

This chapter sets out the AER’s assessment of ActewAGL’s actual capex incurred
during the current regulatory control period. From this assessment, the AER has
established an appropriate value of capex to be rolled into ActewAGL’s opening
regulatory asset base (RAB) for the next regulatory control period.

The AER has reviewed ActewAGL’s actual capex incurred during the current
regulatory control period and established an amount it considers to be prudent, given
the information available to ActewAGL at the time the capex was undertaken. This
value has been rolled into ActewAGL’s opening RAB at 1 July 2009.

5.2 Regulatory requirements

Clause 6.5.1(g) of the transitional chapter 6 rules provides that, in establishing the
opening RAB for the next regulatory control period, the AER must:

= apply the approach adopted by the ICRC in ActewAGL’s distribution
determination for the current regulatory control period

= consider any written representations made by the ICRC to ActewAGL before
1 January 2008.

The ICRC’s 2004 determination was based on the framework contained in its
investigation into prices for electricity distribution services in the ACT (the ICRC
approach).”

Prudence Test

The ICRC’s 2004 determination notes that ActewAGL will be subject to a prudence
test on all capital expenditures at the end of the current regulatory control period. ™
The ICRC envisaged that this prudence test would assess whether particular
investment decisions were reasonable and efficient based on the information available
at the time the decision was made. In assessing the prudence of past capex, the ICRC
indicated that it would give consideration to all aspects of ActewAGL’s capex
planning and approval processes, and would likely include reference to ActewAGL’s
willingness to pay study and its results.”’

The AER must adopt the ICRC approach in establishing ActewAGL’s opening RAB
for the first year of the next regulatory control period. Hence any capex that it
considers to be prudent and efficient (including expenditure above the ICRC’s
allowance) will be rolled into ActewAGL’s opening RAB. In accordance with the
ICRC’s 2004 determination, the relevant assets will be indexed to an inflation—
adjusted value for the purposes of calculating the return of and on the assets from the

% ICRC, Final Decision.
" ICRC, Final Decision, p. 46.
' ICRC, Final Decision, p. 51.
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commencement of the next regulatory control period.’” This process is addressed at
chapter 7 of this draft decision.

5.3 ActewAGL proposal

ActewAGL submitted that its capex for the current regulatory control period will
exceed the ICRC’s 2004 determination allowance by $42 million ($2008-09) or

34 per cent. The majority of this overspend is attributable to additional pole related
expenditure.” ActewAGL stated that poles inspected since 2003 have been
condemned at a significantly higher rate than anticipated creating an urgent priority to
replace poles and minimise risk by pole reinforcement.”* ActewAGL submitted that it
forecast $17 million ($2008—09) in pole replacement expenditure for the current
regulatory control period, however, it will actually spend $53 million ($2008-09).

Table 5.1 illustrates the actual capex outcomes during the current regulatory control
period against the ICRC allowances.

Table 5.1: ActewAGL actual capex ($m, 2008—09)

2004-05  2005-06 2006-07 200708 2008-09 Total

(estimate)  (estimate)

Net capital expenditure (less capital

contributions)* 243 25.6 31.3 38.9 427 1627
ICRC allowance® 24.1 23.8 26.4 22.9 239 1211
Overspend (underspend)* 0.1 1.8 4.9 16.0 18.8 41.6
Overspend (underspend) excluding 54 39 44 6.7 12.4 55

pole related expenditure*

Sources: * ActewAGL, Regulatory proposal, p.24;
~ ICRC, Final Decision, Investigation into prices for electricity distribution services in
the ACT, March 2004, p.51. Note ICRC figures have been inflated from 2002—03 dollar
terms.

In addition to the pole replacement program, ActewAGL noted that the following
drivers have contributed to the current regulatory control period capex overspend:”

= cost increase of $1 million arising from the requirement to connect the ACT
distribution network to a new Southern Bulk Supply Point

= increased network augmentation expenditure as a result of higher than anticipated
incidence of development approvals for high—voltage cable construction requiring
boring, rather than open trenching, to meet requirements of the Tree Protection
Act 2005

= increased metals prices impacting on the price of copper and aluminium cables

2 ICRC, Final Decision, pp. 46-47.

» ActewAGL, Regulatory proposal, p. 122.

™ ActewAGL, Regulatory proposal, p. 122.
 ActewAGL, Regulatory proposal, pp. 122-123.
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= real wages growth in the general construction sector outstripping movements in
the consumer price index (CPI) and wage growth assumed in the ICRC’s 2004

determination

= materials cost growth greater than movements in CPI

= significantly increased customer initiated expenditures resulting from residential

and commercial development on a scale above that expected, particularly in Civic,
South Canberra Parliamentary Triangle, Canberra International Airport,

Gungahlin and Kingston Foreshore.

ActewAGL proposed to roll forward all actual capex incurred during the current

regulatory control period to establish the opening RAB for the next regulatory control
period. Table 5.2 sets out the actual capex incurred by ActewAGL during the current

regulatory control period.

Table 5.2: ActewAGL’s actual capex ($m, $2008-09)

2004-05 2005-06 2006-07  2007-08"  2008-09° Total
Asset renewal/replacement 11.4 12.3 16.5 16.5 18.6 75.2
Growth (including
customer capital 14.4 11.3 15.9 17.6 21.8 81.0
contributions)
Augmentation 1.5 34 1.1 3.2 4.7 13.9
Reliability and quality 0.0° 0.0° 0.1 0.6 0.4 12
improvements
Network IT systems 0.5 0.8 0.8 1.8 2.2 6.1
Less capital contributions -6.3 -3.7 —4.4 -5.1 -7.9 -27.3
Non-system assets 0.4 0.5 0.4 0.5 0.5 2.3
Corporate services business 24 1.0 08 37 24 103
support
Total capex 243 25.6 31.3 38.9 42.7 162.7
Source: ActewAGL, Regulatory proposal, p. 122.
Note: Totals may not add up due to rounding.
@ Estimates.

® Capex incurred may total less than $100 000.

5.4 Consultant review

The AER engaged Wilson Cook to review ActewAGL’s past capex in accordance
with clause 6.5.1(g) of the transitional chapter 6 rules. Specifically, Wilson Cook was

required to assess the prudence of ActewAGL’s past capex:
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= based on a sample of projects to be agreed with the AER, considering each of the
main areas where expenditure was made and projects and programs that are
material within each area

* in a manner consistent with the review envisaged by the previous regulator, as set
out in its relevant determination’®

= Dbased on the information available at the time the investment decisions were
made, not in hindsight.

Wilson Cook identified four major projects and programs for sample review. These
represent 48 per cent of total capex incurred during the current regulatory control
period, net of capital contributions. The expenditures associated with these projects
and programs are set out at table 5.3.

Table 5.3: Major projects and programs reviewed by Wilson Cook ($m, nominal)

2004-05 2005-06 200607 2007-08"  2008-09° Total

Distribution substation

1.4 1.5 1.5 0.9 1.8
replacement

Overhead service cable

0.7 0.5 0.4 0.3 0.6
replacement
que replacement and g7 8.9 12.6 12.7 9.9 52.8
reinforcement
Distribution pole 0.0 0.0 0.0° 1.0 1.6

substations

Source: ActewAGL RIN, proforma 2.2.3.

Note:  Totals may not add due to rounding.
@ Estimates.
® Capex incurred totalled less than $100 000.

Wilson Cook noted that the distribution substation replacement project was aimed at
replacing ground mounted substation equipment and the overhead service cable
program was primarily to deal with deteriorated PVC insulation that had failed due to
ultra—violet light exposure. The pole replacement and reinforcement program
addressed condemned wooden poles requiring attention. The distribution pole
substation replacement program was required partly to address condemned poles, but
also to address unsafe transformer platforms, cross—arms and other defective items.”’

Following its review and discussions with ActewAGL, Wilson Cook concluded that
these projects and programs were reasonable.”® In summary, Wilson Cook’s review of
ActewAGL’s past capex concluded:

6 While the ICRC’s 2004 determination noted that the review of prudence of past capital

expenditure may include reference to ActewAGL’s willingness to pay study, Wilson Cook did not
consider it appropriate to consider this in its review.

Wilson Cook, Review of proposed expenditure of ACT & NSW electricity DNSPs, Volume 5 —
ActewAGL Distribution, October 2008, p. 8.

8 Wilson Cook, Volume 5, p. 8.

77

38



ActewAGL’s decision—making processes appeared reasonable and that the
expenditure reviewed was for conventional purposes

expenditure on reliability and quality improvement, replacement, growth driven,
non-system and metering capex was reasonable’’

the expenditure would have been incurred by a prudent operator, in ActewAGL’s
circumstances acting efficiently, and observing good industry practices at the time

no adjustments are required for the purpose of the review.*

5.5 Issues and AER considerations

The AER has considered Wilson Cook’s findings and considers that its review of
ActewAGL’s past capex provides sufficient evidence to demonstrate that the network
investment undertaken during the current regulatory control period, while in excess of
that approved by the ICRC, was prudent and efficient, given that:

the projects and programs reviewed were considered reasonable and necessary in
the prevailing circumstances

internal policies and procedures appear to have been followed and decision—
making processes appeared reasonable

a significant portion (87 per cent) of the capex overspend from the current
regulatory control period is attributable to addressing safety and reliability
concerns, most notably rectifying condemned wooden poles, which remains a
priority for ActewAGL in the next regulatory control period

the pole condemning rate has increased significantly during the current regulatory
control period to a level higher than that expected by ActewAGL or the ICRC at
the 2004 regulatory determination. This has resulted from the introduction of more
stringent pole inspection procedures in response to serious pole failures, and the
progressive ageing of wood poles which constitute around 73 per cent of
ActewAGL’s pole population.

The AER also considers that non—network options would not have represented
feasible alternatives to the expenditure reviewed, as this expenditure appears
predominantly reactive in nature.

The AER notes that for future AER distribution determinations ActewAGL will not
be subject to an ex post prudence review of actual capex incurred. From 1 July 2014,
distribution determinations for ActewAGL will be made under chapter 6 of the NER,
rather than the transitional chapter 6 rules. The general chapter 6 rules establish an
ex ante framework for capex, which requires all actual capex incurred during a
regulatory control period to be rolled into the RAB.
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Wilson Cook advises that it was not within its competence to examine the corporate expenditure
item of ActewAGL’s past capex.
Wilson Cook, Volume 5, p. 8.
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5.6 AER conclusion

The AER considers all of ActewAGL’s capex in the current regulatory control period
to be prudent and that the projects and programs undertaken were required and
consistent with ActewAGL’s policies and good industry practice. The AER’s decision
on the past capex to be rolled into ActewAGL’s opening RAB for 2009 is set out in
table 5.4. The inclusion of this nominal expenditure in the opening RAB is dealt with
in chapter 7 of this draft decision.

Table 5.4: AER conclusion on ActewAGL’s prudent past capex ($m, nominal)

2004-05 2005-06 200607 2007-08 2008-09 Total

Actual capex 21.7 234 29.5 37.8 42.7 155.0
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6 Demand forecasts

The transitional chapter 6 rules require DNSPs to provide a realistic expectation of the
maximum demand forecast as part of addressing the capex and opex objectives and
criteria. The transitional chapter 6 rules also require the AER, as part of its draft
distribution determination, to make a decision on appropriate amounts, values or
inputs, under clause 6.12.1(10). Appropriate energy consumption and customer
number forecasts are necessary inputs into the AER’s post tax revenue model
(PTRM).

Peak or maximum demand forecasts (MW or MV A) play an important role in the
AER’s assessment of DNSPs’ load driven capital expenditure (capex), as DNSPs plan
network augmentation to enable them to meet expected maximum demand on their
networks. Energy forecasts (GWh) are used to determine the amount of electricity
transported over a period of time, and are a key input into determining X factors under
average price cap regulation.”'

This chapter discusses the AER’s considerations of whether ActewAGL’s maximum
demand and energy forecasts reflect a reasonable expectation of the demand for
standard control services over the next regulatory control period, and therefore the
extent to which they can be relied upon for the purposes of assessing ActewAGL’s
proposed load driven capex and determining its revenue.

The AER’s assessment of ActewAGL’s demand forecasts is focussed on the expected
summer and winter maximum (or peak) demands and energy sales over the next
regulatory control period.

6.1 ActewAGL proposal

ActewAGL based its load driven expenditure forecasts primarily on summer
maximum demand at the 10 per cent probability of exceedence (POE) at the zone
substation level.

ActewAGL’s energy and maximum demand forecasts for the next regulatory control
period are outlined in table 6.1. ActewAGL’s forecast indicates that at 10 per cent
POE, its network will transition from winter peaking to summer peaking in
2009-10.%

1 This is because the AER must take the notional building block requirement and convert this into

an average price cap based on energy growth forecasts.

The AER notes that ActewAGL plans to a 10 per cent POE in conjunction with emergency
equipment ratings. While the NSW DNSPs are required to plan to a 50 per cent POE, they use
cyclical equipment ratings. Emergency ratings are generally higher than cyclical ratings meaning
that, on balance, ActewAGL and the NSW DNSPs plan to a similar level.
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Table 6.1: ActewAGL’s energy and maximum demand forecasts 2009-14

Average

2009-10 2010-11 2011-12 2012-13 2013-14 growth

2009-14

Energy sales (base) - GWh 2878 2925 2972 3018 3066 1.6%
System maximum demand 694 708 721 734 748 1.9%

(10% POE) — MVA®

Source: ActewAGL, Regulatory proposal, pp. 92-94.
(a) All values are summer maximum demands.

ActewAGL’s demand and energy forecasts for the next regulatory control period were
developed by Sinclair Knight Merz (SKM). SKM’s report was submitted by

ActewAGL as attachments to its regulatory proposal and is discussed below.®

6.1.1 Review of past forecasts

ActewAGL engaged SKM to conduct a review of the variation between ActewAGL’s
2003 forecasts (prepared as part of the ICRC’s 2004 review), and actual demand and
energy consumption over the current regulatory control period to date. SKM found
that summer and winter maximum demand exceeded ActewAGL’s forecasts by
around 30 or 40 MW (approximately 5 per cent) per annum in years 2005-07, and
that energy consumption exceeded forecasts by 90 to 100 GWh (approximately 3 per
cent) per annum in years 2005-07.% SKM noted that stronger than expected growth
in the commercial sector and increasing summer peak demand driven by air
conditioner penetration were the key reasons for the variation from the 2003
forecast.”> SKM recommended a number of improvements to ActewAGL’s
methodology for future forecasts, including the application of weather correction, and
separate one off major developments from underlying growth at the zone substation
level.*® These recommendations were applied by SKM in preparing ActewAGL’s
energy and demand forecasts for the next regulatory control period.*’

6.1.2 Key drivers of demand

SKM identified the key drivers of maximum demand growth and energy consumption
on ActewAGL’s network, revealing the following implications for maximum demand
and energy consumption in the ACT:

= while there are short term concerns for the global economy following the financial
instability in the United States, SKM found that in the medium to long term
Australia and the ACT will see a broad continuation of recent economic growth,
which will drive increasing energy demand growth®

% ActewAGL, Regulatory proposal, p. 85.

% SKM, ActewAGL Demand and Energy Forecast 2008, Brisbane, June 2008, p. 5.
85 SKM, ActewAGL Demand and Energy Forecast 2008, pp. 6-9.

8 SKM, ActewAGL Demand and Energy Forecast 2008, p. 9.

7 SKM, ActewAGL Demand and Energy Forecast 2008, p. 9.

% SKM, ActewAGL Demand and Energy Forecast 2008, p. 20.
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population growth in the ACT has slowed. SKM found that this will drive down
commercial energy consumption in the ACT*

household size (i.e. family size) is falling nationally, leading to lower energy
consumption per household, and an increase in the total number of houses. Houses
are also increasing in area, which increases heating, cooling and lighting energy
requirements per capita. Increased efficiency of appliances is offset by the
growing number of appliances per capita, which for ACT residents is higher than
the national average. Houses in the ACT are generally newer and more energy
efficient than the national average, and future regulations are likely to improve
household energy efficiency. Overall, SKM considered that residential energy
consumption per capita will continue to rise at 1 per cent per annum®’

ACT workers receive higher than average wages, which are also growing at a
faster rate than the national average, indicating a potential for increasing energy
consumption’’

ACT residents have higher levels of education than other states, which SKM

considered makes them more likely to be environmentally aware, leading to

greater demand side responses and fuel switching in response to rising electricity
92

prices

SKM found that Australian and ACT Government greenhouse gas policies are
likely to increase the price of electricity, and lead to a corresponding fall in
demand for energy. Energy efficiency policies, including hot water heating and
lighting initiatives are also likely to lower energy consumption.”

6.1.3 Methodology

In preparing demand forecasts for ActewAGL, SKM used long term weather data to
identify the POE temperatures at 10 per cent, 50 per cent and 90 per cent values for
Canberra, and heating and cooling degree days.”* SKM then determined a diversity
factor and temperature correlation for each zone substation, based on a regression of
daily temperatures with demand.”

A bottom up trend maximum demand forecast was developed for each zone
substation, including known past and future spot loads, and weather correction based
on the determined temperature coefficients.”® A bottom up energy forecast was
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ActewAGL, Email response to the AER’s questions of 1 September 2008, 5 September 2008.
SKM, ActewAGL Demand and Energy Forecast 2008, pp. 28-30.

SKM, ActewAGL Demand and Energy Forecast 2008, p. 28.

SKM, ActewAGL Demand and Energy Forecast 2008, p. 21.

SKM, ActewAGL Demand and Energy Forecast 2008, p. 32-33.

10 per cent POE temperatures are those that are expected to be equalled or exceeded on average
one year in ten, 50 per cent POE temperatures are expected to be equalled or exceeded on average
one year in two, while 90 per cent POE temperatures are expected to be equalled or exceeded on
average every year. SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.
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developed for each zone substation based on historical energy consumption, and
weather correction based on annual historical heating and cooling degree days data.’’

A top down econometric demand and energy forecast was developed via regression
analysis of economic and demographic variables, taking into account factors which
may shift future demand patterns away from past trends.”® Both maximum demand
and energy bottom up forecasts were reconciled with the top down econometric
forecasts to ensure consistency. SKM used long term weather data to identify the
summer high and winter low temperatures that represent 10 per cent POE.”” The

10 per cent POE temperatures were then combined with the zone and energy
temperature coefficients, and used to modify weather corrected (50 per cent POE)
trends to determine the likely long term average one in ten year demand and energy
forecasts.'”

SKM noted limitations in the data available to determine demand forecasts, which
may impact on the forecast accuracy.'”’ SKM noted daily demand data was only
available for the past 18 months. In addition, SKM suggested that a time series of
temperature sensitivity would allow the increase in air conditioning take up to be built
into the model.'*

6.2 Submissions

The AER received a submission from the Energy Markets Reform Forum (EMRF)
that discussed ActewAGL’s demand forecasts in the context of the AER’s broader
review of the ACT and NSW DNSPs’ regulatory proposals.

The EMREF stated that the AER must undertake careful analysis of the demand
forecasts to determine whether the DNSPs are manipulating the forecasts to increase
their revenues. The EMREF stated that it would like to review and independently verify
any work of consultants commissioned by the AER to review demand forecasts. The
EMRF also submitted that it would be useful to aggregate all of the DNSPs’ demand
forecasting claims against values used by the National Electricity Market
Management Company (NEMMCO) and TransGrid.'*

6.3 AER considerations

This section outlines the AER’s analysis and considerations in reviewing
ActewAGL’s maximum demand and energy forecasts for the next regulatory control
period. It describes the AER’s consideration of key drivers, historical trends and other
forecasts and elements of good methodological practice.

97 SKM, ActewAGL Demand and Energy Forecast 2008, pp. 7, 12. Cooling and heating degree days

are calculated by taking the number of degrees celsius above or below a certain temperature
(generally 12 degrees for winter heating and 24 degrees for summer cooling), and adding these
over a given period (typically a month).

% SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

% SKM, ActewAGL Demand and Energy Forecast 2008, p. 14.

10 SKM, ActewAGL Demand and Energy Forecast 2008, p. 14.

101 SKM, ActewAGL Demand and Energy Forecast 2008, p. 15.

192 SKM, ActewAGL Demand and Energy Forecast 2008, p. 15.

195 EMRF, NSW electricity distribution revenue reset, EnergyAustralia, Country Energy and Integral
Energy applications, August 2008, p. 36.
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The AER did not engage a consultant specifically to assist it in reviewing
ActewAGL’s maximum demand and energy forecast methodologies. However, the
AER’s review of ActewAGL’s forecasts was carried out concurrently with its review
of the NSW DNSPs’ demand forecasts, for which the AER engaged McLennon
Magasanik Associates (MMA) to assist its review. Accordingly, the AER has
reviewed ActewAGL’s forecasting methodology in conjunction with the forecasting
methodologies applied by the NSW DNSPs, and elements of good methodological
practice as highlighted by MMA.

Maximum demand forecasts are used to determine growth capex requirements.
ActewAGL’s proposed capex program for the next regulatory control period includes
four major expenditure projects. System demand growth, however, is not the primary
driver for any of the projects. Consequently, ActewAGL’s proposed capex program is
not sensitive to its maximum system demand forecasts.

The AER notes that, while the NSW DNSPs are subject to a weighted average price
cap form of control for the next regulatory control period, ActewAGL’s standard
control services will be subject to an average revenue cap. While energy forecasts are
used to calculate X factors under an average revenue cap, they are not a key input
parameter within the form of control.

Accordingly, the AER considers that its internal review of ActewAGL’s demand
forecasts (without requiring assessment by a consultant) is appropriate in the
circumstances.

6.3.1 Key drivers

SKM undertook a desktop economic outlook study on drivers of energy consumption
and demand in the ACT, drawing heavily upon a June 2007 paper published by the
National Institute of Economic and Industry Research (NIEIR), prepared on behalf of
NEMMCO. '™ SKM’s study revealed a number of economic implications for ACT
energy demand, outlined in section 6.1.2 above, which were taken into account in
developing its top down econometric forecast model for maximum demand and
energy. The AER considers the assumptions made by SKM in determining the impact
of key drivers on maximum demand and energy are reasonable.

The AER notes that while customer numbers are a key input into a weighted average
price cap, customer numbers are not used in determining revenues under an average
revenue cap. However, customer numbers are considered an important input in
generating energy forecasts. ActewAGL stated that it does not routinely forecast
customer numbers as part of its planning process, as it does not consider customer
numbers to be a good indicator of the future network demand or other parameters of
the network such as capex and opex.'”> However, ActewAGL’s commercial energy
forecast model takes into account population trends, and its domestic energy and

domestic off-peak energy models take into account growth in household numbers.'*

104 SKM, ActewAGL Demand and Energy Forecast 2008, p. 20.
195 ActewAGL, response to AER questions of 21 July 2008, 8 August 2008.
1% ActewAGL, email response to AER questions, 5 September 2008.
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ActewAGL forecast customer number growth of 1.4 per cent between the 2007-08
and 2008-09 regulatory years.'"’

SKM noted that, following the completion of its economic outlook study (December
quarter State Final Demand for 2007), the ACT, showed a significant slowing as
compared to the previous six months.'®® SKM took the recent slowing of demand into
account when preparing ActewAGL’s energy forecast for the next regulatory control
period.

ActewAGL stated that domestic air conditioner penetration, in particular an increase
in the use of reverse cycle air conditioners, is driving increasing summer maximum
demand.'” Use of reverse cycle air conditioners is also reducing winter peak
demands and energy consumption, due to the increased efficiency of reverse cycle
heating as compared to conventional electrical heating.''® In addition, fuel switching
is impacting on winter demand for electricity, as an increasing number of ACT
residents are switching to gas heating.'"'

The AER considers that SKM has conducted a thorough analysis of the economic and
demographic outlook for the ACT, and implications for maximum demand and energy
consumption. SKM used a variety of independent source materials in developing its
analysis of the outlook for key drivers, and considered a wide number of potential
impacts on energy consumption.

The AER acknowledges that significant falls in international financial markets, and
corresponding falls in economic growth associated with the failure of the United
States sub—prime lending market, have occurred largely subsequent to the lodgement
of ActewAGL’s regulatory proposal on 2 June 2008. The AER notes SKM’s finding
that (regardless of whether the United States falls into recession), in the medium to
long term Australia can expect a continuation of recent economic growth and
therefore a continuation of recent maximum demand growth and energy consumption.
The AER considers this projection to be reasonable. As SKM’s forecasts account for a
December quarter 2007 slow down in State Final Demand in the ACT, the AER
considers that the forecasts may account somewhat for recent changes in global
economic growth.

The AER considers SKM’s assumptions and findings on key drivers of maximum
demand and energy for ActewAGL’s network provide a realistic expectation of the
demand forecast required to achieve the capex and opex objectives in the transitional
chapter 6 rules and produce reasonable inputs for the AER’s PTRM.

6.3.2 Historical trends and other forecasts

6.3.2.1 Maximum demand

ActewAGL’s regulatory proposal indicated that summer maximum demand growth
has exceeded winter maximum demand growth over recent years, largely

197 ActewAGL, Regulatory proposal, proforma table 2.3.8, confidential, June 2008.

198 SKM, ActewAGL Demand and Energy Forecast 2008, p. 33-34.

199 ActewAGL, Regulatory proposal, p. 89.

10 ActewAGL, response to AER questions of 21 July 2008, 8 August 2008.
" ActewAGL, Regulatory proposal, p. 90.
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corresponding to the increased use of air conditioning by ACT residents. In addition,
ActewAGL forecast winter peak demand growth to decline over the next regulatory
control period, due to the increased take up of reverse cycle air conditioning and gas
hot water and space heating. ActewAGL forecast that summer maximum demand will
exceed winter maximum demand from regulatory year 2009—10, moving ActewAGL
from a winter peaking to a summer peaking network.

The AER considered ActewAGL’s summer and winter maximum demand growth
forecasts in light of the NSW DNSPs’ maximum demand forecasts, and the forecasts
within TransGrid’s 2008 Annual Planning Report (2008 APR), which was released
subsequent to the development of ActewAGL’s demand forecasts.''? The summer
maximum demand forecast for ActewAGL’s network within the 2008 APR is in line
with ActewAGL’s regulatory proposal.''

The AER notes there is a discrepancy between the 2008 APR winter maximum
demand forecast and ActewAGL’s winter maximum demand forecast.''* ActewAGL
has advised the AER of an error in the forecast shown in the 2008 APR.""> The AER
also notes ActewAGL’s network is forecast to transition from winter peaking to
summer peaking in 2009-10, and as such the AER considers the discrepancy between
the 2008 APR and ActewAGL winter maximum demand forecasts to be immaterial
for the purposes of assessing ActewAGL’s capex proposal for the next regulatory
control period.

The trends underlying ActewAGL’s maximum demand forecast are in line with the
historical data and forecasts of the NSW DNSPs and TransGrid, and reflect a growing
summer peak demand trend evident across the NEM.

6.3.2.2 Energy

Historically, energy consumption growth on ActewAGL’s network has experienced
significant fluctuation from year to year. The AER understands that the small number
of customers in the ACT may accentuate the impact of changes in energy
consumption on the network, as compared to networks with a large number of
customers and more diverse geographical areas.

The AER reviewed ActewAGL’s energy forecast in light of TransGrid’s 2008 APR,
and found that similar growth trends are evident in both forecasts.''®

ActewAGL has forecast average energy consumption growth of 1.6 per cent per
annum over the next regulatory control period, which is similar to the forecast for the
current regulatory control period of 1.5 per cent per annum.

"2 TransGrid, 2008 New South Wales Annual Planning Report, 20 June 2008.
3 ActewAGL, Regulatory proposal, proforma 2.3.8,
TransGrid, 2008 APR, p. 30, figure 4.11.
ActewAGL, Regulatory proposal, proforma 2.3.8,
TransGrid, 2008 APR, p. 30, figure 4.12.
"5 ActewAGL, email to the AER, 24 November 2008.
16 ActewAGL, Regulatory proposal, proforma 2.3.8,
TransGrid, 2008 APR, p. 20-21.
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Table 6.2: Energy consumption average growth per annum — actuals and forecasts

2002-03 to 200607 200405 to 200607 200405 to 2008—09  2009-10 to 2013-14

(last five years (current period (current period (next period
actuals) actuals) forecast)® forecast)
2.3% 2.1% 1.5% 1.6%
Source:  ActewAGL, Regulatory proposal, proforma table 2.3.8.
(a) Data for years up to 2006—07 are actuals, data for years 2007-08 onwards are
forecasts.

As table 6.2 demonstrates, the last five years of actual energy data indicates that
between 2002—-03 and 2006—07, energy consumption grew by, on average, 2.3 per
cent.''” However, ActewAGL has forecast energy consumption growth to be just

0.8 per cent in 2007-08, and 1.2 per cent in 2008—09. It has forecast average energy
growth over the current regulatory control period to be 1.5 per cent per annum, which
is in linﬁ 8Wi‘[h ActewAGL’s energy growth forecast for the next regulatory control
period.

The AER considers that given the fluctuations in annual energy growth evident within
ActewAGL’s historical energy data there would be merit in ActewAGL providing a
revised energy forecast for the next regulatory control period that incorporates the
latest available data, for consideration in the AER’s final determination. Incorporating
the latest available data within a revised forecast will enable the AER to ensure that
the forecast reflects the most recent trends in energy consumption. The AER notes
that it does not consider ActewAGL’s forecast methodology to be unreasonable, but
rather the forecasts themselves to be out of date.

The AER’s draft decision is to reject the energy forecast provided within
ActewAGL’s regulatory proposal under clause 6.12.1(10) of the transitional chapter 6
rules, as the forecast is an inappropriate input into the AER’s PTRM.

The AER requests that ActewAGL produce a revised energy forecast once weather
corrected financial year 2007-08 verifiable energy data is available. The revised
forecast is to use financial year 2007-08 verifiable energy data as a starting point. The
new data is to be weather corrected and allocated according to the methodology
applied in generating ActewAGL’s original energy forecast. The AER requests that
ActewAGL provide this revised energy forecast as an update to the energy delivered
forecast table within the input sheet of ActewAGL’s post tax revenue model for
standard control services, by COB on 20 February 2009.

6.3.3 Elements of good methodological practice

The AER reviewed ActewAGL’s maximum demand and energy forecast
methodologies in light of criteria for good forecasting methodology, as highlighted by
MMA as part of its review of the NSW DNSPs’ forecasting methodologies.'"”
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ActewAGL, Regulatory proposal, proforma 2.3.8.

ActewAGL, Regulatory proposal, proforma 2.3.8.

MMA, Final report to the Australian Energy Regulator — Review of EnergyAustralia’s maximum
demand forecasts, 1 August 2008, confidential, pp. 21-22, 29-30.
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6.3.3.1 Maximum demand

Weather normalisation

Weather normalisation of historical maximum demands is a key element of demand
forecasting. Weather normalisation is typically carried out by first establishing
relationships between summer and winter network demand and temperature,
determining ‘normal’ weather for each season (according to appropriate POE), and
using this information to estimate weather normalised maximum demand over an
historical period.'*’

SKM analysed long term weather data to identify 10 per cent, 50 per cent and 90 per
cent POE temperatures for summer and winter.'*' Using spatial load data from the
most recent summer and winter only (due to data limitations), SKM determined a
diversity factor and temperature coefficient for each zone substation, and normalised
the historical demand data against diversity and temperature variations.'** The AER
considers SKM’s weather normalisation process reflects good methodological
practice, however, it notes that the temperature demand correlation was carried out
using a very limited data set.'> The AER notes that the forecast accuracy could be
expected to improve over time as ActewAGL’s data set grows.

Disaggregation and appliance usage or sales surveys

As part of general good forecasting practice, MMA considered load research to
determine residential and non-residential customers’ contributions to maximum
demand should be conducted on a regular basis, to measure variations in the structure
of maximum demand. MMA also recommended regular customer surveys or
appliance sales information be used to establish air conditioner and other appliance
penetration rates. This information should then be related to historical weather

normalised maximum demand in each year as part of a global maximum demand
model.'**

The AER understands that SKM’s demand forecast model does not separate
residential and commercial customers’ contributions to maximum demand. SKM’s
overall forecast methodology included separate demand and energy econometric
forecasts for maximum demand and energy, generated through a multivariate
regression of economic and demographic variables, including Australian Bureau of
Statistics (ABS) data on average ACT earnings and appliance ownership.'*> The AER
considers that load research and customer appliance surveys would add value to
ActewAGL’s maximum demand forecasts (and energy forecasts, as discussed below),
however the AER acknowledges that due to the small number of customers connected
to ActewAGL’s network, and particularly limited number of large industrial
customers, such information may have limited value in forecasting changes in
maximum demand trends, relative to the cost of carrying out such research.

MMA, Regulatory proposal 2009-14 — Review of EnergyAustralia’s customer number and energy
forecasts, 26 September 2008, confidential, pp. 24-25.

MMA, EnergyAustralia’s maximum demand forecasts, p. 21.

12 SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

122 SKM, ActewAGL Demand and Energy Forecast 2008, pp. 12—14.

123 SKM, ActewAGL Demand and Energy Forecast 2008, p. 15.

124 MMA, EnergyAustralia’s maximum demand forecasts, p. 21.

125 SKM, ActewAGL Demand and Energy Forecast 2008, p. 26-31.
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Treatment of spot loads

Appropriate treatment of spot loads, and consistency between top down (econometric
or global) and bottom up (spatial) forecasts are considered important elements of
maximum demand forecasting. In developing ActewAGL’s maximum demand
forecast, SKM separated spot loads from historical underlying growth, and used trend
analysis to develop underlying demand growth forecasts at summer and winter 50 per
cent POE temperatures.'*® Anticipated future spot loads were then added in to
develop a total zone forecast, which was then used, along with appropriate diversity
factors for each zone, to construct a system peak demand forecast for both summer
and winter.'?” The forecasts were then reconciled with the econometric maximum
demand forecast. The AER considers SKM’s treatment of spot loads and
reconciliation between spatial and global maximum demand forecasts to be
appropriate.

6.3.3.2 Energy

Disaggregation

MMA advised that energy forecasts should be carried out to a suitable level of
disaggregation, between customer types (for example residential, commercial, large
and small) and geographical locations on the network. 128 SKM’s forecasting
methodology developed separate energy forecasts for domestic peak, domestic
off—peak and commercial customers.'> Given the size and number of customers
connected to ActewAGL’s network, the AER considers the level of disaggregation
applied within SKM’s energy forecasting methodology to be appropriate.

Accounting for historical trends

MMA stated that energy forecasts should review historical trends in consumption and
key drivers, balance trends against expected changes in key drivers, and explain if,
why and how the future should be different to the recent past.'*® SKM’s top down
econometric forecast methodology takes into account recent trends and underlying
key drivers of energy consumption. Following analysis of key drivers of domestic and
commercial customers’ energy consumption, SKM has forecast that energy
consumption on ActewAGL’s network is unlikely to vary from recent historical
trends.””' The AER considers SKM has incorporated good quality information on key
drivers of energy consumption appropriately into its forecasting model.

Key economic and demographic drivers

Energy forecasts should take into account current demand, demographic and
economic conditions. SKM’s overall forecast methodology included a separate
econometric or top down forecast, generated through a multivariate regression of
economic and demographic variables, which was reconciled with a bottom up energy
forecast for each customer type.'** The AER considers the assumptions and inputs
within SKM’s econometric forecast model to be appropriate, and that the econometric

126 SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

127 SKM, ActewAGL Demand and Energy Forecast 2008.

128 MMA, EnergyAustralia’s customer number and energy forecasts, p. 24.
129 SKM, ActewAGL Demand and Energy Forecast 2008, p. 13.

130 MMA, EnergyAustralia’s customer number and energy forecasts, p. 25.
1 SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.

32 SKM, ActewAGL Demand and Energy Forecast 2008, p. 12.
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model has been applied appropriately for the purposes of generating ActewAGL’s
energy forecast.

However, the AER notes that ActewAGL does not have data on its customers’
average appliance penetration and usage rates. Instead SKM has relied upon ABS data
on ACT residents’ appliance ownership in developing its top down econometric
forecast, which was reconciled with the bottom up energy forecast.'* As noted above
in section 6.3.3.1, the AER considers that conducting customer appliance surveys
would add value to ActewAGL’s energy consumption forecasts. However, it
acknowledges that due to the size of its network and small number of customers, the
information may have limited value in forecasting changes in energy consumption
trends, given the costs of conducting such surveys.

6.3.4 Response to submissions

The EMREF stated that it would like to review and independently verify any work of
consultants commissioned by the AER to review demand forecasts, and that it would
be useful to aggregate the ACT and NSW DNSPs’ demand forecasts for a comparison
against NEMMCO’s and TransGrid’s forecasts.'**

The AER did not engage a consultant to review ActewAGL’s demand forecasts for
the next regulatory control period. The AER notes that it has reviewed ActewAGL’s
demand forecasts by comparison to the NSW DNSPs’ and TransGrid’s 2008 APR
forecasts for the next regulatory control period, as well as MMA’s criteria for good
methodological practice. The AER has also reviewed ActewAGL’s demand forecasts
in light of trends in demand and energy consumption evident across the NEM, and
considers that ActewAGL’s forecasts are in line with general network trends, such as
rising summer maximum demand and slowing growth in energy consumption.

6.4 AER conclusion

The AER notes that ActewAGL has improved its forecasting methodologies through
implementing changes recommended by the ICRC’s consultant at the time of the 2004
determination.

The AER considers ActewAGL’s maximum demand forecast methodology and
forecasts provide a realistic expectation of the demand forecast required to achieve the
capex and opex objectives in clauses 6.5.7(a)(1); 6.5.7(c)(3); 6.5.6(a)(1); and
6.5.6(¢c)(3) of the transitional chapter 6 rules.

The AER’s draft decision is to reject the energy forecast provided within
ActewAGL’s regulatory proposal, under clause 6.12.1(10) of the transitional chapter
6 rules, as it considers that the forecast is outdated and therefore is an inappropriate
input into the AER’s PTRM.

The AER considers ActewAGL’s energy forecast methodology is reasonable,
however, it notes the yearly fluctuations in historical energy consumption on
ActewAGL’s network. The AER considers that the forecasts should be updated to
take into account the most recent energy sales data, for financial year 200708, to

13 SKM, ActewAGL Demand and Energy Forecast 2008, pp. 28-31.
34 EMREF, p. 36.
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enable the AER to ensure that the forecast reflects the most recent trends in energy
consumption. Accordingly, the AER requests that a revised energy forecast be
submitted to the AER for consideration in its final determination.

The revised energy forecast is to use financial year 2007—08 verifiable energy data as
a starting point. The new data is to be weather corrected and allocated according to
the methodology applied in generating ActewAGL’s original energy forecast. The
AER requires ActewAGL to provide the revised energy forecast as an Energy
delivered forecast, within the input sheet of ActewAGL’s post tax revenue model for
standard control services, by COB on 20 February 2009.

6.5 AER draft decision

In accordance with clause 6.12.1(10) of the transitional chapter 6 rules the AER has
decided that the other appropriate amounts, values or inputs with respect to energy
consumption demand forecasting are to be provided by ActewAGL as a revised
Energy delivered forecast, within the input sheet of ActewAGL’s post tax revenue
model for standard control services, by COB on 20 February 2009.
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7 Opening asset base

7.1 Introduction

This chapter sets out the method used by the AER to determine ActewAGL’s closing
regulatory asset base (RAB) for the current regulatory control period. The closing
RAB becomes the opening RAB for the next regulatory control period and is used to
calculate ActewAGL’s annual building block revenue. For its draft determination, the
AER has assessed ActewAGL’s actual capex during the current regulatory control
period to be prudent and has included it in establishing the opening RAB for 1 July
2009. The review of ActewAGL’s past capex is discussed in chapter 5 of this draft
decision.

7.2 Regulatory requirements

Clause 6.5.1 and schedule 6.2 of the transitional chapter 6 rules outline the approach
that is used to determine the opening RAB for a distribution determination. The AER
also uses its asset base roll forward model (RFM) to determine the roll forward of the
RAB.

Schedule 6.2.1(c) of the transitional chapter 6 rules provides that the RAB for the first
year of the regulatory control period must be determined by rolling forward the RAB
values set out in the schedule. For ActewAGL, this value is $511 million (as at 1 July
2004). This value is adjusted to allow for the difference between estimated capex and
actual capex in the previous regulatory control period. Schedule 6.2.1(e) of the
transitional chapter 6 rules outlines how this value is further adjusted to roll forward
and calculate the value of the RAB at the beginning of the first year of the next
regulatory control period. Schedule 6.2.1(c)(3) provides that when rolling forward the
RAB:

the AER must take into account the derivation of the values in the above table
[schedule] from past regulatory decisions and the consequent fact that they
relate only to the RAB identified in those decisions.

Under schedule 6.2.1(e)(1A) of the transitional chapter 6 rules the AER must roll
forward ActewAGL’s RAB in a manner consistent with the approach envisaged by
the ICRC in its current determination for ActewAGL. This approach requires an
assessment of ActewAGL’s actual capex during the current regulatory control period.

7.3 ActewAGL proposal

ActewAGL proposed an opening RAB for the next regulatory control period of
$593 million as at 1 July 2009. The proposed opening RAB includes a net capex
amount of $143 million for the current regulatory control period.'*

Depreciation has been calculated using the average remaining life as at 30 June 2004,
assigning a standard life of 40 years to all new assets acquired since that time and
assigning a remaining life of 21.77 years to all existing assets as at 30 June 2004.
ActewAGL stated that this approach is in accordance with the approach determined

135 ActewAGL, Regulatory proposal, attachment 6.
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by the ICRC in the previous regulatory control period. The proposed RAB has been
reduced by depreciation ($135 million) based on the actual capex and in accordance
with the approach determined by the ICRC for the current regulatory control period.

The proposed opening RAB has also been indexed for actual inflation using the
consumer price index (CPI), reduced by $3.8 million for the difference between actual
and estimated capex for 2003—04, and further reduced by $2.3 million representing
the forecast return on the unspent capex.

7.4 Issues and AER considerations

7.4.1 Opening asset value—1 July 2004

Schedule 6.2.1(c) of the transitional chapter 6 rules states that ActewAGL’s opening
RAB (as at 1 July 2004) must be rolled forward to determine the opening RAB as at
1 July 2009, subject to schedule 6.2.1(c)(2) and (3) of the transitional chapter 6 rules.

The timing of a distribution determination requires that a revenue/price cap for a
future regulatory control period must be set before the end of the current regulatory
control period. This means that the actual capex for the final year of the current
regulatory control period is not known before the closing RAB is established. This, in
turn, means that ActewAGL’s opening RAB value of $511 million, prescribed in
schedule 6.2.1(c)(1)—which was taken from the 2004 ICRC determination—is based
on estimates of capex in the later part of the previous regulatory control period.

Schedule 6.2.1(¢)(2) of the transitional chapter 6 rules is designed to deal with this
situation. It provides that, once the actual capex for the final part of the previous
regulatory control period (in the case of ActewAGL, this is the period from 1 July
2003 to 30 June 2004) is known, the opening RAB at 1 July 2004 must be adjusted
for the difference between the forecast and actual expenditure.

The AER’s RFM makes the adjustments to the opening RAB as required under
schedule 6.2.1(c)(2).

ActewAGL proposal

The transitional chapter 6 rules prescribe the opening RAB value for ActewAGL as
$511 million as at 1 July 2004. ActewAGL has used the AER's RFM and has adjusted
the opening RAB for differences between actual and forecast capex in 2003—04 and
proposed an opening RAB value of $507 million.

AER considerations
The AER notes the transitional chapter 6 rules require that:

» the opening RAB for ActewAGL is to be determined by rolling forward the value
given to the RAB at a date specified in the table in schedule 6.2.1(c)(1)

= the value of $511 million prescribed in the table is to be adjusted for the
difference between actual and forecast capex for any part of a previous regulatory
control period
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= this adjustment must remove any benefit or penalty on the returns associated with
any difference between actual and forecast capex.

The AER reviewed inputs to the RFM for the previous regulatory control period—
1 July 2003 to 30 June 2004—and identified the following anomalies:

= the estimated capex amount in the RFM of $23 million for the 2003—04 regulatory
year was not consistent with the value of $22 million approved in the ICRC
determination

= the RFM has erroneously adjusted for the difference between actual and estimated
capex in the 200304 regulatory year, when the adjustment should have been
made in the 2008—09 regulatory year

» the method used to calculate inflation inputs to the RFM for adjusting the opening
RAB is not consistent with that approved by the ICRC.

After consultation with ActewAGL on the above matters the AER has made the
following corrections to the RFM to account for these anomalies:

= the value for the estimated capex for the 2003—04 regulatory year has been
adjusted to reflect the value of $22 million as approved in the ICRC
determination'*

= the RFM has been corrected to reflect that the adjustment for the difference
between actual and estimated capex is made in the 2008—09 regulatory year (this
1s consistent with the AER’s RFM for NSW distribution). This amendment
requires three adjustments:

= ActewAGL’s proposed adjustment for the difference between actual and
estimated capex for 2003—-04 of $3.8 million is added back to its proposed
adjusted opening RAB value of $507 million resulting in an opening RAB
value of $511 million as prescribed in schedule 6.2.1(c) of the transitional
chapter 6 rules

® areduction of $2.7 million as a result of the amended value for the ICRC
approved capex forecast—to reflect the adjustment to the RAB for the
difference between actual and estimated capex in 2003—04—to the closing
RAB at the end of the current regulatory control period (2008—09) "’

= ActewAGL’s proposed adjustment in the 2008—09 regulatory year—for the
return on the difference between the actual and estimated capex in 2003—04
($2.3 million)—is reduced by $0.7 million to $1.6 million.

= the ICRC’s approved method to calculate inflation used for indexation of the
control mechanism during the current regulatory control period has been adopted
as required under clause 6.5.1(e)(3) of the transitional chapter 6 rules.

136

ActewAGL, email to AER, 13 August 2008, p.1. ActewAGL acknowledged that the ICRC
decision document value should be used in the calculation of the 2004-05 opening asset value
under schedule 6.2.1.

37 Transitional chapter 6 rules, clause S6.2.1(c)(2).
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Table 7.1 sets out the corrections to ActewAGL’s RFM in relation to the opening

RAB as at 30 June 2004.

Table 7.1: AER’s corrections to ActewAGL’s proposed RFM ($m, nominal)

Opening RAB component Proposed Approved Reason
Estimated capital 231 219 In accordance with
expenditure for 2003-2004 ’ ’ ICRC determination
As prescribed by
Opening asset base S6.2.1(c) of the
1 July 2004 306.8 >10.5 transitional chapter 6
rules

Adjustment to the In accordance with
regulatory asset base for S6.2.1(c) of the
the difference between nil 2.7 transitional chapter 6
actual and estimated capital rules
expenditure
Adjustment to the Resulting from changes
regulatory asset base for to the indexation
the return on the difference 23 16 method and to the
between actual and ' ’ estimated capital
estimated capital expenditure
expenditure
Indexation method March-on- Change inthe  In accordance with

March quarter sum of four =~ ICRC determination

change in CPI quarters to

December CPI

7.4.2 Roll forward methodology

Under the AER’s RFM and based on the transitional chapter 6 rules, the closing RAB
(nominal) for each year of the current regulatory control period is calculated by:

1.  increasing the opening RAB by the amount of capex incurred (including
estimated capex for the remaining part of the current regulatory control period)

2. reducing the opening RAB by the amount of regulatory depreciation using the

rates and methodologies allowed in the 2004 ICRC determination

138

3. reducing the opening RAB by the amount of disposal value of any disposed

assets.

At the end of the current regulatory control period, as discussed in section 7.4.1 of this
draft decision, the closing RAB is adjusted for the difference between estimated capex
during the previous regulatory control period and actual capex for that part of the
period, and the return on the difference.

138 Regulatory depreciation is calculated by determining the straight-line depreciation for the RAB

less the CPI indexation adjustment on the opening RAB.
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ActewAGL proposal

Applying the AER’s RFM ActewAGL stated that its opening RAB as at 1 July 2009
is $593 million.

AER considerations

As noted in section 7.4.1 of this draft decision ActewAGL did not apply the ICRC’s
indexation method and this has also impacted on the CPI inputs to the RFM for the
current regulatory control period. The AER has amended these inputs to reflect the
ICRC indexation method. Based on these updated inputs and the amendments for the
anomalies identified in section 7.4.1 the AER has determined ActewAGL’s opening
RAB to be $588 million for the next regulatory control period (as at 1 July 2009).
This value is used as an input for the AER’s post tax revenue model for the purposes
of determining ActewAGL’s maximum allowable average revenue during the next
regulatory control period.

7.4.3 RAB roll forward for the next regulatory control period.

Clause 6.12.1(18) of the transitional chapter 6 rules requires the AER to determine
whether the depreciation for establishing the opening RAB for the following
regulatory control period (i.e. as at 1 July 2014), is to be based on actual or forecast
capex (referred to here as the use of ‘actual’ or ‘forecast’ depreciation). This contrasts
to the requirement of the transitional provision in schedule 6.2.1(e)(5) of the
transitional chapter 6 rules which requires the use of actual depreciation when rolling
forward the RAB for the current regulatory control period.

The use of actual or forecast depreciation relates to whether the return of capital forms
part of the capex incentive framework. For example, in the case of an overspend in
capex, under the actual depreciation framework, the opening RAB would be reduced
by a higher amount of depreciation (reflecting the higher capex) than if forecast
depreciation was applied. In this case, the DNSP loses the return on the capital in
excess of the capex allowance and incurs faster depreciation of its RAB. The situation
is reversed for capex underspends where the reward is potentially higher.

ActewAGL did not comment on this issue in its regulatory proposal.

AER considerations

The AER notes that the NER does not offer any criteria regarding its decision on the
use of actual or forecast depreciation, or on the capex incentive framework generally.
Section 7A(3) of the NEL provides general guidance with respect to incentives:

A regulated network service provider should be provided with effective
incentives in order to promote economic efficiency with respect to direct
control network services the operator provides. The economic efficiency that
should be promoted includes—

(a) efficient investment in a distribution system or transmission system
with which the operator provides direct control network services;
and

(b) the efficient provision of electricity network services; and
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(©) the efficient use of the distribution system or transmission system
with which the operator provides direct control network services.

The AER considers that the decision to use actual depreciation would provide a
stronger incentive to seek out efficiencies and invest less than the approved capex
allowance.

The AER considers that EnergyAustralia’s statement on this issue, made as part of its
recent regulatory proposal, is relevant:

There are significant uncertainties that EnergyAustralia must face during the
regulatory control period (cost escalation, resourcing etc) that would warrant
a lower power methodology.'*’

When applied generally, EnergyAustralia’s argument is that the presence of such
uncertainties in combination with a stronger incentive framework would result in
potentially higher windfall gains and losses, and therefore a lower powered
mechanism is one that is that is more likely to promote economic efficiency in
accordance with section 7A of the NEL.

Without necessarily agreeing with this argument, the AER does not regard such
uncertainties to be present for ActewAGL. As illustrated in chapter 8 of this draft
decision (table 8.1 in particular), ActewAGL’s capex proposal is comprised of
expenditures which are relatively stable from year to year. In particular, 20 per cent of
the proposed capex is attributed to the pole replacement program, which represents a
continuation of investment from the current regulatory control period. The only
expenditure subject to significant variation relates to the four large augmentation
projects of which over half of this expenditure is forecast to occur in the first two
years of the next regulatory control period. The AER expects the timing and value of
these project expenditures to be relatively accurate.

Furthermore, by contrast to the observed overspend with respect to the capex
allowance set by the ICRC, the AER has approved expenditure for ActewAGL in
recognition of the need for ongoing pole replacements and also compensation for
expected changes in input costs for the next regulatory control period. The AER
therefore expects that any future windfall gains or losses arising from uncontrollable
factors will be minimised.

The AER finally notes the general concern expressed by stakeholders on the
significant rise in ActewAGL’s expenditure proposal from its current historical levels.
In this context the AER considers it important to provide effective incentives for
ActewAGL to seek out efficiencies wherever possible throughout its program, and
that a high powered incentive is therefore appropriate. The AER’s draft decision is to
therefore use actual depreciation to establish the opening RAB for the 2014-19
regulatory control period.

