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PART A - OVERVIEW AND CONTEXT

1 Introduction

Among its roles, the Australian Energy RegulatoER is responsible for the
economic regulation of electricity transmission amtribution network service
providers (NSPs) in the national electricity mardEM). This regulatory role is
performed under chapters 6 and 6A of the NatiotedtEcity Rules (NER) for
distribution and transmission respectively.

Since the commencement of the current chaptersl ®Arihe AER has completed
four transmission determinations and 12 distributieterminations. An entire round
of network determinations for all NSPs in the NENMI Wwe completed following the
release of the Powerlink transmission and Auros#ribution determinations in April
2012.

The AER has undertaken an internal review of theratpon of the current chapters 6
and 6A of the NER. This review has found that imeaareas the regulatory
framework is operating well. Further, the AER isittouing to develop its own
processes to improve the effectiveness of econoeguaation. However, this review
has also identified deficiencies in the existingulatory framework that applies to
NSPs. This rule change proposal is designed tceaddhese deficiencies. At a high
level, the amendments involve three classes ofgs®g changes to the NER. These
relate to:

» the capital and operating expenditure (capex aed)dpamework, including
removing some of the restrictions on the AER’sigbib assess and respond
to proposals

* incentive arrangements, including changes to peostdonger incentives for
NSPs to spend no more than is necessary and affigiile providing a
robust framework to deal with uncertainty

» the cost of capital, including establishing a nén@amlined framework for
setting the cost of capital parameters and progidireater certainty.

The rule change proposal also includes amendmeintgarove the efficiency of the
regulatory determination process and promote efiestakeholder engagement in
the process for making regulatory determinationsddition, rule changes are
proposed to enable consumers to share the beagilityegulated income earned
from (shared) regulated assets.

These amendments will make an important contrilbutofurthering the National
Electricity Objective (NEO), which is to:

promote efficient investment in, and operation ase of, electricity services
for the long term interests of consumers with respe—

(@) price, quality, safety, reliability, and securitiysupply of electricity;
and

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




This rule change proposal is structured in thretspa

Part A outlines the main issues that the rule cagrgposal is seeking to address and
outlines the proposed amendments to the NER ahalével. The rest of Part A is
structured as follows:

= Section 2 provides background to this rule charrgpgsal. It discusses the
features of the current regulatory framework, tkgegience with the first
round of regulatory resets and the current polelyade

= Section 3 provides a statement of issues concethegxisting provisions in
the NER

= Section 4 provides an outline of the proposed cbang the NER

= Section 5 outlines how the proposed changes tdlEf will contribute to the
achievement of the NEO and discusses impacts @ tileely to be affected
by the rule change proposal.

Part B provides more detailed analysis on eachgs@gp amendment to the NER. For
each proposed rule change, Part B discusses thatiogpeof the current rule, the
proposed rule change, how the proposed rule addrdiss identified issues, how the
rule change proposal contributes to the achievewfethe NEO and the revenue and
pricing principles, and the potential impacts oosth affected by the rule change
proposal. Part C sets out draft rules prepareth®YER.

Also provided with this proposal is independenglegglvice from Stephen Lloyd SC
on whether the:

= existing rules have a susceptibility to systemasbin making distribution
determinations and transmission determinations

» AER'’s proposed rules would reduce or remove angtiexj systemic bias

= proposed rules allow the AER to make determinatardsthat are consistent
with the NEO and the revenue and pricing princigleisout in the NEL.

Lloyd SC considers that there are key aspectseoftinrent rules that are susceptible
to inefficient investment or a bias in favour of RS Lloyd SC considers that if made,
the AER'’s proposed rules would reduce or remowelifas and contribute to the
achievement of the NEO.

Also attached to this proposal is advice from thustialian Government Solicitor
(AGS) commissioned by the AER. This advice recomusanle drafting to address a
problem with the current process rules discussgtiduin Chapter 8 of Part B.

2 Background

2.1 Development of the current regulatory framework

Before the establishment of the AER in 2005, thetfalian Competition and
Consumer Commission (ACCC) was responsible foettaomic regulation of




transmission network service providers (TNSPshenNEM. The National Electricity
Code (the code) set out principles to guide the E@Cthis role, with more detailed
regulatory methodology specified in supporting glirtes published by the ACCC.
The key guideline published by the ACCC to supfientole was the statement of
regulatory principles (SRP). The SRP did not fowrt jof the code and the ACCC'’s
application of the SRP to a particular TNSP depdradeindividual circumstances.
The ACCC was able to depart from the SRP wherenedjor justified by the code
provisions.

In 2005, the AER assumed the ACCC'’s responsilslifid the economic regulation
of TNSPs and the NER replaced the code. Pursudheddational Electricity Law
(NEL), the Australian Energy Market Commission (AEMwas required to review
the rules governing the regulation of electricignismission revenuéslhis process
culminated with the release in November 2006 of ndes governing the regulation
of transmission revenues in the NENThese rules were specified in a new chapter
6A of the NER and replaced the previous provisitiag the ACCC applied under the
code. This was then followed by the developmemteat rules for the economic
regulation of distribution servicésThese rules, developed by the Ministerial Council
on Energy (MCE), were specified in a new chaptef the NER* Although there are
some significant differences, chapter 6 was largalsed on chapter 6A.

At the time chapter 6A was being developed, the AldRied that the existing
regulatory framework was supporting significantreases in transmission network
investment. Nonetheless, there was a perceptiariht@aconomic regulatory process
was an impediment to further investment in esskinieastructure’. In developing
chapter 6A, the AEMC was concerned to minimisepbiential for this regulatory
risk. The AEMC state§:

The potential for failures in the regulatory pragzean impose costs and
inefficiencies; including the direct costs incurtedregulated businesses and
the regulator and the costs to society as a whoteigh the potential for
regulatory error and induced inefficiencies.

The AEMC'’s approach to addressing these perceigkd was to prescribe key
elements of the rules governing the regulation&Ps in the NER, including
codifying aspects of the SRP (but with a numbekeyf changes). Chapter 6A, and
chapter 6 which followed, codified not only the pedural rules that govern the
process by which regulatory decisions are maddy asdecision making timeframes,

! National Electricity Law(NEL), s 35 (as set out in the Schedule toNlagional Electricity (South
Australia) Act 1996SA) at 1 July 2005.

National Electricity Amendment (Economic Reguwatof Transmission Services) Rule 2006
No.18.

National Electricity (Economic Regulation of Dibution Services) Amendment Rules 2007.
These Rules were made under section 90A of tiiemNd Electricity Law).

This argument was most strongly promoted by ttoelictivity Commission. See Productivity
Commission (2001)Review of the National Access RegiReport no. 17, 2001, Ausinfo,
Canberra; Productivity Commission (200Rkview of the Gas Access RegifReport no. 31,
Ausinfo, Canberra; Exports and Infrastructure Tastd (2005)Australia’s Export Infrastructure
Report to the Prime Minister, Canberra, May 2005.

AEMC, Rule Determination: National Electricity Amendmé@&tonomic Regulation of
Transmission Services) Rule 2006 No I8 November 2006, p. xiiRule Determination




but also core elements of the substantive ruless. ihbluded specifying in the NER
the methodologies and decision making criteria ¢joaern the application of
regulation to individual businesses. This was aiSantly different approach to
other state based regulatory regimes or thoseigtegice in other countries.

In developing this prescriptive regulatory framelkwydhe AEMC sought to ‘improve
the environment for investment by increasing retgmeaclarity and certainty through
the Rules? In developing chapter 6A, the AEMC was mindfutioé need to balance
the interests of NSPs and users, but was not osi@i@n to gauge the potential impact
on regulatory forecasts and increases in pricegscthad result from the framework as
developed.

At the time, the AER expressed concern with then&aork that was being
developed. The AER argued that the framework waolddeliver effective incentives
for efficient investment, would tilt the regulatdoglance in favour of the NSPs and
Woulg limit the AER’s capacity to respond to thdiwndual circumstances of each
NSP.

The AER has applied the framework that was develdpdour transmission
determinations and twelve distribution determinagiolr hese experiences have
reinforced the AER’s view that the regulatory regimappropriately favours NSPs
and consumers are paying more than they shoulchiotamn a reliable and secure
power system.

2.2 Recent electricity price rises

Most states and territories in Australia experiehagatively low and stable

electricity prices between the commencement oNB® in 1998 and 2007. While

real electricity prices have trended upwards sR@®l, there have been more rapid
price increases since 2007 in most states antbrées (Figure 1.1). Between 2007
and 2011 Australian household electricity pricegehacreased 35 per cent in real
terms? In its most recent report on electricity priceesisn NSW, the Independent
Pricing and Regulatory Tribunal (IPART) noted tbatl July 2010 annual electricity
bills Igr an indicative residential customer wouldrease between $216 and $316 per
year.

The AEMC has noted that household electricity wiaee likely to continue to rise. It
has forecast that electricity prices will rise ®/der cent in real terms between 2009—
10 and 2012-1%'

There has been increasing community concern raggtbdese recent increases in
electricity prices. In his Climate Change Reviewdd{e, Professor Ross Garnaut

ibid., p. xiii.

See for example AERSubmission to Australian Energy Market Commisdimaft National
Electricity Amendment (Economic Regulation of Traission Service) Rule 200@larch 2006.
®  ABS, Consumer Price Indexat.no. 6401.0.

10 Estimates for an indicative residential custoorethe regulated tariff (with an annual
consumption of 7000 kwh). IPARThanges in regulated retail prices from 1 July 264Hinal
report, June 2011, p. 4.

AEMC, Future possible retail electricity price movemeritsluly 2010 to 30 June 2013

30 November 2010, p. i.
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noted that the recent rises in electricity pricagehbeen well ahead of the general
increase in prices and faster than the growth eraye wages. Professor Garnaut
considered that these price rises are putting presm low income househollfs.

Figure 1.1 Electricity retail price index (inflation adjusted), Australian capital cities

160 -
150 1
140 -
130 -

120 -

Index (March 1999 = 100)

110 -

100 ~

90 T T T T T T T T T T T T 1
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

—— Brisbane — Sydney Canberra Melbourne — Adelaide — Hobart

Note:  Consumer price index electricity series, atefll by the consumer price index for
all groups
Source: ABSConsumer price indexat. no. 6401.0, various years.

Similarly, the December 2010SW Electricity Network and Prices InquiReport
noted that since 2008 electricity prices in NSWehbeen growing at a faster rate
then average weekly earnings. This suggests thagader proportion of household
expenditure is now being spent on electricity BifldPART has also expressed
concern about electricity affordability for low-iome, high consumption households
following recent increases.

Drivers for higher prices

There are a number of reasons for recent elegtpeite increases. One factor driving
up electricity prices in 2007 and 2008 relatedighar wholesale energy pricEs.
However a significant proportion of the more reaesgs can be attributed to
increases in regulated network chartfes.

12 professor Ross Garna@arnaut climate change review—Update 2011 ‘Transfog the

electricity sector—Update paper,&011, p. 6.

New South Wales GovernmehSW Electricity network and prices inquiry—Finapoet,
December 2010 (the Duffy-Parry report), p. 9.

IPART, Changes in regulated retail prices from 1 July 284Hinal report June 2011, p. 72.
15 AER, State of the Energy Marke2010, p. 103.

8 For further discussion of recent electricity pritses: see ibid., pp. 100-103.
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Network charges account for up to 50 per centtgpecal customer’s electricity bill
and rises in these charges have a significant itrgrathe overall electricity price. For
example for regulated electricity prices in NSW{work charges have accounted for
around 50 per cent of 2009-10 increases, 80 petdme 2010-11 increases and 53
per cent of the 201112 increadés.

The increasing cost of electricity network servitesxpected to continue to affect
overall electricity prices. The AEMC has noted ttiet increasing cost of distribution
services alone are expected to contribute arounuedtent of the total increase in
electricity prices (at a national level) betwee®2010 and 2012—1%. Transmission
costs will contribute a further 8 per cent of thpected total increasé With the
exception of Victoria, network charges will accotota significant proportion of
expected price increases, with the effects pagrtupronounced in NSW and
Queensland (Figure 1.2).

Recent increases in network charges have beemdnvgart by the need for
increased investment to replace ageing asset®anddt increased peak demand,
growing customer connections and higher reliabgtgndards. Higher forecasts to
cover expected increases in labour and materiaks ¢t@ve also contributed to
increases in network prices. However, these drigtersot fully account for the level
of observed increases.

Figure 1.2 The contribution of network charges to future posdile residential electricity
price increases (2009-10 to 2012-13)
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Source: AEMCFuture possible retail electricity price movemeritsluly 2010 to 30
June 201330 November 2010

" IPART, Market-based electricity purchase cost allowance@%®électricity review, final report

and determination2009; IPART Regulated electricity retail tariffs for 1 July 2010 30 June
2013—final reportFact sheet, 2010.

AEMC, Future possible retail electricity price movemeritsluly 2010 to 30 June 2013

30 November 2010, p. i.

ibid., p. iv.
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2.3  Outcomes from first round of network
determinations

The AER has made final determinations for most NSRgect to the current chapters
6 and 6A of the NER. Following the implementatidritee current framework, there
have been significant increases in capital andaipey expenditure (capex and opex)
forecasts in final determinations. In aggregate AER'’s final determinations have
forecast over $55 billion (in real terms) in caad opex for the current periods.

On average across all networks, proposed foreoastgpex from NSPs were 84 per
cent higher (in real terms) than actual expendiitutee previous regulatory period.
While the AER reduced these forecasts in its fdekrminations, the approved
forecasts were still considerably higher than presiactual expenditure.

Figure 1.3 shows the capex forecasts under therufiramework compared to the
actual capex under the previous frameworks (intexahs). For all NSPs there has
been a step change in capex forecasts under ttentahapters 6 and 6A. The AER'’s
final determinations included regulatory forecdabts were on average 64 per cent
higher (in real terms) than actual expendituréhaprevious period. Four NSP’s
regulatory capex forecasts are over 90 higher pinevious actual expenditure.

Figure 1.3 Electricity transmission and distribution actual (previous period) and
forecast capital (current period) expenditure
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The Aurora Energy distribution and Powerlink tnanssion networks are
excluded from the figure as the AER is currentlytia process of making the
first determinations under the current framewornktfeese businesses.

Source: AER and Australian Competition Tribunalule¢gpry determinations.




There are legitimate reasons for some increasespex from previous levels.
However the sharp and significant step change jrediture forecasts draws into
guestion whether the current framework is meetiggNEO in ‘promoting efficient
investment’ or whether it is stimulating investmabbve efficient levels.

Increases in opex have also been significant. @nage across all NSPs, opex
proposals from NSPs were 34 per cent higher (inteeans) than actual expenditure
in the previous period. Half of the NSPs have fastopex that is at least 35 per cent
above levels incurred during the previous regulapariod (Figure 1.4).

Figure 1.4 Electricity transmission and distribution actual (previous period) and
forecast operating (current period) expenditure
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Notes:  Some adjustments have been made to prevaicsl expenditure to align the
length of the determination periods.
AusGrid’s distribution network includes 962 kilotres of transmission assets.
The Aurora Energy distribution and Powerlink tnanssion networks are
excluded from the figure as the AER is currentlyhia process of making the
first determinations under the current framewornktfeese NSPs.
The large increase in SP AusNet's opex forecattdrcurrent period was in
part due to the introduction of an easement lardrtia way through the
previous period (of approximately $90m per annum)

Source: AER and Australian Competition Tribunalulegpry determinations.

The increases in forecast capex and opex havedmempanied by increases in the
allowances for cost of capital, driven primarily ligher debt risk premiums (see
Figure 1.5).




Figure 1.5 Cost of debt approved in previous and current regudtory control periods
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The costs of debt for the Victorian DNSPs areantty subject to merits review
by the Australian Competition Tribunal.

Source: AER and Australian Competition Tribunal Ratpry determinations.

Figure 1.6 Combined NSW DNSPs actual and determined capex farast
($m real 2008-09)
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21 November 2008, p. 123.




In the transition to the new framework, several BSpent significantly more in the
previous period than was allowed in the correspupdieterminations (particularly
some DNSPs in Queensland and NSW). For examplesket2004—-05 and 2007-08,
the NSW DNSPs spent 19 per cent more than thedsteset in previous
determinations (Figure 1.6y.Around 94 per cent of the total overspend wastdue
expenditure by AusGrid and Essential Energy.

Capex in excess of forecast has contributed tstéye change in the regulated asset
base at the start of the new regulatory perioded@ctricity price rises. The AER
estimates that up to 25 per cent of increasedlligion network charge arising in
NSW and Queensland were attributable to capexdessxof that forecast during the
previous round of regulatory resets.

The combined increases in forecast capex and spexchanges in the regulatory
asset bases and a higher cost of capital have ledignificant increase in annual
revenue requirements in most jurisdictions. Figui'eshows that the amended rules
framework has supported significant increasesangmission and NSPs, in all states
except for Victoria. Annual revenue increases fie DNSPs in NSW and Queensland
have been particularly high, exceeding 60 per tmrdll businesses.

Figure 1.7 Approved electricity transmission and distribution revenues previous and
current periods
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part due to the introduction of an easement lardrtia way through the
previous period.
AusGrid’s distribution network includes 962 kilotres of transmission assets.
The Aurora Energy distribution and Powerlink tnaunssion networks are
excluded from the figure as the AER is currentlyhia process of making the
first determinations under the current framewornktfeese NSPs.

Source: AER and Australian Competition Tribunalulegpry determinations.

20 AER, Draft decision—New South Wales draft distributi@edmination 2009-10 to 2013-14
21 November 2008, p. 122.
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2.4  AER review of existing framework

In late 2010 the AER commenced an internal reviéth® operation of the regulatory
framework set out in chapters 6 and 6A. The tinohthe review reflected the fact
that the first round of electricity distributionditransmission determinations under
the new framework was almost completed.

The review was targeted at:

» assessing whether the regulatory framework in @raf and 6A was
operating well

» reviewing the AER’s own processes to identify imgnments that can be
made within the boundaries of the existing framévs®t out in the NER:

Many aspects of the existing regulatory framewaoekaperating well. For example,
the AER considers that the prescription of key pssarequirements in the NER for
making network determination such as timeframesdmsultation and decision
making are generally working well. The prescriptairthis process has delivered
certainty to market participants and provided gikige on the AER to deliver timely
network determinations.

The AER is continuing to develop its own procegsamprove the effectiveness of
economic regulation. For example, techniques aals tare being developed for
assessment of efficient costs, through targetexnmdtion collection and analysis.
This work will improve the transparency of NSPstadrévers, costs and performance
outcomes, increasing accountability of the busieessd improving the quality of
information for economic regulation.

In the recent Victorian distribution determinatidime AER developed a new
benchmarking and analysis tool—the repex model-ssess the need for
replacement expenditure on ageing assets. The ABRG giving particular attention
to benchmarking as a key tool in identifying efict costs.

While many aspects of the economic regulatory fraark for distribution and
transmission networks are sound and should beneztaa number of issues have been
identified which cannot be addressed under theesntichapter 6 and 6A.

3 Statement of issues on existing rules

Services supplied by NSPs are generally supplie@munatural monopoly conditions,
meaning that these services can be supplied miiceefly by a single service
provider. However, this lack of competitive disang increases the potential for
market failure, due to the capacity of NSPs to @sertheir market power.

In these circumstances, economic regulation iswafttoduced to address the costs
and inefficiencies that can arise from the exerofsmarket power. Economic

2L The AER’s internal review did not address theatiaging frameworks contained in rules 6.7 and

6A.9. The AER understands that this framework h&lreviewed as part of the AEMC’s ongoing
Transmission Frameworks Review.
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regulation is also generally designed to providéBl®ith incentives for efficient
investment in, and operation of, their infrastruetuln so doing, economic regulation
should promote the long term interests of consuraedsfurther the NEO.

Regulation will, however, only be able to prevdrd inefficiencies arising from the
exercise of market power if the regulator is predavith sufficient tools to enable it
to do its job effectively. There are limitationsthre current chapters 6 and 6A of the
NER that do not permit the effective regulatiomatural monopoly network
businesses. These limitations arose from the @adiéin of both the process and
methodology for economic regulation of NSPs unterdurrent chapter 6 and 6A.

The codification of some elements of the processdedivered benefits in terms of
timeliness and certainty around decision makingwveicer, the detailed codification
of the methodology of economic regulation in chepand 6A has hindered the
AER'’s ability to appropriately regulate NSPs as oyoly service providers.

It has restricted the AER’s ability to effectivddglance the interests of both
consumers and regulated NSPs when making reguldéteyminations and hindered
the AER'’s ability to respond flexibly to changingatimstances. As a result, the AER
considers that consumers are paying more tharffibeet cost required to maintain
a reliable and secure power system.

The problems that have been identified with theenirframework can be classed
into three main areas:

= the capex and opex framework
= the process for setting capital cost estimates
= the efficiency and transparency of the regulatopcess.

Each of the particular areas where issues haveitentified are discussed in broad
terms below. Further detail, reasoning and anafygset out in Part B of this
proposal.

3.1 Capex and opex framework

It is the AER'’s view that the current framework gmtting forecasts of capex and
opex is not promoting efficient outcomes in thegaarm interests of consumers.
Rather, the framework delivers inflated forecastsapital and operating expenditure
and fails to provide sufficient incentives for efént expenditure.

Forecasting required expenditure

The AER is required under the revenue and pricnmgcples in the NEL to provide
NSPs with a reasonable opportunity to recoveragitlefficient cost§? However,
during the development of chapter 6A in 2006, tiEVAC formed the view that the
general protections afforded by the NEL and NER pinescribe a clear set of

2 NEL, s 7A (2).
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objectives and a transparent process were inseffitco guard against the risk of the
regulator setting forecasts of required expendibelew efficient cost.

Instead of relying on these general protectionsasg considered necessary to go
further than the codification of timeframes andulegpry process and prescribe the
AER’s decision making framework. The current framekvgoes beyond affording a
reasonable opportunity to recover efficient costdeed, it invites upwardly biased
expenditure forecasts and provides the regulatthr hmnited ability to interrogate and
amend forecasts proposed by NSPs.

The rules currently require the AER to accept psa®from NSPs if it is satisfied
they ‘reasonably reflect’ efficient, prudent andligtic expenditure. The expression
‘reasonably reflects’ recognises that there magnbee than one expenditure forecast
that is efficient, prudent and realistic. Of anyrher of possible forecasts, this
effectively allows network businesses to proposehiighest possible forecast and
leaves the evidentiary burden on the AER to prbe¢ the proposed forecast does not
reasonably reflect prudent and efficient costs.rB¥éhere is a lower possible
forecast that is efficient, prudent and realidtie rules operate to exclude the AER
from setting that lower forecast. In an unbiasegime, all answers that meet the
requirements of the NEL could be determined. Teaoit the case under the current
rules.

This problem exists for determining forecasts fothtransmission and distribution
networks. However, the issue is compounded inidigion due to two further
restrictions on the AER’s discretion under chapgter

= determined ‘on the basis of’ the current regulajmgposal

= amended from that basis ‘only to the extent necgssaenable it to be
approved in accordance with the NER.

Accordingly, under chapter 6, if the AER is notisid a forecast proposed by a
DNSP reasonably reflects the required expenditbeeAER may only amend it to the
minimum extent necessary for it to be approved vtiterules. The further
restrictions in chapter 6 that the AER’s responsistrbe determined on the basis of
the regulatory proposal also locks the regulattwr farming a substitute in the same
manner as determined by the DNSP in its proposals.

As most proposals are based on a large amoungaiesTing detail and a ‘bottom

up’ calculation of the required expenditure, theRABust conduct a line by line
analysis in order to reduce the forecast to fatkbaithin the ‘reasonable’ range. This
inappropriately limits the AER'’s ability to weiglpall available data and determine
an impatrtial forecast. While a line by line assemsnof a limited sample of projects
would be undertaken in any well functioning regimeahould not be to the exclusion
of other ‘top down’ techniques, like benchmarkimge line by line assessment is also
resource intensive and includes consideration gineering detail which may
preclude the involvement of third party stakehaddgrch as consumer groups.

# NER, cl 6.12.3(f).
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The AER is not aware of any other regulatory regitat apply this type of
restriction. Box 3.1 summarises alternative reguiaframeworks that are in use in
the UK, USA and other Australian jurisdictions. Hbly, this restriction did not apply
to the AER or ACCC under the SRP as explainedétiee2.1.

At the time that the current chapter 6A was writie® AER raised concerns regarding
potential price impacts resulting from an inapprater balance between the interests
of NSPs and consume¥sThe experience from the last five years has exiiegbthe
restrictions on the AER’s regulatory discretion amturn suggests that concerns
about inflated forecasts were well founded. Whils difficult to quantify the extent

to which price rises have exceeded efficient levaftated forecasts have been a
factor in the price rises faced by consumers.

Some stakeholders, including some NSPs, have ciabémat the framework is
working well as the AER’s recent decisions havecetd and substituted capex and
opex forecasts. However the forecasts substitutetddoAER have still represented
significant increases on past expenditure levels ekample, the AER did not allow
11 per cent of total proposed capex across all ENSRe forecast capex accepted by
the AER still represented a 64 per cent increasee@l terms) on actual expenditure
under the previous framework. The AER is not caariicthat this represents efficient
or necessary expenditure.

Efficiency incentives

The current rules require that all actual capexired within a regulatory period be
automatically rolled into the asset base at thet efahe next period. From then, the
NSP may earn a return on and of the capital exparediThis occurs regardless of
whether the expenditure is efficient and/or pruders greater than forecast.

The introduction of the current RAB roll forward of@anism has coincided with large
capital overspends in certain jurisdictions, patady NSW and Queensland. The roll
forward of these overspends has led to signifisgey changes in prices for
consumers. Some industry commentators have suggéstiethe current
arrangements have stimulated excessive investiReninstance, IPART noted that
its concern that:

the current regulatory arrangements may not best the NEL objective
because they could be promoting investment in excgsfficient levels.
Paying higher prices than necessary is not indhg-term interest of
customers®

Although the NSP cannot earn returns on the exegssnditure until the start of the
next regulatory period, the AER is concerned thatdurrent RAB roll forward
mechanism may not, in some circumstances, suffigieiscipline capex in excess of
the original forecast.

2 AER, SubmissionAEMC, Draft National Electricity Amendment (EconorRiegulation of

Transmission Service) Rule 2Q08arch 2006, pp. 10-12.

% |PART, Changes in regulated retail prices from 1 July 204final report June 2011, p. 96.
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Box 3.1—Use of discretion by economic regulators

In other jurisdictions, lawmakers have found it mqmuiate to empower regulators to
regulate prices based on their expert judgemeti, ovily high level guidance as to
how this should be achieved. For instance:

Great Britain

United States The Federal Energy Regulatory Commission (FERCY} ensure that
(transmission) transmission charges are just and reasonable amhehaly

Victoria
(prior to
current rules)

Other NEM
jurisdictions
(prior to
current rules)

The relevant legislation confers on the Gas apdtEtity Markets
Authority (Authority) a principle objective — whidh to protect the
interests of consumers, present and future, wheagygopriate by
promoting effective competition — and a numbertbeoduties (such a
the need to secure that licence holders are ableattce the activities).
Beyond these high level obligations, the Authastgmpowered to
impose such licence conditions as appear to thiecfity to be requisitq
or expedient having regard to its statutory diffies.

)

discriminatory or preferentidl. The FERC is also obliged to develop
an incentive-based regulatory regime which: proswaéable and
economically efficient transmission and generatibelectricity by
promoting capital investment, provides a returreguity that attracts
new investment, encourages deployment of transmisschnologies
and allows recovery of all prudently incurred cé&t8eyond these
high level obligations, FERC has scope to set @lmes as it sees fit,
subject to judicial-style regulatory proceedings.

The Essential Services Commission (ESC) has a pyiduy - to
protect the long term interests of Victorian constgwith regard to the
price, quality and reliability of essential sengeeand a number of
further duties, including to facilitate efficiemvestment in, and the
financial viability of, regulated industrié8. In addition, the Tariff Ordejr
issued under thElectricity Industry Actequired the ESC, among other
things, to utilise price based regulation adopar@PI-X approach, and
not rate of return regulation. Within this frametdhe ESC had broag
discretion to make its own decision on the most@ppate
methodology for determining regulatory allowances.

14

Elsewhere in the NEM, jurisdictional regulatorsluting IPART
regulated DNSPs in accordance with the NationattEtety Code
(the predecessor to the NER)Regulators were required to seek o
achieve the objectives, in accordance with theciplaes, of the
Code?! The Code was more prescriptive than the othentes)i
discussed here, the level of detail fell far slodithe current rules.
The Code did not prescribe the regulators’ decismaking process.

% Electricity Act 198qUK), ss 3A(1) and 7(1).

27 Federal Power AcfUS), s 205.

2 Federal Power AcfUS), s 219.

29 Essential Services Commission Act 20Q0it), ss. 8, 14, 30, 32, 33 and 35.

30
31

Subject to various derogations.
National Electricity Code, clauses 6.10.2 andd&1See IPARTRegulatory arrangements for the

NSW DNSPs from 1 July 2004 — Issues pagevember 2002, Appendix 1.
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3.2 Process for determining the cost of capital
parameters

There are two broad categories of issues with tineeot rules for setting the weighted
average cost of capital (WACC):

» the process, method and timing for determiningdb®&CC, including the role
of ‘persuasive evidence’ in the energy framework

» the method of setting the debt risk premium.

Determining the WACC

At present, there are three different procességtiermine the WACC for electricity
networks and gas pipelines:

» In electricity transmission, a WACC review is undé&en at fixed five yearly
intervals. The parameters determined during the \WA&siew must then be
applied to each subsequent electricity transmisdetarmination, with no
ability to depart from the parameters that wereaheined during the review.
The NER require that during the WACC review, theRABuUst have regard to
the ‘need for persuasive evidence’ before changipgeviously applied value
or method.

» For electricity distribution determinations, a WAQ&riew must be
undertaken at least once every five years. Thewpetexs published in this
review can be departed from when making a distiobutietermination for
each individual DNSP if there is ‘persuasive evigEnin practice a
determination is made on the WACC parameters apply) each DNSP as
part of each distribution determination. Whilesithe role of the AER to
determine whether there is persuasive evidence H3Nfave the right to
contest that there is sufficient persuasive evideBecisions on whether there
is persuasive evidence form part of the distributietermination and are
therefore subject to merits review by the Austral@ompetition Tribunal.

= For gas pipelines, the National Gas Rules do rnatwgeany particular
approach to setting the WACC, and the AER is reglio reassess its
approach and any relevant parameters every tiomnducts a determination.

The approaches applying to DNSPs and gas pipéiienes been problematic. Both of
these approaches have required the continual assesef similar arrangements and
evidence at each determination process, eithegterghining the parameters
themselves or determining whether there is pergaasiidence to depart from the
WACC review.

In electricity distribution the framework has ledan ongoing ‘WACC review’ for
various parameters at each distribution determonatvith high administrative burden
in reconsidering parameters which, by their natsineuld not change over the short
to medium term.

Furthermore, the ‘need for persuasive evidenc&#i@eWACC review is unnecessary.
The test affords undue weight to previous outcoratiger than permitting the
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regulator to set appropriate methods or valueSACC parameters considering all
relevant factors, including previous determinations

Definition of the debt risk premium

The current rules codify the form of the benchnthiek must be used to assess the
cost of debt—an Australian benchmark corporate ratelwith a maturity of the
same length as used in calculating the risk free fichis benchmark is problematic
under changing debt conditions where there aredohssues of such a long dated
corporate bond in Australia. There is also conearto whether this benchmark
definition reflects efficient financing practiceENSPs.

3.3 Efficiency of the regulatory process

The current process for regulatory decisions in@sla number of steps, starting with
a framework and approach paper (for distributitimd, NSP submitting its proposal, a
draft determination, the submission of a reviseappsal and a final determination. At
each of these stages, the NER provide minimum ateairtime that stakeholders
must be given in which to provide their views.

There are a number of areas where the regulatooeps can be improved to allow
stakeholders to more effectively engage in the ggscFirstly, NSPs are permitted to
provide submissions on their own proposals, whighAER must consider when
making its determination. Many NSPs have submitégailatory proposals and then
followed with lengthy submissions on their own pregls with significant additional
information. This is inconsistent with the AEMC’gginal intention that the
framework should require NSPs to provide fully fedrproposals at the outgét.

This practice has also presented barriers to eéffestakeholder engagement. Due to
the time constraints placed on the process andiibence of information in the
regulatory proposal, there is often insufficieméifor stakeholders to be afforded the
opportunity to comment on NSPs submissions. Furtherpractice limits the amount
of time available for stakeholders and the AERdfoustly analyse the additional
information.

Secondly, for DNSPs, the AER must prepare a framlewod approach paper before
the network determination process starts which@atshe likely approach to the
application of various incentives schemes. The AEf®nclusions on the schemes are
not binding during the determination process andéte there has been limited
engagement from stakeholders in this process.

Thirdly, the manner in which the AER should treamfidential information received
from NSPs as part of th@oposalsshould be consistent with the treatment of
confidential submissions from other stakeholders.

The NER provide the AER with the discretion to 'gisuch weight as it considers
appropriate’ to confidential information it recesvim submission$iaving regard to

32 AEMC, Draft Rule Determination — Draft National ElectrigiAmendment (Economic Regulation

of Transmission Services) Rule 2026 July 2006, p. 10Dfaft Rule Determinatiopy AEMC,
Rule Determination16 November 2006y. 110.
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the fact that the information has not been publatgilable. This provision was
included in the NER in recognition that it is edsarthat there is a degree of
transparency surrounding the contents of all sufiotis considered by the AER.
The discretion provided to the AER also arguabtyjates an incentive to restrict
confidentiality claims.

There is no equivalent provision for confidentigiormation received in NSPs’
revenue proposalsr revised proposalsThe AER does not have the ability to
determine the weight that should be afforded te itifiormation in light of the lack of
opportunity for stakeholders to scrutinise and ca@nton the information. While
some information received as part of a regulatooppsal will truly be commercially
sensitive and may still be critical in the AER’d@enination, the AER should be able
to assess the weight that should be given to tratdential information (as is the
case with confidential submissions).

There are several other regulatory process isshehware outlined in Part B
including the process for revoking and substitutiegisions where a material error
has been identified and setting the service claasibn and form of control for
electricity networks.

4 Description of proposed rule change

This rule change proposal has been developed m$egmated package to address the
deficiencies that were highlighted in the previsastion. The package carefully
balances the interests of NSPs and electricity.oness.

The key changes outlined in the rule change pacielgee to:

= Capex and opex framework—the process by which R Aevelops
forecasts of efficient capex and opex and the ithees on electricity networks
to spend no more than is necessary and efficient

= WACC—the process for setting the cost of capital

» The regulatory process—streamlining the regulati@tgrmination process
and ensuring stakeholders are effectively engagddave the opportunity to
robustly analyse material from NSPs.

Each of these changes are discussed in broad belos with further detail set out in
Part B. The package also includes a number of odoemmendations that relate to
shared assets and implementing the proposed frarkeWurese proposals are also set
out in Part B.

4.1 Capital and operating expenditure framework

Forecasting required expenditure

This rule change proposal balances the need flaa, ¢ransparent and predictable
framework to ensure that NSPs have a reasonabtetopgy to recover at least the

%3 AEMC, Rule Determination16 November 2006. 121.
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efficient cost of providing a safe and reliablevss, while ensuring that consumers
are not exposed to the risk of systemically inflaégpenditure forecasts. This will
promote both the long term interests of consumedshb& consistent with the revenue
and pricing principles in the National Electricltgw.

The proposed rule change:

= amends the decision making test to require thafER must determine the
forecast of expenditure that the AER considersudgmt and efficient NSP
would require to provide a safe and reliable eieityrservice

= removes the restrictions that limit the AER'’s dpitio determine an impartial
forecast

= enhances the mechanisms available to manage unteitathe determination
of forecasts.

These changes would allow the AER to effectivelysoise the material provided by
NSPs and undertake an impartial assessment ofaftretficient costs thereby
achieving the NEO.

Amendments are also proposed for the current pbestifactors’ and ‘criteria’ that
must be taken into account when making a determmatlhe current set of factors
include a mix of procedural and substantive mattausit is not clear whether the list
is intended to be exhaustive, or how the regulsttould manage conflicting factors.
The AER proposes the prescribed ‘factors’ be sifieplj by separating procedural
from substantive mattef$ The AER also proposes amending the ‘criteria’ ghatuld
be considered when setting forecasts of efficiapeg and opex.

Incentives to spend within expenditure forecasts

Under the proposed rule changes, where an NSP speoi@ than the original
forecast over the course of a regulatory perichaing mechanism would apply to
the overspend. 60 per cent of any capex oversgenttl be added to the asset base
at the next regulatory period, with the remainderdied by shareholders, that is with
no return on or of capital. This mechanism woutdrggthen the incentives on NSPs
to incur no more than the approved forecast.

In developing this proposal, the AER consideredraye of options for increasing the
power of the capex incentive. The National Gas Rutdise an ex post prudency
assessment prior to rolling capex into the assst bathe start of the next regulatory
period. This was also allowed under the earliesioas of chapter 6 of the National
Electricity Code.

The AER has decided not to propose ex post capgews as it considers that it is
more appropriate to reduce the risk of businesgesspending by addressing the
underlying incentives for overspending. The propcs@mendment will effectively
reduce this risk.

3 These factors are (1) building block proposabinfation (2) submissions received and (3) analysis

undertaken by the AER and published before/withdiermination.
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Changes are also proposed to the basis of depoecaiculations, and the process
for determining what types of expenditure are ader®d to be capex. A new
mechanism is also proposed that would provide tBR Areater flexibility to develop
incentive schemes. This would allow the framewdekibility to keep pace with
developments in regulatory best practice, withbatrieed for further changes to the
NER.

Additional measures for dealing with uncertainty

The AER recognises that there may be occasionsali8Ps need to efficiently
spend more than the forecast amount due to unfamegeanges in circumstances. To
address this, the rule change proposal contairsneeld measures to deal with the
risks associated with uncertainty.

Specifically, the proposed rule changes:

» include a reopener provision for distribution detgrations to allow the capex
elements to be reopened in certain circumstances

» introduce a contingent projects framework for DNSPs

= amend the materiality threshold applying to DNSRdeu the cost pass
through provisions to align it with the arrangensefior TNSPs (to 1 per cent
of revenues).

4.2  Process for determining cost of capital paramet  ers

A single regime is proposed for calculating the WG\ apply to gas and electricity
NSPs. A separate rule change is also proposea tddtional Gas Rules to
implement this regime.

Under the proposed rule the WACC review would beentaken at least every five
years, with discretion for the AER to initiate earlreviews. The parameters (or
methodologies) determined during the WACC reviewld@pply to each NSP’s
revenue determination, as is currently the casemcithpter 6A. This proposal
streamlines the current process for setting the \@A@rameters and provides
certainty in setting the WACC for NSPs and consaner

The proposed removal of the persuasive evidentéot@pply at the time of each
WACC review will provide more flexibility for the BR to deal with changing

market circumstances while still ensuring the int@ace of previously adopted values
is taken into account.

The changes also seek to prevent undesirable oagwinen setting debt risk
premium. The factors relevant to determining thiet disk premium, and the
definition of this benchmark would be determinetlgh consultation during the
WACC review, rather than prescribed in the NER.

4.3 Regulatory processes

This proposal includes amendments that streanti@edagulatory process and ensure
that all stakeholders have the opportunity to rdigwealyse material from NSPs.
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In particular:

= NSPs would not be able to make submissions on itbgidatory proposals or
on the AER'’s draft decision (but NSPs would rethim option to submit
revised proposals in response to the AER’s drafistzn)

» the AER would be given the discretion to give ‘suaight as it considers
appropriate’ to confidential information containedegulatory proposals,
given that the information has not been made plykdicailable. This is
consistent with the treatment of confidential imf@tion contained in
submissions from other stakeholders

= the framework and approach process would also ended to remove the
requirement for consultation on the various scheatisis early stage of the
process (consultation on these schemes will stduolater in the
determination process).

5  Assessment of the proposed rule against
the national electricity objective

5.1 Legal framework

The NEL sets out the framework the AEMC must apgien considering a proposal
for a rule chang@

The AEMC may only make a rule if it is satisfiedthhe rule will or is likely to
contribute to the achievement of the NEO. The AEM&y give weight to any aspect
of the NEO as it considers appropriate in all tiheuenstances, having regard to any
relevant MCE statement of policy principf&s.

The AEMC must also take into account the revenwkepaiting principles in the NEL
in making a Rule with respect to distribution arehsmission system revenue and
pricing or regulatory economic methodologié®roadly the revenue and pricing
principles are concerned with:

= allowing distribution and transmission network seevproviders a reasonable
opportunity to at least recover their efficienttsos

= providing effective incentives to promote efficientestment in the
transmission and distribution networks

= providing certainty with regard to value of prevsomvestments (in particular
the value of the existing regulatory asset bases)

% NEL, Part 7, Division 3.

% NEL, s 88.

37 NEL, s 88B and Schedule 1, items 15-26J.
% NEL, s 7A.
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= providing returns commensurate with the regulatorg commercial risks
associated with investment in the transmissiondasigibution networks

» having regard to the costs and risks associatddwaider and over investment
and utilisation of the distribution and transmissietworks.

5.2 How the proposed rule contributes to the nation al
electricity objective and revenue and pricing
principles

The proposed rule changes will contribute to tHeeaement of the NEO by
promoting efficient investment in, and efficientesation of, electricity networks in
the long term interests of consumers.

This section outlines how the proposed rule chacgagibute to the NEO and the
revenue and pricing principles. More detail on heagh proposed rule satisfies the
NEO and the revenue and pricing principles is natiin Part B.

Balance

The proposed rules provide the AER with the necgdsals to allow it to more
effectively balance the interests of consumersthadeed for investment in
electricity networks when making regulatory detarations. For example, the
proposed amendments to the process for determioiagasts of capex and opex
ensure that the regulator is more able to propsemiytinise, assess and amend
proposed forecasts of required expenditure.

Incentive regulation

The rule change proposal is designed to implememné reffective incentives for
efficient investment in and the operation of NSHte proposed rules provide a
balanced approach between providing incentiveshesge cost efficiencies with
appropriate incentives to maintain service qualiy reliability. For example, the
proposed RAB roll forward provisions encourage N&PFsavest only when it is
efficient and prudent to do so. This mechanism atsmurages NSPs to more
appropriately consider the balance between capgxpex and between short term
and long term investments.

Innovation

The rule change proposal provides for a more intie@nd responsive regulatory
framework which permits the regulator to effectivegspond to change or unigque and
unforseen circumstances that may arise. This wilirdsh the risks to network
businesses and consumers associated with undesmmaticlbmes arising from the
application of highly prescriptive rules and metblogjies. For example, the proposed
rules allow the AER to respond to any significamameges in circumstances and
initiate reviews of WACC parameters prior to eaivke fyear interval. The proposed
amendments to the capex and opex factors alloviegraae of innovative regulatory
techniques, such as greater use of benchmarking.
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Certainty

Chapters 6 and 6A of the NER would continue to glesignificant certainty about
the regulatory framework to encourage timely aritieht development of network
capacity. Key aspects of the regulatory decisiokingagframework, such as the
timeframes for regulatory decision making, remaicked in under the amendments.
The proposed rules also provide up-front certaatgut the treatment of capex and
opex. In particular, no ex post review of capepgrisposed.

Minimised administrative costs

The rule change proposal is designed to minimiseatiministrative costs for NSPs,
consumers and the AER associated with regulatarigid® making. The potential for
minimised administrative costs is evident in maleyreents of the proposed rule
changes. For example, the proposal to align WAGA&veprovisions across
transmission and distribution would minimise adrmsiirative costs. Under the
proposed arrangements, there would be a periodieweof the WACC, rather than
the current process whereby WACC arguments arencaily reviewed in
distribution.

Finally, the package of proposed rule changesdeiiver outcomes that are
consistent with the revenue and pricing principléee proposals provide effective
incentives to promote efficient investment whilsatatering for uncertainty. The
balance of mechanisms provided in the rule changegsal will more effectively
protect consumers from the risk of inefficient istraent, while ensuring that NSPs
have the opportunity to recover at least efficizodt.

5.3 Statement of benefits and costs

The package of proposed amendments to chapteid &aaof the NER provides an
appropriate and proportionate response to thesshiad have been identified. While
the rule changes may not be supported by all ma@d&eicipants in the NEM, the
overall package will more effectively balance theerests of all those affected by
network determinations.

This section outlines the expected costs, berafitsimpacts of the rule change
package on various parties at a high level. Motailden expected costs, benefits and
impacts of the rule change package is outlinedait B.

NSPs

The proposed rule amendments preserve key asgebes aurrent framework for
electricity network regulation including the incemt based (CPI-X) regulatory
regime and the building block approach to detemgrallowed revenues. The
relatively incremental nature of the proposed amerats will minimise many of the
risks for NSPs associated with regulatory changelantertainty. To the extent that
the rule change package confers additional diseretn the regulator, that discretion
is constrained by principles in the rules and tiktN

Several of the amendments will also provide greategstment certainty to network
businesses. For example, extending the codificatiodNACC review outcomes and
providing a consistent approach to setting thele¢gd rate of return across regulated
NSPs will assist in providing a positive environrgr capital raising.
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The proposed amendments also deliver benefits sNBSor example, the proposed
inclusion of a contingent projects regime for digition provides a framework more
capable of dealing with uncertainty and will asaifiSP to spend more than forecast
where it is efficient. Further, the streamliningrefulatory processes, such as the
process for determining WACC, has the potentiakthuce administrative costs for
NSPs.

Nevertheless, there may be some costs experielycdd®Bs associated with the
proposed package of amendments, particularly wihereule change is targeted at
NSPs that do not contain capex within the foreaasdunt. In particular, the proposed
RAB roll forward mechanism would affect the retuthat NSPs currently earn on
any additional capex in excess of forecast.

Consumers

The rule change proposal has been designed tauteomeasures to address the
inability of the AER to determine efficient costmting that it is consumers that are
required to pay for any expenditure beyond effitlemels. The rule change proposal
introduces more effective incentives for efficiamtestment in and the operation of
transmission and distribution networks. The rularde also seeks to protect
consumers against inefficient underinvestment twakks and any resulting
reliability implications. In particular the introdtion of new mechanisms to deal with
the risks associated with uncertainty, such asdméingent project and reopener
provision in distribution will allow DNSPs to inviesore than forecast where it is
efficient.

The rule changes also reduce administrative cost@bow for more innovative
regulation. In so doing, the rule change propasdesigned to deliver a more
appropriate balance between the interests of NB®s@sumers than is evident
under the current regulatory framework.

The major beneficiaries of the proposed rule charage electricity consumers.
Measures to promote more efficient expenditurdentgcity networks promote the
interests of electricity consumers by providingwaak services at a more efficient
cost. The RAB roll forward sharing mechanism tapelied to capex overspends will
also benefit consumers by providing strong incegtifior NSPs to incur only efficient
expenditure. This will assist in mitigating futwsp changes in prices that have
previously occurred at the commencement of newlagony periods where the NSP
has spent more than its previous capex forecastiddng incentives for efficient
capex in electricity networks may also benefit olectricity market participants,
such as generators and demand side participantprehiae services that operate as
substitutes for network investment.

AER

The major benefit for the AER is in the streamlgof some regulatory approaches,
such as establishing a single process for detemgnihie WACC. Streamlining these
approaches will allow the AER to redeploy curresgaurces to improve and develop
new regulatory tools and techniques. For exam@eMBR could commit greater
resources to developing models that utilise benckimzito assist in assessing NSP’s
capital and operating expenditure forecasts.
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PART B — DETAILED RULE PROPOSALS

6 Capex and opex framework

6.1 Introduction

The current network regulatory framework contairsegof clear and transparent
objectives contained in the National Electricityst ENEL). These objectives,
together with appropriate information gathering posvfor the regulator, are the
foundation of a well functioning economic regulgttnramework.

However, during the development of chapter 6A i6&0he AEMC formed the view
that the general protections afforded by presagilairtlear set of objectives and a
transparent process were insufficient to guardresaine risk of the regulator setting
forecasts of required expenditure below efficiavdtc

Instead of relying on these general protectionsai considered necessary to go
beyond the codification of timeframes and regulafmocess to prescribe the AER’s
decision making framework. In particular, the pseéor determining forecasts of
required capex and opex are prescriptive and irctighificant limitations on the
regulatory judgement that can be exercised relatiwehat was available to previous
jurisdictional regulators and the ACCC. Box 3.1\pdes examples of the approach
that other jurisdictions have used when settingtdiron regulatory discretion.

The AEMC considered that there was no one ‘rigbst@stimate and that the best
way to avoid the risk of regulatory error was tblsrits on the exercise of discretion.
This was contrary to evidence available at the tina¢ regulators like the ACCC
were conscious of the asymmetric nature of thelagony risk>° In addition, the
revenue and pricing principles in the NEL themsglregjuire that NSPs be afforded a
‘reasonable opportunity to recover at least thigiefit costs the operator incufg'.

Submissions at the time noted that the framewookp@sed by the AEMC would
strike an inappropriate balance between the rigkiok impacts on consumers and
the risk of forecast errors. Nevertheless, the pewisions required that the regulator
must accept the NSP’s proposal if satisfied itsoaably reflects’ required
expenditure. The expression ‘reasonably refleetsdgnises that there may be more
than one expenditure forecast that is efficienidpnt and realistic. Of any number of
possible forecasts, this effectively allows netwbusinesses to propose the highest
possible forecast and leaves the evidentiary buotethe AER to prove that the
proposed forecast is not efficient and not prudéwen if there is a lower possible
forecast that is efficient, prudent and realidtie rules operate to exclude the AER
from setting that lower forecast.

This problem is further compounded for DNSPs duevtnfurther restrictions on the
AER’s discretion under chapter 6. Under chaptef the AER considers a forecast

%9 Asymmetric risk refers to the negative conseqasraf under investment from setting forecasts

below actual costs being far greater for consurtens the costs of a moderate over stimulus of
investment.
0 NEL, s 7A(2).
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proposed by a DNSP is too high, it can only améedproposed forecast to the
minimum extent necessary for it to be approved utiterules.

In addition, any substitute forecast determinedh@yAER must be based on the
original proposal. In an environment where foreegsbposed by DNSPs are
routinely constructed using a bottom-up, projecipbgject approach, the AER has
found it necessary to also use a line by line trotup’ approach to assessing
forecasts. This restriction undermines the AERI$itsglio conduct top-down
benchmarking approaches, together with assessittgnauch as the deliverability
of the proposed expenditure. Although the NER coplates the use of
benchmarking, the AER has found it difficult to pliese provisions into practice
since it must be able to justify each decisiondwiate from the DNSP’s proposal.

This rule change proposal addresses both the ahengr'reasonably reflects’ issue,
together with the specific issues relating to caaft In total, the changes redress the
balance between ensuring that the framework previolesufficiently clear and
transparent objectives, while ensuring that conssraee not exposed to the risk of
systemically inflated forecasts. This will promdigth the long term interests of
consumers and allow transmission and distributetmarks the opportunity to
recover at least efficient costs, consistent withrational electricity objective (NEO)
in the NEL.

6.2 Setting estimates of required expenditure

6.2.1 Current rules

The current framework for assessing proposed fetead required expenditure
requires that the AER accept a proposal if it tssfad that the forecast ‘reasonably
reflects’ the expenditure criterfAEach expenditure criterion is in turn directed to
achieving each of the expenditure objectives. ®perditure criteria and the
expenditure objectives are the same in both chaiptand 6A.

By way of example, the opex criteria are:
(1) the efficient costs of achieving tbperating expenditure objectiveand
(2) the costs that a prudent operator in the cistances of the relevant
Distribution Network Service Providevould require to achieve the

operating expenditure objectivesnd

(3) arealistic expectation of the demand foreaast cost inputs required to
achieve theperating expenditure objectives

Additionally, the opex objectives are to:

(1) meet or manage the expected demand for stacdattbl services over that
period

1 NER, cll 6.5.6(c), 6.5.7(c), 6A.6.6(c) and 6A@)7
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(2) comply with all applicable regulatory obligat®or requirements associated
with the provision of standard control services

(3) maintain the quality, reliability and securdfysupply of standard control
services

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

In determining if the AER is satisfied and in fongithe substitute where it is not, the
AER must have regard to the expenditure factorshapter 6, the AER’s discretion
is further limited to amending the forecast:

= ‘on the basis of’ the current regulatory proposal’

= ‘only to the extent necessary’ to enable it to ppraved in accordance with
the rules®

6.2.2 Nature and scope of issues with the currentr  ules
There are three related issues with the curreasrul

= the requirement that the AER accept a forecastrié@asonably reflects’ the
required expenditure

= the limits on the regulator amending a proposeddast only to the extent
necessary to make it fall within the range thaas@nably reflects’ the
required expenditure (applies only to chapter 6)

» the requirement that the regulator must base abstisute on the original
regulatory proposal (applies only to chapter 6).

AER must accept if satisfied forecast ‘reasonably r  eflects’

The expression ‘reasonably reflects’ recognisestligae may be more than one
expenditure forecast that is efficient, prudent egalistic. Of any number of possible
forecasts, this effectively allows network busirssg propose the highest possible
forecast and leaves the evidentiary burden on R £ first prove that the proposed
forecast is not efficient and not prudent. Evethére is a lower possible forecast that
is efficient, prudent and realistic, the rules @perto exclude the AER from setting
that lower forecast.

This problem exists for determining forecasts fothtransmission and distribution
networks. However, the issue is compounded inidigion where the ‘reasonably
reflects’ provisions operates together with thérretsons on the AER’s response to a
proposal, as discussed below.

This experience was foreshadowed by the Expert|P20@6f“ which noted that,
given the choice of proposing an estimate withiarege, the regulated entity will not

“2 NER, cll 6.5.6(a), 6.5.7(a), 6A.6.6(a) and 6A(A)7
3 NER, cl 6.12.3(f).
4 Expert Panel On Energy Access PriciRgport to the Ministerial Council on Energypril 2006.
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opt for other than its estimate of the upper booiithe rangé” While the Expert
Panel also recognised that NSPs are at an advasdagehe understanding of their
future expenditure needs, it noted that this shaoldead to a conclusion that it is
appropriate to create a presumption in favour opting an NSP’s propos&.

An objective of the AEMC and the MCEn drafting these provisions was to
recognise concerns of some stakeholders that tegsilaight attempt to achieve a
level of precision in setting forecasts rather thegognising that there is a range of
possible outcome®.Further, it was considered that in order to pra@movestment
consistent with network reliability, it was necegs@ codify that the AER must
accept NSPs’ proposed expenditure forecast whesesttisfy specified criterig.

However, it was not recognised that by limiting ghercise of regulatory discretion
and creating a presumption in favour of the NSksppsals, there was a risk the
framework would focus too heavily on the promotainnvestment, rather than
promotion of efficient levels of investment. As@sequence, consumers have been
exposed to the risk of systemically inflated foistea

As was noted by the AER in 2006, while it is redsgd that there may be a range of
likely outcomes, the framework proposed by the AEMEked balance and increased
the potential for regulatory gamin§However, it is not clear that the analysis
undertaken at the time accorded sufficient weighhe likely impact on consumers.

The AER recognises that the consequences of am-estimate of required
expenditure—which could threaten security of supgdye potentially severe. Indeed
the National Electricity Law requires the AER tcesare that electricity network
businesses have a reasonable opportunity to reaoleastefficient costs?*

However, the attempt in the current framework tdifyothis outcome has led to
upwardly biased expenditure forecasts when comparether more widely used
regulatory models.