7.5 AER conclusion

Consistent with the transitional chapter 6 rules, ActewAGL has proposed to roll
forward its RAB, established in the ICRC’s 2004 determination, to determine an

139 EnergyAustralia, Regulatory proposal, p. 156.
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opening RAB for the next regulatory control period. Applying the RFM, the AER has
determined ActewAGL’s opening RAB to be $588 million for the next regulatory
control period (as at 1 July 2009).

The RAB roll forward calculations are set out in table 7.2. The AER will update the
roll forward of ActewAGL’s RAB with the most recent forecast of capex for 2008—09
and the latest actual CPI data, at a time closer to its final distribution determination.

Table 7.2: ActewAGL’s opening RAB for the next regulatory control period
($m, nominal)

200405 2005-06 200607  2007-08"  2008-09"

Opening RAB 510.5 520.2 532.3 554.1 576.6
Actual net capex® 21.7 234 29.5 37.8 30.1
CPI adjustment on opening RAB 12.2 14.2 19.4 13.4 16.0
Straight-line depreciation
(adjusted for actual CPI) -24.3 -25.5 -27.1 -28.6 -30.0
Closing RAB 520.2 5323 554.1 576.6 592.7
Less: difference between actual
and forecast capex for 2003—04 2.7
Less: return on difference’ 1.6
Opening RAB at 1 July 2009 588.4
(a) Based on forecast 200708 capex. The actual capex will be updated at the time
of the AER final decision.
(b) Based on estimated net capex and forecast inflation rate. The forecast inflation rate will be
updated for actual CPI at the time of the AER final decision.
(©) The cash values for disposal of assets have been deducted.
(d) This relates to the difference between actual and forecast capex of $2.7 million for

1 July 2003 to 30 June 2004.

7.6 AER draft decision

In accordance with clause 6.12.1(6) of the transitional chapter 6 rules the AER has
decided that the opening regulatory asset base at 1 July 2009 for ActewAGL is
$588.4 million, as set out in table 7.2 of the draft decision.

In accordance with clause 6.12.1(18) of the transitional chapter 6 rules the AER has
decided to use actual depreciation for establishing the regulatory asset base for the
commencement of the 2014—19 regulatory control period.
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8 Forecast capital expenditure

8.1 Introduction

This chapter sets out the AER’s conclusion on ActewAGL’s forecast capex allowance
for the next regulatory control period. The AER and its consultants have assessed
ActewAGL’s capex proposal by examining whether:

= its governance framework, capex policies and procedures are likely to result in
investment decisions, which constitute the capex proposal, that are consistent with
the capital expenditure objectives

= the methods and assumptions used to develop the capex proposal, including
demand forecasts and estimates of unit costs, are robust and reflect a realistic
expectation of the demand forecasts and cost inputs required to achieve the capex
objectives

= estimates of real cost escalators and their application reflect a reasonable
expectation of input cost forecasts

= the projects and programs that form part of the regulatory proposals generally
reflect the capex criteria, including with respect to their scope, timing and costs

= the capex programs are deliverable and are therefore commensurate with what a
prudent DNSP would require to achieve the capex objectives.

The AER’s conclusion on the ActewAGL’s capex allowance for the next regulatory
control period is set out in section 8.7 of this chapter.

8.2 Regulatory requirements

Clause 6.12.1(3) of the transitional chapter 6 rules provides that the AER must make a
decision to accept, or reject and form its own estimate of, the total of forecast capex
included in a building block proposal in accordance with the capex objectives, criteria
and factors outlined in clause 6.5.7 of the transitional chapter 6 rules.

8.2.1 Capex objectives

Clause 6.5.7(a) of the transitional chapter 6 rules provides that a DNSP must include
the total forecast capex for the regulatory control period in order to achieve the
following capex objectives:

(1) meet or manage the expected demand for standard control services over
that period;

(2) comply with all applicable regulatory obligations or requirements
associated with the provision of standard control services;

(3) maintain the quality, reliability and security of supply of standard
control services;

(4) maintain the reliability, safety and security of the distribution system
through the supply of standard control services.

60



8.2.2 Capex criteria and factors

Clause 6.5.7(c) of the transitional chapter 6 rules also provides that the AER must
accept the capex forecast included in a regulatory proposal if it is satisfied that the
total of the capex forecast for the regulatory control period reasonably reflects:

)
2

3)

the efficient costs of achieving the capex objectives;

the costs that a prudent operator in the circumstances of the relevant
DNSP would require to achieve the capex objectives; and

a realistic expectation of the demand forecast and cost inputs required
to achieve the capex objectives. '*

In making this assessment the AER must have regard to the capex factors contained in
clause 6.5.7(e) of the transitional chapter 6 rules:

Q)

(@)

(€))

“

%

(6)
O]
®

€))

(10)

the information included in or accompanying the building block
proposal;

submissions received in the course of consulting on the building block
proposal;

analysis undertaken by or for the AER and published before the
distribution determination is made in its final form;

benchmark capex that would be incurred by an efficient DNSP over the
regulatory control period;

the actual and expected capex of the DNSP during any preceding
regulatory control periods;

the relative prices of operating and capital inputs;
the substitution possibilities between opex and capex;

whether the total labour costs included in the capex and opex forecasts
for the regulatory control period are consistent with the incentives
provided by the applicable service target performance incentive scheme
in respect of the regulatory control period;

the extent the forecast of required capex of the DNSP is referable to
arrangements with a person other than the provider that, in the opinion
of the AER, do not reflect arm’s length terms;

the extent the DNSP has considered, and made provision for, efficient
non—network alternatives.

Clause 6.5.7(d) of the transitional chapter 6 rules states that, if the AER is not
satisfied that a DNSP’s forecast capex reasonably reflects the capex criteria, then the
AER must not accept the forecast capex in a building block proposal. If the AER does
not accept the total forecast capex proposed by a DNSP, clause 6.12.1(3)(ii) of the
transitional chapter 6 rules requires the AER to include in its draft decision:

140

Transitional chapter 6 rules, clause 6.5.7(c).
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...an estimate of the total of the DNSP’s required capex for the regulatory
control period that the AER is satisfied reasonably reflects the capex criteria,
taking into account the capex factors.

8.3 ActewAGL proposal

ActewAGL proposed a capex allowance totalling $278 million ($2008-09) (net of
capital contributions and disposals) for the next regulatory control period. Table 8.1
sets out ActewAGL’s proposed capex by category.

Table 8.1: ActewAGL’s proposed capex by category ($m, 2008-09)

2009-10 2010-11 2011-12 201213 2013-14 Total
Asset renewal/replacement 20.2 21.5 18.9 18.8 19.3 98.6
Customer initiated 21.7 23.9 20.3 15.2 12.9 94.0
Augmentation 29.9 14.6 13.9 15.4 2.7 76.5
ﬁgj:vlggei‘sg quality 02 0.4 0.4 0.3 03 15
Network IT systems 43 4.1 3.5 35 5.1 20.5
Capital contributions -5.8 -8.2 -7.5 —4.2 -3.7 -29.4
Non-systems assets 0.5 0.5 0.5 0.5 0.5 2.6
Sl‘;r;’grrf‘te services business 7.4 1.5 1.6 1.4 15 13.3
Total 78.3 58.3 51.7 50.9 38.5 277.7

Source: ActewAGL, Regulatory proposal, p.126.
Note: Totals may not add due to rounding.

ActewAGL forecast an increase in capex of approximately 71 per cent from the
current regulatory control period. The key drivers of ActewAGL’s forecast capex
program were identified as:'*!

= zone substation augmentation requirements due to urban expansion

= asset replacement and renewal driven by regulatory, safety and security
requirements

= high forecast levels of residential and commercial expansion.

ActewAGL’s proposed augmentation capex for the next regulatory control period is

nearly five times higher than its current regulatory control period augmentation capex.

ActewAGL noted most of this increase is attributable to four major augmentation
projects — Civic zone substation augmentation, connection of the new southern bulk

41 ActewAGL, Regulatory proposal, p. 121.
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supply point, and new zone substations and feeders at Eastlake (Fyshwick) and
Molonglo.

Figure 8.1 compares ActewAGL’s actual and proposed capex by category.

Figure 8.1:
90 T
O Non-system Capex
80 T~ mcustomer contributions o
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c O Asset renewal/replacement
=

e

ActewAGL’s actual and proposed capex by category ($m, 2008-09)
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=
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2004-05  2005-06  2006-07  2007-08  2008-09  2009-10  2010-11  2011-12  2012-13  2013-14
Year
Source: ActewAGL, Regulatory proposal, RIN proforma 2.2.1.

Renewal and replacement expenditure is forecast to increase by around 31 per cent
from the current period. This category of expenditure totals $99 million for the next
regulatory control period (around 35 per cent of the total capex program) and is
largely driven by continued expenditure on replacement and reinforcement of poles
($51 million) and ground substation replacement ($8 million).

ActewAGL forecast customer initiated (growth related) capex to increase by 16 per
cent from the current period. This category of expenditure totals $94 million (34 per
cent of the total forecast capex program) with over half of this attributable to
commercial and new urban development expected during the next regulatory control
period. ActewAGL expected to recover approximately 31 per cent of these costs

through customer contributions.

142

In estimating the cost of its identified capital requirements, ActewAGL developed
bottom up expenditure estimates in 2007—08 dollars and has escalated these using
selected escalation rates developed by Sinclair Knight Merz (SKM).'** ActewAGL
used three models to identify and develop its capital investment requirements:

pole asset replacement/refurbishment model

142
143

ActewAGL, Regulatory proposal, p. 137.

ActewAGL, Regulatory proposal, attachment 18. The AER’s assessment of input cost escalators
used by ActewAGL is set out at appendix G to this draft decision.

63



= network assets replacement/refurbishment model

= network capex/opex trade-off model.

8.4 Submissions

The AER received a submission from the Energy Market Reform Forum (EMRF) on
ActewAGL’s forecast capex. EMRF submitted that ActewAGL has consistently
expended an increasing amount of capex over the past period, and that the claimed
forecast capex is in excess of the growth demand trend. The EMRF submitted that
ActewAGL’s overall capex is some $10 million per year (or $50 million overall) in
excess of needs.'*

8.5 Consultant review

The AER engaged Wilson Cook to review ActewAGL’s forecast capex. Wilson Cook
concluded that it does not consider any adjustments to ActewAGL’s system or non-
system capex forecasts are required.

In forming a view on ActewAGL’s forecast capex, Wilson Cook considered the
following key factors:'*

= prudence and efficiency of the proposed expenditures'*®
= external obligations imposed on ActewAGL

= consistency with demand forecasts proposed by ActewAGL and reviewed by the
AER

* unit costs, escalation rates and methodologies for materials cost estimation

= expenditure drivers including the need to address demand growth, ageing assets
and safety and environmental issues

= appropriateness and consistent application of policies and procedures.

8.6 Issues and AER considerations

8.6.1 ActewAGL policies, procedures and methods

Capital planning practices

Wilson Cook concluded that ActewAGL had followed reasonable policies and
procedures, including the identification of need and least-cost solutions when making

144 EMREF, p.18.

145 Wilson Cook, Volume 1, pp. 7-11.

146 Wilson Cook, Volume 1, p. 9. Where Wilson Cook has considered there was an appropriate
balance between the factors it considers comprise ‘prudence’ and ‘efficiency’, it has concluded in
its report that the expenditure is ‘reasonable’.
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investment decisions.'*” Wilson Cook further concluded the following regarding
ActewAGL’s network planning procedures:'**

= ActewAGL’s planning team followed current international planning practice and
had adopted sound network planning concepts and policies

* ActewAGL considers zone substation diversity and load transfers when planning
its zone substation augmentation

* non-—network and demand side alternatives are considered as potential alternatives
to network augmentation and are provided for in ActewAGL’s procedures

=  ActewAGL appeared to be using appropriate methods for the construction and
installation of its assets

= the particular types of assets to be used in the capex program during the next
regulatory control period are appropriate for the purpose.

During meetings with ActewAGL planning staff and Wilson Cook, AER staff had the
opportunity to review the application of ActewAGL’s planning processes in the
context of a sample of key projects which are major contributors to the proposed
capex program. As a result of this review, the AER and Wilson Cook are satisfied that
ActewAGL had observed appropriate processes and procedures in determining the
scope, timing and need for these projects.

Cost estimation processes

In developing its forecast capex allowance ActewAGL has applied unit rates
developed to reflect efficient estimated expenditures in 2007—08 dollars. ActewAGL
commissioned SKM to undertake a comparative review of its ten most important unit
rates based on independent estimates for these costs.'*’ In its report, SKM concluded
that, overall, the unit rate estimates used by ActewAGL were an accurate
representation of costs in the competitive marketplace.

Wilson Cook reviewed ActewAGL’s unit rates in the context of its circumstances,
and the SKM comparative estimates, and considers the cost estimates to be
reasonable. '’

Although ActewAGL’s unit rates do not accord with SKM’s in all cases, the variation
is typically immaterial, and in a number of cases, ActewAGL’s rates are lower than
those put forward by SKM. Where ActewAGL’s unit rates are higher than those
developed by SKM, the AER considers ActewAGL and SKM have offered reasonable
explanations as to why this is the case.""'

17 Wilson Cook, Volume 5, p. 15.

8 Wilson Cook, Volume 5, pp. 15-16.

149 ActewAGL, Regulatory proposal, confidential attachment 17.
SKM, Comparative unit rate estimates for selected works/activities, final report, 30 May 2008.

30" Wilson Cook, Volume 5, p. 17.

1 For example, ActewAGL’s unit rate estimate for 132kV lines is around 10 per cent higher than
SKM’s estimate. This variation is attributable to ActewAGL’s rate being inclusive of easement
transaction costs while SKM’s rate is not.

65



ActewAGL submitted that it has not included expenditure for contingencies in its
capex forecasts.'

The AER has reviewed ActewAGL’s proposed unit rates and SKM’s comparative
review of them and is satisfied that their application ActewAGL’s would likely
produce forecasts that reasonably reflect the efficient costs a prudent operator would
require to achieve the capex objectives under clause 6.5.7(a) of the transitional
chapter 6 rules.

Application of SKM input cost escalators

ActewAGL commissioned SKM to develop input cost escalation factors to apply to
specific components of its forecast system capex program.'>® These escalators were
developed to recognise that some input prices have been growing at a faster rate than
general price growth (as measured by the consumer price index) in recent times.
ActewAGL has applied these input cost escalators to particular expenditure
components, to reflect its expectation that the costs of these components will increase
in real terms during the next regulatory control period.

Wilson Cook did not review the application of cost escalators to the base capex
estimates, and has relied on ActewAGL’s assurance that these have been applied in
the manner stated by it.">*

The AER’s detailed consideration and conclusions on ActewAGL’s proposed input
cost escalators as developed by SKM, and the methodologies underpinning those
escalators, is set out at appendix G to this draft decision. While the AER 1is generally
accepting of the SKM methodology for deriving input cost escalators, it has made
some adjustments to the proposed methodology and also considers that more recent
data is reflective of the input costs ActewAGL is expected to face during the next
regulatory control period.

The SKM methodology applied by ActewAGL assumes that price changes in some
input cost components will not be reflected immediately in the cost of capex
components purchased. Specifically, the input cost factor weightings applied to
transformers, switchgear, conductor, e-wire and copper and aluminium cables assume
a 12 month lag before expected real cost increases in raw input materials are reflected
in the price of these components. The input cost factors which are assumed to have a
delayed price impact are aluminium, copper, steel and oil."*

The issue of assuming a lag between real input cost increases and real increases in
capex is addressed at appendix G of this draft decision. In summary, the AER does
not consider this is a reasonable assumption based on observed movements between
commodity and producer prices.

On 1 October 2008 ActewAGL advised the AER that errors had been identified by
SKM in its input cost escalators.'”® The AER requested that ActewAGL resubmit its

152
153

ActewAGL, Regulatory proposal, p. 131.

ActewAGL has not proposed to apply real cost escalation to its non-system capex. These
expenditure items will be escalated annually by inflation only.

15 Wilson Cook, Volume 5, p. 17.

135 ActewAGL, response to information request, 12 September 2008.

156 ActewAGL, email to AER, 1 October 2008.
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capex forecasts and post tax revenue model, which revealed an increase of

$8.9 million from the forecast capex allowance included in its regulatory proposal of
2 June 2008."’ The correction of this error has been incorporated into the AER’s
consideration of ActewAGL’s capex proposal.

The AER does not consider ActewAGL’s cost escalation assumptions reflect a
realistic expectation of the cost inputs required to achieve the capex objectives, as
required by clause 6.5.7(c). Therefore, it does not consider the resulting allowance
fully satisfies the capex criterion at clause 6.5.7(c)(3) of the transitional chapter 6
rules. The AER has required ActewAGL to remodel its capex proposal to address the
AER’s decisions on input cost escalators, as set out at appendix G of this draft
decision. The effect of this remodelling is illustrated in table 8.5 at section 8.7 of this
chapter.

Growth capex

ActewAGL proposed augmentation expenditure of $76 million ($2008-09)
representing around 27 per cent of the total forecast capex program. Around 87 per
cent of this expenditure is attributable to four major augmentation projects:

= Civic zone substation augmentation ($6.8 million)

= connection to the new southern bulk supply point ($23 million)

* new zone substation and feeders at Eastlake ($22 million)

* new zone substation and feeders at Molonglo Valley ($15 million).

Table 8.2 Major augmentation capex projects ($m, 2008-09)

2009-10 2010-11  2011-12  2012-13  2013-14 Total
Eastla}ke zone substation and 94 98 06 14 08 2.0
associated feeders
Civic zone substation 3.7 3.1 0.0 0.0 0.0 6.8
Molonglo' zone substation 00 03 73 74 00 15.0
and associated feeders
Southern bulk supply point
132kV feeders and upgrades 14.2 0.0 39 44 0.0 223
Total 27.3 13.2 11.9 13.1 0.8 66.3

Source: ActewAGL, Regulatory proposal, p.140

Wilson Cook reviewed each of the four major augmentation projects and is satistied

they are prudent and efficient, as is the indicative timing of the expenditure. It further

concluded that that the projects were consistent with ActewAGL’s network

57 ActewAGL, email to AER, 9 October 2008.

67



development strategy and that demand management alternatives would not allow for
material deferral of the proposed investment.'*®

The AER notes that the timing of these major projects is not affected by growth in
peak demand. The AER’s consideration of ActewAGL’s demand forecast is set out at
chapter 6 of this draft decision.

Southern bulk supply point project

In 2006, the ACT Government passed legislation mandating the construction of a
second electricity bulk supply point (BSP) in the ACT, to enhance security of supply
to the ACT." The legislation created an obligation for TransGrid to construct a new
BSP in the ACT, to be situated in the locality of Williamsdale, south of Canberra.'®
In order to make use of this second point of supply, ActewAGL is required to
establish assets to connect the Williamsdale BSP to the ACT distribution network.

TransGrid and ActewAGL have jointly developed two possible investment scenarios
for this project and have applied the regulatory test to these options.'®" ActewAGL
submitted that the chosen option has the lowest present value of costs in all cases.'®
To connect to the Williamsdale BSP, ActewAGL proposed to undertake the following
work at an estimated cost of $23 million ($2008-09), including easement acquisition
costs:

= construction of two 132kV circuits from the Williamsdale BSP to the
Gilmore/Theodore area during 2009—-10

= any works necessary to upgrade the ActewAGL sub-transmission network
capacity to match supply capabilities from the Williamsdale BSP, during 201112
to 2012—13.

The AER sought advice from the ACT Government on the scope and timing of this
project, which confirmed that the works proposed by ActewAGL are required and that
the proposed timing is consistent with ACT Government policies and expectations.'®

The AER has reviewed the timing and need for ActewAGL’s contribution to the
southern supply point project and considers it is necessary and efficient. This view is
based on advice received from the ACT Government and the outcomes of Wilson
Cook’s review. The AER notes that ActewAGL’s proposed works are consistent with
the expectations of the ACT Government in terms of timing and scope, and are
necessary during the next regulatory control period. The AER is satisfied that this
aspect of ActewAGL’s forecast capex reasonably reflects the efficient costs a prudent

1% Wilson Cook, Volume 5, pp. 13-14.

1% Utilities Exemption 2006 (No.1), Disallowable instrument DI2006—47.

1" The AER notes that TransGrid’s revenue proposal for the next regulatory control period includes a
proposal to construct the Williamsdale bulk supply point during 2009—10. Additional works to
connect the Williamsdale bulk supply point to the TransGrid transmission network (stage 2 works)
have been proposed as contingent on planning approvals. See, TransGrid, Meeting customer needs
for transmission services, TransGrid revenue proposal 1 July 2009 — 30 June 2014, p. 63 and
appendix I, p. 9.

ActewAGL and TransGrid, Final report, Proposed new large transmission network asset,
proposed new large distribution network asset, Southern supply to the ACT.

ActewAGL, Regulatory proposal, p. 143.

163 ACT Chief Minister’s Department, letter to AER, 25 August 2008.
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operator would require to achieve the capex objectives under clause 6.5.7(a) of the
transitional chapter 6 rules.

Molonglo Zone Substation

ActewAGL identified a need to establish a new zone substation in the Molonglo
Valley region to support expected land releases during the next regulatory control
period. It proposed to incur expenditures on the new zone substation (and associated
feeders) between 2011-12 and 2012—13 at a forecast total cost of $15 million
($2008-09).

ActewAGL submitted that while there are four existing zone substations within 10 km
of the proposed new Molonglo zone substation, it would be impractical to supply the
new development from these existing facilities due to distance, geographical
limitations and future capacity constraints.'** ActewAGL identified that Woden zone
substation could supply the initial stages of the Molonglo Valley release, however,
based on forecast load growth, it is expected to reach its summer emergency rating
capacity by 2015, by which time an alternative supply would be required to supply the
Molonglo development.

ActewAGL submitted that construction of the Molonglo Valley zone substation,
before Woden zone substation reaches capacity, will allow some load from Weston
Creek (currently supplied from Woden) to be transferred to the new Molonglo
substation. ActewAGL noted that this could defer the need to upgrade Woden zone
substation for 10 years or more.'®

The AER sought advice from the ACT Government on the timing and scope of the
future Molonglo Valley land releases. This advice confirms that ActewAGL’s
proposed timeline for construction and commissioning of the Molonglo zone
substation is consistent with ACT Government policy and its timing expectations for
the land releases. '°° The ACT Government has indicated it supports the establishment
of the Molonglo Zone substation based on advice from ActewAGL that existing
infrastructure has sufficient capacity to service only the initial releases of land in the
Molonglo Valley.'®” It further advised that it considers it essential that the new zone
substation is operational by 201213 to enable the full release of land as planned.'®®

The AER reviewed the application of ActewAGL’s planning processes to the
establishment of the Molonglo zone substation project. AER considers that
ActewAGL has demonstrated a genuine need for the new investment due to existing
network constraints. Sound policies and practices have been observed in determining
the need and timing for this expenditure, as well as in the consideration of alternative
solutions. The AER considers this project is required during the next regulatory
control period and is satisfied that this aspect of ActewAGL’s forecast capex

1% See ActewAGL, Electricity networks 10 year network augmentation plan, 2008/09 to 2017/18,

p. 57.

ActewAGL, 10 year network augmentation plan, p. 58.

1% ACT Chief Minister’s Department, letter to AER, 25 August 2008.

17 ACT Chief Minister’s Department, letter to AER, 25 August 2008.

1% The ACT Government has advised the AER that it intends to commence initial land releases in the
Molonglo Valley region from 2008—09. It is expected that initial land releases between 2008—09
and 2012-13 will total 4000 lots, with around 25000 dwellings to be developed in the next 15 to
20 years.
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reasonably reflects the efficient costs a prudent operator would require to achieve the
capex objectives under clause 6.5.7(a) of the transitional chapter 6 rules.

Civic Zone Substation

ActewAGL proposed expenditures to augment its Civic zone substation, which
supplies commercial and residential buildings located in Canberra city. ActewAGL
submitted that, based on demand forecasts, the substation’s cyclic rating would be
exceeded by 2008 given a one in 10 year weather event, and its emergency rating will
be exceeded by the summer of 2012. ActewAGL submitted that the substation must
be augmented and that its preferred solution to address the constraint is to install a
third transformer.'®

The AER reviewed the application of ActewAGL’s planning processes to the Civic
zone substation works program. During this review, ActewAGL’s timing assumptions
for the investment need were tested against alternative demand forecasting scenarios
(10 per cent, 50 per cent and 90 per cent probability of exceedence), and in each case,
the expected emergence of capacity constraints did not shift sufficiently to enable this
augmentation investment to be deferred beyond the next regulatory control period.

Based on its review, and advice from Wilson Cook, the AER considers that
ActewAGL has demonstrated a genuine need for this augmentation expenditure.
Sound policies and practices have been observed in determining the need and timing
for this project, as well as in the selection of the most efficient investment solution.
The AER considers the project is required to meet demand during the next regulatory
control period and is satisfied that this aspect of ActewAGL’s forecast capex
reasonably reflects the efficient costs a prudent operator would require to achieve the
capex objectives under clause 6.5.7(a) of the transitional chapter 6 rules.

Eastlake Zone substation

ActewAGL submitted that capacity constraints are emerging in the South Canberra
area as a result of a sustained high level of land development and redevelopment,
causing diminution of spare capacity at the two existing zone substations in the area
(Fyshwick and Telopea Park). ActewAGL submitted that Telopea Park zone
substation has reached its emergency rating, but will undergo a transformer cable
upgrade to enable it to meet projected load until 2011."7 It also noted that current
developments at Aero Park, Brindabella Park and the EpiCentre will mean all spare
capacity at Fyshwick zone substation will be used within two years. ActewAGL had
expected the total load to exceed this substation’s emergency rating by 2011 and has
estimated that an additional 35 MVA capacity will be required in the Fyshwick and
Telopea Park areas to meet the supply requirement within ten years.'”!

ActewAGL proposed the following works for the Eastlake zone substation project: ">
= a50 MVA zone substation by 2011

= 132kV line work by 2011

169
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ActewAGL, Regulatory proposal, p. 142.
ActewAGL, 10 year network augmentation plan, p. 79.
ActewAGL, 10 year network augmentation plan, p. 79.
ActewAGL, Regulatory proposal, p. 141.
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= provisions for a capacity upgrade to I00MVA in the future
= high voltage network roll-out over a period of 15 years.

ActewAGL submitted that load from the existing Fyshwick zone substation (a
temporary facility, built in 1982) will be progressively shifted to Eastlake, as will
some load from Telopea Park zone substation. This will enable the Telopea Park zone
substation to supply new developments on either side of Lake Burley Griffin.'”

Based on its review, and advice from Wilson Cook, the AER considers that
ActewAGL has demonstrated a genuine need for the investment, supported by
sufficient documentation and analysis. Sound policies and practices have been
observed in determining the need and timing for this project, as well as in determining
the most efficient investment solution. The AER considers the project is necessary
during the next regulatory control period to meet expected demand and is satisfied
that this aspect of ActewAGL’s forecast capex reasonably reflects the efficient costs a
prudent operator would require to achieve the capex objectives under clause 6.5.7(a)
of the transitional chapter 6 rules.

Other augmentation and customer-driven capex
ActewAGL’s remaining augmentation capex is largely attributable to:

= cable and feeder upgrades in response to increased demand

= augmentation of the low voltage distribution network to accommodate customer
growth in urban and commercial developments

= customer initiated replacements and relocations
= community and associated developments and
" new service wires.

The customer initiated category of expenditure is forecast to total $94 million during
the next regulatory control period. ActewAGL has estimated it will recover
approximately 31 per cent of this through customer contributions in accordance with
the Electricity Networks Capital Contributions Code (ACT).

In the context of the data presented by the EMRF, the AER has compared
ActewAGL’s augmentation capex (less the major projects noted in the growth capex
section) with peak demand growth, as illustrated in figure 8.2.

13 ActewAGL, Regulatory proposal, p. 140.
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Figure 8.2: ActewAGL’s other augmentation capex and peak demand
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Source: ActewAGL, RIN templates 2.2.1 and 2.3.8.

Such a comparison indicates that there is no discernable correlation between
augmentation capex and peak demand growth. The variability in historical
expenditures is likely to reflect the impact of specific projects which have not been
identified in ActewAGL’s data.

Based on its review of ActewAGL’s proposal, and advice from Wilson Cook, the
AER considers that ActewAGL has applied an appropriate methodology for
estimating customer initiated expenditures which is likely to result in an efficient
expenditure allowance. Specifically, the AER considers ActewAGL has:

* made reasonable assumptions in developing its customer initiated capital
investment program

= demonstrated detailed consideration of expected new developments and customer

connections

= appropriately not included forecast allowances or contingency factors for projects

which are uncertain.

Based on these considerations regarding other elements of ActewAGL’s
augmentation expenditure, the AER considers the proposed expenditure reasonably
reflects the efficient costs a prudent operator, in the circumstances of ActewAGL,

would require to achieve the capex objectives under clause 6.5.7(a) of the transitional

chapter 6 rules.

Replacement capex

ActewAGL proposed renewal and replacement capex of $99 million ($ 2008—09)

Network coincident maximum demand, MW

representing around 35 per cent of the total forecast capex program. This category of

expenditure is forecast to increase by around 31 per cent from the current period.
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Major drivers of ActewAGL’s replacement and renewal capex include continued
expenditure on replacement and reinforcement of poles ($51 million), and ground
substation replacement ($8 million). Table 8.3 sets out the main replacement projects
and programs forecast for the next regulatory control period. These represent around
78 per cent of the total forecast replacement program.

Table 8.3: Major replacement and renewal programs ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
Pole replacement and 9.8 10.1 10.3 103 10.4 51.1
reinforcement
Ground substation 1.6 1.9 1.4 1.6 1.7 8.1
replacements
Reactive and planned zone
substation equipment 0.7 0.9 0.3 0.3 0.6 2.8
replacement
Zone fence upgrades 0.7 0.7 0.7 0.7 0.4 33
Underground network 1.1 0.9 0.9 0.9 0.9 48
replacement
Civic zone substation
switchboard replacement L4 2.2 0.0 0.0 0.0 36
Over current and distance
protection relay 0.5 0.6 0.6 0.7 0.4 2.8
replacements
Total 16.0 17.3 14.2 14.5 14.5 76.5

Source: ActewAGL, Regulatory proposal, p. 148

Wilson Cook considered that the scope of the replacement capex program is prudent
and efficient, concluding that no adjustments are required. Wilson Cook has
concluded that the proposed projects and programs appear reasonable, as is their
proposed timing. Wilson Cook has considered all forecast renewal and replacement
capex to be consistent with ActewAGL’s overall network development strategy.'

Pole replacement and reinforcement program

The pole replacement and reinforcement program represents the largest component (at
around 67 per cent of the total) of ActewAGL’s forecast replacement works.
ActewAGL submitted that it expects to replace 5492 poles during the next regulatory
control period, noting that pole reinforcement is also a significant expense and a
prudent method of extending pole life and deferring capex.'”

ActewAGL and SKM developed a pole replacement and reinforcement model to
forecast management requirements for different types of poles during the next
regulatory control period.

174 Wilson Cook, Volume 5, p. 21.
175 ActewAGL, Regulatory proposal, p. 148.
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ActewAGL submitted that approximately 39 000 of its 53 000 poles are wooden, and
almost half of the poles in its network are untreated natural round wood poles, which
are susceptible to deterioration over time.'”® ActewAGL noted that failure of its
power poles has lead to a significant number of incidents, including damage to
property and injury to people.'”’

Wilson Cook and the AER have reviewed ActewAGL’s proposed pole replacement
and reinforcement program and are satisfied that the work is necessary during the next
regulatory control period to manage safety risks associated with deteriorated wooden
poles. ActewAGL’s pole replacement and reinforcement model was examined by the
AER and Wilson Cook and represents a reasonable approach to estimating
condemnation rates and replacement expenditures for different pole types in
ActewAGL’s network, based on its planned inspection regime.

The AER considers ActewAGL’s forecast pole replacement and reinforcement
program is necessary and has been developed in accordance with sound policies and
procedures. The AER is satisfied that this aspect of ActewAGL’s forecast capex
reasonably reflects the efficient costs a prudent operator would require to achieve the
capex objectives under clause 6.5.7(a) of the transitional chapter 6 rules.

Other replacement programs

ActewAGL’s other key forecast replacement programs include:'”®

= replacement of ground mounted substations and switching station components to
ensure compliance with technical regulatory obligations

= replacement of the Civic zone substation switchboard due to deteriorated
insulation and upgrading of fencing, protection relays, cable sealing ends,
instrument transformers, isolators, battery chargers and other components, also
due to deterioration

= replacement of underground network components.

The AER requested supporting information from ActewAGL to justify its additional
expenditure, particularly relating to replacement needs for ground mounted
substations and underground network components (for example, minipillars).
ActewAGL provided a number of documents from the ACT Planning and Land
Authority (the ACT technical regulator) which provide results of condition
inspections it conducted on a sample of ActewAGL’s ground mounted substations
and minipillars.'” In these documents, the ACT technical regulator expressed a
number of concerns with the general condition of these installations, identifying
defects requiring repairs and examples of units deemed to be in an unacceptable
condition. The ACT technical regulator indicated that ActewAGL’s maintenance plan
for minipillar assets is not in accordance with the principles of the Management of
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ActewAGL, Regulatory proposal, p. 148.

ActewAGL, Regulatory proposal, p. 149.

ActewAGL, Regulatory proposal, pp. 148—-151.

17 ACT Planning and Land Authority, email to ActewAGL, 11 July 2007.
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Electricity Assets Code."*® ActewAGL submitted that this finding will result in a
requirement for additional capex and opex to address problems and implement
ongoing planned maintenance cycles.

The AER has reviewed ActewAGL’s other replacement capex plans, taking into
account additional supporting information, and the advice of Wilson Cook. Based on
this review the AER considers that ActewAGL’s other proposed replacement
programs are necessary to comply with jurisdictional safety and reliability
obligations. The AER is satisfied that this aspect of ActewAGL’s forecast capex
reasonably reflects the efficient costs a prudent operator would require to achieve the
capex objectives under clause 6.5.7(a) of the transitional chapter 6 rules.

Non-system capex

ActewAGL proposed a non-system capex allowance of $36 million ($2008—09) for
the next regulatory control period, representing around 13 per cent of the total forecast
capex program. This category of expenditure is forecast to increase by around 94 per
cent from the current regulatory control period. Table 8.4 sets out ActewAGL’s
proposed non-system capex by category.

Table 8.4: Major non-system capex projects and programs ($m, 2008—09)

2009-10  2010-11 2011-12  2012-13 2013-14 Total
Network IT systems 43 4.1 35 3.5 5.1 20.5
gfg::ifi;;ﬁes 74 1.5 1.6 1.4 1.5 13.3
Other non-system 0.5 0.5 0.5 0.5 0.5 2.6
Total 12.2 6.1 5.6 5.4 7.1 36.4

Source: ActewAGL, Regulatory proposal, p. 153, 155.
Note:  Totals may not add up due to rounding.

Wilson Cook assessed ActewAGL’s non-system capex against the other NSW DNSPs
forecasts and the regulatory allowances of Ergon Energy and Energex from the 2005
Queensland network determination made by the Queensland Competition Authority.
These comparisons were made on a ‘cost-per-size” basis which Wilson Cook

. . . . . 181
considers takes into account the main parameters which drive non-system capex.

Wilson Cook’s comparison revealed that ActewAGL’s non-system capex is lower
than the other NSW DNSPs based on expenditure by size.'® Wilson Cook took
account of the one-off expenditure attributable to the corporate headquarters
relocation (discussed below) and the fact that some typically system-related
expenditure items have been included in the non-system forecast. From its review
Wilson Cook concluded that the overall level of non-system capex is reasonable from

180 ACT Government, Management of Electricity Network Assets Code, section 6, p. 15.

The code requires that ‘electricity networks shall be maintained in a manner that ensures the safety
of persons while taking into account reliability of supply and the associated risks’.

Wilson Cook, Volume 1, section 3.

This is to be expected given ActewAGL leases many of its non-system assets including vehicles
and computers.
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a ‘top-down’ perspective. Based on its review, Wilson Cook concluded that no
adjustment to ActewAGL’s forecast non-system capex is required.'™

Network IT expenditure

ActewAGL’s forecast network IT capex program is comprised of the following key
projects and programs of work: '

= replacement of intertrip and SCADA'® communications pilot cables

= major IT system replacements including assets and works management,
geographic information systems, and preliminary work on a replacement SCADA
system

=  replacement of zone substation remote terminal unit due to failures and lack of
p
replacement parts for ageing units currently in service

= three network automation programs — enhancement of high-voltage switchgear to
allow remote operation, upgrading of key distribution substations for remote
operability and improvements to fault location capabilities linked to SCADA
systems to reduce unplanned outage durations.

At the request of the AER, ActewAGL provided additional information in support of
these proposed projects. Wilson Cook and the AER have reviewed ActewAGL’s
project overviews and justifications and are satisfied that ActewAGL has
demonstrated a need for the investment, supported by sufficient analysis and
consideration of options. Wilson Cook has advised that it found nothing unusual or
excessive in ActewAGL’s proposed network IT expenditure program, and that
benchmarking analysis showed the proposed allowance was not out of line with that
of other DNSPs sampled. '

Based on these considerations the proposed investment is required and is satisfied that
this aspect of ActewAGL’s forecast capex is necessary and reasonably reflects the
efficient costs a prudent operator would require to achieve the capex objectives under
clause 6.5.7(a) of the transitional chapter 6 rules.

Corporate capex—relocation of headquarters

ActewAGL’s major proposed corporate capex project during the next regulatory
control period is the relocation of its corporate headquarters from an owned premised
to a leased premises. The capex amount associated with this relocation (allocated to
the electricity networks division) is forecast to be $4.8 million ($2008—09), and is
largely attributable to fit-out of the new premises.'®’ ActewAGL’s other proposed
corporate capex is attributable to ongoing refurbishments of existing buildings,
security enhancements and IT and telecommunications enhancements.

183 Wilson Cook, Volume 3, pp- 26, 28.

18 ActewAGL, Regulatory proposal, pp. 153154

185 Supervisory Control and Data Acquisition.

18 Wilson Cook, Volume 5, pp. 26-28

87 The total capex associated with the relocation is apportioned across ActewAGL’s multiple
business units in accordance with its cost allocation method approved by the AER. Under this cost
allocation method, ActewAGL attributes 54.75 per cent of corporate expenditure to its electricity
networks division.

76



ActewAGL has provided a business case for the headquarters relocation project
setting out the reasons for the relocation, as well as risks and benefits of the project.
Wilson Cook and the AER have reviewed this analysis and consider that ActewAGL
has developed a sound justification for the proposed corporate relocation. The AER
considers the proposed relocation will:

188

= avoid potentially significant future expenditures to maintain and refurbish
ActewAGL House

= result in lower ongoing operating expenditures related to corporate
accommodation

= give rise to other potential efficiencies in ActewAGL’s corporate operations.

Based on its review of ActewAGL’s business case, and advice from Wilson Cook, the
AER considers ActewAGL’s proposed relocation of its corporate headquarters is
reasonable and has been appropriately justified. Based on this, the AER is satisfied
that this aspect of ActewAGL’s forecast capex reasonably reflects the efficient costs a
prudent operator would require to achieve the capex objectives under clause 6.5.7(a)
of the transitional chapter 6 rules.

Other corporate and non-system capex

Wilson Cook noted that ActewAGL’s other forecast corporate and non-system capex
are at a similar level to prior years and are at a relatively low level.'®” The AER is
satisfied that ActewAGL’s forecast other non-system capex allowance reasonably
reflects the efficient costs a prudent operator would require to achieve the capex
objectives under clause 6.5.7(a) of the transitional chapter 6 rules.

Other issues

Undergrounding and backyard reticulation issues

ActewAGL submitted it is considering a program to underground the existing
overhead network over a long-term investment horizon. It has drawn on its
willingness to pay study to inform the preliminary cost benefit analysis of the project.
The early results from this review indicate a potential net economic benefit from an
underground conversion program in the ACT, but ActewAGL submits its results
would need to be tested further.'”’

Wilson Cook provided comment in its report suggesting that it may be a better long-
term solution to replace backyard reticulation with street front underground
reticulation, as the existing configuration unnecessarily adds to maintenance and
replacement costs due to access difficulties. It has suggested that if the AER is able to
address this issue, it should consider doing so."”"

The AER notes that, while investment in front yard or underground reticulation may
provide more efficient long-term reliability and maintenance expenditure outcomes,

18 ActewAGL, response to request for information date 6 August 2008, 15 August 2008.

189 Wilson Cook, Volume 5, p. 28.
%0 ActewAGL, Regulatory proposal, p. 42.
¥ Wilson Cook, Volume 5, p. 20.
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these options have not been fully explored or costed by ActewAGL or Wilson Cook.
Any undergrounding program, or street placement of existing backyard reticulation, is
likely to represent a very significant capital works and investment program.
ActewAGL has not included such a program in its capex proposal, therefore,
addressing this issue is beyond the scope of the AER’s considerations in making this
draft decision.

Service target performance incentive scheme (STPIS) preparations

ActewAGL proposed an allowance of $0.5 million during the next regulatory control
period to establish additional systems and processes to ensure compliance with the
requirements of the AER’s national distribution service target performance incentive
scheme (national distribution STPIS). The national distribution STPIS will apply to
ActewAGL from 1 July 2014.

ActewAGL submitted that due to timing constraints, and uncertainties in the nature
and scope of the AER’s final national distribution STPIS, it has not been able to
develop a detailed plan of the nature of the capex required.'”* ActewAGL noted that
any additional expenditure requirements may be quantified following further
clarification of the AER’s specific information requirements to apply during the next
regulatory control period.'*

The AER reviewed ActewAGL’s proposed capex requirement and subsequently
sought additional information on the nature of the expected investment. Based on a
review of this information, and advice of Wilson Cook, the AER accepts that
ActewAGL’s forecast capex allowance is necessary to prepare systems and processes
for the introduction of the national distribution STPIS from 1 July 2014. The AER
considers it important for ActewAGL to establish capabilities to comply with the
requirements of the AER’s national distribution STPIS, as soon as possible.'*

The AER notes ActewAGL’s submission that it may need to incur further
expenditures to achieve full compliance with the national distribution STPIS,
following initial works and testing of new capabilities. It is the AER’s expectation
that any proposal by ActewAGL to recover such expenditures would be made in
accordance with the transitional chapter 6 rules, and would be assessed by the AER
on its merits at the time.

Deliverability of the forecast capex program

ActewAGL submitted it is aware that it will be competing with other Australian
distribution businesses, as well as in the broader international market, for resources
and expertise to deliver its proposed capex and opex programs.'* It is proposing to
put in place a range of measures to ensure it is sufficiently resourced to deliver its
infrastructure program.'*® ActewAGL submitted it has:

2 ActewAGL, response to request for additional information, 7 August 2008, p. 5.

193 ActewAGL, letter to AER, 26 September 2008, p. 1.

1% The AER’s decision on service performance data reporting requirements to apply to ActewAGL
during the next regulatory control period is set out at chapter 13 of this draft decision.
ActewAGL, Regulatory proposal, pp. 111-112.

ActewAGL, Regulatory proposal, p. 112.

195
196

78



= undertaken a strategic restructuring to focus organisational attention on the
delivery of major projects, and has increased its project management and planning
staff numbers

= undertaken a resource matching exercise to ensure it has sufficient resources to
deliver the expected projects, with ongoing assessment of resource needs during
the next regulatory control period

* increased the scope of its apprenticeship program in anticipation of the ongoing
escalation of the capex program, and anticipated staff attrition due to retirements

= assumed the use of a combination of in-house and contract-based project delivery
measures during the next regulatory control period, and will utilise existing
relationships with a number of potential suppliers.'’

Wilson Cook reviewed ActewAGL’s implementation plans and considered there are
no reasons to conclude that the necessary resources could not be mobilised to
implement the program.'® It concluded that ActewAGL had put forward a reasonable
implementation strategy.

The AER notes that ActewAGL’s forecast capex program represents a significant
increase compared to current period levels, however, it notes that this increase is
driven predominantly by four major projects. The AER considers that ActewAGL has
identified the resourcing requirements associated with these projects and has
implemented appropriate strategies to meet them, which aligns with Wilson Cook’s
conclusions.

Having considered ActewAGL’s proposed implementation strategy, and the advice of
Wilson Cook, the AER is satisfied that the deliverability of the forecast capex
program will not be constrained by resource availability. This conclusion is subject to
the proviso that ActewAGL can adequately finance its proposed capex program. The
AER will monitor ActewAGL’s performance on an annual basis to assess the delivery
of its capital program.

The AER is also satisfied that the deliverability of ActewAGL’s forecast capex
program is consistent with the capex objectives generally, and in so far as this aspect
is concerned, is satisfied it reasonably reflects the capex criteria.

8.7 AER conclusion

The AER considered ActewAGL’s proposed forecast capex allowance and, for the
reasons set out in this chapter, considers that the proposed capital projects and
programs reviewed are consistent with the capex objectives at clause 6.5.7(a) of the
transitional chapter 6 rules. However, the AER does not consider ActewAGL’s
forecast capex allowance satisfies the capex criterion at clause 6.5.7(¢)(3) of the
transitional chapter 6 rules.

7 ActewAGL, Regulatory proposal, p. 112.

%8 Wilson Cook, email from Jeffrey Wilson to Mike Buckley, 17 October 2008.
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The AER has reviewed ActewAGL's overall proposed forecast capex allowance and,
for the reasons set out in this chapter, is not satisfied that the scope of the proposed
capital projects and programs reasonably reflects the efficient costs, or a realistic
expectation of the demand forecast and cost inputs, a prudent operator in the
circumstances of ActewAGL, would require to achieve capex objectives as provided
for in the capex criteria at clause 6.5.7(c) of the transitional chapter 6 rules.

While the AER is satisfied that the scope of the forecast system capex program is
appropriate and necessary, it considers ActewAGL’s application of input cost
escalators does not reflect a realistic expectation of the efficient cost inputs required

to achieve the capex objectives, as required by clause 6.5.7(c). Following its review of
the SKM cost escalation methodology the AER has modified the input cost escalators
used by ActewAGL in its regulatory proposal. Specifically, the AER’s amended real
input cost escalators:

= remove the effect of SKM’s assumed 12 month lag in prices for aluminium,
copper, steel and oil

= reflect movements in real forecast steel prices
= reflect updated source data where appropriate.

The AER requested ActewAGL to remodel its forecast capex program using these
amended input cost escalators, resulting in a reduction of $8.5 million to ActewAGL’s
capex forecast.'” After applying the amended input cost escalators, the AER
considers that a forecast capex allowance that reflects the efficient costs that a prudent
operator in the circumstances of ActewAGL would require to satisfy the capex
objectives at clause 6.5.7(a) and capex criteria at 6.5.7(c) is $278 million.

Table 8.5: AER’s conclusion on ActewAGL’s capex allowance ($Sm, 2008—09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
ActewAGL's proposed 79.9 59.8 53.5 53.0 403 286.6
net capex
AER’s adjustments to 22 16 16 18 15 85
cost escalators
AER’s capex allowance 71.7 58.2 51.9 51.2 38.9 277.9
(a) These amounts reflect an increase of $8.9 million from ActewAGL’s published

proposal due to a correction of its cost escalation calculations.

19" The AER has not fully verified ActewAGL’s calculations for the purposes of this draft decision.

As such this adjustment is indicative and will be confirmed for the AER’s final distribution
determination.
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8.8 AER draft decision

In accordance with clause 6.12.1(3)(ii) of the transitional chapter 6 rules the AER
does not accept ActewAGL’s forecast capex for the next regulatory control period.
The AER is not satisfied that ActewAGL's forecast capex, taking into account the
capex factors reasonably reflects the capex criteria in clause 6.5.7 of the transitional
chapter 6 rules. The AER’s reasons for this decision are set out in section 8.6 of the
draft decision. The AER’s estimate of the total capex required by ActewAGL in the
next regulatory control period, that reflects the capex criteria taking into account the
capex factors, is set out in table 8.5 of the draft decision.
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9 Forecast operating expenditure

9.1 Introduction

This chapter sets out ActewAGL’s opex proposal, submissions from interested
parties, a summary of consultants’ reviews and the AER’s conclusion on
ActewAGL’s opex allowance for the next regulatory control period.

The opex forecasts in ActewAGL’s proposal refer to its requirements for the
provision of standard control services during the next regulatory control period. The
AER has reviewed ActewAGL’s opex proposal against the requirements of the
transitional chapter 6 rules.

9.2 Regulatory requirements

Under clause 6.12.1(4) of the transitional chapter 6 rules, the AER must make a
decision to accept or not accept the forecast opex included in a building block
proposal. If the AER does not accept the proposal it must form its own estimate in
accordance with the opex criteria and factors outlined in clause 6.5.6 of the
transitional chapter 6 rules.

9.2.1 Opex objectives

Clause 6.5.6(a) of the transitional chapter 6 rules provides that a distribution network
service provider (DNSP) must include the total forecast opex for the regulatory
control period in order to achieve the following opex objectives:

(1)  meet or manage the expected demand for standard control services over
that period;

(2) comply with all applicable regulatory obligations or requirements
associated with the provision of standard control services;

(3) maintain the quality, reliability and security of supply of standard
control services; and

(4) maintain the reliability, safety and security of the distribution system
through the supply of standard control services.

9.2.2 Opex criteria and factors

Clause 6.5.6(c) of the transitional chapter 6 rules also provides that the AER must
accept the opex forecast included in a regulatory proposal if it is satisfied that the total
of the forecast opex for the regulatory control period reasonably reflects:

(1) the efficient costs of achieving the opex objectives; and

(2) the costs that a prudent operator in the circumstances of the relevant
DNSP would require to achieve the opex objectives; and

(3) arealistic expectation of the demand forecast and cost inputs required
to achieve the opex objectives.

In making this assessment the AER must have regard to the following opex factors:
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(1) the information included in or accompanying the building block
proposal;

(2)  submissions received in the course of consulting on the building block
proposal;

(3) any analysis undertaken by or for the AER and published before the
distribution determination is made in its final form;

(4) benchmark opex that would be incurred by an efficient DNSP over the
regulatory control period;

(5) the actual and expected opex of the DNSP during any preceding
regulatory control periods;

(6) the relative prices of operating and capital inputs;
(7)  the substitution possibilities between opex and capex;

(8)  whether the total labour costs included in the capex and opex forecasts
for the regulatory control period are consistent with the incentives
provided by the applicable service target performance incentive scheme
in respect of the regulatory control period;

(9) the extent to which the forecast of required opex of the DNSP is
referable to arrangements with a person other than the provider that, in
the opinion of the AER, do not reflect arm’s length terms; and

(10) the extent the DNSP has considered, and made provision for, efficient
non—network alternatives.

Clause 6.5.6(d) of the transitional chapter 6 rules states that, if the AER is not
satisfied that a DNSP’s forecast opex reasonably reflects the opex criteria, then the
AER must not accept the forecast opex in a building block proposal. If the AER does
not accept the total forecast opex proposed by a DNSP, clause 6.12.1(4)(ii) of the
transitional chapter 6 rules requires the AER to include in its draft decision:

...an estimate of the total of the DNSP’s required opex for the regulatory
control period that the AER is satisfied reasonably reflects the opex criteria,
taking into account the opex factors.

9.3 ActewAGL proposal

ActewAGL’s forecast opex for the next regulatory control period is $306 million
($2008-09), which is $81 million greater than its expected opex in the current

regulatory control period. ActewAGL’s opex costs have been split into the following

. 200
major categories:

* network opex
* network maintenance expenditures

= other expenditures

20 ActewAGL, Regulatory proposal, p. 199.
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= debt raising costs

= utilities network facilities tax (UNFT).

ActewAGL identified the following significant cost drivers:*"!
= increases in real wages and cost of raw materials

= asset base growth

= introduction of an enhanced pole inspection program

= additional activities associated with the vegetation and bushfire mitigation
inspection and management program.