Restrictions on AER forming a substitute

The restriction in chapter 6 that the AER must artyend the proposal to the extent
necessary to make it capable of being approvedruhdeules, limits the flexibility
to weigh up all available information, evidence aladia to determine a forecast. If a

5 ibid., p. 78.

" ibid., p. 84.

47 AEMC, Rule Determination16 November 2006; AEM@raft Rule Determination26 July 2006.
Chapter 6 was introduced after chapter 6A by theEMI@ developing chapter 6, one objective was
to develop a consistent approach to the regulatiahectricity networks, as appropriate. Chapter 6
was therefore largely based on chapter 6A: seadBtaiCommittee of Officials of the Ministerial
Council of EnergyChanges to the National Electricity Rules to essdiba national regulatory
framework for the economic regulation of electsiatistribution,Explanatory Material, April
2007. Relevantly, chapter 6 adopted ‘the same idecimodel for approving capex and opex’ in
chapter 6A: see Standing Committee of Officialshef Ministerial Council of Energyzhanges to
the National Electricity Ruleg\pril 2007, p. 13.

8 AEMC, Draft Rule Determination26 July 2006, pp. 41-45.

49 AEMC, Rule Determinationl6 November 2006

0 AER, SubmissionAEMC, Draft National Electricity Amendment (EconorRiegulation of
Transmission Service) Rule 2Q08arch 2006, pp. 10-12.

L NEL, s 7A(2).
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proposal is submitted outside of the top of theyeatihat the AER is satisfied
‘reasonably reflects’ the required expenditure, AR has found it necessary to
conduct a line by line assessment in order to htibgck into the very top of the
range. This means that there is no other possidtrthan an estimate that is at the
top of the range. In a more balanced and unbiasgche it would be expected that all
possible answers that meet the requirements dflifiecould be determined. That is
not the case under the current rules.

The second restriction that the substitute mugbtreed on the basis of the DNSP’s
proposal, locks the regulator into forming a substiin the same manner as
determined by the DNSP in their proposal. As mosppsals are based on a large
amount of engineering detail and a ‘bottom up’ akdtion of the required
expenditure, the AER must conduct a line by linalgsis in order to reduce the
forecast to fall back within the ‘reasonable’ range

While a line by line assessment of a limited sangplerojects would be undertaken
in any well functioning regime, it should not bethe exclusion of other ‘top down’
techniques, like benchmarking. The line by lineesasment is resource intensive and
includes consideration of engineering detail whitdy preclude the involvement of
third party stakeholders such as consumer groups.

In addition, as previously acknowledged by the ES&Yottom-up approach tends to
overstate required expenditure. In its last el@tyrdistribution price determination,
the ESCV further stated:

When expenditure is considered in aggregate, qveifaprojects are
identified, and projects are prioritised to refléat resource (labour,
machinery and financial) constraints. This is samtb the budgeting process
within a large organisation where the individuatibats of business areas
tend to be reduced when aggregated at the compaalds the needs of the
organisation are prioritisetf-

Further, the current restrictions that the subigtioan only be amended after a line by
line assessment of the proposal create a veryehiglentiary burden in an
environment where there are clear information asgines. For example, in the
recent AER decision for the Victorian DNSPs, thaee of the augmentation
(reinforcement) capex forecast was informed bytaildel examination of around 30
per cent of each DNSP’s proposed expenditure. €hace providers then submitted
additional information on the projects reviewedthg AER’s consultarit

The projects amenable to examination in detaibdarainated by higher value

projects, with proportionately greater numbersugdsorting documents. This level of
detailed assessment was not an outcome envisagbee BYEMC, rather it considered
that the AER would be able to readily test the imfation provided at a high lev!.
However, given restrictions in the current rulegtshigh level assessments cannot be
applied effectively. In the case of the VictoriaNSPs, the AER was only able to
apply an adjustment to the 30 per cent of propasgginentation capex that had been

52 s
ibid.

3 AER, Final decisionyictorian electricity distribution service providgrDistribution
determinationOctober 2010, pp. 424 and 425 and Attachment P52i-560.

*  AEMC, Rule Determination1l6 November 2006, p. 53.
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examined in detail. Since it is not realistic foe tAER to examine each individual
cost incurred by an NSP over a five year periot, ihevitable that a proportion of
costs escape regulatory scrutiny.

Finally, only assessing proposed expenditure thr@ulgottom-up approach is
inconsistent with the current incentive framewdzkirrently, NSPs are incentivised to
provide the required service levels using whatewierof expenditure is most
efficient, rather than being bound to a specifistldf projects. This approach allows
NSPs to efficiently prioritise expenditure consmgtevith changing priorities and
circumstances over the regulatory control peridte Gurrent restriction to a line by
line approach undermines this incentive framework.

6.2.3 Proposed rules

The proposed rules amend the decision makingaesguire that the AER determine
the forecast of required expenditure that the ABRs@ers would meet the efficient
costs that a prudent NSP would require to achiegepex objectives. This clause
would be applied as appropriate to both capex aea forecast in both chapters 6
and 6A. In addition, the provisions that limit tAER’s consideration of the
regulatory proposal are deleted under this proposal

Some stakeholders refer to the current model apgse-respond’ in nature, whereas
the AER’s proposal is more aligned with a ‘considecide’ framework. The AER
does not believe it is particularly helpful to ubese labels to describe the proposed
changes. In practice, the regulatory process tlillegin with a proposal from the
NSP, which the AER will use as a base. Nothindnis tule change proposal changes
that approach. Rather, this proposal gives the &teRability to interrogate NSPs’
revenue proposals and where necessary to deteapprepriate substitute amounts.

Table 6.2 Summary of proposed rule change: AER to determinehe forecast of
required capital and operating expenditure

No. Current rule(s) Proposed rule(s) Remarks
[6.1] 6.5.6(c), (d) 6.5.6(c) Revision to:
[6.8] 6.5.7(c), (d) 6.5.7(c) — remove the requirement that the
[6A.1] 6A.6.6(c), (d), (f) 6A.6.6(c) AER is to accept or reject the
[6A.8] 6A.6.7(c), (d), () 6A.6.7(c) NSP's proposed opex or capex;
— remove the opex and capex criteria;
and

— provide that the AER is to
determine the forecast that it
considers would meet the efficient
costs that a prudent NSP would
require to achieve the objectives.

[10.1] See Part C, See Part C, Revisions to remove definitions of
[10.3] Table 3.1 Table 3.1 capex and opex criteria.

Note: This table is a summary, the complete serogposed rule are set out at Tables 1.1 and 2.1 in
Part C. Consequential revisions to the relevarindieins in Chapter 10 are set out at Table 3.1
in Part C.
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6.2.4 How the proposed rules address the identified issues

The proposed rules require the AER to determinddtexast of required efficient
expenditure and removing the limitations on theedatnation of a substitute amount.

These changes do not fundamentally alter the carafcregulatory reset process.
Rather, as per the outline in Box 6.1, this propssangthens the AER’s ability to
interrogate a revenue proposal and where necedstagmine a substitute forecast
taking into account a range of information.

These rule change proposals will allow the regulat@ontinue to develop innovative
tools and techniques to assess the efficiency stfestimates and utilise these in the
determination of the expenditure forecasts. Thisallow a mix of assessment
techniques including individual project assessmantssampling to assess their
efficiency, together with ‘top down’ techniques bBues benchmarking. In the event
that the AER considers that the forecast overstatpgred expenditure, this proposal
would allow the AER to determine its own imparfialecast.

Box 6.1—How would the AER determine forecast expend iture?

In many respects the current process would remahanged. The AER would
adopt an open and iterative process involving ciaisen documents, public forumis
and bilateral meetings.

In the preliminary stages of the review, the AERudaublish a framework and
approach paper (under chapter 6) and develop,nsuttation with relevant NSPs,
regulatory information notice and information teatpls which require NSPs’
proposals to be submitted in a consistent format.

}S %

Following receipt of the NSP’s proposals, the AEBuW assess the information
submitted relative to the expenditure objectivassin the NER. In order to
ensure that its assessment is robust, the AER vepyddct to review NSPs’ forecag
using a range of different techniques. These tigcies could include top-down
benchmarking, bottom-up modelling, activity basadlgsis, a detailed review of a
sample of projects and/or an expert review of cdstparticular, the AER would
expect to make greater use of benchmarking thabdws the case in its
determinations to date. The draft decision would&sed on a comprehensive
consideration of all the issues, having regardhéorésults of the various analytical
techniques.

—

S

The AER would publish its draft decision, NSPs vebloié able to submit a revised
proposal and interested parties would have the ryppity to submit comments. Th
AER would base its final decision on comments neai further analysis of the
NSPs’ revised proposals and any other relevantnmdtion.

D

This approach better aligns with the concept obwerall expenditure forecast, which
provides the NSPs with the flexibility to run thewsinesses in the most efficient
manner, while ensuring that obligations to custanaee still met. As noted by the
ESCV in its distribution determination (2005) the Victorian businesses, assessing
projects at an aggregate level rather than projggiroject results in outcomes
consistent with budgeting processes within larggoisations. That is, when
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aggregated at the organisation level, the neettseadrganisation drives project
prioritisation which results in some projects beitedayed or deferred.

Taken as a package, this proposal addresses ties iskentified above, and allows for
efficient expenditure while still being completagnsistent with the NEL revenue
and pricing principles that require that all NSRsalfforded a reasonable opportunity
to recover at least efficient cost.

6.3 Expenditure objectives, factors and criteria

6.3.1 Current rules

Expenditure objectives

As outlined in section 6.2.1, the expenditure olbjes state the matters that the
proposed expenditure is to achieve. This includegrditure required to ‘maintain’
levels of reliability and ‘comply with all applicéregulatory obligations or
requirements.’

Expenditure criteria

The expenditure criteria set out the matters thatAER must be satisfied an NSP’s
proposal, or the AER'’s substitute of required, exfiire reasonably reflecté An
example of the opex criteria was also set out thice 6.2.1.

Expenditure factors

The expenditure factors list the matters that tBERAnust have regard to when
determining whether or not it is satisfied that pineposed forecast reasonably reflects
the required expenditure. The factors for distidruand transmission capex and opex
largely overlap with a few exceptioRsAs an example, these are the factors the AER
must take into account when determining whethesrstatisfied that a proposed opex
forecast for distribution reasonably reflects tkpenditure objectives:

(1) the information included in or accompanying thlding block proposal

(2) submissions received in the course of congutiim the building block
proposal

(3) analysis undertaken by or for the AER and miiad before the distribution
determination is made in its final form

(4) benchmark opex that would be incurred by aitiefiit Distribution Network
Service Provider over the regulatory control period

(5) the actual and expected opex of the Distrilmubi@twork Service Provider
during any preceding regulatory control periods

(6) the relative prices of operating and capitplits
(7) the substitution possibilities between ope@and capex

> Essential Services CommissidHectricity Distribution Price Determination 20068-1Volume 1

p. 265.
® NER, cll 6.5.6(c), 6.5.7(c), 6A.6.6(c) and 6A@)7
*" NER, cll 6.5.6(e), 6.5.7(e), 6A.6.6(e) and 6A(8)7
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(8) whether the total labour costs included indapex and opex forecasts for
the regulatory control period are consistent whig incentives provided by
the applicable service target performance incergoheeme in respect of the
regulatory control period

(9) the extent the forecast of required opex ofdistribution Network Service
Provider is referable to arrangements with a peagber than the provider
that, in the opinion of the AER, do not reflect &iength terms

(10) the extent the Distribution Network ServiceWder has considered, and
made provision for, efficient non-network alternas.

6.3.2 Nature and scope of issues with the currentr  ules

Expenditure objectives

While the AER has not proposed any rule changds iegpect to the expenditure
objectives, there is a potential issue with thenefice to expenditure required to
‘maintain’ quality, reliability and security of sply.

In June 2011, the MCE agreed to direct the AEM@taoew the electricity

distribution reliability standard®.If the AEMC review leads to lower reliability
standards in some jurisdictions then it would sepparent that a policy expectation
is that future capex forecasts would be set loWan they otherwise would be to
reflect these lower reliability standards. In thigent, there may be a conflict between
objectives that require consideration of expenditorboth ‘maintain’ reliability
standards and to ‘comply’ with the revised (lowel)ability standard.

Rather than pursuing this issue through this rbbnge proposal, the AER considers
this matter is best considered through the AEM@ipending review of distribution
reliability standards—given the close connectiotwieen the level at which these
standards are mandated and how capex forecasdstarader the NER.

Expenditure criteria

The expenditure criteria are no longer requiredeatide proposed construction of the
decision making test for setting forecasts of rezpiexpenditure. The first criteria is
built into the new wording of the decision makiregttthat requires the determination
of a forecast of expenditure required to meet #pepditure objectives. In addition,
the AER proposes to classify the expenditure caiteslating to demand forecasts and
the cost of inputs as an expenditure factor.

Further, it is proposed to delete the criteriatnetato the circumstances of the
relevant NSP. Good benchmarking practice requivasthe characteristics of the
individual network be taken into account in themalisation of the data, including
matters such as network topography. However, shiliffierent to taking into account
the circumstances of the individual owner of thevoek. The imprecise language
used in the current rules may limit the AER’s dbito apply comparative analysis
and benchmarking in identifying efficient costs.

8 Energy and Resources Ministers’ Meeting Communi@eh, 10 June 2011.
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Expenditure factors

Process factors

The first three expenditure factors list matteet thire procedural in nature and do not
substantively add to an assessment against thedikpe criteria. In practice, these
expenditure factors create ambiguity as to whetpecific weight must be given and
how that is to be balanced with the other factors.

Expenditure factor three requires that the AER a@alysider its own analysis if it is
published prior to the making of the final decisidghis has the potential to make
decision making processes unworkable within thegieed timeframes. It creates a
cycle of publishing analysis that would then promubmission which in turn
requires further analysis and so forth. This waxrkehate opportunities for gaming and
delay.

Clarification of factors

The AER understands that the list of expenditucéofs is currently not exhaustive.
However, to avoid the potential for the any doubtlus issue, it is proposed that it be
clarified that the expenditure factors are not estige and that the AER may
consider any other factor it considers relevant.

Similarly, it is understood that the factor thajuees NSPs to ‘make provision for’
non-network alternatives refers to the extent tictvimon-network alternatives have
replaced capex in the proposed forecast. Howewsrcould be more clearly stated.

In addition, expenditure factor eight specificakifers to the labour costs included in
expenditure forecast and the service target pedonomincentive scheme (STPIS).
While recognising the need for a factor that refersonsistency between expenditure
forecasts and applicable incentive schemes, the édfRiders the level of specificity
in this factor is unwarranted. This level of sptiy removes the flexibility of the
regulator to consider all expenditure includingdabcost levels (past and forecast)
relative to service standard targets and or otiw@ntive schemes.

Finally, the AER is also proposing the introductmfra contingent project framework
for DNSPs as part of an overall package to effityetieal with uncertainty. To
incorporate the contingent project framework indretribution rules an additional
expenditure factor is required so that the AER aamsider whether an element of the
capex forecast may be more appropriate as a cemtimgoject.

6.3.3 Proposed rules

Expenditure objectives

The AER supports the retention of a clear and stesi set of expenditure objectives
in the NER. Accordingly, no change is proposectédxpenditure objectives at this
stage. However, pending the outcome of the reviesgl@bility standards, a change
may be required to the objectives to manage cakeseweliability standards are
reduced.
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Expenditure criteria

As outlined in section 0, the AER is proposing bamge the decision making test
such that it is required to determine the requéexgenditure that it considers would
meet the efficient costs a NSP would require toeaghthe expenditure objectives.
Under this construction, the expenditure criterr@o longer required.

However, as discussed below, the AER proposeddoate the criteria that refers to a
realistic expectation of the demand forecast amsd ioputs to the expenditure factors.

Expenditure factors

It is proposed that the first three expendituredecthat refer to sources of evidence
be moved to Part E of the rules. Pursuant to BaheeAER will still be required to:

= consider any written submissions
= consider the regulatory proposal or revised proposa
» have regard to analysis undertaken by or for th® AE

In addition, the AER proposes the following mintardication or consequential
changes:

= addition of factor that refers to ‘a realistic egfaion of the demand forecast
and cost inputs’, following the deletion of the ergliture criteria

= clarifies the factor that requires consideratiohef extent that the NSP has
‘considered and made provision for non-network ohs’ means the extent
to which prudent non-network alternatives can displparts of the required
capex

» adds an opex factor that recognises that the amopfinon-network
alternatives can affect opex forecasts

= for the avoidance of doubt, clarifies that the st expenditure factors are
not exhaustive and explicitly allows the considerabf any other relevant
factor

=  broadens the factor that ensures that forecastalfour costs are consistent
with the service target performance incentive sahdamensure that all
forecasts are consistent with all the incentiveeaobs

» includes a new factor required to accommodatertti@sion of a contingent
projects mechanism in relation to distributith.

% NER, cll 6A.6.6(e)(10) and 6A.6.7(e)(10): Chapiéralready contains an opex and capex factor
that refer to contingent projects.
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Table 6.3 Summary of proposed rule change: capital and operatg expenditure

factors
No. Current rule(s) Proposed rule(s) Remarks
[6.2] 6.5.6(e) 6.5.6(d) Revision to the chapeau to the opex
[6.9] 6.5.7(e) 6.5.7(d) and capex factors.
[6A.2] 6A.6.6(e) 6A.6.6(d)
[6A.9] 6A.6.7(e) 6A.6.7(d)
[6.3] 6.5.6(e)(1)—(3) 6.10.1(a)—(c) Revision to:
[6.10] 6.5.7(e)(1)—(3) 6.11.1(a), (b), (d)
[6A3]  6A6.6(e)(1)—(3) 6A.12.1(a) - relocate procedural opex and
[6A.10] 6A.6.7(e)(1)-(3) 6A.13.1(a) P ’

— remove requirement that analysis
undertaken by or for the AER be
published prior to the AER’s
decision.

[6.4] 6.5.6(e)(8) 6.5.6(d)(5) Revision to opex and capex factors to
[6.11] 6.5.7(e)(8) 6.5.7(d)(5) provide for the AER to consider
[6A.4] 6A.6.6(e)(8) 6A.6.6(d)(5) whether the opex forecast is
[6A.11] 6A.6.7(e)(8) 6A.6.7(d)(5) consistent with the incentives
provided in each incentive scheme
provided for under chapters 6 and 6A.
[6.5] 6.5.6(c)(10) 6.5.6(c)(7) Revision to opex and capex factors to
[6.12] 6.5.7(c)(10) 6.5.7(c)(7) provide for the AER to consider any
[6A.5] 6A.6.6(e)(12) 6A.6.6(e)(9) efficient and prudent non network
[6A.12] 6A.6.7(e)(12) 6A.6.7(d)(9) alternatives may impact the opex
forecast or displace the opex forecast.
[6.6] - 6.5.6(d)(8) New opex and capex factors to
[6.13] 6.5.7(d)(8) provide that the AER may have
[6A.6] 6A.6.6(d)(11) regard to a realistic expectation of the
[6A.13] 6A.6.7(d)(11) demand forecast and cost inputs.
[6.7] - 6.5.6(d)(10) New opex and capex factors to
[6.14] 6.5.7(d)(10) provide for the AER to have regard to
[6A.7] 6A.6.6(d)(12) any factor it considers relevant.
[6A.14] 6A.6.7(d)(12)
[10.2] See Part C, See Part C, Revisions to the definitions of opex
[10.4] Table 3.1 Table 3.1 and capex factors.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.1
and 2.1 in Part C. Consequential revisions to ¢tevant definitions in Chapter 10 are set out
at Table 3.1 in Part C.

6.3.4 How the proposed rules address the identified

Expenditure criteria

issues

The deletion of the expenditure criteria is largelgonsequential amendment
following changes to the ‘must accept if satisfiezbt. However, one of the criteria
deleted refers to the ‘circumstances of the reledatribution or transmission
network service provider.’ Its deletion removes plessible tension between applying
comparative analysis and benchmarking in identg\efficient costs while having to
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take into account the individual circumstanceshefservice provider. Clearly, the
circumstances and characteristics of a NSP istarfitat will be considered by the
AER in undertaking comparative or benchmarking gsial However, this proposal
leaves this as a matter for AER’s exercise of raguy judgement.

Expenditure factors

Moving procedural expenditure factors one, two t#mde to Part E of the NER will
remove the ambiguity created by co-locating procaldand substantive matters
together in the expenditure factors. This will addlow for the separation of the
underlying analysis, supporting information anegveaint material that shed light on
the key drivers of the expenditure criteria corgdiim proposals and submissions.
These matters can then be taken account of comisigith the relevant factors.

This relocation still requires the AER to consitiegse matters as part of its overall
decision making requirements. Further, the AERoigra by administrative law and
procedural fairness. The relocated factor threeneil require the AER to publish its
analysis (or that which is undertaken for it) ptioithe final decision before such
analysis can be taken into account. This will reenthe condition in the current rules
that potentially make the decision making processarkable. The relevant analysis
will also be available as part of the reasonstierAER decision§’

The various clarifications proposed to the expeamdifactors ensure that their intent
and meaning is clear to all stakeholders and msesthe potential for legal disputes.

6.4 Capex incentives

A key driver of NSPs’ investment decisions is theentives that are established in
the regulatory framework. Under certain circumeta) the current regulatory
framework creates incentives for network businets@scur greater than efficient
levels of capex. The AER proposes a number ofgémthat are intended to resolve
this problem. In particular, the AER proposesrteead the mechanism used to roll
forward the regulatory asset base (RAB).

The strength and effectiveness of an incentive émmark depends on the extent to
which firms are guaranteed the recovery of thewaaosts or the extent to which
firms can make financial gains or losses as atestiheir actions. There are a
number of matters which together form the capegntive framework. These matters
include:

= whether the RAB is periodically re-optimised odedl forward between
regulatory periods. If rolled forward, whetherdtrblled forward based on:
actual or forecast capex (or some variant of aciuédrecast capex)
actual or forecast depreciation

= how the capex forecast is determined, and wheltege tare any adjustments
to the capex forecast during the regulatory pefégd. contingent projects,
pass throughs)

80 NER, cll 6.12.2 and 6A.14.2.
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= whether any other adjustments are made to theibgildocks where forecast
and actual capex differ (e.g. an Efficiency Bengfiaring Scheme (EBSS)
applied to capex)

= whether the regulatory WACC (and other paymentsivec by the owner) are
higher, lower or equal to the true required retfrthe service provider.

The RAB is a key component of the building blocknfiework. The current
arrangements have the potential to lead to sigmficcreases in RAB without any
mechanism to ensure that these increases areeaffici

The AER is concerned that the current RAB roll fardrmechanism may not, in
some circumstances, sufficiently discipline capegxcess of the original forecast.

6.4.1 Current rules

The NER currently require that the RAB must be sijd to include all capex
incurred during the previous regulatory perfdo8SPs are not required to restrict
expenditure in order to remain within the capexdfaist set at the previous
determination. There is no ex post review of capex.

6.4.2 Nature and scope of issues with current rules

The current rules may not provide sufficiently sggoncentives to ensure that only
efficient investment occurs. This is particulartyiasue where the regulated cost of
capital (or rate of return) is higher than the attost of capital for the NSP, or where
the NSP is responding to a broader range of ineesitrather than just financial
incentives.

The AER estimates that up to 25 per cent of in@®as distribution network charges
arising in NSW and Queensland during the most tememd of regulatory resets
were attributable to capex in excess of forecastsa previous period. Figure 6.1
shows the difference between forecast and actu&deensland DNSPs during the
2005-10 regulatory control period. The equivakgure 1.3 in Part A of this
document shows the significant capex overspendsred by NSW DNSPs.

®1 NER, cll S6.2.1(e)(1) and S6A.2.1(f)(1).
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Figure 6.1 Combined Qld DNSPs actual and determimecapex forecast ($m, 2009-10)

2,000
1,750
1500 T
1,250

E 000 f oo

750
500 | -
250

2005-06 2006-07 2007-08 2008-09(e) 2009-10(e)

Year

Regulatory forecast == Actual net capex Overspend

Source: AER Queensland Draft Distribution Determination, 2010-11 to 2014-15, November 2009, pg 85

The incentives that apply to NSPs with respechéirtcapex are complex depend on
various elements of the regulatory framework. Tineent RAB roll forward
mechanism creates incentives for network serviogigers to incur more than
efficient levels of capex in some circumstancesti@aarly in the latter stages of the
control period.

Figure 6.2 shows how the strength of incentived8i®s varies with different WACC
outcomes and asset lives under the current RABandlard mechanism. It shows
how the current approach provides the correct itnoenonly where the regulatory
WACC and the NSP’s true WACC are the same. In cabese the true WACC is
lower than the regulated WACC there is an inceritiveverspend. The chart also
shows how the cost to the NSP associated with excayerspend varies over the
course of the regulatory period. Capex overspandsg at the beginning of the
control period incur greater costs, because tiseadonger delay before the
expenditure is rolled into the RAB. During theanin, the network operator must
bear depreciation and financing costs.

Figure 6.2 assumes that regulated WACC is 11 psr déthe true cost of capital is
equal to the regulated WACC, then the incentivergjths shown in blue would
prevail. In this case, the network business woelar taround 40 per cent of the cost of
any overspend incurred during year 1 of the reguwyatontrol period. Customers
would 6bzear the cost of any overspend incurred duyaar 5 of the regulatory

period.

2" This analysis assumes a 40 year asset life.
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Figure 6.2 Strength of incentives under different WACC outcome$®
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In the event that the true cost of capital is tess the regulated WACC, the current
RAB roll forward mechanism rewards network busieed®r overspending their
capex forecasts during the latter stages of thela&ayy control period. For instance,
with a true cost of capital of 8 per cent and gdér asset life, a network business
that overspends during the fifth year of the cdrpeyiod would receive payments
equal to 26 per cent more than the initial coghefasset over the remaining life of
the asset.

Clearly there are many factors beyond those depiat&igure 6.2 which influence
the decisions of NSP. In particular, changes énrgiability standards (determined
by state governments) have affected some NSPskqapgrams.

The AER considers that the underlying theoretioeéntive properties of the current
framework, combined with actual outcomes, makeangtcase in favour of
strengthening the incentives on NSPs to incur effigient capex.

6.4.3 Proposed rules

The proposed rules amend the RAB roll forward meisma such that only capex up
to the forecast would be automatically added taRAB. Any expenditure in excess
of the forecast would be subject to a 40/60 shdantpr. Under this approach, 40 per
cent of capex in excess of forecast would be furieshareholders and the
remaining 60 per cent would be borne by customeran adjustment to the RAB at
the time of the next network determination. BoX provides an example of how the
capex overspend sharing mechanism would operate.

8 Assumes a regulated WACC of 11 per cent and figetoal depreciation.
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Box 6.2—Capex overspend sharing mechanism
Assume that a NSP incurs capex in accordance watiraim below. The NSP

underspends by a total of $3 in years 1 and 2eofeégulatory period and overspends

by $5 in years four and five of the regulatory pdri On balance, the NSP has
overspent by $2 over the course of the regulateriog.

In this case, at Reset 1 the AER would adjust tAB B include the entire allowed
capex as determined at the previous reset, plpe60ent of the capex overspend:
$20 + $1.20 = $21.20.

Example of capex relative to forecast

9

Expenditure ($, real)
N

1 2 3 4 5

Regulatory period 1 Reset 1

Actual expenditure = Allowed expenditure

As occurs at present, actual capex data would ematvhilable for the final year of th
regulatory control period at the time of the retjuta reset. Consistent with the

current framework, it would be necessary to appé/sharing factor using estimates

for 5" year capex. At the time of the next reset, th&Auld make an adjustment
to account for any differences between estimateldaatual expenditure.