Table 9.1 sets out ActewAGL’s forecast opex by cost category and year for the next
regulatory control period. Figure 9.1 shows ActewAGL’s actual and expected opex in
the current regulatory control period, and its forecast opex for the next regulatory
control period.

Table 9.1: ActewAGL’s opex proposal by category and year ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total

Network opex

Network operations 13.4 13.9 14.3 15.4 15.8 72.8
Maintenance expenditure 16.8 16.9 16.8 17.1 16.3 83.9
Other expenditures 22.7 23.1 239 243 24.7 118.6
Total network opex 52.9 53.9 55.0 56.8 56.8 2753

Non-controllable opex

Debt raising costs 0.3 0.4 0.4 0.4 0.4 1.8
Self insurance costs 1.5 1.5 1.5 1.5 1.5 7.5
UNFT 4.0 4.1 4.2 4.3 4.4 20.9
Total opex 58.7 59.9 61.1 63.0 63.1 305.5

Source: ActewAGL, Regulatory proposal, table 8.19, p. 199.
Note: Totals may not add up due to rounding.

ActewAGL has used both base year and zero base methodologies in forecasting its
opex for the next regulatory control period.””* The base year method involves
defining an efficient base year for its opex and modelling the impact of future cost
drivers and efficiency factors on all components of its base year expenditure. The zero
based approach to forecasting has been used where it considered the base year did not

201
202

ActewAGL, Regulatory proposal, pp. 164-165.
ActewAGL, Regulatory proposal, pp. 167-168.
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accurately reflect the future expenditure requirements due to lack of historical
information. Zero based forecasts are derived from bottom up estimates of annual
costs for the expenditure category.

Figure 9.1: ActewAGL’s actual and forecast opex 2004—2014 ($m, 2008-09)
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Source: ActewAGL, RIN, profroma 2.2.2.

9.4 Submissions

The EMREF stated that ActewAGL seems to be seeking opex well in excess of its
historical trend, and this is not in keeping with its need to prove that there has been a
real step change or a need to match the growth in demand. The EMREF also noted that
ActewAGL’s expected opex was close to the ICRC allowance in the current
regulatory control period.**?

9.5 Consultant review

Wilson Cook reviewed ActewAGL’s regulatory proposal, including ActewAGL’s
forecasting methodology for opex (including base year extrapolation and zero base
estimates). Wilson Cook did not review debt raising costs.

Wilson Cook examined the base year and zero based forecasting methodology used
by ActewAGL using a top down approach as well as a bottom up review of the
appropriateness of forecast opex requirements.***

23 EMREF, p. 29.
24 Wilson Cook, Volume 5, pp. 33-39.
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Wilson Cook tested the prudence and efficiency of the proposed overall opex
expenditure, and stated that it:**

= reviewed the policies and procedures by which ActewAGL makes its operational
and investment decisions

= reviewed cost allocations by category including network operational expenditure,
planned and reactive maintenance expenditure and other operating costs

= tested the magnitude of the opex forecasts submitted by ActewAGL by examining
the application of the submitted policies, procedures and unit costs to
ActewAGL’s networks for the next regulatory control period

= tested the effectiveness of ActewAGL’s operating practices and procedures and
asset management system in ensuring only necessary and efficient opex occurs

= examined the appropriateness of any trade—off between capex and opex.

Wilson Cook has not recommended any adjustment to ActewAGL’s controllable
opex.”*® Wilson Cook’s review of specific opex components is discussed in sections
9.6.2 t0 9.6.6 of this chapter.

9.6 Issues and AER considerations

9.6.1 Forecast methodology

ActewAGL proposal

ActewAGL has forecast its opex by escalating its base year estimates for its reactive
maintenance, network operations and other opex costs and using zero based estimates
for planned network maintenance, debt raising, self insurance and UNFT."”

To escalate base year expenditures ActewAGL has used forecast CPI for non—labour
costs, and Econtech labour cost growth forecasts for the Australian utilities sector for
labour costs. Base year expenditures are adjusted to add costs that would be required
in the future but are not already included.*”

ActewAGL has increased its base year estimates to take account of changes in
expenditure patterns for:*"

= network operations — quality, environmental and safety systems ($0.22 million)
and network systems obligations ($0.11 million)

= other opex expenditure — training apprenticeship and engineers ($0.75 million).

205 Wilson Cook, Volume 5, pp. 32-39.

206 Wilson Cook, Volume 5, p. 44.

ActewAGL, Regulatory proposal, pp. 167-168.
ActewAGL, Regulatory proposal, pp. 168-173.
ActewAGL, Regulatory proposal, p. 168.
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ActewAGL’s zero based forecasts for planned maintenance costs are derived using
historical opex. The bottom up approach also takes into account the detailed
requirements of the asset management plan (AMP).*'°

ActewAGL stated its proposed self insurance costs were estimated by SAHA
International (SAHA), taking into account risk mitigation strategies. Its debt raising
costs were derived using the post tax revenue model (PTRM) and its UNFT
obligations were estimated by reference to the ACT government UNFT revenue
projections.’'!

Efficiency assumptions

In preparing its opex forecasts for the next regulatory control period, ActewAGL
stated it did not directly adjust for growth in customer numbers or the size of its
network."?

Consultant review

Wilson Cook did not provide a specific assessment of ActewAGL’s forecasting
methodology. Instead it reviewed ActewAGL’s forecast opex from both a top down
and bottom up perspective. In its bottom up review of specific forecasts Wilson Cook
did not note any methodological deficiencies in ActewAGL’s forecasting model.*"”

AER considerations

ActewAGL’s methodology is similar to opex forecasting methodologies used by other
NSPs in Australia. The AER accepts the use of zero based estimates for some opex
components, as well as extrapolation of base year opex for the remaining opex
categories. Specific issues regarding the methodology and forecasts are considered in
the sections 9.6.2 — 9.6.9 of this chapter.

9.6.2 Efficient base year

ActewAGL’s proposal

ActewAGL used 200607 as the base year for forecasting opex in the next regulatory
control period, noting that it is the most recent year for which audited financial
accounts are available.”'* However, it used 2008—09 as the base year for corporate
services expenditure, because the corporate services cost structure changed due to the
sale of the corporate headquarters.

ActewAGL did not make any deductions from the base year opex, stating it expected
all activities included in the base year to continue throughout the next regulatory
control period.*"

ActewAGL increased the following elements of its network operating costs in the
base year so that the starting point for the forecasts reflected the expected cost base
for future years:*'®

210
211
212

ActewAGL, Regulatory proposal, p. 167.
ActewAGL, Regulatory proposal, pp. 193-194.
ActewAGL, Regulatory proposal, p. 168.

213 Wilson Cook, Volume 5, pp. 33-39.

214 ActewAGL, Regulatory proposal, p. 168.
ActewAGL, Regulatory proposal, p. 168.
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= network systems operations arising from new obligations
= quality, environmental and safety measures
= executive and financial management

These adjustments increase the base year by $0.6 million ($2006—-07). Other base year
adjustments are applied to forecasts for specific years for IT support services ($45 000
in 2010-11 to 2013—14) and other network operating costs ($0.6 million in 2012—13
and 2013-14).

ActewAGL noted that corporate services opex has been escalated based on 2008—09
cost levels, to take account of the new cost structure arising from the sale of
ActewAGL’s corporate headquarters.”'”

ActewAGL stated its distribution business should not be benchmarked against energy
supplied or system demand. Furthermore, its small electricity network business with
its unique attributes should not be compared with larger DNSPs. It stated its overhead
costs in terms of support systems, covering financial, billing, asset management and
geographical information systems, customer contact centres, control centres and
corporate functions are expected to represent a larger proportion of operating costs for
smaller businesses when compared to larger entities.*"®

Consultant review

Wilson Cook stated it did not consider that ActewAGL has demonstrated its base year
is an efficient starting point for forecasting opex. Wilson Cook noted its
benchmarking comparisons suggest that ActewAGL’s proposed base year opex was
around 20 per cent above the industry norm.*"” It formed this view by considering:**

= ActewAGL’s opex performance during the current regulatory control period
=  ActewAGL’s performance compared to the performance of other DNSPs
= the cost drivers unique to ActewAGL’s operating and maintenance activities.

Wilson Cook compared all businesses based on the relationship of total opex versus a
composite size variable. It determined that the composite size variable was a valid
measure on which to make a high—level comparison of businesses with different
network characteristics.!

Wilson Cook also considered factors that could contribute to ActewAGL’s higher
opex in comparison to other DNSPs:**

216 ActewAGL, Regulatory proposal, p. 167-168 and 173.
217 ActewAGL, Site presentation, July 10—11, 2008.
ActewAGL, Regulatory proposal, pp. 184-185.

219 Wilson Cook, Volume 5, p. 33.

Wilson Cook, Volume 1, section 3.

21 Wilson Cook, Volume 1, p. 18.

222 Wilson Cook, Volume 5, pp. 33-35.
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= ActewAGL has a relatively low level of allocation of overhead to direct
maintenance and capital costs compared to the other DNSPs

= ActewAGL leases its motor vehicles and computer equipment, resulting in higher
corporate overheads compared to companies that own these assets

»  ActewAGL had submitted that it is a small distributor in terms of customer
numbers and network size but still bears fixed costs such as compliance and
billing and thus is not able to achieve the same economies of scale as bigger
distributors.

While acknowledging these factors, Wilson Cook stated it had not been provided with
evidence that they account for a cost structure that is around 20 per cent above the
industry norm.”*® However, Wilson Cook noted improvements in ActewAGL’s
relative opex per size over the next regulatory control period, and did not recommend
any adjustment to the proposed base year.

AER considerations

The base year from which opex is forecast should be representative of efficient
expenditure by a DNSP.

ActewAGL’s proposed base year is 2006—07. In this year its actual opex was equal to
its regulatory allowance. ActewAGL has also estimated that its total opex in the
current regulatory control period will be equal to its allowance, as determined by the
ICRC, in its 2004 determination.?**

However, the AER considers that as the base year is only used to forecast some
components of total opex, the efficiency of the base year excluding zero based
components and abnormal expenditures also needs to be established. The AER has
compared ActewAGL’s base year expenditure to the opex allowance provided by the
ICRC in its 2004 revenue determination. The AER has estimated that the adjusted
base year expenditure by ActewAGL (excluding zero based components) was

$1.5 million less than the adjusted opex allowance included in the ICRC 2004 pricing
decision (excluding zero based components).**’

The AER notes Wilson Cook’s conclusion on the overall efficiency of ActewAGL’s
opex in 2006—07. The implication of Wilson Cook’s finding is that the efficient opex
allowance provided by the ICRC is on the high side of a range of opex allowances
that could be considered efficient. The ICRC recognised that the opex proposed by
ActewAGL was high and applied a productivity improvement factor to its
allowance.”*® The ICRC is likely to have been cautious in setting a productivity target
and ActewAGL’s underspend is consistent with a conservative target.

However, Wilson Cook has not recommended a specific base year adjustment and
noted ActewAGL’s efficiency improvement (in comparison to the NSW DNSPs) by
the end of the next regulatory control period. The AER has therefore decided not to

223 Wilson Cook, Volume 5, p. 34.

24 ActewAGL, Regulatory proposal, p. 161.

225 ActewAGL, email response to questions, 15 October 2008; ActewAGL, RIN proforma 2.2.2.
226 ICRC, Final decision, pp. 84-85.
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adjust the base year expenditure. The need to apply an overall productivity
improvement is discussed in section 9.7 of this chapter.

Given ActewAGL’s actual opex in the base year has been verified by an audit of the
regulatory information provided to the AER and is around 4 per cent less than the
adjusted opex allowance provided by the ICRC, the AER considers it represents an
efficient amount from which to forecast opex in the next regulatory control period.

9.6.3 Network operations

Network operations opex includes costs associated with network management,
network systems operations and control, network support systems and planning and
control. ActewAGL’s network operations opex was around $61 million in the current
regulatory control period, increasing from $11 million in 2004—05 to $13 million in
2008-09 ($2008-09).

ActewAGL proposal

ActewAGL forecast its networks operations opex using base year extrapolation, for
all components of network operations expenditures. It used weighted utilities sector
labour cost growth forecasts and CPI forecasts to extrapolate the network operations
opex component, except for executive and financial management. The labour costs for
executive and financial management were escalated by a corporate services
escalator.””” As noted in section 9.6.2, ActewAGL increased the base year opex for
the following components: network systems operations; I'T support, quality
environmental and safety systems; executive and financial management; and other
network operating costs.

The network operations component, other network operations, includes ActewAGL’s
annual licence fee from the ICRC, the new energy industry levy, and regulatory
review costs.”*® The annual licence fee from the ICRC and the energy industry levy is
now combined into one levy, the Energy industry levy.

Table 9.2 sets out ActewAGL’s proposed network operations expenditure.

227
228

ActewAGL, Regulatory proposal, p. 167-173.
ActewAGL, Regulatory proposal, p. 173.
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Table 9.2: ActewAGL’s proposed network operations expenditure ($m, 2008-09)

2009-10  2010-11  2011-12 2012-13  2013-14 Total

Network control 3.8 3.9 4.0 4.1 4.2 20.0
IT planning and operations 0.8 0.9 0.9 0.9 0.9 44
Network systems 3.0 3.1 3.1 3.2 33 15.6
operations

Quality environmental and 13 13 13 14 14 6.6
safety systems

Executive and financial 18 18 19 20 20 95
management

Other network operations 29 3.0 30 38 39 16.6
costs

Total network operations 13.4 13.9 143 15.4 15.8 72.8

expenditures

Source: ActewAGL, Regulatory proposal, table 8.6, p. 174.

Consultant review

Wilson Cook noted the cost drivers impacting on network operations opex include
increased customer enquiries relating to network connection and modification advice,
increased system switching costs due to customer initiated works and the asset
replacement program, the implementation of full retail contestability, increase in the
ICRC licence fee and the introduction of an industry levy by the ACT government.**’

Wilson Cook also noted step increases in costs due to new regulatory obligations and
an allowance for the next regulatory price review in 2012—13 and 2013—14.%°

Wilson Cook found the estimates to be consistent with ActewAGL’s methodology,
except for executive and financial management component. Wilson Cook noted the
increase between the base year and 2009—-10 was greater than that resulting from the
standard cost escalations, but noted ActewAGL had provided information stating the
difference arose from the creation of a team to oversee the capex program.”'

AER considerations

Base year adjustments

Base year adjustments to network operations opex (network systems operations,
quality environmental and safety systems, and executive and financial management)
increase the base year by $0.6 million. The adjustments relate to new obligations
associated with the Planning and Development Act 2007(ACT) and occupational
health and safety obligations.

The AER has reviewed the base year data and considers the adjustments proposed by
ActewAGL are necessary to ensure the forecast opex reflects the efficient costs a

22 Wilson Cook, Volume 5, pp. 35-36.
20 Wilson Cook, Volume 5, pp. 35-36.
31 Wilson Cook, Volume 5, pp. 35-36.
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prudent operator in the circumstances of ActewAGL would require to achieve the
opex objectives, as required by clause 6.5.6(c).

IT support

ActewAGL noted that costs associated with implementing the national service target
performance incentive scheme (STPIS) have been included in this cost category.232
ActewAGL proposed that $45 000 per annum, would be required for on going opex
associated with STPIS activities.”* STPIS related costs account for about half of the
opex associated with IT planning and operations for the years 2010—11 onwards.
Specific issues regarding the STPIS are considered in chapter 13 of this draft decision.

The AER has reviewed the base year data and considers the adjustments proposed by
ActewAGL are necessary to ensure the forecast opex reflects the efficient costs a
prudent operator in the circumstances of ActewAGL would require to achieve the
opex objectives, as required by clause 6.5.6(c).

Regulatory price review

ActewAGL’s base year costs for the regulatory price review are zero, but the
forecasting methodology increases the base year by $0.6 million when forecasting the
opex for 2012—13 and 2013-14. Regulatory price review costs are only included in
those two years of the next regulatory control period.

The AER considers that costs for the regulatory review are a valid inclusion in opex
forecasts. It notes ActewAGL has forecast its requirement based on budget
projections for the current regulatory review process. The AER considers the
proposed opex for this cost component represents the efficient costs a prudent
operator in the circumstances of ActewAGL would require to achieve the opex
objectives, as required by clause 6.5.6(c).

Conclusion

The AER considers that base year escalation is an appropriate methodology to
forecast network operations expenditures. It has reviewed the escalators in section
9.6.7 and considers the revised escalators are appropriate for this opex component.
Overall the AER considers that ActewAGL’s proposed network operations opex
(adjusted to reflect the revised escalators) reflects the efficient costs a prudent
operator in the circumstances of ActewAGL would require to meet the opex
objectives, as required by clause 6.5.6(c).

9.6.4 Network maintenance

ActewAGL proposal

ActewAGL stated its maintenance strategy is based on its AMP. Its AMP is used for
planning and analysis of maintenance requirements and for ensuring compliance with
applicable legislation. ActewAGL divided network maintenance into two categories:
planned and reactive. Each of these categories is further disaggregated into five
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ActewAGL, Regulatory proposal, p. 322.
ActewAGL, Regulatory proposal, pp. 70, 322.
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specific maintenance categories: zone substations; sub—transmission; underground;
overhead; and distribution station.?**

Network maintenance accounts for around 28 per cent of total opex in the current and
next regulatory control periods. Table 9.3 compares ActewAGL’s maintenance opex
in the current and next regulatory control periods.

Table 9.3: ActewAGL’s total maintenance opex, ($m, 2008-09)

2004-09 2009-14

Planned maintenance
Zone substation 8.2 10.4
Sub—transmission 1.2 1.9
Underground 0.6 1.8
Overhead 30.6 39.5
Distribution station 5.1 10.5
Total planned 49.0 64.1

Reactive maintenance
Zone substation 0.7 09
Sub—transmission 0.1 0.1
Underground 6.4 6.6
Overhead 9.3 11.1
Distribution station 0.9 1.1
Total reactive 17.4 19.8
Total maintenance 63.0 83.9

Source: ActewAGL, Regulatory proposal, table 8.7 and table 8.8.
Note: ActewAGL’s data has been converted to $2008—09 using the CPI data provided
by ActewAGL.

ActewAGL stated the increase in total maintenance opex is due to increased planned
maintenance in the next regulatory control period. However, it noted that both
planned and reactive maintenance are stable across all years in the next regulatory
control period, with the bulk of the increase in planned maintenance opex occurring in
the final two years of the current regulatory control period.”>> These costs are
increasing relative to the base year due to:*>°

= anew condition monitoring approach based around a five-yearly inspection and
maintenance cycle

= increased pole inspections and a program for restoring access tracks to a reusable
condition after being damaged during the major bushfires in 2001 and 2003

= changes in employee safety obligations resulting in modifications to work
methods, access procedures and engineering controls.

24 ActewAGL, Regulatory proposal, p. 175.

ActewAGL, Regulatory proposal, pp. 175-179.

36 ActewAGL, Regulatory proposal, p. 176.

93



9.6.4.1 Planned maintenance

Planned maintenance includes inspection of assets, scheduled preventative
maintenance, vegetation management and scheduled repair of identified defects.

ActewAGL proposal

ActewAGL stated planned maintenance accounted for 72 per cent of total
maintenance costs in the current regulatory control period, and is forecast to increase
to 76 per cent in the next regulatory control period. It noted planned maintenance
costs have been forecast using historical rates and other non—material unit rates.*’
ActewAGL’s proposed planned maintenance expenditure is shown in table 9.4.

Table 9.4: ActewAGL’s proposed planned maintenance expenditure ($m, 2008—09)

2009-10  2010-11  2011-12  2012-13  2013-14 Total
Zone substation 2.0 2.1 2.1 2.2 2.1 10.4
Sub—transmission 0.6 0.5 0.3 0.2 0.2 1.8
Underground 0.3 0.4 0.4 0.4 0.4 1.8
Overhead 8.1 8.0 7.9 8.0 7.5 39.5
Distribution station 2.0 2.1 2.1 2.2 2.1 10.5
Total planned maintenance 13.0 13.0 12.8 13.0 12.2 64.1

Source: ActewAGL, Regulatory proposal, p. 177.

ActewAGL stated that overhead planned maintenance has increased throughout the
current regulatory control period due to costs associated with pole inspections and a
program for restoring access tracks to a reusable condition after being damaged
during the major bushfires in December 2001 and January 2003.%**

Planned maintenance for distribution and zone substations is forecast to increase in
2008-09 as ActewAGL must comply with a wide range of obligations to ensure
employee safety. It stated developments in OHS standards are such that previously
acceptable work methods or installation arrangements are no longer considered to
provide a safe work environment.>’

After the benefits of the step increase in planned overhead maintenance are realised,
these costs are forecast to stabilise and decrease towards the end of the next regulatory
control period. The maintenance expenditures for sub—transmission assets are
expected to decrease after the completion of major track maintenance works. Planned
maintenance costs for zone substations, distribution substations and underground
assets are forecast to be stable throughout the next regulatory control period.**

ActewAGL, Regulatory proposal, pp. 175 and 168.
ActewAGL, Regulatory proposal, p. 176.
ActewAGL, Regulatory proposal, p. 177.
ActewAGL, Regulatory proposal, p. 177.
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Consultant review

Wilson Cook reviewed the maintenance plans included in the AMP, including
ActewAGL’s budgeted costs. It found that the proposed work programs were
consistent with ActewAGL’s policies and that the expenditure proposed was
consistent with the schedule of works in the AMP. Wilson Cook noted the step
changes in the maintenance program, and the resulting requirement to use zero based
estimates for planned maintenance. It also stated that labour cost escalators have been
applied to derive the planned maintenance forecasts but that other cost have been held
constant in real terms. Further, the time allowances for the various tasks were
reviewed by Wilson Cook and considered reasonable.*"!

Overall Wilson Cook considered that the increases in planned maintenance are
justified and based on prudent network management practice.**

AER considerations

ActewAGL has justified its proposal to forecast planned maintenance using a zero
based approach because of significant changes in planned maintenance activities
between the base year and the next regulatory control period. These changes impact
on all categories of planned maintenance and have been driven by a change to the
maintenance cycle as well as regulatory changes. The AER notes Wilson Cook’s
review of the planned maintenance forecasts and is satisfied that these changes have
had a real impact on planned maintenance costs and that a zero based forecasting
methodology is appropriate.

The AER also notes Wilson Cook’s assessment that the maintenance plans were
consistent with ActewAGL’s policies, and the schedule of works in its AMP. The
forecasts of planned maintenance costs were derived using labour cost escalators and
CPI escalators for non-labour components. These escalators are subject to adjustment,
as noted in section 9.6.7 of this draft decision, and hence the forecasts for planned
maintenance will vary from that proposed by ActewAGL.

Based on Wilson Cook’s advice the AER considers ActewAGL’s planned
maintenance proposal demonstrates that ActewAGL’s proposed planned maintenance
opex (with adjustments to the cost escalators) represents the efficient costs a prudent
operator in the circumstances of ActewAGL would require to meet the opex
objectives, as required by clause 6.5.6(c).

9.6.4.2 Reactive maintenance

ActewAGL proposal

ActewAGL has forecast reactive maintenance by extrapolating the 2006—07 base year
expenditure, using Econtech labour cost growth forecasts and CPI for labour and non-
labour costs, respectively.”* ActewAGL’s forecast reactive maintenance costs are
shown in table 9.5.

21 Wilson Cook, Volume 5, pp. 37-38.
22 Wilson Cook, Volume 5, p. 38.
3 ActewAGL, Regulatory proposal, pp. 168—173.
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Table 9.5: ActewAGL’s proposed reactive maintenance expenditure (Sm, 2008—09)

2009-10  2010-11  2011-12  2012-13  2013-14 Total
Zone substation 0.2 0.2 0.2 0.2 0.2 0.9
Sub—transmission 0.0 0.0 0.0 0.0 0.0 0.1
Underground 1.3 1.3 1.3 1.4 1.4 6.6
Overhead 2.1 2.2 2.2 2.3 2.3 11.1
Distribution station 0.2 0.2 0.2 0.2 0.2 1.1
Total reactive maintenance 3.8 39 4.0 4.1 4.1 19.8

Source: ActewAGL, Regulatory proposal, table 8.8, p. 177.

ActewAGL stated that reactive maintenance expenditures increased by $1 million
during the current regulatory control period as a result of ageing assets. In the next
regulatory control period, ActewAGL stated that expenditure would only increase by
$0.3 million as reactive maintenance is replaced by less costly planned
maintenance.”**

Consultant review

Wilson Cook reviewed ActewAGL’s reactive maintenance forecasts and found the
estimates for reactive maintenance were consistent with ActewAGL’s methodology
and historical expenditure levels. It concluded that the forecast reactive maintenance
opex was reasonable.”*’

AER considerations

The AER has reviewed ActewAGL’s proposed reactive maintenance expenditure
estimates and the methodology used to derive them. It considers that the methodology
is robust but notes that the conclusions on labour cost escalators noted in section 9.6.7
will impact on these forecasts.

The AER has also considered Wilson Cook’s findings. Based on Wilson Cook’s
advice the AER considers ActewAGL’s reactive maintenance proposal demonstrates
that ActewAGL’s proposed reactive maintenance opex (with adjustments to the cost
escalators) represents the efficient costs a prudent operator in the circumstances of
ActewAGL would require to meet the opex objectives, as required by clause 6.5.6(c).

9.6.5 Other operating costs

ActewAGL proposal

ActewAGL has described its other operating costs as including:**®

» advertising and marketing

24 ActewAGL, Regulatory proposal, pp. 176 and 178.

245 Wilson Cook, Volume 5, p. 38.
26 ActewAGL, Regulatory proposal, pp. 179—180.
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= corporate management fee

= business services provided by ActewAGL Retail
= apprentice training program

* business overheads

= regulated miscellaneous charges

external business expenditure.

ActewAGL stated that to forecast this expenditure it reviewed historical costs and

trends, applied labour and CPI escalators and assessed the regulatory requirements.”’

ActewAGL stated it made a specific adjustment to the apprenticeship training
program to account for both the increased scope of the program during the current
regulatory control period, and its intention to maintain the program throughout the
next regulatory control period. It noted that it will maintain the number of trainees in
the program throughout the next regulatory control period to counter the need for
increased staff to deal with increasing maintenance and capital activity, and increases
in planned retirement of existing staff.***

ActewAGL’s proposed opex for other operating costs is set out in table 9.6.
ActewAGL noted other opex will increase by $0.9 million in 2009-10, compared to
2008-09, and stated the increase is due to higher operating costs in relation to leasing
corporate headquarters, rather than owning the building.>*

Table 9.6: ActewAGL’s proposed other operating costs ($m, 2008—09)

2009-10  2010-11  2011-12  2012-13  2013-14 Total
Advertising and marketing 1.1 1.1 1.1 1.1 1.2 5.6
Corporate management fee 10.8 11.0 11.5 11.8 12.0 57.0
Business services provided
by ActewAGL Retail 2.2 22 2.2 2.3 2.3 11.2
Apprentice training 50 52 53 54 55 26.4
program . . . . . .
Business overheads 2.4 2.4 2.4 2.4 2.4 11.8
Regulated miscellaneous 13 13 13 13 1.4 6.6
charges ' ‘ ’ ' ' '
External business 0.0 0.0 0.0 0.0 0.0 0.0
expenditure (net)
Total other expenditure 22.7 23.1 23.9 243 24.7 118.6

Source: ActewAGL, Regulatory proposal, p. 182.

247
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ActewAGL, Regulatory proposal, pp. 167-173.
ActewAGL, Regulatory proposal, p. 168.
ActewAGL, Regulatory proposal, p. 165.
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Consultant review

Wilson Cook reviewed ActewAGL’s other opex forecasts and noted that there are two
step changes between the base year and the first year of the next regulatory control
period. The corporate management fee increases due to the lease costs of the new
corporate headquarters and there is a further increase in apprenticeship costs.

Wilson Cook found the step changes applied to the base year opex small and
reasonable, and overall found the forecast associated with this cost category consistent
with the methodology outlined by ActewAGL.*"

AER considerations

The AER notes ActewAGL’s other opex has been forecast using base year
extrapolation. The inclusion of marketing costs and costs of customer services
provided by ActewAGL Retail has been permitted under ActewAGL’s cost allocation
method. The cost allocation method approved by the AER reflects the NER
requirement to adopt the cost allocation method approved by the ICRC in the current
regulatory control period.>'

The AER reviewed the base year data adjustments for the apprenticeship and training
program, and the corporate management fee.

The AER notes ActewAGL has incorporated a step increase in its apprentice training
program costs to reflect the cost of additional apprentices and trainees in the next
regulatory control period. ActewAGL stated that apprentice numbers will be
maintained at the higher level throughout the next regulatory control period and hence
the step change to the base year costs is required.**

The AER considers that training and apprenticeship programs are a valid tool in
addressing staff shortages facing NSPs in Australia. The increase in numbers
participating in ActewAGL’s apprenticeship and training program should help ease
the labour shortage facing ActewAGL in the next regulatory control period.

The AER considers that the costs included in the apprentice and training program cost
estimates do not double count retention benefits and are appropriately extrapolated.
The step change has been estimated as the cost of additional apprentices required to
increase the number of participants in the apprenticeship and trainee program in
2006-07 to 72. ActewAGL proposes to maintain participant numbers in the program
at 72 in each year of the next regulatory control period.”* The AER considers the
adjustment to the base year opex provides an adequate basis from which to forecast
apprenticeship and training program costs.

ActewAGL has also adjusted its base year for the corporate management cost
forecasts to take into account the cost impact of the sale of its existing corporate
headquarters and the leasing of its new corporate headquarters. The AER considers
this adjustment provides an adequate basis from which to forecast corporate and
management costs.

20 Wilson Cook, Volume 5, p. 39.

21 AER, ActewAGL cost allocation method — Final decision, March 2008, p. 6.
22 ActewAGL, email response to AER, 15 October 2008.

23 ActewAGL, email response to AER, 15 October 2008.
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The adjusted base year data for each component of other opex expenditure is
extrapolated using the corporate services labour cost growth index for labour costs
and CPI escalator for non—labour costs. The adjustments to ActewAGL’s cost
escalators, discussed in section 9.6.7, will impact on the forecasts of other opex costs.
The AER considers that ActewAGL’s proposed other opex forecast (as adjusted for
revised escalation rates) reflects the efficient costs a prudent operator in the

circumstances of ActewAGL would require to meet the opex objectives, as required
by clause 6.5.6(c).

9.6.6 Capex/opex trade off

ActewAGL proposal

ActewAGL stated that the level of opex will increase, other things being equal, as an
electricity distribution system ages. It engaged SKM to construct a model which
reflects the profile of increasing opex with increasing asset age, for each different
class of assets (for example, distribution overhead, distribution underground,
substations).>*

It stated the model demonstrated the relationship between opex and age which would
provide insight into the potential trade off between capex and opex. For specific
projects where a trade off between capex and opex exists, such as for asset
maintenance and replacement, various options are considered with respect to
achieving the lowest life cycle cost. This process is undertaken as part of the AMP
and results in maintenance savings where the trade off between capex and opex is
applicable.”>

ActewAGL also stated it can be demonstrated that as a system ages, it will require
increasing corrective and emergency maintenance.””® In ActewAGL’s case, the
modelling suggests that this additional opex amounts to about $1.4 million
($2007-08) on average per annum from 2007-08 to 2013—14. As older assets are
replaced, the required opex declines.

Consultant review

Wilson Cook reviewed the modelling presented by ActewAGL and had the following
comments:>’

= The relationship derived from the analysis is or ought to be restricted principally
to maintenance costs and should not to be applied more widely, e.g. to opex as a
whole or to opex categories unrelated to network condition.

= Quantitatively, the analysis begs the questions:
®  whether the present maintenance costs are efficient

® whether the costs of maintaining new assets are comparable with those of
maintaining old ones

254
255
256

ActewAGL, Regulatory proposal, pp. 113 and 168.
ActewAGL, Regulatory proposal, p. 116.
ActewAGL, Regulatory proposal, p. 113.

37 Wilson Cook, Volume 3, pp. 32-33.
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= why the curve should be exponential?

Wilson Cook stated the answers to the preceding questions are not clear. It stated that
although intuitively a relationship would appear to exist, evidence available from New
Zealand suggests that direct costs may not increase exponentially with the average age
of the network components.**®

AER considerations

The AER notes the expectation that an increase in replacement (non—load driven)
capex will result in a fall in opex, as the maintenance effort required for new assets is
less than that required for old assets. However, when reviewing the capex and opex in
total it must also be remembered that augmentation capex will over time, all other
things being equal, increase the total opex, as it results in a bigger network needing to
be maintained.

The AER considers that the issue of the capex/opex trade off principally relates to
how any efficiencies resulting from the capex program can be incorporated into the
opex forecasts. In ActewAGL’s case this has been done by:

= not increasing opex to reflect the growth in the network expected in the next
regulatory control period

= using the AMP, and the trade off model it had developed to assess cost impacts of
different options for managing specific assets.

The AER is satisfied that the efficiencies implicit in the opex modelling adequately
address the capex/opex trade off and are appropriate for developing the efficient costs
a prudent operator in the circumstances of ActewAGL would require to meet the opex
objectives, as required by clause 6.5.6(c).

9.6.7 Cost escalators
9.6.7.1 Labour costs
ActewAGL proposal

EGW wage escalator

ActewAGL obtained advice from SKM on annual labour cost escalators for the
electricity, gas and water (EGW) or utility sector in the ACT.?” SKM compared
labour forecasts produced by Access Economics, BIS Shrapnel and Econtech for the
Australian utility sector. SKM recommended that ActewAGL adopt the national
forecast produced by Econtech for the Australian utility sector as an appropriate
estimate of labour cost growth in the utility sector in the ACT.**® ActewAGL stated
that the proportion of labour costs in total opex is approximately 70 per cent.”*' The
labour escalators adopted by ActewAGL as a measure of wage growth in the utility
sector in the ACT are set out in table 9.7.

28 Wilson Cook, Volume 5, p. 33.

29 SKM, Capital works project cost escalation factors for the period 2007/8 — 2013/4, 23 May 2008.
260 SKM, Cost escalation factors, p. 47.

1 ActewAGL, Regulatory proposal, p. 168.
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Table 9.7: SKM’s real wage growth rate for the EGW sector in the ACT (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

EGW labour 2.1 2.9 5.1 4.4 3.6 33 3.0

Source: ActewAGL, Regulatory proposal, p. 170.
Note: The AER has calculated the real escalator using the CPI forecasts provided by
SKM on 12 September 2008.

General wage escalator

ActewAGL advised that labour costs associated with contracts for pole inspection,
vegetation management and plant operator programs have been escalated by CPI.
However, during the AER’s review of ActewAGL’s regulatory proposal, ActewAGL
advised that it considered a general wage escalator to be a more appropriate reflection
of labour costs associated with these outsourced services.”** Accordingly, it proposed
to apply the general wage escalator as recommended by SKM to labour associated
with pole inspection, vegetation management and plant operator programs which are
outsourced. ActewAGL advised that applying this escalator results in an increase of
$1.6 million ($2008—09) to its forecast opex.**

SKM used a general wage forecast from Econtech’s report prepared for the AER for
the SP AusNet revenue reset in August 2007.%°* SKM’s proposed general wage
forecasts are outlined in table 9.8.

Table 9.8: SKM’s real wage growth rate for general labour (per cent)

200708  2008-09 | 2009-10 2010-11  2011-12  2012-13  2013-14

General labour 1.8 2.1 2.8 2.6 2.4 2.3 1.9

Source: Sinclair Knight Merz, Capital works project cost escalation factors for the
period 2007/8-2013/14, 23 May 2008, p. 63.

Note: The AER has derived this real escalator using the CPI forecasts provided by
SKM on 12 September 2008.

Corporate services escalator

ActewAGL has applied a 5.5 per cent (nominal) wage escalator for corporate services
labour in each year of the next regulatory control period.*®® This escalator is based on
the Mercer 2007 Quality Review Report (Mercer report). ActewAGL has developed
this corporate service wage escalator by taking an average of salary increases
expected across a number of occupations in the business/professional services
industry for the 2009—10 year.*® The real corporate services escalators are outlined in
table 9.9.

262
263
264

ActewAGL, response to AER request for information, 26 August 2008.
ActewAGL, response to request for information, 12 September 2008.
Econtech, Labour cost growth forecasts, 13 August 2007.

ActewAGL, Regulatory proposal, p. 181.

266 ActewAGL, response to AER request for information, confidential, 7 August 2008.
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Table 9.9: ActewAGL’s real corporate services labour escalator (per cent)

2009-10  2010-11  2011-12  2012-13  2013-14

Corporate services 3.0 2.9 2.8 2.8 2.9

Source: ActewAGL, Regulatory proposal, p. 181.
Note: ~ The AER has derived the real escalator using CPI forecasts provided by SKM
to the AER on 12 September 2008.

Consultant review

The AER engaged Econtech to provide advice on wage forecasts for the EGW sector
in ACT. In preparing its labour cost forecasts, Econtech took account of the latest
available wage data.

Econtech’s forecasts for labour cost growth rates in the EGW sector in the ACT for
the next regulatory control period is shown in table 9.10 and outlined in further detail
in appendix G.

Table 9.10: Econtech’s real labour escalation rates for the ACT EGW sector (per cent)

2007-08 200809 | 2009-10 2010-11  2011-12 2012-13  2013-14

ACT 9.4 2.0 3.7 3.6 33 3.1 24

Source: Econtech, Labour cost growth forecasts 2007/08 to 2016/17, 19, appendix D,
September 2008, p. 12.

AER considerations

EGW wage escalator

The AER has examined the forecasts of real wages growth for the EGW sector in the
ACT put forward by SKM against the latest Econtech EGW forecasts for the ACT.

The details of the AER’s assessment of the labour cost forecasts proposed by
ActewAGL for the EGW sector are set out in appendix G of this draft decision.

The AER does not consider that the SKM proposed labour cost growth rates provide
an accurate reflection of the likely future labour wage trends in the ACT, as it does
not take into account recent economic forecasts. In particular, the AER notes
Econtech’s advice that since it provided forecasts of labour cost growth rates to the
AER in August 2007, the economic climate has changed considerably, resulting in
some pressure being taken off wages growth.*®’

For these reasons the AER does not consider SKM’s proposed labour cost growth
rates for the EGW sector in the ACT provide reasonable inputs to deriving the
efficient costs a prudent operator in the circumstances of ActewAGL would require to
achieve the opex objectives, as required by clause 6.5.6(c).

From 2008-09 the AER will adopt Econtech’s forecasts for wages growth in the
EGW sector in ACT for the next regulatory control period. The AER considers that
the application of the Econtech forecasts for wages growth in the EGW sector for

7 Econtech, Labour cost growth forecasts 2007/08 to 2016/17, 19 September 2008, p. 24.
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ACT reflects the efficient costs that a prudent operator in the circumstances of
ActewAGL would require to achieve the opex objectives, as required by clause
6.5.6(c). Given that the actual wage data is available for 2007-08, the AER will apply
the actual wage increase provided for under ActewAGL’s enterprise bargaining
agreement.

The AER is also of the view that the ACT specific forecast should be used as it is
likely to be a better predictor of future trends in wages growth in the utility sector in
the ACT.

The EGW labour cost growth forecasts the AER will apply to ActewAGL’s opex for
the next regulatory control period are shown in table 9.11.

Table 9.11: AER’s conclusion on the ACT EGW real labour growth rates (per cent)

2007-08 200809 | 2009-10 2010-11 2011-12 2012-13 2013-14

AER’s EGW labour -0.5 2.0 3.7 3.6 3.3 3.1 24

Source: Econtech, Labour cost growth forecasts, appendix D, p. 12.
Note: The AER derived the real EBA rate by using actual CPI for 2007-08.

General wage escalator

The AER accepts the application of labour cost growth rates which reflect the specific
circumstance of the service which is being provided. For example, the AER would
expect a general wage escalator to be applied to the provision of services which are
not unique to the EGW sector.

The AER considers that the application of a general wage escalator to ActewAGL’s
outsourced services is reasonable given that it is applied to labour which is not subject
to the same wage pressures as labour in the EGW sector. The AER therefore accepts
ActewAGL’s proposal to apply the general wage escalator to its outsourced services.

Given the change in economic conditions since 2007, the AER does not consider that
the general wage forecasts proposed by ActewAGL are reasonable for the purposes of
forecasting labour market wage trends for the next regulatory control period. The
AER will apply the updated Econtech general wage escalator to labour associated
with ActewAGL’s outsourced services.

The wage growth forecasts for general labour cost that the AER will apply to
ActewAGL’s opex for the next regulatory control period are shown in table 9.12.

Table 9.12: AER’s conclusion on real general wage growth (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

AER’s general labour 0.6 1.0 1.1 0.7 0.7 0.8 0.6

Source: Econtech, Labour cost growth forecasts, p. 25.

Further detail of the AER’s consideration of the issues associated with the forecast
escalators for general labour cost is included in appendix G of this draft decision.
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Corporate services escalator

The AER does not consider that the corporate services escalator proposed by
ActewAGL is an appropriate measure of labour market wage trends for this type of
labour.

ActewAGL has developed the corporate service escalator by taking an average of
salary increases expected across a number of occupations in the business/professional
services industry from the Mercer report. This data is based on responses by
participants to Mercer’s Market Issues Survey.*®® Therefore, the data upon which
ActewAGL has drawn to develop its escalator is based on what respondents to the
survey consider will happen to labour costs, rather than any data or specific
information.

The AER notes that ActewAGL has applied the corporate services wage forecast for
the 2009-10 to each year in the next regulatory control period. The AER considers it
unlikely that a wage forecast for 2009—10 will persist until the end of the next
regulatory control period.

The AER also notes other NSW DNSPs have applied a general wage escalator to
labour associated with corporate services and this is considered appropriate for
ActewAGL.**

The AER considers that the corporate services escalator proposed by ActewAGL does
not reasonably reflect the likely future labour costs associated with ActewAGL’s
corporate services. The AER will therefore apply Econtech’s general wage forecasts
as it considers this better reflects the efficient costs that a prudent operator in the
circumstances of ActewAGL would require to achieve the opex objectives, as
required by clause 6.5.6(c). The general wage forecasts which the AER will apply are
outlined in table 9.13.

Conclusion

The AER has reviewed the proposed labour cost escalators and considers the revised
escalators are appropriate. Overall, the AER considers that the application of these
revised labour cost escalators to estimate ActewAGL’s forecast opex results in the
efficient costs a prudent operator in the circumstances of ActewAGL would require to
achieve the opex objectives, as required by clause 6.5.6(c).

9.6.7.2 Non-labour costs

ActewAGL proposal

ActewAGL proposed the use of CPI to escalate the non—labour component of its opex
forecasts.

AER considerations

The AER considers that ActewAGL’s proposed use of CPI to escalate the non—labour
components of its opex forecasts—that is, no real increase—is reasonable and the
approach is consistent with past regulatory practice, and is therefore accepted.””

268 Mercer, Quarterly Salary Review, September 2007, p. 4.9.

269 AER, NSW distribution determination 2009-10 to 201314, Draft decision, November 2008,
appendix N, section N.3.2.
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9.6.8 Non-—controllable opex

Non—controllable opex includes costs associated with benchmark debt raising
requirements, self insurance and UNFT liabilities.

Debt raising costs

To raise debt, a company incurs debt financing costs or transaction costs. Such costs
are likely to vary between each debt issue and the AER assumes a benchmark cost,
which varies with size and depends on market conditions.

According to the Allen Consulting Group (ACG) the debt raising cost being
considered should be the transaction cost of re-financing fixed rate bonds to the value
of the notional gearing component of the regulated firm’s regulatory asset base
(RAB). The allowed debt benchmark does not relate to:

= acquisitions by the regulated firm
* non-core construction or investment activities that are being undertaken.

Therefore, the transaction costs associated with the benchmark cost of debt should not

relate to activities outside of the re-financing of bonds for the regulated firm’s core
271

activities.

ActewAGL proposal

ActewAGL has proposed an allowance for benchmark debt raising costs based on the
methodology developed by the ACG and accepted in previous AER decisions. The
allowance was estimated by ActewAGL using the PTRM and applying the benchmark
debt raising costs in basis points to the notional debt component of the RAB for each
year of the next regulatory control period. It then took the mean of these values to
derive an average benchmark debt raising allowance of 9.36 basis points per annum
(bppa) over the next regulatory control period. The resulting total debt raising cost
allowance proposed by ActewAGL for the next regulatory control period is

$1.8 million.*”

AER considerations

The 2004 ACG report concluded that debt raising costs are a legitimate expense that
should be recovered through the revenues of the regulated entity.””> The ACG based
its benchmark on debt raising costs applicable to Australian international bond issues
and joint Australian market/international issues and found that the benchmark
decreases as the number of bond issues increase.

In developing the benchmark, the ACG calculated a gross underwriting fee
benchmark of 5.5 bppa based on a five—year term. To this, it added allowances for
legal and roadshow expenses; credit rating fees for the firm and for each issue of

270 AER, Powerlink Queensland transmission network revenue cap 2007-08 to 2011-12, Final

decision, 14 June 2007

AER, ElectraNet transmission determination 2008-09 to 2012-13, Final decision, 11 April 2008.
ACG, Debt and equity raising transaction costs: final report to the ACCC, December 2004, p. 5.
ActewAGL, Regulatory proposal, p. 192.

ACG, Debt and equity raising transaction costs, p. 5.
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bonds; and registry and paying charges. The median bond issue size was determined
to be $175 million.”™

In accordance with the ACG methodology, the AER updated the gross underwriting
fee and bond issue size benchmarks using recent publicly available data. This resulted
in the gross underwriting fee increasing from 5.5 bppa to 6.0 bppa and the median
bond issue size increasing from $175 million to $200 million.?”> Table 9.13 shows the
updated build up of debt raising costs and the total benchmark for various bond
issues, based on the ACG’s methodology.

The AER broadly accepts ActewAGL’s proposal to calculate an allowance for
benchmark debt raising costs based on the ACG methodology. The AER does not,
however, consider it appropriate to apply an average benchmark debt raising cost in
basis points to the notional debt component of the opening RAB to derive the
associated debt raising cost for each year of the next regulatory control period. This
method is inconsistent with the AER’s approach, which is to derive the debt raising
allowance for the regulatory control period based on the benchmark debt raising cost
in basis points corresponding to the notional debt share of the opening RAB at the
commencement of the regulatory control period. ActewAGL’s proposed approach is
not appropriate as it implies debt refinancing would occur at the end of each year of
the regulatory control period, rather than at the end of a regulatory control period. For
this draft determination the AER has recalculated the debt raising cost allowance
based on this methodology.

Table 9.13: Benchmark debt raising costs for corporate bond issues (bppa)

Fee Explanation/source 1 issue 2 issues 3 issues 4 issues
Amount raised I;;I;;tlples of median bond issue $200m $400m $600m $800m
Gross N Bloomberg for.Austrahan internal 6.0 6.0 6.0 6.0
underwriting fees  issues, term adjusted
Legal and .
$75k—$100k: industry sources 1.0 1.0 1.0 1.0
roadshow
Company credit g3 50k (once off): S&P ratings 2.5 1.3 0.8 0.6
rating
Issue credit rating 3.5 (2.5) basis points up front:
S&P ratings 0.7 0.7 0.7 0.7
Registry fees $3k/issue: Osborne Associates 0.2 0.2 0.2 0.2
Paying fees $1/$1rp quarterly: Osborne 0.0 0.0 0.0 0.0
Associates
Total Basis points per annum 10.4 9.2 8.7 8.5

Source: ACG, Debt and equity raising transaction costs, AER updated.
(a) Rounded to one decimal place.
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ACG, Debt and equity raising transaction costs, p. 5.
The latest update by the AER indicates that the gross underwriting fee and median bond issue size
have not changed.
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ActewAGL has an opening RAB of $588 million and an assumed benchmark gearing
ratio of 60:40. The notional debt component of ActewAGL’s opening RAB is
therefore around $353 million. Based on the ACG methodology which assumes
refinancing of debt with each regulatory determination, this debt size would require
around two bond issues. As such, the AER considers that an allowance of 9.2 bppa for
debt raising costs is a reasonable benchmark for ActewAGL. Using the PTRM, this
benchmark is multiplied by the debt component of ActewAGL’s opening RAB to
provide an average allowance of less than $0.4 million per annum ($2008-09). Table
9.14 shows the AER’s conclusion on the debt raising cost allowance for ActewAGL.

Table 9.14: AER’s conclusion on debt raising costs ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total

Debt raising allowance 0.3 0.3 0.4 0.4 0.4 1.8

The AER considers this revised debt raising forecast represents the efficient costs that
a prudent operator in the circumstances of ActewAGL would require to achieve the
opex objectives in the next regulatory control period.

Equity raising costs—forecast capital expenditure

An entity incurs equity raising costs when it raises new equity capital. These costs
may include legal and brokerage fees, and marketing costs. For initial equity raising
costs, the fundamental question is whether the RAB has already been determined. For
utilities, costs for raising subsequent equity capital have generally been for acquisition
activities outside the regulated business. The need for access to external equity funds
would generally not be expected if the entity were financed in a manner consistent
with regulatory benchmark assumptions.

According to the 2004 ACG report, firms finance subsequent capex in the least-cost
manner.”’® That is, financing is sourced from retained earnings when possible and that
debt financing is preferred to equity financing (this relates to the ‘pecking order
theory’ of capital structure). External equity financing for subsequent capex should be
considered only when a case is made that the retained earnings and additional
borrowings are insufficient provided that the gearing ratio and other assumptions

about financing decisions are consistent with regulatory benchmarks.

ActewAGL proposal

ActewAGL has not sought to be compensated for equity raising costs associated with

its forecast capex program. ActewAGL submitted that the level of the forecast

expenditure will not exceed the AER’s threshold for triggering an allowance for such
277

costs.
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ACG, Debt and equity raising transaction costs, pp. ix—xii.
ActewAGL, Regulatory proposal, p. 192.
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AER consideration

The AER has undertaken an analysis of ActewAGL’s benchmark cash flows to assess
the requirement for equity raising costs associated with the equity component of its
forecast capex over the next regulatory control period.

Based on the capex allowance in this draft decision, the benchmark cash flow analysis
supports ActewAGL’s proposal that it will be able to fund its capex program over the
next regulatory control period with retained cash flows and therefore not require
additional equity finance. Accordingly, the AER accepts ActewAGL’s proposal and
has not included an allowance for benchmark equity raising costs for the next
regulatory control period.

Self insurance

ActewAGL proposal

ActewAGL proposed an allowance for self insurance for the next regulatory control
period. ActewAGL engaged SAHA International Limited (SAHA)?™ to undertake an
assessment of the self insurance risks, and the corresponding self insurance premium
associated with these risks.?”’ The risks identified by SAHA and estimated annual self
insurance costs of those risks for ActewAGL are outlined in table 9.15.

Table 9.15: ActewAGL’s proposed self insurance risk premium for the next
regulatory control period ($m, 2008—09)**

Type of risk Description of risk Risk premium

Theft of assets Assets owned by ActewAGL are subject to

the risk of theft by third parties. 0.07

Earthquakes (for earthquakes

with a magnitude of less than 6) Risk to assets from earthquakes. 0.05

Counterparty credit Probability that one or more ActewAGL’s

customers default on a payment. 0.07

Bushfire Exposure to liability and damage to assets 0.91
from bushfires.

Towers/poles and lines Risk that an exogenous incident could cause 5.39
damage to ActewAGL’s network.

Key assets Risks associated with failure of key assets 1.44
(transformers and circuit breakers).

General public liability Risk of injuries/losses suffered by the 0.01
general public as a result ActewAGL
negligence or fault.

Total self insurance risk premium 7.94

Source: ActewAGL, Regulatory proposal, table 8.15, p. 194.