11°)

When assessing the amount of actual capex incbgréide NSP relative to total
forecast capex, the AER would amend the total fsecapex to include any
adjustments made during the preceding regulataigghéfor instance pursuant to th
contingent projects or reopener provisions).
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Table 6.4 Summary of proposed rule change: regulatory assetdse roll forward
incentive mechanism

No. Current rule(s) Proposed rule(s) Remarks

[6.15] S6.2.1(e)(1) S6.2.1(e)(1) Revision to:

[6A.15] S6A.2.1(1)(1) S6A.2.1(N(1) — provide that only actual capex (and

where actual capex is not available,
estimated capex) up to the amount of
the forecast capex allowance
determined in the revenue or
distribution determination for the
relevant regulatory control period
adjusted to include (or remove) the
amount of any capital expenditure
used to determine any approved pass
through amounts or negative pass
through amounts; and

— provide that 60% of any actual capex
that exceeds the forecast capex
allowance,

is to be rolled into the regulatory asset
base.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.2
and 2.2 in Part C.

6.4.4 How the proposed rules address the identified issues

The proposed rules strengthen the capex incermawvedwork. Under the AER’s
proposal, NSPs would have a strong incentive tadaweerspends since they would
fund at least 40 per cent of any capex overspend.

The 40/60 sharing factor has been calculated eftesidering a range of other
models, including a capex rolling incentive. Theearolling incentive is a well
established model which has been used by a nunfhlo¢her regulators including
Ofgem, Ofwat and the Office of the Regulator Geh@raw the Victorian Essential
Services Commissiofif.The proposed sharing factor of 40 per cent refléue
outcomes associated with capex rolling incentisuasng a weighted average asset
life of 40 years, a regulated WACC of 11 per cert a true WACC of 11 per cent.

In addition, NSPs would continue to bear the finagcosts during the remainder of
the regulatory period from the time of the overspddepending on the depreciation
framework adopted (see section 6.5), there maylssoloss of depreciation.

84 See, for instance:

= Ofgem,Distribution Price Control Review Final Proposal§204 November 2004.

= Victorian Office of the Regulator Gener&lectricity Distribution Price Determination
2001-2005, Volume 1, Statement of Purpose ancoRg&eptember 2000.

= Ofwat, Final determinations for the review of water aneveeage charges 2005-2010
December 2004.
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A sharing mechanism has a number of advantagesacsagpex rolling incentive. It is
a relatively simple mechanism, which clearly sigrtal NSPs the consequences of an
overspend. In addition, the penalty associated anmt overspend occurs sooner than
would be the case if a five year lag was appliediilg\a five year capex rolling
incentive has strong theoretical incentive propertOfgem experienced a number of
practical difficulties (see Box 6.3). Accordingthe AER has decided to propose a
simple sharing mechanism.

The approach outlined above assumes that NSPesplond to financial incentives.
Some stakeholders have suggested that NSPs refgparimtoader range of incentives
and other mechanisms may be more effective in ptingpaapex efficiency.

Box 6.3—O0Ofgem’s experience using a five year capex  rolling incentive

Under Ofgem’s capex rolling incentive, electriaitgtworks were required to bear
financing costs and depreciation for five yearobethe overspend was rolled into
the RAB. Electricity networks also retained thedf@ of any underspend for five
years before it was deducted from the RAB. Thigreach created constant
incentives over the course of the regulatory period

However, Ofgem found that in practice the capeknglincentive had an
unexpectedly weak impact on the behaviour of @@ttmetworks. This was
because the costs associated with an overspenduwelear, since the strength of the
incentives vary depending on other elements ofehalatory framework. Further,
many management teams ignored the rolling incemtigehanism since it operated
beyond their relevant time horizon.

In response, Ofgem reduced the time lag to twosyaad introduced symmetrical
sharing factors. The sharing factors define the@ribon any overspend or

underspend to be borne by UK electricity netwodeadculated on a net present value
basis.

Alternative approach — ex post capex review

The AER has considered a number of alternative ogstifor strengthening incentives
on network service providers to incur only effidieapex. In addition to sharing
mechanisms and capex rolling incentives, the AERfaldly considered whether to
recommend the use of ex post capex reviews.

Under an ex post capex review approach, each N®Rstment program is subject
to regulatory scrutiny at the time of the next dagury review. Only efficient and
prudent expenditure is rolled into the RAB. Thipeoach is in widespread use
overseas and in the National Electricity Markebpto the 2006 reforms.

In theory, an ex post incentive framework has thiemtial to create incentives to
incur only efficient expenditure while also giviNgPs flexibility to exceed their
forecasts if it is efficient to do so.

However, the AER is concerned that by requiringissessment of the efficiency of
investment decisions after they have been madposixreviews may add to
regulatory risk by creating potential for investrhemite downs. In addition, the
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evidentiary burden that the regulator must satiffpre it could disallow an
investment is so high that ex post reviews mayrdifieited protection against
inefficient expenditure.

Given this background, the AER considers that aiisfpanechanism generates more
effective incentives to invest efficiently with Esnpact on regulatory risk.

In the absence of ex post reviews, it is especiaiportant that the ex ante framework
creates incentives on NSPs to incur only efficeagex. In addition, it is important
that NSPs are fully compliant with the planning @edsultation processes contained
in chapter 5 of the NER. Currently, if a projectirsdertaken by a NSP the actual
capex associated with the project is rolled inRAB, even if the planning and
consultation processes were non-compliant.

In the case of a breach of the planning and coetsuit requirements (such as the
RIT-T provisions) it may be appropriate to adopfpest reviews as a compliance tool
available to the AER. This issue was raised inRbport of the Prime Minister's
Task Group on Energy Efficiency.65 However, as itssie relates more to the
compliance framework for chapter 5 of the NER, &ynlbe more appropriately
addressed through the Transmission Frameworks ®Revie

6.5 Use of actual or forecast depreciation

This rule change proposal ensures that the AERKsaftexibility to adopt either a
high powered or a lower powered depreciation ingerfor TNSPs to achieve a
balanced capex incentive framework, consistent thighapproach currently allowed
for DNSPs under chapter 6 of the NER.

The use of actual or forecast depreciation relat@ghether the return of capital forms
part of the capex incentive framework. If actugbm@deiation is used, depreciation is
recalculated based on actual capex outcomes. Rbre@areciation applies the value
of depreciation that was forecast in the regulat@ermination for the relevant
regulatory control period.

For example, in the case of a capex overspendy@mdactual depreciation
framework, the opening RAB would be reduced byghér amount of depreciation
(reflecting the higher capex) than if forecast @emtion was applied. In this case, the
NSP loses the return on the capital in excesseofdtecast capex and incurs faster
depreciation of its RAB. The situation is rever$éadcapex underspends where the
reward is potentially higher. Where forecast dejatean is used, the amount of
depreciation included in the RAB roll-forward daest vary with actual capex
outcomes during the period. In this case, thewtation of depreciation does not add
to the strength of the capex incentive framework.

% Report of the Prime Minister's Task Group on EyeEfficiency, July 2010, pp. 167—-170.
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6.5.1 Current rules

Chapter 6A of the NER requires the AER to use actepreciation for TNSP¥.
Chapte£76 of the NER allows the AER to use eitbeedast or actual depreciation for
DNSPs:

6.5.2 Nature and scope of issues with the currentr  ules

The current capex incentive framework relies preidamily on the use of actual
depreciation to strengthen what is otherwise a l@mypowered capex incentive
framework. That is, the incentive to achieve eéfiaies in capex declines over the
regulatory control periotf

An important consideration in the choice betweenuse of actual or forecast
depreciation is whether any differences betweeratheal and forecast outcomes are
likely to be driven by permanent efficiency improvents or whether they reflect
uncontrollable factors or the temporary deferrahokstments. If the differences are
likely to result from uncontrollable factors, theporary deferral of investments or
the systematic over-forecasting of capex, therutieeof actual depreciation will
result in higher windfall gains/losses than if foast depreciation is adopted.

The AEMC considered that a relatively low poweragex incentive paired with a
higher powered opex incentive may distort TNSPsafiseputs, thereby creating
productive inefficiencies. In contrast, MCE detemed it was appropriate for the
AER to have the discretion in relation to distribatdeterminations to adopt either
forecast or actual depreciatith.

6.5.3 Proposed rules

This proposal would amend the roll-forward provrsion chapter 6A to allow the
regulator to adopt either forecast or actual deatien for TNSPs.

Table 6.5 Summary of proposed rule change: actual or forecastepreciation

No. Current rule(s) Proposed rule(s) Remarks

[6A.30] S6A.2.1(f)(5) S6A.2.1(f)(5) Revision to remove the reference to
6A.6.3(b)(3) 6A.6.3(b)(3) actual depreciation.

Note: This table is a summary, the complete sergposed rule changes are set out at Table 2.8 in
Part C.

% NER, cl S6A.2.1(f)(5).

®” NER, cl 6.12.1(18), though in practice for elaity the AER has consistently adopted actual

depreciation to date.

This is because, under the building block apgrdaaegulation, an NSP that is able to reduce

expenditure near the beginning of the regulatontrod period is able to retain the benefits of the

reduction longer than if it were to reduce expanditcloser to the end of the regulatory control

period.

% MCE SCOSCO response to stakeholder comments on the expomft of the NER for
distribution revenue and pricing (chapter, 007. p. 15.

68
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6.5.4 How the proposed rules address the identified issues

The framework would have the flexibility to adopther actual or forecast
depreciation for TNSPs where appropriate. For examyhen a significant
proportion of the forecast capex reflects uncotahdé factors, forecast depreciation
could apply, reducing the prospect of windfall gaamd losses. This would ensure
that the TNSP is not rewarded for cost reductiohgldo not reflect cost
efficiencies, or unduly penalised for circumstangesside its control.

6.6 Contingent projects, capex reopeners and pass
through events

The above sections have outlined proposed changhs tmmanner in which forecasts
of required expenditure are set, together with gkario the capex incentive
framework. The AER recognises that these changeslasely linked and that
together the changes have the potential to nedgiimpact NSPs in the event of a
significant event or unforeseen circumstances.

Accordingly, as part of this package of measuresMR is also proposing a
comprehensive framework for managing uncertaingyintroducing both contingent
projects and a re-opener provision for DNSPs. Thieeat framework attempts to
deal with the risk of under and over forecastinditmting regulatory discretion. As
has been shown, this results in systemically iafldbrecasts. In preference, the AER
proposes a less restrictive framework for settorgdasts, together with purpose built
provisions to deal with uncertainty and unforeseeents.

This approach ensures that NSPs are afforded an&lale opportunity to recover at
least the efficient costs of their operation, wiaitk/zancing the long term interests of
electricity consumers by removing the systemic upvias in forecasts.

6.6.1 Current rules

Under the current rules, adjustments within a raguy control period to TNSPs’
maximum allowed revenues (MAR) are permitted fatquass through events,
contingent projects and capex reopef&=or DNSPs adjustments are limited to pass
through events.

The contingent projects and capex reopener frantesnare asymmetric in that the
approval of a project or reopener during the reguyjgperiod can only lead to an
increase in a TNSP’s MAR. The pass through framkwsosymmetric and may lead
to an increase (positive pass through event) aiedse (negative pass through event)
in a NSP’s regulated revenue.

Additionally, pass through events may be assocmitdtdchanges in opex, capex or
both. Contingent projects and capex reopenersertdatapex and any incremental
opex associated with that capex.

0 Chapter 6A also contains an adjustment mechaftismetwork support pass through events:

NER, cl 6A.7.2.
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Contingent projects (chapter 6A only)

The contingent projects framework is for large iifead capital projects that are
sufficiently uncertain, either in respect of timiagcost, that they cannot be included
in the capex forecast at the regulatory réséimong other matters, for each
contingent project:

» the costs must not otherwise be provided for (il&lor in part) in the capex
forecast

» the costs must exceed $10 million or 5 per cetth@frelevant transmission
network’s MAR in the first year of the regulatorgrpd (whichever is the
greater)

= there must be a clearly defined ‘trigger’, setiouhe transmission
determination, the occurrence of which makes thgiegent project
reasonably necessary to achieve the capex objsttive

Capex reopeners (chapter 6A only)

The capex reopener framework is for events whiehoayond the reasonable control
of the TNSP and, in the absence of the capex respewuld significantly impact on
its financial viability”® For the determination to be reopened, the TNSR suiiter

an adverse event and among other things:

» the occurrence of that event could not reasonadolg lheen foreseen at the
time of the transmission determination

* no capex was included within the capex forecastlation to the event
* requires capex in excess of 5 per cent of the vafltiee RAB to rectify

= if rectified is reasonably likely to result in tA&ISP exceeding its total capex
forecast, and it is not able to reduce capex ieradineas without materially
adversely affecting reliability and securff.

Cost pass throughs events (chapters 6 and 6A)

The pass through framework provides a degree dégtion for NSPs from the
impact of unexpected changes in costs outsideeif ¢ontrol’> The NER prescribes
a similar but not identical list of pass througteets for TNSPs and DNSPs. For
TNSPs this list is exhaustive. For DNSPs, the AE® include additional events in
the distribution determination.

If an event occurs which materially increases &< of providing network services,
then the NSP may seek permission to increaserti@irmum allowed revenues to

L AEMC, Rule Determination16 November 2006, pp. 53-60.
" NER, cl 6A.8.1.

3 AEMC, Rule Determination1l6 November 2006, p. 60.

™ NER, cl6A.7.1.

> AEMC, Rule Determination16 November 2006, p. 104.
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reflect the additional (efficient) co&t. In the case of transmission, the term
‘materially’ is defined such that the change intsaaust exceed one per cent of the
transmission network’s MAR before it is eligiblelie considered as a cost pass
through event. For DNSPs, costs must also ‘malgriatrease or decrease, but this
term is not defined.

When a pass through event occurs the costs incarrealved by the NSP are not
necessarily recovered from (or returned to) usersd that same regulatory control
period’” Among other reasons, the AER may determine tieatdists should be
recovered by or returned to users over time (ssabvar the economic life of the
assets, with respect to capex).

6.6.2 Nature and scope of issues with current rules

Inefficient method of dealing with uncertainty

Currently, the arrangements for dealing with uraiaty rely too heavily on a
prescriptive framework for setting forecasts ofuiegd expenditure and a
presumption in favour of accepting NSPs’ proposHfss exposes consumers to the
risk of funding revenue partly driven by upwardigded estimates of efficient cost,
rather than relying on a purpose built framewonrknf@anaging uncertainty.

Contingent project threshold

In setting out its reasons for the contingent priojegger threshold, the AEMC
stated:

By aligning the lower bound to $10 million it hdsetadvantage of being the
same amount necessary for the application of telaory test to new
augmentation investment, while the 5 per cent eMAR upper bound is
more appropriate than the previous 5 per centoRAB."®

While the AEMC'’s rationale for the (lower boundyekhold relied on consistency
with the regulatory test threshold (now the RIT-Onder the NER the RIT-T
threshold is subject to review by the AER evergéhyears? This creates the
potential for a disconnect, in contrast to the AEB@tention, between the threshold
above which the RIT-T must be applied and the tiolesapplicable for contingent
projects.

® NER, cll 6.6.1 and 6A.7.3. Similarly, if an everttcurs which materially decreases the costs of

providing network services, then the rules esthtdiprocedure by which the AER may seek to
decrease a network service providers’ maximum abtbvevenues.

The NER distinguishes between the ‘eligible ghssugh amount’ and the ‘approved pass through
amount’. The eligible pass through amount is tleedase in costs in the provision of network
services that the NSP has occurred and is likelgdor as a result of the pass through event until
the end of the current regulatory control perioke Bpproved pass through amount is the amount
the AER determines (or is taken to have determiskdyld be passed through to users in the
current regulatory control period.

8 AEMC, Rule Determination16 November 2006, p. 59.

" NER, cl 5.6.5E.
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Pass through events

There are two problems with the current pass throutes. These are:

= unlike chapter 6A, the absence of a defined mditgrtareshold that applies
to cost pass through events in chapter 6 cream=tamty for stakeholders

= the potential for a ‘double-recovery’ of pass tlgbwosts of a capital nature
due to a mis-match between the RAB roll forwaresuhnd the pass through
rules.

On the materiality threshold issue, the incentiasdal framework of the five yearly
reset model can be undermined by overly frequesit gass through applications to
adjust revenue determinations. If the frameworkmsftoo much flexibility to adjust
regulatory decisions, then NSPs have an incentivkevote resources to continually
seeking upward adjustments to their forecasts rraftaa to beating their targets.

Accordingly, it is important that the mechanismsdatering for uncertainty are
subject to clearly defined triggers and in thisegasdefined materiality threshold for
cost pass through events in chapter 6.

On the potential double-recovery issue, once digesthange event or a negative
change event occurs, the pass through provisitms gie AER to determine the
timeframe over which an increase in relevant cissts be recovered from users. For
example, where there are capital costs, the AERIaetermine to treat the costs like
opex, meaning the costs would be recovered ind¢lae they are or are expected to be
incurred. At the same time, the RAB roll forwarayisions require all capex

incurred in a regulatory control period to be imt#d when establishing the opening
value of the RAB at the following regulatory corltperiod.

This means that even if the AER permitted (throtighpass through rules) the full
recovery of capital costs in the regulatory congr@tiod in which they are incurred,
the actual costs incurred with these assets wadiliidhes included in the opening value
of the RAB at the following regulatory control padi This means that those costs
would be recovered again from users in the follgrand possibly future regulatory
control periods.

6.6.3 Proposed rules

Mechanisms to deal with uncertainty

This rule change proposal extends the current ezx@pprovision for TNSPs to
DNSPs and introduces a contingent project framevi@r®NSPs. The proposed
distribution contingent project framework is simita the current transmission
version, with a trigger threshold of $10 million.

The AER also proposes that the trigger threshaldN®Ps be open to amendment by
the AER through a guideline.
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Table 6.6 Summary of proposed rule change: reopening of disiioution
determination for capital expenditure

No. Current rule(s) Proposed rule(s) Remarks

[6.16] — 6.6.4 New clause to provide a distribution
determination to be reopened for capital
expenditure for an event beyond the
reasonable control of a distribution
network service provider.

Note: This table is a summary, the complete sergposed rule changes are set out at Table 1.3 in
Part C.

Table 6.7 Summary of proposed rule change: contingent projest

No. Currentrule(s) Proposed rule(s) Remarks

[6.18] 6A.8.1 6.6A.1 Revisions to:
6A.8.2 6.6A.2
6.6A.3

% — provide for the AER to identify any
[6A.18] 6A.8.1

]

]

contingent projects in a distribution
determination or a transmission
determination;

— provide for a DNSP or a TNSP to
apply during the regulatory control
period for the AER to reopen the
distribution determination or
transmission determination in the
event a trigger event for a
contingent project occurs; and

6A.8.2
6A.8.3

— provide for the AER to develop and
publish the Distribution Contingent
Project Guidelines and the
Transmission Contingent Project
Guidelines to specify the
appropriate threshold for the
purposes of a contingent project.

[10.5] See Part C, See Part C, Revisions and new definitions relating
Table 3.1 Table 3.1 to contingent projects.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.5
and 2.3 in Part C. Consequential revisions to ¢hevant definitions in Chapter 10 are set out
at Table 3.1.

Cost pass-throughs

It is proposed that a one per cent materialityshotd be prescribed before a DNSP
may apply to the AER for an adjustment to theiowtd revenues under the cost pass
through provisions (consistent with the currenbsraission framework). In addition,
clarifications are proposed to ensure that the @bahy capex pass through is not
recovered twice from customers
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Table 6.8 Summary of proposed rule change: cost pass throughs

No. Current rule(s) Proposed rule(s) Remarks
[6.26] 6.2.8(4) 6.2.8(4) Revision to:
[6.27] 6.2.8(5) S6.2.1(e)(4)

— remove the ability for the AER to
publish guidelines setting out its
likely approach to determining
materiality in the context of
possible pass through events,
consequential to defining material
for the purposes of clause 6.6.1; and

[6A.40] S6.2.1(e)4)  S6A.2.1(f)(4)
S6A.2.1()(4)

— to include the effect of the amount
of any capex included to determine
any approved or required pass
through amounts on the total
forecast capex and depreciation for
the purposes of establishing the
opening value of the regulatory
asset base: [6.15].

[10.6] See Part C, See Part C, Revision to definitions of materially,
Table 3.1 Table 3.1 positive change event and negative
change event.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.10
and 2.14 in Part C. Consequential revisions ta¢levant definitions in Chapter 10 are set out
at Table 3.1 in Part C.

6.6.4 How the proposed rules address the identified issues

Introduction of capex re-opener and contingent progct provisions in distribution

Section 6.4 of this proposal outlined stronger imises on electricity networks to not
overspend their expenditure forecasts. HoweverAtR recognises that there are
occasions where an electricity network may be megluio incur efficient expenditure
above the amount set in the forecast due to urderesvents.

In line with the revenue and principle principlBs$SPs must be given the opportunity
to recover at least efficient costs. Accordinghthere are legitimate reasons why the
expenditure forecasts determined at the previcaet e no longer appropriate, then
in certain limited circumstances it is approprigt@e-open the forecasts to reflect the
new conditions. The proposed rules allow this tocuocwhile maintaining appropriate
thresholds to ensure that the framework does rarhes a ‘cost of service’ model.

This proposal is a more efficient way of dealinghauncertainty than the current
model that relies on a restrictive approach tordatgng forecasts of required
expenditure. It ensures that the uncertainty caméeaged, while ensuring
consumers are not exposed to the risk of upwardlsell forecasts to accommodate
uncertain events.

The contingent projects regime reflects the neeshiure that there is appropriate
flexibility for the treatment of uncertain projedtsan ex ante regime. Introducing
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these arrangements to distribution would help toaga uncertainty in the
distribution sector, by adding flexibility to DNSRalowed revenues without creating
a need to reopen the AER’s decision.

The AER proposes a threshold of $10 million fortomgent projects in distribution.
However, as per the proposed transmission rulegghdahe AER proposes that this
threshold be open to amendment through as AER lguedd his will permit the AER
to align the threshold for contingent projects vtk threshold for RIT-T (and
possible RIT-D) investments, consistent with theVKEs original reasoning.

Pass through events

Materiality threshold

During the development of the chapter 6A rulesdGuistralia (then ETNOF) argued
that the one per cent threshold was excessiveenmimmended that the definition be
amended to ‘material’ amounts. In response, the SEated:

The Commission considers that the threshold faass phrough is important
to ensuring stability and predictability of the eewie cap regime for both the
regulator and the regulated businesses. Removinthtbshold would lead to
greater uncertainty and increase the administratats for the AER to
determine what constitutes a material e¥ént.

The AEMC'’s views remain valid and are supportivehaf codification of a
materiality threshold in chapter 6. A one per geateriality threshold provides an
appropriate balance between providing certaintydfstribution networks and
maintaining incentives on those networks to opegéiteiently.

This proposal would also bring the arrangementsapply to DNSPs into line with
TNSPs. There are no apparent differences in therlyidg nature of transmission
and distribution networks that warrant a differnegulatory treatment in respect of
the pass through materiality threshold. The propesald also reduce the
administrative burden on DNSPs, the AER and ottaweholders associated with the
potential of overly frequent cost pass through i@pgibns.

I nteraction between pass through rules and RAB roll-forward rules

The proposed changes also ensure consistency betixe&reatment of capex
included in approved pass through amounts and &t riell-forward provisions.
Specifically, in calculating the amount of depréicia for the purposes of the
establishing the opening value of the RAB for tbkofving regulatory control period,
the AER will be required to take into account treatment of capex (if any) that was
included in any approved pass through amounts giini@ regulatory control period.
As a result, the proposed rules will remove theeptal for double-recovery of this
capex that exists under the current rules.

Secondly, under the proposed rules, the same ineearrangements will apply
equally to capex included in approved pass thramgbunts and actual capex
associated with the forecast capex allowance. Sgaty, for the purposes of
calculating the overspend penalty proposed in@edi4, an overspend will be the

8 AEMC, Rule Determination16 November 2006, p. 106.
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amount of actual capex (if any) that is greatentte forecast capex allowance
adjusted accordingly for any additional capex ideldiin the calculation of the
approved pass through amofht.

6.7 Excluding related party margins and capitalisat  ion
changes from the RAB

A NSP may outsource a number of management anatipeal services to separate
companies. For these services, the NSP will pagdihéractor an agreed contract
price. The actual charge (price) of this contradhen generally included in the
forecast of required expenditure by the NSP.

The term 'margin’ reflects any difference betweenrdract charge (price) and a
contractor's actual direct costs. These marginsimagonsidered to be capital in
nature and therefore meet the requirement of Beapgex incurred during the
previous period' for the RAB roll forwafd.

However, often these contracted companies have conownership with the NSP,
resulting in the ‘margin’ being retained within thee company owner. This may be
an efficient arrangement where the costs of the@sereflect those obtainable in the
competitive market. On the other hand, there areigistances where these related
party margins paid by the NSPs do not reasonalibctesfficient costs and are
excluded from the forecast expenditure.

This rule change proposal ensures that, if the AEfrmines a margin or portion of a
margin is found to be inefficient and thereforelaged from forecast expenditure,
such margins would be treated on a consistent hasi€xcluded from the RAB when
actual expenditures are accounted for at the etiteategulatory control period.
Similarly, this proposal will remove any perverseeantives for NSPs to change their
approaches to capitalising overheads during a asgw control period in order to roll
in higher amounts of capitalised overheads intdRA8 at the end of the regulatory
control period.

6.7.1 Current rules

The NER provides that the previous value of thellsgry asset base must be
increaggd by the amount of all capex incurred duttve previous regulatory control
period.

6.7.2 Nature and scope of issues with the currentr  ules

There are circumstances where margins paid by 8fesNo their related parties do
not reasonably reflect efficient costs and arewedead from the forecast expenditure.
However, margins may be considered to be capitahtare and therefore be
recognised as 'capex incurred during the previeneg for the purposes of the RAB

8 Similarly, the forecast capex allowance will usted downwards where the pass through event

leads to a reduction in required capex.

8 NER, cll S6A.2.1(f)(1) and S6.2.1(e)(1). Adjustmefor stranded assets in limited circumstances
are also part of current chapter 6A rules.

8 NER, cll S6A.2.1(f)(1) and S6.2.1(e)(1).
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roll forward®* The current rule provisions therefore contain gptial inconsistency
in how margins are treated, and do not adequatiElyeas the incentive for NSPs to
seek outcomes contrary to the efficiency objectofethie regulatory framework
through related party transactions.

For example, a NSP may characterise the contracyeh(price) as capex while the
actual costs of service delivery incurred by tHetesl party may be lower due to
efficiency gains or relevantly because of an iefthtontract charge including profit
margins. In this situation, where actual contréarges are rolled into the RAB, these
efficiency gains or any inflated charges are retdiby the ultimate owner(s) of both
entities and there is no mechanism for these daibs shared with consumers.

In the case of opex forecasts, incentive carryovechanisms and the setting of
forecasts based on expected underlying costs inptyscontracted rates) ensure that
efficiency gains are retained by the NSP for arreyppate amount of time then
shared with consumers. However, no such sharindgnamegm exists in relation to
capex.

Similarly, an issue may arise where a forecastdquired opex is determined on an
ex ante basis, then through changes in capitaisailicies, a NSP may reclassify
certain costs as capex incurred for rolling insoRtAB. In this way, the NSP would be
compensated in its forecast opex and again thrdegheciation and returns on capital
once the amount is recognised as actual capekidicdse, there has been no change
in the underlying capital cost of service delivdmgnce the NSPs would not be
penalised for incurring any foregone returns omi@ctapex’ above the benchmark.

These issues were recognised during the developohehtpters 6 and 6A and the
AER was provided the discretion to consider therixto which costs are not derived
through competitive tendering or arm’s length nedimn when assessing proposed
capex forecasts. However the AEMC only addressed this issue inaespf the
capex forecast and not the actual capex in the RBorward.

The AER has raised concerns about the current regggding capitalisation changes
and related party profit margins in the RAB rolii@rd, in its Victorian electricity
distribution final decision for 2011-15. The presiion in clause S6.2.1(e)(1) of the
NER that the AER will automatically recognise apex incurred in the previous
regulatory control period in the DNSPs' RAB rolii@rd calculations highlights a
poter:;tgally serious issue with the capex incentraenework under chapter 6 of the
NER.

The Victorian Minister for Energy and Resource® atgsed concerns regarding the
inclusion of related party profit margins in the BAoll forward during the 2011-15

8 NER, cll S6A.2.1(f)(1) and S6.2.1(e)(1). Chap@érprovides for adjustments to be made for
stranded assets in limited circumstances.

8  AEMC, Rule Determination16 November 2006, p. 118.

8 AER, Final decision Victorian electricity distribah network service providers distribution
determination 2011-2012010, pp. 455-59.
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Victorian distribution determination process ane sabsequent Tribunal review
process’

While this matter is currently the subject of aiesvbefore the Tribunal, the AER
considers that the current rules should be ametaetdhke it clear that related party
profit margins can be excluded from the RAB rolWard. The current rules should
also be changed to exclude the effect of changeapitalisation policies from the
RAB roll forward.

6.7.3 Proposed rules

Under the proposed rules, the AER would be abextdude capex relating to
changes in capitalisation policy and related pprofit margins from the RAB roll
forward at the end of the regulatory control pemwodthe basis that such amounts
were not incurred in accordance with their treathognan ex ante basis.

Table 6.9 Summary of proposed rule change: excluding relategarty margins and
capitalised overheads from the regulatory asset bas

No. Current rule(s) Proposed rule(s) Remarks

[6.19] S6.2.1(e)(1) S6.2.1(e)(1) New clauses to provide that related

[6A.22] S6A.2.1(f)(1) S6A.2.1(H (1) party margins or capitalised overheads
are only included to the extent that they
have been incurred consistently with
and as provided for in the total of the
forecast capital expenditure decided in
the transmission determination or the
distribution determination for that
previous period.

[10.7] See Part C, See Part C, Revision to include new definitions of
Table 3.1 Table 3.1 related party margins, related party and
overheads.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.6
and 2.5 in Part C. New relevant definitions in Glead0 are set out at Table 3.1 in Part C.

6.7.4 How the proposed rules address the identified issues

The proposed rules will require the AER to deteeramounts of margins and
capitalised overheads that, pursuant to the prewi@nsmission or distribution
determination, were permitted to be incurred oexaante basis. If capitalised related
party profit margins had been disallowed in forécapex under the previous
determination, the AER would need to consider wiethe NSP’s actual capex for
the purposes of the roll forward was incurred @o@sistent basis, that is, whether it
includes any margins deemed to be inefficient.

Similarly, if the amount of capitalised overhealsattforms part of actual capex have
increased due to a change in capitalisation pafiayoccurred since the time the
forecast capex for a particular regulatory conperiod was determined, the NSP

87 Minister for Energy and Resourc&bmission to the AERO August 2010, pp. 1-4.
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would not be able to include those amounts in th8 Rt the commencement of the
next regulatory control period.

The proposed rules will address any incentivesadnility that a NSP may have to roll
in the capitalisation change and related partyipnadirgins in the RAB which were
disallowed in the capex forecast.

6.8 Other incentive schemes

This proposal allows the introduction of new incemtschemes, subject to any
scheme meeting certain principles. These principi#de set out in chapters 6 and
6A of the NER.

6.8.1 Current rules

For TNSPs the current rules require that the AERtrapply an efficiency benefit
sharing scheme (EBSS) and a service target perfanacentive scheme (STPFS).
In the case of DNSPs, the AER may apply a STPIEB®BS and a demand
management incentive scheme (DM{3).

The EBSS provides for a fair sharing between NSEsh@twork users of the
efficiency gains and losses derived from the od@X$Ps for a regulatory control
period. The STPIS provides incentives (which nmjude targets) for NSPs to
maintain and improve service performance. The Dpt&rides incentives for DNSPs
to implement efficient non-network alternatives@manage the expected demand
for standard control services in some other way.

6.8.2 Nature and scope of issues with the currentr  ules

There are a wide range of incentive schemes opgratiother jurisdictions (notably
the UK) which are not currently part of chaptersr®A *° Regulatory best practice is
continually evolving, including the developmentimhovative incentive schemes.
While the AER does not currently endorse any paldicnew incentive scheme, the
current process to implement new schemes is cuiminers

In order for a new incentive scheme to be applie$Ps under the current rules, a
full rule change process would need to be condudtied process imposes significant
costs on all interested stakeholders. The AER densithat it is an overly costly
process to incrementally develop the regulatorymegn order to keep pace with
international best practice.

The current schemes have developed incrementadiiytowe. For example, after
chapter 6A of the NER was developed, MCE adde®ti¢S and EBSS for
electricity losses when developing chapter 6 ofNE&R. The AER understands these
ideas were not contemplated by the AEMC when ch&#teof the NER was
developed.

8 NER, cll 6A.6.5(e), 6A.7.4(e), 6A.14.1(1)(iii) drBA.14.1(1)(iv).

8 NER, cl 6.12.1(9).

% See for instance, Ofgem (200B)ectricity Distribution Price Control Review Fin&roposals —
Incentives and Obligation&ef: 145/09, 7 December 2009.
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Currently, through the demand side participationew, the AEMC has commenced
consultation on a rule change request from the MQO#Elation to amending the EBSS
framework applicable to TNSPs to require the AERdnsider the scheme's effect on
the TNSPs' incentive to undertake non-network mdtéve expendituré: As an
additional example, in a submission to the MCEhmnDraft National Electricity
Rules, the ESCV stated that while a service perdoicae scheme is now a standard
and fundamental part of the regulatory framewoukhsa scheme did not exist when
economic regulation of electricity networks begamiustralia, and was only added
by some jurisdictional regulators over tirfffe.

6.8.3 Proposed rules

Under the proposed rules, the AER would be abtet@lop and publish other
incentive schemes beyond the EBSS, STPIS and Ddditgect to the any such
incentive scheme meeting the following principles:

» the benefits to consumers likely to result from shheme are sufficient to
warrant any reward or penalty under the scheme

» in developing a new scheme, the AER must have deigar

« possible effects of the scheme on incentives feirtiplementation of non-
network alternatives

« the need to ensure that the incentives are suffiteoffset any financial
incentives the NSPs may have to reduce costs aixibense of service levels

« the willingness of the customer or end user tofpayncreases resulting
from implementation of the scheme

« ensuring that financial or non-financial targetd aervice standards set by
the scheme do not put the safe and reliable operafithe electricity
transmission or distribution networks at risk.

Amendments have also been proposed to the requitemehapter 6A of the NER
that the AER must develop EBSS and STPIS schemd@3\BPs. Instead, the
proposed rules reflect the arrangements that dilyrapply under chapter 6, where
the AER has the option whether or not to apply gimgn scheme, with the decision
to apply or not apply made at the time of the distion determination.

%1 AEMC, Rule changes -Efficiency Benefit Sharing SchemeDemiand Management Expenditure

by Transmission Businessesirrently in preparation of draft determination.
ESCV,Essential Services Commission of Victoria Submmissiothe National Electricity Rules
Distribution Revenue and Pricing Rulespril 2007, pp. 2 and 3.
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Table 6.10 Summary of proposed rule change: other incentive femes

No. Current rule(s) Proposed rule(s) Remarks
[6.20] - 6.6.6 New clauses to provide for the AER
[6A.29] 6A.7.5 to develop and publish an incentive

scheme or schemes other than the
service target performance incentive
scheme, demand management
incentive scheme and the efficiency
benefit sharing scheme where the
AER considers that there are benefits
to end users or customers arising from
the incentive scheme or schemes.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.7
and 2.7 in Part C.

Table 6.11 Summary of proposed rule change: discretion to applthe incentive
schemes

No. Current rule(s) Proposed rule(s) Remarks

[6A.34] 6A.4.2(a)(5), (6) 6A.4.2(a)(5), (6) Revisions to include reference to the
S6A.1.3(2), (3) S6A.1.3(2), (3) ‘applicable’ service target
performance incentive scheme and
efficiency benefit sharing scheme.

Note: This table is a summary, the complete sergposed rule changes are set out at Table 2.10 in
Part C.

6.8.4 How the proposed rules address the identified issues

Incentive schemes are an important part of thelaggny toolkit and the framework
should be sufficiently flexible to respond to dea@hents in regulatory best practice.

The proposed rules allow for additions to the ratprly regime thereby avoiding the
need for a rule change each time a developmeegulatory best practice arises.

6.9 Treatment of shared assets

In addition to the other incentive schemes disaisgé®ve, the AER considers that
the current rules should recognise that some oasisets owned and utilised by NSPs
to provide electricity services are also used eplovision of services other than
standard control services. Users who effectivelyfpathe standard control assets
currently receive no compensation for use of tlessets to deliver other services.

Regulators have required such compensations ipask as the examples below
demonstrate. However, the NER do not currentlyaBach compensation. This
means that users who were previously sharing iémefits under the state based
regulatory arrangements, are no longer doing se.pbitential for regulatory assets to
be used for other purposes is also arguably grawiity the use of regulatory assets
in facilitating the provision of broadband servidesng one such example.
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6.9.1 Current rules

The current rules do not allow the AER to makeveneie adjustment for the use of
standard control assets in the provision of otkerises, including unregulated
services. This results in standard control sergicgomers paying for 100 per cent of
the costs of an asset, but receiving no compemsati@n the same asset is used by
the service provider in undertaking other actigitie

An exception is in Queensland where a mechanisraldegd by the QCA was
preserved under the transitional provisions inNE€R. These transitional provisions
for Queensland expire at the end of the currentlagégry period in 20158°

6.9.2 Nature and scope of issues with the currentr  ules

The current rules make no provision for consumereteive compensation for
shared assets that are used to earn unregulatuevThis means that consumers
that used to benefit under state based regulateam@ements are no longer able to
receive any compensation.

For example, ESCOSA developed a profit sharingpfashere 40 per cent of pre-tax
annual profit earned from non-prescribed servickglvare based on access to
prescribed assets were treated as prescribed ®e¥Ehhis adjustment was applied
annually. The last sharing factor adjustment wa&0tt0-11 regulated prices when
$2.2 million (40 per cent) of the $5.5 million pitsffrom unregulated activities using
regulated assets was shared with uSefarecast revenue adjustments for the use of
shared assets for non-standard control servicaseteled in the building blocks
assessments for the Queensland distribution nesworlkaddition, an under/over
recovery adjustment is included in Ergon Energgstml formula for any difference
between the forecast and actual use of these shasets for non-standard control
services’®

The use of existing poles and pits to provide axé@sNBN services will be a
national issue. While the activities may be covdredhe existing approach to the use
of shared assets in Queensland, DNSPs in othsdjations are not required to share
any additional revenues they earn from facilitatNiN services through the use of
shared assets.

6.9.3 Proposed rules

The proposed rules will allow the AER to includeegenue adjustment or mechanism
for situations where shared assets are used festamdard control services,
including unregulated services.

% See clause 11.16.2 of the NER and the definifdregulatory control period’ in clause 11.16.1 of

the NER.

ETSA Utilities has HFC cables for Telstra/Optable TV strung along its electricity poles.
% Appendix E to ETSA Utilities 2010-11 pricing pragal.

No such unders/overs adjustment applies to Ererge

94
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The proposed rules would recognise that; wheresgsening part of the regulatory
asset base for standard control services are ussalitnl be used in the provision of
services other than standard control servicesAER may add an adjustment or
mechanism to the distribution determination to cengate standard control services
customers for the use or potential use of thesgt|ass

Chapter 6A could also include a similar rule to ¢ime for standard control services.
However, the AER considers the use of regulateetsi$s provide unregulated
activities is less common for transmission netwdhies it is for distribution
networks. Accordingly, no new rule is proposedeaspect of transmission.

Table 6.12 Summary of proposed rule change: treatment of shackassets

No. Current rule(s) Proposed rule(s) Remarks
[6.21] - 6.4.3(a)(8) Revisions to:
6.8.1(b)( 2)

— introduce new clause to allow for
any revenue decrement for that
year arising from;

6.12.1(13A)

— introduce new clause to provide
for the AER to set out in the
framework and approach paper its
likely approach to; and

— torequire the AER to make a
constituent decision in relation to,

the use or forecast use of assets
forming part of the regulatory asset
base for the provision of services
other than the provision of standard
control services.

Note: This table is a summary, the complete sergbosed rule changes are set out at Table 1.8 in
Part C.

6.9.4 How the proposed rules address the identified issues

The proposed rules address the issue by makimegit that the AER can make a
revenue adjustment to the building blocks thatvedlaisers to benefit if the assets they
have funded are used to provide other services.

Revenue adjustments would be preferable where mahtoforecasts of use can be
made. In such circumstances, smoother prices dmutibtained by including an ex-
ante revenue adjustment in the building blocksutation®” A control mechanism
adjustment (for example, a profit share mechanismjld be preferable where the
benefits derived from, and use of, the shared si$gebdther purposes involves
significant uncertainty and therefore forecastirrgasonable revenue adjustment is

9 A revenue adjustment could include an undersoaeds adjustment for any difference between

forecast and actual use of assets. Such an ungie/ars adjustment would need to be included
in the control formula.
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problematic (if not impossible). In such circumstes the AER would seek to set the
incentives on an ex ante basis (for example, thR A&uld state that a certain
proportion of pre-tax profits from these other atiees should be shared with users)
but would only make the revenue adjustment ex oty as during the annual price
approval process.

Given that the AER can not anticipate which circtanses it may face, it would be
desirable that the AER have the ability to adoptriost appropriate approach based
on the circumstances it encounters. For similaa datilability reasons, the decision
on the specific approach to be taken can not allwaysonfirmed at the framework
and approach stage. Accordingly, the intentiomidlie AER to signal its likely
approach at this stage, but to finalise the approacing the determination stage.

In developing chapter 6A, the AEMC indicated thatriderstood that no assets used
for unregulated services would form part of theropg RABs which were based on
previous jurisdictional valuations. The MCE adoptieel same approach to codifying
the opening RABs in chapter 6, though it does ppear the MCE intended this to
result in standard control customers paying 100cpat of the cost of assets used for
regulated and unregulated activities. Rather, peaps the MCE considered this issue
could be addressed through cost allocation. Inaesgpto a stakeholder submission
on this issue, the MCE stated:

The standard practice will be for the unregulatedipn of the asset to be
excluded from the regulatory asset base, whicheatly cover standard
control services. [MCE SCQ] considers that thiscpss is appropriate for the
purposes of cost allocation. The transitional agesment for Queensland
distribution businesses will appropriately addrgs’®

The current cost allocation method (CAM) approacbsinot apply to non-
distribution services. Further, addressing thigeshrough a cost allocation approach
could only apply to future assets not existing esg$énally, while a CAM assists in
preventing users paying costs associated withribsgion of non-standard control
services, it does not allow users to share in amgfits from standard control assets
being used for other purposes.

For clarity, the proposed rule will not result etAER being able to set the prices of
unregulated services. Rather, the proposed ruls tiroompensate users for the use
of standard control assets in the provision of ofi@evices.

The proposed rule will also provide a mechanism@llmv the AER to address the
issue of shared assets for Queensland after th&iticanal provisions expire at the end
of the current regulatory control period.

% SC0,SCO response to stakeholder comments on the ExpDsaft of the National Electricity

Rules for distribution revenue and pricing (Chap®@rp. 15.
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6.10 How the proposed rules contribute to the NEOa nd
revenue and pricing principles

The proposals outlined in this chapter contribatéhe NEO in a number of ways. In
particular, they seek to ensure that consumersrdyerequired to pay for efficient
expenditures that have been subject to robustamylconsideration.

The proposals address the features of the cureginhe that lead to upwardly biased
expenditure forecasts and the restrictions on tBR’A ability to respond to this bias.
They also allow the AER to consider a broader rasfgelevant information when it
determines the efficient overall expenditure fostcaAt the same time, the proposed
framework protects NSPs against the risk of foreeasr by building an appropriate
level of flexibility into the regulatory frameworkfer instance in relation to capex
reopeners and contingent projects.

The proposed rule change also improves incentimd$SPs to invest efficiently in
their networks:

» the proposed overspend sharing mechanism establrstentives on NSPs to
invest only when it is efficient and prudent tostn By increasing the level of
discipline on capex in excess of forecasts, thegsal contributes to the NEO
by reducing unnecessary upward pressure on cusiomes

= the rules relating to future incentive schemes gyile the AER flexibility to
design a balanced overall incentive framework spoad to different types of
NSP behaviour as they arise and to incorporateideas, which in turn will
provide NSPs with more effective and balanced iticea to promote
economic efficiency.

The proposal addresses features of the curremheetiiat unduly favour NSPs:

» the proposed rules relating to profit margins aapitalisation changes will
restrict NSPs’ ability to artificially inflate themount of ‘actual capex’
reported for the purposes of performing the RAB farlward

= the proposed treatment of shared assets will allmvgumers, as well as NSPs,
to benefit from the use of regulated assets forneguilated purposes

= by giving the AER discretion to apply forecast degation to roll forward the
asset base at the end of a regulatory control gpemaler chapter 6A of the
NER will help to ensure that TNSPs are not rewafdedost reductions that
do not reflect efficiencies

Finally, the proposed changes reduce the admitiistreosts associated with
regulatory decision making. The overall cost gfulation includes the resources and
time expended by the regulator, service provideriaterested parties. For instance:

» by reducing the overall level of prescription indamproving the clarity of,
the expenditure factors the rule change proposlalces the cost of regulation
and provides an opportunity to focus on the keyoiacthat drive expenditure
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» Dy establishing clear thresholds that must be reftre the AER will consider
varying a determination, the proposals relatingdst pass throughs minimise
the administrative cost associated with regulat@gision making and create
incentives for NSPs to focus on efficiently opargtand investing in their
networks.

6.11 Expected costs and benefits and the potential
impacts on those affected

Overall, the AER considers that there are significeet benefits associated with the
package of rule change proposal described in tiapter. The changes would
establish a regulatory framework which is bettaripped to identify and reward
efficient expenditure, while minimising inefficieekpenditure which adds to
customer bills.

The AER’s proposal seeks to achieve a balance ettt interests of consumers
and NSPs which aligns with the revenue and pripmagciples. The key beneficiaries
are consumers since the proposal limits opporesiior NSPs to earn returns above
efficient levels. However, the AER has soughtesign a balanced package of
proposals which benefits NSPs where appropriate.instance:

= DNSPs benefit from the proposed introduction ofesageopeners and
contingent projects in distribution, since thewverue determinations will
become more flexible. Consumers would also befrefit the increased
security associated with having economic regulagimangements that
respond to unforeseen events.

= TNSPs benefit from the additional flexibility thatises from the proposal to
allow the AER to choose whether to apply forecastatual depreciation,
rather than having this prescribed in the rulesSPEl would be able to avoid
the uncertainty of potential windfall loss (or gslirn the event that the AER
adopts forecast depreciation when the differeneésden the actual and
forecast outcomes are likely to result from uncalfdble factors. Consumers
benefit from the additional flexibility that arisé®m the proposal which will
assist the AER in ensuring a TNSP is not rewardeddst reductions that
may not reflect efficiencies.

= Streamlining the process associated with the inizbdn of new incentive
schemes, and removing the obligation to apply cesehemes to TNSPs, has
the potential to benefit the AER, NSPs and othlewvent parties. NSPs would
also have the opportunity to be rewarded if thenfgrmance is above the
criteria set by the schemes.
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7 Determination of the rate of return

7.1 Introduction

This section outlines the proposed rule changésgeveighted average cost of capital
(WACC) provisions in the NER. The majority of thedenges seek to streamline the
process and provide certainty for setting the WAGONSP, as well as for gas
pipelines® The changes also seek to provide the AER morébfliy to address
unforseen and undesirable outcomes in the setfitigealebt risk premium (DRP)

that have arisen recently.

The current arrangements under the NER in reldatdhe determination of the
WACC differ between electricity distribution an@tismission NSPs. In particular,
while both chapters 6 and 6A require periodic ‘WA@Riews’, chapter 6 requires
the outcomes of such reviews to be published tat@ment of regulatory intent
(SORI) which can be departed from in each distrdrutietermination in the presence
of ‘persuasive evidence’. Conversely, in chaptey A CC review outcomes cannot
be departed from in transmission determinations.

The WACC review covers the following values, crediings and methodologié?’
= the nominal risk-free rate
» the equity beta
» the expected market risk premium (MRP)

» the market value of debt as a proportion of theketaralue of debt and equity
(i.e. the gearing ratio)

= the credit rating levels to calculate the debt pge&mium (DRP)

= the assumed utilisation of imputation credits @@mma) used to calculate the
estimated cost of corporate income 3.

Use of the nominal post-tax framework and the ehjpi$set pricing model (CAPM)
are prescribed in the NER and are not subjecte ABR’'s WACC review.

Under chapter 6, the first WACC review was to bepteted by 1 May 2009 and at
intervals not exceeding five years after 31 Mar@A®° Under chapter 6A, the
intervals for review also commenced from 31 Mar6B2but are exactly five

years:®®

% This chapter should be read in conjunction wiga AER’s rule change proposal with respect to the

National Gas Rulegiven the similarity in issues in setting the WAL both gas pipelines and
electricity networks.

Collectively referred to hereafter as ‘parameters

101 NER, cll 6.5.4 and 6A.6.2(f)—6A.6.2(j).

192 NER, cl 6.5.4(b).

103 NER, cl 6A.6.2(g).

100
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7.1.1 Overview of issues with the current rules

There are benefits and drawbacks of the differppt@aches to setting the WACC
under chapters 6 and 6A. However, the processeapplichapter 6A has the least
drawbacks. The materiality of the rate of returi@termining revenue requirements
and end use prices, combined with the inherentrtenoées involved in determining
individual parameters, provides fertile ground dogoing and often irreconcilable
debate between stakeholders and the AER. Thissgtdemost WACC parameters
being slow to change with developments in datathedry.

More generally there appears to be little justtima for having different
arrangements in setting the WACC between elecatriagiSPs and TNSPs and gas
networks. The WACC is a benchmark and is largedfgpendent of business/ industry
specific considerations.

For many parameters, the current rule framewodhapter 6 provides for the AER
and DNSPs to be in continual ‘WACC review’ mode véheonsiderable resources
are spent at every determination process re-exagligsues. The incentive for
DNSPs to argue with the AER has also resultedvreves by the Australian
Competition Tribunal in pursuing a level of preoisiwhich can only be considered
spurious in the context of many WACC parameterstddeer, where the AER has
undertaken a thorough review in the context of tdra@A and made an overall
decision which reflects the views and interestalb$takeholders, it remains open for
DNSPs to cherry pick those component parametettseedfV ACC which they consider
unfavourable for them. This process detracts frioenAER’s ability to adequately
consider the resulting overall rate of return.

The current rules provisions have also given asdifficulties in setting allowances
for the cost of debt. The NER prescribe that thé&RARust refer to a benchmark
corporate bond rate, the yield of which in pracbears little resemblance to what
would be an efficient cost of debt for electriaigtworks. In part this reflects the
AER'’s decision to set a benchmark yield to matuoitytO years, which became
immediately problematic during and after the gldio@ncial crisis when the market
for long dated bonds was highly limited.

The restrictive nature of this DRP definition hasulted in significant debate and
merits review processes that have focussed onitattarguments around an
appropriate choice of data to satisfy the benchrdafinition rather than how best to
achieve outcomes that are in the long term inter@stonsumers. In this regard, the
benchmark debt margins proposed by networks hase &g high as 4.6 per cEfit
above the risk free rate while market data sugipestmargins on debt issued by
companies during and after the global financiaisr{GFC) have ranged from 1.8 to
3.6 per cent® If the AER were to set its DRP at levels closethi® electricity
networks’ current actual cost of borrowing, resigtin a conservative reduction in
approved margins of, say, 1 per cent, this wowdlten consumers paying

104 NT GasAccess Arrangement Revision Proposal SubmisMay 2011, p. 72.
195 See Table 7.5 below.
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approximately $400 million less to electricity netks in 2011, with this saving
increasing in line with additional investments Bwnassets each year.

7.1.2 Overview of rule change proposal

The AER proposes a series of rule changes to digprocesses for determining the
rate of return across all electricity networks. RieR’s proposal is a process that
includes:

= periodic ‘WACC reviews’, the outcomes of which cahbe departed from in
subsequent regulatory determinations (as per titrerduarrangements for
TNSPs)

* no persuasive evidence test at the time of each @W/A®iew, rather, a
requirement that the AER have regard to previoadiypted values in tandem
with all other NER and NEL requirements, rathemntbaing potentially bound
to previous values

» increasing the scope of the WACC review to coverrttethodology for
setting the DRP

= alignment of provisions relating to the timing ofAQC reviews across
chapter 6 and 6A, namely allowing AER to initiag®iews before the expiry
of a five year interval (as per the current arrangets for DNSPs).

These changes are limited in number but would debignificant improvements in
the process of how the rate of return is determinad also provide a better balance
between flexibility and certainty in this aspecteabnomic regulation.

7.2 The status of the WACC review in determinations
7.2.1 Current Rules

Chapter 6A requires that the parameters determmt#we WACC review must be
applied in transmission revenue determinationd) wit ability to depart from these
parameters. However, chapter 6 requires the AERIbdish a Statement of
Regulatory Intent (SORI) specifying these paranset@hich must be applied in
distribution determinations unless there is penseasvidence justifying a departure
from a particular parameter.

7.2.2 Nature and scope of issues with the currentr  ules

In identifying the issues the AER has experienceapiplying the current rules, it is
worthwhile revisiting the justifications of the AEMand the Ministerial Council on
Energy (MCE) in drafting chapters 6 and 6A.

1% Based on forecast values in existing determinatithe regulatory asset bases of electricity
networks in the NEM were valued at approximately $8lion as at 2011, of which $40 billion is
debt funded according to the AER’s benchmark ggaaissumption of 60 per cent.
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The AEMC's considerations in codifying the WACC i@~ outcomes in the current
chapter 6A were as follows:

= there was a high degree of stability in paramedduwes adopted by the
regulator in the years leading up to the AEMC’sSewv

= the savings in administrative costs and reduceeérgiaty through codifying
WACC parameters would offset any expected benefitsreassessment of the
WACC at every transmission determination

» having short term stability in WACC parameters vebcileate a more stable
investment environment

= sufficient flexibility to account for developmerntstheory and market
conditions should be provided through a periodicewe of WACC parameters
by the AER, subject to any discretion and judgnieing exercised in
accordance with clear critertd’

On the other hand, the MCE’s decision to allow depas from WACC review
outcomes at each distribution determination untlapter 6 of the NER was based on
the pre-existing differences in WACC parametergsejurisdictions at the time:

SCO considers that given the different parametgopted by jurisdictions to
date, it is appropriate not to replicate the AEM&hsmission rules and allow
distribution to converge, should the AER considepipropriate, over tim&®

While the AEMC's scope in conducting its review iasited to electricity
transmission, the AER’s experience has shown thabinsiderations are relevant to
both DNSPs and TNSPs. Importantly, the savingslmiaistrative costs and
improved investment outcomes for TNSPs consideyeatids AEMC would be far
greater in the context of distribution where thare more regulated networks. More
generally, there appears to be no justificatiorhi@mring differences across sectors
with regards to the legal requirements and othecgsses for setting the WACC,
given the rate of return is predominantly basednanket and sector wide
benchmarks. An unintended consequence of havifgyeift WACC frameworks is
that they could produce different benchmark paramewhen the risks of investment
reflected in these parameters should be the samede TNSPs and DNSPs,
resulting in investment distortions between sectors

Another implication of having a WACC review thatsweoncurrent for electricity
TNSPs and DNSPs, and also performed under efféginentical NER provisions
referring to a benchmark rate of return, was thedsulted in an immediate
convergence in parameters from previous jurisdieti@utcomes. Hence as a result of
the AER’s 2009 WACC review decision, the MCE's oatile for different WACC
frameworks falls away. It is important to note ttied AER’s 2009 WACC review
could have resulted in different parameters begtgrnined for TNSPs and DNSPs,
but this does not imply that separate rule prowisior processes for setting the

197 AEMC, Rule Determination16 November 2006, p. 83.
198 MCE SCOResponse to stakeholder comments on the Exposafeddthe National Electricity
Rules for distribution revenue and pricing 16.
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WACC should apply, nor does it detract from thedjgs of being able to consider
whether there is a need for different parametetwden TNSPs and DNSPs (or gas
service providers) as part of a single WACC revpgocess.