" SAHA provides strategic, commercial, economic, corporate finance and financial consulting

services. See SAHA website http://www.sahainternational.com/SAHA/SERVICES/pc=PC_90006
27 SAHA, ActewAGL Electricity Networks — Self Insurance Risk Quantification, Final Report,
confidential, 20 May 2008.
ActewAGL’s self insurance premiums in its regulatory proposal were provided in 2007—08 dollar
terms. The AER converted these to 2008—09 dollar terms using ActewAGL’s proposed 2.7 per
cent escalation.
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AER considerations

Since self insurance is not specifically addressed in the NER, ActewAGL’s self
insurance claims have been assessed by the AER against the opex objectives and
criteria in clauses 6.5.6 of the transitional chapter 6 rules. Specifically, the AER has
assessed ActewAGL’s self insurance claims to determine whether the proposed
allowances reasonably reflect the efficient costs that a prudent operator in the
circumstances of ActewAGL would require to achieve the opex objectives, as
required by clause 6.5.6(c).

The self insurance premiums proposed by SAHA have been derived by estimating the
annual probability of each proposed self insurance event occurring and the costs
associated with each of those events occurring.

The AER has assessed the efficiency and prudence of the proposed self insurance
allowance by considering whether the probability of an event occurring and the costs
associated with the event (and therefore the associated insurance premium) have been
reasonably determined.

Having reviewed the analysis by SAHA the AER is satisfied that ActewAGL’s
proposed allowances for self insurance for theft of assets risk and counterparty credit
risk reasonably reflect the efficient costs that a prudent operator in the circumstances
of ActewAGL would require to achieve the opex objectives, as required by clause

6.5.6(c).

However, the AER does not consider that all of the proposed self insurance premiums
reflect the efficient costs that a prudent operator in the circumstances of ActewAGL
would require to achieve the opex objectives, as required by clause 6.5.6(c).
Specifically it is concerned that in several areas they do not represent a realistic
expectation of the costs of self insurance premiums in the next regulatory control
period.

Earthquakes®®

The SAHA analysis focused on the probability and consequence associated with an
earthquake of magnitude 5 impacting ActewAGL’s network. SAHA examined the
number of earthquakes impacting each Australian state over the last 166 years to
determine the future probability of an event for ActewAGL.

SAHA indicated that no magnitude 5 earthquakes were recorded in the ACT over the
166 year period. However, SAHA assumed that there was a potential for at least one

magnitude 5 earthquake to occur in the ACT over this period and therefore adopted a
probability of 1 in 166 years for ActewAGL.

The AER notes that even with significant historical observations earthquake
forecasting can be regarded, at best, as imprecise. Where there are no historical
observations, as is the case for magnitude 5 earthquakes in the ACT, earthquake
prediction could be considered virtually impossible. The AER considers that SAHA
has provided no reasonable rational basis for the adoption of a 1 in 166 year
probability of a magnitude 5 earthquake in the ACT.

21 SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 15-22.
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Based on the information provided, the AER rejects the self insurance premium for
magnitude 5 earthquakes on the basis that the probability of occurrence has not been
reasonably determined and therefore the proposed allowance does not reflect the
efficient costs that a prudent operator in the circumstances of ActewAGL would
require to achieve the opex objectives, as required by clause 6.5.6(c).

Bushfires®®

SAHA suggested that ActewAGL was exposed to bushfire related risks. SAHA’s
assessment of bushfire risk was separated into two types of bushfires—those ignited
by ActewAGL’s own assets, and those ignited by a third party. Each of these
scenarios is examined below.

Bushfires ignited by ActewAGL’s own assets®®

In terms of “very minor” bushfires—that is, bushfires causing less than one acre of
property damage—SAHA assumed that the average value of ActewAGL’s past third
party bushfire claims provided a reasonable proxy for future incidents and costs. The
AER considers this approach to be appropriate based on the timeframe of historical
observations and the significant number of events over that period. Therefore, the
AER accepts the proposed self insurance premium for very minor bushfires of

$10 000 per annum.

SAHA indicated that ActewAGL had no historical records of minor bushfires ignited
by its assets. SAHA used NSW bushfire data (from the NSW Rural Fire Service) to
determine the number of bushfires ignited by electricity assets in NSW per annum.
SAHA then derived the proportion of power lines in the ActewAGL network relative
to the NSW network and applied this proportion to the number of NSW bushfires
ignited by electricity assets to determine the number of minor bushfires caused by
ActewAGL’s electricity assets per annum.

The AER considers that the process for determining the probability of a minor
bushfire in ActewAGL’s network is not sufficiently robust. In particular, the data
upon which the ActewAGL probability is determined is not appropriate:

= the data relates to NSW and reflects bushfire incidents in only one year
(2002—03)—one of the worst bushfire seasons in NSW history284

= the data does not distinguish between bushfires caused by distribution and
transmission power lines

* o information is provided with regards to the reporting criteria used (for
example, the size of the bushfire or the extent of damage). As such, the incidence
of bushfires may include very minor bushfires.

The AER therefore rejects the associated self insurance premium on the basis that the
estimate of the probability of occurrence is not sufficiently robust to be used to
determine a self insurance allowance.

22 SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 30—40.
2 SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 33-38.
2 NSW Rural Fire Service, Annual Report 2003.
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In relation to a major bushfire® ignited by ActewAGL’s assets, SAHA noted that
since ActewAGL’s inception in 1997, it has never started a major bushfire.?*
Notwithstanding this, SAHA noted that fires in 1978—79 were said to be caused by a
drop-out fuse from a high tension power line.

In calculating the costs associated with a major bushfire ignited by ActewAGL’s own
assets, SAHA relied on information related to the 2003 Canberra bushfires. SAHA
indicated that since ActewAGL’s operating region covers a small area of land, and not
much of that is rural. SAHA therefore considered it reasonable to adopt a conservative
1 in 300 year probability for the risk of ActewAGL starting a major bushfire.

The AER considers that there is no basis for the adoption of the probability proposed
by SAHA. There is no reason to believe that a 1 in 300 year probability is any more
reasonable than a 1 in 100 year or 1 in 500 year probability. As a result, based on the
information provided, the AER rejects the associated self insurance premium on the
basis that the probability of occurrence has not been reasonably determined.

287

Bushfire ignited by third party

ActewAGL made no claim in relation to very minor bushfires ignited by a third party.

In relation to minor bushfires ignited by third parties, SAHA indicated that
ActewAGL has had 4 incidents of minor bushfire ignited by third party impacting its
business since its inception. Thus, SAHA suggested that ActewAGL has been
affected by 4 minor bushfire incidents caused by a third party in 11 years, and adopted
a probability of 4 in 11.

The AER is unclear the inception date that SAHA is referring to (ActewAGL was
founded in October 2000).%** Notwithstanding this, the AER notes that there is no
rationale for the application of an 11 year historical period—that is, there is nothing
inherently important about the inception date of ActewAGL.

In calculating the costs associated with a minor bushfire ignited by a third party,
SAHA relied on information from the Centre for International Economics (CIE).” In
particular, SAHA relied upon a functional relationship between damage costs and area
burnt by bushfires proposed by CIE.**° In addition, SAHA calculated the proportion
of power lines in the ActewAGL network in relation to lines in NSW and applied this
to the CIE outputs to derive an estimate of land burnt in the ACT.

289

The AER considers that the functional relationship between damage costs and area
burnt proposed by CIE cannot be relied upon. In particular, based on an examination
of the historical data underpinning the CIE modelling, the AER is unable to
comprehensively match the values provided in the CIE report with those in the base

5 Defined by SAHA as a bushfire similar to the 2003 Canberra bushfire.

2% The AER notes that ActewAGL was formed in October 2000 (ActewAGL, Annual Report and
Sustainability Report 2007).

27 SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 38-40.

28 ActewAGL, Annual Report and Sustainability Report 2007.

29 CIE, Assessing the contribution of CSIRO — CSIRO pricing review, November 2000.

20 CIE, pp. 112-113.
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data. ' In addition, for those values that can be identified, it appears that the damage

costs used by CIE to forecast the relationship have not been converted to constant
dollars. As such, the observations are not comparable over time.

Notwithstanding the data issues set out above, the explanatory power of the proposed
CIE functional relationship is poor. The coefficient of determination is reported as
0.39, implying that only 39 per cent of the variance in bushfire damage cost can be
explained by the amount of hectares burnt.*”

Based on the information provided to the AER therefore rejects the associated self
insurance premium on the basis that the estimate of the probability of occurrence and
associated cost are not sufficiently robust to be used to determine a self insurance
allowance.

Based on the information provided to the AER therefore rejects the associated self
insurance premium on the basis that the estimate of the probability of occurrence is
not sufficiently robust to be used to determine a self insurance allowance.

In relation to major bushfires ignited by third parties, SAHA noted that the ACT has
only ever experienced one major bushfire in its history, which was the Canberra
bushfires of January 2003.

Given the long return period associated with such events, SAHA suggested that it was
very difficult to determine to a reasonable level of accuracy the return period for such
an event. Notwithstanding this, SAHA believed that it was reasonable to assume that
the return period for such an event would be lower (that is, a higher probability) than
that associated with ActewAGL igniting a major bushfire, mainly due to the sheer
number of bushfires started by third parties as compared with ActewAGL.

As such, SAHA considered it reasonable to assume a probability of 1 in 100 years of
a third party starting a major bushfire impacting on ActewAGL’s assets. The AER
notes that SAHA has provided no evidence in support of the proposed 1 in 100 year
probability.

In calculating the costs associated with a major bushfire ignited by a third party,
SAHA relied on information relating to the 2003 Canberra bushfires.

Based on the information provided, the AER rejects the total self insurance premiums
in relation to third party bushfires on the basis that the probabilities of occurrence
have not been reasonably determined.

Bushfires—conclusion

In summary the AER has accepted ActewAGL’s proposed self insurance premium of
$10,000 per annum for very minor bushfires ignited by ActewAGL’s own assets.
Based on the information provided, it has rejected all other proposed self insurance

Pl See:

http://www.ema.gov.au/ema/emadisasters.nsf/webEventsByCategory?OpenView& Start=1&Count
=30&Expand=1#1. While this assessment is based on an examination of the data source in its
current format, given the historical nature of the data, the AER would not expect any deviation
between this data set and that used by CIE over the observed timeframe.

2 CIE, pp. 113.
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costs relating to bushfires. The AER does not consider that the proposed self
insurance premiums for these components of bushfire risks reflect the efficient costs
that a prudent operator in the circumstances of ActewAGL would require to achieve
the opex objectives, as required by clause 6.5.6(c).

Poles and lines®*®

SAHA suggested that there was an inherent risk that an exogenous incident could
cause damage to ActewAGL’s distribution network. Such an incident would incur
costs to repair any damage to ActewAGL’s own assets and costs incurred to repair
any subsequent damage to third party property. Power poles and lines are currently
self insured for third party property damage.

SAHA divided its analysis into three key categories of risk to poles and lines namely:

= storm-type natural disaster—damage to ActewAGL’s electricity distribution
assets caused by hail, lightning, wind and storms

= unrecoverable third party damage—all damage to ActewAGL’s electricity
distribution assets for which the costs cannot be recovered, including vehicle
collisions, vandalism, etc

» third party liability resulting from the failure of a power line—consequential
damage to third party assets resulting from damage to electricity assets caused by
the events described above. For example, a pole which falls due to strong wind,
rot or termite infestation can cause damage to a third party property.

SAHA proposed that the probability of a catastrophic storm impacting ActewAGL
was 1 in 30 years. This probability was based on a media statement from the NSW
Fire Brigades which indicated that the storms that hit the Lower Hunter area of New
South Wales in June 2007 resulted in the region’s “worst natural disaster in 30

95 294
years”.

The AER considers that the media statement relied upon by SAHA does not constitute
a robust assessment of the probability of a catastrophic storm impacting ActewAGL’s
network and therefore does not accept the adoption of a 1 in 30 year probability of
such an event.

ActewAGL also claimed a self insurance premium in relation to unrecoverable third
party liability.*” ActewAGL provided a summary of the number of third party
damage claims on its network over the period April 2007 to March 2008. SAHA used
this information as the basis for the probability of future claims.

SAHA suggested that it was logical to assume that every incident involves only one
pole. ActewAGL provided an estimate of the replacement and repair cost for its poles.
SAHA calculated the risk premium for third party damage as the probability of third

¥ SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 41-49.

2% NSW Fire Brigade, “Firefighters go above and beyond during Newcastle, Central Coast and
Hunter Valley storms and floods” http://www.fire.nsw.gov.au/page.php?id=724, October 2007.
Unrecoverable third party damage includes all damage to ActewAGL’s electricity distribution
assets for which the costs cannot be recovered, including vehicle collisions, vandalism,
excavation, farm animals, termite infestation and fungal decay.
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party damage multiplied by the financing costs (associated with the replacement
assets) and repair costs associated with damaged assets.**®

ActewAGL indicated that a portion of this premium was included in its regulatory
proposal.””” SAHA subtracted this amount from its original estimate to derive an
adjusted risk premium.

The AER considers that the claims history provided by ActewAGL (April 2007 to
March 2008) is too short to provide a robust indication of historical claims. In
addition, the amount already included in ActewAGL’s baseline opex for the next
regulatory control period to accommodate these events is substantially below the
amount proposed by SAHA. The AER notes that the amount included by ActewAGL
in its baseline opex appeared to be based on previous experience with these events.

Based on the above, the AER is not satisfied that the self insurance premium proposed
by SAHA reasonably reflects the efficient costs of self insurance and therefore rejects
the additional allowance related to self insurance for third party damage.

ActewAGL also sought a self insurance risk premium for consequential damage to
third parties leading to claims (general liability insurance scheme claims).*®
ActewAGL provided historical data pertaining to third party liability claims paid by it
and claims above the deductible. Based on this historical information, SAHA derived
the annual value of below deductible claims and the probability of claims above the
deductible.

Accordingly, SAHA calculated the self insurance risk premium for consequential
damage to a third party leading to claims as the annualised cost for below deductible
claims plus the probability of above deductible incidents multiplied by the insurance
deductible.

The AER is satisfied with the assumptions used by SAHA to calculate the self
insurance premium for consequential damage to third parties. Therefore, the AER
accepts the self insurance premium of $35 000 per annum.

Poles and lines—conclusion

In summary the AER has only accepted ActewAGL’s proposed self insurance
premium for consequential damage to third parties of $35 000 per annum. Based on
the information provided, it has rejected all other proposed self insurance costs
relating to poles and lines. The AER does not consider that the proposed self
insurance premiums for these components of risks for poles and lines reflect the
efficient costs that a prudent operator in the circumstances of ActewAGL would
require to achieve the opex objectives, as required by clause 6.5.6(c).

2% SAHA assumed costs would be divided evenly between repair (operating) and replacement

(capital) costs.

ActewAGL included an amount associated with these events in its baseline opex for the next
regulatory control period. However, this amount was lower than that calculated by SAHA as part
of its self insurance report.

This relates to consequential damage/liability to a third party’s property as a result of damage to
ActewAGL’s assets.
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Key assets®*

ActewAGL sought self insurance for costs associated with the failure of power
transformers and circuit breakers, including third party claims.

The AER is satisfied with the assumptions used by SAHA to calculate the self
insurance premium for costs associated with the failure of power transformers and
circuit breakers. Therefore, the AER accepts the self insurance premium of $286 000
per annum.

ActewAGL also sought self insurance to cover consequential damage/liability to a
third party’s property as a result of failure of the above assets.

While ActewAGL indicated that there had been no previous third party claims, SAHA
suggested that it was reasonable to assume that one such event was likely to occur.
SAHA assumed one event was likely between ActewAGL’s inception and the end of
next regulatory control period—that is, 1 in 24 years.

The AER considers that SAHA has not provided a robust rationale for the application
of a 24 year period—there is nothing inherently important about the inception date of
ActewAGL. The AER also notes that ActewAGL was founded in October 2000 (that
is, 15 years ago in the context of the SAHA analysis).’*

The AER therefore rejects the self insurance premium in relation to third party
damage on the basis that the probability of occurrence has not been reasonably
determined and the proposed allowance does not reflect the efficient costs of self
insurance that a prudent operator in the circumstances of ActewAGL would require to
achieve the opex objectives, as required by clause 6.5.6(c).

In total, the AER has reduced ActewAGL’s proposed self insurance allowance for key
assets from $287 000 per annum to $286 000 per annum.

Key assets—conclusion

In summary the AER has accepted ActewAGL’s proposed self insurance premium of
$286 000 per annum for costs associated with the failure of power transformers and
circuit breakers. However, based on the information provided, it has rejected the self
insurance premium for consequential damage or third party liability arising from such
a failure. The AER does not consider that the proposed self insurance premiums for
this component of key asset risks reflect the efficient costs that a prudent operator in
the circumstances of ActewAGL would require to achieve the opex objectives, as
required by clause 6.5.6(c).

General public liability risk®*

General public liability risk covers incidents where ActewAGL is liable for injuries or
other losses suffered by member(s) of the general public as a result of its (or its

2% SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 50—59.
3% ActewAGL, Annual Report and Sustainability Report 2007.
31 SAHA, ActewAGL Self Insurance Risk Quantification, confidential, pp. 27-29.
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employees’) negligence or fault. ActewAGL sought self insurance costs in relation to
general public liability for claims above the existing external insurance deductible.’”

Whilst SAHA indicated that ActewAGL had not experienced any such claims, SAHA
suggested that, based on the experience of Integral Energy, there was a possibility of
claims above the deductible.*®® SAHA calculated that probability as 1 in 24 years for
ActewAGL. SAHA chose this probability on the basis that it was 24 years since the
inception of ActewAGL to the end of the next regulatory control period.

The AER considers that the basis for determining the probability of these events is not
robust, in particular:

= Integral Energy’s experience with above deductible claims is not relevant to
ActewAGL, given the inherent differences between Integral Energy and
ActewAGL’s businesses and network environment

* SAHA has provided no robust rationale for the application of a 24 year period as
the base for the probability calculation—there is nothing inherently important
about the inception date of ActewAGL. The AER also notes that ActewAGL was
founded in October 2000 (that is, 15 years ago in the context of the SAHA
analysis).**

As a result, based on the information provided, the AER rejects the associated self
insurance premium on the basis that the probability of occurrence has not been
reasonably determined and therefore the self insurance premium does not reflect the
efficient costs that a prudent operator in the circumstances of ActewAGL would
require to achieve the opex objectives, as required by clause 6.5.6(c).

General public liability risk— conclusion

Based on the information provided, the AER has rejected the total proposed self
insurance costs for general public liability risk.

Self insurance—Conclusion

For the reasons set out above, the AER is not satisfied that SAHA has provided robust
analysis which supports the probability of certain events occurring or that the costs of
those events are reasonable. Accordingly, it has not accepted the proposed self
insurance premiums.

The AER considers that ActewAGL’s proposed total self insurance allowance does
not reflect the efficient costs that a prudent operator in the circumstances of
ActewAGL would incur to meet the opex objectives, as required by clause 6.5.6(c).

As a result of its analysis of the information provided, the AER is satisfied that the
revised estimate of the total self insurance allowance shown in table 9.16, based on
the above accepted self insurance premiums, reflects the efficient costs that a prudent

392 ActewAGL indicated that costs associated with below deductible claims are included in the

baseline opex.
Integral Energy experienced two such claims in the last regulatory control period.
3% ActewAGL, Annual Report and Sustainability Report 2007.
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operator in the circumstances of ActewAGL would require to achieve the opex
objectives, as required by clause 6.5.6(c).

The total self insurance allowance covers direct control services, and hence is
apportioned between standard control services and alternative control services.

Table 9.16: AER’s conclusion on total self insurance costs ($m, 2008—09)

Type of risk ActewAGL proposal  AER adjustment  AER conclusion
Total self insurance premium 7.9 6.1 1.8

Note: Totals may not add up due to rounding.

Utilities network facilities tax

ActewAGL proposal

ActewAGL has included forecasts of its UNFT obligations in its proposed opex, as
shown in table 9.17. It has forecast its future liability by escalating its current liability
using the ACT government’s expected increase in UNFT revenues (4 per cent), plus
an amount for network growth (1 per cent).*”

It has also proposed a pricing unders and overs mechanism to adjust for differences
between forecast and actual tax liability during the next regulatory control period.**

Table 9.17: ActewAGL’s proposed opex for UNFT ($m, 2008-09)

2009-10  2010-11  2011-12  2012-13  2013-14 Total

UNFT 4.0 4.1 4.2 43 4.4 20.9

Source: ActewAGL, Regulatory proposal, p. 195.

AER considerations

The AER has reviewed ActewAGL’s forecast of its UNFT liability and its proposed
treatment of variations between forecast and actual tax liability.

The AER considers ActewAGL’s forecast of UNFT obligations is overstated. The
forecast relies on the ACT government forecast of expected revenues from this tax,
which shows a growth in revenue of 4 per cent per annum. The tax is levied on line
length for ActewAGL and the revenue calculation therefore implicitly includes a
measure of network growth. The AER considers that network growth escalation is
implicit in the ACT government’s forecast of revenue growth and does not need to be
separately applied by ActewAGL. The AER is not satisfied that ActewAGL’s
proposed UNFT reflects the efficient costs that a prudent operator in the
circumstances of ActewAGL would require to meet the opex objectives, or a realistic
expectation of those costs, and has made adjustments accordingly. The AER is
satisfied that the revised estimate of the UNFT allowance, set out in table 9.18,
reflects the efficient costs that a prudent operator in the circumstances of ActewAGL
would require to achieve the opex objectives, as required by clause 6.5.6(c).
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ActewAGL, Regulatory proposal, p. 195.
ActewAGL, Regulatory proposal, p. 28.
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Table 9.18: AER’s conclusion on ActewAGL’s UNFT liability ($m, 2008-09)

2009-10 2010-11  2011-12  2012-13  2013-14 Total

UNFT 3.9 4.0 4.1 4.2 43 20.7

The AER has considered ActewAGL’s proposed treatment of differences between
forecast tax and actual tax payable. Clause 6.18.2(6) of the transitional chapter 6 rules
requires a pricing proposal to:

...set out how charges incurred by the Distribution Network Service Provider
for transmission use of system services are to be passed on to customers and
any adjustments to tariffs resulting from over or under recovery of those
charges in the previous regulatory year;

However, this clause does not set out that other charges can be adjusted in a similar
manner. In the absence of the rules allowing such an adjustment the AER considers
that ActewAGL’s proposed treatment of variations in its UNFT forecasts and actual
liability should not be subject to adjustment through the pricing proposal—that is, the
unders and overs mechanism.>”’

The AER notes that an adjustment of the UNFT rate by the ACT government could
appropriately be described as a ‘change in a relevant tax’ or else a ‘change... in the
rate of a relevant tax’.**® Accordingly, a change in the actual tax rate set by the ACT
government would constitute a tax change event, which is a pass through event. In
such circumstances ActewAGL can apply to the AER to pass through the difference
between the forecast cost of the UNFT approved by the AER and the actual cost of
the UNFT set by the ACT government. Any such application would be assessed by
the AER against the requirements of the pass through provisions of the NER.

9.7 AER conclusion

The AER has considered ActewAGL’s forecast total opex of $306 million
($2008-09) and for the reasons outlined in this chapter is not satisfied that this total
opex forecast proposed by ActewAGL reasonably reflects the opex criteria under
clause 6.5.6(c) of the transitional chapter 6 rules.

In drawing this conclusion the AER has had regard to the opex factors set out in
clause 6.5.6(e) of the transitional chapter 6 rules.

As the AER is not satisfied that ActewAGL’s total forecast opex reasonably reflects
the opex criteria, under clause 6.5.6(d), the AER must not accept the forecast opex in
ActewAGL’s regulatory proposal. Therefore, the AER is required under clause
6.12.1(4)(i1) to provide an estimate of the total opex that ActewAGL will require over
the next regulatory control period which the AER is satisfied reasonably reflects the
opex criteria, taking into account the opex factors.

397 This is consistent with the treatment of the easement tax in Victoria. See AER, SP Ausnet

transmission determination 2008-09 to 2013-14, January 2008, pp. 161-163.

3% NER, Chapter 10 glossary: tax change event.
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After considering the advice of Wilson Cook, and undertaking its own analysis

of ActewAGL’s proposed opex, the AER has applied a reduction of $9.5 million to
ActewAGL’s proposed opex. This represents a reduction of around 3 per cent of
ActewAGL’s proposed opex of $306 million and results in a revised forecast opex
allowance of $296 million.

This revised estimate represents the AER’s estimate of the total opex costs that a
prudent operator in the circumstances of ActewAGL would require to achieve the
opex objectives, as required by clause 6.5.6(c). The AER is satisfied that the revised
total forecast opex of $296 million over the next regulatory control period, reasonably
reflects the opex criteria, taking into account the opex factors. The revised opex
allowance is shown by opex category in table 9.19.

Table 9.19: AER’s conclusion on ActewAGL’s total opex allowance ($m, 2008-09)

2009-10 2010-11  2011-12  2012-13  2013-14 Total

ActewAGL proposed opex

g;;lfo”able 52.9 53.9 55.0 56.8 56.8 2753

UNFT 4.0 4.1 4.2 43 44 20.9

Debt raising 0.3 0.4 0.4 0.4 0.4 1.8

Self insurance® 1.5 1.5 1.5 1.5 1.5 7.5
Total opex 58.7 59.9 61.0 63.0 63.0 305.5
AER revised opex

chélfouable 52.7 534 54.3 55.9 556 2719

UNFT 39 4.0 4.1 42 43 20.7

Debt raising 0.3 0.3 0.4 0.4 0.4 1.8

Self insurance® 0.3 0.3 0.3 0.3 0.3 1.7
Total opex 57.3 58.2 59.1 60.8 60.6 296.0
Note: Totals may not add up due to rounding.
(a) Based on allocation for standard control services.

Table 9.20 sets out the AER’s adjustments to ActewAGL’s forecast controllable opex
allowance. These adjustments are derived from the opex model and reflect the AER’s
conclusion on an efficient controllable opex allowance.
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Table 9.20: AER’s conclusion on ActewAGL’s controllable opex ($m, 2008—09)

2009-10  2010-11  2011-12  2012-13 2013-14 Total
ActewAGL'’s proposed 52.9 53.9 55.0 56.8 56.8 2753
controllable opex
Adjustments to labour 02 05 07 0.9 1.2 35
escalators
AER’s adjusted 52.7 53.4 54.3 55.9 55.6 271.9

controllable opex

9.8 AER draft decision

In accordance with clause 6.12.1(4)(ii) of the transitional chapter 6 rules the AER
does not accept ActewAGL’s proposed opex for the next regulatory control period.
The AER is not satisfied that ActewAGL's forecast opex, taking into account the opex
factors reasonably reflects the opex criteria in clause 6.5.6 of the transitional chapter 6
rules. The AER’s reasons for this decision are set out in section 9.6 of the draft
decision. The AER’s estimate of the total opex required by ActewAGL in the next
regulatory control period, that reflects the opex criteria taking into account the opex
factors, is set out in table 9.19 of the draft decision.
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10 Estimated corporate income tax

10.1 Introduction

This chapter sets out the AER’s assessment of ActewAGL’s estimated corporate
income tax liabilities for the next regulatory control period.

10.2 Regulatory requirements

The AER must make a decision on the estimated costs of corporate income tax to a
DNSP in accordance with clause 6.5.3 of the transitional chapter 6 rules. Clause 6.5.3
of the transitional chapter 6 rules provides the following formula for the calculation of
the estimated cost of corporate income tax of a DNSP for each regulatory year

(ETCy):

ETC, = (ETLxr) (1 —v)

Where:

e ETI, is an estimate of the taxable income for that regulatory year that
would be earned by a benchmark efficient entity as a result of the
provision of standard control services if such an entity, rather than
the DNSP, operated the business of the DNSP, such estimate being
determined in accordance with the Post-Tax Revenue Model
(PTRM)

e 1 is the expected statutory income tax rate for that regulatory year as
determined by the AER

e vy is the assumed utilisation of imputation credits and is deemed to be
0.5.

For these purposes:

e the cost of debt must be based on that of a benchmark efficient
DNSP (this is done by applying a benchmark cost of debt to a
benchmark debt equity ratio)

e the estimate must take into account the estimated depreciation for
that regulatory year for tax purposes, for a benchmark efficient
DNSP, of assets where the value of those assets is included in the
regulatory asset base for the relevant distribution system for that
regulatory year.

10.2.1 Transition from pre—tax to post—tax

The ICRC has previously applied a pre—tax cost of capital in its determinations for
ActewAGL. Under the pre—tax approach applied by the ICRC, an allowance for tax
was built into the cost of capital. However the AER must determine a nominal post—
tax WACC pursuant to clause 6.5.2(b) of the transitional chapter 6 rules. This is
discussed in chapter 12 of this draft decision.

Under the post—tax cost of capital required by the NER, an explicit allowance for tax
is made on the basis of cashflow analysis rather than including an implicit allowance
for tax within the cost of capital (as previously done by the ICRC). To enable the
cashflow modelling required to estimate the cost of income tax, the remaining tax
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value of ActewAGL’s assets (the tax asset base) is required. This information was not
required for the pre—tax approach applied by the ICRC. Accordingly, the tax asset
base must be established on transition to the post—tax approach. In this regard, the
AER provided an issues paper on the matter to the DNSPs in June 2007. The issues
paper noted that:

Setting the tax base at commencement of post—tax regulation is important and
will have an impact on the calculation of the tax allowance (tax building
block). The AER proposes to establish appropriate values for the tax base in
light of the specific circumstances of each business. One of the most notable
influences concerns business ownership. The proposed approach involves
taking the value of a firm’s assets for tax purposes when it first became
subject to tax, and rolling these values forward to the date when a post—tax
approach is to apply, taking account of relevant tax depreciation rules and
actual capex and disposals. In the case of government owned businesses, the
proposed approach is similar, but utilises the date and tax base when the
business became subject to the NTER [National Tax Equivalence Regime]. A
key issue for all businesses will be to distinguish RAB assets from non-RAB
assets. However, with inflation and the depreciation of existing assets that
comes with passing time, the tax base used in the regulatory accounts will
become increasingly reflective of the actual tax base of RAB assets.*”

10.3 ActewAGL proposal

ActewAGL proposed an allowance for tax that was calculated by the PTRM, which
calculates a tax allowance in accordance with the methodology set out in clause 6.5.3
of the transitional chapter 6 rules. It should be noted that the allowance for tax is an
output of the PTRM rather than an input to be specified or proposed by the regulated
business.

10.3.1 ActewAGL’s proposed tax asset base

ActewAGL proposed an opening tax asset base derived in a manner consistent with
the AER’s preferred approach set out in its issues paper on the transition from pre—tax
to post—tax.

10.4 Consultant review

The AER sought the assistance of McGrathNicol to assess ActewAGL’s proposal
with respect to establishing the opening tax asset base for ActewAGL. McGrathNicol
supported ActewAGL’s methodology for determining its tax asset base.”'°

10.5 Issues and AER considerations

ActewAGL’s estimate of corporate income tax expense comes from the PTRM which
performs the calculations required by clause 6.5.3 of the transitional chapter 6 rules.
The AER’s assessment of the relevant inputs to the PTRM including the tax asset base
is set out below.

399 AER, Issues Paper: Transition of energy businesses from pre—tax to post-tax regulation’, 14 June

2007, p. 69.
310 McGrathNicol, letter to AER, 14 July 2008, confidential.
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10.5.1 Asset classes, standard tax lives and remaining tax lives

ActewAGL proposal

Tax depreciation has been calculated by the PTRM on the basis of ActewAGL’s tax
remaining and tax standard life inputs and the proposed remaining tax asset values/tax
asset base (discussed below). ActewAGL aggregated its asset classes into a single
asset category in the PTRM and applied an average remaining life and standard life
input derived from its detailed tax asset register.”"’

Consultant review

McGrathNicol has observed that ActewAGL maintains a tax asset register which
contains commissioning dates for individual assets by asset class. McGrathNicol also
noted that ActewAGL has used this tax asset register to derive its aggregate tax
remaining and tax standard life which formed part of ActewAGL’s regulatory
proposal.”!?

AER considerations

Clause 6.5.5(b) of the transitional chapter 6 rules sets out certain requirements with
respect to depreciation profiles. These requirements include:

= depreciation profile must reflect the nature of the asset (or asset class) and be
applied over the economic life of the asset

= the sum of real depreciation for an asset (or asset class) over the economic life of
the asset must be equal to the value at which the asset first entered the RAB.

While the ICRC accepted the use of a single aggregated asset category, the AER
considers it appropriate to include a more detailed breakdown of ActewAGL’s
forecast capital expenditure (capex) to be allocated into relevant asset classes to
enable verification that ActewAGL’s depreciation profiles meet the requirements of
the NER. In response to the AER’s request to disaggregate its asset category into
various classes, ActewAGL provided the asset classes and standard lives set out in
table 10.1. Accordingly, these disaggregated asset classes will apply to forecast capex
from the next regulatory control period onwards. The calculation of tax depreciation
in the PTRM will also be done using the disaggregated asset classes.

The AER has reviewed ActewAGL’s proposed asset classes and standard lives and
considers them to be reasonable. The AER considers it appropriate that ActewAGL’s
tax remaining and tax standard lives are consistent with its detailed tax register as
observed by McGrathNicol. Section 11.4 of this draft decision sets out the AER’s
assessment of the proposed standard lives for regulatory depreciation purposes.

3 ActewAGL, PTRM.
312 McGrathNicol, letter to AER, 14 July 2008, p 2.
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Table 10.1: ActewAGL’s proposed asset classes and standard lives (years)

Asset classes for forecast capex Standard life Tax standard life
Sub—transmission Overhead 40.0 47.5
Sub-transmission Underground 60.0 47.5
Zone Substation 40.0 40.0
Distribution Substations 40.0 40.0
Distribution Overhead Lines 50.0 45.0
Distribution Underground Lines 60.0 50.0
IT & Communication Systems 10.0 10.0
(Networks)

Motor Vehicles 7.0 8.0
Other Non—System Assets 5.0 5.8
(Networks)

IT Systems (Corporate) 5.0 4.1
Telecommunications (Corporate) 5.0 6.7
Other Non-System Assets 5.0 5.7
(Corporate)

Land n/a n/a
Buildings 60.0 100.0

Source: ActewAGL, response to AER, 25 August 2008.

10.5.2 Establishing the tax asset base—transition from pre—tax to post—
tax regulation

ActewAGL proposal

ActewAGL proposed an opening tax asset base derived in a manner consistent with
the AER’s preferred approach set out in its issues paper on the transition from pre—tax
to post—tax. In summary, the AER requested that each of the DNSPs (including
ActewAGL) present their tax asset base for each year since becoming subject to the
National Tax Equivalence Regime (NTER). The AER also requested that ActewAGL
allocate the total tax asset base between RAB assets and non—RAB assets. Non—-RAB
assets include assets relating to ActewAGL’s alternative control services.

ActewAGL stated that ACTEW Corporation and its subsidiary entities were first
recorded on the NTER entity register on 1 July 2001.°"* ActewAGL has presented the
tax value of assets in the relevant divisional tax asset register as well as an allocation
of central corporate assets. ActewAGL stated that the allocation of corporate assets

313 ActewAGL, Regulatory proposal, p. 213.
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has been made in accordance with the approach adopted by the ICRC in the
distribution determination for the current regulatory control period.*'*

ActewAGL noted that the treatment of combined meter and connection assets
involved judgement as metering assets are excluded from the tax asset base for
standard control services while connection assets are included. ActewAGL excluded
metering assets on the basis of the ratio of capex on meters to capex on connection
assets during the current regulatory control period (50:50).%"

ActewAGL rolled forward its tax asset base from 1 July 2001 to 30 June 2009 using
standard tax lives'® and the relevant worksheet in the NSW roll forward model.*"’
ActewAGL has proposed a tax asset base of $473 million for the start of the next
regulatory control period.’'®

Consultant review

The AER sought the assistance of McGrathNicol to assess ActewAGL’s proposal to
establish the opening tax asset base. McGrathNicol identified a number of issues for
further investigation with ActewAGL. Some of these issues are confidential in nature,
relating to assumptions made by ActewAGL in its forecasting and modelling process.
The non-confidential issues raised are discussed below. Notwithstanding the issues
identified by McGrathNicol, it concluded that ActewAGL’s methodology for
determining its tax asset base:*"’

= has a sound basis and demonstrates an understanding of the NER and the
movement to a post—tax regime

= reflects the relevant taxation requirements of the NTER, Australian Tax Law and
the Australian Accounting Standards

= results in the determination of tax asset values that are generally able to be
verified by supporting registers.

AER considerations

As noted above, the AER requested each of the DNSPs to present their respective tax
asset bases for RAB and non—RAB assets for each year since the commencement of
the NTER. The assessment of the tax asset base over the period (as opposed to a
single point in time) was intended to ensure that:

= the proposed tax asset base was reflective of the underlying regulatory assets and
consistent with regulatory determinations over the period

= there were no transfers of tax assets to other non—regulated business units or
related entities.

314
315
316
317

ActewAGL, Regulatory proposal, p. 213.

ActewAGL, Regulatory proposal, p. 213.

ActewAGL, Regulatory proposal, p. 214.

The ACT roll forward model is based on the model applied by the ICRC and does not contain a
tax roll forward worksheet.

ActewAGL, Regulatory proposal, p. 214.

319 McGrathNicol, letter to AER, 14 July 2008, p. 2.
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The AER considers that ActewAGL’s proposal demonstrates that its tax asset base is
reflective of its RAB assets and there are no tax asset transfers that would require an
adjustment to the opening tax asset base. There are however a range of technical
issues which were considered by the AER and its consultant in assessing
ActewAGL’s proposed tax asset base.

Allocation of corporate assets

ActewAGL’s proposed tax asset base includes assets in its divisional tax register and
an allocation of central corporate assets. This allocation has been made in accordance
with the approach applied by the ICRC in its current determination and is therefore
considered by the AER to be appropriate.

Allocation of combined metering and connection assets

The AER understands that ActewAGL’s tax asset register contains assets that have
been treated as combined metering and connection assets. In order to allocate the
assets into meters (alternative control services) and connections (standard control
services), ActewAGL has applied a 50:50 ratio. The ratio of total metering capex and
total connection capex over 2004—05 to 2006—07 is approximately 50:50.
Accordingly, the AER considers ActewAGL’s proposal to be reasonable in the
circumstances.

Exclusion of historical capital contributions

The PTRM to apply to the DNSPs for the next regulatory control period explicitly
accounts for forecast capital contributions. That is, the forecast value of capital
contributions is added to the tax value of assets to be depreciated (for tax purposes)
and is also used to calculate forecast total tax expense. Capital contributions do not
form part of the RAB.

The ICRC did not include capital contributions in its estimates of tax payable as its
tax allowance was embedded in the WACC allowed for ActewAGL in the current
distribution determination. In the current and previous regulatory control periods,
ActewAGL has been taxed on capital contributions received as if it was revenue. Tax
paid on capital contributions created a tax asset to be depreciated and thereby offset
future income tax payments. Accordingly, the AER considers it appropriate to
exclude historical capital contributions from the opening tax asset base. The inclusion
of capital contributions in the tax asset base without any recognition of the tax paid
when the capital contributions were received could lead to an inappropriately low
regulatory tax allowance. ActewAGL has excluded capital contributions from the
opening tax asset base which is considered appropriate by the AER.

Inclusion of work in progress

Under the Income Tax Assessment Act, capex translates to a tax asset upon
commissioning of the asset. In the PTRM to apply to the DNSPs for the next
regulatory control period, capex is recognised on an as-incurred basis. This means that
capex creates a notional tax asset in the PTRM when the expenditure is incurred.
ActewAGL did not propose any work in progress to be added to its tax asset base.
Accordingly, the AER requested ActewAGL to make an adjustment to the 1 July
2009 opening tax asset base to include work in progress amounts.
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ActewAGL noted in response that the amount of work in progress at 1 July 2009 is
forecast to be approximately 3.6 per cent of the total tax asset base.**” However it also
noted that work in progress should not be included in the opening tax asset base as a
matter of principle. The AER notes this would reduce regulatory revenue by less than
0.1 per cent in the next regulatory control period. The AER considers that while
inclusion of work in progress is technically correct when transferring from an as-
commissioned to as-incurred approach for recognising capex, it will not require
inclusion of work in progress in the opening tax asset base given its immateriality.

10.6 AER conclusion

The AER has assessed each of the inputs to the PTRM that are used to calculate the
expected cost of corporate income tax in accordance with clause 6.5.3 of the
transitional chapter 6 rules. The AER considers that ActewAGL’s proposed tax
remaining and tax standard lives are appropriate. The AER also considers
ActewAGL’s proposed tax asset base of $473 million appropriate and reasonable. On
the basis of these inputs, the PTRM has calculated the allowance for corporate income
tax presented in table 10.2.

Table 10.2: AER’s conclusion on ActewAGL’s corporate income tax allowance
($m, nominal)

2009-10 2010-11 2011-12 2012-13 2013-14 Total

Tax allowance 5.1 6.0 6.2 5.9 6.1 29.1

10.7 AER draft decision

In accordance with clause 6.12.1(7) of the transitional chapter 6 rules the AER has
decided the estimated cost of corporate tax to ActewAGL for each regulatory year of
the regulatory control period is specified in table 10.2 of the draft decision.

320 ActewAGL, email response to AER, 7 August 2008.
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11 Depreciation

11.1 Introduction

This chapter sets out the annual allowances for regulatory depreciation—also referred
to as the return of capital—that sum the (negative) straight—line depreciation and the
(positive) annual inflation effect on the opening regulatory asset base (RAB). It also
sets out the AER’s assessment of ActewAGL’s proposed asset lives used to calculate
its depreciation schedules for the next regulatory control period.

Regulatory depreciation is used to model the nominal asset values over the regulatory
control period and provides the depreciation allowance in the annual revenue
requirement. The annual regulatory depreciation allowance is an amortised value of
the efficient cost of the capital included in the RAB, derived using a specified
depreciation schedule that reflects the nature of the assets over their economic life.
Regulatory practice has been to assign a regulatory life (standard or remaining) to
each category of assets that equals its expected economic or technical life. Generally,
the regulatory, economic and technical lives of an asset coincide.

11.2 Regulatory requirements

Under clause 6.12.1(8) of the transitional chapter 6 rules the AER must make a
decision on whether or not to approve the depreciation schedules submitted by a
DNSP, in accordance with clause 6.5.5 of the transitional chapter 6 rules. Clause
6.5.5(a) of the transitional chapter 6 rules provides that depreciation must be
calculated on the value of the assets included in the RAB at the beginning of the
regulatory year.

A building block proposal must contain depreciation schedules that conform to the
following requirements set out in clause 6.5.5(b) of the transitional chapter 6 rules:

(1)  the schedules must depreciate 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;

(2)  the sum of the real value of the depreciation that is attributable to any
asset or category of assets over the economic life of that asset or
category of assets (such real value being calculated as at the time the
value of that asset or category of assets was first included in the
regulatory asset base for the relevant distribution system) must be
equivalent to the value at which that asset or category of assets was
first included in the regulatory asset base for the relevant distribution
system; and

(3) the economic life of the relevant assets and the depreciation methods
and rates underpinning the calculation of depreciation for a given
regulatory control period must be consistent with those determined for
the same assets on a prospective basis in the distribution determination
for that period.

To the extent that a DNSP’s building block proposal does not comply with the above
requirements then the AER must determine the depreciation schedules, in accordance
with clause 6.5.5(a)(2)(ii) of the transitional chapter 6 rules.
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11.3 ActewAGL proposal

In the interest of maintaining consistency with its current distribution determination,
simplicity and transparency, ActewAGL proposed to continue the straight-line
approach to calculating depreciation in the post tax revenue model (PTRM).**' It
proposed the regulatory depreciation allowance set out in table 11.1.

Table 11.1: ActewAGL’s proposed depreciation allowance ($m, nominal)

2009-10 2010-11 2011-12 2012-13 2013-14

Regulatory depreciation 14.8 16.0 17.3 18.6 20.0

Source: ActewAGL, Regulatory proposal, p.218.

ActewAGL aggregated its RAB value into a single asset category in the PTRM and
applied a single remaining and standard asset life. It noted this is consistent with the
approach applied at the last review by the ICRC.*** ActewAGL adopted an average
remaining life of 20.45 years and a standard life of 40 years for this aggregated asset
class as at 1 July 2009.%* Under this approach, ActewAGL’s forecast capital
expenditure (capex) incurred over the next regulatory control period is also included
in the RAB within the single asset category.

ActewAGL stated that splitting the RAB into asset classes in the PTRM and assigning
them remaining lives that were not used when the assets were first included in the
RAB, would be inconsistent with clauses 6.5.5(b)(1) and 6.5.5(b)(2) of the transitional
chapter 6 rules.***

11.4 Issues and AER considerations

The allowance for regulatory depreciation is an output of the PTRM rather than an
input to be specified or proposed by the DNSP. The relevant inputs to the PTRM’s
calculation of an allowance for regulatory depreciation include:**

» remaining life for each asset class
= standard life for each asset class

= existing assets (opening RAB) and new asset values (forecast capex) for each
asset class.

11.4.1 Asset classes, standard asset lives and remaining asset lives

Regulatory depreciation has been calculated by the PTRM on the basis of
ActewAGL’s proposed remaining and standard asset life inputs, the opening RAB
(discussed in chapter 7) and forecast capex values (discussed in chapter 8) .

ActewAGL, Regulatory proposal, pp. 217-218.

ActewAGL, Regulatory proposal, p. 218.

ActewAGL, Regulatory proposal, p. 218.

ActewAGL, Regulatory proposal, pp. 218-219.

Forecast inflation is also a relevant input and is discussed in chapter 12.
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ActewAGL proposal

ActewAGL aggregated its RAB value into a single asset category in the PTRM and
applied a single remaining asset life of 20.2 years rolled forward from the start of the
current regulatory control period and a single standard asset life of 40 years.*

AER considerations

The AER accepts ActewAGL’s approach to depreciate its opening RAB (existing
assets) within the single asset category based on the proposed remaining life. This
maintains consistency with the ICRC’s treatment of the RAB in previous distribution
determinations and ensures that the assets are depreciated using a consistent approach
over their economic lives. The AER also reviewed the remaining asset life and found
that it has been appropriately rolled forward during the current regulatory control
period.

While the ICRC accepted the use of a single aggregated asset category, the AER
considers it appropriate to include a more detailed breakdown of ActewAGL’s
forecast capex (new assets). Allocating new assets into relevant asset classes will
enable verification that ActewAGL’s depreciation profiles meet the requirements of
the NER. In response to the AER’s request to disaggregate its asset category into
various classes, ActewAGL provided the asset classes and standard lives set out in
table 11.2. The AER considers that these disaggregated asset classes should apply to
ActewAGL’s forecast capex from the next regulatory control period onwards.
Accordingly, regulatory depreciation for new assets in the PTRM will be calculated
using the disaggregated asset classes and standard asset lives.

Table 11.2: ActewAGL proposed asset classes and standard lives (years)

Asset classes for forecast capex Standard asset life  Tax standard asset life
Sub-transmission overhead 40.0 47.5
Sub-transmission underground 60.0 47.5
Zone substation 40.0 40.0
Distribution substations 40.0 40.0
Distribution overhead lines 50.0 45.0
Distribution underground lines 60.0 50.0
IT & communication systems (networks) 10.0 10.0
Motor vehicles 7.0 8.0
Other non-system assets (networks) 5.0 5.8
IT systems (corporate) 5.0 4.1
Telecommunications (corporate) 5.0 6.7
Other non-system assets (corporate) 5.0 5.7
Land n/a n/a
Buildings 60.0 100.0

Source: ActewAGL, response to AER, 25 August 2008.

326 ActewAGL, Regulatory proposal, p. 218.

130



With the assistance of EMS, the AER has reviewed ActewAGL’s proposed asset
classes and standard lives and considers them to be reasonable.**’ ActewAGL’s
proposed standard asset lives compare closely with those proposed by the NSW
DNSPs, which have been accepted by the AER. Chapter 10 of this draft decision sets
out the AER’s assessment of the proposed tax asset lives for tax depreciation
purposes.

11.5 AER conclusion

The AER has assessed each of the proposed asset life inputs to the PTRM that were
used to calculate the regulatory depreciation allowance in accordance with clause
6.5.5 of the transitional chapter 6 rules. It does not consider ActewAGL’s proposed
depreciation schedules comply with the NER requirements and therefore has not
approved the schedules under clause 6.12.1(8) of the transitional chapter 6 rules.

While the AER accepts ActewAGL’s approach to depreciate its opening RAB
(existing assets) within the single asset category based on the proposed remaining life,
the AER considers it appropriate to include a more detailed breakdown of
ActewAGL’s forecast capex (new assets). ActewAGL has provided the asset classes
and standard lives which will apply to its forecast capex from the next regulatory
control period onwards. The AER has reviewed these asset classes and standard lives
and considers them to be reasonable.

On the basis of these approved asset lives, opening RAB and forecast capex
allowance, the AER has determined ActewAGL’s regulatory depreciation allowance
for the next regulatory control period in accordance with clause 6.5.5(a)(2)(i1) of the
transitional chapter 6 rules, as set out in table 11.3.

Table 11.3: AER’s conclusion on regulatory depreciation allowance ($m, nominal)

2009-10  2010-11 2011-12  2012-13 2013-14 Total

Regulatory depreciation

14.5 16.2 17.7 19.3 21.1 88.8
allowance

11.6 AER draft decision

In accordance with clause 6.12.1(8) of the transitional chapter 6 rules the AER
decides not to approve the depreciation schedules submitted by ActewAGL. The AER
has determined the depreciation schedule for ActewAGL is set out in table 11.3 of the
draft decision.

327 EMS, advice, 27 August 2008.

131




12 Cost of capital

This chapter sets out the AER’s estimate of an efficient (market-based) benchmark
weighted average cost of capital (WACC) or the rate of return for ActewAGL over
the next regulatory control period. The key issues considered include the WACC
parameters specified in the transitional chapter 6 rules, and the determination of the
risk-free rate, debt risk premium and inflation forecast.

The AER’s consideration of debt and equity raising costs, and corporate tax
allowances is not set out in this chapter because they are not compensated for through
the WACC. Accordingly, the analysis of debt and equity raising costs is found in
chapter 9 and the analysis of corporate tax is found in chapter 10 of this draft
decision.

12.1 Regulatory requirements

Clause 6.5.2 of the transitional chapter 6 rules requires that the return on capital be
calculated by applying the rate of return to the value of the regulatory asset base
(RAB) as determined in chapter 7 of this draft decision.

The AER must determine the rate of return in accordance with clause 6.5.2 of the
transitional chapter 6 rules. Clause 6.5.2(b) provides that the rate of return for a DNSP
is a nominal post-tax WACC calculated in accordance with the following formula:

WACC:keE+kd2
\Y Vv
where:
ke = the return on equity
kq = the return on debt
E/V = the market value of equity as a proportion of the market value of
equity and debt, which is 1 — D/V
D/V = the market value of debt as a proportion of the market value of equity

and debt, which is deemed to be 0.6.

It also states that the return on equity (ke) is determined by using the capital asset
pricing model (CAPM):

ke:rf+BexMRP

where:
1% = the nominal risk-free rate of return for the regulatory control period
determined in accordance with clause 6.5.2(c)
MRP = the market risk premium, which is deemed to be 6 per cent
Be = the equity beta which is deemed to be 1.
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It also states that the return on debt (kq) is calculated as:

kg=r;+ DRP
where:
DRP = the debt risk premium for the regulatory control period is determined

in accordance with clause 6.5.2(¢).

12.2 ActewAGL proposal

In estimating the WACC for its revenue proposal, ActewAGL stated it used the values
for the WACC parameters set out in the transitional chapter 6 rules.’”® For the
purposes of its revenue proposal ActewAGL has calculated a nominal vanilla WACC
of 10.70 per cent. The parameters underlying ActewAGL’s calculation of the WACC
are presented in table 12.1.

Table 12.1: ActewAGL’s proposed WACC parameters

Parameter ActewAGL’s proposal
Risk-free rate (nominal) 6.27%
Risk-free rate (real) 3.67%
Expected inflation rate 2.51%
Debt risk premium 3.38%
Market risk premium 6.00%
Gearing 60%
Equity beta 1.00
Nominal pre—tax return on debt 9.65%
Nominal post—tax return on equity 12.27%
Nominal vanilla WACC 10.70%

Source: ActewAGL, Regulatory proposal, p.208.

12.3 Issues and AER considerations

Businesses are typically funded by a combination of equity and debt. Therefore, a
weighted average cost of equity and debt must be established to derive the rate of
return. This is usually referred to as the WACC. The derivation of the WACC requires
several parameters. Many of these parameters have values specified in the transitional
chapter 6 rules. Where the transitional chapter 6 rules do not specify a value, it
specifies a method for determining the value.

328 ActewAGL, Regulatory proposal, p. 206.
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12.3.1 The WACC parameters specified in the NER

The transitional chapter 6 rules specify values for the equity beta and the market risk
premium to be used to calculate the return on equity using the CAPM. The
transitional chapter 6 rules also specify the value of debt as a proportion of the value
of equity and debt (or gearing) to be used when calculating the WACC.**

ActewAGL proposal

ActewAGL stated it estimated the return on equity using the CAPM and adopted the
parameter values specified in the transitional chapter 6 rules for the equity beta,
market risk premium (MRP), and proportion of debt funding (gearing).**

AER considerations

Based on the transitional chapter 6 rules requirements, the parameters and values as
outlined in section 12.2 of this draft decision have been applied by the AER for the
purposes of determining the WACC for ActewAGL.

12.3.2 The risk free rate

The risk-free rate measures the return an investor would expect from an asset with
zero volatility and zero default risk. The yield on long-term Commonwealth
Government Securities (CGS) is often used as a proxy for the risk-free rate because
the risk of government default on interest and debt repayments is considered to be
low.

In the capital asset pricing model (CAPM) framework, all information used for
deriving the rate of return should be as current as possible. While it may be
theoretically correct to use the on-the-day rate as it represents the latest available
information, this can expose the DNSP to day-to-day volatility. For this reason, an
averaging method is used to minimise volatility in observed bond yields.

Regulatory requirements

Clause 6.5.2(c) of the transitional chapter 6 rules states that the nominal risk-free rate
is to be determined by the AER:

... on a moving average basis from the annualised yield on Commonwealth
Government bonds with a maturity of 10 years using:

(1) the indicative mid rates published by the Reserve Bank of Australia;
and

(2) aperiod of time which is either:

(i)  aperiod (‘the agreed period’) proposed by the relevant
Distribution Network Service Provider, and agreed by the AER
(such agreement is not to be unreasonably withheld); or

(i) aperiod specified by the AER, and notified to the provider
within a reasonable time prior to the commencement of that
period, if the period proposed by the provider is not agreed by
the AER under subparagraph (i),

329
330

Transitional chapter 6 rules, clause 6.5.2(6).
ActewAGL, Regulatory proposal, p. 206.
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and, for the purposes of subparagraph (i):

(iii) the start date and end date for the agreed period may be kept
confidential, but only until the expiration of the agreed period;
and

(iv) the AER must notify the Distribution Network Service Provider
whether or not it agrees with the proposed period within 30
business days of the date of submission of the building block
proposal.

Clause 6.5.2(d) of the transitional chapter 6 rules states that if there are no CGS with a
maturity of 10 years on any day in the averaging period, the AER must determine the
nominal risk-free rate by:

... interpolating on a straight line basis from the two Commonwealth
Government bonds closest to the 10 year term and which also straddle the 10
year expiry date.

ActewAGL proposal

ActewAGL has nominated an averaging period of 20 days to calculate the risk-free
rate. It proposed an indicative risk-free rate of 6.27 per cent based on annualised CGS
yields with a maturity of 10 years for the purposes of its proposal, recognising that the
AER will determine the applicable risk-free rate at the time of its final distribution
determination.>"

AER considerations

Clause 6.5.2(c) of the transitional chapter 6 rules requires the AER to determine the
nominal risk-free rate using annualised CGS yields with a maturity of 10 years.

In accordance with clause 6.5.2(c) of the transitional chapter 6 rules, ActewAGL
proposed an averaging period to estimate the risk-free rate. The AER did not agree
with the period proposed on the basis that it considered the proposed dates of the
period were too far removed from the final determination date and the commencement
of the next regulatory control period. A period that is too far removed from the final
determination date may not provide the most relevant information. This is consistent
with pa3%t2practice by the AER and other state regulators, and supported by CAPM
theory.

The AER specified a period that is closer to the final determination date and
ActewAGL responded with a new proposed starting and ending date for the averaging
period (based on an averaging period of 20 business days). The AER has accepted
ActewAGL’s revised proposal as it considers the 20 day averaging period and revised
dates address its earlier concerns. The AER has agreed to keep the start and end dates

of the averaging period confidential until the expiration of the period as requested by
ActewAGL.

331
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ActewAGL, Regulatory proposal, p. 207.

Martin Lally, The cost of capital for regulated entities, report prepared for the Queensland
Competition Authority, 26 February 2004, p. 63.

Kevin Davis, Report on risk free interest rate and equity and debt beta determination in the
WACC, report prepared for the ACCC, 28 August 2003, p. 16.
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For this draft decision, the 20 day moving average for CGS yields with a 10-year
maturity for the period ending 17 October 2008 results in a proxy nominal risk-free
rate of 5.46 per cent (effective annual compounding rate). The AER will update the
risk-free rate, based on the AER specified averaging period, at a time closer to its
final distribution determination.

12.3.3 The debt risk premium

The debt risk premium (or debt margin) is added to the nominal risk-free rate to
calculate the return on debt, which is an input for calculating the WACC. The debt
risk premium is the margin above the risk-free rate that investors in a benchmark
efficient DNSP are likely to demand as a result of issuing debt to fund the business
operations. It is intended to equate to a commercial cost of debt.

The debt risk premium varies depending on the entity’s operational and financial risk
as well as the term of the debt. This can be characterised as a credit rating. Applying
the return on debt (as a percentage) to the RAB, adjusted for the assumed gearing,
will generate the interest expense for regulatory purposes (also referred to as the cost
of debt).

Regulatory requirements

Clause 6.5.2(b) of the transitional chapter 6 rules states that the return on debt (kq) is
calculated as:

kg=r;+ DRP
Where:
It = the nominal risk-free rate

DRP

the debt risk premium for the regulatory control period determined in
accordance with clause 6.5.2(e).

Clause 6.5.2(e) of the transitional chapter 6 rules states that the debt risk premium is:

... the margin between the 10 year Commonwealth annualised bond rate and
the observed annualised Australian benchmark corporate bond rate for
corporate bonds which have a maturity of 10 years and a credit rating of
BBB+ from Standard and Poors.

ActewAGL proposal

Based on the transitional chapter 6 rules requirements for setting the debt risk
premium and using Bloomberg data, ActewAGL has proposed a debt risk premium of
3.38 per cent.**® ActewAGL has recognised that the AER will determine the debt risk
premium using updated market data at a date closer to its final distribution
determination.

ActewAGL has proposed that the debt risk premium be calculated by reference to
Bloomberg’s 10-year BBB predicted yield.”** In the event that the Bloomberg 10-year

333
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ActewAGL, Regulatory proposal, p. 208.
ActewAGL, Regulatory proposal, p. 208.

136



BBB predicted yield is unavailable during the sample period ActewAGL has
proposed the use of the highest value from either the:

= ]10-year CBASpectrum BBB+ predicted yield

= §8-year Bloomberg BBB predicted yield plus the spread between an 8-year and
10-year A rated Bloomberg predicted yields.

AER considerations

In previous revenue determinations the AER conducted a review which compared the
estimated average daily fair yields for corporate bonds with BBB+ credit rating and
maturity of up to 10 years from the Bloomberg and CBASpectrum databases over a
period.”* Differences when comparing the average yields for actual bonds with the
estimated average fair yields from the two databases were observed. The review
indicated that Bloomberg provides estimates of BBB+ rated, long-term fair yields
which are more consistent with the observed yields of similarly rated actual bonds.
The AER has therefore decided to use the fair yields estimated by Bloomberg, rather
than CBASpectrum, to determine the benchmark debt risk premium margin for
ActewAGL.

The AER has previously used BBB 10-year corporate bond fair yields sourced from
Bloomberg for the purposes of establishing a 10-year benchmark debt risk premium
with a BBB+ credit rating.**° In late October 2007, Bloomberg ceased publication of
its BBB fair yields for bonds with 9 or 10-year maturities. The AER understands that
the decision to cease publication was based on a lack of data for these long-dated
corporate bonds (within the BBB credit rating category) from which Bloomberg could
produce a fair yield. The longest maturity BBB bond fair yield now published by
Bloomberg is 8 years.

Due to the unavailability of the Bloomberg fair yields for BBB rated 10-year
corporate bonds, it is necessary to adopt an alternative proxy for deriving a 10-year
BBB+ benchmark debt risk premium, as required by the NER.*” The AER recently
considered this issue and the details are set out in its SP AusNet final transmission
determination.®*® Specifically, the methodology applied by the AER is to take the
Bloomberg fair yield for BBB rated 8-year corporate bonds and add the Bloomberg
fair yield spread between A rated 8 and 10-year corporate bonds, in order to derive a
proxy 10-year BBB+ corporate bond yield. The AER considers that this methodology
remains appropriate for the purposes of determining the benchmark debt risk
premium.

Consistent with previous regulatory practice, the AER considers that the debt risk
premium should be determined with reference to the same averaging period that was

35 AER, Powerlink Queensland, Draft Decision, 14 June 2007.

AER, Directlink Joint Venturers’ application for conversion and revenue cap, Decision, 3 March

2006.

Bloomberg’s BBB fair yields are assumed to approximate BBB+ fair yields due to the estimation

technique employed and the market being disproportionately weighted with longer term BBB+

rated bonds.

The proxy corporate bond yield less the nominal risk-free rate produces the debt risk premium.

338 AER, SP AusNet transmission determination, 2008-09 to 2013-14: Final decision, January 2008,
pp. 94-98.
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adopted for determining the risk-free rate. For this draft decision, the 20-day moving
average benchmark debt risk premium for the period ending 17 October 2007, based
on BBB+ rated corporate bonds with a maturity of 10 years, is 3.27 per cent (effective
annual compounding rate).**° Adding this debt risk premium to the nominal risk-free
rate of 5.46 per cent provides a nominal return on debt of 8.73 per cent. The AER is
satisfied that the debt risk premium is consistent, under clause 6.5.2(e) of the
transitional chapter 6 rules, with the required margin between the 10-year CGS yield
and observed Australian benchmark corporate bond yields corresponding to BBB+
credit rating and maturity of 10 years.

The debt risk premium will be updated by the AER based on this methodology at a
time closer to its final distribution determination. As outlined above in relation to the
risk-free rate, the AER did not agree with the averaging period originally nominated
by ActewAGL and has substituted an alternative averaging period to use in its
calculations for the final decision.

12.3.4 Expected inflation

The expected inflation rate is not an explicit parameter within the WACC calculation.
However, it is used in the post tax revenue model (PTRM) to forecast nominal
allowed revenues. It is an implicit component of the nominal risk-free rate, with
implications for the return on both equity and debt. The PTRM framework essentially
provides a real rate of return to the business, which means that the expected inflation
rate included in the nominal WACC must be appropriately measured.

Regulatory requirements

Clause 6.4.2(b)(1) of the transitional chapter 6 rules states that the PTRM must
specify:

... amethod that the AER determines is likely to result in the best estimates
of expected inflation.

Historically, the AER has used an objective market-based approach to forecast the
expected inflation rate—calculated as the difference between the CGS (nominal) and
the indexed CGS yields. However, since late 2006 a downward bias in the indexed
CGS has become evident due to the limited supply of these securities. Consequently,
using this method potentially yields an overestimate of expected inflation. This
limitation was recognised in the AER’s PTRM guideline for DNSPs published in
January 2008.%*° The PTRM guideline states that:

...the AER considers the appropriate methodology for deriving forecast
inflation would incorporate the forecasts and target inflation range of the
Reserve Bank of Australia.**!

In its recent final determinations for ElectraNet and SP AusNet, the AER applied the
RBA’s short-term inflation forecasts for the first two years of the next regulatory

3% Bloomberg’s BBB fair yields are assumed to approximate BBB+ fair yields due to the estimation

technique employed and the market being disproportionately weighted with longer term BBB+
rated bonds.

340 AER, Matters relevant to distribution determinations for ACT and NSW DNSPs for 2009-14:
PTRM: final decision, 1 January 2008, p. 10.

31 AER, PTRM, p. 10.

138



control period and adopted the mid-point of its target inflation band (that is, 2.5 per
cent) for the remaining eight years.**> An implied 10-year forecast is derived by
averaging these individual forecasts. This aligns the inflation forecast to the term of
risk-free rate.

ActewAGL proposal

ActewAGL proposed a ten year forecast of annual inflation of 2.51 per cent per
annum.>** This forecast is the average of forecast inflation for the regulatory control
period in table 12.2 and the mid-point of the RBA target inflation band for the
following five years. The forecast inflation figures were based on a report by the
Competition Economists Group (CEG).*** CEG’s inflation forecasts were obtained
from a weighted average mean of professional economic forecasters’ inflation
expectations.

Table 12.2: ActewAGL’s proposed inflation forecasts for 2008—09 to 2013-14 (per cent)

2009-10 2010-11 2011-12 2012-13 2013-14

Inflation 24 2.5 2.6 2.6 2.5

Source: ActewAGL, Regulatory proposal, p. 210.

AER considerations

The AER has determined in previous transmission determinations that a method that
is likely to result in the best estimate of inflation over a 10-year period is to apply the
RBA'’s short-term inflation forecasts—currently extending out to two years—and
adopt the mid-point of its target inflation band beyond that period (i.e. 2.5 per cent)
for the remaining eight years. An implied 10-year forecast is derived by averaging
these individual forecasts.

The inflation forecasting methodology proposed by ActewAGL in its revenue
proposals is broadly similar to that applied by the AER for its previous transmission
determinations.’* The difference between the two approaches, however, is the range
of sources used to establish the 10-year average inflation estimate. ActewAGL’s
proposed methodology draws on forecasts from a number of independent economic
forecasters,>*® while the AER’s approach in previous transmission determinations
relies on the RBA’s inflation forecasts and the mid-point of its target band.

The AER notes the RBA’s responsibility for monetary policy in Australia means it is
an independent authority on inflation expectations. The AER considers that the
RBA’s inflation forecasts are objective and represent the best estimates of forecast
inflation for the purpose of this draft decision. The RBA’s statement on monetary
policy examines a wide variety of objective data influencing inflation in both the

2 AER, ElectraNet transmission determination Final Decision, p. 69.

AER, SP AusNet transmission determination Final decision, pp. 99—-106.

ActewAGL, Regulatory proposal, p. 210.

CEG, A methodology for estimating expected inflation, 17 January 2008.

AER, ElectraNet transmission determination Final Decision, p. 69.

AER, SP AusNet transmission determination Final decision, pp. 99—-106.

CEG, Escalation factors affecting expenditure forecasts: a report for NSW electricity businesses,
April 2008, p. 6.
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domestic and international financial markets to develop its inflation forecast. The
forecast is produced on a regular basis and is publicly available, including supporting
analysis and reasoning. The AER’s approach uses the RBA report. This provides
consistency and transparency in the AER process for deriving an inflation forecast.

In the absence of an objective market-based approach, the AER considers that its
methodology remains appropriate for the purposes of determining an inflation forecast
in its determinations. The AER has updated the inflation forecast for the first two
years of the regulatory control period using the latest published RBA inflation
expectations as shown in table 12.3. The AER considers that, based on a simple
average, an inflation forecast of 2.55 per cent per annum produces the best estimate
for a 10-year period to be applied in the PTRM for this draft decision.

Table 12.3: AER’s conclusion on inflation forecast (per cent)

June June June June June June June June June June

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 ‘\Verage

Forecast

. . 3.00 2.50* 250 250 250 250 250 250 250 250 2.55
inflation

Source: RBA, Statement on monetary policy, 11 August 2008, p. 62.

(a) The RBA has not yet released a forecast for the year ending June 2011. This
forecast will be available and adopted by the AER (including any updated
forecasts) at the time of the final decision. The mid-point of its target inflation
band has been assumed for the purposes of this draft decision.

The AER recognises that inflation forecasts will change in line with market sensitive
data. Regulatory practice in Australia has been to update these parameter values at a
time closer to the making of the final determination to take account of most recent
information. Accordingly, the AER will update the inflation forecast to be used in the
PTRM based on this methodology at the time of its final determination.

12.4 AER conclusion

The transitional chapter 6 rules prescribe a number of the WACC parameter values to
be adopted by the AER for the purposes of setting a rate of return for DNSPs. For the
parameters where the values have not been prescribed—nominal risk-free rate and the
debt risk premium—the transitional chapter 6 rules sets out the methodology to be
used by the AER for determining the values.

For this draft decision, the AER has determined a nominal vanilla WACC of 9.82 per
cent for ActewAGL. The WACC is less than that proposed by ActewAGL due to the
declines in the risk-free rate and debt risk premium since ActewAGL submitted its
regulatory proposal.

Table 12.4 outlines the WACC parameter values for this draft decision. The AER will
update the nominal risk-free rate and debt risk premium, based on the agreed
averaging period, and the expected inflation rate at a time closer to its final
determination.
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Table 12.4: AER’s conclusion on ActewAGL’s WACC parameters

Parameter ActewAGL’s proposal AER’s conclusion
Risk—free rate (nominal) 6.27% 5.46%
Risk—free rate (real) 3.67% 2.84%
Expected inflation rate 2.51% 2.55%
Debt risk premium 3.38% 3.27%
Market risk premium 6.00% 6.00%
Gearing 60% 60%
Equity beta 1.00 1.00
Nominal pre—tax return on debt 9.65% 8.73%
Nominal post—tax return on equity 12.27% 11.46%
Nominal vanilla WACC 10.70% 9.82%

12.5 AER draft decision

In accordance with clause 6.12.1(5) of the transitional chapter 6 rules the AER
decides the rate of return to apply to ActewAGL is 9.82 per cent.

In accordance with clause 6.12.1(10) of the transitional chapter 6 rules the AER
decides the other appropriate amounts, values or inputs to apply to ActewAGL are as
specified in table 12.4 of the draft decision.
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13 Service target performance incentive
arrangements

13.1 Introduction

Clause 6.6.2(a) of the transitional chapter 6 rules provides that the AER may develop
and publish a service target performance incentive scheme (STPIS) to provide
incentives for DNSPs to maintain and improve the performance of their networks.

Under clause 6.6.2(k) of the transitional chapter 6 rules, the AER cannot apply a
STPIS to ActewAGL which places revenue at risk during the next regulatory control
period, without agreement from ActewAGL.

The AER is required to collect service performance data during the next regulatory
control period under clause 6.6.2(h) of the transitional chapter 6 rules, which states:

The AER must monitor and collect information from any or all of the NSW
and ACT DNSPs on matters relevant to be included in a service target
performance incentive scheme for the purpose of developing, amending or
applying a service target performance incentive scheme for the regulatory
control period commencing on 1 July 2014...

In late 2007, the AER undertook public consultation on service performance
incentives for the ACT and NSW DNSPs for the next regulatory control period and
decided not to introduce a STPIS with financial impact at this distribution
determination due to concerns with data availability. The AER’s decision was to
implement a data collection process in accordance with 6.6.2(h) of the transitional
chapter 6 rules, with a view to applying a national STPIS to ActewAGL for the
regulatory control period commencing 1 July 2014.>*

To facilitate the transition of ActewAGL to a national STPIS from 2014 it was
decided that information reporting requirements for the next regulatory control period
would be based on the AER’s national STPIS for electricity DNSPs (the national
distribution STPIS) and determined in consultation with ActewAGL prior to
commencement of the next regulatory control period.

The AER published its national distribution STPIS on 26 June 2008.** Following
this, the AER wrote to the ActewAGL setting out how it proposed to conduct the data
collection exercise based on the national distribution STPIS framework.**’

13.2 ActewAGL proposal

ActewAGL has acknowledged that the details of the service performance data
collection process would be settled following the publication of the AER’s national
distribution STPIS. At the time of lodgement of ActewAGL’s regulatory proposal on
2 June 2008, the national STPIS had not been published. ActewAGL submitted that,

37 AER, Final Decision, Service target performance incentive arrangements for the ACT and NSW

2009 distribution determinations, February 2008, p15.

AER, Electricity distribution service providers service target performance incentive scheme,
26 June 2008.

9 AER, letter to ActewAGL, 1 August 2008.
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in developing its regulatory proposal, it assumed that the information requirements of
the final national STPIS would be similar to those set out in the proposed STPIS
published in April 2008. ActewAGL proposed that any significant changes to the
national distribution STPIS occurring after the date of its regulatory submission,
which have cost impacts, could be addressed in response to the AER’s draft decision,
or through ActewAGL’s proposed ‘transitional period’ pass through event
mechanism. >’

ActewAGL submitted that it expects to incur additional costs to establish new systems
and processes, during the next regulatory control period, to prepare for the
introduction of the national STPIS from 2014. ActewAGL included forecast capex
and opex amounts in its regulatory proposal to establish these systems and
processes.>”!

13.3 Submissions

The Energy Market Reform Forum (EMRF) made a submission to the AER
expressing concern that no service performance incentive targets have been set for the
next regulatory control period for the ACT and NSW DNSPs. It submitted that this
would not be in the long-term interests of consumers.>>*

On 26 September 2008, ActewAGL wrote to the AER setting out its views on the
details of the AER’s proposed data collection process. In this letter, ActewAGL
sought clarification of some issues before being able to confirm its ability to comply
with the AER’s data collection requirements. ActewAGL also identified some aspects
of the data collection process that may require additional expenditure to collect and
manage the data under the AER’s requirements.”> The issues about which
ActewAGL has sought clarification are addressed below.

13.4 Issues and AER considerations

Service performance incentive targets during the next regulatory control period

The AER acknowledges the submission of the EMRF and notes that arrangements for
service performance incentives were established in consultation with interested parties
in February 2008.%** In determining the service target performance incentive
arrangements to apply to ActewAGL during the next regulatory control period, the
AER was required to observe clause 6.6.2(k) of the transitional chapter 6 rules which
states:

A service target performance incentive scheme applying to the ACT
distribution network service provider must not, without the agreement of the
provider, confer financial rewards or impose financial penalties on the
provider for the regulatory control period 2009-2014, but this paragraph does
not affect the operation of paragraph (h)

30 ActewAGL, Regulatory proposal, pp. 44-47. The issue of recovery of efficient costs associated

with complying with the data collection process is set out at chapters 8 and 9 of this draft decision.
ActewAGL, Regulatory proposal, pp. 45—46.

332 EMREF, p. 33.

333 ActewAGL, letter to AER, 26 September 2008.

3% AER, STPIS ACT and NSW, February 2008, p. 1.
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During consultation, ActewAGL stated that it would not agree to the application of
financial penalties or rewards under a STPIS for the next regulatory control period.
Given this, the AER is not able to apply financial incentives to ActewAGL for the
next regulatory control period under the transitional chapter 6 rules.

From 1 July 2014, ActewAGL will be subject to the provisions of the general chapter
6 rules which will not preclude the application of financial incentives in the ACT. The
AER expects that financial rewards and penalties will be linked to ActewAGL’s
service performance under the AER’s national distribution STPIS during the 2014-19
regulatory control period.

Network segmentation

ActewAGL proposed to retain its current approach to network segmentation for
performance reporting. The AER notes that the existing feeder definitions observed
by ActewAGL in its reporting to the ICRC are consistent with the requirements of the
national distribution STPIS. No reassignment of ActewAGL’s existing network
segments will be required under the AER’s data collection process during the next
regulatory control period.

Data resolution and inactive accounts

ActewAGL noted that it does not currently have the capacity to record interruptions at
the individual customer level and additional expenditure would be required to deliver
this capacity.”> Expenditure forecasts to deliver this specific capability were not
included by ActewAGL in its regulatory proposal, rather, it proposed to use a pass
through mechanism to recover associated costs, should the AER require data
resolution to the individual customer level.

ActewAGL also noted the AER’s national distribution STPIS requires the exclusion
of inactive accounts when reporting SAIDI, SAIFI and MAIFI,*® and sought
clarification on the definition of an inactive account. ActewAGL submitted that it
does not currently have the capacity to accurately identify the number of inactive
accounts, as it cannot record data at the individual customer level.¥’

The AER’s national distribution STPIS adopted the definitions established by the
Steering Committee on National Regulatory Reporting Requirements (SCNRRR).
These definitions require the exclusion of inactive accounts. While the SCNRRR

reliability measures do not define an inactive account, the term is defined in the
AER’s national distribution STPIS as:

358

A connection to the DNSPs network that is inactive, that is, it does not have
an active account with a retailer or is otherwise ineligible to take a supply of
electricity. **°
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ActewAGL, Regulatory proposal, p. 46.

SAIDI: system average interruption duration index, SAIFI: system average interruption frequency
index, MAIFI: momentary average interruption frequency index.

ActewAGL, Regulatory proposal, p. 46.

Utility Regulators Forum, National regulatory reporting for electricity distribution and retailing
businesses, Discussion paper, March 2002, p. 6. The AER understands that the existing reliability
reporting requirements imposed by the ICRC are consistent with the SCNRRR parameter
definitions, which require the exclusion of inactive accounts when calculating performance.

3% AER, DNSP STPIS, p. 31.
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The AER acknowledges that ActewAGL is not presently able to report data net of
inactive accounts. In the absence of observable data, the AER considers the use of a
best estimate of the number of inactive accounts is acceptable in the short term, when
reporting reliability for the data collection process. However, the AER expects
ActewAGL to establish capabilities to record outages at the individual customer level
and observe the number of actual inactive accounts on its network, as soon as
practical. This will ensure compliance with the requirements of the national
distribution STPIS.

Momentary average interruption frequency index (MAIFI)

ActewAGL commented on the appropriateness of the MAIFI parameter used in the
national distribution STPIS. It submitted a more appropriate measure of MAIFI would
capture only the first momentary interruption, and not subsequent unsuccessful
attempts by automatic reclosers to clear a fault.®

The AER’s national distribution STPIS adopted the definition of MAIFI established
by SCNRRR. The national distribution STPIS prescribes that:

In calculating MAIF]I, each operation of an automatic reclose device is
counted as a separate interruption. Sustained interruptions which occur when
a recloser locks out after several attempts to reclose should deleted from
MAIFI calculations.*"'

The AER developed and published its national distribution STPIS following
stakeholder consultation. During consultations the AER did not receive any comments
on its proposed definition for the MAIFI parameter.

The AER does not accept ActewAGL’s proposal to record only initial momentary
interruptions under the MAIFI parameter for the data collection process, as it is
inconsistent with the national distribution STPIS. The AER considers the national
distribution STPIS should apply. To accommodate ActewAGL’s proposed alternative
definition, the AER would be required to amend the national distribution STPIS in
accordance with the distribution consultation procedures. The AER is not able to
make such amendments through the distribution determination process. Any
amendment to the national distribution STPIS should be proposed to the AER in
accordance with section 1.8 of the national distribution STPIS.*%

ActewAGL undertook testing of the data capabilities of its current communications-
enabled reclosers. It advised that it is able to record multiple recloser events from all
its communications-enabled reclosers.>® However, ActewAGL indicated that its
future ability to record this data will depend on communications coverage in areas
where the recloser population is to be expanded.*®* For the purposes of the data
collection process, the AER will require ActewAGL to report MAIFI data under the
national distribution STPIS definition.

30 ActewAGL, letter to AER, 26 September 2008, p.6

%1 AER, DNSP STPIS, p. 22.

362 Should the national distribution STPIS be amended following the establishment of data reporting
requirements set out in this draft decision, the AER will formally notify ActewAGL of any
resulting changes to data reporting requirements to apply for the next regulatory control period.

33 ActewAGL, email to AER, 15 October 2008.

364 ActewAGL, letter to AER, 26 September 2008. p.7
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Exclusions

ActewAGL submitted it expects to have capacity to report exclusions on a daily basis
under the beta 2.5 methodology required by the national distribution STPIS from
2010-11.7° ActewAGL noted that compliance with this requirement is dependent
upon the AER approving its proposed expenditures to establish the necessary systems.

The AER acknowledges that ActewAGL has not previously been required to report
reliability data under the beta 2.5 methodology and that it may need to establish
systems and processes to achieve this. The AER expects ActewAGL to work towards
achieving this capability as soon as practical during the next regulatory control period.

13.5 AER conclusion

In accordance with clause 6.6.2(h) of the transitional chapter 6 rules, the AER will
collect and monitor ActewAGL’s service performance data during the next regulatory
control period. Revenue will not be placed at risk under the data collection process
during this period.

In consultation with ActewAGL, the AER has developed service performance data
reporting requirements for the next regulatory control. The data reporting
requirements have been aligned with the requirements of the national distribution
STPIS, published on 26 June 2008. Collection of data consistent with the national
distribution STPIS is important to ensure that a reliable data series is available for
setting robust performance targets once the national distribution STPIS is applied.

The AER acknowledges that ActewAGL will need to implement additional systems
and processes to achieve full compliance with the AER’s national distribution STPIS
by 2014, and that that full compliance may not be realised before the commencement
of the next regulatory control period. To ensure that the data collection process is
effective in establishing a useable data set for future target setting, the AER expects
ActewAGL to implement measures to achieve full compliance with the national
distribution STPIS as soon as practical, but no later than December 2009.

In implementing the data reporting requirement, the AER expects to accumulate a
sufficient data series to allow the application of the national distribution STPIS to
ActewAGL from 1 July 2014. The application of the national STPIS for the 2014-19
regulatory control period for ActewAGL will be the subject of consultation under the
framework and approach process, prior to the 2014 distribution determination.

Table 13.1 sets out the application of the national STPIS framework for service
performance data collection under clause 6.6.2(h) of the transitional chapter 6 rules
during the next regulatory control period for ActewAGL. These arrangements should
be read in conjunction with the AER’s national distribution STPIS for electricity
distribution businesses.*®

365 ActewAGL notes that it will have manual processes in place to calculate exclusions under the beta

2.5 methodology in the near future.
% AER, DNSP STPIS.
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Table 13.1 Service performance data collection arrangements for ActewAGL: 2009-14

Element

Relevant
provision —
national
distribution
STPIS

Requirements for the 2009-14 regulatory control period

Timing of performance
measure

Revenue at risk

Reliability of supply
component

Exclusions — reliability
of supply component

Customer service
component

Exclusions — customer
service component

Guaranteed service
level component

24

25

3.1

33

5.1

54

ActewAGL must measure performance in accordance with the data
collection process for each financial year starting on that same year
within the regulatory control period, from 1 July until 30 June
inclusive.

No revenue will be placed at risk under the data collection process
during the 1 July 2009 to 30 June 2014 regulatory control period.

Performance outcomes reported during the 2009—14 regulatory
control period may be used in determining performance targets for
the 2014—19 regulatory control period.

Section 3.1 of the national distribution STPIS must be observed
during the 2009—14 data collection process, with the exception of
clause 3.1(e).

For the 2009—-14 data collection process, ActewAGL is to report
annual performance against the following parameters, consistent
with section 3.1 of the national distribution STPIS:

e  Unplanned SAIDI
e Unplanned SAIFI
e MAIFL

ActewAGL is to divide its electricity network into segments by
feeder type as specified in clause 3.1(c) of the national distribution
STPIS for the purposes of reporting this information. The AER
accepts ActewAGL’s existing network segmentation is consistent
with the requirements of national distribution STPIS

Events to be excluded for the purposes of reporting data under the
2009—-14 data collection process are limited to those set out at
section 3.3 of the national distribution STPIS.

ActewAGL is to report performance against the customer service
parameter ‘telephone answering’ and may propose additional
parameters subject to clauses 5.1(c) — 5.1(e) of the national
distribution STPIS.

No revenue will be placed at risk under section 5.2 of the national
distribution STPIS, for the 2009—14 data collection process.

Section 5.4 of the national distribution STPIS must be observed in
determining events to be excluded for the purposes of reporting
performance under the 2009—-14 data collection process.

A GSL scheme currently applies to ActewAGL under existing
jurisdictional legislation. Consistent with clause 6.1(b) of the
national STPIS, should these obligations be removed during the next
regulatory control period, the AER may require reporting of
performance under clauses 6.2-6.4 of the national distribution
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Information and 7
reporting requirements

Format of data n/a

STPIS, with the exception of clauses 6.3.1, 6.3.2 and 6.3.3.

Section 7 of the national distribution STPIS must be observed during
the 2009—14 data collection process, with the exception of clause

7.2(b)(3).

The AER will request information for the data collection process
through an annual regulatory reporting process. The AER expects to
initiate the first request for such data following the conclusion of the
first year of the next regulatory control period. This information
request is expected to cover performance during the period 1 July
2009 to 30 June 2010.

Where possible, the AER will seek to draw on performance data
reported to jurisdictional authorities as part of the existing reporting
process against existing jurisdictional obligations. It is anticipated
that ActewAGL will provide the AER with a copy of the relevant
information when it provides this to the relevant jurisdictional
authorities.

Where the AER’s data collection requirements differ from those
currently in place, the AER will determine appropriate reporting
formats in consultation with ActewAGL, prior to the first request for
information.

13.6 AER draft decision

In accordance with clause 6.3.2(a)(3) of the transitional chapter 6 rules the AER
decides that the application of the service target performance incentive scheme to
apply to ActewAGL is as specified in section 13.5 of the draft decision.
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14 Efficiency benefit sharing scheme

14.1 Introduction

This chapter sets out how the AER intends to apply its efficiency benefit sharing
scheme (EBSS) to ActewAGL. An EBSS shares between DNSPs and distribution
network users the efficiency gains or losses derived from the difference between a
DNSP’s actual operating expenditure (opex) and the forecast opex allowance for a
regulatory control period.

The AER has published a guideline under clause 6.5.8(a) of the transitional chapter 6
rules which establishes an EBSS that will apply to ActewAGL from 1 July 2014 (the
EBSS scheme).*®” During the next regulatory control period, the AER will collect
opex data from ActewAGL to allow the application of the scheme during the 2014—19
regulatory control period.

14.2 Regulatory requirements

Clause 6.5.8(a) of the transitional chapter 6 rules provides that the AER may develop
and publish an EBSS. Under clause 6.12.1(9) of the transitional chapter 6 rules, the
AER must specify how this EBSS will apply to ActewAGL as part of its distribution
determination.

First year formula

The EBSS guideline states that the AER will calculate an efficiency gain or loss in the
first year of the regulatory control period using the following formula:

Ei=F —-A
where:
E; =  the efficiency gain/loss in year 1
A; = actual opex incurred by the DNSP for year 1 of the regulatory control
period
F; =  forecast opex accepted or substituted by the AER in the distribution

determination for year 1 of the regulatory control period.

Subsequent years’ formula

Gains or losses that arise in the second and subsequent years of the regulatory control
period will be calculated as:

E = (Ft_ At) - (Ft—l - At—l)
where:

E; = the efficiency gain/loss in year t

%7 AER, Efficiency benefit sharing scheme for the ACT and NSW 2009 distribution determinations,
Canberra, February 2008.
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Ay, Ay =  the actual, or adjusted actual, opex incurred in years t and t—1
respectively

F, F.1 = the forecast, or adjusted forecast, opex accepted or substituted by
the AER for years t and t—1 respectively.

Final year formula

As the distribution determination for the 201419 regulatory control period will be
made prior to the completion of the next regulatory control period, the AER will
estimate the actual opex required to calculate gains or losses for the final year of the
next regulatory control period as follows:

A5:F5—(F4—A4)

Where differences arise between this estimate and the actual expenditure amount of
the final year, the efficiency gain or loss in the first year of the 201419 regulatory
control period (E¢) will be adjusted as follows:

Es = (Fs — Ag) — (Fs — As) + (F4 — As)

Other provisions

The EBSS also makes provision for:

= adjustments to forecast opex allowances for the purpose of calculating carryover
amounts to account for variations between forecast and outturn demand growth

= DNSPs to propose cost categories to be excluded from the operation of the EBSS

= the review or amendment of the EBSS with the agreement of each affected DNSP
under clause 6.5.8(d) of the transitional chapter 6 rules.

14.3 ActewAGL proposal

ActewAGL has proposed the following cost categories for exclusion from the
operation of the EBSS:*®

= self insurance costs

= debt raising costs

= costs of approved pass throughs

= utilities network facilities tax (UNFT) payable to the ACT Government.

ActewAGL did not propose a method for adjusting forecast opex for EBSS purposes
to account for any difference between forecast demand growth and actual demand
growth during the next regulatory control period.

368 ActewAGL, Regulatory proposal, p. 198.

150



14.4 Consultant review

As part of its review of ActewAGL’s regulatory proposal Wilson Cook assessed the
reasonableness of the opex cost categories proposed by ActewAGL to be
uncontrollable for the purposes of the EBSS.

Wilson Cook suggested that proposals for exclusions from the EBSS:*®

... ought to meet a high threshold in the sense of being uncontrollable, as the
pressure on the DNSPs to minimise costs efficiently in any reasonable
changing circumstance ought not to be diluted.

Wilson Cook considered ActewAGL’s proposed cost categories solely from the
standpoint of whether the costs were uncontrollable. On that basis, Wilson Cook
considered that the UNFT payments should be excluded as it considered those costs to
be completely outside the control of ActewAGL. Wilson Cook also considered that
pass through events proposed by ActewAGL should be exempted from the EBSS if
those events are accepted by the AER for pass through.*”

In principle, Wilson Cook did not consider self insurance or debt raising costs to be
uncontrollable. However, it noted that it may be appropriate to exclude these cost
categories from the EBSS for reasons other than controllability, such as if the
allowance for these costs was determined externally.’”"

14.5 Issues and AER considerations

14.5.1 Demand growth adjustment

In developing the EBSS the AER recognised that a DNSP’s opex will, to some
degree, be affected by the level of demand growth experienced in the network. The
EBSS provides that forecast opex is to be adjusted for variances between actual and
forecast demand growth. This is intended to prevent DNSPs being penalised/rewarded
for changes in opex that are directly attributable to demand growth which is beyond
the control of the DNSP. However, as the AER may make a decision about how to
apply the EBSS to a particular DNSP, it may decide not to make such an

adjustment.

ActewAGL proposal

ActewAGL noted in its proposal that the relationship between demand growth and
opex is complicated and that to form a relationship between them would be a complex
task. ActewAGL argued that to develop such a relationship would have required it to
recast its forecasting methodology as well as to revise its forecasts and regulatory
proposal content for the next regulatory control period. It stated that the time available
between the release of the EBSS final decision (on 29 February 2008) and the

3% Wilson Cook, Volume 1, p. 12.
370 Wilson Cook, Volume 5, p. 41.
37 Wilson Cook, Volume 5, p. 41.
32 Transitional chapter 6 rules, clause 6.12.1(9).
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submission of the regulatory proposal (on 2 June 2008) was not sufficient to
undertake such a task.’”

Consequently, ActewAGL has not proposed a method for adjusting forecast opex for
EBSS purposes to account for any difference between forecast demand growth and
actual demand growth during the next regulatory control period.

AER considerations

The AER recognises ActewAGL’s view that to form a relationship between demand
growth and opex would be a complex task. The AER does not consider a demand
growth adjustment is necessary for the EBSS to provide DNSPs a continuous
incentive to pursue efficiency gains. The demand growth adjustment was incorporated
into the EBSS to prevent DNSPs from being penalised or rewarded by the EBSS for
changes in demand growth over which the DNSP has no control. The risk to DNSPs
of being rewarded or penalised by the EBSS for changes in demand growth is a
symmetrical one. The AER considers it reasonable for the EBSS to not be adjusted for
changes in demand growth if a DNSP does not regard this necessary. Accordingly, the
AER will not adjust the EBSS for the consequences of changes in demand growth for
ActewAGL for the next regulatory control period.

14.5.2 Excluded cost categories

By default the EBSS excludes the costs of pass through events from the calculation of
carryover amounts. In addition, the EBSS allows DNSPs to propose a range of
additional cost categories to be excluded from the operation of the EBSS. The scheme
requires that these cost categories must be proposed by a DNSP in their regulatory
proposal for the next regulatory control period.

ActewAGL proposal

ActewAGL has proposed the following cost categories for exclusion from the
operation of the EBSS:

= self insurance costs

= debt raising costs

= costs of agreed pass throughs

=  UNFT payable to the ACT government.

ActewAGL has proposed the exclusion of these cost categories because it considered
them to be uncorrelated with the underlying efficiency of its business processes and
service provision.*”*

AER considerations

There are two factors that should be considered when assessing whether an opex
category should be excluded from the EBSS. The first factor is whether or not the
opex is controllable. The AER does not consider it appropriate for DNSPs to receive

373
374

ActewAGL, Regulatory proposal, pp. 197-198.
ActewAGL, Regulatory proposal, p. 198.
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benefits or penalties through the EBSS for variances in its opex for cost categories
over which it has no control.

The second factor is how actual expenditure for that cost category is used in setting
opex forecasts for the following regulatory control period. The EBSS assumes that
actual opex is used as a basis for setting future opex allowances. If this is not the case,
for instance if opex forecasts for a given cost category were based on an external
benchmark, the EBSS would not provide a continuous incentive to reduce opex.

Applying these factors the AER considers it appropriate to exclude from the operation
of the EBSS for the next regulatory control period the following opex cost categories:

= debt raising costs

= self insurance costs

= insurance costs

" superannuation costs

=  UNFT payable to the ACT Government
= non—network alternatives.

These are in addition to the costs of pass through events which are directly excluded
by the EBSS.

The AER considers it appropriate that debt raising costs be excluded from the
operation of the EBSS on the basis that forecast costs are based on a benchmark
efficient firm rather than the historical costs of ActewAGL. Similarly self insurance
and insurance cost forecasts are based on independent expert analysis rather than
historical costs. Consequently, the AER considers it reasonable that they be excluded
from the operation of the EBSS.

The AER notes that many DNSP employees are members of defined benefit
superannuation schemes. Consequently, a DNSP’s superannuation liabilities relating
to these employees are impacted, among other things, by the number of these
employees that retire in a given year and the performance of the superannuation fund.
Given that both of these factors are broadly beyond the control of the DNSP, the AER
considers it reasonable that superannuation costs be excluded from the operation of
the EBSS.

In 2006, the ACT Government introduced a UNFT, which ActewAGL is required to
pay.”” The tax rate to apply to ActewAGL is determined each year by the ACT
Government for the coming year. Consequently, the AER considers that ActewAGL’s
UNFT liability is uncontrollable and should be excluded from the EBSS as proposed
by ActewAGL.

315 ACT Treasury, Utilities (Network Facilities) Tax,
http://www.revenue.act.gov.au/utilities network facilities tax
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The AER also considers that to meet the requirements of the transitional chapter 6
rules, non—network alternatives should be excluded from the operation of the EBSS.
This ensures that the EBSS does not impact on the incentives for DNSPs to
implement non—network alternatives.

14.6 AER conclusion

The AER will apply the EBSS released in February 2008 to ActewAGL for the next
regulatory control period. Recognising ActewAGL’s view that to form a relationship
between demand growth and opex would be a complex task, the AER will not adjust
the EBSS for the consequences of changes in demand growth for ActewAGL for the
next regulatory control period.

The following opex cost categories will be excluded from the operation of the EBSS
for the next regulatory control period:

= debt raising costs

= gelf insurance costs

= insurance costs

* superannuation costs

= the UNFT

= pon-network alternatives.

These are in addition to the costs of pass through events which are directly excluded
by the EBSS.

The forecast controllable opex outlined in table 14.1 will be used to calculate
efficiency gains and losses for the next regulatory control period, subject to
adjustments required by the EBSS.?’

Table 14.1: Forecast controllable opex for EBSS purposes ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14
Total forecast opex 57.3 58.2 59.1 60.8 60.6
Adjustment for debt raising costs -0.3 -0.3 -0.4 -0.4 -0.4
Adjustment for self insurance costs -0.3 -0.3 -0.3 -0.3 —0.3
Adjustment for insurance costs —6.5 -6.5 -6.5 —6.5 —6.5
Adjustment for superannuation costs -3.1 -3.2 -33 -34 -3.5
Adjustment for UNFT -3.9 —4.0 —4.1 —4.2 —4.3
Forecast opex for EBSS purposes 43.1 43.7 44.4 459 45.5

376 AER, ACT and NSW EBSS, pp. 5-6.

154



14.7 AER draft decision

In accordance with clause 6.12.1(9) of the transitional chapter 6 rules the AER
decides the efficiency benefit sharing scheme to apply to ActewAGL is as defined in
the AER’s Efficiency benefit sharing scheme for the ACT and NSW 2009 distribution
determinations, published in February 2008. The following opex cost categories will
be excluded from the operation of the EBSS for the next regulatory control period:

debt raising costs

self insurance costs

insurance costs

superannuation costs

the utilities network facilities tax

non—network alternatives.

These are in addition to the costs of pass through events which are excluded by the
EBSS.

In accordance with clause 6.3.2(a)(3) of the transitional chapter 6 rules the AER
decides that the application of the efficiency benefit sharing scheme to apply to
ActewAGL is as specified in section 14.6 of the draft decision.
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15 Demand management incentive schemes

15.1 Introduction

This chapter sets out the AER’s demand management incentive scheme (DMIS) to
apply to ActewAGL for the next regulatory control period.

The DMIS to apply to ActewAGL is in the form of an innovation allowance scheme.
In February 2008 the AER published the demand management innovation allowance
scheme (DMIA) to apply to ActewAGL and the NSW DNSPs in the next regulatory
control period.>”” The DMIA will provide incentives for ActewAGL to pursue
innovative, broad—based non—network solutions to growing demand and constraints
on its network.

This chapter also sets out the AER’s considerations and conclusions on how the
DMIA should apply to ActewAGL during the next regulatory control period. It
provides a brief description of demand management projects carried out during the
current regulatory control period, and demand management projects proposed by
ActewAGL for the next regulatory control period.

15.2 Regulatory requirements

Clause 6.6.3 of the transitional chapter 6 rules provides that:

the AER may develop and publish a DMIS to provide incentives for DNSPs
to implement efficient non—network alternatives or to manage the expected
demand for standard control services in some other way.

On 29 February 2008, the AER published a DMIS to apply to ActewAGL, Country
Energy, EnergyAustralia and Integral Energy during the next regulatory control
period.’” This included a DMIA to apply to ActewAGL (the original DMIA). The
AER can determine how its DMIS will apply to a DNSP as part of its distribution
determination under clause 6.12.1(9) of the transitional chapter 6 rules.

15.3 Demand management innovation allowance

In accordance with clause 6.6.3(c) of the transitional chapter 6 rules the AER may,
from time to time, and with the agreement of each affected DNSP, amend or replace
any published DMIS.

As part of its draft determination, and dependent upon the agreement of ActewAGL,
the AER proposes to amend the DMIS published on 29 February 2008 by replacing
the original DMIA with the DMIA set out in the AER’s Demand management
incentive scheme for the ACT and NSW 2009 distribution determinations, published
concurrently with this draft decision in November 2008 (the replacement DMIA).

377 AER, Final Decision: Demand management incentives schemes for the ACT and NSW 2009

distribution determinations, Canberra, February 2008.
3% AER, DMIS, February 2008, pp. 28-29.
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The replacement DMIA takes account of the AER’s current considerations in
developing a DMIS to apply to DNSPs in Queensland and South Australia. It also
addresses a number of issues raised in the NSW DNSPs’ regulatory proposals and
stakeholders’ submissions on these proposals.

The replacement DMIA provides ActewAGL with an allowance of $100 000 per
annum for expenditure on demand management projects during the next regulatory
control period. The allowance is identical to that provided to ActewAGL in the
original DMIA.

The replacement DMIA varies the original scheme by modifying the way the
allowance is provided and the criteria for assessment. The replacement DMIA
provides an ex ante allowance for demand management projects in ActewAGL’s opex
forecasts for the next regulatory control period. It also allows for a one—off adjustment
at the end of the next regulatory control period for any amount of the allowance
unspent or unapproved over the regulatory control period, and the time value of

money lost or accrued as a result of the expenditure profile selected by the DNSP.*”

To be eligible for the allowance under the replacement DMIA, demand management
programs must meet the criteria established in the replacement DMIA.*** By setting
criteria, the replacement DMIA provides certainty as to which demand management
programs are eligible for the allowance, and negates the need for the case—by—case ex
ante approval process as provided for in the original DMIA.

For DNSPs subject to a form of control where revenue is dependent on the quantity of
electricity sold (including an average revenue cap), the replacement DMIA allows for
the recovery of forgone revenues resulting from a reduction in the quantity of
electricity sold due to approved demand management projects carried out under the
scheme, independently of the allowance provided.*® Recovery of forgone revenue
under the replacement DMIA does not have a specified cap. However, the actual
amount that can be recovered is limited to approved forgone revenue resulting from a
successful project carried out under the DMIA.

15.4 ActewAGL regulatory proposal

15.4.1 Application of the DMIA

ActewAGL did not comment on the application of the original DMIA in its regulatory
proposal. It stated that it would provide its proposal in relation to the application of a
DMIA in its annual pricing submission, in accordance with the requirements set out in
the AER’s final decision on the DMIS.**

The AER notes that the replacement DMIA does not require DNSPs to apply for prior
approval of demand management programs. Instead, the scheme contains a set of
general criteria which demand management programs must meet to be eligible for the

37 AER, Demand management innovation allowance to apply to ActewAGL, Country Energy,

EnergyAustralia and Integral Energy in the 2009-14 regulatory control period, November 2008,
p. 6-7.

3% AER, DMIA, p. 4-5.

¥ AER, DMIA, p. 7-11.

32 ActewAGL, Regulatory proposal, p 105.
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allowance. The criteria enable a DNSP to assess internally whether planned demand
management projects are likely to be approved for cost recovery under the DMIA,
without the AER assessing each project prior to its implementation.

15.4.2 Demand management initiatives

ActewAGL stated that its approach to demand—side management has focused on
developing and offering tariff incentive structures, such as time—of—use tariffs which
signal to customers the higher cost of consumption during periods of high demand. It
also stated that in its experience, project—specific demand management opportunities
are not as cost effective as system—wide initiatives.*® It noted this may be the result
of the small industrial base in the ACT, which only provides limited scope for
embedded generation as an alternative to network augmentation.

ActewAGL outlined the following demand management measures that it has
introduced or continued during the current regulatory control period:***

=  kVA based maximum demand tariffs, which provide incentives for customers to
improve their power factor

= adjusting the balance between the energy and demand components of tariffs to
provide stronger demand related price signals

= capacity tariffs
= off—peak tariff options

= time—of—use residential distribution use of system charges to complement the
introduction of interval meters for all new and replacement installations*

= establishing business processes and tariffs to facilitate the connection of
small—-scale photovoltaic generation to the network

= developing technical guidelines and business processes to facilitate embedded
generation

= amending the requirements of the ActewAGL service and installation rules for
connection to the electricity distribution network, to require customers to ensure
an appropriate power factor is maintained (in 2003)*

= undertaking network loss management through planning and design of the
network.

ActewAGL, Regulatory proposal, pp. 103-104.

ActewAGL, Regulatory proposal, pp. 104-105.

ActewAGL stated that approximately 80 per cent of its commercial customer load is now billed
using time—of-use tariffs. ActewAGL, Regulatory proposal, p. 16.

ActewAGL, Service and Installation Rules for Connection to the electricity distribution network,
13 March 2007, as at 18 September 2008,
<http://www.actewagl.com.au/Publications/Electricity/ServicelnstallationRules1.pdf>
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ActewAGL’s regulatory proposal also detailed its tariff based demand management
program, which it intends to continue developing over the next regulatory control

15.5 NSW DNSPs regulatory proposals

The NSW DNSPs raised issues concerning the design and application of the DMIA
within their regulatory proposals to the AER. The issues relevant to the DMIA are set
out and considered in this section and section 15.6.