The MCE also commented that regulators should etatadopt a presumption that
previous WACC parameters were appropriate, subjegersuasive evidence to the
contrary*®® This was noted in the context of:

...reviews over inputs into the estimation of the W@@ver which there is
substantial statistical uncertainty (the concerindpéhat the lack of precision
in parameter estimates could give rise to substavdriation in rates of
return merely from different interpretations of #@me set of dataj’

The AER’s experience with consultation and analgsesented in the WACC review,
and during subsequent determinations for gas audrigity networks, is that all
WACC parameters are subject to debate stemmingifmbarent uncertainty in their
estimation and because of different and sometime8icting theoretical arguments.
Specific observations in this context include:

= given that the return on capital contributes appnately half of regulated
revenues for each network, there is a strong incefdr NSPs to propose
values that are to their advantage

» the consideration of whether there is persuasiigdeece does not discourage
DNSPs from attempting to cherry pick certain par@rseand engage in
arguments even where evidence is not persuasive,repeat and repackage
data and theoretical arguments at each distribuladermination. For
example:

= certain arguments on the MRP are repetitive andlypnosncern matters
the AER has previously considered rather than dgweénts in theory or
empirical analysis!

« again with respect to the MRP, NSPs continue oaitariety of events
including earthquakes in Japan and New Zedfdrd well as selected
reports from market commentators which convey aipastic outlook for

199 MCE SC02006 Legislative Package: Initial National Gas RajlExplanatory material attached to

Energy Market Reform Bulletin No.74, November 200620-1.

MCE SCO0,2006 Legislative Package: Initial National Gas RallExplanatory material attached to
Energy Market Reform Bulletin No.74, November 200620.

For example Officer and Bishop’s implied volayiland ‘glide path’ approach was first presented
during the AER’s WACC review and not relied on giwée lack of supporting information
provided to the AER at the time. It has since hemsented to the AER (and rejected as a basis for
estimating the MRP) in electricity distribution demnination processes for ETSA Utilities and the
Victorian DNSPs, as well as in the AER’s gas aceesangement processes for QLD, SA and NT.
For example, APT Allgas Energy Pty Limitel;cess Arrangement Response to AER draft
decision 01 July 2011 — 30 June 20p618.
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the global econorly?®, without any substantiation on how this relates to
the long run MRP

In developing chapter 6, the MCE considered thaettainty in parameters should be
supported by a higher threshold of ‘persuasivedence that should provide a degree
of inertia in departing from previously adoptedgraeters. However, the ability to
depart from a previous parameter in light of pessteaevidence produces a risk of
higher than efficient rates of return when viewed@¢ombination with other features

of the decision making framework:

= when combined with the primacy of the NSP’s regulaproposal in the
determination process, the persuasive evidencertast the AER into
arguments posed by NSPs on specific parametengy hian considering
changes in other parameters that may not be iN8fes’ favour

= NSPs are afforded multiple opportunities to arguepirameters of their
choice, as they actively participate in the WAC@ew, provide submissions
on other determination procesS8sind then argue again in their own
determination processes

= given the technical and ongoing nature of argumeatssumers and other
stakeholders may find it difficult to debate WACS3iies at every network
determination.

Stakeholder engagement is better achieved wheparm@meters are open for debate
in a single focused consultation process, wheraftdtted parties are incentivised to
participate and devote resources.

In summary, the current arrangements in chaptevé the following drawbacks
regarding the ability to depart from the SORI:

» networks are incentivised to continually repackaggiments and data which
have been previously considered by the regulator

= where new information or theory does arise, ilasvg0 evolve and does not
warrant the high administrative and opportunitytsas continually reviewing
certain parameters under the current framework

» the assessment of persuasive evidence is asymmaettidetracts from the
AER'’s (and the Tribunal’s) ability to determine wher the overall rate of
return is a reasonable outcome.

13 For example, Jemena Electricity Networks (Via),[Regulatory Proposal 2011-15lovember
2009, pp. 167-8.

The AER’s recent decision to set a MRP value pé6cent has now been subject to a review
application by Envestra under the NGR. While thisrfework does not include a persuasive
evidence test, as the MRP is a market wide pararieterguments presented to the AER have
been identical for gas and electricity network#hi@ wake of the 2009 WACC review. For this
reason the outcomes of this review under the N@&Rilegly to have a significant bearing on the
AER’s decisions under the NER.

See for example, SP AusNet and Multinet submissan the market risk premium in the Envestra
and APT Allgas access arrangement determinations.
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7.2.3 Proposed Rules

The proposed rules remove the ability to deparhftbe SORI when making
distribution determinations, thus making the WA@Riew outcomes prescribed for
all electricity NSPs. This involves removing theq&sive evidence test and related
clauses from chapter 6 so that all the parametgesmined during the WACC review
are prescribed at the time of distribution deteations, as is currently the case for
TNSPs. In essence the AER’s proposal is to ameniMACC review provisions in
chapter 6 to mirror those in chapter 6A.

As the WACC review outcomes would no longer beateshent of intent under
chapter 6, the AER proposes to rename the docuwtegoh prescribes WACC review
outcomes as a ‘Statement on the Cost of Capital’.

Table 7.1 Summary of proposed rule change: the cost of capitareview and the
statement on the cost of capital

No. Currentrule(s) Proposed rule(s) Remarks

[6.22] 6.5.2(b) 6.5.2(b) Revision to:
[6A.23] 6A.6.2(b) 6A.6.2(b)
[6A.27] 6A.6.2(f), (h) 6A.6.2(h), (i)
[6A.29]

— clarify the chapeau of clauses
6.5.2(b) and 6A.6.2(b);

— require that the weighted average
cost of capital is to be calculated in
accordance with the statement on
the cost of capital; and

— require that the statement on the cost
of capital only applies to a
regulatory or revenue proposal
submitted after it is published and if
S0, a distribution determination or
transmission determination must be
consistent with the statement.

[10.8] See Part C, See Part C, Revision to replace definition of
Table 3.1 Table 3.1 statement of regulatory intent with
statement on the cost of capital.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.9
and 2.6 in Part C. Consequential revisions to ¢hevant definitions in Chapter 10 are set out
at Table 3.1 in Part C.

7.2.4 How the proposed Rules address the identified issues

The AER agrees with the AEMC'’s reasoning, when tbgpieg chapter 6A, that
prescribing WACC review outcomes for transmissietedninations reduces
administrative costs and increases investmentiogrtdhe AER’s proposed rule
changes seek to achieve the same objectives fdriely distribution processes.

Consistency in WACC rule provisions was also coai®d as a possibility by the
MCE in developing chapter 6.
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The proposed rule changes would avoid investmebrdions across different
networks by applying the same benchmark WACC patersén each regulatory
price determination for which the statement ondbst of capital applies.

In administrative terms, moving considerations cA@C matters from the regulatory
determination process into a separate periodievepirovides further benefits by
allowing parties to focus their attention on otblErments of the determination
process.

7.3 Role of the persuasive evidence test and previo  usly
adopted values

7.3.1 Current Rules
The current rules contain two instances of a ‘pessie evidence’ test:

= at the time of the WACC review—both chapters 6 @Adorovide that where
a WACC parameter ‘cannot be determined with cefggithe AER must have
regard to the ‘need for persuasive evidence’ beddapting a value or method
that departs from the previously adopted value ethod for that parametgf

= at the time of distribution determinations—chag@eqrovides that the AER
must adopt the WACC parameters from the applicBRR&I unless there is
‘persuasive evidence’ to do otherwisé.

This section deals with the persuasive evidenddhasapplies at the time of each
WACC review. The persuasive evidence test thatieppl the time of each
distribution determination would be removed as seguence of prescribing WACC
review outcomes for DNSPs (as discussed in sect@n

7.3.2 Nature and scope of issues with the currentr  ules

The persuasive evidence test represents a prolbeamat potentially unnecessary
threshold which may inappropriately restrict theRR& ability to determine an
efficient benchmark rate of return.

In the absence of a persuasive evidence test, Biewould still have regard to the
previously adopted parameters as part of its WAGGESitlerations. In the electricity
context, the ACCC and jurisdictional regulatorsdaad regard to previous WACC
parameters as a matter of good regulatory praahdean the absence of any explicit
requirement to do so. This is also the case foAtBR in respect of gas access
arrangement§'®

16 NER, cll 6.5.4(e)(4), 6A.6.2())(4) and 6A.6.4(e).

17 NER, cll 6.5.4(g)—(i).

18 As an additional example, during the WACC reviéive AER had regard to the previously
adopted equity beta and gamma values from pregjasaccess arrangements (taking into account
potential differences between the electricity aad gectors), while not an explicit requirement of
the NER to do so. AERVACC Review Final decision—Electricity transmissaml distribution
network service providers—Review of the WACC patenrgévay 2009, pp. 241-243, 396-397.

71



The difficulties of interpreting the term ‘persuasievidence’ were demonstrated
during the WACC review, when a number of stakehsigieovided various points of
view. Gilbert and Tobin lawyers stated the prowisi® sometimes referred to as
incorporating an ‘inertia principle’, to reflectealproposition that an existing value or
method that has been adopted should not be degestaedinless there is persuasive
evidence''® Other substantive issues raised were whether:

= persuasive evidence is limited to evidence thatgsdhe previously adopted
parameter is ‘incorrect’

= unanimous evidence is required among experts b#ferevidence can be
considered persuasive

= persuasive evidence is limited to ‘new’ evidence

= the upper or lower 95 per cent confidence intefst@pending on if the market
estimates are below or above the previously adgpaegimeter) is the
threshold that determines whether empirical evidéspersuasive or n&t?

The AER highlights, in particular, the view thaethroper interpretation of the
persuasive evidence test is one that requires deimating a previously adopted
parameter is ‘incorrect’ before the parameter magéparted from. This was a
position held by a number of stakeholders includimgJoint Industry Association,
Gilbert and Tobin and NSW Treasufy.

A requirement that previous parameters must befmect’ results in a substantially
high threshold before a departure is permitted. ABR did not accept that the
threshold was this high?

That said, there is uncertainty around how a Trbwn Court may interpret this
provision. This uncertainty is heightened givenltak of useful judicial
interpretation of this phrase either before oraitie WACC review and the
substantially different positions of the AER anteatstakeholders at the time of the
WACC review.

While not commenting specifically on the persuasvelence test in chapter 6, the
Tribunal (in its 2011 decision regarding gammatfa QLD and SA DNSPSs)
commented on the relative importance of inertidnwétspect to the revenue and
pricing principles:

19 Gilbert and Tobinl.egal opinion 122 September 2008, p. 3.

120 AER, Final decision—Electricity transmission and distriton network service providers—Review
of the WACC parameterMay 2009, pp. 88—-89.

2L ibid., pp. 87-89.

122 ibid., p. 89. Instead, the AER considered tharéRasive evidence is likely to include objective
and verifiable empirical market evidence, and th&oal reasons, so long as they are well founded.
The AER's view is that persuasive evidence referadterial which is of sufficient substance to
justify a departure from the previously adoptedieaimethod or credit rating. In order to form a
view as to whether persuasive evidence exists fie Aas considered all the relevant material
before it.”; pp. 91-92.
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The Tribunal accepts that due regard should bengivénistorical consistency
in applying regulatory values over time. Nevertes|eghe Tribunal, standing
in the AER'’s shoes, is inescapably required to@gemregulatory judgment
in determining the appropriate value of theta.

The Tribunal must determine an appropriate valug&mma on the basis of
the material before it. It does not accept thataisk is to determine a value of
gamma that is appropriate and not too differennftbe previously
determined value of gamma. That gives too littlegyonveight to the
objective set out in s 7A of the NEL that a regedeDNSP should be
provided with a reasonable opportunity to recovédeast the efficient costs it
incurs. That objective must outweigh any presunmptibregulatory inertia??

The Tribunal’'s comments highlight the need for AR to be able to consider the
relative importance of previously determined WAC&agmeters in exercising its
discretion.

Consideration of past regulatory outcomes in ligfiturrent evidence is good
regulatory practice. However the codification aktrequirement in the persuasive
evidence test has the potential (depending on hewdievant provisions are
interpreted) for undue weight to be placed on &ieacy with previous regulatory
outcomes at the expense of setting parameteraithappropriate or otherwise in
accordance with the interests of stakeholders.

The need for a persuasive evidence test was restdatl to be of general application.
Rather, the current rules provide that applicatibthe test is conditional on a
parameter not being determined with ‘certainty’ jefthpresumes that some
parameters may be determined with certainty. Thist the case, however, as the
AER'’s experience is that none of the WACC paransetan be determined with
certainty™** This inherent lack of certainty therefore necessit the exercise of
judgment in using market data and other evidenderming a position on the
appropriate WACC parameters.

In particular, it is important that this lack ofrtanty and the need to exercise
judgment does not result in undue regard beingepl@an consistency with previous
regulatory outcomes.

7.3.3 Proposed Rules

The proposed rules remove the persuasive evidestéat applies at the time of the
WACC review. Instead, the AER should only be reggiito have regard to previously
adopted parameters in making its decisions. Thigldvequire amendment to the list
of matters the AER is required to have regard teuthe existing clauses 6.5.4(e)
and 6A.6.2()).

123 application by Energex Limited (Gamma) (Nd3)11] ACompT 9 (12 May 2011), [36] and [37].
124 AER, Final decision—Electricity transmission and distriton network service providers—Review
of the WACC parameterMay 2009, p. 88.
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Under the proposed rules, the list of factors (WA@@ew factors) the AER would
have regard to in undertaking a WACC review wouwddshghtly amended to include
the following:

» the need for the rate of return to be a forwardkilog rate of return that is
commensurate with prevailing conditions in the neaffr funds and the risk
involved in providing standard control services

= the need for the return on debt to reflect theentrcost of borrowings for
comparable debt

= the previously adopted method or value

» the need to achieve an outcome that is consistiémthie national electricity
objective

» the need for values or methods that vary accortdirie efficiency of the
electricity network to be based on a benchmarlcieffit network.

Table 7.2 Summary of proposed rule change: the cost of capitaremoving persuasive

evidence
No. Currentrule(s) Proposed rule(s) Remarks
[6.24] 6.5.4(e)(4)(i) 6.5.4(e)(4) Revision to:
[6A.26] ggigg;(”) ggjg@) — remove the reference to the need for

persuasive evidence before adopting
a different value or method of
calculating a parameter which cannot
be determined with certainty; and

6.5.4(9)—(i) 6A.6.2(9)(4)
6A.6.2())(4) 6A.6.2(g)(5)
6A.6.4(e)(1)
6A.6.4(e)(2)

— preserve the requirements that in
undertaking a review, the AER must
have regard to the previously
adopted value or method and the
national electricity objective.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.9
and 2.6 in Part C.

7.3.4 How the proposed Rules address the identified issues

The proposed rules remove uncertainty around tieegretation of the ‘need for
persuasive evidence’. Requiring the AER to instbade regard to’ the previously
adopted WACC parameters means that the AER wilkhaired to take these matters
into account and give weight to them as one funaaahelement in making its
decision. The weight to be given to the matters belfor the AER to determine,
provided that the consideration of the matterseisuine.

The AER recognises the importance of predictabditg consistency in regulatory
outcomes. At the same time, given small changéset®VACC can lead to significant
price changes, it is also important that unduengganot given to consistency with
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previous regulatory outcomes to the detriment béotelevant considerations, in
particular setting an appropriate benchmark ratetoirn.

The AER considers that predictability and consisyesre important considerations
over the short to medium term, and are best actlibyeconducting an industry-wide
WACC review on a “first principles’ basis and thgmrescribing the outcomes of this
review for transmission and distribution determimas for a specified period of time.
Removing the persuasive evidence test will simghisy AER’s decision making
process without detracting from the AER having appate regard to the benefits of
consistency over the longer term at each WACC vevie

7.4  The timing of WACC reviews

7.4.1 Current Rules

Chapter 6 requires the WACC review to be condunt#dater tharevery five years
with the first interval starting on 31 March 2008 .contrast, chapter 6A mandates
that the transmission WACC review be completedefiee years with the first
review on the same date.

7.4.2 Nature and scope of issues with the currentr  ules

Given the significance of WACC review outcomes, AteR’s approach during each
review would be to comprehensively address isseiatimg to the rate of return and
seek to provide a consistent approach across DE&IPFNSPs, while at the same
time providing a clear statement of the AER’s init@ms for gas pipelines. Although
this was the case for the first WACC review, theent rules leave some scope for
inconsistency with respect to the timing of revidahat apply for TNSPs and DNSPs.
That is, chapter 6 provides for the AER to initiaté/ACC review within a five year
interval, which it may need to do under certaicwmstances. However, in such a
situation the AER would still be required to unaé&gd another review at the five year
mark under chapter 6A, resulting in either the ABR&ppropriately delaying its
review under chapter 6, or duplicating its effdeed potentially the efforts of other
stakeholders) within a short period of time.

7.4.3 Proposed Rules

The proposed rules align the provisions relatintheotiming of WACC reviews

across chapters 6 and 6A by providing for reviewisé completed at least once every
five years. Specifically, the AER proposes to amimadtiming provisions in chapter
6A to mirror those currently in chapter 6.
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Table 7.3 Summary of proposed rule change: the cost of capitaiming of reviews

No. Current rule(s) Proposed rule(s) Remarks
[6.25] 6.5.4(a), (b) 6.5.4(a), (b) Revision to:
[6A.28] 6A.6.2(f), (9) 6A.6.2(c), (d)

— provide that the next review is to be
concluded by 1 March 2014 and
subsequent reviews within five year
intervals thereafter; and

6A.6.4(c)

— provide that a review must be
undertaken in accordance with the
distribution consultation procedures,
subject to the reference in rule
6.16(e) and 6A.20(e) to 80 business
days being read as a reference to 100
business days and that the AER is
not able to extend the time within
which it is to make the final decision
under rule 6.16(g).

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.9
and 2.6 in Part C.

7.4.4 How the proposed Rules address the identified issues

The proposed rules allow the AER to commence a WA&&w concurrently for all
electricity NSPs prior to a five year interval, aiethoves the possibility that different
WACC reviews could be undertaken at different tifeegdifferent sectors.

On balance, the AER considers that the abilitygsmmence a WACC review earlier
than but at least once every five years, as pgteh48, is preferable.

7.5  Definition of the debt risk premium

7.5.1 Currentrules

One component of the cost of debt as prescribdaeircurrent rules is the DRP. For
DNSPs, the meaning of the DRP is specified in d&u5.2(e) as the margin between
the annualised risk free rate and the observedadised Australian corporate bond
rate for corporate bonds which have a maturity etpudnat used to derive the
nominal risk free rate, and a credit rating frome@ognised credit rating agency. For
TNSPs, clause 6A.6.2(e) is the same however spsafcredit rating from Standard
and Poor’s in lieu of a credit rating from a recisga credit rating agency.

Aside from this, the current rules do not specidyto estimate the observed
annualised Australian benchmark corporate bond rate

As part of the WACC review, the AER is able to ewithe term of the risk free rate
and the benchmark credit rating.
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7.5.2 Nature and scope of issues with current rules

The current definition of the DRP significantly adrains the AER’s ability to set an
efficient cost of debt which is consistent with thEO and the revenue and pricing
principles. In particular, the reference to a benatk bond with a particular term to
maturity, credit rating and domicile of the issbears little resemblance to the
financing practices of NSPs and other behavioufdQ®s to minimise their cost of
debt.

While the current rules explicitly define the benwrk corporate bond rate, it is
unclear whether the maturity, credit rating and ohdeare an exhaustive list of
factors, prompting significant debate includingotigh merits review processes. A
further issue in applying this benchmark relatea tack of sufficient market data,
hindered by the impact of the GFC on bond marKeéisse issues are discussed in
detail below.

Although discussed in the context of the curretesuthe approach adopted by gas
pipelines to setting the cost of debt under the Nf@aRalso mirrored the formulation
and parameters under the current rules (includiedXRP). Accordingly, similar
issues with respect to the benchmark for meastin@dRP under the current rules
have been considered by the AER in recent gas siecemgements.

Ambiguity in satisfying the definition of the benchmark

Using an appropriate benchmark when setting the BRRportant in achieving the
NEO—specifically, to promote efficient investmentdlectricity services for the long
term interests of consumers. For example, a bendhtinat results in a return on
capital that is too high is unlikely to have sugiat regard to the economic costs of
over investment by a network. Alternatively, towla rate of return is unlikely to
have sufficient regard to the economic costs ofumivestment.

As is currently reflected in the current rulessiaippropriate that the rate of return on
capital—a component of which is the DRP—be measasdtthe return required by
investors in a commercial enterprise with a simmlaiure and degree of non-
diversifiable risk as that faced by the NSP. Ardudhe rate of return definition
implies that the cost of debt must also be meas@lative to a commercial enterprise
with a similar nature and degree of non-diversigaisk as that faced by the network.

It is unclear, however, whether the meaning of@RP in the current rules assumes
that a corporate bond yield of a particular crealing and maturity fully reflects the
risks of the benchmark service provider. In the ABRew this may not be the case.
When considering how best to set a DRP from aviglatarket information, it has
been suggested that observed corporate bond weddsfected by factors other than
credit rating and term to maturity, including:

* bond size
= |iquidity
= credit wrap features

= comparable bond issuances
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=  market sentiment

= scarcity and desirability of issuer
* industry prospects

= financial status of issuer

abnormal feature¥?®

The impact of these features on observed bondsyisldncertain, hence estimating
the benchmark at any point in time from market deatpires the use of judgment in
considering the impact of these various factorthdfDRP is to be specified, the
current rules either need to provide more guidamchow it is to be set, or
alternatively, as the AER proposes, should be rentlog definition of the DRP in the
current rules and be determined in the WACC review.

Inflexibility in dealing with changing market conditions

At the time chapter 6A was drafted, the AEMC stateximeaning of the DRP as
specified in the NER largely represented curreattice’?® That practice reflected
the market conditions at the time.

Debt markets have, however, since changed, andethehmark debt portfolio held

by NSPs is unlikely to be fairly represented bygoorate bond of a particular
maturity. The regulatory framework should be fldgitb adapt to what is current
practice. Moreover, as benchmark financing streswan change over time, the AER
is not simply proposing to replace the existingdtenark (i.e. corporate bond rate)
with another, but proposes for this to be consdiém@m time to time in the WACC
review. The AEMC did not justify why, when develogichapter 6A, the AER

should be able to periodically consider the valuesmethods of calculating all other
WACC parameters except for the DEP.

Critically, finding information on bonds that matoheven approximate a ten year
term and BBB+ credit rating (as determined in tlRY is extremely difficult under
current market circumstances. For example, theilastan Australian dollar
denominated ten year corporate bond with a BBBdlitrating was issued in the
Australian bond market was June 2006. Relaxingethesichmark requirements and
examining bonds with different maturities, cre@itings and other non-standard
features has also only yielded several bonds (adthdhe number of bonds being

125 Oakvale CapitalReport on the cost of debt during the averagindquetthe impact of callable
bonds January 2011, pp. 2-3.

This may reflect that this method was appliedHeyACCC in its Statement of Regulatory
Principles, with the AEMC only responding to subsiosis over the appropriate credit rating. See
AEMC, Draft national electricity amendment (Economic rizgion of transmission services) rule
2006—Transmission revenue: rule proposal repbebruary 2006, p. 64.

The AEMC recognised the need for the methodoklogy parameters for the cost of capital to be
reviewed periodically, and accordingly, the NERilftated five-yearly reviews to provide the
appropriate flexibility and discretion for the régtor to take account of changes in financial
market conditions and developments in finance thaad practice. In regard to the DRP,
however, this was limited to consideration of thiert to maturity of debt and the associated credit
rating.

126

127
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considered by the AER as approximating the benckimas been increasing in its
recent decisionsy? Alternative approaches, which depend on compasisbtfair
value’ curves published by Bloomberg and CBASpeuntwith market data, have also
been affected by these data paucity is$tiEhis raises two issues:

= As recognised by the Tribunal in its ActewAGL deéars there seems little
point in attempting to estimate the yield on a bainich is not commonly
issued:*

= From a practical viewpoint, the limited set of berat other measures that
match the benchmark in the current rules has ebudtcontinual debate as to
how best to estimate the benchmark. This debatedes at a very fine level
of detail and inappropriately focussed on examitiagds of specific credit
ratings and maturities (and other features) ratiam what is an efficient cost
of debt for regulated networks.

The Tribunal recently interpreted the current r@ssequiring the DRP to be set in
reference to the overall market, and not with rédgarthe costs of debt measured
relative to a commercial enterprise with a similature and degree of non-
diversifiable risk as that faced by the netwbtkSpecifically, in providing its reasons
for its decision in regard to the JGN merits reyiéve Tribunal stated that, in the
context of comparing particular bonds with two i benchmarks, it would be
inconsistent to exclude bonds on the basis thgtdbenot exhibit certain industry

characteristics when the benchmark makes no sstihation®?

Moreover, based on the Tribunal’s interpretatibie, AER considers that the only
manner in which the NEO and the revenue and prigiimgciples can reasonably be
met is if the costs of debt for an efficient NSE eonsistent with the costs of debt in
the market more generally.

Relevance of benchmark with respect to actual costs debt

The benchmark DRP has recently been set at rgpedicantly above NSPs’ actual
costs. Analysis using information from market réep@hows that the cost of recently
issued debt for regulated electricity networks gasd pipelines has been around 2.5
per cent above the risk free rate, as shown ineTall.

128 For example, see AERjnal decision—-APT Allgas Access arrangement psapéor the Qld gas

network—1 July 2011 — 30 June 20J@ne 2011, pp. 139-141.

The term to maturity of the fair value curves lshed by Bloomberg has been declining. The

longest term for BBB rated debt (which encompasisedand of BBB—, BBB, and BBB+ rated

debt) is now just seven years. CBASpectrum hasdgasblication of its BBB yield curve

altogether.

130 Application by ActewAGL Distributiof2010] ACompT 4 (17 September 2010), [72].

izz Application by Jemena Gas Networks (NSW) Ltd (N@®)1] ACompT 10 (9 June 2011), [74].
ibid.
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Table 7.5 Observed debt issuances by owners of regulated dlécity networks and
gas pipelines

Issuer Type Issuance Maturity ~ Amount Term DRP Source

($'m) (per cent)

SPI MTN Feb 2010 Aug 2015 520 5.50 2.06 1

SPI MTN Mar 2010 Mar 2020 100 10.00 2.18 1

SPI MTN Mar 2010 Sep 2017 300 7.50 2.09 1

APA Group MTN Jul 2010 Jul 2020 300 10.00 2.90 1

SPIAA MTN Aug 2010 Aug 2015 500 500 23 2

(Jemena)

DUET Group Sep 2010  Sep 2015 550 500 °°6 13

(DBP)

SKI Bank debt Sep 2010 Sep 2013 165 3.00 2.28 1

SKI Bank debt Sep 2010 Sep 2014 85 4.00 2.58 1

ETSA MTN Mar 2011 Sep 2016 250 5.50 1.81 1

SPI MTN Mar 2011  Apr 2021 250 10.01 2.18 1

DUET Group g, Apr2011 Apr2014 380 300 214 1/3

(UED)

DUET Group g, Apr2011 Apr2018 120 700 306 1/3

(UED)

Average spread 2.43

Sources: 1 — ASX, 2 — Newspaper Release, 3 — Meyrich. AER analysis.

The debt listed in this table has been raised agjimaof between 1.8 and 3.6 per cent
and an average of approximately 2.4 per cent. irast, the AER has approved DRP
values of between 3 and 4 per cent in its gas kudrieity determinations since the
beginning of 2010 (of fourteen determinations,liase been subject to review
applications):*®

These approved values also compare to recent DitFagss provided by IPART and
the ERA of approximately 2.9 and 3.1 per cent retpely.*** While the AER
acknowledges the different frameworks applicablthése decisions, the difference
of up to 1 per cent is significant.

7.5.3

The proposed rules removes the definition of thé’[2Rd provides for it to be
determined during the WACC review.

Proposed rules

In considering the removal of the DRP definitidme tAER also proposes to remove
the NER definition of the nominal risk free ratedaralues for other parameters

133 Those that were not reviewed with respect tdXR&® were for NT Gas and the QLD/SA
electricity DNSPs.

134 |PART, Developing the approach to estimating the debt ima@ther Industries—Final decisipn
April 2011, ERA,Draft decision on proposed revisions to the acegssngement for the Dampier
to Bunbury Natural Gas Pipelind4 March 2011.
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mentioned in chapter 6A as these have been superssdhe result of the 2009
WACC review and are therefore redundant.

Table 7.4 Summary of proposed rule change: the cost of capitaremoving
prescription regarding the nominal risk free rate,the debt risk premium,
the equity beta, the market risk premium, the valueof debt as a portion of
equity and the assumed utilisation of imputation cedits

No. Existing rule(s) Proposed rule(s) Remarks

[6.23] 6.5.2(c)—(e) 6A.6.2(b) Revision to
[6A.24] 6A.6.2(b)-(e) 6A.6.4(a)

[6A.25] 6A.6.4(a) — remove the prescription on how to

calculate the nominal risk free rate
and the debt risk premium; and

— remove references that deem the
value of the equity beta, the market
risk premium, the market value of
debt as a proportion of the market
value of equity and the assumed
utilisation of imputation credits.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.9
and 2.6 in Part C.

7.5.4 How the proposed rules address the identified issues

Removing the definition of the DRP from the currarles, and instead consulting on
it during the WACC review, will allow the AER to tier determine an efficient cost
of debt. Once a definition and methodology is s#tiw the statement on the cost of
capital, it will also provide clarity and certainfiyr stakeholders for the life of that
statement. This contrasts with the current enviremimwhereby the AER is
continually drawn into debating the DRP and theeiséed methodology/ data at
every electricity and gas access arrangement digigtion.

The need for increased flexibility in the curremless is highlighted by the review of
most of the AER’s recent DRP decisions and thatdltecisions are producing DRPs
which are well above the actual cost of debt fonynaegulated NSPs.

Removal of the previously adopted values for th@tgdeta, the gearing ratio and
the valuation of imputation credits, as well asitiethodology for calculating the
nominal risk free rate, does not address any pdatigssues identified with the NER
and is proposed only with the purpose of removedundant provisions.

7.6  How the proposed rules contribute to the NEOan d
revenue and pricing principles

The proposed rules will strengthen the AER’s aptiit approve a rate of return that is
commensurate with the regulatory and commercikriaced by NSPs. Approving
such a rate of return will promote the NEO andrtheenue and pricing principles by
improving the incentives on NSPs to invest effithegm their networks and by
providing them a reasonable opportunity to recatédeast the efficient cost of
providing direct control network services. The pysged rules achieve this by:
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7.7

enabling a consideration of the rate of return grwork and individual
parameters during a single focussed review, wlsgiot then subjected to
cherry picking of individual parameters at eachriistion determination

providing an environment conducive to investmemtatety by prescribing
how the rate of return is to be determined forlifieeof the statement on the
cost of capital

providing for the AER to periodically reconsiderdaamend the definition of
the DRP to better reflect the efficient financinggtices of NSPs, including as
these practices change over time

removing the persuasive evidence test at each W&@i€w, enable the AER
more effectively balance the desirability of cotesney with previously
adopted values with the need to set an efficiemtaareturn that reflects
current market conditions and theory.

Expected costs and benefits and the potential
impact on those affected

The proposed rules would result in the followingéfs:

provide more certainty and stability in how theeraf return is to be
determined during the life of the WACC review demis in turn encouraging
an environment in which service providers are édlattract more investment

strengthen the AER’s ability to approve an overati of return
commensurate with the regulatory and commercikériaced by service
providers, rather than a rate of return that igesttio cherry picking of
individual parameters and is higher than an efficievel

reduce the administrative cost for networks, coressrand the regulator
associated with regulatory decision making by faog®n a single periodic
review of the WACC, as opposed to the current cmati review of arguments
in distribution determination processes

reduce administrative costs by removing the poaéfdr having WACC
reviews under chapters 6 and 6A, which currentiyeldifferent timing
requirements for reviews

remove inflexibility around the DRP definition apcbvide all stakeholders
with more flexibility to debate how the AER is toseire the cost of debt
reflects efficient outcomes

provide a greater balance between the need forathef return framework to
be flexible to account for changes in circumstarasesfinance theory over
the longer term with greater certainty and conseistan the short to medium
term.
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However, there are also the following costs theseairom the proposed rules:

= |oss of flexibility in dealing with any changesnmarket conditions and
theoretical developments in the short term whetingetates of return for
DNSPs

= increased uncertainty for electricity networkshe time of each WACC
review, in terms of potential changes in how thePDRto be estimated.

In terms of other consequences, increased codditand consistency in how the rate
of return is determined for electricity networksyradfect approaches adopted by the
ACCC and other regulators. Such consistency mayaatsinvestors and other
external parties in understanding the AER’s methods

The codification of WACC parameters in chapterr@ hence removing the AER’s
decision on these parameters in distribution detetions, would also result in such
matters not being the subject of merits review. fidde and scope of merits review
will be appropriately dealt with under the sepagateess in accordance with
section 71Z of the NEL.
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8 Regulatory decision-making process

8.1 Introduction

This section outlines the AER’s proposed procedamandments to enhance the
efficiency and effectiveness of the regulatory diexi making process. These changes
do not affect the key elements of the current ptaca framework, including:

* arequirement that the AER make transmission astdilglition determinations
within a fixed (11 month period) timeframe

» arequirement for network service providers (NSB4pdge proposals at the
commencement of a determination process

= arequirement for the AER to publish a draft dexidbefore reaching a final
decision

= an opportunity for NSPs to respond to the drafisiexs and for other
stakeholders to make submissions on an NSP’s pabpod the AER’s draft
decision.

The prescription of these elements in the curnglesrprovides certainty for all
stakeholders in how the decision making procedsopérate and provides for timely
decision making. The AER’s proposed amendmentfoatessed on addressing the:

= ability of NSPs to make submissions on their ovweneie and regulatory
proposals

= identification of and the weight that is to be @don confidential information

= type of decision to be made by the AER that appbabe assessment of the
total revenue amounts set out in a NSP’s revenuegoiatory proposal

= matters covered in the framework and approach fap&NSPs and the
extent to which positions formed at this stage'lacked-in’ for the purposes
of the distribution determination

= circumstances in which the AER can reopen detetimimsfor material error
during a regulatory control period

= timeframes afforded to the AER to make decisiotetirg to cost pass
throughs, contingent projects and capex reopeners

= timeframes afforded to the AER to undertake a ri@\oéthe cost of capital
and to publish a statement on the cost of capital.

The proposed rule changes will ultimately provideager clarity around these issues
and increase the administrative efficiency of ghgutatory decision making process.
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8.2  Submissions received during a determination
process

Under the current rules in chapters 6 and 6A, thiteah to submitting a regulatory or
revenue proposal, a NSP is afforded the opportiwoitgake submissions on the
AER’s draft decision. In practice, many NSPs haseduthis opportunity to submit
information which should have properly formed partheir regulatory or revenue
proposals.

8.2.1 Currentrules
The current rules:

= specify the content of and information to be inelddn a regulatory or
revenue proposar

= provide for any person to make a written submissioine AER on an NSP’s
regulatory or revenue proposal or the AER’s draftisiort>°

= require the AER to consider any written submissioasle on time

= provide that the AER may, but is not required, aodregard to late
submissiong®’

In making its final decision, the AER must considay submissions on the draft
decision, or on any revised proposal submittéd.

8.2.2 Nature and scope of issues with the currentr  ules

The objective of the current rules, as envisagethbYAEMC was to encourage NSPs
to provide complete proposals which reflect thesttavailable information upfront to
allow for effective consultation and for the AERrmke timely decisions’®

However, this objective has been undermined by NSiHsequent to the lodging of
their revenue or regulatory proposals (in particudter their revised proposafsy,
making substantial submissions that contain infeiwnavhich otherwise should have
properly formed part of their proposafs.To date, this has occurred in two (out of the
six) transmission determination and 10 (out of XBgdistribution determination
processes. Two specific examples are set out in8Bbx

135 NER, cll 6.8.2(c), 6A.10.1 and 6A.10.2.

136 NER, cll 6.9.3(c), 6A.11.3(c), cll 6.10.3 and G2.3(a).

7 NER, cll 6.10.1 and 6A.12.1.

%8 NER, cll 6.11.1 and 6A.13.1.

139 AEMC, Draft Rule Determination26 July 2006, p. 109; AEM@®ule Determination

16 November 2006, pp. 110 and 111.

Necessarily, the deadline for submissions folltiesdeadline by when the NSPs are to lodge their
proposals; this allows for other stakeholders tmie@nt on those proposals in their submissions.
For example, as to the number pages of informatiade in such submissions: Energex and
Energy Australia, over 300 pages; Transgrid andP@iter, over 150 pages; UED, over 100
pages; and Jemena, over 60 pages. The calculdtage numbers excludes submissions
responding to other stakeholders’ submissions ahthssions made on the negotiated
transmission or distribution service criteria.

140
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Box 8.1—Examples of NSP’s submissions on their own proposals

CitiPower/
Powercor

(2011-15
Victorian
distribution
determination)

Energex
(2010-15
Queensland
distribution
determination)

CitiPower/Powercor’s revised regulatory proposasontext of the
2011-15 Victorian distribution determination, adgs$ed, in general
terms, the AER’s position that claims for early tedfinancing werg
already included in the calculation of direct deb$ing costs. Less
than 4 pages of general commentary and proposeskcevalues
regarding the appropriate forecast debt raisintsdos the
forthcoming regulatory period was provided.

Subsequent to their revised regulatory proposats; @ver/
Powercor made a joint submission on the day sulimnisslosed:**
This joint submission was technical and contain@ga&ges of
detailed substantive arguments and over 100 pdgagporting
attachments and documentation. This material shoave been
provided in their revised regulatory proposals.

In effect, this denied other stakeholders a propgortunity to make
meaningful submissions on this aspect of theirseviregulatory
proposals. Other stakeholders would have had appately one
month to prepare submissions on the revised regylatoposals if
they were submitted on 23 July 2010. This alsoceduhe time
between CitiPower/Powercor submitting their subtstarrevised
regulatory proposals and the date the AER’s fimé&dnination was
to be published from approximately 70 to 50 bussraesys.

In its regulatory revised regulatory propos&sergex submitted
forecasts of real materials cost escalation of geoadifferent to
CPI)}*3 Subsequently, Energex made a submission on its own
revised regulatory proposal outlining an entireéywapproach
(method and data) to forecast real materials gustlation. The
AER set 16 February 2010 as the due date for s@ionis on both
the draft decision and the DNSPs’ revised reguabooposals.
Energex’s submission consisted of a 179 page r@pepiared by
Sinclair Knight Merz with a ‘final’ date 28 Janué10 (13 days
after the AER’s draft decision) and with a ‘dateusd’ of

5 February 2010. Energex’s submission was recdiydtie AER on
15 February 2010, the day before the deadlinetfomgssions**

Again, this denied other stakeholders a proper dppity to make
submissions on this issue and reduced the AER’srtyoity to
robustly analyse material (properly belonging swrggulatory
proposals) under the NER'’s prescribed timeframes.

142 CitiPower & PowercorSubmission on the AER’s draft determination AppeRdiDebt raising
costs 19 August 2010; CitiPower & Powerc@ubmission on the AER’s draft determination
Appendix P: Debt raising costs: Statement of JMaie Williams 19 August 2010.

143 EnergexRegulatory proposal for the period July 2010 — J@6&5 30 June 2009, pp. 177-179;
and EnergeXRevised regulatory proposal for the period July @81Jun e 201514 January 2010,
pp. 17 and 53-59.

144 Sinclair Knight MerzEnergex forecast materials cost escalation ratef€10-15 — Final28

January 2010.
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This illustrates two issues. First, it denies tppartunity for other stakeholders to
consider this further information when making sussions to the AER. In addition,
given the tight timeframes prescribed in the NERS impedes the AER’s ability to
properly assess the further information.

The ability for stakeholders to consider and maleanmngful submissions on revenue
proposals is a key component of a well functiomiegulatory framework. An
unintended consequence of the current draftingeftles is that stakeholders may
be precluded from assessing key information pwvéod by the NSP.

Secondly, once all of the prescribed consultatemuirements are adhered to, the
AER is left with less (or arguably insufficientjrte to assess any revised regulatory or
revenue proposal, take into account submissionsreie a final determinatiori®

This issue also arises where regulatory or rev@nojgosals are submitted late.

However, the AER recognises there are circumstanbese it is appropriate for a
NSP to make a submission. In particular, such@ugistance arises where there are
iIssues common across proposals which are conclyrtenhg assessed by the AER.
For example, what should be the methodology faedasting demand can be an issue
common to all NSPs within a particular jurisdictidxn example of a material
difference is set out in Box 8.2.

Box 8.2—Example of a material difference on a commo  n issue between
concurrent NSP proposals

2011-15 In the 2011-15 Victorian distribution determinatiamocess, a
Victorian common issue arose as to was what should be thepajgie
distribution method to adjust the value of the opening RAB fdliation.

determination 1, o4 gifferent approaches were proposed betwesfivth

Victorian DNSPs in their regulatory proposals:

= CitiPower/Powercor and United Energy Distribution
proposed an adjustment of 6 years’ of inflation

= SP AusNet proposed an adjustment of 6 Y2 yearsiflaition

= JEN proposed an adjustment of 6 %2 years of inflatio
(although its methodology differed from that of A&&sNet).

No Victorian DNSP made a submission on another D5l8ifering
approach in this case. However, this is an examipée occasion
where it would have been reasonable for them tsodo

The AER considers that where there are materitdrémces in the methodologies,
assumptions or reasons applied across concurrepogals, a NSP should be afforded
an opportunity to comment on such material diffeesnif it wishes to before the AER
makes its decision.

145 NER, cll 6.9.3(c), 6.10.2 and 6.10.3(e).
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Conversely, where concurrent proposals adopt aafigithe same position on a
particular matter, NSPs should not be able to subadditional information (under the
guise of making a submission on another NSP’s malpovhich further supports its
own proposal, and which should have otherwise Ipeeperly provided in its
proposal.

8.2.3 Proposed rules

The AER sought advice from the Australian Governn&woiicitor (AGS) regarding
what amendments, if any, could be made to chaptarsl 6A to address the issues
discussed above. The suggested amendments prdpos€alS have been adopted by
the AER in this rule change proposal and are surisetin the following tablé™®

Table 8.1 Summary of proposed rule change: submissions andti&aproposals

No. Existing rule(s) Proposed rule(s) Remarks

[6.29] 6.9.3 6.9.3 Revisions to:

[6.30] 6.10.1 6.10.1 B .

[6.31] 6.10 2 6.10.2 restrict a DNSP or TNSP from

making a submission on its own

[6A.37] 6.10.3 6.10.3
[6A.38] 6.11 1 6.11.1 regulatory or revenue proposal and
[6A.39] 6.14 6.14.1 wh_ere there are concurrent proposals
' 6A 113 6.14.2 being assessed, on another DNSP’s
6A.12.2 GA 1'1 3 or TNSP'’s regulatory or revenue
6A.12.3 6A.12.2 proposal unless there are material
6A.13.1 6A'12'3 differences between the two.
6A.16 6A.13.1 — provide for the AER not to consider
6A.16.1 submissions which do not comply
6A.16.2 with the restrictions or late

proposals.

See AGS advice, [26]-[40]; proposed
changes [1]-[8].

Note: This table is a summary, the complete seraposed rule changes are set out at Tables 1.12
and 2.13 in Part C.

8.2.4 How the proposed rules address the currentis  sues

The proposed rules would remove the ability of #N& make submissions on their
own initial proposal, the AER’s draft decision,tbeir own revised proposal.
Accordingly, the mechanism by which NSPs responti¢adraft decision would be
through their revised proposal (and not througmsabions or through a combination
of their revised proposal and submissioff§)The proposed rules would also require
the AER to not consider new information in a NSfe\ased proposal which goes
beyond responding to the draft decision.

146 AGS, Advice on possible amendments to the National fdégtRules 27 September 2011.
147 ibid., pp. 9 and 10.
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At the same time, the proposed rules would noticedNSPs’ ability to make
submissions on:

= other NSPs’ proposals for determination procedsatsrtin concurrent to the
NSP’s own determination process, where those pedpase materially
different to the NSP’s own propo$&!

» the AER’s proposed negotiated service criteria Wiscreleased at the same
time as the NSP’s initial proposal, or

=  submissions from other stakeholders into the trassion or distribution
determination process.

Together, these proposed rules would prevent afiBPmaking a submission
subsequent to and which contained information phaperly should have formed part
of, their regulatory or revenue proposals. This dansure that:

= other stakeholders are afforded a proper oppoxttmitonsider all the
relevant information prior to making submissionshte AER

= the timeframes prescribed in chapters 6 and 6A®AER to assess the
NSP’s revenue or regulatory proposals and stakehsladbmissions are not
impeded.

The proposed rules would also further encouragesN&Put forward complete
proposal reflecting the best available informaticonsistent with that envisaged by
the AEMC at the time it drafted chapter 6A, andlleamore effective engagement
between the AER, NSPs and other stakeholtférs.

8.3 Identification and use of confidential informat ion
In its 2006 rule determination, the AEMC stated:

...ensuring revenue cap determinations are subjempéa and transparent
consultation procedures is a fundamental considerdtut [the AEMC] is
also mindful of the importance of ensuring thattiggrants in the
consultation process have access to appropriaf&eatiality
arrangement$>’

Mindful of the fact that TNSPs would not be abledspond to confidential
information in stakeholder submissions that the Af®RId not publish, the AEMC
inserted the current provision enabling the AERI&xe lesser weight on this
information. The AER supports the current proviscamcerning confidential
information in stakeholder submissions.

% ibid.

149 AEMC, Draft Rule Determinatior26 July 2006, p. 109; see also AEMRYle Determination
16 November 2006, p. 110; and AEMIansmission Revenue: Rule Proposal Report — Draft
National Electricity Amendment (Economic Regulatibi ransmission Services) Rule 2006 —
February 2006p. 43.

150 AEMC, Rule Determination16 November 2006, p. 121. The AEMC’s comment wagsponse
to a matter raised by the AER in its submissionhendraft rules.
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Confidential information in a regulatory proposkaarisks denying other
stakeholders the chance to respond to informatiavhich the AER must have
regard. Accordingly, this information lacks the palscrutiny and informed comment
that stakeholders may be able to bring to thisrm#dion.

8.3.1 Current rules
Under the current rules in chapter 6 (similar psans apply in chapter 6A):

= NSPs are required to give an ‘indication’ of thetp&if any) of their initial
proposal they claim to be confidential. The sanggiirement does not apply
with respect to revised proposals.

= The AER must publish initial proposals and revipeaposals, subject to the
provisions in the NEL and NER controlling the dastire of confidential
information?*2

= The AER must publish submissions on an initial psad or draft decision,
but excluding information that has been clearlyided as confidential by
the person making the submissiBhThe same requirement does not apply
with respect to submissions on a revised proposal.

= The AER may give such weight to confidential infaton in a submission as
it considers appropriate, having regard to the ttat such information has not
been made publicly availabt&’ There is not an equivalent provision with
respect to confidential information contained inN®P’s initial or revised
proposal.

8.3.2 Nature and scope of issues with the currentr  ules

The current rules do not provide for the AER toreige its judgment determining the
weight that is to be given to confidential informoatwhich is provided in a regulatory
or revenue proposal;

There is also a degree of uncertainty as to wheaéipression ‘indicates’ means in
the current rules.

8.3.3 Proposed rules

The proposed rules would require NSP&ientify, instead ofndicate any parts of a
(revised) regulatory or revenue proposal thatasoed to be confidential. This would
provide the AER the discretion to give such weightonfidential information in
regulatory (and revised) proposals as it considppsopriate, having regard to the
fact that such information has not been made plyldicailable (as is the case for
confidential information irsubmissions

151 NER, cl 6.8.2(c)(6).

152 NER, cll 6.9.3 and 6.10.3(d).

133 NER, rr 6.14(c) and 6.14(d).

134 NER, r 6.14(e). This provision does not covemsisisions on revised proposals.

155 The only exception to this in the current rukeghiat in assessing the capex and opex forecasts th
AER may give lesser weight to information concegrihird party or related party arrangements
that the AER considers do not reflect arm’s lengtims.
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Table 8.2 Summary of proposed rule change: confidential infomation

No. Current rule(s) Proposed rule(s) Remarks
[6.28] 6.8.2(c)(6) 6.8.2(c)(6) Revisions to:
Egﬁg% gﬁ'i;g%) g.ig.ggg)l) — introduce new clauses to provide that
' o 6A.10 1(g) the transmission network service
6A.11.3(g) provider and distribution network
6A.12.3(f) service provider must identify the
6A'12'3(e) parts of the (revised) revenue or

regulatory proposal and any
accompanying information that it
claims to be confidential; and

— introduce new clauses to provide for
the AER to give such weight it
considers appropriate to confidential
information in a (revised) revenue or
regulatory proposal.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.11
and 2.11 in Part C.

8.3.4 How the proposed rules address the identified issues
The proposed rules:
= provide the AER with the same discretion to applyappropriate weight to

confidential information in NSP’s proposals asastwhen assessing
confidential information in stakeholders’ submisso

= clarify the expression ‘indicate’ by replacing iitiv‘identify’.

The first change improves the balance to be stbatWween confidentiality and
transparency, which is already reflected in theentrrules which provide for the
AER to determine the weight that is to be placed¢amfidential information provided
in submissions.

8.4 Framework and approach paper

8.4.1 Currentrules

In anticipation of each distribution determinatitime AER must publish a framework
and approach pap&t° Where an existing distribution determination isrently in
force, the AER must:

= commence consultation on the paper at least 24hadrgfore the end of the
current regulatory control period

= publish the paper at least 19 months before theoétite current regulatory
control period:>’

1% NER, cl 6.8.1(a).
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The framework and approach must state the fornmfofars) of control mechanisms to
be applied to standard control services and alt@maontrol services. It must also
specify the AER'’s ‘likely approach’ in the forthcamg distribution determination to:

= the classification of distribution services
= the application of the incentive schemes (STPISS&Bnd DMIS)

= ‘any other matters on which the AER thinks fit igegan indication of its
likely approach™>®

Additionally, the framework and approach paper ninclude the AER’s
determination of whether the chapter 6 pricing fearark is to apply to any 'dual
function’ assets owned, controlled or operatedHey@NSP:>°

The extent to which the positions set out in tlaenework and approach paper are
then binding on the forthcoming distribution detaration differ among the above
matters. In a distribution determination:

= the control mechanisms and dual function assetsm@éetation must be as set
out in the framework and approach pafer

= the service classifications must be as set oltarframework and approach
paper unless the AER considers that, in light efINSP’s regulatory
proposal and submissions received, there are ‘gemsbns’ for departing
from these classificatioh®

= positions in the framework and approach paper eratiplication of the
incentive schemes and any other matters are ndingon the AER or
DNSP1%?

8.4.2 Nature and scope of issues with the currentr  ules
There are three key issues with the current framleaod approach process, namely
that it:

= results in an inefficient three stage consultapiorcess on the development
and application of the incentive schemes in digtidn

= creates the potential for a mismatch between é&pé&at service classification
and the form of control to apply to that service

157 NER, cl 6.8.1(f).

138 NER, cl 6.8.1(b).

159 NER, cl 6.8.1(ca). A dual function asset is aayt pf a network owned, operated or controlled by
a DNSP which operates between 66 kV and 220 kWdridh operates in parallel, and provides
support, to the higher voltage transmission netwhikR, cl 6.24.2.

180 NER, cl 6.12.3(c).

161 NER, cl 6.12.3(b).

162 NER, cl 6.8.1(h).
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= does not strike the right balance between certant/flexibility regarding the
degree to which service classifications and comtrethanisms are ‘locked-in’
at the framework and approach paper.

Consultation on distribution incentive schemes

There are currently three stages of consultatiotherdevelopment and application of
each incentive scheme. Three stages are unnecesshoan be reduced to two.
Firstly, there is stakeholder consultation duringdevelopmenodf each incentive
scheme. Then under the current rules, there isdudonsultation with stakeholders
on theapplicationof a particular scheme to a particular DNSP dutimegframework
and approach then again during the distributioerdenation.

The requirement in the current rules to engag®isaltation during the development
of the framework and approach paper on the appitalf the schemes is of limited
benefit to the DNSPs or other stakeholders. Previmmework and approach
processes have yielded a low level of stakeholdgagement on the application of
the incentive schemes. Moreover, any positiondiersthemes as set out in the
framework and approach are not binding—therefdrey tmay be limited benefit in
the level of regulatory certainty they provide.

Specification of the service classifications and co ntrol mechanisms

There is no reason why service classificationstaadorm of control mechanisms are
either ‘locked-in’ in the framework and approaclkp@a or amendable during the
distribution determination, should not be the sadm®vever, under the current rules
different requirements apply between these twoeissu

This creates a potential issue where a servicsifitzgion may change after the
framework and approach paper but there is no fdroowtrol mechanism for that
changed classification. For example, in the frantévemd approach paper, the AER
might classify no services as alternative conteoViges (and therefore set out no
form of control for alternative control servicestire framework and approach). If
during the distribution determination processgitided to re-classify some services
(e.g. public lighting services from negotiated dlition services to alternative
control services), this creates an issue: no fdroontrol mechanism would have
been set out in the framework and approach foetsesvices. This illustrates two
issues framework and approach paper process icuthent rules:

= there is not enough flexibility to amend the foraialexpression of the control
mechanism

= there is too much scope for amendments to be noeskervtice classifications.

On the control mechanism matter, the current rgtebeyond what is required to
promote investment certainty, and limits the AE&lity to improve the formulaic
expression of the control mechanism during therdeteation process to address
issues of lower-order detail that only become agmaduring the distribution
determination stage.
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On the service classification matter, the curralds:

» do not provide enough investment certainty—theteeasmuch scope for the
service classifications that are to apply to outatg metering services,
connection services or public lighting servicesitmificantly change after the
framework and approach paper

» have the potential to create significant administeacosts on NSPs and the
AER—specifically, changing the service classifioas during the distribution
determination stage would require the opex andxcépecasts to be recast.

8.4.3 Proposed rules
The proposed rule changes:

* remove the requirement to consult on the applinatioeach incentive scheme

= provide that the service classifications and fofraamtrol mechanism as
specified in the framework and approach paper mestpplied in the
distribution determination unless these positicmesr® longer appropriate due
to circumstances that were unforeseen at the tirtteedramework and
approach paper.

Table 8.3 Summary of proposed rule change: framework and appwach paper

No. Existing rule(s) Proposed rule(s) Remarks
[6.32] 6.12.3(b), (c) 6.12.3(b), (c) Revision to providethe AER to
[6.33] change the classification of services or

the control mechanism from that
specified in the framework and
approach paper if unforeseen
circumstances arise from the regulatory
proposal and submissions received.

[6.34] 6.8.1(b)(2)—(4) Deleted Revision to remaive requirement for
the AER to state its likely approach to
application of incentive schemes.

Note: This table is a summary, the complete sergposed rule changes are set out at Table 1.13 in
Part C.