15.5.1 Country Energy regulatory proposal

Country Energy stated its support for the implementation of the AER’s DMIA for the
next regulatory control period.*® However, it submitted that the $0.6 million per
annum allowance for Country Energy proposed within the AER’s DMIA is unlikely
to cover the cost of undertaking ‘intelligent network pilots and trials’ and thus
Country Energy proposed that the DMIA be increased.*®

15.5.2 EnergyAustralia regulatory proposal

EnergyAustralia stated that it supports the AER’s proposed DMIA, however,
maintains its preference for a more generous incentive scheme. EnergyAustralia
proposed that the AER make a number of changes to the DMIA: >

= any unspent amount of the DMIA in a regulatory year should be rolled forward
into the DMIA cap for the next regulatory year

= any unspent amount of the DMIA at the end of the next regulatory control period
should be rolled forward and made available to DNSPs over the subsequent
regulatory control period

= the DMIA should include a recognition for the time value of money invested in
innovation projects, consistent with the timing of investments within the post tax
revenue model (PTRM). EnergyAustralia proposes that capital investments
undertaken within the DMIA be multiplied by one plus the nominal vanilla
weighted average cost of capital (WACC)

= the DMIA should also recognise the timing gap between the real value of opex
under the DMIA and the real value of recovery for those projects. EnergyAustralia
proposes that opex undertaken within the DMIA be multiplied by one plus the
nominal vanilla WACC (effectively allowing opex and capex under the DMIA to
earn the same return)

= that the pre—approval assessment and notification stage within the DMIA be not
mandatory for a project to be considered for the final ex post review

ActewAGL, Regulatory proposal, chapter 13.

Country Energy, Country Energy’s Electricity Network Regulatory Proposal 2009-2014, Port
Macquarie, June 2008, p. 172.

Country Energy, Regulatory proposal, p. 169.

EnergyAustralia, Regulatory proposal, June 2008, pp. 104-105.
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= that the AER clarify that demand management initiative milestones that occur in a
regulatory year will be calculated as part of the DMIA for that regulatory year,
even though completion of the demand management initiative may be in a
subsequent year (to ensure that a demand management initiative which spans a
number of years is eligible for cost recovery up to the annual cap across each of
the regulatory years, rather than the total costs for an initiative being recoverable
under the DMIA for the year in which the initiative is completed)

= the AER ensure that the administration of the next regulatory control period
DMIA be carried over into the subsequent regulatory control period until such
time that all initiatives commenced within the next regulatory control period have
been completed or the total funding allowance under the DMIA has been
exhausted.

15.5.3 Integral Energy regulatory proposal

Integral Energy stated that it acknowledges that the AER’s introduction of the DMIA
is a positive move to encourage demand management innovation, and that it intends to
undertake innovative tariff and non—tariff based demand management programs
during the next regulatory control period.>”' However, Integral Energy submitted that
it seeks an increase in the annual allowance from $0.6 million per annum to

$1 million per annum to support a higher level of innovative demand management
activity for the benefit of consumers.*** Integral Energy submitted that the proposed
increase in the allowance aligns its allowance with that of EnergyAustralia, and
reflects Integral Energy’s view that the relative sizes of the DNSPs’ should not reduce
the amount of funding for demand management.

15.6 Issues and AER considerations

As noted above, neither ActewAGL’s regulatory proposal, nor stakeholders’
submissions on the ACT and NSW regulatory proposals raised any issues relating to
the application of the DMIA to DNSPs in the next regulatory control period.
Accordingly, in considering how the DMIA is to apply to ActewAGL over the next
regulatory control period, the AER considered the issues raised in NSW DNSPs’
regulatory proposals.

Issues raised by EnergyAustralia

The AER notes EnergyAustralia’s submission that any unspent amount of the DMIA
in a regulatory year should be rolled forward into the DMIA cap for the subsequent
regulatory year. The replacement DMIA allows unspent allowance from a regulatory
year to be available for expenditure in any other regulatory year, up to the end of the
regulatory control period.

EnergyAustralia submitted that any unspent amount of the DMIA at the end of the
next regulatory control period should be rolled forward and made available to DNSPs
over the 2014-19 regulatory control period. It also submitted that the AER should
ensure that the administration of the 2009—-14 DMIA be carried over into the 2014-19
regulatory control period, until such time that all initiatives commenced in the next
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Integral Energy, Regulatory proposal to the Australian Energy Regulator 2009 to 2014, Sydney,
2 June 2008, p. 196.

32 Integral Energy, Regulatory proposal, p. 196.
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regulatory control period have been completed, or the total funding under the DMIA
be exhausted. The AER considers that these recommendations are not consistent with
the objective of the scheme, which is to provide a modest level of financial support to
defray some of the start-up costs of demand management in the next regulatory
control period. The DMIA is not intended to be the sole source of funding for demand
management projects in the next regulatory control period, rather it is to support the
requirements for DNSPs to consider demand management where it is an efficient
response to network constraints. The AER also considers that EnergyAustralia’s
suggestions may result in fewer demand management projects being undertaken in the
next regulatory control period, as DNSPs would be able to delay planned projects into
the 2014-19 regulatory control period.

The AER notes EnergyAustralia’s submission that the DMIA should include
recognition for the time value of money invested in innovation projects that is
consistent with the timing of investments within the post tax revenue model, such that
capex undertaken under the DMIA should be multiplied by one plus the nominal
vanilla WACC. EnergyAustralia also submitted that opex undertaken under the
DMIA should be multiplied by one plus the nominal vanilla WACC. These
suggestions would result in a significant increase in the demand management
incentive generated by the DMIA. It would result in the effective double recovery of
costs under the scheme, as DNSPs would receive the principle costs within the
allowance, as well as having expenditure rolled into the regulatory asset base (RAB)
in the subsequent regulatory control period.

The AER considers that capex payments made under the replacement DMIA should
be treated as capital contributions under clause 6.2.1.1 of the transitional chapter 6
rules, and therefore not rolled into the RAB at the start of the next regulatory control
period. However, the AER’s decision in that regard will only be made as part of its
distribution determination for the 201419 regulatory control period. The AER
considers that the replacement DMIA offers a sufficient incentive to meet the
objective of the scheme, which is to provide a modest level of financial support to
defray some of the start-up costs of demand management over the next regulatory
control period.

EnergyAustralia submitted that the DMIA should recognise the timing gap between
the real value of opex under the DMIA and the real value of recovery for those
projects. The end of period adjustment under the replacement DMIA takes into
account the time value of money accrued or lost as a result of the expenditure profile
selected by the DNSP, and accordingly addresses EnergyAustralia’s concern.

EnergyAustralia submitted that the pre—approval and notification stage within the
DMIA should not be mandatory for a project to be considered for the ex post review
under the scheme. The replacement DMIA does not include a pre—approval and
notification stage, and is therefore administratively simpler than the original DMIA
proposed by the AER.

The AER notes EnergyAustralia’s submission that the requirement for demand

management project milestones should be clearer under the DMIA, and should ensure
that a project that spans several years is eligible for cost recovery up to the annual cap
across each of the regulatory years. The replacement DMIA applies clearer criteria for
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cost recovery, and does not require demand management project milestones for each
year.

EnergyAustralia suggested that the administration of the next regulatory control
period DMIA be carried over into the subsequent regulatory control period until such
time that all initiatives commenced within the next regulatory control period have
been completed or the total funding allowance under the DMIA has been exhausted.
The AER considers that this recommendation is not consistent with the replacement
DMIA, which provides a modest allowance to defray some of the start up costs of
demand management in the next regulatory control period. The AER considers it
important that the DMIA ensures DNSPs are indifferent in deciding which year to
carry out demand management solutions, such that DNSPs will elect to undertake
demand management when it is an efficient response to network constraints in any
regulatory year. The administration of the replacement DMIA is guaranteed only up
to the end of the next regulatory control period, at which time the AER will reconsider
the DMIA and demand management incentives present in the broader regulatory
framework at that time.

The DMIA is a relatively modest financial reward for a DNSP. It is not intended to
replace or substitute for demand management initiatives currently being carried out,
and is additional to the obligations on DNSPs to consider non—network alternatives to
capex or opex imposed by the transitional chapter 6 rules. The DMIA can, however,
be used to finance set up costs associated with larger demand management projects.
Given the modest size of the allowance provided, any underspend will not be rolled
forward into the subsequent regulatory control period.

Issues raised within other proposals and submissions

The AER notes Integral Energy’s statement that the relative sizes of the DNSPs’
should not reduce their allowances. The AER considers that it is appropriate to base
the DMIA allowances on the relative sizes of the ACT and NSW DNSPs’ revenues,
as it considers each DNSP’s efficient level of demand management will vary relative
to network size and the potential for deferral of network augmentation.

The AER notes Country Energy’s submission that its allowance should be increased.
The AER considers the magnitude of the allowance provided under the original
DMIA provides a sufficient incentive to meet the objectives of the scheme. DNSPs
have an obligation to undertake demand management where efficient, as part of
normal business operations. The allowance is modest, recognising that it is provided
in addition to demand management expenditures undertaken where they are efficient
responses to network constraints. The DMIA is not a substitute for current
expenditure on demand management.>*?

The replacement DMIA

The replacement DMIA reflects the suggestions made in the NSW DNSPs’ regulatory
proposals, as well as the AER’s current thinking on the appropriate design and
application of a DMIS to DNSPs in Queensland and South Australia. The replacement
DMIA aims to provide incentives for the same types of demand management projects

3% Further recommendations made in the NSW DNSPs’ regulatory proposals and stakeholders’

submissions on those regulatory proposals are available in AER, NSW distribution determination
2009-10 to 201314, draft decision, chapter 14.
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as the original scheme, being broad—based and/or innovative initiatives, however, it
provides simpler, clearer guidelines for DNSPs seeking cost recovery under the
scheme. The replacement DMIA also provides DNSPs with an ex ante opex
allowance for demand management project implementation costs over the next
regulatory control period, with the recovery of any unspent or inefficiently spent
allowance in the subsequent regulatory control period.

The AER’s replacement DMIA will provide ActewAGL with an allowance of the
same magnitude as the original DMIA, however, it removes administrative
complexities and provides for a fairer allocation of the allowance. The replacement
DMIA allows ActewAGL to recoup approved forgone revenues, in addition to the
allowance provided under the DMIA, and provides clear guidelines as to the process
by which forgone revenues will be assessed by the AER. This will result in more
demand management projects being supported by the DMIA, as the allowance will
not be eroded by the recovery of forgone revenues. Overall, the AER considers that
the replacement DMIA creates a more constant incentive for DNSPs to conduct
demand management over the course of the regulatory control period.

15.7 AER conclusion

The AER’s draft decision, subject to the agreement of ActewAGL (as the affected
DNSP), is to replace the original DMIA with a replacement DMIA. Under the
replacement DMIA ActewAGL will have its forecast opex increased by $100 000 in
each year of the next regulatory control period.

The AER seeks a submission from ActewAGL on the replacement DMIA. If
ActewAGL agrees that the original DMIA is to be replaced by the replacement
DMIA, the AER seeks written confirmation of its agreement for the purposes of
clause 6.6.3(c) of transitional chapter 6 rules.

15.8 AER draft decision

In accordance with clause 6.12.1(9) of the transitional chapter 6 rules the AER
decides that, with the agreement of ActewAGL the demand management incentive
scheme to apply to ActewAGL is the DMIA set out in the AER’s Demand
management incentive scheme for the ACT and NSW 2009 distribution
determinations, November 2008.

In accordance with clause 6.3.2(a)(3) of the transitional chapter 6 rules the AER
decides that the application of the demand management incentive scheme to apply to
ActewAGL is as specified in section 15.7 of the draft decision.
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16 Pass through arrangements

16.1 Introduction

This chapter sets out the AER’s assessment of ActewAGL’s proposed pass through
events to apply during the next regulatory control period.

An objective of the incentive framework is to ensure that risks are appropriately
managed. If a DNSP fails to manage risks properly and incurs additional costs it
would be expected to bear those costs. However, the NER recognises that the DNSPs
are exposed to risks beyond their control which may have a material impact on their
costs. In some cases the risk may be symmetrical in which case costs could potentially
increase or decrease.

One means of dealing with such outcomes is the pass through provisions contained in
the NER. These provisions allow material changes (both increases and decreases) in
the costs of providing direct control services to be passed through to distribution
network users during a regulatory control period if certain events occur. This pass
through of costs is achieved through an amendment to the price or revenue
determination.

16.2 Regulatory requirements

Types of pass through events
The transitional chapter 6 rules allow for two categories of pass through events in
electricity distribution:

= Defined events—the following four events are set out in chapter 10 of the NER as
pass through events:

= aregulatory change event
® aservice standard event
® atax change event

® 3 terrorism event.

= Nominated pass through events—other events that the DNSPs may propose to the
AER to include as ‘nominated pass through events’ in its determination.

Pass through events can be both positive and negative. A positive change event is a
pass through event that materially increases the costs of providing direct control
services. If this occurs a DNSP may seek the approval of the AER to pass through to
distribution network users a positive pass through amount under clause 6.6.1(a) of the
transitional chapter 6 rules.

A negative change event is a pass through event that materially reduces the costs of
providing direct control services. If this occurs a DNSP must notify the AER of the
details of the event and the negative pass through amount. After becoming aware that
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a negative change event has occurred, the AER must determine a negative pass
through amount under clause 6.6.1(g) of the transitional chapter 6 rules.

Pass through adjustments within the regulatory control period

Clause 6.6.1 of the transitional chapter 6 rules outlines the procedure for making pass

through adjustments after the making of a determination.

If the AER determines that a pass through event has occurred, the AER must
determine the pass through amount and how that amount is to be recovered over the
remainder of the regulatory control period (clause 6.6.1(d) of the transitional chapter 6
rules for positive change events and clause 6.6.1(g) for negative change events). The
factors that the AER 1is required to take into account in determining the pass through
amount are contained in clause 6.6.1(j) of the transitional chapter 6 rules. These
include an efficiency test, including whether the DNSP could have taken any
reasonable measures to minimise cost increases.

16.3 ActewAGL proposal

ActewAGL proposed that, in addition to the four defined events in the NER, the
following five events be included as pass through events:***

* amajor natural disaster event

= atransitional period event

= asmart meter event

= an input price event

= asupply curtailment event.

These are discussed in more detail below.

A major natural disaster

ActewAGL defined a major natural disaster event as:

Any major natural disaster (but excluding bushfire or an earthquake which
registers less than or equal to 6 on the Richter Scale*”’) which results in costs
incurred by ActewAGL Distribution which are materially different to those
incorporated into the AER’s determination for the 2009-2014 regulatory
period;;éld which would not have been incurred but for the occurrence of the
event.

A transitional period event

ActewAGL defined a transitional period event as:

Any event that falls within the definition of a cost pass through event set out
in the NER or which is approved as a cost pass through event by the AER in
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ActewAGL, Regulatory proposal, pp. 104-5.
ActewAGL has proposed self insurance for these events.
ActewAGL, Regulatory proposal, p. 270.
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its final determination for ActewAGL Distribution for the 2009-2014 period,
and which occurs during the period 2 June 2008 to 30 June 2009.*"”

Smart meter event

ActewAGL defined a smart meter event as:

The imposition of a requirement on ActewAGL Distribution to replace
existing meters used to measure the consumption of electricity by distribution
customers with meters that measure the consumption of electricity at specific
time intervals and which are capable of being remotely read (commonly
referred to as ‘smart meters’), either on a pilot basis or as part of a wider roll
out, which has a material impact on the cost of providing direct control
services by ActewAGL Distribution which would not have occurred in the
absence of the mandatory roll out.*®

Input price event

ActewAGL defined an input price event as:

Any variation in input prices which results in costs incurred by ActewAGL
Distribution being materially different to those incorporated into the AER’s
determination for the 2009-2014 regulatory period and which would not have
been incurred but for the occurrence of the event.*”

Supply curtailment event

ActewAGL defined a supply curtailment event as:

When power is not transmitted to the ACT or is rationed to or within the ACT
and cannot be supplied to meet normal requirements, as represented by
ActewAGL Distribution forecasts supplied in this regulatory proposal for the
2009-2014 regulatory control period, and the event is outside of the control of
ActewAGL Distribution. **°

16.4 Submissions

While the EUAA did not comment specifically on ActewAGL’s proposal, in response
to the NSW DNSPs’ proposals it submitted that pass through events need to be tightly
defined so that risks are appropriately shared between DNSPs and consumers and that
DNSPs should not use pass through events to remove all risk.*"!

16.5 Consultant review

Wilson Cook considered that only exceptional events should be included as pass
through events. Wilson Cook stated:

We suggest that additional pass-through proposals are not to be recommended
unless they are of a type that a prudent DNSP would not normally provide for
in its expenditure estimates. We suggest such proposals should meet a high
threshold in that respect. In essence, we suggest that the potential events
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ActewAGL, Regulatory proposal, p. 272.

ActewAGL, Regulatory proposal, p. 274.

ActewAGL, Regulatory proposal, p. 275.

ActewAGL, Regulatory proposal, p. 276.

EUAA, Submission to AER’s review of the regulatory proposals by the NSW electricity
distributors, 15 August 2008, p. 5.
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ought to be exceptional in nature. Normal or foreseeable business risks,
including risks that an owner of the business ought to bear, should be
excluded. *”

Of the pass through events proposed by ActewAGL and the NSW DNSPs Wilson
Cook only commented on the introduction of smart meters. Wilson Cook expressed
concern that the inclusion of the costs of smart meters as a pass through event may
remove the incentive for ActewAGL to argue against the introduction of smart meters
if it does not consider the expenditure to be beneficial. However, Wilson Cook noted
that ActewAGL would have no choice if the introduction of smart meters was
legislated, in which case it would be a defined event.*”*

16.6 Issues and AER considerations

16.6.1 Criteria for assessing the pass through events proposed by
ActewAGL

The AER must decide whether the events proposed by ActewAGL in its regulatory
proposal should be included in the AER’s distribution determination as nominated
events. In deciding whether or not to include an event proposed by ActewAGL as a
nominated event the AER will consider whether:

= the event is already captured by the defined event definitions
= the event is clearly identified

= the event is uncontrollable (that is, a prudent service provider through its actions
could not have reasonably prevented or substantially mitigated the event)

= despite the event being foreseeable, the timing and/or cost impact of the event
could not be reasonably forecast by ActewAGL at the time of submitting its
regulatory proposal

= the event is not already insured for (either external or self insured)

= the event cannot be self insured because a self insurance premium cannot be
calculated or the potential loss to ActewAGL is catastrophic

= the party who is in the best position to manage the risk is bearing the risk

= if passing through the costs associated with the event would undermine the
incentive arrangements within the regulatory regime.
16.6.2 Nominated pass through events proposed by ActewAGL

The AER accepts a major natural disaster event as a nominated pass through event,
but rejects the other nominated events proposed by ActewAGL.

402 Wilson Cook, Volume 1, p. 43.
403 Wilson Cook, Volume 5, p. 42.
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A major natural disaster event

A major natural disaster is an uncontrollable event and often difficult to cover with
insurance (either externally or through self insurance). The AER considers passing
through the costs of a major natural disaster event meets the AER’s assessment
criteria and therefore it accepts ActewAGL’s major natural disaster event as a pass
through event.

As provided for in the transitional chapter 6 rules,*** in any application for a pass
through amount for a major natural disaster event, ActewAGL must demonstrate that
it has taken all reasonable measures to reduce the magnitude of the pass through
amount.

Smart meters

Although ActewAGL acknowledges that the introduction of smart meters is likely to
fall within the definition of a regulatory change event, ActewAGL has proposed it as
a nominated event to avoid any doubt. The AER agrees with ActewAGL that this is
likely to be a regulatory change event and considers that a separate nominated event is
therefore unnecessary. The AER considers that the policy intent was that this type of
event would be a regulatory change event.

Wilson Cook also has concerns that inclusion of this event as a nominated pass
through event may undermine incentives for ActewAGL to argue against the
introduction of smart meters if it did not consider it cost effective. However, Wilson
Cook noted that ActewAGL would have no choice if the introduction of smart meters
was legislated, in which case it would be a defined event.

The AER considers that ActewAGL’s proposal that a smart meter event be included
as a nominated event does not meet the AER’s assessment criteria. Accordingly, the
AER does not accept ActewAGL’s proposed smart meter event as a pass through
event.

Transitional period event

ActewAGL has proposed this event to cover any pass through events that occur in the
period between the date that it lodged its regulatory proposal and the date that the
proposal comes into effect.

The AER considers that no provision is made in the NER to cover the circumstances
described by ActewAGL. The only occasion on which the AER could accept an
application for a pass through amount for an event that occurs prior to the next
regulatory control period is the occurrence of a defined event within 90 business day
of 1 July 2009 (the commencement date for the next regulatory control period). Given
that under the NER a DNSP is allowed 90 business days to submit an application for a
pass through amount, ActewAGL could delay submission of its application until the
next regulatory control period.

The AER does not accept ActewAGL’s proposed transitional period event as a
nominated event because it is inconsistent with the NER.

404 Clause 6.6.1()(3).
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Input price event

ActewAGL has proposed that any variations to input prices that result in material
changes to its costs be included as a nominated pass through event.

The AER does not accept ActewAGL’s proposed input price event on the grounds
that it may act to undermine the incentive framework. A basic tenet of an incentive
framework is that forecasts represent best estimates and the business will bear the risk
of actuals varying from forecasts. While the business will sustain the loss if actuals
fall below forecasts, similarly the business will retain the additional profit if actuals
exceed forecasts. Incentives to produce robust estimates and minimise costs may be
undermined if variations to normal business costs are included as pass through events.

The AER has previously indicated that there may be scope for DNSPs to nominate
significant input cost variations as pass through events.*” However, because of the
broad nature of the proposed input costs event and the potential for the incentive
framework to be undermined, the AER does not accept the pass through event as
proposed by ActewAGL. Nevertheless, the AER will consider any specific events
provided that ActewAGL can demonstrate the criteria set out in section 16.6.1 of this
draft decision have been met.**

Supply curtailment

ActewAGL has submitted that the ACT has no substantive electricity generation
capacity, relying instead on its power from interstate. As a consequence ActewAGL is

at risk of supply being rationed or curtailed in the event of supply shortfalls interstate.
ActewAGL stated:

The ACT Government is party to power sharing arrangements at times of
supply shortfalls. In agreed circumstances, the ACT [sic] is required to
manage and ration supply in the ACT in accordance with an agreed protocol.
In addition, Regulations under the Utilities Act 2000 allow the responsible
Minister to approve an Electricity restriction scheme if satisfied that the
scheme is necessary to facilitate, as far as practicable, the provision of
efficient, reliable and sustainable electricity services to consumers; to protect
the interests of consumers; manage the safety and security of the electricity
network; or protect public safety.*"’

ActewAGL is seeking the costs of customer claims and forgone revenue resulting
from any supply curtailment that is beyond its control.

The AER asked ActewAGL whether it could seek compensation from TransGrid (the
owner of the transmission network to which ActewAGL is connected) under the terms
of its connection agreement. In response ActewAGL informed the AER that under
section 120(1) of the NEL a registered participant is not liable for failure to supply

405 AER, ACT and NSW EBSS, p. 13.

4 n the ACCC’s assessment of GasNet’s proposed revisions to its access arrangement for the
Victorian gas transmission system the ACCC decided that variations to GasNet’s estimates of fuel
gas costs would be treated as a pass through event. In that instance volatility of gas prices made it
difficult to estimate fuel gas costs. To ensure incentives to GasNet to seek the most efficient costs
were not undermined GasNet was required to continue its current practice of tendering for its fuel
gas needs. ACCC, Final Decision — Revised access arrangement by GasNet Australia
(Operations) Pty Ltd for the Principal Transmission System, 30 April 2008, p. 92.

ActewAGL, Regulatory proposal, p. 276.
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unless the failure is due to bad faith or negligence. While section 120(2) allows the
parties to contract away from this position, ActewAGL considers that TransGrid is
unlikely to assume this liability.

ActewAGL stated that it does not have in place a current connection agreement with
TransGrid. It stated that a draft agreement is being negotiated, but it does not include
any compensation for supply curtailment events.**®

ActewAGL acknowledged that the potential for it being liable for claims against
losses due to the actions of third parties is limited. It stated that its current standard
electricity connection and distribution contract excludes supply failures due to the
actions of third parties. Nevertheless, ActewAGL submitted that there may still be
scope for ‘strangers to the contract’ to sue ActewAGL on tort grounds (that
ActewAGL took action that it reasonably should have known would have caused the
other party harm).*"”

ActewAGL further stated that it is liable to pay customers compensation under the
service level rebate scheme (guaranteed service levels (GSL) payments). However,
ActewAGL qualified this statement by stating under the Consumer Protection Code
ActewAGL does not have to comply with the minimum service standards if the events
or conditions outside its control prevent it from complying. Despite these limitations
on its liability, ActewAGL submitted that it may still be liable for significant
customer rebates under the Consumer Protection Code that are beyond those
anticipated in forecast operating expenditure.*'’

ActewAGL informed the AER that no events of this nature have occurred to date.*!!

With regards to ActewAGL’s proposal to recover the loss of foregone revenue, the
AER considers that no provision is made in the NER for DNSPs to recover foregone
revenue through a pass through mechanism. The transitional chapter 6 rules
specifically confine pass through events to events that materially increase or decrease
the costs of providing direct control services.

With respect to third parties claims and GSL payments, from the information
provided by ActewAGL it appears that ActewAGL would not be liable if an event
outside its control occurs. As ActewAGL is not seeking, as a pass through event,
claims due to its own actions (for example, as a result of its negligence or breach of
contract), the AER considers that the pass through event proposed by ActewAGL for
third party claims and GSL payments is unnecessary.

The AER has a fundamental concern with nominated pass through events of this
nature in that incentives to manage the risk may be undermined. In this particular
instance, the AER has concerns that, if it accepts ActewAGL’s proposed pass through
event, incentives to implement measures, or maintain existing measures, to limit
ActewAGL’s liability may be undermined. This includes measures that ActewAGL
has introduced (for example, provisions in its contracts) or measures imposed
externally (for example, limitations included in the Consumer Protection Code).
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Moreover, incentives to investigate the validity of any claims may be similarly
undermined.

The AER does not consider that ActewAGL’s proposal for a supply curtailment event
as a pass through event meets its assessment criteria. Accordingly, the AER does not
accept ActewAGL’s proposal.

16.6.3 Applicability to alternative control services

ActewAGL has proposed that the pass through provisions of the transitional chapter 6
rules (section 6.6.1) apply to alternative control services as well as standard control
services. In other words, should a defined event or any nominated event accepted by
the AER occur that materially changes the costs of alternative control services,
ActewAGL could apply to the AER for a pass through of costs. ActewAGL notes that
the transitional chapter 6 rules relating to pass through events refer to direct control
services, which include both standard services and alternative control services.*'> The
AER agrees with ActewAGL that the transitional chapter 6 rules does not preclude
pass through provisions applying to alternative control services.

16.7 AER conclusions

The AER considers that ActewAGL’s proposed major natural disaster event meets the
AER’s assessment criteria for nominated pass through events and therefore the AER
accepts ActewAGL’s proposed event. This event is defined as:

A major natural disaster event: Any major natural disaster (but excluding any
insurable events — that is, those events for which external insurance or self
insurance is feasible) which results in the costs of providing direct control
services incurred by ActewAGL that are materially different to those contained
in the AER’s determination for the next regulatory control period and which
would not have been incurred but for the occurrence of the event.

In an application for a pass through amount in relation to a major natural disaster
event, ActewAGL must demonstrate that it has taken all reasonable measures to
reduce the magnitude of the pass through amount.

The AER considers that the following events do not meet the AER’s assessment
criteria for nominated pass through events and therefore the AER does not accept the
following events:

= atransitional period event
* asmart meter event
= an input price event

= asupply curtailment event.

412 ActewAGL, Regulatory proposal, p. 265.
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16.8 AER draft decision

In accordance with clause 6.12.1(14) of the transitional chapter 6 rules the AER
decides that the nominated pass through event to apply to ActewAGL for the next
regulatory control period is a major natural disaster event as defined in section 16.7 of

the draft decision.
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17 Building block revenue requirement

17.1 Introduction

This chapter sets out the AER’s calculation of ActewAGL’s annual revenue
requirement for the provision of standard control services for each year of the next
regulatory control period. This chapter also sets out X factor values which will be
applied to calculate the maximum allowable average revenue (MAAR) for
ActewAGL’s standard control services.

17.2 Regulatory requirements

Clause 6.3.2(a) of the transitional chapter 6 rules states that the AER’s building block
determination must specify:

(1)  the DNSP’s annual revenue requirement for each regulatory year of the
regulatory control period;

(2) appropriate methods for the indexation of the regulatory asset base
(RAB);

(3) how any applicable efficiency benefit sharing scheme (EBSS), service
target performance incentive scheme (STPIS) or demand management
incentive scheme (DMIS) are to apply to the DNSP;

(4) the commencement and length of the regulatory control period;

(5) any other amounts, value or inputs on which the building block
determination is based.

Clause 6.5.9 of the transitional chapter 6 rules requires a building block determination
to include the X factor for each year of the regulatory control period. The X factor
must be designed to equalise (in net present value terms) the revenue to be earned
from the provision of standard control services with the total revenue requirement
attributable to those services. The X factor must also minimise variance between
expected revenue and the annual revenue requirement for the last year of the
regulatory control period.

A DNSP’s building block proposal must be prepared in accordance with the AER’s
post tax revenue model (PTRM) and the requirements of part C and schedule 6.1 of
the transitional chapter 6 rules. The building block proposal must also comply with
the requirements of any relevant regulatory information instrument, such as a
regulatory information notice (RIN) or regulatory information order (RIO).

Clause 6.10.2(3) of the transitional chapter 6 rules requires the AER to publish its
reasons for its draft constituent decisions made in accordance with clause 6.12 of the
transitional chapter 6 rules. The constituent decisions dealt with in this chapter are:

= adecision to approve or refuse to approve the annual revenue requirement for the
DNsp*"

13 Transitional chapter 6 rules, clause 6.12.1(2).
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.. . . 414
= decisions on other appropriate amounts, values or inputs

= adecision on the X factor (as it relates to the control mechanism discussed in
chapter 4 of this draft decision).*'”

Under clause 6.12.3(d) of the transitional chapter 6 rules the AER must approve
annual revenue requirements if it is satisfied that they have been calculated using the
PTRM on the basis of amounts proposed by ActewAGL and accepted by the AER, or
otherwise determined by the AER under part C of the transitional chapter 6 rules.

17.2.1 Annual building block revenue requirement

Clause 6.4.3(a) of the transitional chapter 6 rules defines building blocks that form the
annual revenue requirement as:

* indexation of the RAB

= return on capital

= depreciation

= estimated cost of corporate income tax

= revenue increments or decrements arising from a service target performance
incentive scheme (STPIS) or demand management incentive scheme (DMIS)

= other revenue increments or decrements arising from the application of a control
mechanism in the previous regulatory control period that are to be carried forward
and are apportioned to the relevant year under the distribution determination for
the current regulatory control period

= forecast operating expenditure (opex).

17.2.2 Post tax revenue model

The PTRM sets out how the annual revenue requirement is to be calculated and
includes:

= amethod that is likely to result in the best estimates of expected inflation

= the timing assumptions and associated discount rates applicable to the calculation
of building blocks in clause 6.4.3 of the transitional chapter 6 rules

= the manner in which working capital is to be treated

® the manner in which the estimate corporate income tax is to be calculated.

The AER published a transitional PTRM*'® and handbook*'” that are applicable to
ActewAGL.

414
415

Transitional chapter 6 rules, clause 6.12.1(10).
Transitional chapter 6 rules, clause 6.12.1(11).
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17.3 ActewAGL proposal

A description of ActewAGL’s calculation of annual revenue requirements and X
factors is in chapter 12 of its regulatory proposal*'®. The calculations are contained in
the completed PTRM submitted as attachment 8 of its regulatory proposal and are

summarised in table 17.1.

Table 17.1: ActewAGL’s proposed annual revenue requirements and X factors

($m, nominal)

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14
Regulatory depreciation 14.8 16.0 17.3 18.6 20.0
Return on capital 63.4 70.8 75.9 80.2 84.5
Tax allowance 5.5 6.4 6.7 6.4 6.7
Operating expenditure 60.2 62.9 65.7 69.4 71.4
i‘;‘;‘;raelrgzzf:“e 144.0 156.1 165.5 174.7 182.5
Energy sales (MWh) 2834932 2878338 2925120 2971701 3018337 3066270
Revenue yield (¢/kWh) 4.09 5.05 5.28 5.52 5.77 6.03
Expected revenues 116.0 145.3 154.4 164.0 174.2 185.1
Forecast CPI (%) 2.51 2.51 2.51 2.51 2.51
X factors® (%) -20.37 —2.00 —2.00 -2.00 -2.00
Source: ActewAGL PTRM.
(a) Negative values for X indicate real price increases under the CPI-X formula.

ActewAGL proposed an X factor of —20.37 per cent (i.e. a real increase) for the first
year of the regulatory control period to account for the increase in revenue
requirements between 2008—-09 and 2009-10. It proposed an X factor of —2.00 per
cent for the subsequent years, stating that different X factors for year one and for
subsequent years of the regulatory control period is consistent with general regulatory
practice.*"” This results in the NPV of the revenue requirements and expected
revenues being equal over the regulatory control period as shown in table 17.2. The
resulting difference between the annual revenue requirement and expected revenue in
the final year of the period is $2.5 million or 1.37 per cent.

416 AER, Final decision, Matters relevant to distribution determinations for ACT and NSW DNSPs
for 2009-14: Post-tax revenue model, Canberra, January 2008, Appendix B.

47 AER, Final decision, Matters relevant to distribution determinations for ACT and NSW DNSPs for

2009-14: Post-tax revenue model, Canberra, January 2008, Appendix B.

ActewAGL, Regulatory proposal, pp. 217-221.

ActewAGL, Regulatory proposal, p. 220.
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Table 17.2: ActewAGL’s proposed annual revenue requirements and expected revenues
($m, nominal)

NPV 2009-10  2010-11 2011-12  2012-13  2013-14

Annual revenue requirements 605.6 144.0 156.8 165.5 174.7 182.6
Expected revenues 605.6 1453 154.4 164.0 174.2 185.1
Difference (%) 0.00 0.95 —-1.06 -0.89 -0.26 1.37

Source: ActewAGL PTRM.

17.4 Submissions

The EMREF stated that ActewAGL’s proposal represented a massive increase in
average tariffs from those set by the ICRC, which is underlined by the corresponding
modest increases in consumption and demand.**’

17.5 AER assessment of building blocks

The following sections summarise the AER’s assessment of each of the building
blocks listed in section 17.2.1 of this draft decision. Further details on the AER’s
consideration of ActewAGL’s proposed opex, corporate income tax and depreciation
are respectively contained in chapters 9, 10 and 11 of this draft decision. The return
on capital using the WACC determined by the AER in chapter 12 of this draft
decision is outlined in this chapter.

Note that ActewAGL did not identify any revenue increments or decrements arising
from incentive arrangements or control mechanisms arising out of the current
regulatory control period.

17.5.1 Asset base roll forward and indexation

The transitional chapter 6 rules require that the roll forward of ActewAGL’s RAB, as
at the end of each year of the next regulatory control period, be calculated by taking
the opening RAB value, adjusting it for inflation, adding any additional capex, and
subtracting disposals and depreciation for the year. The closing RAB value for one
year then becomes the opening RAB value for the following year.

The AER has determined the opening value of ActewAGL’s RAB to be $588 million
as at 1 July 2009. Based on this opening value, the AER has modelled ActewAGL’s

RAB over the next regulatory control period using the PTRM, as shown in table 17.3.

20 EMREF, p. 6.
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Table 17.3: AER’s forecast roll-forward of ActewAGL’s regulated asset base
($m, nominal)

2009-10  2010-11  2011-12  2012-13  2013-14

Opening RAB 588.4 656.4 703.6 743.8 783.0
Net capital expenditure® 82.5 63.4 57.9 58.6 45.6
Indexation of opening RAB 15.0 16.7 17.9 19.0 20.0
Straight-line depreciation 29.5 329 35.6 38.3 41.1
Closing RAB 656.4 703.6 743.8 783.0 807.5
Note: The straight-line depreciation less the inflation adjustment on the opening RAB
provides the regulatory depreciation building block allowance.
(a) In accordance with the timing assumptions of the PTRM, the nominal capex

values include a half WACC allowance to compensate for the average six-
month period before capex is added to the RAB for revenue modelling
purposes.

17.5.2 Return on capital

The AER considers that ActewAGL’s proposed return on capital has been calculated
in accordance with the PTRM, however notes that this amount has been affected by
its conclusions regarding other inputs to the PTRM, notably the RAB and forecast
capex.

The AER has determined the annual return on capital allowance by applying the
weighted average cost of capital (WACC) to ActewAGL’s opening RAB for each
year of the next regulatory control period.

The nominal vanilla WACC of 9.82 per cent is based on a post—tax nominal return on
equity of 11.46 per cent and a pre—tax nominal return on debt of 8.73 per cent. These
figures are calculated using observed market data as at 20 October 2008, and will be
updated closer to the AER’s final decision and determination.

17.5.3 Depreciation

The AER has not approved ActewAGL’s proposed depreciation schedules and
required it to disaggregate its RAB into multiple asset classes to reflect the
requirements of clause 6.5.5(b) of the transitional chapter 6 rules.

Using a post—tax nominal framework, the AER has made allowances for nominal
regulatory depreciation—also referred to as the return of capital—that sums the
(negative) straight-line depreciation and the (positive) annual inflation effect on the
opening RAB. Regulatory depreciation is used to model the nominal asset values over
the regulatory control period and to determine the depreciation allowance. Table 17.5
in section 17.6 of this draft decision shows the resulting figures.

17.5.4 Estimated taxes payable

Using the PTRM, the AER has modelled ActewAGL’s benchmark income tax
liability during the next regulatory control period based on the tax depreciation and
cash flow allowances provided in this draft decision. The amount of tax payable is
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estimated using 60 per cent benchmark gearing, rather than ActewAGL’s actual
gearing, and a statutory company income tax rate of 30 per cent. In accordance with
clause 6.5.3 of the transitional chapter 6 rules, the value of imputation credits
(gamma) of 0.5 has been applied when calculating the net tax allowance.

Under the post—tax nominal framework, the application of the statutory tax rate
generates an effective tax rate that can provide more appropriate and cost-reflective
revenue outcomes. The effective tax rate is defined as the difference between pre—tax
and post—tax rates of return. It is sensitive to several factors, including the corporate
tax rate and the range of available tax concessions that serve to lessen tax liabilities or
defer them to a later period. Based on the approach to modelling the cash flows in the
PTRM, the AER has derived an effective tax rate of 30.73 per cent for this draft
decision. Table 17.4 shows the AER’s estimate of ActewAGL’s tax payments.

Table 17.4: AER’s modelling of net tax allowance ($m, nominal)

2009-10 2010-11 2011-12 2012-13  2013-14

Tax payable 10.1 11.9 12.4 11.7 12.1
Value of imputation credits =5.1 -6.0 —6.2 -5.9 —6.1
Net tax allowance 5.1 6.0 6.2 5.9 6.1

17.5.5 Operating and maintenance expenditure

As discussed in chapter 9 of this draft decision, the AER has determined a forecast
opex allowance for ActewAGL of $296 million ($2008-09) during the next
regulatory control period. Table 17.5 shows the annual opex allowance, which equals
an average amount of $64 million per annum in nominal terms.

17.6 AER conclusion

The AER has calculated ActewAGL’s revenue requirements and X factors based on
its decisions regarding the building block components. This calculation is summarised
in table 17.5.

The AER’s draft decision results in a total (nominal) revenue requirement over the
next regulatory control period of $779 million, which is $44 million lower than the
$823 million proposed by ActewAGL. This mainly reflects the AER’s updated
calculation of ActewAGL’s WACC (from 10.70 per cent to 9.82 per cent) which
contributes $33 million to this difference, as well as its decision on ActewAGL’s
forecast opex, which contributes a further reduction of $10 million.
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Table 17.5 :AER’s draft decision on ActewAGL’s revenue requirements and X factors

($m, nominal)

2008-09 2009-10 2010-11 2011-12 2012-13 2013-14
dR:I;gr‘élgg"t‘gn 14.5 16.2 17.7 193 21.1
Return on capital 57.8 64.5 69.1 73.1 76.9
Tax allowance 5.1 6.0 6.2 59 6.1
Operating expenditure 58.8 61.2 63.7 67.2 68.8
ig‘;‘;raelngf:“e 136.2 147.8 156.7 165.5 172.8
Energy sales (MWh) 2834932 2878338 2925120 2971701 3018337 3066270
é‘jﬁf{}ﬁ;‘ yield 4.09 478 5.00 5.23 5.47 5.72
Expected revenues 116.0 137.5 146.1 1553 165.0 175.3
Forecast CPI (%) 2.55 2.55 2.55 2.55 2.55
X factors® (%) -13.82 —2.00 -2.00 —2.00 -2.00
Source: PTRM.
(a) Negative values for X indicate real price increases under the CPI-X formula.

The AER acknowledges the comments made by the EMRF in the context that, under
the MAAR, relatively small increases in forecast energy sales imply a higher average
revenue constraint. ActewAGL’s forecast energy sales (on which its X factor
calculation is based) increase at the relatively low annual rate of approximately

1.6 per cent per year over the next regulatory control period. As noted in chapter 6 of
this draft decision the AER has examined the methodology used to produce these
forecasts and considers it to be reasonable. In response to this draft decision,
ActewAGL is required to provide the AER with updated energy data and forecasts for
the purposes of calculations that will form part of the AER’s final decision and
distribution determination.

The AER notes that the MAAR does not incorporate adjustments for under or over-
recoveries with respect to the average revenue amount, thus ActewAGL will forego
revenue in the case that energy sales are lower than expected and earn additional
revenue if they are higher than expected. This is consistent with the mechanism used
by the ICRC and clause 6.2.5(c1)(2) of the transitional chapter 6 rules.

The AER notes that ActewAGL’s proposed price path appears to have been based on
achieving a 2 per cent real increase in average prices in years 2 to 5 of the regulatory
control period, which necessitated a larger proposed increase in year 1. In the absence
of any stakeholder preferences to do otherwise, the AER has maintained this general
approach in this draft decision, which, when combined with the AER’s revised annual
revenue requirements, results in a reduction in the X factor for 2009—10 from

20.37 per cent to 13.82 per cent. The implied average price paths, in terms of
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expected revenues per MWh, of ActewAGL’s proposal and the AER’s draft decision,

are illustrated in figure 17.1.

Figure 17.1: AER draft decision and ActewAGL proposal — implied average prices
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The AER notes that, in accordance with clause 6.5.9 of the transitional chapter 6

rules, the X factors in this draft decision result in the NPVs of the annual revenue
requirement and expected revenues for the regulatory control period being equal, and
a difference between these amounts in the final year of the period of 1.44 per cent.

These outcomes are illustrated in table 17.6.

Table 17.6: AER’s draft decision on annual revenue requirements and expected

revenues ($m, nominal)

NPV  2009-10  2010-11  2011-12  2012-13  2013-14
Annual revenue requirements 586.80 136.2 147.8 156.7 165.5 172.8
Expected revenues 586.80 137.5 146.1 155.3 165.0 175.3
Difference (%) - 0.97 -1.09 -0.91 —0.30 1.44

For an average end user, this results in a real increase in annual electricity costs of
4.1 per cent in 200910, and 0.7 per cent per year for the remainder of the next

regulatory control period.*'

421

attributable to distribution prices.

That is, a residential customer with an annual bill of $1200, of which approximately 30 per cent is
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17.7 AER draft decision

In accordance with clause 6.12.1(2)(1) of the transitional chapter 6 rules the AER
refuses to approve the annual revenue requirement set out in ActewAGL’s building
block proposal.

In accordance with clause 6.3.2(a)(1) of the transitional chapter 6 rules the AER
decides ActewAGL’s annual revenue requirement for each regulatory year of the next
regulatory control period is as set out in table 17.5 of the draft decision.

In accordance with clause 6.12.1(11) of the transitional chapter 6 rules the AER
decides the X factors to apply to ActewAGL are as set out in table 17.5 of the draft
decision.

In accordance with clause 6.3.2(a)(2) of the transitional chapter 6 rules the AER
decides an appropriate methodology for indexation of the regulatory asset base is as
specified in section 17.5 of the draft decision.

In accordance with clause 6.3.2(a)(5) of the transitional chapter 6 rules the AER
decides any other amounts, values or inputs on which ActewAGL’s building block
determination is based are as specified in sections 17.5 and 17.6 of the draft decision.
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18 Alternative control services

18.1 Introduction
This chapter sets out the AER’s considerations of ActewAGL’s alternative control

services and the control mechanism to apply during the next regulatory control period.

ActewAGL metering services to small customers are deemed to be alternative control
services. Alternative control services may be, but need not be, regulated using a
building block calculation.

18.2 Regulatory requirements

For the next regulatory control period, clause 6.2.3C(b) of the transitional chapter 6
rules deems alternative control services in the ACT to be the same as the ICRC
excluded distribution services. The provision of and servicing of meters for customers
consuming fewer than 160 megawatt hours per annum including: meter testing,
reading and checking; processing of metering data; and provision of non-standard
meters were classified as excluded distribution services.

The AER may vary this classification by agreement with ActewAGL as part of its
distribution determination under clause 6.2.3C(c) of the transitional chapter 6 rules.

18.2.1 Control mechanism

Clause 6.2.5(c2) of the transitional chapter 6 rules sets out the form of control that the
AER may apply:

The control mechanism for alternative control services may consist of:
(1)  aschedule of fixed prices;
(2)  caps on the prices of individual services;

(3) caps on the revenue to be derived from a particular combination of
services;

(4) tariff basket price control;
(5) revenue yield control;

(6) acombination of any of the above.

Clause 6.2.5(d) sets out the matters the AER must have regard to in considering the
appropriate control mechanisms for alternative control services:

(1) the potential for development of competition in the relevant market and
how the control mechanism might influence that potential; and

(2) the possible effects of the control mechanism on administrative costs of
the AER, the Distribution Network Service Provider and users or
potential users; and
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(3) the regulatory arrangements (if any) applicable to the relevant service
immediately before the commencement of the distribution
determination; and

(4) the desirability of consistency between regulatory arrangements for
similar services (both within and beyond the relevant jurisdiction); and

(5) any other relevant factor.

18.2.2 ICRC approach

In its 2004 determination the ICRC excluded metering services from the revenue cap
that applied to ActewAGL’s distribution services.*** The ICRC determined that
metering services would be subject to a separate total revenue cap which is escalated
annually by CPI.

18.2.3 AER statement of approach

In its Final Decision—Control Mechanisms for Alternative Control Services for the
ACT and NSW 2009 distribution determinations, the AER concluded that it:***

...will maintain the total revenue control mechanism adopted by the ICRC
during the current regulatory period. Under this approach, ActewAGL will
propose a revenue allowance based on a building block analysis, with
maximum allowable revenues to be escalated each year by CPI. The revenue
allowance will be established based on the rolled forward value of the
relevant metering assets, and an analysis of costs associated with providing
the services.

18.2.4 Demonstration of proposed approach

Clause 6.8.2 of the transitional chapter 6 rules requires the DNSPs to demonstrate
how the AER’s proposed control mechanism will apply. The DNSPs must also
provide reasons for any departure from the AER’s proposed approach.

(c) A regulatory proposal must include (but need not be limited to) the
following elements: ...

(3A) for direct control services classified as alternative control
services:

(i)  the proposed control mechanism, a demonstration of the
application of the proposed control mechanism, and the
necessary supporting information; and

(i)  in the case of a departure from the AER’s likely approach
to the relevant control mechanisms for alternative control
services (as indicated in a statement published under
clause 6.2.5(e)) a statement of the reasons justifying the
departure; ...

422 ICRC, Final Decision, p 14.
4233 AER, Final Decision—Control Mechanisms for Alternative Control Services for the ACT and
NSW 2009 distribution determinations, February 2008, p. 20.
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18.3 ActewAGL proposal

18.3.1 Control mechanism

Consistent with the approach applied by the ICRC, ActewAGL has proposed a
revenue allowance based on a building block analysis, with maximum allowable
revenues (MAR) to be escalated each year by CPI. The revenue allowance for
alternative control services will be established based on the rolled forward value of
the relevg‘t metering assets and an analysis of costs associated with providing the
services.

18.3.2 RAB

ActewAGL has used the AER’s roll forward model to roll forward its asset base for
alternative control services from its closing RAB for the current regulatory control
period to its opening RAB for the next regulatory control period. ActewAGL’s
proposed opening RAB as at 1 July 2009 is $38 million (nominal).**

ActewAGL stated its actual capex in 2003—04 was about $0.3 million lower than
forecast capex. Under the regulatory framework ActewAGL received a return on the
forecast capex amount during the current regulatory control period, approximately
$0.2 million greater than it should have received, based on actual capex. ActewAGL
has proposed a reduction in the RAB to hand back the extra earnings in the next
regulatory control period. Accordingly, ActewAGL has reduced its opening RAB by
$0.2 million. **

Table 18.1: Elements of the roll forward calculation ($m, nominal)

2004-05 2005-06 200607 2007-08 2008-09 2009-10

Opening RAB 329 33.0 33.5 343 36.6 383
Net capital expenditure 1.1 1.3 1.9 2.8 3.1 -
Depreciation 1.7 1.8 1.9 2.0 2.2 —
Indexation 0.8 1.0 0.8 1.5 1.0 -
Closing RAB 33.0 33.5 34.3 36.6 38.5 -
2003—-04 adjustment - - - - —0.2 -

Source: ActewAGL, Regulatory proposal, Table 15.3, 2 June 2008.

18.3.3 Capex

ActewAGL stated the methodology for forecasting alternative control services capex
utilises the same general methodology and escalators as that utilised for capex for
ActewAGL’s standard control services. It also noted the extra cost of installing and

424
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ActewAGL, Regulatory proposal, p. 220.
ActewAGL, Regulatory proposal, p. 220.
426 ActewAGL, email to AER, 9 October 2008.
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replacing interval meters in the next regulatory control period is incorporated in its
capex forecasts.*?’

Installation of upgradeable meters

ActewAGL has formulated its domestic meter replacement programs and expenditure
forecasts based on the NEMMCO approved metering asset management plan
(MAMP). ActewAGL stated it plans to replace 3600 meters per annum. ***

ActewAGL noted its meter replacement program is designed to limit the potential for
the stranding of meter assets that may not meet the national smart meters functionality
and performance standards. However, it is currently installing interval meters that are
capable of being upgraded for remote reading, and which can support an in-house
display. This new and replacement policy is undertaken in accordance with the ICRC
decision on interval meters. Therefore ActewAGL considered that it should not face
stranded asset cost risks, and should be appropriately compensated, if these meters
have to be replaced as a result of a smart meter mandate. **

Multi-utility integrated metering infrastructure

ActewAGL submitted that in 2007, in the context of securing the ACT water supply,
the ACT government requested ACTEW Corporation to trial smart metering. The
ICRC included funding to support this in its price determination for water and
wastewater services in the ACT.**

In response to the ACT government request, ActewAGL stated it conducted a full
business case review and decided that there would be a net benefit in undertaking a
multi-utility integrated metering infrastructure (MIMI) feasibility study. It noted the
purpose of this expanded project is to allow investigation of opportunities for multi-
utility metering, as well as investigation of some of the organisational,
communications and data management issues that may arise in a larger trial of
electricity smart metering.**!

ActewAGL forecast that its electricity distribution business will incur $2.6 million
($2008-09) in capex in 2009—10 attributable to project MIMI. ActewAGL has
indicated that the cost recovery for project MIMI is allocated between its businesses
on a 40:40:20 basis, that is, 40 per cent electricity, 40 per cent water, and 20 per cent
gas. ActewAGL considers that the trial is prudent, given the considerable
uncertainties in costs associated with smart metering. ***

Table 18.2 summarises ActewAGL’s proposed capex program for metering services
in the ACT.