8.4.4 How the proposed rules address the identified issues

The proposed rules allow the specification of thevise classifications and control
mechanisms to be changed, if necessary, at thédisbn determination stage to
address matters which were unforeseen at the frankeamd approach stage. This
provides an appropriate degree of investment caytatby locking in the substantive
positions on these matters at the framework andoaphp stage. At the same time the
proposed rule changes enable an appropriate defyfiegibility during the

distribution determination to amend matters of llghat often only become apparent
at this stage.
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There may have been some benefit in consultindpernicentive schemes as part of
developing the framework and approach paper duhiedirst round of distribution
determinations—as these schemes were applied ONIS#s for the first time.
However, this will not be the case during the seécmund of determinations.
Similarly, the first time a new incentive scheme@&leped under clause 6.6.5 is
applied to DNSP there may be a benefit in includimg within the framework and
approach paper. The proposed rules facilitatetthtecur. The changes simply
remove the mandated requirement to consult on ameentive scheme for every
DNSP during the framework and approach, as thisnetl always be warranted.

An alternative to the proposed rules is to lockhi@ application of the schemes in the
framework and approach paper and remove the catisultfrom the distribution
determination stage. The AER has considered ttesnative and considers it less
desirable than the proposed rule changes becawselld not enable matters that
were not foreseen at the framework and approage stabe addressed.

8.5 Correcting for material errors

8.5.1 Currentrules

The current rules provide for the AER to revoke anbstitute a transmission or
distribution determination during the regulatoryttol period to correct for material
errors in the determinatidii® There are two differences in the material error
provision between chapters 6 and 6A.

Firstly, the current rules in chapter 6 provideeahaustive list of what constitutes a
material error. These are errors that arise franecal error or accidental slip or
omission, a miscalculation or misdescription, sedein form or a deficiency
resulting from the provision of false or materiabhysleading information to the AER.

Secondly, under the current rules in chapter 64 ABRR may only change the
determination to the extent necessary to corredhferror with the exception of
errors arising from the provision of false or maleng information where this
limitation does not apply. Under the current ruteshapter 6, this limitation applies
in all circumstances.

8.5.2 Nature and scope of issues with the currentr  ules

While the AER recognises the benefits of being &bleorrect for material errors,
there are three issues which arise under the duukss:

= first, it is conceivable that a material error nzaigse from errors outside the
scope of the prescribed list of errors in chapter 6

= second, the ability in chapter 6A for the final d&mn to be changed more than
the extent necessary to correct an error, wheteethar is caused by the
provision of false and misleading information, ti@s potential to undermine
the finality of the decision making process by mupg matters not necessary
for the correction of the error

183 NER, rr 6A.15 and 6.13.
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= third, in the event an error is to be corrected,AlER is not afforded a power
to ‘amend’ a distribution or transmission deterniim, it is conceivable there
may be circumstances where it is more appropriapgederable to do so
rather than to ‘revoke and substitute’ the entisgridbution or transmission
determination.

As to the third issue, in drafting the current sulle chapter 6A, the absence of such a
restriction was rationalised by the AEMC as being:

...appropriate in these circumstances, as it proadielitional incentives on
the TNSP to ensure that they do not provide misghepithformation®®

It is not clear that the additional incentives redd to by the AEMC are appropriate.
Incentives to not provide false or misleading infation already arise under the
Criminal Code Act 1998Cth). TheCriminal Codeprovides that providing false or
misleading information to a Commonwealth entitgmsoffence to which severe
penalties apply®®

The AER also considers that once a final deciseslieen made, preserving the
finality of that decision is important to providertainty for all stakeholders.
Accordingly, the capacity of amending or substitgta decision to correct for
material errors should be limited to the extentessary to correct for those errors. It
is not appropriate to reassess matters which neeldenamended to correct the error.
8.5.3 Proposed rules

The proposed rules:
= remove the matters listed in chapter 6 from whichaderial error may arise

= provide for the AER to amend, in addition to revekel substitute,
distribution and transmission determinations

= require that all material errors only be corredtethe extent necessary.

Table 8.4 Summary of proposed rule change: amending, revokingr substituting a
distribution determination or transmission determination

No. Current rule(s) Proposed rule(s) Remarks
[6.17] 6.13 6.13 Revisions to provide that the AER may
[6A.21] 6A.15 6A.15 revoke and substitute or amend a

distribution determination or
transmission determination.

Note: This table is a summary, the complete sergbosed rule changes are set out at Tables 1.4
and 2.4 in Part C.

164 AEMC, Review of the Electricity and Revenue Pricing Rel@ransmission Revenue: Rule
Proposal Report — Draft National Electricity Ameneimh (Economic Regulation of Transmission
Services) Rule 200&ebruary 2006, p. 51.

185 Criminal Code Act 1996Cth), s 137.1. See al€rimes Act 1914Cth), s 4B.
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8.5.4 How the proposed rules address the identified issues

The proposed rules will provide for the AER to astently deal with the correction
of material errors in chapters 6 and 6A. Furthes, groposed rules reduce the
uncertainty apparent in the current rules by:

= not limiting the matters a material error may afreen
= requiring all material errors to be only correctedhe extent necessary

= providing the AER with the flexibility to amend,dtead of revoking and
substituting, a distribution or transmission deti@ation, in circumstances
where that is all that is required to correct fog tnaterial error.

8.6 Timeframe for the conduct of WACC reviews

8.6.1 Current rules

In developing or amending a guideline, model oeiitve scheme, or in conducting
the WACC review the AER must follow the transmissand distribution

consultation procedures. These procedures requer@ER to publish a draft decision
(called an ‘explanatory statement’), allowing far less than 30 business days for the
making of submissions.

Within 80 business days of releasing the draftslesithe AER must publish its final
decision, however the current rules in:

= chapter 6 permit the AER to extend the maximum &@tdneframe between
draft and final decisions if the matters are unligwamplex or the extension
is necessary due to circumstances beyond the A&Rsol

= chapter 6A do not permit the AER to extend the mmaxn 80 day timeframe
in any circumstance.

8.6.2 Nature and scope of issues with the currentr  ules

The current rules in chapter 6A contains a ‘one-$its-all’ model where the
development or amendment of a guideline, modekrmmehor WACC statement must
be made within the same timeframe, regardlesseo€dmplexity of the task at hand.

The nature and scope of issues with the curreas faécame apparent during the
AER’s WACC review. This was the first electricityie WACC review conducted
by an Australian regulator and involved a numbematfters of complexity.

In addition, the ability for the AER to extend 8@ day timeframe under chapter 6,
but not under chapter 6A, placed a practical cairdton the AER utilising the
additional flexibility in chapter 6 if the AER was conduct a joint transmission /
distribution WACC review. This restricted the AERibility to extend the time period
for stakeholder consultation much beyond the reguminimum period, while at the
same time maintain a sufficient period of timetfoe AER to properly assess the
submissions received.
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On the other hand, the AER has found the currexgftame rules for the
development or amendment of guidelines, modelssahdmes to be adequate.

8.6.3 Proposed rules

The proposed rules do not amend the transmissidiswibution consultation
procedures but instead amend the relevant prowsiating to the review of the cost
of capital so that the review would be conductedeaunrthe transmission and
distribution consultation procedures, subject wrference to 80 business days
being read as a reference to 100 business dayss antisubject to any timeframe
extension.

As per the current rules, the AER would be ablestease issues papers, discussion
papers or other ‘informal’ consultation documenismto the explanatory statement.
The 100 business day maximum timeframe commencéseomelease of the
explanatory statement.

Table 8.5 Summary of proposed rule change: the cost of capitetiming of reviews

No. Currentrule(s) Proposed rule(s) Remarks

Revision to provide that a review is to
be must be undertaken in accordance
with the distribution consultation
procedures, subject to the reference in
rule 6.16(e) and 6A.20(e) to

80 business days being read as a
reference to 100 business days and that
the AER is not able to extend the time
within which it is to make the final
decision under rule 6.16(g).

[6.25] 6.5.4(a) 6.5.4(a)
[6A.28]  6A.6.2(f) 6A.6.2(C)

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.9
and 2.6 in Part C.

8.6.4 How the proposed rules address the identified issues

It is important that regulatory decision making,ethrer in regards to a transmission
or distribution determination, in the developmenteyision of a guideline, or in the
formulation of a WACC review, be conducted in adlynmanner. How long
constitutes a timely manner depends on the contglekihe task and its
significance.

Extending the timeframe for the WACC review fromt8QL00 business days is more
commensurate with the complexity and significanicéhe task. It will ensure the
continued thoroughness of analysis in the reviesv@ermit the AER to set a longer
consultation period for stakeholders, where wag@nt

At the same time, a fixed 100 business day peaditer than allowing an open-ended
assessment period promotes investment certaintg@asures timeliness in the
decision making process.
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8.7 Timeframe for the assessment of cost pass throu  gh
events, contingent projects and capex reopeners

This section deals only with the timeframe withihigh the AER must assess an
application for a cost pass through, contingenjgotmr capex reopener.

In section 6.6 of this rule change proposal, th&kAtEoposes further rule changes
associated with the design of these mechanismshairdapplicability across the
electricity transmission and distribution sectors.

8.7.1 Currentrules

Under the current rules for both transmission asttidution, the AER has

60 business days from the time it receives an egjobin for a positive pass through
amount to assess it. If the AER has not made tsba within this timeframe the
application is deemed to have been approved. Fgative pass through amounts, the
current rules do not specify a maximum assessnezitd

For contingent projects and capex reopeners—whiatectly apply only in
transmission—the AER must make its decision wiB0Orbusiness days and
60 business days, respectively, from the timeckirges an application.

8.7.2 Nature and scope of issues with the currentr  ules

The AER expects that 60 business days would belequate amount of time to
assess the majority of pass through applicatiomsght receive. However, for some
pass through events, this timeframe will not begadée to conduct a thorough
assessment of the proposal or provide enough tm@éaningful stakeholder
consultation.

The current chapter 6 rules recognise that theudihbss day timeframe after the date
of the pass through event in which a DNSP mustgreepnd lodge its application will
not be appropriate in all circumstances. The AERtedtend the time for a DNSP to
submit a pass through application if the AER iss§iatd that the difficulty of

assessing or quantifying the effect of the releyass through event justifies the
extension®’ However, there is no similar provision permittihg AER to extend the
time for it to assess a pass through applicatieen & determining the pass through
application requires an unusually detailed and dermassessment.

For example, Ergon Energy submitted an applicatbahe Queensland Competition
Authority (QCA) to pass through costs associatetti @iyclone Larry-®® Almost nine
months after Ergon Energy submitted its revisediegion, the QCA released its
draft decision. In reaching its decision, the Q@Asidered a report from Evans &
Peck. Evans & Peck needed to gather significantiaddl data from Ergon Energy
to assess its application, and provided their fassessment to the QCA on 1 May

186 positive pass through amounts relate to an iser@acosts whereas negative pass through amounts
relate to a decrease in costs.

187 NER, cl 6.6.1(K).

188 QCA, Final Decision — Cost Pass-through Application fr&mgon Energy — Tropical Cyclone
Larry, September 2008, as amended in April 2009, p. i.
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2008 (almost three months before the draft decisias releasedf” Submissions
were received in response to the QCA'’s draft decifiom Ergon Energy, Origin
Energy, and the Queensland Council of Social Ses@COSS)’° The final

decision on Ergon Energy’s application was release&Eptember 2008. This final
decision was released over 15 months after Ergendyis initial pass through
application was submitted and approximately 10 meffter its revised pass through
application. The 15 month timeframe the QCA requiieg the Cyclone Larry pass
through assessment is approximately 5 times lothger the maximum assessment
period permitted under the current rules (60 bussrays equates to approximately
three months).

It is possible that the AER will receive cost pe®ugh applications involving a
similar or greater level of detail and complexEpr example, the Victorian Bushfires
Royal Commission (VBRC) has made recommendationsdoce the chance of
bushfires being started by the electricity systéhi safety taskforce has been
established who will recommend to the Victorian &wment, by 30 September
2011, how two of the VBRC'’s recommendations shddmplemented’? These
recommendations concern the replacement of SWER aAnd 22-kilovolt

distribution feeders, and changes to reclose fanstat high risk times. The safety
taskforce has indicated that the measures to ingléthese two recommendations
could increase average quarterly household billsdiween 2—8 per cel® A pass
through assessment on this matter, or somethingpsjwould involve a complex
assessment of expenditure forecasts, and may egguiner information from the
DNSPs during the assessment period. It is unlittedy a through assessment of these
proposals and meaningful stakeholder consultatahdcall occur within 60 business
days.

Contingent projects and capex reopener assessaisatsiust be completed within
relatively short binding timeframes set out in tuerent rules. While these
timeframes will be adequate for some assessméetsftove difficulties relatively
short timeframes can cause for complex pass thrapghcations assessments apply
equally to complex contingent project and capeyeeer assessments. This is
particularly acute for contingent projects where thaximum assessment period in
the current rules is only 30 business days.

8.7.3 Proposed rules

Under the proposed rules, the AER would be requmadake determinations on
positive pass through amounts, negative pass thraomgpunts, contingent projects
and capex reopeners within 40 business days optexfean application. However,
the AER would have the power to extend this timmafaup to an additional

60 business days (i.e. maximum 100 business dagssent period in total) if:

» the assessment involves questions of unusual caitpte difficulty, or

189 ibid., pp. 2—4.

170 ibid., p. 3.

1 Energy Safe VictorigPowerline Bushfire Safety Taskforce Consultatiopd?a9 April 2011,
p. 1.

172 ipid.

13 ibid., p. 19.
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= the AER requires information further than that sitted by the NSP in its
application.

Table 8.6 Summary of proposed rule change: extension of timeames

No. Current rule(s) Proposed rule(s) Remarks

[6.35] - 6.6.1(1) Revisions to:

[6.36] 6.6.4(h) - , .
[6.37] 6.6A.2(h) the current provisions, in relation

to the AER making (chapter 6)

{gﬁgg gﬁ;gg:;) cost pass through decisions; and
[6A.33] 6A.7.1(h) — introduce new clauses, in relation
6A.8.2(h) to the AER making reopening

decisions, contingent project
decisions and chapter 6A cost
pass through decisions,

for which the AER must make a
decision within 40 business days
which can be extended by up to a
further 60 business days if the
decision involves questions of
unusual complexity or if it requires
further information.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.14
and 2.9 in Part C.

8.7.4 How the proposed rules address the identified issues

There are competing considerations between expaditiecision making and
ensuring enough time is permitted for the AER tdartake a thorough assessment of
an application and to allow for meaningful stakeleolconsultation. The proposed
rules improve this balance compared with the cimeaes.

The proposed rules set a ‘default’ timeframe obdbiness days for the assessment of
positive and negative pass through amounts, cagningrojects and capex reopeners.
The adoption of this default timeframe will ensthiat non-complex and less
information intensive applications are assesseédfpusly with the outcomes
announced to stakeholders and reflected in pricagimely manner.

40 business days is a lengthening of the curresgisgsnent period for contingent
projects (30 business days) but a shortening irctineent assessment period for both
positive pass through amounts and capex reopebetts §0 business days). It also
introduces a timeframe for the assessment of negp#ss through amounts where
currently there is not one.

At the same time, the ability for the AER to extehis timeframe:

= only in limited circumstances stipulated in thees#—ensures that longer
assessment periods cannot occur for any reasoonbuin pre-determined
circumstances that have been assessed as warrantmgframe extension
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when necessary to facilitate a thorough assessamentmeaningful
stakeholder consultation

» to a maximum extension of 60 business days—enshaés discipline is
placed on the AER to make a decision in a timelypmes, even in respect of
complex matters.

8.8 Consequential amendments to process matters

8.8.1 Current rules

Under the current rules in chapter 6A, the AER nmugke a decision in which the
AER either approves or refuses to approve:

= the total revenue cap proposed by the TNSP ireutsrrue proposal

» the maximum allowed revenue for each regulatory gsgroposed by the
TNSP in its revenue proposal.

Similar provisions apply under the current ruleshapter 6 with respect to the annual
building block requirement for each regulatory ypaposed by a DNSP.

8.8.2 Nature and scope of issues with the currentr  ules

The current rules require the AER&pprove(or refuse to approve) the total revenue
amounts—as proposed by a NSP in its proposal.régisrement is not suited to the
proposed rules discussed in section 6 given thaulegion of these total revenue
amounts is comprised of botft

= matters which the AER muapprovewhat is proposed by the NSP if it meets
the relevant requirements—such as with the degresiachedules, pricing
proposals and negotiating frameworks

= matters which ardeterminedy the AER, having regard to what is submitted
by the NSP, and in accordance with the relevantirempents—such as with
the operating and capital expenditure forecasts.

8.8.3 Proposed rules

The proposed rules would require the AER to deteentihe opex and capex forecasts,
the specification of the contingent projects, atitkbpmatters. As a consequence of
the proposed rules requiring the AERJ&terminethe opex and capex forecasts, the
same language in now used in the proposed rulésrespect to the AERetermining
the total revenue cap, maximum allowed revenueapual building block

requirement.

17 The total revenue amounts refer to the totalmaeecap, maximum allowed revenue (MAR), or
annual building block requirement (as the case b&y
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Table 8.7 Summary of proposed rule change: decision making pcess

No. Current rule(s) Proposed rule(s) Remarks

[6.38] 6.12.1(2) 6.12.1(2), (2A)  Revision to:

6.12.3(d), (7 — remove clause 6.12.3(d) and

6.12.3(f) consistent with the AER
now determining the forecast
capex and opex and consequential
renumbering amendments;

— revise clause 6.12.1(2) to provide
that the AER is to determine the
annual revenue requirement; and

— preserve in new clause
6.12.1(2A), that the AER is to
accept or refuse to accept the
proposed regulatory control
period.

[6A.36] 6A.14.1(1)—(8) 6A.14.1(1)-(6) Revision to clause 6A.14.1 to provide
that in a draft and final decision the
AER is to:

— determine the total revenue cap,
the maximum allowed revenue
(consistent with determining the
forecast capex and opex), any
other amounts, values or inputs
that it has used in place of those
referred to in clause
6A.10.2(b)(9), determine whether
actual or forecast depreciation is
to be used in establishing the
opening regulatory asset base

— identify any contingent projects;

— approve or refuse to approve the
values attributed to the
parameters in the applicable
incentive schemes, the
commencement and length of the
regulatory control period, the
transmission network service
provider's proposed pricing
methodology; and

— specify the negotiated

transmission service pricing
criteria.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 1.15
and 2.12 in Part C.
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8.8.4 How the proposed rules address the identified issues

The proposed rules are consistent with a framewnoder which the AER must
approve some elements of the building block catmrgroposed by NSPs if it meets
stated criteria whereas other elements are detethiiy the AER.

8.9 How the proposed rules contribute to the NEOan d
revenue and pricing principles

Allowing the form of control and service classifica to be amended after the
framework and approach stage if there are ‘unforegreumstances’ will help to
ensure that the form of control is workable. Bytlsgj the form of control and service
classification to the same degree in the framevaok approach, this rule change will
increase the consistency of the NER.

The proposed rule changes regarding NSP submissiotigir own proposals will
have the effect of requiring NSPs to submit fulllanore complete proposals in
accordance with the NER. The AER will have accesggulatory proposals as
intended under the NER. Similarly, other stakehiaéll have a proper opportunity
to make effective submissions on NSPs’ proposddsréfore, the certainty and
transparency of the regulatory process (and contregulatory proposals) will
increase. Being able to consider more effectivieestalder submissions will make the
AER'’s determinations more responsive to issuesbialklers raise.

The proposed rules will promote efficient investiemd efficient operation and use
of, electricity services for the long term intesest consumers of electricity by:

* increasing certainty and transparency in the reégojarocess

» increasing the workability of the AER’s form of dosl mechanisms and
schemes

» increasing the effectiveness of the reopener ard {pmough mechanisms

= removing the NER'’s requirement for consultationscshemes in the AER’s
framework and approach, which would eliminate anagessary regulatory
burden on DNSPs and the AER

= striking an appropriate balance between quick dmtimaking and ensuring
appropriate consideration and consultation is plewn respect of the WACC
reviews and the assessment of pass through egentsgent projects and
capex reopeners.

By increasing the administrative efficiency of tiegulatory decision marking process
the proposed rules will contribute to the promotdithe National Electricity
Objective.
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8.10 Expected costs and benefits and the potential
impacts on those affected

The benefits of the proposed rules will be:

= toincrease in the investment certainty over thmeise classifications and
control mechanisms by changing the status of thesiions the framework
and approach paper

» to encourage NSPs to submit fuller and more coreglatposals to ensure a
more rigorous assessment by the AER and otherlstiders

» to provide consistency in the treatment of configgmnformation—
regardless of whether it is provided by NSPs oeosttakeholders

» {o create a better balance between quick decisaing and thorough
assessment and consultation processes in respibet WACC review, and
assessments of pass through events, contingeetfg@nd capex reopeners.

Any costs arising from proposed rule changes, yf aould be expected to be
minimal.
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9 Transitional arrangements

9.1 Introduction

The AER considers that if the proposed rule chaagesmplemented, they should
apply to the next round of distribution determinas in NSW and the ACT and
transmission determinations in NSW and Tasmania.

This section discusses how the proposed rules ingpac

= the framework and approach process in the lead tipetnext NSW and ACT
distribution determinations

= the connection between the next sector-wide WAGA&ve and its
applicability to the next NSW and ACT distributideterminations and NSW
and Tasmanian transmission determinations

» the determination of the opening regulatory asasel{RAB) in each of the
next transmission and distribution determinations.

The AER proposes transitional arrangements witheesto the last two matters.

9.2 Framework and approach process—Next NSW /
ACT distribution determinations

The next framework and approach process for the 8tUMhe ACT distribution
determinations will commence on or before 1 July20t is unlikely that the
proposed rule changes discussed in section 8hketisamework and approach
provisions, if implemented, will be in place atttiane.

The AER considers that the framework and approastigions in the current rules
should apply for the purposes for the NSW and AOT4distribution
determinations. The AER sees no significant detninbe@ the NSW and ACT DNSPs
arising from this. The NSW and ACT DNSPs have resrbsubject to a framework
and approach process as part of their currenilalision determinations.

Given that the NSW and ACT DNSPs have not haduh@étional incentive
schemes applied to them in the current regulatongrol period, the current
framework and approach provisions on scheme apiplicanay be useful to the NSW
and ACT DNSPs for their transition to the natioaabhngements. This will occur
under the current rules and no transitional arrareggs are required.

9.3 Cost of capital calculation—Next NSW / TAS
transmission and NSW / ACT distribution
determinations

Under the current and proposed rules, a WACC rewiely applies to determinations
where the initial proposal is submitted after coatiph of the WACC review.

The next WACC review is scheduled to be complete@bMarch 2014. The AER
anticipates that any rule changes considered bpEMC would be in place by early
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2013, enabling the next WACC review to be completecbrding to current timing
expectations, assuming approximately 12 monthsaptete a WACC review.
However, this would result in a transitional is$oethe DNSPs operating in NSW
and the ACT as well as TransGrid and Transend. &\thé new cost of capital rule
provisions would be in place sufficiently priorttte commencement of their
regulatory determination processes, any WACC rewatgomes would not be
finalised until approximately one month prior teithfinal decisions.

Similar transitional issues arose for the NSW/ACNSPs where the MCE was
consulting on the current chapter 6. In relatioth® cost of capital provisions, MCE
SCO noted:

= the exposure draft of the initial distribution rsiléid not set out previously
adopted parameters, as per the current rules pteh@A

= it was more appropriate for the AER to considentai@ity of values for
distribution parameters as part of its WACC reviglich was to be
completed by 1 July 2009

= parameters adopted in chapter 6A were proposed &pplied as a transitional
measure for the NSW/ACT DNSPS.

In response to stakeholder support for this prdptsa MCE considered:

...the transmission parameters appropriate to applyd businesses for the
reset given that the AER will not have time to din@rough review of the
issues and set out its statement of regulatoryiniehe adoption of the
parameters will allow the AER and stakeholdersotug on the other areas of
the framework given the limited time to conduct determinatiort/®

In relation to the NSW/ACT DNSPs, TransGrid andriBend, the AER considers it
would be preferable to provide certainty on the WARarameters to apply for these
resets prior to commencement of their reviews. &ilip any practical limitations, if
the proposed rules are implemented, all networkslghbe treated equally in order to
ensure the benefits of this framework are condilstapplied across all jurisdictions.

Given this, the AER considered a range of option®&nage the implementation of
the proposed WACC framework, including preserviagous elements of the current
framework and the timing of the next WACC review.te options identified, the
AER is considers that a number of transitionalrageaments should be in place if the
proposed rules are implemented. These transitemnahgements will also ensure that
the WACC parameters determined during the 2014 WA&G&w are applied to for
the purposes of the distribution and transmisseterhinations for the NSW/ACT
DNSPs, TransGrid and Transend.

175 MCE SCOChanges to the National Electricity Rules to essiba national regulatory framework
for the economic regulation of electricity distriln Explanatory Materigl April 2007,
pp. 44-45.

176 MCE SCOResponse to stakeholder comments on the Exposafeddthe National Electricity
Rules for distribution revenue and pricing 85.
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This enables all networks to be treated equallyeutite new rule framework, and
involves little loss in certainty from the statusoq Specifically, in relation to the
NSW/ACT DNSPs, given their distribution determinatiprocesses and the WACC
review will run concurrently , the findings of t2014 WACC review would be
consistent with the AER’s consideration of any passve evidence in the distribution
determinations under the current rules. In relatothe transmission determinations
for TransGrid and Transend, this would also avb&ldutcome under the current
rules that the AER would determine a new set ciymaters in mid 2014, yet be
bound to apply those determined in 2009.

The AER has also proposed rules which ensure tipleteness and compliance of
regulatory proposals with WACC review outcomesdeoognise that, primarily
because of the role of the risk free rate paran{atet need to determine the
averaging period shortly after initial proposale aubmitted) the initial regulatory
and revenue proposals of these NSPs would refiegbarameters in the 2009 SORI,
but be ultimately determined at the conclusiorhef2014 WACC review.

Table 9.1 Summary of proposed rule change: transitional arragements for the cost

of capital
No. Current rule(s) Proposed rule(s) Remarks
[11.1] - 11.43.1 Transitional arrangements to:
Hig} ﬁigg — provide that the clause 6.5.4(f)

and 6A.6.2(h) do not apply, and
that the AER is to apply the
statement on the cost of capital,

— provide that a building block
proposal or revenue proposal
must include a period for the
purposes of calculating the
nominal risk free rate for,

the NSW and the ACT distribution
determinations, the NSW, the ACT
and Tasmanian transmission
determinations for the regulatory
control period commencing on 1 July
2015.

Note: This table is a summary, the complete sergposed rule changes are set out at Tables 4.1 in
Part C.

9.4 RAB roll forward mechanism—Next transmission
and distribution determinations in all jurisdiction S

Sections 6.4, 6.5, 6.6, and 6.7 outlines the preghogles to the RAB roll-forward
mechanism.

Changes to the incentive framework can only infaesfuture investment decisions,
not past ones, and the AER recognises the impataiicot changing ‘the rules of
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the game’ once the regulatory control period hasrmenced in order to promote
investment certainty.

Accordingly, the AER does not consider that thesppsed rules should be applied
in rolling forward the RAB over the current regut control period in order to
establish the opening RAB in the next transmissioth distribution determinations.
Instead, for each jurisdiction, the proposed rslesuld only apply to the RAB roll
forward mechanism in establishing the opening RéBtlie regulatory control period
after next.

Table 9.2 Summary of proposed rule change: transitional arragements for the roll
forward of the regulatory asset base

No. Current rule(s) Proposed rule(s) Remarks

[11.1] - 11.43.1 Transitional arrangements to provide
[11.2] 11.43.2 that the proposed changes to clause

[11.3] 11.43.3 S6A.2.1(f) and S6.2.1(e) do not apply

to for the next set of transmission
determinations and distribution
determinations, respectively.

Note: This table is a summary, the complete sergbosed rule changes are set out at Table 4.1 in
Part C.
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