427
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ActewAGL, Regulatory proposal, p. 220.

ActewAGL, Regulatory proposal, p. 220.

ActewAGL, Regulatory proposal, p. 220.

ICRC, Water and Wastewater Price Review: Final Report and Price Determination, Report 1 of
2008, April 2008, p. 15.

ActewAGL, Regulatory proposal, p. 220.

ActewAGL, Regulatory proposal, p. 220.
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Table 18.2: Forecast capex for alternative control services 2009-14 ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
New meter installations 2.1 2.0 2.1 2.2 2.0 10.3
Meter replacements 1.2 1.2 1.2 1.2 1.2 6.0
MIMI related capex 2.6 - - - - 2.6
Total metering capex 59 32 32 34 3.2 18.8

Source: ActewAGL, Regulatory proposal, Table 15.1, 2 June 2008

18.3.4 Opex

ActewAGL stated it used the same methodology for forecasting opex for alternative
control services as that which it adopted for forecasting opex for standard control
services. It noted meter reading and maintenance and repair are the two significant
contributors to opex for alternative control services. ActewAGL indicated that meter
reading costs have increased in line with CPI. It also stated that commercial metering
maintenance costs are forecast to grow faster than CPI as it is required to visually
inspect all current transformer (CT) metering sites every 5 years and commence low-
voltage CT testing at all sites. It claimed this regulatory obligation drives a cost
increase of $0.2 million per annum up until 2013-14.%**

ActewAGL’s opex forecasts are set out at Table 18.3.

Table 18.3: Forecast opex for alternative control services 2009—14 ($m, 2008-09)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
Metering reading 0.9 0.9 0.9 0.9 0.9 4.4
Maintenance and repair 0.8 0.8 0.8 0.6 0.7 3.7
MIMI related opex 0.4 0.0 0.0 0.0 0.0 0.4
Total opex 2.1 1.7 1.7 1.5 1.6 8.5

Source: ActewAGL, Regulatory proposal, Table 15.2, 2 June 2008.
Note: Total opex excludes self insurance and debt raising costs. These items add
approximately $0.2 million to the total opex.

18.3.5 Revenue requirement

ActewAGL’s estimation of its maximum allowed revenue for the next regulatory
control period is set out in Table 18.4.

3 ActewAGL, Regulatory proposal, p. 220.
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Table 18.4: Total revenue requirement for each regulatory year ($m, 2008—09)

2009-10 2010-11 2011-12 2012-13 2013-14

Regulatory depreciation 1.2 1.3 1.4 1.5 1.6
Return on capital 4.1 4.6 4.9 5.1 53
Tax allowance 0.4 0.4 0.5 0.5 0.5
Operating expenditure 1.2 1.3 1.4 1.5 1.6
Unsmoothed revenue 8.0 83 8.7 8.9 9.4
requirement

Smoothed revenue 8.2 8.4 8.6 8.8 9.0
requirement

X factor (%) 41.01 0.00 0.00 0.00 0.00

Source: ActewAGL, Regulatory proposal, Table 15.10, 2 June 2008.

18.3.6 Pass through—roll out of smart meters

ActewAGL noted that the MCE is currently considering a regulatory impact statement
on a mandatory roll out of smart meters. There is considerable uncertainty
surrounding timing and costs associated with the roll out of smart meters. As the
issues were not resolved at the lodgement of its regulatory proposal, ActewAGL
considered that most obligations arising under a smart meter decision should be
treated as a regulatory change pass through event.***

ActewAGL also noted the potential for a decision and associated obligations with cost
implications to occur before the commencement of the next regulatory control period.
ActewAGL has sought a transitional period pass through event to address these and
other obligations with similar timing issues.*>

18.4 Consultant review

After reviewing ActewAGL’s proposal, Wilson Cook noted that:**°

= the projected expenditure is based primarily on historical expenditure levels with
small adjustments for domestic meter installations reflecting the anticipated level
of activity in new urban development, urban infill development and commercial
and industrial development

= the increase in capex and opex from 2009-10 is largely attributable to meter
replacement expenditure and to project MIMI and that the cost allocation is
consistent with the ICRC’s implicit view

= meter reading costs have been increased in line with the CPI whereas other costs
have been increased using the same methods as in the main capex projections.

4 ActewAGL, Regulatory proposal, p. 220.

ActewAGL, Regulatory proposal, p. 220.
436 Wilson Cook, Volume 5, p. 40.
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Wilson Cook was satisfied that the level of capex was explained satisfactorily and that
the level of opex was found to be similar to prior years. Wilson Cook concluded
ActewAGL’s proposed expenditure in relation to alternative control services to be a
reasonable estimate. *’

18.5 Issues and AER considerations

On 1 October 2008 ActewAGL advised the AER that errors had been identified by
SKM in its input cost escalators. The AER requested that ActewAGL resubmit its
forecasts of required revenues for alternative control services, which revealed minor
amendments to the forecast allowance included in its regulatory proposal of

2 June 2008. The correction of this error has been incorporated into the AER’s
consideration of ActewAGL’s alternative control services proposal.

18.5.1 Control mechanism

The AER published a statement indicating its likely approach to the control
mechanism for alternative control services in February 2008."* ActewAGL is
required to demonstrate how the AER’s proposed control mechanism will apply to its
business. If, in its regulatory proposal, ActewAGL proposes a control mechanism
which is inconsistent with that proposed by the AER, ActewAGL is required to
provide reasons for any departure from the AER’s proposed approach.

The AER considers that ActewAGL has satisfied its obligation to demonstrate how
the AER’s proposed control mechanism will apply to its business.

The AER considers that ActewAGL’s proposal is consistent with the AER’s proposed
form of control for alternative control services in the ACT. Accordingly, there is no
need for ActewAGL to provide justification for any departure from the AER’s control
mechanism set out in its statement of approach.

18.5.2 Building blocks

Opening RAB

ActewAGL has used the AER’s roll forward model to roll forward its alternative
control services RAB to produce its opening RAB for the next regulatory control
period. The AER’s roll forward model takes account of actual capex, depreciation and
indexation and ActewAGL’s inputs for actual capex, depreciation and indexation are
consistent with the inputs to the roll forward model.

The AER notes that its review of ActewAGL’s capex incurred in the current
regulatory control period found ActewAGL’s past capex to be prudent, see chapter 5.
The review included consideration of capex attributable to both standard and
alternative control services.

ActewAGL has used straight line depreciation to calculate the regulatory depreciation
of its RAB from 2004—05 to the opening RAB for 2009—10. The AER considers that

7 Wilson Cook, Volume 5, p. 40.
438 AER, Statement on control mechanisms for alternative control services for the ACT and NSW
2009 distribution determinations, February 2008.
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the straight line depreciation method is an appropriate method for calculating
depreciation.

ActewAGL has not consistently used the same CPI values for indexation of its RAB
throughout the current regulatory control period. The allowance of 2.5 per cent for
CPI for 2003—04 is the June on June measure. In the 2004 final decision the ICRC
used the year to December CPI to measure inflation. The reason for this was to ensure
that proposed prices could be considered by March each year.

ActewAGL has adopted the ICRC’s methodology to measure actual inflation and has
used a June on June measure of actual inflation for 2003—-04. As the ABS did not
release the June 2008 CPI until 23 July 2008 (after the submission of ActewAGL’s
Regulatory Proposal in June 2008) ActewAGL used the March on March inflation
calculation for 200405 to 2007—08. The AER considers this to be an appropriate
application of indexation to the RAB.

The AER considers that ActewAGL’s proposal to reduce the opening 2009—10 RAB
by $0.2 million is consistent with Schedule 6.2.1(c)(2) of the transitional chapter 6
rules. The adjustment will remove the benefit ActewAGL has received associated
with the difference between estimated and actual capex for the 2003—04 regulatory
year. A further adjustment of $0.3 million is required to reflect the reduced capex in
the 2003—04 regulatory year.*’

For the reasons set out above, the AER considers that ActewAGL’s opening RAB for
alternative control services for the next regulatory control period is appropriate.

Capex

ActewAGL has provided detail of the two categories of capex for alternative control
services, meter installations and meter replacements. ActewAGL has adopted the
same forecasting and escalation methods as applied to capex for its standard control
services. The AER considers it is a prudent and reasonable assumption that forecasts
and escalators for alternative control services capex will be in line with ActewAGL’s
other capex. ActewAGL’s forecast capex has increased from $11 million in the
current regulatory control period to $19 million in the next regulatory control period,
an increase of around 77 per cent (in real terms).

ActewAGL has identified two projects which it is undertaking which will add to its
capex, project MIMI and its replacement program with upgradeable meters.

The AER notes that in 2008 the ICRC considered it appropriate to provide funding of
$7 million ($2006-07) to ActewAGL for the purposes of project MIMI. Based on the
advice of its consultants, Halcrow Pacific, the ICRC suggested that an allocation
method for this funding between the electricity, gas and water businesses of
ActewAGL.**" ActewAGL’s regulatory proposal reflects the ICRC’s allocation
method and attributes $2.2 million ($2008-09) of capex and $0.4 million ($2008-09)
of opex to project MIMI.

49 ActewAGL, email to AER, 9 October 2008.
40 ICRC, Water and Wastewater Price Review, Report 1 of 2008, April 2008, pp. 59—60.
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The AER notes the benefits of undertaking project MIMI that ActewAGL has
identified in its regulatory proposal. In particular, the project will improve
ActewAGL’s understanding of the costs and potential benefits associated with
electricity smart metering. It will report on expected costs and savings in a business
case, report on market acceptance and customer behavioural responses, and identify
any change management and communication challenges in a full deployment of smart
meters across the ACT.

Accordingly, the AER considers that the forecast capex for project MIMI is
reasonable and the proposed allocation of costs is appropriate for this project.

ActewAGL is currently installing interval meters that are capable of being upgraded
for remote reading, and which can support an in-house display. ActewAGL will be
able to install 3600 meters per annum which utilise in-house resourcing and still be
able to meet its NEMMCO approved MAMP targets up until 2013—-14. ActewAGL
has forecast capex of approximately $1.2 million for this project.

The purpose behind this approach is to limit the potential for the stranding of meter
assets that may not meet the national smart meters functionality and performance
standards. The AER notes that this policy is consistent with the ICRC decision on
interval meters.*' Accordingly, the AER considers that ActewAGL’s forecast capex
for alternative control services (after adjustments to escalators) of $18 million reflects
the efficient costs that a prudent DNSP in the circumstances of ActewAGL would
require to meet the capex objectives, as required by clause 6.5.7(c).

Opex

ActewAGL has forecast opex for alternative control services for the next regulatory
control period of $8.7 million (including self insurance and debt raising costs).
Forecast opex is made up of meter reading, maintenance and repair and the opex
attributable to project MIMI. The AER notes that ActewAGL’s methodology for
forecasting alternative control services opex is the same methodology as applied to its
opex for standard control services. The AER supports this approach by ActewAGL.

Where ActewAGL’s alternative control opex forecasts are estimated using labour cost
growth escalators, these escalators will need to be adjusted in line with the
adjustments discussed in chapter 9. The AER considers that the same escalators
should apply for both standard control services and alternative control services.

The AER has reviewed ActewAGL’s meter reading costs and notes they have been
increasing with CPI over the current regulatory control period. The AER considers the
historical meter reading cost growth is a reasonable basis for forecasting likely future
costs and agrees with ActewAGL’s proposal to increase meter reading costs by CPI
over the next regulatory control period.

ActewAGL stated that in accordance with its MAMP, it has switched to testing Type
6 meters by attributes rather than variables. ActewAGL plans to test 1500 domestic
meters per annum at an annual cost of $0.4 million from 2008-09 to 201112
inclusive to comply with its MAMP. ActewAGL will then reduce testing to 400
meters per annum at a cost of $0.2 million per annum. The AER considers that

#1ICRC, Final Decision—Review of Metrology Procedures, December 2005, pp. 30-31.
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ActewAGL’s MAMP has been approved by NEMMCO and forms a reasonable basis
for forecasting metering maintenance costs in the next regulatory control period. The
AER notes compliance with its MAMP has driven a step increase in ActewAGL’s
meter maintenance and repair cost forecasts in the next regulatory control period. The
AER considers ActewAGL’s metering maintenance and repair forecasts to be
reasonable.

The AER notes that ActewAGL’s commercial metering maintenance costs are
forecast to grow faster than CPI. However, the AER accepts that compliance with the
NER provisions regarding visual inspection of CT metering sites and low-voltage CT
testing at all sites is driving the cost increases.*** This will result in additional opex of
$0.2 million in the next regulatory control period.

The AER notes that self insurance costs are included in the opex forecasts for
alternative control services. These costs are estimated for the whole of ActewAGL’s
direct control services, and allocated to standard control and alternative control
services in proportion to the relative contribution to the opening asset base. The AER
considers that is an appropriate manner to allocate self insurance costs.

The AER notes that it has made amendments to ActewAGL’s allowance for self
insurance (the amendments are discussed at 9.6.8). The total self insurance forecast
has been pro rated between standard and alternative control services. Accordingly, the
AER has adjusted ActewAGL’s proposed opex allowance for alternative control
services.

Debt raising costs are included in the opex forecasts, and these have been forecast in
the same manner as debt raising costs for standard control services. The AER’s
consideration of this opex component is included in chapter 9.

Consistent with its considerations on opex for standard control services, the AER
considers that the opex forecasting methodology for alternative control services (other
than self insurance) is appropriate. The AER considers that the step increases to
ActewAGL’s opex forecasts are attributable to the imposition of additional regulatory
requirements. The AER considers ActewAGL’s opex forecasts for alternative control
services (after adjustments to escalators) of $8.7 million represent the efficient costs
that a prudent DNSP in the circumstances of ActewAGL would require to meet the
opex objectives, as required by clause 6.5.6(c).***

Revenue requirement
ActewAGL has forecast a MAR for alternative control services of $43 million

($2008-09) for the next regulatory control period.

The AER notes ActewAGL’s proposed price path for alternative control services has
been developed in accordance with the requirements of the AER’s guideline on
alternative control services which states:***

For metering services in the ACT, the AER will maintain the total revenue
control mechanism adopted by the ICRC during the current regulatory control

#2 NER, Table $7.3.3.
43 Adjustments to escalators have negligible impact on the opex forecasts.
44 AER, Control Mechanisms for Alternative Control Services ACT and NSW, appendix B, p. 4.
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period. Under this approach, ActewAGL will propose a revenue allowance
based on a building block analysis, with maximum allowable revenues to be
escalated each year by the consumer price index (CPI).

ActewAGL has proposed a Py adjustment of 41.01 per cent in 2009-10, and CPI
escalation for each of the remaining years of the next regulatory control period, which
is consistent with the requirements of the AER’s guideline. The Py adjustment has
been driven by increased expenditure on project MIMI and also reflects increased
costs of compliance with changed regulatory arrangements for metering.

The form of control allows revenues to be modelled such that ActewAGL will receive
the entire increase in required revenues for the next regulatory control period in the
first year (in NPV terms). While this leads to a step change in ActewAGL’s revenues
in 2009-10, the increase in ActewAGL’s revenue for the remaining years of the next
regulatory control period is limited to CPI. This reflects the control mechanism
applied by the ICRC in the current regulatory control period.

The impact of the increase in MAR for alternative control services is likely to be
increased metering charges of $15 per household between 2008—09 and 2009-10,
around 43 per cent. Increases for the remainder of the next regulatory control period
will be in line with CPL

The AER has reviewed the PTRM that ActewAGL used for alternative control
services. The AER considers that ActewAGL’s proposed total revenue requirement
has been properly calculated using the PTRM on the basis of amounts calculated,
determined or forecast in accordance with part C of the transitional chapter 6 rules.

Compliance with the maximum allowed revenue

ActewAGL is required to demonstrate its compliance with the control mechanism.
The AER considers that compliance needs to be demonstrated in a manner that does
not impose a significant administrative burden on either ActewAGL or the AER.
ActewAGL has proposed preparing a schedule of metering charges, showing the
revenue from each charge if that charge had applied in the previous year. It has also
provided an example of how such a schedule can be used to demonstrate compliance
with the revenue cap.*®’

The AER considers ActewAGL’s proposal is easy to administer and robust. To
demonstrate compliance with its maximum allowed revenue in each regulatory year
the AER will require the schedule of metering charges, in the form of table 13.5 of
ActewAGL’s revenue proposal, to be submitted to the AER as soon as possible after
prices for a regulatory year are determined.

Pass through

The cost pass through arrangements in chapter 16 apply to ActewAGL’s alternative
control services.

45 ActewAGL, Regulatory proposal, table 13.5.
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18.6 AER conclusion

The AER is satisfied that ActewAGL has satisfied its obligation to apply and
demonstrate compliance with the control mechanism set out in the AER’s statement
on control mechanisms for alternative control services.**°

The AER accepts, for the reasons set out above, that ActewAGL’s capex for
alternative control services represents efficient expenditure. The AER has reduced
ActewAGL’s proposed opex allowance to reflect the amended escalators and
allowance for self insurance. In all other respects the AER is satisfied that
ActewAGL’s proposed opex for alternative control services represents efficient
expenditure.

The AER is satisfied that ActewAGL’s opening RAB and return of capital are
appropriate. The AER has adjusted the return on capital and the tax building block in
line with changes to the WACC.

The AER is satisfied that the revenue requirements, X factor and the price path have
been properly calculated using the PTRM.

The AER has decided to approve a MAR for ActewAGL of $40 million for
alternative control services for the next regulatory control period. This revenue will be
recovered through a Py adjustment in 2009-10 of 31.34 per cent and allowed revenues
adjusted in line with CPI each year for the remainder of the regulatory control period.
ActewAGL’s MAR for alternative control services is set out in table 18.5.

Table 18.5: AER’s draft decision on maximum allowed revenue — alternative control
services ($m)

2009-10 2010-11 2011-12 2012-13 2013-14 Total
Unsmoothed revenue 75 7.7 8.1 8.2 8.7 402
requirement
Smoothed revenue 7.6 7.8 8.0 8.2 8.4 402
requirement
X factors® (%) -31.34 0.00 0.00 0.00 0.00 n/a
(a) Negative values for X indicate real price increases under the CPI-X formula.

46 AER, Control mechanisms for alternative control services ACT and NSW.
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18.7 AER draft decision

In accordance with clause 6.12.1(12) of the transitional chapter 6 rules the AER
decides:

the control mechanism for alternative control services provided by ActewAGL is
a revenue cap as specified in the AER’s Statement on control mechanisms for
alternative control services for the ACT and NSW 2009 distribution
determinations, published in February 2008

the maximum allowed revenues for ActewAGL in each year of the next regulatory
control period are as set out in table 18.5 (smoothed revenue requirement) of the
draft decision

the X factors to apply in each year of the next regulatory control period is as set
out in table 18.5 of the draft decision.

In accordance with clause 6.12.1(13) of the transitional chapter 6 rules the AER
decides that ActewAGL must demonstrate compliance with the control mechanism
for alternative control services by submitting to the AER a schedule of metering
charges, in the form of table 13.5 of ActewAGL’s revenue proposal, as soon as
practicable after prices for each regulatory year are determined.
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Glossary

ABS Australian Bureau of Statistics

ACG Allen Consulting Group

AR allowed revenue

APR annual planning report

CAPM capital asset pricing model

CEG Competition Economics Group

CGS commonwealth government securities

CT current transformer

DMIA demand management incentive allowance
DMIS demand management incentive scheme

DRP debt risk premium

EBSS efficiency benefit sharing scheme

EMRF Energy Market Reform Group

EMS Energy and Management Services Pty Ltd
EUAA Energy Users Association of Australia

GSL guaranteed service level

GWh gigawatt hour

kV kilovolt, (one thousand volts)

MAAR maximum allowable average revenue

MAIFI momentary average interruption frequency index
MAMP metering asset management plan

MCE Ministerial Council on Energy

MMA McLennan Magasanik Associates

MAAR maximum average allowed revenue

MAR maximum allowed revenue

MIMI multi-utility integrated metering infrastructure
MVA megavolt ampere

MW megawatt, (one thousand kilowatts)

MWh megawatt hour

NCC negotiated component criteria

NEMMCO National Electricity Market Management Company
NIEIR National Institute of Economic and Industry Research
NPV net present value

POE probability of exceedence
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RIN
SAIDI
SAIFI
SCNRRR

SKM
STPIS
the NSW DNSPs

TNSP
TUOS
UNFT
WACC

post tax revenue model

regulatory asset base

Reserve Bank of Australia

roll forward model

regulatory information notice

system average interruption duration index
system average interruption frequency index

Steering Committee on National Regulatory Reporting
Requirements

Sinclair Knight Merz Pty Ltd
service target performance incentive scheme

collectively: Country Energy, EnergyAustralia and Integral
Energy

transmission network service provider
transmission use of system
utilities network facilities tax

weighted average cost of capital
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Appendix A: Assigning customers to tariff
classes

Procedures for assigning or re-assigning customers to tariff classes

Assignment of existing customers to tariff classes at the commencement of the next
regulatory control period

1.  Each customer who was a customer of ActewAGL immediately prior tol July
2009, and who continues to be a customer of ActewAGL as at 1 July 2009, will
be taken to be assigned to the tariff class which ActewAGL was charging that
customer immediately prior to 1 July 2009.

Assignment of new customers to a tariff class during the next regulatory control period

2. If, after 1 July 2009, ActewAGL becomes aware that a person will become a
customer of ActewAGL, then ActewAGL must determine the tariff class to
which the new customer will be assigned.

3.  In determining the tariff class to which a customer or potential customer will be
assigned, or reassigned, in accordance with section 2 or 5, ActewAGL must take
into account one or more of the following factors:

the nature and extent of the customer's usage
b. the nature of the customer’s connection to the network

c. whether remotely—read interval metering or other similar metering
technology has been installed at the customer’s premises as a result of a
regulatory obligation or requirement.

4.  In addition to the requirements under section 3 ActewAGL, when assigning a
customer to a tariff class, must ensure the following:

a. that customers with similar connection and usage profiles are treated equally

b. that customers which have micro—generation facilities are not treated less
favourably than customers with similar load profiles without such facilities.

Re-assignment of existing customers to another existing tariff during the next regulatory
control period

5. If ActewAGL believes that an existing customer’s load characteristics or
connection characteristics (or both) have changed such that it is no longer
appropriate for that customer to be assigned to the tariff class to which the
customer is currently assigned or a customer no longer has the same or
materially similar load or connection characteristics as other customers on the
customer’s existing tariff, then ActewAGL may reassign that customer to
another tariff class.

6.  ActewAGL must notify the customer concerned in writing of the tariff class to
which the customer has been re-assigned, prior to the re-assignment occurring.
The notice must include advice that the customer may request further
information from ActewAGL, may object to the proposed re-assignment and, if
the customer objects to the proposed re-assignment and that objection is not
resolved to the satisfaction of the customer, the customer or ActewAGL may
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10.

11.

12.

13.

request the AER to decide which of ActewAGL’s tariff classes the customer
should be assigned to.

If, in response to a notice issued in accordance with section 6, ActewAGL
receives a request for further information from a customer, ActewAGL must
provide such information. If any of the information requested by the customer is
confidential then ActewAGL is not required to provide that information to the
customer.

If, in response to a notice issued in accordance with section 6, a customer makes
an objection to ActewAGL about the proposed re-assignment, ActewAGL must
reconsider the proposed re-assignment, taking into consideration the factors in
section 3 above, and notify the customer in writing of its decision and the
reasons for that decision.

If the AER receives a request in accordance with section 6, then it must decide
which of ActewAGL’s tariff classes the customer should be assigned to, taking
into account one or more of the following factors:

the nature and extent of the customer's usage

b. the nature of the customer’s connection to the network

c. whether remotely—-read interval metering or other similar metering

technology has been installed at the customer’s premises as a result of a
regulatory obligation or requirement.

As soon as practicable after being requested to do so by the AER, ActewAGL
must provide to the AER a statement setting out which tariff class a particular
customer or group of customers has been assigned to and the reasons for
ActewAGL’s decision.

The AER must notify the customer and ActewAGL in writing of its decision
and the date from which its decision should be applied.

If the AER does not give a written notice under section 11 within 30 business
days of receiving the relevant request under section 6 or within such further
period that the AER may decide, then the AER is to be regarded as having
decided that the customer giving the relevant request under section 6 should not
be re-assigned.

ActewAGL must comply with a decision by the AER under section 9 and 11 in
relation to a customer.

System of assessment and review of the basis on which a customer is charged

14.

15.

16.

Where the charging parameters for a particular tariff result in a basis of charge
that varies according to the customer’s usage or load profile, ActewAGL must
set out in its pricing proposal a method of how it will review and assess the
basis on which a customer is charged.

If the AER considers that the method provided under section 14 does not
provide for an effective system of assessment and review of the basis on which
a customer is charged, the AER may request additional information or request
that ActewAGL revise and resubmit a revised method.

If the AER considers the method provided in accordance with section 14 is
reasonable it will approve that method by notice in writing to ActewAGL.
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Appendix B: Negotiable component criteria

National Electricity Objective

1.

The terms and conditions of access for a negotiable component of a direct
control service, including the price that is to be charged for the negotiable
component and any access charges, should promote the achievement of the
national electricity objective.

Criteria for terms and conditions of access

Terms and conditions of access

2.

The terms and conditions of access for a negotiable component must be fair and
reasonable and consistent with the safe and reliable operation of the power
system in accordance with the NER.

The terms and conditions of access for a negotiable component (including, in
particular, any exclusions and limitations of liability and indemnities) must not
be unreasonably onerous taking into account the allocation of risk between the
DNSP and the other party, the price for the negotiable component and the costs
to the DNSP of providing the negotiable component.

The terms and conditions of access for a negotiable component must take into
account the need for the direct control service to be provided in a manner that
does not adversely affect the safe and reliable operation of the power system in
accordance with the NER.

Price of Services

S.

The price for a negotiable component must be the price for that component in
the DNSP’s approved pricing proposal, unless the terms and conditions sought
for the component are so different from those used for the purposes of
establishing the approved pricing proposal as to warrant determination of the
price without regard to this criterion.

Subject to criterion 5, the price for a negotiable component must reflect the
costs that the DNSP has incurred or incurs in providing that component, and
must be determined in accordance with the principles and policies set out in the
Cost Allocation Method.

Subject to criteria 5, 8 and 9, the price for a negotiable component must be at
least equal to the cost that would be avoided by not providing it but no more
than the cost of providing it on a stand alone basis.

Subject to criterion 5, if the direct control service of which the negotiable
component is a component is the provision of a shared distribution service that:

1. exceeds any network performance requirements which it is required to
meet under any relevant electricity legislation; or

ii. exceeds the network performance requirements set out in schedule 5.1a
and 5.1 of the NER,
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10.

1.

12.

then the difference between the price for that direct control service and the price
for the shared distribution service which meets network performance
requirements must reflect the DNSP’s incremental cost of providing that service
(as appropriate).

Subject to criterion 5, if the direct control service of which the negotiable
component is a component is the provision of a shared distribution service that
does not meet or exceed the network performance requirements, the difference
between the price for that service and the price for the shared distribution
service which meets, but does not exceed, the network performance
requirements should reflect the cost the DNSP would avoid by not providing
that service (as appropriate).

Subject to criterion 5, the price for a negotiable component must be the same for
all Distribution Network Users unless there is a material difference in the costs
of providing the negotiable component to different Distribution Network Users
or classes of Distribution Network Users.

Subject to criterion 5, the price for a negotiable component must be subject to
adjustment over time to the extent that the assets used to provide the direct
control service are subsequently used to provide services to another person, in
which case such adjustment must reflect the extent to which the costs of those
assets are being recovered through charges to that other person.

Subject to criterion 5, the price for a negotiable component must be such as to
enable the DNSP to recover the efficient costs of complying with all regulatory
obligations or requirements associated with the provision of the negotiable
component.

Criteria for access charges

Access Charges

13.

Any access charges must be based on costs reasonably incurred by the DNSP in
providing distribution network user access and, in the case of compensation
referred to in clause 5.5(f)(4)(ii) to (ii1) of the NER, on the revenue that is likely
to be foregone and the costs that are likely to be incurred by a person referred to
in those provisions where an event referred to in those provisions occurs (as
appropriate).
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Appendix C: Negotiating framework

Proposed Negotiating Framework for
Negotiable Components of Direct
Control Services

2009-14 Regulatory Period

ActewAGL Distribution
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1.1.

1.2

1.3.

1.4.

2.1.

2.2.

Background

The Maticnal Electricity Rules (NER) provide that:

1.1.1. a Distribution Metwork Service Provider must prepare a

document (the ‘negotiating framework’) seting out the
procedure o be followed during negotiations between it and
any person who wishes to be provided with a Negatiable
Component of a direct control service as to the terms and
conditions of access for the provision of the service (MER Part
DA Clauss 6.7A5(3));

1.1.2. the negotiating framework must comply with and be consistent

with the applicable requirements of a distribution determination
applying to the provider;, and

1.1.3. the negotiating framework must comply with and be consistent

with the applicable requirements of Part DA clause 5.7A.5(c),
which sets out the minimum requirements for a negotiating
framework.

This document has been prepared in fulfilment of ActewAGL
Distribution’s ohligations under NER Fart DA Clause 6. 7A 5{a) to
establish a negotiating framework.

This document applies to ActewAGL Distribution and any Service
Applicant who applies o receive a Megotiable Component of a direct
control service.

A Megotiable Component of a Direct Control Service is a service that
is provided by ActewAGL Distribution and that has been desmed by
the AER to be a Megotiable Component in accordance with NER Part
E16.12.1 {16A).

Application of negotiating framework

This negotiating framework applies to ActewAGL Distribution and
each 3envice Applicant who has made an application in writing to
ActewAGL Distribution for the provision of a MNegotiable Component of
a Direct Control Service.

Where a Megotiable Component of a Direct Control Service cannot be
separated from a Non Megotiable Component of a Direct Contral
Service, then the imeframes for the provision of the Negotiable
Component shall be in accordance with the timeframes for the
provision of the Non Negotiable Component.
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2.3.

2.4,

ActewAGL Disiribution and any Service Applicant who wishes to
receive a Megotiable Component of a Direct Control Service from
ActewAGL Distribution should comply with the requirements of this
negotiaiing framework.

The requirements set out in this negotiating framework are additional
to any reguirements or obligations contained in Clauses 5.3, 5.4A and
5.5 and Chapter § and Chapter 6A of the NER. In the event of any
inconsistency between this negotiating framework and any other
requirements in the NER, the requirements of the NER will prevail.

2.5. Nothing in this negotiating framework or in the NER: will be taken as

3.

31

4,

4.2,

4.3.

4.4,

imposing an ohligation on ActewAGL Distribution to provide any service to
the Service Applicant.

Obligation to negotiate in good faith

ActewAGL Distribution and the Service Applicant must negotiate in
good faith the terms and conditions of access for the provision by
ActewAGL Distribution of the Megotiable Component of a Direct
Control Service sought by the Service Applicant.

Timeframe for commencing, progressing and
finalising negotiations

4.1.

Clause 4 4 sets out the target timeframes for commencing,
progressing and finalising negotiations in relation to applications for a
Megotiable Component of a Direct Control Service.

The timeframes set out in clause 4.4 may be suspendad in
accordance with clause 10.

ActewAGL Distribution and the Service Applicant shall use
reasonable endeavours to adhers to the time periods specified in
clause 4 4 during the negotiation for the supply of a Negotiable
Component of a Direct Control Sernvice.

Timeframes:

4.4.1. The timeframes for commencing, progressing and finalising

negotiations with a Service Applicant are as set out in Table 1.
The timeframes can be varied by agreement between the
parties.

4.4.2, Unless otherwise agreed, ActewAGL Distribution and the

Senvice Applicant shall use reasonable endeavours o adhere
to the time periods set out in Table 1.

(2]
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4.4.3.

The agreed program {under C in Table 1) may be modified
from time to time by further agreement of the pariies, where
such agreement must not be unreasonably withheld. Any such
amendment to the program shall be taken to be a reasonable
period of time for commencing, progressing and finalising
negotiations with a Service Applicant for the provision of the
Megotiable Component of a Standard Control Service.
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Table 4.1: Timeframes

Event Timeframe
Receipt of written application for a Negotiable Component of
A . X
a Direct Control Service
Parties meet to dizcuss a preliminary program with
milestones for the supply of the Negofiable Component of a
B. | Standard Control service that represents a reasonable X + 10 business days
penod of ime for commencing, progressing and finalizing
negotiations
FParties finalize and agree on a program, which may includs, )
& without limitation, milestones relating to il G
* the request and provision of commercial
information; and
* notification and consultation with any affected
Ciztribution Metwork Users.
o ActewAGL Distribution provides Service Applicant with an In accordance with
" | offer for the Negofiakle Component agread program
E. |Parties finalize negotiations e
agread program
4.5, Motwithstanding clause 4 1 or any other provision of this negotiating
framework, the timeframes set out in clause 4.4:

4.5.1. do not commence until payment of the amount o ActewaGL
Distribution pursuant to clauss 12;

4.5.2. recommence if there is a material change in the nature of the
Megaotiable Component of a Direct Control Service sought by
the Service Applicant, unless ActewAGL Distribution agrees
otherwise.

5. Provision of initial Commercial Information by

Service Applicant

Obligation to provide Initial Commercial Information

51

5.2

. Within the time agreed by the parties, ActewAGL Distribution must
use its reasonable endeavours to request that the Service Applicant
provide the Commercial Information that is reasonably required by
ActewAGL Distribution to enable it to engage in effective negotiations
with the Service Applicant in relation to the application.

Subject o clauses 5.3 and 5.4, the Service Applicant must use its

reasonable endeavours to provide ActewAGL Distribution with the <
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5.3.

Commercial Information requested by ActewAGL Distribution in
accordance with clause 5.1 within the time frame agreed betwesn the
pariies.

The obligation under clause 5.1 is suspended as at the date of
notification of a dispute if a dispute under this negotiating framewaork
arises until conclusion of the dispute in accordance with clause 10.

Confidentiality Requirements — Commercial Information

54.

5.5.

5.6.

For the purposes of this clause 5, Commercial Information does not
include:

5.4.1. confidential information provided to the Service Applicant by

another person; or

5.4.2. information that the Service Applicant is prohibited, by law,

from disclosing o ActewAGL Distribution.

Commercial Information may be provided by the Service Applicant
subject to conditions including the condition that ActewAGL
Distribution must not disclose the Commercial Information to any
other person unless the Service Applicant consents in writing to the
disclosure. The Service Applicant may require ActewAGL Distribution
to enter infto a confidentiality agreement, on terms reasonably
acceptable to both parties, with the Service Applicant in respect of
any Commercial Information provided to ActewAGL Distnbution.

A consent provided by the Service Applicant in accordance with
clause 5.5 may he subject to the condition that the person to whom
ActewAGL Distrbution discloses the Commercial Information must
enter into a separate confidentiality agreement with the Service
Applicant.

Provision of additional Commercial Information by

the Service Applicant

Obligation to provide additional Commercial Information
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6.1.

6.2.

ActewAGL Distribution may give a notice to the Service Applicant
requesting the Service Applicant to provide ActewAGL Distribution
with any additional Commercial Information that is reasonably
required by ActewAGL Distribution to enable it to engage in effective
negotiations with the Service Applicant in relation to the provision of
the Megotiable Component of a Direct Control Service or o clarify any
Commercial Information provided pursuant to clause 5.

The Service Applicant must use its reasonable endeavours to provide
ActewAGL Distribution with the Commercial Information requestad by
ActewAGL Distribution in accordance with clause 6.1 within the time
frame agreed between the parties.

Confidentiality requirements

6.3.

6.4,

For the purposes of this clause 6, Commercial Information does not
include:

6.3.1. confidential information provided to the Service Applicant by

another person; or

6.3.2. information that the Service Applicant is prohibited, by law,

from disclosing o ActewAGL Distribution; and

Commercial Information may be provided by the Service Applicant
subject to conditions including the condition that ActewAGL
Distribution must not disclose the Commercial Information to any
other person unless the Service Applicant consents in writing to the
disclosure. The Service Applicant may require ActewAGL Distribution
to enter into a confidentiality agreement, on terms reasonably
acceptable to both parties, with the Service Applicant in respect of
any Commercial Information provided to ActewAGL Distnbution.
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6.3,

T

A consent provided by the Service Applicant in accordance with
clause 6.4 may he subject to the condition that the person to whom
ActewAGL Distribution discloses the Commercial Information must
enter into a separate confidentiality agreement with the Service
Applicant.

Provision of Commercial Information by ActewAGL
Distribution

Obligation to provide Commercial Information

7.1,

ActewAGL Distribution shall provide the Service Applicant with all
Commercial Information held by ActewAGL Distribution that is
reasonably required by a Service Applicant 1o enable it to engage in
effective negotiations with ActewAGL Distribution for the provision of
the Megotiable Component of a Direct Control Service within a
timeframe agreed by the paries, including the following information:

7.1.1. a description of the nature of the Negotiable Component of a

Direct Contral Service including what ActewAGL Distribution
would provide to the Service Applicant as part of that service;

7.1.2. the terms and conditions on which ActewAGL Distribution

would provide the MNegotiable Component of 3 Direct Control
Sernvice to the Service Applicant;

7.1.3. the reasonable costs and/or the increase or decrease in costs

(as appropriate) of providing the Megotiable Component of a
Direct Control Service to the Service Applicant which
demonstrate to the Service Applicant that the charges for
providing the Negotiable Component of a Direct Control
Sernvice reflect those costs andfor the cost increment or
decrement (as appropriate).

Confidentiality requirements

7.2

7.3,

For the purposes of clause 7.1, Commercial Information does not
include:

7.2.1. confidential information provided to ActewAGL Distribution by

anocther person; or

7.2.2. information that ActewAGL Distribution is prohibited, by law,

from disclosing o the Service Applicant.

ActewAGL Disiribution may provide the Commercial Information in
accordance with clause 7.1 subject to relevant conditions including
the condition that the Service Applicant must not disclose the
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7.4,

8.1.

8.2,

9.1.

9.2.

Commercial Information to any other person unless ActewAGL
Distribution consents in writing to the disclosure. ActewAGL
Distribution may require the Service Applicant to enter into a
confidentiality agreement with ActewAGL Distribution, on terms
reasonably acceptahble to both parties, in respect of Commercial
Information provided to the Service Applicant.

A consent provided by a Service Applicant in accordance with clause
7.3 may he subject to the condition that the person to whom the
Service Applicant discloses the Commercial Information must enter
into a separate confidentiality agresment with ActewAGL Distribution.

Arrangement for assessment and review of charges

ActewAGL Distnbution will assess and review the basis for its
charges to a Distribution Metwork User for any Megotiable Component
of a Direct Control Service, following an application by the Distribution
Metwork User for such a review.

Where a Distribution Network User submits an application for review
the Distribution Network User must provide the reason why it
considers such a review to be appropriate, plus the supporting
information required in order for ActewAGL Distribution to be able to
assess the application.

Determination of impact on other Distribution
Network Users and consultation with affected
Distribution Network Users

ActewAGL Distnbution must determine the potential impact on
Distribution Metwork Users, other than the Service Applicant, of the
pravision of the Megotiable Component of a Direct Control Service.

If applicable, ActewAGL Distribution must notify and consult with any
affected Distribution Metwork Users and ensure that the provision of
the Megotiable Component of a Direct Control Service does not result
in non-compliance with obligations in relation to other Distribution
Metwork Users under the NER or applicable requirements of the MEL
or jurisdictional legislation.

10. Suspension of Timeframe for Provision of the

10.1.

Megotiable Component of a Direct Control Service

The timeframes for negotiation of provision of the Megotiable
Component of a Direct Conftrol Service as contained within this
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negotiating framework, or as otherwise agreed hetween the pariies,
are suspended If:

10.1.1. within 15 Business Days of ActewAGL Distribution providing
the Commercial Information to the Service Applicant pursuant
to clause 7.1, the Service Applicant does not formally accept
that Commercial Information and the parties have agreed a
date for the undertaking and conclusion of commercial
negotiations;

10.1.2. a dispute in relation o the Megotiable Component of a Direct
Control Service has been notified to the AER under Part L of
Chapter §, from the date of notification of that dispute to the
AER unil:

(a) the withdrawal of the dispute;

(b} the termination of the dispute by the AER in accordance
Wwith clause 6.22 .3 of the NER; or

(c) ge“?_t%rgjinalion of the dispute by the AER under clause

10.1.3. within 15 Business Days of ActewAGL Distribution requesting
additional Commercial Information from the Service
Applicant pursuant to clause 6 |, the Service Applicant has
not supplied that Commercial Information;

10.1.4. without limiting clauses 10.1.1 to 10.1.3, either of the parties
does not promptly conform with any of its obligations as
reqguired by this negotiating framework or as otherwise
agreed by the paries;

10.1.5. ActewAGL Distribution has been required to notify and consult
with any affected Distribution Metwork Users under clause
9.2, from the date of notification to the affected Distribution
Metwork Users untll the end of the time limit specified by
ActewAGL Distribution for any affected Distribution Metwork
Users, or the receipt of such information from the affected
Distribution Metwork Users whichaver is the later regarding
the provision of the Negotiable Component of a Direct
Control Service.

11. Dispute Resolution
11.1. Al disputes hetween the parties as to the terms and conditions of

access for the provision of the Negotiahle Component of a Direct
Control Service are to be dealt with in accordance with Part L of
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Chapter 6 of the NER.

12. Payment of ActewAGL Distribution's reasonable
Costs

12.1.

12.2.

12.3.

12.4.

12.5.

Prior to commencing negotiations, the Service Applicant shall pay an
application fee to ActewAGL Distribution.

The application fee lodged pursuant to clause 12.1 will be deducted
from the reasonable Cosis incurred in procassing the Service
Applicant's application to ActewAGL Disiribution for the provision of
the Megotiable Component of a Direct Conirol Service.

From time o time, ActewAGL Distribution may give the Relevant
Service Applicant a nofice setiing out the reasonable Costs incurred
by ActewaGL Distribution and the off-set of any amount applicable
under clause 12.1.

If the aggregate of the Cosis exceeds the amount paid by the Service
Applicant pursuant to clause 121, the Service Applicant must, within
20 Business Days of the receipt of a notice in accordance with clause
12.3, pay ActewAGL Distribution the amount stated in the notice.

ActewAGL Distribution may require the Service Applicant to enter into
a binding agreement addressing conditions, guarantees and other
matters in relation to the payment of on-going Cosis.

13. Termination of Negotiations

13.1.

13.2.

13.2.1.

13.2.2.

13.2.3.

The Service Applicant may elect not to continue with its application for
the Negotiable Component of a Direct Confrol Service and may
terminate the negotiations by giving ActewAGL Distribution written
nofice of its decision to do so.

ActewAGL Distribution may terminate a negofiation under this

framework by giving the Service Applicant written notice of its
decision to do so where:

ActewAGL Distribution believes on reasonable grounds that the
Service Applicant is not conducting the negotiation under this
negotiating framework in good faith;

the Service Applicant consistently fails to comply with the
requirements of the negotiating framawaork;

the Service Applicant fails to comply with an obligation in this
negotiating framework to underiake or complete an action within a
specified or agreed timeframe, and does not complete the 10
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13.2.4.

relevant action within 20 Business Days of a written request from
ActewAGL Distribution;

An act of Solvency Defaull occurs in relation to the Service
Applicant.

11
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14. Giving notices

14.1. A notice, consent, information, application or request that must or
may be given or made to a party under this document is only given ar
made if it is in writing and delivered or postad to that parly atits
address set out below.

If a party gives the other party 3 Business Days' nofice of a change of
its address, a notice, consent, information, application or request is
only given or made by that other pary if it is delivered or posted to the
latest address,

ActewAGL

Distribution

MName ActewAGL Distribution

Address GPFO Box 366, Canberra ACT 2601

Service Applicant

Mame:
Address:

Service Applicant

The nominated address of the Service Applicant provided
in writing fo  ActewAGL Disfribution asz part of the
application

Time notice is given

14.2.

14.2.1.
14.2.2.
14.2.3.

14.3.

A notice, consent, information, application or request is to be treated
as given or made at the following time:

if it is delivered, when it is left at the relevant address; or
if it is sent by post, 2 Business Days after it is posted.

If zent by facsimile transmission, on the day the transmission is
sent (hut only if the sender has a confirmation report specifying a
facsimile number of the recipient, the number of pages sent and the
date of transmission).

If a notice, consent, information, application or reguest is deliverad
after the normal business hours of the party to whom it is sent, it is to
he treated as having been given or made at the beginning of the next
Business Day.

15. Publication of Results of Negotiations on Website

15.1.

ActewAGL Distribution will publish the outcomes of negotiations for .

£
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Megotiable Components of Direct Confrol Services on its website.
16. Definitions and interpretation
Definitions

16.1. In this document the following definitions apply:

Business Day meang a day on which all banks are open for business generally in
Canberra, ACT.

Commercial Information shall includs at a minimum, the following classes of
information:

details of corporate structure;
financial detzils relevant to creditworthiness and commercial risk;

ownership of assets;

technical infarmation relevant to the application for a Negotiable
Component of a Direct Control Sarvics;

fimnancial information relevant to the application for a Negotiable
Component of a Direct Control Servics;

details of an application's compliance with any law, standard,
MER or guideling.

Costs means any costs or expenses incurred by ActewAGL Distribution in
complying with thiz negotiating framework or otherwise advancing the Senvice
Applicant's request for the provizgion of a Megotiable Component of & Direct
Control Service or such other costs or expenses consistent with the MER,
ActewAGL Distribution’s Cost Allocation Methodology or any relevant part of a
distribution determination applying to ActewAGL Distribution.

ActewAGL Distribution means ActewAGL Distribution Pty Limited, ABM 76
670 568 608

Solvency Default means the cccurrence of any of the following events in
relation to the Service Applicant:

{a) An originating process or application for the winding up of the Service
Applicant {other than a frivolous or vexatious application) is filed in a
court or a spedial resclution is passed to wind up the Service Applicant,
and is not dismissed before the expiration of 60 days from service on the
Service Applicant;

k) A receiver, receiver and manager or administrator is appointed in

respect of all or any part of the assets of the Service Applicant, ora T
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(d)
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(a)
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k)
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Interpretation

provisional liguidator is appointed to the Service Applicant;

A morgages, charges or other holder of securify, by iteelf or by or
through an agent, enters into possession of all or any part of the
assels of the Service Applicant;

A morigage, charge or other security is enforced by its holder or
becomes enforceable or can become enforceakble with the giving of
notice, lapse of time ar fulfilment of a condition;

The Service Applicant stops payment of, or admits in writing its inakility
to pay, its debis as they fall due;

The Service Applicant applies for, consents to, or acguiesces in the
appointment of a trustes or receiver of the Service Applicant or any of its
property,;

A court appoints a liguidator, provigional liquidator, receiver or frustee,
whether permanent or temporary, of all or any part of the Service
Apglicant's property;

The Service Applicant takes any step o obtain protection or is granted
protection from its creditors under any applicable legislation or 8 mesting
iz convened or a resolution is passed to appoint an administrator or
controller (as defined in the Corporafions Act 2007), in respect of the
Service Applicant;

A confroller {as defined in the Covporations Acf 2001) is appointed in
respect of any part of the property of the Service Applicant;

Except to reconsiruct or amalgamate while solvent, the Service Applicant
enters info or resclves fo enter into a scheme of amangement,
compramise or reconstruction proposed with its creditors (or any class of
them) or with its members (or any class of them) or proposes re-
organisation, re-arrangement moratorium or other administration of the
Service Applicant's affairs;

The Service Applicant is the subject of an event described in section
S9C(2)(0) of the Corporations Act 2001, or

Anything analogous or having a substantially similar effect to any of
the events specified abowe happens in relation fo the Service
Apgplicant.

16.2. In this document, unless the context otherwise requires:

16.2.1.

terms definad in the NER have the same meaning in this
negotiaiing framewaork;
14
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16.2.2.

16.2.3.

16.2.4.

16.2.5.

16.2.6.

a reference to any law or legislation or legislative provision
includes any statutory modification, amendment or re-
enactment, and any subordinate legislation or regulations
issued under that legislation or legislative provision;

a reference o any agreement or document is to that
agreemeant or document as amended, novated,
supplemented or replaced from time o time;

a reference to a clause, part, schedule or attachment is a
reference to a clause, part, schedule or attachment of or fo
this document unless otherwise stated;

an expression importing a natural person includes any
company, trust, partnership, joint venture, association,
corporation, body corporate or governmental agency; and

a covenant or agreement on the part of two or more persons
hinds them jointly and severally.

15
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Appendix D: Miscellaneous standard control
services

The following definitions of miscellaneous standard control services will apply to
ActewAGL in the next regulatory control period.

For a visit to re—energise or de—energise a premises

Business hours — de—energise

A site visit to a customer’s premises between the hours of 7.00 am and 5.00 pm on a
working weekday or on a Saturday for the purpose of disconnecting (remove fuse) the
customer’s supply of electricity.

De—energise premises for non-payment

A site visit to a customer’s premises to disconnect the supply of electricity to a
customer for breach by the customer of a customer supply contract or a customer
connection contract, or where a retail supplier has requested that the supply to the
customer be disconnected.

Business hours — re—energise

A site visit to a customer’s premises between the hours of 7.30 am and 4.00 pm on a
working day to reconnect (insert fuse) the supply of electricity following the
disconnection in paragraphs 1.1.1 and 1.1.2.

After hours — re—energise

A site visit to a customer’s premises outside the hours of paragraph 1.1.3 to reconnect
the supply of electricity following the disconnection in paragraphs 1.1.1 and 1.1.2, at
the request of a customer.

Field visit read only (for de—energisation non-payment)

A site visit to a customer’s premises to read the customer’s meter when the supply of
electricity to that customer was scheduled for a de-energise premises for non-
payment.

Temporary connections

Overhead

Site visits to install, dismantle, connect, disconnect, and inspect mains, lines and
apparatus of a single or three phase temporary builders supply where the electricity is
supplied by overhead service cables.

Standard underground

The standard underground supply in a permanent location does not incur a charge
unless re-visits are required. Site re-visits to install, dismantle, connect, disconnect,
and inspect mains, lines and apparatus of a single or three phase temporary builders
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supply where the electricity is supplied by underground service cables. The temporary
supply is provided through a meter box installed in the permanent location.

Free—standing underground

Site visits to install, dismantle, connect, disconnect, and inspect mains, lines and
apparatus of a single or three phase temporary builders supply where the electricity is
supplied by underground service cables. The temporary supply is provided through a
specially erected temporary meter box.

Modify service connection

Overhead: remove, reposition or disconnect service

A site visit to a customer’s premises to remove, reposition or disconnect the
customer’s supply of electricity where the electricity is supplied by overhead service
cables.

Underground: remove, reposition or disconnect service

A site visit to a customer’s premises to remove, reposition or disconnect the
customer’s supply of electricity where the electricity is supplied by underground
service cables.

Upgrade service from single to three phase

Overhead

A site visit to a customer’s premises to upgrade the service from single to three phase
at customer's request where load does not justify three phase (Service and Installation
Rules clause 3.10) and where the electricity is supplied by overhead service cables.

Underground-service cable replacement not required

A site visit to a customer’s premises to upgrade the service from an existing single
phase supply to three phase at customer's request where load does not justify three
phase supply, but customer requests three phase for other reasons (Service and
Installation Rules clause 3.10). The customer is supplied already by the three phase
underground service cable connected for a single phase supply and an installation of a
new cable is not required to upgrade to three phase supply.

Underground-service replacement required

A site visit to a customer’s premises to replace the single phase service with the three
phase service at customer's request where the electricity is supplied by single phase
underground service cables. The customer requests a three phase supply for other
reasons, but the load does not justify the three phase supply. The existing single phase
cable has to be replaced with a new three phase service cable.
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Other miscellaneous services

Installation defect

Revisiting a site following obstructed access at previous visit or site visit due to
non-compliance with the DNSP’s service and installation rules.

Issue of copies of electrical drawings

Provision of copies of electrical drawings that show existing low and high voltage
circuity (geographically and schematically) and adjacent project drawings to enable
the preparation of a design drawing and submit it for certification.

De-energising wires

De-energising wires to allow safe approach, for example, for tree pruning, plant
operation, oversize loads, construction activities.

Operational and maintenance services for small
embedded generators other than residential
(photovoltaic)

Connection assets

The service relating to ongoing maintenance and operations of assets connecting an
embedded generator to the distribution network. For mixed use connection assets (i.e.
assets which connect load as well as embedded generation), only a proportion of the
service relating to embedded generation is attributed to the generator.

Shared network assets

The service relating to ongoing maintenance and operations of shared network assets
used by an embedded generator. For mixed use shared assets (i.e. assets which are
used for load as well as for embedded generation), only a portion of the service
relating to embedded generator is attributed to the generator.
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Appendix E: Transmission overs and unders
account

To demonstrate compliance with clause 6.18.7 of the transitional chapter 6 rules and
this distribution determination for the next regulatory control period, the AER
requires ActewAGL to maintain a Transmission Overs and Unders account. It must
provide information on this account to the AER as part of its annual pricing proposal
under clause 6.18.2(b)(7).

As part of its pricing proposal for each regulatory year of the next regulatory control
period, ActewAGL must provide the amounts for the following entries in its
Transmission Overs and Unders account for the most recently completed regulatory
year and forecasts for the next regulatory year:

[a—y

opening balance for each year

2. interest accrued on the opening balance for each year, calculated at the rate of
the post tax nominal rate of return as approved by the AER in its distribution
determination

3. addition for the amount representing the revenue recovered from TUOS charges
applied in respect of that year, less the amounts of all transmission related
payments made by ActewAGL in respect of that year

4.  an adjustment to the net amount in item 3 by 6 months of interest, accrued at the
approved nominal rate of return

5. summation of the above amounts to derive the closing balance for each year.

Note that estimates of values for the current regulatory year are not required or
relevant to these calculations.

ActewAGL must provide details of their calculations, in the format set out in table
E.l1.

For the avoidance of doubt, amounts may be either positive or negative and when
added to each other, subtracted from each other or multiplied by another number may
also yield, as the case maybe, positive or negative amounts.

In proposing variations to the amount and structure of TUOS charges, ActewAGL is
to achieve a zero expected balance on their transmission unders and overs account by
the end of the next regulatory year.
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Table E.1: Example calculation of Transmission unders and overs account ($m)

Year 1 Year 3
(actual) (forecast)
Revenue from TUOS charges 100.00 103.45
Transmission related payments
Transmission charges paid to TNSPs 90.00 91.00
Avoided TUOS payments approved by the AER 10.00 5.00
Inter-distributor payments to DNSPs 5.00 2.00
Total transmission related payments 105.00 98.00
Over (under) recovery (5.00) 545
Unders and Overs account
Annual rate of interest (applicable to balances) 9.00% 9.00%
Semi annual rate of interest (applicable to recoveries) 4.40% 4.40%
Opening balance of account 0.00 (5.22)
Interest on opening balance 0.00 0.47)
Over (under) recovery for financial year (5.00) 5.45
Interest on over/ under recovery (0.22) 0.24
Closing balance of account (5.22) 0.00
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Appendix F: Changes to tariff structures and
the maximum allowable average
revenue and side constraint
formula

The maximum allowable average revenue and side constraint are calculated using
historical quantities of consumption. When revisions to tariff classes/components
occurs historical quantities for the new tariff classes/components will not be available
for two years. This will occur in the following circumstances:

= the introduction of new tariffs

= the introduction of new tariff components for existing tariffs (for example,
introducing a step rate for the usage component of the domestic tariff)

= changing the structure of existing tariffs or tariff components (this is essentially
introducing a new tariff component, for example, changing the threshold on an
inclining block tariff or the time bands associated with time of use tariffs)

= when customers move between existing tariffs (from ‘origin’ tariffs to ‘new’
tariffs).

This appendix sets out the adjustment process for incorporating such changes to tariff
structures in the maximum allowable average revenue formula when setting prices for
Year (t), and for calculating the side constraint for affected tariffs. It provides for

estimates for the historical quantities g ', and a substitute value for p; to be used

when calculating compliance with the maximum allowable average revenue cap, and
for calculating the side constraint.

F.1 Value of g' when new tariffs or new tariff
components are introduced

When a new tariff or a new tariff component is introduced,**’ there are no historical
quantities available. In order to incorporate these tariffs in the maximum allowable
average revenue cap and calculate a side constraint, the AER requires reasonable
estimates to be submitted by the DNSP, based on the quantities that would have been
sold, if the new tariff (or new component) had been introduced in Year (t-1). The
AER has adopted the following process, which was developed by the Independent
Pricing and Regulatory Tribunal of New South Wales, in order for the DNSP to arrive
at these estimates.

First, the DNSP must nominate the origin network tariff/s and/or network tariff
component/s, which represents the tariff/s and/or component/s that the customer/s
who will be moved to the new network tariff/s and/or network tariff component/s, are
currently on, or currently being charged at. The DNSP must provide reasonable

7 This includes when an existing tariff component has undergone a structural change such that the

new structure is essentially a new tariff component e.g. changing the threshold value for a step
rate, or time bands on a time of use tariff.
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estimates for g~ for all applicable units of measure (e.g. kWh, kW) for both, the new

network tarift/s and/or network tariff component/s and the origin network tariff/s
and/or components.

Second, the DNSP must make the following assumptions when calculating the
reasonable estimates:

1. The only customer/s that would have moved to the new network tariff and/or
network tariff component in (t-1) moved as a result of a direction of the DNSP
due to a change in tariff structures (as permitted under the customer’s standard
network connection contract).*** This means that no new customer/s are
included in the estimate,*** nor customer/s that request to change tariff/s either
voluntarily, or do so through the actions of the retailer.

2. Customer/s have the same consumption and load profile on the new network
tariff and/or network tariff component as they did on the origin network tariff
and/or network tariff component. This implies that the sum of the reasonable
estimates for Year (t-1) for each unit of measure on the new network tariff
and/or network tariff component plus the reasonable estimates for Year (t-1) for
each unit of measure on the origin network tariff and/or the network tariff
component, equals the actual quantities that occurred for the origin network
tariff and/or network tariff component in Year (t-1).

In the year after a new network tariff and/or tariff component has been introduced,

there is still not a full year of actual historical data available to be used for g/, hence

I
the DNSP will be required to submit reasonable estimates for both the new network
tariff and/or the network tariff component and the corresponding origin network tariff
and/or network tariff component. The DNSP may base the reasonable estimates on the
actual quantities that have occurred to date on the new network tariff and/or network
tariff component and the origin network tariff and/or network tariff component. The
DNSP must demonstrate how it has arrived at the estimates.

F.2 Value of pit when new tariffs or new tariff
components are introduced

The p; of the corresponding origin network tariff and/or network tariff component/s
will be used as the p; for the new network tariff and/or network tariff component/s

(or the d, in the side constraint formula). A corresponding origin network tariff and/or

network tariff component may be any component that is measured in the same units of
measure as the new network tariff and/or network tariff component/s. If there is no

corresponding network tariff component/s with the same units of measure, p; will be
set to zero.

#8  Each customer has a standard network connection contract with its DNSP and a separate contract

with its respective retailer who manages the relationship with the DNSP on the customer’s behalf.

49 New customers have been allowed for in the growth assumption used when setting the X factor.
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Table F.1 Example — introducing a step rate or inclining block tariff component

. t-1 t t-1
Tariff reform p! p! a;

Existing tariff — standard domestic

Fixed charge $ pa per $30 n/a 25,000 customers
customer
Variable rate (all consumption) c¢/kWh 0.04 n/a 200,000 MWh

Proposed tariff with new component

Fixed charge $ pa per $30 $25 25,000 customers
customer

Variable rate 1 (consumption up to c/kWh 0.04 (above) 0.02 150,000 MWh

5000kWh per customer)

Variable rate 2 (consumption over ¢/KWh 0.04 (above) 0.05 (200,000 —150,000)

5000kWh per customer) =50,000 MWh

F.3 Value of g, when customers are transferred by the
DNSP to an alternative tariff

If the DNSP proposes to move a number of customers across to an alternative existing
network tariff,45 0 the rate at which revenue will accrue is different to what was used to
calculate the X factor and will be different to what will be calculated under the
maximum allowable average revenue formula. In addition, the side constraint
calculation will not reflect the actual increase to the customers being transferred. In
these circumstances, the AER will require the DNSP to submit reasonable estimates

t-1 . . .
for (; for each orgin network tariff that the customer is currently on, and the new

network tariff that the DNSP will move the customers to, taking the transfer into
account.

For compliance purposes, the assumptions the DNSP must make when calculating the
reasonable estimates are:

1.  The customer movement occurred in Year (t-1).

2. The customers only moved as a result of a direction of the DNSP due to a
change in tariff structures (as permitted under the standard network connection
contract).”' The estimates are not to include customers that may move at their
discretion or due to the retailer discretion (voluntary movement).

#% " The AER does not regulate the re-assignment or transfer of customers to alternative tariffs. The

DNSP may decide to transfer customers if a customers’ consumption or load profile has changed
and the DNSP decides it is no longer be appropriate for them to remain on the same tariff.
Alternatively the DNSP may change the structure of an existing tariff to suit the majority of
customers.

Each customer has a standard network connection contract with its DNSP and a separate contract
with its respective retailer who manages the relationship with the DNSP on the customer’s behalf.
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3. Customers have the same consumption and load profile under either tariff.

Reasonable estimates will also be required in the year following the movement
Year (t), given that a full year of actual data will not be available when setting the
prices in the next year.

F.4 Value of p! when customers are transferred by the
DNSP to an alternative tariff

As for the introduction of new network tariff/s and/or network tariff component/s, the
p; for the corresponding origin network tariff component/s will be used as the p; for

the new network tariff component/s for the affected quantities (or the d; in the side

. 452
constraint formula).*

Table F.2: Example 2 — reasonable estimates for re-assigning some customers from the
domestic flat rate tariff to the domestic TOU tariff

Billed consumption (MWh)

Network tariff Customer
(number)
Non-TOU Peak Shoulder Off-peak
Time of use (existing) 10,000 25,000 20,000 25,000
Domestic (existing) (10,000) (70,000)

Assumption: Only some customers from the domestic tariff will be moved to the new TOU tariff
(10,000 customers with a consumption of 70,000 MWh). Both tariffs remain in existence
and will have remaining customers on the tariffs.

2 This is only required for movements that occur in Year t+1, not for movements in Year t.
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Table F.3: Example 2 (cont) — parameters in the MAAR and side constraint formula for
re-assigning some customers from the domestic flat rate tariff to the

domestic TOU tariff

Tariffs pit—l p! o}

Domestic

Fixed charge $ pa per customer $30 $32 (25,000 existing - 10,000)
=15,000 customers

Variable rate c¢/kWh 0.04 0.05 (200,000 existing - 70,000)

=130,000 MWh

Domestic TOU — existing customers

Fixed charge $ pa per customer $22 $25 5,000 existing

Peak rate c/kWh 0.09 0.095 10,000 MWh existing

Shoulder rate c/kWh 0.05 0.05 10,000 MWh existing

Off-peak rate c/kWh 0.02 0.025 10,000 MWh existing

Domestic TOU - customers being transferred

Fixed charge $ pa per customer $30 (as per domestic) $25 10,000 customers

Peak rate c¢/kWh 0.04 (as per domestic) 0.095 25,000 MWh

Shoulder rate c¢/kWh 0.04 (as per domestic) 0.05 20,000 MWh

Off-peak rate c¢/kWh 0.04 (as per domestic) 0.025 25,000 MWh

F.5 The AER’s assessment of reasonable estimates

When assessing the reasonableness of quantity estimates provided, the AER will take

the following information into account:

1. the actual quantities sold in relevant units under the origin network tariff in

previous years

2. aforecast of the number of distribution customers that the DNSP states will
move to the new network tariff and/or network tariff component, and the

reasons for the move

3. aforecast of the number of distribution customers that the DNSP expects will

remain on the origin network tariff

4.  aforecast of the quantities that the DNSP expects will be sold, in relevant units,
to those distribution customers that are to be moved to the new network tariff

and/or network tariff component
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a forecast of the quantities that the DNSP expects will be sold, in relevant units,
to those distribution customers that will remain on the origin network tariff

a forecast of the distribution tariff, and associated revenue, the DNSP expects
will be payable by those distribution customers that will be moved the new
network tariff and/or network tariff component

a forecast of the distribution tariff, and associated revenue, the distributor
expects will be payable by those distribution customers that will remain on the
origin network tariff

the materiality of the reasonable estimates

further information as required by the AER.
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Appendix G: Cost escalators

G.1 Introduction

In recent decisions for electricity TNSPs (including Powerlink, SP AusNet and
ElectraNet) the AER has allowed capex and/or opex allowances to be escalated in real
terms for input cost increases.*> This involves the disaggregation of expenditure
allowances into specific inputs (e.g. labour, land and materials) which are priced in
terms of a base year. These base year costs are increased or decreased for each year of
the regulatory control period relative to changes in the nominal price level, which is
taken into account when prices and revenues are adjusted at the aggregated level
under the CPI-X control mechanism.

The methodology employed to determine the cost escalators generally combines
independent forecast movements in the price of input components with ‘weightings’
for the relative contribution of each of the components to final equipment/project
costs. This in turn generates real capex and opex forecasts for the regulatory control
period. The weightings are typically specific to each regulated business given
differences in composition of their respective expenditure forecasts.

The underlying objective of real cost escalations was to take account of the
commodities boom and skills shortages in the engineering field in Australia. In light
of these external factors, it was considered that cost escalation at CPI no longer
reasonably reflected a realistic expectation of the movement in some of the equipment
and labour costs faced by electricity network service providers (NSPs).** It was also
communicated by the AER at the time of allowing real cost escalations that the
regime should symmetrically allow for real cost decreases.*> This was to allow end-
users to receive the benefit of real cost reductions as well as facing the cost of real
increases.

Given that there is no futures market for the procurement and installation of electrical
equipment (e.g. transformers, switchgear), in previous decisions cost escalations have
been estimated with reference to the expected growth in key input ‘cost factors’ such

as:

= copper

= aluminium

= crude oil

= construction costs

= electricity, gas and water (EGW) sector labour costs

= Jand/easement costs

43 AER, Final Decision — Powerlink revenue cap, pp. 60-70;

AER, Draft Decision — SP AusNet transmission determination, pp. 87-91, 316-331;
AER, Final Decision — ElectraNet transmission determination, pp. 29-48.

4% NER, clause 6A.6.7(c)(3).

43  AER, Final Decision — SP AusNet transmission determination, p. 80.
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= other inputs (such as steel) were escalated at CPL

During its revenue reset process, ElectraNet engaged the Competition Economists
Group (CEQG) to develop forecasts for each of the above cost factors for materials and
used them to escalate its proposed capex program. In its final decision, the AER
accepted its consultant Sinclair Knight Merz’s (SKM) recommendation that CEG’s
proposed real cost escalators for materials are reasonable, subject to a number of
adjustments.456 In particular the AER accepted SKM’s recommendations that:

= London Metal Exchange (LME) forward contract prices (i.e. 27 months) provide
the best estimate of the price of aluminium and copper for a relevant future date

= monthly average futures prices should be used rather than a single day price

= Consensus Economics’ 5—10 year forecasts for aluminium and copper prices
represent the best available long-term forecast

= CEG’s proposed adjustment to the long-term Consensus Economics aluminium
and copper forecasts to reflect the higher LME futures forecast prices is not
reasonable

= for the purposes of interpolation, Consensus Economics’ 5—10 year forecast for
aluminium and copper prices should be interpreted as the mid-point of 7.5 years,
rather than 10 years as proposed by CEG.

The AER has been mindful of the arguments presented and conclusions reached in its
determination for ElectraNet when assessing ActewAGL’s proposal. This appendix
presents the AER’s assessment of the methodology and data sources for the proposed
escalators. Where possible, the values of the escalators presented here will be updated
at the time of the AER’s final decision and determination.

G.2 Labour cost escalators

This section discusses the real labour cost escalations proposed by ActewAGL to
apply to its forecast capex and opex allowances over the next regulatory control
period. The proposed labour cost escalators fall into two categories:

= electricity, gas and water (EGW) or utility sector-specific labour cost forecasts
= general labour cost forecasts.

These two categories of labour costs are discussed separately below.

G.2.1 Electricity, gas and water (EGW) sector labour escalators

SKM/ActewAGL

ActewAGL obtained advice from SKM on annual labour escalators for the utility
sector in the ACT.*” SKM compared labour forecasts produced by Access
Economics, BIS Shrapnel and Econtech for the Australian utility sector. SKM

456
457

AER, Final Decision — ElectraNet transmission determination, pp.29-48.
SKM, Cost escalation factors.
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recommended that ActewAGL adopt the national forecast produced by Econtech*®

for the Australian utility sector as an appropriate estimate of labour cost growth in the
utility sector in the ACT.

SKM noted that Econtech’s report predicted that the ACT’s overall labour cost
growth rates would track in line with the Australian national average for the 2005-06
to 2015-16 forecast period. SKM therefore considered the national labour cost growth
rates for the utility sector could be considered as an appropriate forecast for labour
costs in the ACT.*’ The labour escalators adopted by ActewAGL as a measure of
wage growth in the utility sector in the ACT are set out in table G.1.

Table G.1: SKM’s real wage growth rate for the EGW sector in the ACT (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

ACT 2.1 2.9 5.1 4.4 3.6 33 3.0

Source: ActewAGL proposal, p. 170
Note: The AER has calculated the real escalator using the CPI forecasts provided by
SKM on 12 September 2008.

Econtech

The AER engaged Econtech to provide advice on wage forecasts for the EGW sectors
in NSW, ACT and Tasmania.*® Econtech’s labour cost growth rates for these sectors
in NSW, Tasmania, the ACT and nationally are shown in table G.2.

Table G.2: Econtech’s real labour escalation rates for the EGW sector (per cent)

2007-08  2008-09 | 2009-10 2010-11  2011-12  2012-13  2013-14
NSwW 1.2 2.8 3.9 34 3.0 2.8 2.1
Tasmania -3.0 2.0 2.9 2.8 2.5 24 1.9
ACT 9.4 2.0 3.7 3.6 33 3.1 24
Australia -0.8 22 3.3 3.1 2.8 2.6 2.1

Source: Econtech, Forecasts of labour cost growth forecasts 2007/08 to 2016/17,
19 September 2008, p. 25 and p. 10—12 in appendix D.

Econtech determined these forecasts using an updated version of the model it
developed for its report to the AER in August 2007. In particular, the forecasts

provided by Econtech incorporate: **'

= asimplified, but enhanced approach to labour cost forecasting

458
459

Econtech, Labour cost growth forecasts, 13 August 2007.

SKM, Cost escalation factors, p. 47.

40 Econtech, Labour cost growth forecasts 2007/08 to 2016/17, 19 September 2008. Econtech is an
economic consulting firm that specialises in economic modelling, forecasting and policy analysis.
Econtech merged with KPMG in August 2008.

1 Econtech, Labour cost growth forecasts, p. 4.

232



* national accounts data from December 2007 (which was published by the
Australian Bureau of Statistics (ABS) in March 2008)

= average weekly earnings data obtained by request from the ABS in August 2008

= policy measures introduced in the 2008—09 federal budget

= an extension of the forecast period from 2015-16 to 2016—17.?

These forecasts are broadly consistent with Econtech’s national forecasts. Over the
next regulatory control period, Econtech has forecast an average growth rate of 2.8
per cent (real) for the NSW utilities sector, 2.3 per cent (real) for the Tasmanian
utilities sector and 3.0 per cent (real) for the ACT utilities sector. In comparison, the
forecast average growth rate for the utility industry in Australia is 2.6 per cent (real).

Econtech made the following observations on the utility sectors in NSW, Tasmania
and the ACT:*®

= The forecast annual wage growth for the utility sectors in NSW, Tasmania and the
ACT are expected to be higher than the all-industry average over the forecast
period.

= The shortage of skilled workers in the utility sectors continues to be a significant
driver of labour costs. Electrical and engineering professionals are included in the
Department of Education, Employment and Workplace Relations (DEEWR)
“Skill Shortage List” for NSW, Tasmania and the ACT.

= A number of initiatives have been introduced to increase the supply of skilled
workers. For example, the Australian Government, through its Skilling Australia
Policy, will provide 450,000 new training places over the next four years.
However, most of these initiatives represent a long-term solution and are therefore
not expected to have a material impact in the short-term.

* The Australian Government has put in place a number of initiatives to lift
permanent and temporary migration. Such initiatives have the potential to relieve
skills shortages in the short-term, however, there are concerns over the ability of
this additional labour to meet industry demand.

* An aging workforce in the utility industry may also put further strain on the
supply of skilled labour.

= The fact that electricity, gas and water are essential services means that businesses
have a greater imperative to attract and maintain skilled workers, and are more
likely to absorb wage increases in order to maintain labour supply.

= The utility industry has had difficulty in retaining skilled staff due to demand
booms in related industries. The utility industry employs a large proportion of
electricians, electrical and other engineers which are occupations also employed
extensively by the construction and mining industries.

462
463

Econtech, Labour cost growth forecasts 19 September 2008, p. 4.
Econtech, Labour cost growth forecasts 19 September 2008, pp. 22-23 and 36-37.
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AER considerations

The AER has examined the forecasts of real wages growth for the utility sector in the
ACT put forward by SKM against the latest Econtech EGW forecasts for the ACT.

The AER does not consider that the SKM proposed labour cost growth rates provide
an accurate reflection of the likely future labour wage trends in the ACT. In particular,
the AER notes Econtech’s advice that since it provided forecasts of labour cost
growth rates to the AER in August 2007, the economic climate has changed

considerably, resulting in some pressure being taken off labour cost escalation.***

The AER notes that SKM concluded that the Australian wage growth rate in the
utility sector could be used as a measure of wage movements in the utility sector in
the ACT, because there was a correlation in predicted movements between the ACT
average wage growth rate and the Australian average wage growth rate.

While there may not be a significant variation between the national and ACT forecast
for wages growth in the utility sector, the AER is of the view that where available an
ACT specific forecast should be used as it is likely to be a better predictor of future
trends in wages growth in the utility sector in the ACT.

For these reasons the AER does not consider SKM’s proposed labour cost growth
rates for the EGW sector in the ACT provide reasonable inputs to deriving the
efficient costs a prudent operator in the circumstances of ActewAGL would require to
achieve the opex objectives, as required by clause 6.5.6(c). Accordingly, the AER will
apply Econtech’s ACT labour cost forecasts to ActewAGL’s opex and capex
proposals from 2008—09.

The AER notes that ActewAGL also operates under an EBA which expires in 2008.
ActewAGL advised that for 2007-08, the actual wage increase under its EBA was 4
per cent (nominal).*®® Given that the actual wage data is available for 2007-08, the
AER will apply the actual wage increase provided for under ActewAGL’s EBA.

AER conclusions

The AER’s conclusion on wage forecasts for the ACT is set out in table G.3. On
average, the Econtech labour cost growth forecasts are lower than the SKM forecasts
for the ACT during the next regulatory control period. This is largely because the
economic climate has changed considerably since the last Econtech forecasts provided
to the AER in 2007, resulting in some pressure being taken off wages growth.

464
465

Econtech, Labour cost growth forecasts 19 September 2008, p. 42.
ActewAGL, response to AER request for information, confidential, submitted 17 September 2008.
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Table G.3: AER’s conclusion on the ACT EGW real labour growth rates (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14 Average

AER/
ActewAGL 0.5 2.0 3.7 3.6 33 3.1 24 32
EBA

Source: Econtech, Forecasts of labour cost growth forecasts 2007/08 to 2016/17,
appendix D, 19 September 2008, p. 12.

Note: ~ The AER derived the real EBA rate by using the actual CPI for 2007—08 of 4.5
per cent. The average is calculated for 2009—10 to 2013—14 (the next regulatory
control period)

The AER considers that the application of the Econtech forecast for wages growth in
the EGW sector for the ACT reflects the efficient costs that a prudent operator in the
circumstances of ActewAGL would require to achieve its capex and opex objectives,
as required by clause 6.5.6(c).

G.2.2 General labour escalators

SKM/ActewAGL

SKM has used a general wage forecast from Econtech’s report prepared for the AER
for the SP AusNet revenue reset in August 2007.*°° SKM’s proposed general wage
forecasts are outlined in table G.4.

Table G.4: SKM’s real wage growth rate for general labour (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

General wage 1.8 2.1 2.8 2.6 24 23 2.0

Source: SKM, Capital works project cost escalation factors for the period 2007/8-
2013/14, 23 May 2008, p. 63.

Note: The AER has derived this real escalator using the CPI forecasts provided by
SKM on 12 September 2008.

Similar to the CEG approach applied for other NSPs, ActewAGL has applied SKM’s
general labour to the indirect labour costs incurred by manufacturers of equipment.
ActewAGL has stated:

General Labour is considered the most appropriate to model the labour
component of manufacturing and other off-site labour based activities.*’’

The AER sought more information on the general labour escalator used by
ActewAGL. It described this escalator as taking account of:

...the different escalation rates in general and “site” (electrical
field/construction) labour costs, with manufacturing and office based (eg.
design) tending to escalate at different rates. SKM considered it was

466
467

Econtech, Labour cost growth forecasts, 13 August 2007.
ActewAGL, responses to AER cost escalation questions, 26 August 2008, p. 6.
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appropriate to build into the analysis and models the capability to differentiate
these two labour costs.**®

AER considerations—direct labour costs
The AER accepts that a general labour cost forecast is appropriate to escalate direct
labour costs (i.e. other than EGW) incurred by NSPs.

As part of its report to the AER, Econtech also provided advice on general wage
forecasts for all industries across Australia. A comparison of Econtech’s general wage
forecast with the forecasts recommend by SKM is shown in table G.5.

Table G.5: SKM and Econtech’s real labour escalators for general wages (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14 Average

SKM 1.8 2.1 2.8 2.6 24 23 1.9 2.44

Econtech 0.6 1.0 1.1 0.7 0.7 0.8 0.6 0.78

Source: Econtech, Labour cost growth forecasts, p. 25, SKM, Capital works project cost
escalation factors for the period 2007/8-2013/14, 23 May 2008, p. 63.
Note: The average is calculated for 2009-10 to 2013—14.

As can be seen from table G.5 there is a material difference between the general wage
forecasts provided by SKM and Econtech’s general wage forecasts.

The AER notes that the general wage forecasts used by SKM were taken from
Econtech reports published in 2007. Econtech stated that, since it provided forecasts
of labour cost growth rates to the AER in August 2007, the economic climate has
changed considerably.*®

The AER notes that Econtech’s latest ANSIO for June 2008 also predicts a decline in
average earnings for general wages.

Given the change in economic conditions since 2007, the AER does not consider that
the general wage forecasts proposed by SKM are reasonable for the purposes of
forecasting efficient input costs for the next regulatory control period required to meet
the capex and opex objectives of the transitional chapter 6 rules.

Accordingly, where applicable the AER will apply Econtech’s latest general wage
forecasts to ActewAGL’s opex and capex proposals.

AER conclusions—direct labour costs

The AER’s conclusion on a general labour cost escalator is set out in table G.6.

468

ActewAGL, email ActewAGL — Followup on General Labour Cost Escalator, 18 September 2008.
469

Econtech, Labour cost growth forecasts, 19 September 2008, p. 5.
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Table G.6: AER’s conclusion on real general wage growth (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14 Average

AER 0.6 1.0 1.1 0.7 0.7 0.8 0.6 0.8

Source:  Econtech, Forecasts of labour cost growth forecasts 2007/08 to 2016/17, 19 September
2008, p. 25.

AER considerations—indirect labour costs

The AER notes that, based on SKM’s advice, ActewAGL has applied the Econtech
labour cost escalator to equipment cost inputs. This is intended to represent the labour

costs incurred by the producers of manufactured equipment that is purchased by
NSPs.

SKM stated that it has derived weightings for this component based on:

...a combination of information generated through strategic procurement
study, through consultation with industry, and through an application of
SKM'’s own internal experience.*”’

The AER considers that the introduction of a labour component in equipment costs is
inappropriate as it:

= represents a movement beyond the AER’s obligation to provide regulated
businesses a reasonable opportunity to recover efficient cost towards providing
compensation for changes in input costs at a very fine level of detail. The AER
considers it sufficient to monitor whether the cost of finished goods, as opposed to
the component parts, need to be escalated above or below CPI

= is not supported by robust data.

The AER notes that some amount of producers’ labour costs will already be
embedded in the NSPs’ base cost estimates of equipment (i.e. as at 30 June 2007).
However, what is questionable is the extent to which the existing producers’ labour
costs embedded in base costs are expected to change in real terms over the next
regulatory control period, and if a real change is expected, how to reliably measure it.

The data used by SKM assumes that Australian manufacturing conditions (as
measured in the ABS input-output tables) and wage growth rates are the same as in
those countries where equipment is purchased from. It also assumes that labour and
other factor productivity is held constant. These issues have not been addressed by
SKM to substantiate its recommended position. The AER also notes that this escalator
appears to not be consistently applied across ActewAGL’s capex program. No reason
was offered by ActewAGL/SKM in its explanation of the methodology.*"!

AER conclusions—indirect labour costs

The AER does not accept the producer wage cost escalator proposed by SKM as it
does not meet the underlying objective for inclusion in forecast costs under clause
6.5.7(c) of the NER. On the basis of the information presented, the AER is not

470
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ActewAGL, email ActewAGL — Followup on General Labour Cost Escalator, 18 September 2008.
ActewAGL, email ActewAGL — Followup on General Labour Cost Escalator, 18 September 2008.
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satisfied that expenditure associated with a real escalation of indirect labour costs is
required to meet the capex and opex criteria.

G.3 Materials cost escalators

This section discusses the real materials cost escalators proposed by ActewAGL to
apply to its forecast expenditure allowances over the next regulatory control period.
The proposed materials cost escalators are as follows:

= copper and aluminium

= steel

= crude oil

= exchange rates (used to develop the materials cost escalators)
= producer margins

= construction costs (includes labour and materials costs).
These cost escalators are discussed separately below.

G.3.1 Aluminium and copper

ElectraNet transmission determination

Following the AER’s draft decision which rejected ElectraNet’s non-labour
(materials) cost escalators, ElectraNet engaged CEG to develop forecast materials
cost escalators for its capex program.

In determining escalators for aluminium and copper CEG used London Metal
Exchange (LME) actual and futures prices of these base metals for the period up to
June 2009. From this point CEG determined forecasts through a straight-line
interpolation between the latest available LME forecast and Consensus Economics’
long-term forecast. The Consensus Economics’ long-term forecast used in the
calculation was adjusted by CEG to reflect the difference between the price forecast
for April 2010 (as implied by the 27-month LME futures price as at January 2008)
and the mean Consensus Economics forecast for March 2010—an approach CEG
considered to be consistent with the view that futures prices provides the most reliable
forecasts of metals prices.*’*

SKM, in its final report for the AER, commented that applying an upward adjustment
to Consensus Economics’ long-term forecasts detracts from the economic
assumptions made by forecasters and that they would have considered the latest
market information (such as LME forward contracts) in their forecasts.*”> SKM
consequently recommended that the upward adjustments be removed from the
calculation of escalators for aluminium and copper.

42 In this case, CEG adjusted Consensus Economics’ long-term forecasts for aluminium and copper

by 9 per cent and 18 per cent respectively.
473 SKM, ElectraNet Transmission Network Revised Revenue Proposal 2008-2013, 24 April 2008.
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In its final decision the AER accepted SKM’s recommendation to not adjust
Consensus Economics’ long-term aluminium and copper price forecasts. It also
accepted SKM’s recommendations that:

= LME forward contract prices provide the best estimate of the price of aluminium
and copper for a relevant future date

= amonthly average futures price be used rather than the single day futures price

= the interpolation of the Consensus Economics’ long-term price forecast should be
to the mid-point of 7.5 years, rather than 10 years.

For further discussion of these issues see chapter 3 of the AER’s final decision for
ElectraNet.**

SKM/ActewAGL

ActewAGL engaged SKM to assist it in the development of its aluminium and copper
cost escalators.

SKM used two data sources to develop its aluminium and copper price forecasts:

= LME actual prices to March 2008, then forward contracts (3, 15 and 27 months)
for short-term price forecasts out to June 2010

=  Consensus Economics ‘long-term’ price forecasts from July 2010 to 2015.

The SKM view that in the short-term LME forward contract prices provide the best
estimate of the price of aluminium and copper for a relevant future date is consistent
with the approach taken by CEG in developing copper and aluminium escalators for
TransGrid, Transend and the NSW DNSPs.*”

The Consensus Economics report provides a single mean price forecast of long-term
aluminium and copper prices (among other commodities), which it developed from a
survey of over 20 commodity price forecasters. SKM assumed ‘long-term’ to
represent a period of 7.5 years into the future (the mid-point of the 5 to 10 year period
specified as long-term by Consensus Economics).

SKM interpolated the LME forecasts as at June 2010 with Consensus Economics’
long-term forecast to create a full data set over the relevant forecasting period. This
approach by SKM is consistent with that determined by the AER in its ElectraNet
transmission determination.

SKM’s/ActewAGL’s proposed real copper and aluminium cost escalators for the
2007—-14 period are presented in table G.7.

474 AER, Final Decision — ElectraNet transmission determination.

475 CEG, NSW Electricity Businesses, April 2008, pp. 11-25;
CEG, Escalation factors affecting expenditure forecasts — A report for Transend, April 2008,
pp. 11-25.
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Table G.7: SKM’s/ActewAGL’s proposed real cost escalators for copper and aluminium
(per cent)

2007-08 2008-09 | 2009-10 2010—-11 201112 2012-13 2013-14

Copper 28.81 —0.83 -8.19 -5.91 -7.78 -8.35 -9.03

Aluminium 10.20 —6.53 -2.32 -1.02 -2.18 -2.29 -2.42

Source: ActewAGL email dated 12 September 2008 “Attachment A — weightings from SKM to
AER. xIs”. Converted to real percentage changes using SKM’s CPI from Capital Works
Project Cost Escalation Factors for the period 2007/8-2013/14, 23 May 2008, p. 54.

AER considerations

The AER notes that the SKM approach to forecasting copper and aluminium cost
escalators is consistent with that accepted in the ElectraNet final decision. This
involves a linear interpolation between the LME forecasts and the Consensus
Economics’ long-term forecast, which the AER considers to be a reasonable approach
to merge the short-term LME data with Consensus Economics long-term forecasts.
The AER therefore accepts the copper and aluminium cost escalators proposed by
SKM but has used updated data for this draft decision.

AER conclusions

The AER considers SKM’s approach to determining forecast copper and aluminium
prices produces forecasts that reflect a realistic expectation of input costs, required to
meet the capex and opex objectives of the transitional chapter 6 rules, over the next
regulatory control period. This approach involves using LME futures prices up to
2010 and the long-term Consensus Economics forecast (7.5 years), with interpolation
between the two data sources.

Based on September/October 2008 data for this draft determination, the AER’s
conclusions on real copper and aluminium escalators for the 2007—14 period are
presented in table G.8. The AER will use updated LME and Consensus Economics
data for its final determination.

Table G.8: AER’s conclusions on real copper and aluminium cost escalators (per cent)

2007-08 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

Copper -6.3 -13.5 0.3 1.4 -5.6 -6.3 -7.0
Aluminium —-6.3 -7.0 7.5 9.3 0.8 -1.3 -1.6
G.3.2 Steel

SKM/ActewAGL

SKM stated that although the LME commenced trading in small quantities of steel
futures in 2008, the authority of the prices depicted within the limited futures market
remains doubtful for the time being. SKM cited a number of recent global events and
conditions which it suggests will place upward pressure on world steel prices. It noted
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that it is likely that steel prices will rise in the short-term, with knock-on effects for
related materials.*"®

Despite this expectation, SKM has concluded that, given the lack of reliable forward
contract prices and the difficulty in accurately forecasting steel prices, the most
reasonable approach is to assume a zero real escalation factor for the steel component
of its cost escalation model.

AER considerations

The AER notes SKM’s recommendation of zero real escalation for steel input cost
factors is consistent with the approach applied by the AER in its 2008 transmission
determination for ElectraNet.*”” This approach was accepted by the AER, based on
advice provided by SKM and recognising the limited availability of forecast steel
prices at the time.

The AER has since reviewed the Consensus Economics data which presents
international market expectations of future HRC steel prices. The AER considers that
an average of Consensus Economics’ US and European forecasts provides a
reasonable approximation for the future price of HRC steel. The AER will, however,
reconsider the appropriateness using forecasts for these markets should a more direct
and robust source arise in the future.

The HRC steel component has been weighted at 100 per cent in deriving the
fabricated steel escalator to apply to the cost estimation process.

In accordance with its preference to use updated data where possible, the AER’s final
determination will incorporate updated Consensus Economics data when the
determination is published in April 2009. Using data published at the time of this draft
decision, the AER’s conclusion on fabricated steel escalators is set out at table G.9.

Table G.9: AER’s conclusion on real fabricated steel escalators (per cent)

2007-08 2008—09 | 2009-10 2010—-11 2011-12 2012-13 2013-14

AER 53.8 -3.7 —0.6 3.4 -2.5 -3.0 -3.4

G.3.3 Crude ail

SKM

SKM proposed using the New York Mercantile Exchange (NYMEX) crude oil light
futures price as a reliable predictor of future crude oil prices but stated that the data
should be averaged over 20 trading days.*”® SKM’s/ActewAGL’s proposed crude oil
escalators are illustrated in table G.10.

476
477
478

SKM, Cost escalation factors, p. 26.
AER, Final Decision — ElectraNet transmission determination, p. 46.
SKM, Cost escalation factors, p. 30.

241



Table G.10: SKM/ActewAGL real crude oil escalators (per cent)

2007-08 2008—09 | 2009-10 2010-11 2011-12 2012-13 2013-14

AER “11.1 442 78 35 -12 1.1 0.9

Source: ActewAGL email 12 September 2008 "Attachment A- weightings from SKM to
AER xIs”. Converted to real percentage changes using SKM’s CPI from,
Capital Works Project Cost Escalation Factors for the period 2007/8 —
2013/14, 23 May 2008, p. 54.

AER considerations

The AER considers that SKM’s recommended approach is an appropriate forecasting
method and notes that this is consistent with the approach accepted by the AER in its
recent transmission determination for ElectraNet. The AER has taken a 20-day
average of daily NYMEX crude oil light futures prices using updated data.*”

The AER converted the NYMEX forecasts into real Australian dollars using:
® Econtech’s forecast exchange rate (see section G.3.4 below), and

®* The AER’s methodology for forecast inflation (see chapter 12 of this draft
decision).

AER conclusions

The AER accepts SKM’s recommended method for forecasting crude oil escalators
produces forecasts that reflect a realistic expectation of input costs, required to meet
the capex and opex objectives of the transitional chapter 6 rules, over the next
regulatory control period.. In accordance with the AER’s preference to use the most
recent data where possible, the AER’s final determination will incorporate updated
NYMEX data when the determination is published in April 2009.

Using data published at the time of this draft decision, the AER’s conclusion on crude
oil escalators is set out in table G.11.

Table G.11:  AER’s conclusion on real crude oil (per cent)

2007-08 2008—09 | 2009-10 2010-11 2011-12 2012-13 2013-14

AER 43.5 _13.4 1.5 1.7 0.1 0.6 0.1

Source: AER analysis.
G.3.4 Exchange rate

SKM

SKM proposed using Econtech’s 2007 ANSIO report forecast of AUD/USD exchange
rates, as set out in table G.12.

479 The AER’s sample period was between 22 September and 17 October 2008.

242



Table G.12: SKM’s proposal on AUD/USD exchange rate forecast, as at 1 July

2007-08 2008—09 | 2009—10 2010-11 2011-12 2012-13 2013-14

AUD per USD 0.85 0.88 0.88 0.87 0.85 0.84 0.83

Source: SKM, Capital Works Project Cost Escalation Factors for the period 2007/8-
2013/14, 23 May 2008, p. 63.

AER considerations

The AUD/USD exchange rate forecasts are used to convert escalators based on
futures/market prices (e.g. crude oil, steel prices etc) which are only quoted in US
dollar terms.

Exchange rates are a particularly volatile economic variable, driven by numerous
factors and are consequently notoriously difficult to forecast both in the short,
medium and long-term. While the AER accepted the use of an Econtech exchange
rate forecast in its recent ElectraNet transmission determination, it notes that the
potential volatility of exchange rates brings any single source of forecast into
question.

Table G.13 sets out Econtech’s June 2008 AUD/USD exchange rate forecast.

Table G.13:  Econtech’s AUD/USD exchange rate forecast, as at 1 July

2007-08 2008—09 | 2009—10 2010-11 2011-12 2012-13 2013-14

AUD per USD 0.85 0.96 0.88 0.84 0.82 0.80 0.75

Source: Econtech, ANSIO, 22 June 2008, p. 110.

Events in recent months demonstrate the volatility of exchange rate movements, with
the AUD/USD exchange rate peaking at US$0.98 on 16 July 2008 before falling back
(by 42 per cent) towards US$0.69 on 17 October 2008. The peak in July was heavily
influenced by positive sentiment towards the AUD driven by Australian/US interest
rate differentials, strong commodity prices, the downturn in the US economy, housing
market and US bank write-downs. The recent reduction resulted from negative
sentiment on the AUD stemming from reductions in official interest rates and slowing
commodity price growth.

The exchange rate forecasts proposed by SKM from Econtech use forecasts of an
exchange rate at five points in time only through the next regulatory control period—
that is, the exchange rate on 1 July of each year. However, irrespective of the
accuracy of the Econtech’s exchange rate forecasting, the very nature of a point in
time forecast, particularly in a volatile market, is not necessarily likely to be
representative of the AUS/USD exchange rate faced by businesses purchasing
equipment throughout the next regulatory control period.

The AER notes that there is little apparent difference between Econtech’s latest
forecasts and those used as part of ActewAGL’s proposal. However the AER
considers that the most recent available data in Econtech’s latest exchange rate
forecast represents a reasonable expectation of the market conditions over the next
regulatory control period.
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AER conclusions

The AER considers that an exchange rate forecast prepared by Econtech at the time of
the final decision will represent a realistic expectation of forecast exchange rates over
the next regulatory control period. Using more recent data from this source, the
AER’s conclusion on the AUD/USD exchange rate forecast for this draft decision is
set out in table G.14. The AER will obtain updated data from this source for its final
determination.

Table G.14: AER’s conclusion on AUD/USD exchange rate forecast, as at 1 July

2007-08 2008—09 | 2009—-10 2010-11 2011-12 2012-13 2013-14

AUD per USD 0.85 0.96 0.88 0.84 0.82 0.80 0.75

Sources: Econtech, Australian National State and Industry Outlook, 22 June 2008,
p. 110.

G.3.5 Producer’s margin

SKM/ActewAGL

SKM has reviewed the use of a producer’s margin in developing ActewAGL’s
materials cost escalations for the next regulatory period. SKM stated that while it is
likely that a producer’s margin currently exists, “it is not possible, in this instance, to
accurately estimate the quantum of the impact”**. On this basis SKM has not
recommended the inclusion of a producer’s margin escalator over the period 2009-14.

AER considerations

As noted in section G.2, the AER considers that the introduction of a new producer’s
margin escalator is inappropriate as it is:

= inconsistent with the principle of the AER’s allowing escalators in general, that
being compensation for major cost increases above CPI as a result of the recent
commodities boom, and also shortages in the Australian labour market, which
have been identified as major cost drivers

= not supported by robust data.

Producers’ margins will already be embedded in the NSP’s base cost estimates (i.e. as
at 31 June 2007). What is in question is the extent to which the existing producers’
margins are expected to change in real terms over the forthcoming regulatory control
period and, if a real change is expected, how to reliably measure it.

AER conclusions

The AER agrees with SKM’s conclusion to not incorporate a producer’s margin
escalator as part of ActewAGL’s expenditure proposal.

40 SKM, Cost escalation factors, p. 53.
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G.3.6 Construction costs

SKM/ActewAGL

ActewAGL obtained advice from SKM to forecast construction cost escalators. **!
SKM recommended that Econtech’s engineering construction cost forecasts as an
appropriate estimate of construction costs.**> The SKM construction cost forecasts are
outlined in table G.15.

Table G.15:  SKM’s proposal on real construction cost escalators (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14

SKM

. . 0.3 0.7 0.8 0.5 1.0 1.6 23
engineering

Source: SKM, Capital Works Project Cost Escalation Factors for the period 2007/8 —
2013/, 23 May 2008, p. 50.

Note: ~ The AER has derived the real engineering construction cost escalator using CPI
forecasts provided by SKM on 12 September 2008.

AER considerations

The Econtech engineering construction cost forecasts used by SKM were obtained
from the Construction Forecasting Council’s (CFC) website. The AER has obtained
updated engineering construction cost forecast from this source and deflated them by
CPI in order to provide real forecasts.*** The AER notes that there is no publicly
available updated data on engineering construction costs from Macromonitor. The
updated Econtech forecasts for engineering construction costs are shown in table
G.16.

Table G.16:  Econtech’s real engineering construction cost escalators (per cent, real)

2007-08 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14 Average

Updated
Econtech -0.3 -1.9 0.4 1.2 1.1 1.0 1.0 0.9
engineering

Source: Construction Forecasting Council website http://www.cfc.acif.com.au/.

Note: The average is calculated for 2009-10 to 2013—14 (the next regulatory control
period).
The figures provided on CFC’s website take into account data and other
information available up to 1 May 2008.

There is some difference between the construction cost forecasts provided by SKM
and the updated Econtech construction cost forecast. Given the change in economic
conditions since 2007, the AER considers that it is reasonable to adopt the updated

Econtech construction cost forecasts as they reflect the most recent information and

SKM, Cost escalation factors, p. 50.

The Econtech forecast was obtained from the Construction Council Forecasting website at
http://www.cfc.acif.com.au/. SKM did not provide any details of when it obtained the Econtech
forecasts from the CFC website.

Econtech, Australian National State and Industry Outlook, 22 July 2006.
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http://www.cfc.acif.com.au/

therefore are a reasonable expectation of movements in construction costs into the
next regulatory control period.

Accordingly, the AER will apply the updated Econtech construction cost forecasts to
ActewAGL’s capex proposal.

AER conclusions

The AER’s conclusion on forecast construction cost escalators is set out in table G.17.

Table G.17:  AER’s conclusion on real construction cost escalators (per cent)

200708 2008-09 | 2009-10 2010-11 2011-12 2012-13 2013-14 Average

AER -0.3 -1.9 0.4 1.2 1.1 1.0 1.0 0.9

G.4 Lag in application of escalators

In its draft decision for the SP AusNet transmission determination, the AER reviewed
a proposal from SKM to recognise a 1-2 year lag effect between base metals prices
(i.e. copper, aluminium) and transmission equipment prices (i.e. power transformers,
switchgear). Based on an analysis of the movements in base metals prices against
relevant producer price indices (PPIs) published by the Australian Bureau of Statistics
(ABS), the AER concluded that:

On the balance of the available information SKM’s assumption of a lag
between movements in base metals prices and transmission equipment prices
appears reasonable, however the AER considers that the lag is not likely to be
greater than one year over the forthcoming regulatory control period.***

The effect of this was to ‘shift’ the peak in base metals prices from 2006—07 to
2007—08, on the assumption that movements in transmission equipment prices lag
movements in base metals prices by twelve months.

ActewAGL and SKM have assumed a one year lag between commodity prices and
the prices of finished products when developing certain cost escalators. SKM presents
data which demonstrate a two lag between the prices of aluminium and copper
conductor and cables and the prices of the relevant commodities.*** This information
is the same provided to the AER during its review of SP AusNet’s transmission
determination.

As figures G.2 and G.3 illustrate for copper and aluminium, the effect of the one year
lag assumption is to significantly increase the real escalation for these inputs proposed
by SKM over the 2007—14 period.

8 AER, Draft Decision — SP AusNet transmission determination, p.90.

45 SKM, Cost escalation factors, p. 39—41.
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Figure G.2:  Copper price index (real SAUD, June 2009, base = 2007)

2.2

2.0

1.8

1.6 A

14

I
w 7

—— SKM proposal (no lag)

0.8

—— SKM proposal (one year lag)

0.6

2007 2008 2009 2010 2011 2012 2013 2014
Source: SKM™*¢; AER analysis

Figure G.3:  Aluminium price index (real SAUD, June 2009, base = 2007)
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It is noted that neither SKM nor ActewAGL have presented any new evidence to
justify a lag between movements in base metals and equipment prices. In particular,
there has been no evidence presented to support a lag between movements in crude oil
prices and electrical equipment prices.

486 ActewAGL, email AA Following up on information request dated 28 August regarding cost

escalators, 12 September 2008.
7 ActewAGL, email, 12 September 2008.
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Therefore, given the lack of evidence to support the proposal, the AER is not satisfied
that crude oil prices estimated through the application of a lag reflect the cost inputs
required to achieve the capex and opex objectives over the next regulatory control
period..

The AER has also re-examined the case for a one year lag application of base metals
such as copper and aluminium escalators, using similar analysis to that presented in
the SP AusNet transmission determination and taking account of further data that is
now available. It is noted that at the time of the SP AusNet decision, the extent of a
lag in the data was somewhat unclear, as noted by the AER:

Overall, growth in the PPI appears to track growth in base metals prices quite
closely after 2005, possibly indicating a greater flexibility built into contracts
after this point in time. The data tends to suggest that any significant lag (i.e.
>1 year) persistent over the period 2003-2005 may have been transitory, and
has since subsided. Further, given that base metals prices are expected to
return to around the long-run average over the period 2006-07 to 2013-14, the
two indices may begin to track quite closely again (as in the pre-boom period
1998-2002).*%

Figures G.4 and G.5 show the quarterly change in LME prices for copper and
aluminium against ABS PPIs over the period 1998—2008.

Figure G.4: LME and PPI copper prices — quarterly % change 1998-2007
(AUD, nominal)
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488 AER, Draft Decision — SP AusNet transmission determination, p.322

9 LME, Average Official and Settlement Prices US$/TONNE — Copper (cash mean, 27-month
futures). The latest data is for the quarter to 30 June 2008. The historical LME data is converted
into Australian dollars using actual USD/AUD data from the RBA.
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Figure G.5: LME and PPI aluminium prices — quarterly % change 1998-2007
(AUD, nominal)
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Although the PPIs examined are imperfect proxies for the electrical equipment
purchased by network businesses, the AER considers that they provide a useful
indicator of the relative growth rates at various stages of production.

Based on the data presented in figures G.4 and G.5, the AER does not consider that a
lag between movements in base metals and electrical equipment prices is evident.
While the two indices clearly do not have a one-to-one relationship, there is a strong
correlation—both in the magnitude and timing of price increases. Any lag between
movements in base metals and movements in the PPIs selected for analysis appears to
be, at most, three to six months, which does not support the one year lags applied by
ActewAGL.

On this basis the AER has revised its view from the SP AusNet decision, and now
considers that there is no need to recognise a lag between movements in base metals
prices and electrical equipment prices. Accordingly, the AER is not satisfied that
copper and aluminium prices estimated through the application of a lag reflect the
cost inputs required to achieve the capex and opex objectives over the next regulatory
control period.

0 ABS, Producer Price Indexes, Copper Materials Used in the Manufacture of Electrical

Equipment (Power Transformers), cat no: 6427.0, Table 47, Australia. The latest data is for the
quarter to 30 June 2008.
®1 LME, Average Official and Settlement Prices US$/TONNE — Aluminium (cash mean, 27-month
futures). The latest data is for the quarter to 30 June 2008. The historical LME data is converted
into Australian dollars using actual USD/AUD data from the RBA.
ABS, Producer Price Indexes, Indexes of Metallic Materials used in the Fabricated Metal
Products Industry, cat no: 6427.0, Table 30, Australia. The latest data is for the quarter to 30 June
2008.
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